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Foreword

I
n recent years, the Association of Southeast Asian Nations 

(ASEAN), the People’s Republic of China (PRC), and India 

(collectively referred to as the ACI economies) have become 

drivers of the global economy. While these very large and 

dynamic developing economies do not form any specific 

institutional grouping, they share common boundaries, opportunities, 

and challenges. There is potential for a “great transformation” of 

the ACI economies if they can manage the important challenges and 

risks that lie ahead. This transformation could raise the quality of life 

for the citizens of these countries and lead to phenomenal progress 

ensuring inclusive, balanced, and green growth in the ACI economies, 

across Asia, and around the world. 

ASEAN, PRC, and India: The Great Transformation reviews the 

prospects and challenges these economies face in the coming two 

decades. The analysis covers ASEAN as an increasingly integrated 

economy, and the national economies of the PRC and India. It 

includes their internal dynamics, their mutual interdependence, 

and relationships with other Asian and global economies. The study 

projects an optimistic future for the three economies by 2030, based 

on their scale, exceptional growth rates, and rising interdependence. 

At the same time, it recognizes that a large number of unpredictable 

factors make other, less-optimistic, outcomes possible.

The study also highlights the challenges that the ACI economies 

must deal with in order to raise the quality of life of their citizens in line 

with their economic growth. Among these are: improving productivity 

through innovations and new technologies, leading to the establishment 

of knowledge-led economies and societies ; building seamless 

infrastructure connectivity; managing key resources (such as energy, 

food, and water); protecting the environment and addressing climate 

change; reforming and developing the financial sector; and forging 
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new relations within the region and worldwide to deepen integration 

and cooperation. As the ACI economies move to the forefront of global 

economic affairs, they have to be prepared to take leadership roles 

in world affairs and to provide regional and global public goods. The 

study recommends national and regional strategies and policies for 

addressing these issues and fostering peaceful, stable, and harmonious 

relationships among the ACI economies and with the rest of the world.

This study was conducted jointly by the Asian Development Bank 

(ADB) and the Asian Development Bank Institute (ADBI) under the 

guidance of a steering committee of ADB Heads of Department co-

chaired by Masahiro Kawai (former Dean and CEO, ADBI) and Rajat 

M. Nag (former Managing Director General, ADB). Many scholars, 

researchers, and experts from Asia and other parts of the world 

contributed to its implementation. I greatly appreciate the excellent 

efforts of authors who contributed chapters and background papers, 

and to the advisers, reviewers, discussants, and editors from both 

outside and within ADBI and ADB. I hope this study will be useful 

to policymakers, researchers, civil society, and private businesses in 

Asia as well as to the global community.

A “great transformation” is possible, but it requires a paradigm 

shift toward inclusive, green, and knowledge-led growth. With bold 

vision, appropriate strategies and policies, effective institutions and 

high-quality governance, and greater regional and global cooperation, 

the ACI economies can drive a generation of economic progress and 

transformation with the potential to lift the quality of life in Asia and 

around the world.

Takehiko Nakao

President

Asian Development Bank
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Preface

A
sia’s success story of economic growth over the 

past few decades is well known. The region is home 

to some of the world’s largest and most dynamic 

emerging economies, such as the Association of 

Southeast Asian Nations (ASEAN), the People’s 

Republic of China, and India (collectively referred to as ACI). These 

economies are growing faster than the world economy and forging 

closer economic ties than ever before. A combination of geography, 

economic policies, and institutions helps explain their success. The 

rapid development of trade and economic integration, especially of 

supply chain networks, has been a driving force for their economic 

development.

However, as income levels rise, the challenges to maintaining 

sustainable and inclusive growth tend to increase. Asia’s export-led 

growth development pattern depended heavily on demand from the 

developed economies—mainly the United States and Europe—but 

those economies are growing more slowly in the aftermath of the 

global financial crisis, and the sheer size of Asian economies makes 

further gains in export market shares in overseas markets more 

difficult. Asian economies must develop a new growth pattern more 

reliant on domestic and regional demand. At the same time, Asia’s 

growth has put unprecedented strains on the environment and food 

and energy resources. Its growth has also tended to be accompanied 

by rising income inequality, a potential threat to political stability. 

Asian economies need to develop consistent policies to avoid what has 

become known as the “middle-income trap.” 

Against this backdrop, the Asian Development Bank and the Asian 

Development Bank Institute jointly conducted a long-term perspective 

study of the prospects and key challenges faced by ASEAN, the People’s 

Republic of China, and India. The study examined a wide range of 
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pressing issues affecting the future prospects of these economies, 

including the potential and challenges of growth, inclusive growth and 

quality of life, productivity and technological change, environmental 

sustainability, finance, and regional cooperation and integration. The 

study concludes that Asia’s leading economies can foster a positive 

outcome through a paradigm shift toward inclusive, green, and 

knowledge-led growth. It also charts a set of policies and institutions 

to facilitate this transformation. 

A shift toward more endogenous and self-sustaining growth calls 

for a focus on the requirements for increasing productivity. This not 

only includes promoting technological innovation and diffusion, but 

also involves creating an environment that fosters the development of 

new companies that will embody those technologies in new products 

and services. This requires a higher stage of financial development, 

including expansion of financing capacity for start-up companies. 

Since new companies are typically small, improving financial access 

for small and medium-sized enterprises (SMEs) should be a key 

aspect of such a strategy. This calls for related activities that include 

development of venture capital, development of crowd funding such 

as hometown investment trust funds, and credit market databases 

such as Japan’s Credit Risk Database (CRD) of SMEs. Financing for 

SMEs and start-up companies through bank loans can be difficult due 

to the uncertainty of their business. 

Developing a prosperous middle class is one key to generating 

more final demand in the region. Greater financial inclusion should 

help promote greater equality of opportunity. It can also expand the 

capacity of the financial system to support economic development, 

as a large fraction of citizens of these economies still lacks access 

to basic bank deposits and loans. Institutions such as post office 

savings can contribute to this goal. Development of housing finance 

is a particular concern. Providing decent housing for the middle-

income class is required to close the gap between the middle-income 

class and the rich. Government provision of housing to the poor also 

helps to reduce inequality. Housing policy in Asian countries requires 

further study. Financial education for the middle-income class can 

help families and small firms invest their funds and operate their 

businesses more successfully. Development of human capital through 

the expansion of education is another key element.
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Development of infrastructure in much of Asia has tended to 

lag the pace of economic development. Asia has a huge demand for 

infrastructure in areas including transport, communications, and 

energy, which cannot be accommodated solely by public finance. Some 

countries may need hard infrastructure at this time, while others may 

need soft infrastructure such as health care, education, child care, 

and care for the elderly. These also require further development of 

financial markets and institutions, including local government finance 

and private finance, which can help channel funds to worthwhile 

investment projects that have undergone more extensive analysis. 

Project evaluation is also required to generate lessons learned and 

best practices in infrastructure investments. 

Adoption of low-carbon, green growth strategies can also help put 

the ACI economies on a sustainable growth path. The ACI economies 

can cooperate to ensure energy, food, and water security, and help 

manage climate change by controlling greenhouse gas and other 

emissions.  

It is hoped that this study will contribute to a better understanding 

of the dynamics of the emerging economies spearheading Asia’s 

future economic development and stimulate fresh thinking on policy 

solutions to emerging development challenges. 

Naoyuki Yoshino

Dean 

Asian Development Bank Institute
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About the Study

A
sia’s remarkable economic performance and 

transformation since the 1960s mean that the center 

of global economic activities is shifting toward Asia in 

general and toward its major emerging economies—

the Association of Southeast Asian Nations1 (ASEAN) 

economies as a whole, the People’s Republic of China (PRC), and India 

(referred to as ACI)—in particular.

While these major emerging Asian giants do not form any specific 

institutional grouping, they are very large economies and markets. In 

2010, they comprised 47% of the world population and held a 23.5% 

share of global gross domestic product (GDP) in purchasing power 

parity (PPP) terms. These dynamic developing economies share 

common boundaries, opportunities, and challenges. Their trade, 

investment, production, and infrastructure are already significantly 

integrated and will become more so in the coming decades. Because 

of their scale, exceptional growth, and rising interdependence, these 

economies deserve to be studied as a group. 

Asia 2050, a recent long-term study on Asia’s growth prospects 

commissioned by the Asian Development Bank (ADB), suggests that 

by 2050, the major emerging economies in the region can achieve 

levels of prosperity similar to those of developed economies (Kohli, 

Sharma, and Sood 2011). However, this achievement is not inevitable 

and will depend on countries overcoming significant challenges and 

managing important risks. While Asia 2050 provided broad general 

recommendations on addressing major challenges for Asia, ASEAN, 

PRC, and India: The Great Transformation focuses on the prospects 

and challenges for growth and transformation of the region’s major 

1 Consisting of Brunei Darussalam, Cambodia, Indonesia, the Lao People’s Democratic 
Republic, Malaysia, Myanmar, the Philippines, Singapore, Thailand, and Viet Nam.
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and rapidly growing emerging economies to 2030. Within this time 

frame, the governments of ACI can undertake appropriate policy 

reforms and initiatives to address the major development challenges, 

risks, and externalities that will face them.

The global financial crisis that originated in the United States (US) 

in 2008, as well as the eurozone debt crisis that started in 2009 have 

affected ACI’s growth—particularly in exports. Although these economies 

and their financial systems are sound and performing well, the significant 

downturn in exports and high volatility of private capital inflows pose 

major challenges. Financial turmoil may also weaken consumer and 

investor confidence. The prudent short-term policies of ACI must be 

appreciated. To push their economies to the next level, however, these 

countries must also focus on making investments and reforms over the 

medium term. Economic uncertainties in the developed countries arising 

from the above crises have pushed the world to a state where the ACI 

economies are expected to serve as global economic engines. It is therefore 

important to study the growth and development of the ACI economies.

This study also examines the drivers of growth and development 

in the ACI economies and the factors that will affect the quality of 

that development. It explores links among the ACI economies and how 

these may shape regional and global competition and cooperation. 

Looking ahead to 2030, this book recommends appropriate policies 

and strategies at national and regional levels that will lead to a 

balanced, inclusive, sustainable, and resilient ACI and foster a more 

peaceful, stable, and harmonious region. The book questions the 

uncertainty in achieving the dramatic transformation by 2030 unless 

these economies can successfully manage major challenges and risks. 

The Asian Development Bank Institute (ADBI) in collaboration 

with ADB conducted the study. The study envisions:

 A balanced region to be achieved by enhancing major drivers of 

stable and more endogenous regional growth.

 Socially and environmentally sustainable growth by improving the 

quality of life through inclusive growth, addressing economic and 

social inequality, fostering a knowledge economy and society, 

managing natural resources, and addressing environment and 

climate change issues for green growth.

 Resilient economies capable of withstanding global, regional, and 

domestic shocks or crises.
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Another related study, ASEAN 2030: Toward a Borderless Economic 

Community, was undertaken by ADBI in collaboration with the ASEAN 

Secretariat and the Southeast Asia Department of ADB. This study 

examines the key factors that are likely to determine the coming two 

decades of ASEAN economic development.

ASEAN, PRC, and India: The Great Transformation engaged 

international experts and ADB and ADBI staff to prepare, review, and 

comment on the chapters and background papers.

The study leaders conducted workshops with regional think tanks, 

including the Chinese Academy of Social Sciences and the Indian 

Council for Research on International Economic Relations to present 

the background papers and draft chapters of the book and obtain 

feedback from academics, practitioners, and policymakers. 

Chapter 1 identifies and explains the scope and prospects of a 

great transformation in four key dimensions: economic prosperity, the 

quality of life, the management of resources and the environment, 

and regional and global cooperation for a strong global system. 

It also discusses broad areas of policy actions for achieving the 

transformation. 

Chapter 2 discusses the prospects and challenges of growth and 

development by 2030 that will provide insights into the policy actions 

required for the great transformation. It projects major socioeconomic 

parameters such as economic growth, levels of development in 2010 

prices and PPP, urban populations, extreme poverty rates, the size of 

middle-income populations, and consumption and investment based on 

various scenarios. In addition, the chapter examines—through simulations 

with a computable general equilibrium (CGE) model—threats to growth 

relating to major risks, such as the middle-income trap, a major slowdown 

in productivity growth in ACI and developed economies, rising food and 

commodity prices, rising emissions, rising distributional concerns, and 

protectionism in ACI’s principal export markets. 

Chapter 3 examines the progress and remaining gaps in inclusive 

growth—economic growth coupled with equal access to economic 

opportunities—and the quality of life in terms of access by low-income 

citizens to employment, commercial opportunities, and basic services 

such as health care, transport, power, education, and the formal 

banking system. This chapter also provides a conceptual framework 

for inclusive growth and a policy agenda for the ACI economies.
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Chapter 4 explores ways to increase productivity and create 

new engines of growth in manufacturing, services, and agriculture. 

In particular, it examines the prospects of expanding and deepening 

regional production networks and supply chains, re-energizing 

agriculture, liberalizing trade and foreign investment, upgrading 

technology and innovation, and enhancing infrastructure and 

connectivity. 

Chapter 5 analyzes the present and future trends and patterns of 

consumption of key resources, namely energy and water, and related 

environmental challenges. It examines how the ACI economies can 

cooperate regionally and globally to ensure energy and water security, 

manage emissions, and move toward a sustainable future by adopting 

a low-carbon green growth policy. 

Chapter 6 examines the current and prospective trends of financial 

sector development in the ACI economies. It also discusses the future 

role of the financial sector in ACI’s rapid transformation, particularly 

in promoting trade in goods and services, effectively intermediating 

regional and global savings to fund infrastructure and industrial 

development, enhancing financial inclusion, and providing diverse 

and innovative financial instruments. It identifies the key policies for 

strengthening infrastructure for financial sector development and 

integration as well as the role of regional and global cooperation in 

fostering a stable financial system. 

Chapter 7 examines new demands for regional and global 

cooperation and integration as well as the need for effective institutions 

and governance in trade, finance, the environment, the economy, 

and society in the light of ACI’s expanding economies and growing 

interdependence and the emerging architecture of new regionalism. 

The concluding chapter provides common and specific challenges 

of ACI as a whole as well as the specific challenges for individual 

economies. It proposes national and regional policy priorities and 

offers specific policy recommendations for addressing the above 

challenges.  

ACI_all.indd   22 14/09/02   10:11



xxiii

Abbreviations 

ABF — Asian Bond Fund

ABMI — Asian Bond Markets Initiative

ACI — ASEAN, the People’s Republic of China, and India

ACU — Asian currency unit

ADB — Asian Development Bank

ADBI — Asian Development Bank Institute

AEC — ASEAN Economic Community

AEF — Asian Environment Fund

AFSD — Asian Financial Stability Dialogue

AFTA — ASEAN Free Trade Area

ALTID — Asian Land Transport Infrastructure Development

AMRO — ASEAN+3 Macroeconomic Research Office

APEC — Asia-Pacific Economic Cooperation

ASEAN — Association of Southeast Asian Nations

ASEAN+3 — ASEAN plus the People’s Republic of China, Japan,  

  and the Republic of Korea

ASEAN+6 — ASEAN plus Australia, the People’s Republic of China,

  India, Japan, the Republic of Korea, and New Zealand

ASEAN+8 — ASEAN plus Australia, the People’s Republic of China,

   India, Japan, the Republic of Korea, New Zealand,

  the Russian Federation, and the United States

APAEC — ASEAN Plan of Action on Energy Cooperation

ASP — ASEAN surveillance process

ASEM — Asia–Europe Meeting

BAU — business as usual

BIMP–EAGA — Brunei Darussalam–Indonesia–Malaysia–The Philippines

  East ASEAN Growth Area

BIMSTEC — Bay of Bengal Initiative for Multi-Sectoral Technical

  and Economic Cooperation

CEPEA — Comprehensive Economic Partnership for East Asia

ACI_all.indd   23 14/09/02   10:11



xxiv

Abbreviations 

CGE — computable general equilibrium

CGIF — Credit Guarantee and Investment Facility

CMIM — Chiang Mai Initiative Multilateralization

CO2 — carbon dioxide

EAFTA — East Asia Free Trade Area

EMEAP — Executives’ Meeting of East Asia-Pacific Central   

  Banks

ERPD — Economic Review and Policy Dialogue 

EU — European Union

FDI — foreign direct investment

FSB — Financial Stability Board

FTA — free trade agreement 

FTAAP — Free Trade Area of the Asia Pacific 

G20 — Group of Twenty

GATS — General Agreement on Trade in Services

GATT — General Agreement on Tariffs and Trade

GDP — gross domestic product

GMS — Greater Mekong Subregion

HDI — Human Development Index

IEA — International Energy Agency

ILO — International Labour Organization

IMF — International Monetary Fund

IMT–GT — Indonesia–Malaysia–Thailand Growth Triangle

IPR — intellectual property rights

IT — information technology

kWh — kilowatt-hour

LAC — Latin America and Caribbean

Lao PDR — Lao People’s Democratic Republic

MENA — Middle East and North Africa

MFN — most favored nation

MNC — multinational corporation

Mtoe — million tons of oil equivalent

NIE — newly industrialized economy

NTB — nontariff barrier

OECD — Organisation for Economic Co-operation and  

  Development 

PPP — purchasing power parity

PRC — People’s Republic of China

ACI_all.indd   24 14/09/02   10:11



xxv

Abbreviations

PROGRESA — Programa de Educación, Salud y Alimentación

R&D — research and development

RCEP — Regional Comprehensive Economic Partnership 

RPN — regional production network

SMEs — small and medium-sized enterprises

SPI — Social Protection Index

TFP — total factor productivity

TI  — technology index

TIS  — trade in services 

TPP — Trans-Pacific Partnership

UN — United Nations

UNDP — United Nations Development Programme

UNESCAP — United Nations Economic and Social Commission 

  for Asia and the Pacific

UNFCCC — United Nations Framework Convention on Climate  

  Change

UK — United Kingdom 

US — United States

USPTO — United States Patent and Trademark Office

WHO — World Health Organization

WTO — World Trade Organization

ACI_all.indd   25 14/09/02   10:11



xxvi

ACI_all.indd   26 14/09/02   10:11



xxvii

Executive Summary

A
sia’s giant emerging economies—the 10 countries of 

the Association of Southeast Asian Nations (ASEAN), 

the People’s Republic of China (PRC), and India—are 

in the midst of a historic transformation that will 

dramatically improve the living standards of their 

3 billion people and lift hundreds of millions from poverty. This great 

transformation will further integrate the region and its impact will be 

felt across the world.

These economies, collectively called ACI in this study, do not 

constitute an institutional group. But they are large and dynamic, and 

share borders, opportunities, and challenges. Their trade, investment, 

production, and infrastructure are already significantly integrated. By 

2030, they could quadruple their output and account for nearly 40% 

of world gross domestic product (GDP) in purchasing power parity 

(PPP) terms. The size of their combined economy would exceed those 

of the European Union and the United States taken together. By 2030, 

the PRC could become a high-income country with a per capita income 

of about $26,000 (PPP in 2005 terms). ASEAN and India would move 

closer to that status, with projected per capita incomes of around 

$12,000 and $11,000, respectively. Given the challenges facing many 

developed economies, the ACI group could become the principal 

engine of global economic progress. 

These developments would affect all critical dimensions of global 

economic activity. Even in market prices, the share of the ACI economies 

in world investment would grow from 24% in 2010 to 38% in 2030, and 

of world consumption from 11% to 27%. By 2030, they could contribute 

40% of world savings and more than half of the growth of world GDP. 

As consumers, producers, and investors, the ACI economies could help 

to create major new markets for goods and services and dramatically 

expand the pool of talent and capital engaged in creating knowledge. 
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As influential members of international institutions, they are likely 

to shape responses to global challenges ranging from energy and the 

environment to financial stability and security. 

But none of this is assured. To realize the full potential of the 

great transformation, the ACI economies will have to sustain economic 

growth against difficult macroeconomic headwinds and in the face of 

daunting resource and environmental risks. Moreover, even growing 

fast will not be enough. The quality of growth and the extent to which 

the benefits of growth extend across vast populations, will be equally 

important to success. This study finds that the ACI economies face 

common challenges in:

 providing economic opportunity for all through inclusive growth; 

 sustaining productivity growth and innovation;

 managing resources and the environment; 

 strengthening financial sectors and macroeconomic management; 

 enhancing regional and global cooperation and integration; and

 strengthening governance, accountability, and institutional effectiveness.

These goals will have to be pursued in a global economic 

environment that is rife with risks of potential economic and financial 

downturns, policy conflicts in trade and finance, rising natural resource 

and food prices, and environmental and climate degradation. The most 

negative scenario consisting of several such shocks to materialize in 

combination could depress ACI growth by 2.5 percentage points below 

6.9% (PPP) baseline estimates. 

Still, this study is optimistic about the potential for the great 

transformation of the ACI economies. The region possesses the 

resources, expertise, and policy options to meet the challenges it is 

likely to face. But doing so will require cohesive societies and wise 

policies. It will depend on trusted political leadership and effective 

frameworks for collaborative decision-making within and among the 

ACI economies. It will also demand close cooperation between the ACI 

economies and the rest of the world.

This agenda will greatly challenge governance in the ACI 

economies. The actions required to sustain progress have long lead 

times, require substantial investments, and cut across multiple areas 

of policy, ranging from institutional and financial innovations to the 

development of infrastructure, human resources, and the capacity 

for innovation. Most fundamentally, they require confident, well-
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informed governments that have broad public support in guiding 

development. This study addresses ways in which governments can 

earn and maintain such trust in order to address the more specific 

challenges that emerge in the many dimensions of policy.

Providing Economic Opportunity  
for All through Inclusive Growth

The ACI economies are poised to make unprecedented progress 

in improving the quality of life of their citizens. By 2030, some 600 

million people could be lifted out of extreme poverty (defined as 

spending $1.25 or less per day in 2005 US dollars), reducing their 

share of the ACI population to less than 1%. Meanwhile, the shares of 

the population in the middle class (those with expenditures between 

$10 and $100 per day) could rise to 64% in ASEAN, 79% in the PRC, 

and 69% in India. More than 2 billion ACI citizens—roughly equal to 

the number of people now in that group—will enter the global middle 

class by 2030.

However, the gap between rich and poor has widened in recent 

years, despite overall progress, and many of the region’s people 

have limited access to basic services such as utilities, transportation, 

financial services, health care, and education. Notwithstanding the 

region’s powerful centers of economic progress, many people remain 

weakly connected to the engines of growth, due to geographic distance 

or inadequate skills, and have little opportunity to find secure jobs 

with good wages. Economic inequality and exclusion remain serious 

problems.

Market-based economic growth alone, no matter how fast, is unlikely 

to solve all of these problems. It will not reduce income disparities 

sufficiently, eliminate social exclusion, deliver adequate public services, 

or provide everyone with an opportunity to find a well-paid job. Since 

such broad progress is the ultimate goal of economic development, 

no record of achievement can be considered successful unless it also 

addresses those wider goals. Moreover, large and systematic divergences 

in the distribution of the benefits from economic growth inevitably 

undermine social cohesion and political stability. 
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This study concludes that improving the quality of life as well as 

narrowing income and social gaps across the region are a high—and 

in many countries the highest—policy priority. Achieving these goals 

will leverage the benefits of economic growth and reduce tensions 

that might otherwise undermine stability. Importantly, it will help 

governments maintain the public support that will be required to 

pursue effective, difficult policies to sustain economic progress.

To achieve this overarching priority, this study recommends an 

“inclusive growth” framework to guide development strategy across 

the ACI region. This framework would feature three policy pillars: 

(i) creating productive jobs through high, sustained, broad-based 

growth; (ii) expanding access to opportunity by investing in education, 

skill development, and health care, and by leveling the playing field, 

eliminating social exclusion, and addressing governance weaknesses; 

and (iii) building social safety nets to prevent extreme poverty and 

to mitigate economic vulnerability. Its effective implementation could 

dramatically raise the quality of ACI growth.

Sustaining Productivity Growth 
and Innovation

The drivers of rapid economic growth in the ACI economies 

have to change dramatically in the decades ahead. One reason is 

the slowing growth of developed economies and potential strains in 

international trade relations. Another is rising wages associated with 

past productivity gains. A third is the aging of the region’s once fast-

growing pool of young workers—a demographic bonus that will soon 

end in the PRC, Singapore, Malaysia, and other ASEAN countries. 

These trends will make it harder—but not impossible—for the 

ACI economies to sustain high rates of productivity growth. The gap 

between the region’s productivity levels and the global technology 

frontier is still large, so the potential for catch-up remains 

substantial. But continued progress will require vigorous, new 

efforts to sustain savings, to improve the climate for investment, 

and to accelerate innovation. More generally, the region needs to 

focus on policies that anticipate, and help to escape the “middle-
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income trap” that has tripped up countries at similar levels of 

development in the past.

Productivity growth under export-oriented development used to 

depend on imported or adapted foreign technology. In the future, with 

growth increasingly based on regional demand, productivity gains will 

need to depend more on the region’s own institutions, capabilities, 

and resources. 

Economies with relatively low wages will benefit from cost pressures 

in the region’s more developed countries, especially in sectors such 

as agriculture and standardized manufacturing. These forces will 

generate incentives for industry to migrate, say, from the PRC and the 

more developed ASEAN economies to India and low-income ASEAN 

countries such as Cambodia, the Lao People’s Democratic Republic 

(Lao PDR), Myanmar, and Viet Nam. By some estimates, as many as 

85 million jobs could shift location. The countries building these 

industries, in turn, will need to invest in the physical, institutional, and 

human infrastructure required to facilitate growth. Powerful regional 

production networks—a special Asian asset—can drive this process 

by managing strategic transfers of capital, management skills, and 

technology, provided that the physical and institutional infrastructure 

are in place for seamless production links. 

Meanwhile, the region’s more developed economies will face the 

more challenging task of nurturing new growth engines to replace those 

that are losing global competitiveness. However, opportunities in large 

new service industries, in more sophisticated manufacturing activities, 

and in a reinvigorated and technologically advanced agriculture sector 

are poised to become important new drivers of growth. The PRC, 

Malaysia, Singapore, Thailand, and other more developed ACI economies 

will face powerful incentives to develop niches in these new industries. 

Major demand-side opportunities will be provided by the region’s 

own consumers and by consumers entering the middle class around 

the world. Emerging economies will account for approximately three-

quarters of the world’s middle-class population by 2030. These new 

sources of demand will favor products and services suited to ACI 

comparative advantages. The world’s new emerging middle classes 

will demand more variety, better product reliability and safety, and 

lower prices. They will also expect more and better services, ranging 

from trade, transportation, and finance, to health care, education, and 
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entertainment. In addition, their economic impact will be reinforced by 

urbanization, providing the scale economies, competitive markets, and 

dense interactions that help to stimulate productivity and innovation.  

The supply side of the transition, in turn, will require effective 

investments in technological upgrading, in human capital, in the 

institutions of finance, competition and business regulation, and in the 

physical infrastructure that undergirds production. All of these take 

a long time to develop. The transition from simple production to the 

adaptation of modern technologies—and ultimately to innovation— 

require wide-ranging, long-term investments in human capital and in 

ecosystems that allow entrepreneurship to flourish. These processes 

demand urgent attention in the ACI economies since they are 

happening—and need to continue to happen—at an unprecedented 

pace. 

This study concludes that high ACI productivity growth is 

sustainable. The region has good opportunities for technological 

catch-up, high rates of saving and investment, strong entrepreneurial 

resources, and rapidly growing demand. These provide solid 

foundations for future productivity gains. But switching directions of 

growth also calls for bold investments and institutional changes. 

To maximize sustained productivity gains, this study recommends 

major investments in next-generation infrastructure, such as for 

transportation and telecommunications and the conservation and 

production of energy, water, and primary materials. It also recommends 

policies that will improve the climate for doing business by enhancing 

competition, rewarding entrepreneurship and risk-taking, and 

providing good access to finance and a fair and predictable legal 

system. The ACI economies should invest in human capital to improve 

the breadth and depth of education, enhance the mobility of labor, and 

help to spread knowledge and best practices. This study also strongly 

supports ADB’s proposal to establish a new Asian Infrastructure Fund 

to accelerate the cooperative development and funding of regional 

infrastructure initiatives. It argues that the value of these investments, 

in turn, could be multiplied by welding together the giant markets 

of the ACI economies through region-wide free trade and investment 

agreements.
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Managing Resources and 
the Environment

Access to affordable and plentiful energy, water, and arable 

land, and the challenges associated with worsening air and water 

pollution pose severe threats to economic growth and the quality of 

life. Perhaps understandably, given their rapid growth in the past, 

many ACI economies have not yet met the challenges raised by these 

negative externalities of growth. Many economies are beginning to 

take action now. Most still rank poorly in terms of energy efficiency, 

and the region is rapidly becoming the world’s largest contributor of 

greenhouse gas emissions.

Even with vigorous conservation measures, the demand for energy 

and water in the ACI economies is expected to rise dramatically. 

Primary energy demand will roughly double by 2030. By 2030, 

demand for electricity will increase almost threefold in India, twofold 

in the PRC,  and two and half-fold in ASEAN compared to 2010. In 

the absence of major new innovations, the region’s dependence on 

imported oil and gas will set new records by 2030. The effects on 

the environment could be severe. Due to burgeoning demand and a 

carbon-intensive fuel mix, by 2030 the region’s CO2 emissions could 

more than double, reaching levels roughly twice as high as those of 

developed economies.

The region is already experiencing water-stressed conditions. As 

many as 289 million people do not have access to improved water, and 

future consumption is projected to far outstrip fresh water supply. 

The PRC’s and India’s fresh water deficit (as % of demand) is projected 

to reach 25% and 50%, respectively, in 2030.

The mounting demands of industrial activity, increasingly 

prosperous populations, and growing evidence of the severity of 

climate change will intensify the urgency for action on these issues. 

Energy and water security also have profound implications for food 

security. Given the long lead times involved in changing trends, and 

the heavy social and economic costs of inaction, the transition to 

green development strategies—emphasizing renewable, clean energy 

and more efficient use of natural resources—is an immediate priority. 
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There is growing recognition of the importance of these issues in the 

region, and several countries have begun to plan and implement steps 

to address them. Nevertheless, the findings of this study suggest 

urgent and more forceful policy responses.

This study concludes that immediate measures are needed to 

improve the efficiency of energy use, to enhance energy, water, and 

food security, and to stimulate the transition to a low-carbon economy. 

The policies to effect these changes are well mapped out in studies 

by organizations such as the International Energy Agency, and the 

costs of implementing them appear affordable. Indeed, in some cases, 

green development strategies could contribute positively to economic 

growth. 

To manage resource and environmental challenges, this study 

recommends that the ACI economies urgently develop specific, long-

range strategies appropriate to their economic circumstances by 

building on available policy options. In the case of energy policy, the 

options include the elimination of energy subsidies, the adoption of 

carbon taxes, and the provision of tax incentives, grants, and loans 

for conserving energy and making investments in alternative energy 

supplies. Similar, pragmatic, multi-pronged, and affordable strategies 

can be developed to ensure future water and food security.

This study also recommends that the ACI economies intensify 

joint efforts to address resource and environmental challenges. 

Increased production and trade of energy within the ACI region, along 

with concerted efforts to improve energy efficiency, could reduce the 

dependence on coal and oil imported from afar. This study proposes 

the establishment of a new Asian Environment Fund to address these 

challenges by promoting and funding collaborative, regional solutions 

to mitigating climate change and managing water constraints. Finally, 

it recommends that the ACI economies assume greater leadership in 

global efforts to address climate change and to distribute the burdens 

more equitably. There is much urgent work to be done also on sharing 

technology, best practices, and management know-how.

ACI_all.indd   34 14/09/02   10:11



xxxv

Executive Summary

Strengthening Financial Sectors 
and Macroeconomic Management

The financial resources of the ACI economies should be sufficient 

to fund the region’s development needs in the next generation. Bank 

deposits are projected to triple, reaching 44% of the world total by 

2030. The region’s share of global private bank credit and stock 

market capitalization will also roughly triple, accounting for 33% of 

the world share in 2030. Private bond markets, crucial for long-term 

investment, will increase from a low 4% of the world total in 2010 to 

14% in 2030. The major currencies of the ACI economies, especially 

the yuan, will likely be widely held and traded.

But the great transformation will also require a more sophisticated 

and inclusive financial sector to support real sector growth and 

infrastructure needs. Deeper, more advanced financial and capital 

markets are needed if the ACI economies are to mobilize the region’s 

immense pool of savings in productive investments that yield higher 

living standards. Although there is much variation among countries, 

financial systems will need to become more accessible to small and 

medium-sized firms, to offer more flexible financing alternatives to 

support the growth of entrepreneurial businesses, and to provide 

better services and access to consumers at all income levels.

This study concludes that the transformation of the ACI economies is 

likely to lead to rapid growth in financial systems and a major shift from 

bank lending to more diversified financing mechanisms, ranging from 

private, local-currency bond markets to varied forms of equity and other 

innovative instruments. However, the expansion of financial systems and 

their increased complexity can also lead to important systemic risks.

This study recommends that innovation in financial markets be 

actively supported by regulatory reforms and by the development 

of the related legal and institutional infrastructure. Reforms will 

also be needed to ensure that financial services are affordable and 

available to small businesses and low-income consumers. It also notes 

that intensive efforts will be required to create reliable supervisory 

mechanisms to protect individual countries and the region from 

national, regional, and global financial shocks.
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This study also recommends the need for attention to continuing 

risks in the global macroeconomic environment. The region’s 

macroeconomic policies have been prudent relative to those policies 

elsewhere, and many ACI economies have accumulated substantial 

international reserves. But the slow global recovery since the 2008–

2009 global financial crisis is taking its toll. Significant fiscal deficits 

have emerged in some countries and the stimulation of credit has 

led to risky increases in debt in others. Such trends have resulted in 

sharp negative reactions in capital markets in the past, and the risk 

of shocks remains high. Prudent national policies and deeper regional 

cooperation in existing institutions such as the Chiang Mai Initiative 

Multilateralization (CMIM) that might develop into an Asian Monetary 

Fund, and in new institutions such as the proposed Asian Financial 

Stability Dialogue could help to ensure the stability of ACI capital 

markets and the efficient allocation of resources across the region.

Enhancing National, Regional, and 
Global Institutions and Governance

Sustaining and building a seamless regional economy will require 

intergovernmental cooperation on trade, financial, infrastructure, 

environmental, and security issues. Open, competitive, and deeply 

connected markets are essential foundations for the region’s 

growth. In turn, compatible rules and procedures will be necessary 

to regulate competition, resolve disputes, and avoid confrontation. 

Although ACI’s markets are increasingly integrated, formal regional 

cooperation is still at an early stage. The ACI economies have tended 

to be bystanders rather than leaders in the institutions that manage 

global trade, finance, environmental, and health issues. 

Collective action by the ACI economies will be essential because 

many aspects of their dynamism depend on regional connections. 

Under the baseline scenario, the share of global trade by the ACI 

economies will double to 53% by 2030, with the region’s intra-regional 

trade increasing by a factor of six. Moreover, these flows in goods and 

services will be matched and perhaps dwarfed by financial flows. By 

2030, the simulations of this study suggest that $14 trillion in ACI 
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savings will need to be intermediated between the region’s savers 

and investors. These flows will account for almost one-third of world 

savings and investment. Some of these transactions will continue to be 

intermediated by financial centers in the developed world, but many 

are bound to shift to regional centers and Asian currencies. The likely 

outcome is that the region’s financial centers will be dramatically 

transformed in scale and sophistication. Stronger regulatory 

mechanisms will be needed to ensure their efficiency and safety. 

The pace of cooperation on trade and investment has intensified 

with ASEAN’s efforts to develop a single market and with the related 

regional processes. Negotiations are underway for a broad economic 

Partnership—the Regional Comprehensive Economic Partnership 

(RCEP)—that would include all the ACI economies and support 

the development of supply chains. The CMIM initiative has also 

expanded in scope and established the foundations of an institutional 

infrastructure. Subregional projects to build regional transport and 

energy networks are underway within the ACI region, literally paving 

the way for economic integration across many important borders. It 

is not too early to plan for an ACI region—and perhaps even wider 

economic zones—that is altogether free of barriers to economic 

exchange.

Meanwhile, the ACI economies remain deeply connected to the 

global economy. They depend on relations with economies around 

the world for imported energy and primary materials, for access to 

major consumer markets, for advancing technology, for opportunities 

to invest in and attract capital from businesses abroad, and, most 

importantly, for pursuing the critical human interactions that advance 

knowledge and international understanding. All this means that the 

region must take an active role in managing and providing global 

public goods. 

This study concludes that it is in the region’s interest to promote 

free trade in goods and services within its boundaries and worldwide, 

to encourage the international mobility of capital and persons subject 

to appropriate mechanisms that ensure the stability of individual 

economies and global growth, and to create mechanisms to mitigate 

climate change and to distribute its burdens equitably across the world. 

To achieve these objectives, this study recommends that the 

region assume an active role in global cooperation and make major 
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contributions toward the provision of global public goods. It specifically 

recommends that the ACI economies assume a greater voice, wider 

responsibilities, and increasing leadership in international institutions 

such as the World Trade Organization, the International Monetary Fund, 

the World Bank, the Group of Twenty (G20), the United Nations, and 

the World Health Organization, and international efforts to promote 

environmental sustainability and the mitigation of climate change. 

This study also recommends cooperation at the regional level, 

focused on the ASEAN template. This will require a strong and 

empowered ASEAN Secretariat and the effective implementation 

of the ASEAN Economic Community (AEC). The ASEAN integration 

process has already served as a basis for deeper ties with dialogue 

partners in ACI and beyond. It has provided the foundations for the 

CMIM (with the addition of the PRC, Japan, and the Republic of Korea, 

known as ASEAN+3) and could serve as the basis for the Regional 

Comprehensive Economic Partnership that will encompass the 

ASEAN+6 countries (which adds Australia, India, and New Zealand). 

These initiatives will ideally lead to a multi-functional umbrella that 

deeply connects the region and forges wider partnerships with North 

and South America and Europe. The “ASEAN way” of consensual 

integration is an essential tool in building the multi-functional, 

region-wide framework that ACI growth will require in the future.

Meeting the Challenge of Action
The great transformation of the ACI economies is underway. 

But uncertainties remain concerning the speed, quality, and the 

inclusiveness of the growth process. This study has identified 

critical issues in pursuing inclusive growth, boosting productivity, 

managing resources and the environment, upgrading financial 

systems, and strengthening institutions and governance. It has made 

recommendations for policies in these areas to improve the prospects 

for achieving rapid and high-quality growth. 

The agenda outlined in this study is complex and will be difficult 

to implement. Furthermore, while policy challenges are large and 

growing, the space for policy decisions appears to be narrowing. Large, 

global markets increasingly drive regional trends, well-informed and 
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connected interest groups exert greater influence, and the diffusion 

of global economic powers make international cooperation more 

difficult. These limitations are largely the result of positive trends—

economic integration, more open institutions, and more successful 

economies—but nevertheless pose challenges to collective action. 

This study emphasizes three overarching responses to the con-

straints now faced by policymakers. It argues that a forward-looking 

analysis is needed to identify and address threats with long lead times. 

It emphasizes the importance of inclusive growth, not only for its own 

sake, but also for building confidence in policy. It suggests an explicit 

focus on resilience—the capacity in both private and public sectors 

to cope with unexpected shocks. Resilience in the private sector can 

be enhanced by market mechanisms that increase flexibility, and in 

the public sector by fiscal headroom for emergencies and by credible, 

competent agencies that can act quickly and boldly.

ACI policies have been among the world’s most successful since the 

early 1990s. But comparative indicators show that the ACI economies 

still have far to go in improving governance in dimensions such as 

voice and accountability, personal security, regulatory quality and rule 

of law, and government effectiveness. The decades ahead will test all 

of these dimensions of governance. They will bring challenges as great 

and complex as are the opportunities to make progress. Meeting these 

challenges will require better and smarter governance—policies that 

are forward looking, well informed, sensitive to varied stakeholders, 

and more decentralized than in the past. 

The good news is that the ACI region has the financial resources, 

human talent, entrepreneurial spirit, and record of leadership to 

accomplish this agenda. Never before have emerging economies had 

resources of such quality on such an extraordinary scale. The region 

also benefits from exceptional economic momentum. Even if the ACI 

economies fail to reach some priorities examined in this study, they 

will almost certainly be stronger and more prosperous in 2030 than 

they are today. In turn, a peaceful, prosperous, and harmonious Asia 

will contribute to peace and prosperity around the globe. 
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1  The Great 
Transformation

1.1  High Stakes
By 2030, the 10 members of the Association of Southeast Asian 

Nations (ASEAN), the People’s Republic of China (PRC), and India—

home to half the world’s population—will be poised to quadruple 

their output and emerge decisively from a history of poverty. These 

countries are not alone in attempting such an ambitious leap, but 

because of their scale, pace of change, and increasing interdependence, 

they merit attention as a group. If these economies—called ACI in 

this study—sustain rapid growth, they will dramatically transform 

the lives of their more than 3 billion people and indeed the global 

economy. This book looks ahead to the policies required to manage 

this transformation, notwithstanding shorter-term macroeconomic 

challenges, because of its immense implications for the ACI economies 

and the world. 

The term “great transformation” is chosen judiciously to describe 

these developments. It was first applied by the anthropologist Karl 

Polanyi to the extraordinary social and economic changes brought 

about by the rise of the market economy in developed countries 

(Polanyi 1944). The transformation underway in Asia—defined by the 

spread of highly productive, market-based economic systems across 

the world’s most populous region—is arguably as important. Polanyi’s 

insight, that massive economic change has deep implications for 
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governance, is also an important theme of this book. Earlier economic 

transformations shifted the locus of productive activity and its 

governance from tribes and feudal estates to cities and nation states. 

Today’s economic revolution, in turn, is shifting responsibilities to 

market-based institutions, regulated by governments on the national, 

regional, and global levels. Once again, the challenge facing governance 

is what Polanyi called the “double movement” of policy—the promotion 

of market-based growth on the one hand, and the management of its 

negative side effects on the other.

There are reasons to be optimistic about the prospects in ACI. 

Economic theory, old and new, attributes growth to physical and 

human capital accumulation, economies of scale, innovation, and 

institutions that support market-driven competition. Most ACI 

economies possess these attributes and have ample potential for 

“catching up” with global productivity frontiers. Based on current 

projections presented in Chapter 2, they will contribute 40% of the 

world’s savings in 2030 and account for 51% of the growth of the 

world economy between 2010 and 2030. ACI investments will also 

dramatically expand the pool of talent and capital engaged in creating 

knowledge. Information technologies can multiply these gains by 

facilitating connections among centers of innovation and production. 

Technologies just over the horizon, spanning physical and biological 

fields, could further enlarge the economic toolkit of the ACI nations 

and mitigate constraints on growth. 

Yet the risks are also great. The immediate economic outlook is 

clouded by major macroeconomic challenges. The ACI economies 

are more resilient than in the past, but the world environment is 

still dominated by conditions in developed economies. Other risks 

are associated with rapid development itself: large and wide-ranging 

institutional innovations will be required to support the transformation 

of ACI finance, production, and demand. Many promising economies 

have tripped up in attempting to move beyond middle-income levels 

in a short time frame. The drivers of growth cannot shift smoothly 

across different stages of development unless the institutional setting 

for new, more advanced stages is established and tested in advance. 

Still other risks are related to the sheer scale of ACI growth, which will 

push demand for energy and raw materials beyond levels experienced 

in the past. This could also severely harm the environment. 
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The combination of great opportunities and risks makes the stakes 

in ACI’s development unusually large. As Asia 2050: Realizing the 

Asian Century argued, the “Asian Century” is not foreordained (Kohli, 

Sharma, and Sood 2011). The success of the ACI economies is essential 

to the world’s future and the risks warrant careful analysis. The great 

transformation depends on the efforts and decisions of billions of 

people, but it will require skillful guidance from governments at many 

levels. Much has been learned from economies that made the transition 

successfully, including in Asia, and distilling lessons for policy is one 

of the objectives of this book.

1.2  Powerful Headwinds
As this study goes to press in 2014, the ACI economies face 

an uneven global economic environment. Five years after the start 

of the 2008–2009 global financial crisis—the most severe that the 

world economy has experienced in seven decades—there are signs of 

recovery, albeit unevenly spread. The massive financial deleveraging 

that sparked the crisis in the United States (US) has led to multiple 

aftershocks. Households and firms in many countries reduced 

expenditures while governments turned to debt-financed spending 

to sustain activity. At this writing, Europe continues to resolve 

sovereign debt problems—it is evident that it will not be solved 

without major adjustments in the financial and budgetary structure 

of the European Union. In the meantime, high unemployment persists 

in many countries, financial markets remain volatile, major financial 

institutions are fragile, and debt burdens are rising in Japan and the 

US. Growth is uneven even in emerging economies that initially helped 

drive the recovery. Cooperation among countries has proved difficult 

and further financial shocks may follow. Many governments now 

also face political tensions—fueled by the prolonged slowdown—that 

makes decision-making highly difficult.

Will these global developments adversely affect the ACI economies? 

The answer is almost certainly yes. The region withstood the early 

stages of the crisis well, thanks to strong initial fiscal positions and 

low levels of financial leverage and debt. The ACI economies did 

experience early export declines, but then turned to their own demand, 
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including intraregional trade. The drivers of regional demand ranged 

from the expansion of consumption in Indonesia to infrastructure and 

residential investment in the PRC. Exports also recovered. Slow global 

trade growth is taking its toll, and opportunities for further regional 

stimulus are shrinking. 

Given the prospect of lackluster growth, a cyclical deceleration 

of ACI growth appears probable. ADB (2014) shows that growth in 

developing Asia slowed from 7.4% in 2011 to 6.1% in 2012 and 6.1% 

in 2013. Developing Asia’s growth is projected to be 6.2% in 2014 and 

6.4% in 2015.1 This “soft landing” is subject to downside risk, and 

is likely to require effective and nuanced macroeconomic policies, 

at least when compared to those applied in the recent period when 

growth rates appeared to have “decoupled” from those of developed 

economies.

Resilience is a complex mix of policies and economic 

characteristics. A resilient policy environment requires effective 

tools for macroeconomic monitoring and management, ample fiscal 

and foreign exchange reserves, national safety nets for individuals 

and small firms, and international safety nets for national financial 

systems. A resilient economic structure requires flexible labor and 

capital markets and well-regulated financial institutions. These policy 

and structural characteristics enable countries to manage shocks in 

less time and at lower cost, and are essential in times of turbulence. 

There are two additional reasons for medium-term analysis—for 

looking beyond the current crisis—even in times of great uncertainty. 

First, a focus on medium-term prospects can help to identify policies 

that are useful in the short term and sustain growth beyond the short 

term. Embracing the opportunities and managing the threats that the 

ACI region faces will require structural changes with long lead times. 

Many of those changes must be launched now.

Second, a clear medium-term vision can reduce uncertainty and 

build confidence, which is in short supply in the current downturn. 

Rapid growth is possible and indeed likely in Asia, even as it requires 

shifts in the region’s growth patterns toward its own markets, 

investment opportunities, and technological capabilities. It will take 

1 Meanwhile, the International Monetary Fund (IMF 2014) projects slightly higher growth 
of 6.7% in 2014 and 6.8% in 2015.
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confidence to drive progress on institutional change, infrastructure 

needs, and forward-looking private investment. Early initiatives to 

launch the necessary policies and growth engines will support the 

transition itself. This is why a map and policy framework for self-

fueling growth—to solve the coordination problems that face economic 

agents in uncertain times—are essential elements of a medium-term 

growth strategy. 

1.3  Dimensions of Transformation
A starting point for analyzing the transformation ahead is a 

growth path based on “continued convergence”—a baseline projection 

that extends the development experience of recent decades into the 

future. These calculations, reported in detail in Chapter 2, assume that 

the subset of emerging economies that have reduced the productivity 

gap against developed economies in the past—the members of the 

so-called “convergence club”—will continue to make progress in the 

future. Nearly all the ACI economies are such members and others are 

likely to join them.  

Sustaining convergence does not mean that the ACI economies 

will be immune from global business cycles. It only argues that 

their trend productivity growth rates will continue to exceed those 

of advanced countries. The path assumes, however, that the world 

economy will encounter neither new roadblocks to development nor 

unexpected positive advances, such as in technology or productivity. 

Of course, no single projection is likely to be right. This study will 

therefore analyze deviations from the baseline, due to shocks and 

policy changes that lead to lower or higher development paths. That 

analysis is the primary focus of Chapter 2.

The baseline projects ACI output to quadruple by 2030, in 

essentially one generation. Per capita incomes would triple, and 

the region’s share of world output would rise from 15% to 28% (in 

2010 constant prices as reported in Chapter 2). In that generation, 

the economy of ACI would become larger than that of the United 

States or Europe—inheriting new economic opportunities as well 

as responsibilities in governing the global economy. It has been 

increasingly observed that the world’s economic center of gravity, 
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after shifting westward for much of the previous millennium, is 

moving into the middle of the ACI region.2  

These are aggregates for a region characterized by great variations 

in productivity, wealth, resources, culture, and economic structure. 

Yet because the prospects of the 12 ACI economies are interconnected, 

all are likely to participate in the region’s progress. The aggregates 

are inevitably dominated by the PRC and India, which are expected to 

have average growth rates of 7.0% and 7.6% annually (in 2010 constant 

prices), respectively. ASEAN is projected to grow at an average rate 

of 5.4 % annually, also a strong rate by most historical standards. 

Meanwhile, the world’s most developed economies—Japan, Europe, 

and the US—are likely to have average growth rates annually in the 

1%–2% range. Their prospects are dampened by having reached the 

frontier, and by stable or declining populations and high levels of debt 

and social expenditures.

The growth of ACI—arguably the world’s most promising growth 

engine—is thus critical for the world economy and will depend 

increasingly on the region’s own policies. The implications, both 

positive and negative, are assessed in four key dimensions of the 

coming transformation: the quality of life; the structure of production; 

the management of resources and the environment; and international 

cooperation. 

1.3.1 The quality of life 
ACI citizens are poised, if not guaranteed, to experience dramatic 

improvements in their quality of life. The region’s development could 

eliminate extreme poverty, lift billions into the middle class, and 

raise incomes for virtually all subregions and social groups. To some 

extent, these improvements will follow from growth. Chapter 2 shows 

that under plausible assumptions the number of middle-income 

consumers in the ACI economies—in this study defined as those with 

consumption levels between $10 per day and $100 per day in 2005 

dollars—will grow to 2.6 billion, representing 72% of the region’s 

population in 2030. This means that the size of middle-income markets 

will grow extremely fast: in 2010, the number of middle-income ACI 

2  Pioneering work on world GDP projection was present in Maddison (2008). An update is 
available in McKinsey Global Institute (2012).
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consumers was only 12% of the population (Figure 2.5). ACI will drive 

the expansion of the world’s middle class: by 2030, half of all middle-

class people will live in the ACI economies (Figure 1.1).

The reason these developments are so significant is that middle-

income spending can support substantial discretionary expenditures, 

allowing people to reach living standards comparable to those 

experienced mainly in developed countries. This has tangible effects. 

Middle-class consumption does not mean exactly the same in different 

countries, but it does usually mean improved housing, both in scale 

and quality, and ubiquitous access to white goods such as refrigerators. 

Middle-class ACI consumers also enjoy the reasonable luxuries of 

everyday life—plentiful food, attractive clothing, and digital technology. 

Most have access to education, health care, and public transport. 

In many countries, people enjoy the freedom offered by their own 

motorcycles or automobiles. Middle-class urban neighborhoods may 

have parks and shopping centers for socializing and entertainment, 

and typically feature long-distance communications and transport 

services that allow people to connect with families and friends, wider 

work opportunities, and new experiences. Even with incomes that are 

relatively low compared to those in developed countries, the region’s 

immense absolute demand will provide incentives for products and 

services tailored to ACI budgets. 

These gains will depend in large part on urbanization. On average, 

cities are more than twice as productive as the areas around them, 

and their dense populations facilitate the production of a great variety 

of goods and services at relatively low cost. Between 2010 and 2030, 

the urban population of the ACI economies is projected to expand by 

some 700 million people to nearly 2 billion, reaching 40% of the ACI 

population by that time (UN 2012).

The list of the world’s urban agglomerations will be increasingly 

dominated by the ACI economies. By 2025, seven of the world’s 15 

largest cities will be in ACI. Some of these cities will be immense— 

New Delhi (33 million), Shanghai (28 million), Mumbai (27 million), and 

Beijing (23 million). The world’s largest city will be Tokyo (39 million), 

also in Asia (UN 2012). The PRC alone is projected to have 221 cities 

with a million or more people (McKinsey Global Institute 2009). Most of 

these cities will face severe challenges in managing burgeoning growth. 

But building infrastructure and providing related services for this wave 
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Figure 1.1: ACI Will Lead the Expansion of the Global Middle 
Class (millions of people)

ASEAN = Association of Southeast Asian Nations; PRC = People’s Republic of China.
Source: Authors’ calculations. 
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of urbanization is not only a burden; it is also a growth engine. For 

example, it is estimated that as many new subway systems will need 

to be built in Asia over the next two decades as exist in the world 

today, and four times as much office space will have to be added as 

now exists in Europe (McKinsey Global Institute 2011b). All this sounds 

futuristic, but it follows from reasonable projections. Moreover, the 

simulations of Chapter 2 suggest that the broad characteristics of the 

transformation are similar across alternative scenarios.

Even if the positive projections are realized, rapid market-based 

growth will not, by itself, guarantee gains for everyone. Nor will it 

automatically deliver many goods and services that people value and 

expect. Market forces maximize the pace of growth and reward the 

nimble: the young, the well educated, those with resources to invest, 

and those lucky enough to live in centers of prosperity. They do not 

assure opportunities for those who are old, less privileged or poorly 

educated, or live in remote areas. Nor do they provide public goods 

such as high-quality environments, healthy populations, safe streets, 

and food supplies.  

Achieving rapid and high-quality growth therefore requires 

purposeful policy. Niimi and Zhuang (2011) have constructed an 

innovative benchmark using key quality of life indicators. Their 

analysis covers six “domains” with 24 specific indicators, and permits 

comparisons among the ACI economies and between them and other 
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regions. Such analysis helps to improve the framework of policy 

decisions by complementing aggregate output measures with detailed 

objectives that affect people’s lives. Simple indicators alone cannot 

do justice to the complexity of the ACI policy environment, but can 

help to focus policy and provide mechanisms to monitor progress. 

Such tools have been adopted by Bhutan, Canada, the Republic of 

Korea, and Japan, for example, and are informally used by many other 

governments to guide policy (Stiglitz, Sen, and Fitoussi 2009).

A strategy to pursue inclusive growth can help to put quality of 

life objectives at the center of the policy process. It can provide a 

framework to guide policies that balance the speed of growth against 

its fairness and sustainability. These issues are addressed in Chapter 3. 

Inclusive growth is not only important in its own right, but it is also 

a prerequisite for political stability and hence for the viability of the 

growth process. 

1.3.2  Production 
Realizing ambitious development targets will require, most 

fundamentally, increases in ACI productivity. The gap between the 

region’s productivity levels and the technology frontier is still large. 

Per capita incomes are a simple indicator of the gap; by this measure 

ACI productivity is still only one-tenth of that in developed economies. 

Using more detailed data, Deng and Jefferson (2011) estimate that 

in the PRC output per worker in manufacturing ranges from 10% to 

60% of US labor productivity. The baseline projections of this study 

expect that these productivity gaps will narrow, with support from 

investments, policy, and structural adjustments.

At the same time, the simulations show that a sharp slowdown in 

productivity growth is possible and is the single most important threat 

to the baseline growth path. This concern—based on the experience of 

other countries reaching middle-income levels—has been described as 

the “middle-income trap” (Box 1.1). Unlike the familiar “low-income 

trap,” the middle-income trap is not a well-defined disease with tested 

remedies; it is more an empirical regularity than a theoretical structure. 

The middle-income trap could result from various impediments to 

growth and hence requires a portfolio of preventive measures—the 

central focus of Chapter 4.
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Box 1.1: Understanding and Avoiding the Middle-Income Trap

P
olicymakers in rapidly developing countries are concerned that 

their economies might fall into what Gill and Kharas (2007) and 

others have described as the “middle-income trap.” Examples 

of the middle-income trap include Latin American economies such as 

Argentina and Brazil, and Middle Eastern economies such as Egypt and 

Iran. Yet some East Asian economies, including Japan, the Republic 

of Korea, and Singapore, have moved beyond middle-income levels 

without significant deceleration.

The middle-income trap is sometimes described as the inability 

to move from middle-income to high-income levels. A more useful 

definition will isolate cases that have more distinctive trajectories 

and more in common with the prospects of Asia’s rapidly developing 

economies. One such definition involves substantial deceleration 

from fast growth once middle-income levels are reached. In the 

most extensive empirical study so far, Eichengreen, Park, and Shin 

(2011) found that the probability of growth deceleration (of at least 

2 percentage points from an sustained prior per capita income growth 

rate of at least 3.5%) rises at a per capita income level of around 

$10,000 and peaks at around $17,000 (Figure B1.1). Since several ACI 

economies will be in this range in the next two decades, it is useful 

to ask what causes such deceleration and how it might be prevented.

Figure B1.1: Probability of Growth Deceleration 
by Income Level

Source: Eichengreen, Park, and Shin (2011).
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The transition from low-income to post-middle-income growth 

has been identified in various ways. Some writers identify this point in 

terms of wages: once wages are high enough to make labor-intensive 

production no longer competitive internationally, continued rapid 

growth requires the production of capital- or technology-intensive 

products. Others describe it as the end of “easy” productivity gains 

achieved by transferring labor from agriculture to industry, reached 

at the so-called “Lewis turning point,” when the supply of agricultural 

surplus labor is exhausted. At that point, productivity gains have to be 

generated from productivity improvements within sectors rather than 

inter-sectoral resource transfers.

The prerequisites of post-middle-income growth have been 

also described in multiple ways. High on the list are factors that 

support total factor productivity growth, including human capital, 

and institutions such as efficient financial markets, and robust 

systems of entrepreneurship and innovation. Also important are 

income distribution and demand policies that generate domestic 

demand once foreign demand for labor-intensive exports dries up. 

Other writers focus on deeper institutions (property rights, financial 

markets, competition) that provide incentives and opportunities 

for transferring resources from low- to high-productivity activities. 

Urbanization may be important too; it facilitates productivity growth 

through information exchange, economies of scale, and the easy 

movement of resources among activities.

As an example, Kharas (2009) has compiled a “short list” of 

policies that he believes will help to avoid the middle-income trap in 

the People’s Republic of China. These include supporting the continued 

transfer of resources from agriculture to industry by eliminating 

impediments to migration, and stimulating productivity growth in 

industry by investing in human capital and innovation.

Source: Authors’ compilation. 
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In the past, productivity growth in export-oriented development 

depended mainly on imported or adapted foreign technology. In the 

future, productivity gains will need to depend on industries serving 

the region’s own demand, and hence on the region’s own human 

capital and capacity for innovation. Given the rising share of service 

demand, the speed of overall productivity growth will depend crucially 

on progress made in services. 

Intra-industry productivity increases in services and other 

industries—in contrast to productivity gains realized from shifting 
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resources from agriculture to export-oriented industry—will become 

a priority across the ACI region. This objective is best served by 

competitive product and factor markets. Workers, entrepreneurs, and 

investors must have incentives and opportunity, and—as the World 

Bank and Development Research Center (2012) study China 2030 

argued—equal opportunity to seek the highest-value uses for their 

skills and assets. As labor-intensive industrialization reaches its limits, 

productivity growth becomes increasingly sensitive to the micro-

economic institutions that create such incentives and opportunities, 

including competition, labor mobility, access to financial resources, 

and the freedom to appropriate the gains from entrepreneurship and 

innovation. 

These changes require numerous microeconomic adjustments, 

in part orchestrated by rising wages. On average, ACI wages should 

increase threefold by 2030, and the economies with the fastest 

wage increases will face strong cost pressures in labor-intensive 

sectors such as agriculture and standardized manufacturing. To the 

extent permitted and facilitated by policy, wage increases will lead 

to a substantial migration of industry, which will extend growth 

opportunities to low-income regions within countries and to low-

income countries within the ACI region. 

Because income differences among the ACI economies are still 

large, major shifts of industry are likely to occur within the region 

itself. Lin (2011b) estimates that the PRC will shed 85 million jobs 

in low-wage manufacturing industries in the coming decade. India, 

Myanmar, and Viet Nam will be among the locations that Asian 

firms and customers will choose to manufacture products that can 

no longer be produced economically in the PRC. These countries can 

benefit greatly from following the experience of more developed 

Asian economies in building the necessary physical and institutional 

infrastructure. Their transformations will be also facilitated by a 

special Asian asset: the international production network.

Meanwhile, growth in the PRC, Malaysia, Thailand, and other 

more developed ACI economies will face strong incentives to 

develop production niches in higher technology activities. Important 

opportunities will be provided by the region’s own consumers, who 

will expect—on a vast scale—new products, more variety, greater 

product reliability and safety, and lower prices. In particular, 
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consumers will expect more and better services, ranging from trade, 

transportation, and finance, to health, education, and entertainment. 

The complexity of these changes would overwhelm the foresight 

and planning capacities of any government, but given a competitive 

environment, there is every reason to expect that markets will manage 

them. That environment will have to be institutionally sophisticated: 

it will have to provide adequate property rights and legal systems, 

efficient financial markets, unimpeded labor mobility, and substantial 

investments in human capital.

Getting this institutional infrastructure right is a central 

responsibility of ACI governments. In countries at relatively early 

stages of development, the experiences of more developed countries 

can be used to help provide solutions. For example, Lin and Monga 

(2011) suggest targeting the strategies of countries with twice the 

per capita income of an economy’s current level. In more developed 

economies, the necessary steps will require complex, country-specific 

support systems of innovation, entrepreneurship, and competition. 

The bottom line is that the ACI region has ample potential for 

additional productivity gains, but its speed of catch-up will depend on 

its institutional and policy environment.

1.3.3  Resources and the environment
The ACI economies will increasingly affect global resource and 

environmental assets—for better or worse. The ACI region already 

accounts for 35% of the world’s emissions of greenhouse gases and 20% 

of its energy use, and is still in the midst of its most resource-intensive 

development phase. In addition to concerns with global energy and 

environmental issues, the region faces many problems from local air 

and water pollution, as well as basic water security issues across its 

vast, agriculturally important subregions. Not surprisingly, citizens in 

many ACI economies now put environmental issues ahead of growth 

as a national priority (Yu and Pugliese 2012).

How the ACI economies address resource and environmental 

issues will affect their sense of national well-being and the global 

commons. As a latecomer to industrialization, the region’s economy 

has become globally significant at a time when the world economy, due 

to the earlier development of developed countries, is testing resource 
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supplies and environmental sustainability. Developed countries were 

fortunate to industrialize before global resource and environmental 

capacities became so stretched. This historical contrast—the ACI 

region’s role in managing problems now that reflect, in part, the 

cumulative actions of other countries in the past—makes international 

cooperation difficult. 

The global costs of containing greenhouse emissions to a level that 

keeps global warming at 2ºC, the International Energy Agency’s (IEA) 

“450 scenario” will require $10.5 trillion in incremental investments 

by 2030 (IEA 2011a). Even then, according to World Bank (2010a) 

estimates, developing countries will require new expenditures 

of $70 billion to $100 billion per year to adapt to additional climate 

variation. Clearly, resource and environmental policies involve 

sizeable tradeoffs between the material needs of today’s populations 

and the welfare of future generations. Moreover, global solutions 

cannot be simple because there are large differences within and 

across countries in the urgency of needs, opportunities for action, and 

past contributions to current problems. But action will be required, 

however complex or difficult.

Of course, the tradeoffs can be overstated—conservation and 

alternative energy production, as argued in Chapter 5, can add up 

to a “green growth” strategy that would help to align sustainability 

with investment and growth. Even to the extent that these objectives 

are imperfectly aligned, the simulations of this study suggest that 

responsible long-term strategies—based on the IEA 450 scenarios—

are financially manageable. However, allocating responsibilities for 

conservation and environmental protection fairly across different 

countries and households will take enormous political effort, and 

some are skeptical that it can be managed at all. 

The critical challenge is to mobilize early collective decisions 

within countries and among them. If policies are planned and adopted 

before a crisis forces action they can spread adjustments over time and 

reduce costs. If the policy solutions are implemented gradually with 

price signals, they allow markets to develop efficient technologies and 

industries to cope imaginatively with emerging constraints. Future 

environmental and technological trajectories are uncertain. But this 

does not undermine the case for commitments to energy conservation 

and green policies as insurance against potentially high future 
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Figure 1.2: Trade Flows Will Shift South–South 
(among Developing Countries) (% of trade)

ACI = Association of Southeast Asian Nations, the People’s Republic of China, and India. 
Source: Authors’ calculations. 
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losses. For fast-growing ACI economies, these investments also offer 

opportunities to leapfrog competitors through energy-efficient cities, 

electricity-based transport systems, and low-carbon energy sources.

1.3.4  The international system
Under the baseline scenario, ACI’s share of global trade would 

double in the next two decades, and the region’s intraregional trade 

would increase by a factor of six. By 2030, the ACI region will account 

for 53% of world trade and their connections will increase with 

each other. Still, 76% of the region’s trade will be with extraregional 

partners, in part because the region will depend more on imports for 

its energy and primary goods requirements (Chapter 2). ACI trade 

flows, including especially those with emerging economies elsewhere, 

will be among the most rapidly growing trade relationships in the 

world (Figure 1.2). The ACI economies will also become the most 

important source of, and destination for, capital and labor flows, the 

home of major and perhaps dominant financial centers, and leading 

contributors to science and technology. 
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These tectonic shifts create opportunities for cooperation and 

competition among the ACI economies. It would be hard to overestimate 

the payoffs, for example, from partnerships between Indian firms with 

strengths in software design and marketing and firms in the PRC with 

skills in advanced manufacturing that manage to capture domestic 

markets of nearly 3 billion people. But ASEAN, the PRC, and India 

will also compete aggressively for production segments, industries, 

and clusters. Such competition should stimulate innovation and 

productivity, but at times it will be frustrating and costly. International 

tensions could follow, especially if several countries focus government 

support on sectors considered strategically important. Regional 

integration is a positive-sum game, but it will take strong new rules 

and institutions to keep competition productive and political friction 

in check.  

ACI’s relationship with the rest of the world will deepen, too. 

In terms of gross domestic product (GDP), the relative importance 

of the region will rise compared to the developed economies of the 

United States, Europe, and East Asia. But in the foreseeable future, 

those economies will remain important as highly competitive markets, 

sources of innovation, and providers of high-technology products and 

services. The ACI region’s growing requirements of energy, food, and 

primary material will also make extra-regional markets important. Last 

but not least, the growth of the ACI economies will fuel large increases 

in the exchange of people and ideas with developed economies. These 

linkages, too, will require effective cooperation. 

Flows in goods and services will be matched and perhaps dwarfed 

by financial flows. By 2030, the simulations of this study suggest that 

$14 trillion in ACI savings will need to be intermediated between the 

region’s savers and investors. These flows will account for almost one-

third of world savings and investment. Some of these transactions will 

continue to be intermediated by financial centers in the developed 

world, but many are bound to shift to regional centers and Asian 

currencies. The likely outcome is that the region’s financial centers 

will be dramatically transformed in scale and sophistication. Stronger 

regulatory mechanisms will be needed to ensure their efficiency and 

safety.

The changes imply new sources of monetary and real shocks, and 

intensified macroeconomic and microeconomic interdependence. As 
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ADB (2008) argued, Asia’s cooperative frameworks are “institution 

light”—market forces and formal agreements have led the region’s 

economic integration, and institutions have developed slowly. The 

pace of institutional development needs to accelerate to keep pace 

with markets and to ensure a continued, stable environment for 

growth. At a minimum, this requires stronger regional institutions 

for macroeconomic monitoring and consultation, and robust 

regional safety nets to prevent contagion. As growth pushes the 

ACI economies into the forefront of finance, the region’s ability to 

regulate financial flows and institutions will also be severely tested. 

Transforming economic governance on such a wide scale will 

require innovations at national, regional, and global levels, and new 

linkages among them (Kawai and Petri 2010). Much institutional 

innovation is already underway. The pace of cooperation on trade 

and investment has intensified with ASEAN’s efforts to develop a 

single market, and the related ASEAN+3, ASEAN+6, and broader 

regional processes. Several proposals have emerged for free trade 

areas spanning the region, some of which include all the ACI 

economies. The ASEAN+3 Macroeconomic Research Office (AMRO), 

with responsibilities that could expand to region-wide monetary 

cooperation, has opened in Singapore. Subregional projects to build 

regional transport and energy networks are underway throughout 

the ACI region, in some cases paving the way for economic 

integration across important borders. It is not too early to plan 

for an ACI region—or wider economic zones—altogether free of 

barriers to economic exchange. 

Last but not least, Asia’s growth will trigger a transformation 

of global institutions. The ACI economies will gain more influence 

in global institutions such as the International Monetary Fund, 

the World Bank, and the United Nations. The rise of the Group 

of Twenty (G20) recognizes the complex, multipolar evolution of 

the global economy, but the G20 does not have the bandwidth to 

address the full range of cooperative challenges facing the world 

economy. The detailed instruments of global governance—including 

voting systems and appointments in many institutions—will need 

to be reshaped to translate the rising influence of ACI and other 

emerging economies into real influence over policy. 
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1.4  The Challenge of Action 
The success of the great transformation is assured by the region’s 

industry and talent. But success will also depend on the capacity of 

governments to design and implement policies for sustained, inclusive 

growth. Critical threats to growth—including the middle-income trap 

and energy and environmental issues—will have to be addressed by 

policies with long lead times. Despite the global financial crisis, and 

indeed because of the weak recovery from it, ACI planners and investors 

must now balance policies focused on short-term macroeconomics 

with policies that enable the structural transformations beyond it. 

A half-century of experiments and study have produced an 

invaluable inventory of insights and solutions on the transformations 

encountered in the development process (Lin 2011b). The path 

that generated this experience has been anything but smooth, 

but it provides an exceptional resource for future policy (Box 1.2). 

Development is too complex to yield to any single theory. But pragmatic, 

tested approaches can make a difference and are now widely available. 

Some approaches will be explored in this study, but many more can 

be uncovered through the exchange of policy experiences among the 

region’s governments.

This study emphasizes three overarching responses to constraints 

that policy faces. First, it argues that governments need forward-

looking analysis to identify and address threats with long lead times—

including the middle-income trap—reducing the risk of crisis and loss 

of confidence in governance. Second, it proposes making the quality 

of life a top public objective, not only because of its obvious social 

importance, but also to help build confidence in policy. Third, it 

suggests an explicit focus on resilience—the capacity, in both private 

and public sectors—to cope with unexpected shocks. These strategies 

offer foundations for the many specific, functional policies that 

will be required to sustain development, and underlie many of the 

recommendations of this study. 

Envision the future. The transformation of the ACI economies 

will depend on complex, time-consuming institutional innovations and 

infrastructure investments. These involve long lead times and require 

governments to look beyond crisis fighting and the immediate goals 
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Box 1.2: Learning from Development Experience

D
evelopment strategies have evolved to address four distinct, but ultimately complementary, 

constraints that emerge in the development process (Table B1.2). The first proposals of the 1950s 

identified market failure as the central problem—inadequate coordination of different industries and 

insufficient economies of scale—and recommended large, government-led investments. Applied mainly in Latin 

America in the 1960s, these strategies produced positive early results but eventually generated investments 

that absorbed massive resources without becoming competitive.

A second set of proposals reacted to the failures of the 1960s by emphasizing government failure, 

including “rent seeking” that systematically diverted resources into unproductive activities. Associated with 

the World Bank in the 1970s and 1980s, this strategy targeted liberalization and often produced positive 

effects, especially in Asia. But it too failed to live up to expectations in many other circumstances, including 

in Africa. 

A third wave of analysis then turned attention to institutions that were necessary for market-based growth. 

Its prescription: build strong legal and financial foundations and improve governance. These goals, however, 

were often too large and diffuse—too difficult to implement by governments short on resources, time, and 

implementation capacity.  

Today’s fourth approach seeks pragmatic prescriptions based on experience and within the reach of real 

governments. Its tools include diagnostic methods to identify key binding constraints (Hausmann, Rodrik, and 

Velasco 2008); experiments to test how policy actually works (Duflo 2004); and algorithms to find models in 

other countries—possibly based on a blend of strategies—that help in designing industrial and infrastructure 

policy (Lin 2011b).

Contemporary strategies recognize the complexity of the development process and view theories and tools 

as complements rather than alternatives. The challenge to policymakers is to identify problems accurately and 

to match the right solutions to them.

Table B1.2: A Synopsis of Development Theory 

Source: Authors’ synopsis. 

Source: Authors’ compilation. 

School Diagnosis Solutions Failures

Structuralist
Coordination problems, 
economies of scale 

Import substitution
“Big bang” investment 

Unproductive industries 

Market-friendly
Government failure, “white 
elephant” investments 

Liberalization
Macro discipline

Ineffective in economies with 
weak institutions

Institutional Poor investment environment 
Capacity building
“Doing Business” surveys  

Insufficient guidance for policy, 
slow results

Pragmatist Ineffective policy
Experiments
Growth diagnostics
Identification, facilitation 

?
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of interest groups. Comprehensive national studies—recent examples 

include the PRC’s “12th Five Year Plan” and Indonesia’s “Master Plan 

for the Acceleration and Expansion of Indonesian Economic Growth”—

can serve this function. These projects should not attempt to produce 

government directives as did plans in the past, but rather should 

initiate rigorous research and debate on policy, create two-way flows 

of information among stakeholders and policymakers, and help to 

align the expectations of government branches, private investors, and 

the public.  

Prioritize inclusive growth. Improving the quality of life of all 

citizens is the ultimate purpose of economic progress. A policy focus 

on inclusive growth is therefore necessary for maximizing the value 

of economic growth. Moreover, such a strategy is not only important 

for its own sake, but it also helps governments earn public trust, 

enabling them to implement bolder policy changes. If policymakers 

have the confidence of their citizens—because they are understood 

to be motivated by inclusive economic growth—they will have greater 

leeway to implement measures that are opposed by special interests, 

require painful adjustments, or have to be decided with urgency.

Enhance resilience. No matter how forward looking or motivated 

governments are, they will face shocks that cannot be anticipated. 

Achieving resilience means, in part, making some responses more 

automatic in times of crisis. This can be achieved by orienting 

economies toward markets and accountable, transparently governed 

firms that can address problems in a decentralized manner. Resilience 

in the private sector can be enhanced by economic flexibility—by 

regulations that allow workers to shift easily from one industry to 

another, and by financial mechanisms that can survive harsh business 

conditions and fund areas of high return. Resilience also requires 

that the public sector is able to act quickly and boldly. This means 

fiscal “headroom” for emergencies, as well as institutions—such as 

independent central banks and strong international agencies—that 

have the capacity and public trust to act boldly. Natural disasters and 

health emergencies create obvious demands for such action, but so do 

severe economic disturbances, which can be equally devastating. 

ACI policies have been among the world’s most effective since the 

early 1990s, but yesterday’s achievements do not guarantee future 

success. The decades ahead will require governments to look ahead, 
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to build reservoirs of public support by prioritizing inclusive growth, 

and to create resilient economies. These goals will require policies that 

are better informed, more sensitive to various stakeholders, and more 

decentralized than those in the past.
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2  Prospects and 
Challenges of 

Growth

2.1  Introduction
 Since the 1990s, the growth rates of the ACI economies as a group 

have been consistently higher than those of developed economies, 

with the differences widening since the onset of the global financial 

crisis in 2008. These two groups of economies have not become 

disconnected—on the contrary, their business cycles appear to be 

increasingly correlated due to the tighter integration of trade and 

finance (ADB 2008). But the differences in trend growth rates are now 

substantial and appear to reflect deep, structural changes that are 

making the ACI economies steadily more productive and increasingly 

dependent on their own drivers of demand and technological change. 

Over the next two decades, ACI’s deepening growth process is 

likely to benefit from reinforcing, dynamic developments in demand 

and supply. On the demand side, discretionary incomes and related 

investments will expand faster than output, since ACI’s external 

surpluses are now likely to moderate. On the supply side, vigorous 

competition and high rates of investment should facilitate continued 

technological catch-up, more innovation and the development of new 

industries, and improvements in the productivity of existing ones.

The scale of ACI’s coming structural transformation is 

unprecedented and will require new strategies. The risks involved are 

equally great. New growth engines could emerge more slowly than 

required; resource or environmental constraints could raise the prices 
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of food and critical raw materials; and conflicts within countries or 

among them could undermine the cooperation necessary to achieve 

growth. Any of these impediments—or several in combination—could 

set back the region’s prospects. At the same time, growth offers tools 

for managing risks. It stimulates innovation, facilitates adjustment, 

and provides financial and entrepreneurial resources to address 

problems. 

This chapter examines the region’s prospects and challenges to 

provide insight into the policy changes that will be required in the 

great transformation. It develops baseline projections and explores 

the structural changes that will be required within the ACI economies 

and in their relations with the rest of the world. It uses simulation 

exercises (developed in Petri and Zhai [2012] as a background paper 

for this study) to explore how shocks and policy strategies might affect 

these outcomes. Specifically, it asks how the transformation will affect 

ACI’s quality of life, drivers of growth, resource and environmental 

challenges, and role in the world economy. 

The results provide grounds for concern and for optimism. The 

pace of structural change required—which differ in form across 

countries but are similar in complexity—introduces uncertainty 

into the projections. At the same time, the momentum of ACI’s 

transformation and the resulting resources and capabilities should 

improve the region’s ability to manage setbacks. Many problems will 

have to be anticipated and avoided through timely investments and 

policy. This chapter highlights how effective collective action—on 

national, regional, and international levels—can help to steer outcomes 

in positive directions.

2.2  Analyzing the Great 
Transformation

To sharpen the analysis, this chapter constructs a detailed 

quantitative view of the prospects of the ACI economies. This study 

complements more macroeconomic analyses of Asian development 

(such as Kohli, Sharma, and Sood 2011) by examining the sectoral 

consequences and requirements of the coming transformation. 
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Such an exercise is inherently uncertain, but a quantitative, sectoral 

framework imposes clarity and consistency on assumptions about the 

future. Even uncertain quantitative results can help to make trends 

and policy challenges more concrete—and inconsistencies more 

apparent—than can be derived from qualitative analysis alone.

The starting point is a set of growth projections to 2030 developed 

for this study (Zhuang 2012 and Box 2.1). The projections are based 

on assumptions that some long-standing trends (since the 1990s) 

will continue to operate and, with appropriate modifications, will 

help to explain changes in the labor force, investment, and future 

productivity levels of the world’s economies. A critical assumption 

is that technological catch-up will continue—that the policies and 

economic forces that reduced productivity differentials between the 

ACI economies and the developed industrialized countries in the past 

will also work in the future. 

Next, the analysis looks behind the aggregates into the structural 

changes required to achieve them. A multi-sectoral, multi-regional 

quantitative model is used to examine these changes, providing 

estimates of the sectoral production, consumption, and trade levels 

implied by growth. That detail, in turn, makes it possible to ask still 

deeper questions about the effects of growth on international trade 

and financial links, for resource prices and environmental effects, 

and for policies that promote “green” technologies and greater social 

expenditures. 

The goal of the analysis is not to develop forecasts. For example, 

some adverse shocks that will be analyzed will hopefully never occur. 

Even if they do, their worst consequences might be averted by timely 

policy responses. Instead, the analysis attempts to identify threats 

that could derail growth. Some of the possibilities examined assume 

adverse productivity shocks. Others explore a shift to much tougher 

policies to reduce carbon emissions and resource demands. Still 

others assume increased social spending. Some examine favorable 

alternatives, including the deeper integration of regional and global 

production and demand. The scenarios generate insight into sources 

of risk and the policies that mitigate them.

The results yield a variety of projections, not just the usual low 

and high alternatives—extremes that are virtually impossible to judge 

in practice. A wider range of scenarios—a “cone” of possibilities 
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organized around a central baseline—provides insight into how the 

regional and world economies could evolve by 2030. The effects 

of alternative shocks can be also combined—using subjective 

probabilities—to judge the likely distribution of outcomes. Such an 

analysis will show, for example, that combinations of shocks often 

lead to modest overall deviations from the baseline since positive 

and negative effects tend to offset each other. However, it also finds 

significant downside risks in 25%–30% of the simulations, usually 

focused on a version of the middle-income-trap alternative. The 

result is a “chart book” rather than directions on a map—options and 

probabilities to help policymakers identify the most salient risks and 

prepare for an uncertain future. 

2.2.1  Projections of growth
The baseline projections reported below show sustained and 

relatively rapid growth for ACI economies. The methodology is based on 

the expected evolution of the labor force, savings rates, and productivity 

growth based on historical statistical patterns. Considerable work has 

been done by ADB on long-term growth projections and the details 

of the present methodology are explained in Box 2.1 (Lee and Hong 

2010). The projections1 are summarized in terms of the two measures 

commonly used in international comparisons: constant market prices 

in Table 2.1 and purchasing power parity (PPP) in Table 2.2.   Scenarios 

that challenge some of the assumptions of the baseline are presented 

later in the chapter.

Market price and PPP measures provide different pictures of 

the importance of the ACI economies in the global economy (for an 

analytical description, see Deaton and Heston 2010). The market 

price measure calculates real output with goods and services priced 

at actual 2010 market prices. The PPP measure calculates real output 

 Some base year data points used in the projections were adjusted to reflect the latest 
available information and estimations. These GDP baseline projections are presented in Tables 
2.1 and 2.2. However, the subsequent computable general equilibrium (CGE) estimations 
are not revised as the revisions to the baseline projections were relatively minor and have 
inconsequential impact on the CGE results.
 A third measure that is sometimes used, GDP at market exchange rates, is not reported 

here. That measure accounts for the tendency of the real exchange rates of emerging 
economies to rise and hence yields more rapid estimates of their growth over time.
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Box 2.1: Gross Domestic Product Growth Projections

E
conomic growth projections are normally generated using production 

functions that incorporate assumptions about the evolution of 

several factors of production and their rates of productivity growth. 

ADB developed projections for 171 countries, based on a two-factor (capital 

and labor) Cobb–Douglas production function and an overall total factor 

productivity index (Zhuang 2012). The methodology projects productivity gains 

based on the convergence approach, as discussed for example in Goldman 

Sachs (2003). It was implemented with the World Bank’s World Development 

Indicators dataset. The base year represents 2010 gross domestic product 

levels converted into US dollars at market exchange rates. 

The three drivers of growth were modeled as follows:

  Labor force projections were based on International Labour Organization 

population growth and labor force participation rate forecasts to 2020, 

extrapolated to 2030.

  The capital stock was modeled by adding investments over time and 

subtracting depreciation. Investment was projected forward by multiplying 

income with an investment rate and subtracting the projected current 

account surplus. The investment rate is the critical element of this calculation 

and was estimated and forecast using a cross-country regression model 

with explanatory variables consisting of income, growth, and demographic 

factors.

  Total factor productivity growth in developed economies was assumed to be 

1.3% per year. To project future values of total factor productivity, emerging 

economies were divided into eight convergence classes. The convergence 

rate for each class was determined from past data, based on the annual 

reduction in the gap between the country’s total factor productivity and 

that in the United States (taken to represent the frontier). The convergence 

factors ranged from 0% to 1.8% per year and were assumed to remain fixed 

over 2010–2030. Some baseline projections were later adjusted to reflect 

judgments made in the ongoing ASEAN 2030 study.

The approach leads to relatively rapid rates of growth for the ACI 

economies, reflecting the continuation of relatively high convergence speeds 

in recent decades. The methodology essentially assumes “convergence 

as usual”—that is, that the process of technological catch-up will suffer 

neither setbacks nor find new opportunities for acceleration in the future. By 

construction, growth rates decline as economies approach the technological 

frontier.

Source: Author’s description based on Zhuang (2012).
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Table 2.1: Population and Output Projections of Gross Domestic Product Growth of ACI, 2030
 (in 2010 constant prices)

2010 2030 2010–2030

Population
(million)

GDP
($ billion)

World 
share

(%)

GDP/ 
capita

($)

Populationa

(million)
GDP

($ billion)

World 
share

(%)

GDP/ 
capita

($)

Scenario 
1(a)

Scenario 
1(b)

GDP growthb (%)

ACI         3,158         9,475 15.26         3,000         3,621      36,665 28.76      10,127 7.0 –

ASEAN            592         1,860 3.00         3,141            704         5,531 4.34         7,857 5.6 5.4

Brunei Darussalam             0.4               12 0.02   31,724             0.5               26 0.02      49,958 3.8 3.7

Cambodia               14               11 0.02         795               17               54 0.04         3,132 8.2 7.9

Indonesia            240            708 1.14      2,952            280         2,105 1.65         7,528 5.6 5.5

Lao PDR                 6                 7 0.01      1,158                 8               32 0.03         4,160 7.8 7.7

Malaysia               28            238 0.38      8,373               37            694 0.54      18,619 5.5 5.9

Myanmar               48               45 0.07         946               54            254 0.20         4,683 9.0 8.0

Philippines               93            200 0.32      2,130            126            772 0.61         6,114 7.0 6.1

Singapore                 5            213 0.34   41,910                 6            356 0.28      59,578 2.6 2.8

Thailand               69            319 0.51      4,614               73            814 0.64      11,109 4.8 5.8

Viet Nam               88            106 0.17      1,211            101            436 0.34         4,292 7.3 7.2

PRC         1,341         5,931 9.55      4,421         1,393      23,382 18.34      16,784 7.1 –

India         1,225         1,684 2.71      1,375         1,523         7,289 5.72         4,784 7.6 –

Japan            127         5,488 8.84   43,374            120         6,831 5.36      56,820 1.1 –

Rep. of Korea               48         1,015 1.63   21,063               50         1,943 1.52      38,597 3.3 –

Taipei,China               23            430 0.69   18,683               23            873 0.68      37,978 3.6 –

Rest of Asia            503            931 1.50      1,849            653         3,279 2.57         5,019 6.5 –

United States            310      14,447 23.26   46,546            362      22,766 17.86      62,946 2.3 –

Europe 502      16,114 25.95   32,125            517      23,945 18.78      46,308 2.0 –

LAC 537         4,570 7.36      8,508            640      11,021 8.65      17,232 4.5 –

MENA 323         2,280 3.67      7,062            414         5,606 4.40      13,538 4.6 –

Sub-Saharan Africa 741            998 1.61      1,346         1,178         3,515 2.76         2,985 6.5 –

Rest of the World 369         6,356 10.23   17,246            382      11,480 9.01      30,025 3.0 –

World 6,641  62,104 100 9,352 7,960 127,475 100 16,014 3.6 –

ACI = ASEAN, the PRC, and India; ASEAN = Association of Southeast Asian Nations; Europe = member countries of the European Union (except Slovenia 
where data are not available); GDP = gross domestic product; Lao PDR = Lao People’s Democratic Republic; LAC = Latin America and Caribbean;
MENA = Middle East and North Africa; PRC = People’s Republic of China.
Notes:
a. UN population growth rates applied to 2010 population data from World Economic Outlook database.
b. Scenario 1(a) projections based on Zhuang (2012) and an update in June 2013. Scenario 1(b) projections based on ADBI (2014). 
Sources: 2010 GDP and population from World Economic Outlook database (April 2012); population growth rates derived from UN World Population 
Prospects: The 2010 Revision.
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Table 2.2: Population and Output Projections of Gross Domestic Product Growth of ACI, 2030
 (in 2005 PPP$)

2010 2030 2010–2030

Population
(million)

GDP
($ billion)

World 
share

(%)

GDP/ 
capita

($)

Populationa

(million)
GDP

($ billion)

World 
share

(%)

GDP/ 
capita

($)

GDP 
growthb 

(%)

ACI         3,158      15,663 23.57         4,959         3,621      60,610 39.38      16,741 7.0

ASEAN            592         2,819 4.24         4,760            704         8,383 5.45      11,909 5.6

Brunei Darussalam             0.4               18 0.03   46,557             0.5               38 0.02      73,317 3.8

Cambodia               14               28 0.04      1,968               17            135 0.09         7,752 8.2

Indonesia            240            932 1.40      3,885            280         2,771 1.80      9,909 5.6

Lao PDR                 6               14 0.02      2,313                 8               64 0.04         8,307 7.8

Malaysia               28            375 0.56   13,214               37         1,095 0.71      29,384 5.5

Myanmar               48               75 0.11      1,555               54            418 0.27         7,694 9.0

Philippines               93            332 0.50      3,561            126         1,285 0.83         10,172 7.0

Singapore                 5            265 0.40   52,075                 6            443 0.29      74,028 2.6

Thailand               69            530 0.80      7,673               73         1,355 0.88      18,475 4.8

Viet Nam               88            250 0.38      2,845            101         1,023 0.66      10,079 7.3

PRC         1,341         9,122 13.72      6,801         1,393      35,966 23.37      25,818 7.1

India         1,225         3,721 5.60      3,039         1,523      16,105 10.46      10,571 7.6

Japan            127         3,947 5.94   31,189            120         4,912 3.19      40,858 1.1

Rep. of Korea               48         1,323 1.99   27,455               50         2,532 1.65      50,311 3.3

Taipei,China               23            702 1.06   30,507               23         1,425 0.93      62,013 3.6

Rest of Asia            503         1,574 2.37      3,126            653         5,544 3.60         8,487 6.5

United States            310      13,017 19.58   41,938            362      20,513 13.33      56,715 2.3

Europe 502      13,832 20.81   27,575            517      20,554 13.36      39,750 2.0

LAC 537         5,419 8.15   10,089            640      13,069 8.49      20,434 4.5

MENA 323         3,265 4.91   10,113            414         8,027 5.22      19,387 4.6

Sub-Saharan Africa 741         1,559 2.35      2,104         1,178         5,494 3.57         4,664 6.5

Rest of the World 369         6,165 9.28   16,727            382      11,134 7.23      20,122 3.0

World 6,641   66,466 100 10,008 7,960 153,049  100 19,334  4.3

ACI = ASEAN, the PRC, and India; ASEAN = Association of Southeast Asian Nations; Europe = member countries of the European Union (except Slovenia 
where data are not available); GDP = gross domestic product; Lao PDR = Lao People’s Democratic Republic; LAC = Latin America and Caribbean; MENA = 
Middle East and North Africa; PPP = purchasing power parity; PRC = People’s Republic of China. 
Notes:
a. UN population growth rates applied to 2010 population data from World Economic Outlook database.
b. Scenario 1(a) projections based on Zhuang (2012) and an update in June 2013. 
Sources: 2010 GDP from World Development Indicators online database (accessed 12 July 2012), except for Myanmar and Taipei,China (ADB estimate from 
World Economic Outlook database); 2010 population from World Economic Outlook database (April 2012); population growth rates derived from UN World 
Population Prospects: The 2010 Revision.
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in terms of goods and services priced at 2010 “international dollar 

prices,” that is, with every country’s output valued in terms of common 

prices. Since the market prices of non-traded goods and services—the 

textbook example is haircuts—tend to be low in emerging economies 

compared to those in developed economies, market price estimates 

tend to yield lower gross domestic product (GDP) values for emerging 

economies than PPP estimates. (By construction, the market price and 

PPP measures are the same for the United States.) For the ACI region, 

for example, the market price GDP in 2010 is only 60% as high as the 

PPP GDP. However, the real growth rates of the two measures tend to 

be close. 

By 2030, the output of the ACI economies will have grown roughly 

fourfold by either measure. In market prices, ACI output will be larger 

than that of the United States or the European Union. In PPP terms 

it will be larger than the two combined. These long-term average 

growth rates conceal gradual changes in the pace of growth over time 

(Figure 2.1). Interestingly, world economic growth is projected to 

accelerate in coming decades, notwithstanding the aftereffects of the 

global financial crisis, aging populations, and diminished prospects 

in developed economies. The reason is not faster growth in individual 

countries, but the shifting center of global economic gravity: world 

averages will increasingly reflect the rise of emerging economies. 

The People’s Republic of China’s (PRC) growth rate is projected 

to be the highest initially among major countries and groups. But the 

PRC is projected to decelerate—even after the effects of the current 

slowdown dissipate—due to the slower growth and eventual decline of 

its labor force, as well as moderating productivity growth. Deceleration 

is inevitable given the PRC will catch up with developed economies; it 

does not imply that the PRC will sink into a “middle-income trap.” 

That term, as discussed in Box 1.1, is reserved for a more drastic, 

and hopefully avoidable, slowdown that will be examined as a special 

scenario. 

India’s growth rate is projected to rise above past averages as the 

country emerges from the current slowdown and embarks on full-

speed catch-up. The acceleration that the projections anticipate is 

based in part on solid labor force growth and progress in transferring 

workers from agriculture to industry and services. In this scenario, 

India’s growth rate would overtake that of the PRC sometime between 
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Figure 2.1: ACI Growth Rates Will Slow but Stay High (%)

ACI = ASEAN, the PRC, and India; ASEAN = Association of Southeast Asian Nations; 
PRC = People’s Republic of China.
Source: ADB projections.
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2015 and 2020.  The newly industrialized economies (NIEs) are 

projected to decelerate as their income levels approach those of 

developed economies, and the developed economies themselves are 

projected to grow at rates similar to long-term historical averages. 

Growth in the Association of Southeast Asian Nations (ASEAN) is 

projected to remain relatively fast: low- and middle-income countries 

are projected to grow in the 5%–9% range. Growth rates are projected 

to be relatively high for the least-developed countries (Cambodia, Lao 

PDR, Myanmar, and Viet Nam), averaging above 7%. Middle-income 

countries (Indonesia, Malaysia, the Philippines, and Thailand) would 

expand with growth rates in the 5%–7% range. Only high-income Brunei 

Darussalam and Singapore are projected to grow more slowly, at rates 

under 4%.

Investment and productivity improvements are likely to be the 

principal drivers of growth. Figure 2.2 shows that productivity growth 

 Other studies have also projected that India’s growth rate may overtake that of the PRC 
along a similar time frame. Other factors that are said to be in India’s favor include a base of 
world-class companies led by English-speaking bosses, and democratic institutions. Weighed 
against this is a much larger export base in the PRC; much higher levels of investments in 
R&D, skills, and infrastructure; and better policy coordination and implementation (Wignaraja 
2011).

5

5
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Figure 2.2: Growth Will Be Driven by Investment and Productivity

ASEAN = Association of Southeast Asian Nations; PRC = People’s Republic of China; US = United 
States.
Source: Author’s calculations.
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will be the largest contributor to growth in India, while capital will be 

more important in the other ACI economies. The role of investment 

relative to productivity growth will increase in all countries over time. 

The contribution of labor force growth will be the least important, and 

will decline over time, actually turning negative in the PRC toward the 

end of the projection period. 

The prospects for sustaining growth consistent with historical 

experience are reasonably good, but this path nevertheless represents 

an ambitious scenario. Such growth rates require continued 

improvements in productivity and high rates of investment. Meanwhile, 

the demographic dividend—the economic benefits of having a large 

working-age population relative to young and aged populations—

which played a role in some countries in the past, will turn negative 

in many countries by 2030. But success also generates momentum; 

the ACI region is seen as, and is likely to remain, a propitious location 

for economic activities and investments that benefit from scale and 

proximity to investment and consumption growth. 

ACI_all.indd   32 14/09/02   10:11



Box 2.2 : General Equilibrium Projections of Sectoral Detail

T
he results of computable general equilibrium (CGE) models 

provide detailed, consistent sectoral and international 

projections of the national economies and their interactions. 

CGE models incorporate sectoral submodels of supply (firm 

production decisions) and demand (household and other demand 

decisions) for each economy and then connect them through national 

and international markets. They determine the values of thousands 

of variables such as income levels, demand, output, exports, imports, 

employment, factor payments, investment, and prices associated with 

various markets.

The results in this chapter are based on Petri and Zhai (2012), 

which describes the assumptions and results of the simulations 

reported here in more detail. Zhai (2008) developed the model used 

in that study and has been applied in several major studies of Asian 

economic integration (Roland-Holst, Verbiest, and Zhai 2005; Kawai 

and Zhai 2010; Petri, Plummer, and Zhai 2012)

The model has 26 production sectors and 11 world countries 

and/or regions. It is solved year-by-year from 2007 (the latest data 

point available that provides full information for all parameters from 

(Continued)
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2.2.2  Implications of the transformation
Structural detail is useful for understanding the varied 

consequences of growth, ranging from the demand for resources to 

international relationships through trade and finance. This chapter 

uses a large computable general equilibrium (CGE) model of the world 

economy (Box 2.2) to address such questions.   The model is used to 

explore four themes: 

 how economic growth will transform the lives of ACI citizens, 

 how the ACI economies will transition to new drivers of  growth, 

 how ACI growth will affect global resource and environmental   

constraints, and

 how the region’s role will change in the world economy.

 This and subsequent sections of this chapter are based on a comprehensive modeling 
effort undertaken for this study, as reported in Petri and Zhai (2012).
 The CGE analysis is based on ADB’s earlier projections based on 2009 constant prices 

and different growth rate assumptions for the Philippines and Myanmar.

6

7

6

7
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the GTAP system) to 2030. As noted in the background paper, however, 

the baseline for the simulation analysis was calibrated to ADB’s 

gross domestic product, labor force, and investment rate projections 

available as of August 2011.

The annual simulation approach permits the analysis of the 

cumulative impact of investment decisions over time, the gradual 

adjustments of parameters (such as productivity and the availability 

of agricultural land), and potential changes in policies (for example, 

trade barriers or carbon prices) in the future. As is usual in such 

general equilibrium studies, the model focuses on long-term effects 

and does not provide information on business cycles or bouts of 

unemployment. The model is “closed” with exogenously projected 

employment levels and assumptions about international capital flows. 

The baseline assumes that net international capital flows will remain 

fixed in absolute terms at 2010 values and hence decline as a share of 

output.

The structure of the model follows the tradition of such models, 

but incorporates recent innovations in heterogeneous firms trade 

theory, which address the exporting decisions of firms and the resulting 

intra-industry reallocation of resources. Thus, the model accounts for 

a wider range of economic gains involved in the development process 

than analyzed in earlier generation models, including inter-industry 

specialization, access to wider product varieties, economies scale, and 

changing intra-industry distributions of productivity.

The model was supplemented with an income distribution module 

to allocate total consumption to four income groups: extremely poor 

(consumption below $1.25 per day in 2005 US dollars), low (between 

$1.25 and $10 per day), middle (between $10 and $100 per day), 

and high (above $100 per day). Baseline consumption distributions 

were obtained from the World Bank’s World Development Indicators 

dataset. Distributions were modeled with a log-normal function fitted 

to these data and adjusted at the lower tail to be consistent with World 

Bank poverty rate statistics. Future distributions were estimated by 

increasing the standard deviations of distributions at rates consistent 

with recent historical experience.

Source: Author’s description.
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The next sections probe these themes by examining the details of 

the baseline projections, and then considering the impact of alternative 

assumptions about ACI productivity growth, the global economic 

environment, and policies adopted in the region and beyond.
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Figure 2.3:  Income Gap between ACI and Developed 
Countries Will Continue to Close

ACI = ASEAN, the PRC, and India; ASEAN = Association of Southeast Asian Nations; GDP = gross 
domestic product; PRC = People’s Republic of China.
Source: ADB projections.
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A leap in the quality of life. The baseline runs of the model are 

calibrated to ADB’s growth projections and so their value added is to 

work out detailed implications. These show, most importantly, that 

the region is poised for a historic improvement in the quality of life. 

The ACI economies are catching up with the world technology frontier 

and their incomes are rising accordingly (Figure 2.3).

The projected overall income gains are so large that they 

should affect most segments of the ACI population. A submodel of 

expenditure distributions was used to translate average gains into 

estimates for various points of subgroups of the income distribution. 

Most importantly, the model shows that the incidence of poverty is 

poised to decline precipitously in the ACI region (Figure 2.4). By 2030, 

the percentage of the ACI population below the $1.25 per day poverty 

line will have fallen from more than 600 million across the region 

to a little more than 30 million, accounting for 1% of the region’s 

population. This also means that with modest-scaled targeted policies 

the region could fully eradicate extreme poverty by that time.
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Figure 2.4: Extreme Poverty Can Be Eradicated
(% of population below poverty line)

Figure 2.5: Middle-Income Groups Will Become Dominant (%)

ASEAN = Association of Southeast Asian Nations; PRC = People’s Republic of China.
Note: Percent of population with consumption below $1.25/day (2005 US dollars).
Source: Author’s calculations.

ASEAN = Association of Southeast Asian Nations; PRC = People’s Republic of China.
Note: Population groups refer to people in low, middle, and high consumption brackets.
Source: Author’s calculations.
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Progress will be even greater in the middle of the income 

distribution. More than 2 billion ACI citizens will join the ranks of 

middle-income consumers over the next 20 years. By 2030, 64% of the 

population of ASEAN, 79% of the population of the PRC, and 69% of 

the population of India should move into the middle-income brackets, 

defined as consumption expenditures between $10 per day and $100 

per day (Figure 2.5). Due to these extraordinary developments, the size 

of the global middle class will double by 2030, with about half of that 

population living in ACI. Even the ranks of the region’s truly high-

income population—those with consumption levels in excess of $100 

per day per person—will swell; by 2030, more than 100 million people 

in the ACI economies could enjoy such prosperity.

The changes in private incomes and expenditures tell only a partial 

story. They do not accurately measure improvements in the quality 

of life, which will also depend on goods and services not provided 

by markets (Chapter 3). Critical public services include education, 

health care, sanitation and transportation, public safety in its many 

dimensions, and protection of the environment. The simulations 

cannot provide details on how these many objectives will be managed, 

but they do show that significant resources will be available to fund 

those efforts. Governments will have ample incentives to provide 

effective services. The quality of life is a compelling objective in its 

own right, and making progress on it is increasingly essential for 

demonstrating leadership.

Urbanization is deeply connected with these changes. It is a 

systematic byproduct of rapid growth and a principal engine for 

driving the transformation. According to United Nations estimates, 

between 2010 and 2030 the ranks of urban dwellers in the ACI 

economies will expand by 658 million and by 2030 a majority of the 

region’s population will be living in cities (Table 2.3). The region has 

lagged world urbanization levels in the past, but the trends are now 

pushing ACI cities into the forefront of world development. Despite 

the region’s relatively slow overall population growth, the United 

Nations estimates that ACI’s share of the world’s urban population 

will rise from 37% to 39% (UN 2012).

As with so many other aspects of the transformation, urbanization 

has positive and negative dimensions. Urban incomes are high compared 

to non-urban places, as scale advantages facilitate many kinds of 
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Table 2.3: Most ACI Citizens Will Live in Cities

2010 2030

Total 
population

(million)

Urban 
population 

Total 
population

(million)

Urban 
population 

(million) (%) (million) (%)

ACI 3,166 1,308 41 3,630 1,966 54

ASEAN 592 262 44 704 393 56

    Brunei          
    Darussalam*

0 0 76 1 0 82

    Cambodia 14 3 20 17 5 26

    Indonesia 240 120 50 280 176 63

    Lao PDR 6 2 33 8 4 52

    Malaysia 28 20 72 37 30 81

    Myanmar 48 15 32 54 24 44

    Philippines 93 45 49 126 71 56

    Singapore 69 23 34 73 32 44

    Thailand 5 5 100 6 6 100

    Viet Nam 88 27 30 101 44 43

PRC 1,349 668 50 1,402 967 69

India 1,225 379 31 1,523 606 40

Rep. of Korea and
Taipei,China

71 57 80 73 62 84

Japan 127 115 91 120 116 97

United States 310 255 82 362 311 86

Europe 511 391 76 528 429 81

World 6,641 3,559 54 7,933 4,984 63

ACI = ASEAN, the PRC, India; ASEAN = Association of Southeast Asian Nations; Lao PDR = Lao 
People’s Democratic Republic; PRC = People’s Republic of China. 
Note: *Brunei Darussalam’s population shows as 0 as the author rounded the population figures to 
whole millions.
Source: UN (2012).
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production and innovation. Thus, an “urban dividend” could make 

important contributions to ACI’s transformation. Cities are desirable 

places to study and work and attract talent and entrepreneurship. In 

turn, dense populations make it possible to offer private and public 

services in great variety at low cost. But cities are also demanding and 

tough to manage. With poor infrastructure and public services, cities 

are harsh places to live and, in the worst cases, can become seedbeds 

of disease, dissatisfaction, and violence.

In short, the ACI region is on the cusp of a giant advance in living 

standards—potentially freeing hundreds of millions of people from 

poverty and building a huge middle class. The region’s economic 
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Figure 2.6: Demand Will Shift toward Consumption (%)

ASEAN = Association of Southeast Asian Nations; GDP = gross domestic product; PRC = People’s 
Republic of China.
Source: Author’s calculations.
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gains should generate solid increases in private consumption and 

living conditions. They will also enable governments to fund major 

improvements in public services. In turn, the region’s wide-ranging 

requirements and expenditures will create massive demand and 

opportunities for investment and entrepreneurship. These trends 

should produce—given a conducive economic environment—solid, 

indigenous foundations for growth. But the transformation will also 

make large demands on the capacity to manage change.

New drivers of growth. New drivers of growth will be needed on 

both the demand and supply sides of the ACI growth equation. Major 

engines on the demand side will include rising incomes and policy 

shifts that direct more spending power toward consumption in some 

countries and investment in others. These effects will vary across 

the region—the results may be more muted in India, for example, 

because its current account balances have often been in deficit. But 

current account surpluses have been high in several ASEAN countries, 

where investment rates are still low relative to historical levels and 

international experience. Current account surpluses have also been 

high in the PRC, where consumption levels are now unusually low. 

Expected changes in the components of ACI demand are illustrated in 

Figure 2.6. These changes imply that ACI producers will have ample 
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Figure 2.7: Production Will Shift toward Services (%)

ASEAN = Association of Southeast Asian Nations; PRC = People’s Republic of China.
Source: Author’s calculations.
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opportunity to accelerate regional sales, especially for products that 

target the unique characteristics of emerging market demand. 

Research by McKinsey & Co. (2011) has examined the opportunities 

in discretionary spending in large ACI economies such as India and 

the PRC, and has singled out lucrative markets associated with more 

prosperous urban lifestyles. Consider, for example, the implications 

of an estimated 30 million people in the ACI economies that will be 

added to urban populations each year. This annual increase equals 

the population of the world’s largest city today and will generate 

requirements for an additional 75 million square meters of housing 

and corresponding opportunities in residential construction and in 

equipping and servicing these new residences and their occupants. 

This sector could alone add $100 billion to regional expenditures 

every year. 

General equilibrium simulations shed further light on the sectoral 

implications of the transformation. Services will be an essential 

component of rising demand: service inputs are not only important 

in consumption, but also play a larger role in production in higher 

income economies (Figure 2.7). Newly middle-class households will 

be enthusiastic consumers of a wide range of manufactured products 
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from food to transport equipment. High rates of investment will 

absorb extensive capital goods and equipment. In addition, “frugal 

innovations” that target cost and demand conditions in the ACI 

economies should place the region’s producers in a favorable position 

in the race for these markets. 

The simulations suggest sharp increases in the share of the ACI 

economies in global markets across a wide range of sectors. These 

results are summarized in Figure 2.8 for the aggregate consumption 

goods and investment goods sectors. Consider, for example, the 

implications for capital goods that serve investment demand. ACI’s 

share in world investment will rise from 24% in 2010 to 38% two 

decades later (Figure 2.8A). Even more remarkably, the region’s share 

of the growth of world investment—its share of the new investment 

markets that will emerge in that period—will rise from 40% in 2010 

to 51% in 2030 (Figure 2.8B). If ACI results are combined with those 

of other emerging market economies, the “South” or developing 

countries will account for 85% of the capital goods markets by 2030. A 

vast majority of these markets—for example, construction equipment, 

high-speed rail, and energy plants—will be located in the South and 

especially in ACI. So will be the markets for related services such 

as engineering, architecture, and finance. Located at the epicenter 

of world growth, ACI producers will have excellent opportunities to 

identify the goods and services that are best suited for their—and the 

world’s—most dynamic markets.  

Especially important among investment sectors are those linked to 

infrastructure, such as roads, ports, urban transport, communications, 

power generation, and a wide range of utilities and amenities. The cost 

of infrastructure needs in the ACI economies ranges into trillions of 

dollars. The role of infrastructure in the transformation is important 

enough to warrant detailed analysis in Chapter 4. Infrastructure 

affects the prospects of the region not only through demand, but also 

through contributions to productivity and innovation (Box 2.3). In some 

countries—notably India, Indonesia, and the Philippines—infrastructure 

requirements are especially urgent since they already constrain growth.

As market opportunities and demand pull firms and resources into 

new sectors, so rising costs and wages and international competition 

will help to push them. Table 2.4 shows the trade effects of structural 

change. The simulations suggest substantial migration of labor-
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Figure 2.8: ACI’s Rising Share of Global Expenditures

ACI = ASEAN, the PRC, India; ASEAN = Association of Southeast Asian Nations; PRC = People’s 
Republic of China.
Source: Author’s calculations.

A. Share of world investment

C. Share of world consumption
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B. Share of growth in world investment

D. Share of growth in world consumption
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Box 2.3: Infrastructure as a Driver of Growth 

I  
nfrastructure enters the calculus of regional growth in four ways. 

First, infrastructure is an important source of demand that can 

take the place of slow growing exports, or of investments with 

diminishing returns such as real estate and industry. 

Second, infrastructure can contribute directly to productivity 

growth by improving access to reliable energy and other inputs, and 

by helping to reduce the cost of connecting businesses to each other 

and customers. The efficiency savings are large when infrastructure 

connections span economies (or subregions) with different production 

characteristics and hence promote efficient production networks. New 

links across Southeast Asia and connecting East Asia with South Asia 

have this important characteristic.

Third, infrastructure can contribute to inclusive growth even 

beyond its effects on productivity. Infrastructure can link remote 

population clusters to centers of economic activity, increasing 

opportunities for higher paying jobs. Infrastructure can also contribute 

directly to the quality of life by making large urban agglomerations 

more efficient and comfortable. 

Fourth, infrastructure development creates opportunities for 

technological upgrading, since it involves a wide range of technologies 

that may be new to an emerging economy. With so much infrastructure 

investment likely to be concentrated in the ACI economies in the 

future, firms have opportunities to adopt and develop cutting-edge 

technologies—for example, in wind and solar power generation and 

in rail and urban transport systems—for rapidly growing regional 

markets.

Source: Author’s description.
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intensive processes from high- to low-wage economies, including from 

the PRC to India and Southeast Asia. In turn, the PRC will move up the 

technology ladder into industries and segments now served primarily 

by Japan, the Republic of Korea, and other developed countries. Japan 

and the Republic of Korea, in turn, will move into more advanced 

manufacturing and especially service activities. But these activities 

are likely to be even more interconnected than now, with production 

processes split into many steps and services. Asian production 

networks—as examined in detail in Chapter 4—will facilitate these 

shifts and establish the links needed to achieve minimum-cost 

production. Production networks are “clearing houses” for organizing 
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(Continued)

Table 2.4: Sectoral Shifts in ACI Output (% of GDP)

2010 2030

ASEAN PRC India ASEAN PRC India

Agriculture 8.9 8.5 20.8 5.5 5.5 17.1 
   Rice 1.9 0.7 3.2 1.0 0.3 1.5 
   Other grains 0.3 0.3 2.2 0.1 0.2 0.9 
   Crops 3.2 3.6 11.4 2.1 1.5 10.2 
   Livestock 1.1 2.4 2.1 0.7 2.7 2.2 
   Forestry, fisheries 2.4 1.5 2.0 1.7 0.8 2.2 
Mining 4.3 3.3 2.8 2.9 2.3 1.5 
   Coal 0.4 0.8 0.3 0.4 0.5 0.2 
   Oil 1.9 0.5 0.6 0.9 0.2 0.2 
   Gas 0.9 0.0 0.3 0.7 0.0 0.3 
   Minerals 1.1 1.9 1.6 0.9 1.6 0.7 
Manufacturing 33.2 37.2 20.4 36.8 29.8 20.2 
   Food, beverages 3.9 3.0 5.6 2.6 2.8 5.7 
   Textiles, apparel 3.0 3.0 2.3 3.0 2.2 2.7 
   Petroleum products 0.4 0.3 0.1 0.3 0.3 0.2 
   Chemicals 4.9 5.0 2.2 5.4 3.1 1.9 

   Metals 3.0 9.9 3.6 2.8 6.8 3.0 

   Machinery 4.8 6.3 2.3 7.5 5.9 2.5 
   Electrical equipment 7.2 2.3 0.3 9.0 1.8 0.1 

   Transport equipment 2.4 2.4 1.4 2.2 2.3 1.1 

   Other manufactures 3.7 5.0 2.5 3.9 4.5 3.0 

Services 53.6 51.1 56.0 54.8 62.4 61.2 

   Electricity 1.2 1.0 1.8 1.2 1.0 2.0 

   Gas 0.4 0.0 0.0 0.3 0.0 0.0 

   Construction 6.1 6.7 9.2 9.6 7.9 9.2 

   Trade 13.1 6.0 12.7 9.4 6.4 14.6 

   Transport, communications 6.8 7.9 8.2 6.3 6.1 7.6 

   Financial services 4.3 4.9 5.0 3.1 4.7 4.5 

   Other services 12.5 9.0 8.6 12.9 9.8 10.1 

   Government services 9.3 15.7 10.4 12.0 26.5 13.1 

GDP 100.0 100.0 100.0 100.0 100.0 100.0 

ACI = ASEAN, the PRC, and India; ASEAN = Association of Southeast Asian Nations; GDP = gross 
domestic product; PRC = People’s Republic of China.
Source: Author’s calculations.
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the efficient deployment of technology and capital, helping to secure 

the region’s niches in the global economy. 

Taken together, these changes promise sustained increases in 

productivity, derived increasingly from productivity gains within sectors 

rather than shifts of resources among them. But a favorable national 

policy environment will be essential for achieving them. It will need to 

stimulate competition, innovation, and entrepreneurship. It will need 
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Figure 2.9: ACI’s Rising Share of Commodities Demand (%)

ACI = ASEAN, the PRC, and India; ASEAN = Association of Southeast Asian Nations; PRC = People’s 
Republic of China.
Source: Author’s calculations.
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to encourage investment and risk-taking, and help build financial and 

legal systems that make that possible. Perhaps most importantly, it will 

need to support the development of a flexible, motivated labor force, 

educated to levels consistent with intermediate-term skill requirements. 

Resource and environmental challenges. The ACI economies 

are so large that their growth will affect the resource sectors of the 

world economy (Figure 2.9). The simulations suggest that world 

food and energy demand, and thus prices, are likely to rise. The 

ACI economies are intense resource users because their economic 

structures are still weighted toward basic materials and heavy 

industry, because their consumers still spend a relatively large share 

of their income on food and fuel, and because they are (of course 

with notable exceptions) densely populated and resource poor. 

Moreover, ACI consumers appear to be following developed country 

precedents in consumer demand, including motor vehicle purchases. 

As the ACI economies increasingly depend on international trade for 

food and energy, their self-sufficiency rates will likely decline. ACI 

firms and governments will undoubtedly remain active investors in 

global resource development.

Rising primary goods prices would signal the end of an era—for 

many decades, energy and food prices have been on a long declining 
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Figure 2.10: ACI’s Rising Share of World CO2 Emissions (%)

ACI = ASEAN, the PRC, and India; ASEAN = Association of Southeast Asian Nations; CO2 = carbon 
dioxide; PRC = People’s Republic of China.
Source: Author’s calculations.
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trend. But in recent years they have begun to rise, even spiking to much 

higher levels for shorter periods. The demand for primary materials 

is bound to be robust as long as the world’s rising economies remain 

intensive users of resources. Nevertheless, primary materials play 

a more limited role in economic growth now than in the past, and 

potentially important supply and demand responses—including new 

technologies for extracting natural gas and renewable energy—are 

also beginning to take shape. On the whole, these trends are likely to 

limit the effects of tight primary goods markets on growth.

The effects of ACI growth on the environment are also significant 

and potentially more damaging. Because ACI energy supplies depend 

heavily on coal, the region has become a major emitter of greenhouse 

gases. ACI’s CO2 emissions accounted for one-third of global emissions 

in 2010, roughly equal to those of developed economies. Over the next 

two decades, these emissions are projected to increase 2.5 times and 

would account for a still larger global share (Figure 2.10), despite 

continuing progress in reducing the carbon intensity of ACI output.

Rising greenhouse gas emissions represent a fundamental risk to 

ACI growth. Business as usual—even with steady improvements in the 

energy intensity of production—will be no longer viable if perceptions 

of the global threat increase and/or the mitigation of emissions 
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Figure 2.11: World Trade Will Turn South

Source: Author’s calculations.
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becomes a high priority for the region’s own citizens or the global 

community. Conflict over the environment is a looming risk—arguably 

greater than the risks and costs involved in early initiatives to reduce 

the region’s carbon footprint.

Expanding global role. As the share of the ACI economies in 

world GDP will double over the next 20 years, the region’s global 

footprint will expand in many areas, including consumption, 

investment, and resource requirements. In turn, these developments 

will reshape the region’s trade and financial relationships. Trade in 

particular will increase, but not as fast as in the past. A key reason 

is that the region’s large external markets are growing slowly, both 

absolutely and compared to the region itself. Another reason is that 

the composition of the ACI region will shift toward the PRC and India, 

which have relatively low trade to output ratios due to their size. 

Thus the overall ACI trade to GDP ratio is projected to stay roughly 

constant at 2/3.

The structure of this trade, however, will be quite different. The 

bulk of the increase in world trade over the next two decades will 

consist of South–South trade—trade among ACI partners and other 

emerging economies. The share of these flows will expand from 20% to 

36% of world trade between 2010 and 2030 (Figure 2.11). Meanwhile, 

the share of North–North trade will decline from 42% to 21% of world 
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trade, while the share of North–South trade will rise slowly from 38% 

to 43% of the total. This also implies that South–North connections 

will remain critical for at least the next two decades. 

Even larger changes can be expected in ACI financial flows. High 

ACI savings rates and the growing share of the ACI economies in world 

GDP will mean that the world savings rate will increase from 22% to 

25%—a large change by historical standards (Petri 2008). High world 

savings are needed, of course, to drive ACI growth itself, but they will 

also affect global capital markets and transform the ACI’s economic 

role from “factory floor” to “banker.” As the ACI economies become 

increasingly important issuers and owners of financial assets, their 

regional institutions are bound to play a larger role in intermediating 

financial flows. As Chapter 6 notes, Asian financial centers should 

thrive not only because of the sheer size of their markets but also 

because institutions closer to home have an advantage in assessing 

regional information and serving the needs of regional clients. 

2.3  Threats to the Transformation
Steady, uninterrupted progress—as projected in the baseline—cannot 

be taken for granted and is unlikely. To achieve even the baseline results, 

the regional and international environment will have to support the 

projected development trajectory in many ways, as it generally has in the 

last several decades. The road to success is most likely narrow, but there 

are many paths that could lead to less favorable outcomes. This section 

examines threats and their implications for ACI development and policy. 

Risks that threaten the transformation process could originate 

in the ACI economies or in the global environment; they could 

involve economic constraints or political conflict; and they could 

affect variables ranging from market access to productivity change. 

It is impossible to address all such risks, but selected “stress tests” 

involving key elements of the projections can provide insight into the 

sensitivity of the results. The issues explored include: 

   major slowdown in productivity growth in ACI and/or other countries; 

 rising food prices and food security concerns;

 rising energy costs;

 rising environmental concerns; 
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Table 2.5: Alternative Scenarios

No. Description Parameter changes

1 Baseline 

•  ILO population and labor force projections
•  ADB projections of investment rates, productivity growth
•  Sectoral productivity growth expectations based on history
•  Capital flows fixed at 2010 nominal level  

2
ACI productivity 
shock 

• TFP growth rate reduced by 25% in ACI economies 
•  Investment rate reduced by 10% in ACI economies 
   and 2% in  advanced countries

3
Developed 
economies 
productivity shock

• TFP growth rate reduced by 25% in advanced countries 
• Investment rate reduced by 10% in advanced countries and 2% 
in the ACI economies

4
Worldwide 
productivity shock 

• TFP growth rate reduced by 25% worldwide 
• Investment rate reduced by 10% worldwide

5 Agriculture shock 
• Agricultural productivity reduced worldwide to generate annual 
agricultural price increases of 2% above baseline

6 Energy shock 
• Energy productivity reduced worldwide to generate annual 
energy price increases of 2% above baseline

7
Green growth 
policy 

• Carbon taxes set to $90/ton CO2 in advanced countries 
  and $60/ton CO2 in emerging economies
• Government expenditures increased as estimated in the 
International Energy Agency’s “450” scenario, financed by 
reduced private consumption and investment

8
Inclusive growth 
policy

• ACI government expenditures increased by 2% of GDP, financed 
by reduced private consumption and investment

• Expenditures result in 5-percentage-point reduction in the Gini 
coefficient

9
Rising 
protectionism  

• MFN tariffs and NTBs doubled in advanced countries

10
Regional trade 
agreement  

• Intraregional tariffs reduced 75% in ACI region
• Intraregional NTBs reduced 50% in ACI region

11
Global trade 
agreement 

• MFN tariffs reduced 75% worldwide
• MFN NTBs reduced 50% worldwide

12 Fast rebalancing • All net capital flows reduced linearly to zero by 2020 

ACI = Association of Southeast Asian Nations, the People’s Republic of China, and India; CO2 = carbon 
dioxide; GDP = gross domestic product; ILO = International Labour Organization; MFN = most favored 
nation; NTB = nontariff barrier; TFP = total factor productivity.
Notes: All parameter changes assumed to be phased in five equal steps 2010–2020. 
Source: Author’s assumptions. 

50

ASEAN, PRC, and India: The Great Transformation

 rising distributional concerns; and

 protectionism in ACI’s principal export markets. 

The following discussion examines how these developments would 

affect ACI growth. The assumptions of the scenarios are presented in 

Table 2.5. Aside from the baseline, they fall into three groups. A first set 

(scenarios 2–4) explores alternative types of productivity deceleration. 
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Figure 2.12: Eff ects of Shocks on ACI Incomes, 2030 (%)

ACI = Association of Southeast Asian Nations, the People’s Republic of China, and India.
Source: Author’s calculations.
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A second set (scenarios 5–8) addresses structural issues affecting key 

sectors or types of expenditure. The last set (scenarios 9–12) examines 

changes in the ACI region’s external trade and capital flows. Given the 

uncertain outlook, more scenarios deal with adverse developments 

than with favorable ones. The simulation results developed using the 

scenarios of Table 2.5 are summarized in Figure 2.12.

The most serious setbacks to ACI incomes would result from a 

prolonged productivity slowdown in the ACI economies, in the region 

alone, or in combination with such slowdowns worldwide (Figure 2.12). 

Other shocks—to agriculture, energy, environmental, or social spending—

would have smaller negative effects, on the order of 5% of incomes in 

2030. Meanwhile, improvements in the regional and global trading 

system could raise incomes by 5%–10%. The last part of this chapter will 

examine combinations of these results to develop a subjective probability 

distribution of possible outcomes (Figure 2.13A and B).

As will become clear from the details that follow, the threats 

warrant attention individually and in combination; much is at stake in 

preventing them or mitigating their effects. But the analysis also shows 

that key elements of the transformation of the ACI economies would 

persist under varied shocks. Even with unfavorable assumptions, 

per capita incomes in the ACI economies would grow at a 2% faster 

rate than the world economy, and the region would become more 

important in world output, trade, and finance. The transformation of 
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the ACI economies, although subject to much uncertainty, is not a 

product of optimistic assumptions alone.

2.3.1  The middle-income trap
The risk of a substantial slowdown in the ACI economies—the 

middle-income trap—is widely recognized. The possibility that 

countries may not be able to escape middle-income levels has been 

discussed in recent empirical literature with the possibilities for 

deceleration attributed to a wide range of causes (for example, Rodrik 

1999; Ros 2005). 

To be useful, the middle-income trap has to mean more than that 

growth will slow as countries reach higher income levels. As noted, 

some deceleration is built into the baseline projections. A useful 

version of the concept refers to a sharp slowdown in growth, due 

to impediments to changes in the drivers of growth that were not 

anticipated or remedied in time (Box 1.1). In some countries, such 

a deceleration could result from the inability to generate within-

sector productivity growth in industry once resource transfers from 

agriculture to industry run out. In others, there may be insufficient 

domestic or regional demand to take the place of foreign demand once 

the low-wage export drive stalls. In still others, inadequate human 

capital, or legal and economic institutions prevent structural shifts to 

more sophisticated industries. 

To examine the overall implications of such risks, three scenarios 

explore the effects of alternative assumptions about productivity 

growth and investment. These factors are interdependent; a 

productivity shock, for example, may both cause and be aggravated 

by lower returns on investment and diminished entrepreneurial 

activity. The simulations assume that productivity growth declines by 

25% and investment by 10% in the economies assumed to be hit by a 

productivity shock. Three versions of this deceleration are examined: 

deceleration due to the middle-income trap in the ACI economies 

(Scenario 2), deceleration in developed economies (Scenario 3), and 

deceleration worldwide (Scenario 4). Since such shocks also spill into 

the global economy—though global investment returns and investor 

confidence—the scenarios assume a 2% reduction in investment rates 

even in economies not directly affected by a shock (Table 2.6).
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Table 2.6: Productivity Simulations

Effects of productivity deceleration in 2030 (%)
Scenario 2 Scenario 3 Scenario 4

ACI economies Developed 
countries Worldwide

Income / capita
ASEAN -22.4 -2.6 -23.3
PRC -26.2 -3.0 -25.9
India -22.4 -1.4 -22.3
ACI -24.8 -2.6 -24.7
World -7.0 -6.4 -16.4

Extremely poor population
ASEAN 70.9 4.8 74.9
PRC 158.3 8.6 154.8
India 163.2 3.9 162.2
ACI 117.9 4.5 119.3
World 12.5 1.9 34.4

Middle consumption population 
ASEAN -13.4 -1.1 -14.0
PRC -8.5 -0.5 -8.4
India -19.8 -0.6 -19.8
ACI -13.9 -0.7 -13.9
World -7.5 0.1 -9.6

High consumption population
ASEAN -9.5 -1.0 -9.9
PRC -24.2 -3.2 -23.9
India -72.2 -4.4 -72.1
ACI -29.7 -3.0 -29.5
World -7.1 -9.0 -19.3

Total trade
ASEAN -15.9 -1.8 -16.4
PRC -15.0 -4.6 -17.7
India -17.8 -2.3 -20.0
ACI -15.7 -3.3 -17.6
World -5.1 -5.7 -13.7

Commodity prices
Grains -3.7 -1.9 -7.0
Coal -2.5 -1.5 -4.7
Oil -6.3 -3.1 -13.0
Gas -2.2 -3.5 -11.0
Energy -5.7 -3.1 -12.4

CO2 emissions 
ASEAN -11.4 1.0 -7.4
PRC -10.1 -0.1 -8.4
India -13.7 1.0 -11.3
ACI -10.9 0.2 -8.8
World -3.9 -1.1 -6.3

ACI = ASEAN, the PRC, and India; ASEAN = Association of Southeast Asian Nations; CO2 = carbon 
dioxide; GDP = gross domestic product; PRC = People’s Republic of China.
Source: Author’s calculations.
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These messages emerge from the simulations: 

 A deceleration of the ACI economies would have the largest adverse 

effects. Per capita incomes would fall by 25% in 2030, representing 

a 1.5-percentage-point reduction in growth between 2010 and 

2030. The scale of this effect warrants serious attention to factors 

that could lead to a middle-income trap, including insufficient 

institutional progress, technological upgrading and innovation, and 

threats to regional and global integration. 

 A deceleration affecting developed economies would have milder 

effects on ACI growth.  Although world incomes would be 6% 

smaller in 2030 under these assumptions, the ACI economies 

would experience per capita income losses of under 3%. In effect, 

the simulation projects that the ACI economies could replace lost 

markets in developed countries by depending more fully on their 

own and other emerging markets.

 A worldwide deceleration would result in a 14% reduction in world 

incomes, but the effects on the ACI economies would be similar to 

those of its own middle-income trap. In this case, the losses that might 

be expected due to the deceleration in external markets would be 

offset by the one positive side-effect of a global slowdown: declining 

costs of imported energy and other raw materials.

 All three scenarios would have significant effects on the size of 

population consumption groups. For example, productivity deceleration 

in the ACI economies or worldwide would reduce the size of the ACI 

middle class by 14% and more than double the number of people in 

extreme poverty (albeit from a small base in 2030). 

 While deceleration would be costly, it is unlikely to change general 

qualitative trends. Even if the shocks originated in the ACI economies, 

by 2030 ACI per capita incomes would rise considerably, increasing 

by a factor of 2.6, rather than 3.3 in the baseline. While the incidence 

of poverty would rise relative to the baseline, it would remain far 

below the levels in 2010. International trade of the ACI economies 

would still be 4.2 times as large as in 2010, compared to 4.9 times 

under the baseline.  

 In these simulations, the deceleration takes hold slowly, by reducing investment and 
annual productivity gains. Thus, countries have time to shift their trade to more robust 
markets. The results of such a slow transition are quite different from those under a sudden, 
large unexpected shock, as experienced during the global financial crisis.

8

8

ACI_all.indd   54 14/09/02   10:11



55

Prospects and Challenges of Growth

 Deceleration would not significantly reduce the challenges of rising 

energy demands and carbon emissions. These side effects of growth 

would diminish with lower output, but would still threaten sustained 

growth. Pressures on grain and energy prices would ease, but still 

follow an upward trend. Deceleration would only postpone—perhaps 

by no more than a few years—issues that will have to be addressed 

sooner or later with targeted policy responses.

The middle-income-trap scenario (ACI productivity growth 

deceleration) poses the most severe threat to ACI development among 

those examined in this study. All three types of deceleration would 

impose new hardships on the poor and significantly impact all income 

classes in the region. Moreover, growth would not slow enough to 

solve environmental sustainability issues, nor ease significantly the 

scale of the transformation required in ACI economies.

2.3.2  Structural shocks and policy 
alternatives

The ACI economies face many potential structural challenges. 

Scenarios 5–8 examine adverse developments in food and energy 

markets, and increased pressures from environmental and social 

issues with significant expenditure implications. The baseline 

projections already include policy changes and economic adjustments 

that deal with these problems. For example, the projections envision 

rising food and energy prices that result in conservation. They 

incorporate “new policies” to reduce carbon emissions (as defined in 

IEA [2011a] studies of climate change). They also build in government 

expenditures for social programs. But these changes could understate 

the scale or urgency of adjustments that might be required to address 

new resource, environmental, or social challenges.

Agriculture shock. Continuing pressures on food production 

could lead to much less favorable agricultural prospects than 

represented in the baseline scenario. The pressures include meat-rich 

diets that require additional agricultural inputs, declining supplies of 

arable land that result from the growth of non-agricultural activities, 

and adverse effects from climate change. Scenario 5 simulates these 

risks by assuming deceleration in agricultural productivity growth 
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large enough to increase agricultural prices by an extra 2% per year 

over the baseline. Over the 20-year horizon of the analysis, this would 

mean that agricultural prices would rise by 93% instead of 30% in the 

baseline solution. Experts disagree on how agricultural prices are likely 

to evolve; some support an upward drift of prices (McKinsey Global 

Institute 2011a), but others are more optimistic that long-term trends 

in productivity increases will resume and offset demand pressures 

(Anderson and Strutt 2012). 

The effects of an upward agricultural price shock are shown in 

Table 2.7. Since the ACI economies are net importers of agricultural 

products and downstream products in the food manufacturing 

sectors, the rise in agricultural prices would lead to a deterioration 

in their terms of trade and a 6% decline in real incomes. The effects 

on income would be modest because, as noted above, by 2030 

agriculture is projected to account for only 6% of output in ASEAN 

and the PRC and 17% in India. As the most food-import dependent 

economy among the three, the PRC would experience the largest 

losses. The losses would shift income distributions downward, 

increasing the number of people in low-income groups, including 

those in extreme poverty.  

Energy shock. The baseline expects energy prices to rise, 

reversing historical downward trends. These increases will lead to 

energy conservation and greater energy efficiency, but even so, energy 

demand is projected to increase by 85% in ACI and by 35% worldwide 

between 2010 and 2030. Ultimately, these large increases and resulting 

growth in import dependence set the stage for risks to energy security 

and various potential setbacks to energy supply. If conservation and 

supply turn out less favorably than expected—or access to supplies 

becomes difficult—even sharper price increases could occur. 

Scenario 6 represents a shock in the world energy sector by 

assuming a decline in productivity in energy production that is large 

enough to raise prices by an extra 2% per year above the baseline 

projection. The effects are moderate, increasing energy prices by an 

additional 15% over the baseline and reducing world output by 0.3%. 

The ACI economies would be clearly—but not severely—affected, since 

they have relatively high energy per GDP ratios and are still in the 

energy-intensive stage of their industrialization process.  The income 

effects of these shocks and policy intervention are shown in Table 2.7.
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Table 2.7: Structural Policy Simulations

Effects of productivity deceleration in 2030 (%)
Scenario 5 Scenario 6 Scenario 7 Scenario 8

Agriculture 
shock Energy shock Green 

growth
Inclusive 
growth

Income / capita
ASEAN -3.0 -4.1 -2.5 -5.3
PRC -7.0 -3.4 -2.8 -6.1
India -5.9 -4.5 -2.3 -4.4
ACI -6.1 -3.8 -2.7 -5.6
World -2.5 -2.8 -2.2 -1.5

Extremely poor population
ASEAN 7.5 10.6 6.1 -71.0
PRC 27.5 13.4 11.3 -92.5
India 25.8 19.3 10.5 -76.1
ACI 16.9 14.8 8.4 -74.2
World 5.1 4.9 5.8 -6.2

Middle consumption population
ASEAN -1.7 -2.3 -1.3 10.6
PRC -1.8 -0.9 -0.7 8.5
India -4.0 -3.1 -1.7 8.6
ACI -2.7 -2.0 -1.2 8.9
World -1.8 -1.4 -1.2 4.6

High consumption population
ASEAN -1.6 -2.1 -1.3 -23.6
PRC -7.8 -4.5 -3.9 -21.7
India -24.1 -19.0 -11.1 -81.9
ACI -9.4 -6.5 -4.7 -32.5
World -3.2 -4.1 -3.0 -7.0

Commodity prices
Grains 21.1 1.4 -0.9 -0.7
Coal -1.1 46.2 -11.5 -0.4
Oil -1.7 48.1 -8.6 -1.1
Gas -1.4 46.3 -21.7 -0.4
Energy -1.6 47.8 -10.2 -1.0

Grain demand 
ASEAN -9.8 -1.0 -0.5 -1.6
PRC -13.0 -1.7 -1.4 -3.1
India -14.9 -2.3 -1.0 -2.0
ACI -13.4 -1.9 -1.1 -2.4
World -9.9 -1.5 -1.1 -1.3

Energy demand
ASEAN -0.3 -35.1 -3.4 -1.4
PRC -2.4 -27.5 -22.0 -1.9
India -2.0 -33.8 -8.1 -2.1
ACI -1.8 -30.7 -14.5 -1.9
World -0.3 -29.6 -8.1 -0.2

CO2 emissions 
ASEAN -0.7 -30.3 -16.7 -2.1
PRC -2.6 -25.2 -40.0 -2.1
India -1.7 -33.7 -44.0 -2.4
ACI -2.2 -27.3 -38.0 -2.2
World -1.0 -25.4 -26.1 -0.8

ACI = ASEAN, the PRC, and India; ASEAN = Association of Southeast Asian Nations; CO2 = carbon dioxide; 
PRC = People’s Republic of China. 
Source: Author’s calculations.
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Green growth policy. Green growth is an important policy 

objective. It is examined here because it is likely to reduce growth rates 

as conventionally measured. By 2030, the ACI economies will account 

for 43% of global carbon emissions under baseline assumptions, 

even given that those include the International Energy Agency’s new 

policies for mitigating emissions ( IEA 2011a). These policies will 

reduce the carbon intensity of GDP, but fall short of limiting absolute 

emissions to meet the requirements of climate-stabilizing scenarios. 

Should internal and external political pressures require ACI to limit 

emissions to these levels, ACI will need to adopt more intensive policy 

changes and investments. 

Scenario 7 simulates green policies based on the IEA analysis. It 

sets carbon taxes to $90 per ton of CO2 in developed economies and 

$60 per ton of CO2 in emerging economies. It also assumes substantial 

investments in energy conservation and alternative energy supplies. 

By diverting investment from the non-energy sectors of the economy, 

the scenario forecasts reductions in real incomes as conventionally 

measured. The results show that real incomes in the ACI economies 

would fall by 3%. The losses are lower than the cost of the mitigation 

strategies, because investments would be offset by energy savings 

and a decline in energy prices. The scenario shows that global energy 

demand would decline by 8% and lower the cost of various fuels (prior 

to carbon taxes) by 9% to 22%, helping to offset the cost of green 

policies. 

Green policies would reduce CO2 emissions relative to the 

baseline by 38% in the ACI economies and by 26% in the world as a 

whole and, if the underlying IEA analysis is correct, would help to 

stabilize the climate. These reductions in CO2 emissions would be 

greater than those observed in the energy shock scenario or in the 

growth deceleration scenarios. Similar messages have also emerged 

from previous simulations of Asian climate change policies (van der 

Mensbrugghe 2010). The implication is that climate benefits can be 

achieved far more economically that target, and selectively reduce, 

emissions rather than policies that attempt to bring emissions under 

control indirectly through piecemeal initiatives or slow growth.  

Inclusive growth policy. Inclusive growth is a high policy priority, 

but it is likely to divert resources from growth as conventionally 

measured. This strategy prioritizes health and education services 

ACI_all.indd   58 14/09/02   10:11



59

Prospects and Challenges of Growth

and robust safety nets. It also includes investments in transport 

and communications that help to link disadvantaged populations to 

centers of economic growth. 

The intensive inclusive growth strategy is defined in Scenario 8 

as an increase in government expenditures of 2% of GDP for related 

investments and services. Since government expenditures account for 

12% of GDP for the ACI economies as a group, this increment represents 

substantial additional resources. Costs are assumed to be financed 

half by taxes and half by borrowing. The strategy is also assumed 

to yield a reduction in projected Gini coefficients by 5 percentage 

points in each ACI economy, representing approximately one standard 

deviation calculated from World Bank Gini coefficient data. 

The portion of expenditures financed by borrowing leads to 

reductions in investments in conventional production. This results in 

a 6% income decline in the ACI economies by 2030. Nevertheless, such 

policies to combat inequality will produce gains for many people. The 

number of ACI citizens living in extreme poverty is estimated to 

decline by 74%—a result equivalent to the eradication of extreme 

poverty. The numbers in the middle class would increase by 9%. 

The negative effects would be felt only in the upper tail of the 

income distribution, with the number of high-income consumers 

declining by 33%.   The output effects of the policy are greater than 

those calculated for an energy shock, but much smaller than losses 

associated with the middle-income trap. If inclusive growth can 

enhance social cohesion and make it easier to fight the middle-income 

trap, its cost would be amply repaid.

2.3.3  International linkages and cooperation
ACI’s future growth depends on deeper international trade and 

investment links. Open and flexible trading systems are crucial for 

sustaining ACI’s role in global manufacturing and for meeting its rising 

external energy, food, and resource requirements (Lawrence 2011). 

The region’s trade links will include vigorous intraregional trade, 

 The largest negative effects are projected for India, where a significant part of the high- 
income population is projected to be close to the cutoff limit of the middle consumption 
group, and therefore moderate changes in incomes have a large effect on shifting individuals 
from one group into the other.

9
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strong ties with emerging markets elsewhere, and sustained trade, 

financial, and technology exchanges with developed economies. From 

a policy perspective, intense trade relationships could lead either to 

greater cooperation or new tensions. The risks would be exacerbated 

if growth in developed economies remains sluggish, and especially if 

global trade rules fail to be strengthened. These risks are assessed in 

Scenarios 9–12 (Table 2.8). 

Increased protectionism. In the context of the massive 

transformations underway, policymakers have expressed concern 

about the possibility of increased protectionism in developed 

economies. Such policies would represent costly, self-defeating 

responses to the challenges faced by the world economy, but 

unfortunately cannot be ruled out as political reactions to economic 

stress. According to results for Scenario 9, they would reduce world 

trade by 6% and world income by 2%, with the costs disproportionately 

falling on those protectionist economies themselves. Estimated global 

losses would be around $2 trillion, with more than 90% of the losses 

falling on non-ACI economies. But these policies would also generate 

losses for ACI, especially the PRC, given its strong links with developed 

economies. The PRC’s trade would fall by 6%.

At the other extreme, steps that reduce barriers and strengthen 

trade rules would benefit the ACI economies as well as other regions. 

Scenario 10 examines regional free trade, and Scenario 11 hypothesizes 

substantial liberalization of world trade. In reviewing these results, 

it is necessary to recognize that a global model produces only rough 

estimates of the effects of trade liberalization. Its parameters are not 

sufficiently detailed on trade barriers and the possibilities for reducing 

them. Yet, such models provide useful estimates of overall effects, and 

in this case the scenarios point to the possibility of large benefits. 

Regional trade liberalization. Although many trade agreements 

have been concluded among the ACI economies, a new, comprehensive 

regional agreement that connects the ACI economies would generate 

additional gains of 4% of ACI incomes (Scenario 10). The effects would 

be especially important for ASEAN, estimated at 15%, and for India, 

estimated at 2%. The trade effects would be particularly large for India 

(increasing by 24%), since it is now less closely connected with the ACI 

region’s trading system. However, since India’s overall trade levels are 

still low, income effects are more modest. 
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Table 2.8: Trade and Capital Flow Simulations

Effects of international policies in 2030 (%)

Scenario 9 Scenario 10 Scenario 11 Scenario 12

Rising 
protectionism 

Regional 
agreement

Global 
agreement

Fast 
rebalancing

Income / capita
ASEAN -1.1 15.3 22.2 8.7
PRC -1.0 1.3 7.6 7.2
India 0.0 2.2 9.3 -3.6
ACI -0.8 3.6 10.2 4.9
World -1.5 0.8 6.5 0.5

Extremely poor population
ASEAN 2.7 -30.0 -39.6 -19.9
PRC 3.8 -4.5 -23.1 -23.4
India 0.1 -8.8 -31.9 17.9
ACI 1.5 -19.0 -35.3 -2.0
World 0.9 -1.6 -16.0 4.0

Middle consumption population 
ASEAN -0.6 7.5 10.2 4.8
PRC -0.2 0.2 1.2 1.2
India 0.0 1.5 5.8 -2.9
ACI -0.2 2.0 4.6 0.2
World 0.0 1.0 3.9 -0.5

High consumption population
ASEAN -0.6 9.0 13.5 5.3
PRC -1.9 2.8 16.7 16.9
India -0.1 11.2 53.6 -17.8
ACI -1.3 5.5 -7.9 8.6
World -2.4 1.0 0.4 1.0

Total trade
ASEAN -1.6 19.5 21.5 5.8
PRC -5.4 10.9 36.7 3.9
India -1.7 24.3 66.2 -2.7
ACI -3.6 15.6 35.1
World -6.0 3.6 19.4 0.9

Terms of trade
ASEAN -0.3 5.2 7.2 -0.4
PRC -0.8 0.6 2.5 -0.5
India -0.2 -0.5 0.9 0.1
ACI -0.5 1.9 3.8 -0.3
World - - - -

Commodity prices
Grains -0.9 0.7 0.8 0.6
Coal -1.3 0.7 1.0 0.6
Oil -2.0 1.3 4.7 0.7
Gas -1.8 0.8 4.3 0.1
Energy -2.0 1.2 4.5 0.7

ACI = ASEAN, the PRC, and India; ASEAN = Association of Southeast Asian Nations; PRC = People’s Republic of China. 
Source: Author’s calculations.
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Global trade liberalization. Significant global trade liberalization 

would raise world incomes by 7% and ACI incomes by 10 % (Scenario 11). 

Again ASEAN and India would be the largest beneficiaries in percentage 

terms, but in this case the PRC would also experience large gains 

because global liberalization would benefit all of its international 

trade, much of which is outside the ACI region. World trade would 

increase by 19%, with India increasing its trade by 66%. The results 

confirm a central theme that broad global liberalization is more 

beneficial than an effective regional agreement, even one covering a 

large, dynamic economic zone.

Fast rebalancing. The current account surpluses of the ACI 

economies have diminished sharply since the onset of the 2008–2009 

global financial crisis, but it remains difficult to justify large “uphill” 

flows of capital from rapidly growing, capital poor economies to 

slowly growing, capital abundant ones. This study and other recent 

studies have emphasized the benefits of “rebalancing” initiatives that 

put resources to better use within emerging economies themselves, 

either to stimulate investment or to raise living standards directly. 

The baseline itself assumes that rebalancing efforts will be successful 

enough to keep imbalances stable in nominal terms at 2010 levels, 

thus reducing them substantially relative to GDP. 

To simulate the implications of faster rebalancing, Scenario 12 

imposes an adjustment path that eliminates all current account 

imbalances by 2020. This extreme assumption shows that even very 

rapid rebalancing would have a modest effect on the ACI economies—

in fact a modest positive effect, yielding a 4% increase in ACI incomes. 

The scenario generates higher incomes for ASEAN and the PRC, which 

have positive capital flows along the baseline and so would have more 

resources to invest or spend domestically. It generates a decrease in 

income for India, which has negative capital flows and therefore would 

have to cut back on internal spending. At the microeconomic level, 

surplus economies would shift more rapidly from manufacturing 

to services, and vice versa in deficit economies. Despite the policy 

attention focused on rebalancing, the results have modest implications 

for the ACI economies in the long run. 

Taken together, the international simulations suggest more 

opportunities than threats. A turn toward protectionism in developed 

economies would reduce world output and negatively affect ACI growth 
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prospects, but the effects would fall primarily on the protectionist 

economies themselves. By contrast, liberalization measures within the 

ACI region and especially globally could raise incomes sharply. As in 

the past rounds of global liberalization, the effects are likely to extend 

beyond direct economic gains to indirect benefits such as increased 

investor confidence, more innovation, and an improved climate for 

economic and political cooperation. More detailed work is needed to 

refine these estimates, but the results confirm the importance of the 

global trading system to ACI and global prospects. 

2.3.4  Combinations of risks
The results of individual scenarios confirm the concerns of 

policymakers that the region faces serious vulnerabilities. Yet they 

also show that most shocks could be managed at moderate cost if 

addressed with timely policy. The implications of shocks could be more 

severe if they occurred suddenly and in combination—for example, if 

an unexpected deceleration in productivity growth appeared alongside 

a sudden energy shock. Such interactions are not unusual: an energy 

shock and a related productivity shock combined to create a long-

lasting global slowdown in the late 1970s. In the current economic 

cycle, financial, macroeconomic, food, and energy shocks appear to be 

acting in combination. Also in the future, adverse developments could 

combine into “perfect storms” with severe impacts on growth.

Assessing the probability of combined shocks requires further 

speculative analysis. Are shocks independent of each other, with each 

following a separate probability distribution? Or do they interact, so 

that a cluster of negative shocks, for example, is especially likely? The 

interaction hypothesis admits that perfect storms might not happen 

randomly—adverse events could raise the probability of others, 

and vice versa. Various mechanisms could lead to such results—for 

example, an economic system under pressure may put further stress 

on weak sectors and thus fail in multiple ways. Positive results, too, 

can reinforce each other: a strong economy can generate resources 

and goodwill that can help to create more opportunities. 

The implications of multiple shocks can be bracketed by two 

assumptions: full independence, implying that shocks occur according 

to separate probability distributions and interact only by chance; and 
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partial interdependence, implying that like shocks are likely to occur 

jointly. Even the assumption of independence, of course, will lead to 

rare perfect storms of multiple negative or positive events. Partial 

interdependence, however, suggests a higher likelihood of a cluster of 

similar shocks, and hence a greater probability of extreme outcomes than 

coincidence would suggest. The arguments for such interdependence 

are familiar, but they were not widely appreciated in the run-up to the 

global financial crisis and may have contributed to the underestimation 

of financial risks by financial markets and governments. 

This study examined possibilities of independent and 

interdependent shocks by statistically combining the effects of the 

scenarios discussed above. This exercise constructed 10,000 future 

growth paths of the global economy with the baseline subjected to 

various combinations of 10 of the shocks  listed in Table 2.5 and 

Figure 2.12. Random draws determined which particular shocks 

occurred on each of the 10,000 paths. Each shock was assumed to occur 

with a probability of 25%. A benchmark “independent” simulation was 

calculated by assuming that the pattern of shocks within any outcome 

had no impact on its probability.   

Under the benchmark simulations, the possibility that none of the 

10 shocks would occur is only around 5% (0.7510). There is an even 

smaller chance, approximately one in a million, that all 10 shocks 

would occur together (0.2510). The probability is around 40% that the 

effect of a combination of shocks would turn out to be small, in the 

range reported as “0” column in Figure 2.13A. These paths involve 

cases with either few shocks, or combinations of positive and negative 

ones. The probability rises to around 75% for the somewhat wider, but 

still very modest, range of outcomes (income changes in the –10% to 

+10% range). 

Despite this statistical “regression toward the mean,” around 

25% of the distribution of outcomes falls into the tails, representing 

significant deviations from the baseline. Of this, only 1% is in the right 

 The “world productivity shock” was not included in the exercise that examined 
combinations of scenarios since it is itself the combination of two other scenarios—the ACI 
productivity shock and the developed economies productivity shock.
 The effect of a combination of shocks was calculated by adding the effects of the 

underlying shocks. This linear approximation may overstate the combined effects of multiple 
shocks. 

10
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Figure 2.13: Frequency of Combined Shocks 

Source: Author’s calculations.

A. Independent shocks

B. Interdependent shocks
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tail that contains significant positive shocks, and 24% is in the left 

tail that contains significant negative ones. This skewed result is a 

product of the fact that downside scenarios dominate those on the 

upside in our simulations. Moreover, none of the scenarios offers a 

positive counterpart to the large effects of the middle-income trap. The 

net effect is that these statistical exercises suggest an approximately 

ACI_all.indd   65 14/09/02   10:11



66

ASEAN, PRC, and India: The Great Transformation

one-in-four chance that ACI income levels will fall well short of the 

baseline, to long-term growth rates that are at least one percentage 

point lower.

The frequency of outcomes changes if statistical independence 

is replaced by the assumption of partial interdependence—the 

expectation that similar shocks are likely to occur together. The 

simulations described above were repeated under the assumption that 

four or more shocks in the same direction were four times as likely 

to occur as their joint independent probabilities would predict. The 

new results in Figure 2.13B show a wider distribution of outcomes, 

with higher frequencies for both less and more favorable extremes. 

But while the frequency of the more positive extremes (more than 10%) 

rises only slightly, that of larger negative shocks (larger than negative 

10%) increases to 29%. This distribution pushes the expected value of 

outcomes 2% below the baseline. 

These are speculative results—they attach probabilities to 

unknowable future events—but offer some insight into the risks 

surrounding the baseline. They show, for example, that in many cases 

(ranging from two-thirds to three-quarters) growth rates are not likely 

to differ significantly from the baseline. This happens not because 

the baseline growth will occur without shocks, but because positive 

and negative shocks will often cancel each other. The results suggest 

a small chance of substantially better outcomes and a somewhat 

larger chance of substantially worse ones, in part because the current 

environment suggests more negative risks than positive ones.  

2.4  Conclusions
If ACI growth proceeds as expected, ACI output will quadruple and 

effect wide-ranging structural changes in the ACI and world economies. 

Most sectors and economic variables will be affected, including the 

composition of demand and output, patterns of trade relations, and 

fragile balances in global food, energy, and financial markets. These 

prospects suggest complex agendas for analysis, policy planning, and 

institution building.  

The transformation should bring dramatic gains in the quality of 

life across the region. Its implications could include the tripling of per 
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capita incomes, the eradication of extreme poverty, and an increase 

in the size of the middle class to include three-quarters of the ACI 

population. The region is already the most populous in the world. 

Over the next two decades it will also become the world’s largest 

economy by many measures. In some markets—especially investment 

goods—the ACI economies will account for more than half of the 

global aggregates. 

The region’s expanding global economic role will lead to continued 

strong trade and financial links with existing partners as well as deeper 

relationships with new ones. The growth of trade will be driven by 

powerful regional production networks, increased net imports of 

primary products, and shifting patterns of comparative advantage 

within the region and across the world. Intraregional and South–South 

trade will be the most rapidly growing components of ACI trade. If these 

relationships are developed in a mutually advantageous, cooperative 

manner huge benefits will be realized by the region and its partners. 

These far-reaching demand and supply effects provide fertile 

ground for new growth engines. ACI tastes and expectations will 

shape the demand for new products and services across the world, 

and will create opportunities for new industries with vast economies 

of scale. Financial transactions will gravitate toward ACI’s large pools 

of savings and investments, making it possible to develop deeper and 

more efficient capital markets. High rates of investment will enable 

the ACI economies to adopt and invent new technologies, building 

greener and more energy-efficient infrastructure and industry more 

quickly than is possible elsewhere. 

Large as these opportunities are, the transformation also involves 

major risks to the growth process from internal and external threats. 

There are few ways to meet all of the requirements of rapid growth, 

but many ways to fall short. The most negative scenarios could 

depress ACI growth rates by 2.5 percentage points below the 6.9% 

baseline estimates. The chances for falling short of the baseline’s long-

term growth rate by at least 1 percentage point are moderate but not 

insignificant—by the estimates of this chapter in the neighborhood of 

25%–30%.

The single most significant risk to the region’s development is a 

sharp deceleration in its productivity growth, a possibility sometimes 

described as the middle-income trap. To sustain growth in a rapidly 
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evolving economic environment, countries have to continuously 

upgrade their economic infrastructure, broadly understood to include 

institutions, skills, as well as physical capital. In some countries it 

requires stepped-up investments in physical and human capital, in 

others radical improvements in the business climate, and in still others 

a shift from adaptation and state-run enterprises to innovation and 

private entrepreneurship. The costs of a prolonged slowdown warrant 

wide-ranging preventive investments in these and other strategies.  

The region faces other risks. Higher food prices and/or energy 

prices could impose large burdens on rapidly growing, but relatively 

low-income economies. Stepped-up demands for expenditures to 

address climate change or inclusive growth—however beneficial in 

terms of environmental and social results—could divert resources 

and policy attention from growth. The simulations show that these 

alternatives would have significant negative effects on growth as 

conventionally measured. But the effects would narrow, affecting 

particular sectors and consumption groups, and would therefore cause 

less damage than an economy-wide slowdown. The greatest threats 

involve combinations of shocks—perfect storms that increase strains 

on economic decision-making and raise the probability of multiple 

policy failures. The key to avoiding these problems is to anticipate 

them and to create more resilient economies. 

Not only is the baseline subject to uncertainty, but many alternatives 

that appear plausible have negative implications. Nevertheless, the 

overall results of the simulations also tell a positive story. Combinations 

of unexpected events generally predict more moderate deviations from 

the baseline than worst-case scenarios, because shocks sometimes 

offset each other. Also, the growth of ACI incomes and the region’s 

rising role in the world economy remain salient results in all scenarios, 

even those with unfavorable implications. ACI living standards and 

shares of important global aggregates will increase even if the future 

global environment is harsher than assumed in ADB projections. While 

the speed and timing of the great transformation are subject to risk, 

under a reasonably wide range of alternative assumptions its scope and 

directions appear to be robust.

As all economic results, these conclusions depend on the underlying 

model and the scenarios examined. The general equilibrium model 

used in this study is built on assumptions of market interactions 
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and represents the myriad ways in which producers, consumers, and 

traders adjust production and investments to price signals. When 

markets work properly, these signals and market reactions enable 

economies to conquer adverse developments at relatively low cost. 

Markets can fail, as financial markets have done spectacularly in 

recent years. But in the two-decade time horizon of this analysis, most 

failures are likely to be corrected—or put another way, can be counted 

among the many risks already captured in productivity deceleration 

scenarios. Serious downside risks that have not been considered in 

this study include wars, epidemics, or the collapse of governance in 

large countries. These possibilities cannot be ruled out, but they are 

beyond the scope of economic analysis. 

The ACI economies face good prospects and large challenges. They 

are embarking on their next stage of development with significant 

momentum, but also in the midst of great global uncertainty. 

Reasonable projections indicate that their growth will continue and 

is likely to be self-fueling. This growth should lead to major advances 

in the region’s standard of living and global role. At the same time, 

wide-ranging structural changes will be required in economies that are 

already large relative to the world economy. This is the fundamental 

source of risks. This chapter has found that unfavorable events could 

lead to much less progress than expected on the baseline, but that 

the outlines of the coming transformation of the ACI economies are 

robust, notwithstanding uncertainties about timing and speed.
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3  Inclusive Growth 
and the Quality 

of Life

3.1   Introduction
 The remarkable economic growth of the Association of Southeast 

Asian Nations (ASEAN), the People’s Republic of China (PRC), and India 

(known collectively as ACI in this study) has lifted hundreds of millions 

of people out of extreme poverty and created a burgeoning middle 

class. Based on most projections, the ACI economies will continue to 

sharply reduce—and potentially eradicate—systemic poverty.

But this achievement should not obscure the challenges ahead and 

the wide gaps in living standards and the quality of life within each 

ACI country and between ACI and the rest of the world. Sen (2011) 

cautions against the obsession with growth as an end in itself while 

neglecting the quality of life facilitated by growth. Poverty remains high 

in many countries. Income inequality is growing. Unemployment and 

underemployment remain serious. Hunger, malnutrition, and illiteracy 

persist, and large portions of ACI populations have inadequate access 

to vital social services. The concept and measurement of the quality of 

life are presented in Box 3.1 and Table 3.1.

The region’s growth cannot translate into broad advances in living 

standards and the quality of life—much less be sustained over the 

long term—unless its benefits are more widely shared. Growth in ACI’s 

labor force, which is expected to grow to 228 million by 2030, means 

that expectations for a better quality of life and pressure on the ACI 

economies to create rewarding, good-paying jobs will only increase. 
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Box 3.1: Measuring the Quality of Life

H
uman well-being has traditionally been measured in terms of economic 

resources such as income, wealth, and consumption. However, it has 

increasingly been recognized that economic resources are an insufficient 

metric for assessing a population’s well-being and quality of life. This recognition 

has led to growing efforts to construct alternative indicators. Such initiatives 

have been undertaken by the Organisation for Economic Co-operation and 

Development (OECD) and the United Nations Development Programme (UNDP), 

among others. The UNDP created the Human Development Index (HDI), which 

combines gross national income per capita with health and education measures. 

The HDI is widely used for cross-country comparisons of human well-being. 

Another example is the initiative by former French President Nicholas 

Sarkozy who appointed a committee to propose new indicators to measure 

economic performance and social progress. Stiglitz, Sen, and Fitoussi (2009) 

define the “quality of life” as aspects of life that shape human well-being beyond 

the command of resources. They argue that resources are an inadequate metric 

because they are means that are transformed into well-being that differs across 

people. They also note that many resources are not marketed or come with 

different prices, making it difficult to compare real incomes across people. In 

addition, they contend, many key determinants of human well-being are not 

monetary resources; they are different aspects of people’s life circumstances or 

activities. 

In Asia, growing attention has been placed on non-monetary aspects of 

people’s lives as economies become more developed and complex. Bhutan; the 

PRC; Hong Kong, China; the Republic of Korea; and Malaysia, among others, have 

developed or are working to develop their own quality of life indicators.

While there is a consensus on the importance of non-monetary aspects 

for assessing human well-being, there is no agreement on the approaches and 

indicators that can be used to measure them. Indicators to measure the quality of 

life can be divided into three groups: the resource-based approach; the capability 

approach; and the subjective well-being approach. 

Despite the growing number of proposed quality of life indicators, they are 

often constructed with little basis in theory (Fleurbaey 2009). Niimi and Zhuang 

(2011) address this issue by introducing a conceptual framework for measuring 

the quality of life. They argue that enhancing inclusive growth is a viable way 

of achieving a better quality of life. Their conceptual framework for inclusive 

growth proposes 20 indicators in eight proposed dimensions: material well-being, 

job opportunity and working conditions, health, education, social inclusion and 

equity, economic and physical security, environment and living conditions, and 

governance (see Table 3.1 for details). 
(Continued)
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Sources: Fleurbaey (2009); Niimi and Zhuang (2011); Stiglitz, Sen, and Fitoussi (2009).

Table 3.1: Measuring Inclusive Growth

Domains Indicators

Material well-being • GDP per capita (2005 PPP$)

Job opportunity and 
working conditions 

• Employment rate (%) 
• Vulnerable employment rate (% of total employment) 

Health
• Life expectancy at birth (years)
• Infant mortality rate (per 1,000 live births)
• Undernourished population (%)

Education 
• Net primary school enrollment rate (%)
• Average years of schooling (years)

Social inclusion and 
equity  

• Poverty rate (% of population below $2 [PPP] a day)
• Gini coefficient (%)
• Gender parity in labor force participation (%)
• Seats held by women in national parliament (%)

Economic and physical 
insecurity

• Homicide rate (per 100,000 people) 
• Social Protection Index

Environment and living 
conditions 

• Particulate matter (PM10, micrograms per cubic meter)
• Access to improved water source (% of population with access)
• Access to improved sanitation facilities
  (% of population with access)

Governance 
• Rule of law index
• Government effectiveness index
• Control of corruption index

GDP = gross domestic product; PPP = purchasing power parity.
Source: Niimi and Zhuang (2011).

Niimi and Zhuang (2011) assessed the current status of the quality of life 

by applying the proposed indicators to the ACI economies, and constructed a 

composite index by aggregating indicators in the eight dimensions by assigning 

equal weights. The findings support the view that GDP per capita is an important 

factor for the quality of life because many indicators exhibit a strong correlation 

with it. Also, the rankings of countries are similar when the quality of life 

index is used instead of GDP per capita. Yet the analysis by Niimi and Zhuang 

also suggests that material well-being paints only a partial picture of overall 

human well-being and is not a sufficient metric for assessing quality of life. It is, 

therefore, important that non-monetary aspects receive careful attention while 

countries pursue economic growth in order to ensure that the quality of people’s 

lives improves. 
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It is therefore critical that the ACI economies effectively address 

these issues. High levels of poverty, growing inequality, and large 

development gaps within and between countries waste precious 

human resources, undermine social cohesion, endanger social and 

political stability, hamper growth momentum, and increase the 

risk that a country will get caught in what is known as the “middle-

income trap,” in which a developing economy reaches a certain 

level but stays there. Economic and social marginalization can 

also gradually push a society toward costly conflicts and violence 

(Gangopadhyay and Bhattacharyay 2012). Nepal is an illustration 

of how income and social inequality can be closely linked to 

insurgency (ADB 2006).

The gravity of these challenges is giving rise to more public 

discussion and government policy focus within ACI on “inclusive 

growth,” a concept that can be defined as growth that generates 

not only economic opportunity but that also ensures equal access 

to that opportunity (Ali and Zhuang 2007). Growth is considered to 

be inclusive when it allows all members of a society to participate 

in, contribute to, and benefit from it on an equitable basis. 

An inclusive growth strategic framework demands vigorous 

efforts across the region. The ACI economies should put the 

creation of productive employment at the top of the policy agenda, 

with the goal of getting as close to full employment as possible. It 

requires greater investment in education and health care to expand 

human capacity, especially of the disadvantaged. Effective social 

safety nets are needed for the unemployed and underemployed 

to mitigate the risks and vulnerabilities of economic shocks and 

to cater to the needs of the disadvantaged and chronically poor. 

An encouraging trend is that more ACI economies are adopting 

inclusive growth as a goal of their development policies.
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3.2  ACI’s Development Progress 
and Remaining Gaps

Decades of rapid growth have translated into large gains in living 

standards in ACI. Measured in purchasing power parity (PPP), the 

average per capita income in constant 2005 international dollars  in 

ACI rose from $1,360 to about $4,950 from 1990 to 2010, with the 

most dramatic gains in the PRC. The portion of ACI’s population living 

in extreme poverty, defined as living on less than $1.25 a day in 2005 

PPP, from 1990 to the late 2000s, dropped from 53.5% to 21%, meaning 

that around 640 million people exited extreme poverty.   Hundreds of 

millions more in ACI have joined the middle class. Improvements have 

also been significant in several key social indicators, such as primary 

schooling, gender equality in primary and secondary education, and 

life expectancy.  

Despite these achievements, poverty reduction remains a significant 

challenge for the ACI economies. In the late 2000s, about 650 million 

people still lived on or below $1.25 a day, while 1.36 billion survived 

on or below $2 a day. In India, 32.7% of the population subsisted on 

$1.25 a day or less and 62.7% on $2 a day (Figure 3.1). The poverty 

headcount ratio was lower in the PRC, but remained significant—13.1% 

at $1.25 a day and 29.8% at $2 a day.   Among the ASEAN countries, 

the poverty rate at $1.25 stood at 16.3% in Indonesia, 16.8% in Viet 

Nam, 18.4% in the Philippines, 22.8% in Cambodia, and 33.9% in the 

Lao People’s Democratic Republic (Lao PDR). While extreme poverty 

in ACI is not at the severe levels of Sub-Saharan Africa, the region 

does not compare well with Latin America and the Caribbean, and the 

Middle East and North Africa. 

 The “international dollar” is a theoretical currency used to facilitate PPP comparisons.
 Using the $2-a-day poverty line, about 590 million exited poverty during the same 

period. The poverty figures for ACI exclude Brunei Darussalam, Myanmar, and Singapore.
 The slower pace of poverty reduction in India as compared to the PRC can be attributed 

to faster growth in the PRC and greater elasticity of growth (Bardhan 2010). Another notable 
determinant is the “differential inequalities of opportunity in the two countries” (Bardhan 
2010: 95). According to Bardhan, land ownership is much more unequal in India, India’s poor 
have less access to education, and India is much more ethnically heterogeneous.
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Figure 3.1: Poverty Headcount Rate, 2000s (%)

ACI = Association of Southeast Asian Nations, the PRC, and India; Lao PDR = Lao People’s Democratic Republic; 
OECD = Organisation for Economic Co-operation and Development; PPP = purchasing power parity; PRC = People’s Republic of China.
Note: Regional averages are weighted by 2010 population.
Source: Povcalnet. http://iresearch.worldbank.org/PovcalNet/index.htm (accessed 11 July 2012); World Development Indicators online. 
http://data.worldbank.org/data-catalog/world-development-indicators (accessed 11 July 2012).
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High levels of systemic poverty—sustained poverty among 

substantial population groups—help explain why the ACI economies 

hold a disproportionately low share of global wealth despite accounting 

for more than half the world’s population. In some cases, ACI countries 

are falling further behind in meeting some non-income Millennium 

Development Goals set by the United Nations, such as reducing hunger, 

infant mortality, and maternal mortality, and improving access to safe 

drinking water and basic sanitation (UNESCAP, ADB, and UNDP 2012). 

3.2.1  Rising income inequality and its 
implications

The growth record of the ACI economies also masks widening 

gaps between rich and poor in recent decades. This rise, as measured 
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Figure 3.2: Annualized Growth Rate of Gini Coefficients between Early or Mid–1990s and 
Late 2000s of ACI and Selected OECD and Latin American Countries (%)

ACI = Association of Southeast Asian Nations, the PRC, and India; Lao PDR = Lao People’s Democratic Republic; 
OECD = Organisation for Economic Co-operation and Development; PRC = People’s Republic of China.
Note: Annualized growth rate is estimated from the earliest available year in the 1990s (except for OECD in the mid-1990s) 
and the latest available year in the 2000s.
Source: Povcalnet. http://iresearch.worldbank.org/PovcalNet/index.htm (accessed 11 July 2012); OECD stat database.
http://stats.oecd.org/ (accessed 21 July 2012).
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by the Gini coefficient,   has been particularly significant in the PRC, 

where the coefficient for per capita household expenditure worsened 

from 32.4 in 1990 to 43.4 in 2008, the most recent year for which data 

are available. In India, the Gini coefficient worsened from 32.5 in 1993 

to 37 in 2010. Among ASEAN countries, the increase was especially 

pronounced in Indonesia and the Lao PDR (Figure 3.2). Widening gaps 

between rich and poor pose serious social, economic, and political 

challenges for ACI in the years ahead.

 A common measure of inequality, ranging from 0 indicating perfect equality and 1 (or 
100) indicating perfect inequality.  
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ADB (2012a) identifies a number of structural drivers of rising 

inequality in ACI and other Asian countries, including technological 

change, globalization, and market-oriented reform. These are 

key forces underlying Asia’s rapid growth and have brought new 

opportunities to Asian countries. However, the opportunities have not 

benefited entire populations equally. In particular, those with more 

and better education, those owning more capital assets, and those 

living in cities and coastal areas have benefited much more than those 

with less education, who rely more on labor income, and who live in 

rural areas and interior regions. This is evidenced by increasing skill 

premiums and returns to human capital, falling labor income shares in 

national income, and growing spatial disparity. ADB (2012a) notes that 

the distributional impact of these drivers has been compounded by 

various forms of unequal access to opportunity caused by institutional 

weaknesses, market distortions, and social exclusion. 

In the PRC, for example, inequality between urban and rural areas 

accounted for 34% of national inequality in 1990. This contribution rose 

to 46% in 2008 as urban–rural income gaps continued to widen (Zhuang, 

Vandenberg, and Huang 2011). Income gaps within urban areas also 

increased, from less than 16% to 34% during the same period. In 2008, 

more than 50% of the PRC’s total inequality can be explained by spatial 

inequality, which covers both urban–rural inequality and cross-province 

inequality (ADB 2012a). In India, in the early 1990s, differences in 

educational attainments can explain 20% total inequality. By 2010, 

this share increased to 30%. In the late 2000s, India’s spatial inequality 

accounted for about 35% of the country’s total inequality.

Poverty and inequality are also high in ACI when using some quality 

of life measures (Box 3.1). A large portion of ACI’s population—14% 

as of 2008—still suffers from malnutrition. That compares to 5% 

in OECD countries, 7% in the Middle East and North Africa, and 9% 

in Latin America and the Caribbean. Among the ASEAN countries, 

the incidence of undernourishment was particularly pronounced in 

Cambodia, at about 25% of the population, followed by the Lao PDR, at 

about 22%, and India, at 19%. Undernourishment seriously affects the 

quality of life (World Bank 2012).

The quality of employment is another issue in ACI. While 

employment rates are high in many ACI economies compared to 

the world average, the latest available data suggest that 60% of 
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employment can be classified as “vulnerable,” meaning that people 

work in the informal sector with poor pay and conditions and without 

access to social protection measures (Figure 3.3).    This is significantly 

higher than in other regions of the world, with the exception of Sub-

Saharan Africa. In OECD economies, an average of 16% is employed in 

the informal sector. The rate in Latin America and the Caribbean and 

in Middle East and North Africa is around one-third. The vulnerable 

employment rate is particularly high for lower-income ACI economies, 

such as Cambodia (82.5%), India (82.8%), and the Lao PDR (88%). There 

is also concern that the working poor who lose their jobs in the formal 

sector increasingly move to poor-paying jobs in the informal sector 

(Gangopadhyay and Bhattacharyay 2012).

ACI’s ranking in key population health indicators varies widely 

from country to country. But the group as a whole underperforms 

compared with high-income and most middle-income countries. In 

2010, for instance, life expectancy at birth was 79.3 years for OECD 

nations, 74.1 for Latin America and the Caribbean, and 72.5 for the 

Middle East and North Africa. For ACI as a whole, it was 69.5 (Figure 

3.4). Cambodia’s life expectancy at birth was only 62.5 and India’s 

was 65.1. Gaps in infant mortality rates between the ACI economies 

and high- and middle-income countries are even bigger. In 2010, the 

rate was 30 deaths per 1,000 live births for ACI as a whole, while 

it was 6.8 for the OECD, 18.2 for Latin America and the Caribbean, 

and 25.6 for Middle East and North Africa (Figure 3.5). Myanmar’s 

infant mortality rate of 50.4 deaths per 1,000 births was the highest 

among ACI economies, followed by India at 48.2. Here, too, differences 

between the rich and poor are immense. The child mortality rate for 

the poorest quintile could be two to three times higher than that for 

the richest quintile (ADB 2007a).

ACI’s performance on global public education benchmarks is 

mixed, even with the greatly increased investment in education and 

higher enrollment rates of recent decades. Unequal access to education 

 The International Labour Organization defines vulnerable employment as the sum of 
own-account workers and contributing family workers. They are less likely to have formal 
work arrangements, and are therefore more likely to lack decent working conditions, adequate 
social security, and “voice” through effective representation by trade unions and similar 
organizations. Vulnerable employment is often characterized by inadequate earnings, low 
productivity, and difficult conditions of work that undermine workers’ fundamental rights 
(ILO 2012: 42).
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Figure 3.4: Life Expectancy at Birth, 2010 (years)

ACI = Association of Southeast Asian Nations, the PRC, and India; Lao PDR = Lao People’s Democratic Republic;
OECD = Organisation for Economic Co-operation and Development; PRC = People’s Republic of China.
Note: Regional averages are weighted by 2010 population.
Source: World Development Indicators online. http://data.worldbank.org/data-catalog/world-development-indicators (accessed 
13 July 2012).

Figure 3.3: Vulnerable Employment, 2010 (% of total employment)

ACI = Association of Southeast Asian Nations, the PRC, and India; Lao PDR = Lao People’s Democratic Republic; 
OECD = Organisation for Economic Co-operation and Development; PRC = People’s Republic of China.
Notes: Values are 2004 for Viet Nam; 2005 for India and the Lao PDR; 2008 for Cambodia, the PRC, and the Philippines; and 2009 
for Indonesia, Malaysia, Singapore, and Thailand. For the PRC, the value was calculated as the ratio of rural labor minus township 
and village enterprise employees and private fi rm employees, plus urban self-employed to total employment in 2008. Regional 
averages are weighted by 2010 population.
Source: World Development Indicators online. http://data.worldbank.org/data-catalog/world-development-indicators (accessed 
11 July 2012); estimates for the PRC (PRC Statistical Yearbook).
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Figure 3.5: Infant Mortality, 2010 (per 1,000 live births)

Figure 3.6: Average Years of Schooling, 2010 (years)

ACI = Association of Southeast Asian Nations, the PRC, and India; Lao PDR = Lao People’s Democratic Republic;
OECD = Organisation for Economic Co-operation and Development; PRC = People’s Republic of China.
Note: Regional averages are weighted by 2010 population.
Source: World Development Indicators online. http://data.worldbank.org/data-catalog/world-development-indicators (accessed 
13 July 2012).

ACI = Association of Southeast Asian Nations, the PRC, and India; Lao PDR = Lao People’s Democratic Republic; 
OECD = Organisation for Economic Co-operation and Development; PRC = People’s Republic of China.
Note: Regional averages are weighted by 2010 population.
Source: Barro-Lee Educational Attainment Dataset. http://www.barrolee.com/ (accessed 12 July 2012).
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is prevalent. In some ACI economies, primary school-age children 

from households of the poorest quintile are almost three times 

more likely to be out of school than those from the richest quintile 

(Zhuang and Ali 2010). Primary school enrollment in the region as 

a whole is comparable to that in middle-income countries. But the 

group performs poorly in terms of average years of schooling, except 

in comparison to Sub-Saharan Africa. In 2010, the adult population 

(aged 15 and above) in the ACI economies had 7.5 years of schooling, 

compared with 11 in OECD nations and 7.9 for Latin America and the 

Caribbean (Figure 3.6). The fewest years of schooling were in Myanmar, 

with 4.6 years, followed by the Lao PDR and India, both with 5.1. 

Access to basic utilities is another problem area. In 2010, for 

example, only about 64% of the population in Cambodia and 67% in the 

Lao PDR had access to improved water sources (Figure 3.7). The gaps in 

access to improved sanitation facilities are even more significant. Only 

54% of the ACI population had access to improved sanitation facilities 

as of 2010, compared with 98% in OECD economies, 89% in the Middle 

East and North Africa, and 79% in Latin America and the Caribbean 

(Figure 3.8). Improved sanitation reached just 31% of Cambodians 

and 34% of Indians. Only 13% of the population of Myanmar, 24% of 

Cambodia, and 55% of the Lao PDR had access to electricity as of 2009 

(Figure 3.9). To get a sense of the disparity across ACI in supply of 

electricity, per capita electricity consumption in Brunei Darussalam 

was 8,662 kWh in 2009 and 7,949 kWh in Singapore, but only 571 kWh 

in India, 131 kWh in Cambodia, and 104 kWh in Myanmar. Based on 

most recent available data, close to 100% of roads in Thailand are 

paved; in Singapore 100% are paved (Figure 3.10). In contrast, only 

13.7% of roads were paved in the Lao PDR (2009), 11.8% in Myanmar 

(2005), 9.9% in the Philippines (2003), and just 6.3% in Cambodia 

(2004). By region, ACI has over half of its roads paved, better than in 

Sub-Saharan Africa and Latin America and the Caribbean. 

Such findings underscore the fact that economic growth is only 

a means toward human ends that go beyond income, consumption, 

and wealth. The recent attention paid to the quality of life has focused 

on broad measures of economic and social progress and human 

development (Table 3.1). The large gaps in these indicators between 

the ACI economies and high- and middle-income countries elsewhere 

in the world, as well as among nations within the region, suggest 

ACI_all.indd   82 14/09/02   10:11



Figure 3.7: Access to Improved Water Sources, 2010 (% of population)

Figure 3.8: Access to Improved Sanitation Facilities, 2010 (% of population)

ACI = Association of Southeast Asian Nations, the PRC, and India; Lao PDR = Lao People’s Democratic Republic;
OECD = Organisation for Economic Co-operation and Development; PRC = People’s Republic of China.
Note: Regional averages are weighted by 2010 population.
Source: World Development Indicators online. http://data.worldbank.org/data-catalog/world-development-indicators (accessed 
13 July 2012).

ACI = Association of Southeast Asian Nations, the PRC, and India; Lao PDR = Lao People’s Democratic Republic; 
OECD = Organisation for Economic Co-operation and Development; PRC = People’s Republic of China.
Note: Regional averages are weighted by 2010 population.
Source: World Development Indicators online. http://data.worldbank.org/data-catalog/world-development-indicators (accessed 
13 July 2012).
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Figure 3.9: Access to Electricity, 2010 (% of population)

Figure 3.10: Proportion of Paved Roads, 2009 or latest available in the 2000s 
(% of total roads)

ACI = Association of Southeast Asian Nations, the PRC, and India; Lao PDR = Lao People’s Democratic Republic; 
OECD = Organisation for Economic Co-operation and Development; PRC = People’s Republic of China.
Note: Regional averages are weighted by 2010 population.
Source: World Development Indicators online. http://data.worldbank.org/data-catalog/world-development-indicators (accessed 
13 July 2012).

ACI = Association of Southeast Asian Nations, the PRC, and India; Lao PDR = Lao People’s Democratic Republic;
OECD = Organisation for Economic Co-operation and Development; PRC = People’s Republic of China.
Note: Regional averages are weighted by 2009 population.
Source: World Development Indicators online. http://data.worldbank.org/data-catalog/world-development-indicators (accessed 
13 July 2012).
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that while the ACI economies have successfully ignited growth in 

recent years, sharing the benefits of that growth more broadly and 

translating it into a better quality of life of every member of society 

remain daunting tasks. Accomplishing this requires an inclusive 

growth strategy.

3.3  How ACI Is Promoting 
Inclusive Growth

Since the early 2000s, the term “inclusive growth” has become 

popular in policy discussions in developing countries. In the most 

general sense, growth may be considered inclusive when every member 

of a society participates in, contributes to, and benefits from growth 

on an equitable basis (Ali and Zhuang 2007). Zhuang and Ali (2010) 

define inclusive growth as “economic growth coupled with equality of 

opportunity.” 

Other authors have also made efforts to translate these ideas 

into concrete and clear policy actions. Ianchovichina and Lundstrom 

(2009) have equated inclusive growth with “broad-based” growth that 

emphasizes both its pace and pattern and that includes a large part of 

a country’s labor force. Felipe (2010) associates inclusive growth with 

a series of policies that have the ultimate objective of full employment, 

or in other words no involuntary unemployment. There are also those 

who argue that inclusive growth means more than having the bottom 

20% rise at the same percentage rate as the average. Instead, those 

at the bottom should receive an equal share of the income that the 

economy adds (Economist 2010).

Inclusive growth differs from the related notion of “pro-poor 

growth,” which was at the heart of development policy discussions 

in the last decade. Pro-poor growth has been defined as “growth that 

leads to poverty reduction more than it would have if all incomes had 

grown at the same rate” (Kakwani and Pernia 2000) or simply “growth 

that reduces poverty” (Ravallion and Chen 2003). A key difference is 

that pro-poor growth targets people living below a specific poverty 

line. Inclusive growth, by contrast, is a more comprehensive concept 

and encapsulates a broader development agenda. Another important 
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difference is that pro-poor growth is defined in terms of poverty 

reduction, whereas inclusive growth focuses on the development 

processes that will lead to the more equitable distribution of economic 

opportunities and, consequently, of incomes, poverty reduction, and 

improvement in the quality of life for every person in the society. 

In response to the needs for further accelerating the pace of poverty 

reduction, reversing growing inequality, more widely sharing the benefits 

of growth, and narrowing development gaps, more developing countries 

in Asia are embracing the concept of inclusive growth and making it 

central to their development plans and strategies. Below is a review 

of how some ACI governments are promoting inclusive growth, with 

particular focus on their country’s medium-term development plans: 

 People’s Republic of China: The Eleventh Five-Year Plan 2006–

2010 marked a significant change in the development strategy of the 

PRC (Government of the PRC 2006). It recognized the country’s main 

challenges of maintaining high economic growth and reducing poverty 

while improving the environment and reducing inequality. The goal 

of the plan was to continue building a xiao kang society, meaning a 

harmonious and prosperous society. This concept has been reaffirmed 

in the PRC’s Twelfth Five-Year Plan (2011–2015), which puts more 

emphasis on the quality of growth and making growth inclusive 

(Government of the PRC 2011). This means making job creation the 

number one priority and making job opportunities accessible to the 

entire workforce. 

The PRC plans to create an extra 45 million urban jobs between 2011 

and 2015 and increase workers’ pay in accordance with improvements 

in labor productivity. It also aims to raise urban per capita disposable 

income and rural per capita net income by an average of 7% per year 

in real terms. The plan details policy measures to improve the social 

security system—including pension and basic medical insurance 

systems covering all urban and rural residents—and to increase low-

income housing for 20% of urban households (Government of the PRC 

2011). It also plans to increase the proportion of expenses for medical 

treatment paid out of the medical insurance fund to over 70%.

India: The Eleventh Five-Year Program (2007–2012) made an 

explicit commitment to inclusive growth by adopting a development 

strategy that focuses on two objectives: raising economic growth and 
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making growth more inclusive (Government of India 2006). The plan has 

seven key strategies: continuation of the policies of economic reform; 

revival in agricultural growth; improved access to essential services 

in health and education (including skill development), especially for 

the poor; special thrust on infrastructure development; environmental 

sustainability; special attention to the needs of disadvantaged groups; 

and good governance at all levels.

India’s plan also promotes several initiatives to increase economic 

well-being and opportunities, particularly in rural areas. For example, 

the National Rural Employment Guarantee Programme provides income 

support for those in need of employment and helps create assets that 

will increase land productivity. GDP is projected to grow at 9% per year, 

and GDP per capita at 7.6%, over the period of the plan. In that time, the 

plan aims to create 58 million jobs and reduce unemployment among the 

educated to less than 5%. The plan targets a 20% increase in the real wages 

of unskilled workers and a 10-percentage-point reduction in poverty.

Cambodia: The Rectangular Strategy on Growth, Employment, 

Equity, and Efficiency under the National Strategic Development Plan 

2006–2010 has been reaffirmed in the plan update for 2009–2013 in 

response to the global economic crisis (Government of Cambodia 2010). 

At the core of the strategy is good governance, especially in the delivery 

and management of public goods and services. The four strategic areas 

are enhancement of the agriculture sector, rehabilitation and construction 

of physical infrastructure, private sector development and employment 

generation, and capacity building and human resources development. In 

addition, Cambodia intends to continue to deepen implementation of the 

Public Management Reform, which involves improving inclusiveness and 

integration in the budget. The plan targets a 7% annual economic growth 

and reduction in poverty by 1 percentage point a year.

Indonesia: Under its 2010–2014 development plan, the vision 

for Indonesia is for a prosperous, democratic, and just society 

(Government of Indonesia 2010). This vision is supported by five 

national development agendas: economic development and increased 

welfare, enhancement of good governance, strengthening the pillars 

of democracy, law enforcement and eradication of corruption, and 

inclusive and just development. National priorities for the plan include 

reform of the bureaucracy and administration; education; health; 
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poverty reduction; food security; infrastructure; and development 

of regions that are left behind, remote, or recovering from conflict. 

An annual growth rate of 6.5% is deemed necessary to achieve 

inclusive development if it is accompanied by more effective policies 

and programs to reduce poverty,  an enhanced role for women in 

increasing family welfare, and improved rural infrastructure.

Lao People’s Democratic Republic: In reviewing the achievements 

under the previous development plan, the Ministry of Planning and 

Investment noted that “including all sectors in an economy can 

promote faster and more inclusive economic growth, and bring about 

change” (Government of the Lao PDR 2011). The current development 

plan for 2011–2015 outlines strategies and measures that support an 

inclusive growth strategy. The economy is projected to grow at more 

than 8% per year, and per capita GDP is projected to reach $1,500 in 

current prices by 2015. The plan calls for reducing the poverty rate to 

less than 19% and the percentage of poor households to less than 10% 

by 2015. It also aims to bring unemployment to less than 2%.

Malaysia: Malaysia’s development philosophy of growth with 

distribution led to decades of outstanding economic performance, 

resulting in significant poverty reduction, more balanced economic 

participation, and wider coverage of essential social services. 

To address the needs of low-income or disadvantaged citizens, 

Malaysia’s plan for 2011–2015 calls for an inclusive development 

approach in line with the “1Malaysia: People First, Performance Now” 

concept (Government of Malaysia 2010). The approach is anchored 

in two objectives. The first is to enable equitable opportunities for 

all Malaysians that involve improving capacity, enhancing access to 

employment opportunities, and adopting a more targeted approach in 

encouraging innovation-driven entrepreneurship. The second objective 

is to provide a social safety net for disadvantaged groups. During 

the plan period, key strategies to provide equitable opportunity and 

promote greater socioeconomic inclusiveness include elevating the 

  These include family-based social assistance programs, which help low-income 
communities to meet their basic needs, and place greater attention to the disabled and 
elderly (especially from poor families, neglected children, and marginalized communities). 
In addition, the PNPM Mandiri program aims to assist in empowering people toward actively 
participating in the efforts to bring themselves out of poverty. Programs for empowerment 
of small and micro enterprises also assist informal workers gain equal access to business 
opportunities.
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livelihoods of the bottom 40% of households, enhancing Bumiputera    

economic participation, ensuring that basic physical infrastructure is 

accessible to all, and enabling a progressive and more inclusive society 

in line with the 1Malaysia concept. 

To improve the livelihoods of the bottom 40% households, support 

will be provided through enhanced education and entrepreneurship, 

strengthened access to basic amenities, and implementation of tailored 

programs for target groups with specific needs. The government has 

set targets to reduce poverty incidence from 3.8% in 2009 to 2% in 

2015, increase the mean income of the bottom 40% households from 

RM1,440 in 2009 to RM2,300, and reduce the Gini coefficient from 

0.441 in 2009 to 0.420 in 2015. The plan details many other programs 

to support inclusiveness.

Philippines: The Philippines has committed to the pursuit of 

inclusive growth in its 2011–2016 development plan by recognizing 

that sustained growth creates jobs, includes the majority in the 

economic and social mainstream, and reduces mass poverty 

(Government of the Philippines 2011). To achieve inclusive growth, 

the plan’s strategies include massive infrastructure development, 

higher governance standards, human development and human 

capital formation, employment generation, and access to financing. 

These thrusts will be complemented by a macroeconomic regime of 

low inflation and a sustainable fiscal balance, along with ecological 

integrity and mitigation of the effects of climate change. The plan 

also emphasizes equitable access to basic social services, as well as 

stronger safety nets and social protection against shocks. 

Government-backed programs include the Kapit-bisig Laban sa 

Kahirapan-Comprehensive and Integrated Delivery of Social Services, 

which provide funding and in-kind support from national and local 

governments to implement small projects by barangays who follow 

their own plans, priorities, and processes.  The Pantawid Pamilyang 

Pilipino Program provides conditional cash transfers targeted to the 

needs of vulnerable groups, particularly children, women, the elderly, 

and the disabled. The plan targets annual economic growth of 7%–8% 

for at least 6 years and net employment generation of 1 million per 

 Bumiputera is a Malay term referring to the indigenous people of the Malay archipelago.
 Barangay refers to the smallest administrative unit in the Philippines.
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year. The plan calls for reducing the poverty rate from 33.1% in 1991 

to 16.6% by 2015.

 Thailand: The guiding principles of “people-centered development” 

and the “philosophy of sufficiency economy,” that were in previous 

5-year plans are also included in the Eleventh National Economic and 

Social Development Plan 2012–2016 (Government of Thailand 2011). 

The plan envisions a happy society with equity, fairness, and resilience. 

The key development strategies are to create a just society, develop 

a lifelong learning society, strengthen the agriculture sector and food 

and energy security, restructure the economy toward quality growth 

and sustainability, achieve regional connectivity, and sustainably 

manage natural resources and the environment toward sustainability. 

Among other things, these strategies are aimed at better utilizing the 

country’s economic and social capital. The plan also aims to improve 

the quality of human resources through better access to resources 

and through a fair distribution of development benefits. The Thai 

government has set a goal of including all people, especially those in 

the informal sector, under the national welfare system by 2016. 

Viet Nam: The country’s goal is to develop the economy in a fast 

and sustainable manner and to restructure the economy to improve 

competitiveness (Government of Viet Nam 2011). The development 

plan for 2011–2015 aims to ensure social welfare and enhance people’s 

material and spiritual life and to make Viet Nam an industrialized 

country by 2020. GDP is expected to grow by at least 6.5% to 7% 

annually. Over the plan period, 8 million jobs are expected to be 

created and poverty to be reduced by 2 percentage points a year on 

average nationwide and by 4 percentage points a year in poor areas. 

3.4  A Conceptual Framework for 
Inclusive Growth

To design concrete policy options for a development strategy 

anchored in the concept of inclusive growth, it is first necessary 

to distinguish between two types of inequality. One is driven by 
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differences in individual circumstance. The other form stems from 

differences in individual effort (Roemer 1996). Inequality caused by 

circumstances such as culture, family background, education, gender, 

and geographic location often reflect institutional and governance 

failures and are largely beyond an individual’s control. Such 

failures should be addressed through public policy interventions. 

Personal effort, in contrast, is under the individual’s control, and 

he or she should be held responsible. Such inequality reflects and 

reinforces the market-based incentives needed to foster innovation, 

entrepreneurship, and growth (Chaudhuri and Ravallion 2007).  

Distinguishing between inequality related to effort and 

circumstance leads to an important difference between inequality 

of outcome and inequality of opportunity (World Bank 2006). 

Inequality of opportunity arises largely from differences in 

individual circumstance. Inequality of outcome, such as personal 

income, often reflects some combination of differences in effort 

and in circumstance. 

Addressing unequal access to opportunity due to differences 

in circumstances is at the core of the inclusive growth concept. 

Circumstances that keep people mired in poverty can include lack 

of access to productive employment, social services such as basic 

education and health care, and productive assets such as credit and 

land. Official corruption and misallocation of public resources can 

also be root causes. Such circumstances are not only fundamentally 

unfair, but are also likely to seriously constrain poverty reduction 

efforts, social cohesion, and economic growth. Eliminating these 

circumstances will go a long way toward inclusive growth. 

Based on these considerations, Zhuang and Ali (2010) propose an 

inclusive growth strategy that focuses on both expanding economic 

opportunity and ensuring equal access to it, which requires the 

following policy pillars:

 Chaudhuri and Ravallion (2007) argue that “good inequality” can turn to bad if not 
properly managed, and that “bad inequality” can drive out the good. The former could happen 
if those market or society rewards with considerable market or political power use the rewards 
to engage in rent-seeking and to change the “rules of the game.” Bad inequality could drive 
out the good if its persistence—for example, when certain groups are left behind as a result of 
residing in a neglected region—reduces the tolerance for even good inequality. The result can 
be social unrest.
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 Sustained high and efficient economic growth. A large percentage 

of people in ACI are employed in the informal sector, and tens of 

millions of workers are set to join the region’s labor force each year 

for the next two decades. To be inclusive, growth must provide 

decent, productive jobs for a wide spectrum of the population and 

expand economic opportunity for all. 

 Social  inclusion.  Every  person must have equal access to 

opportunity. In many ACI economies, large portions of populations 

cannot benefit from economic opportunity created by growth for 

reasons beyond their control. Ensuring equal access to opportunity 

requires, on the one hand, investing in education and health care, 

especially for the disadvantaged, to enhance human capacities; 

and on the other hand, correcting market and institutional failures 

and eliminating social exclusion to level the playing field. 

 Social safety nets. Programs are needed in many ACI economies 

to mitigate the risks and vulnerabilities associated with transitory 

shocks to livelihoods that often are caused by ill health, economic 

crises, industrial restructuring, or natural disaster. Programs that 

cater to the special needs of the disadvantaged and chronically 

poor also are needed. 

Each of these pillars and their implementation must be 

supported by good governance and sound institutions.

3.5  An ACI Policy Agenda
 The framework outlined above provides a useful roadmap for 

the ACI economies to attain sustained economic growth, enhanced 

social inclusion, and improved quality of life up to 2030. This section 

discusses in more detail several key policy agendas upon which the 

ACI economies should focus if they are to achieve the development 

goals through high and broad-based economic growth, wider access 

to opportunity, social safety nets that prevent extreme poverty and 

vulnerability, and stronger governance and institutions. 
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Table 3.2: ACI Labor Force Estimates/Projections 

2010 2020 2030

Brunei Darussalam 186 219 243

Cambodia 5,996 7,071 7,992

PRC 806,242 821,781 798,074

India 586,538 685,393 767,914

Indonesia 88,624 100,041 106,225

Lao PDR 2,578 3,193 3,634

Malaysia 14,379 17,138 19,080

Myanmar 19,969 22,036 23,040

Philippines 44,603 54,784 64,016

Singapore 2,420 2,566 2,409

Thailand 32,528 33,919 32,968

Viet Nam 44,477 48,971 51,084

Total ACI 1,648,354 1,796,894 1,876,435

ACI = Association of Southeast Asian Nations, the PRC, and India; Lao PDR = Lao People’s 
Democratic Republic; PRC = People’s Republic of China.
Sources: UN World Population Prospects: The 2010 Revision; World Development Indicators online. 
http://data.worldbank.org/data-catalog/world-development-indicators (accessed 17 July 2012); 
and authors’ projections.
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3.5.1  The challenge of creating productive 
jobs

For the benefits of economic growth to be widespread, it must 

generate ample productive employment. Job creation, therefore, 

should be at the core of any country’s inclusive growth strategy and 

at the top of its policy agenda (Felipe 2010). Achieving this goal 

in ACI is a daunting task. More than half of employment in these 

nations—an estimated 800 million in all—is classified as vulnerable 

under the International Labour Organization (ILO) definition. Over 

the next two decades, the ACI labor force is expected to expand by 

228 million (Table 3.2). 
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ACI governments must maintain enabling environments for 

business investment and private entrepreneurship by eliminating 

impediments created by failures of markets, institutions, and policies. 

This requires investment in physical infrastructure and human 

capital, development of institutional capacity, macroeconomic 

stability, market-friendly policies, protection of property rights, 

and enforcement of the rule of law. In setting policy priorities, 

governments must identify the binding constraints to growth and 

target their efforts and resources to ease them (Canlas, Khan, and 

Zhuang 2009). ACI governments should also pay attention not only 

to the pace of economic growth, but also to its pattern to ensure 

that it is broadly based (Ianchovichina and Lundstrom 2009). 

High growth will have to be driven by dynamic private sectors in 

ACI’s market-driven economies. But to attain full employment, the 

role of government will also be critical because it cannot be assumed 

that the private sector will generate all jobs needed in a country 

(Felipe 2010). Felipe proposes five sets of policies to achieve the full 

employment of the labor force. First, governments must redress the 

neglect of agriculture. Second, they should target high-employment 

public investment projects in basic infrastructure such as energy, 

transport, and urban services. Third, they should collaborate with 

the private sector on policies to accelerate industrialization and 

structural transformation. Fourth, governments should gear fiscal 

and monetary policies to the achievement of full employment. 

Fifth, they should devise job guarantee programs to ensure full 

employment with price stability.

3.5.2  Broadening opportunities by investing 
in education and health

An effective way to promote social inclusion is to enhance 

human capabilities, especially those of disadvantaged groups, by 

investing in education, health care, and other basic public services. 

Education improves labor productivity, facilitates technological 

innovation, increases return on capital, and helps improve health 

outcomes. Empirical studies find that basic education enables 

farmers to switch from traditional to more productive methods, 
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and from farming to other more rewarding professions (Brooks et 

al. 2010). Similarly, good health can improve growth by boosting 

accumulation of human capital. The large gaps in education 

attainment and health indicators for ACI economies compared 

to those of developed countries as well as differences within the 

region highlighted above suggest ACI economies have much to do. 

Governments—both central and local—have a critical role to 

play in investing in education and health because these services are 

public goods and have a strong external impact. Public spending 

on education among the ACI economies is comparable, but less so 

when it comes to health care. In 2010, the PRC devoted 13.9% of 

total government spending to education, the lowest among the ACI 

nations. Among the other nations in the region, spending ranged 

from 15.5% of government expenditure in Cambodia to 24.4% 

in Malaysia (Figure 3.11). In the case of health, spending ranged 

from 2.6% of total government expenditure in the Philippines to 

11.3% in Cambodia (Figure 3.12). The data suggest that the PRC 

and India devote less government spending to health—5.3% and 4%, 

respectively—than do most other nations in the region. By contrast, 

Australia spent 15.3% of total government expenditure on health in 

2010 and Japan 22.6% in 2009. 

In addition to providing adequate funding, governments should 

also ensure strong institutional capacity, sound policy frameworks, 

and good governance of health and education services. Governments 

also need to allocate resources equitably, such as among primary, 

secondary, and tertiary schools and between primary health care 

facilities in rural areas, tertiary hospitals in cities, and prevention 

and treatment programs. Public investment must be complemented 

by supply-side policies to ensure the efficiency and quality of public 

services and demand-side policies to avoid moral hazard behavior 

and waste. More innovative delivery mechanisms, such as the 

use of conditional cash transfers, non-government organizations 

in services contracting, and vouchers and contract teachers in 

delivering basic education services, can be explored to ensure that 

the poor and disadvantaged groups are not excluded in access to 

public services (Brooks et al. 2010).
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Figure 3.11: Government Expenditure on Education, 
2010 or latest year (% of total expenditure)

Figure 3.12: Government Expenditure on Health, 
2010 or latest year (% of total expenditure)

PRC = People’s Republic of China.
Note: Data refer to 2010, except for Brunei Darussalam (2005), India (2008), and Singapore (2009).
Source: ADB (2011c). 

PRC = People’s Republic of China.
Note: Data refer to 2010, except for Brunei Darussalam (2005), India (2008), and Singapore (2009).
Source: ADB (2011c).
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3.5.3  Preventing poverty with social safety 
nets

Inclusive growth also requires social safety nets that mitigate the 

effects of external and transitory livelihood shocks and to meet the 

minimum needs of the chronically poor. Exposure to such risks can 

have a profound and long-lasting impact on human well-being. Social 

safety nets not only help the poor and vulnerable cope with the above 

risks. They can also play a role in improving human capital in the long 

run, which makes opportunities more accessible to those with limited 

assets and capabilities (Brooks et al. 2010).

Social safety nets come in a variety of forms. Labor market policies 

and programs, such as those that guarantee jobs, aim to reduce risks 

of unemployment, underemployment, or low wages that result from 

inappropriate skills in the workforce or poorly functioning labor 

markets. A range of social insurance programs, such as pensions 

and health or unemployment insurance, cushion risks associated 

with unemployment, ill health, disability, work-related injuries, and 

old age. Social assistance schemes such as welfare programs, social 

services, and cash or in-kind transfers are aimed at assisting single-

parent households, victims of natural disasters or civil conflicts, 

the disabled, and other vulnerable groups. Other programs promote 

healthy and productive development of children by providing services 

such as early childhood development, school meals, scholarships, 

free or subsidized health care for mothers and children, and family 

allowances or credit (Ali and Zhuang 2007).

A growing body of empirical evidence suggests that social protection 

schemes have an impact on poverty and human development. One 

of the best-known examples is Mexico’s Programa de Educación, Salud y 

Alimentación (an education, health, and nutrition program), known 

by its Spanish acronym, PROGRESA. Introduced in 1997, PROGRESA 

provides cash transfers conditioned on children’s school enrollment and 

regular school and clinic attendance. One analysis shows that PROGRESA 

significantly reduced Mexico’s poverty headcount ratio by around 10%, 

the poverty gap by 30%, and the country’s performance on the poverty 

severity index by 45% between 1997 and 2001 (Skoufias 2001). The 

program also had a favorable impact on Mexico’s school enrollment 
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Figure 3.13: Social Protection Index, 2010

ACI = Association of Southeast Asian Nations, the PRC, and India; Lao PDR = Lao People’s 
Democratic Republic; PRC = People’s Republic of China.
Note: * Developing Asia includes  Armenia, Azerbaijan, Bangladesh, Bhutan, Cambodia, the PRC, 
Fiji, India, Indonesia, Kazakhstan, the Republic of Korea, the Kyrgyz Republic, the Lao PDR, Malaysia, 
the Maldives, Mongolia, Nepal, Pakistan, Papua New Guinea, the Philippines, Sri Lanka, Tajikistan, 
Tonga, Uzbekistan, Vanuatu, and Viet Nam.
Source: ADB (2011e).
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rates (Schultz 2000), health status (Gertler 2000), and nutritional 

status (Behrman and Hoddinott 2000). In Brazil, the combination of 

the continuous cash benefit program, an unconditional cash transfer 

to the elderly and extremely poor individuals with disabilities, and 

Bolsa Familia, the federal government’s main cash transfer program, 

contributed about 28% of the fall in inequality as measured by the Gini 

coefficient between 1995 and 2004 (Soares et al. 2006). 

Successful social protection programs in Latin America and 

elsewhere have prompted more Asian countries to recognize the 

importance of social safety nets. The medium-term development plans 

of economies such as India, Indonesia, Malaysia, and the Philippines 

cite the need for strengthening social safety nets. The Philippines, for 

example, introduced a conditional cash transfer program in 2008 for 

vulnerable groups, particularly children, women, the elderly, and the 

disabled. According to the Social Protection Index (SPI) developed by 

ADB,  none  of  the  ACI economies  listed in Figure  3.13  provide 

adequate social safety nets when compared to Japan and the Republic 

 The Social Protection Index is estimated as the total social protection expenditures 
per total reference population divided by a regional poverty line. See ADB (2011e) for more 
technical details.
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of Korea. Making social protection programs more targeted toward the 

poor is also a key issue for many ACI economies (ADB 2011e).

Affordability is often raised as an issue when a country tries to 

expand safety nets. Yet studies assert that the costs of basic universal 

social protection are not beyond the reach of most developing countries 

(Ortiz and Yablonski 2010). The United Nations Department of Economic 

and Social Affairs estimates that a universal social pension scheme 

designed to keep the elderly above the $1-a-day poverty line costs less 

than 0.5% of GDP in most countries (UN 2007). Another study by the ILO 

argues that virtually all countries can afford some form of basic social 

security (ILO 2008). Affordability, therefore, may depend on a country’s 

willingness to finance social protection schemes.

3.5.4  Strengthening governance and 
institutional quality

The conceptual framework for inclusive growth outlined in Figure 

3.12 emphasizes the role of governance and institutions, a topic that 

has been a key focus in development policy discussions in recent years. 

While the intrinsic value of governance and institutions to development 

and inclusiveness is widely accepted, their instrumental value as a 

means of achieving higher growth and lower inequality has not yet been 

well understood despite a growing body of literature (Rodrik 2008b). 

A review of the literature suggests that a long-run positive association 

between governance and institutional quality and growth and income 

levels is strong and incontrovertible, both conceptually and empirically 

(Zhuang, de Dios, and Lagman–Martin 2010). A causal link between the two 

is also well recognized in the literature. This means that while institutions 

and governance may drive economic growth, they are also products of 

growth itself—in part because rising incomes and education levels create 

a demand for them. However, consensus on the relative importance of 

the two links is still lacking—and is an active field of research today. A 

further area of research has been motivated by the fact that the concept of 

“quality” of governance and institutions is multidimensional. It is possible 

that aspects of governance and institutional quality are more relevant or 

critical than others in determining the growth performance of specific 

countries during specific periods. Understanding these links is important.
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Table 3.3: Worldwide Governance Indicators by Region, 2010

Voice and 
accountability

Political 
stability

Government 
effectiveness

Regulatory 
quality

Rule of 
law

Control of 
corruption

ACI -0.79 -0.44 0.03 -0.16 -0.23 -0.37

Developing Asia -0.34 -0.05 -0.33 -0.47 -0.30 -0.45

Latin America 
and Caribbean

0.38 0.13 0.17 0.15 0.01 0.20

Middle East and 
North Africa

-1.02 -0.60 -0.15 -0.16 -0.17 -0.21

OECD 1.20 0.72 1.37 1.32 1.34 1.33

Sub-Saharan 
Africa

-0.62 -0.55 -0.80 -0.71 -0.74 -0.60

ACI = Association of Southeast Asian Nations, the People’s Republic of China, and India;
OECD = Organisation for Economic Co-operation and Development.
Note: The composite indicators for each economy are constructed to yield a value centered at 0 and 
ranging from -2.5 to 2.5, with larger positive values being superior. The values for each region are 
simple averages.
Source: Worldwide Governance Indicators. http://info.worldbank.org/governance/wgi/index.asp 
(accessed 2011).
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There are convincing arguments in the literature that there 

is an association between governance and institutional quality—

particularly in terms of political accountability and control of 

corruption—and income inequality. But this association is empirically 

weaker. There is wide agreement on two-way causal links between 

the two. The link from lower income inequality to better governance 

and institutional quality is arguably stronger than the reverse.

Table 3.3 shows where the ACI economies stand on the World 

Bank’s six widely used composite governance indicators—voice and 

accountability, political stability and absence of violence, government 

effectiveness, regulatory quality, rule of law, and control of 

corruption. They score relatively high in government effectiveness, 

but low in political stability and in voice and accountability. Scores 

on regulatory quality, rule of law, and control of corruption lie in 

between. Compared to OECD countries, the ACI economies and 

developing Asia in general still have a lot of catching up to do.
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3.6  Conclusions
 Although the ACI economies have performed remarkably well 

since the 1990s, the benefits have not been shared by a sufficiently 

wide population. As a result, high growth has yet to translate into 

greater gains in broad social and development indicators and measures 

of quality of life. Significant gaps among populations within each ACI 

country and between ACI and the developed world remain. In many 

cases, these gaps are widening. 

Enhancing the quality of life needs to become the principal 

measure of success of ACI development. Projected income growth in 

the ACI economies will go a long way toward improving the quality 

of life by virtually eliminating extreme poverty and increasing the 

proportion of citizens with middle incomes and beyond. Across the 

region, vigorous efforts are required to provide low-income citizens 

access to the formal banking system, basic services such as health 

care, transport, power, and education, and commercial opportunities. 

As many ACI policymakers are concluding, the agenda ahead must 

focus not only on growth but also on equal access to opportunities.

Widening income inequality, lingering poverty, and significant 

unemployment and underemployment are likely to persist. 

Significant segments of ACI populations remain clustered in regions 

or socioeconomic groups that have insufficient access to vital basic 

services such as education, road, power, housing, sanitation, and 

health care. To narrow these gaps and ensure that the benefits of 

growth reach wider segments of their societies, the ACI economies 

should adopt a development strategy that is anchored in the concept 

of inclusive growth, which we define as “economic growth coupled 

with equality of opportunity.” Such a development strategy should 

have three policy pillars: employment creation, social inclusion, and 

effective social safety nets. These policy pillars must be supported by 

good governance and effective institutions. 

The concept of inclusive growth has become even more relevant in 

the postcrisis global economic order. The global imbalances that have 

grown in recent years have fueled greater calls on the ACI economies 

to put more emphasis on domestic demand. Projected growth in 

labor forces in the decades ahead, particularly in India, and rising 
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expectations for better living standards will increase pressure on 

the ACI economies to create rewarding, well-paid jobs in both urban 

and rural areas. An inclusive growth strategy that creates productive 

jobs and expands access to economic opportunity will lead to higher 

consumption, especially by the poorer households, helping the ACI 

economies rebalance their economies. 

 Recent global food, energy, and financial crises, meanwhile, 

suggest that turbulence is the new norm and that it is imperative for 

developing countries to build the capacity to withstand unexpected 

shocks. At the same time, governments will have to meet rising 

expectations, especially among the disadvantaged, in order to 

minimize the risk of social and political instability. Effective social 

safety nets that reduce the impact of shocks on livelihoods, therefore, 

are a key component of an inclusive growth strategy. Good governance 

and institutions are also core requirements of inclusive growth that 

work toward greater social cohesion. 

Recognizing these challenges, many ACI economies are adopting 

promising measures for inclusive growth in order to combat rising 

income and social disparities and marginalization—and thus improve 

the prospects for social cohesion and economic stability.

The potential risks created by social and economic exclusion in 

ACI are very high. If they are not addressed, the economic potential 

of ACI will diminish through a deterioration of political stability and 

social cohesion. But by paying special attention to the policy pillars 

of inclusive growth—employment creation, equal access, and social 

safety nets—ACI economies can become resilient, sustain high growth, 

eliminate poverty, and lead to broader gains in living standards and 

quality of life for more people in the decades ahead. The goals, 

although ambitious, are within the reach of the ACI economies. 
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Productivity 
and Growth

4.1  Introduction
 The current economic models of the ACI economies have served 

them extraordinarily well in recent decades. They have produced 

rapid income growth, a green revolution that has kept pace with rising 

food demand, and booming construction. They have led to globally 

competitive—even dominant—manufacturing industries in the People’s 

Republic of China (PRC) and in some Southeast Asian nations, and 

world-class services sectors in India, Singapore, and Hong Kong, China. 

Several key drivers of this growth, however, are unlikely to continue 

in most of the region in the decades ahead. One is demographics. Over 

the next two decades, however, this “demographic dividend” will begin 

to dissipate for most ACI economies, due to declining birth rates and 

the aging of today’s workers. In the PRC and Southeast Asia, working-

age populations will peak and start to decline starting around 2020. 

The ACI economies have also benefited from explosive growth in 

world trade and foreign direct investment (FDI) that have fueled the 

dramatic gains in export manufacturing and driven improvements 

in productivity. But now, the pace of globalization is cooling due to 

stalled world trade talks and crucial markets are financially troubled. 

Growth driven by fixed capital investment and export manufacturing 

will be increasingly difficult to sustain, especially as Asian wages near 

parity with those of developed economies. 

To achieve its great transformation by 2030, ACI must nurture 

new engines of growth and boost productivity growth in all areas of 
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economic activity to compensate for aging workforces. As explained 

in Chapter 2, productivity growth is projected to decelerate in many 

ACI economies but still remain robust. If productivity growth falls 

short of baseline scenarios, however, per capita incomes in ACI will 

be dramatically smaller than current projections. There still is a 

danger that many of the region’s economies will fall into the so-called 

“middle-income trap” if they do not become far more efficient and 

move up the technology ladder. 

The structural economic challenges vary widely across ACI. The 

top priorities in the PRC, the region’s biggest economy and a rising 

global superpower, are to move away from a development model 

driven by massive capital investment and export manufacturing to one 

led by services, personal consumption, and innovation. India, ACI’s 

other giant, is strong in services. But it is not globally competitive in 

high-volume manufacturing, and development has been slow to reach 

the hundreds of millions who still live in poverty. India can create new 

growth engines by increasing its role in global production networks, 

improving infrastructure, modernizing agriculture, and upgrading 

science and technology. 

The economic opportunities and challenges in the Association 

of Southeast Asian Nations (ASEAN) vary dramatically country by 

country. The grouping includes wealthy Singapore, whose chief goal 

is to emerge as a 21st century knowledge and innovation economy, 

and oil-rich Brunei Darussalam. It also includes the middle-income 

economies of Malaysia and Thailand, the large developing economies of 

Indonesia, the Philippines, and Viet Nam, and low-income economies 

such as the Lao People’s Democratic Republic (Lao PDR), Cambodia, 

and Myanmar. 

For ASEAN economies with low labor costs, considerable potential 

remains to enter global supply chains by attracting industry clusters 

that face cost pressures in more developed countries. Other economies 

will have to move beyond low-wage manufacturing to higher-value 

industries driven by knowledge and innovation and to upgrade the 

skills of their large talent pools. They must also develop new drivers 

of growth in traditional industries, such as agriculture. Services of all 

kinds will need to assume a much greater share of economic output 

in most of ASEAN. 
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Achieving these objectives will require policies that target 

education, technology, and investment to sustain steady productivity 

growth. It will require world-class connectivity—major, coordinated 

investments in transportation and communications infrastructure. 

The transition will also require trade and investment liberalization 

throughout ACI and, more generally, an environment based on 

openness, competition, and integration.

4.2  Upgrading Technology:  
A Key to Economic Growth 

Technological progress, whether it comes from the creation of new 

knowledge or through diffusion, is the ultimate driver of economic 

development. Science and technology development takes different 

forms and addresses different priorities as a country goes through 

stages of economic development. 

Thus far, technological advances in the ACI economies have been 

driven mainly by diffusion from developed economies, a trend that 

is expected to continue in the coming decades. While the process of 

technological catch-up will be sufficient for some of the region’s less-

developed economies, to attain the level of developed economies ACI 

will have to move beyond imitation to innovation.

To get a sense of where ACI is headed up this ladder, this study 

groups countries into three categories—imitators, imitator–innovators, 

and innovators. These categories generally correspond with whether 

a nation’s per capita income is low, medium, or high. As a guide, the 

study uses the science and technology experience of the Republic of 

Korea that has demonstrated it is possible to break out of the middle-

income trap by graduating from imitation to incremental innovation 

and then to innovation. Industries in the Republic of Korea also have 

closed much of the technology gap with those of Japan.

This study constructed a “technology achievement index” for the 

ACI economies for 1998 and 2008 based on factors such as patents, 

scientific papers, and trademarks (Figure 4.1).  According to this 

  For the construction of the technology achievement index, capabilities in technology 
creation, technology diffusion, and human resource development are considered. See Hu 
(2012) for the details.
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Figure 4.1: Technology Achievement Index for ACI,
1999 and 2008

ACI = Association of Southeast Asian Nations, the PRC, and India; BRU = Brunei Darussalam;  CAM = 
Cambodia; IND = India; INO = Indonesia; JPN = Japan; KOR = Republic of Korea; LAO = Lao People’s 
Democratic Republic; MAL =  Malaysia; MYA = Myanmar; PHI = Philippines; PRC = People’s Republic 
of China; SIN = Singapore; THA = Thailand; VIE = Viet Nam.
Source: Hu (2012).
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analysis, the relative ranking of the ACI economies has changed very 

little. All the ACI economies except Singapore and the Republic of Korea 

are far from the technology level of Japan, which is treated as the world 

technology frontier. In other words, at present they are imitators. 

Singapore narrowed the gap with Japan between 1999 and 2008. 

Even if the gap between Japan and the least technologically advanced 

ACI economy is substantially narrowed down, Brunei Darussalam, 

Malaysia, and the Philippines are still 60% below the level of Japan’s 

technology achievement. While the PRC and Thailand have made 

substantial progress, they have achieved only around 30% of Japan’s 

level. Viet Nam is in the 10% range. The rest fall below that. 

Looking to 2030, this study created projections for six technology 

indicators: US Patent and Trademark Office patents, science and 

technology papers published in the Science Citation Index, home 

patents, utility models, industrial designs, and trademarks. Each 

indicator is divided by population for comparative purposes. The 

experience of the Republic of Korea in catching up provides a useful 

framework for comparison in a best-case scenario. The Republic of 

Korea spent most of the second half of the 20th century as an imitator, 
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Table 4.1: Country-Specific Technology Projections, 2009–2030

2009 level Equivalent
year in 

2030 level
(own growth 

rate)

2030 level
(Rep. of Korea 
growth rate)

PRC
GDP per capita 3,744.4 1982
USPTO patents 5.2 1987 4,524.4 443.5
S&T papers (2007) 43.1 1992 1,271.9 1,351.8
Home patents (2008) 146.9 1988 43,357.1 3,805.4
Utility models (2008) 169.0 1977 3,764.1 1,771.0
Industrial designs 255.2 1981 23,447.4 738.5
Trademarks (2008) 445.8 1985 10,915.4 2,220.5

India 
GDP per capita 1,134.0 pre 1960
USPTO patents 2.7 1984 333.4 525.7
S&T papers (2007) 16.2 1987 49.3 612.7
Home patents (2006) 4.8 pre 1965 53.6
Utility models
Industrial designs (2008) 3.8 pre 1968 10.0
Trademarks (2005) 67.0 1966 230.1 809.8

Malaysia
GDP per capita 7,029.8 1989
USPTO patents 11.9 1989 173.4 488.8
S&T papers (2007) 30.4 1991 131.5 1,098.1
Home patents (2008) 30.3 1966 406.9 136.0
Utility models (2008) 1.2 pre 1977 16.3
Industrial designs (2008) 23.3 pre 1968 1,068.3
Trademarks (2008) 464.7 1985 3,615.0 2,314.6

Thailand 
GDP per capita 3,892.5 1980
USPTO patents 1.4 1981 6.5 139.9
S&T papers (2007) 25.8 1989 327.4 676.9
Home patents (2008) 11.9 pre 1963 30.1
Utility models (2008) 21.1 pre 1977 227.1
Industrial designs (2008) 40.6 pre 1968 509.6
Trademarks (2008) 325.7 1982 1,485.5 2,003.2

(Continued)
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and its ability to escape that trap offers useful lessons for the ACI 

economies struggling with a similar predicament. 

Table 4.1 shows how many years some ACI economies were behind 

the Republic of Korea in various technological indicators in 2009. It then 

projects improvements in these indicators by 2030. The projections 

assume that science and technology activity will keep growing at the 

same pace as it has for the decade leading to 2009. In other words, 

we assume each country will continue to improve along its current 

linear trajectory. Finally, it is assumed instead that this performance 

will improve at the same rate as did the Republic of Korea. 
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2009 level Equivalent
year in 

2030 level
(own growth 

rate)

2030 level
(Rep. of Korea 
growth rate)

Indonesia
GDP per capita 2,349.4 1971
USPTO patents 0.1 pre 1974 0.1
S&T papers (2007) 0.9 pre 1981 1.3
Home patents (2006) 1.3 pre 1963 100.2
Utility models (2008) 0.9 pre 1977 4.2
Industrial designs (2007) 16.2 pre 1968 69.3
Trademarks (2008) 165.1 1973 736.7 1,104.8

Philippines 
GDP per capita 1,752.5 1967
USPTO patents 0.6 1974 3.4 58.8
S&T papers (2007) 2.2 pre 1981 1.9
Home patents (2008) 2.4 pre 1963 2.9
Utility models (2008) 5.7 pre 1977 2.6
Industrial designs (2008) 7.1 pre 1968 8.0
Trademarks (2008) 77.1 1967 199.1 702.5

Viet Nam
GDP per capita 1,032.2 pre 1960
USPTO patents (2008) 0.0 pre 1974 1.4
S&T papers (2007) 3.3 pre 1981 18.0
Home patents (2005) 2.2 pre 1963 268.2
Utility models (2008) 1.3 pre 1977 93.2
Industrial designs (2007) 15.7 pre 1968 509.4
Trademarks (2005) 155.0 1972 9,121.2 1,547.0

Singapore
GDP per capita 36,537.2 after 2009
USPTO patents (2009) 245.6 2003 1,182.6 4,252.5
S&T papers (2007) 826.5 after 2009 5,862.2
Home patents (2008) 163.9 1989 811.4
Utility models (2008) NA NA NA
Industrial designs (2007) 73.1 pre 1968 177.8
Trademarks (2008) 867.3 1993 2,173.9 2,561.2

GDP = gross domestic product; NA = not available; PRC = People’s Republic of China; 
S&T = science and technology; USPTO = United States Patent and Trademark Office.
Sources: World Development Indicators online. http://data.worldbank.org/data-catalog/world-
development-indicators (accessed 25 September 2012); World Intellectual Property Organization 
website; USPTO website. 
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By this analysis, the PRC is on a trajectory to emerge as a notable 

innovator and appears to be following the path of the Republic of Korea. 

India has achieved more than its economic development status would 

imply, but appears unlikely to emerge as a major innovator by 2030. 

India has been particularly weak in incremental innovation, an area 

which will need substantial improvement. Malaysia is likely to improve 

in all areas of science and technology, but its development path is 

slower than that of the Republic of Korea. Thailand will be a solid 

imitator–innovator. It will likely significantly lag Malaysia in innovation, 
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although it should overtake Malaysia in basic research. There is unlikely 

to be significant innovation in Indonesia, the Philippines, or Viet Nam. 

However, these countries, particularly Viet Nam, will see significant 

improvement in incremental innovation. Singapore will continue to be 

an innovator, although it is likely to do better in basic and applied 

research than in technological innovation. 

4.2.1  Achieving the 2030 vision
Significant technological progress in ACI can only be achieved 

through a complex process in which public policy, institutions, and 

the various stakeholders of each country’s innovation system interact 

with each other. Foreign trade, FDI, and research and development all 

will play important roles. For imitators, FDI and imports of the latest 

capital goods will accelerate the diffusion of technologies. For more 

advanced ACI economies, trade and investment will increase foreign 

competition and put pressure on companies to innovate. 

Protection of intellectual property rights (IPR) is also critical. While 

strong IPR systems may deter diffusion, they encourage the growth of 

innovators by allowing them to secure higher rates of return. In terms 

of human capital, imitator countries require basic science education 

and technical training. Innovator countries require high-level science 

and technology education and active research and development (R&D) 

activities. Specific ACI economies face the following challenges: 

People’s Republic of China: To join the club of high-income 

countries by 2030, the PRC will have to make the transition from 

imitator to innovator. The country is on a trajectory for significant 

improvement. The PRC has doubled the number of researchers, 

scientists, and engineers in the past decade. If it continues this trend 

for another decade, the PRC will have the same number of science 

and technology personnel as the Republic of Korea when it began its 

technology takeoff. The PRC has made less progress in education. The 

average person aged 15 years and above in 2010 received slightly over 

8 years of schooling, compared to 12 years in the Republic of Korea 

and 10 years in Malaysia. In fact, the PRC now is at the level of the 

Republic of Korea in the early 1980s. The PRC has only managed to 

increase its population’s schooling attainment by 1 year over the last 

decade. 
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The PRC has done well in terms of integrating with the global 

economy and participating in regional high-tech production networks. 

At over 60%, the trade to GDP ratio is very high for a large country. 

The share of total exports accounted for by high-tech products is 

comparable to that of the Republic of Korea and higher than that of 

Japan. The PRC’s large manufacturing sector is also likely to contribute 

to innovation as the country reaches the high-income stage. 

India: India will remain an overall imitator up to 2030. India’s 

priority, then, should be to facilitate technology diffusion and 

adoption. Among the ACI economies, India has the lowest rate of 

schooling attainment—which is critical at this stage of development. 

In 2010, the average Indian aged 15 years and above had slightly over 

5 years of schooling. Raising this level will be a major challenge for 

Indian policymakers. 

While India has sharply increased trade, which accounts for about 

as much of GDP as in the PRC, its exports of high-tech products is 

the lowest among the ACI economies except for Cambodia, the Lao 

PDR, and Myanmar. India could accelerate technological diffusion by 

participating more actively in regional high-tech production networks. 

India also has the smallest manufacturing sector relative to GDP 

among the ACI economies and this ratio has barely changed since the 

1970s. Development of the manufacturing sector is crucial for India 

to become an innovator. To this end, attracting manufacturing FDI will 

be very important. 

ASEAN: Malaysia is likely to be the first and only big ASEAN economy 

to reach the high-income stage by 2030. It has effectively integrated 

into global high-tech production networks. Malaysia’s biggest challenge 

to making the leap from imitator to innovator is human resources, in 

particular researchers, scientists, and engineers. Although Malaysia is 

ahead of the PRC in overall schooling attainment, it is behind the PRC in 

the number of science and technology personnel, even on a per capita 

basis. The contrast between Malaysia and Singapore is even sharper. 

Besides supplying science and engineering talent through its own 

education system, Malaysia should exploit the diaspora of Malaysian 

scientists and engineers living in developed countries. 

The Philippines and Thailand are well exposed to international 

trade and global high-tech production networks and have strong 

manufacturing bases. They also are short of science and engineering 

ACI_all.indd   110 14/09/02   10:11



111

Engines of Productivity and Growth

talent. Thailand had barely over one-third the number of scientists 

and engineers per capita as the PRC as of 2005. Its overall schooling 

attainment is also below that of the PRC. The comparison is reversed 

for the Philippines which had about one-tenth of the scientists and 

engineers the PRC had in 2005, but its overall schooling attainment 

was higher. The priority in both countries is to improve science 

and engineering education. They, too, should look to their overseas 

diasporas for science and engineering personnel. 

Indonesia and Viet Nam will remain imitators through 2030. Both 

must accelerate technology diffusion. Although Indonesia and Viet 

Nam are quite open, their shares of high-tech exports are low—around 

10% of total exports in 2009 compared to 40% in Malaysia and 66% 

in the Philippines. They must raise the sophistication level of their 

exports. Both will need to improve education as schooling attainment 

is around 6 years. 

4.3  Taking Regional Production 
Networks to the Next Level 

One of the main sources of ACI’s global competitive advantage 

in manufacturing is the existence of regional production networks 

(RPNs) developed by multinational corporations. Such networks extend 

from Japan to the newly industrialized economies of the Republic 

of Korea; Taipei,China; Singapore; and Hong Kong, China, and then 

through Indonesia, Malaysia, the Philippines, Thailand, and the PRC. 

In the 1980s, multinational corporations (MNCs) began to adopt the 

fragmentation strategy, under which production and sub-processes 

were distributed to different countries that can perform them at 

the lowest cost. RPNs now integrate myriad parts and components 

made by contractors as well as MNCs themselves throughout Asia and 

assemble them into products such as electronics and automobiles. 

The availability of labor—and wide diversity of skills and wage 

levels—in East Asia has enabled fragmentation by fostering specialties 

in different economies. In the production of television sets, for 

example, high-tech parts and components such as semiconductors are 

made in Japan, the Republic of Korea, and Taipei,China where highly 
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skilled workers are abundant. Lower-tech parts such as connectors 

and cabinets are made in countries such as Indonesia. These parts 

and components are then assembled in the PRC, where low-wage 

labor has been abundant. Low trade costs, which resulted from trade 

liberalization, deregulation, technology advances in logistics, and 

communication services, contributed to the development of RPNs.

Policymakers in developing economies with a low RPN presence are 

courting FDI because they realize its value in generating employment, 

foreign trade, and large-scale production capabilities. FDI also spurs 

transfers of technology and management know-how. Assuming that 

ACI will still have a diversity of wages and labor skills—and that trade 

costs will continue to decline through regional trade agreements—

RPNs should remain engines of growth for the next 20 years. Indeed, 

they will likely cover more countries and spread to new sectors such 

as agriculture and services. ADBI simulations suggest there will be 

substantial migration of labor-intensive industries from high- to low-

wage economies, including from the PRC to India and low-income 

Southeast Asian nations. The PRC alone is projected to shed 85 million 

jobs in low-wage manufacturing in the coming decade as it moves up 

the technology ladder. 

4.3.1  The role of triangular trade
Manufactured goods increasingly have flowed through East Asia in 

a triangular pattern. Capital goods and high-tech intermediate goods 

(goods used as inputs for final goods, such as electronic chips) made 

by companies in Japan, the Republic of Korea, and Taipei,China, and 

MNCs based in Southeast Asia are shipped to the PRC or elsewhere 

in ASEAN for assembly. Japan is the region’s biggest supplier of 

intermediate goods, followed by Taipei,China (Figure 4.2). Most of the 

finished goods are then exported to the United States (US), Europe, 

Japan, and other developed economies. 

The largest export category from East Asia is computers and 

office equipment, accounting for around 12%. Examining these two 

categories offers insight into how such networks evolve because they 

use a large number of parts and components made in the region. Prior 

to 2005, ASEAN countries were the largest importers of electronic 

parts and components from the rest of Asia (Figure 4.3). Such exports 
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Figure 4.2: Intermediate Goods Exports from East Asian 
Economies to the Region as a Whole ($ billion)

Figure 4.3: Electronic Parts and Components Exports from East 
Asia as a Whole to East Asian Economies and Regions ($ billion)

PRC = People’s Republic of China.
Source: CEPII-CHELEM Database. https://chelem.bvdep.com (accessed 27 March 2013).

ASEAN = Association of Southeast Asian Nations; PRC = People’s Republic of China.
Source: CEPII-CHELEM Database. https://chelem.bvdep.com (accessed 27 March 2013).
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mushroomed after final assembly of electronics products began to shift 

from ASEAN to the PRC after it joined the World Trade Organization in 

2001, boosting foreign companies’ confidence in the PRC. 

ACI_all.indd   113 14/09/02   10:11



114

ASEAN, PRC, and India: The Great Transformation

India is not yet actively involved in such RPNs. But this process is 

beginning. According to METI (2011), East Asia’s exports of intermediate 

goods to India increased 540% between 1999 and 2009, while India’s 

exports of final goods to the European Union (EU) increased 330% and 

to the US 200% during the same period. India’s participation in RPNs 

is discussed in more depth below. 

In the decades ahead, the triangular trade pattern involving East 

Asia, the US, and the EU is likely to become more circular. In other 

words, more trade will be contained inside Asia with increased incomes 

within the region. Parts and components will be actively traded inside 

Asia and assembled somewhere in Asia. Although the US and EU will 

remain important markets, an ever-greater portion of final products 

will also trade within Asia.

4.3.2  Role of regional production networks  
in upgrading technology

Production networks increase the productivity of companies that 

participate in them. MNCs transfer technology and efficient practices 

such as just-in-time delivery, supply-chain management, and electronic 

data interchange to suppliers. This diffusion of knowledge is valuable, 

because without good management even high-level technology cannot 

be utilized to its potential.

The transfer of technology and management know-how takes two 

forms. One is intra-firm technology transfer from an MNC parent to 

its foreign affiliates. The other is through technology spillover, such 

as when foreign affiliates spread know-how to local firms. Intra-firm 

technology transfer is carried out through visits of engineers from 

MNC home offices, the training of local employees, and the use of 

manuals. Technology spillover is carried out through channels such 

as movement of workers, inter-firm transactions, and imitation. After 

learning technologies at an MNC affiliate, local workers or managers 

may move to a local company or set up their own new business. In 

their study of firms in production relationships in Indonesia, the 

Philippines, Thailand, and Viet Nam, Machikita and Ueki (2012) found 

that engineers, trainers, and trainees moved actively between firms 

within RPNs, disseminating technology and efficient production 
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Figure 4.4: Foreign Direct Investment Inflows to Asian Countries 
($ billion)

ASEAN6 = Brunei Darussalam, Indonesia, Malaysia, the Philippines, Singapore, and Thailand; 
CLMV = Cambodia, the Lao People’s Democratic Republic, Myanmar, and Viet Nam; PRC = People’s 
Republic of China. 
Source: Authors’ calculations based on FDI Database obtained from UNCTADStat.
http://unctadstat.unctad.org/ReportFolders/reportFolders.aspx (accessed 27 March 2013).
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methods. They found that technology transfer is more active when 

domestic firms transact with foreign firms. This suggests that the 

presence of foreign firms contributes to the diffusion of technology.

4.3.3  Foreign investment and regional 
production networks

Production networks have also been major magnets of FDI in Asia, 

first by Japanese, European, and US corporations investing in Southeast 

Asia. As it entered the 1990s, the PRC became a successful recipient of 

FDI from around the world, a trend that continued into the following 

decade (Figure 4.4). ASEAN also has continued to lure FDI. Singapore 

has been by far the most successful, followed by Thailand, Indonesia, 

Malaysia, and the Philippines. As production networks spread, FDI is 

flowing into Viet Nam and less-developed Southeast Asian nations and 

into new sectors, such as services and agriculture. FDI inflows into 

India remained low until the mid-2000s. They then surged, rising more 

than fivefold between 2005 and 2008 alone—surpassing the annual 

total of ASEAN’s six biggest economies.
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Figure 4.5: Foreign Direct Investment Host Countries for 
Japanese Firms (%)

PRC = People’s Republic of China; US = United States.
Source: JBIC (2010).
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FDI inflows into countries are generally influenced by economic 

factors, policy frameworks, and business and trade facilitation ACI 

nations need more than low-cost labor. They also must invest in 

infrastructure, education, and skills training. Their participation in 

trade agreements, both globally and within the region, will become 

increasingly critical so that intermediate goods and equipment can 

flow in and out freely. The size and growth of domestic markets, 

as well as macroeconomic policies that keep inflation in check and 

protect investment, are also important.

4.3.4  Insights from Japanese investors
A 2010 survey by the Japan Bank for International Cooperation of 

promising countries for overseas business by Japanese manufacturing 

companies revealed valuable insights (JBIC 2010). The PRC was still 

the favorite country for FDI investments by Japanese manufacturers, 

but India was gaining fast (Figure 4.5). 

The JBIC survey found the most important motive for Japanese 

FDI in Asia—especially in the PRC and India—is sales in host markets. 

The next most important consideration in many Asian countries is 
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the availability of low-wage labor and supply bases for assemblers. 

These observations suggest that many Japanese parts’ suppliers are 

expanding their business with Japanese assemblers in these countries. 

There are differences in the way Japanese firms view India, the PRC, 

Viet Nam, Thailand, and Indonesia. One is the importance of exports. 

For Japanese investors, India is not an attractive export platform. This 

indicates that Japanese firms may not be planning to include India in 

regional production networks in the near future. Also interesting is 

the limited importance of industrial clusters or agglomeration as a 

factor in influencing Japanese FDI in India compared to the PRC and 

certain ASEAN countries (JBIC 2010).

The survey also revealed a number of problems Japanese firms 

face in conducting business in these economies. A serious problem 

is the lack of transparency in the application of the law, that is 

particularly acute in the PRC, but also serious in India, Viet Nam, and 

Indonesia (Table 4.2).

Other problems apply to specific economies. Rising wages and 

insufficient protection of intellectual property are major issues in the 

PRC, while underdeveloped infrastructure and local support industries 

are the top concerns in India and Viet Nam. Weak support industries 

are a particularly serious obstacle in attracting Japanese machine 

manufacturers, which are keen to source parts and components 

locally. A large proportion of Japanese firms cite the insecure social 

environment as major drawbacks in Thailand and Indonesia. These 

findings show that the ACI economies must deal with a wide range of 

problems to make themselves attractive to FDI that will tie them into 

regional production networks. 

The specialties of the ACI economies also are likely to influence 

their future contributions to RPNs. Nations in the imitator stage of 

technology development, such as Indonesia and Viet Nam, should 

focus on upgrading the quality of component suppliers and acquire 

the appropriate technologies. Imitator–innovator countries, such as 

Malaysia, Thailand, and the Philippines, should develop new parts 

and components through R&D. Innovator countries, such as the 

PRC and Singapore, should make themselves development bases for 

new products and technologies—not only on their own but also by 

collaborating with developed countries—in industries such as energy-

efficient motor vehicles, robotics, and advanced machinery. 
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Table 4.2: Problems Faced by Japanese Firms in Selected Asian Economies

JBIC Survey Ranking 1 2 3 4 6 9 10 10

PRC India Viet Nam Thailand Indonesia Rep. of 
Korea Taipei,China Malaysia

Number of respondents 377 294 156 128 98 30 28 25

Underdeveloped legal 
system 15.1 18.7 19.2 5.5 11.2 - 0.0 -

Lack of transparency in 
legal matters 57.8 26.9 24.4 8.6 22.4 3.3 3.6 -

Complicated tax system 12.7 24.5 4.5 5.5 4.1 - - -

Lack of transparency in 
tax treatment 31.8 16.3 11.5 6.3 10.2 3.3 7.1 -

Heavy taxes 22.0 5.4 2.6 4.7 5.1 10.0 - 12.0

FDI restriction 27.3 11.9 12.8 7.0 7.1 - - 12.0

Complicated/non-
transparent FDI screening 25.2 15.6 9.0 3.1 6.1 - 3.6 -

Insufficient IPR protection 50.7 8.2 6.4 4.7 8.2 3.3 - 8.0

Restriction on foreign 
exchange dealings 33.7 9.2 7.7 3.1 3.1 6.7 3.6 -

Import restriction/
Problematic customs 
procedures

18.8 11.6 9.0 5.5 8.2 6.7 7.1 -

Difficulty in recruiting 
engineers 17.5 9.5 17.3 21.9 16.3 3.3 7.1 24.0

Difficulty in recruiting 
middle management 25.5 17.7 26.3 30.5 18.4 10.0 14.3 32.0

Rising wages 63.7 17.3 21.2 25.0 18.4 20.0 17.9 20.0

Labor relations 36.1 16.0 9.0 11.7 11.2 10.0 - 8.0

Tough competition with 
other firms 56.5 31.6 19.9 32.8 25.5 66.7 57.1 28.0

Difficulty in collecting 
payment 31.3 8.5 3.2 1.6 4.1 - 3.6 -

Difficulty in obtaining 
finance 5.8 6.1 3.8 0.8 2.0 - - 4.0

Underdeveloped local 
supporting industry 5.8 12.2 16.0 3.1 7.1 - - -

Unstable exchange rate/
prices 4.5 4.1 9.0 1.6 10.2 6.7 - -

Underdeveloped 
infrastructure 11.9 47.6 30.8 7.0 17.3 - - 4.0

Insecure social 
environment 10.1 19.0 3.2 50.0 28.6 6.7 3.6 4.0

Lack of information on 
FDI host 1.6 20.4 14.1 3.9 8.2 6.7 - 4.0

FDI = foreign direct investment; IPR = intellectual property rights; JBIC = Japan Bank for International Cooperation; PRC = People’s Republic 
of China. 
Notes: The proportional shares of responding firms indicating the motive in total number of respondents. The three items receiving the 
highest proportions for each economy are shaded.
Source: JBIC (2010).
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Involving India is another opportunity for expanding production 

networks across ACI. India is becoming a growing source of automobile 

and electronic components for products assembled in East Asian 

countries for export to Europe and the Middle East. India’s imports 

of electrical machinery and transportation machinery parts and 

components from East Asia increased more than sixfold from 2000 

and ninefold in 2009, while its exports of final electrical machinery 

products rose more than 11-fold and transportation machinery 

nearly tenfold.  India’s involvement in RPNs will increase if it can 

successfully attract FDI and develop its manufacturing base. India also 

needs to improve its technological capability. Given competitiveness 

in providing outsourced information technology and R&D services in a 

wide range of industries, India has enormous potential.

4.4  Services as New ACI Growth 
ACI Growth Engines

The manufacturing sector has progressed so rapidly in the ACI 

region that it has diverted attention from other targets of growth. As 

manufacturing industries mature in much of ACI, services will have 

to become much greater engines of growth. 

The services sector has grown dramatically in ACI since 1980, 

accounting for around 45% of the region’s GDP as of 2007 compared 

to 37% in 1980. But this compares to around two-thirds on average 

in developed economies. Among the ACI economies, only Singapore’s 

services sector has achieved that level. In Brunei Darussalam, the 

proportion of services in GDP is only around half as large. The 

services sectors in countries such as the PRC and Indonesia were still 

relatively small in 2007, and on a par with much poorer economies 

such as the Lao PDR and Viet Nam (Figure 4.6).

Demand will drive faster growth in services. One reason is that a 

country’s services sector accounts for a greater share of the economy 

the higher its per capita income (Figure 4.7). This suggests that a 

vibrant and competitive services sector will be an important part 

 Computed from the RIETI trade database. http://www.rieti-tid.com/ (accessed 2011).
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Figure 4.6: Breakdown of Gross Domestic Product by Activity 
Type, 2007

Figure 4.7: Per Capita Income in PPP Terms vs. Services, 2009
(% of GDP)

Lao PDR = Lao People’s Democratic Republic; PRC = People’s Republic of China.
Source: World Development Indicators online. http://data.worldbank.org/data-catalog/world-
development-indicators (accessed 25 September 2012).

ASEAN = Association of Southeast Asian Nations; GDP = gross domestic product; PPP = purchasing 
power parity ; PRC = People’s Republic of China.
Source: World Development Indicators online. http://data.worldbank.org/data-catalog/world-
development-indicators (accessed 25 September 2012). 
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of ACI’s economic transition, and could help countries avoid the 

“middle-income trap.” ACI cities will be important catalysts: urban 

concentrations generate demand and opportunities for greater 
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varieties of business services. They also drive public services such 

as health care and education, and private demand for shopping 

centers, financial services, and cultural amenities. 

Economic reforms will be needed for services to reach their 

full growth potential. The ACI economies have highly restrictive 

policies in services such as finance, telecommunications, and retail 

trade. Facilitating the movement of resources and talent into service 

industries also requires well-functioning labor and capital markets.

4.4.1  Services and economic development  
in ACI 

Services should be integral to the ACI countries’ overall 

competitiveness agendas because they are strongly linked to 

the rest of their economies. Finance, telecommunications, and 

transport make it possible for firms to do business and compete 

in international markets (Arnold, Mattoo, and Narciso 2008). The 

quality of logistics services, for example, correlates highly with 

a country’s trade performance and its competitiveness parts and 

components trade that takes place within international networks 

(Arvis et al. 2010; Saslavsky and Shepherd 2012). In India, better 

policies relating to telecommunications, insurance, and transport 

have improved productivity in banking (Arnold et al. 2010). 

Education services are crucial to developing human capital. Indeed, 

macroeconomic evidence suggests that stronger services sectors 

translate into faster economic growth (for example, Hoekman and 

Eschenbach 2005). 

Services can be significant sources of productivity gains in 

their own right. Although the level of value-added per worker is 

still generally lower in services than in manufacturing, in some 

cases it is growing faster than in the industrial sector. In India, for 

example, growth of output per worker and total factor productivity 

in services has been substantially faster than in manufacturing in 

recent decades. The same is true in Indonesia and the Philippines 

(Figure 4.8).

ACI_all.indd   121 14/09/02   10:11



Figure 4.8: Average Annualized Growth Rate in Value Added 
per Worker by Sector, Selected ACI Economies, 2000–2007 (%)

ACI = Association of Southeast Asian Nations, the PRC, and India; Lao PDR = Lao People’s 
Democratic Republic; PRC = People’s Republic of China.
Source: World Development Indicators online. http://data.worldbank.org/data-catalog/world-
development-indicators (accessed 25 September 2012).
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4.4.2  ACI’s underdeveloped services trade
Exports and imports of services are emerging as an engine of 

growth in some ACI economies. The available data,  however, suggest 

that for the region as a whole, the full trade potential of services has 

yet to be realized. Total trade in services represents a relatively small 

share of GDP. It also accounts for a much smaller share of total value 

added in services than do manufacturing exports as a share of total 

manufacturing output. The ASEAN countries on average are much 

more engaged with international services markets than the PRC or 

India (Figure 4.9). 

Due to the scarcity of bilaterally disaggregated trade data, it 

is difficult to get a detailed picture of services trade among the ACI 

economies, as opposed to trade between each country and the rest of the 

world as a whole. Nonetheless, some inferences can be drawn from the 

available data. ASEAN’s exports to the PRC have surged at an annualized 

 A number of caveats need to be kept in mind in the statistical analysis of international 
trade in services. For example, commonly used data only capture mostly pure cross-border 
trade (GATS Mode 1). See Shepherd and Pasadilla (2012) for the details.
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Figure 4.9: Services Trade, 2000–2009 (% of GDP)

ASEAN = Association of Southeast Asian Nations; GDP = gross domestic product; PRC = People’s 
Republic of China.
Source: World Development Indicators online. http://data.worldbank.org/data-catalog/world-
development-indicators (accessed 25 September 2012).
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rate of 29% over recent years and by 26% to India. Intra-ASEAN trade in 

services has also been growing rapidly. Considerable future expansion 

is expected. While the services markets of ACI are becoming more 

integrated, policymakers can create a supportive environment to 

further the process, as explained below.

International trade can improve the efficiency and lower the costs of 

services. Trade costs of services in ACI are higher than they are for trade 

in goods (Figure 4.10). Globally, international trade costs for services 

are around 150% higher than the cost of trading them domestically 

(Miroudot, Sauvage, and Shepherd 2010), partly because of restrictive 

policies. In the PRC, India, and Indonesia, they are 200% higher.  

Recent research shows that services sectors that open to 

international competition tend to be more productive and experience 

faster productivity growth (Miroudot, Sauvage, and Shepherd 2010). 

First, however, there must be well-functioning labor and capital 

  See findings by OECD’s Product Market Regulation Indicators on the PRC and India.
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Figure 4.10: Trade Costs in the PRC, India, and Indonesia, 
2000–2005 (%)

PRC = People’s Republic of China.
Source: Miroudot, Sauvage, and Shepherd (2010).
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markets so that resources can move to more productive firms. The 

evidence also suggests that regional liberalization of services markets 

lowers trade costs in relation to the world as a whole. Because regional 

integration of services markets appears to be less discriminatory 

than in goods, it can be a building block rather than an obstacle for 

multilateral liberalization.  

There is also extensive evidence that liberalization of trade in 

services can have spillover effects in other parts of the economy, 

particularly manufacturing. For example, Blyde and Sinyavskaya 

(2007) find that a 10% increase in services trade is associated with a 

6% increase in goods trade. The biggest benefits for manufacturing 

exports come from improved efficiency in transport and 

communication services. There also are strong positive spillovers for 

foreign investment, since the General Agreement on Trade in Services 

(GATS) includes FDI within its ambit. Borchert and Mattoo (2009) 

show that trade in services tends to be more resilient in economic 

crises than trade in goods.
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4.4.3  Promising services sectors
Opportunities for growth in services vary from economy to economy. 

Medical tourism is promising in Thailand, the Philippines, Singapore, 

Malaysia, and India, where costs of high-quality health services are 

lower than in developed countries. India and the Philippines are among 

the world leaders in exports of medical transcription, telepathology, 

and telediagnostic services. Both have comparative advantages due 

to their large pools of educated English-speaking workers. The high 

growth potential of trade in medical services is limited by a shortage 

of qualified personnel. Increased demand from medical tourism will 

likely create pressure on the ACI economies to allow more foreign 

doctors and medical specialists to practice in domestic hospitals. 

ASEAN has already signed a mutual recognition agreement for medical 

and dental practitioners and nursing services to ease labor mobility.

Education is another promising ACI services sector. There is 

considerable trade within Asia, especially in higher education. 

Universities in Singapore, Malaysia, the PRC, and Hong Kong, China 

have active partnerships with top North American and European 

universities through “twinning” arrangements,  joint program 

delivery, franchise arrangements, and distance learning. Major Asian 

cities have invited foreign universities to build campuses. Asia hosts 

26% of the world’s branch campuses—79% of these campuses are in 

Malaysia, Singapore, the PRC, and Hong Kong, China (Figure 4.11).

To attract foreign universities, the ACI economies help build 

facilities, reduce rental fees, and finance student scholarships. In 

many education hubs, quasi-government and nongovernment entities 

act as sponsors or partners, with a minimum of government support. 

Most branch campuses have local joint venture partners, although a 

few are fully owned by the parent universities.

There are reasons to believe the education services trade will 

continue to grow. One is that Asians historically have constituted 

the majority of foreign students in universities in Europe and North 

 A twinning arrangement is when a provider in source economy A collaborates with a 
provider in host economy B so that students take course credits in host economy B and/or source 
economy A. The qualification is awarded by the provider in source economy A. Arrangements 
usually comply with the regulations of source economy A. APEC (2009) provides a further 
description of other arrangements prevailing in tertiary education.
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Figure 4.11: International Branch Campuses 
by Asian Economy as Host

PRC = People’s Republic of China.
Source: Shepherd and Pasadilla (2012). Computations based on data from Annex A in Becker (2009).
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America. But recently, there has been interest among North American 

and European students to learn more about Asia. In a recent survey 

of student mobility, the PRC is ranked sixth in the top destinations 

of foreign students (OECD 2010), following traditionally-favored 

countries such as the US, the United Kingdom, and France. Americans 

rank second to Koreans among foreign students attending universities 

in the PRC. A second driver of establishing branch campuses is the huge 

cost differential between studying in North America or Europe and in 

Asia. Many college-age Malaysians have studied abroad; now, they can 

get the same degrees or qualifications at branch campuses of foreign 

universities for half the price (Economist 2011). The race to entice 

foreign students is just beginning with some Asian countries hoping to 

attract anywhere from 80,000 to 500,000 international students over 

the next 10 years (Bhandari, Belyavina, and Gutierrez 2011).

Business process offshoring has already become a very important 

services sector for several Asian countries. India, the pioneer in global 

outsourcing services, has earned the reputation of being the world’s 

back office. The stellar growth of India, combined with the improved 

perception of offshoring by more American and European companies, 

have attracted more countries to join the global race for market share. 

The gamut of offshore services is expanding. In the industry’s 

early stages, most outsourced services involved routine call center, 
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IT support, software, and accounting work. Now there is strong 

growth in higher value knowledge-process outsourcing services, 

such as research and development, product design, and engineering, 

that previously were considered core competencies. India remains 

dominant across the broad spectrum of offshoring services. But 

the PRC is quickly gaining ground in specific services such as 

procurement and product development, helped by the presence of 

foreign manufacturing enterprises. The Philippines has established a 

stronger presence in call centers and specific business processes, and 

is attracting more legal service work from the US due to the similarity 

of its legal systems and English-speaking workforce. Eastern Europe 

and the PRC are favored for non-voice services. 

A survey found that although cost reduction remains a dominant 

driver for offshoring, other reasons are gaining in importance. They 

include access to qualified personnel, the need to redesign businesses, 

and increased speed to market (Shepherd and Pasadilla 2012). One 

implication of these emerging trends is that governments targeting 

the large offshoring market must invest in educational quality and 

develop large pools of skilled human capital. Other critical factors are 

the quality of IT infrastructure and institutions.

4.4.4  Policies for spurring services trade
ACI policymakers can significantly boost regional and international 

trade in services by lowering entry barriers for new entrants in a 

number of sectors and reducing costs for incumbents. Regulation 

must become more effective and more efficient, so that it imposes 

minimum economic cost. As a general rule, discrimination between 

incumbents and new entrants and between foreign and domestic 

firms is an inefficient way of achieving regulatory objectives. By 

reducing legal and actual discrimination, the ACI countries can realize 

significant gains across their economies from increased services trade.

Opening ACI services markets to foreign competition should be a 

priority. Limits on the legal form of entrants, requirements that they 

form local joint ventures, or caps on foreign equity make markets less 

competitive and tend to keep prices higher and service quality lower. 

Foreign direct investment will upgrade technology, information flows, 

and workforce skills in ACI service industries. FDI also will support 
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the emergence of regional production networks in services, similar to 

those in manufacturing. 

It will be important for the ACI economies to advance the 

regional integration agenda to promote services sector growth. These 

objectives are reflected in ASEAN’s ambitious goals for a single 

market for services; in time, they will need to extend across the ACI 

region. The ASEAN Economic Community (AEC) Blueprint  should 

be implemented, as should the ASEAN–PRC Agreement on Trade in 

Services. Progress in services negotiations between ASEAN and India 

has proved difficult, but it is hoped that differences will soon be 

resolved. Regulatory structures also must be put in place for more 

integrated and international services markets.

4.5  Re-energizing Agriculture
Although agriculture has declined as a share of GDP across ACI, 

it can become a new engine of growth. Agriculture remains integral 

to meeting the demand for reasonably priced food by increasingly 

affluent urban populations. According to baseline projections, by 

2030 ACI is expected to consume half the world’s grain, compared 

with one-third in 2004, with the fastest growth in the PRC. Real per 

capita food consumption in ACI in 2030 is expected to be double the 

2004 level (Table 4.3). Per capita consumption is projected to rise by 

226% in the PRC, 177% in India, and by 121% in ASEAN (Anderson 

2011). International food prices could be higher in 2030. 

Food self-sufficiency in the ACI economies is projected to fall 

further. The PRC will witness a decrease in self-sufficiency for most 

food products by 2030, including grains and meat. On the other hand, 

India is projected to increase the share of rice, wheat, and other 

coarse grains that it produces domestically, while becoming less 

self-sufficient in meats, oil seeds, sugar, and cotton. In ASEAN, self-

sufficiency will decrease for most foods (Table 4.4).

 In 2007, the ASEAN leaders adopted the AEC Blueprint to pace up the implementation 
of the AEC. The blueprint mandates the ASEAN members to establish the AEC by 2015. The 
Council of the AEC has the responsibility of monitoring the progress of the implementation. 
The blueprint is considered to be a milestone for ASEAN’s efforts to strengthen regional 
economic integration among the members (Soesastro 2008).
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Table 4.3: Projected Changes in Real Household Consumption per Capita of 
Agricultural and Food Products (%)

Table 4.4: Self-Sufficiency Ratio in Agricultural Products

Baseline scenarios Trade reform scenariosa

Core baseline Lower 
primary TFP

Higher 
grain

productivity

ASEAN+6, 
without 

agriculture 

ASEAN+6, 
with 

agriculture 

ASEAN+6
MFN

Full trade 
liberalization

PRC 226 160 228 0.0 0.2 0.9 1.3

ASEAN 121 88 123 0.9 1.7 3.4 3.6

India 177 130 178 -0.3 0.4 1.3 1.3

2004 base 2030 projectiona

PRC India ASEAN PRC India ASEAN

Rice 1.00 1.04 1.08 0.98 1.11 1.04

Wheat 0.84 1.03 0.11 0.65 1.22 0.05

Coarse grains 1.01 1.03 0.92 0.96 1.08 0.90

Fruit and vegetables 1.01 0.99 1.05 0.92 0.97 1.03

Oilseeds 0.47 1.01 0.79 0.19 1.00 0.66

Sugar 0.95 0.98 1.01 0.85 0.95 0.95

Cotton 0.64 1.00 0.17 0.48 0.91 0.10

Other crops 1.80 1.04 1.07 0.34 0.99 0.76

Beef and sheep 0.89 1.03 0.87 0.64 0.99 0.78

Pork and chicken 1.01 1.00 1.00 0.79 0.97 0.92

Dairy 0.97 1.00 0.65 0.93 1.02 0.70

Other food 1.03 0.97 1.17 0.92 1.02 1.24

ASEAN = Association of Southeast Asian Nations; ASEAN+6 = ASEAN plus the PRC, Japan, the Republic of Korea, Australia, India, 
and New Zealand; MFN = most favored nation; PRC = People’s Republic of China; TFP = total factor productivity.
Notes: Changes from 2004 base, core and alternative growth scenarios in 2030, and variations from that core base due to trade reforms.
In this analysis, the base period of 2004 is taken as ideal because it precedes the recent period of temporary spikes in food and fuel prices 
and the North Atlantic financial crisis and recession. The core projection in this chapter assumes that agricultural and trade policies and the 
trade imbalances of the United States and the PRC continue, and that endowment and productivity growth rates are sufficient to allow 
global export supplies of agricultural, mineral, and manufactured products to expand to almost keep pace with import demands. The core 
projection is compared with two alternative growth scenarios to 2030. One involves slower productivity growth in primary sectors globally 
and the other assumes faster grain productivity growth in the PRC, India, and ASEAN due to expanded domestic agricultural research and 
development aimed at slowing the rise in their food grain import dependence that is projected in the core scenario to otherwise occur.
a. This analysis includes two trade policy scenarios: (i) one series in which regional goods markets are partly or fully opened up; 
and (ii) another in which all developing countries’ agricultural import tariffs are raised toward their legal limits according to current 
World Trade Organization commitments.
Source: Anderson and Strutt (2012).

ACI = ASEAN, the PRC, and India; ASEAN = Association of Southeast Asian Nations; PRC = People’s Republic of China.
Notes: Projections made with 2004 base and 2030 scenario with faster grain total food productivity growth in the ACI economies.
a. This core projection for 2030 is based on faster total factor productivity growth in grain cropping in the ACI economies.
Source: Anderson (2011).
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 Upgrading the agriculture sector in ACI will also ease challenges 

that otherwise will grow in the decades ahead. The agriculture sector 

has been neglected in terms of investment, research and development, 

and technology. Many ACI economies have recently faced problems in 

food availability and malnutrition. In 2011, the PRC, India, Indonesia, 

Singapore, and Viet Nam experienced double-digit or close to double-

digit food price inflation, partly due to surging domestic prices of 

rice, wheat, and other staples. This led to a rise in general inflation, 

since food figures prominently in these economies’ consumer price 

indices (ADB 2011d). The dietary patterns of ACI citizens are expected 

to change dramatically, due to urbanization and income growth. 

Irrigation systems must be improved to enhance yields, as must 

crop management—particularly for hybrid rice. Investment is needed 

in agriculture infrastructure such as transport, communications, and 

power. Better energy and water policies, land management, access to 

finance, and local institutions are essential to boost productivity (Dev 

2011). 

To become a stronger growth engine, the ACI agriculture sector 

will have to sharply increase productivity and innovation. The 

availability of low-cost labor is declining, and competition with other 

industries for land is increasing. ACI farms must become more modern 

businesses, mirroring the progress made in more dynamic economic 

sectors. Governments should also help farmers diversify into non-

cereal production such as meat, fish, fruit, vegetables, and dairy. Since 

a large portion of ACI agricultural land is in small holdings, small 

farmers will need special attention to cope with the risks associated 

with shifting to new crops, declining productivity, and environmental 

challenges. Establishing more supermarkets, contract farming, and 

producer organizations could help. 

Some promising technological innovations include nutrient 

management, biotechnology, information technology, and zero tillage 

methods. Institutions for water use and management, supply chains, 

land management, women’s cooperatives, and small land holders can 

help disseminate new technologies and practices. 

Marketing and price incentives are essential to attract private 

investment in agriculture. Large retailers have enormous buying 

power, are more attuned than producers to the needs and tastes of 

consumers, and have better expertise in quality, reliability, product 
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differentiation, and packaging. MNCs also have improved agriculture 

value chains through outgrower schemes, contract farming, marketing 

contracts, and other forms of vertical coordination (Gereffi 1994). 

Not all agricultural producers are equipped financially and 

technically to catch up. Farmers often cannot obtain credit because 

of risks such as pestilence and weather. A lack of guarantee schemes 

also makes investment risky for producers and creditors. ACI 

governments are taking steps to address such issues. Still, there will 

be a need to better connect ACI farmers to the global value chain (Nag, 

Bhattacharyay, and De 2012).

If ACI can re-energize its agriculture sector, there are opportunities 

for growth. There is an increasing global demand for agricultural 

products. ACI as well as the rest of the world will benefit from more 

reliable food supplies and more efficient global distribution. 

The persistence of trade barriers is one factor preventing 

agricultural trade from reaching its potential. High tariffs and 

quantitative restrictions are among the barriers that impede the 

growth of trade in agricultural products. Arguments given are often 

related to the protection of the local industry or in maintaining the 

quality standards of the imported commodities. However, these 

stumbling blocks can be overcome with proper policy measures that 

will facilitate the adjustment of adversely affected sectors while 

encouraging sectors that have natural competitive advantages but can 

still benefit from technical improvements (Nag, Bhattacharyay, and De 

2012).

To increase agricultural trade, import or value-added taxes, export 

restrictions, and price controls should be abolished or reduced. Such 

actions also will attract private investment into the agriculture sector. 

Relaxing FDI rules in the retail sector would also be a stimulus. 

Other areas of regional cooperation in agriculture among the ACI 

economies include:

  The creation of an ACI food bank to reduce the expense of having 

buffer stock in each country.

 Increased collaboration in new sciences and research and 

development, particularly for enhancing crop yields, development 

of abiotic stress-tolerant varieties and hybrids, natural resource 

management techniques, water demand forecasting, remote sensing, 

and system modeling.
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 Increased capacity and knowledge through development of regional 

training facilities. 

 The exchange of experience, knowledge, technology, and information 

in areas such as germplasm, improved disease management 

technologies and practices, and improved animal breed.

 South–South cooperation in Consultative Group on International 

Agricultural Research (CGIAR) systems and International Crops 

Research Institute for the Semi-Arid Tropics (ICRISAT) (Dev 2011).

The ACI countries also should participate in global and regional 

initiatives to contain speculative activities in agriculture commodity 

trading and conversion of agricultural products to biofuels, which 

have had serious implications on food supplies in recent years.

4.6  Liberalizing Trade and 
Foreign Investment

The liberalization of trade and FDI by the ACI economies in 

the 1980s and 1990s—accompanied by sweeping reforms of their 

domestic economies—led to rapid growth of exports and inward 

investment. Incentives that previously promoted import substitution 

were replaced by measures that supported production and that made 

countries more attractive to MNCs. Tariffs, which once were in the 

30%–40% range in the PRC, India, the Philippines, and Thailand, among 

others, had dropped to less than 10% by 2012. Nontariff barriers 

dropped as well. Meanwhile, many East Asian economies eased such 

impediments to FDI as market-access restrictions and “negative lists” 

for specific industries, right of establishment, and limits on foreign 

equity ownership—while they have improved incentives such as tax 

breaks. These reforms have enabled ACI countries to improve resource 

allocation, exploit economies of scale, and learn valuable knowledge 

and technology from foreign markets.

Significant obstacles remain, however. Many Asian economies 

continue to shield sectors such as automobiles and steel with high 

tariffs and investment restrictions, for example. Agriculture also is 

heavily protected, which of course is the case in developed economies 

as well. As discussed below, the desire among East Asian countries to 
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Table 4.5: Trading across Borders—Trade Facilitation, 2012

Ranking 
(out of 185 
economies)

Documents 
to export 
(number)

Time to 
export 
(days)

Cost to 
export 
($ per 

container)

Documents 
to import 
(number)

Time to 
import 
(days)

Cost to 
import 
($ per 

container)

Australia 44 6 9 1,100 7 8 1,120

Brunei Darussalam 40 6 19 680 6 15 745

Cambodia 118 9 22 755 10 26 900

PRC 68 8 21 580 5 24 615

India 127 9 16 1,120 11 20 1,200

Indonesia 37 4 17 644 7 23 660

Japan 19 3 10 880 5 11 970

Rep. of Korea 3 3 7 665 3 7 695

Lao PDR 160 10 26 2,140 10 26 2,125

Malaysia 11 5 11 435 6 8 420

Myanmar NA NA NA NA NA NA NA

Philippines 53 7 15 585 8 14 660

Singapore 1 4 5 456 4 4 439

Thailand 20 5 14 585 5 13 750

Viet Nam 74 6 21 610 8 21 600

Lao PDR = Lao People’s Democratic Republic; NA = not available; PRC = People’s Republic of China.
Source: World Bank Doing Business Index 2013. http://www.doingbusiness.org/data/exploretopics/trading-across-borders 
(accessed 3 April 2013).

133

Engines of Productivity and Growth

expand business opportunities has spurred a surge of regional free 

trade agreements (FTAs) that would dismantle such barriers.

The facilitation of trade and FDI are also becoming more important 

issues. The wide range of potential facilitation measures includes the 

harmonization of technical standards and simplification of customs 

procedures. Table 4.5 shows that India, the PRC, and many ASEAN 

members still need to reduce the time and cost associated with 

conducting trade.

4.6.1  Implementing a region-wide free trade 
agreement

In 2000, there were three FTAs in Asia. By 2012, there were 71. 

Another 84 agreements are either proposed or under negotiation 

(Kawai and Wignaraja 2013). The only regional pact is the ASEAN Free 
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Trade Area (AFTA), established in 1992. The explosion of FTAs reflects 

dissatisfaction with the slow progress of global trade talks, the need to 

support sophisticated production networks through continued trade 

and investment liberalization, and a defensive response to the spread 

of FTAs elsewhere in the world.

The benefits and costs of these FTA deals are the subject of polarizing 

debates. Advocates point out that agreements strengthen the policies that 

underpin regional trade integration, laying the building blocks toward 

multilateral liberalization. Market integration in Asia through FTAs 

also can promote greater intraregional trade and investment and create 

opportunities for greater production and spending in the region. There 

are losers, however, when certain sectors are liberalized. It is therefore 

necessary to facilitate labor mobility (Box 4.1) and the movement of firms 

from losing sectors to gaining sectors by retraining and upgrading 

workers, reducing entry barriers to new firms, and facilitating the 

exit of failing companies through structural reform. Sector-specific 

protectionist policies should be avoided as much as possible, while 

competition should be strengthened.

Critics also worry that the wave of FTAs erodes the multilateral 

process and is fostering a “noodle bowl” of overlapping rules of origin 

requirements that may be costly to businesses. Baldwin and Kawai 

(2008) argued that overlapping, complex agreements—with different 

liberalization standards, exclusion lists, rules of origin, and standards—

risk becoming unwieldy, making doing business cumbersome. 

Despite these concerns, a study shows that multiple rules of origin 

impose limited burden on East Asian firms (Kawai and Wignaraja 2009). 

The study also finds that Asian businesses—particularly the larger, 

more established firms—view FTAs positively and that the wider 

export market access and lower costs of imported intermediate inputs 

exceed the costs associated with such agreements. This suggests that 

FTAs are indeed bolstering trade among firms—particularly as the 

economic recovery takes hold—in the wake of declining trade volumes 

and the nascent protectionism triggered by the global economic crisis.

To make optimal use of the region’s multitude of FTAs, 

companies need to plan trade businesses more efficiently. Meanwhile, 

policymakers should seek to minimize transaction and administrative 

costs associated with multiple, overlapping FTAs, while maximizing 

benefits offered by preferential tariffs and increased market access. 
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Several short-run remedial measures include reducing most-favored 

nation tariffs and rationalizing rules of origin. 

Problems with the noodle bowl effect could be overcome through 

one FTA among many countries in the region (Chia 2009). Kawai 

and Wignaraja (2009) have argued that a region-wide FTA would 

also spur growth in Asian trade and investment and permit greater 

specialization and economies of scale. A region-wide FTA would make 

it possible to harmonize procedures for issuing certificates of origin, 

use of self-certification, and achieve full cumulation of rules of origin. 

The merits of consolidating the plethora of bilateral and 

multilateral agreements are increasingly recognized in East Asia. 

There are competing proposals for region-wide FTA proposals, 

however. These include the East Asia Free Trade Area (EAFTA) that 

would include ASEAN, the PRC, Japan, and the Republic of Korea, 

and a Comprehensive Economic Partnership for East Asia (CEPEA), 

that would also include India, Australia, and New Zealand. A Trans-

Pacific Partnership (TPP) agreement among a number of Asia-Pacific 

Economic Cooperation members also has been proposed. 

A region-wide agreement would provide many benefits over many 

bilateral agreements, according to a computable general equilibrium 

analysis by Kawai and Wignaraja (2009). An EAFTA would contribute 

to global income, while gains would be even larger with a broader 

CEPEA. Third parties, such as the US and EU, would lose little by being 

excluded from either an EAFTA or CEPEA. 

For poorer Asian nations, a region-wide FTA would offer both 

opportunities and risks. The possibilities include greater market 

access and participation in regional production networks. The dangers 

include increased competition from more efficient foreign companies. 

Safeguards for poorer countries and capacity-building assistance will 

be crucial to improve supply-side competitiveness in less-developed 

ASEAN countries.

ASEAN is emerging as a major force of integration for the entire 

region. ASEAN already has separate agreements with the PRC, the 

Republic of Korea, Japan, India, and Australia–New Zealand. ASEAN 

has also embarked on establishing an ASEAN Economic Community 

(AEC) by 2015. 

The AEC could be instrumental in establishing a potential 

template for services integration in the region. One AEC objective is 
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that “there will be substantially no restriction to ASEAN suppliers 

in providing services and in establishing companies across national 

borders within the region, subject to domestic regulations” (ASEAN 

2008). Liberalization measures in all sectors focus on GATS Modes 

1–3, with specific guidelines covering the removal of restrictions 

on cross-border trade, foreign ownership, and equity. Consistent 

with previous approaches to liberalization of services in ASEAN, 

the AEC Blueprint identified four priority sectors for integration 

by 2010: air transport, e-ASEAN, health care, and tourism. The 

logistics sector is to be liberalized by 2013, while other sectors 

will open by 2015. Subgroups of countries have the flexibility to 

proceed at different speeds through an “ASEAN minus X” formula. 

The blueprint also deals separately with financial services, and 

suggests that the pace and scope of liberalization are likely to be 

less in that sector than in others, primarily due to ongoing concerns 

about the relationship between liberalization and financial sector 

stability in some countries.

Although the AEC Blueprint on services is an ambitious 

document, the question of implementation on the ground remains 

serious. Successive liberalization “packages” have identified a range 

of measures for members to implement. The ASEAN Secretariat’s 

AEC scorecard indicates impressive progress, with more than 70% 

of targets and 80% of “single market” targets achieved by 2010 

(ASEAN 2010). The scorecard also indicates that considerable work 

remains, however, as additional reform packages for services come 

on line. Other analyses are more skeptical about progress on the 

AEC Blueprint in services (see, for example, Fink and Molinuevo 

2007).

ASEAN’s bilateral agreements with the PRC and India have been 

more difficult to conclude in services than in goods trade. A services 

agreement is still under negotiation with India, with progress on 

GATS Mode 4 proving to be difficult.7  ASEAN reached a Trade in 

Services (TIS) Agreement with the PRC in 2007 that is based on a 

 The four modes of trade in services, as identified in the General Agreement on Trade in 
Services (GATS) are: Mode 1 cross-border transactions, Mode 2 consumption abroad, Mode 3 
commercial presence, and Mode 4 movement of natural persons. The move toward services 
liberalization is clearly a step in the right direction. However, at the time of writing, it is 
unclear how much actual liberalization has occurred as ex post assessments have yet to be 
comprehensively conducted (EIC 2012; ASEAN 2012a, 2012b).
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positive list approach. In other words, liberalization commitments 

are only made in specific sectors, with a hybrid positive and negative 

approach to listing the level of openness (Fink and Molinuevo 2008). 

The PRC’s obligations under the TIS are more limited than its GATS 

commitments. This suggests that it has agreed to minor additional 

liberalization.

Going forward, it will be important for the ACI economies to 

continue to leverage regional integration initiatives that reform 

regulation of key services sectors. Whereas regional agreements 

to liberalize goods trade often are strongly discriminatory, that is 

much less true for services (Miroudot, Sauvage, and Shepherd 2010). 

That is because reforms to lower entry barriers or reduce the cost 

burdens of incumbents apply equally to all trading partners, rather 

than only preferred partners. The political impetus behind ACI 

integration can therefore be used to help promote broad-based gains 

in the regional services economy, provided that implementation on 

the ground is sufficient.

Investment liberalization treaties should provide substantive 

clauses for investment protection, facilitation, and liberalization. 

They should also contain a procedural component for dispute 

settlement.  High-quality investment agreements will promote 

FDI flows and contribute to upgrading technology in developing 

Asia. The ACI economies could also boost productivity by making 

it easier for workers—especially skilled workers—to migrate and by 

liberalizing the services sector (Box 4.1).

The AEC Blueprint sets out initiatives to liberalize and facilitate 

investments. Investment cooperation in ASEAN was implemented 

through the 1998 Framework Agreement on the ASEAN Investment 

Area, while investment protection was implemented through 

the 1987 ASEAN Agreement for the Promotion and Protection of 

Investment, or the ASEAN Investment Guarantee Agreement (IGA). 

In February 2009, the ASEAN Investment Area was replaced by 

the ASEAN Comprehensive Investment Agreement (ACIA), which 

takes into account international best practices based on four 

pillars—liberalization, protection, facilitation, and promotion. The 

ACIA also includes new provisions. For example, all industries in 

This paragraph draws on Kotera (2006).
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Source: Based on Wilson, Verma, and Jaynthakumaran (2012). 

Box 4.1: Migration and Productivity

I
ncreased migration can contribute to productivity and 

economic growth by boosting the size of a country’s working-

age population (Morley 2006). Increased output per worker, 

particularly by better-educated migrants, will have a positive 

impact on growth. Migration will enhance productivity growth by 

reallocating sectoral employment and production, due to the rise 

in the skilled versus unskilled wage in both sending and receiving 

countries. Increased remittances sent by migrants can form an 

effective redistributive mechanism in the sending country’s 

economy. For the receiving country, migration will increase capital 

formation and reduce capital intensity, increasing the marginal 

productivity of capital and further encouraging world saving, 

which implies convergence of the sending and receiving countries 

(Levine et al. 2010). 

ACI is expected to witness increased demographic imbalances 

between labor surplus and labor deficit countries in terms of 

low-cost, low-skilled labor, and highly skilled labor. The PRC, 

Thailand, Viet Nam, and Indonesia, among others, are projected 

to have significant elderly populations and dependency ratios 

of between 25% and 40% in 2030. Free movement of labor, 

particularly of skilled workers across ACI, can promote economic 

efficiency, productivity, and significant improvements in their 

well-being and the quality of life. There are large spreads in 

wages and living standards in the ACI that will act as incentives to 

increase intraregional migration in the decades ahead. The aging 

of populations is expected to slow productivity and growth as 

labor forces decrease along with savings and investment rates. 

This is likely to diminish output and consumption growth rates 

and reduce per capita tax receipts. The ACI economies therefore 

need to develop appropriate and common migration policies to 

share the burdens of aging and dependency.

the manufacturing, agriculture, fishery, forestry, and mining and 

quarrying sectors, and services incidental to these five sectors are to 

be liberalized. The ASEAN FTAs with the PRC, the Republic of Korea, 

and Australia–New Zealand also have investment agreements. India 

and Japan are currently negotiating an investment agreement. 

(Continued)
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4.7  Infrastructure as a Growth 
Growth Driver

The ACI economies have made great improvements in infrastructure 

since the early 2000s. The region’s infrastructure needs over the next two 

decades remain large. The PRC alone needs $4.37 trillion in investment 

and India $2.17 trillion. The planning, coordination, financing, and 

implementation of infrastructure projects, both hard and soft, represent 

critical new opportunities for regional productivity policy.

Investment in physical infrastructure—transportation, 

information technology services, logistics, and telecommunications—

promotes productivity in all economic sectors. It reduces trade and 

logistics costs, ensures that growing economies have the energy 

they need, and provides connectivity that can facilitate formation of 

competitive industries and deepening regional production networks. 

Investment in “soft” infrastructure—the business processes that 

support competitive firms—is also essential. 

Despite the region’s great progress, significant deficits 

remain. Simply keeping ahead of the growing demand for energy, 

transportation, and water—especially in the PRC and India—will be a 

major challenge. Another is to improve infrastructure quality, a major 

facet of an economy’s global competitiveness. As can be seen from 

Table 4.6, ACI’s performance in this regard is mixed. The region overall 

has made gains in both infrastructure quality and competitiveness. 

With the exception of Singapore, however, all the ACI economies still 

lag the developed Asian and non-Asian economies.

4.7.1  Enhancing connectivity
Building infrastructure to improve connectivity will be a major 

undertaking over the next two decades—with great potential economic 

payoff. Connectivity needs to be accomplished at three interlinked 

levels: within countries, between countries in a subregion, and between 

subregions and the large ACI economies.

Several ACI middle- and low-income countries, particularly India, 

the Lao PDR, Cambodia, and Viet Nam, have yet to be fully integrated 

the manufacturing, agriculture, fishery, forestry, and mining and 

quarrying sectors, and services incidental to these five sectors are to 

be liberalized. The ASEAN FTAs with the PRC, the Republic of Korea, 

and Australia–New Zealand also have investment agreements. India 

and Japan are currently negotiating an investment agreement. 

(Continued)
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Table 4.6: Global Competitiveness and Infrastructure Quality Indexes

Global competitiveness rank Infrastructure score
2000 2000–2011 2011–2012 2010–2011 2011–2012

ASEAN
  Brunei Darussalam NA 28 28 4.33 4.23
  Cambodia NA 109 97 2.70 3.01
  Indonesia 64 44 46 3.56 3.77
  Lao PDR NA NA NA NA NA
  Malaysia 30 26 21 4.97 5.22
  Myanmar NA NA NA NA NA
  Philippines 48 85 75 2.92 3.09
  Singapore 4 3 2 6.22 6.33
  Thailand 33 38 39 4.84 4.65
  Viet Nam 60 59 65 3.56 3.59
PRC 39 27 26 4.44 4.63
India 57 51 56 3.49 3.60
Other economies
  Hong Kong, China 13 11 11 6.77 6.71
  Japan 21 6 9 5.69 5.69
  Rep. of Korea 23 22 24 5.59 5.94
  Taipei,China 7 13 13 5.63 5.62
  Germany 17 5 6 6.43 6.35
  United Kingdom 12 12 10 5.88 6.09
  United States 2 4 5 5.65 5.68

ASEAN = Association of Southeast Asian Nations; Lao PDR = Lao People’s Democratic Republic; 
NA = not available; PRC = People’s Republic of China.
Notes: The number of economies covered in the Global Competitiveness Index in 2000, 
2010–2011, and 2011–2012 are 75, 133, and 142, respectively. 
Score: 1 = poorly developed; 7 = among the best in the world.
Sources: WEF (2000, 2010, 2011a). 
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into East Asian production networks, largely because of their 

infrastructure inadequacies. Myanmar and Bangladesh, two critically 

important economies, are poorly connected to the PRC, ASEAN, and 

India. Thailand, Indonesia, and the Philippines,  among others, that are 

already in production networks need to enhance their infrastructure 

to further deepen their integration.

Connecting subregions with ACI, such as the Mekong region and 

countries around the Bay of Bengal, can create the building blocks 

of pan-Asian connectivity. Better connectivity also is needed within 

countries. In large economies like the PRC, India, and Indonesia, 

distant islands and remote inland regions remain isolated from 

economic centers.

Enhancing connectivity in ACI will require several challenges to be 

addressed at the country, regional, and subregional levels. The mission 

requires strong leadership, ownership, and political will. Actions must 

align with national and regional infrastructure priorities and plans, 
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and soft infrastructure such as policies, regulations, and institutional 

frameworks for cross-border issues must be in place. Strong partnership 

and coordination among governments, regional bodies, development 

agencies, and the private sectors will also be required. 

4.7.2  National connectivity
ACI is a complex region with mountainous borders across India 

and the PRC; archipelagic countries such as Indonesia, Malaysia, 

and the Philippines; and a landlocked country, the Lao PDR. Their 

challenges in connecting the projected 3.46 billion 2030 population of 

ACI will therefore vary from country to country. 

People’s Republic of China: The PRC’s coastal region is well 

connected internally and with the rest of Asia. Many interior regions, 

however, are poorly connected to the PRC’s developed coastal regions 

and the rest of the world. The PRC has successfully developed several 

transport and economic corridors. The Yangtze River Economic 

Corridor is a successful example of linkages between infrastructure 

and industrial development (Box 4.2) and is a model from which other 

ACI economies can learn. The PRC’s next challenge is to enhance 

connectivity within interior regions and between interior and coastal 

regions. In 2013, the PRC plans to spend about $105 billion for railway 

development, a 3% increase from spending in 2012 (People’s Daily 

2013). By 2020, the PRC’s high speed rail network would cover 16,000 

kilometers, servicing more than 90% of the country’s population 

(Financial Times 2010).

India: India faces significant infrastructure deficits, and therefore 

serious challenges to improving domestic connectivity. In the 

12th plan period (2012–2017), India plans to invest $1.2 trillion in 

infrastructure. It also plans to create a model corridor connecting big 

cities in the western, eastern, southern, and central regions in order to 

foster industrial clusters and agglomeration. The process is expected 

to create several new megacities. A business model has been developed 

for the Delhi–Mumbai industrial corridor, which could promote rapid 

urbanization (Box 4.3). The first phase is to be completed by 2013 and 

the second by 2018. 

Indonesia: Western Indonesia has always been more developed 

than the east. Western Indonesia attracted more investment and had 
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more opportunities to improve infrastructure, leading to a virtuous 

cycle. Eastern Indonesia has lagged, in part because the country is an 

archipelago. Better links with Indonesia’s fast-growing regions and the 

rest of the world would stimulate development.

4.7.3  Regional connectivity
Pan-Asian initiatives. At the pan-Asian level, the major initiative 

is the multi-modal transport master plan under the Asian Land 

The People’s Republic of China (PRC) provides one of the most 

successful cases of the strategic linkage between infrastructure 

development and industrial development. The Yangtze River Economic 

Corridor generates 45% of the PRC’s gross domestic product, making 

it the main driving force of its economic development. Four corridors 

have been developed to connect the lagging regions to this advanced 

coastal region. They are the Jiangsu–Yangtze, Anhui, Hubei–Yangtze, 

and Chongqing–Yangtze economic corridors. The results include: 

 Enhanced connectivity between the coastal cities to inland regions

 Upgraded container shipping facilities and river transit services

 Construction of transport infrastructure, such as roads, rails, tunnels,   

bridges, and port facilities. 

Source: Jiangsu Provincial Foreign Affairs Office. http://www.jsfao.gov.cn/yingwen/yanjiangkaifa.asp
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Box 4.3: The Delhi–Mumbai Industrial Corridor (DMIC)—
Taking the Road to Growth

The DMIC aims to create a “business model” out of urbanization. 

It envisages a 1,483-kilometer fast-speed dedicated freight corridor, 

which will facilitate the creation of seven new megacities and industrial 

zones and several other cities along the way. The project emphasizes 

expanding the manufacturing and services base. The government 

has announced a robust $90 billion budget for the project. Trunk 

infrastructure along the corridor will include nine mega industrial 

zones, a high-speed dedicated freight line, three ports, six airports, 

an intersection-free highway, and a 4,000-megawatt power plant. A 

ministerial level steering authority is the policymaking body of the 

project. 

Source: Delhi Mumbai Industrial Corridor Development Corporation Limited.
http://www.dmicdc.com/
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Transport Infrastructure Development (ALTID) project, which includes 

all the ACI economies (see Box 4.4 for details). In the coming decades, 

ACI will witness more cross-border transport corridors that will boost 

economic activity by connecting lagging regions to major business 

centers and cities. Existing transport corridors need to be converted 

into economic corridors. 
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Asian Land Transport Infrastructure Development (ALTID)

The ALTID initiative has three components—the Asian Highway, 

the Trans-Asian Railway, and the facilitation of land transport 

projects through intermodal transport terminals. Its priorities are 

interconnecting the Asian Highway and Trans-Asian Railway networks 

with seaports and establishing 700 “dry ports” in landlocked countries 

by 2015. The Asian Highway project seeks to improve economic links 

between Asia, Europe, and the Middle East. It is planned as a network 

of 141,271 kilometers (km) of standardized highways—including 155 

cross-border roads—that crisscross 32 Asian countries. The Trans-

Asian Railway network, covering a distance of 114,000 km in 28 

countries, would link pan-Asian and pan-European rail networks at 

various locations, connecting major ports and providing landlocked 

countries with better access to seaports (UNESCAP 2010).

Greater Mekong Subregion (GMS)

The GMS has developed a 10-year strategic framework for 

enhancing connectivity and competitiveness in the subregion. The GMS 

countries have initiated three economic corridor projects (east–west, 

north–south, and south) for promoting trade, investment, economic 

development, and transport infrastructure connectivity. The GMS Cross-

Border Transport Agreement covers almost all aspects of cross-border 

transport facilitation. The member countries are also building cross-

border interconnections between energy surplus and energy deficit 

countries under an Intergovernmental Agreement on Regional Power 

Trade. Additionally, a telecommunications network has been developed 

that extends to Cambodia, the Lao People’s Democratic Republic (Lao 

PDR), Thailand, and Viet Nam. 

Bay of Bengal Initiative for Multi-Sectoral Technical and Economic 

Cooperation (BIMSTEC)

BIMSTEC seeks to connect Southeast Asia with South Asia. 

BIMSTEC’s sectors include trade and investment, transport and 

communication, energy, and people-to-people contact. Infrastructure 

receives special attention with the Energy Infrastructure Development 

Project for natural gas, a feasibility study for Thailand’s proposed 

short-sea shipping development, preparation for the proposed 

BIMSTEC Framework Agreement on Multimodal Transport, and design 

of the Kanchanaburi–Three Pagoda Pass Railway line. 

Box 4.4: Pan-Asian and Subregional Connectivity

(Continued)
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Brunei Darussalam–Indonesia–Malaysia–The Philippines East ASEAN 

Growth Area (BIMP–EAGA)

Infrastructure projects under BIMP–EAGA focus on promoting greater 

mobility of people, goods, and services in the aviation and maritime 

sectors. The initiative is expected to promote cross-border movement of 

commercial vehicles as well as establish integrated sea links. 

Indonesia–Malaysia–Thailand Growth Triangle (IMT–GT)

The IMT–GT has six working groups. One focuses on infrastructure 

and transport. In the energy sector, IMT–GT’s Melaka–Pekan Baru 

project involves electricity interconnection between Peninsular 

Malaysia and Sumatra, Indonesia. The project will be implemented in 

two phases over the coming decade. 

Initiatives for subregional and bilateral energy cooperation include:

ASEAN Power Grid

ASEAN Plan of Action on Energy Management 

 Trans-ASEAN Gas Pipeline that involves the construction of 4,500 km 

of pipelines worth $7 billion

Model for Energy Supply Alternatives and their General Environmental 

Impact that promotes integrating the GMS energy market

Nam Theun 2 Project between the Lao PDR and Thailand that 

generates 1,000  megawatts (MW) of  electricity for export to Thailand. 

Three additional projects of 750 MW are being implemented.

(Continued)

Source: Authors’ compilation.
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Subregional and bilateral initiatives. Several subregional initiatives 

will be of critical importance for the integration of ACI and all of Asia. 

They include the Greater Mekong Subregion, the Bay of Bengal Initiative 

for Multi-Sectoral Technical and Economic Cooperation, the Brunei 

Darussalam–Indonesia–Malaysia–The Philippines East ASEAN Growth 

Area, and the Indonesia–Malaysia–Thailand Growth Triangle (see Box 

4.4 for more details). ASEAN has launched a comprehensive master 

plan for connectivity covering physical infrastructure, institutional 

arrangements, and people-to-people connectivity. Some ASEAN 

economies, the PRC, and India are also involved in bilateral initiatives. 

Although cooperation in cross-border transportation has made 

some progress, that of energy cooperation has so far been limited. 

Adequate, harmonized regulations, policies, price incentives, and 

institutional frameworks for the region will be crucial. 
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4.8  A Pro-Productivity Agenda  
for ACI

Accelerating productivity growth is central to ACI’s prospects for 

maintaining rapid economic development, avoiding the middle-income 

trap, and realizing its potential. Demographic trends, lower global 

economic growth, slower progress on global trade and investment 

liberalization, and environmental and energy challenges all present 

restraints. Given ACI’s resources and managerial skills, they are not 

insurmountable. But they will require concerted policy attention, bold 

leadership, and regional cohesion. The way to promote competition 

is to deregulate domestic markets and liberalize trade and FDI, which 

will open doors for new domestic players and foreign companies. 

A multi-pronged strategy is required. First, firms must face greater 

competitive pressure to upgrade technology, improve efficiency, and 

innovate. Deregulating domestic markets and liberalizing trade would 

accomplish this by attracting new domestic and foreign entrants 

and by unleashing the competitive pressures required to stimulate 

innovation and entrepreneurship. 

Policies must also facilitate the extension of regional production 

networks to connect the region’s increasingly high-wage countries 

with production locations where low-wage workers are still available. 

Integrating India, Viet Nam, Cambodia, the Lao PDR, and Myanmar 

into regional production networks (RPNs) would enable these nations 

to absorb many of the estimated 85 million low-wage manufacturing 

jobs that are expected to leave the PRC in the coming decade and to 

attain the economies of scale needed to develop globally competitive 

industrial clusters (Lin 2011a). Freer trade and investment can facilitate 

the transfer of technology and management know-how from foreign 

firms to domestic companies. Improving connectivity in the region is 

crucially important to promote movement of goods, services, people, 

funds, information, and others, which would contribute to increase in 

productivity.

In the ACI economies, investments in education and training 

will be central to enable workforces to absorb the higher skills 

needed to move into high-productivity industries and assimilate new 
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technologies. Labor markets need to become flexible enough to enable 

workers to move within countries—and even among them—with much 

less difficulty than is the case now. 

Finally, the ACI economies require environments that will enable 

wide-scale innovation. They must invest in technological capabilities 

including R&D (see Box 4.5), strengthen intellectual property protection, 

and foster the development of ecosystems that enable dynamic 

entrepreneurs to obtain the financial help, training, and mentorship 

they need to launch new generations of businesses and industries. 

The ACI economies should collaborate to achieve these objectives. 

A comprehensive region-wide agreement of free trade and investment—

and that extends beyond goods to services and agriculture—would 

be a major advance, and lead to broader economic cooperation. The 

ongoing discussions for an ASEAN+6 framework that includes the PRC, 

the Republic of Korea, Japan, India, Australia, and New Zealand could 

begin a process that will lead to a comprehensive economic partnership 

in Asia. The ACI nations, especially the PRC and India, the region’s two 

rising economic giants, should work bilaterally. The detailed, pragmatic 

implementation of this agenda is centrally important. It will determine 

whether the region can achieve the productivity gains and new engines 

of growth required for its great transformation.

Box 4.5: Role of Technological Capabilities in Asian Electronics 
Production Networks

A
sia’s success in manufactured exports in electronics and other 

industries has been underpinned by regional production 

networks and outward-oriented development strategies. Yet 

little is known in the literature about the role of firm-level factors—

most notably building technological capabilities—in influencing the 

behavior of production networks in economically important Asian 

economies. 

To fill this gap, recent research explores building technological 

capabilities in the electronics production network in Asia through a 

firm-level, cross-country study covering over 1,000 firms in four Asian 

newly industrializing economies: the People’s Republic of China (PRC), 

India, the Philippines, and Thailand. The technologically sophisticated 

electronics industry is one of Asia’s largest exports and plays a 

crucial role in the region’s industrial development. The PRC has 
(Continued)
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attracted significant foreign direct investment (FDI) inflows and has 

emerged as one of world’s largest exporters of electronics products. 

Meanwhile, India is attempting to follow the PRC’s example by 

fostering a global competitive advantage in electronics products. 

Thailand and the Philippines have also relied on FDI to emerge as 

notable electronics exporters. 

The study focused on tracing the links between technological 

capabilities and exporting. Exporting, importing, and subcontracting 

are considered important firm-level activities involved in integrating 

into production networks. Using recent methodological developments 

in the literature on technological capabilities, the study mapped 

levels of technological capabilities according to different enterprise 

characteristics and econometrically analyzed factors affecting firm-

level exporting behavior. The mapping of technological capabilities 

utilized a framework developed by the late Sanjaya Lall which 

categorized capabilities into various technical functions performed 

by firms to absorb technologies from abroad. Using Lall’s framework, 

a technology index (TI) was constructed based on nine firm-level 

functions to represent different levels of technological competence 

normalized to result to a value between 0 and 1. The TI scores 

can be interpreted as the higher the TI score, the greater the level 

technological capability. 

Table B4.5.1: Means of Technology Index Scores by Export Behavior, 
Ownership, and Size

Thailand Philippines PRC India

All firms 0.51 0.38 0.52 0.48

Exporters 0.56 0.46 0.55 0.58

Non-exporters 0.39 0.28 0.50 0.46

Large firms 0.59 0.42 0.54 0.61

SMEs 0.31 0.27 0.48 0.47

Foreign firms 0.58 0.41 0.54 NA

Domestic firms 0.40 0.31 0.51 NA

NA = not available; PRC = People’s Republic of China; SMEs = small and medium-sized enterprises.
Sources: PRC, Philippines, Thailand data from Wignaraja (2012a, 2012b, 2013); India data from 
authors’ estimations.

Table B4.5.1 shows the means of the firm-level TI scores for 

the four Asian economies by export behavior, ownership, and size. 

(Continued)
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Overall levels of technological capabilities in PRC firms are higher 

than those in the other three economies. Thailand closely follows and 

then India and the Philippines. The results point to significant inter-

country differences in innovation and learning processes at firm-level. 

In particular, the gap in TI scores between the PRC firms of different 

size, ownership, and export behavior is much narrower than in the 

other three economies. For instance, TI scores for PRC foreign (0.54) 

and domestic firms (0.51) are relatively close, suggesting broad-based 

technological development. Technology spillovers between different 

types of firms in the PRC seem to be occurring at a faster rate than in 

the other three economies. This supports the argument that mutual 

productivity spillovers are taking place between foreign and local 

firms in the PRC due to diffusion of technology and local learning. 

Meanwhile, the other economies have some technological competent 

firms alongside a long tail or technological under-performance.

The econometric analysis sheds interesting light on the links 

between exporting, ownership, human capital variables, and TI in the 

Asian economies. The TI plays an important role in exporting and has a 

highly significant and positive relationship in all four Asian economies. 

The magnitude of the effect of the TI is also more than those of the 

other explanatory variables in the model. Apart from these, firm-level 

exporting is influenced by the following: large firm size in the PRC and 

the Philippines; higher levels of technically qualified human resources 

in India; high levels of education of general manager or chief executive 

officer in the PRC; and a high ratio of the net value of production 

capital to employee the PRC. The study thus shows that technology-

based approaches to trade offer a plausible explanation for firm-level 

exporting behavior and complement the literature on production 

networks.

The Asian experience suggests that the optimal policy framework 

to encourage exporting behavior and supporting integration of firms 

to production networks should include a mix of incentives, human 

capital investments, technology support, modern infrastructure, and 

effective policy management. This includes domestic policies that 

focus on attracting export-oriented FDI and acquiring technological 

capabilities. While research and development expenditures did not 

appear statistically significant in the model used in the study, it 

remains important to future competitiveness in a world of rapidly 

changing technologies and also warrants policy support. 

Source: Prepared using Wignaraja (2012a, 2012b, 2013).
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5  Managing 
Energy, Water, and 

the Environment 

5.1  Introduction
 The rapid economic expansion of the ACI economies since the 

1990s not only has made the region the center of global growth in 

consumption and production but also has created strong pressure on 

the region’s natural resources and environment. The impact of the 

overuse of minerals, water, fisheries, forests, and other resources is 

being felt across the region. Carbon emissions have risen dramatically, 

harming the quality of air, water, and arable land and heightening the 

risks of global warming. 

The strong growth projected for the ACI economies will bring with 

it even greater responsibility for stewardship over increasingly scarce 

resources and the ecological health of Asia and the planet. ACI’s 

rising transportation needs, increased affluence, heavy reliance on 

carbon-based fuels, and energy-intensive industries mean that energy 

demand will rise dramatically—and will outstrip regional production 

capabilities. Furthermore, ACI’s role as the world’s biggest source of 

greenhouse gas emissions is likely to grow.

Mismanagement of these responsibilities will magnify emerging 

challenges such as energy and water security, environmental degradation, 

and climate change—and could potentially constrain future growth 

of individual ACI economies and their neighbors (see Chapter 2 for a 

detailed analysis). It also could generate bilateral, regional, and global 

tensions as other nations compete for resources and struggle to cope 

with external ecological impacts. The present course is unsustainable.

ACI_all.indd   151 14/09/02   10:11



152

ASEAN, PRC, and India: The Great Transformation

This chapter analyzes the trends and implications of ACI’s 

consumption of key resources such as energy and water and the 

related environmental challenges. It examines the investments the 

region must make in energy efficiency and conservation, environment-

friendly energy sources, buildings, and infrastructure. It also explores 

how the ACI countries can work with each other and with the global 

community to manage resources, address environmental challenges, 

and develop new standards to curb emissions of greenhouse gases 

and guarantee energy and water security as the region moves toward 

a low-carbon green growth paradigm. 

The ACI economies are successful when judged by their rapid 

growth. Their record is less impressive when environmental damage 

is accounted for.  Most ACI economies have grown rapidly by relying 

heavily on exports of manufacturing products. They became more efficient 

producers of primary commodities and industrial goods—but at a cost 

to their natural environments and resources reserves (Outlook Business 

2008). Developed economies turned increasingly toward cleaner, service-

oriented production, importing more energy-intensive goods at low 

prices. Until recently, ACI accounted for a small share of world demand 

for resources such as energy, metals, and food commodities relative to 

the size of their populations. ACI’s share of global energy consumption 

nearly doubled, from 16% in 2000 to 27% in 2009 (EIA 2012).

While the ACI countries have poured considerable capital into 

industrial capacity and transportation and energy infrastructure, 

however, they have invested relatively little in pollution prevention, 

energy efficiency, renewable energy, and sustainable irrigated 

agriculture. Existing economic policies and market incentives continue 

to allow businesses to generate significant environmental problems, 

largely unchecked and unaccounted for.

The ACI economies more than doubled in size between 1981 and 

2010. But 60% of their endowment of natural resources was consumed 

during this period. Most of the region’s ecosystems have either been 

degraded or overused (UNESCAP, ADB, and UNEP 2012). 

 The PRC’s one-off attempt to calculate “green GDP” found that environmental pollution 
cost 3.05% of gross domestic product (GDP) in 2004, or around one-third of GDP growth in 
that year (Sun 2007). Although such estimates are unavoidably speculative, it is indicative of 
the true magnitude of damage that this particular figure encompassed only direct economic 
losses (such as agricultural production and health) and not natural resource degradation or 
long-term ecological damage.

30
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5.2  Sustainable and Secured 
Energy in ACI

5.2.1  Meeting energy needs while easing 
dependence on fossil fuels

Energy demand. The ACI countries account for 92% of energy 

consumed in Asia—more than 3 million tons of oil equivalent (Mtoe) 

as of 2008 (IEA 2011a)—and 95% of production. Almost all energy 

resources extracted in ACI flow within the region, and are vital to 

neighboring nations such as Japan and the Republic of Korea. Total 

primary energy demand of the ACI economies—as a whole as well as 

individually—will almost double in 2030 compared to the demand in 

2009 (Table 5.1).

By 2030, the major source of energy demand in ACI—electricity 

consumption—is projected to double compared to 2010 figures, 

accounting for about 70% of Asia’s total consumption. Demand in the 

People’s Republic of China (PRC) will double, accounting for nearly three-

quarters of total ACI electricity demand. India will face a nearly threefold 

increase and the Association of Southeast Asian Nations (ASEAN) a two 

and half-fold increase in 2030 compared to 2010 (Table 5.2).

Energy supply mix. Asia’s need for energy will grow much greater 

by 2030 and will remain heavily biased toward fossil fuels. In 2030, 

48% of Asia’s energy will be met by coal—compared to 42% in 2000. 

Dependence on oil is projected to reach 21%, 4% more than in 2000. 

Biomass, a major clean energy source, will decline significantly in 

relative importance from 24% in 2007 to 10% in 2030. The share of 

clean energy supplied by nuclear energy will remain the same at 5% 

during this period (Table 5.3).

Fossil fuels overwhelmingly dominate the region’s energy 

mix (Figure 5.1). In 2008, coal accounted for 57.8% of ACI energy 

consumption, oil products for 22.8%, and natural gas for 7.6%. 

 Data in this section are from APERC (2009) except where specified.31
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Table 5.1: Past and Projected Total Primary Energy 
Consumption in ACI (Mtoe)

Table 5.2: Electricity Consumption in ACI (TWh)

2000 2009 2030

PRC 916.1 2,271.0 4,320.0

India 339.2 669.0 1,204.0

Brunei Darussalam 1.6 3.2 6.8

Cambodia 0.9 1.7 12.0

Indonesia 97.6 152.5 328.4

Lao PDR 0.9 1.1 6.9

Malaysia 49.8 67.9 130.5

Myanmar 3.9 6.4 26.9

Philippines 28.6 30.2 79.6

Singapore 38.4 57.0 52.6

Thailand 65.1 100.7 213.0

Viet Nam 18.5 42.8 131.5

Total ASEAN 305.2 463.5 988.2

Total ACI 1,865.8 3,867.0 7,500.4

2000 2010 2030

Asian electricity 
consumption 3,294       7,053 14,161

ACI electricity 
consumption

1,771
(53.8%)

4,925
(69.8%)

4,320
(76.7%)

PRC 1,081
 (32.8%)

3,633
 (51.5%)

7,513
 (53.1%)

India 369 
 (11.2%)

699  
 (9.9%)

1,966 
(13.9%)

ASEAN 321   
 (9.7%)

593   
(8.4%)

1,383  
 (9.8%)

ACI = ASEAN, the PRC, India; ASEAN = Association of Southeast Asian Nations; Lao PDR = Lao 
People’s Democratic Republic; Mtoe = million tons of oil equivalent; PRC = People’s Republic of 
China.
Sources: 2000 data from EIA (2012). http://www.eia.gov/cfapps/ipdbproject/IEDIndex3.cfm; 
2009 data for the PRC and India from IEA (2011a); ASEAN data from EIA (2012); 2030 data from Fan 
and Bhattacharyay (2012).

ACI = ASEAN, the PRC, and India; ASEAN = Association of Southeast Asian Nations; PRC = People’s 
Republic of China; TWh = terawatt-hour.
Note: Figures in parentheses show the percentage share in total Asian consumption.
Sources: IEA (2009b); EIA (2012); Kohli, Sharma, and Sood (2011).
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Table 5.3: Energy Supply Mix in Asia (%)

2000 2007 2030

Coal 42 47 48

Oil 17 20 21

Gas 10 11 12

Nuclear 5 4 5

Hydro 2 2 2

Biomass 24 15 10

Other 0 1 2

Sources: IEA (2009b, 2011a); Kohli, Sharma, and Sood (2011).

Figure 5.1: ACI’s Total Energy Consumption by Type, 2008

ACI = ASEAN, the People’s Republic of China, and India. 
Sources: EDMC (2011); IEA (2011b).
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Combustible renewable fuels and waste account for the remainder. 

This high dependence on coal and crude oil is causing considerable 

damage to ACI’s environment and contributes significantly to global 

warming and climate change.

Energy consumption is heavily influenced by each country’s 

natural endowments and economic drivers. In 2008, the PRC, the 

world’s second-largest total energy consumer, relied on coal for 71% 

of the 2,116 Mtoe used and oil for 19%. With high economic growth 

rates and more than 15% of the world’s population, India is rising fast 

as a major energy user, reaching 621 Mtoe in 2008. In 2008, coal and 
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peat accounted for nearly 42% of India’s total energy consumption, 

followed by combustible renewables and waste (27%), oil (24%), and 

natural gas (6%) (ECC 2011). 

In the less-developed ACI economies, renewable energy accounts 

for a high share of the energy mix. In the Philippines, geothermal, 

solar, and other renewable energy account for a full 41% of total 

consumption, compared to 33% for oil and 16% for coal in 2008. In 

Indonesia, oil accounted for nearly 35% of total energy consumption 

in 2008, followed by nearly 22% for combustible renewable energy, 

and natural gas for 19%, almost the same as coal. Oil and gas account 

for virtually all consumption in Singapore, one of the world’s busiest 

shipping ports. In 2008, Brunei Darussalam relied almost entirely on 

its own resources for energy, with natural gas accounting for 78.5% of 

consumption and oil for 21.5% (ECC 2011).

The three most important goals for energy policy are to ensure 

that energy supply is sustainable, secure, and conducive to growth. 

Continued strong economic and population growth mean that ACI’s 

high reliance on fossil fuels, dependence on imports, and wasteful use 

of energy will make each of these goals increasingly challenging. The 

region’s policymakers will have to make hard choices between short- 

and longer-term priorities, since these goals may conflict.

5.2.2  Energy security
Plentiful and growing supplies of energy are essential to almost all 

sectors of the ACI economies, particularly manufacturing, agriculture, 

and transport. Most ACI economies import more than half of their oil, 

and oil production by Indonesia, Malaysia, and the PRC is projected 

to decline. 

Energy supplies can be threatened by global political developments, 

deteriorating security in energy-producing countries or along supply 

routes, and by accidents or natural disasters. The impact is transmitted 

through supply chains to all sectors of the economy and increases the 

risk of inflation. An extreme future scenario is that even countries willing 

to pay market prices for energy products will be unable to meet their 

needs due to supply shortages. A shock that causes an unprecedented 

increase in energy prices can also derail demand. All these factors need 

to be considered when formulating an energy security policy. Fast-
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Figure 5.2: Trends in Rate of Energy Self-Sufficiency in ACI, 
2000–2008

ACI = Association of Southeast Asian Nations, the PRC, and India; PRC = People’s Republic of China. 
Sources: EDMC (2011); IEA (2011b).
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growing nations like the PRC and India are particularly concerned with 

energy security. The concerns are as follows:

Energy self-sufficiency. ACI’s dependence on imports  has grown 

in recent years, exhibited by decreased or stagnant self-sufficiency 

ratios  (Figure 5.2). For the most part, this dependency has grown in 

each major category of fossil fuel. In the 1980s, for example, the PRC 

was an exporter of coal and other resources. The PRC was essentially 

self-sufficient in energy as recently as 1997. Energy demand grew 

rapidly due to energy-intensive industrial development and the spread 

of motorized transportation. As of 2008, the PRC could supply 93.1% 

of its own energy needs. The PRC still produces the great majority of 

the coal it consumes. But it became a net oil importer in 1993, and its 

dependence on oil imports increased to 54.2%, as of 2008. By 2035, the 

PRC will import nearly 12.8 million barrels per day, or 84% of its total 

demand (Drysdale 2011). 

India, by contrast, has relied on energy imports for a long time, 

with a self-sufficiency rate of 75.4% in 2008. Although India is a major 

coal producer, it has become more dependent on imports, and only 

 Dependence on imported energy = energy net import/energy consumption.
 Energy self-sufficiency = domestic production/total consumption.
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Table 5.4: ACI’s Energy Security Forecast, 2030 (%)

PRC India Brunei 
Darussalam Indonesia Malaysia Singapore Philippines Thailand Viet Nam

Dependence on 
imported oil 74.75 86.60 0.00 60.50 44.70 100.00 100.00 72.50 72.80

Dependence on
imported gas 72.47 31.40 0.00 0.00 0.00 100.00 91.50 100.00 1.30

Dependence on 
imported coal 21.42 32.40 NA 0.00 95.70 NA 73.90 82.03 0.00

Energy 
self-sufficiency 62.70 49.70 270.60 148.10 86.30 1.70 34.90 26.80 75.60

ACI = ASEAN, the PRC, and India; ASEAN = Association of Southeast Asian Nations; NA = not available; PRC = People’s Republic of China.
Notes: Dependence on imported energy = energy net import/energy consumption. India’s energy self-sufficiency is the self-sufficiency of fossil 
energy. 
Sources: IEA (2010); APERC (2009); authors’ analysis.
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supplied 13.9% of its own demand in 2008.  Energy self-sufficiency 

among ASEAN countries varies. Brunei Darussalam produces nearly 

six times more energy than it needs, for example, and is a major 

exporter. Singapore, on the other hand, produces only 0.5% of its 

energy. It is totally dependent on imports for oil and natural gas. 

Indonesia, Malaysia, and Viet Nam also are large energy exporters, but 

self-sufficiency is weakening in all three countries. 

Energy self-sufficiency in most countries will decline by 2030 

(Table 5.4). The PRC’s self-sufficiency rate is projected to drop to 

62.7%, and the country will need to import around three-quarters of 

its coal and natural gas. India’s overall self-sufficiency rate will drop 

below 50%. Among ASEAN countries, only Brunei Darussalam will 

remain fully energy self-sufficient. Indonesia, Malaysia, and Viet Nam 

will be net oil importers in 2030.

5.2.3  Risk of supply disruptions due to 
geopolitics 

More than half the crude oil imported by the PRC, India, and 

Singapore comes from the Middle East and passes through the Strait 

of Malacca. This narrow sea lane could be easily shut through military 

 According to the presentation by Ramanathan (2011b) from the Energy and Resources 
Institute (TERI), India’s coal import dependency will increase to 80% in the business as usual 
scenario.
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blockades, terrorist acts, or piracy, presenting risks of supply. Joint 

management of maritime lanes and joint police actions against piracy 

and terrorism could improve the safety of oil transportation security. 

In addition, the ACI economies should strengthen their diplomatic 

relationships with oil-producing countries to ensure consistent supply.

5.2.4  Harnessing renewable energy
Given the risks, there is no time for ACI to wait to draw up and 

implement alternative new energy scenarios. The next 10–20 years 

provide a critical window because so much new energy development 

will be planned and implemented during this period. Most new 

production overwhelmingly favors fossil fuels. ACI has abundant coal 

and natural gas, but is relatively short of crude oil. Between 2007 and 

2008, energy production in the ACI region rose by more than 9%, to 

2,931 Mtoe. Coal accounted for 65% of production, oil 13%, and natural 

gas 9% (IEA 2011a). 

The PRC and India are rich in coal while ASEAN is endowed with 

natural gas. The PRC accounts for 64% of the region’s coal and India 

32.8%. Indonesia has just 2.4% of ACI coal, Thailand 0.76%, and Viet 

Nam less than 0.1%. Natural gas in Indonesia and Malaysia covers half of 

the total reserves in ACI region, while the total oil reserves in Indonesia, 

Malaysia, and Viet Nam make up 40% of the total ( IEA 2011a).

The use of renewable sources—including solar, wind, biomass, 

ocean energy, hydropower, and geothermal power—is growing in 

ACI. The region also has become a key driver of renewable energy 

technology development and export manufacturer of equipment such 

as photovoltaic cell arrays and wind turbines. But renewable sources 

account for less than 10% of ACI’s total energy mix ( IEA 2011a). Most 

of that is in the form of large hydropower, installations and traditional 

biomass. But the sector is growing rapidly. Annual renewable energy 

investment reached $162 billion in 2009, and renewable sources 

represented about 25% of new power capacity and 18% of new 

investment in capacity (UNEP and Bloomberg 2010). While these 

numbers look impressive, however, ACI is starting from a low base. 

More renewable energy development will be necessary for the ACI 

economies to meet future energy demand, particularly for low-carbon 

energy. According to the World Development Report 2010, funds may 
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be available in some countries but not allocated or accessible for 

renewable energy projects (World Bank 2010b). 

Nuclear energy could be an important part of ACI’s renewable 

energy portfolio. Construction of nuclear power plants has slumped 

since the late 1980s, however. Research is urgently needed to help 

determine the contribution nuclear energy can make, and governments 

may need to help fund not only the construction of plants but also 

education programs for skilled technicians who can build and operate 

them. Governments also must help find methods for dealing safely 

and effectively with the waste nuclear plants generate, particularly in 

view of the 2011 nuclear disaster in Japan.

5.2.5  Developing regional or cross-border 
energy infrastructure

Given their geography and economic resources, the ACI economies 

are well placed to undertake cross-border energy projects that can make 

their energy future more stable and secure. By cooperating, the ACI 

economies could also reduce the cost of developing alternative energy. 

Joint development of the Mekong River, for instance, could improve 

how that regional resource is used. ACI also could establish a joint oil 

emergency system similar to that of the International Energy Agency 

member countries. The region also can collaborate on sharing and 

transferring energy technologies, management of strategic petroleum 

stocks, and operation of regional electricity and gas networks. ACI 

regional cooperation in the energy sector could occur in the transfer 

and sharing of energy technologies, management of strategic petroleum 

stocks, and integration of electricity and gas networks. 

The ASEAN Plan of Action on Energy Cooperation (APAEC) could 

serve as a blueprint for regional cooperation in energy management 

(ASEAN 2009). Key achievements of the APAEC include establishment of 

an ASEAN power grid, a project that will cost an estimated $5.9 billion. 

A trans-ASEAN gas pipeline is to be established by 2020 (Figure 5.3).

Several bilateral and extra-regional energy cooperation initiatives 

involving ACI and South and Central Asian countries are already 

underway (Box 5.1). The Lao PDR and Thailand, for example, have 

implemented several joint hydropower trade projects. The most 
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Figure 5.3: Trans-ASEAN Gas Pipeline

Notes: The trans-ASEAN gas pipeline is a regional gas network that is to be in place by 2020. 
It involves construction of 4,500 kilometers (km) of pipelines, mainly underwater, at a cost of $7 billion. Eight bilateral gas 
pipeline interconnection projects, with a total length of approximately 2,300 km, are currently operating in the region, 
connecting Malaysia and Singapore, Myanmar and Thailand, and Indonesia and Singapore, among others. Thirteen 
additional pipelines are to be constructed under the plan.
Source: ASEAN (2010).

Nam Theun 2 Project (Lao People’s Democratic Republic)

The Nam Theun 2 project is the biggest hydropower project in 

the Lao People’s Democratic Republic. The project contributes to local 

and regional development, reduces poverty, and provides a renewable 

and clean energy source. It began full generation service on 15 March 

2010, supplying the Electricity Generating Authority of Thailand with 

1,000 megawatts.

Box 5.1: Bilateral/Extra-Regional Energy Cooperation 
Involving the ACI Economies

(Continued)Source: ADB (2012c).
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notable is Nam Theun 2, the Lao PDR’s biggest hydro project.   The 

250-megawatt Xekaman 3 hydro project, commissioned in 2010, 

supplies electricity to the Lao PDR and Viet Nam. Other collaborative 

hydroelectric opportunities in the Lao PDR include expansion of the 

60-megawatt Theun-Hinboun project that will supply Thailand.

 See NTPC (2012) for more information.
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Source: ADB (2007b).

Source: ADB (2012d).

Source: BBC (2010).

West Seti Hydroelectric Project (Nepal)

The 195-meter high storage type dam has a capacity of 

750 megawatts. A 132.5-kilometer transmission line extends to the 

Nepal–India border at Mahendranagar in the Kailali district. Another 

98-kilometer transmission in Uttar Pradesh links it to the Indian grid. 

The estimated investment is $45 million.

Turkmenistan–Afghanistan–Pakistan–India (TAPI)

The $7.6 billion, 1,600-kilometer gas pipeline project is supported 

by the Asian Development Bank. It has the capacity to carry 33 billion 

cubic feet of natural gas per year from Turkmenistan to Afghanistan, 

central Pakistan, and northwestern India. Construction is to be 

completed by 2014.

People’s Republic of China – Russian Federation Energy Cooperation

The People’s Republic of China (PRC) has signed a number of 

energy cooperation agreements with the Russian Federation. These 

agreements include deals on gas supply, energy efficiency, renewable 

energy, and nuclear energy. The two countries have opened a 

1,000-kilometer oil pipeline from Russian oil fields in eastern Siberia 

to a production base in Daqing in northeast PRC. In another agreement, 

the Russian Federation will commence supplying natural gas to the 

PRC in 2015.
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5.3  The Looming Water Crisis 
Water is a vital resource and a key input for industry and 

agriculture. However, in many ACI economies, the demand for water 

is already outstripping supply, and this gap is projected to grow 

considerably. Proper management of water security is therefore a 

critical issue, one that could determine whether the region is headed 

toward cooperation, competition, rivalry, or even conflict.  

The available amount of fresh water per capita in Asia is less than 

half the global annual average of 6,380 cubic meters per person. When the 

estimated reserves of rivers, lakes, and aquifers are added up, ACI has less 

than half the fresh water per capita of Africa, one-third that of Europe, 
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and one-tenth of that of South America. At present, the region is nearing 

water-stressed conditions (Chellany 2012). The agriculture sector of Asia 

alone already uses 80% of the region’s fresh water for irrigation.

Given current trends, Asia could face a 40% shortfall between 

supply and demand of fresh water by 2030, with strong implications 

for food production and investment in the energy sector (Thapan 

2010). By 2030, fresh water demand in the PRC is projected to exceed 

the current fresh water supply by 25% (199 billion cubic meters). 

India’s water deficit will reach 50% of demand (754 billion cubic 

meters) (Table 5.5). Unfortunately, the ACI nations are already drawing 

on tomorrow’s water to meet today’s needs. The PRC is extracting 25% 

more groundwater than can be replenished while India is the same 

with 56% more (UNDP 2007). 

In 2010, 97 million people in India were without access to improved 

water sources, and over 200 districts in 19 states had contaminated 

groundwater (Table 5.5). Water demand is expected to rise to 1.5 trillion 

cubic meters in 2030, driven primarily by agriculture. As of 2005, the 

fresh water supply in India was estimated at only 740 billion cubic 

meters and agricultural water withdrawals are expected to be almost 

800 billion cubic meters per year by 2030 (Water Resources Group 2009). 

In the PRC in 2010, 119 million people were without access to 

improved water and nearly 25% of rivers and lakes were unfit for any 

use. Water demand in the country is projected to reach 818 billion 

cubic meters in 2030, compared with 618 billion cubic meters in 2005. 

Half of the water demand is expected to be driven by agriculture and 

32% from industry, with a large part coming from thermal power 

generation. The PRC’s industrial and urban water use is growing 

by at least 3% per annum. However, 21% of the currently available 

national surface water resources in the country will not be able to 

meet agricultural water demand (Water Resources Group 2009). 

ASEAN also faces serious water constraints. Around 73 million 

people in the region were without access to improved water sources 

in 2010. There has been a significant rise in the use of water as a 

percentage of total available internal sources for Singapore, the 

Philippines, and Viet Nam. As the economies of ASEAN become more 

urbanized, more water will have to be reallocated from agriculture to 

the domestic, industrial, and commercial sectors. Currently, around 

80%–90% of water in ASEAN is used for industrial and domestic 
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Table 5.5: Water Management Issues in Shared River Basins

Issue/Variable Location Description/Value

Water resources per 
capitaa

(m3/inhabitant/year) 

PRC 2,112
India 1,618
ASEAN 11,117
Global Median 4,042

Water pollution (2010)

PRC 24.3% of major rivers and lakes unfit for any 
use, including industrial

PRC ~ 190 million rural inhabitants rely on unsafe 
drinking water (2012)

India Over 200 districts in 19 states have severely 
contaminated groundwater (2008)

Population without 
access to improved 
water sourceb (2010)

PRC 119 million
India 97 million
ASEAN 73 million

Water deficit by 2030
(as % of demand)

PRC 25% (199 billion m3)
India 50% (754 billion m3)

ASEAN = Association of Southeast Asian Nations; m3 = cubic meter; PRC = People’s Republic of 
China.
Notes: 
a. The Food and Agriculture Organization standard for water scarcity is 1,000 m3 (FAO 2011b). 

National or broad-scale aggregates can conceal local or seasonal shortages. For example, ASEAN 
overall has a relatively high level of per capita water resources, but some cities, such as Manila, or 
particular areas commonly experience shortages. 

b.  “Improved water source” refers to household connections, public standpipes, boreholes, 
protected dug wells, protected springs, and rainwater collection (WHO and UNICEF 2008). 
Although the implication is access to a safer water source, this measure does not involve a direct 
assessment of water quality.

Sources: WHO/UNICEF Joint Monitoring Programme for Water Supply and Sanitation online 
database; PRC Ministry of Water Resources website; Reuters (2010); Howes and Wyrwoll (2012a).
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purposes. Water extraction in the region is expected to increase 

by about one-third over the next 20 years in response to economic 

activities (Zakaria and Leitner 2011).

Several ACI economies, such as the PRC, India, Indonesia, and 

Viet Nam, are among the world’s least efficient users of water. A 

water crisis threatens the region’s economic rise and environmental 

sustainability. Water has also emerged as a source of increasing 

competition and discord within, between, and among some ACI 

nations, spurring tensions over shared basin resources and local 

resistance to government or corporate decisions to establish water-

intensive industries (Chellany 2012). 

Rivers and ground water basins are often tied with a nation’s 

economic identity. Ownership and control over resources, therefore, is 

considered crucial to national economic development. This has helped 

give rise to grand but environmentally questionable ideas, such as 

the great western route of the PRC to divert water from the Tibetan 

ACI_all.indd   164 14/09/02   10:11



165

Managing Energy, Water, and the Environment

Plateau to its parched north, the Mekong River Basin dams, and the 

now-stalled proposal in India to link up the country’s important rivers 

(Anbumozhi, Yamaji, and Islam 2002). 

Several factors contribute to the impending water crisis in ACI. First, 

the region is the most populous as well as the fastest-developing economic 

bloc in the world. While ACI can import fossil fuels, mineral ores, and 

timber even from distant lands, these countries must make do with their 

own water resources, a significant share of which is transnational. This 

provides some nations a strong incentive to command internationally 

shared water before it leaves their national borders. 

Another factor is the rising growth of consumption as ACI 

becomes more prosperous, and this is illustrated by changing diets. 

For instance, ACI people are eating more meat that is very water-

intensive to produce. Also, irrigation is a major contributor to ACI 

water stress. The PRC and India more than doubled their irrigated 

cropland between 1960 and 2000. ACI accounts for half of the irrigated 

land in the world but they withdraw nearly three-quarters of global 

fresh water for agriculture (FAO 2011b). 

The nexus between water and food is crucial in ACI. Growth in 

the output of rice and wheat has slowed down since the late 1990s 

after dramatic growth over the previous three decades, raising 

concerns that the ACI economies will be net food importers by 2030. 

The international food market is not considered to be large enough 

to meet major import demand from ACI. The agriculture and water 

sectors are highly sensitive to climate change, hence challenges from 

drought, floods, and monsoons could aggravate food security. It is 

estimated that climate change could reduce agricultural yields in 

developing countries by 10% –25%, with a potential 40% decline in 

India (Cline 2007).

A final factor contributing to ACI water stress is the large-scale 

impoundment of water resources through dams, barrages, reservoirs, 

and other man-made structures without regard for long-term 

environmental considerations (Anbumozhi and Radhakrishnan 2005). 

Upstream dams on rivers shared by two or more nations or provinces 

often carry broader social implications downstream since they can 

affect water quality and quantity. 

The risks to Asian water security from climate change are 

profound. These include severe water shortages due to drier climates 
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and reduced water flow from Himalayan glaciers. Several major Asian 

rivers—including the Indus, Ganges, Mekong, Yangtze, and Yellow—

originate in the Himalayas. If the snow and ice sheets in the Himalayas 

continue to melt, water supply in much of Asia will be dramatically 

reduced, potentially leading to conflict. During the 1990s, the 

Himalayan glacial mass shrank three times faster than the pace of the 

previous decade, and data suggest it may disappear by the end of this 

century (UNDP 2007). 

The ACI economies must take action at the national, subregional, 

and regional levels to reverse climate change risks and enhance water 

and energy security. The big policy question for regional action is: 

how can ACI prevent the sharpening struggle for water resources from 

becoming a source of covert conflict? To contain the security risks, ACI 

must invest more in institutionalized cooperation on transboundary 

basin resources to underpin strategic stability, protect continued 

economic growth, and promote environmental sustainability. They 

must also improve governance by addressing issues such the non-

availability of investment funds, lack of creditworthiness of utilities, 

unwillingness of politicians to charge for the use of water, low capacity 

of service providers in the public sector, and weak water resources 

management (ADB 2011b). 

Integrated policies are also required to manage the nexus between 

water and energy for common benefit. For instance, the cooperation 

in hydropower generation among the landlocked countries along the 

Mekong River has not only opened up a key source of electricity in 

Asia, but it is also expected to contribute significantly to the economic 

growth of nearby countries through trade of electricity (UN, World 

Bank, and National Development and Reform Commission 2004). 

Transboundary water treaties can also play an important role. 

Only four of the 57 transnational river basins in Asia have treaties 

covering water sharing or other institutionalized cooperation. The 

absence of such arrangements makes water competition a major 

security risk, increasing the likelihood of geopolitical instability. 

Some estimates shows that by trading in virtual water,  Asia as a 

 The water used in the production process of an agricultural or industrial product is 
called “virtual water.” This water is contained in the final product. If a country exports a water-
intensive product to another country, it therefore exports water in virtual form. Countries 
with abundant water can support water-stressed countries (see http://www.waterfootprint.
org/Reports/Report12.pdf).
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whole could reduce its water use for irrigation by up to 12% through 

increased cereal imports (Hoekstra 2003). Hence, greater partnerships 

in different dimensions are essential to reform water governance in 

Asia. Such partnerships should target one common goal—delivering 

water efficiently and managing it sustainably (ADB 2011b). 

With its multitude of inter-country river basins, ACI can continue 

to prosper by building political and technological partnerships that will 

help stabilize inter-riparian relationships, encourage improved water 

efficiency, promote environmental sustainability, take on practicable 

conservation strategies, and invest in clean water technologies. There 

is also a need for increased investment from the private sector, 

particularly in managing and delivering water services and in utilizing 

appropriate technology and innovations to enhance efficiency and 

productivity in water use.

The ACI economies need policies, planning, and action to address 

risks to the close nexus between water, energy, and food. These 

measures must be comprehensive, integrated, and systematic—and 

executed at the national, subregional, regional, and global levels. 

5.4  Mounting Ecological 
Challenges

ACI’s resource consumption is exacerbating the serious risks to 

the regional and global environment. They include rising greenhouse 

gas emissions, worsening air pollution, and degradation of land. 

There is a high correlation between the ACI economies that 

consume the most materials and those that emit the most CO2. Material 

metabolism and energy-related CO2 emissions are closely linked across 

countries at very different development stages and with very different 

levels of GDP per capita. The PRC’s CO2 emissions are expected to 

increase almost twofold (in comparison with 2010 emission levels), 

to 13.3 billion metric tons in 2030 (Table 5.6). Similarly, India’s CO2 

emissions are expected to increase by almost two times the level of 

2010, to 2.9 billion tons in 2030. Emissions from ASEAN as a whole 

also will also roughly double in 2030 from 2009 emission levels. 
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Table 5.6: CO2 Emissions by ACI Economies (million tons)

1990 2010 2030

ASEAN* 423 1,191 2,079

PRC 2,289 7,214 13,290

India 582 1,635 2,856

ACI = ASEAN, the PRC, and India; ASEAN = Association of Southeast Asian Nations; CO2 = carbon 
dioxide; PRC = People’s Republic of China.
Note: *2010 data for ASEAN are not available. 2009 data have been used.
Sources: 1990, 2009, and 2010 figures from IEA (2011b) and World Development Indicators online. 
http://data.worldbank.org/data-catalog/world-development-indicators (accessed July 2012); 2030 
figures from Fan and Bhattacharyay (2012).
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5.4.1  Air pollution
Outdoor air pollution is a common by-product of industrial 

production, motorized transport, and, indeed, the central drivers of 

global economic growth over the past century. Indoor air pollution, by 

contrast, is regarded as a symptom of underdevelopment. Due to the 

absence of affordable alternatives, many households burn dung and 

timber for energy. As a consequence, air pollution is a primary cause 

of illness and death in both Asia’s growing cities and the poor rural 

areas. The problem undermines the productivity and income of the 

labor force, exacting a heavy economic toll. According to one study, 

the annual welfare loss associated with air pollution in 2005 in the 

PRC amounted to $151 billion (Matus et al. 2011).  

Many ACI economies have high levels of air pollution. Table 5.7 

shows that measures vary from as little as around 20 micrograms per 

cubic meter for countries like the Philippines and Malaysia to more 

than three times that for Indonesia, the PRC, and India. There are 

significantly more pollutants in the air of the PRC and India than in 

most ASEAN countries. Air quality satisfaction also varies among the 

ACI economies, registering 96% for Cambodia and 97% for Singapore, 

but only 76% in Indonesia and 73% in both the PRC and Viet Nam 

(Table 5.7).

Air pollution commonly exceeds safe levels in cities across 

developing Asia (Figure 5.4). Emissions of noxious gas and particulate 

  Authors’ conversion of reported estimate of $111.5 billion (1997 dollars).37

37
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Table 5.7: Air Quality Satisfaction in ACI

Air pollution
(micrograms per cubic meter)

Air quality satisfaction
(%)

ASEAN

Brunei Darussalam 50.6 NA

Cambodia 41.2 96.0

Indonesia 72.4 76.0

Lao PDR 38.5 89.0

Malaysia 20.0 83.0

Myanmar 46.1 88.0

Philippines 18.7 87.0

Singapore 30.8 97.0

Thailand 55.3 82.0

Viet Nam 52.7 73.0

PRC* 65.6 73.0

India 59.2 86.0

ACI = ASEAN, the PRC, and India; ASEAN = Association of Southeast Asian Nations; Lao PDR = Lao 
People’s Democratic Republic; NA = not available; PRC = People’s Republic of China.
Notes: *Data for the PRC include those for Taipei,China. Air pollution includes country-level data 
which show micrograms per cubic meter of less than 10 micron particles which include sulfate, 
nitrate, elemental and organic carbon, sodium, and ammonium. Air quality satisfaction data show 
percentage of respondents who are satisfied with their air quality. 
Sources: ADBI (2012a). Air pollution data from World Development Indicators. http://data.
worldbank.org/data-catalog/world-development-indicators (accessed 2011). Air quality data from 
Gallup World Poll database (2010). www.gallup.com.
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matter from sources such as motor vehicles and industry, combined 

with the growth of urban populations exposed to them, have contributed 

to increases in respiratory illnesses and cancer (HEI 2010). Quah and 

Boon (2003) reviewed several studies on the effects of air pollution on 

human health in several developing cities and found that the per capita 

economic costs range from $15 to $247 per year. Asia accounts for an 

estimated 65% of global deaths attributed to urban air pollution (Cohen 

et al. 2005). There have been recent significant improvements in ACI 

in aggregate (CAI 2010). But without renewed mitigation efforts, such 

as tighter emissions standards and stronger monitoring programs, the 

situation across the region could deteriorate considerably. 

Rapid urbanization will likely increase air pollution. As noted in 

Chapter 2, the urban populations of the PRC, India, and ASEAN are 
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Figure 5.4: Air Pollutant Concentrations in Major Asian Cities, 2000–2005

NO2 = nitrogen dioxide; SO2 = sulfur dioxide; WHO = World Health Organization.
Notes: PM10 refers to particulate matter <10 μm in diameter,  WHO guidelines for annual concentration averages is 20 μg/m3 for PM10 and SO2, 
and 40 μg/m3 for NO2. Data are a 5-year average from 2000–2004.
Sources: Authors’ estimates based on WHO (2006, 2011); WHO database. 
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projected to expand by 658 million between 2010 and 2030. Coupled 

with rising affluence, this trend is causing an explosion in motor 

vehicle ownership in Asia. The number of vehicles on roads in the PRC 

is expected to surge from 130 million in 2008 to 413 million in 2035. 

In India, that number is expected to leap from 64 million to 372 million 

(ADB and DFID 2006). Higher incomes will also raise demand for such 

energy-intensive consumer goods as air conditioners. Where industrial 

and energy production occur in proximity to cities, potential pollution 

from these sources will increase accordingly.

Urban air pollution in large ACI cities is not only a local problem. 

Urban pollutants can cause problems further afield. For example, 

acid rain originating from sulfur dioxide emissions in cities degrades 

farmland in regional areas and contaminates groundwater. Air 

pollution problems in one city may be compounded by activities in 

others. Major incidents of air pollution in Hong Kong, China over the 

last two decades have coincided with northerly winds transporting 
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pollutants from major industrial areas in the PRC (Huang 2010). Forest 

fires can add to urban problems. 

Mitigating indoor air pollution presents different challenges. 

Poverty causes over 2 billion people in developing Asia to use solid 

fuels, including biomass and coal, for cooking and heating (IEA 2010). 

Particulate matter, carbon monoxide, and other harmful chemicals 

damage the lungs of people, causing cancer and a variety of illnesses. 

Daily exposure to particulate matter in developing Asia has been 

estimated to be eight to over 100 times safe levels determined by the 

World Health Organization (WHO) (Rehfuess, Bruce, and Smith 2011). 

As a consequence, the WHO estimates that more than 1 million deaths 

each year are directly attributable to indoor air pollution in ASEAN, 

the PRC, and India (WHO 2009).

5.4.2  Deforestation and land degradation
Forests are sources of livelihood as well as a major carbon sink. 

Widespread deforestation and land degradation are highly visible 

examples of the unsustainable development pattern of ACI. It has 

become increasingly apparent throughout the region that the enduring 

economic costs from unsustainable land use ultimately overwhelm the 

more immediate gains. Deforestation and over-cultivation are leading 

to declining soil productivity and food output.

Although estimates differ on the precise scale of deforestation in 

ACI, they all tell the same story: the region’s forestry resources are 

being degraded at a massive rate  (Table 5.8). 

In fact, improved regulations elsewhere in Asia, particularly in 

the PRC, are contributing to continuing deforestation in these ASEAN 

countries (Demurger, Yuanzhao, and Weiyong 2007). For example, the 

expansion of palm oil plantations is a major driver of deforestation 

in Indonesia and Malaysia (Fitzherbert et al. 2008), which account for 

more than 85% of global palm oil exports. The PRC and India account 

for 45% of global imports (FAO 2011b). Similar trends have emerged in 

the Asian timber trade (Meyfroidt, Rudel, and Lambin 2010). 

 For example, Verchot et al. (2010) quote government statistics of 1.2 million hectares 
per year. FAO (2011a) reports 498,000 hectares per year. Such discrepancies are common and 
arise from the difficulties of measuring such a dynamic and geographically disperse issue. 
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Table 5.8: Selected Land Statistics for Asia

Issue/Variable Location Description/Value

Annual rate of change 
in forest area 
(2000–2010)

PRC 1.6% (2,986,000 hectares)

India 0.5% (304,000 hectares)

Indonesia -0.5% (-498,000 hectares)

Malaysia -0.5% (-114,000 hectares)

Cambodia -1.3% (-145,000 hectares)

Myanmar -0.9% (-310,000 hectares)

Percentage of national 
territory subject to 
land degradation 
(1981–2003)

PRC 22.86%

India 18.02%

Thailand 60.16%

Indonesia 53.61%

Percentage of territory 
subject to erosion 

PRC 37.2%

India 34%

Percentage decline 
in area of arable land 
(1990–2008)

PRC 14% (~15 million hectares)

India 2.9% (~4.6 million hectares)

Thailand 15% (~2.2 million hectares)

PRC = People’s Republic of China.
Source: Howes and Wyrwoll (2012a).
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Satellite-based observations of Indonesia’s largest land masses, 

Sumatra and Kalimantan, have revealed that 5.4 million hectares were 

deforested between 2000 and 2008 representing 5.3% of all land area 

and 9.2% of all forest cover in 2000 (Broich et al. 2011). Deforestation 

in Indonesia is due primarily to demand for timber and conversion of 

land into palm oil plantations, as well as the expansion of subsistence 

farming (Verchot et al. 2010).

Land degradation is a major economic issue because, like sufficient 

fresh water, productive land is necessary for food security. In India, 

the government estimates that nearly half of the country’s land is 

degraded. Poor management practices, particularly in agriculture, 

have caused soil erosion, rising salinity, contamination by pesticides, 

and other issues (Government of India 2009). In the PRC, despite 

extensive land restoration projects, arable land continues to shrink 

due to erosion and pollution (Liu and Raven 2010). 

Of particular concern is the advance of desertification—the 

transformation of arable or habitable land to desert—in northern PRC. 

Although driven principally by climate change and geomorphological 

processes, desertification has been exacerbated by human activities and 
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threatens the livelihood of over 200 million people (Wang et al. 2008). 

Throughout Southeast Asia, the drainage of swampy peat land, usually 

intended for agricultural purposes, has caused land to subside, 

become highly acidic, and, hence unfit for any use (ASEAN Peatlands 

Forests website). The Food and Agriculture Organization estimates 

that in two-thirds of ASEAN nations (excluding Singapore) 40% of land 

suffers from either severe or very severe degradation due to human 

activities (FAO 2011b). 

Weak institutional capacity and local governance, and corruption 

are central to the problems of deforestation and land degradation in 

ACI because they limit the strength of national laws. Illegal logging 

in government-managed areas is common.  Other drivers include 

the short-term financial gain in regional income and employment 

associated with deforestation activities, particularly in Indonesia 

(Tacconi, Jotzo, and Grafton 2008). Government policies in the 

1980s that encouraged land-use changes and the decentralization of 

governance also have contributed (Herawati and Santoso 2011; Arnold 

2008). Decision-making in the interest of long-term sustainability 

is made more difficult by logging and palm oil companies, both 

domestically and foreign owned, that use their influence over regional 

economies to extract favorable treatment from politicians.

5.5  Managing ACI’s Emissions

5.5.1  Greenhouse gas emissions
Emissions of carbon dioxide (CO2) and other greenhouse gases are 

changing the heat balance in the lower atmosphere, leading to global 

warming. The ACI economies emitted 9.1 billion tons of CO2 in 2008, 

about 30% of the world total (IEA 2010). ACI emits much more CO2 

relative to the size of its economy—1.21 kilograms (kg) for every US 

dollar of GDP as of 2008—than the global average of 0.73 kg (Figure 5.5).

The PRC is ACI’s biggest and fastest-growing source of CO2. The 

PRC’s 6.5 billion tons of emissions in 2008 accounted for 21% of the 

 For example, the Broich et al. (2011) study found that 20% of deforestation occurred in 
legally protected areas.
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Figure 5.6: ASEAN CO2 Emissions by Sector, 2008 (million tons)

ASEAN = Association of Southeast Asian Nations; CO2 = carbon dioxide. 
Source: IEA (2010).

Figure 5.5: Change of ACI’s CO2 Emissions Relative to Gross 
Domestic Product (kgCO2/$, 2000 prices)

ACI = Association of Southeast Asian Nations, the PRC, and India; CO2 = carbon dioxide; 
kg = kilograms; PRC = People’s Republic of China.
Source: IEA (2010).
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world total. The generation of heat and electricity was responsible 

for around half of the CO2 emissions, with manufacturing industries 

and construction contributing 35%. The intensity of the PRC’s CO2 

emissions—2.30 kg per dollar of GDP—is exceptionally high. India 
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emits less CO2 relative to the size of its economy and population—

and has continuously reduced emissions in terms of CO2 per GDP 

since 1995. ASEAN accounted for 1.06 billion tons of CO2 emissions in 

2008, or 3.5% of global emissions, and growth has slowed since 2000. 

Indonesia, Thailand, and Malaysia are the top three CO2 emitters in 

ASEAN, where the biggest sources are electricity and heat generation 

(Figure 5.6). Manufacturing industries and construction produced the 

largest emissions in Viet Nam. Relative to GDP, CO2 emissions have 

declined in Singapore, the Philippines, Indonesia, and Thailand.

5.5.2  Climate change
The evidence of climate change is overwhelming (IPCC 2007). The 

economic and health implications for ACI are large. As one of the 

world’s leading sources of energy-related CO2 emissions, the region 

has an enormous stake and also a global responsibility to help mitigate 

global warming. 

The main determinants of carbon emissions by the ACI economies—

and thus their contribution to climate change—are their economic 

structure, resource endowments, and import dependency. Primary 

resource extraction and processing industries generally are less-

efficient users of energy and resources than developed manufacturing 

and services (Howes and Wyrwoll 2012b). Countries with limited 

endowments of coal and other natural resources tend to be more efficient 

consumers than nations with abundant resources (SERI 2010). Countries 

that import high shares of their raw materials also use resources more 

efficiently than those that extract and process raw materials within 

their borders. This calls for the use of more comprehensive indicators 

to measure material consumption and evaluate productivity, including 

the upstream trade flows (Kalirajan 2012).

5.5.3  Decoupling growth from emissions
Recognizing these risks, many ACI nations are assigning greater 

weight to environmental concerns in their economic development 

strategies. Several have committed to self-imposed constraints on 

growth of their carbon emissions. The PRC set a target of reducing 

greenhouse gas emissions per dollar of GDP by 40%–45% of 2005 levels 
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Table 5.9: CO2 Emissions Reduction Pledges by ACI, Japan, and the Republic of Korea

Country Emission reduction target by 2020 and mitigation actions Base

PRC 
Endeavor to lower CO2 emission intensity of GDP by 40%–45% by

• Increasing the share of non-fossil fuels in primary energy consumption to 15%
• Increasing forest coverage by 40 million hectares
• Increasing forest stock volume by 1.3 billion cubic meters

2005

India

Endeavor to reduce the emission intensity of GDP by 20%–25%, excluding agriculture, 
through

• Increasing the fraction of electricity derived from wind, solar, and small hydro to 20% 
in 2020 (from 8% in 2005)

• Adopting building energy codes by 2012
• Adopting fuel efficiency standards by 2011
• Increasing forest cover to sequester 10% of annual emissions

2005

Indonesia

Achieve 26% reduction through
• Sustainable peat land management 
• Reducing deforestation and land degradation 
• Carbon sequestration projects in forestry and agriculture
• Promoting energy efficiency, renewable energy, and low-carbon transport

BAU

 Japan Achieve 25% reduction, based on the assumption of a fair and effective international 
framework with the participation of all major economies agreeing to the set targets 1990

 Republic of Korea Achieve 30% reduction below projected levels by 2020, which equates to approximately 4% 
below 2005 levels BAU

 Malaysia Achieve 40% reduction below 2005 levels by 2020 BAU

 Singapore Achieve 16% reduction through legally-binding global agreement BAU

 Thailand Achieve 30% reduction below business as usual BAU

ACI = ASEAN, the PRC, and India; ASEAN = Association of Southeast Asian Nations; CO2 = carbon dioxide; GDP = gross domestic 
product; PRC = People’s Republic of China. 
Sources: UNFCCC (2010a; 2010b).
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by 2020. India targeted a 20%–25% reduction during the same period, 

and Indonesia pledged to reduce emissions by 26% below business-as-

usual levels by 2020. These targets of the emerging ACI economies, 

however, are ambitious. To achieve them, the ACI economies need to 

take strong action and develop innovative ideas and policies, both 

individually and collectively (Table 5.9).

The PRC’s 12th Five Year Plan (2011–2015) places “green growth” 

at the center of its development path, with ambitious targets for 

renewable energy, carbon intensity, energy efficiency, and emissions of 

major pollutants, among others (Zhang 2011). The Indian government 

has similar goals and views energy and water security as fundamental 

to economic development (Mathur 2011). Indonesia (Patunru 2011), 

Thailand (Chotichanathawewong 2011), Viet Nam (Toan 2011), and 

Singapore (Doshi 2011) formally recognize the necessity of low-carbon 

green growth. While energy resource efficiency has increased significantly 

over the past 20 years in some ACI economies, economic growth has 
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more than offset these gains. Efforts therefore must be intensified to 

make future economic growth in Asia greener and further decoupled 

from material consumption and energy-related CO2 emissions.

In this context, it is essential to differentiate between resource 

efficiency and absolute levels of resource consumption. From an 

environmental point of view, a limit or even a decrease in absolute 

levels of energy consumption is crucial; increasing resource efficiency 

can be a key strategy to achieve this objective. 

The challenge for the developing ACI economies is to further 

decouple growth from resource consumption. Countries with high and 

medium levels of energy and resource consumption should implement 

targeted policies to drastically increase resource efficiency and decrease 

resource throughput. Patterns of excessive consumption need to be 

identified and addressed. The dynamic emerging economies should 

also make energy and resource efficiency a priority in building up their 

infrastructure, such as by promoting energy-efficient buildings and 

transport systems and by improving the use of resources in industries 

such as metals, chemicals, and pulp and paper. The challenge is to 

avoid being locked into material and energy-intensive development 

trajectories that lead to high levels of per capita consumption. 

However, the poor and developing ACI economies with very low 

consumption levels need to first achieve a minimum level of material 

and energy consumption. Some poor nations consume only 1 or 2 tons 

of resources per capita, not enough to satisfy even basic needs such 

as food, shelter, health, and education. For such countries, growth in 

absolute energy consumption is needed to increase well-being. Hence, 

reducing poverty is likely to remain a higher priority than conserving 

energy or adopting a renewable energy portfolio. Moreover, this group 

of countries will be particularly dependent on international transfers 

of green technologies in order to achieve their growth objectives with 

the highest possible resource efficiency.

5.5.4  The benefits of boosting efficiency
Energy and resource efficiency improvements should be viewed as 

sources of energy supply, on a par with the discovery or procurement 

of new fuel sources. Increases in efficiency frees up supplies that 

can be used for other purposes. Efficiency at points where energy is 
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consumed often compounds primary energy savings by a factor of two 

or three. For example, 1 kilowatt-hour of electricity that is saved can 

equate to 2 or 3 kilowatt-hours that do not need to be generated.

Urban planning presents another significant opportunity for saving 

energy. Cities account for as much as 70% of harmful greenhouse gases 

of the world (UN–HABITAT 2011). Means of encouraging and facilitating 

efficiencies and shifts to low-carbon energy use should include both 

technology and lifestyle solutions (Mohanty 2011). The goal of energy 

efficiency should be embedded in city planning, building codes, and 

standards. Cities should coordinate the planning of rails, highways, 

and other transport systems and facilitate relatively low-carbon forms 

such as mass transit, bicycles, and hybrid or electric vehicles. 

The challenges for rural areas are more fundamental. Electricity 

grids are often too expensive to be extended to remote areas in ACI. 

Decentralized systems for energy have failed in some instances, due to 

limited training and lack of the skills needed to use these technologies. 

Failure to consider the role of these services in people’s lives leads to 

poor policy formulation and inadequate service provision. In contrast 

with industrial activity, increasing energy efficiency in agriculture has 

generally been neglected. Changing agricultural practices and using 

improved irrigation technology can substantially reduce energy use 

and even sequester CO2 (Reddy, Pachekpy, and Marani 1997). 

Many countries have channeled funds saved through energy 

efficiency back into further programs to support that goal. Again, this 

is often an institutional issue that requires a holistic approach to energy 

management. Microfinance opportunities have also been developed and 

successfully implemented in Asia, such as the financing of clean-energy 

projects for rural women in Bangladesh and loans for specific energy-

saving household products in the PRC. Thailand developed a larger-scale 

energy conservation fund based on a small levy on petroleum. The PRC 

has also developed a clean energy fund (ADBI 2011).

5.5.5  Lowering carbon intensity of fossil fuels
One way to lower carbon intensity in the fossil fuels sector is to 

switch from coal to natural gas. Natural gas emits about half as much 

CO2 per unit of energy output as coal, making it an ideal fuel for a 

transition to a low-carbon future. Natural gas already provides a large 
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and growing share of the primary fuels for electricity in ACI. By better 

reflecting the expected cost of CO2 emissions in the price of fuels, this 

transition could be sped up (Anbumozhi and Kawai 2009). ASEAN has 

played a major role in planning the trans-ASEAN gas pipeline and the 

ASEAN power grid. In addition, regional cooperation can help coordinate 

and harmonize pricing, taxation, regulation, and standards, and can be 

expanded to other trans-energy systems, such as electricity networks.

5.5.6 New thinking on environmentally 
sustainable growth

Low-carbon green growth could put ACI on a more solid foundation 

for long-term, sustainable development. The greening of economies is not 

generally a drag on growth, but rather a new engine of growth (ADB and 

ADBI 2013). It could potentially create jobs as well as more stable energy 

supply and prices, and spur technology advances. Major investments in 

renewable energy, therefore, could bring multiple economic, social, and 

environmental benefits. Research suggests that renewable energy creates 

two to three times as many jobs as created by non-renewable energy such 

as fossil fuels (Pollin, Heintz, and Garrett-Peltier 2009). 

For the ACI economies, most of which now import energy, domestic 

renewable sources can also provide better economic stability, in the 

short and long run. Balance of payments and growth prospects of 

poor economies could be better shielded from the impact of swings 

in global energy prices. Reduced exposure to pollutants such as 

suspended solids, meanwhile, could bring significant health benefits 

by switching to renewables. 

Nevertheless, investment in clean energy would accelerate a 

virtuous cycle of innovations and technology improvement. Private 

sector operators that produce and install renewable energy systems 

would benefit, as would providers of services such as smart-grid 

development, energy efficiency improvement, and energy storage. 

Private investment in such technologies would likely rise significantly, 

as would support from multilateral development banks such as the 

World Bank and the Asian Development Bank. 

A transition to resource-efficient growth could provide a major 

economic stimulus, akin to the building of railroads, electrification 
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of homes, and development of the Internet. Technology enabled such 

transformations, but well thought-out economic policies and programs 

were the catalysts. ACI is in a particularly strong position to realize 

a transition to green growth. The region is abundant in the necessary 

labor and technical talent. It also has the greatest need for renewable 

energy. The costs of making the transition should be lower in ACI 

than in more developed economies because the region has a smaller 

installed base of conventional energy infrastructure.

5.5.7  Policies to mitigate climate change
Climate change can be mitigated both with market-based and 

technology-based policies. Energy pricing policies such as feed-in 

tariffs and taxes can promote resource conservation and emission 

control. Governments can stimulate investment in renewable energy 

technology through direct public investment, low-interest loans, tax 

write-offs, and accelerated depreciation.

The most dramatic expansion in renewable energy capacity has 

been witnessed under the feed-in tariff programs, which provide 

the most benefit at least cost (Tian 2011). Feed-in tariffs can be 

accompanied by government funding to cover the differential 

between the guaranteed price that the utility company pays to 

the renewable energy suppliers and the average rate that utility 

companies charge consumers for each kilowatt hour of electricity. 

Regional financing to support the price guarantee would create 

highly favorable conditions for accelerating renewable energy 

investment and development.

Feed-in tariff policies have been employed exclusively in regard 

to energy grid connections. Policy frameworks should be amended to 

include off-grid areas as well. The right policy mix can deliver market 

stability that would the highest possible leverage for public financing 

(Kim 2011). The right policies can mobilize up to 15 times the original 

investment in additional, follow-on funding (Hongo 2012).

A new “Regional Investment Fund” needs to be established to 

supplement the national guarantees offered by each country. It would 

help stimulate rapid and massive expansion of solar, wind, and other 

renewable technologies—and speed them toward reaching the economic 

tipping point at which they become the dominant energy option. 
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As renewable energy costs become competitive with fossil fuels, 

subsidies could be discontinued. The majority of ACI’s poor would have 

access to affordable, renewable sources of energy—and economics and 

technologies of the global energy sector could be transformed by 2030.

Pricing carbon sources. Relatively high prices are the primary 

barrier to widespread adoption of renewable energy in ACI. Currently, 

at global level, electricity from photovoltaic panels averages around 

36 cents per kilowatt-hour while wind power can cost as low as 10 

cents. These prices are beyond the means of ACI’s poor, for whom 

energy that costs 3–5 cents per kilowatt-hour is not affordable. Simply 

increasing the price of conventional energy to make renewable energy 

more competitive, therefore, is not a practical option in poor ACI 

economies. Few ACI governments can afford to subsidize renewable 

energy on a large enough scale to bring prices down to such low levels. 

In developed ACI nations, the strategy of waiting for the market to 

deliver competitive renewable energy and reduce greenhouse gas 

emissions has not worked (Economist 2009). 

Most ACI economies could, however, phase out subsidies for 

fossil-based energy to remove pricing distortions. Conventional 

subsidies include price controls, subsidies to fossil-fuel producers 

and research programs, and armed protection of transport routes. 

At the global level, the estimated energy subsidy amounts to $557 

billion per year (UNESCAP, ADB, and UNEP 2012). Governments also 

should account for the steep indirect costs of fossil fuels. They 

include the long-term costs of dealing with the adverse health 

and environmental impacts of greenhouse gas emissions and 

pollution. Governments also should take into account that once 

non-renewable fossil fuel resources are used up, finding alternative 

reserves or resources will become increasingly expensive and 

possibly uneconomical. 

Direct subsidies to the poor would be required to offset higher 

prices of carbon-based fuels that fully reflect such costs. Policymakers 

also should consider the fact that in some cases, higher fossil fuel use 

will be necessary if people are to escape poverty. 

A regional program in ACI that focuses on best practices in 

financing and subsidies and that enables funds to be accessed in a 

manner that reduces the risk for all parties could assist national efforts. 

Another option may be to form a regionally and globally managed 
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program organized and funded by a collaboration of foundations, 

governments, and global institutions. 

A major energy transition in 20–30 years will first require a policy 

framework with clear targets for energy efficiency and use of renewable 

energy. This policy framework will help policymakers quantify the 

potential benefits, secure strong political commitment, and find ways 

to finance and implement measures to achieve the target. With the 

right policies and institutional arrangements, energy efficiency can be 

highly viable financially. Information needs to be made widely available 

on a range of improvements that can be made in industry, urban and 

transport planning, building design, electric power generation, and 

motor vehicles, among other areas. Regional bodies and cooperative 

organizations, such as those supervising voluntary collaborations, can 

help compile and disseminate this information and good practices.

5.5.8  Investment mechanisms for scaling up 
clean energy

An important challenge is how to finance clean and renewable 

energy installations. The capital cost of low-carbon alternatives is 

concentrated in the front end of the project cycle, increasing the 

need for long-term financing (Anbumozhi and Kawai 2009). While the 

initial cost of solar power is high, however, there is essentially no cost 

thereafter. Fuel for high-carbon energy plants, by contrast, constitutes 

the bulk of their costs. ACI will require innovative financing schemes 

such as an Asia-Pacific Carbon Fund, to achieve energy-efficiency 

improvements and deployment of renewable energy. Direct public 

investment and investment support will be essential. Offsets and 

other market mechanisms focused on the price of carbon, as practiced 

in Europe, may also help ACI achieve these goals. 

 “Green” taxes or other measures that levy a cost on fossil fuels 

or their emissions are an option for raising funds for clean-energy 

investments. While some consider green taxes to be regressive and 

detrimental to the poor, recent studies showed that green taxes could 

have a net progressive effect if the revenues are recycled into the 

economy, since poor households are much less carbon-intensive than 

better-off households (Anbumozhi and Patunru 2010; Zhang 2011). 

ACI_all.indd   182 14/09/02   10:11



183

Managing Energy, Water, and the Environment

Private funding for green investment is now available in many 

countries. In 2009, $40.8 billion in private clean energy investments were 

made in the PRC, India, Thailand, Indonesia, and Viet Nam, exceeding 

the total for the Americas for the first time. Risk management and 

the difficulty of raising capital remain barriers to entrepreneurs with 

clean-energy business plans, however. There is potential for working 

with national finance institutions and governments to improve the 

investment environment (Kim 2011; Hongo 2012). Regional efforts to 

share successful financing mechanisms can also help. 

Subsidies from governments or consumers will still be required in 

the near term, however, if the installed capacity of renewable energy is 

to reach the scale that will make it affordable. Government investment 

in infrastructure and energy suppliers is warranted because low-

carbon, resource-efficient growth will provide public social and 

economic benefits. Currently, such subsidies in ACI are limited and 

implemented in an uncoordinated manner. Regional cooperation 

is needed to provide additional financial resources and technology 

(Wyes 2011). 

There are several methods to mobilize international financing for 

green energy investments in ACI economies and most likely a mix of 

these options is best to be utilized. Potential mechanisms include feed-

in tariffs, loan guarantees, finances based on performance, “green” 

bonds linked to renewable energy investments, and the establishment 

of a Regional Renewable Energy Fund. Complementary investments 

in energy grid development in the ACI economies would likely be 

financed through existing mechanisms and agencies, such as regional 

development banks.

The following are examples of support for investments by the 

private sector:

 Cleantech venture capital funds: ADB provides $40 million for early-

stage equity financing and advisory services for venture capital 

funds that investment in emerging companies devoted to climate 

mitigation and adapting new clean technologies.

 India Solar Guarantee Facility: ADB will issue $150 million in partial 

credit guarantees to international and local banks lending to early 

entrant solar-power project developers in India. The guarantees 

cover non-payment risk of up to 50% of loans for small solar projects 

of 2–25 megawatts. The United Kingdom is providing a $10 million 
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grant to buy down the guarantee fees, reducing the overall financing 

costs for the projects. ADB provides technical assistance and training 

to banks on risk assessment and technical due diligence.  

 Thailand solar farm: ADB’s Clean Energy Fund is providing a 

$2 million grant to Thailand’s first large-scale photovoltaic farm to 

cover contingencies, reduce project costs, and service debt. 

 Climate Public–Private Partnership Fund: This innovative investment 

vehicle intends to catalyze large investments from institutions as 

pension funds and sovereign wealth funds into a $1 billion fund for 

long-term investments aimed at mitigating climate change. ADB and 

the UK’s Department for International Development are the anchor 

investors, contributing a combined $200 million (ADBI 2012b).

5.5.9  Mobilizing the private sector for green 
development

There is potential for private companies to develop clean energy. 

Because the revenue of energy service providers typically is tied to 

their ability to deliver savings, however, commercial banks perceive 

them as high-risk borrowers. Financing, technical support, and 

favorable policies from governments and international development 

banks can help strengthen this important industry. For example, after 

a decade of support from the World Bank, the private energy service 

industry in the PRC grew from three companies in 1997 to more than 

400 in 2007, with $1 billion in energy performance contracts in 2007 

(Anbumozhi 2008). 

Incentive programs should be coordinated across ACI through 

international agreements in order to harmonize tax policies, regulation, 

and pricing. ACI could consider a regional carbon mitigation agreement 

and process similar to the United Nations Framework Convention on 

Climate Change. For example, ACI might establish regional carbon trading 

regimes. Such agreements could be guided by the successes and failures 

of the Kyoto process as well as by considerations unique to the region.

Governments can also support renewable energy demonstration 

projects in partnership with private companies, especially when they 

connect to national infrastructure plans, such as electrical grids and 

transport systems. Successful demonstration projects should be 
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scaled up. Governments could also cooperate in advanced public–

private planning of interregional electrical networks.

Regional centers for public–private R&D and green energy projects 

can contribute the diverse perspectives of many countries and 

facilitate innovation and technology transfer (Ramanathan 2011a). 

The development of a network of electric car recharging stations, for 

example, could be launched in one country but with the cooperation 

and joint funding of other countries. Such centers should also conduct 

programs on interregional integration of green technologies. In some 

cases, centers can help transfer technologies from rich ACI nations to 

poorer ones. But in other cases, lessons learned in other poor nations 

using less advanced but lower-cost technologies will be even more 

appropriate and helpful (Anbumozhi, Kimura, and Isono 2010). 

5.5.10  A program for advancing green 
growth

Decoupling economic growth from emissions in ACI implies a 

classical coordination problem. Reducing the dependence of economic 

growth on natural resources requires more investment in a new 

generation of resources and new environment-friendly technologies. 

Increasing resource efficiency, erasing poverty, and reducing resource 

consumption in the high-consuming countries should be priorities in 

different groups of the ACI economies. They also should be part of 

a joint regional policy agenda for reducing emission reductions and 

promoting environmentally sustainable growth. As noted above, the 

ACI economies made various pledges in Copenhagen. 

But meeting these targets does not mean that the impacts of 

climate change will be within safe limits (Derviş et al. 2009). During the 

Copenhagen negotiations, most Annex I countries pledged quantifiable 

emission reductions. In addition, several developing countries 

submitted nationally appropriate mitigation actions. These are non-

binding targets, but subject to domestic measurement reporting and 

verification. The commitments are modest, especially when compared 

to a business as usual scenario of ACI.

A one-size-fits-all approach is not viable across all ACI. Instead, 

priorities should be based on each country’s economic circumstances. 
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Countries with high and medium levels of resource consumption 

and emissions must implement targeted policies to drastically 

increase resource efficiency and limit or reducing emissions. For 

dynamic emerging economies, priorities are resource efficiency in 

new infrastructure such as buildings and transport systems and in 

basic industries, such as metals, chemicals, and pulp and paper. Poor, 

developing countries with very low consumption levels will require the 

support of other richer Asian nations to increase material affluence 

to improve living standards and erase poverty. These countries may 

particularly benefit from the transfer of green technologies from 

abroad that are adapted to local situations. 

A predictable enabling environment also is essential for spreading 

renewable energy and resource efficiency. ACI also should adopt 

mechanisms to encourage the rapid spread of new technologies for 

waste management, pollution prevention, and energy efficiency, 

such as those needed for smart grids, smart cities, carbon capture, 

and clean coal. In the building sector, rapid technology advances are 

leading to drastic reductions in the energy needs of both new and 

retrofitted housing. Light, heat, cooling, and other energy-dependent 

services that use far less electricity can now be provided.

A major step toward advancing green growth is the establishment 

of a group of ACI experts that could back up national institutions, 

provide training and technical support. Ideally, experts in universities, 

technical institutions, industry associations, and volunteer networks 

could be mobilized to participate in a global enterprise. The group 

would also help accelerate development of the next generation of 

technical experts to serve rapidly expanding economic sectors

With its open regionalism policies and institutions that can 

support economic integration, Asia is well positioned to use regional 

cooperation as a strategy to advance low-carbon green growth both 

domestically and globally. Economies of scale in some Asian countries 

would help others overcome the cost barriers for deployment if low-

carbon technology goods and services are traded freely.

Finally, a network of research and policy institutions could be set up 

to monitor innovation and developments emerging around the globe. It 

would provide analyses of new opportunities to improve implementation 

with better technologies and additional policy support.
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5.5.11  A regional program for coordinated 
investment

ACI’s environmental and climate change challenges will require 

cooperation in technical capacity, knowledge, technology, and large-

scale investments. Cooperation at a regional level can help to reduce 

carbon emissions, manage water and energy resources, and mobilize 

funds for infrastructure improvements. In particular, cooperation for 

investments through regional funds could bring multiple economic, 

social, and environmental benefits and thus contribute to enhance 

energy and environmental security in ACI. Such coordinated regional 

funding mechanisms can not only contribute to the global availability 

of subsidies and technology for renewable energy services but also 

supplement the national guarantees offered by each country (UN 

2009). The establishment of one such regional funding mechanism 

or institution, the Asian Environment Fund (AEF), could contribute 

greatly to the mobilization of regional funds for enhancing energy 

and environmental security in ACI.  

5.6  Toward a Sustainable Future
A low-carbon, resource-efficient path will curtail future economic 

and social costs of environmental degradation. It will help alleviate 

poverty, ensure a better quality of life by widening access to energy 

services, protect health through better air quality, make the ACI 

economies more competitive, and enhance energy security. There also 

will be more visible payoffs of a switch to green growth. Investments in 

clean-energy and resource-efficient technologies, combined with price 

supports, tax incentives, direct grants, and loan support, can foster 

energy, water, and emission-reduction industries. Such a development 

path would enable countries to promote economic growth, while 

reducing emissions, minimizing waste, and encouraging more efficient 

use of natural resources (ADB and ADBI 2013).

Addressing ACI’s formidable environmental and resource 

problems will not be easy. It will require concerted, coordinated effort 
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by policymakers in many fields and in partnership with private sector, 

international organizations, and knowledge institutes. It is urgent that 

institutions must be strengthened so that policies are formulated and 

implemented more effectively. 

Development is the main priority in ACI. Widening access to 

energy services for the poor may lead to an overall increase in energy 

consumption in some countries. However, the potential to use energy 

more efficiently, especially in urban areas, could go a long way toward 

offsetting increased consumption.

Translating national energy, water, and environmental goals 

into action will require innovative policies, financing schemes at the 

micro- and macro-level, and the participation of a broad range of 

stakeholders. A broad portfolio of policy measures will be required, 

including market-based instruments such as taxes, feed-in tariffs, and 

prices on emissions and pollution that create incentives and stimulate 

innovation by companies and consumers to seek out clean and green 

energy alternatives. The ACI nations need regulatory frameworks that 

define the right conditions for market-based instruments by removing 

barriers, reducing risk, and increasing confidence in renewable energy 

investments. 

ACI governments must invest more and put a higher priority on areas 

that stimulate energy and water conservation, pollution prevention, and a 

shift toward renewable energy. In some cases—as illustrated by the PRC’s 

recent economic policy shifts—the ACI nations may need to drastically 

alter their current path of development. Meanwhile, governments should 

limit spending in areas that deplete resources, such as subsidies that 

artificially lower the cost of using fossil fuels and that deter consumers 

and industries from resource-efficient measures that otherwise would 

be cost-effective. Reforming subsidy programs is challenging, given 

the vested interests seeking their maintenance. But there are many 

examples of programs to ameliorate the negative impact to society, such 

as conditional cash transfer schemes for poor households. 

Subsidies for green technology such as price supports, tax breaks, 

loans, and direct grants can foster new industries in energy, water, 

and emission reduction. Governments also must invest in capacity 

building, training, and education so that the ACI nations can seize 

opportunities for infrastructure projects, prepare workforces, and 

help economies and populations cope with the challenges. Technology 
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transfer will be necessary to assist developing countries accelerate the 

process. A mechanism to complement these strategies with close links 

to the emerging carbon market and domestic financing schemes needs 

to be developed at the national level.

This agenda also requires bold leadership. It is imperative that 

the ACI nations assume a greater, proactive role in multilateral 

organizations and diplomatic efforts to address challenges such as 

climate change, national resource depletion, and energy security. 

They should work to strengthen international governance systems 

to advance the Kyoto Protocol. As one of the world’s major energy 

consumers, for example, the PRC should pursue greater coordination 

with other major oil importers through the IEA, of which the PRC is 

not yet a member. Other Asian countries also must joint collaborative 

efforts to assume stable future supplies of energy (Drysdale 2011).

The ACI nations must cooperate more at the regional level. To 

ensure water security and efficiency, the ACI economies must improve 

their cooperation in sharing cross-border fresh water sources and to 

meet regional financing needs for infrastructure. The establishment 

of a regional carbon market could significantly speed up deployment 

and increase the scale of new renewable energy and energy-efficient 

projects. Regional governments should harmonize energy pricing, 

taxation, regulation, and standards. Regional solutions are especially 

essential for sharing water sources and financing water infrastructure.

It is in the economic self-interest of the ACI economies that these 

challenges be tackled aggressively. Delaying action on these fronts 

will only increase future costs. By accelerating the transition to a low-

carbon future, ACI can win the global clean energy race and realize its 

great transformation.
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6  Financing Future 
Transformation

6.1  Introduction
 The financial systems of ACI have been instrumental in supporting 

the region’s unparalleled record of growth and enabling it to weather 

many financial storms in the past two decades: the Indian crisis in 

1991, the Asian crisis in 1997–1998, and most recently the global 

financial crisis of 2008–2009 and the ensuing recession. Today, the 

financial systems of ACI have the resources to support growth until 

2030, mobilizing $4.3 trillion in savings and boasting $3.8 trillion of 

foreign exchange reserves a year as of 2010. ACI finances are more 

resilient, diversified, and sophisticated than they were in the 1990s. 

For ACI to meet its 2030 growth targets and spread the benefits 

of that growth more widely, however, the region will have to find ways 

to more effectively intermediate its large excess savings. ACI financial 

markets must become deeper, make formal financial services available 

to more people and firms, and be better able to withstand external 

shocks. Banks must become more efficient in allocating funds and will 

need greater expertise in setting up large and complex projects and 

managing the risks of such investments. ACI financial markets also 

must integrate more thoroughly with each other so that funds can be 

mobilized across the region. 

The financial sector plays a number of key roles in economic 

development and growth. It facilitates trade in goods and services, 

evaluates investment projects, mobilizes pools of savings to fund 

projects, transfers funds to where they are needed, monitors the 

activities of capital users, distributes and monitors risk, and provides 

investors with diverse savings products. It is no exaggeration to say that 

the financial sector is the lifeblood of the economic system, and that 
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developing a financial infrastructure capable of supporting sustainable 

long-term growth in the region is a critical requirement. It is widely 

recognized that countries with better-developed financial systems tend 

to grow faster over long periods (King and Levine 1993; Levine 2005; 

Beck, Levine, and Loayza 2000; Rajan and Zingales 1998). Whether this 

effect is causal or not remains controversial, especially in light of the 

role of financial innovation (Rodrik 2008a; Schularick and Steger 2010). 

A malfunctioning financial system, on the other hand, can 

have major negative consequences for the real economy, especially 

when unsound financial policy is combined with weak supervision 

and imprudent behavior by financial institutions (Minsky 1974; 

Kindleberger 1978; Bhagwati 1998; Rodrik 1999; Easterly, Ritzen, 

and Woolcock 2000; Rajan 2005, 2010). Therefore, safeguarding 

financial stability from both external and internal risks is a key policy 

responsibility, a lesson that has been repeatedly made clear by recent 

major financial crises. In Asian emerging markets, management of 

volatile capital flows is vital for macroeconomic and financial stability.

While ACI’s financial sector has generally performed well, it must 

become more sophisticated as nations in the region move toward the 

status of developed economies by 2030 and as its population becomes 

wealthier. 

Compared to high levels of manufacturing productivity growth, 

however, development of the financial sector has lagged in most 

ACI economies, largely due to heavy regulation and, in some 

cases, insufficient scale. ACI’s financial markets are also highly 

fragmented.

6.2  An Agenda for ACI Financial 
Development

A vision for financial development in the Association of Southeast 

Asian Nations (ASEAN), the People’s Republic of China (PRC), and India 

is outlined in ADB’s Institutions for Regional Integration, which sets 

out the following goals for an Asian economic community:

 An integrated market free of restrictions on flows of goods and 

services

ACI_all.indd   192 14/09/02   10:11



193

Financing Future Transformation

 Deeper and more liquid financial markets open to cross-border 

financial flows, with high standards of oversight and strong 

protection for national and foreign investors

 Effective frameworks for coordinating macroeconomic and 

exchange-rate policies, taking into account global challenges and 

differing national circumstances 

 Regional forums and dialogues to address vital social issues, such as 

poverty, exclusion, income insecurity, migration, aging, health, and 

environmental threats

 A consistent voice to project regional concerns in global policy forums 

and enhance responsible global governance (ADB 2010b: 201).

Financial integration can promote economic development 

by reducing costs to borrowers and investors and by increasing 

competition. The processes of development, globalization, and 

innovation must be carefully managed. If implemented hastily, in 

the wrong sequence and without adequate safeguards, well-intended 

policies can increase risks of financial crises. The region’s financial 

sector must also face the challenges of improving financial inclusion, 

accommodating aging populations, and supporting green growth. A 

growing financial services sector is also expected to become a new 

engine of economic growth in ACI.

This chapter provides perspectives on the current and prospective 

situation of financial market development in the ACI economies and 

identifies the key priorities for strengthening infrastructure needed 

for financial development and regional integration. Four priorities are 

addressed:

 The deepening, opening, and increased efficiency of financial 

markets, such as through larger bond markets and the establishment 

of infrastructure for derivatives and foreign exchange swaps. 

 Expansion of access to financial services for individuals and small 

enterprises.

 Enhanced stability through improved regulation and surveillance 

and macroprudential policy.

 Increased financial integration and greater regional and global 

cooperation, including harmonization of ACI regulatory and 

tax frameworks, regional bond markets, and foreign exchange 

coordination.  
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Table 6.1: Development of ACI Financial Assets

2010 $ billion Share of world total (%)
2000 2030F 2010 2030F

Bank deposits
  ACI 13,390 53,768 23.7 44.1
    ASEAN 1,339 4,194 2.4 3.4
    PRC 10,945 42,332 19.4 34.7
    India 1,106 7,243 2    5.9

Private credit by deposit money banks
  ACI 8,278 32,998 16.7 32.9
    ASEAN 966 3,023 1.9 3
    PRC 6,679 25,831 13.4 25.8
    India 633 4,144 1.3 4.1

Stock market capitalization
  ACI 10,686 42,442 19.4 34.4
    ASEAN 1,596 5,071 2.9 4.1
    PRC 7,474 28,907 13.6 23.4
    India 1,616 8,464 2.9 6.9

Private bond market capitalization
  ACI 2,162 17,203 4.1 13.7
    ASEAN 348 1,704 0.7 1.4
    PRC 1,663 12,866 3.2 10.2
    India 151 2,632 0.3 2.1

ACI = ASEAN, the PRC, and India; ASEAN = Association of Southeast Asian Nations; F = forecast; 
PRC = People’s Republic of China.
Sources: CEIC database. http://www.ceicdata.com (accessed 12 April 2011); International Financial 
Statistics Database. http://www.econdata.com/databases/imf-and-other-international/ifs/ 
(accessed 12 April 2011); BIS (2012); World Federation of Exchanges. http://www.world-exchanges.
org/statistics/annual/2011/equity-markets/domestic-market-capitalization (accessed 8 August 
2011); authors’ estimates.
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This chapter offers policy recommendations at the national, 

subregional, and regional levels.

6.3  Current Status of ACI 
Financial Markets

Based on its current trajectory, ACI’s share of global financial 

markets will grow dramatically by 2030 in all major asset classes 

(Table 6.1). ACI’s share of global bank deposits is projected to rise 

from 23.7% in 2010 to 44.1% by 2030, while the region is expected to 

account for one-third of the world’s bank credit for private borrowers 

and stock market equity values. Because ACI is starting from a low 

base, the region’s share of private local-currency bonds is projected to 
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reach only 13.7%. However, that will represent a threefold increase in 

two decades. ACI’s share of all private funding is expected to nearly 

double, to 26.5%.

ACI’s mounting financial weight in the world reflects both its 

projected economic growth and increases in the ratio of financial 

assets to gross domestic product (GDP) in some countries, such as 

India, Indonesia, the Philippines, Thailand, and Viet Nam. The PRC will 

by far make the biggest contribution to the rise of ACI.

ACI is expected to make its increased presence in global markets 

felt in other dimensions as well. The yuan is expected to become an 

increasingly important international reserve currency as the country 

gradually opens its capital account. Shanghai and Mumbai are expected 

to join the ranks of major international financial centers.

6.3.1  Financial deepening and opening
The World Economic Forum’s Financial Development Report 2010, 

defines financial development as “policies and institutions that lead 

to effective financial intermediation and markets, as well as deep 

and broad access to capital and financial services.” Seven pillars are 

used: institutional environment, business environment, financial 

stability, banking financial services, non-banking financial services, 

financial markets, and financial access (WEF 2011b: xiii). The approach 

uses much more than quantitative measures to assess financial 

development.   Table 6.2 shows how the ACI countries ranked among 

57 countries in 2009 and 2010. 

With the exception of the Philippines, Indonesia, and Viet Nam, the 

ACI countries rank as moderate, while Singapore ranks as high. From 

2009 to 2010, ACI rankings have generally improved, with Malaysia 

and the PRC showing the biggest gains. However, most ACI financial 

systems are still less developed than those in developed economies. 

  Within the financial stability pillar, banking system stability is weighted more (40%) 
than currency stability and risk of sovereign debt crisis (30% each). Within the banking 
financial services, there are three subgroups: the size of the banking system, the efficiency of 
the banking system (40% each), and the role of financial information disclosure (20%). Within 
the financial markets pillar, a 30% weight was assigned to the equity and bond market, and a 
20% weight was assigned to the foreign exchange and derivatives market (greater importance 
of equity and bond market development).

40
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Table 6.2: Changes in Financial Development Assessments

2010 rank 2009 rank 2010 score 
(1–7)

Change in 
score

Singapore 4 4 5.03 0.01

Malaysia 17 22 4.2 0.23

Thailand 34 35 3.37 0.03

Viet Nam 46 45 3.03 0.04

Philippines 50 50 2.97 0.14

Indonesia 51 48 2.9 0

PRC 22 26 4.03 0.16

India 37 38 3.24  -0.05

PRC = People’s Republic of China.
Source: WEF (2010).
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6.4  Measuring ACI’s Financial 
Progress

The ACI economies have made progress in increasing the size, 

efficiency, and internationalization of their financial markets over the 

past decade. This deepening can be analyzed by using a methodology 

similar to that of the World Bank’s Financial Development and Structure 

Database (Lee 2008; Capannelli, Lee, and Petri 2009). Asia’s progress 

can be compared with that of other countries by using the indicators 

provided in Beck and Demirguc-Kunt (2009) for four income levels: 

high, upper-middle, lower-middle, and low. 

All indicators of financial size suggest steady progress (Table 6.3). 

These indicators are central bank assets, bank deposits, deposit 

money bank assets, liquid liabilities,   private credit by deposit 

money banks, stock market capitalization, and private bond market 

capitalization. All are computed as a ratio to nominal GDP. Typically, 

the ratio of central bank assets to GDP falls as income rises, while 

all other measures rise. Private bond market capitalization is used 

 Liquid liabilities are defined as cash plus demand deposits and interest-bearing liabilities 
of banks and other financial institutions.
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Table 6.3: Measures of Financial Sector Size

Median ratio by income class, 2007 ASEAN PRC India ACI* 

Ratio to GDP High Upper
middle

Lower
middle Low 2000 2009 2000 2009 2000 2009 2000 2009

Central bank assets 0.01 0.01 0.04 0.02 0.08 0.03 0.02 0.05 0.08 0.02 0.07 0.03 

Bank deposits 0.87 0.43 0.39 0.20 0.73 0.83 1.04 1.47 0.42 0.64 0.73 0.89 

Deposit money bank assets 1.14 0.55 0.31 0.15 0.85 0.78 1.13 1.07 0.41 0.65 0.83 0.80 

Liquid liabilities 0.90 0.45 0.43 0.27   NA 1.05   NA 1.57   NA 0.75   NA 1.08 

Private credit by deposit 
money banks 1.01 0.47 0.31 0.14 0.70 0.77 1.06 1.10 0.26 0.47 0.69 0.77 

Stock market capitalization 1.05 0.42 0.30 0.26 0.87 0.77 0.38 1.00 0.36 0.90 0.73 0.82 

Private bond market 
capitalization 0.36 0.16 0.03 0.00 0.13 0.17 0.07 0.19 0.00 0.05 0.10 0.15 

ACI = ASEAN, the PRC, and India; ASEAN = Association of Southeast Asian Nations; GDP = gross domestic product; NA = not available; PRC = People’s Republic of China.
Note: * Simple average.
Sources: Beck and Demirguc-Kunt (2009) and authors’ estimates.
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because it is highly correlated with income levels. Public bond market 

capitalization shows almost no correlation with income levels.

Table 6.3 compares the values for ASEAN, the PRC, India, and all 

of ACI in 2000 and 2009 with the median values by income group of 

the worldwide sample for 2007 (Beck and Demirguc-Kunt 2009). Data 

for ACI are simple averages of the ratios for the PRC, India, Indonesia, 

Malaysia, the Philippines, Singapore, Thailand, and Viet Nam. The 

data show that the ACI economies on average are, if anything, over- 

endowed in terms of liquidity and banking sector size compared 

to high-income countries. However, they are less endowed in terms 

of deposit bank assets, private credit by deposit money banks, and 

stock market capitalization. The PRC tends to score highest on these 

measures, with ASEAN in the middle and India lowest. However, they 

all lag in private bond market capitalization. 

All ACI economies showed substantial increases in total private 

liabilities relative to GDP from 2000 to 2009, especially the PRC, 

India, and Viet Nam. Table 6.4 shows there were major differences 

when it came to types of liability. Private bank credit fell in Malaysia, 

the Philippines, and Thailand in the aftermath of the Asian financial 

crisis of 1997–1998. Stock market capitalization rose in all the ACI 

economies, while private bond market capitalization fell only in 

Singapore. However, among the ACI economies, private bond market 
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Table 6.4: Sources of Private Sector Funding (% of GDP)

Private credit by 
deposit money 

banks 
Stock market 
capitalization

Private bond 
market 

capitalization 
Total 

2000 2009 2000 2009 2000 2009 2000 2009

ASEAN* 70.4 76.9 72.4 76.2 12.6 16.9 141.3 167.1 

Indonesia 17.8 24.0 16.3 33.0 1.4 1.5 35.5 58.6 

Malaysia 123.1 113.2 124.7 132.6 32.9 49.6 280.7 295.3 

Philippines 38.2 29.9 32.0 47.6 0.2 1.0 70.5 78.5 

Singapore 96.7 102.2 164.8 169.5 16.9 13.2 278.5 284.9 

Thailand 116.3 95.2 24.0 52.4 11.8 19.1 152.0 166.8 

Viet Nam 30.4 96.7 NA 21.8 NA NA 30.4 118.6 

PRC 106.4 110.0 48.5 100.3 7.0 19.0 161.9 229.4 

India 26.4 46.5 32.2 85.4 0.5 4.6 59.1 136.6 

ACI* 69.4 77.2 63.2 80.3 10.1 15.4 133.6 171.1 

Others

Hong Kong, China 150.9 152.4 364.4 1088.6 17.2 14.2 532.5 1255.2 

Japan 195.3 107.2 67.6 67.1 47.4 37.8 310.4 212.1 

Rep. of Korea 69.7 105.0 32.2 100.3 51.5 69.3 153.4 274.7 

ACI = ASEAN, the PRC, and India; ASEAN = Association of Southeast Asian Nations; GDP = gross domestic product;
NA = not available; PRC = People’s Republic of China.
Note: * unweighted averages; data for other ASEAN countries not available.
Sources: IFS Feb 2011 CD, CEIC database. http://www.ceicdata.com (accessed 12 April 2011); BIS (2012); World 
Development Indicators online. http://data.worldbank.org/data-catalog/world-development-indicators (accessed 
12 April 2011).
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capitalization was high only in Malaysia, which underlines the scope 

for further development of this sector.

Life insurance premiums as a percentage of GDP have reached 

very high levels in Singapore and Hong Kong, China, befitting their 

status as international financial centers (Table 6.5).  Malaysia’s level 

also is relatively high at 6.3% of GDP. Levels in the PRC and Thailand 

are relatively close to those of the Republic of Korea, where premiums 

equal 4.5% of GDP and represent a good long-term benchmark. India, 

Indonesia, the Philippines, and Viet Nam have further to go. 

ACI’s asset management industry is expected to grow rapidly 

as a result of rising incomes, high savings rates, and the aging of 

populations in most economies. Again, however, there is wide variation 

in the region (Table 6.5). Singapore and Hong Kong, China have very 

high percentages of shares of assets under management, followed by 

 Data on assets are not available for most economies.
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Table 6.5: Insurance and Mutual Fund Industry Development 
(% of GDP)

Total insurance premiums Mutual fund assets

2000 2010 2000 2010 

ASEAN* 4.7 4.8 47.5 106.8

Indonesia** 1 1.6 0.4 2.3

Malaysia NA 6.3 12.2 49.3

Philippines** 1.3 1 NA 1.1

Singapore 14.1 14.2 169.8 461.1

Thailand 2.5 4.2 7.7 20.1

Viet Nam+ NA 1.4 NA NA 

PRC 1.6 3.7 0.9 6.2

India NA 2.3 6.4 8.5

ACI* 4.2 4.4 35 81.9

Others     

Hong Kong, China** 32.9 88.2 184.1 442.9

Rep. of Korea 5.5 4.5 17.7 20.9

ACI = ASEAN, the PRC, and India; ASEAN = Association of Southeast Asian Nations; 
NA = not available; PRC = People’s Republic of China.
Notes: * Unweighted averages. Instead of 2010 data, ** denotes 2009 and + denotes 2008; 
data for other ASEAN countries not available.
Source: CEIC database. http://www.ceicdata.com (accessed 1 August 2011).

199

Financing Future Transformation

Thailand. Using the Republic of Korea as a benchmark, where such 

assets equal around 20% of GDP, countries such as the PRC and India 

seem likely to develop further.

6.4.1  Financial openness
Financial systems become more open as economies develop and 

restrictions in areas such as capital accounts ease. However, capital 

account regimes can also become more restrictive, particularly 

in countries that experience shocks from rapid capital inflows or 

outflows. The Asian financial crisis of 1997–1998 was a watershed 

in Asia in terms of the perceived risks associated with open capital 

accounts. As discussed below, a certain level of capital market 

openness is a prerequisite for regional financial integration. The task 

is to identify appropriate ways to manage capital flows. 

Financial openness is not easy to measure. There are two broad 

approaches—de jure and de facto. De jure measures assess the 

restrictiveness of published laws and regulations regarding foreign 

exchange and capital account transactions. These are typically based 
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Figure 6.1: Chinn–Ito Indices for Major ACI Economies

ACI = Association of Southeast Asian Nations, the PRC, and India; PRC = People’s Republic of China.
Source: Chinn and Ito (2008).
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on the Annual Report on Exchange Arrangements and Exchange 

Restrictions (AREAER) (IMF 2008). Examples of this approach include 

Quinn (2003) and the Chinn–Ito Index  (Chinn and Ito 2008). 

The degree of openness has ranged widely and has changed 

substantially in major ACI economies, according to the Chinn–Ito 

Index for 1996 and 2009 (Figure 6.1). Singapore and Hong Kong, 

China are rated as fully open, consistent with their status as regional 

financial centers. Both the PRC and India have maintained relatively 

low ratings of –1.15, suggesting they are relatively closed. Indonesia 

and Viet Nam have become significantly more open, while Malaysia 

and Thailand have become less open, primarily as a result of their 

experiences during the Asian financial crisis.

However, it is widely recognized that de jure measures may not 

reliably capture the effective degree of capital market openness. The 

alternative approach is to measure de facto capital market openness, 

based on estimates of actual capital flows. One of the main sources in 

this regard is Lane and Milesi-Ferretti (2006). The essential idea is that 

a higher level of external assets and liabilities (relative to GDP or some 

 The Chinn–Ito Index is compiled by evaluating four major categories of restrictions 
on external accounts: (i) the presence of a multiple exchange rate regime, (ii) the presence 
of restrictions on current account transactions, (iii) the presence of restrictions on capital 
account transactions, and (iv) the presence of a requirement of the surrender of export 
proceeds. The index score ranges from –1.84, which indicates they are fully closed, to +2.48, 
meaning they are fully open.

43

43

ACI_all.indd   200 14/09/02   10:11



Table 6.6: External Assets and Liabilities as a Share of Gross 
Domestic Product in Emerging Asia, 1990–2009 (%)

1990 1995 2000 2005 2009

Cambodia NA 96.3 176.8 145.2 156.0

PRC 38.9 58.7 84.7 90.6 108.3

Hong Kong, China 1,462.9 1,338.6 1,246.5 1,434.5 2,097.1

India 30.2 39.7 42.3 49.1 64.1

Indonesia 80.6 86.2 136.8 86.1 76.9

Rep. of Korea 35.4 50.9 82.7 107.5 161.9

Lao PDR 215.3 147.5 198.7 148.0 153.2

Malaysia 121.6 160.8 185.5 183.9 242.2

Philippines 95.0 97.3 143.3 114.7 99.2

Singapore 361.3 419.5 809.5 966.7 1,216.4

Taipei,China 103.4 97.7 132.3 257.0 369.7

Thailand 68.8 114.4 142.7 135.1 168.0

Viet Nam NA 96.2 110.7 100.2 129.8

Lao PDR = Lao People’s Democratic Republic; NA = not available; PRC = People’s Republic of China.
Source: Kawai, Lamberte, and Takagi (2012).
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other measure) indicated the effective openness of capital markets. 

The series was updated to 2009 in Kawai, Lamberte, and Takagi (2012). 

The values are summarized in Table 6.6. 

The external assets and liabilities ratios generally rose for all Asian 

economies from 1990 to 2009. Despite the region’s relatively low overall 

de jure openness scores, the ratios were close to or exceeded 100% for 

all but two economies in 2009. The capital accounts of many Asian 

economies, therefore, in fact appear to have been sufficiently open. 

6.4.2  Financial soundness and governance 
measures

Great improvements in the soundness of ACI financial systems 

have been achieved since the 1997–1998 Asian financial crisis. 

Although capital adequacy ratios on average fell somewhat between 

2000 and 2009, they remained high. Nonperforming loans in the region 

fell dramatically, from an unweighted average of 14.1% of total loans 

in 2000 to only 3.4% in 2009 (Table 6.7). All the ACI economies showed 
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Table 6.7: Measures of Financial Stability and Governance

Capital 
adequacy ratio 

(%) 

Nonperforming 
loans

 (% of total) 

Regulatory 
quality+ Rule of law+ 

2000 2009 2000 2009 2000 2009 2000 2009

ASEAN* 16.4 15.6 14.4 4.0 0.3 0.3 0.1 0.1

Indonesia 21.6 17.5 18.8 3.8 -0.3 -0.3 -0.8 -0.6

Malaysia 12.5 14.6 15.4 3.8 0.4 0.3 0.4 0.5

Philippines 16.2 15.8 16.6 4.6 0.1 0.0 -0.5 -0.5

Singapore 19.6 16.5 3.4 2.3 2.0 1.8 1.4 1.6

Thailand** 11.9 13.8 17.7 5.7 0.5 0.3 0.5 0.0

Viet Nam NA NA NA NA -0.7 -0.6 -0.4 -0.4

PRC 13.5 10.0 NA 1.6 -0.3 -0.2 -0.4 -0.3

India 11.1 13.2 12.7 2.4 -0.1 -0.3 0.2 0.0

ACI* 15.3 14.6 14.1 3.5 0.2 0.2 0.0 0.0

Others

Hong Kong, China 17.8 16.6 6.1 1.5 1.7 1.8 0.9 1.5

Rep. of Korea 10.5 14.2 6.6 1.5 0.6 0.0 1.4 0.0

Taipei,China** NA 11.4 NA 1.2 NA 1.1 NA 0.8

ACI = ASEAN, the PRC, and India; ASEAN = Association of Southeast Asian Nations; NA = not available; 
PRC = People’s Republic of China.
Notes: * Unweighted average; ** 2008 data instead of 2009; +Scale from -2.5 to +2.5.
Sources: IMF (2010); World Bank (2011b). 
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marked improvement, especially Indonesia, Malaysia, the Philippines, 

and Thailand. Much of this improvement was due to sustained 

economic expansion since 2000, but structural improvements played 

a role as well.

There has been much less evidence of progress in qualitative 

measures of governance and regulatory efficiency. The performance 

of ACI as a whole on the World Bank’s indices for Regulatory Quality 

and Rule of Law (World Bank 2011b) remained stable between 2000 

and 2009. Improvements in some countries were partly offset by 

deterioration in Thailand and India. 
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6.5  Promoting Financial 
Deepening and Opening in ACI

Banks have been the workhorses of the ACI economic growth 

model. That partly is because policymakers can influence banks to 

lend according to development objectives. Another reason is that 

ACI banks have developed long-term relationships with borrowers, 

and therefore exercise effective oversight. The Asian financial crisis, 

however, highlighted inadequate bank governance and regulation 

in much of the region. The crisis led to an overhaul of ACI banking 

sectors and recognition of the need to develop bond markets as “spare 

tires” for financing during times of crisis.

Numerous regional initiatives have been undertaken to promote 

bond market development. They include the Asian Bond Markets 

Initiative and Asian Bond Funds. However, further work needs to be 

done in this area for Asian bond markets to achieve their potential, 

particularly with regard to corporate bonds. Progress can be achieved 

in a number of dimensions. They include improving the infrastructure 

related to securities and foreign exchange markets, coverage by 

credit rating agencies, government debt management, and operating 

efficiency of payment, clearing, and settlement systems. ACI should 

also develop mechanisms to support infrastructure financing and 

address sectoral competition issues.

6.5.1  Securities and foreign exchange 
markets infrastructure

The ACI economies can take steps to deepen regional bond 

markets. The long-term viability of this segment is closely linked to 

the presence of highly liquid foreign exchange and derivatives markets 

that facilitate risk management and transformation, regulations that 

facilitate cooperation with market participants, and benchmark issues 

and competitive pricing between markets (Batten, Hogan, and Szilagyi 

2009). Governments can improve their debt management. Risk-free 

benchmarks are essential for pricing and hedging in the corporate bond 
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Table 6.8: Perceived Bond-Market-Related Barriers by Economy
 (number of survey respondents reporting problems)

Problem PRC HKG IND INO MAL PHI SIN THA VIE Total

Lack of derivative instruments        0

Lack of repo operations 1  1 1 1 4  8

Lack of securities lending      2  2

Settlement of FX trades   3 1    4

Local currency borrowing 1 1 2 3 2 2 1 12

FX cash repatriation restrictions 1 1 6 2 3 8 3 24

FX exchange restrictions 2 1 8 4 5 10 4 34

Income payments   1     1

Legal jurisdiction 1  1     2

Taxes 2  6  5 2 2 17

Investor registration 5 3 1  1 1 4 15

Legal system differences 1  1     2

Direct access to local settlement 2  1  1  1 5

FX = foreign exchange; HKG = Hong Kong, China: IND = India; INO = Indonesia; MAL = Malaysia; PHI = Philippines; 
PRC = People’s Republic of China; SIN = Singapore; THA = Thailand;  VIE = Viet Nam.
Sources: ADB (2010a); Morgan and Lamberte (2012).
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market. Ultimately, risk-free government bonds provide benchmarks 

for credit spreads. Therefore, adequate liquidity is critical, irrespective 

of fiscal requirements.

It is crucial that coverage by national and international credit 

rating agencies be expanded and promoted (Spiegel 2009). Both global 

and regional rating agencies have their strengths and weaknesses, 

so both should be encouraged. Fortunately, Asia already has a large 

number of national credit rating agencies.

Improvements in financial regulatory and tax systems are needed 

in ACI. Many market imperfections are self-induced. For example, 

withholding taxes and legal constraints segment markets from global 

capital (Jiang and McCauley 2004) and appear to be a major deterrent 

to investors. An ADBI survey of institutional investors identified a 

number of perceived barriers to bond market access in Asia (Table 6.8).

Withholding taxes and restrictions on exchange convertibility 

and repatriation were among the most frequently cited barriers. It is 

important to note that some barriers, such as regulations and taxes, 

fall more in the area of the public sector. Others, such as settlement 

procedures, are set by the private sector. So efforts to reduce such 

barriers must be directed at both.
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6.5.2  Infrastructure financing
Asia’s infrastructure investment needs are massive—estimated 

at $8 trillion between 2010 and 2020 (ADB and ADBI 2009). Some 

economies in the region face significant fiscal constraints that would 

make it difficult for them to finance such projects. Fiscal constraints 

can be relaxed through overseas development assistance, public 

funding from regional institutions, and private capital. 

Since large increases in development assistance cannot be expected, 

the burden will have to fall on regional public funding and public–

private partnerships. Regional institutions to support funding of 

public investment are discussed in section 6.8.3. While public–private 

partnerships sound promising, however, they are complex and costly 

(Nishizawa 2011). Risk allocations are challenging because of the public 

nature of infrastructure services provision and inherent uncertainties 

over the long term. There is a perception that such partnerships favor 

private profit at the public’s expense. Difficulties also arise from 

the different attitudes of investors, governments, lenders, and the 

general public. Although public–private partnerships have commercial 

and contractual structures and operational modalities, they can be 

extremely political, especially in the implementation stage.

6.5.3  Public debt management
Governments must improve their debt management to support 

the liquidity of their bond markets. Risk-free benchmarks are integral 

and necessary for pricing and hedging in the corporate bond market. 

Ultimately, risk-free government bonds provide benchmarks for credit 

spreads. It therefore is critical to maintain adequate liquidity across a 

range of maturities, irrespective of fiscal requirements (Batten, Hogan, 

and Szilagyi 2009).

6.5.4  Payments, settlement, and clearing 
systems

Banking and securities markets cannot function without efficient 

systems for payments, settlement, and clearing—the essential 
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Table 6.9: Entry of Foreign Banks in ACI Markets (number of banks)

Total
 banks*
 in the 
study

Locally 
owned

Foreign 
owned

Non-Asian 
foreign 
owned

Asian 
foreign 
owned

Non-ACI 
owned

ACI 
owned

ASEAN 335 94 241 121 120 52 68

Indonesia 36 10 26 7 19 6 13

Malaysia 23 9 14 8 6 1 5

Philippines 38 19 19 10 9 4 5

Singapore 119 6 113 69 44 18 26

Thailand 32 12 20 9 11 4 7

Viet Nam 87 38 49 18 31 19 12

PRC 38 37 1 1 0 0 0

India 75 48 27 14 13 8 5

ACI 448 179 269 136 133 60 73

ACI = ASEAN, the PRC, and India; ASEAN = Association of Southeast Asian Nations; PRC = People’s Republic of 
China. 
Note: *Excluding thrifts.
Source: Bankscope Database. www.bankscope.com (accessed 25 May 2011).
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“plumbing.” These systems generally held up well in Asia during the 

global financial crisis. However, they can be strengthened in many 

ways. For example, although all major ACI economies except Viet Nam 

have real-time gross settlement payments systems, they still need to 

be substantially upgraded to handle smaller transactions and various 

kinds of risks.

6.5.5  Competitive restraints
Barriers to entry remain high in various ACI financial sectors, whether 

within countries or across borders. This leads to inefficiency and higher 

costs. Because the financial sector allocates savings and investment, this 

represents a significant constraint on ACI growth prospects.

Banking. Competition in many ACI banking sectors remains 

limited by restrictions on the entry of foreign financial institutions 

into domestic markets. This is evidenced by the low penetration of ACI-

based banks in other markets within the region. The presence of other 

ACI banks is particularly low in the PRC, Malaysia, the Philippines, and 

Thailand (Table 6.9). As discussed below, entry barriers need to be 

addressed to promote regional financial integration.
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Insurance. Market access in the insurance industry, especially 

to foreign companies, is limited in many ACI economies, leading to 

inefficiency and high costs. 

Asset management. Demand for asset management services 

is expected to expand as populations rapidly age over the next two 

decades in many ACI economies. With the exception of Singapore, 

Malaysia, and Hong Kong, China, however, development of the private 

asset management sector in the ACI economies is still limited. Cross-

border competition for such services is even scarcer, due to restrictions 

on capital flows.

6.6  Financial Inclusion
Since the early 1990s, although ACI has made remarkable progress 

in providing financial services for people who previously had no access 

to the banking sector, most households still have only partial access. 

Millions remain excluded altogether. Greater financial inclusion can 

help not only improve the welfare of the majority of ACI’s people, but 

also enhance financial stability through a deeper and more diversified 

financial system.

A lack of access to finance limits the contribution that low-income 

households and small enterprises can make to economic growth. It also 

has other undesirable effects, such as leading to unnecessarily high 

levels of savings, high-income inequality, and volatile consumption 

and investment. Expanding access to financial services, therefore, is 

important to securing more equitable and sustainable growth.

6.6.1  Current situation
More than 500 million people (Figure 6.2) and a significant number 

of micro and small and medium-sized enterprises in ACI have no 

access to formal or semi-formal financial systems. Only about 40%–

50% of Asian households have some access to formal or semi-formal 

financial services, while about 25% of Asian households living on less 

than $2 a day have some access to finance. In Thailand, more than 50% 

of all adults have such access. In India, the PRC, Indonesia, and Viet 
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Figure 6.2: Financial Inclusion—Millions of People Excluded

PRC = People’s Republic of China.
Source: Fernando (2009).
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Nam, access ranges from 30% to 49%, while in Cambodia, Myanmar, 

the Philippines, and the Lao PDR it is less than 30% (Fernando 2009). 

Due to growth in microfinance, a quantum shift has occurred 

in access to credit in some ACI economies in the past 4 or 5 years. 

Access for India’s poor households has increased from less than 

8% in 2004 to about 20% to 25% in 2009. As of 2008, microfinance 

reached 9.9 million clients in India, and an additional 2.1 million 

in Viet Nam just since 2006. In the PRC, access to credit for rural 

people declined after reforms of banks and rural credit cooperatives. 

Inevitably, the sustainability of such programs always is in question 

when they rely on subsidies.

6.6.2  Small and medium-sized enterprise 
finance

Small and medium-sized enterprises (SMEs) have been neglected 

by Asian banks. Measures should be taken to create an enabling 

environment for SMEs by developing a corporate credit information 

database and credit guarantee system at the national and regional 

levels. This can help ease the problems of identifying suitable 

collateral for SME loans.

There are compelling reasons for governments to facilitate 

credit access for SMEs. They contribute to sustainable economic 
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growth, help alleviate poverty, and help drive innovation. Empirical 

studies have shown that credit to the private sector plays a key 

role in economic growth (Beck, Levine, and Loayza 2000; Khan and 

Senhadji 2000). Studies have also shown a link between credit flow 

and SME performance. Using cross-industry and cross-country 

data, Beck, Levine, and Loayza (2000) found that improvements in 

financial development, measured by the ratio of private credit to 

GDP, help accelerate the growth of SMEs. Not surprisingly, therefore, 

many governments have intervened in the financial sector to boost 

credit for SMEs. 

Governments should work with market forces to correct market 

failures. Rather than providing finance, the most important role 

of governments is to strengthen the institutional underpinnings of 

financial transactions (ADB 2009). This requires improvements in 

the legal, regulatory, and information infrastructure of financial 

systems. 

Trade finance also is very important for SMEs, which tend to 

be hampered by insufficient collateral and data. Alleviating such 

obstacles could make an important economic contribution by 

expanding the number of firms able to export and import. The key 

is to find innovative ways to cut transaction costs.

6.6.3  Microfinance

Microfinance—the extension of small amounts of credit to 

a large number of poor households and enterprises—has grown 

rapidly. However, recently the sector has suffered growing pains 

in India and other countries. Controversy has arisen over whether 

rates charged are exorbitant and whether overly aggressive lending 

practices lead to bankruptcies—and in some cases— suicide. On 

the other hand, microfinance has been a leader in technological 

innovation such as the use of cell phones for bank transactions. In 

most cases, the regulatory frameworks for microfinance, including 

consumer protection and bankruptcy laws, are not well developed 

and need to be addressed. The creation and improvement of 

consumer credit databases can also contribute to a healthy 

development of this sector. 
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6.6.4  Green finance
Financing for green growth encompasses investment in areas such 

as traditional pollution control, alternative energy sources, energy 

conservation, and projects that reduce greenhouse gas emissions. 

Traditional financing mechanisms often do not provide sufficient 

incentives for socially efficient levels of investment in these areas. 

The control of greenhouse gases is particularly complex because 

the relevant “commons” area is the entire planet. Institutions such 

as the Clean Development Mechanism have been an important 

development in the search for cost-effective solutions to greenhouse 

gas reductions. This framework allows developed economies to gain 

emission credits by financing lower-cost greenhouse gas reduction 

projects in developing economies. Water pollution and water 

management are often regional issues, as in the case of the Mekong 

Delta, so international financial transfer mechanisms may prove 

useful in this area.

 

6.6.5  Legal and regulatory infrastructure
The development of specialized lending institutions for 

consumers and SMEs may require regulatory innovations to cover 

these institutions and minimize potential systemic financial risk. 

Strengthening of consumer protection laws that improve disclosure 

and help prevent collection abuses may also be required.

6.7  ACI Financial Stability
The Asian financial crisis of 1997–1998 and the global financial 

crisis of 2008–2009 underscored the high costs of lost output 

and financial disruption. They also highlighted the importance of 

developing and improving institutional frameworks to prevent crises 

and to manage them if they do arise. The sovereign debt and banking 

crisis in the eurozone is the latest manifestation of global financial 

instability and highlights the need for frameworks to insulate ACI 

economies against external trade and financial shocks. 
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Asian financial systems generally performed well during the 

2008–2009 global financial crisis, partly because they avoided 

exposure to sophisticated but ultimately toxic financial products. 

Nevertheless, there are still lessons to be learned. First, at the 

traditional microprudential or individual firm level of supervision, 

the emphasis should be on improving regulatory capacity and closing 

regulatory gaps. Second, the crisis showed the need to identify and 

manage systemic risks not necessarily observable at the level of the 

individual financial institution through macroprudential supervision 

and regulation. Asian regulators have in many cases been ahead in 

this area relative to developed economies. However, important further 

steps can be taken. Another lesson is that sound frameworks can 

manage the considerable risks to economic growth and financial 

stability posed by volatile international capital flows.

6.7.1  Microprudential policy
The global financial crisis raised several concerns regarding 

microprudential regulation. One is that banks should hold more capital, 

since previous buffers have proved inadequate to allow banks to recover. 

Another is that banks should have liquidity buffers so that they can 

withstand the drying up of money markets for a significant period. A 

third lesson is that banks should not be overly leveraged, which in time 

of crisis can force them into drastic asset sales at artificially depressed 

prices. These have all been reflected in the new Basel III recommendations 

(Basel Committee on Banking Supervision 2010). 

The development of regulatory capacity remains an important 

issue for many Asian economies, where regulators struggle to keep 

up with increasingly liberal and sophisticated financial sectors. This 

applies both to banks and other financial institutions.

6.7.2  Macroprudential policy
Macroprudential policy aims to reduce systemic financial risk. In 

emerging economies, such risk tends to emanate from three areas: 

procyclicality, which refers to the tendency for optimism and risk-

taking to build up cumulatively during an expansion and unwind 

during a downturn; interconnectedness of markets and institutions; 
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and external shocks that typically result in capital flow reversals. To 

withstand major shocks, a financial system must first be strengthened 

by eliminating institutions whose failure could disrupt the system and 

by compelling others to put in place plans for handling the failure 

of core service suppliers. Second, discretionary macroprudential tools 

must be made available that can be used to supplement automatic 

countercyclical stabilizers and standard monetary policy tools to limit 

the buildup of systemic risk and reduce the potential for financial 

sector losses resulting from crises. Such tools can take various forms, 

including loan-to-value ratios for lending, lending limits on specific 

sectors, and reserve requirements (Kawai 2011).

The institutional framework for macroprudential management 

is important for coordinating supervision, regulation, and crisis 

management and resolution. Adams (2010) and Kawai (2011) advocate 

the establishment of a systemic risk council or systemic stability 

regulator. Such a council would be of a very high level and be responsible 

not only for monitoring and coordinating, but also for ensuring that 

preemptive and corrective macroprudential measures are undertaken 

by the responsible agencies. While such a council could be driven 

by one of the main agencies, such as the central bank, conflicts of 

interest can be reduced if it is independent. Cho (2010) makes a similar 

proposal and identifies one of the main tasks of a crisis management 

team as “triage.” There needs to be a common diagnosis and an agreed 

response, especially regarding communication, across all agencies.

Procyclicality
Capital adequacy regulations, particularly under Basel II, 

contributed considerably to increasing the amplitude of the financial 

and economic cycle. In rising markets, capital values increase. So 

little effort is required to meet capital requirements that are constant 

through the cycle. In downturns, however, not only do losses mean 

that new capital is required, but also capital values themselves fall—

and the cost of raising capital increases. This means that banks may 

have to contract lending in order to preserve adequate capital, adding 

to the difficulties of the real economy at a time when it is already 

under pressure. Another impact of Basel II is that credit ratings, 

whether internally or externally generated, play an enhanced role in 

determining capital requirements. However, ratings also tend to follow 
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a cyclical path, in part because an institution’s track record influences 

its rating. Taken together, these factors can amplify the cycle. This was 

clearly an unintended consequence of Basel II, yet one that had been 

pointed out before it came into effect (Peura and Jokivuolle 2003). 

One response is to introduce a countercyclical element, raising 

capital ratios when economic growth picks up and allowing them to 

diminish as growth eases. For banks, this has the benefit of increasing 

capital when it is cheap but not having to do so when it is expensive. 

Such changes probably do not require new legislation in many 

countries. Basel III provides for such buffers, but currently does not 

explicitly say how they are to be implemented. Asian economies have 

used countercyclical provisions in the past. Hong Kong, China, for 

example, has used loan-to-value ratios that become more cautious the 

faster the asset price underpinning the loan increases. Andritzky et 

al. (2009) suggest a wide range of countercyclical measures that can 

be taken to address liquidity problems during economic downturns, 

when concerns over loan quality lead to market withdrawals that 

freeze out marginal participants.

Systemically important financial institutions
The global financial crisis showed that the collapse of certain 

institutions can ripple through an entire economy due to their size 

and interconnections with other firms. The Basel III reform process 

has taken a multi-pronged approach to this issue. It includes higher 

capital requirements, suggestions for bail-ins by converting debt to 

equity, a “capital charge” assessed on assets, and the establishment 

of credible resolution schemes for systemically important financial 

institutions (SIFIs), including those with global reach (Basel Committee 

on Banking Supervision 2010). Having a framework for dealing with 

global SIFIs is particularly important for emerging markets when their 

failure would pose a systemic risk because national regulators may 

be unfamiliar with them or treat them as a low priority (Kawai 2011).

Innovative financial products and investor groups
ACI has not rushed to adopt the sorts of derivative instruments, 

such as collateralized debt obligations and credit default swaps that 

caused such difficulties in the United States (US) when doubts arose 

over the value of their underlying loans (Fujii 2010). As a result, there 
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were concerns over how they should be handled as the later stages of 

the crisis unfolded (Morgan 2009). However, many of these instruments 

are valuable for hedging and spreading risk. As explained above, their 

adoption in the region will help deepen markets and improve risk 

management. However, they also can potentially destabilize markets. 

The demand for such products and the implications for regulation need 

to be considered.

Authorities around the world have also been concerned about the 

potentially destabilizing effects of speculative activities of such investor 

groups as hedge funds. One major concern is that such organizations 

are largely unregulated and little is known about them. Another concern 

is that they may present significant risks to financial stability. As the 

2008–2009 global financial crisis developed, however, it has become 

clear that hedge funds have presented few systemic problems. Indeed, 

hedge funds have had a stabilizing influence by buying impaired assets 

and absorbing their losses. Nor have hedge funds been a proven source 

of contagion to the market as a whole (see, for example, Wooldridge 

2009). Private equity funds have been lumped together with hedge 

funds in this debate. However, their activities had little or nothing to do 

with factors that led to the global financial crisis.

The reputations of credit rating agencies severely diminished 

during the crisis. Confidence could be increased through greater 

transparency and by linking the agencies’ income to the performance 

of the assets they rate. The main rating agencies have been somewhat 

less active in ACI than might have been expected, given the region’s 

level of financial development, while regional rating agencies have 

emerged slowly. This means the region’s financial assets have been 

more difficult to value. Moving forward, the ACI economies will 

want to see rating agencies develop, but within a new framework of 

confidence and without the conflicts of interest that have arisen from 

agencies acting both as advisers and raters (Plummer 2010).

6.7.3  Capital flows
The inflow of capital has been important to ACI’s continued 

development. Open economies, however, are vulnerable to sudden 

stops and reversals. They need to be able to cope with rapid 

fluctuations in such flows. In the Asian financial crisis, for example, 
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Figure 6.3: ASEAN4 Financial Account Flows (% of GDP)

ASEAN4 = Indonesia, Malaysia, the Philippines, and Thailand; GDP = gross domestic product. 
Q = quarter.
Note: Other investment includes fi nancial derivatives. Data for 2Q 2010 exclude Malaysia.
Source: ADB staff  calculations using data from the International Monetary Fund and national sources 
accessed through the CEIC database.
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there was a double mismatch problem where foreign debt had to be 

repaid with depreciating local currencies, and the inflow of funds was 

mainly short-term debt that was financing longer-term projects. The 

advantages of access to foreign capital must be balanced against the 

inherent potential for financial instability. 

Experiences during the 2008–2009 global financial crisis were 

better. However, capital volatility remained a problem. Although 

many ACI countries still maintain various controls on cross-border 

capital flows,  their capital accounts appear relatively open. This is 

suggested by the high and rising ratios of flows of foreign assets and 

liabilities to GDP (Kawai and Lamberte 2010; Kawai, Lamberte, and 

Takagi 2012). Figure 6.3 shows that foreign direct investment (FDI) in 

Indonesia, Malaysia, the Philippines, and Thailand (ASEAN4) continues 

to be substantial. Overall net flows shifted from a rough balance in 

2007 to massive outflows in 2008 and the first half of 2009 before 

recovering again. The PRC’s FDI inflows are substantial (Figure 6.4), 

despite a decline in 2009. In contrast, inflows in India are dominated 

by FDI and portfolio flows (Figure 6.5). 

 As reported in the International Monetary Fund’s Annual Report on Exchange 
Arrangements and Exchange Restrictions 2007.
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Figure 6.4: PRC Financial Account Flows (% of GDP)

Figure 6.5: India Financial Account Flows (% of GDP)

GDP = gross domestic product; H = half; PRC = People’s Republic of China.
Source: ADB staff  calculations using data from the International Monetary Fund and national sources 
accessed through the CEIC database.

GDP = gross domestic product; Q = quarter.
Source: ADB staff  calculations using data from the International Monetary Fund and national sources 
accessed through the CEIC database.
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Many Asian countries have sought to find a middle way through 

the problem of capital flow volatility (Mohan and Kapur 2010; 

Kawai and Lamberte 2010; Kawai, Lamberte, and Takagi 2012). By 

maintaining some capital controls, they attempt to sterilize much 

of the capital inflow to prevent inflation. They also adjust monetary 

and fiscal policy where feasible and manage exchange rates to limit 

fluctuations. To some extent, these responses are the consequence 
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Table 6.10: Recent Capital Control Measures in Selected Asian 
Economies

People’s Republic of China: Closed capital account

2002: QFII introduced

2006:  QDII limits introduced

Indonesia 

2010: One-month holding period on SBIs (central bank notes)

Republic of Korea 

2010: Limits on foreign exchange derivative contracts on domestic banks (50% of capital) 
and foreign banks (250%)

Thailand 

2006: Unremunerated reserve requirements (30%) on loans, bonds, mutual funds, swaps, 
and non-resident baht accounts

2010: 15% withholding tax on capital gains and interest income on foreign bonds

QDII = qualified domestic institutional investor, QFII = qualified foreign institutional investor, 
SBI = Bank Indonesia Certificate.
Source: Central bank reports and news reports.
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of trying to ensure competitiveness and rapid export growth while 

also avoiding economic and financial instability arising from volatility. 

However, the range of possible responses is heavily affected by the 

degree of openness of each country. 

A number of emerging economies such as Thailand, Malaysia, 

and India have introduced measures to discourage short-term capital 

flows in an attempt to boost stability without harming prospects for 

future inflows of longer-term investment. However, it is not easy to 

design and implement capital inflow controls. They require highly 

competent country regulatory authorities that must constantly look 

out for unwanted—and often disguised—capital entering through 

other channels. For relatively open economies, returning to the days 

of draconian capital controls or recreating a system of extensive 

administrative controls is no longer viable. Table 6.10 shows some 

recent capital control measures adopted in Asia.

Evidence on the effectiveness of capital inflow controls is mixed 

(Kawai and Takagi 2008). Country experiences suggest that the best 

market-based controls can lengthen the maturity of inflows; but they 

can have little impact on overall volume. The effectiveness of capital 

controls tends to weaken over time as agents in the markets find 
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ways to circumvent them. Capital controls can also produce adverse 

effects. They tend to increase domestic financing costs, reduce market 

discipline, lead to inefficient allocations of financial capital, distort 

decision-making by companies, and be difficult and costly to enforce. 

6.7.4  Relation to monetary policy framework
The conventional wisdom on monetary policy in recent years has 

been that central banks should focus on keeping inflation low and 

stable. This has led to the widespread adoption of inflation-targeting 

regimes by central banks. Even many central banks that did not 

explicitly adopt such targets behaved as if they had done so in practice. 

The experience of the global financial crisis, however, suggests not 

enough consideration was given to the risk of financial instability. The 

much-hailed “great moderation” of inflation rates in many economies 

masked the buildup of financial risk. 

A number of commentators have suggested that the mandates 

of central banks should include financial stability as well as price 

stability. However, Genberg and Filardo (2010) note that there are 

problems associated with such an approach. Certainly a mechanistic 

approach of targeting financial market levels is neither feasible nor 

appropriate. Nonetheless, it is clear that financial instability is not 

consistent with price stability in the long term. Central banks must 

increase their monitoring of such risks. In this context, central banks 

need to consider both domestic macroprudential tools and capital flow 

management tools in an integrated framework to promote financial 

stability.

6.8  Fostering Regional 
Integration and Cooperation

Deepening financial integration within ACI and with global markets 

is seen as a key way to support the process of economic growth and 

development. Asia 2050 identifies financial integration as a key area for 

regional cooperation, along with trade, transportation, macroeconomic 

coordination, and natural resource management (ADB 2010b). 
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Financial integration offers many benefits. First, it can help 

Asian small economies. Studies such as ADB (2010a) have found 

that high transaction costs and insufficient liquidity make it difficult 

for small markets to attract foreign investment. A second benefit is 

that integration could better mobilize Asia’s large pool of savings to 

finance the region’s enormous infrastructure and other investment 

needs. A third is that cooperation in the area of financial stability can 

reduce systemic risks in more efficient ways. Europe best illustrates 

the benefits of financial integration, although the eurozone crisis has 

highlighted the risks as well.

6.8.1  Current state of regional integration
Compared with trade integration, financial integration in ACI 

remains weak (ADB 2010b). In some cases, the degree of integration 

is much lower than might be expected. Lee (2008) examined portfolio 

holdings of Asian economies to determine whether they tended to 

hold each other’s financial assets disproportionately. Using data from 

the Coordinated Portfolio Investment Survey 2003, Lee developed a 

gravity model of portfolio investment that included regional dummy 

variables (IMF 2003).  After controlling for the effect of regional 

trade integration, he found, intra-Asian holdings were lower than the 

average predicted by the model—even when the regional financial 

centers Singapore and Hong Kong, China are excluded. 

Asian cross-holdings of financial assets have been rising over 

time—an indication of increased financial integration. However, this 

is from a relatively low base. Table 6.11 shows the shares of cross-

border holdings of total international portfolio assets and liabilities in 

major world regions. In 2006, the share of financial assets held intra-

regionally by the 16 integrating Asian economies  was only 9.6% while 

the share of liabilities was 11.1%. The share of assets rose to 25.3% and 

 Gravity models assume that the main drivers of flows between countries relate to their 
economic size and proximity. If, after taking these and any other unusual features such as a 
common language into account, a pair shows a larger than expected flow, some abnormal level 
of integration is presumed.
 The 16 integrating Asian economies are Brunei Darussalam; Cambodia; the People’s 

Republic of China; Hong Kong, China; India; Indonesia; Japan; the Republic of Korea; the Lao 
People’s Democratic Republic; Malaysia; Myanmar; the Philippines; Singapore; Taipei,China; 
Thailand; and Viet Nam.
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Table 6.11: Intraregional Portfolio Investment (%) 

Assets Liabilities

Share of total portfolio investment 2001 2006 2001 2006

Integrating Asia (IA)-16 5.6 9.6 10.1 11.1

IA-15 (IA-16 less Japan) 15 25.3 13.7 16.8

ASEAN 11 10.4 11.8 9.4

ASEAN+3 3.1 3.7 5.9 4.3

East Asia Summit 5.7 7.2 9.1 6.9

EU-15 60 61.7 57.1 62.3

MERCOSUR 5.6 4.5 1 1.4

NAFTA 16.2 13.9 11.8 12.8

ASEAN = Association of Southeast Asian Nations; ASEAN+3 = 10 ASEAN member states plus the
People’s Republic of China, Japan, and the Republic of Korea; EU = European Union; MERCOSUR = 
Mercado Común del Sur (Southern Common Market); NAFTA = North American Free Trade 
Agreement.
Source: Capannelli, Lee, and Petri (2009).
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liabilities to 16.8% when Japan was excluded, largely due to the high 

ratios for Singapore and Hong Kong, China that have very open capital 

markets and a large presence of major international banks. Although 

these ratios are not particularly high, they have increased significantly 

since 2001. The share of intraregional assets within integrating Asia 

was only 5.6% in 2001 and 15% when Japan was excluded, while the 

share of liabilities was 10.1% and 13.7% when Japan was excluded. 

6.8.2  Measures to deepen integration
Measures to deepen financial integration have made the most 

progress within ASEAN, mainly as part of the ASEAN Economic 

Community (AEC) project. Key issues for the PRC and India include 

further opening of their capital accounts and convertibility of their 

currencies.

 ASEAN Economic Community project. The AEC project provides 

a template for more extensive financial integration within ACI. The 

project is summarized in a blueprint, ratified by ASEAN members in 

2007 (ASEAN 2007a). The ambitious target is to achieve an ASEAN 

Economic Community by 2015 allowing for free movement of goods, 

services, investment, and skilled labor within the region, as well as 

a “freer” flow of capital. The broad aim of AEC is to enable ASEAN 

to enjoy the economies of scale of a unified market and to reduce 
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the development gap among its member countries. The blueprint 

recognizes that, in practice, some countries will progress faster than 

others. Liberalization is to be done on a voluntary basis, which it 

characterizes as the “ASEAN minus X” formula. Regarding the financial 

services sector, the blueprint aims for a first round of liberalization 

by 2015, with other subsectors or modes being liberalized by 2020 

(ASEAN 2007b).

The blueprint calls for the following actions:

 Achieve greater harmonization in ASEAN of rules for debt securities, 

disclosure, and distribution. 

 Facilitate a recognition arrangement or agreement for the cross- 

recognition of qualifications, education, and experience of market 

professionals.

 Achieve greater flexibility in language and governing law 

requirements for securities issuance.

 Enhance the withholding tax structure, where possible, for the 

investor base in ASEAN for debt issuance.

 Facilitate market-driven efforts to establish exchange and debt 

market linkages, including cross-border capital-raising activities  

(ASEAN 2007b: 17).

The blueprint further notes that the liberalization of capital 

movements is to be guided by the following principles:

 Ensure orderly capital account liberalization consistent with member 

countries’ national agendas and the readiness of their economies.

 Allow adequate safeguards against potential macroeconomic 

instability and systemic risk that may arise from the liberalization 

process, including the right to adopt necessary measures to ensure 

macroeconomic stability.

 Ensure that the benefits of liberalization are shared by all ASEAN 

countries (ASEAN 2007b: 17).

Capital flow liberalization. Liberalization of capital accounts in the 

PRC and India, together with convertibility of the yuan and the Indian 

rupee, would be key developments for regional financial integration in 

the coming two decades. These moves also would promote Shanghai 

and Mumbai as financial centers, as discussed below. Currently, 

however, capital accounts in the PRC and India are still relatively 

closed. In the PRC, FDI has essentially been liberalized, but portfolio, 

loan, and derivative transactions remain heavily controlled. 
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Table 6.12: PRC Capital Account Liberalization Measures

2004 Hong Kong, China banks can offer yuan deposits

2005 Foreign multilateral banks can issue yuan bonds in the PRC (“Panda bond”)

2007
PRC financial institutions can issue yuan bonds in Hong Kong, China (“dim sum 
bond”)

2008 PRC financial institutions can issue yuan bonds in Hong Kong, China

2009

PRC subsidiaries of Hong Kong, China banks can issue yuan bonds in Hong 
Kong, China

PRC sovereign issued yuan bonds in Hong Kong, China

Yuan insurance products allowed in Hong Kong, China

2010

Yuan inter-bank market opened to selected offshore yuan holders

Foreign firms can issue yuan bonds in Hong Kong, China and the PRC

Foreign firms can borrow (loans) in Hong Kong, China

Yuan structured deposits allowed in Hong Kong, China

Yuan bond funds allowed in Hong Kong, China

PRC = People’s Republic of China.
Sources: HSBC (2010, 2011).
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The PRC has taken a number of steps to ease restrictions on capital 

flows as part of its program to internationalize the yuan (Table 6.12). These 

steps have been aimed primarily at bank deposits, yuan-denominated 

bond issuance, and bond funds. So far, the liberalization of offshore use of 

the yuan in capital account transactions has taken place primarily in Hong 

Kong, China. Extending this liberalization to other overseas markets would 

be a key development.

India has tighter controls on FDI but looser controls on portfolio 

flows. India’s system for registering qualified foreign institutional 

investors is similar to the system in the PRC. However, India has no 

overall quotas on portfolio inflows by such investors. 

Harmonizing regulations and taxation. As noted above, investors 

cite regulation as among the most pervasive barriers to cross-border 

investment. Their perceptions of barriers differ sharply across different 

national bond markets. Harmonizing tax rules and regulations in the 

direction of liberalization could substantially increase transaction 

volumes. Other barriers relate to trade practices. Again, the AEC 

provides a good model from which to start. 

ACU-denominated bond market. In many small Asian economies, 

it is unlikely that bond markets can become big enough to attain the 
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economies of scale needed to lower costs and attract substantial 

foreign investment. Regional cooperation would likely be required. 

Issuing bonds denominated in some kind of regional currency basket 

that would mitigate the currency exposure of issuers is a promising 

option, although it would not entirely eliminate the problem (Spiegel 

2009). An Asian currency unit (ACU) is a major candidate for such 

a common basket. Issuing ACU-denominated bonds would also 

popularize use of the ACU for other kinds of transactions. 

Regional settlement institutions. Cross-border portfolio 

investment could be encouraged by the development of regional stock 

and bond exchanges. Cross-listings of stocks should be encouraged as 

well. A regional settlement institution along the lines of those existing 

in Europe (for example, the European Central Bank) could encourage 

securities transactions within the region. 

Regional financial centers. By 2030, Mumbai and Shanghai 

are expected to join Singapore and Hong Kong, China as important 

regional financial centers that could contribute to regional growth. 

This development hinges on the liberalization of international capital 

flows in India and the PRC, however, along with a host of corresponding 

domestic financial reforms and harmonization of regulations and tax 

rules. India and the PRC should develop a more transparent timetable 

for such a transition.

Recent studies of the factors governing the development of 

international financial centers in Asia include Cheung and Yeung 

(2007) and Leung and Unteroberdoerster (2008). The distinguishing 

characteristic of such centers is the importance of international 

financial activities in overall business, including the presence of 

international financial institutions, high levels of cross-border flows, 

wealth management services, and perhaps most importantly, high 

levels of exports of financial services. Leung and Unteroberdoerster 

(2008: 11) argue that “…exports of financial services provide a 

comprehensive measure of all international financial activities carried 

out in an economy.” They also argue that inward FDI in the financial 

sector makes a center attractive.

Leung and Unteroberdoerster (2008) find that macroeconomic and 

microeconomic factors, financial market strength, and efficiency are 

important to the formation of international finance centers. In their 

regression equations using financial service exports to the US as the 
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Figure 6.6: Share of Financial Services in Total Service Exports and 
Chinn–Ito Index, 2009 (%)

HKG = Hong Kong, China; IND = India; INO = Indonesia; JPN = Japan; KOR = Republic of Korea; 
MAL= Malaysia, PHI = Philippines; PRC = People’s Republic of China; SIN = Singapore; 
THA = Thailand; UKG = United Kingdom; USA = United States.
Source: CEIC database. http://www.ceicdata.com (accessed 12 April 2011); Aizenman, Chinn, and Ito 
(2008).

Ratio to total service exports
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dependent variable, Leung and Unteroberdoerster find that common 

language, measures of economic freedom, and the number of listed 

foreign companies are significant determinants of such exports. There 

is a strong correlation between capital market openness and financial 

service exports. Major international financial centers all have very 

high Chinn–Ito scores (Figure 6.6). 

The acid test for the development of Shanghai and Mumbai as 

regional financial centers is full currency convertibility, together 

with substantial liberalization of the capital account to allow largely 

unfettered capital flows. Standards of regulation, governance, and tax 

and legal systems will also have to reach those of developed countries. 

Finally, macroeconomic management and regulation and management 

of domestic financial sectors will have to be strengthened so that they 

can cope with liberal capital flows. 
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6.8.3  Mobilizing regional savings
Infrastructure investment funds. Although some ACI economies 

have made large investments to improve their infrastructure, others 

lag. These investments have improved national facilities. However, 

the region will only be well interconnected when good cross-border 

infrastructure is in place as well. Asia’s current funding sources may 

be inadequate for the region’s massive infrastructure investment 

needs. Abidin (2010) proposed an East Asian Infrastructure Investment 

Fund to provide a mechanism to organize this funding and to serve 

as a platform for deciding cross-border infrastructure projects. The 

East Asian Infrastructure Investment Fund would be anchored to the 

existing ASEAN+3 mechanism, with the leaders’ summit being the 

apex of the decision-making process. It would be desirable to extend 

this fund to cover South Asia as well, such as through an Asian 

Infrastructure Investment Fund.  The fund could be a platform for 

countries to coordinate national infrastructure developments that 

could ultimately be linked to form regional networks. In this way, 

governments would still have responsibility for and oversight of their 

national infrastructure projects while meeting larger regional goals. 

The proposal to pool Asian financial resources does not preempt 

existing bilateral efforts to fund regional infrastructure projects, such 

as Japanese official development assistance or the $10 billion PRC–

ASEAN Investment Cooperation Fund. Infrastructure projects financed 

by development aid are still necessary because they provide financing 

at very reasonable costs to the least developed countries (Abidin 2010).

Enhancements to ABMI, ABF, and CGIF. Further development of 

the region’s bond markets through the Asian Bond Markets Initiative 

(ABMI) and the Asian Bond Fund (ABF) could help countries increase 

investment for infrastructure or other private investment. The Credit 

Guarantee and Investment Facility (CGIF) was set up in May 2010 as a 

trust fund of ADB, which contributed $130 million of the initial capital 

of $700 million. The CGIF provides credit enhancement so that the 

region’s marginal issuers can issue local currency bonds and larger 

 ASEAN launched an ASEAN Infrastructure Fund (AIF) in 2011 with a funding amount 
of $450 million to $480 million (Jakarta Post 2011). The AIF has three main development 
objectives: (i) helping to implement the Master Plan on ASEAN Connectivity; (ii) providing 
additional financial resources for enhanced infrastructure; and (iii) promoting private sector 
participation in infrastructure development through public–private partnership (Kawai 2013).
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issuers can issue across national borders without exceeding their 

sovereign credit ceilings. In the future, the CGIF could develop further 

as an investment facility. These efforts are being extended to markets 

for equities and derivatives as well under the rubric of the ABMI.

The ASEAN+3 finance ministers are to study three areas for 

possible future cooperation: infrastructure financing, disaster risk 

insurance, and the use of local currencies for regional trade settlement. 

Infrastructure financing was discussed in the ASEAN+3 working group 

meeting on September 2011 and Japan’s Ministry of Finance organized 

the discussions on disaster risk insurance. Discussions on regional 

trade settlement were held in the Republic of Korea in 2011.

6.9  Promoting Regional 
Cooperation

The experiences of the Asian financial crisis, the global financial 

crisis, and the eurozone sovereign debt and banking crisis have 

highlighted the problem of contagion and the large amount of resources 

needed to restore financial stability. This points to the need for regional 

institutions to play a greater role in financial surveillance, regulation, 

and crisis management, including the provision of financial safety 

nets. Such institutions can also help bridge the gap between national 

institutions and global institutions such as the International Monetary 

Fund (IMF) and the Financial Stability Board (FSB). The development of 

such institutions is an important aspect of the path toward 2030. The 

following measures are aimed at improving regional financial stability: 

Asian Financial Stability Dialogue. One of the most important 

steps toward regional cooperation is better information and 

analysis. This can improve understanding of the extent of financial 

interdependencies within Asia and how to best address the challenges 

they pose. To make substantial progress in improving regional 

financial stability, there needs to be a suitable driving force. Kawai 

(2011), Plummer (2010), and others support the idea of an Asian 

Financial Stability Dialogue (AFSD) that was first suggested by 

ADB President Kuroda (Kuroda 2008). This entity could build upon 

existing institutions in the region, such as the Economic Review and 
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Policy Dialogue and the Executives’ Meeting of Asia-Pacific Central 

Banks (EMEAP). The body should include the participation of finance 

ministries, central banks, and financial market regulators and 

supervisors.

The structure of the proposed AFSD relates closely to the objectives 

of the FSB at the global level. Its predecessor, the Financial Stability 

Forum, promoted the observance of standards and codes. An AFSD 

can therefore be seen as a first step toward achieving greater financial 

stability in the region. It makes more sense to have an organization 

with a limited mandate that makes successful progress than to try to 

leap immediately to closer cooperation without the necessary political 

and popular support.

Executives’ Meeting of Asia-Pacific Central Banks. The meetings 

of regional central banks have been playing an increasing role in 

helping Asian countries work together in recent years. While it may be 

overambitious to suggest that EMEAP may develop into an Asian Bank 

for International Settlements (Plummer 2010), it nevertheless presents 

a possible organizational basis for increasing cooperation. As yet, the 

organization does not have a developed secretariat. Instead, participating 

central banks service its subcommittees and working groups. 

Chiang Mai Initiative/Asian Monetary Fund. In light of 

dissatisfaction with the IMF’s performance during the Asian 

financial crisis, the finance ministers of ASEAN+3 (ASEAN, plus the 

PRC, Japan, and the Republic of Korea) in Chiang Mai in May 2000 

formed a regional cooperative financing arrangement to supplement 

IMF resources. The so-called Chiang Mai Initiative initially took 

the form of bilateral swap agreements. However, in May 2007, the 

ASEAN+3 members agreed to convert the bilateral initiatives into a 

multilateral, self-managed scheme for pooling reserves governed by 

a single contractual agreement, known as the Chiang Mai Initiative 

Multilateralization (CMIM). The size of the agreement was increased 

to $120 billion, and the amount of the allocation that could be 

withdrawn without triggering an IMF program was increased from 

10% to 20% (Sussangkarn 2010). The size of the facility was doubled 

again to $240 billion in 2012, and the percentage of borrowing quotas 

that could be accessed without an IMF program was increased.

The ASEAN+3 Macroeconomic Research Office (AMRO) was 

established in May 2011 to provide surveillance capability within 
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the region. The ultimate aim is to end reliance on IMF conditionality, 

which has proved a stumbling block to members’ willingness to use 

the CMIM until now. Eliminating IMF conditionality is a necessary step 

to making the CMIM a functional financial safety net within Asia’s 

regional financial architecture. 

The CMIM needs other improvements to make it effective. First, 

the CMIM borrowing quota may still not be enough if more than one 

country encounters serious problems. CMIM funds should remain 

commensurate with the much larger size of the ACI economies by 

2030. It should be possible to supplement CMIM funds with additional 

contributions from countries in the group. Second, instead of just 

borrowing from the CMIM, countries should also be able to arrange 

swap facilities with the CMIM, in a similar manner as with central bank 

swaps. Third, new instruments, such as a precautionary credit facility 

for a near-crisis situation, should be introduced.  Fourth, it should be 

possible for other members of the East Asian summit that are not part 

of ASEAN+3, such as India, Australia, and New Zealand, to participate 

in CMIM activities. Finally, the CMIM needs to have sufficient resources 

and staffing to support the capabilities of an Asian Monetary Fund 

(Sussangkarn 2010). Fulfillment of these improvements should enable 

the CMIM to become a full-fledged Asian Monetary Fund.

Relations with international financial institutions. International 

economic and financial decision making has been invigorated by the 

shift to the Group of Twenty (G20) as the premier international forum, 

thereby including the voices of emerging economies as well as those of 

developed economies. However, effective global economic governance 

will also require changes in key global organizations—such as the 

IMF, World Bank, World Trade Organization, and the FSB—and closer 

collaboration between global and regional organizations. Kawai and 

Petri (2010) argue in favor of introducing federalism on a global scale 

by creating linked hierarchies of global and regional organizations 

with overlapping ownership structures in various functional areas. 

This framework is illustrated in Table 6.13 for the three functional 

areas—macroeconomic stability, development finance, and financial 

system stability. The applications to each area are described below.

 The ASEAN+3 finance ministers and central bank governors agreed to do so in May 2012.
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Table 6.13: Institutions for Global and Asian Economic 
Governance

Function Global institutions Asian examples

Macroeconomic
stability

International Monetary Fund
Surveillance, crisis lending, 
systemic stability 

Asian Monetary Fund
(to evolve from CMIM)
Regional surveillance, crisis 
lending, stability 

Development 
finance

World Bank
Global public goods: poverty, 
environment, food, and energy

Asian Development Bank
Regional development 
priorities, regional 
infrastructure lending

Financial system 
stability

Financial Stability Board
Global standards, colleges of
regulators

Asian Financial Stability 
Dialogue
(to be created)
Asia’s regulatory initiatives

CMIM = Chiang Mai Initiative Multilateralization.
Source: Adapted from Kawai, Petri, and Sisli-Ciamarra (2010).
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Major tasks for cooperation between the IMF and regional financial 

safety nets include institutionalizing relations and communication 

arrangements, coordinating surveillance, and coordinating lending 

programs and conditionality (Lamberte and Morgan 2012). One key 

need is to strengthen the process of regional decision-making in Asia 

to back up the regional financial safety nets.

In the area of development finance, regional development banks 

already exist alongside the World Bank. The next step is to improve the 

division of labor between regional and global organizations. Ideally, 

the World Bank should focus on global objectives and externalities, 

such as the Millennium Development Goals, climate change, food 

and energy security, and epidemics. Regional development banks, by 

contrast, should focus on regional issues and externalities, such as 

infrastructure connectivity and environmental protection.

In the area of financial system stability, the 2008–2009 global 

financial crisis has highlighted the need for an international framework 

for monitoring, regulating, and supervising the cross-border activities 

of systemically important financial firms, products, and transactions. 

The FSB has been tasked with establishing such a framework and 

coordinating the authorities charged with implementing it. In 

collaboration with the IMF, the FSB is also charged with providing early 

warning of macroeconomic and financial risks and proposing actions 

to remedy them. The AFSD proposed above could play a valuable role 
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by translating FSB initiatives into a regional context and then helping 

to implement them. 

Foreign exchange management and coordination. Some 

exchange rate flexibility is desirable. However, a pure floating system 

is probably not practical for most East Asian emerging economies, 

given the potential for excessive volatility and misalignment and 

adverse impacts on trade and investment. Since many ACI economies 

compete with each other, some exchange rate stability is desirable to 

prevent an unnecessary reallocation of resources that could quickly 

reverse. ACI needs a framework that promotes intraregional exchange 

rate stability while retaining sufficient flexibility against external 

currencies. On the other hand, the region’s great diversity of economic 

circumstances and capital market and exchange rate regimes means 

that a formal currency union is not feasible either—especially in light 

of the eurozone’s recent sovereign debt and banking sector crisis. 

Kawai and Takagi (2011) propose a staged process for increasing 

Asian currency coordination. 

Macroeconomic policy coordination. Efforts at currency 

coordination would need to be combined with greater macroeconomic 

policy coordination in the region, especially in monetary policy. Either 

the AFSD or the CMIM might provide a forum for such cooperation, 

especially if they are integrated with the EMEAP process.

6.10  Conclusions and Policy 
Recommendations

By 2030, many ACI economies are expected to have attained the 

status of developed economies. The financial sector will be a critical 

part of the infrastructure needed to support high and sustainable 

growth in the region over the next two decades. This section 

summarizes our policy recommendations at the national, subregional, 

and regional levels.

ACI financial markets must become deeper, more sophisticated, 

and more accessible to more people and firms to support economies 

with much greater wealth but also higher demands for investment 

and access to financial services. These demands include investment 
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in “public goods,” such as infrastructure, health, education, and green 

growth, where private financing cannot be relied upon to generate 

sufficient capital without policy intervention. Financial sector 

infrastructure must be upgraded as well, supporting derivatives 

markets, credit rating agencies, government debt management, and 

other needs of more sophisticated, globally connected economies. 

Systems for clearing and settlement need to be upgraded. Increasing 

financial inclusion is essential for sustaining growth and improving 

income distribution. This includes finance for consumers, small 

enterprises, microfinance, and green finance. 

At the same time, the ACI economies must take steps to enhance 

financial stability. They must upgrade microprudential supervision 

frameworks in line with the Basel III rules and improve regulatory 

capacity. They should review their monetary and macroprudential 

policy frameworks for supervision, and management of procyclicality 

and crises and strengthen them if needed. A framework for managing 

volatile capital flows should be an integral part of macroeconomic and 

macroprudential policy management. Regulatory frameworks need to 

be extended to support inclusive financing while at the same time 

maintaining financial stability. 

In these areas, steps taken at the country level will be necessary 

but not sufficient. They will need to be supplemented by measures 

for regional integration and cooperation and development of 

related institutions. Many ACI markets are too small to generate the 

economies of scale to lower transaction costs to attractive levels. 

Heavy and inconsistent regulation of foreign exchange and other 

transactions, taxation, and settlement procedures discourage foreign 

investors and keep markets small. Regulations and tax policies should 

be harmonized within the region. Potentially, an ACU-denominated 

bond market should be developed. Achieving the AEC program is the 

logical starting point and model. An Asian Financial Stability Dialogue 

can provide a forum for defining harmonization measures. 

Some ACI economies lack adequate fiscal resources for needed 

public investment. An Asian Infrastructure Investment Fund and 

enhancements of the ABMI—including the extension to the Asian 

Capital Markets Initiative (ACMI)—and ABFs could help recycle ACI’s 

high savings within the region to support investment in infrastructure 

and other projects. Finally, steps to achieve full convertibility of the 
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yuan and the Indian rupee and the development of Shanghai and 

Mumbai as regional financial centers can promote regional financial 

integration. 

Greater financial coordination within ACI requires greater regional 

cooperation. The CMIM and the Economic Review and Policy Dialogue 

process hold great promise. Once the region endows the CMIM with 

sufficient resources and the capacity to conduct regional economic 

surveillance and formulate independent adjustment policy, its lending 

operations can be delinked from IMF programs. Only then will the 

facility establish itself as an independent regional monetary fund and 

financial safety net. 

Much work remains, however, in strengthening collaboration 

among the region’s finance ministers and central bank governors and 

harmonizing financial supervision and market regulation. It will be 

necessary to define the roles of such new institutions in relation to 

their corresponding international financial institutions. The process 

of regional decision making also needs to be strengthened. Finally, the 

increased use of the ACU as a reference can contribute to gradual but 

growing currency coordination within the region.

The good news is that, even under adverse scenarios, projections 

show that ACI will have the financial resources needed to fund its 

essential needs up to 2030. The region also is endowed with the 

expertise and proven record of sound management needed to realize 

a great transformation. The challenge ahead is to develop the region’s 

markets and institutions to a level that can insure that ACI’s next 

two decades of strong growth are sustainable and will improve living 

standards and opportunities for all. 
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7  Regional 
and Global 

Cooperation 

7.1  Introduction
Some of the greatest challenges to sustaining ACI’s strong growth 

in the years up to 2030 can only be resolved through collaboration 

within the region and globally. The region’s expanding economies 

and growing interdependence will create new demands for collective 

action on a range of fronts. Although the interests of the People’s 

Republic of China (PRC), India, and the 10 members of the Association 

of Southeast Asian Nations (ASEAN) will continue to diverge in some 

areas, at a global level they will share a large stake in ensuring open 

world trade, stable financial systems, and a sustainable environment. 

ACI’s development will also bring greater responsibilities for managing 

these challenges and for exercising a greater voice in international 

rule-making bodies. 

Continued strong growth will itself increase pressure on the 

ACI economies to find new ways to work more closely together. 

Beneficial as it may be, growth could strain relationships of Asian 

countries with each other and the world. Competition within ACI 

for resources, foreign investment, technology, and market access 

could grow. Additionally, citing the need to “level the playing field” 

developed economies will press for greater access to markets in ACI, 

irrespective of still large differences in income per capita. The growing 

shift from a multilateral trade order to preferential trade regimes and 

increased trade protectionism could well serve to limit ACI access to 

the developed markets for goods and for labor. If geopolitical tensions 
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escalate into conflicts among the ACI economies or between them and 

developed countries, the effects could be devastating for investors’ 

confidence, investment, and growth. The best protection against such 

a damaging course of events is steady commitment to even greater 

economic interdependence regionally and globally, and a commitment 

to collective rather than unilateral action. The example already set by 

ASEAN is instructive in this regard, and could be generalized.

As some studies have observed, achieving close pan-Asian 

integration and cooperation is particularly challenging for historical 

and socioeconomic reasons (ADB 2010b; Kohli, Sharma, and Sood 

2011). One is that Asia is populous, amorphous, and diverse. As a result, 

formal cooperation takes place more at the regional, subregional, and 

bilateral levels.

Markets, on the other hand, are powerful integrating forces. 

The economies of East Asia, in particular, are closely linked through 

trade and financial flows and through extensive regional production 

networks that serve as conduits for exports to Europe and the United 

States (US) and important sources of foreign direct investment (FDI). 

South Asia does not yet participate in production networks to the 

extent of East Asia, although trade has been an important driver of 

competition, productivity, and growth. 

This rapidly growing economic engagement has occurred despite 

geopolitical tensions in the region. It also has occurred despite 

relatively weak support from regional institutions, even while such 

institutions have been growing in number. Global economic and 

security institutions have provided an important enabling environment 

for the rise of Asia. With the exception of Japan in some areas, Asian 

powers have not been proactive in guiding these institutions. 

Nevertheless, economic integration has dramatically reshaped ACI 

since the 1997–1998 Asian financial crisis. Earlier chapters argue that 

integration is rapidly reshaping ACI and will most likely grow more 

powerful in the years up to 2030. Myriad economic linkages are making 

the region more interdependent. A rising share of goods produced in 

ACI is now traded and consumed within the region. Given their relative 

size in the global marketplace, developed economies will continue to 

be important for the ACI economies, accounting for half of global gross 

domestic product (GDP) at market prices in 2030 (Lin and Petri 2012; 

Lawrence 2011). As the global center of economic activity shifts to the 
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ACI region, the earlier assumption that the main task of maritime Asia 

is to arrange efficient supply for final consumers in distant markets 

will become outdated. While, as discussed in Chapter 6, cross-border 

financial integration has so far not been prominent in the region, in 

time, ACI portfolio and direct investments will also increasingly target 

regional assets.

The complex web of economic relations, and the speed with which 

it has grown has in turn generated a need for mechanisms to provide 

stability and predictability to these long-term relationships. This in 

turn has contributed to a plethora of bilateral and regional trade and 

investment agreements, as documented by Zhang and Shen (2011). 

The large numbers of free trade agreements (FTAs) involving the ACI 

economies are among the growing “soft” infrastructure that facilitates 

international and intraregional trade and investment flows. The 

success of these pacts argues for closer cooperation that eventually 

could include comprehensive FTAs—within the region and with key 

partners elsewhere. 

A currency and monetary union along the lines of the euro is not 

appropriate at this stage for fast growing Asia. However, there is a 

genuine need for greater coherence between cross-border integration 

and macroeconomic management, particularly to guard against 

contagion and beggar-thy-neighbor exchange rate policies. In addition 

to monetary coordination, closer coordination among financial 

regulators could help to create a more supportive environment to 

better mobilize regional funds for market investment in critical 

infrastructure. ASEAN, with its established record of promoting 

international cooperation, could serve as the hub of institutional 

arrangements that link East Asian countries with each other and also 

with India and other South Asian countries. 

The Asian financial crisis of 1997–1998 provided a major spur to 

such coordination among the ASEAN+3 countries, but so far India has 

not participated in the main safety-net initiative, the multilateralized 

Chiang Mai Initiative (CMIM). The debt crisis in the eurozone has 

demonstrated the difficulty and political perils of attempts to impose 

and enforce conditionality across sovereign states, even in the well-

established environment for political coordination that exists in the 

EU. The eurozone crisis has also demonstrated that, in a world of 

mobile, panicky short-term capital, financial contagion is a real risk. 
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Whether justified or not, market perceptions can create significant 

and damaging spillover effects. 

While there is no obvious magic solution to address these 

problems, the ACI countries need to reconcile national interests with 

transparency and frank discussion at official and non-official levels. 

This practice has become institutionalized among the Atlantic rim 

countries since the 1960s, shaped by the experience of the Second 

World War, the Marshall Plan that followed, and the pressures of the 

Cold War. As discussed later, while maritime Asia was an important 

theater in these conflicts, the institutional aftermath has not been 

equally creative.

At the regional level, the ASEAN countries, with their established 

record of dialogue on promoting security and economic international 

cooperation within a heterogeneous group, are increasingly serving 

as the hub for institutional arrangements that link ASEAN with each 

other, and with other East Asian countries, Australia, New Zealand, and 

India. However, this template has so far been most commonly used for 

dialogue on merchandise trade, but could be useful for newer challenges 

provided it is given appropriate support by the larger non-ASEAN 

economies, particularly the PRC, the Republic of Korea, India, and Japan. 

Even within ASEAN, the liberalization of the services trade 

and of the movement of skilled persons remain sensitive issues, 

while economic surveillance of the kind that is undertaken by the 

International Monetary Fund (IMF) or the Organisation for Economic Co-

operation and Development (OECD) may violate ASEAN’s established 

principles of non-interference in the internal matters of members. The 

Articles of Association of the IMF (particularly Article IV) lay down 

a framework within which sovereign actions of governments can be 

subject to review by an independent staff on behalf of those presumed 

to be adversely affected. 

The IMF now prepares spillover reports for the Group of Twenty 

(G20) to quantify the impact of a systemically important country’s 

policies on its peers. Similar considerations underlie the dispute 

settlement provisions of the World Trade Organization (WTO). The 

issues are whether, why, and how, these international disciplines need 

to be supplemented at the regional level, and whether ACI cooperation 

is better supported by the creation of such regional structures, or by 

greater support to the existing global mechanisms.
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Regional cooperation is also essential to help prevent the significant 

spillover effects of pollution and environmental degradation within 

ACI. It will become increasingly necessary to ensure that countries in 

the region have secure and reliable sources of energy to meet their 

escalating needs in the years up to 2030. 

The impact of large Asian emerging markets on global growth has 

increased in the aftermath of the 2008–2009 global financial crisis, 

and will continue to grow as the populations of Europe and Japan 

age. The PRC already exerts influence on global trade and finance 

that is disproportionate to its low per capita income level. As the 

PRC’s economy continues to grow, the tension between international 

expectations and domestic imperatives could increase. In due course, 

the same will apply to India. These shared interests are already leading 

to consultation and co-ordination between these two countries in areas 

such as climate change, trade, and the international monetary system.

As their weight in the global economy grows, the ACI nations must 

be ready to provide greater leadership and assume a greater role in 

global institutions such as the WTO, the IMF, World Bank, G20, and 

environmental and health bodies that are commensurate with their 

growing weight in the global economy. ACI efforts to reshape the 

international order will be complicated by the dominant position of 

developed countries in such global institutions and their well-established 

mechanisms for cooperation with each other. But this will change. 

This change was evident during the 2012 global economic 

slowdown precipitated by the crisis in the eurozone. In June and 

July 2012, global financial markets seemed less concerned about the 

stagnant growth in the eurozone, which perhaps had already been 

incorporated into expectations, than about the marginal slowdown 

of growth in the PRC and India. The prospect of the ACI economies 

no longer being strong locomotives for global growth in 2012 upset 

international financial markets and caused great concern among 

policymakers. This would not have been the case even 5 years ago.

An interesting question is whether the 12 economies of ACI will in 

time share enough common interests to constitute a distinctive cohesive 

region capable of articulating and promoting regional interests. There 

already exist multiple, overlapping large groups of countries in Asia, 

some of which include other Pacific rim countries including the US, 

Canada, Australia, and New Zealand. These groups include ASEAN+3, 
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ASEAN+6, ASEAN+8 (the East Asia Summit countries),  the Regional 

Comprehensive Economic Partnership (RCEP), made up of ASEAN 

and its dialogue partners, the steadily widening group of countries 

participating in the Trans-Pacific Partnership (TPP), and the Asia–

Pacific Economic Cooperation (APEC) forum. The dynamics of Asian 

and Asian–Pacific interaction are still evolving. 

Even as mechanisms for interaction within Asia and across Asia 

and the Pacific continue to evolve, elsewhere such groups sometimes 

exist to protect national interests and only occasionally to deal with 

collective action problems. Indeed, there are few examples of regional 

groups acting collectively in extra-territorial forums to defend 

common economic interests. The possible exception is the European 

Union (EU), although there too national interests are subordinated 

to a European perspective only after hard bargaining across a broad 

complex of national interests. 

More commonly, such regional groups are typically preoccupied 

with security issues (for example, the African Union, the Arab League, 

and the Shanghai Cooperation Organization). The few groups that do 

exist to articulate a common, supranational perspective tend not to 

be regional in nature. Examples are the Group of Seven (G7), and the 

meetings of the Brazil, the Russian Federation, India, and the PRC 

(BRICs) finance ministers and heads of government. National interests 

will remain the main driver, and will only slowly be abridged in pursuit 

of collective action goals. 

There are compelling reasons for ACI cooperation. One reason 

is that strong and synchronized growth up to 2030 will generate 

pressure to create a more robust framework of institutions for 

regional cooperation. Another reason is that the shift of the global 

center of gravity of economic activity toward ACI, which is clear from 

the economic forecasts in Chapter 2, will generate a more Asia-centric 

perspective in the core global institutions of economic governance. 

Given the divergent interests of the ACI economies and 

established relationships with powers outside the region and with 

global institutions, no single pattern of cooperation will dominate. 

 ASEAN+3 refers to the 10 ASEAN member states plus the PRC, Japan, and the Republic 
of Korea. ASEAN+6 comprises the ASEAN+3 countries plus Australia, New Zealand, and India. 
ASEAN+8 or “East Asia Summit” countries consist of the ASEAN+6 economies plus the US and 
the Russian Federation.
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Often, the ACI nations will find their interests better served as parts of 

shifting, issue-based coalitions in the international arena. But there are 

strong incentives for the region to move from a bilateral, FTA-centric 

approach to cooperation in favor of a “new regionalism” model that 

will be based on large, though sometimes overlapping initiatives. Over 

the long term, deeper engagement can help to create constituencies 

and institutions to ease tensions (Mohan 2011). This already has 

occurred in the case of ASEAN integration and its extension to Viet 

Nam in 1995. There are strong reasons for optimism that this process 

also is starting to ease tensions and strengthen bonds among powers 

such as the PRC, India, Japan, and the Republic of Korea.

7.2  Market-Driven Integration in 
ACI since 1970

The dramatic growth and development in Asia since the 1960s 

was both unanticipated and unprecedented. Modernization came in 

waves. Developing Asia had benefited from the growth momentum 

in the global economy and an expanding international marketplace 

generated largely in the expanding club of the developed economics. 

The success of this process is captured by the fact that of the first-

wave modernizers following Japan—the four newly industrialized 

economies (NIEs) of the Republic of Korea; Singapore; Hong Kong, 

China; and Taipei,China—are now categorized by the IMF as “advanced 

economies.”  Japan joined the OECD in 1964 and the Republic of 

Korea joined in 1996. 

The East Asian Miracle study identified four policy determinants 

to explain the successful development of East and parts of Southeast 

Asia between the 1970s and the early 1990s (World Bank 1993).  

These factors largely relate to the supply side of economics. They 

are export-friendly economic policies, a focus on education, market-

friendly governments, and openness to technological catch-up that 

 ADB refers to these economies as “developed economies.”
 This analysis excluded the PRC and India that were not “high performing Asian 

economies” at the time, but did include four of the existing six ASEAN countries (Singapore, 
Indonesia, Malaysia, and Thailand). 
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is often associated with FDI. Favorable demographics, supportive 

macroeconomic policies, and flexible labor markets helped keep real 

exchange rates competitive for export production, and a focus on 

trade and logistics infrastructure helped these countries realize their 

evolving comparative advantage. 

Citing studies by the Asian Development Bank (ADB) and 

scholars, Zhang and Shen (2011) note that since the late 1990s 

greater regional integration has transformed East Asia. As discussed 

in Chapter 4, extensive regional production networks have led to 

increased specialization of manufacturing processes and tasks, 

sometimes within companies and at other times involving arms-

length transactions among different firms in several economies.

 The region’s openness to FDI has driven this trend, which is 

manifested in a sharp rise in intra-industry trade in parts, components, 

and other intermediate products. The share of parts and components 

trade in total manufacturing trade of the ASEAN+3 economies and 

Hong Kong, China; Taipei,China; and India rose from 24.3% in 1999 to 

29.4% in 2006—much faster than global trade in this area. The share 

of parts and components trade in the PRC almost doubled, to 24%, 

over the same period. A detailed breakdown of intraregional trade 

in East Asia indicates that the majority of intraregional trade is in 

intermediate goods instead of final goods (ADB 2008).

Investment by multinational corporations (MNCs) based in Japan, 

the NIEs, Europe, and the US has played an important role in the 

development of Asian production networks. Before the 1997–1998 Asian 

financial crisis, the region attracted about one-quarter of worldwide FDI 

inflows each year. After dropping sharply, the ACI share of global FDI 

recovered to 18% in 2011 (UNCTAD 2012). The PRC and Hong Kong, 

China have together accounted for between one-half to two-thirds of 

Asian FDI inflows over the last decade, though since 2010 FDI inflows 

of $117 billion into ASEAN were on par with the $124 billion entering 

the PRC (UNCTAD 2012). These inflows have helped the PRC emerge 

as one of the most important destinations for intra-Asian exports of 

intermediate goods and final assembly. The share of exports of all other 

East Asian economies to the PRC increased by severalfold as the PRC 

has become their major export destination (Table 7.1). Since the mid-

2000s, India’s share of exports to the PRC has increased modestly, but 

its share is low compared to those of East Asian economies.
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Table 7.1: Share of Exports of Major Asian Economies 
to the PRC (%) 

Year ASEAN
Hong Kong, 

China 
India Japan 

Rep. of 
Korea

Taipei,China

1990 1.8 24.7 0.1 2.1 0.0 0.0

1995 2.7 33.3 0.9 4.9 7.0 0.3

2000 3.8 34.4 1.8 6.3 10.7 2.9

2005 8.1 45.0 6.6 13.4 21.7 22.0

2010 10.8 52.7 7.9 19.4 24.8 28.0

ASEAN = Association of Southeast Asian Nations; PRC = People’s Republic of China.
Source: ADB Integration Indicators Database. http://aric.adb.org/indicator.php 
(accessed August 2012).
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East Asian integration is much less pronounced when it comes 

to trade in finished goods and in intraregional holdings of portfolio 

assets. There also has been little attempt at formal monetary 

coordination, although the ASEAN countries and India pay attention 

to the external value of the yuan and the dollar in setting their own 

monetary and exchange rate policies. As discussed below, ASEAN+3 

integration remains a work in progress by the standards of the EU. 

ACI’s growth potential can be maximized by deepening and 

expanding East Asian regional production networks to further integrate 

regional trade, markets, and economies, particularly with the low-income 

ASEAN countries, India, and the rest of South Asia. These economies 

can also gain substantially by diversifying their products and markets 

within and outside the ACI region and by focusing their target market 

toward the rising Asian middle class (Nag, Bhattacharyay, and De 2012).

7.3  Institutions for ACI 
Integration

The ACI economies currently embrace cooperation. They 

participate in global multilateral institutions such as the World Bank, 

the IMF, and the WTO, and in sector-specific initiatives such as the 
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United Nations Framework Convention on Climate Change. They also 

engage in various regional cooperation initiatives, such as ASEAN+3, 

ASEAN+8, and the TPP, while the PRC, India, and Indonesia belong to 

extraregional subgroups such as the G20. Each ACI country also has 

bilateral trade and investment treaties with individual partners. 

The right model for cooperation in a highly interdependent 

but increasingly “flat” global economy is open to debate. Effective 

cooperation for global issues such as financial imbalances may require 

high-level direction through, for example, the G20 process, as well as 

narrower forums that allow the ACI economies to consult on matters 

such as exchange rate policy. 

Europe has long grappled with these issues and settled on the 

concept of “subsidiarity.” This means that policies should be adopted 

at the most decentralized level possible. Trade and competition 

policies must be formulated at the EU level because these activities 

involve more than one nation. But business-related policies and 

taxation can take place at the country level provided that they do not 

disadvantage non-local participants, by providing national treatment 

for foreign companies as practiced by the WTO members.

Regional and bilateral initiatives are not new but have grown 

exponentially in the 21st century. While most ACI economies have been 

part of multilateral forums such as the General Agreement on Tariffs 

and Trade (GATT), the WTO, and the IMF for many years, they have 

never played a strong role. Since the early 2000s, the situation has 

changed rapidly. The ACI economies have been very active in developing 

bilateral and subregional initiatives in trade at various levels. As 

discussed below, there are plans to consolidate these initiatives across 

the region. While there is no formal expression of cooperation such 

as in the form of a regional FTA, an important network of cooperative 

processes has been emerging between various subgroups within ACI 

and in pan-Asian groupings such as ASEAN+6 and ASEAN+8.

7.3.1  ACI and global economic governance
The main institutions underpinning the existing international 

economic order were largely constructed under US leadership 

following the Second World War. That order was explicitly designed 

to secure peace after two world wars in 30 years. It was supported 
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primarily in the North Atlantic but also significantly in maritime Asia 

by a security framework in which the US also played the central role.  

While the ACI economies were obviously not influential in the early 

years, as the global system evolved, some ACI economies—particularly 

India and the PRC after they joined the WTO —have become 

influential actors in trade and other forums. But there has never 

been an ACI caucus in multilateral negotiations. The ACI economies 

are underrepresented at the IMF, despite the region’s rising share of the 

global economy. The approach to calculating quotas has disadvantaged 

the ACI economies and the tradition of naming a European to head the 

IMF and an American to head the World Bank is indicative of institutions 

that have not kept up with the times. Nevertheless, the IMF and other 

multilateral governance forums are slowly changing in order to give 

the ACI economies a more commensurate share in leadership and 

decision-making. The region’s influence will rise, therefore, as will its 

responsibilities.

The balance of power in the global trading system has shifted. 

The attempt to broaden the scope of negotiations to include major 

developing countries under the Doha Development Agenda has 

been an important reason for the lack of progress under the round 

launched in 2001. The shift of economic gravity toward the “South” 

(developing regions) means that the international institutions that 

have successfully led the world since the 1960s need to change. The 

big question is: How much?

The creation of the G20 leaders’ process in 2008 was designed to 

provide better-coordinated political guidance although experience to date 

has not been encouraging. If it is possible to forge consensus in the G20, 

there is a clear channel to express Asia and the Pacific concerns globally.

7.3.2  Cross-border institutions within ACI
In addition to their involvement with global and extraregional 

groups, the ACI countries are increasingly involved in various regional 

cooperation initiatives, such as ASEAN+3, ASEAN+8, RCEP with ASEAN 

at the center (Box 7.1), and the TPP. Each ACI country also has bilateral 

  India was a founding member of the GATT (1947) and WTO (1995), but the PRC did not 
join the WTO until 2001. 
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Box 7.1: Streamlining and Consolidating ASEAN Free Trade 
Agreements: The Regional Comprehensive Economic 
Partnership 

S
ince the early 2000s, members of ASEAN have been active in 

introducing free trade agreements (FTAs) with partners in Asia 

and elsewhere. By the end of 2012, of 84 agreements (either 

signed, under negotiation, or proposed), 38 were with other Asian 

partners, and 46 with non-Asian economies. Five ASEAN+1 agreements 

(with Australia–New Zealand, the People’s Republic of China, India, 

Japan, and the Republic of Korea), had been signed, with two more in 

the pipeline—with the European Union and Pakistan. Ten years ago, 

Asia only had three FTAs in effect, including the ASEAN Free Trade 

Area (AFTA).
(Continued)
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trade and investment treaties with a wide set of individual partners. The 

issue of interest is the optimal blend of global, extraregional, regional, 

and bilateral initiatives that each country will find helpful to further the 

cause of durable and efficient integration within the ACI group. 

The right model for economic policy coordination between 

sovereign states operating in a highly interdependent, increasingly 

“flat” global economy is a pressing issue for the world as a whole, 

made more urgent but no easier by the continuing consequences of 

the financial and economic crises in the developed countries. Effective 

cooperation for global issues such as financial imbalances may require 

high-level direction through, for example, the G20 process, as well as 

narrower forums that allow the ACI economies to coordinate matters 

such as exchange rate policy.

Institutions for Regional Integration offers a definition of what 

constitutes an institution: “durable rules that shape expectations, 

interests, and behavior” (ADB 2010b: 5). The study identifies four 

themes critical to deepening regional integration in Asia: (i) 

integrating production, (ii) integrating financial markets, (iii) managing 

macroeconomic interdependence, and (iv) making growth inclusive 

and sustainable. The study enunciates the challenges that can best be 

addressed through cooperative action at the regional and subregional 

levels and suggests specific mechanisms that could help achieve the 

needed consensus.
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In 2011, to streamline existing agreements under a wider umbrella, 

ASEAN proposed a Regional Comprehensive Economic Partnership (RCEP)—

inviting trade partners to join the initiative. The proposal came with ASEAN 

facing mounting pressure from intra- and inter-regional economic groups 

to “consolidate” existing bilateral agreements under broader frameworks. 

It also felt some internal divisions prompted by negotiations to create a 

Trans-Pacific Partnership (TPP) among a subset of Asia-Pacific Economic 

Cooperation (APEC) members—involving only four of ASEAN’s 10 members. 

In Phnom Penh, Cambodia, in November 2012, ASEAN heads of state agreed 

to start formal negotiations with their six FTA partners. The aim of the RCEP 

is to create a comprehensive agreement to support supply chain development 

in the region. The RCEP is an open forum, and external economic partners 

may also join the RCEP eventually.

In an era of slow growth, particularly among Asia’s traditional trading 

partners, the RCEP is potentially a very powerful initiative. It focuses on 

building momentum among Asian economies by promoting closer trade and 

investment interdependence. It is designed to provide a broad framework to 

include existing agreements, enhancing their principles while deepening and 

widening coverage. If successful, the RCEP will greatly strengthen ASEAN’s 

central role as the key institution for Asian integration. Negotiations started 

in early 2013 and are expected to be completed by the end of 2015. The 

economic importance of the RCEP trading bloc is striking, covering 49% of 

the world population, 29% of gross domestic product, and 27% of world trade 

(Wignaraja 2014).

Some experts see the RCEP in competition with the TPP, suggesting the 

two negotiation processes will coexist with some rivalry (Wu and Mealy 2012). 

However, while the TPP sets high standards for participation—requiring 

agreements on best practices or “gold standards”—the RCEP is far more 

flexible and pragmatic in approach, recognizing the different circumstances 

of highly diverse trade and investment partners (Hawke 2012). Accordingly, 

others see the RCEP and the TPP as two related processes which could 

potentially converge into an Asia-wide FTA (Kawai and Wignaraja 2013). 

A successful RCEP offers great opportunities for ASEAN. But it also 

presents formidable challenges, given the limited resources invested in the 

ASEAN Secretariat—which is supposed to lead negotiations—and national 

perspectives that may diverge over time. To overcome these challenges 

and bring RCEP success, ASEAN must speak with one voice and act as a 

single economic group. Thus, critically important is for the group to rapidly 

implement the ASEAN Economic Community and move beyond. The RCEP has 

the potential to become a key pillar in Asia’s evolving economic architecture.  

Source: Authors based on various ASEAN Secretariat’s communiqués and press reports. 
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What blend of subregional, regional, and multilateral institutions 

is most likely to meet the development goals of the ACI economies in 

these four spheres? The experience of the EU is not easily applicable 

to the ACI economies, given their different historical and political 

contexts. But the EU may provide interesting lessons. 

A first question to ask is: Why should the ACI economies pay special 

attention to each other as compared with alternative groups, such as 

the developed economies? It is important to note the heterogeneity of 

the ACI economies. 

While all three “poles” of the ACI triad are projected to grow 

impressively in the future, the PRC will remain the dominant regional 

economy and emerge as a country with global economic interests in all 

dimensions: trade, finance, and diplomacy (Subramanian 2011). Given 

its economic scale and external orientation, there is little doubt that 

by 2030 the PRC will have the incentive and the capacity to shape 

the management of the global economy. Its actions and preferences 

will heavily influence regional institutions in which it chooses to 

participate. Its interests are also likely to be dominant in reshaping 

global institutions, and in articulating the regional and global links. 

The PRC’s interest will be to promote both national welfare and project 

power, and more broadly to provide public goods from which it stands 

to benefit. A global power needs to strike a balance between global and 

regional concerns, both with respect to security and the economy. The 

PRC is increasingly dependent on ASEAN, Japan, and the Republic of 

Korea for intermediate manufactured input. This may be one reason 

why it agreed to launch negotiations on a Northeast Asian FTA in May 

2012. It also depends on a wide variety of extraregional suppliers to 

meet its significant raw material needs. Developed economies are its 

most important markets for final goods, and they are also critical to its 

financial well-being. The PRC will therefore need to be active in both 

its hinterland and in the wider world, with the latter arena becoming 

increasingly important for it (Zhang and Shen 2011). 

One of the PRC’s important goals is to ensure military security in its 

immediate neighborhood. Given, however, that it is a neighborhood with 

both significant growth potential and increasingly sophisticated financial 

markets, the PRC will increasingly find its Asian partners an important 

source of final demand and of financial services. Capital account 

liberalization of the yuan would provide further glue to these relationships.  
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Unlike the US after the Second World War, the PRC will be making 

its way in a polycentric world order, with several other large, more 

sophisticated, and wealthier economic powers. To achieve its goals, 

the PRC will need to resort to persuasion and coalition building. At 

the same time, it will have to demonstrate and exercise leadership 

in setting and implementing agendas for the provision of global and 

regional public goods. 

India’s position is more complicated and ambiguous. By 2030, 

India’s share of GDP is projected to be still just over half of the PRC’s 

current share in world output on the basis of actual exchange rates, 

as noted in Chapter 2. The PRC has become India’s most important 

trading partner for goods, while the US and Europe are still much 

bigger markets for its increasingly important trade in services. The 

US and Europe, as well as the Russian Federation and Israel, are 

important sources of technology and armaments, while the Middle 

East is home to a large number of Indian nationals and a major source 

of remittances. In terms of security issues, the broad arc of South Asia 

from Afghanistan to Myanmar will remain a central focus, while India 

has extensive maritime interests in the Indian Ocean (Mohan 2011).

While the PRC’s interests will be increasingly global for the next 

few decades, India’s will remain regional. Over the next 20 years, India 

can expect to remain a watchful power in South Asia, East Asia, Central 

Asia, the Indian Ocean rim of Africa, and the Middle East without 

needing to be a truly global economic or military power. But ASEAN 

and the PRC are likely to become more important to India. One reason 

is that developing Asia will be the world’s fastest growing source of 

demand for low-cost, medium-technology goods and services, where 

India enjoys a competitive and geographic advantage. Another reason 

is that ASEAN and the PRC have well established, globally competitive, 

manufacturing production networks. By becoming part of these 

networks, India can become more competitive in manufacturing and 

tap into important sources of raw materials and capital. India’s fast 

growing middle class will be another powerful draw for companies 

based in the region.

 The PRC’s substantial commercial interests in the Middle East 

and the Indian Ocean and its unresolved land border with India create 

potential for both cooperation and misunderstanding. Participation in 

global and regional institutions in which the PRC and India are both 
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members increases the potential for communication, dialogue, and 

problem solving at the bilateral level.

It will take skillful bilateral diplomacy to achieve deep and balanced 

economic engagement between the two countries. While the challenge will 

largely be bilateral, regional and multilateral institutions can intermediate 

the process, as discussed below. Transparency and trust generated by 

deeper economic engagement can help mitigate security tensions, and 

this is the path that the two countries are currently embarked on

For the ASEAN countries, the main challenge will be to benefit 

from the opportunities arising from the rise of the PRC and India 

without being swamped strategically, culturally, or economically. As 

noted in Chapter 2, the ASEAN share of global GDP is forecast to rise 

almost 50% between 2010 and 2030. But at only 4%, it will be smaller 

than India’s share (5.4%) and much smaller than that of the PRC (18%). 

ASEAN’s traditional economic and security links with the US, Japan, 

and Australia will remain valuable to retaining balance. If integration 

between the PRC and India does gain significant momentum, ASEAN 

will find it difficult to remain pivotal in regional integration efforts, 

although members such as Myanmar will likely find their importance 

enhanced. The large, populous countries of ASEAN (Indonesia, the 

Philippines, and Viet Nam) also stand to gain even more than India 

from the relocation of light manufacturing from the coastal provinces 

of the PRC as labor costs rise—a process that has already begun. 

Within South Asia, Bangladesh is equally well situated to benefit from 

deeper ACI cooperation and integration.

While each ACI economy has reasons for devoting greater attention to 

deeper regional integration, the imbalance in the relative size and power 

of the PRC and India and the uneasy security relationship between the 

two make it unlikely that institutions restricted just to the ACI countries 

will be the most productive avenue for economic cooperation. India’s 

previous efforts to forge a grouping that brings together geographically 

contiguous elements of South Asia and ASEAN, such as the Bay of 

Bengal Initiative for Multi-Sectoral Technical and Economic Cooperation 

(BIMSTEC), has been much less successful than ASEAN+3.  This 

reflects the much shallower economic integration of the participating 

countries, even though ASEAN has FTAs with both India and the PRC.

 BIMSTEC consists of Bangladesh, Bhutan, India, Myanmar, Nepal, Sri Lanka, and Thailand. 
Since 2005, ADB has been associated as a development partner.  
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Having examined the underlying economic and security interests 

of the countries involved, the next question is how to structure cross-

border institutions that can serve the national interests of the ACI 

countries as well as warrant the surrender of limited autonomy and 

sovereignty. There is already established diplomatic interest in ASEAN 

for institutionalized cooperation economically and strategically that 

is not dominated by any single country. This is reflected in existing 

structures such as ASEAN+3, the Asia–Europe Meeting (ASEM) process, 

APEC, and the East Asia Summit that supports ASEAN’s objective of 

preserving and protecting strategic autonomy. 

Cross-border institutions can help countries sustain economic 

growth and deepen integration. They can provide private actors 

within and outside ACI with rules and transparent dispute settlement 

mechanisms. Institutions can also provide mechanisms for handling 

important potential “spillover effects” or externalities that could 

reduce confidence and trigger undesirable competition and “race 

to the bottom” behavior if left unaddressed. Plus, they improve 

objectivity and transparency in the actions of all actors, providing an 

agreed factual basis for understanding behavior and establishing trust 

among the signatories (ADB 2010b). 

Some of these benefits can be secured through bilateral agreements, 

such as FTAs and investment treaties. These arrangements have the 

advantage of allowing the two negotiating partners to focus on issues 

of particular interest to them. It is more difficult for countries to find 

common ground within a bigger group, such as the 157-member WTO. 

However, bilateral arrangements can be inferior to regional and global 

accords, due to the potential of trade and investment diversion and 

asymmetries in the negotiating process. 

For these reasons, cross-border agreements tend to be popular 

with dynamic, medium-sized powers that seek coalitions of like-

minded countries to act as “force multipliers” to achieve their 

national goals. France in the EU, and Australia and the Republic of 

Korea in the G20 are examples. A truly global power would aim for 

rules that bind others but provide de jure or de facto freedom of 

action for itself. Likewise, dominant regional powers such as India 

are reluctant to provide a setting where smaller powers can unite to 

press demands against them, unless such a grouping also enhances 

its ability to project power. Such strategic considerations will help 
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drive institutional structures for the ACI economies in the years up 

to 2030. 

Regional forums are not the only way to tackle such big issues. 

There can be reasons for starting from simpler, less ambitious 

domains. As has been evident in recent trade and climate change 

negotiations, developed countries are likely to challenge the 

developing Asian countries to do more, forcing them to a take stand 

either separately or collectively. Within ACI, the PRC is already 

deeply engaged with ASEAN through the ASEAN+1 and ASEAN+3 

processes. It also has been central in establishing the financial 

safety-net structure of the Chiang Mai Initiative. Despite its FTA with 

ASEAN, India remains a peripheral presence in Southeast Asia and 

will remain the junior partner in any trilateral forum.

The relationship between ASEAN and the PRC has evolved rapidly 

since the mid-1990s, a period marked by global financial crises and 

the PRC’s accession to the WTO. The Asian financial crisis of 1997–

1998 severely affected Indonesia, Thailand, and Malaysia, as well 

as the Philippines, the Republic of Korea, and Hong Kong, China. 

Given the policy externalities that became evident during the crisis, 

the incentive for all economies in the region to enhance cooperation 

increased. 

The crisis stimulated moves toward more decisive trade 

integration within the ASEAN countries and in the framework of 

the ASEAN+ initiatives. The most significant of these cooperative 

endeavors was the 2007 decision to create an ASEAN Economic 

Community (AEC) by 2015, where goods, services, FDI, and skilled 

labor would flow freely within ASEAN and capital flows would be 

liberalized. Petri, Plummer, and Zhai (2012) estimate that, even under 

relatively conservative assumptions, the AEC could increase regional 

welfare by 5.3% above the baseline GDP, ensuring that the AEC is 

outward oriented and well nested in other regional initiatives in the 

Asia and Pacific region. 

The AEC is an ambitious project and will require strong 

leadership by ASEAN policymakers and the ASEAN Secretariat. 

Creating a modern, borderless ASEAN is placing demands on the 

ASEAN Secretariat, which has a key role to play in facilitating the 

execution of policy measures delineated in the AEC Blueprint. To 

do this effectively, the resources of the secretariat will need to be 

ACI_all.indd   250 14/09/02   10:11



251

Inclusive Growth and the Quality of LifeRegional and Global Cooperation

significantly increased. ASEAN does not need the equivalent of the 

European Commission, but it does need a strong institution to ensure 

that the ASEAN leaders’ goal of a unified market and production base 

is realized.

The ASEAN+ initiatives include bilateral FTAs with the PRC and 

India, as well as with Japan, the Republic of Korea, Australia, and 

New Zealand. In the area of financial and monetary cooperation, 

the ASEAN+3 initiatives include the Chiang Mai Initiative 

Multilateralization (CMIM) and the ASEAN+3 Macroeconomic 

Research Office (AMRO). 

These developments will deepen the relationship between ASEAN 

and the PRC in trade and investment, bolstered by production 

networks and facilitated by better infrastructure and trade logistics. 

Trade links between India and ASEAN and India and the PRC, while 

growing, have not yet resulted in anything close to the degree of 

production fragmentation and the division of labor between the 

major ASEAN countries and the PRC. There are many reasons for the 

lack of India’s involvement in regional institutions, but the lack of 

integration into regional production networks is an important one.

This, though, is the story of the past decade. Of more interest 

is what lies ahead. As noted, there is a sound basis of mutual 

economic and security interest for ASEAN and India to strengthen 

their relationship, provided there is sufficient political leadership to 

overcome the special interests that stand to lose. This has not always 

been evident. In particular, India’s approach to FDI and certain 

aspects of trade liberalization has been far more reserved than that 

of its East Asian counterparts. The relatively low level of FDI inflows 

to India is indicative of this.

Economic integration presents a greater challenge. Regional 

production networks in East Asia are likely to be significantly recast 

in the years up to 2030 in response to rising labor costs in the PRC 

and the broader restructuring of the PRC economy from investment 

and exports to consumption. It seems reasonable to expect that 

MNCs—including those based in developing Asia—will substantially 

intermediate this reshaping of production. For India, the potential 

payoff is enormous. By becoming a major global manufacturer, India 

could create jobs for a large and growing labor force that cannot 

be fully employed in agriculture and services (Lemoine and Unal–
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Kesenci 2007). India also wants to become an active player in the 

ASEAN market for business, financial, and information technology 

services, in which it is highly competitive. It has been trying to 

expand its trade agreement with ASEAN to include services as well as 

goods, although some ASEAN nations with similar aspirations have 

resisted. Similarly, even though a bilateral trade agreement between 

Singapore and India calls for opening their financial services to each 

other, both nations have been wary of following through, citing 

regulatory and prudential concerns. To achieve the great promise 

of deeper ACI integration, the significant sources of strategic and 

economic resistance must be overcome.

Finally, it is important to consider cooperation in the area of the 

environment. The critical importance of protecting the environment 

as growth proceeds apace in the ACI is discussed in Chapter 5. Many 

environmental issues relate to problems of the “global commons,” 

in which close cooperation is necessary. Even where they do not 

have cross-border implications, countries can benefit from shared 

experiences, dialogue, and information sharing. Given the associated 

problems afflicting ACI and forecasts that the environmental 

constraints will be increasingly binding on growth and critical to 

social welfare, an emphasis on establishing environmental-related 

institutions is natural.

While most ACI economies have become increasingly sensitive to 

the need to protect the environment, there is little concerted effort 

to curb emissions, conserve water, replant forests, and promote 

renewable energy. Moreover, any cooperation that takes place across 

the ACI tends to be ad hoc, although there are some environmental 

initiatives in ASEAN (Chapter 5). In addition to setting up focused 

groups to discuss regional cooperation on environmental issues 

and propose joint strategies to tackling environment issues, pooling 

resources to invest in large-scale environment projects could 

produce very high returns. This could be done, for example, via the 

proposed Asian Environment Fund and institutions such as ADB. 

By reducing uncertainty and ensuring predictability in the industry, 

regional public investment could boost private investment. ACI 

could consider a regional carbon trading and a mitigation process 

similar to the United Nations Framework Convention on Climate 

Change.
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7.4  The Emerging Architecture 
of “New Regionalism”

The importance of geographic proximity to international trade has 

been confirmed empirically in numerous econometric studies.   Most 

bilateral and regional FTAs are geographically based, suggesting that 

the importance of location has not been lost on policymakers. But the 

rising prominence of regional production networks in Asia has created 

a demand for deepening economic cooperation and harmonization. 

This is a key reason for the push for broader FTAs in the region. 

As of January 2012, the number of FTAs signed and in effect came 

to 12 for the PRC, 13 for India, and 35 for ASEAN and its members (ADB 

2012c). Many more bilateral and regional FTAs are underway. This 

compares to only a handful in 2000. Zhang and Shen (2011) attribute 

the proliferation of FTAs among Asia’s big trading economies to four 

factors: (i) the shift to regional agreements by the US and the EU, (ii) 

the lack of progress in the Doha Development Round, (iii) the lack 

of progress in liberalization promised by the industrialized members 

of APEC under the “Bogor Goals”  announced in 1994, and (iv) the 

1997–1998 Asian financial crisis. The crisis helped create a sense of 

common economic identity because of the highly integrated nature of 

these economies (Kawai 2005). Hence, the general sentiment in Asia 

has been that the region must establish its own “self-help” mechanism 

for economic management.

It appears that FTAs in Asia have merely been reactions to negative 

trends or deficiencies elsewhere. But there has been an even more 

powerful economic motive—the Asian private sector and MNCs see 

great advantages to comprehensive, “deep” integration in the region 

to enhance sourcing opportunities, increase competitiveness, and 

benefit from economies of scale. These demands are consistent with 

 This is a standard result of econometric “gravity models,” which have become a standard 
workhorse in empirical international trade. See, for example, Anderson (2011) for a recent 
survey of developments in the gravity model literature.
 At the 1994 APEC Summit in Bogor, Indonesia, the APEC leaders committed to creating 

a “region of open trade and investment” by 2010 for developed economies and 2020 for 
developing countries.
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the outward-oriented development strategies adopted by most of the 

region’s governments. 

These priorities reflect that economic motivations tend to be the 

driving forces behind regionalism in Asia, even though strategic and 

political motivations always come into play. Indeed, this economic 

focus might distinguish Asia from bilateral and regional accords 

elsewhere. Early integration initiatives in Europe, beginning with the 

Coal and Steel Community and the European Economic Community, 

had strong political motives, such as integrating France and Germany 

after the Second World War and the Cold War. Even the monetary 

union in the EU was made possible due to post-Cold War political 

reasons, such as those facilitating the political integration of East 

and West Germany. The North American Free Trade Agreement had 

strong political and security considerations. Indeed, the need to 

support economic integration in Asia is helping to overcome some 

of the most difficult obstacles to cooperation in the region—few if 

anyone could have foreseen that the PRC, the Republic of Korea, and 

Japan would be able to improve relations sufficiently to sit down and 

negotiate an FTA. Yet that is exactly what they pledged to do at their 

May 2012 Summit. 

If Asian regionalism is based on economics, then the creation of 

regional accords would emerge as a more efficient approach than 

bilateral FTAs. The majority of empirical studies on bilateral FTAs 

in Asia suggest that these accords have had or will have a positive 

effect on the welfare of their signatories, with small negative effects 

on the rest of the world in terms of trade diversion. However, they 

have important shortcomings. One is that the rules of origin in 

bilateral agreements can be detrimental to trade and investment, 

due to excessive bureaucracy, overlapping rules, and the potential 

for investment diversion. If asymmetries exist in size and economic 

power—and among special interest groups acting in these countries—

these can lead to imbalanced outcomes. Smaller bilateral FTAs may 

have very low utilization rates, particularly if bureaucracy is excessive. 

Bilateral FTAs especially fall short as a way of advancing 

international and regional production networks. Regional FTAs would 

be needed to optimize regional production networks, while outward-

oriented regional FTAs that minimize discrimination against non-

partners, adopt cumulative rules of origin, and have open membership 
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clauses would facilitate international production networks. Creating 

regional institutions that will facilitate the integration of the region 

up to 2030 and beyond will remain high on the agendas of most ACI 

policymakers.

7.4.1  Regional FTAs and the “new 
regionalism” in Asia 

After embracing multilateralism in the second half of the 20th 

century and bilateralism in the first decade of the 21st century, Asia 

has now embarked on what might be called the “new regionalism” 

(Plummer 2012). This focus will remain prominent for the next two 

decades.

New regionalism in Asia essentially began in 2004, when the 

economic ministers of ASEAN, the PRC, Japan, and the Republic of 

Korea commissioned a study of the feasibility of an East Asia FTA 

(EAFTA). In September 2006, experts recommended to the ASEAN+3 

economic ministers that an EAFTA be comprehensive in scope, of high 

standard, and negotiated and implemented as a single undertaking. 

They recommended that the ASEAN+3 countries first establish an 

FTA and then extend it to other countries in the region (Joint Expert 

Group for Feasibility Study on EAFTA 2006). The ASEAN+3 leaders 

did not immediately accept the recommendations. A follow-up study 

in 2009 (Joint Expert Group on EAFTA Phase II Study 2009) proposed 

a more gradual approach, in which existing bilateral FTAs would 

first be consolidated into a region-wide FTA and a unified rules of 

origin regime created. Importance was attached to concrete trade 

and investment facilitation measures that could help participating 

economies fully realize the benefits of an EAFTA.

Japan  proposed an  alternative approach.  It called for a 

comprehensive economic partnership based on the East Asia Summit 

framework, the Comprehensive Economic Partnership for East Asia 

(CEPEA). East Asia Summit leaders agreed to conduct a feasibility 

study of CEPEA in 2006. An expert group completed its report in 

July 2008 and presented it to the East Asia Summit ministers’ 

meeting. The report recommended that the CEPEA should provide 

a broader framework for regional integration. Economic cooperation 
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should be a priority, and at its core would be an FTA that covers 

facilitation, liberalization, environment, energy, and information 

and communication technology (CEPEA Phase I Study Group 2008). 

A subsequent CEPEA Phase II Study Report (East Asia Summit 2009) 

argued that a wider comprehensive regional economic partnership 

that includes India would achieve greater gains than any other 

regional configuration. The Phase II study set out CEPEA’s objectives 

as deepening economic integration, narrowing development 

gaps, and achieving sustainable development through economic 

cooperation, trade and investment liberalization, and institutional 

development.

 The EAFTA discussions have been superseded by other events. A 

new arrangement, known as the Regional Comprehensive Economic 

Partnership (RCEP), has since come about. The RCEP includes the 

10 ASEAN member countries and ASEAN’s six dialogue partners 

(Australia, the PRC, India, Japan, the Republic of Korea, and New 

Zealand) (see Box 7.1). Negotiations among the 16 parties began in 

2013 and are scheduled to be completed in 2015.

The TPP has also been gaining momentum since it was launched 

in October 2008. It builds on a high-quality FTA among four small, 

open economies—Brunei Darussalam, Singapore, New Zealand, and 

Chile—known as the P4. The process has been expanded to the 

TPP9 by including the US, Australia, Malaysia, Viet Nam, and Peru. 

Canada and Mexico officially became TPP negotiating participants 

in October 2012, and Japan officially joined negotiations in July 

2013.

The TPP is distinctive not only in terms of the large differences 

in the levels of development of its members that range from low- 

to middle-income developing countries like Peru and Viet Nam to 

high-income, developed OECD members like the US and Australia. 

It also differs in terms of its ambitions to become a 21st century 

agreement that would embrace everything from trade in goods and 

services to science and technology to policies for small and medium-

sized enterprises. It also includes provisions for many difficult to 

negotiate, behind-the-border measures. TPP membership is open 

to any APEC member. Indeed, its ultimate goal is to create a Free 

Trade Area of the Asia Pacific (FTAAP) that would include all APEC 

members. APEC cited the EAFTA and TPP tracks at its 2010 summit 
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in Yokohama as paths to the creation of an FTAAP. There is a good 

deal of membership overlap between the RCEP and TPP economies.

To estimate the economic impact of the Asian track and the TPP 

as pathways to creating a trans-Pacific trade area, Petri, Plummer, 

and Zhai (2011) use an advanced computable general equilibrium 

(CGE) modeling approach. The Asian track assumes a PRC, Japan, 

and Republic of Korea FTA in 2012 and then an EAFTA (ASEAN+3) 

in 2015. For the trans-Pacific track, they assume a TPP9 agreement 

in 2012 and an expansion in 2015 to include Japan, the Republic 

of Korea, Canada, and Mexico. They assume that both tracks will 

lead to an FTAAP beginning in 2020. Both tracks would produce 

gains for the world economy that would be small initially. But by 

2025 the annual welfare gains would rise to $104 billion on the 

TPP track, $303 billion on both tracks, and $862 billion with an 

FTAAP. Interestingly, the biggest gains accrue when the two tracks 

are consolidated. Essentially, this results from including the PRC 

and the US in the same agreement.

The outlook seems reasonably bright for the TPP and RCEP 

within the next decade within the next decade. Should each of these 

tracks be implemented soon, the medium-term goal of an FTAAP 

would be much more within reach. Major obstacles remain, such 

as US–PRC trade relations. But it is worth underscoring that the 

PRC and the US would be big economic winners under an FTAAP 

scenario. Success would be consistent with diplomatic and political 

goals of both countries. 

It is important to consider how India fits into this new Asian 

regionalism. As noted above, India is a member of ASEM, RCEP, 

and the EAS and has bilateral trade agreements with some RCEP 

economies. But it is neither a member of APEC nor ASEAN+3. Should 

India wish to join one of these tracks, it would likely be welcomed 

by the US, which leads the TPP process, and by the PRC and Japan, 

which lead the Asian track. Each agreement is based on the concept 

of “open regionalism,” and members would support adding like-

minded countries. The more difficult question is whether India 

would accept the legal frameworks developed in these tracks. Deep, 

behind-the-border issues, especially in the TPP, may be politically 

sensitive in India. Moreover, India would likely first have to join 

APEC before it could participate in the TPP or the FTAAP. 
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India presents a special case. India’s economy has benefited 

enormously from substantial reduction in industrial tariffs. But it 

remains firmly wedded to the principle of special and differential 

treatment in market access negotiations. India has resisted ambitious 

liberalization of its agricultural trade, as well as the addition of 

new, behind-the-border issues of the type originally included in the 

Doha Development Agenda, such as transparency in government 

procurement and competition policy. India has also dismissed the 

inclusion of labor and environmental standards in trade agreements 

as disguised protection by developed countries. India has resisted 

calls for deeper intellectual property rights provisions and 

liberalization of financial services. Some of these issues are being 

discussed as possible areas for inclusion in the RCEP; all are being 

negotiated at the TPP. 

India’s accession to the RCEP shows that it has adopted a positive 

approach on regional integration. However, the Government of India 

still has much to do so that local businesses can benefit from regional 

integration. The government needs to invest more in reforms and 

infrastructure that will support and help local businesses thrive in 

this more internationalized environment. At the same time, Indian 

businesses also need to invest in new technology and systems that 

will enhance their global competitiveness. 

7.4.2  Fledgling institutions of financial 
cooperation

While formal trade agreements in Asia are more numerous and 

advanced than financial arrangements, cooperation in the real and 

financial sectors has also been developing. Elsewhere, the normal 

sequencing is that trade cooperation deepens well before financial 

cooperation. In part, this different approach reflects the fact that 

Asian regionalism took off after the Asian financial crisis. It also 

reflects the recognition that financial cooperation is important to 

bolster real-sector competition and economic growth.

One major development after the 1997–1998 Asian financial 

crisis was the establishment of currency-swap arrangements 

among East Asian countries. These arrangements began with 
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bilateral swaps between Japan and other nations and evolved into 

what became known as the Chiang Mai Initiative. The agreement 

was multilateralized and expanded in May 2009 under the CMIM. 

The value of swap arrangements, which are now conducted 

multilaterally, has been raised to $180 billion in the form of 

an Asian Fund facility. In 2012, leaders proposed doubling the 

fund to $360 billion. The region has also developed Asian Bond 

Funds, managed under the auspices of the Bank for International 

Settlements and several groups of finance ministers and central 

banks. In 2011, ASEAN+3 established the AMRO in Singapore, 

which will serve as a secretariat for ASEAN+3. With the AMRO, the 

CMIM is beginning to have the trappings of an Asian monetary 

fund, an idea that was first suggested by Japan during the Asian 

financial crisis in 1998. 

Several forums are dedicated to dialogue, the exchange of 

information, and technical interaction in the Asia and Pacific 

region, although they are less impressive than the CMIM in terms 

of concrete initiatives for applied financial cooperation. The 

Executives’ Meeting of the East Asia and Pacific Central Banks, a 

forum of regional central banks, is another important body. Other 

cooperative groups in the region include the ASEAN+3 finance 

ministers’ meeting and the APEC finance ministers’ meeting 

processes. Established in the wake of the Asian financial crisis, 

the ASEAN+3 finance ministers’ meetings focus on financial sector 

cooperation, surveillance of capital flows, and policy dialogue. The 

Economic Review and Policy Dialogue was created to strengthen 

regional surveillance and foster dialogue on global, regional, and 

national economic developments. In May 2005, the ASEAN+3 

finance ministers integrated and enhanced the Economic Review 

and Policy Dialogue with the Chiang Mai Initiative framework.

With respect to intra-ASEAN cooperation, the AEC Blueprint

that delineates the areas to be included in the AEC program, has 

four principal areas of focus: (i) the creation of a single market 

and production base, (ii) a more competitive economic region, (iii) 

equitable economic development, and (iv) enhanced integration 

into the global economy. Measures related to capital markets are 

 The AEC Blueprint was formally approved by the ASEAN heads of state on 20 November 
2007 (ASEAN 2007b).

56

56

ACI_all.indd   259 14/09/02   10:11



260

ASEAN, PRC, and India: The Great Transformation

included under the “single market and production base” and promise 

a “freer flow of capital.” In fact, most concrete measures relate 

to developing national capital markets, rather than a regionally 

integrated market. The blueprint includes harmonization of 

standards, measures to broaden the base of ASEAN debt issuance, 

and some aspects of mutual recognition, such as of professionals 

working in the area. The approach is cautious, however. The 

blueprint refers to the need to maintain stability, adequate 

safeguards, and promote financial liberalization carefully. 

In the wake of the 1997–1998 Asian financial crisis, ADB 

partnered with crisis-affected economies to create the ASEAN 

surveillance process (ASP) that was designed to monitor the 

economic fundamentals of ASEAN countries and provide an early 

warning mechanism. ADB invested significantly in the surveillance 

process, such as in building the capacity of the staff of finance 

ministries and central banks. ADB also established the Asian Bond 

Monitor, which tracks not only movements in Asian bond markets 

but also the economic fundamentals that drive them.

In September 2008, ADB President Haruhiko Kuroda proposed 

the creation of an Asian Financial Stability Dialogue. The dialogue 

would be a regional complement to the Financial Stability Board and 

include officials from finance ministries and central banks, financial 

regulators and supervisors, and market participants. Expanding, 

deepening, and nesting the activities of the ASP in the form of 

a more comprehensive Asian Financial Stability Dialogue would 

serve a number of purposes. It could be an effective way to share 

information and promote discussion among finance ministries and 

central banks across the region. This would help in macroeconomic 

planning, particularly with respect to potential adverse movements 

in the markets. Second, an effective monitoring system would 

also improve transparency and reduce market uncertainty. Third, 

it could be used to apply peer pressure on economies that need 

to address underlying macroeconomic problems. Fourth, it could 

help the region develop joint positions that could reduce external 

imbalances. Fifth, it could help governments coordinate stimulus 

plans and other responses to economic shocks and emerging crises. 

Finally, the Asian Financial Stability Dialogue could be a vehicle to 

enhance regional financial integration.
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7.4.3  ACI, the new regionalism, and the 
eurozone crisis

The eurozone debt crisis is affecting growth rates in the ACI 

region. Taken together, the EU represents the largest economic area 

in the world, and the 17 eurozone countries constitute the lion’s 

share of the EU economy. The EU took in 19% of exports from the 

PRC, 21% from India, and 11% from ASEAN, in each case larger than 

the corresponding share of the US market (ADB 2011a). The EU is an 

important global financial center, through which a good deal of Asian 

savings are intermediated. In addition, the EU constitutes the world’s 

more important source of private trade finance (particularly French 

banks). 

The eurozone debt crisis could in theory negatively affect the 

momentum of cooperation in Asia, including across the ACI economies, 

in at least two ways. First, trade liberalization is never easy in the 

middle of a crisis, due to economic and political reasons. There is a 

strong temptation to beggar-thy-neighbor by increasing protectionism 

during an economic slowdown, as was the case with the 1930 Smoot–

Hawley Tariff in the US, which exacerbated the Great Depression. 

Removing this temptation has been the key goal of leaders in major 

international meetings, such of those of the G8, G20, WTO, and OECD 

ministers, since the onset of the global financial crisis in 2008. This 

effort has been successful. 

Second, and perhaps more importantly, the eurozone debt crisis 

has been seen erroneously as a crisis of economic cooperation. The 

crisis is portrayed as an indication of how European integration 

has collapsed under its own weight, and the future will be one of 

disintegration, rather than integration. If this is the case, wouldn’t the 

ACI economies do best to avoid the pitfalls of bilateral and regional 

cooperation? 

This perception confuses many issues. Most importantly, 

real-sector integration of the EU via the Single Market has been a 

tremendous success—the problems that have surfaced in Europe 

are financial in origin. The euro created a number of “moral hazard” 

problems. To resolve this crisis, experts have proposed, among other 

measures, the creation of eurozone bond issues. These measures 
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were clearly insufficient, however. In other words, at the core of 

the euro debt crisis has been insufficient economic cooperation 

and institutional development to deal with a currency union, not 

excessive cooperation.

While there have been proposals for monetary union in ASEAN 

and ASEAN+3, ACI leaders have never envisioned a common 

currency, at least for the short or medium term, and it is clear that 

the eurozone crisis will set back such considerations even further. 

However, as noted above and discussed in Chapter 6, this does not 

mean that certain forms of monetary and financial cooperation 

should not continue. There are many areas of financial and monetary 

cooperation that can be developed without a common currency in 

mind, or with even a long-term notion that it should be the “end 

game.”

Moreover, the success of the European Common Market testifies 

to the potential benefits that cooperation in the real sector can 

bring. By far the most common proposals for formal cooperation 

in the region, be they at the bilateral, subregional, or regional 

levels, relate to FTAs, which cover ground that is almost exclusively 

in the real sector. The AEC is also firmly anchored in real-sector 

cooperation. Financial cooperation is envisioned to be quite minor, 

such as measures to increase cross-border issuances of securities 

and to help strengthen financial development in member states.

The example of European cooperation should therefore be 

considered a positive one for cooperation in Asia. Still, there is the 

question of how a prolonged economic slowdown will affect the 

trend toward cooperation in the region. Plummer (2009) addresses 

this question by developing a taxonomy of potential effects that a 

global crisis could have on the trend toward economic cooperation. 

He notes that although the political problem of job loss due to closer 

cooperation could cause a deceleration of the process, growth rates 

are still sufficiently high during the present crisis as to reduce the 

significance of this effect. Further, the fact that Asian regionalism 

is market-driven and designed to enhance competitiveness actually 

bodes well for future cooperation arrangements.
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7.5  Toward an Integrated ACI
Greater integration in the global economy and deeper 

interdependence among the ACI economies underscore the 

importance of closer cooperation in trade, investment, finance, and the 

environment. A fully integrated ACI, one that combines the region’s 

great diversity of cultures and economic strengths, will be difficult to 

achieve. The interests of developing Asian economies differ in many 

key domains, and existing economic relationships have evolved over 

decades. But we note above that the economic and strategic case for 

closer cooperation among the ACI economies is strong.

Integration would bring enormous benefits that could truly usher 

in the great transformation. The free movement of goods, capital, 

knowledge, and people under common regulations would enable 

industries and financial markets to attain a scale that would make 

them vastly more efficient and globally competitive. ACI is endowed 

with both skilled and unskilled labor. So as developed economies 

increasingly focus on high-value services and creating intellectual 

property, there is every reason to expect that the region will remain 

the global epicenter for manufacture of broad range of tradable goods 

and services. ACI will remain competitive in everything from goods 

for mass consumption and technologically sophisticated capital 

goods. The region will also be competitive in various services that are 

increasingly important in linking together the international production 

networks that now form the backbone of economic interaction of most 

ACI economies.

These mega trends carry several implications for the ACI 

economies’ engagement in global and regional trade negotiations. ACI 

should play a greater role in global financial institutions, such as the 

IMF and the World Bank and in consultative forums such as the G20 

and the FSB, in order to participate more actively in global governance 

commensurate with the ACI’s rising importance in the global 

economy and to advance the region’s interests. In addition, given the 

importance of a fair, rules-based, non-discriminatory international 

trading system, it is in the interest of all ACI economies to continue to 

place a strong emphasis on strengthening the WTO and in reigniting 

the Doha Development Agenda. ACI should also actively participate 
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in possible accords that may emerge in the WTO process, such as the 

proposed plurilateral agreement in services. It is important to stress 

that without a strong WTO, regionalism would pose a threat to the 

integrity of the international trading system. 

ACI integration will also no doubt unleash innovation, 

entrepreneurship, and cultural achievements that would keep ACI 

economically dynamic in the decades ahead and bring prosperity to 

greater potions of the region’s population. It would make it easier 

for ACI to tackle the region’s common economic, environmental, and 

social challenges. 

The ACI region has thus far been successful at fostering economic 

growth without strong institutions. But the future will likely demand 

a more concerted effort if regional aspirations are to be reached. Of 

course, the geometry of these institutions will vary, given the diversity 

of nations that constitute ACI. But there is a good deal of room for 

cooperation. The ACI economies also will have to play a strong role in 

international institutions that govern trade and finance that is more 

commensurate with their global weight.

This chapter offers concrete recommendations to enhance 

cooperation via improved institutions of various sorts. It stresses the 

importance of the ACI economies in the new regionalism and notes 

that a deep ASEAN+6 FTA along the Asian track that would include 

all ACI economies, could generate important economic benefits and 

facilitate and advance economic interaction at all levels. In addition, 

given the importance of finance to the economic development of the 

ACI economies, we underscore the importance of developing and 

expanding cooperative forums and other institutions in the general 

area of finance, including the CMIM and the AMRO, the AFSD, and 

EMEAP. Moreover, environmental issues have become increasingly 

important to the region. But regional bodies to deal with these 

issues have been slow to develop. We underscore the importance of 

investment in large-scale regional environmental projects that could 

be facilitated by the Asian Environment Fund and by tapping other 

financial sources such as ADB.

Prospects for future growth and development will likely depend 

on proactive, innovative engagement. We remain optimistic that the 

incentives for building these institutions at the global and regional 

levels are strong, and that the region’s policymakers will rise to the 
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occasion. Acting as a region, ACI also could emerge as a powerful 

force for global stability, security, and prosperity. 
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8  Conclusions 
and 

Recommendations 

8.1 Introduction 
After five decades of remarkable growth, the 10 Association of 

Southeast Asian Nations (ASEAN) countries, the People’s Republic of 

China (PRC), and India (collectively ACI) are on the cusp of a great 

transformation that could place them at the center of the global 

economy. These 12 dynamic, rapidly developing countries are becoming 

integrated through trade, investment, and infrastructure—an integration 

that is likely to accelerate in the years up to 2030. The challenge is to 

ensure that growth is balanced, sustainable, and resilient. 

This study argues that this transformation is attractive and 

probable—but not inevitable. It has identified and analyzed the risks 

and challenges that must be addressed over the medium term not only 

to sustain rapid growth, but also to convert those gains into a better 

quality of life for the majority of the region’s population.

Although the ACI economies were hit by the global financial 

crisis of 2008–2009, the region remained stable and underwent an 

impressive recovery following the crisis. The region averted a liquidity 

crisis and sustained growth by adopting measures such as large fiscal 

stimuli with a focus on infrastructure development, easing monetary 

and credit policies, and adequate government guarantees for bank 

deposits.

While the ACI countries are to be praised for their prudent policies 

over the short term, however, they must not lose focus on making the 

investments and reforms over the medium term needed to push their 
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economies to the next level. They must accelerate productivity, invest 

in human capital and science and technology, and boost domestic 

demand. The ACI economies that make the right adjustments will be 

well positioned for several more decades of strong growth—those 

that do not risk falling into the middle-income trap. As the economic 

uncertainties in Europe arising from the debt crisis again threaten 

global growth, the world is looking at ACI to serve as an economic 

growth engine. It is important at this time, therefore to study the ACI 

economies and their future. 

An earlier study on Asia’s rise to preeminence suggested that the 

region’s major emerging economies can confidently aim at achieving 

the prosperity levels of today’s developed economies by 2050. To 

achieve this, Asia will need to manage multiple risks and address 

several challenges (Kohli, Sharma, and Sood 2011).

8.2  Key Findings
By 2030, strong economic growth is projected in ACI that will 

lift hundreds of millions of people out of extreme poverty, improve 

basic living standards, and further integrate the region economically, 

financially, and socially. The shift of the global economy’s center 

of gravity to ACI means that the impact of this transformation will 

be felt across the world. As consumers, investors, and more active 

participants in international institutions, the ACI economies will 

increasingly shape global markets for goods and services and help 

lead responses to global challenges ranging from energy and financial 

stability to security.

To realize its potential, however, it will not be enough for the ACI 

economies merely to sustain high economic growth. The quality of 

that growth, and the extent to which the benefits and opportunities 

are extended to greater segments of ACI populations, will assume 

much greater importance. ACI also must navigate a daunting number 

of challenges and potential threats to economic, social, and political 

stability.

These challenges include the risks of trade protectionism, 

productivity growth slowdown, recession in the region’s principal 

export markets, currency conflicts, natural resources scarcity, internal 
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Box 8.1: Key Findings: ACI 2030

1. The ACI economies—Association of Southeast Asian Nations (ASEAN), the People’s 

Republic of China (PRC), and India—are poised to make unprecedented progress 

in improving the quality of life of its people. This translates into enhanced 

purchasing power and better access to basic services such as education, health, 

water, power, and sanitation. A total of 600 million people will be lifted out of 

extreme poverty (income of $1.25 or less per day), reducing the number to less 

than 1% of the population. In India, 64% of the population will earn a middle-

class income of between $10 and $100 a day (purchasing power parity [PPP] ). In 

ASEAN, that percentage will reach 69% and in the PRC it will reach 79%. 

2.　Unless growth is more inclusive, income disparities, social exclusion, and unequal 

access to basic services will persist and could undermine social cohesion and 

stability. This could lead to conflict that would have a significant impact on 

countries within and outside ACI.

3.  The ACI economies are on a path to becoming the world’s leading consumers, 

producers, savers, investors, and financiers.

— The PRC is expected to become a high-income country with a per capita 

income of about $26,000 (PPP 2005 terms). India and ASEAN will move closer 

to high-income country status with per capita incomes of about $11,000 and 

$12,000 (PPP 2005 terms), respectively.

4.  The combined gross domestic product could quadruple and comprise about 40% 

of world output in PPP (from 24% in 2010) and 28% in market prices (from 15% 

in 2010). That is more than that of the United States and the European Union 

combined.

— The share of world investment is projected to rise from 24%  in 2010 to 38%. 

Its share of global consumption will leap from 11% to 27% in market prices.

(Continued)
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instability, and environment and climate degradation. This study 

concludes that the ACI economies possess the resources, expertise, 

and political will to collectively rise to these challenges. But it will 

require increased collaboration, partnership, and cooperation among 

the ACI economies as well as with the rest of the world. This study 

finds that, due to their scale, exceptionally high growth rates, and 

growing interdependence, the ACI economies have an opportunity to 

radically transform the lives of their 3 billion citizens over the next 

two decades through a shift toward inclusive, green, and knowledge-

led growth and by managing key challenges and risks effectively.

Box 8.1 summarizes the key findings of this study .
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5. ACI’s demand for water and energy is expected to see a phenomenal 

rise.

— ACI’s primary energy demand will double compared to 2009. The 

PRC’s demand will double whereas India will face a nearly threefold 

increase and ASEAN a two and half-fold increase compared to 2010.

— The PRC’s water deficit (as % of demand) is projected to reach 25% 

(199 billion cubic meters). India’s water deficit will reach 50% of demand 

(754 billion cubic meters).

6. CO2 emissions will increase two times—double the emissions of 

developed economies. Unless this problem is tackled, these trends will 

amplify global environmental risks and geopolitical strains.

7. Critical challenges and risks could undermine ACI’s transformation. 

— Adverse scenarios include the middle-income trap, a major slowdown 

in productivity growth in ACI and developed economies, rising food 

and commodity prices, rising emissions, rising distributional concerns, 

and protectionism in ACI’s principal export markets. 

— The combination of productivity, food, energy, and environmental 

shocks under adverse global political or economic developments, could 

depress ACI’s growth to 4.4 %—2.5 percentage points below the 6.9% 

baseline estimates. 

8. Deeper regional and global economic integration through trade 

agreements for further liberalization could add 5% and 10%, 

respectively, to the region’s income over the baseline. Global trade 

liberalization could raise world incomes by 7% and ACI incomes by 10%. 

World trade would increase by 19%, with India increasing its trade by 

66%, the PRC by 37%, and ASEAN by 21%. The impact of regional and 

global trade agreement on growth rates will be 0.12 percentage points 

and 0.50 percentage points over the baseline

9. The great transformation will require a more developed and more 

inclusive financial sector to support the real sector growth and 

infrastructure needs.

— Bank deposits are projected to more than triple to reach 44% of the 

world total by 2030, up from 24% in 2010.

— ACI’s global share of private bank credit and stock market 

capitalization will triple, accounting for 33% of world share, compared 

to 17% in 2010.

— ACI’s private bond markets—crucial for long-term investment—will 

increase threefold—from a low 4% of the world total in 2010 to 14%. 

— ACI’s major currencies, especially the yuan, will be widely held and 

traded.

Source: Author’s compilation.
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8.3  Major Development 
Challenges

ACI’s continued growth up to 2030 will exacerbate a number 

of challenges that could undermine socioeconomic development. 

Although these risks are common to the entire region, the primary 

challenges and policy priorities vary between ASEAN, the PRC, and 

India (Table 8.1). The major challenges highlighted in this study are:

Reducing income inequality and social exclusion. The gap 

between rich and poor is widening across ACI, and large segments 

of the region’s population still live in extreme poverty with little or 

no access to basic services such as basic utilities (for example, water, 

electricity, transport), medical care, and education. Social inequality 

and exclusion remain serious problems. If not addressed adequately, 

disparities between social and income groups and between rural and 

urban areas could lead to social conflict and pose serious threats to 

economic stability through diminishing economic potential and the 

deterioration of political stability and social cohesion. 

Enhancing productivity and new engines of growth. Several key 

drivers of rapid economic growth in ACI since the 1990s are not likely 

to continue in the decades ahead. By 2030, the demographic bonus (in 

terms of the presence of a large proportion of a young labor force) 

period will end in countries such as the PRC, Singapore, and Malaysia, 

creating the new challenge of a decline in working-age populations. The 

pace of globalization may decrease due to possible global economic 

downturns as well as stalled multilateral trade negotiations. To meet 

their long-range economic growth goals, the ACI economies must 

sharply accelerate productivity increases and nurture new growth 

engines to replace those that are losing global competitiveness. 

Increasing investment efficiency is also crucial, particularly for the PRC.

Managing resources and the environment. Some of the most 

severe threats to the quality of life and sustained growth in ACI 

are posed by constrained access to energy, fresh water, arable land, 

and worsening pollution. Most ACI economies rank poorly in global 

standards of energy efficiency, and they are among the world’s biggest 

emitters of greenhouse gases. The region has already reached water-
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stressed conditions with as many as 80 million people suffering from 

the lack of access to fresh water, while future consumption is projected 

to far outstrip supply. The mounting demands of industrial activity 

and increasingly affluent populations as well as growing evidence of 

global climate change will intensify the urgency for governments to 

find ways to better manage resources and their environments. Energy 

and water security will also have implications for food security. 

Worsening air and water pollution will adversely impact health. The 

ACI economies must make a transition to green development strategies 

that rely more on renewable, clean energy and with more efficient use 

of natural resources.

Strengthening and reforming the financial sector. Deeper, more 

sophisticated financial and capital markets are essential if the ACI 

economies are to more effectively mobilize the region’s large pools 

of savings into the productive investments needed to sustain strong 

economic growth and attain higher living standards. Financial systems 

must ease their reliance on bank lending by expanding private, local-

currency bond markets and innovative instruments. Reforms are 

needed to make financial services more widely available and more 

affordable to small businesses and consumers. Better financial services 

are needed to meet the investment needs of the region’s rising middle 

class. Stronger supervision of capital markets is required to make the 

region more resilient during times of international financial shocks. 

Greater regional cooperation is needed to advance the market-based 

reforms and integration that can enable the ACI capital markets to 

reach the scale necessary to lower transaction costs, reduce market 

distortions, improve resource allocation, and maintain stability.

Enhancing regional cooperation and integration. Collective 

action by the ACI economies will be essential because many aspects of 

ACI’s dynamism will depend on regional connections. Sustaining and 

building a seamless regional economy will require intergovernmental 

cooperation and support of commercial, infrastructure, environmental, 

and security challenges. Also, common rules and procedures will 

be essential to regulate competition, resolve disputes, and avoid 

confrontation. 

Although ACI’s markets are becoming increasingly integrated, 

there is little formal institutional cooperation on substantive issues. 

At the same time, the ACI economies have been bystanders in leading 
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global institutions governing trade, finance, environmental, and 

health issues. The growing weight of the ACI economies in the global 

economy, their increasing level of economic interdependence, and the 

urgency of common challenges call for deeper regional cooperation 

within the region and with global institutions. The region also must 

take a more active role in the provision of public goods. It is in ACI’s 

interest to work more proactively in advancing free trade in goods and 

services as the region’s economies seek new markets and to meet the 

demands of increasingly affluent consumers. 

Strengthening governance and institutions. ACI needs to 

strengthen the governance, accountability, and effectiveness of its 

institutions to address the above challenges efficiently. The region 

must eradicate corruption to ensure rapid and inclusive growth and 

a better quality of life. The 2010 governance indicators show that the 

ACI economies need to improve governance in terms of voice and 

accountability, political stability, personal security, regulatory quality, 

rule of law, and government effectiveness. 

8.4  Addressing ACI’s Major 
Challenges

The challenges and risks facing ACI in the years up to 2030 will 

demand innovative and sophisticated policy responses. Effective 

management of these challenges will also require economic and 

financial stability, social cohesion, and high levels of cooperation. 

This book recommends policies, strategies, and priorities at the 

national and regional levels to address these challenges. It offers a 

framework to foster an effective, collaborative approach to managing 

risks through regional and global integration. Scholars and country 

experts of the ACI region involved in this study identified the most 

important common and specific challenges facing ASEAN, the PRC, 

and India. Table 8.1 summarizes these challenges. Country-specific 

challenges of the 10 ASEAN economies are discussed in the ASEAN 

2030 study (ADBI 2014).
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Table 8.1: Common and Specific Challenges for the ACI Economies

     Common challenges

• Reducing economic and social inequality and exclusion

• Enhancing productivity, technology development, and innovation

• Managing resources security and the environment 

• Strengthening and reforming the financial sector, and enhancing macroeconomic cooperation 

• Enhancing regional and global cooperation and integration

• Strengthening governance, accountability, and institutional effectiveness

     Specific challenges

     Primary challenges Secondary challenges

Managing 
resources 
security and 
environmental 
sustainability

Reducing over- 
dependence on 
external demand

Strengthening 
governance, 
accountability, 
and institutional 
effectiveness 

Enhancing 
productivity, 
technology 
development, 
innovation, 
and investment 
efficiency

Reducing 
economic and 
social inequality 
and exclusion

Strengthening 
and reforming the 
financial sector, 
and enhancing 
macroeconomic 
cooperation 

Reducing 
economic and 
social inequality 
and exclusion

Managing 
resources 
security and 
environmental 
sustainability

Promoting 
soft (especially 
human capital 
development) 
and hard 
infrastructure 
development and 
connectivity 

Strengthening 
governance, 
accountability, 
and institutional 
effectiveness 

Enhancing 
productivity, 
technology 
development, 
and innovation

Strengthening 
and reforming the 
financial sector, 
and enhancing 
macroeconomic 
cooperation

Forging a 
competitive and 
innovative region

Promoting 
economic 
convergence and 
equitable growth

Nurturing natural 
resources and 
sustaining the 
environment

Managing 
macroeconomic 
and financial 
stability

Developing 
human capital 
and improving 
labor market 
conditions

Enhancing
institutional
effectiveness
and improving
governance

ACI = ASEAN, the PRC, and India; ASEAN = Association of Southeast Asian Nations; PRC = People’s Republic of China.
Source: Based on feedback from scholars involved in this study. 
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Table 8.2: National and Regional Policy Priorities 

ASEAN PRC India ACI region

Inclusive growth and 
quality of life

Promote education and 
skills

Reduce development gaps 
among economies and 
within them

Develop urban 
infrastructure

Prioritize health and 
education

Strengthen safety nets 

Prepare for aging 
populations

Eradicate extreme poverty

Expand education and 
other basic services

Connect rural and isolated 
areas to centers of growth

Strengthen urban 
infrastructure

Promote exchanges and 
mobility

Share policy experiences 
and regional best practices

Productivity

Create a borderless 
economic community

Strengthen production 
networks

Promote technology 

Upgrade scientific and 
technological capabilities

Revamp governance 
for competitive, 
entrepreneurial markets

Develop essential 
infrastructure

Integration with Asian 
production networks

Eliminate barriers to ACI 
trade

Promote free trade and 
economic integration

Plan and fund
initiatives in regional 
connectivity

Resources
and environment

Address land degradation

Promote energy efficiency 
and conservation

Reduce energy intensity

Reduce high dependence 
on coal

Promote green industries

Improve water 
management

Promote energy efficiency 
and conservation

Develop new energy 
sources

Conserve energy and water

Reduce high dependence 
on coal

Promote energy efficiency 
and conservation

Coordinate regional 
measures on energy and 
water security

Facilitate technology and 
management know-how 
exchanges

Promote climate change 
mitigation

Finance and 
macroeconomy

Create integrated regional 
financial markets

Intensify macroeconomic 
cooperation

Strengthen prudential 
oversight

Liberalize and deepen 
financial markets

Develop effective macro- 
and microprudential 
regulations

Achieve yuan convertibility

Include underserved firms 
and individuals

Increase domestic savings 
and investment

Strengthen fiscal discipline

Include underserved firms 
and individuals

Strengthen macroeconomic 
dialogue

Coordinate macro- and 
microprudential regulation 
for stability

Strengthen regional
financial safety nets

Develop regional capital 
markets

ACI = ASEAN, the PRC, and India; ASEAN = Association of Southeast Asian Nations; PRC = People’s Republic of China.
Source: Author’s compilation.
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8.5  National and Regional Policy 
Priorities

This section presents key policy priorities for addressing the 

above-mentioned major challenges at the national and regional levels 

(Table 8.2).
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8.5.1  Enhancing the quality of life
To stop and reverse the growing income and social gaps across 

the region, the ACI countries should make it a priority to adopt an 

“inclusive growth” framework in their development strategies. This 

inclusive growth framework should be based on three policy pillars:

 Create productive jobs through high, sustained, and broad-based 

growth.

 Broaden access to opportunity by investing in education, skill 

development, and health care.

 Create social safety nets to prevent extreme poverty and vulnerability.

The ACI economies need to develop approaches that target the 

needs of specific groups in specific locations that currently experience 

exclusion. The successful implementation of inclusive growth policies 

will also require improved governance and quality of institutions, as well 

as collaboration between the public and private sectors. Governments 

can promote cohesion and inclusion and increase standards of living 

by improving the mobility of people across borders, particularly of 

low-income labor. Governments also can improve people-to-people 

and civil society contact, and cultural exchange. Investments in 

better infrastructure connectivity and reforms of policies that may 

prevent people from working and living in other regions are essential. 

Governments can share successful policy experiences and regional best 

practices, particularly for developing micro, small, and medium-sized 

enterprises. Such an approach to development would help the ACI 

countries do a better job of translating economic gains into improved 

quality of life and enhanced cohesion among their populations. 

Priorities
The PRC’s policy priorities for improving the quality of life are to 

develop urban infrastructure, improve the quality and accessibility of 

health and education, and reduce social and income inequality. The 

PRC must strengthen social safety nets for the hundreds of millions 

of people subsisting on very low incomes. The PRC also must prepare 

for the aging of its population. India’s urgent priority is to reduce 

extreme poverty that grips much of the country. India must expand 

education and other basic services, especially in rural areas, and build 

infrastructure to connect isolated populations to the centers of growth. 
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India must also improve the governance and effectiveness of social 

services’ institutions. ASEAN’s priorities are to promote education 

and skills training for better access to economic opportunities, reduce 

development gaps within and among member countries through 

inclusive growth, and enhance governance, accountability, and 

institutional effectiveness.

8.5.2  Enhancing productivity and new 
growth engines

To realize its economic growth and development potential, ACI 

will have to significantly increase labor efficiency, technology, and 

innovation in existing sectors and develop new, higher-value growth 

industries. 

This study finds that one powerful driver of productivity 

gains will be the expansion and deepening of regional production 

networks (RPNs) and their supply chains. RPNs can help narrow the 

development gap within and between the ACI economies by increasing 

trade opportunities and by rebalancing the region’s growth toward 

increased domestic consumption. By joining Asian supply chains, the 

economies that have not yet become major manufacturing export 

players, such as India and low-income ASEAN countries, can attract 

industries that require inexpensive labor and other inputs. Just as 

Japanese, European, and American multinational corporations (MNCs) 

were integral to developing the PRC and Southeast Asian countries in 

major export powers, the PRC’s MNCs that are strong in manufacturing 

and India’s MNCs that are strong in services can develop supply chains 

in low-wage ACI countries. 

Agriculture, too, can become an engine of growth in an era of rising 

food prices. Investments in research and development, infrastructure, 

and transport links can improve productivity, increase rural incomes, 

and advance food security. 

ACI will require massive investment in next-generation physical 

infrastructure in transportation, telecommunications, and green 

energy to enable these transitions for enhanced regional connectivity. 

Such infrastructure will accelerate productivity and lay the ground 

for the emergence of new industries. It will stimulate new technology 
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development, and serve as a powerful growth catalyst. World-class 

infrastructure will also greatly increase seamless connectivity among 

disparate populations within ACI and across the region, improving 

the mobility of skilled labor and speeding the spread of knowledge, 

best practices, and capital. The benefits will be especially large 

for countries and subregions that are still only lightly connected, 

such as Myanmar, archipelagic ASEAN, and parts of India. Greater 

connectivity to established producers in East Asia also would enhance 

these countries’ prospects of becoming integral nodes in regional 

production networks.

Much of the ACI region is on the cusp of shifting from imitation to 

innovation. But this transition will require wide-ranging investments 

in research and development and human capital. It will also depend 

on the emergence of ecosystems that allow private entrepreneurship 

to flourish. Just as important as physical infrastructure in this regard 

will be “soft” infrastructure, such as liberal, transparent, and efficient 

regulatory regimes, legal systems, bureaucracies, and tax regimes. 

Freer labor migration within ACI will boost productivity by allowing 

both skilled and unskilled labor to shift when and to where it is most 

needed. Completing the transition from imitators to innovators—as 

did the Republic of Korea in the 1980s—will be critical for the PRC 

and Southeast Asian countries such as Malaysia and Thailand as their 

traditional low-cost labor advantages fade.

Finally, productivity can be spurred by welding together the giant 

markets of the ACI economies. This strategy will require the dismantling 

of the remaining barriers to trade and investment integration. This will 

drive productivity and innovation by exposing companies to greater 

competition, stimulating foreign investment, and accelerating the 

spread of industry clusters, knowledge, and best practices. 

Priorities
The most urgent priorities in India include developing the hard 

and soft infrastructure that is essential for new, globally competitive 

industries and for integration into regional production networks and 

institutions. ASEAN should focus on creating a single market and 

implementing the ASEAN Economic Community as soon as possible. 

ASEAN countries should also strengthen their roles in regional 

production networks and upgrade technology. In the PRC, priorities 
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include upgrading scientific and technological capabilities so that 

domestic companies can make the transition from being imitators to 

innovators. The PRC must also improve governance to foster more 

competitive, entrepreneurial markets and to encourage the private 

sector.

8.5.3  Managing resources and environment
As the world’s biggest consumer of energy and source of 

greenhouse gas emissions, the ACI region can provide a better 

quality of life—to future generations and to the rest of the world—by 

making energy resources sustainable. A low-carbon, resource-efficient 

development path is required. 

To ensure energy security and reduce supply shocks, the region 

needs to enhance intraregional energy trade, reduce dependence on 

imported oil, explore clean sources of energy, and become a more 

efficient user and manager of resources. This will mean adopting 

policies that stimulate less carbon-intensive energy, such as price 

supports, tax incentives, and grants or loans for clean energy and 

investments in eco-friendly infrastructure. It also will require putting 

a price on emissions and pollution. Policies such as carbon taxes will 

be costly. However, some policies may also be beneficial as energy 

conservation can save rather than increase costs. The winners in 

the race to establish new green industries, from alternative fuels to 

electric cars and low-carbon gas reserves, will be well rewarded.

To mitigate future water shortages and related consequences, 

such as food and energy insecurity, ACI needs to enhance regional 

cooperation for transnational water sharing and promote the efficient 

management of water resources at the national and subnational levels. 

Considering the disparities among the ACI economies in resource-

efficient regulatory frameworks and enforcing mechanisms, it is 

necessary to enhance efforts to take region-wide policy measures and 

support the developing ACI economies in improving their capacities 

and implementing policies and programs. 

ACI must assume greater leadership in global efforts to mitigate 

global climate change. ACI in general, and the PRC and India in 

particular, need to reduce CO2 emissions by promoting renewable 

energy sources, establishing a regional carbon market, and enhancing 
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regional cooperation to coordinate and harmonize pricing, taxation, 

regulation, and standards for energy and carbon trading. The region 

should establish programs to share technology, best practices, and 

management know-how. 

Priorities
The most urgent priority in the PRC is to reduce the energy 

intensity of industries and its high dependence on coal for electricity 

generation. The PRC must invest in green industries and improve 

water management. India’s priorities include developing new clean 

energy sources, reducing its dependence on coal, and conserving 

scarce resources, particularly energy and water. ASEAN should focus 

on addressing land degradation and enhancing energy efficiency and 

conservation.

8.5.4  Financing the transformation
Developing ACI’s financial sector will require a comprehensive 

effort. The agenda is to significantly increase the depth, 

diversification, sophistication, and outreach of financial markets to 

support large projected investment needs and make formal, quality 

financial services more affordable and available to more people and 

small businesses. To mobilize funds for the large-scale investments 

needed for industry and infrastructure, the financial sector also needs 

innovative instruments, strong domestic and regional institutions, 

and efficient financing mechanisms to better intermediate ACI’s large 

pool of savings.

From a systemic perspective, issues such as strengthening 

regulation, regulatory institutions, and financial infrastructure remain 

to be addressed. Unsound financial policies, weak supervision, and 

imprudent behavior by financial institutions can have major negative 

consequences on the real sector.

ACI will require more advanced financial infrastructure as needs 

grow larger and more complex. This infrastructure should include 

more sophisticated regional capital markets for securities, foreign 

exchange, and derivatives, as well as greater involvement by credit 

rating agencies. Government debt management needs to improve and 

systems for clearing and settlement upgraded. 
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The region’s financial integration lags its trade integration. But 

it is growing. Further efforts are needed to mobilize capital within 

the region by allowing further cross-border flows, harmonizing rules 

and standards, and removing remaining obstacles. But stronger 

cooperation is essential for maintaining stability as financial 

interdependence continues to grow. Given the risks of contagion and 

growing uncertainty, regional safety nets must be quickly enhanced.

A balanced reform agenda is needed to minimize the risk of financial 

crashes as ACI financial markets become more deeply integrated 

and liberalized—and in light of increasing external macroeconomic 

and financial volatility. The ACI economies must upgrade their 

microprudential supervision, monetary, and macroprudential policy 

frameworks. Regulatory frameworks must be strengthened and an 

efficient regional financial safety net established, such as by deepening 

and expanding the Chiang Mai Initiative Multilateralization. At present, 

economic and financial cooperation by ASEAN plus the PRC, Japan, and 

the Republic of Korea (ASEAN+3) is coordinated under the auspices 

of the ASEAN+3 Macroeconomic Research Office (AMRO). Financial 

authorities across the region should further strengthen such dialogue 

and cooperation, especially in macroeconomic, exchange rate, and 

monetary policies through expanding and strengthening the AMRO. 

As the PRC and India become major trading partners, the 

internationalization of their currencies and capital account 

liberalization is needed to stimulate intraregional trade and 

investment. Transforming major financial centers such as Shanghai 

and Mumbai as regional and international financial centers is required 

to help promote regional and international financial integration for 

increased cross-border investments within ACI and with the rest of 

the world. 

Priorities
ASEAN priorities are to create integrated regional financial markets 

for better intermediation of regional savings, and to strengthen 

prudential oversight for enhancing stability. India’s most urgent need 

is to increase domestic savings rates to provide the capital required 

for its immense infrastructure and industrial development needs. 

India also must expand the availability of financial services to people 

and small enterprises that currently rely on informal money markets 
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or microcredit institutions. It also should make the Indian rupee 

fully convertible. India needs to reduce its bulging fiscal deficit to 

sustain rapid growth, attract foreign direct investment, and contain 

high inflation. The PRC’s top priorities are to liberalize and deepen 

its financial markets to relieve the system’s reliance on state-owned 

banks, which primarily lend to state-linked enterprises. The PRC also 

must develop more effective macro- and microprudential regulations 

with nationwide reach. The PRC should work toward achieving full 

convertibility of the yuan and focus on ensuring that formal financial 

services are available to underserved companies and individuals. 

8.6  Role of Regional and Global 
Cooperation

The critical common challenges and increased integration of the ACI 

economies in the years up to 2030 will demand new levels of cooperation 

at the bilateral, regional, and global levels. This will be especially true for 

the region’s two rising superpowers—the PRC and India. 

Thus far, ACI’s economic integration has been led by markets 

and entrepreneurship, not by regional or global institutions. Indeed, 

compared to other groupings of countries in the world, the region 

is “institution weak.” ACI must strengthen regional institutions and 

create new ones. Countries will need to cooperate in trade, finance, 

resource and environmental management, infrastructure development, 

and energy, water, and food security. Box 8.2 presents six critical 

regional institutions that have been proposed. But the difficult work 

of building these institutions lies ahead.

The region’s architecture of cooperation is based on a new, but 

important, template—cooperation in ASEAN that has grown from a 

small forum on regional politics and security into the most ambitious 

integration project in the developing world. The next step is to 

achieve a strongly integrated ASEAN Economic Community (AEC). 

Successful implementation of AEC will enable ASEAN to become more 

competitive in relation to the PRC and India and to benefit from the 

opportunities arising from the concurrent rise of these two giant, 

neighboring economies. 
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Box 8.2: Key Regional Institutions

1. ASEAN+6 Free Trade Agreement or Regional Comprehensive 

Economic Partnership: A deep, comprehensive free trade agreement 

among the members of the ASEAN+6 grouping involving the 

Association of Southeast Asian Nations (ASEAN), the People’s Republic 

of China, and India (collectively ACI), and other major economies—

Australia, Japan, the Republic of Korea, and New Zealand or an open 

Regional Comprehensive Economic Partnership including ASEAN+6—

could reduce confusion from overlapping trade initiatives through the 

consolidation of existing bilateral and plurilateral agreements and to 

confirm the region’s role as the world’s leading center of production, 

trade, and investment.

2. Asian Environment Fund: ACI’s environmental and climate change 

challenges will require strong cooperation and large-scale investments. 

A new Asian Environment Fund could promote, coordinate, and help 

to fund the massive adjustment programs required across the region.

3. Asian Financial Stability Dialogue: An Asian Financial Stability 

Dialogue could be established to facilitate coordination and 

monitoring of regional financial stability as well as to improve 

regulatory effectiveness and capacity of member countries.

4. Asian Monetary Fund: An Asian Monetary Fund could promote 

regional macroeconomic stability through conducting regional 

surveillance and coordinate regional safety nets and provide financial 

and technical assistance during crises. Such an institution could be 

based on increasing effectiveness of existing regional institutions and 

initiatives such as the Chiang Mai Initiative Multilateralization, the 

ASEAN+3 Macroeconomic Research Office, and the Economic Review 

and Policy Dialogue.

5. Asian Regional Infrastructure Fund: Energy security and 

connectivity are central to raising ACI’s productivity and connecting 

its population to major centers of economic activity. An Asian 

Regional Infrastructure Fund could address the enormous regional 

infrastructure needs and facilitate complex decision-making 

processes among participating countries.

6. An empowered and reformed ASEAN Secretariat: The ASEAN 

Secretariat needs to be empowered and strengthened with greater 

financial and human resources to implement the intra-ASEAN, ACI, 

and ASEAN+6 integration agendas more effectively with greater 

responsibility and accountability.

Source: Author’s compilation.
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The “ASEAN way” can help guide cooperation toward the multi-

functional, region-wide frameworks that ACI growth will require. 

Priority should be given to successful implementation of the ASEAN–PRC 

Trade in Services Agreement and further expansion and deepening of 

the ASEAN–India FTA, which includes the services sector. Furthermore, 

the ASEAN integration process can be strengthened by deepening ties 

with its Asian neighbors, such as Japan and the Republic of Korea. The 

ASEAN+3 financial, exchange rate, and monetary cooperation process, 

for example, will promote effective management of macroeconomic 

interdependence and foster reliance. An expanded Economic Review 

and Policy Dialogue can enhance this process. 

ACI can serve as a constructive force in the progress of bilateral 

free trade agreements (FTAs), consolidation of regional FTAs, and 

harmonization with multilateral trade platforms. ASEAN can work 

to harmonize the ASEAN plus-one FTAs as well as other initiatives 

so that they can be integrated under one umbrella that may be able 

to unify the region and create a common market. This will help ACI 

rebalance growth toward the region and reduce external shocks arising 

from overdependence on Europe and the United States. As deeply 

interdependent neighbors, the ACI economies will witness stronger 

and new regional institutions to integrate their economies and address 

common interests in trade, finance, infrastructure, the environment, 

energy, water, and food security through regional cooperation.

Developing and sharing technology that is less resource-intensive 

and more environmentally sustainable is critical for resource efficiency 

and green growth. Because of the varying climate and topography in 

the ACI economies, cooperation in research into resource security and 

environmental sustainability can be beneficial for all countries.

The region’s relationship with global institutions must also deepen. 

As their role in the global economy expands, ACI governments must 

assume global leadership commensurate with their economic weight. 

Although the G20 elevated the Asian leaders into the central councils 

of global policymaking, ACI must become more proactive in shaping 

international institutions such as the World Trade Organization, the 

International Monetary Fund, the World Bank, the G20, the United 

Nations, and the World Health Organization. The ACI economies 

also should lead efforts to promote environmental sustainability and 

climate change mitigation. ACI needs to join forces with leaders in 
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dealing with geopolitical conflicts that could be resolved through 

dialogue at the bilateral and regional and international levels to assure 

a peaceful resolution to disputes.

The PRC and India need to take a leading and active role in 

representing Asia in decision-making processes. The ACI economies 

should utilize the bargaining strength of the PRC and India to negotiate 

the environmental and climate change agenda on the international 

platform. The region’s expanded role in the world economy will lead to 

commensurate responsibilities in decision making. The ACI economies 

will be expected to provide leadership, public goods, knowledge, and 

funds to help solve regional and global problems.

8.7  Navigating the Great 
Transformation

The great transformation is underway. The question is the scale, 

quality, and breadth of growth—and how its side effects are managed. 

The transformation presents both huge opportunities and tremendous 

challenges. 

Realizing ACI’s potential requires vision, leadership, effective 

institutions, quality governance, and bilateral, regional, and global 

cooperation. Managing and overcoming key challenges and risks will 

require a paradigm shift toward inclusive, green, and knowledge-led 

growth. It will demand innovative, strong, and sophisticated policy 

responses at the national and regional levels. 

The ACI economies can learn from each other and from developed 

Asian economies, such as Japan and the Republic of Korea, as well 

as from the developed and emerging economies in other regions. In 

view of their uniqueness and diversity, the individual ACI economies 

need to craft polices and institutions appropriate for their own 

needs. Fundamentally, the continuing rapid transformation will 

require the management and mitigation of risks and challenges 

through increased economic resilience, stronger financial and 

social systems, and improved social cohesion within and among 

countries. It will also require enhanced cooperation, partnership, 

and collaboration for developing strong policies and institutions at 
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the regional and global levels to manage deep interdependence and 

prevent conflicts.

The agenda outlined in this study is ambitious and fraught with risk. 

How well the ACI economies address the core challenges that this study 

has identified—enhancing the quality of life, boosting productivity, 

managing resources and the environment, upgrading financial 

systems, and institutionalizing regional and global collaboration—

will determine their ability to sustain strong, balanced, resilient, and 

sustainable growth up to 2030. The success of the ACI economies will 

affect the prospects of the world for generations to come. 

The past episodes of Asian success have seen a positive, subtle, 

and facilitative role of governments. Asian governments have generally 

provided for stable, market-friendly economic activity. At the same 

time, when markets fail they must take the lead in providing public 

goods by solving coordination problems and by inducing economic 

agents to account for positive and negative externalities. ACI should 

build the capacity to plan, implement, and monitor the policies needed 

for resilient and balanced growth. 

ACI’s transformation will depend on the critical, but limited role 

of governments, which it will do by both looking back to exploit the 

lessons of successful economies and by looking forward to assess the 

emerging economic environment. Governments need to create proper 

business environments for promoting private sector leadership in 

major industries. 

The good news is that ACI has the financial resources, human 

talent, entrepreneurs, and economic leadership to accomplish this 

agenda. Never before have economies had access to resources on such 

an extraordinary scale—which is why the anticipated return from the 

success of the ACI economies is so great. 

The region also benefits from tremendous momentum. Even if 

the ACI countries fail to meet some of the expectations examined 

here, they will be stronger and more prosperous in 2030. They will 

have made it possible for hundreds of millions of people to make 

the leap from poverty to the middle class and beyond. In view of the 

economic slowdown in the developed economies, it is time for the 

major emerging economies of Asia—the PRC, India, and ASEAN—to 

undertake leadership roles in the regional and global economy for a 

peaceful, prosperous, stable, and harmonious Asia and the world. 
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Achieving Social Inclusion in ACI Economies with a Special 
Reference to India

Partha Gangopadhay and Biswa 
Nath Bhattacharyay

Agriculture and Food Security in ACI Kym Anderson and Anna Strutt

Asia’s Wicked Environmental Problems: Challenges and 
Solutions for ACI

Stephen Howes and Paul Wyrwoll

Deepening and Expanding Manufacturing Production 
Networks in ACI

Shujiro Urata

Demographics and Labor Mobility and Productivity in ACI
Edgar Wilson, Reetu Verma, and 
Kankesu Jayanthakumaran

Developing Infrastructure Networks across ACI
Manmohan Parkash and Biswa Nath 
Bhattacharyay

Emerging Trends in Geopolitical Situation and Security in ACI C. Raja Mohan

Energy and Water Security Outlook for a Green and 
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Ying Fan and Biswa Nath 
Bhattacharyay

Financial Inclusion and Access in ACI
Noritaka Akamatsu and Qifeng 
Zhang

Financial Infrastructure in ACI
Peter J. Morgan and Mario B. 
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Impact and Implications of ACI Growth Robert Z. Lawrence
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