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WTO: Toward the Hong Kong, China 
 Ministerial and Beyond 

CARLA A. HILLS 

A successful Doha Development Round has the potential to raise standards of 
living worldwide, alleviate grinding global poverty, remove inequities in the 
trading system, and enhance international stability. With it, the well-being of 
Asia, which is home to most of the world’s poor, would be substantially 
enhanced. Yet there are huge risks that the prospective benefits will not be 
achieved. Over the past 4 years governments from 148 nations have been 
negotiating whether and how to open markets for agricultural products, 
industrial goods, and services. On 8 July 2005 in addressing the heads of 
country delegations Director General Supachai Panitchpakdi declared, “these 
negotiations are in trouble”, primarily for lack of political support. That 
suggests that people worldwide are unaware of the tremendous gains that 
would be captured from successfully concluding the Doha negotiations and 
the worrisome implications if they fail. Governments need to get the message 
out regarding why the Doha Development Round is absolutely vital to our 
future economic growth and political stability. 

 
I. INTRODUCTION 

 
 As we move toward the Sixth WTO Ministerial Conference in December 

2005 in Hong Kong, China, five questions must be asked as to what is at stake in 
the Doha Round of multilateral trade negotiations: 

 
(i) Why should individuals representing nations that are members or 

prospective members of the World Trade Organization (WTO), care very 
much about the state of the negotiations in the Doha Round? 

(ii) Since trade liberalization and economic interdependence—sometimes 
called globalization—have advanced so dramatically over the past couple 
of decades, is it really necessary to do more now?  

(iii) What is the current status of the Doha negotiations? 
(iv) Are there risks that the Doha Round of Trade Talks might actually  

collapse?  
(v) Finally, what, if anything, can we do to maximize the prospects for Doha’s 

success? 
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II. WHY SHOULD YOU CARE? 

 
Our experience since World War II persuades that increased economic 

interdependence boosts economic growth and encourages political stability. For 
nearly 60 years, trading nations have worked together to open global markets and 
to establish a series of international organizations, including the General 
Agreement on Tariffs and Trade (GATT) and WTO to promote global trade. 

Just 23 nations participated in the first round of global trade negotiations in 
1947; today 148 nations are participating in the ninth round—the Doha 
Development Round. The results achieved in the intervening half century have 
been spectacular. 

World trade has exploded and standards of living have soared. Developing 
as well as industrialized countries have benefited. Poor countries that opened 
their markets to trade and investment on average grew five times faster than those 
that kept their markets closed. 

Those who say that open trade will exacerbate poverty are simply wrong. 
In the words of economist Paul Krugman “every successful example of economic 
development this past century… has taken place via globalization; that is by 
producing for the world market rather than trying for self sufficiency.”  

Faster national growth is closely correlated with significant poverty 
reduction. Studies conducted by David Dollar, an economist with the World 
Bank, show that globalization over the past 20 years has raised 375 million 
people out of extreme poverty, and amazingly this was done while the world’s 
population grew by 1.8 billion (Dollar 2004). 

 
III. WHY IS IT NECESSARY TO DO MORE NOW? 

 
Since economic interdependence has advanced so dramatically over the 

past couple of decades, it is necessary to do more now. One reason is that 
disparities have been injected into the trading system. As developing countries 
joined successive rounds of trade negotiations, a number of them began to focus 
their negotiations on obtaining special and differential treatment to avoid opening 
their markets, rather than on securing permanent market access for their own 
products.  

As a result, tariffs on many products, which never became the subject of a 
negotiation, to this day remain frozen at levels generally prevalent decades ago. 

Similarly little effort was made to abolish tariff escalation that imposes 
higher tariffs on value-added products than on their inputs, discouraging both 
foreign and domestic investment up the value chain. 

These disparities have significant effects. Even in the United States (US) 
where tariffs average less than 2 percent, tariffs on products that poor countries 
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produce⎯footwear, vegetables, fruit juices, peanuts, sugar⎯range from 40 to 
over 100 percent. Other countries impose higher tariffs. 

The results are perverse. Last year Mongolia paid the US $13 million more 
in duties on $240 million worth of exports than Norway paid on $6.5 billion in 
exports. Bangladesh and France paid roughly the same amount of duties, about 
$350 million, but Bangladesh’s bill covered $2 billion in exports whereas 
France’s covered $30 billion. 

According to recent studies by economists Kym Anderson and Will Martin 
(2005) at the World Bank, the problem is not limited to the restrictions left in 
place by industrialized countries. More than half the burden on poor countries’ 
exports results from restrictions imposed by other poor countries. That is because 
developing countries as a group have higher tariffs than industrial countries, and 
a substantial number of developing countries trade primarily with other 
developing countries. These facts underscore the importance of opening markets 
globally. A two-tiered trading system creates distortions. 

The Doha Round provides an unparalleled opportunity to address the 
inequities in the global trading system, stimulate growth, and dramatically reduce 
poverty. In launching this Round in 2001, trade ministers subscribed to the Doha 
Development Agenda, which explicitly recognizes that trade can help poor 
nations grow their way out of poverty and that with integration into the WTO, a 
rules-based system can encourage growth and stability. 

Never before have multilateral trade talks focused so clearly on the need to 
alleviate poverty and to integrate poor nations into the global trading system. This 
new emphasis was driven by two facts. First, trade ministers met in Doha two 
months after 11 September 2001, when there was widespread agreement that 
poverty creates conditions hostile to peace. Second, by focusing on the alleviation 
of poverty, ministers were able to persuade leaders of a number of developing 
countries, who were not convinced the benefits from a new trade round were 
worth the effort, to join the Doha negotiations. 

A successful completion of the Doha negotiations gives us the chance to 
take giant and much needed steps to correct past discrepancies and further open 
world markets, which will fuel global growth and encourage political stability. 

According to the WTO, a simple agreement among member states to cut 
barriers in agriculture, manufacturing, and services by merely one third would 
boost the global economy by $600 billion. 

There are estimates that elimination of agricultural supports would result in 
a 24 percent gain in the value of poor countries’ farm exports, which account for 
one quarter of their total exports and employ roughly half their population. 

The United Nations has made universal primary education for poor 
countries its core Millennium Development Goal, the cost of which is said to be 
$10 billion per year. Yet a successful Doha Round could give those countries 15 
times that amount.  
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IV. WHAT IS THE CURRENT STATUS OF THESE IMPORTANT 

NEGOTIATIONS? 
 

Progress has been grudgingly slow. There is a “bizarre disconnect” 
between the enthusiastic rhetoric from the July 2005 G-8 meeting in Scotland on 
advancing the trade negotiations, and the intransigence from negotiators that has 
brought the Doha Round almost to a halt. As WTO Director General Supachai 
Panitchpakdi recently put it, “It is sobering to pass from the high level of 
expectations and hopes that I have encountered in Scotland to the reality of the 
negotiating process here in Geneva” (Panitchpakdi 2005).  

In the 4 years since the Doha negotiations were launched, trade ministers 
have repeatedly missed self-imposed deadlines in reaching agreements on how 
they intend to open the agriculture, industrial, and services sectors. Ministers are 
scheduled to meet in Hong Kong, China in December, a meeting initially set to 
conclude the Doha negotiations.  

At the beginning of 2005, members committed to a revised plan that called 
for them to agree by 1 August 2005 to a “first approximation” of how 
liberalization will occur, so that a final negotiating plan could be agreed to at the 
Hong Kong, China Ministerial, enabling the Doha Round to be completed in 
2006. 

Ministers are far behind that amended schedule. There remain huge gaps in 
positions on a long list of issues, and there is no agreed “approximation” of how 
liberalization will occur. 

With respect to agriculture, in July 2004, WTO members agreed to a 
framework that contemplates an elimination of export subsidies, cuts in domestic 
support, and increases in market access, but they remain far from agreeing on 
how any of this will be done.  

 
1. How will Agricultural Export Subsidies be Phased Out? 
 
Negotiators could agree to link the elimination of export subsidies and the 

increase in market access by adopting a similar time line for the completion of 
both, but as yet they have no agreement.  

 
2. What Types of Domestic Support will be Permitted  
 and in What Quantity? 
 
Again, commitments to reduce support programs could be linked to 

commitments to increase market access. The prospect of greater market access 
would help build the necessary political backing in countries called upon to 
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reduce farm supports. Importantly, a broader opening of agricultural markets 
would give a welcome boost to the global economy. 

 
3. Most Critically, Negotiators must Decide how Market  
 Access will be Widened 
 
(i) Agricultural tariffs are five times higher than tariffs on industrial 

goods and account for most of the distortion in agricultural trade, yet 
of all the issues in the agricultural negotiations, market access is the 
least developed. 

(ii) According to a recent paper from World Bank (Anderson and Martin 
2005) most of the benefit from agricultural reforms (they estimate 
93 percent) is generated from increasing market access, as opposed 
to dealing with subsidies and supports.  

(iii) Studies by William Cline, an economist with the Institute of 
International Economics (Cline 2004) show that each additional 
percentage in export growth is associated with an additional 0.15 
percent increase in growth of gross domestic product. 

 
Yet, for more than a year, the negotiations over market access have been at 

an impasse between countries favoring a uniform percentage reduction in all farm 
tariffs⎯whether they are 300 or 3 percent⎯and those insisting that higher tariffs 
should receive larger cuts. The European Union (EU), whose farm tariffs are 
relatively high, is particularly resistant in this area. 

In July 2005, ministers from about 30 countries, which included Australia, 
Brazil, EU, India, Indonesia, Japan, Republic of Korea (henceforth Korea), and 
US gathered in Dalian, People’s Republic of China (PRC) to see if they could 
bridge their differences, particularly with respect to market access for agriculture. 

The ministers focused on a formula for cutting agricultural tariffs proposed 
by the G-20, led by Brazil and India in an effort to break the existing stalemate. 
They proposed creating tariffs bands (four for developing and five for developed 
countries) with linear cuts within each band. Higher cuts would occur in the band 
comprising the highest tariffs. 

Tariffs on farm goods would be capped at 100 percent for industrialized 
countries and 150 percent for developing countries. The proposal suggested that 
tariff cuts by advanced developing countries would be two thirds those required 
of industrial countries. In addition it permitted members to designate an 
unspecified number of products as “sensitive” and to exempt them from the 
proposed cuts. 

Although a number of countries, including the EU and the US, cautiously 
indicated that they were willing to use the Dalian proposal as a “starting point” 
for future negotiations, a number of governments opposed it. In succeeding days, 
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support appeared to have fallen away. Even if some version of the G-20 proposal 
becomes the framework for farm tariff reductions, members still face a host of 
critical decisions. They will need to agree on the percentage and speed of cut 
within each band and whether cuts in farm tariffs will be made from levels that 
governments currently apply; or from levels they had previously agreed to be 
bound by, which are much higher. 

India has said that it will cut only its bound rates. In the last Trade Policy 
Review Mechanism for India (2002), the WTO found that India’s average bound 
tariff for agricultural goods was 116 percent whereas its applied rate was 42 
percent. 

To illustrate with a specific product, India’s bound rate for soybean meal is 
100 percent, while its applied rate is 30 percent. Even a 60 percent reduction of 
its high bound rate would create no additional market access. Many nations are 
similarly situated. 

Likewise, members must decide what will be asked of “developing 
countries.” Will they receive a longer transition before being asked to open their 
markets to farm goods? Or will they receive a complete pass, in which case there 
will be little additional market access?  

If developing countries fail or only slightly open their markets for 
agricultural products, they will severely limit their own potential gains in light of 
the growing importance of south−south trade, given the fact that most countries 
predominately trade within their own regions.  

According to David Dollar’s economic studies (Dollar 2004, 41) 70 
percent of tariff barriers that developing countries face are from other developing 
countries. Governments in South Asia should give particular attention to this 
issue because average tariff rates in this region exceed those of every other region 
in the world (Dollar 2004, 9). 

Unfortunately, many low-income developing countries fear that lowering 
their agricultural protections will harm their rural farmers, when the opposite is 
true. 

Studies show that high farm tariffs have a disproportionately adverse effect 
on the rural poor. A study of sub-Saharan African countries shows that a 
reduction from 40 to 10 percent in average tariffs brought income gains of 20 
percent to rural farmers (Bannister and Thugge 2001). 

Importantly, increasing farm incomes has a positive multiplier affect on 
rural communities. Every $1 in farm income generates an additional $3 in rural 
wealth, as farmers spend their added funds for rural goods and services (Watkins 
2003). 

Trade serves as a catalyst for growth for the farm sector by extending the 
market, putting emphasis on products that farmers produce most efficiently, and 
encouraging investment that improves economies of scale and brings intellectual 
capital and technology. 
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Moreover, some developing countries incorrectly assume that they can best 
ensure their food security by protecting their farm sector. However studies show 
that the proportion of malnourished people and underweight children is higher in 
countries with weak access to and poor integration with international markets 
(FAO 2003). Isolation from global markets is indicative of vulnerability rather 
than self-sufficiency. 

WTO members have yet to decide whether and how to differentiate the 
obligations of lower-income developing countries from the more economically 
advanced. Today, all but 24 of the 148 nations participating in the Doha 
negotiations claim to be “developing countries”, which up to now has been a self-
proclaimed status. 

Members could agree to differentiate among developing countries. In 2003 
the World Bank differentiated low-income ($765); lower-middle income 
($3,035); upper middle-income ($9,385); and high-income countries on the basis 
of their annual gross income (World Bank 2005). If all countries that claim to be 
developing do little or nothing, the benefits from Doha will similarly be little or 
nothing. 

Finally, WTO members need to decide how much they are willing to cut 
tariffs in their most protected sectors. If each member insists on taking an 
exemption for its politically sensitive sectors, or making only limited cuts, there 
will be very little market openings for a long list of products, including beef, 
dairy, poultry, rice, sugar, peanuts, vegetables, and fruits that constitute the 
sectors of greatest interest to poorer countries. 

There are similar issues dealing with nonagricultural market access. While 
agriculture is regarded as key to a successful Doha negotiation, manufactured 
goods still account for three fourths of world merchandise trade.  

Sadly, the negotiations covering manufactured goods are even farther 
behind those dealing with agriculture, and at Dalian there was even less progress 
regarding industrial goods than there was with respect to agriculture. Members 
still have been unable to agree on: 

 
(i) the formula for tariff cuts for manufactured goods (none of six 

proffered proposals have been accepted) 
(ii) whether cuts will take place from bound or applied rates 
(iii) whether and how to deal with nontariff barriers 
(iv) how to structure special and differential treatment for developing 

countries 
(v) how to define a developing country 
(vi) what will be asked of developing countries  
(vii) will the less advanced be treated differently than the more advanced 
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A number of developing countries, including the PRC and India have 
opposed efforts to differentiate among developing countries, insisting that all 
receive the same special and differential treatment. 

Yet ministers cannot ignore the fact that much of the disparity that exists in 
today’s trading system came from the past emphases on obtaining special and 
differential rules rather than focusing on broad reciprocal market access.  

Governments enhance their nation’s prospect for growth, not by bargaining 
for lesser ultimate obligations relative to other governments, but by obtaining the 
broadest possible market access for their own products, coupled with longer 
transitions to implement the commitments they make to other governments to get 
broader access. 

Finally most WTO members have not seriously addressed the opening of 
services markets, which is key to industrialized members. Twenty-four nations, 
not counting the least developed nations, have failed to submit even an initial 
offer to start the process. 

Negotiations were recessed in August 2005. Members will need to work 
very hard in the last two quarters of 2005 to develop an outline of how they are 
going to deal with all of these issues so that a detailed negotiating plan can be 
adopted at the Hong Kong, China Ministerial. The goal then would be to 
complete the negotiations in 2006 before the US is sidelined by the expiration of 
President Bush’s trade negotiating authority in 2007. 

 
V. ARE THERE REAL RISKS THAT THE DOHA ROUND OF TRADE 

TALKS WILL COLLAPSE? 
 

Based upon the progress to date, it is difficult to be optimistic. The 
assessments of Director General Supachai as noted earlier, and those of the 
respective chairs of the major negotiation groups, are extremely pessimistic. 

The big question in the countdown to December’s Hong Kong, China 
Ministerial is whether our governments can muster the political will to take the 
steps necessary to break the logjams that block progress and to reach consensus 
on a negotiating plan that will ensure a successful outcome of the Doha 
Development Round.  

Industrialized countries confront two substantial political risks in that 
regard: 

 
(i) First is decreasing public support. It is ironic, but as the global 

benefits and opportunities have accumulated, public support for 
trade liberalization has waned, particularly in rich countries. Since 
the 1999 meeting of trade ministers in Seattle, organized protests-
⎯many of them violent⎯have become a regular feature at every 
meeting of the World Bank, International Monetary Fund, and WTO.  
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We can agree with antiglobalists that trade liberalization is not a panacea 

for the world’s ills. International trade by itself does not educate children nor 
eradicate disease. Governments, whether rich or poor, must allocate some of the 
economic gains that trade and investment create to address these social needs. 

It is indisputable that broad trade agreements that lock in existing 
liberalization and encourage future reform help to create the resources necessary 
to deal with important social issues. And trade, based on a set of agreed rules, 
encourages rule of law, transparency, and respect for property that are key to 
attracting inward investment. 

These truths need to be more broadly disseminated and more widely 
understood. 

 
(ii) A second risk is high and growing anxiety over the loss of jobs in 

industrialized economies. High unemployment in Europe and 
increasing turnover in the US labor market has ignited very high 
worker anxiety, further fueled by media focus on the export of high-
technology jobs to places like the PRC and India.  

 
To enable governments to move forward on their trade agenda, a greater 

number of citizens⎯and their elected representatives⎯need to be persuaded that 
trade is the best tool to help generate economic growth, alleviate poverty, and 
encourage global peace and stability.  

To be credible, governments must admit up-front that the gains from trade 
do not make every citizen a winner, and pledge to help those left out⎯not by 
closing down trade⎯but by allocating some of the gains derived from trade to 
help those displaced because of change driven by globalization and technology. 

Achieving a successful outcome of the Doha negotiations will require 
governments of 148 very diverse economies to reach consensus on a balanced 
trade package, where market openings in the agriculture sectors are matched by 
openings in the manufacturing and services sectors, so that the new opportunities 
can be marketed. 

The world is far from that consensus. The divisions among members are 
not only north−south but also north−north and south−south. The ambitions of 
Europe, Japan, and Korea with respect to market access for farm goods are 
extremely low. They have fought efforts, led by Australia and the US, to cut high 
tariffs more aggressively than lower tariffs.  

The US has been unenthusiastic about limiting domestic farm supports, 
particularly counter-cyclical payments to farmers without assurance of new 
market access.  
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India insists on bargaining from its stratospheric bound rates that would 
eliminate prospects for increased market access, the area that offers most to 
developing countries.  

Advanced developing countries like Brazil, a major exporter of agricultural 
goods, resist being asked to cut farm tariffs more than poorer developing 
countries.  

Many other developing countries resist opening their markets. 
The list could go on. It is clear that all of the negotiations are far behind 

schedule and critical segments remain at an impasse. Yet the path through is not 
so obscure. 

As Director General Supachai stated after the July 2005 G-8 meeting: 
 
The crisis that threatens is all the more menacing because it is not a 
crisis in dramatic divergence [in negotiating positions] . . . It is a crisis 
of immobility. 

 
VI. CONCLUSION 

 
What could be done by countries to enhance the prospects for a successful 

outcome of the Doha negotiations? 
Governments need to get the message out regarding what is at stake in the 

Doha negotiations. It is no exaggeration to say that the outcome of the Doha 
Round will have more to do with the fate of the global economy and the 
alleviation of world poverty during the first quarter of this century than any other 
policy initiative the world’s governments could undertake together. 

According to Cline (2004), roughly 3 billion people, or half the world’s 
population, live below the international poverty line of $2-a-day figured on a 
purchasing power parity basis. Dr. Cline calculates that global free trade would 
convey about $200 billion annually to developing countries and raise 500 million 
people out of poverty. 

Think of what that could mean to this region, which is where most global 
poverty is located. According to the Cline studies, the PRC and India together  
account for 1.5 million of the world’s poor (about half the total). Bangladesh,  
Indonesia, and Pakistan account for roughly 100 million each. Malaysia, 
Philippines, and Thailand together account for over 50 million poor, and a 
number of other countries in the region account for several millions more. 

Whether our world can achieve the BIG BANG that could come from a 
successful Doha negotiation will depend entirely on whether the world has the 
political will to bridge its differences to realize the significant poverty alleviation, 
increased global prosperity, and enhanced stability that Doha offers.  

The prize is worth a huge effort by all. 
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Poverty Reduction Strategies– 
Lessons from the Asian and Pacific Region  

on Inclusive Development 
SHILADITYA CHATTERJEE 

The Asian and Pacific region has made remarkable advances in reducing 
poverty.  This paper surveys the main contributions that attempt to explain the 
causes behind the region’s success in poverty reduction, and assesses the 
impact of inclusive development policies pursued. Looking broadly at the 
different experiences of East and Southeast Asia on one hand and South Asia 
on the other, the paper classifies the explanations provided in the literature for 
the poverty reduction experience of the region into two groups: those 
explaining the phenomenal increase in economic growth and its relation to 
poverty reduction; and those examining the policies that have contributed 
directly to fostering inclusiveness of the development process.  

 
I. INTRODUCTION 

 
The Asian and Pacific region has made one of the most remarkable 

advances in reducing poverty among all the developing regions of the world. In 
the early 1970s more than half of the region’s population was poor. In 1990, this 
had fallen to a third, measured on $1-a-day poverty, but this still amounted to 900 
million people. By 2002, the poverty incidence of the region had fallen further to 
21.5 percent, and the number of the poor had declined to 688 million. Going by 
$2-a-day poverty, the progress between 1990 and 2002 has also been significant 
although not as remarkable: a drop in the incidence from about 75 to 60 percent 
while the numbers of the poor fell from a little over 2.0 billion to 1.9 billion.  

Although this still represents in absolute number about two thirds of the 
world’s poor, by any standards this has been a major achievement on the income 
poverty front. But poverty is now being increasingly assessed holistically in all its 
essential attributes, income as well as nonincome. On the latter, the progress of 
the Asian and Pacific region is less exemplary, although significant advances 
have occurred. To take just two key indicators, literacy levels have increased 
from 47.1 percent in 1970, to 67.5 percent in 1990, and 77.2 percent in 2002; 
while life expectancy has improved from 54.3 years, to 63.7 years, to 66.6 years 
in this period. However, not only has progress on the nonincome indicators been 
slower than on income poverty, but also, as in the case of income poverty, there 
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are very wide differences in achievements of the different subregions of the Asian 
and Pacific region. 

This paper surveys the main contributions that attempt to explain the 
causes behind the region’s success in poverty reduction and assesses the impact 
of inclusive development policies pursued. In this context, it is important to begin 
with a definition of the term “inclusive development.” This is defined here as a 
development process that generates broad-based participation, and specifically 
reduces poverty and social exclusions.1 Poverty is considered holistically 
covering both income and nonincome dimensions. The success of an inclusive 
development strategy can be gauged therefore by the extent to which such a 
strategy is able to reduce poverty and social exclusions. Given that the 
Millennium Development Goals (MDGs) do address income poverty and also 
some of the most crucial dimensions of nonincome poverty, and have now 
universal acceptability among countries, one measure of the success of inclusive 
development is how much progress is achieved on attaining the MDGs. However, 
the MDGs do not address several important dimensions of deprivations such as 
those due to caste, racial category, or minority status. Inclusive development 
would require the improvement of the lives, in terms of reduction of poverty, 
among these groups also, wherever their deprivations are significant.  

It has to be noted, however, that experiences across the region are not 
uniform and that the region can be segregated into at least two distinct 
geographical areas in terms of experiences: East and Southeast Asia on one hand, 
and South Asia on the other. In the exposition below, an attempt has been made 
to compare the experience of these two subregions with that of other developing 
regions of the world. Broadly, the explanations provided in the literature for the 
poverty reduction experience of the region can be classified into two groups. 
First, those that explain the phenomenal increase in economic growth that 
occurred and the relationship of that growth to poverty reduction. Second, there 
have been certain policies that have been pursued that have contributed to 
fostering inclusiveness of the development process and in reducing poverty.  

The outline of this paper is as follows. Section II addresses the first group 
of factors referred to above: the relationship between growth and poverty 
reduction and the role that inequality is playing in this regard. It also reviews the 
general explanations for factors responsible for growth and why some growth 
processes in the region have been more inclusive than others. Section III looks at 
policies favoring inclusive development and their impact on poverty. The paper 
ends with a brief Section IV, which provides some general conclusions. 

 
 
 

                                                           
1See Sen (2000) for a comprehensive analysis of poverty, capability deprivation and 

social exclusion. This paper follows the broad concept of poverty presented in that paper. 
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II. GROWTH AND POVERTY 
 

A. Growth, Distribution, and Income Poverty 
 
Any analysis of the Asian and Pacific region’s achievements in poverty 

reduction and inclusive development must focus on the significant success that 
many countries in the region have experienced with respect to rapid increases in 
the growth of per capita incomes. Of the many factors that are responsible for 
success in income poverty reduction, economic growth is a dominant factor.  

That a strong relationship exists between growth and income poverty 
reduction has been the subject of considerable work undertaken by ADB and the 
World Bank.2 A recent ADB study (ADB 2004a) found, for example, that a 1 
percent increase in per capita income growth led to a 2 percent decline in income 
poverty in a sample of Asian developing countries. Interestingly, the study found 
that for a larger sample including 51 developing countries around the world, the 
relationship is less strong, with a 1 percent per capita income growth responsible 
just for a 1.5 percent decline in poverty incidence.  

The greater impact of growth on poverty reduction in Asia is attributed to 
several factors including, importantly, lower initial inequality in distribution of 
income. Table 1 shows income distribution in selected large Asian countries 
(Bangladesh, People’s Republic of China [PRC], India, Indonesia, Pakistan, and 
Philippines) compared to selected major Latin American and Sub-Saharan 
African countries. The Asian countries have significantly lower income 
inequalities than Latin American and Sub-Saharan Africa counterparts. This 
implies that both growth and inclusiveness (in terms of more favorable income 
distribution) may have played an important role in reducing income poverty in 
Asia.  

The growth−distribution−poverty nexus is further explored in Table 2, 
which shows data on the decomposition of poverty reduction into income growth 
and income distribution changes in selected countries in Asia between the late 
1980s to early 2000s. The table reveals many interesting features of the income 
poverty reduction process in Asia. First, growth has undoubtedly been the 
primary driving force in poverty reduction, not improvement in distribution of 
income. In fact the Asian experience has been that growth has made income 
distribution less favorable. However, the extent of the maldistribution caused by 
growth has not detracted from its overall effect. Second, distribution changes in 
some cases did in fact reduce the impact of growth significantly. This is 
particularly significant for Bangladesh (1991−1995), rural PRC (1996−2001), 
urban India (1983−1987), and Philippines (1994−1997).  

Given these broad trends, we need to further investigate what factors and 
policies were important in promoting Asia’s growth in per capita incomes; and 
responsible for making the growth process more inclusive in nature, thereby 
having a greater impact on income poverty.  

                                                           
2See for instance Dollar and Kray (2000), which sparked off a spate of studies. 
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Table 1. Gini Coefficients, Selected Countries, Various Years 

 
Economy Initial Later 

 Gini Coefficient Year Gini Coefficient Year 
East Asia 
PRC⎯Rural 30.57 1990 36.33 2001 
 
Southeast Asia 
 Indonesia 33.12 1987 34.3 2002 
 Philippines 41.04 1985 46.09 2000 
 Thailand 45.22 1981 43.15 2000 
 Viet Nam 34.91 1993 37.63 2002 
 
South Asia 
 Bangladesh 26.92 1985 31.79 2000 
 India—Rural 28.59 1993 28.11 1999 
 India—Urban 34.34 1993 35.00 1999 
 Pakistan 33.35 1987 32.99 1999 
 Sri Lanka 32.47 1985 34.36 1995 
 
Latin America 
 Brazil 57.57 1981 59.25 2001 
 Chile 57.88 1989 57.61 2000 
 Mexico 46.26 1984 54.93 2000 
 
Sub-Saharan Africa 
 Kenya 44.54 1994 42.5 1997 
 Nigeria 38.68 1985 50.56 1997 
Source: Key Indicators 2004 (ADB 2004). 

 
B. Growth and Nonincome Poverty 

 
While growth has had a powerful impact on income poverty reduction, 

there has not been much investigation of its impact on the nonincome dimensions 
of poverty. As noted in the introduction, the Asian and Pacific region’s progress 
in reduction of nonincome poverty has not been as remarkable and remains a 
concern in the region. For instance, the evidence in the recent Report of the 
Millennium Project (United Nations 2005) indicates that in 2005, of the total 
number of people in the world, Asia is home to as much as 71 percent who have 
no access to improved sanitation; 58 percent who have no access to safe water; 56 
percent who are undernourished; and 54 percent who are slum dwellers. Asia also 
accounts for 43 percent of the world’s total child mortality. Many subregions of 
Asia have a larger problem than even Sub-Saharan Africa. South Asia, for 
instance, had more undernourished people, more people without access to 
improved sanitation, and more people living in slum conditions than Sub-Saharan 
Africa in 2005. East Asia had more people without access to safe water, more 
people without access to sanitation, and more individuals living in slum 
conditions than Sub-Saharan Africa in 2005. HIV/AIDS infections are likely to 
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become a very major issue in South and Southeast Asia, which together are 
projected to have nearly as many infections as Sub-Saharan Africa in 2015.  

 
Table 2. Decomposition of $1-a-Day Poverty in Selected Countries, Various Years 

 
Economy Reference Change in Poverty  Poverty Distribution 
 Years (percentage points 
  per annum) Growth Distribution Residual 
East Asia 
PRC—Rural 1990-1993 −1.77 −2.21 0.52 −0.07 
  1993-1996 −4.75 −6.32 1.22 0.35 
  1996-2001 0.34 −0.42 0.76 0.0 
 
Southeast Asia 
 Indonesia 1996-1999 0.36 2.65 −2.05 −0.24 
  1999-2002 −2.58 −3.50 1.21 −0.29 
 Philippines 1994-1997 −1.53 −2.77 1.28 −0.04 
  1997-2000 0.57 0.56 0.00 0.01 
 Thailand 1992-1996 −1.48 −0.92 −0.67 0.11 
  1996-2000 0.45 0.56 −0.03 −0.08 
 Viet Nam 1993-1998 −4.21 −4.23 0.14 -0.12 
 1998-2002 −1.32 −1.75 0.68 −0.25 
South Asia 
 Bangladesh 1991-1995 −1.72 −3.36 1.94 −0.29 
  1995-2000 1.41 1.59 −0.17 −0.01 
 India—Rural 1983-1987 −2.13 −2.49 0.42 −0.06 
  1987-1993 −0.47 −0.18 −0.28 −0.01 
  1993-1999 −1.19 −1.18 −0.04 0.03 
 India—Urban 1983-1987 −0.24 −0.96 0.73 −0.02 
  1987-1993 −0.93 −0.73 −0.21 0.01 
  1993-1999 −0.61 −0.98 0.35 0.03 
 Pakistan 1987-1993 −2.6 −2.84 0.22 0.02 
  1993-1999 −1.38 −0.97 −0.35 −0.06 
 Sri Lanka 1985-1990 −1.1 −0.68 −0.53 0.11 
  1990-1995 0.49 −0.09 0.62 −0.04 
Source: Key Indicators 2004 (ADB 2004). 

 
Some preliminary studies have shown that growth does impact positively 

on the nonincome MDG indicators (ADB forthcoming). However, in the less 
developed countries that rely more on public investments for provision of basic 
services, the resources that growth makes available have to be combined with 
actual public interventions toward basic services for the growth−nonincome 
poverty reduction nexus to be realized. 
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C. Causes of Growth 
 
The Asian experience is not uniform. Historically, it was East Asian 

economies that first began experiencing rapid economic growth from the 1970s, 
which was characterized as the “economic miracle.” It was much later—in the 
1990s—that this rapid growth experience spread to South Asia. However, despite 
the difference in timing, certain aspects were similar.3 

 
1. Growth of Factors 
 
High growth everywhere in the region has certainly been responsible in 

large measure on growth of factors, principally expansion of physical and human 
capital, whose contribution has been augmented by growth in productivity. The 
World Bank’s (1993) East Asia Miracle study estimated that growth of factors 
was responsible for two thirds of growth in the miracle economies, while growth 
of total factor productivity (TFP) contributed one third (see also Young 1995 and 
Pack 2001). The latter is the result of transformation of institutional structures 
that included increased openness, a conducive policy environment for the 
functioning of private enterprise including deregulation, and development of 
financial markets and infrastructure services. These factors undoubtedly raised 
the efficiency of factors, enabled technological progress, and contributed to 
growth. 

Supporting the rapid capital accumulation that was responsible for growth 
and expansion of Asian economies was the high savings rates in these 
economies⎯among the highest experienced in any of the developing regions of 
the world. It has been estimated (ADB 1997) that by 1990, the savings rate for all 
developing Asia was about 8 percentage points above the rest of the world. High 
savings allowed the region’s high investment rates to be supported without 
recourse to much external borrowing—an important factor that differentiates the 
experience of the Asian and Pacific region from other developing regions of the 
world. Rates of saving have generally been higher in East and Southeast Asia and 
somewhat lower in South Asia. The difference has been significantly due to 
government savings, which for South Asian economies has been very low. The 
savings and investment rates of selected developing economies in 1990 and 2002 
are shown in Table 3. 

Reasons that are attributed to the higher savings rate in the region are 
demographic composition with low dependency ratios, allowing higher private 
savings; and in the case of East and Southeast Asia prudent fiscal policies (low 
public sector borrowings and losses of state enterprises) that enabled high public 
savings. 

                                                           
3The causes listed here reflect the broad consensus in the literature that is shared by the 

author. The paper does not intend to enter the broader theoretical debate about whether it is 
possible to explain growth given the complexity of the growth process, or whether cross 
country regressions are meaningful, such as discussed by Kenny and Williams (2001).  
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Table 3. Savings and Investment Rates, 1990 and 2002 

 
 Gross Domestic Gross Capital Gross Foreign 
 Savings, Formation, Direct Investment, 
Region (% of GDP) (% of GDP) (% of GDP) 

 1990 2002 1990 2002 1990 2002 
East Asia and Pacific 34.29 36.78 33.57 32.16 1.74 4.06 
South Asia 19.78 20.22 22.80 21.62 0.08 0.73 
Latin America and Caribbean 21.46 21.54 19.37 18.76 0.87 3.98 
Sub-Saharan Africa 18.90 16.89 17.35 17.75 0.97 2.16 
Source: World Development Indicators (World Bank 2005). 

 
Asia’s high savings rates also enabled high rates of investments as shown 

in Table 3. These in turn were prompted by the climate for investments fostered 
by growth, and a supportive government policy that created openness, enlarged 
export markets, and built a conducive environment of low inflation and 
macroeconomic stability. Foreign direct investments in such economies also 
played a significant role. However, investment rates, mirroring lower savings 
rates and lower FDI, were substantially lower in South Asia compared to East 
Asia and the Pacific. An important point to note is that the quality of investments 
made has also tended to promote long-term growth. Thus, investments in 
infrastructure, which are known to have higher returns than investments in 
general, have constituted an important part of total investments in Asia. In 
1996−2000 for instance, investments in infrastructure in East and Southeast Asian 
countries totaled $120 billion annually, which constituted about 20 percent of 
total expenditure on investments in these countries.  

That infrastructure has high social returns and contributed significantly to 
Asia’s growth performance is borne out by several studies. One class of studies 
has found that developing countries’ rates of return to infrastructure are higher 
than for capital investment in general. Another set of studies have found that 
public expenditure on transport and communications significantly raised 
economic growth.4 

Most investments in infrastructure have, however, been publicly funded, 
and private investments have remained small. This means that governments have 
played an important role in utilizing public savings profitably. The lower 
government savings in South Asia compared to East and Southeast Asia have also 
led to lower public expenditures on infrastructure and contributed to lower 
overall spending on infrastructure investments. However, as the infrastructure 
needs of the region are huge, future growth in infrastructure provision will 
require more private sector participation. This, in turn will require greater 

                                                           
4For the first category of arguments see Canning (1999), Fernald (1999), Demetriades 

and Mamuneas (2000), and Roeller and Waverman (2001). For the latter group of studies see 
Easterly and Rebelo (1993), and Miller and Tsoukis (2001). 
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attention to improving the regulatory environment, enforcement of property 
rights, and capital market development.  

In addition to increased spending on physical investments, Asia has paid 
attention to investments in human capital. Human capital promotes growth by 
augmenting labor productivity. Equally important, if investments in human 
capital are designed as basic services targeted to the poor, such as basic health 
and education, then they create opportunities for the poor who lack physical 
assets to acquire human capital and tends to correct the imbalance in physical 
asset distribution. It also enables the poor to better participate in development. 
Hence such investments are powerful instruments for achieving inclusiveness. 
Given this inclusiveness dimension, the role of human capital is elaborated in 
Section III.  

 
2. Total Factor Productivity Growth 
 
Significant productivity increases in factors along with growth of the 

factors themselves is also generally accepted as a major contributor to Asia’s 
success in generating high growth.5 Table 4 gives an idea of large increases in the 
East Asian economies in both capital per head and TFP. Although there is a range 
of opinion about the importance of TFP’s contribution to growth in Asia, it is 
generally acknowledged that it did play a significant part. 

 
Table 4. Sources of Growth, Selected Regions, 1960−1994 

(percent per year) 
 

 Output per Contribution of 
Region Worker Physical Capital Education TFP 

East Asia 4.2 2.5 0.6 1.1 
South Asia 2.3 1.1 0.3 0.8 
Latin America and Caribbean 1.5 0.9 0.4 0.2 
Sub-Saharan Africa 0.3 0.8 0.2 -0.6 
Source: Bosworth and Collins (1996). 
 

Although the TFP debate has resulted in a wide variety of different 
estimates as to its contribution to growth in the Asian and Pacific region, mainly 
due to the difficulty of estimating capital and human capital and problems of 
segregating technological progress embodied in capital and labor themselves, 
there is general recognition about its importance in the region’s growth.  
                                                           

5There is a whole body of literature on the contribution of TFP and growth of factors. 
This ranges from those who accept the neoclassical growth model but find difficulties in the 
specification of the model for assessing TFP (such as Nelson and Pack 1999), to the adherents 
of the Cambridge school who reject the neoclassical model itself on the problems associated 
with capital aggregation and therefore any growth accounting based on it. Surveys may be seen 
in Felipe (1999) and Felipe and McCombie (2003). This paper does not intend to enter into 
these controversies or to assign any particular value to the attribution of growth to either factor 
productivity or factor growth but merely to state that the general consensus in the literature is 
that both have been important.  
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Growth in TFP could be due to several causes. The first general set of 
factors relates to technical progress. Also responsible are better utilization of 
factors through institutional changes, a new line of argument that is becoming 
increasingly cited. The two are obviously interlinked. The Green Revolution was 
brought about to a great extent through the successful absorption and adaptation 
of new technology in agriculture. Public support through creating favorable 
institutions and extension services made this possible. Pack (2001), investigating 
causes of transfer and absorption of technology to industry in East Asia cites, for 
example, increased openness that forced increased cost cutting and acquisition of 
more efficient technology; public policy that fostered a climate of inflow of FDI 
that embodied advanced technology; and policies that nurtured growth of 
technical education that facilitated acquisition of new technology. Rodrik (2004) 
in a recent paper highlights the importance of concerted and coherent industrial 
policy in East Asia as compared to Latin America that made a substantial 
difference in industrial growth. He highlights the institutional arrangements 
needed for a successful industrial policy. 

An ADB study6 on causes of differences of growth rates between East and 
South East Asia and some selected regions of the world is extremely instructive 
in this context. Studying growth in the period 1965−1990, the study concludes 
that the degree of openness of the economy and quality of institutions created 
were responsible for explaining as much as 68 percent of the lower growth in 
South Asia compared to East and Southeast Asia in this period. In the case of 
Sub-Saharan Africa and Latin America these two factors were responsible for 
about 40 percent of the lower growth in these regions. 

It is interesting to note that the largest South Asian country, India for 
instance, undertook substantial economic reforms in the period immediately 
following the period of the above study, starting from 1991. The degree of 
openness given by share of exports in GDP for instance, increased from 3.6 
percent in 1970 to 14.5 percent in 2003 (Table 5). India also undertook major 
industrial deregulation, freed up foreign investments, and undertook 
macroeconomic stabilization measures. These factors have undoubtedly played a 
key role in increasing India’s growth. 

 

                                                           
6See ADB (1997); details in background paper prepared by Radelet, Sachs, and Lee 

(1997). 
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Table 5. Exports of Goods and Services (% of GDP) 
 

Economy 1970 1980 1990 2000 2003 
East Asia 
 PRC 1.8 7.6 17.5 25.9 34.3 
 
Southeast Asia 
 Indonesia 13.5 34.2 25.3 42.9 31.2 
 Philippines 21.6 23.6 27.5 55.4 48.3 
 Thailand 15.0 24.1 34.1 66.8 65.6 
 Vietnam .. .. 36.0 55.0 59.7 
 
South Asia 
 Bangladesh 8.3 5.5 6.1 14.0 14.2 
 India 3.6 6.3 7.1 13.9 14.5 
 Pakistan 7.8 12.5 15.5 16.3 20.5 
 Sri Lanka 25.5 32.2 29.2 39.0 35.8 
 
Latin America 
 Argentina 5.6 5.1 10.4 10.9 25.0 
 Brazil 7.0 9.1 8.2 10.7 16.9 
 Mexico 7.7 10.7 18.6 31.0 28.4 
 
Sub-Saharan Africa 
 Congo, Dem. Rep. 15.5 16.5 29.5 22.4 18.9a 
 Kenya 29.8 27.9 25.9 26.2 24.8 
 Nigeria 8.4 29.4 43.4 53.3 50.0 
a2002 data. 
Source: World Bank (2005). 

 
D. Decline in Population Growth  

 
Ultimately it is not aggregate growth that matters in increasing welfare but 

per capita growth, which is reduced as a result of high population growth.  The 
latter can also affect growth indirectly. Developing countries generally facing 
rapid population growth are likely to initially face increased dependency ratios 
leading to low savings.7 Most high-growth Asian economies have managed to 
successfully control the growth of their populations (Table 6). In the PRC the 
population growth rate fell from 2.76 to 0.70 percent between 1970 and 2003. 
Similar success has been achieved by Indonesia, Thailand, and Viet Nam. In 

                                                           
7In the long run, however, countries that reduce their population growth rates will face 

aging populations, and the dependency ratio will again become adverse compared to economies 
able to control populations at a later stage that may have younger population compositions and 
higher employment ratios. The impact of population growth on GDP per capita is understood 
easily by considering the simple decomposition of per capita GDP given by (Y/P)=(Y/L) x 
(L/P) where (Y/P) is GDP per capita, (Y/L) is labor productivity, and (L/P) is the employment 
ratio. Rapid population growth immediately lowers the employment ratio and without any 
increase in labor productivity will lead to falling per capita GDP. In the long run, however, if 
younger -population countries are able to employ the new entrants into the labor force, the 
employment ratio could rise, contributing positively to per capita GDP and savings.    
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South Asia progress has been slower, thus contributing to slower growth in gross 
domestic product (GDP) per capita. In countries such as India, opposition to the 
initial aggressive population control policies had slowed their acceptance, 
requiring a more participatory approach, although this notwithstanding, reduction 
in population growth from 2.3 to 1.5 percent between 1970 and 2003 is not 
unremarkable. In the Philippines, religious beliefs have similarly required 
approaches that did not hurt sensibilities and not much progress has been made in 
controlling rapid population growth. 

 
Table 6. Annual Population Growth, Selected Economies (percent) 

 
Economy 1970 1980 2000 2003 
East Asia 
 People’s Republic of China 2.76 1.25 0.71 0.62 
Southeast Asia 
 Indonesia 2.37 2.07 1.32 1.34 
 Philippines 2.87 2.63 2.31 1.93 
 Thailand 3.03 2.18 0.80 0.65 
 Viet Nam 2.26 2.12 1.29 1.10 
South Asia 
 Bangladesh 2.58 2.49 1.73 1.74 
 India 2.31 2.25 1.68 1.49 
 Pakistan 3.01 2.91 2.41 2.41 
 Sri Lanka 2.07 1.43 1.41 1.18 
Latin America 
 Argentina 1.55 1.51 0.89 0.80 
 Brazil 2.48 2.28 1.23 1.20 
 Mexico 3.20 2.48 1.42 1.45 
Sub-Saharan Africa 
  Congo, Democratic Republic 2.83 3.00 0.60 3.01 
  Kenya 3.40 4.22 2.27 1.81 
  Nigeria 2.74 3.09 2.40 2.43 
Source: World Bank (2005). 

 
 

III. FACTORS INFLUENCING INCLUSIVE DEVELOPMENT 
 

Not all types of growth are equally poverty reducing. As we noted above, a 
growth process that increases inequality in income distribution can have less 
impact on reducing poverty or be less inclusive in nature. Also, if income 
distributions were severely unequal to begin with, economic growth is unlikely to 
raise incomes of the poor as much as the nonpoor. In other words, both initial 
income distribution and the nature of growth in reducing or adding to the 
inequality will affect how growth impacts overall on poverty.  

In discussing factors that promoted inclusiveness, it may be instructive to 
look first at factors that contribute to increasing the impact of economic growth 
on poverty reduction and then on factors and policies that directly affect the poor. 
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A. Factors Increasing Inclusiveness of Economic Growth  
 
1. Patterns of Growth 
 
It has been often been argued that the sectoral composition of growth 

matters in determining whether growth is poverty-reducing or not. Specifically, 
growth relying more on the primary sector has been more inclusive in nature than 
growth relying on secondary and tertiary sectors. 

Oshima (1993), for example, was one of the first writers to suggest this. He 
found that for Asian countries the Kuznets inverted U relationship between 
growth and inequality begins sloping downward at much lower per capita GDP 
levels than for the western industrialized world. The downturn in the inverted U 
curve occurs for Asian countries with still predominantly agriculture economies. 
This implies according to Oshima that agriculture led the way in inequality 
reduction as compared to industry in the west. It also suggests that raising rural 
productivity levels has been an important factor in combating poverty in these 
countries where poverty is predominantly a rural phenomenon. Chatterjee (1995) 
stresses this point also and finds by using a cross-country study that primary 
sector growth (given by cereals production) plays invariably a large role in 
explaining lower poverty levels, and that the growth of industries and services 
appeared not to have much of a role in explaining lower poverty levels. Lipton 
and Ravallion (1995, 2609) conducting a survey on this issue state that generally 
in the global context and in specific Asian contexts, “times and places of 
relatively high (growing) farm output have also featured relatively low (falling) 
rural poverty.” 

That primary sector growth has played an important role in poverty 
reduction has also been stressed in a more rigorous study by Ravallion and Datt 
(1996) using Indian household survey data. Decomposing economic growth into 
the sectoral components of primary, secondary, and tertiary sectors, the authors 
found that all the three main measures of poverty (head count ratio, poverty gap, 
squared poverty gap) both at the national and within the rural and urban sectors 
separately were influenced favorably and significantly by growth in the primary 
and tertiary sectors. By contrast, secondary sector growth had no discernible 
positive effect. 

In a recent paper Hasan and Quibria (2004) confirm the Ravallion and Datt 
finding of role of primary sector growth for South Asia, but not of the tertiary 
sector. They also find that secondary sector growth played an important role for 
poverty reduction in East Asia but not primary sector growth. Their explanation 
for the difference is that East Asia had a more flexible labor policy regime, and 
had a higher degree of openness, which enabled a more rapid structural 
transformation and so faster poverty reduction through rapid growth of the 
secondary sector.8 

                                                           
8While this is an important conclusion, given that the study was for poverty reduction in 

the 1960−1998 period, the result for East Asia may have been due to the fact that most poverty 
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2. Initial Conditions 
 
That initial inequality has an important bearing on the inclusiveness of 

growth has been generally accepted. But the question that is asked is, what are the 
factors that cause this inequality? Several authors including Ravallion and Datt 
(2002) have addressed this issue, and usually cite the following factors: 

(i) inequality of asset distribution, particularly of land as the latter is a 
primary factor in agriculture, which is the mainstay of most of Asia’s 
poor;  

(ii) similarly, inequality in access to finance, which is another important 
factor and lack of access to it by the poor;  

(iii) inequality in human capital attainments and access to basic services 
impacting on human capital as human capital is important in 
determining earning capacity;  

(iv) existence of dualism in society that prevents growth in the nonfarm 
sector from absorbing wage labor from the farm sector including 
labor market rigidities, evidenced by large wage differentials 
existing between farm and nonfarm activities (Ravallion and Datt 
2002);  

(v) high productivity of the farm sector (given for example by output per 
hectare of land) drives up rural wages and is likely to reduce 
inequalities between nonfarm and farm incomes (Ravallion and Datt 
2002).  

Conducting an estimation using state-level panel data of initial conditions 
that are relevant in the Indian context for the period 1960−1994, Ravallion and 
Datt find that lower farm yields, greater landlessness, and poor basic education 
and health all inhibited ability of the poor to participate in the growth of the 
nonfarm sector; moreover, nonfarm economic growth was less effective in 
reducing poverty in states with poorer initial conditions in terms of rural 
development, human resources, and land distribution.9  

 
3. Labor Markets and Labor-absorbing Growth 
 
If distortions exist in the labor market, then growth may fail to be inclusive 

in nature. Distortions could be due to several factors:  

 
changes studied were for the post 1970 period when structural change had already reduced 
significantly the importance of the primary sector in the East Asian economies. In 1980 the 
PRC’s share of value added by agriculture in GDP, for instance, was only 25.6 percent 
compared to 38.1 percent for India; while share of industry was 51.7 percent in the PRC to 
India’s 25.9 percent (ADB 2002a).  

9A similar investigation by Balisacan (2005) using provincial panel data for the 
Philippines found similar conclusions as far as human resources are concerned, but the progress 
of the Comprehensive Agrarian Reform Program was found not to be significant owing perhaps 
to inefficient targeting of its benefits. 
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(i) labor legislation could be preventing layoffs and exits, thereby 
providing a large disincentive to investments in countries where such 
legislation continues;  

(ii) minimum wage legislations could prevent rapid absorption of labor;  
(iii) informal institutions such as gender-related prejudices may exist that 

keep women’s participation low and wage differentials high; and  
(iv) dualistic rigidities by raising transactions costs of labor migration 

could be preventing structural change from primary to secondary 
sectors, thus preventing rapid labor absorption into secondary sectors 
and delaying the Kuznets U-turn. 

Considerable attention has been focused on rigidities, particularly in 
organized labor markets in Asia. India’s lack of flexibility in organized labor 
markets as a result of labor laws is likely to have contributed to slow growth in 
organized sector employment in the entire 1980−2000 period, which grew only at 
around 1.25 percent per annum compared to growth of the labor force that 
exceeded 2 percent, although rigidities other than labor legislation such as 
industrial licensing also played a part. There was also a large rise in contract 
labor, which grew from 7 to 21 percent between 1984−1998 in the manufacturing 
segment of organized industry (Anant 2004). Employment in sectors other than 
agriculture expanded at very rapid rates in the East and Southeast Asian 
economies before the Asian economic crisis while in India growth of organized 
sector employment in these sectors was very slow. Thus between 1988 and 1997, 
employment in nonagricultural sectors in PRC, Indonesia, Thailand, and Republic 
of Korea (henceforth Korea) expanded at 5.2, 5.2, 5.8, and 3.9 percent per 
annually on average respectively. In India, on the other hand, such growth in the 
organized sectors was only at 1.0 percent in the same period. While in the 
postcrisis period employment absorption in the secondary and tertiary sectors in 
these economies slowed down somewhat, absorption rates continued to be far 
higher in the 1998−2004 period compared to India where a decline in organized 
sector employment was seen (Table 7). 

 
Table 7. Employment Growth in Nonagriculture Sectors  

in Selected Asian Economies 
 
 1988−97 1998−2003 
PRC 5.24 1.33 
Indonesia 5.24 0.62 
Thailand 5.83 4.67a 

Korea 3.92 2.82a 

India 0.98 −0.87b 
a1998−2004. 
bOrganized sector only. 
Source: Key Indicators 2004 (ADB 2004b). 

 
A recent ADB (2005) study of labor markets in Asia, while confirming that 

labor market rigidities caused by inflexibilities resulting from labor laws are often 
significant in Asia, concludes that for such markets to function well and to 
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generate rapid employment, more than just labor market policy reform is 
necessary. Instances cited in the study of inflexibilities caused by labor laws 
include difficulties in retrenching labor such as those inherent in the Indian 
Industrial Disputes Act, and impact of minimum wage increases on employment 
in several countries. The study also cites the general absence of mechanisms that 
enable easy switching between jobs through social security and retraining and 
reskilling. The latter is essential for labor market flexibility and its absence a 
cause for opposition of labor groups to laws allowing retrenchment. The study 
also points out that more attention has to be given to other factors that prevent 
sufficient absorption of labor in growing economies. These include institutional 
reforms that would enable the large informal sector to be better integrated with 
the economy and enable them to convert currently financially unusable assets into 
productive capital;10 and measures to reduce dualism between the modern and 
traditional sectors. 

Given its impact on poverty, direct employment generation schemes have 
been attempted by several countries. A good example, frequently cited, is the 
Maharashtra Employment Guarantee Scheme (EGS). The scheme guaranteed 
every adult willing to do manual unskilled work, initially below-agricultural  
wages, and after 1988, minimum wages. The EGS is administered during the lean 
agricultural season. It was well-targeted and provided substantial employment to 
the rural poor. However, following the 1988 wage hike, there has been slackened 
employment under the scheme due mainly to the rationing of work given outlay 
constraints on the scheme (Ravallion, Datt, and Chaudhuri 1993). A later review 
of the scheme (Gaiha 2003) also confirmed that outlays were an important 
constraining factor in employment under the scheme and suggested that increased 
outlays targeted to the poorest regions will bring about a substantial impact on 
poverty.  

Labor migration has been an important source of inclusive growth in the 
Asian and Pacific region. Movements of general and low-skilled labor increase 
incomes of the poor. In the Philippines, a large part of the remittances, which 
contributed about 6.5 percent of GNP in the 1999−2003 period, is the result of 
exports of low-skilled labor. This is true also of Bangladesh, India, Indonesia, 
Pakistan, Sri Lanka, and other labor-surplus economies.  Regional and 
international agreements that can free up movements of labor can further 
contribute to labor-absorbing, inclusive growth in the region.  

 
B. Policy Interventions Directly Promoting Inclusiveness  

 
Of the various public interventions promoting inclusiveness directly, as 

opposed to attempts to do so through inclusive growth, access by the poor to 
basic factors of production such as land and capital through measures such as 
land reform and microfinance have been cited frequently in the literature. In 
addition, access to basic services for human development and public investments 

                                                           
10This is a suggestion advanced by De Soto (2001).  
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in physical infrastructure creation are also cited in the literature as having an 
important impact on poverty (see for example Lipton and Ravallion 1995). All 
these interventions being directed toward the poor promote poverty reduction by 
directly raising the income-earning capacity of the poor as well as by enabling 
them to better access basic services, which reduces poverty. In the following 
sections we look at how successful the Asian and Pacific region’s experience has 
been in these interventions directly targeting poverty reduction.   

 
1. Land Reform 
 
Land reform has had mixed success in Asia. Land holdings had historically 

been more equal in Southeast Asia (e.g., Indonesia, Malaysia, Thailand); while 
PRC, Korea; Taipei,China; and Viet Nam had undertaken substantial land 
reforms. These had created strong initial conditions for success in poverty 
reduction. Where land reform was not carried out effectively (as in the 
Philippines) or has yet to occur, high inequity in rural incomes exist. In South 
Asia, which inherited a highly unequal land distribution system from its colonial 
past, there were attempts to introduce more egalitarian holdings through land 
reform, but these did not have much success except in the states of Kerala and 
West Bengal (Rosegrant and Hazell 2001). 

In the latter case, land reform, pursued vigorously by leftist governments 
that have been in power in the state since the 1960s, is usually cited as a major 
factor in the success achieved by the state in growth of agricultural production 
and poverty reduction. In the period 1977 to 1994 the state achieved a growth of 
4.7 percent in its rice production compared to just 1.8 percent growth in 
1960−1980 while rural poverty incidence also declined from 73 percent in 1973 
to 31 percent in 1999. A study by Raychaudhuri (2004) found that Operation 
Barga, which gave heritable rights to sharecroppers along with increased use of 
inputs, helped by the positive role played by village panchayats that had been 
effectively empowered through decentralization, impacted positively on yields. 
Political will was very important in the success of land reforms. However, in the 
rest of India, barring Kerala, land reform has not been successful. The Philippines 
is another example where land distribution continues to be highly unequal and 
land reform measures have been very ineffective in reducing poverty (Balisacan 
2005). In most countries that could not mount effective land reform measures, a 
major constraint has been political opposition to land reform that governments 
found difficult to negotiate.  

Land reform measures need not, however, be necessarily be radical in 
nature—such as land redistribution—to succeed. Besley and Burgess (1998) cite 
evidence from India that showed that in several instances second-best measures 
such as tenancy reforms registering tenants and providing security of tenure and 
affecting production relations can also raise productivity and have poverty 
reduction impacts. Mearns (1999) proposes reforms in promoting deregulation of 
rental markets, improvement in management of land records and registration, 
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promoting land rights of women, and strengthening civil society oversight as 
important ingredients for promoting access of the poor to land.  

 
2. Access to Financial Services 
 
Providing access to credit and other financial services to the poor by 

formal credit systems has had limited success in Asia. It has been estimated that 
across the Asian and Pacific region, no more than 30 percent of the rural 
population has access to microcredit from any form of microfinance institution. 
Reasons cited for this are (i) tying of credit to land collateral, which the poor do 
not often possess; (ii) high transactions costs of lending to a large number of 
small accounts; and (iii) problems of recovery. Rural credit programs have often 
failed to be properly targeted. However some of these problems have been 
successfully overcome through group-based lending schemes such as the 
Grameen Bank and Bangladesh Rural Advancement Committee initiatives in 
Bangladesh.11 

Other cases where small farmers have significantly benefited from rural 
credit are the examples of the Bank for Agriculture and Agriculture Cooperatives 
(BAAC) in Thailand and the unit desa system of the Bank Rakyat Indonesia 
(BRI-UD). Although BAAC has been most successful in outreach covering more 
than 80 percent of farm families and does better in reaching the poor, BRI has 
been unique in that it has operated without subsidies and had covered its entire 
lending operations through deposits that it had generated from the rural sector, 
and its microfinance operation has been able to make profits. In 2003 BRI made 
an initial public offer domestically and overseas that was oversubscribed; the 
main attraction for investors appeared to be BRI’s microbanking operation 
(Robinson 2005). 

Meyer and Nagarajan (2000) identify two important problems that Asia has 
to overcome if it is to succeed in directing finance better to the poor. First, it is 
making less progress than Latin America in commercializing rural finance and 
microfinance owing to controlled interest rates; lack of a clear vision of market-
driven financial services; and Asia-specific issues such as countries in transition, 
lack of infrastructure in areas of transport and communications, providing 
services over huge areas and heterogeneous populations. Second, the Asian 
financial crisis set back progress by raising issues of economic liberalization and 
uncertainties about regulation of financial systems including those targeting the 
poor. Robinson (2005) projects considerable potential for the commercial 
microfinance industry particularly in large and growing countries such as the 
PRC and India if credit subsidies and interest ceilings are removed and the 
political opposition is educated on the benefits of commercial microfinance. In 
India, commercial banks such as ICICI can take a lead by scaling up its existing 
rural presence. In the PRC the entire rural finance structure dominated by 30,000 

                                                           
11A recent ADBI study (Weiss 2005) found, however, that these depended heavily on 

donor subsidies. 
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rural credit cooperatives with their branches  need to be reformed through 
financial liberalization and allowing new entry of microfinance institutions to 
enable effective competition. 

 
3. Developing Human Capital 
 
Investments in human capital have both contributed strongly to growth as 

well as promoted inclusiveness of that growth in the Asian and Pacific region. 
There is general agreement that human capital accumulation along with that of 
physical capital accumulation made a very large contribution to growth. The 
World Bank’s East Asia study, for example, had estimated that two thirds of 
growth in the region in the 1965−1980 period could be explained by growth of 
physical and human capital, of which primary education growth was considered 
the single most important contributor, and secondary school enrolment the third 
important after physical investments. The remaining one third was explained by 
growth of total factor productivity, discussed earlier. Although there is 
considerable debate about these estimates and about the overall methodology of 
growth accounting, there is little disagreement about the major contribution that 
human capital accumulation has made toward Asian economic growth. 

The differences in growth performance between East Asia and South Asia 
can also be attributed in part to differences in human capital attainment. Table 8 
shows the changing educational attainments of groups of developing regions of 
Asia compared to others. The table amply illustrates the importance attached by 
Asian countries to education and the strides made. East Asian and Pacific 
countries had the highest primary and secondary enrolments by 1995 compared to 
other regions, including Latin America and the Caribbean. The Asian financial 
crisis disrupted this trend and caused Latin America to catch up. South Asia has 
still remained far behind, and has not shown much rapid growth in educational 
attainments, and its attainment is even lower than Sub-Saharan Africa in one 
important education index: adult literacy. 

As far as health indicators are concerned, Table 9 is instructive. Although 
all regions in the Asian and Pacific region have made strides in health and 
nutrition over the last four decades, progress in East and Southeast Asia has been 
most remarkable. Improvements in South Asian health and nutrition indicators 
have been slow and levels achieved are significantly behind East Asia. 
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Table 8. Changing Education Outcomes 

 
  Primary Enrollment Rate Secondary Enrollment 
 (% gross) Rate (% gross) 

Region 1992 1995 2000 1992 1995 2000 
East Asia and Pacific 116.49 115.5 111.36 51.85 61.92 66.39 
South Asia 93.47 94.28 94.81 43.05 43.37 48.04 
Latin America  
 and the Carribean 107.3 111.6 124.66 50.36 55.37 84.83 
Sub-Saharan Africa 72.96 75.67 81.71 23.84 25.93 ... 
  Primary Pupil−teacher Ratio Adult Illiteracy Rate (%) 

Region 1992 1995 2000 1992 1995 2000 
East Asia and Pacific 23.91 23.73 21.67 18.81 16.75 9.79 
South Asia 31.05 33.00 ... 51.47 49.18 44.22 
Latin America  
 and the Carribean 26.64 … 25.83 14.16 12.91 11.4 
Sub-Saharan Africa 38.87 40.14 45.14a 47.94 44.46 37.68 
a2001. 
… means data not available. 
Source: World Bank (2005). 

 
The sustainability of South Asia’s recent high growth is likely to depend 

on further improving its performance on the human development side. It faces 
several challenges in this regard. Public expenditures on health and education are 
an important index of public intent and as Table 10 shows, South Asian public 
expenditures on social development have been generally much lower compared to 
East Asia, and in fact the lowest among all developing regions in the world. 
However, there are examples of South Asian countries that have realized the 
importance of human development and attempted to correct the historical low 
prioritization accorded to primary education and basic health compared to East 
Asian countries. The cases of Bangladesh’s success in providing access to 
education for the poor and girls in the 1990s; and the case of Madhya Pradesh in 
India, which launched a highly successful community-based program for access 
to primary education and literacy on a massive scale in the mid-1990s have been 
showcased in several forums.12 In both cases political commitment to prioritize 
attention and resources toward education stemming from a clear understanding of 
the critical role it plays in development has been a key factor for success. 
Successful communication of such a priority and its response from the 
community in both cases were equally important elements.  

 

                                                           
12The Shanghai Conference on Reducing Poverty of May 2004 highlighted these cases.  
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Table 9. Health and Nutrition Trends, Selected Years 

 
 Life Expectancy at Birth Infant Mortality Rate Kilocalories/ 
 (years) (deaths per 1,000 live births) person/day 
Economy 1990 2002 1990 2002 1990 2002 
East Asia 
 PRC  68.9 70.7 38.0 30.0 2,709 2,951 
 
Southeast Asia 
 Indonesia 61.7 66.7 60.0 32.0 2,628 2,904 
 Philippines 65.6 69.8 45.0 28.0 2,355 2,379 
 Thailand 68.5 69.2 34.0 24.0 2,191 2,467 
 Viet Nam 64.8 69.7 38.0 20.0 2,149 2,566 
 
South Asia 
 Bangladesh 54.8 62.1 96.0 48.0 2,071 2,205 
 India 59.1 63.4 84.0 65.0 2,318 2,459 
 Nepal 53.6 59.9 99.0 62.0 2,426 2,453 
 Pakistan 59.1 63.8 96.0 76.0 2,341 2,419 
 Sri Lanka 70.2 73.8 22.0 16.0 2,227 2,385 
 
Latin America 
 Argentina 71.6 74.3 25.0 16.0 2,906 2,992 
 Brazil 65.6 68.6 50.0 33.0 2,737 3,050 
 Chile 73.7 76.3 18.0 10.0 2,553 2,863 
 Mexico 70.8 73.6 37.0 24.0 3,074 3,145 
 
Sub-Sahara Africa 
 Congo, Dem. Rep. 51.5 45.3 128.0 129.0 2,202 1,599 
 Kenya 57.1 45.5 63.0 78.0 1,928 2,090 
 Nigeria 49.1 45.3 115.0 100.0 2,418 2,726 
Sources: Life expectancy and infant mortality rates from World Development Indicators (World Bank 2005). 
              Daily calorie supply (per person) from World Resources Institute (2005).  

 
 
Table 10. Health and Education Spending as Percent of GDP, Selected Years 

 
  Public Health Expenditures Total Public Spending on 
  Education 
Region 1997  2001 1970 1980  1990 2001 
East Asia and Pacific 1.62 1.86 3.15 2.51 2.88 3.21 
South Asia 0.88 0.99 1.65 1.99 2.60 2.32 
Latin America and the Carribean 3.20 3.35 3.12 3.40 2.72 4.492b 
Sub-Saharan Africa 2.75 2.47 3.70 3.70 3.30 3.391a 
a1999.  
b2000.  
Source: World Development Indicators (World Bank 2005).   
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The plethora of factors that need to be addressed—apart from just 
adequacy of financial resources alone—in attempts to rapidly scale up 
intervention of basic services such as education was illustrated in ADB’s paper 
for the health sector at the 2004 Shanghai Conference on Reducing Poverty 
(Bhushan et al. 2004). The paper has important lessons for countries such as in 
South Asia that would attempt to catch up in basic services provision and 
achievement of the MDGs. Comparing the case of Papua New Guinea with that 
of Sri Lanka and Cambodia, Bhushan et al. amply illustrated that several other 
issues, including improved governance, institutions such as decentralized 
administration, capacities, and partnerships are necessary before a massive 
program of successful basic services provision can be delivered in an adequate 
scale to make a difference in a short period of time.  

Promoting gender equality has been a major plank of inclusive 
development in the Asian and Pacific region. Gender equality contributes to 
growth as well as to strengthening its inclusive nature. The implications of gender 
discriminations on growth have been studied for example in Klasen (1999) who 
found that gender inequality in education and employment have a significant 
negative impact on economic growth and also leads to higher fertility and child 
mortality.13 Table 11 shows indicators of gender disparities in major developing 
regions of the world. Figures for East Asia and the Pacific show high 
achievements in that region in gender equality by 2002 and also shows cases of 
several indicators having almost equaled Latin America. As in the case of other 
human development indicators, South Asia has continued to lag behind. In the 
case of women’s literacy, it was also behind Sub-Saharan Africa in 2000. 

Removing other forms of exclusion such as race, caste, or minority status 
remains a major challenge in Asia. Similar to gender, apart from the need to 
remove such exclusions due the intrinsic benefits that inclusiveness would 
generate, such forms of exclusion would cause economic inefficiencies and have 
implications on growth as in the case of gender discrimination. Labor market 
segregations caused by caste, for example, distort the labor market, prevent labor 
mobility, and affect overall labor productivity. While gender, being the most 
obvious, common, and visible form of the discrimination, finds a prominent place 
among the MDGs, other forms of discrimination also need to be tackled with 
equal effort. The Malaysian affirmative action program that helped bring in 
bumiputeras into the fold of development has been often cited. In India, 
affirmative action policies have been in place in the constitution since 1950 for 
scheduled castes and tribes. A new affirmative action policy extended benefits to 
other backward classes in 1990. While these measures have obviously benefited 
large numbers of deprived classes, very few studies have analyzed their 
implementation record, and implications on equity and efficiency. 
                                                           

13Klasen argues that gender inequality in educations impacts on growth through, among 
others, the “Selection−Distortion” factor, which enables less capable boys than girls to get an 
education; through “Direct Externality” factor, which reduces female education that has high 
positive externalities such as on education and health of children; as well as through the 
“Indirect Externality” factor working through demographic effects. 
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4. Inclusive Infrastructure Investments 
 
Public interventions in physical infrastructure have played an important 

part of investments in Asia as we have seen. Have they also promoted inclusive 
growth? While the contribution of infrastructure to augmenting an economy’s 
productive capacity is well known, its impact on poverty reduction is considered 
mainly to be indirect, working through the poverty reduction effects of growth. 
However, there is increasing realization that infrastructure can also directly 
facilitate the access of the poor to basic services and help to increase their 
income-generation capacities. This was investigated by Chatterjee et al. (2004). 

Chatterjee et al. draws on findings from country case studies from Shaanxi 
province in the PRC, Gujarat state in India, and Thailand; and ADB’s impact 
evaluation studies in roads and electricity. The country case studies examined 
poverty reduction impacts at the community and household level. The impact 
evaluation studies focused on impacts of ADB projects in the roads and 
electricity sectors. Despite differences in the underlying methodology, both 
studies show similar results that reinforce each others’ findings. An important 
conclusion is that under favorable circumstances, some of which can be 
influenced by public policy, infrastructure projects can assist significantly and 
directly in poverty reduction.  

 
 



 

 

Region 1970 1990 2000 1970 1990 2000 

Table 11. Gender Disparities 
 

  Life Expectancy at Birth Literacy Rate, Adult Total 
 (years) (% of people ages 15 and above) 

  Female Male Female Male Female Male Female Male Female Male Female Male 
East Asia and Pacific 60.01 58.15 68.86 65.59 70.77 67.29 42.57 79.81 71.52 88.20 85.96 89.87 
South Asia 48.10 49.56 58.67 58.32 63.11 61.79 17.76 52.33 33.82 63.95 44.18 72.65 
Latin America and Caribbean 62.66 58.26 71.18 64.75 73.62 67.18 69.45 74.28 83.34 83.24 87.67 86.03 
Sub-Saharan Africa 45.85 42.59 51.56 48.43 47.39 45.68 18.64 40.67 40.17 58.55 54.59 68.11 
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Region Primary Secondary Primary Secondary Primary Secondary 

  School Enrollment (% of gross) 
  1970 1990 2000 

  Female Male Female Male Female Male Female Male Female Male Female Male 
East Asia and Pacific .. .. 16.82 30.42 116.36 124.43 41.26 52.39 110.84 111.81 .. .. 
South Asia 53.47 86.56 13.49 31.61 76.86 102.98 29.18 48.99 87.98 102.88 40.78 54.80 
Latin America & Caribbean 106.89 109.26 27.07 28.36 104.49 106.50 51.29 45.94 122.62 126.61 88.27 81.49 
Sub-Saharan Africa 42.04 60.80 3.66 9.00 67.08 81.88 20.01 26.09 76.04 87.13 .. .. 
Source: World Development Indicators (World Bank 2005).      
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It was found from these studies that both road transport and electricity 

helped reduce income poverty, with road transport improvements having a 
stronger impact. Access to roads reduced prices under conditions of competitive 
transport services provision, increased mobility, reduced labor market 
imperfections, enabled the poor to find better paying work, and allowed 
production of higher-value cash crops and supply of cheaper agricultural inputs. 
Rural electrification helped stimulate the rural economy and increased 
opportunities for off-farm employment of the poor. Use of television led to 
improved information on crops and contributed to improved farm productivity. 
Lighting allowed longer work hours. All rural infrastructure projects also 
contributed directly to employment of the poor. Infrastructure provision was 
noted to have generally contributed to increased trade and growth in countries in 
the regional cooperation context. The impact on nonincome poverty was also 
found to be significant. Roads reduced travel time and provided better access to 
basic education and health services. Electricity also impacted on nonincome 
poverty. Better lighting increased the time for studies and years of schooling. It 
increased safety and security and provided better medical services in rural areas.  

Studies for Viet Nam on the impact of rural roads14 confirm the 
inclusiveness features of infrastructure investments if properly targeted. 
Deolalikar (2001) found that the spatial and economic benefits of rural roads are 
significantly larger in poorer provinces than in richer ones. Fan, Huong, and Long 
(2004) compared estimates of the marginal returns in agricultural growth and 
poverty reduction to various types of government spending and found that road 
investments had the highest returns after agricultural research. Another study by 
Larsen, Pham, and Rama (2004) on impact of investments by sector found that 
investments in water and sanitation and transport have a large positive impact on 
poverty reduction at the provincial level, with such investments impacting 
poverty more in the poorest provinces. Studies by the United Kingdom’s 
Department for International Development have also highlighted the need for an 
integrated road network that connects rural populations to markets, information, 
education, and health centers. Investments must be properly coordinated over the 
national, provincial, and rural road systems to achieve the needed synergies. 

However, these favorable results do not take place on their own and occur 
only with complementary public actions. When scaling up rural infrastructure 
provision, several considerations have to be kept in mind. Strong poverty 
reduction outcomes from infrastructure projects can come about only if there is a 
strong pro-poor policy environment. Indications of such a policy include location 
of projects in areas of high poverty concentration, designing complementary 
interventions to increase the poverty reduction impact of infrastructure projects, 
creating market conditions for competitive reduction of transport prices, and 

 
14The studies quoted in this paragraph have been cited in Asian Development Bank, 

Japan Bank for International Cooperation, and the World Bank (2005). 
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attempting to increase the affordability of electricity prices for rural consumers. 
Policy focus on sustainability of infrastructure investments was considered a 
particularly important issue: if roads deteriorate and electricity services become 
erratic, all users are affected including the poor. It was stressed that much greater 
attention has to be paid by Asian developing countries to road maintenance than 
is being provided now. The sustainability of electricity services requires that the 
electric companies are financially strong and tariff policy is depoliticized. 
Necessary institutional changes and capacity building are also important actions 
to ensure sustainability.  

An important aspect of recent infrastructure investments in Asia is their 
impact on inclusiveness through promoting regional cooperation. A success story 
cited in Chatterjee et al. (2004) relates to the Greater Mekong Subregion (GMS) 
program. Since 1992, when the six member countries of the GMS program15 first 
embarked on the program, there have been many accomplishments. Economic 
linkages among the six countries have been strengthened through a series of 
infrastructure and associated projects. In turn, the emergence of a new trade area 
attracted investor interest, promoting economic growth and social development in 
the subregion. The GMS Program also had a peace dividend—it contributed to 
trust and better relations among the member countries. Indeed, this contribution 
may be its most significant accomplishment: nothing could promote welfare for 
the people in the subregion better than peace and security. Investment in transport 
infrastructure was complemented by attention to the regulatory framework to 
facilitate cross-border movement of goods and people. In addition, significant 
progress has been made concerning trade in energy and in establishing a 
telecommunications network for the subregion. Two hydropower projects were 
breakthroughs, both in terms of bilateral partnership (between Lao PDR and 
Thailand) and private sector participation. They have also promoted power-
sharing arrangements on a multilateral basis, along with technical assistance. The 
impact of these interventions is already being reflected in higher trade and 
investment flows for the subregion, with early signs of an emerging virtuous 
trade−investment nexus. Intraregional trade more than doubled in the period 1992 
and 2002. All GMS countries have also experienced substantial decreases in 
poverty incidence. 

 
5. Participatory Governance and Inclusion 
 
Responsiveness of governments to the needs of the poor, and institutions 

(social capital) that enable the poor to influence policies and allocation of 
resources that fulfill them are among the most durable factors that promote 
inclusion. What lessons does the Asian and Pacific region have in respect to 
these? 

Despite considerable debate on this issue, differences in the type of 
political structure of a country in the region have not been conclusively 

                                                           
15The countries are Cambodia, PRC, Lao PDR, Myanmar, Thailand, and Viet Nam.  
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associated with differential impact on growth. Certain writers (Quibria 2002) 
have implied that authoritarian regimes, which have characterized economies of 
East Asia, have generally been supportive of investments and long-term growth, 
and that democracies in Asia have been subjected to pressures of fulfilling 
immediate consumption needs and so have not benefited from growth. This is 
now clearly belied by the Indian experience. The converse, that democracies have 
been more successful in creating governments responsive to the poor is also not 
true. Manipulation of the democratic process for narrow political interests by 
groups averse to development is common in the experience of developing 
democracies, and the Asian and Pacific region is no exception.  

Whatever their structure of government may be, however, in general, 
countries in the region have attempted to pursue macroeconomic stability, 
whether to achieve growth or inclusiveness, which has resulted in controlling 
inflation with direct impact on the poor. In the East Asian economies, inflation 
declined from over 10 percent per annum in the 1970s, to around 5 percent in the 
1990s. In the case of South Asian economies, the average rate of inflation has 
hovered a little below 9 percent  in this period.  

As far as creation of participatory institutions is concerned, the recent 
decentralization programs in the region are cited as major achievements. 
Examples include the Philippines, which introduced major devolution through its 
1991 Local Government Code. Transfer of insufficient authority has, however, 
plagued the Philippines’s decentralization process (see Manasan and Chatterjee 
2003). Indonesia conducted one of the most comprehensive decentralizations of 
authority to district-level administrations in 2001, and transferred more than 1 
million staff from the central government and almost all development-related 
responsibilities along with resources to them. However, the Indonesian 
experience is too early to judge. An important issue, however, in all these 
decentralization programs is the readiness of local authorities to undertake the 
tasks devolved to them. Building up local capacities has been an important issue 
(see ADB 2002b). 

 
IV. CONCLUSIONS AND LESSONS  

FROM THE ASIAN AND PACIFIC REGION 
 
What are the experiences and lessons from the Asia and Pacific’s economic 

history since the 1970s?16 
Economic growth has had the most significant impact on reducing poverty. 

But the experience of the region does not suggest that promoting growth alone as 
a policy measure will help in the future particularly as there are signs that 
growing inequalities are beginning to reduce the impact of growth. East Asia’s 

                                                           
16Given that country circumstances are unique the applicability of these general Asia-

wide lessons may need to be considered carefully given the special needs of each country. 
Some of the lessons may be more relevant than others. On how to extract lessons to fit country 
circumstances see for instance Hausman, Rodrik, and Velasco (2004). 
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growth was sufficiently high enough in the 1970−2000 period to overcome 
growing inequalities and still cause substantial reduction in poverty. South Asia 
on the other hand did not experience significant growth in inequality but its 
growth was insufficient to cause much reduction in poverty. In the future, if the 
region is to continue its record of substantial poverty reduction it must pay 
attention to inequality. This indicates the first important conclusion from the 
lessons from the region. 

 
(i) Policy planners must attempt to increase economic growth and must 

also ensure that income inequalities do not worsen.  
 

The way growth has been promoted also has important lessons, which 
may need to be highlighted as elaborated in Section I. This leads to the next 
conclusion. 

 
(ii) The Asian and Pacific region has relied on its own savings to 

support investment rather than indebtedness; created incentives 
including macroeconomic stability for investment; stressed human 
development; and achieved continued increase in factor 
productivities by promoting absorption of technology, openness, and 
institutional changes in industrial and trade policies. It has also 
successfully reduced population growth. The institutional and policy 
framework supporting these measures needs to be sustained.  

 
In pursuing the above, policy planners should simultaneously attempt to 

induce an economic growth process that is broad-based and inclusive, as well as 
directly intervene to promote inclusiveness. In order to make growth inclusive, 
the experience of the region appears to suggest that sectoral composition of 
growth does matter. However, regions or countries at different stages of 
development would have different sectoral structures. Thus there are findings that 
where poverty has been mainly a rural phenomenon, such as in South Asia or 
during the earlier stages of East Asia’s development, agricultural growth needs to 
be increased, agriculture being the main avocation of the rural sector. On the 
other hand, where countries are at a stage where the primary sector has ceased to 
be the dominant sector and the Kuznets U-turn has already occurred, secondary 
sector growth may be more important both to absorb rapidly the rural poor as well 
as reduce poverty in those employed in the secondary sector. This suggests the 
next conclusion. 

 
(iii) Sectoral composition of growth is important; but in promoting 

growth of the appropriate sector, policy planners must carefully 
study the country situation. Where poverty remains high in the rural 
sector and structural transformation possibilities are low, 
agricultural growth would remain important. Otherwise, secondary 
sector growth may be more inclusive. 
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The experience of East Asia is quite different from South Asia as far as 

labor absorption in the growth process is concerned: East Asia had experienced 
substantial growth of employment to population as a part of growth than South 
Asia. This may indicate considerably more rigidities in labor absorption capacity 
in South Asia compared to East Asia and could be due to a variety of reasons 
including flexibility of labor markets. The focus should not be on flexibility of 
labor legislation alone, since such legislation is usually confined to the organized 
sector above a certain firm size. It also involves (a) promoting policies that allow 
a faster structural transformation from primary to secondary and tertiary 
production and reduces dualistic rigidities in the economy; and (b) policies that 
allow an unfettered growth of the secondary and tertiary sectors. The group of 
policies covered by (a) includes reducing costs of migration, convenient location 
of industries close to sources of labor to reduce costs of providing urban services, 
etc.  

 
(iv) Labor-absorbing growth is a powerful poverty-reducing process. To 

aid this process, policy planners need to consider a whole range of 
policies that reduce rigidities in the absorption of labor including 
dualistic structures, and promote rapid structural transformation. 
Reducing inflexibilities in the labor market involves more than just 
reform in labor legislation and includes reducing social and 
economic costs of migration from primary to secondary and tertiary 
sectors, deregulation of industry, and others. 

 
Apart from policies that impact indirectly on poverty through growth, the 

Asian and Pacific region also followed a number of direct inclusive development 
and poverty reduction interventions with varied success. Land reform, which 
directly increases access of the poor to a critical factor of production, obviously 
has great potential as a measure of inclusion. East Asian countries, in contrast to 
South Asian countries, had all undertaken land reforms and therefore, as argued 
by many, had better initial conditions to spur inclusive development. However, it 
is increasingly difficult to undertake land reforms owing to the political 
opposition that it generates. Only a few instances exist, such as West Bengal, 
where a successful land reform program was carried out in recent years but this 
was due in a large measure to the political support it received from a committed 
leftist government in the state. Besides, with the decline in the importance of 
agriculture in Asian economies, land reform would be important only where 
agriculture still is an important activity. In such countries there is still scope, 
given usual opposition to radical measures, to undertake less radical second-best 
measures that have substantial impact such as tenancy registration, improvement 
in land records, promoting land rights of women, etc.  

 
(v) Land reform is an important measure of inclusive development in 

countries where agriculture is important in national activity and 
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contains a sizeable proportion of the poor. In such countries, 
practical, less radical, second-best measures that have significant 
impact on the poor could still be pursued where more radical 
measures are difficult. 

 
As in the case of land, the poor in the Asian and Pacific region have little 

access to capital and finance and making microfinance available can be a major 
instrument of poverty reduction. However, the region has had few success stories 
(except, for example, Grameen Bank in Bangladesh, Bank Rakyat Indonesia’s 
Unit Desa in Indonesia, and BAAC in Malaysia). For microfinance to succeed in 
the region, the overall environment within which it has to operate must be 
improved, interest rates deregulated, and easier collateral for small account 
holders and infrastructure to better service numerous small accounts developed.  

 
(vi) The Asian and Pacific region is yet to utilize microfinance to its 

potential. This would require reforms to generate the correct 
environment for its success, including political support for 
commercializing microfinance through freer interest rates, and 
easier collateral and improved rural transport and communications 
infrastructure. 

 
The region’s success story rests significantly on human capital 

development. There is consensus on the fact that it played an important role in 
generating growth in the East Asian countries, and the relative slower rate of 
growth in South Asia as well as the sustainability of its recent increase in growth 
will depend to a great extent on considerable efforts on expanding human capital. 
Human capital not only enables growth, it can also, if targeted toward the poor, 
act directly as a powerful measure of inclusive development and poverty 
reduction.  

In education, the region has made good progress, although South Asia 
has yet to catch up with East Asia’s achievements in primary and secondary 
education. The future strategy for the region will be to further expand enrollments 
in primary and secondary education, reduce illiteracy further, and focus more 
attention on improving the quality of education. In health, the story is similar in 
terms of attainments and the differences in achievements within the subregions. 
In gender equality also, this subregional variation is evident. The key human 
development indicators are also included as part of the nonincome MDGs, 
reflecting the importance the international community attaches to them. Whatever 
this global partnership may bring, the Asian and Pacific region must continue to 
provide high priority in resources, including harnessing private resources, and to 
build capacity and reform institutions in order to make delivery of basic services 
more efficient, better targeted, and speedier. This suggests the following 
conclusion.  
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(vii) Human capital development has been a major driving force in 
growth and inclusive development in the region. But its 
achievements, though impressive in many respects, are still 
inadequate, particularly in the case of South Asia. The region must 
persevere in its major efforts at further building up human capital; 
provide adequate resources including more private resources; 
reform delivery institutions; and build capacity for more efficient 
services targeted to the poor. Gender exclusion and other 
deprivations continue to confront the region and active programs to 
overcome them are essential. 

 
The Asian and Pacific region’s experience indicates that infrastructure 

can play an important role in directly supporting inclusiveness. Rural 
infrastructure, including both rural roads and rural electrification, in particular, 
has been seen to have a powerful impact on poverty in both its income and 
nonincome dimensions. Infrastructure can also be an important instrument of 
regional cooperation and bring poor regions into the economic mainstream by 
enabling connectivity across frontiers. ADB’s GMS provides a success story in 
this regard that can be emulated within as well as outside the region. 

 
(viii) Infrastructure particularly rural infrastructure has been, in the 

region’s context, an important instrument for directly reducing 
poverty, in both its income and nonincome dimensions. If well-
targeted to poorer regions, infrastructure removes critical binding 
constraints that prevent the poor from increasing their incomes and 
gaining access to basic services. Infrastructure has been an 
important element of the regional cooperation efforts of the region 
and enabled poor, often landlocked regions to gain access to the 
economic mainstream and increase trade and incomes of the poor. 

 
Finally, lessons on participatory governance include, clearly, success in 

controlling inflation, which is an important pro-poor measure. Decentralization 
holds major promise and is increasingly being adopted as a measure of 
inclusiveness. Its net impact is yet to be fully assessed. This leads to the final 
conclusion of this paper. 

 
(ix) A major success in participatory governance is controlling inflation. 

Decentralization holds major promise but throws up a host of 
challenges, including lack of capacity at local levels, which have to 
be addressed.    
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Promotion of Trade and Investment  
between People’s Republic of China and India:  

Toward a Regional Perspective 
BISWA N. BHATTACHARYAY AND PRABIR DE 

Open regionalism and integration between the world’s two largest developing 
countries, People’s Republic of China (PRC) and India, in trade, investment 
and infrastructure can foster outward-oriented development, and economic 
and social benefits that could result in poverty reduction. In view of the 
increasing trend of regional integration, particularly the expanded European 
Union and North American integration, the opportunity costs of not moving 
toward greater economic integration between neighboring countries the PRC 
and India, which have much in common, could be increasing. This paper 
discusses the possible areas of PRC−India economic cooperation and 
economic integration between the northeastern region of India and 
southwestern provinces of the PRC.  

 
I.  INTRODUCTION 

 
The economic relations between the People’s Republic of China (PRC) and 

India and the relative spheres of their activities are the most current issues in their 
internal relations. With the ongoing economic reform program and market 
liberalization process gradually extending to most sectors of both economies, the 
scope and responsibilities of the governments in the PRC and India have 
increased and new vistas for economic opportunities have opened up between the 
two countries.  

The PRC and India have strong historical and cultural links and share 
many similarities. They are two of the world’s most populous countries, sharing 
between them over a third of the world’s population. They also possess centuries-
old civilizations and unique histories. After pursuing inward-oriented policies in 
the early years of their development, the PRC (since 1978) and India (since 1991) 
have increasingly deepened their economic integration with the rest of the world. 
While the PRC has emerged as one of the world’s fastest growing economies, 
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India’s economy with a robust average annual growth rate of 6 percent in the 
1990s is also showing a healthy growth momentum. The PRC and India have not 
only attempted to deepen their economic relations with world economies but also 
between themselves. Bilateral trade and investment links between the two 
countries have grown rapidly over the past few years, suggesting the presence of 
complementarities and unexploited potentials.  

Substantial complementarities characterize the economic structures of the 
PRC and India. While the PRC has emerged as the manufacturing hub of the 
world, India’s strengths in knowledge-based services have gained international 
recognition. Opportunities for fruitful cooperation exist in many areas, such as 
manufacturing, services, and investment (Agarwala 2002). Their geographical 
proximity and large-size economies would facilitate exploitation of these 
synergies. They can also pool resources for improving their competitiveness with 
neighboring countries particularly those in South and Southeast Asia. They can 
fruitfully share their development experiences and cooperate in several areas, 
especially in the critical area of energy security. The PRC−India economic 
cooperation has the potential to benefit over a third of humanity. The 
complementary strengths of the two economies can be exploited for mutual 
benefit. Cooperation could also be instrumental in building closer border trade to 
enable both to regain their place in the world economy as they had before the 
18th century (Singh 2005). This would also facilitate poverty reduction in these 
countries particularly in the border areas where there is a relatively high 
incidence of poverty (Lama 2005). 

Economic cooperation between the PRC and India has been deepening in 
recent years. Both countries have decided to focus on economic issues instead of 
political and security matters (Government of India 2005a). They respect each 
other’s success and work for common interests, particularly in improving the 
quality of life of their citizens. Benefits of closer economic cooperation have 
been reflected in rising bilateral trade between the two countries.1 PRC−India 
bilateral trade has shown rapid and sustained growth in the last decade, from 
US$338.54 million in 1992 to US$7.60 billion in 2003. In view of their trade 
complementarities, based on comparative and competitive advantages, the 
potential for further enhancing trade is significant. Between 1995 and 2003, 
bilateral trade between the PRC and India maintained a relatively robust annual 
growth rate of 26.4 percent, higher than the average growth rate of the total 
foreign trade volume in the same period for both countries. In 2003, bilateral 
trade volume stood at US$ 7.60 billion, of which the PRC’s exports amounted to 
US$ 3.34 billion and India’s exports amounted to US$ 4.25 billion. In 2004, India 
became the 11th largest trade partner of the PRC and the largest in South Asia 
(De 2005b). Bilateral trade reached a total of US$ 13.60 billion in 2004, 
representing an increase of 79.1 percent over the corresponding period the past 
year. Despite this rapid growth, India’s share in the PRC’s imports in 2003 was 

                                                           
1After the India−China War in 1962, both countries officially resumed trade in 1978, and 

signed a trade agreement (most favored nation agreement) in 1984. 
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just 1.03 percent, while the PRC’s share in India’s imports was less than 5 
percent (De 2005b). This suggests that the potential for trade expansion is very 
large. Each side is now focused on taking advantage of rising opportunities for 
mutual gains, rather than competing with each other.2 

The emergence of the PRC and India as major economic forces in the 
world and their greater openness are the key factors for pushing closer economic 
integration between these two countries. Because of the presence of resource-
based complementarities between the PRC and India, properly paced regional 
integration can help boost both the quantity and quality of economic growth, 
bringing benefits to all participating countries or economies (Ray and De 2005). 
Cross-border initiatives relating to trade facilitation and investment promotion 
can be instrumental in generating jobs, increasing subregional gross national 
product (GNP), improving intra-subregional trade, and deepening the economic 
fabric. 

One of the key instruments for economic development and poverty 
reduction is regional cooperation and integration (Venables 2003). Regional 
cooperation and integration in trade, investment, and infrastructure development 
can foster outward-oriented development and generate economic and social 
benefits. Open regionalism and integration between the PRC and India, two of the 
world’s largest developing countries, could be a countervailing power to 
withstand the excesses of economic globalization. With the unsuccessful World 
Trade Organization (WTO) trade talks in 2003 at Cancun, there is an increasing 
trend toward regional integration, such as bilateral and regional preferential trade 
agreements in Asia; and in other regions, particularly the expanded European 
Union (EU) and North America integration through the North American Free 
Trade Agreement (NAFTA) and Central American Free Trade Agreement 
(CAFTA). In view of this, the opportunity costs of not moving toward greater 
economic integration between the PRC and India, and among neighboring 
countries, could be enormous. 

The southwestern part of the PRC (SWC) comprises three provinces 
(Sichuan, Ghizhou, Yunnan); two autonomous regions (Tibet, Guangxi); and one 
municipality (Chongqing). The northeast region (NER) of India consists of 
Arunachal Pradesh, Assam, Manipur, Meghalaya, Mizoram, Nagaland, Sikkim, 
and Tripura. SWC and NER together have about 30 million people (out of a total 
120 million in 2001) living below the poverty line (Ray and De 2005).3 This is 

                                                           
2In June 2003, the PRC and India signed the Declaration on Principles for Relations and 

Comprehensive Cooperation and agreed to hold the ministerial meeting of the Joint Economic 
Group (JEG). A compact Joint Study Group (JSG) composed of government officials and 
policymakers was organized to examine the potential complementarities between the two 
countries to enhance trade and economic cooperation. The objective of the JSG was to develop 
a program for enhancing the PRC−India trade and economic cooperation for the next five 
years. The JSG’s report entitled “Report of the India-China Joint Study Group on 
Comprehensive Trade and Economic Cooperation” exchanged at the highest level during the 
visit of the PRC Premier in India in April 2005. 

3The incidence of poverty excludes the Tibet Autonomous Region (TAR).  
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indeed alarming, because in the whole of the PRC and India, about 570 million 
people are still living with less than one dollar a day.4 The SWC and NER are 
among the less developed regions of the PRC and India, respectively, but have 
very rich resource endowments, natural or otherwise. The forest deposits of the 
states of Assam and Arunachal Pradesh; the hydrocarbon resources of the states 
of Assam, Meghalaya, and Tripura; and the hydropower potential of Arunachal 
Pradesh, Meghalaya, and Manipur, can supply an enormous amount of 
inexpensive energy if developed and used in a cooperative manner. The 
abundance and variety of forest, livestock, and mineral resources in this region 
are remarkable. The huge labor force with suitable training can be mobilized to 
maximize the benefits from these natural resources, and in the process, transform 
the region by removing poverty and paving the way to prosperity.  

For the people of these less developed but potentially most prosperous 
regions of the world, the first decade of the 21st century begins with new 
challenges on environmental sustainability, economic productivity, and 
international competitiveness. The future quality of life and economic prosperity 
in this region will depend crucially on how they choose to meet these challenges 
in a united way. Cross-border infrastructure development in this geographically 
integrated region is crucial to promote greater trade and investment and 
consequently attain economic prosperity. Developing border trade between SWC 
and NER would be crucial for enhancing bilateral trade between the two 
countries. Opportunities for greater cooperation between NER and SWC could be 
substantial if we combine the region’s (NER+SWC) strategic positioning in the 
immediate regional and subregional markets (Figure 1).  

                                                           
4Specifically, 358 million in India and 212 million in the PRC in 2001, calculated based 

on the population living below US$ 1 a day in terms of percentage of the population living on 
less than US$1.08 a day at 1993 international prices (see World Development Indicators 2005 
[World Bank 2005]). 
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Figure 1. Linkages with Regional/Subregional Groupings in South and Southeast Asia 
 

 
Note: Considers both Track I and Track II initiatives, reported as of June 2005.  
NER means northeastern region of India. 
SWC means southwestern region of the PRC. 
MGC means Mekong−Ganga Cooperation. 
SAARC means South Asian Association of Regional Cooperation. 
BCIM means Bangladesh, China, India, and Myanmar Economic Cooperation (Kunming Initiative) 
ASEAN means Association of Southeast Asian Nations. 
GMS means Greater Mekong subregion. 
BIMSTEC means Bay of Bengal Initiative for Multi-sectoral Technical and Economic Cooperation. 
SASEC means South Asia Subregional Economic Cooperation. 

 
Against this backdrop, this paper discusses the possible areas of economic 

cooperation between the PRC and India for promotion of trade and investment in 
a region comprising the PRC’s southwestern provinces and India’s northeastern 
states. The paper also attempts to identify the potentials for economic cooperation 
in different segments of the trading infrastructure. Finally, underlining the 
importance of bilateral and regional cooperation, this paper concludes with some 
remarks on policy perspectives in order to deepen economic integration.  
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II. PROFILES OF NORTHEAST INDIA AND SOUTHWEST PRC 
 

A.  Profile of Northeastern Region of India  
 
While focusing on the strength and potential business drives in NER, the 

assets of this region must be examined as a whole.5 About 98 percent of this 
region’s borders form India’s international boundaries. The region shares borders 
with the PRC in the north, Bangladesh in the southwest, Bhutan in the northwest, 
and Myanmar in the east.6 

The NER has a much lower population density than the rest of India. Low 
population density has been reflected in low urbanization in this region: only 12 
percent of the NER population lives in urban areas. In general, urbanization is 
low in NER except in Assam and Tripura (Table 1).  

Table 1 shows that the NER as a whole represents 8.9 percent of India’s 
geographical area (262,187 sq. km.), 3.8 percent of India’s population (39.04 
million in 2001), and 2.7 percent of India’s gross domesitic product (GDP) 
(Rs.536 billion in 2002/03). Assam is the largest state of NER; it alone represents 
30 percent of NER’s geographical area, 68 percent of NER’s population, and 30 
percent of NER’s net state domestic product (NSDP).  

The slow progress of NER’s economy is reflected in the low growth in 
income. During 1993−2003, NER’s income, represented by NSDP, grew only by 
4.3 percent, whereas during the same period, national GDP increased by 7.5 
percent (Table 1). NER states are yet to cross the national per capita income 
average despite successful efforts toward lowering income gaps by some of the 
NER states like Mizoram, Nagaland, and Sikkim (see Table 1). Studies have also 
shown that there has been a distinct movement of the NER economies from the 
primary to the tertiary sector, bypassing the secondary sector (Das 2005a). In 
addition, Das adds that due to the weak linkage between primary and secondary 
sectors, the structural shift of the former is found to be very weak in NER, and 
poor growth of the secondary sector has weakened the base of the tertiary sector, 
resulting in the region facing rapid unemployment and social unrest.  

 

                                                           
5In independent India, the eastern Himalaya and Brahmaputra valley of the 

Indo−Myanmar region comprising the states of Assam, Arunachal Pradesh, Manipur, 
Meghalaya, Mizoram, Nagaland, Sikkim, and Tripura are identified as a single geographic unit 
and socioeconomic identity. The political process and administrative convenience legitimized 
this area as the northeast region (NER) of India. 

6NER’s international border with Bangladesh spans about 2,500 km; with Bhutan 650 
km; with the PRC about 1,000 km; and with Myanmar about 1,450 km. 
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Table 1. Demographic and Economic Profile of NER 
 

 Population Area 

 2001 Share in TIP1 2001 Share in TIA2 

States (million) (percent) (sq km) (percent) 
Arunachal Pradesh 1.09 0.11 83743 2.83 
Assam 26.64 2.59 78347 2.65 
Manipur 2.39 0.23 22327 0.75 
Meghalaya 2.31 0.22 22388 0.76 
Mizoram 0.89 0.09 21214 0.72 
Nagaland 1.99 0.19 16575 0.56 
Sikkim 0.54 0.05 7096 0.24 
Tripura 3.19 0.31 10497 0.35 
NER8 39.04 3.80 262187 8.86 
India 1027.02 100.00 2959697 100.00 
States Population SDP Share in Per Capita 
 Density, India’s GDP3 Income4 
 2001 2002-03 2002-03 
 (per 1000 sq km) (percent) (Rs.) 
Arunachal Pradesh 13 0.09 8958 
Assam 340 1.61 6221 
Manipur 107 0.16 8048 
Meghalaya 103 0.19 9727 
Mizoram 42 0.09 102265 

Nagaland 120 0.19 11674 
Sikkim 76 0.05 11232 
Tripura 304 0.28 10255 
NER8 149 2.66 9543 
India 347  110136 

Note:  1Share in total Indian population (TIP).  
2Share in total Indian area (TIA).  
3Represents share of net state domestic product (NSDP) in India’s gross domestic product (GDP), 
considered in current prices (new series on 1993/4 prices). For Mizoram, Nagaland and Tripura, NSDPs 
consider 2001/2 series.  
4Represents per capita net state domestic product (PCNSDP), taken at current prices (new series on 1993/4 
prices). For Mizoram, Nagaland and Tripura, PCNSDPs consider 2001/2 series.  
5Author’s own estimation as PCNSDP for Mizoram in constant prices is not available.  
6Per capita NNP, taken at constant prices (new series on 1993/4 prices).  

Sources: Economic Survey 2004−05 (Government of India) and Central Statistical Organisation, Government of 
India (available: www.mospi.nic.in).  
 
About 70 percent of NER’s area is hilly, and the topography varies across 

the NER states.7 The plains of the region are mainly made up of separate land 
masses⎯the Brahmaputra Valley and the Barak Valley in Assam, and the Tripura 
plains in the South. In Manipur, the valley is small, comprising only about 10 
percent of the total area of the state.8  

                                                           
7Mountains and hills cover most of Arunachal Pradesh, Mizoram, Nagaland, Meghalaya, 

and about half of Tripura; one fifth of Assam; and nine tenth of Manipur. 
8The Brahmaputra Valley stretches longitudinally for about 730 km, from North 

Lakhimpur to Dhubri district in Assam. The Barak Valley, formed by the river Barak and its 
tributaries cover the districts of Cachar, Karimganj, and Hailakandi of South Assam. The 
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Notwithstanding its hilly topography, NER is bountifully endowed with 
natural resources. About 37 percent of India’s river waters belong to NER. The 
entire region enjoys immense biodiversity in terms of forest coverage; 
approximately 54 percent of NER’s area is covered by forests. According to 
NEDFC (2003), forest area is highest in Mizoram (75.6 percent) and lowest in 
Assam (39.2 percent).  

NER offers plenty of hydrocarbon and mineral resources in terms of 
natural gas, crude oil, coal, limestone, etc. It also accounts for 20 percent of 
hydrocarbon (oil and gas) potential, large quantities of low ash coal resources, 
limestone and dolomite deposits, as well as a few other minerals such as kaoline 
and graphite. Assam occupies an important place in India in terms of its 
hydrocarbon reserves.9 India’s first oil reserve was found in Digboi in Assam in 
1897. Both Assam and Tripura offer high natural gas reserves; together they have 
48 billion cubic meters of natural gas reserve (see Table 2). Besides, NER also 
has reserves of approximately 1.04 billion tons of coal,10 5.32 billion tons of 
limestone, and 0.25 billion tons of dolomite. In addition, substantial amount of 
clay, white clay, kaoline, graphite, quartzite, sillimonite, uranium, etc. have also 
been mined in NER recently.  

The agricultural system of NER is predominantly traditional and almost 90 
percent of NER’s rural population is dependent on agriculture. The economy of 
NER is primarily agrarian, but it is deficient in food supply. Naturally, this region 
imports grain, oilseeds, sugar, meat, fish and eggs, apart from other civil supplies 
from the rest of India. The diverse agroclimatic conditions coupled with 
topographical and altitudinal variation has facilitated cultivation of high-quality 
fruits and vegetables, and several commercial crops across the NER states. The 
region is immensely rich in horticultural products, plantation crops, and rare 
forest products. It has abundant forest resources in terms of wood, bamboo, rare 
herbs, and medicinal plants. NER harvests about 8 million tons of bamboo every 
year, sharing 54 percent of the country’s total annual bamboo production 
(Government of India 2004). Tea is the major plantation crop in NER, with NER 
states contributing nearly 77 percent of the country’s annual tea production, of 
which Assam alone produces more than 50 percent.11 Several other plantation 
crops like rubber, coffee, etc., have also been introduced in NER in recent 
periods. However, due to supply-side bottlenecks, the agricultural produce of this 
region is yet to make a major breakthrough in domestic as well as international 
markets.12  

 
Tripura plain is an extension of the Ganga−Brahmaputra plain. The topography of the hills is 
generally rugged and vast areas are inaccessible (Government of India 1997). 

9According to the NER Databank (see http://databank.nedfi.com).  
10The Makum coalfield in Assam alone shares 95 percent of NER’s annual coal 

production (Government of Assam 2003). 
11Assam at present has 848 registered tea estates employing over 500,000 people 

(Government of Assam 2003).   
12However, looking at NER’s vast agro-food processing and horticulture resources, four 

agricultural export zones (AEZs) have recently been approved by the Government of India 

http://databank.nedfi.com/
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Table 2. Estimated Major Mineral Reserves in NER1 

 
Mineral State Reserve  
  (million tons) 

Crude oil Assam 70.5 

Natural gas2 Assam 23.0 
 Tripura 25.0 
 Total 48.0 

Coal Assam 371.0 
 Meghalaya 564.0 
 Arunachal Pradesh 91.0 
 Nagaland 17.2 
 Total 1043.2 

Limestone Assam 463.0 
 Meghalaya 4147.0 
 Arunachal Pradesh 350.0 
 Manipur 6.4 
 Nagaland 357.0 
 Total 5323.4 

Dolomite Arunachal Pradesh 247.0 
Graphite Arunachal Pradesh 85.0 
Sillimonite Assam 50.0 
Note:  1 Data as of July 2002.  

2 In billion cubic meters. 
Source: NEDFC (2003). 

 
While NER is potentially strong in natural endowments, this region’s 

access to the international market is constrained by inadequate infrastructure 
facilities. Inadequate infrastructure facilities could also be a cause for low income 
growth in NER (Ghosh and De 2005b). In terms of availability of core 
infrastructure facilities, like rail and road networks, power generation capacity, 
telephone connections, banking facilities, air networks, etc. NER is still much 
behind the Indian average (see Table 3). Despite these shortfalls, NER has 
witnessed relatively better performance of social infrastructure facilities in terms 
of literacy and infant mortality rates; in both attributes, its achievements are better 
than the national average. Moreover, contrary to the notion that this region has an 
underdeveloped transport system associated with high transport costs, there are 
12 airports, and the Brahmaputra riverway is perennial and cheapest. And while it 
is widely believed that that power situation in the region is dismal, it has 38 
percent of the country’s hydropower potential (see Government of India 2004).  

 
 
 
 

 
(2005b) in NER: (i) Tripura for pineapples, (ii) Sikkim for floriculture and cherry pepper, (iii) 
Sikkim for ginger, and (iv) Assam for fresh and processed ginger. 
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Table 3. Infrastructure Profile of NER 
 

Particulars Unit NER India 
Railway density (2000/1) Per 1000 sq km 10.9 21.3 
Road density (2000/1) Per 1000 sq km 394.5 838.9 
Power generation capacity (2001/2) 1000 MW 2.4 105.0 
PCE (2002/3)1 KWH 192.0 503.8 
Airports (2004) Number 12 77 
Telephone connections (2000/1)2 Per 1,000 population 13 34 
Bank branches (2001/2) Number 1932 65896 
Credit deposit ratio (2001/2) Percent 20.9 49.2 
Literacy rate (2001) Percent 68.5 64.8 
Infant mortality rate (2001) Per 1,000 live births 34.9 63.2 
Note:  1Per capita consumption of electricity.  

2Excluding cellular lines. 
Sources: Economic Survey (Government of India, various years); NEDFi Databank Quarterly (North Eastern 

Development Finance Corporation, various years); India Infrastructure Database 2005 (Ghosh and De 
2005a). 
 
Industrial backwardness is almost everywhere in NER despite the region’s 

vibrant tea (started in 1886) and oil (resumed in 1897) industries. Between 
August 1991 and January 2005, NER has attracted only 2 percent of India’s 
industrial investment proposals.13 In spite of good industrial incentives including 
10 years tax holiday, transport subsidy, capital investment subsidy, the 
implementation rate of investment proposals in NER is abysmally low: only 4.42 
percent of investment proposals amounting to Rs.13 billion so far implemented 
during August 1991 to January 2005, and generated 7,497 jobs only (De 
2005a).14  

NER is a land of majestic mountains and has more than its share of history, 
pilgrimages, temples, handicrafts and wildlife. Bounded by Bangladesh, Bhutan, 
PRC, and Myanmar, this region has absorbed many waves of migrations. Here, 
Indo-Aryan, Tibeto-Burmese, Chinese, and Mon-Khmer races have mingled with 
the aborigines to create colorful communities and different political systems amid 
the fertile Brahmaputra and Surma valleys and the resource-rich eastern 
Himalayas and their foothills. All the eight NER states offer varying tourist 
attractions. Their language, customs, traditions, history, folklore, festivals, and 
handicrafts differ as much as their people. Since 1995, the restricted areas permit 

                                                           
13Total investment proposals amounted to Rs.290 billion for the period August 1991 to 

January 2005. Industrial investment proposals consider industrial entrepreneur memorandums, 
letters of intent, and direct industrial licenses (Government of India 2005b). 

14According to the Government of India (2004), industries that have recently set up 
industrial units in NER are Godrej Sara Lee, Emami, Jyoti Laboratory, Dharampal Satyapal, 
Kothari Industries, Hindustan Lever, Ozone Pharmaceutical, Ozone Ayurved Products, Guru 
Detergents & Chemicals, Shyam Century Ferrous, RCL Cement, Barak Vally Cement, 
Pancharatna Cement, S M Coke, Pepsi, Composite Jute Mill, Jericho Detergent., DSS Contact, 
Lafarge, etc. Some of the prominent projects under implementation in the region are H M 
Cement, Sai Megha Alloys, Smithkline Beecham, and LG Electronics.  
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requirement has been done away with for most of the states of NER. Japanese are 
the main foreign visitors to NER.15 

In a nutshell, NER enjoys the following special advantages over other parts 
of India.  

(i) A market of 400 million people is emerging locally and from 
neighboring countries like Bangladesh, Bhutan, PRC, Myanmar, and 
Nepal.  

(ii) The region has the potential to develop into India’s powerhouse, 
being a vibrant source of energy, oil, natural gas, coal, and 
limestone; and being endowed with India’s largest perennial water 
system in the river Brahmaputra and its tributaries. 

(iii) The Brahmaputra Valley provides fertile soil for cultivating 
horticultural products, plantation crops, vegetables, spices, rare 
herbs, and medicinal plants, where three agricultural export 
processing zones are in operation. 

(iv) Unlimited tourism opportunities, rare flora and fauna, natural scenic 
beauty, unique performing arts, and varied cuisine and handicrafts. 

(v) Locational advantage exists due to unique proximity to other 
countries in South and Southeast Asia. NER can emerge as a 
strategic base for foreign/domestic investors to tap the world’s 
largest market⎯South Asian Association of Regional Cooperation 
(SAARC), Bay of Bengal Initiative for Multi-sectoral Technical and 
Economic Cooperation (BIMSTEC), and Association of Southeast 
Asian Nations (ASEAN). 16 

(vi) A border custom station between Myanmar and NER has opened at 
Moreh (Manipur) with a possibility of a second border trading point 
opening at Champhai.  

(vii) NER’s internal waterway network connects the region with 
Bangladesh and Myanmar, giving access to the ports of Chittagong 
(Bangladesh), Calcutta and Haldia (West Bengal in India), and 
Sittwe (Myanmar).  

(viii) Industrial growth centers in NER have already been converted into 
tax-free zones for the next 10 years. Besides, the government also 
offers incentives on transport, capital investment, and interest 
subsidy on working capital. 

Therefore, NER is unique in terms of opportunities. It also has certain 
peculiarities and problems, which, if tackled and leveraged in the right 
perspective, could yield rich dividends. While it is an industrial desert where 
                                                           

15Many Japanese come to pray at the graves of their forefathers in Manipur, who 
perished in World War II.  

16India is committed to the South Asia Subregional Economic Cooperation (SASEC) 
program of the Asian Development Bank, which involves Bangladesh, Bhutan, India (eastern 
states), and Nepal. This program envisages subregional cooperation in the areas of 
transportation and communication, energy and power, tourism, environment, trade, investment, 
and private sector cooperation. 
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almost all consumables are imported from outside the region, it is the focal point 
of trade within a vast area. It is therefore essential to evolve a regional approach 
as opposed to individual state approach (Bhattacharyay and De 2005). Therefore, 
NER’s locational advantage and rich natural resources provide a backdrop to its 
development as a base for cooperation not only with the PRC but also with 
neighboring countries such as Bangladesh, Bhutan, Myanmar, and Nepal. And 
through Myanmar, subregional cooperation can be extended to Cambodia, Lao 
PDR, Thailand, and Viet Nam.17  

 
B. Profile of Southwest PRC   

 
The SWC has witnessed comparatively low income growth compared to 

the PRC’s eastern region for a long time. Therefore, a fundamental objective of 
the Western Development Strategy of the PRC government is to reduce the 
income disparities among provinces and also within provinces (Asian 
Development Bank 2002). Table 4 shows that with 19.5 percent of the total PRC 
population and 27.3 percent of the country’s total area, the SWC contributes 11 
percent of the country’s gross domestic product (GDP). SWC’s economy is 
primarily agrarian with a moderate presence of the industrial sector. The region 
has not witnessed any considerable visibility in international trade; SWC 
contributes only 2.2 percent to the country’s total exports. Per capita trade of 
SWC is only US$37, compared with US$366 for the country as a whole. The 
region has attracted negligible FDI; the per capita FDI in SWC was only US$6 in 
2001, whereas the same for the entire PRC was US$31. Perhaps, like India’s 
NER, the main drawback of the SWC is its geographical isolation. 

The SWC is rich in agricultural and mineral resources. More than 70 types 
of minerals can be found in SWC (Asian Development Bank 2002). Important 
among them are chromites (highest deposits in the PRC) and lithium (highest 
deposits in the world). In addition, the SWC accounts for the country’s significant 
deposits in copper (second highest deposits in the country), boron (third highest), 
magnetite (third highest), barite (third highest), arsenic (fourth highest), gypsum 
(second highest), pottery clay (fifth highest), muscovite (fourth highest), and peat 
(fourth highest deposits in the PRC). Like India’s NER, SWC is also rich in 
plants, water, and hydroelectric energy resources. The Yarlung Zangbo river18 
promises 80 million kilowatts (KW) in exploitable energy capacity. The 
hydroelectric capacity of the five tributaries of Yarlung Zangbo, namely Dogxung 
Zangbo, Nyang Xu, Lhasa, Ny’ang, and Darlung Zangbo rivers, is assessed at 
about 90 million KW.19 Besides hydroelectric resources, SWC also has huge 
                                                           

17In fact, a regional cooperation grouping called Mekong−Ganga Cooperation (MGC) 
was established on 10 November 2000 comprising six countries, namely, Cambodia, India, Lao 
PDR, Myanmar, Thailand, and Viet Nam, and deals primarily with four areas of cooperation, 
such as, tourism, culture, human resource development, and transportation linkage in order to 
be the foundation for future trade and investment cooperation in the region. 

18Chinese name of India’s Brahmaputra river, when it passes through TAR. 
19For further information, see www.tibetinfor.com.cn. 

http://www.tibetinfor.com.cn/
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geothermal energy resources. The Yanbajain geothermal field in Damxung is 
currently the PRC’s largest high-temperature steam geothermal field, which is 
expected to generate 150,000 KW of power in a year.20 

 
Table 4. Economic Profile of SWC 

 
Particulars Unit SWC  PRC 
Population and Income  

Population distribution (1999) percent 19.5  
Share in area (1999) percent 27.3  
Share in country, GDP (2000) percent 11.0  
GDP composition (1999)    

Primary sector percent   24.8     16.7 
Secondary sector percent   40.7     46.5 
of which: Industry percent   33.6     40.0 
Tertiary sector percent   34.5     36.8 

Per capita GDP  (2000) US$ 650.0 1,250.0 
Distribution of main crop production (1999)    
 Cereals percent     16.4  
 Cotton percent      2.1  
 Fibers percent     14.4  
Crop yields (1999)    
 Rice kg/ha 6,444.0 6,345.0 
 Wheat kg/ha 2,533.0 3,947.0 
Industrial structure    
 Share of light industry in industrial  production (1999) percent 42.5 42.0 
 Share of mining in the industry of each  region (1995) percent 9.9 12.4 
 Share of chemical industry in the 
    manufacturing industry of each region (1995) percent 8.3 7.7 
 Share of textile industry in the manufacturing  
   industry of each region (1995) percent 3.6 11.8 
Degree of integration    
 Share in total exports (1999) percent 2.2  
 Share in total manufacturing exports (1997) percent 3.1  
 Share in total imports (1999) percent 2.0  
 Openness (1999) percent  
  of GDP 3.6  
 Share in total investments (domestic + foreign)  
   (1999) percent 3.5  
 Per capita trade (2000) US$ 37 366 
Foreign direct investment (2000)    
 Total FDI US$ billion 1.4 40.7 
 Per capita FDI US$ 6.0 31.0 
 FDI/GDP Percennt 0.5 2.6 
Source: ADB (2002) based on China Statistical Yearbooks 2001 and 2002. 

 
In view of the PRC’s Western Development Strategy, Yunnan and TAR 

have been trying to integrate with neighboring countries in South and Southeast 

                                                           
20Sourced from www.tibetinfor.com.cn/tibetzt-en/shuju/zirzy.htm. 

http://www.tibetinfor.com.cn/tibetzt-en/shuju/zirzy.htm
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Asia.21 Apparently, vast distances have isolated TAR and Yunnan from major 
markets for a long period of time. Because of Yunnan’s common border with Lao 
PDR, Myanmar, and Viet Nam, the Yunnan province is also promoted as the 
gateway to South and Southeast Asia. Yunnan is also being treated as a 
passageway for cultural exchange (being the ancient Southern Silk road). 

With a total population of 42.9 million, Yunnan’s total GDP is about 208 
billion yuan, and its per capita income at current prices is US$650. Aggressive 
economic reform has translated into significant economic growth in the last 
decade, and as a result, this province has been growing at 9 percent since 1981, 
far exceeding the target growth rate of 7 percent (Table 5). TAR, even though 
landlocked, has been growing at 9 percent per annum since 1991. Therefore, both 
provinces have been successful in improving their per capita income in the last 
decade. Higher per capita income has been translated into better social conditions 
during 1990−2000 (Table 5).  

As can be seen from Table 5, one major source of earnings of SWC is 
tourism. The entire western region of the PRC has many tourism magnets. In the 
World Heritage list published by the United Nations Educational, Scientific and 
Cultural Organization (UNESCO 2000), the PRC’s western region had four 
attractions in the cultural category and three attractions in the natural category; 
Yunnan and TAR each have one in this list.22 With about 26 percent of their GDP 
coming from the tourism sector, TAR has a considerably high tourism 
income/GDP ratio, while Yunnan posted 7.6 percent in 2002. About 29 million 
tourists visited TAR and Yunnan during 2002−2003. 

Yunnan’s plan is to develop as a model of a dynamic and open “green 
economy” with a special focus on sustainable natural resource-based and services 
industries, including tourism. The flourishing tourism industry in Yunnan has 
propelled rapid development in the tertiary sectors such as catering, 
transportation, and trade. Since the implementation of the national policy of 
reform and opening, the various nationalities in Yunnan have strived to develop a 
flourishing economy by creating pillar industries, and have participated in 
economic cooperation with local and foreign investors. These efforts greatly 
strengthened the comprehensive economic power of Yunnan and improved the 
infrastructure for developing foreign trade. Within a 200-km area around 
Kunming, the main lines of communication have been modernized, and the 
preliminary construction of a road network leading to borders and other provinces 
has been completed. The completion of the Nanning−Kunming and 
Guangtong−Dali railways, and the reopening of the Kunming−Viet Nam 
Railway23 have increased the length of rail lines to more than 2,000 km, forming 

                                                           
21In this regard, through Greater Mekong Subregion (GMS) cooperation, the PRC 

(Yunnan) has successfully established its links with Southeast Asia. 
22Potala Palace and the Jokhang Temple Monastery in Lhasa in TAR and Old Town of 

Lijiang in Yunnan are listed as world heritage sites. 
23Hanoi–Kunming railway line is one of the oldest railway systems of the world, 

constructed during 1901 to 1910. 
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a railway network linking neighboring and coastal provinces. The civil aviation 
sector of Yunnan has also made remarkable progress by building and extending 
nine international airports. The telecommunication facilities in Yunnan were also 
improved rapidly by means of satellites, optical cables, microwaves, program 
control, radio wave beepers, mobile phones, and facsimile. The completion of the 
Manwan hydroelectric power station boosted the energy supply capacity of 
Yunnan to more than 6.88 million KW.  

 
Table 5. Economic Profile of Yunnan and TAR 

 
Particulars Unit Yunnan TAR SWC1 PRC 
Population (2000) million 42.9 2.6 45.5 1265.8 
Population share (2000) percent 3.4 0.2 3.6  
Area (2000) 1,000 sq km 394 1,185 1,579 9,598 
Area share (2000) percent 4.2 12.7 16.9  
Population density (2000) pop/sq km 109.0 2.2 29.2 136.4 
Per capita GDP (1980) RMB/capita 367.0 259.0 313.0  
Per capita GDP (1999) RMB/capita 4452.0 4262.0 4357.0  
GDP growth rate (1980−1990) percent 11.8 6.4 9.1  
GDP growth rate (1990−2000) percent 9.3 9.2 9.2  
Literacy (1999) percent 24.3 66.2 45.3  
Density of railways (2000) km/sq km x 100 0.5 0.0 0.2 0.6 
Density of roadways (2000) km/sq km x 100 0.5 0.1 0.3 1.6 
Total railway networks (1999) km 3804 0.0 3804  
Total highways km 102,405 2,2475 124,880 1,44434 
Energy production (1999) TWh 29.8 0.6 30.4 1,239.3 

Coal mt 26.6 0.6 27.2  
Oil mt 0.0 0.0 0.0  
Natural gas gigaliter 0.1 0.0 0.1  

Hydropower generation (1999) TWh/year 6.9 0.2 7.1 196.6 
Hydropower reserves (1999) gigawatts 71.2 56.6 127.8 378.5 
High-tech zone (1999)      

Exports US$ million 95.4  95.4  
Export per person US$ / person 5,030  5,030  

Number of tourists (2002) million 28.7 0.4 29.1  
Income from tourism (2002) percent of GDP 7.6 18.4 26.0  

International trade (2000)      
Share in country’s total trade  percent 0.4 0.0 0.4  
Share in country’s total export percent  0.5 0.1 0.5  
Share in country’s total import  percent  0.28 0.0 0.3  

Per capita trade (2000) US$ 42.0 50.0 46.0 366 
FDI (2000) US$ million 128.0 0.0 128 40715 
     Per capita FDI (2000) US$ 3 0.0 3 31 
     FDI / GDP (2000) percent 0.2 0.0 0.2 2.6 
FDI means foreign direct investment. 
Note:   1Considers only TAR and Yunnan. 
Source: ADB (2002) based on China Statistical Yearbooks 2001 and 2002. 

 
While a typical factor endowment crisis (the lack of capital and skilled 

labor) restrains TAR from having high value-added industrial activities, Yunnan 
has several growing industries, such as tobacco, metallurgy, chemicals, 
machinery, electronics, food, mining, rubber, forestry, pharmaceuticals, 



60   ASIAN DEVELOPMENT REVIEW 

biological engineering, hydroelectric power, and floriculture. With its abundant 
natural resources, strong industrial foundation, and good investment climate, 
Yunnan has been drawing foreign investments from Germany; Hong Kong, 
China; Japan; Republic of Korea; Singapore; Taipei, China; Thailand; United 
Kingdom; and United States. According to the Asian Development Bank (2002), 
the entire western region of the PRC enjoys significant competitive advantage in 
the primary sector. Table 6 lists industry products on which Yunnan and TAR 
have competitive advantage. Except for tobacco, Yunnan and TAR do not have 
advantages in high value-added industries.  

 
Table 6. Competitive Advantages in Industrial Products  

of Yunnan and TAR in 2000 
 

Category Yunnan TAR 
Agro-based products Cigarettes, sugar  
Building materials Timber Timber 
Machinery products Engineering  
Chemical products Sulfuric acid, fertilizer  
Source: ADB (2002) based on China Statistical Yearbook  2000. 

 
In view of the above analysis, it may be concluded that NER and SWC 

possess some similarities in existing economic dimensions. Notwithstanding their 
vast natural resources, inadequate physical infrastructure facilities coupled with 
geographical isolation have slowed down the pace of development in this region. 
Why then do India’s NER and the PRC’s SWC deserve more developmental 
attention from their respective governments? The western PRC region contains 
29 percent of the country’s population but contributes only 16 percent of the 
country’s GDP. Due to disadvantages in factor endowments, the western PRC, 
particularly southwest PRC, could not achieve economic growth rates at par with 
the country’s eastern region. Realizing this, the government has shown keen 
interest in the development of country’s western region, which is all the more less 
developed, compared to its eastern counterpart. 24  

In sharp contrast, India’s NER also has similar features. The region shares 
12 percent of India’s population but accounts for only 10 percent of the country’s 
GDP. Therefore, potential benefits for enhanced cooperation between NER and 
SWC, and also with neighboring countries would be very high when the region 

                                                           
24In the beginning of 2000, the PRC government adopted a long-term strategy for the 

development of the western region of the country, which it defined as comprising five 
autonomous regions, six provinces, and one municipality with the status of a province. In 1999, 
the western region contained 29 percent of country’s population but accounted for only 16 
percent of its gross domestic product. Due to disadvantages in factor endowments, the western 
region of the PRC particularly southwest PRC cannot achieve economic growth rates at par 
with the country’s eastern region. Although there are various natural obstacles limiting western 
provinces to march fast, the government has taken a policy to revive its southwest economy by 
strengthening its competitiveness through closer regional integration with neighboring 
countries (Asian Development Bank 2002). 
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(SWC+NEC) with its vast natural resources is linked with growing markets. 
Quite naturally, this development could facilitate the exploitation of substantial 
complementarities and important synergies that exist between these economies 
and would help in expediting the process of development. 

 
III. COMPLEMENTARITIES, STRENGTHS, AND PERSPECTIVES 

 
Economic complementarity in a region is the result of various factors, 

which are both nature-based and evolutionary in character. Countries at different 
stages of development obviously are better able to exploit complementarities. The 
resultant industrial and economic restructuring arising out of the complementarity 
has generally been explained in terms of the product cycle theory and the flying 
geese model approach to industrial development. However, economic 
complementarity may be only latent to begin with, becoming patent with 
successful evolution of economic cooperation (Dubey et al. 1999). Nature and 
types of complementarities differ across countries and regions. However, the 
fundamental objective does not change much: all desire to participate in the 
upliftment of the region by pooling each other’s resources.  

NER’s economic structure is highly complementary to that of the SWC 
region. Table 7 captures some of such prominent complementarities between 
NER and SWC. For instance, the PRC’s strong capacity in information 
technology (IT) hardware is complemented by India’s software prowess. India is 
helping the PRC (and also many ASEAN countries) in training IT manpower, and 
several Indian companies are becoming very active in the PRC. Similarly, natural 
resources of NER can be exploited to tap the vast PRC and neighboring markets. 
While there is substantial underutilized capacity in the PRC’s construction 
industry, NER has a huge demand for investments in infrastructure sector. 
Presence of a vibrant entrepreneurial class is also the key to facilitating trade, 
investment, and technology transfer. There is clear absence of a vibrant private 
sector and limited entrepreneurial base in SWC. The human resource 
development effort in SWC needs to give due emphasis on developing 
entrepreneurial capabilities, where India can be great help to SWC.25 Despite 
historical linkages today, there is very limited people-to-people contact between 

                                                           
25India has taken initiatives for setting up institutions for providing training to 

prospective entrepreneurs and promotion of entrepreneurship as a factor of development. 
India’s Entrepreneurship Development Institute (EDI) has trained Entrepreneur Trainer-
Motivators (ETMs) from several developing countries. These ETMs in turn organize 
entrepreneurship development programs in their home countries under the supervision of EDI.  
In addition, EDI identifies viable small-scale projects and prepares project profiles for different 
developing countries. Thus, the scope of regional cooperation needs to be expanded to cover 
entrepreneurship development to make developing countries attractive for those firms intending 
to set up joint ventures. EDI has already started functioning in the Indo-PRC region, 
particularly at Lao PDR since 2004 and expected to start operation in Cambodia, Myanmar, 
and Viet Nam by 2005 (RIS 2005). 
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SWC and NER. This in turn offers very limited information about each other and 
also contributes toward limited trade and investment. Even though there are some 
differences between NER and SWC because of different cultural backgrounds 
and history, these differences can ignite great possibilities for the two regions to 
complement their economic efforts. For example, their unique natural resources 
and culture will attract tourists, and the mineral resources from diverse geological 
structures will enable the two regions to complement their demands. The different 
techniques in the fields of agriculture and industry will provide a large scope for 
technological exchange and transfer. 

 
Table 7. Complementarities between NER and SWC 

 
NER’s Strengths SWC’s Strengths 
Vast reserves of natural resources Vast market for processed resources  
Considerable presence of railways, waterways,  Good coverage of roadways and airways 
  and roadways  network 
Bordering Bangladesh, Bhutan, India, Myanmar Bordering mainland PRC and some    
 and Nepal   ASEAN members  
Developed IT and software services Developed IT hardware and electronics 
Huge potential demand in construction activities Underutilized capacity in construction 
  activities 
Presence of private capital New opportunities for private enterprises  

 
Trade flows between regions are determined by the spatial distribution of 

economic activity and their combined strengths. NER and SWC are strategically 
well located, serving a hinterland that accounts for about one third of the world 
population. Resource-based complementarities between SWC and NER are quite 
substantial if we look the region’s combined strengths: 7 percent of the 
population reside in 15 percent of the territory, and contribute 18 percent of GDP 
(see Table 8). The pattern of development and endowments suggests that states 
(provinces) in this region are moving with a level of economic activity where 
income disparity among members is noted to be marginal. Therefore, this is a 
situation where closer economic cooperation between the PRC and India will 
help convert this region’s vast resources into wealth, leading to improvements of 
quality of life of the local people.26 However, to convert the resource 
complementarities into wealth, we need to prepare a long-term development 
perspective with special focus on infrastructure development, which is the main 
constraint for faster development of the region.  

 
 
 
 

                                                           
26However, potential environment impacts that may be caused by extraction of natural 

mineral resources in these regions should be taken into consideration during the formulation of 
development projects in this region. 
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Table 8. Combined Strengths of NER and SWC 

 
Particulars NER + SWC1 Share in India and  
  the PRC2 
Population (2001) 163.67 million 7% 
Area (2001) 1,846,196 sq km 15% 
Population density (2001) 88.65 per sq km 
Average per capita GDP (2001) US$475 
Average share in GDP (2001)  18% 
Natural gas reserves (2001) 200 bcm … 
Oil reserves (2001) 1.50 billion tons … 
Coal reserves (2001) 900 million tons … 
Hydropower reserves (2001) 300 GW 65% 
Tourist arrivals (2001) 30 million … 
Competitive advantages  Agro and horticultural products, plantation crops, mineral products, 

chemical products, building materials, tourism 
Combined advantages Strategic location; considerable penetration of railways, roadways, 

and waterways; untapped and underutilized natural energy; vast 
reserve of natural resources; strong human resources; a 400 million 
strong market; versatile tourism industry; linkage with 
India−Myanmar−Thailand Trilateral Highway, Asian Highway, and 
Trans-Asian Railway networks 

… means data not available.  
Note:  1Data for the PRC is for the year 2000 while that for India is 2001. NER considers states that are mentioned 

in Table 1, whereas SWC considers provinces like Yunnan and TAR.  
 2Rounded off.  
Source: Author’s own calculation based on various secondary sources. 

 
Geographical contiguity can facilitate the development of vast natural 

endowments (natural gas, coal, and hydropower reserves) provided a conducive 
environment is created through close bilateral cooperation. Roads, railways, and 
inland waterways are the dominant modes for trade between the PRC and India. 
To minimize environmental pollution, it is advisable to lay emphasis on rail and 
inland water transport. Currently, transborder rail links between the PRC and 
India do not exist. With such great rivers as the Ganga, Brahmaputra, and 
Mekong, inland water transportation has immense potentials for trade ties 
between the PRC and India.  

Trade is the most expeditious instrument for promoting cooperation among 
countries in a region or subregion. The interdependence of trade and investment 
is apparent from simple facts: that without adequate transportation facilities, 
maximization of mutually beneficial trade opportunities cannot take place; that 
development of multimodal transportation requires large-scale investments; and 
that economies of scale may dictate that such investments be cross-border 
investments. Such investments, moreover, can benefit the poorest people in the 
most remote locations of NER and SWC.  

In the development of hydropower, profitable commercial investment and 
extensive markets will depend on cooperation between the PRC and India and 
also with neighboring countries. Only about 3,500 MW of the hydropower 
potential of the Ganga and Brahmaputra basin have been or are being tapped 
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presently, while the estimated total stands at 90,000 MW approximately. The 
Ganga basin accounts for 40 percent of this hydropower, and the Brahmaputra 
basin for 57 percent (Das 2005b). With 37 percent of this potential, NER remains 
the largest reservoir of hydropower in the eastern South Asia subregion, while 
Bhutan commands 23 percent, Nepal 28 percent, and North India’s Ganga 
catchment area 12 percent. Much of India’s unutilized hydropower potential is 
located in the Brahmaputra basin. In India’s Arunachal Pradesh, which has 39 
percent of India’s power potential, only 2 percent of this reserve is currently 
being energized. NER’s hydropower can be marketed in SWC and among 
neighboring border countries. Massive investments are required for the 
development of the hydropower resources of the Ganga−Brahmaputra basin, and 
therefore can be productive with enhanced cooperation between the PRC and 
India. This can thus result in an integration of the power transmission and 
distribution networks of Bangladesh, Bhutan, PRC, India, Myanmar, and Nepal. 

Coordinated planning of hydropower investments and power transmission 
networks entails decision making on an exceedingly complex matter. Smaller 
countries usually have concerns about being marginalized by big neighbors. But 
complexity decreases with strong administrative political systems to facilitate 
trade and investment. Some of the requisite official decisions have to be carried 
out multilaterally and others bilaterally. Moreover, administrative matters and 
political will have to be directed toward enhancing partnership between the 
public and private sectors.  

Attracting investments for mega projects in highway or hydropower 
development in India’s NER may require the combined efforts of public and 
private agencies in the countries concerned. While ADB has launched initiatives 
for the development of South and Southeast Asia under South Asia Subregional 
Economic Cooperation (SASEC) and the Greater Mekong Region (GMS)27 
programs, respectively, much more needs to be done by the PRC and India to 
draw investments from Europe, Japan, and North America for promotion of trade 
and investment in India’s NER and the PRC’s SWC. Many other areas in the 
world are also competing for investments. Therefore, public−private agencies in 
the PRC and India must cooperate to collect/disseminate information and adopt a 
strategy to secure foreign investments. Attempts should be made to strengthen 
networking among chambers of commerce and academic organizations in NER 
and SWC, and among respective government agencies, in such a way that 
promotional activities (e.g., in tourism) can avoid wasteful competition among 
various subregional cooperation blocs in the region and multiply mutual benefits. 
Such networking can ensure that investment by India in the PRC and vice versa 
will be so designed and located to maximize impact upon the entire area and 
enhance growth by trade and employment generation. 

A major barrier to expanding India’s trade with bordering countries is the 
lack of adequate transport network. Cross-border infrastructure development can 
create a sound environment in geographically proximate or integrated areas for 

                                                           
27For further details, see http://www.adb.org/Documents/CSPs/GMS/2004/RCSP.asp. 

http://www.adb.org/Documents/CSPs/GMS/2004/RCSP.asp
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promoting prosperity of trade and investment. In the PRC and India, a majority of 
the poor lives in the remote and/or isolated areas, especially in the cross-border 
regions. These areas urgently need to set up linkages with the outside world, 
through highway, railway, and telecommunications to take advantage of their rich 
resources. Cross-border infrastructure programs could make use of 
complementarities and economies of scale in these geographically contiguous 
areas. The establishment of physical linkage through transportation and 
telecommunications would reduce the cost for factor mobility and increase trade 
and investment.  

The development of adequate and good quality transport infrastructure 
such as road, air, shipping, and rail networks in these regions will pave the way 
toward promoting international trade between India and its immediate bordering 
countries and regions. Improving transport infrastructure can generate economic 
activities in NER, i.e., increased international trade, and will, in the process, spur 
development and improve the quality of life. Better transport facilities are vital in 
reducing intercountry and intracountry inequality. To achieve substantial progress 
through international trade and economic cooperation, priority should be given to 
the development of infrastructure facilities. Added to this, complementary policy 
reforms, accompanied by improved procedural and operational efficiency in the 
transport sector, are essential for supporting trade liberalization. In Asia, Iran, 
Jordan, and Kazakhstan are examples of countries that have actually invested in 
new highway and railway construction in order to maximize earnings from transit 
traffic. ADB’s highly successful Greater Mekong Subregional cooperation project 
seeks to promote the three Cs: connectivity, cooperation, and competitiveness. 
One of its two East−West road corridors will soon connect the Andaman Sea (the 
Myanmar coast) through Thailand and Laos with the South China Sea (at Danang 
in Viet Nam). Therefore, the time is ripe for the PRC and India to share each 
other’s strengths in social and economic infrastructure so that the economies of 
both countries, particularly regions that are relatively poor, will gain appreciably. 

Border trade potential between the PRC and India can be realized by 
creating proper trade and communication facilities at the border points.28 While 
cross-border investment does not exist at present, strengthening existing 
communication facilities between NER and SWC will generate cross-border 
investments. Closer cooperation between the PRC and India may help in 
developing this vast and unexploited potential of cross-border cooperation for 
mutual benefit. Such cooperation will contribute in fostering public−private 
partnership in enriching the economic life of the regions concerned. This will, 
moreover, enable both governments to expand the necessary infrastructure 
facilities and to adopt favorable policies, which will boost the competitiveness of 
the PRC and India in the global market. There are some positive indications of 

                                                           
28During the visit of India’s Prime Minister to the PRC in June 2003, both countries 

signed an agreement that commits both sides to trade through Nathu La in Northeast Sikkim 
(India) and Yardong in TAR (the PRC). This border crossing point was closed just after the 
India−China War in 1962. 



66   ASIAN DEVELOPMENT REVIEW 

joint ventures between Indian and PRC oil companies in bidding energy sector 
projects in third countries. For instance, ONGC Videsh Ltd. (an Indian Fortune 
500 public sector company) has partnered with PRC firms in Ivory Coast, Russia, 
and Sudan. 

The big opportunities for NER also lie in developing trade routes from 
NER to Myanmar and Yunnan province in the PRC. The Nathu La border 
crossing with TAR is unlikely ever to constitute a major trade route between the 
two countries. The distances to other countries are too great, and the regular 
winter closures and frequent temporary closures in other times rule out the Nathu 
La border as a major cross-border trade route between the PRC and India. This 
border crossing would be very suitable for local trade and tourism. A recent 
development is a road linking PRC, India, and Myanmar has been opened to 
traffic. The road section from Pingyuan to Nabang in Injiang county of Yunnan 
province, which lies on the border with Myanmar, was opened to traffic in April 
2005. After the opening, travel distance from Kunming (capital of Yunnan 
province), via Myitkyina in Myanmar, to Ledo in India has been shortened to 
about 1,200 km. Previously, freight transport between Yunnan and India had to 
follow a roundabout route from Kunming to Zhanjiang port in Guangdong 
province, then loaded onto ships bound for India via Malacca Straits⎯a total of 
6,000 km. This road will also facilitate freight transport from Yunnan to Europe 
and Africa via seaports in India and Myanmar.  Strengthening cooperation among 
PRC, India, and Myanmar would facilitate direct (and nonstop) railway/road/air 
linkage between the PRC and India. Here, PRC, India, and Myanmar can learn 
from the experiences of the NAFTA. In view of the regional geopolitical setting, 
cross-border trade between the PRC and India will always be beneficial to the 
local population. However, its contribution largely depends on two factors: the 
export potential and the existence of suitable conditions for the growth of cities. 
Without trade, a border area becomes a closed economy. 

India could cooperate with PRC for human resource development in a wide 
range of areas which, inter alia, calls for mutual recognition of degrees, courses, 
and credits between the universities and other institutions of higher learning 
within the region, exchange of faculty, and facilitation of greater mobility of 
students between countries. This in turn could further enhance people-to-people 
contacts, and thereby promote cooperation in other related areas such as science 
and technology, trade and investment, and tourism in the region. In the era of 
globalization, English has become a language with immense importance. The 
SWC in general is weak in the English language and is keen on developing this 
capability. Given India’s capability in this field, this is could be an area of special 
focus. The PRC and India also need to facilitate greater interaction between the 
media of the two countries to reduce the information gap. There is very little 
reporting on SWC in the Indian media and vice versa. To bridge this gap, some 
exchange fellowships for media persons and journalists could be set up to allow 
SWC journalists to spend some time in India and vice versa. There are also ample 
opportunities of cooperation in the entertainment sector, with SWC having 
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excellent locales for shooting films with natural settings. India, being the world’s 
largest film making country, can use these locations. Given the fact that Indian 
films are already popular in the PRC, such initiatives will enhance people-to-
people contact. This by itself might facilitate greater integration of media groups 
within the region. 

Finally, public and private sector agencies in the PRC and India must pool 
their resources to launch a comprehensive and systematic entrepreneurship 
development program, particularly in the PRC’s southwestern region. New 
entrepreneurs, even though working on a small scale, often come up with 
significant innovations (as in the United States). If such entrepreneurs can 
provide original products in the sectors of information technology, 
biotechnology, or solar/wind energy, these will substantially contribute to poverty 
reduction, growth, investment, and trade in the PRC and India. Cooperative 
development in this region can also gather force to counteract some of the 
adverse effects of globalization by reducing the economic disparity between high- 
and low-income countries, or, what is far more practicable, by using the 
PRC−India solidarity to cope with this rich−poor disparity. 

 
V. CONCLUDING REMARKS 

 
Economies, societies, regions, and nations around the world are fast 

becoming integrated among themselves and into the world economy, especially 
during the last decade, in an unprecedented way. Not only commodities but also 
factors of production and services are becoming more and more mobile 
internationally. In one sense, if an economy or a region within an economy fails 
to integrate itself into the changing world or fails to maintain a competitive and 
decent economic environment, its most valuable human resources will eventually 
move out of the region, thereby making it a loser in today’s world. Globalization 
means increasing access to world resources. It also means “competition” in a 
world economy and survival of the fittest, whether an individual, firm, region, or 
nation. Integration will bring reduced transaction costs, greater productive 
infrastructure services, lower trade barriers, faster communication of ideas, goods 
and services, and rising capital flows. Integration requires a strong political will 
not only at the national level but also at the regional level. Hence, “integration” is 
the other name of “globalization.” 

The PRC and India are great nations that in the past created splendid 
civilizations in world history. Currently, both countries are faced with high 
pressures of population growth, poverty, and income disparity. Strong economies 
can be developed by learning from each other’s experiences and 
complementarities. Some of the areas where northeastern India and southwestern 
PRC can cooperate include tourism, education, construction, infrastructure, 
plantation sector, and agro and food processing industries. Southwest PRC can 
contribute to northeast India’s development in several areas, which include 
infrastructure, particularly roads and airways, logistics, industrial parks, and 
tourism. Northeast India can also contribute to southwest PRC’s development in 
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education, IT and software services, telecommunication, housing, and real estate. 
Enhanced cooperation between the PRC and India will transform these 
complementarities for the benefit of the regions. Cooperation in trade, tourism, 
and industries between the PRC and India can enhance certain initiatives on 
PRC−India relations that have already been launched. 

Strengthening cooperation among PRC, India, and Myanmar would 
facilitate direct (and nonstop) railway/road/air linkage between the PRC and 
India, and also among neighboring countries. Here, the PRC and India can learn 
from the experiences of NAFTA. In view of the regional geopolitical setting, 
cross-border trade between the PRC and India will always be beneficial to the 
local population. However, its contribution largely depends on two factors: the 
export potential and the existence of suitable conditions for the growth of cities.  

Since both the PRC and India are focused on achieving the status of 
developed countries through an appropriate set of policies and actions, narrow 
political considerations need not inhibit the spirit of growing cooperation. Given 
India’s gradual emergence as a knowledge-based economy, and of the PRC as a 
manufacturing-based economy, coupled with the existence of diversities as well 
as complementarities, NER and SWC will certainly benefit from closer economic 
cooperation. However, looking at the overall geopolitical settings, both countries 
are likely to take cautious steps in facilitating cross-border interaction. To move 
in this direction, apart from encouraging regular exchanges between cultural, 
business, and academic institutions between the two countries, the governments 
may together conduct a detailed policy planning study to plan a strategy and a 
road map of gradually expanding cooperation.  

Benefits of closer economic cooperation have been reflected in rising 
bilateral trade between the two countries; bilateral trade having crossed over 
US$12 billion in 2004. In view of their complementarities based on comparative 
advantages, the potential for further enhancement of trade is significant. Studies 
suggest that the potential for trade expansion between India and the PRC is very 
large (Government of India 2005a). Each side is now focused to take advantage 
of rising opportunities for mutual gains instead of competitive challenges from 
each other. 

Bilateral regional cooperation and integration can help to maximize the 
benefits of globalization, while minimizing its risks. But on a broader scale, the 
impetus for more regional integration in Asia has resulted from relatively slow 
progress in multilateral trade talks at the global level, and the benefits of free 
trade agreements (FTAs) in Europe and the Americas. There has been a shift in 
regional trade strategy, and bilateral trade accords are on the ascendant, marking 
a shift from a regional emphasis on multilateralism. With the aggressive pursuit 
of these bilateral trade deals among Asian countries and between Asian with non-
Asian countries, the opportunity costs of not accelerating bilateral regional 
integration are high for Asian countries, particularly for the fastest-growing, 
large, and neighboring countries of the PRC and India. 

The environment for greater integration between the PRC and India is 
better than ever even as the opportunity cost of nonintegration continues to 
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increase. This is the right time for the PRC and India to intensify cooperation 
between its SWC and NER regions through initiatives for closer economic 
exchanges that promote trade and investment. Being WTO members, the PRC 
and India can benefit from a globalizing market economy. This cooperation will 
improve the quality of life of the common people in both countries. 

Finally, an advocacy of enhanced cooperation between the PRC and India 
does not imply any restriction upon existing subregional cooperation in the larger 
surrounding area, i.e., among countries belonging to SAARC, SASEC, and 
BIMST-EC. Cooperation between the PRC and India (in matters of trade and/or 
investment) is sustainable regardless of operation of other multicountry 
cooperation initiatives. Geographical contiguity buttresses the PRC−India 
cooperation. Other subregional cooperation initiatives should not be perceived as 
constraints in developing the potential cooperation between the PRC and India. 
Moreover, the development of cooperation between the PRC and India can 
enhance cooperation of these two countries with various countries in Southeast 
and East Asia. 
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Quota-free Trade in Textiles and Clothing: 
Policy Issues and Options for ASEAN 

THITAPHA WATTANAPRUTTIPAISAN  

Constrained until 2005 by import quotas, the production and trade of textiles 
and clothing (T&C) has become widely dispersed with substantial losses in 
global income and welfare. Meanwhile, quota and tariff preferences from 
major importing countries have enabled a large number of developing 
economies to embark on this “starter industry” and to gain a larger market 
share than would have been the case under an open trade regime. The 
People’s Republic of China (PRC) and India are expected to benefit most 
from a quota-free T&C trading environment but at the expense of many 
economies with preferential treatment, including a large number in the 
Association of Southeast Asian Nations (ASEAN). There is, however, much 
scope and several options for the regional economies to mitigate some of the 
adverse repercussions. Suitable procurement and production mixes of 
imported inputs, including for up-scale applications in T&C, can yield 
preferential market access, for example, in the European Union and Canada. 
An integrated supply chain within ASEAN or linking ASEAN with South 
and/or East Asia can help global buyers, including those from the United 
States, to reduce their overdependence on and to offset supply problems from 
the PRC. Joint ventures with T&C firms in the PRC are an appealing option 
for the more developed ASEAN economies.  

 
I. INTRODUCTION 

 
At one time or another, the textiles and clothing (T&C) sector was a major 

source of domestic employment, industrial skills and know-how formation, and 
foreign exchange earnings in many countries. A large number of them had 
effectively internalized the economic efficiency and surpluses gained from this 
starter industry for the subsequent upgrading, deepening, and diversification of 
their knowledge, technology, and skills base (Gereffi 2002, 1). Indeed, Japan and 
the fast-growing, newly industrialized economies (NIEs) in East and Southeast 
Asia have consequently become an important source of complementary capital, 
technologies, and markets for the late industrializers in Asia and elsewhere.  

A good illustration in the above context is the cross-border 
commoditization of information and communication technology (ICT) products, 
especially from the 1990s. The process is mediated through trade and driven by 
foreign direct investment (FDI) so that dispersed supply networks in the 
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developing economies of East and Southeast Asia became a major global player 
within that decade (Yusuf et al. 2003; Borrus, Ernst, and Haggard 2000; Ito and 
Krueger 2000). Trade-based T&C production has also been fragmented globally 
but unlike the case of the microelectronics industry, the process is governed not 
just by the imperatives and impulses from industrial upgrading and rising costs 
from the FDI source countries. 

Other contributing factors to such transboundary dispersal of supplies 
include the significant and wide-ranging tariff and nontariff barriers on global 
T&C trade for many decades. A series of Multifiber Arrangements (MFAs), for 
example, governed such trade under the General Agreement on Tariffs and Trade 
(GATT) between 1974 and 1994. The Agreement on Textiles and Clothing 
(ATC) came in force in 1995 and, until its expiry on 1 January 2005, was 
administered by the World Trade Organization (WTO), the GATT successor. But 
that termination does not signify the end of tariff and nontariff barriers to global 
trade in T&C, the only industrial goods that had until then remained outside the 
ambit of multilateral trade rules. 

Textiles and clothing have long been of significant policy interest to 
ASEAN. Several of the regional countries (including Indonesia, Philippines, and 
Thailand) are among the top ten exporters of T&C products in major import 
markets. Meanwhile, the T&C sector accounts for the bulk of export earnings and 
has a major share of domestic employment in Cambodia, Lao People’s 
Democratic Republic (PDR), Myanmar, and Viet Nam (or ASEAN−4). As a 
result of industrial upgrading and diversification, however, T&C are of limited 
and/or declining importance in the other ASEAN members such as Brunei 
Darussalam, Malaysia, and Singapore.1 

The paper looks at some of the main features of the MFA and ATC trade 
regimes, including the integration of MFA quotas into the GATT (Section II). It 
then examines in Section III the patterns and structure of world trade in T&C and 
some of the expected developments in T&C trade post-MFA. In Section IV, the 
related policy options and implications for developing country exporters are 
analyzed with special reference to those in ASEAN. The People’s Republic of 
China (PRC) dominates global trade in T&C, and the related challenges and 
opportunities for ASEAN deserve a separate discussion. This is carried out in 
Section VI, followed by a number of concluding remarks in the last section of the 
paper. 

 
II. BUILT-IN CONSTRAINTS IN GLOBAL T&C TRADE 

 
Among the major exporters of T&C in the early postwar period were India; 

Japan; Hong Kong, China; Republic of Korea (Korea); Pakistan; and Taipei, 
China. They had agreed to voluntary export restraints (VERs) on cotton textile 

                                                           
1A detailed and useful profile of the T&C sector in ASEAN countries and in many other 

supplier economies is provided in United States International Trade Commission (USITC 
2004). 
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products shipped to the United States in the 1950s (Nordas 2004). The VERs 
were then incorporated into a series of Long Term Agreements Regarding 
International Trade in Cotton Textiles (LTAs) between 1962 and 1974. 
Subsequently, LTAs were replaced by the MFA, which was negotiated and 
renewed five times between 1974 and 1994. MFA extended restrictions in T&C 
trade to wool and man-made fibers (including silk) and to products made from 
those raw materials.  

 
A. MFA Quota Restrictions 

 
As such, global trade in T&C was excluded from the core principles under 

GATT and WTO—namely transparency, nondiscriminatory treatment, and 
avoidance of absolute quantitative limits. MFA quotas were imposed on most 
exported T&C goods by major importing countries such as Canada, European 
Union (including Austria and Finland), Norway, and United States. MFA 
restrictions were then carried over to the ATC by those countries except Norway, 
which eliminated all the remaining MFA quotas between 1996 and 2001. Quotas 
were negotiated on specific T&C items, and allocated on a country-by-country 
basis. With few exceptions, quotas were more restrictive on imported garments 
than on textiles;2 the former are subject to steeper escalation in import tariffs as 
well (more in Section IIC below).  

Progress in information and communication technology (ICT) has 
stimulated the proliferation of FDI-driven, cross-border commoditization of most 
manufactures and the vertical dispersion of the value chain. The quota system 
provided a further impetus to these trends, including quota-hopping relocation 
and quota “skirting” practices in the T&C sector.3 Quota concessions have been 

                                                           
2About 40 percent of garment imports into the United States during the 1990s came 

under binding quotas (defined as those with a fill rate of 90 percent or above). Meanwhile, 
there has been a progressive liberalization of the T&C import regime in the European Union so 
that imports under binding quota (with a fill rate of 95 percent or above) were 25 percent of the 
total in the early 2000s. In addition, no quotas were applied on T&C imports from the least 
developed countries (LDCs). Moreover, a nonreciprocal tariff preference of 20 percent of the 
most-favored nation (MFN) rates was granted on imports from all developing countries except 
those bordering the Mediterranean for which T&C trade liberalization was postponed until the 
last phase of the ATC (Evans and Harrigan 2004, Memedovic 2004). 

3Rapid expansion in T&C exports by competitive producing countries will inevitably 
invoke quota limitations. Thus, as quotas become restrictive in one country, relocation 
investment will be made by that country to other countries that are initially unconstrained or 
less constrained by quantitative export restrictions. Those host countries will eventually face 
quota barriers to their T&C exports, causing both domestic and external investment as well as 
other resources to be footloose again. For example, constraints on T&C exports from Japan 
generated investment flows to several of the first-generation NIEs in East Asia, and then from 
these NIEs to several countries in Southeast Asia and South Asia. Meanwhile as a short cut, 
T&C products from a quota constrained country may be shipped to and exported by third 
countries. Notwithstanding rules-of-origin (ROO) requirements and the related inspection and 
certification for compliance, quota skirting practices may be quite widespread among the 
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supplemented by tariff preferences in many regional trade agreements (RTAs) 
and preferential trade programs (PTPs).4 These arrangements have enabled a 
large number of developing economies to embark on T&C as a starter industry 
for mass poverty reduction, large-scale employment generation, and export-
oriented industrialization. Many of them have subsequently gained a bigger 
market share than would have been the case under a nondiscriminatory trade 
regime. 

However, most of those economies have inadequate resources and support 
industries and other marketing linkages to upgrade themselves to large-scale, full-
package suppliers or original equipment manufacturers. They have thus become 
mired in a T&C sector assembling standardized products by low-skilled labor and 
yielding limited value addition locally. A low share of domestic value added may 
shield exporting economies somewhat from the ensuing disruptions and 
relocations of T&C production activities from 2005. Such an impact, however, is 
still serious due to mass poverty and unemployment and to the limited resources, 
skills and opportunities for changed specialization, especially among the smaller 
exporting economies. 

Indeed, quota allocations have often been portrayed as a cashless form of 
aid giving between the donors and the intended beneficiaries (Wehrfritz and Seno 
2005, Bhagwati and Panagariya 2004). The most efficient suppliers and large-
scale production clusters were penalized in the process, and the resulting losses in 
world income and welfare (through resource misallocation and higher consumer 
prices) have been very substantial (more below in Section III). Meanwhile in the 
beneficiary countries, the accorded quotas tended to “lock in” T&C production 
and trade activities during the rolling periods of the negotiated bilateral 
agreements. In turn, this has prevented timely adjustments, a major element of 
competitiveness in an environment of rapid changes in market conditions and 
consumer preferences.  

Additionally, the quota system itself is also very complex, thus entailing 
high transaction costs for monitoring and compliance on both sides. Quotas were 
typically specified at the 6-digit Harmonized System (HS) level and were applied 
to a very large number of products (some 800 in the case of the United States). 
Meanwhile, there is the conspicuous absence of harmonized ROO, product 
standards, and other conformance requirements among RTAs and PTPs.5 Thus, 

 
interlinked, multicountry production networks. As grey-market activities, however, there are 
few precise data on the values, volumes, and frequencies involved. Such a practice will become 
less important under a more open trade regime.  

4In particular, some 250 RTAs had been notified to GATT/WTO by 2002, of which 129 
came into existence between 1995 and 2002. Furthermore, these RTAs involved all WTO 
members at that time, except five, namely PRC; Hong Kong, China; Japan; Macau, China; and 
Mongolia. 

5These rules typically set the benchmarks and thresholds for the origin(s) of the imported 
T&C products and/or the minimum levels or volume of domestic contents or transformation 
embodied in the products concerned. They are necessary to ensure that the quota and tariff 
concessions flow to the intended beneficiary countries, rather than to their competitors or the 
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quota-granting importing countries may have varying sets of ROO, standards, and 
required conformance on specific products under different trading arrangements 
from different import sources and/or in different years (Evans and Harrigan 2004, 
7). 

Likewise, diverse sets of ROO, standards, and other conformance 
requirements are also applicable on specific T&C goods exported by the same 
beneficiary country but under different trading arrangements, to different 
countries and/or in different renegotiated preference regimes. Consequently, 
compliance by exporters becomes a very complicated and often costly issue, 
contributing thus to the uneven utilization or even abandonment of the allocated 
quotas. In 2000, for example, 21 out of 43 specific quotas in the United States 
(the largest global market for T&C) had a utilization rate below 50 percent, with 
zero utilization for three quotas. In the European Union, 28 out of 37 T&C quotas 
had a utilization rate below 50 percent (WTO 2001), while Canada had 19 out of 
27, respectively.  

 
B. Quota Integration under the Interim ATC 

 
Textiles and clothing are among the few sectors where developing 

countries expect to gain the most from multilateral trade liberalization. These 
countries had been skeptical at the outset about the proposed inclusion of services 
and intellectual property in the Uruguay Round. It was, however, the prospect of 
substantial gains through T&C liberalization that had induced developing 
countries to enter into negotiation on those two sensitive areas. The ATC was 
thus part and parcel of the single undertaking reached under the Uruguay Round. 
Like the MFA it replaced, the ATC was supposed to be a transition regime 
leading to the full integration of T&C into the multilateral trading system.  

The integration process has a 10-year timeframe (from 1995) to provide the 
necessary lead time for adjustment by both the producing and consuming 
countries. This target has proven unrealistic as a result of inertia and 
complacency, lack of resources and opportunities for upgrading and 
diversification, and inadequate political will. In fact, all those have led to 
suggestions and pressures at WTO and elsewhere for some forms of extended 
T&C quotas to avoid the unintended effects of quota removal. Thus, one 
unexpected by-product in quota allocations⎯particularly those under preferential 
RTAs and PTPs⎯is the provision of a “wrong” signal to many beneficiary 
economies (Wehrfritz and Seno 2005, Bhagwati and Panagariya 2004, Mayer 
2004).  
 
lowest-cost (but nonpreferential) suppliers. Paradoxically, however, a sufficiently restrictive 
ROO can be counterproductive to the beneficiaries, especially those that do not have or are not 
able to accumulate the resources, expertise, and production scale required for full compliance 
(Mattoo, Roy, and Subramanian 2003). In extreme cases, a set of restrictive ROO can work in 
favor of domestic suppliers in quota or preference granting countries, especially when their 
own inputs such as fabrics (instead of those from third countries) qualify or are required for 
ROO compliance purposes. 
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There are two components to the integration process under the ATC. First, 
all importing countries were required to incorporate, in four progressive steps, 
T&C products (whether or not these had been restricted under MFA) into GATT 
in 1994. The relative share of (quota-free) integrated T&C trade was to be 16 
percent (of their 1990 T&C import volumes) at the beginning of 1995; 33 percent 
at the beginning of 1998; 51 percent at the beginning of 2002; and 100 percent at 
the beginning of 2005. Second, as regards the very large number of T&C items 
still subject to MFA quotas (or not yet integrated) in the transition period, the 
importing countries must increase progressively their base annual growth rates. 
The increase was to be 16 percent in 1995, another 25 percent in 1988, and a 
further 27 percent in 2002.6  

Through the mandated growth-on-growth provision, ATC quotas were 
expected to become nonbinding on a de facto basis for many of the quota-
restricted items by the end of the 10-year transition period.7 The ATC, however, 
provided considerable flexibility in the selection of products to be integrated, 
provided that those products came from each of these four categories: tops and 
yarns, fabrics, made-up textiles, and apparel. As it was, the major importing 
countries decided to integrate numerous T&C goods not covered by MFA, 
including MFA articles not under quota, with largely unfilled (or underutilized) 
quotas, or having limited commercial importance. Integration of the most 
“sensitive” items in the major importing countries, which were also of greatest 
export interest to developing countries, was deferred until the last step. 

Among the large T&C importers, Japan had not applied MFA quotas while 
Norway had eliminated those quotas in 2001, as noted earlier. Technically, all 
minimum ATC requirements as regards the integrated quota volumes and the 
growth-on-growth provisions had been carried out by other major importers of 
T&C. The overall impact of the integration process actually carried out was 
modest, however. Canada, European Union, and United States had removed 
about 12 percent of the 1,271 quotas carried over from MFA. The United States 
integration schedule, in particular, showed that up to 89 percent of imported 
garments and 47 percent of textiles imports would be integrated on 1 January 
2005 (Mayer 2004, USITC 2004, WTO 2002 and 2001). 

Such extensive back loading in implementation among the large T&C 
importers would, and does in fact, cause an adjustment shock in 2005. This is 
because T&C products slated for last-minute integration on 1 January 2005 
typically carried higher import tariff rates; tariff escalation is very significant on 

                                                           
6For small suppliers (with a share of 1.2 percent or less of another WTO member’s total 

import quota in 1991), the mandated quota growth rates were to be accelerated by one step. 
This meant the growth rates were to be raised by 25 percent in 1995, by another 27 percent in 
1998, and by a further 27 percent in 2002.  

7The base quota growth rates varied by country and per specific T&C product. They 
ranged from less than 1 percent to as much as 6−7 percent. As a whole, the trade-weighted 
annual growth rate for WTO members’ quota averaged 4.9 percent under the MFA regime in 
1994. Under the ATC, they were expected to rise to 5.7 percent in 1995, 7.3 percent in 2000, 
and 9.3 percent in 2002 (USITC 2004). 
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such processed goods as made-up textiles and apparel (more below). The frequent 
reliance on safeguard measures under Article 6 of the ATC, meanwhile, was an 
indication of the persistent lack of will to liberalize T&C trade. Moreover, 
quantitative restrictions associated with imposed safeguard measures contributed 
further pressures to pent-up import demand as well as to the consequent high 
prices borne by T&C consumers and the misallocation of related investment and 
other resources. 

 
C. Tariff Barriers 

 
High import tariffs are characteristic of the T&C sector. They averaged, for 

example, 6.2 percent for textiles and 16.1 percent for clothing among OECD 
countries in the early 2000s, compared to 6.2 percent on all manufactured 
products. In particular, the simple average tariff rate on imported textiles and 
apparel was respectively double and triple that on imported manufactures in the 
three largest global markets (European Union, Japan, and United States) in 2003. 
Import tariffs on T&C among developing countries, however, were even higher. 
They averaged 18.1 percent on textiles and 23 percent on clothing, compared to 
13.5 percent on all manufactured goods in the early 2000s (Mayer 2004, OECD 
2004, UNCTAD 2002).  

Additionally, tariff peaks in the developed countries can be punitive, 
ranging from 30 to 40 percent of the value of many imported T&C items. Tariff 
escalation is also significant, for example, from raw to processed cotton goods in 
the European Union (from 0 percent on raw cotton to 3 percent on woven cotton 
fabrics in 2002) and the United States (from 4 to 7.9 percent on the same goods in 
2004). In Japan, tariffs on imported fabrics was 2.5 percent but escalated to 12.6 
percent on made-up garments in 2003. Tariff escalation and higher tariff peaks 
are also present in developing countries, including among the large T&C 
exporting countries in ASEAN and South Asia. Those peaks are typically in the 
low double-digits for raw and semifinished materials, and much higher for 
finished products, such as garments (Mayer 2004, OECD 2004, WTO 2003).  

An offsetting factor to high tariff barriers in developed-country markets has 
been the proliferation under WTO of RTAs and PTPs, bilaterally or between 
groups of countries. Many developing countries are the signatories and 
beneficiaries of quota and tariff concessions in those arrangements and programs. 
For example, the second largest suppliers of T&C products are Mexico to the 
United States under NAFTA, and Turkey to the European Union as part of a 
Customs Union. Meanwhile, the applied tariffs on T&C goods from countries in 
Eastern and Central Europe (including the Czech Republic, Poland, and 
Romania) and developing economies in North Africa (such as Morocco and 
Tunisia) are virtually zero. 

Across the Atlantic, other developing country exporters of T&C from the 
Caribbean, Central America, and Africa have also benefited, respectively, from 
the United States’ Caribbean Basin Trade Partnership Act (CBTPA), the African 
Growth Opportunity Act (AGOA), and the Andean Trade Promotion and Drug 
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Eradication Act (ATPDEA). The former two Acts were consolidated into the 
United States Trade and Development Act of 2000. Several smaller ASEAN 
members have also gained directly and indirectly from trade preference schemes 
in North America and the European Union; this is considered further in the next 
section.  

 
III. PRODUCTION AND TRADE IN T&C 

 
The value of world trade in clothing, which has exceeded that of textiles 

from the late 1980s, was rising twice as fast (at 6 percent on annual average) than 
the amount of global trade in textiles (3 percent) between 1990 and 2001. Indeed, 
several T&C products (including silk, knitted and textile undergarments, and 
knitted textiles) were among the 20 most dynamic items traded globally, with 
export values increasing at 12−13 percent annually during 1980−1998 (UNCTAD 
2002).  

 
A. Overview 

 
Generally, less than one half of global production of textiles is used in 

clothing making. Nonclothing textiles of single or composite materials (e.g., 
plastics and fiberglass) are present in such diverse industries and applications as 
residential and office furnishing and furniture, automotive and other transport 
vehicles, health and hygiene products, construction, and environment. Notably in 
this connection, textiles production has become highly capital-intensive and 
technologically sophisticated. That has helped to sustain the competitiveness of 
several NIEs and other industrialized countries in high-quality and top-end 
fabrics manufacture but not in standard segments of garment making (which 
requires large inputs of mostly low-skilled labor).8 

In absolute terms, world trade in clothing reached US$200 billion (or 3.2 
percent of the value of global merchandise exports), and that in textiles US$152 
billion (or 2.4 percent) in 2002. The combined share of Canada, European Union, 
and United States in world import of textiles expanded from 35 to 43.5 percent 
between 1995 and 2002. Of those proportions, the United States alone accounted 
for 14 and 21 percentage points, respectively. As regards clothing, the combined 
share of the same groups went up from 62 to 67 percent in the respective 

                                                           
8The increasing sophistication of machinery and equipment for spinning, weaving, 

dying, printing, and finishing has greatly boosted both the operating speeds and productivity 
levels of such activities. The basic production technology in clothing has not changed much 
over the past century, however. This sector involves low-skilled assembly operations in the 
mass production of lower-quality and/or standard products. On the other hand, up-scale 
segments in the sector (e.g., high fashion and sportswear) involve high-skilled design and 
marketing functions. Indeed, the competitive advantage of (and hence the price premium 
gained by) fashion-based firms depends less on cost efficiency. It has more to do with their 
ability to produce designs that capture and, even better, set the trend in consumer tastes and 
preferences. 
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benchmark years. However, the European Union share fell from 32 to 30 
percentage points while that of the United States rose from 30 to 35 points 
between 1995 and 2002. 

Thus, the United States is not only a faster growing market among the 
countries applying MFA import quotas. Its demand for imported textiles was 
rising by 9 percent, and that for clothing by 5.5 percent a year in nominal terms 
between 1995 and 2002. The country has also remained by far the largest single 
destination for textiles, worth US$17.2 billion; and clothing, worth US$68.1 
billion in 2003 (USITC 2004, OECD 2004).  

In particular, the United States absorbed virtually all T&C products (88−96 
percent) exported under NAFTA by Canada (valued at US$3.1 billion in 2003) 
and Mexico (US$7.9 billion). It also took in 92−95 percent of all clothing from 
Honduras and the Dominican Republic, with total export under the CBTPA 
amounting to US$9.7 billion in 2003. The T&C exports under AGOA were worth 
US$1.5 billion and under ATPDEA, US$1.1 billion in the same year.9 Clothing 
constitutes the large bulk (75−90 percent) of exports to the United States from 
developing economies in Asia except India, Korea, and Pakistan. Meanwhile, the 
largest Asian suppliers of T&C to that market in 2003 included the PRC 
(US$14.7 billion). Following at a distance were Hong Kong, China; and India 
(US$ 3.6-3.9 billion); then Thailand, Viet Nam, Indonesia, Pakistan, Philippines, 
and Bangladesh (US$2.0-2.5 billion). Cambodia and Malaysia earned US$1.25 
billion each from T&C exports to the United States (Table 1). 

 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

                                                           
9Also notably, duty-free exports of T&C to the United States reached 95.5 percent in the 

case of Canada and Mexico, and 75−78 per cent under CBTPA, ATPDEA, and AGOA. 
Comparatively, the value of duty-free T&C exported to the United States was in the range of 
2−3 percent in the case of India and Thailand, and one per cent or less in the case of the other 
Asian countries (OECD 2004, 56).  
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Table 1. Textiles and Clothing Exports from Asia to the United States in 2003 
(US$ million) 

 
   Total 

Economies Textiles (T) Clothing (C) Value Percentage of 
    T/T&C 
PRC 3,347.1 11,341.2 14,688.3 22.8 
India 1,415.4 2,158.7 3,574.1 39.6 
Pakistan 1,173.8 1,102.3 2,276.1 51.6 
Korea 924.2 1,925.9 2,850.1 32.4 
Japan 506.3 0.0 506.3 100.0 
Turkey 500.2 1,297.6 1,797.8 27.8 
Thailand 298.5 2,154.6 2,453.1 8.2 
Indonesia 166.4 2,208.6 2,375.0 7.0 
Bangladesh 110.4 1,849.0 1,959.4 5.6 
Iran 129.7 0.0 129.7 100.0 
Philippines 106.7 1,868.6 1,975.3 5.4 
Hong Kong, China 98.7 3,760.3 3,859.0 2.6 
Malaysia 64.3 1,189.9 1,254.2 5.1 
Sri Lanka 53.6 1,474.9 1,528.5 3.5 
Viet Nam 37.4 2,337.6 2,375.0 1.6 
Cambodia 11.6 1,239.9 1,251.5 0.1 
Singapore 0.9 270.0 270.9 0.0 
Lao PDR 0.0 3.9 3.9 0.0 
Myanmar 0.0 152.4 152.4 0.0 
Total  
(including rest of the world) 17,198.8 68,060.1 85,258.9 20.2 
Source: USITC (2005). 

 
B. Estimated Impact of Quota-free T&C Trade  

 
A large number of research studies have been carried out on the global and 

regional impact of trade liberalization, generally and in the T&C sector. The 
estimates show significant variations, a result of various conceptual problems, 
specification differences, and data limitations (Mayer 2004, Nordas 2004, OECD 
2004, USITC 2004, WTO 2003). Thus, the aggregate estimates discussed below 
are useful as an approximate indication of the order of magnitudes involved only.  

 
1. Global Dimensions 
 
Firstly, virtually all of the studies show substantial gains in real income at 

the global and regional levels as a result of multilateral trade liberalization under 
the Uruguay Round. The estimated global benefits range from US$6.2 billion to 
as much as US$324 billion a year. Of those amounts, liberalized T&C trade is 
expected to account for between 42 percent (in static models) and 65 percent (in 
dynamic models) of the overall gains from the Round. 

Secondly, large income gains would accrue to the prime movers of the 
MFA and ATC such as Canada, European Union, and United States. Such gains 
are in general significantly in excess of the short- to medium-term costs in 



QUOTA-FREE TRADE IN TEXTILES AND CLOTHING: 
POLICY ISSUES AND OPTIONS FOR ASEAN  81 

structural adjustment, including through further domestic consolidation and 
overseas relocation of the T&C sector, in the above groups of major importing 
economies. The tariff equivalents of the T&C quotas in the European Union, for 
example, lifted the landed prices of textiles by 1.3 to 21.6 percent, and of clothing 
by 3 to 34.8 percent in 1997. Quotas are estimated to have added 20 percent to 
the costs of T&C imports borne by American consumers (Asian Wall Street 
Journal 2004, A7).10 

Generally, the projected gains in income and export earnings by 
developing countries, many of which are in Asia, are respectively US$24 and 
US$40 billion a year (Asian Wall Street Journal 2004 and Nordas 2004). Textiles 
imports from developing countries would account for 20.9 percent of domestic 
demand in North America before and 21.5 percent after the ATC expiry. The 
corresponding ratios for clothing are higher, 33.8 percent before and 45 percent 
after. Textiles (clothing) import shares in the European Union, which has a less 
restrictive T&C regime, would meet 52.5 (48.5) and 53 (51) percent of domestic 
demand before and after 2005, respectively.  

 
2. Regional Dimensions 
 
Dramatic changes, however, are expected as regards the sources of T&C 

supplies to North America and the European Union (Figures 1 and 2). Firstly, the 
PRC’s clothing share is expected to rise from 16 to 50 percent of import demand 
in North America, and from 18 to 29 percent in the European Union (Nordas 
2004).11 The estimated gains in clothing market share by India are more modest, 
from 4 to 15 percent in North America, and from 6 to 9 percent in the European 
Union.   

Second, among the top 10 exporters of T&C to North America are 
Indonesia, Philippines, and Thailand. Indonesia is also one of the top 10 exporters 
to the European Union, and the country is expected to maintain its market shares 
of T&C in the European Union, but only of textiles in North America. However, 
in quota-free trading, Indonesia and the Philippines are expected to lose their 
garment market shares, from 4 to 2 percent in each case, in North America. This 
is due in part to the growing competition from the PRC and India from 2005.  

                                                           
10For comparison, the export tax equivalent of the ATC quotas for the PRC in 1997 was 

20 percent for textiles and 33 percent for clothing in the North American markets. The 
corresponding figures in the European Union market were 12 and 15 percent (Nordas 2004, 
25). 

11Notably, computable general equilibrium (CGE) models tend to yield somewhat 
overstated simulation results. Those models often assume homogeneous industry structures of 
suppliers and similar sourcing strategies among buyers, and smooth and orderly transition and 
rapid and costless supply responses. Additionally, many CGE models fail or neglect to take due 
account of highly complex schemes of tariff preferences, quota restrictions and ROO (and the 
consequent dynamic relocation and quota and tariff skirting efforts) while assuming that 
maximized T&C output and exports remain an optimum development strategy among 
supplying countries (Mayer 2004,10−21).  
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Thailand is likely to retain its 3 percent share in North American clothing 
demand, a market foothold achieved since the early 2000s. 
 

Figure 1. Top Ten Exporters in the Clothing Market of North America
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Third, the post-ATC shares of clothing exported by suppliers from the rest 
of the world are projected to fall sharply from 24 to just 10 percent in North 
America, and from 30 to 24 percent in the European Union. Characteristically, 
the losses are borne by the main beneficiaries of various RTAs and PTPs. In the 
European Union clothing market, for example, Turkey’s share is expected to 
decline from 9 to 6 percent; that of Eastern and Central European countries from 
15 to 10 percent; and the share of North African countries, from 11 to 9 percent. 
A similar trend is also observable in imported clothing in North America. 
Mexico’s market share is expected to fall from 10 to just 3 percent, and that of the 
rest of the Americas, from 16 to 5 percent. Meanwhile, the market share of 
Bangladesh is halved from 4 to 2 percent. 

Small T&C exporters are not featured in CGE simulation models. 
However, North America and the European Union are also very important 
markets to smaller exporting countries in ASEAN and other regions, as noted 
previously. The estimated sharp losses in market shares borne by developing 
countries after 2005 discussed above are therefore a matter of significant concern 
to them. This is because of the comparatively greater importance of the T&C 
sector in smaller economies and the more limited resources, scale, and skills 
available to them for the necessary structural adjustments and diversification, as 
also noted before.  
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IV. POLICY IMPLICATIONS AND OPTIONS IN ASEAN 

 
In the post-ATC environment, the margins of tariff preferences are even 

more important in sustaining T&C production and trade in Cambodia, Lao PDR, 
and Myanmar, among other less developed countries (LDCs) and small exporters. 
Tariff preferences and special and differential treatment for disadvantaged 
economies are among the major items for negotiation under the Doha 
Development Agenda; such negotiations have proved more intractable and more 
time-consuming than earlier anticipated. More generally, most T&C exporting 
countries are facing difficult policy choices in quota-free trading, a subject for 
examination below.   

 
A. Preferential Arrangements for LDCs and Non-WTO Members  

 
As non-WTO members, Cambodia (until 13 October 2004), Lao PDR and 

Viet Nam were not eligible for benefit under ATC phased-in quota liberalization 
but are liable to very high import tariffs on their exports. In particular, exporters 
without the MFN status (currently designated as the normal trade relations or 
NTR status) with the United States are subject to import tariff rates, for example, 
in the range of 45−50 percent on cotton shirts and sweaters (two major and fast-
growing categories of T&C trade). Those rates are more than double the 
corresponding MFN tariff levels of 17−20 percent. Tariff concessions under 
RTAs and PTPs, if they can be secured at all, have been an interim way out for 
non-WTO member countries.  
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Cambodia had earned less than one million US dollars on T&C exports in 
1995, the year before the country received the MFN/NTR status from the United 
States. The subsequent expansion of the local T&C sector and of exports to the 
United States gave rise in January 1999 to a three-year bilateral T&C agreement 
that was extended until Cambodia’s accession to WTO. This agreement had 
favorable quota provisions as well as Cambodia’s commitment to improve labor 
conditions in the T&C sector. It was also the first time such a commitment was 
obtained by the United States in a bilateral accord (USITC 2004).  

Cambodia’s exports to the United States went up from US$236 to US$740 
between 1999 and 2000, and further to US$823 million in 2001. However, a large 
part of such expansion represented diverted trade as merchandise shipments to 
Singapore were down from US$182 million in 1999 to US$18 and 28 million in 
the following 2 years, while exports to Viet Nam decreased from US$107 million 
in 1999 to US$19 and 24 million during 2000 and 2001, respectively 
(Wattanapruttipaisan 2003, 45). In 2002, Cambodia exported US$1.35 billion 
worth of T&C products to the United States; this represented 76 percent of 
Cambodia’s export earnings and about 71 percent of its T&C shipments. Exports 
to the European Union were worth 392 million euros in 2001, of which 27.4 
percent were admitted duty free (Mekong Capital 2003). 

The agreement on trade in T&C between the European Union and the Lao 
PDR came into force in December 1998. Exports were on the rise so that in 2001, 
T&C shipments to the European Union were worth 127.5 million euros, of which 
57.6 percent came in duty free. That amount was equivalent to 87 percent of all 
the garments exported from the Lao PDR (Mekong Capital 2003). There is a 
bilateral trade agreement between the Lao PDR and the United States but no 
separate T&C accord as yet. The T&C exports to the United States are 
consequently insignificant, in the annual range of only US$3.6-3.9 million during 
the early 2000s. Meanwhile, a Working Party on WTO accession for the Lao 
PDR was set up in February 1998 and a memorandum on the foreign trade regime 
in the Lao PDR circulated in March 2001. Negotiations on accession, which 
started on 28 October 2004, would also be a multiyear process for the Lao PDR.  

A bilateral trade agreement between the United States and Viet Nam in 
December 2001 provided the latter with a MFN/NTR status. Subsequently, T&C 
exports to the United States were boosted from US$49 million to US$0.9 billion 
between 2001 and 2002. As a result, a T&C agreement (with quota provisions) 
came into force between the United States and Viet Nam from May 2003 to 
December 2004, with subsequent automatic yearly renewal until renegotiation or 
until Viet Nam’s accession to WTO. Quotas, which are imposed on 25 T&C 
categories (valued at US$1.7 billion at the 2003 quota levels), are allowed an 
annual growth of 7 percent with the exception of woolen products (2 percent). 
Viet Nam’s T&C exports to the United States reached US$2.4 billion in 2003. 
Meanwhile, preparations for WTO accession by Viet Nam have been under way 
for a decade with the Working Party having been set up on 31 January 1995. 
However, negotiations are unlikely to be completed by the WTO Ministerial 
Meeting in Hong Kong, China in December 2005 as planned by Viet Nam. 
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B. Fostering Regional Cumulation and Linkages 

 
An attractive option for both Cambodia and the Lao PDR concerns 

Canada’s market access initiative for quota- and duty-free exports from LDCs. 
Canada imported US$3.8 (US$4.1) billion of textiles (clothing) in 2002. Its ROO 
requirements are much more flexible from 2003: a minimum of 25 percent of 
import content can come from Canada, from other LDCs, or from developing 
countries eligible for Canada’s General Preferential Tariff scheme (OECD 2004, 
15). Those developing countries include all economies in ASEAN (except 
Myanmar) and East Asia (except Taipei, China). This raises the attractiveness of 
an integrated T&C supply chain within ASEAN, or across East and Southeast 
Asia.  

The European Union comes into the picture in the above regard. Imports 
from ASEAN members (less Myanmar) as well as from those of the South Asian 
Association for Regional Cooperation (SAARC) are qualified for regional 
cumulation in the Union. In particular, preferential tariffs are given to T&C 
imports with double transformations (or double jumps) from yarns to fabrics and 
from fabrics to garments. Single transformation is acceptable under certain 
circumstances. However, the import contents (e.g., imported yarns or imported 
woven fabrics for knitted or woven garments respectively) must be less than or 
equal to 40 percent of the ex-factory prices of the products concerned (Mekong 
Capital 2003, 11).  

Those ROO requirements account in part for a lower proportion of 
Cambodian garments (27.4 percent or 107.5 million euros in 2001) entering duty 
free in the European Union, compared to 57.6 percent (equivalent to 73.5 million 
euros) in the case of the Lao PDR. That is because many inputs for Laotian 
garments are linked to sources from Thailand, thus qualifying for regional 
cumulation (ASEAN less Myanmar). On the other hand, Cambodia tends to rely 
more heavily on imported inputs from East Asian economies that do not qualify 
for such regional cumulation or for regional derogation under the ROO 
requirements in the European Union (Mekong Capital 2003, 14).  

Through suitable procurement and production mixes, therefore, the 
European Union market has much to offer ASEAN and SAARC economies that 
are interlinked in a regional supply chain. Indeed, a significant scope is still open 
for greater regional cumulation and greater regional use of European Union 
textiles and other fabrics in high-end garments for duty- and quota-free exports 
by ASEAN and/or SAARC economies to the Union. On their own, many 
economies in these two regions (including the regional LDCs) cannot meet the 
ROO requirements for better market access in the European Union, or the 
intensified competition in the post-quota trading environment.  

In that context, India can play a complementary role in a supply chain 
spanning the ASEAN and SAARC. Textiles provide almost 50 percent of India’s 
T&C global export value (and 40 percent of T&C exports to the United States), 
compared to 8 percent or less in the case of ASEAN (Table 1). Such a marked 
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difference in trade specialization means that the potential complementarity from 
India is more important to several larger ASEAN economies than the potential 
competition from India, for now. As regards competition, for example, labor 
productivity in textiles (indexed at 107) and clothing (107) in India during 2000 
was much lower than those in Indonesia (158 and 148 respectively), Malaysia 
(209 and 151), and Philippines (140 and 145). In addition, labor efficiency has 
risen at a generally slower pace in India than in ASEAN, relative to the same base 
year of 1990 (UNCTAD 2003, 104).  

It has thus been suggested that substantial investment and on-going policy 
reforms are needed in T&C production and trade, among other sectors, in India. 
All these are to better meet international quality standards, to shorten turnaround 
and lead times through leaner manufacturing and distribution, and to modernize 
T&C machinery and transport infrastructure. In addition, it is essential to 
encourage more domestic competition and entrepreneurship, to upgrade and 
widen the skills base, and to promote high-value services such as design, 
packaging, and marketing in India (Nordas 2004, OECD 2004).   

 
V. CHALLENGES AND OPPORTUNITIES FROM THE PRC 

 
Most of the suggestions and implications noted above are also applicable 

to many ASEAN economies in the highly competitive, post-ATC environment. 
The PRC, currently the world’s largest clothing supplier and second largest 
textiles producer, is also expected to be the biggest gainer in quota-free trade. As 
such, the country is both a formidable competitive threat and a great source of 
complementarities for ASEAN (Wattanapruttipaisan 2005b, Lyall and Albaladejo 
2004). 

 
A. Overview 

 
The PRC’s share of the G-7 clothing market doubled to 20 percent during 

the 1990s.12 Such a rapid gain in market share was achieved mainly at the 
expense of East Asian economies. Nevertheless, the major ASEAN exporters 
(Indonesia, Malaysia, Philippines, and Thailand) were not able to increase their 
(combined) G-7 market share, which remained largely constant at 8 percent in the 
same period (OECD 2002, 138-40).  

The third largest and most liberal global market for T&C goods, Japan,13 
has long been dominated by the PRC, which accounted for 41.1 and 66.5 percent 
                                                           

12The G-7 group consists of Canada, France, Germany, Italy, Japan, United Kingdom, 
and United States. 

13Japan does not apply ATC quotas on imports and has not invoked any transitional 
safeguard measures under the ATC. Moreover, Japan’s Generalized System of Preferences 
program, currently extended until March 2011, provides tariff-free entry for T&C products 
from LDCs as well as large preferential tariff margins for goods from other developing 
economies. The ROO requirements from Japan are relatively easier for compliance as well 
(Mekong Capital 2003, 26). 
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of Japan’s textiles imports between 1995 and 2002 respectively. The 
corresponding figures for clothing were even more significant at 59.1 and 77.5 
percent. Additionally, the PRC has become dominant in other important T&C 
markets, supplying 19.3 (54.3) and 5.9 (29) percent of textiles (clothing) imported 
into Australia and South Africa, respectively, in 1995. Those market shares had 
expanded to 35.2 (70.4) and 18.5 (56.3) percent, respectively, by 2002 (Nordas 
2004).  

Likewise, the substantial post-ATC surge in T&C exports from the PRC to 
the European Union and the United States (by 48 percent in value between the 
first quarters of 2004 and 2005) was not without precedents. Sweden’s clothing 
imports from the PRC had more than tripled (by over 22 percentage points) after 
the elimination of all T&C quotas in 1991. Sweden joined the European Union in 
1995 and the subsequent reimposition of quotas lowered the PRC’s market share 
back to close to the pre-1991 level where it has remained largely unchanged 
since. India’s market share showed a similar, although much more muted, trend 
(Mayer 2004, 13-4). More recently, 12 categories of garments from the PRC were 
removed from ATC quota restrictions in the United States at the beginning of 
2002 as part of the third-step integration. This led to a substantial export surge in 
combination with a sharp fall in unit prices, as will be discussed further below. 

 
B. The Competitive Edge of the PRC 

 
The PRC’s competitive advantages are sizable. Firstly, labor is more 

productive in the PRC. With 1990 as the base year, productivity levels were 
indexed at 182 in textiles and 224 in clothing in 2000, compared to around 150 in 
both T&C among the major exporting countries in ASEAN, and 107 in India 
(UNCTAD 2003, 104). Higher efficiency helps to counteract more expensive 
labor as T&C sector wages in the PRC are significantly larger than those in 
Bangladesh, Cambodia, India, Indonesia, and Viet Nam, for example.  

Secondly, better productivity levels are also due to heavy investment in 
state-of-the-art machinery (some US$15.9 billion between 1994 and 2002). 
Shuttleless looms for cotton and filament weaving are three times more efficient 
than shuttle looms. In 2001, for example, the PRC had 145,000 of them and most 
of the equipment was less than 10 years old. In comparison, there were 27,000 
shuttleless looms in Indonesia; 21,000 in Thailand; and 10,000 in India 
(Wattanapruttipaisan 2005a). Meanwhile, high levels of operational efficiency 
and vertical integration are achieved through clusters of huge factories and 
significant investment in upstream production activities. Textiles imports, for 
example, were equivalent to 8.7 percent (or US$5.3 billion) of import spending in 
1990, 8.3 percent (US$10.9 billion) in 1995, and 3.4 percent (US$ 14.2 billion) in 
2003.14 

                                                           
14The PRC’s clothing imports, which were insignificant at US$49 million in 1990, went 

up to 0.7 percent (or US$1 billion) of merchandise imports in 1995 but fell to 0.3 percent (or 
US$1.4 billion) in 2003 (WTO 2004). Generally, imported textiles and clothing have 
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All those contribute much, thirdly, to massive economies of scale and 
scope in T&C production in the PRC. Garment assembly time in many Chinese 
firms is as much as 30 percent less than those in other countries (Wehrfritz and 
Seno 2005, 39). Significantly, these firms can make almost any type of T&C 
products at any level of quality and at competitive prices⎯from Wal-Mart and K-
Mart, to upscale Burberry, Giorgio Armani, Hugo Boss, Nike, Polo, and the like. 
Lastly, modern infrastructure in coastal regions permits fast overland transport 
and quick turn-around of ships in ports in the PRC and Hong Kong, China, 
another important element of competitiveness. In fact, survey results indicate that 
the PRC is the “supplier of choice” and “factory of the world” in a wide range of 
merchandise, including T&C, for major retail groups and brand-name marketers 
(Engardio and Roberts 2004, USITC 2004). 

Most of these groups and marketers are located in developed countries. 
They are now a major force in T&C production and trade: the five largest 
retailers (including Wal-Mart and K-Mart) in the United States, for example, 
account for 68 percent of all clothing sales in public outlets. They invest heavily 
in integrated, lean retailing systems, and in sustaining brand-name recognition. In 
protecting their distinctive corporate trademarks, furthermore, they exert great 
pressures on their suppliers and subcontractors for strict compliance to both price 
and nonprice parameters. The latter include working conditions and various 
social, ethical, and environmental matters.  

 
C. Potential Opportunities for ASEAN 

 
Despite the significant commercial advantages reviewed above, the PRC is 

facing a number of potential supply problems. These provide several latent 
opportunities for exploitation and complementation by ASEAN in T&C 
production and trade. As noted earlier, an integrated network of T&C production 
within ASEAN and with other regions is an option for ASEAN economies to 
secure preferential supplies to markets in Canada and the European Union. It is 
also a means for the regional LDCs (except Myanmar at present) to export duty-
free to Canada and to the European Union under the Everything-but-Arms 
program. 

 
1. Integrated Regional Supplies and Transboundary Relocation  
 
However, a regional T&C supply chain, discussed above, plus the expected 

cross-border relocation of T&C activities from the developed countries and the 
neighboring NIEs can also yield other opportunities. For example, they can help 
ASEAN to emerge as an alternative or supplementary source of T&C supplies for 
large retail groups and brand-name marketers across the globe, including those 
from Japan and the United States. Indeed, excessive dependence on one principal 
producer, and the consequent dilution of bargaining power, does not make 
 
accounted for a declining share of trade value in the PRC, a proportion now comparable to 
those of the more advanced industrial countries (Nordas 2004, 9). 
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practical or commercial sense. A good case in point is the current scramble by 
global buyers to secure additional and alternative supplies in the wake of invoked 
safeguards and imposed import restraints on the PRC’s T&C exports to the 
United States (May 2005) and the European Union (June 2005), respectively.  

The promotion and facilitation of an ASEAN network of integrated T&C 
supply nodes is clearly an attractive option. However, the significant potential for 
greater supply networking in the region has to be considered against a backdrop 
of current constraints and issues in ASEAN complementarities in T&C sector 
development and integration. ASEAN leaders selected T&C among the 11 
priority sectors for accelerated integration during their summit meeting in 
October 2003. Deeper integration is expected to transform ASEAN into a 
competitive and dynamic player in the global supply chain. The process is to be 
carried out through a faster removal of tariff and nontariff barriers on priority 
sector goods and services, by 2007 in ASEAN-6 and 2012 in ASEAN-4. Other 
stimuli to accelerated integration include simplified customs (clearance) 
procedures and harmonized standards and technical regulations.  

The economies of scale, scope, and agglomeration plus lower logistical 
expenses gained from simplification and harmonization are estimated by the 
consulting firm McKinsey and Company to shave as much as one fifth of 
production costs in the case of consumer goods (Schwarz and Villinger 2004). An 
important issue in this context, however, is that the potential of ASEAN as an 
integrated supplier of T&C remains largely untapped as yet. Most ASEAN 
countries have in fact been competitive producers of labor-intensive garments for 
the extraregional markets. This accounts for the limited reliance of regional T&C 
producers on tariff preferences on intraregional trade available under the 
Common Effective Preferential Tariff (CEPT) Agreement of the ASEAN Free 
Trade Area (AFTA).15 Other factors contributing to that limited reliance include 
the relatively high transaction costs (e.g., red tape and delays) in obtaining tariff 
concessions and the low margin of tariff preferences between the AFTA/CEPT 
and the MFN rates (Rajan and Sen 2004, 30-1).  

Largely as a result, intra-ASEAN trade in the T&C sector has been very 
modest. Intra-ASEAN exports of T&C in 2001, for example, were worth US$2.3 
billion, or about 9.3 percent of global exports of T&C by ASEAN. What is more, 
the absolute amount and relative share of intraregional trade has changed little, 

                                                           
15AFTA was initiated in January 1992. The CEPT Agreement of AFTA provides for 0−5 

percent tariff rates on a wide (and increasing) number of included (or qualified) products by 
2003 in ASEAN-6, by 2006 in Viet Nam, by 2008 in the Lao PDR and Myanmar, and by 2010 
in Cambodia. Currently, some 99 percent of the products in the CEPT Inclusion List  of 
ASEAN-6 have been brought down to the 0−5 percent tariff range so that the average CEPT 
tariff is now around 1.5 percent from 12.8 percent when the tariff cutting exercise started in 
1993. As regards ASEAN-4, almost 80 percent of their traded products have been moved into 
their respective CEPT Inclusion Lists. About 66 percent of those items are already within the 
0−5 percent tariff band. (Further details on these matters can be accessed at 
http://www.aseansec.org/12021.htm.) 
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for example, since 1997 (Austria 2004). Intraregional exports of T&C in 2004, at 
US$2.2 billion, were equal to 9.6 percent of the value of global exports of T&C 
by ASEAN. Meanwhile, the value of intra-ASEAN exports of T&C was 
equivalent to just 0.6 and 0.4 percent of total merchandise export earnings of 
ASEAN in 2001 and 2004, respectively. As such, it has also failed to keep pace 
with the expansion in regional exports in recent years, in spite of concerted 
ASEAN efforts to foster intraregional trade and other linkages. For perspective, 
intraregional trade as a proportion of total trade rose by 41 percent in the first 10 
years of the European Union, by 17 percent in the first 7 years after the inception 
of NAFTA, and by 67 percent in the first 9 years in the operation of Mercosur, a 
free-trade zone comprising Argentina, Brazil, Paraguay, and Uruguay (Schwarz 
and Villinger 2004). 

A second option stems from the persistent, heavy dependence of ASEAN 
on imported cotton, yarns, and fabrics. In 2003, for example, imports of cotton 
(HS52), manmade fibers and filament (HS 54 and 55), and knitted fabrics (HS 
60) were worth US$1.2 billion. About three quarters of this amount were 
attributable to just four countries (Indonesia, Malaysia, Singapore, and Thailand). 
As noted previously, cotton spinning (and other preparations of yarns), including 
fabric weaving, knitting, and finishing (including dying) are highly capital-
intensive and technologically sophisticated. An integrated division of labor in the 
region may thus prove attractive and/or complementary to the expected increase 
in T&C relocation of upstream goods and the related production activities from 
the developed countries and the East Asian NIEs in the post-2005 environment. 
Indeed, the importance of a strengthened textiles subsector in ASEAN is again 
highlighted by the recent setbacks in textiles exports to the United States. 
Earnings on such exports by Indonesia, Malaysia, and Philippines fell by 22−44 
percent during the first four months of 2005, compared to the same period in the 
previous years (Ng 2005). 

Again, ASEAN can become a competitive host for such FDI-driven 
relocation through deeper integration and denser networking within the regional 
T&C sector; after all, this process itself is part and parcel of the ongoing 
formation of the envisaged ASEAN Economic Community by or in 2020. 
Nevertheless, the major prerequisites to pull in and to anchor such upstream 
relocation are not yet operational and will take much time and resources to set up 
in many parts of the region. This applies especially to the availability of a skilled 
and technologically experienced workforce, of affordable and adequate power 
and water supplies, of an efficient and interlinked transport and communications 
infrastructure, and of speedy and inexpensive transborder clearance within 
ASEAN. Short turnover periods and speedy time–to-market, whether for 
intermediate or final products, are a major determinant of competitiveness in the 
T&C sector, among others. 

The third option concerns the PRC’s substantial imports of textiles, which 
stood at US$14.2 billion (with another US$1.4 billion for imported garments) in 
2003. An integrated ASEAN or ASEAN−PRC supply chain could enable 
ASEAN to meet some of the PRC’s import demand for high-quality textiles and 
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fabrics. As discussed in the second option above, the potential for transborder 
relocation to ASEAN of textiles-related upstream activities is considerable but is 
not yet tapped. Another downside in this third option is that textiles production 
involves high levels of capital and technological intensity. As such, the required 
technologies, expertise, and investment resources have to be attracted from 
extraregional sources. Additionally, the PRC has been developing its own 
upstream textile products through, among other means, the formation of joint 
investment ventures with overseas partners (more below). This has reduced the 
proportion of imported textiles in total T&C trade of the PRC: 31 percent in 
1990, 28 percent in 1995, and 18 percent in 2003. This rapid decline, which can 
be expected to continue further, will severely limit the local needs for imported 
textiles and fabrics, including those coming from ASEAN, in the long run.16  

Meanwhile, India can be a formidable competitor of ASEAN in textiles 
production and exports. As noted earlier, textiles have long accounted for a large 
proportion of export earnings by that country while garments predominate 
ASEAN exports of T&C. Indeed, India’s built-up advantage in this subsector of 
the T&C industry can well be strengthened and upgraded through the competitive 
bidding for and hosting of FDI-driven relocation of textiles-related activities from 
the same developed countries and the East Asian NIEs themselves in the post-
2005 trading environment. In these contexts, another option for some ASEAN 
countries is to share in the PRC’s competitive strength by making direct 
investment in the T&C sector there. For example, Lu Thai Textile Company (a 
PRC−Thai joint venture) has a substantial share of 13 percent in the global 
market for high-quality, yarn-dyed weave cloth for undergarments (Lee 2004, 
M3). Korea, among several others, has meanwhile relocated textiles production 
facilities, with the PRC being the host country for one third of the offshore 
investment of US$2.6 billion (Thomas 2005, 42). 

The fourth option for ASEAN is associated with the PRC’s long-term 
development strategy and priorities that will have a clear repercussion on this part 
of the world and elsewhere, too. Global demand for T&C products is not 
unlimited, and the quota-free export surge from the PRC has, in fact, generated 
frequent irritants in external commercial diplomacy (more in the text below). This 
consideration notwithstanding, T&C exports contributed 28.2 percent to the 
PRC’s merchandise earnings in 1990 but the proportion went down steadily to 
25.6 and 18 percent in 1995 and 2003, respectively (WTO 2004). Indeed, 
earnings on exported T&C have been eclipsed by those on machinery (including 
electronics) and transport equipment whose exports went up from 17 to 41 
percent of total export values between 1993 and 2003 (Rumbaugh and Blancher 
2004, 7).  

Standard lines of garment manufacture, among several other segments of 
the T&C sector, require intensive inputs of largely low-skilled labor (generating 
therefore limited value added locally) and yield low margins because of stiff 

                                                           
16Reportedly, a meter of polyester fabric costs Rp.7,000 (about US$0.70) to make in 

Indonesia compared to Rp.2,300 for the same material made and woven in the PRC (Ng 2005).  
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global competition. A compounding factor is the rising wages and other costs 
(especially those in the export-oriented industries), and labor and structural 
rigidities and bottlenecks (more below). It has thus been suggested that all those 
less-rewarding T&C segments may well become “sunset” activities in the PRC, 
especially in the more developed coastal regions. In this context, therefore, the 
country’s strategic advantage lies increasingly in domestic manufacturing and 
export of skill-intensive, higher-value goods and services, including upscale and 
luxury T&C goods (Mayer 2004, Mayer and Wood 2001).  

However, these sunset activities may as well be moved inward and be 
spread over the PRC’s hinterland and other less developed provinces and 
locations. Such an internal relocation (or flying geese domestic development 
pattern) can certainly make a valuable contribution to employment generation and 
poverty alleviation in the PRC. It is thus far from certain at present whether there 
are built-in or inherent constraints to such an internal redeployment of resources 
there. Notwithstanding the need for extensive and costly development of 
transport and communications linkages, strict family planning may have resulted 
in a lower reservoir of available workers in the PRC (UNCTAD 2005, 81). 
Currently, it remains uncertain when the economic space for production and trade 
in lower-end T&C segments and in related niche products would be opened up or 
vacated by the PRC, including through transboundary relocation and outsourcing 
in favor of its neighboring countries in ASEAN. 

 
2. Supply Problems in the PRC 
 
Flexible operational schedules and frequent and timely deliveries are 

important to cater for limited production runs, mass customization, and fast-
changing consumer tastes and preferences. For several reasons, however, there 
are considerable uncertainties concerning a steady, orderly, and uninterrupted 
flow of T&C supplies from the PRC in the coming decade. Firstly, power 
shortages have disrupted T&C production in the PRC, in 2003 for example. There 
are also emerging bottlenecks in the transport and distribution infrastructure for 
locally produced and imported coal and oil. All these problems will require 
remedies of a medium- to long-term nature (Asian Development Bank 2004).  

Secondly, in its WTO accession package, the PRC’s “nonmarket economy” 
status at the WTO is to last for 15 years (or until 2016); to ASEAN and many 
other developing economies, however, the PRC is regarded as a market economy 
for trade purposes. Thus, antidumping duties on T&C products from the PRC can 
be higher than those from other market-economy members of WTO. A related 
problem is the issue of “illegal subsidies”, which can be challenged by WTO 
members. About 36 percent of textiles output, 7 percent of garment production, 
and 33 percent of manufactured T&C equipment and machinery come from state-
owned enterprises (SOEs) in the PRC. Losses of SOEs are estimated as 
equivalent to 2−4 percent of the outputs in those three segments (OECD 2004, 
41).  
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In particular, antidumping can be a difficult issue for management by the 
PRC because lower export prices may be largely due to market liberalization and 
greater competition among local suppliers. The removal of MFA quotas on 12 
categories of the country’s T&C exports to the United States led to a substantial 
surge of 166 percent in value and 417 percent in volume of their exports during 
2002. However, unit prices fell by 49 percent in the same year and subsequently 
stabilized around that lower level despite another surge of 100 percent in value 
and 118 percent in volume of shipments from the PRC to the United States in 
2003 (Mayer 2004, 15). Those drastic falls reflected lower costs from direct 
exports, thus yielding savings from bypassed export intermediaries in the greater 
PRC area. In addition, competition for market penetration and/or greater market 
shares has become greatly intensified among T&C producers in the PRC. 

Thirdly, there is the special textiles safeguard provision and the transitional 
product-specific safeguard mechanism associated with the PRC’s WTO accession 
package. The former, effective until the end of 2008, enables WTO members to 
restrict the growth of T&C imports from the PRC to 7.5 percent a year if such 
imports threaten to disrupt the orderly development of trade in the concerned 
products. The transitional mechanism, valid until December 2013, is to prevent 
severe disruptions to domestic markets and T&C producers in WTO members as 
a result of excessive T&C imports from the PRC. Generally, these two (PRC-
specific) safeguard provisions are more stringent on the PRC than the 
requirements on (other) WTO members under the WTO Agreement on 
Safeguards (AS). Meanwhile, the PRC’s ability to retaliate against safeguard 
action is also more restricted than the pertinent AS provisions for (other) WTO 
members.17 

How often are the two safeguards utilized by WTO members is an open 
question. The United States, for example, invoked in November 2003 the textiles 
safeguard provision to limit for a 12-month period the growth of imports into the 
United States of knitted fabrics, dressing gowns, brassieres, and gloves from the 
PRC. Most recently, the scramble of global buyers and marketers to secure 
alternative or supplementary supplies was caused by the imposition of textiles 
safeguards (allowing for much lower annual growth rate of 7.5 percent) and 
import restraints (for 2−3 years) on the PRC’s T&C exports by the United States 
and the European Union in May and June 2005, respectively. 

 
VII. CONCLUSIONS 

 
International trade in T&C will be free from quota restrictions among 

WTO members from 2005. The MFA and ATC have contributed to the 
                                                           

17For example, there is a waiting period of 2 years before the PRC can withdraw 
equivalent concessions on imports from the countries imposing transitional safeguard 
restrictions on the PRC’s T&C exports. Liu and Sun (2004, 57-66) provide a detailed analysis 
of the differences between PRC-specific safeguards and WTO safeguard standards, and the 
related issues and implications of safeguard action imposed by the United States on four 
categories of the PRC’s T&C exports in November 2003.  
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international fragmentation of T&C production and trade. Both developed and 
developing countries will benefit greatly from quota-free trading in T&C 
products although most of them are not well-prepared for the post-ATC 
environment, despite a 10-year transition period. The PRC and India are expected 
to gain most from the quota-free trading environment but many suppliers who 
used to rely heavily on favorable quota allocations and/or tariff preferences 
would lose a large part of their market shares. Those exporters include several 
smaller and less developed ASEAN economies that have to manage more 
difficult adjustments and challenges in the post-ATC era.  

The PRC has a clear and present competitive edge over most T&C 
exporters. There are, however, several options and opportunities for ASEAN to 
mitigate some of the competitive advantages of the PRC and India. Through 
suitable procurement and production mixes for ROO compliance, for example, 
several regional LDCs and other regional economies could sustain their shares or 
even gain larger shares in the European Union and Canadian markets. Other 
options include concerted efforts to attract upstream T&C resources for relocation 
from developed countries and the East Asian NIEs, and the formation of an 
integrated supply chain within ASEAN or encompassing ASEAN, SAARC 
and/or other East Asian economies (including the PRC itself). These options can 
render ASEAN more attractive as an alternative or supplementary source of T&C 
supplies. They also reflect the uncertainties concerning a steady, orderly, and 
uninterrupted flow of T&C supplies from the PRC in the coming decade or even 
beyond as well as the PRC’s dynamic comparative advantage that is increasingly 
shifting toward skill-intensive, high-value manufactures in the long term.  

Lastly, joint ventures can be set up with T&C enterprises in the PRC. This 
is an appealing option for the more developed ASEAN economies that typically 
have sufficient resources and expertise in organization, management, and 
marketing. Besides, T&C are a sunset industry in these ASEAN members, and as 
such it is much less important as a source of employment and foreign exchange 
earnings to them. In this connection, the East Asian NIEs have relocated 
substantial resources and production activities to share in the PRC’s growing 
dynamism in T&C, and in many other sectors for that matter. 
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Total Factor Productivity Growth  
in the Philippines: 1960−2000  

CAESAR B. CORORATON  

Average total factor productivity growth (TFPG) for the Philippine economy 
is negative, indicating that it has not been the source of growth in the 
Philippines. However, TFPG estimates showed an increasing trend in the 
1990s when major economic reforms were implemented. The educational 
level of the labor force has improved consistently since the 1960s. However, 
based on the decomposition analysis the paper finds that its contribution to 
TFPG has declined.  

 
I.  INTRODUCTION 

 
Recent growth literature highlights the importance of total factor 

productivity growth (TFPG) in the growth process of countries. While the 
literature does not downplay the critical role of factor accumulation in growth, it 
emphasizes that “there [are] something else besides factor accumulation that 
[play] prominent role in explaining differences in economic performance across 
countries” (Easterly and Levine 2001, 178). In fact, “major empirical regularities 
of economic growth emphasize the role of something else besides factor 
accumulation.” 

The common procedure used in quantifying these “residual” items is either 
through the use of the growth accounting approach or through econometric 
estimation of an aggregate production function. This approach, however, triggers 
an interesting debate in the literature. Felipe and McCombie (2004) question the 
very idea of whether a theory of total factor productivity (TFP) is really needed in 
order to explain the large differences in per capita income across countries. 
According to them “…the concepts of total factor productivity and aggregate 
production function serve more to obfuscate than to illuminate the important 
problem of ‘why growth rates differ’.” In another paper, Felipe and McCombie 
(2003) argue that the use of the production function to estimate TFP and to 
interpret this as rate of technical progress is problematic because production 
function estimation usually utilizes data in value terms (mostly sourced from 
national income accounts) and not in physical quantities. National income data 
that relates value added with the sum of wage bills, and overall profits, resemble 
a production function. If this is used to estimate an aggregate production function 
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it will generate coefficients that are factor shares. They argue that “…the Solow 
residual is, by definition, a weighted average of the growth rates of the wage and 
profits rates, the latter being calculated from the national accounts. These 
conclusions are true always by virtue of the accounting identity, and hold for all 
economic units, regardless of the state of competition.” 

It is not the purpose of this paper to address these issues and to engage in 
the debate. The main objective of the paper is to update existing TFPG estimates 
for the Philippine economy and to examine the trend through time because these 
are used in policy discussions that assess the long-term growth performance of 
the economy. Also, the paper attempts to examine historically the contribution of 
the “quality” of factor inputs to TFPG, particularly labor. 

Various researches have generated TFPG estimates for the Philippine 
economy. Using growth accounting, Cororaton and Caparas (1999) provided 
TFPG estimates that cover the period 1980−1996 for the whole economy as well 
as for major sectors. Cororaton and Cuenca (2001) updated these to 1980−1998. 
In both estimates the results are mixed at the sectoral level. The TFPG values of 
some sectors are positive, while others are negative. Negative TFPG is 
particularly evident in nontradable service sectors like real estate. Silva (2001) 
applied growth accounting to estimate TFPG over a longer period, from 1971 to 
1998. The paper finds that, “from 1990 to 1997, the average TFPG is –0.8 
percent, only a slight improvement from the average rate estimated for the 
1980s.” On the whole the paper implies that “the movements of TFPG indicate 
that it did not drive the growth of real output during the past 25 years.” 

Using a macrodynamic model with output and inflation interaction, Austria 
and Martin (1992) showed that TFPG from 1967 to 1997 declined by −0.47 
percent. Likewise, Lim (1998), using a Cobb-Douglas production function 
showed negative TFPG for industry and services.  

The TFPG estimates generated by Cororaton and Abdula (1997) for the 
whole manufacturing sector are slightly positive. However, within specific 
manufacturing subsectors, Cororaton et al. (1995) observed that the number of 
subsectors with negative TFPG increased in the period from 1956 to 1992. 

Thus, based on these estimates the general trend is that TFPG is negative, 
which means that it has not contributed to Philippine growth. 

 
II.  THE PHILIPPINE ECONOMY 

 
A. Growth Performance 

 
The Philippine economy has been moving in a “roller coaster” fashion in 

the last 35 years. Growth was highest during the 1973−1982 period, averaging 
5.5 percent per year (Table 1). This was the peak period of the Marcos 
administration. However, growth could not be sustained as dissatisfaction among 
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Filipinos in the military rule mounted. This led to a political uprising in the 
following period, 1983−1985. Because of weak economic fundamentals 
characterized by rising short-term debt and increasing fiscal imbalance, the 
political crisis triggered an economic crisis. The economy contracted by –4.1 
percent per year during this period.  

The Marcos administration was forced out of power in early 1986. When 
the Aquino government took over, the economy recovered in the succeeding 
period, 1986−1990, with growth was averaging 4.5 percent per annum. However, 
toward the end of the Aquino administration, political tug-of-war led to a series 
of military coup attempts and created political uncertainties and instability. This, 
together with the series of natural calamities and an energy crisis, brought the 
economy to a halt in the period 1991−1993. The economy contracted by –0.1 
percent per year during the period. 

 
Table 1. The Philippine Economy 

 
   Gross Value Added Shares (%) 

  Ratio Industry 

 GDP Export/ Import/ Agri-  Manu- Nonmanu- 
Period1 Growth (%) GDP GDP culture Total facturing facturing Services 
1967−72 4.8 13.6 17.4 29.3 31.7 24.7 7.0 39.0 
1973−82 5.5 16.0 22.8 27.9 36.8 25.6 11.1 35.3 
1983−85 -4.1 15.4 20.4 23.9 37.4 24.7 12.7 38.7 
1986−90 4.5 17.4 23.0 23.1 34.7 25.0 9.7 42.2 
1991−93 -0.1 19.5 30.2 21.5 33.2 24.4 8.8 45.4 
1994−97 4.9 24.5 39.3 20.7 32.2 22.8 9.4 47.0 
1998−00 3.5 45.8 43.2 17.2 30.9 21.9 9.0 52.0 
 Employment Shares (%) 

 Industry 

 Agri-  Manu- Non-Manu- 
Period1 culture Total facturing facturing Services 
1967−72 55.1 15.5  15.5 29.4 
1973−82 52.5 14.7  14.7 32.7 
1983−85 50.0 14.6 9.9 4.6 35.5 
1986−90 46.9 15.0 10.0 5.0 38.0 
1991−93 45.3 15.9 10.4 5.4 38.9 
1994−97 43.0 16.2 10.1 6.1 40.7 
1998−00 38.4 16.3 9.8 6.5 45.3 
1These subperiods are major turning points in Philippine growth: 1967−72 pre-Martial Law years; 1973−82 

Martial Law period; 1983−85 crisis period; 1986−90 recovery; 1991−90 another crisis period; 1994−97 
recovery; and 1998−2000 Asian financial crisis period. 

Sources: National Income Accounts (National Statistical Coordination Board), Philippine Statistical Yearbook 
(National Statistical Coordination Board), and Selected Philippine Economic Indicators (Bangko Sentral 
Ng Pilipinas). 
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The leadership of the Ramos administration revived the economy with 
growth averaging 4.9 percent per year from 1994 to 1997. However, the 1997 
Asian financial crisis, the El Nino effects on agriculture production in 1998, and 
the political scandals that brought havoc to the subsequent Estrada administration 
in 2000 took a heavy toll on the economy. Growth slid to 3.5 percent per year in 
the 1998−2000 period.  

Indeed, the last 35 years have been a cycle of boom and bust for the 
country. Economic growth could not be sustained. Political as well as weak 
economic fundamentals were believed to be the major forces causing such dismal 
performance. 

 
B. Policy Reforms 

 
Major economic policy shifts occurred when the Aquino government took 

over in 1986. Structural reforms such as trade liberalization, foreign exchange 
liberalization, investment reforms, banking reforms, and privatization were 
implemented. Implementation of the reforms intensified in the 1990s and 
continues to be pursued at present. 

These reforms created a relatively dynamic foreign trade sector as 
indicated by increasing export and import ratios. From 13.6 percent, export-to-
GDP ratio in 1967−1972 increased to 45.8 percent in 1998−2000. Similarly, the 
import-to-GDP ratio increased from 17.4 to 43.2 percent over the same period. 
The rise in the trade sector is mainly attributed to the recent surge in the demand 
for semiconductors in the world market. To date, more than 60 percent of the 
country’s exports consist of semiconductors, which comprise a highly raw-
material-intensive and import-dependent sector. 

Yet in spite of reforms and the dramatic rise in foreign trade, signs of 
structural weakness prevail in the local economy. The share of industry and 
manufacturing stagnated in the last 35 years. Initially, the share of industry 
increased from 31.7 percent in 1967−1972 to 37.4 percent in 1983−1985. After 
that it continued to decline to 30.9 percent in 1998−2000. A similar declining 
share for the manufacturing sector is observed over the same period. The drop in 
the share of agriculture showed up in the increasing share of the service sector. 

The structure of employment follows closely the structure of output. 
Industry employs 15 percent of the labor force, while manufacturing 10 percent. 
These shares have not improved over the years. 

In terms of output and employment generation in the midst of policy 
reforms, the contrasting performance of the foreign trade sector on one hand, and 
the industrial and manufacturing sector on the other, indicates the absence of 
trickle-down effects. Considering the fact that these policy reforms have been 
pursued for quite some time, the lack of concrete trickle-down effects may imply 
a high degree of duality existing between the local and the foreign trade sectors. 
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This is an interesting issue to examine in depth, but is beyond the scope of the 
present paper. 

 
III.  METHODOLOGY 

 
This section discusses the approach used in the estimation and 

decomposition of TFPG. 
 

A. TFPG Measurement 
 
The measurement of TFPG is based on the following translog growth 

accounting formula 
 

( )t t t-1 L t t-1

K t t-1

TFPG = lnQ  lnQ  ×(lnL lnL ) 
×(lnK lnK )

ω
ω

− −  − −

 −  (1) 
 
where ( )t t+1L L L=½× + ω ω ω  and ( )t t+1K K K=½× + ω ω ω  are the average factor 

shares of labor and capital respectively, ln is the natural logarithm operator, Q 
output, L employment, and K capital input. Direct application of (1) to Philippine 
data yields the unadjusted TFPG. These estimates are usually sensitive to 
business fluctuations. To net out these effects the following procedures were 
used: (i) estimate a Cobb-Douglas production function;1 (ii) compute the 
“theoretical” value of output using the estimated production function; (iii) take 
the ratio of the actual output to the theoretical value of output and use this an 
indicator of capacity utilization rate; and (iv) take the rate of change of the 
estimated capacity utilization and subtract it from the unadjusted TFPG to get the 
adjusted TFPG. 
 
B. Decomposition of TFPG  

 
The first decomposition analysis separates the sources of output growth 

into the aggregate growth of factor inputs (aggregate labor and capital), TFPG, 
                                                           

1The estimated equation is: 
 lgdpl        =     0.869     +    0.627*lkstockl     –   0.011*trend      –    0.139*d85_87   
                       (t=4.709)       (t=13.228)                (t= – 8.757)             (t= – 6.530) 
                       –  0.059*d92_93        +        0.114*d2000    
                           (t= – 2.302)                       (t=3.090) 
R2 = 0.889, R2bar = 0.870, DW = 1.361, F=46.487, OLS, sample: 1966-2000, lgdpl is 

natural logarithm of ( )GDP Labor , and lkstockl of ( )Capital Stock Labor . Other variables 
in the equation are dummy variables, incorporated to capture the effects of turbulent years. 
Note that the coefficient of the trend variable (−0.011) indicates declining average TFPG over 
the period of estimation. 
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and the business fluctuation effects. The next decomposition analysis focuses on 
the effects of differentiated factor inputs on TFPG. The decomposition method 
starts from an aggregate production function 

 
( )Q=A×f L,K   (2) 

 
where Q is output, L is simple aggregation of labor (aggregate of all possible 
kinds of labor skills), K is simple aggregation of capital (aggregate of all types of 
capital), and A is a scale parameter. The basic assumption in the production 
function with aggregated factor inputs is that, in the case of labor, the marginal 
productivity of all types of labor is uniform. Similarly, in the case of capital, the 
marginal productivity of all types of capital is the same. In most cases, this is not 
true. Different types of factor inputs may not have uniform marginal 
productivities. This implies that the corresponding total factor productivity 
estimate based on (2) (referred to as TFP_A) may not be true as well. “True” TFP 
may be derived if factor inputs are disaggregated into their various types, i.e.,  
 

( )1 2 3 1 2 3Q=B×f l ,l ,l ,...,k ,k ,k ...  (3) 
 

where Q is the same output as in (3), l1 is labor type 1, l2 is labor type 2, etc.; and 
k1 is capital type 1, k2 is capital type 2, etc. The parameter B may give an 
indication of the “true” TFP (or TFP_B). It may be possible to devise a way of 
decomposing the effects of factor quality from TFPG if TFP_B is subtracted from 
TFP_A. To do so it may be necessary to convert factor inputs of various types 
into efficiency units (Oguchi 2001). In discrete and growth form, (3) may be 
rewritten as 
 

t t** t**
g g K g LQ =TFP + K + Lω ω t**

g  (4) 

 
where: 

 
( ) ( ) ( ) ( )

( ) ( )

t** t t-1 t t-1 t t-1 t t-1
L g l1 l1 1 1 l2 l2 2 2

t t-1 t t-1
ln ln n n

L =½ + × lnl lnl +½ + × lnl lnl +

...+½ + × lnl lnl

ω ω ω ω ω

ω ω

− −

−
 

 
( ) ( ) ( ) ( )

( ) ( )

t** t t-1 t t-1 t t-1 t t-1
K g k1 k1 1 1 k2 k2 2 2

t t-1 t t-1
kn kn n n

K =½ + × lnk lnk +½ + × lnk lnk +

...+½ + × lnk lnk

ω ω ω ω ω

ω ω

− −

−
 

l1, l2,…ln and k1,k2,…kn are various types of labor and capital, while sω are the 

corresponding weights. For two types of labor, may be written as t**
L gLω
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( )
2

1 2
1 2 1t** 1

L g
1 2

wl + × l
w l +l wwL = × ×

Q w l +l
ω θ

⎛ ⎞⎛ ⎞
∂ ∂⎜ ⎟⎜ ⎟×⎛ ⎞ ⎛ ⎞ ⎝ ⎠⎜⎜ ⎟ ⎜ ⎟ ⎜⎝ ⎠⎝ ⎠ ⎜ ⎟⎜ ⎟

⎝ ⎠

⎟
⎟  (5) 

or 

( )
1 2

1 2
1 2t**

L g
1 2

w w× l + lw× l +l w wL = ×
Q l +l

ω

⎛ ⎞∂ ∂⎜ ⎟
⎜ ⎟
⎜ ⎟⎜ ⎟
⎝ ⎠

 

where 1 1 2 2

1 2

w ×l +w ×lw=
l +l

  is the average wage of labor, w1, and w2 are wages of l1 

and l2, respectively. Also, 

2
1 2

1

1 2

wl + l
w

l +l

∂ ∂
 is the growth rate of labor in efficiency 

units. The numerator of the last ratio is the efficiency-weighted increase in labor. 
After substituting equation (5), equation (4) can be subtracted from (2) to 
calculate the effects of labor qualities on TFPG. This method is applied to 
examine the effects of two labor types (skilled and unskilled) on TFPG. In the 
analysis, labor skill is defined in terms of the level of education of workers. In 
particular, skilled labor consists of workers who are at least high school graduate, 
while unskilled are those with zero education and up to third year high school. 
The indicator of wages of the two labor types is discussed in the Appendix.  

A similar approach is used to analyze the decomposition of TFPG into the 
effects of labor movements. In particular, labor is disaggregated into agricultural 
labor (la), industrial labor (li), and service labor (ls). The indicator of wages in 
these categories of labor is also discussed in the Appendix. 

Lastly, the same framework is employed to calculate the effects of three 
types of capital on TFPG. Capital is broken down into durable equipment (k1), 
structure (k2) and other capital (k3). 

 
IV.  DISCUSSION 

 
The Appendix describes in detail the data requirement of the various 

analyses as well as sources of information. There are no official data series on 
capital stock. Thus, a method was devised to estimate capital stock that utilizes 
official data on gross domestic formation (GDF) stretching as far back as 1946. 
Labor data used is employment by headcount. Output data is GDP at factor cost. 
Factor prices are either constructed out of existing official available information 
or proxied by some appropriate variables.  
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The estimates of business fluctuation-adjusted annual TFPG2 are presented 
in Figure 1 from 1968 to 1999. In the last 35 years, TFPG values fall mostly 
below zero. Also, even if business fluctuation effects are netted out and moving 
averages are computed on the original estimates, TFPG values are still fluctuating 
and erratic starting from 1983. It may be difficult to see a trend. However, if one 
starts from the drop in the 1991−1992 period and moves toward 2000, one sees 
that although some of the numbers are still negative, there is an upward trend. 
Incidentally, this is the period of economic reforms. However, the paper does not 
go in depth to test whether the economic reforms pursued during the period 
indeed had positive effects on TFPG. This may be an interesting issue to pursue. 

 
Figure 1. Three-year Moving Average of Business-Fluctuation-Adjusted TFPG
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The average contribution of TFPG to the growth of output is negative in 

five out of seven subperiods, the same subperiods as in Table 13 (see Table 2). 
The lowest values are in 1983−1985 and 1991−1993, the periods of economic 
crisis. TFPG is positive in 1986−1990 and 1998−2000. Although on the average 
the estimates are negative, there seems to be a positive trend in TFPG in the last 
three subperiods. In particular, from−2.47 percentage points in 1991−93, it 
improves to –0.11 in 1994−1997. TFPG registers a positive value of +0.93 in 
1998−2000. As noted earlier, this is the period of economic reforms.  

 
 
 
 
 

                                                           
2These are 3-year moving averages of the estimates to smooth out the yearly fluctuations. 
3Note that output growth is defined as growth in real GDP at factor cost. See Appendix 

for discussion of how GDP at factor cost is defined. 
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Table 2. Decomposition of Output Growth (percent) 
 

 Growth in  Growth in  Business 
Period GDP1 Capital Labor TFP Fluctuations 
1967−72 4.83 3.07 1.06 −0.18 0.88 
1973−82 5.17 3.33 1.93 −0.04 −0.05 
1983−85 −2.76 1.38 1.46 −4.26 −1.34 
1986−90 3.37 1.18 0.94 0.67 0.58 
1991−93 0.62 1.73 1.28 −2.47 0.08 
1994−97 4.32 2.22 1.31 −0.11 0.90 
1998−00 3.13 1.71 0.08 0.93 0.41 
1Real GDP at factor cost (see Appendix for definition of factor cost). 

 
Table 3 presents the share of skilled and unskilled labor to the total labor 

force. In 1967−1972, unskilled labor comprises 80.9 percent of the total. The 
share drops consistently since then. In 1998−2000, the share is down to 54.5 
percent. Thus, in terms of educational level there is an improvement in the quality 
of labor.  

What is the impact of this change on TFPG? Table 3 presents the 
decomposition analysis of the effects of labor quality on TFPG. Column (1) is the 
average unadjusted TFPG, while column (2) is the labor quality-adjusted TFPG. 
Subtracting (2) from (1) gives an indication of the effects of labor quality on 
TFPG as discussed in the previous section. A positive difference implies a 
positive contribution. From the results one can observe that the contribution of 
labor quality on TFPG declines from a 2.11 percent difference in 1967−1972 to 
0.46 in 1983−1985. Although there is a marginal increase to 0.64 in the next 
period, it declines to its lowest value at 0.16 in 1999−1993. The contribution 
recovers slightly in the succeeding periods.  Overall, however, the contribution of 
labor quality to TFGP declines over time. 

 
Table 3. Effects of Labor Quality on TFPG 

 
     Labor Quality Analysis 
    Average of Labor Quality 
  Types of Labor, % Sharea  Unadjusted Adjusted 
    TFPG (%)b TFPG (%)c Difference 
Period Total Unskilled Skilled (1) (2) (1) – (2) 
1967−72 100 80.9 19.1 -0.23 -2.34 2.11 
1973−82 100 72.2 27.8 0.21 -0.89 1.10 
1983−85 100 68.6 31.4 -7.11 -7.57 0.46 
1986−90 100 64.3 35.7 2.30 1.66 0.64 
1991−93 100 61.0 39.0 -3.21 -3.38 0.16 
1994−97 100 58.3 41.7 1.14 0.71 0.44 
1998−00 100 54.5 45.5 1.96 1.44 0.52 
aSource: Labor Force Survey (various years). Unskilled means zero education up to 3rd year high school. 
bNot adjusted for business fluctuations. 
cComputed using equations (4) and (5). 
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These results raise a number of interesting hypotheses that the paper did 
not go into: (i) whether the quality of labor can be adequately captured by the 
level of education of the labor force; (ii) whether the present educational system 
in the Philippines produces the necessary labor skills that can improve 
productivity, or whether the marginal efficiency of the entire educational system 
has deteriorated over time; and (iii) whether the large numbers of Filipinos 
migrating and working abroad has resulted in a brain drain.  The first may be 
addressed by using an alterative indicator that can capture labor quality 
appropriately. The second may be due to the fact that while the Philippines is one 
of the countries in Southeast Asia that has been producing one of the highest 
numbers of college graduates in the region, it has produced one of the lowest 
numbers of graduates that specialize in science and technology, and in 
engineering (Cororaton 1999). The third may be due to the low employment 
absorptive capacity of industry and manufacturing because of declining shares as 
noted above. If this is case then the excess supply of graduates (or those with 
higher educational attainment) will find their way to the international labor 
market. These are interesting hypotheses that may be pursued further. 

Similar analysis was applied to examine the effects of sectoral labor 
movement on TFPG. Table 4 shows significant movement of labor from 
agriculture to the services sector. From 55.5 percent in 1967−1972, agricultural 
share drops to 38.4 percent in 1998−2000. Correspondingly, the share of service 
sector employment improves from 28.9 to 45.3 percent over the same period. 
There is a very small change in the employment share of industry.  

What is the impact of these sectoral labor movements on TFPG? The effect 
is generally positive and increasing. This is shown in the difference between 
columns (1) and (2). There is, however, one negative value in 1991−1993. The 
positive and generally increasing effects on TFPG may be due to the gain in 
efficiency resulting from the movement of excess and redundant labor in 
agriculture to the services sector. The supply of arable land is limited while the 
population growth in the rural sector is high relative to the urban sector. Through 
time this creates an excess supply of labor in agriculture. A movement of 
agricultural labor to the other sectors of the economy will bring efficiency gains. 
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Table 4. Effects of Sectoral Labor Movement on TFPG 
 

      Labor Movement Analysis 
     Average of Labor Sector 
  Employment Share, %a  Unadjusted Adjusted 
    TFPG (%)b TFPG (%)c Difference 
Period Total Agriculture Industry Service (1) (2) (1) – (2) 
1967−72 100 55.1 15.5 29.4 −0.23 −0.48 0.25 
1973−82 100 52.5 14.7 32.7 0.21 0.16 0.05 
1983−85 100 50.0 14.6 35.5 −7.11 −7.51 0.40 
1986−90 100 46.9 15.0 38.0 2.30 1.85 0.45 
1991−93 100 45.3 15.0 38.9 −3.21 −3.04 −0.18 
1994−97 100 43.0 16.2 40.7 1.14 0.57 0.58 
1998−00 100 38.4 16.3 45.3 1.96 1.40 0.55 
aSource: Labor Force Survey (various years). 
bNot adjusted for business fluctuations. 
cComputed using Equations (4) and (5). 

 
The share of capital structure has not changed much over the years as 

shown in Table 5. However, the share of capital equipment has improved from 
30.2 percent in 1967−1972 to 39.5 percent in 1998−2000. As indicated in the 
difference between columns (1) and (2), the effects on TFPG are very small and 
the trend over time is not clear. 

 
Table 5. Effects of Capital Type on TFPG 

 
      Capital Type Analysis 
  Type of Capital, % Sharea  Average of Capital Type 
     Unadjusted Adjusted 
   Durable  TFPG (%)b TFPG (%)c Difference 
Period Total Structure Equipment Others (1) (2) (1) – (2) 
1967−72 100 45.5 30.2 24.2 -0.23 -0.27 0.04 
1973−82 100 43.8 32.4 23.8 0.21 0.21 0.00 
1983−85 100 49.3 33.2 17.5 -7.11 -7.38 0.27 
1986−90 100 49.8 33.7 16.5 2.30 2.31 -0.01 
1991−93 100 48.1 35.9 15.9 -3.21 -3.29 0.08 
1994−97 100 46.5 38.4 15.1 1.14 1.05 0.10 
1998−00 100 46.7 39.5 13.8 1.96 1.93 0.03 
aSource: National Income Accounts (various issues). 
bNot adjusted for business fluctuations. 
cComputed using Equations (4) and (5). 

 
 

V.  CONCLUSION 
 
On the average TFPG is negative. This means that in general TFPG has not 

been the source of growth in the Philippines. However, if one looks closely at the 
estimates in the 1990s, one can observe an upward trend. It is interesting to note 
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that this was a period of economic reforms. Whether these reforms affected TFPG 
positively is an interesting issue that needs to be pursued further. 

The decomposition analysis shows that while the quality of labor in terms 
of educational level has improved since the 1960s, its contribution to TFPG has 
declined through time. This is also an interesting puzzle that needs to be 
investigated further. There could be a host of possible factors behind this, which 
could include: (i) failure of the educational system to produce the necessary skills 
to improve productivity, (ii) declining efficiency of higher education, and (iii) 
negative effects of brain drain. 

 
APPENDIX 

 
Output 

 
The indicator of output is the gross domestic product (GDP) at factor cost. 

This is computed as: GDP at factor cost = Nominal GDP – indirect taxes + 
subsidies. This is expressed in 1985 prices using the implicit price deflator of 
GDP of the National Income Accounts (NIA). The latest base year for the price 
deflator is 1985. Nominal GDP, indirect taxes, and subsidies are all sourced from 
the official NIA. 

 
Labor Input 

 
The indicator of labor input is employment data from the Department of 

Labor and Employment (DOLE).4 Two employment categories are used:  major 
sectors and skills. Sectoral employment is broken down into agriculture, industry, 
and service sector. Skilled labor is defined as those who are at least high school 
graduate, while unskilled are those with zero education up to third year high 
school. 

Employment data by major sector is available from 1956 to 2000, except 
1979. The following method was used to supply the missing sectoral employment 
data for 1979. The available employment data was disaggregated into sectoral 
employment using the interpolated employment share derived as the average of 
the 1978 and 1980 employment share for agriculture and industry employment. 
Service sector employment is derived as a residual. Data on employment by 
highest grade completed is available from 1976 to 2000, except 1979. For this 
year, data is interpolated using the average share in 1978 and 1980.  

                                                           
4The employment data is supplied directly by the staff of the National Statistics Office as 

part of the ongoing work on institutionalizing TFP estimation under an interagency technical 
working group on productivity indicators and monitoring system.  
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However, data are available for 1965 and 1961 on employment by highest 
grade completed. Employment series in this category is interpolated until 1961 
using a geometric growth formula on the shares of unskilled labor, defined 
earlier. Data for skilled labor is derived residually for those years with 
unavailable data. 

 
Investment 

 
There is no available official capital stock series and is therefore derived. 

The indicator of investment is the gross capital formation (GCF) of the NIA, 
which became officially available beginning in 1946. Aside from GCF, four of its 
components were utilized in the estimation: investment in durable equipment, 
construction, breeding stocks and orchard development, and changes in stocks.5 
The last two categories were lumped under the heading of others. Data series on 
investment are expressed in 1985 prices using the implicit price deflator, which is 
available for each of the GCF components. 

 
Initial Capital Stock 

 
Apart from the overall total initial capital stock, three types of capital 

stock, as well as their respective initial capital stock, were estimated: machinery 
and equipment, structure, and others. The first two were estimated using 
historical data on investment, while the last one was derived residually. Historical 
data on investment in durable equipment was used to estimate the initial capital 
for machinery and equipment, while historical data on construction was utilized 
to estimate initial capital stock for structure. 

The procedure6 used in estimating the overall initial capital stock is shown 
in the Appendix table. If a depreciation rate of 5 percent is assumed,7 the average 
life span of capital is 20 years (i.e., 1/0.05 = 20 years). If the 5 percent 
depreciation rate is indeed true, then one is sure that the amount invested in 1946 
would have gone to zero value in 1966. Thus, the value of investment in 1946 of 

                                                           
5“Investment on breeding stocks and orchard development” refers to expenditures on 

animals⎯as a form of capital formation⎯that are used as producing units on livestock and 
poultry, and raised as breeding stocks, draught animals, dairy animals, and layers, less the 
disposal of those animals. Transfer costs incurred in the purchase of these animals are also 
included as part of fixed capital formation on animals. Expenditures on orchard development 
cover the outlays and expenditures on the cultivation of plantations and the planting of 
permanent crops until these become productive. 

6This procedure is different from the one developed in de Silva (2001). In the present 
procedure an assumed depreciation was used to calculate the initial stock, while in de Silva 
(2001) the initial capital stock was calculated as the simple sum of real investment from 1946 
to 1960. 

7Other studies have also applied 5% (see Austria and Martin 1992). 
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P14,377 million in 1985 prices will be zero in 1966 as shown in the table. 
Similarly, the investment in 1947 of P25,371 million will have a remaining value 
of P1,269 million in 1966, while for 1948 investment will have a remaining value 
of P3,103 million in 1966. If one continues this process until 1966, then one 
arrives at the value of the overall capital stock in 1966, which is P449,935 million 
in 1985 prices.  

A similar procedure was used to estimate initial capital stock for structure. 
A depreciation of 5 percent was assumed on investment in construction. This 
yields the value of P212,068 million in 1985 prices of initial capital stock for 
structure in 1966.  

However, using a similar procedure a depreciation rate of 6 percent was 
assumed on investment in durable equipment to arrive at the initial capital stock 
for machinery and equipment. This generated an estimate of P90,684 million in 
1963 in 1985 prices for the initial capital stock of machinery and equipment. To 
be consistent with the first two, the value for 1966 was considered in the analysis. 
The initial capital stock for others is derived residually. 

 
Capital Stock 

 
The series on capital stock is derived using the commonly used capital 

inventory method. That is, t t-1 t  where Kt is capital stock in year t, 
Kt-1 is the capital stock in the previous year, δ is depreciation rate, and It is 
investment. The method was applied to derive the capital stock series for the 
overall total, structure, machinery, and equipment. To be consistent with the 
estimation of the initial capital stock, the depreciation for the overall total was 5 
percent, for structure 5 percent, and for machinery and equipment 6 percent. 

K =K ×(1- )+Iδ

 
Appendix Table. Estimation of Initial Capital Stock 

 
 GDF 1946 1947 1948 1949 1950 1951 … 1964 1965 1966 
1946 14,377 14,377 13,658 12,939 12,200 11,502 10,783 … 1,438 719 0 
1947 25,371  25,371 24,102 22,834 21,565 20,297 … 3,806 2,537 1,269 
1948 31,030   31,030 29,479 27,927 26,376 … 6,206 4,655 3,103 
1949 23,286    23,286 22,122 20,957 … 5,822 4,657 3,493 
1950 22,197     22,197 21,087 … 6,659 5,549 4,439 
1951 22,553      22,553 … 7,894 6,766 5,638 
… …        … … … 
1964 56,589        56,589 53,760 50,930 
1965 60,145         60,145 57,138 
1966 60,184          60,184 
 K0=K66          449,935 
GDF means gross domestic formation. 
Source of basic data: National Income Accounts (National Statistical Coordination Board, various years). 
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Factor Shares 
 
The share of labor was computed using data on labor compensation and a 

derived labor income from household operating surplus. The former is readily 
available officially, while the latter is derived using the following assumption: 

 

( )

Labor income from household operating surplus =
labor compensationtotal household operating surplus
GDP at factor cost

⎛ ⎞× ⎜ ⎟
⎝ ⎠

 

Total labor income was calculated as the sum of labor compensation plus 
the derived labor income from household operating surplus. The share of capital 
is 1 minus the total share of labor income. 

 
Price of Capital 

 
The analysis in this paper requires data on capital prices, which 

unfortunately is unavailable. Proxy indicators were therefore devised, utilizing 
information on interest rates, depreciation rates, and price deflators. In particular, 
the following relationship was used to come up with proxy indicators for capital 
prices: 

 
Rental price of capital type 1 = interest rate +depreciation rate of 
capital type - of change of the price of capital type 1

 

The indicators of the price of capital are the implicit price deflators of the 
respective capital types. Because of wide annual fluctuations in the implicit price 
indices, a 5-year moving average was computed on each of them. 

The share of capital type i,  SKi was computed as 

i i
i 3

j j
j=1

RENTP ×KSK =
RENTP ×K

⎛ ⎞
⎜ ⎟
⎜ ⎟
⎜ ⎟
⎜ ⎟
⎝ ⎠
∑

 

where RENTPi is rental price of capital i and K is capital 
 

Price of Labor 
 
There are no official records on wage rates in the Philippines, except for 

the legislated wage rates. Legislated wage rates are available for the National 
Capital Region (NCR) and regions outside NCR, as well as for agricultural 
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plantation and nonplantation. Given what is available, proxy indicators were 
devised. 

 
1. Wages by Major Sectors 
 
The NIA has a sectoral breakdown of total compensation from 1980 to 

1998. Together with the available sectoral breakdown of employment, sectoral 
wages were derived as the ratio of sectoral compensation and employment in 
agriculture, industry, and services.  

There is no available information on the sectoral breakdown of total 
compensation earlier than 1980. To extend the series information on sectoral 
compensation from 1961, 1969, and 1974 input−output tables were used to 
interpolate (using geometric growth formula) values for the missing years. As of 
this writing, the breakdown of sectoral compensation in 1999 and 2000 are not 
yet available. Thus, the data for these years were derived using the past 2-year 
average share of sectoral compensation and then applied to the available total 
compensation to get the shares. 

 
2. Wages by Skills 
 
The wages for unskilled workers were assumed to be the legislated wages, 

which are available. There is no available wage information for skilled workers. 
To derive a proxy indicator, the legislated daily wage was converted into yearly 
rate using 240 working days (i.e., 5 days/ week times 4 weeks/ month times 12 
months). The problem arises when this computed yearly wage is multiplied with 
the number of employed unskilled workers because the product exceeds the 
overall compensation. In an ad hoc way, the resulting product was adjusted by 
multiplying a factor of 0.5 to capture the fact that not all unskilled workers are 
working the entire 240 days in a 1 year.  
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