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Foreword

The rapid rise of Asia over the past 4-5 decades has been one of the most successful stories of economic
development in recent times. Today, as Asia leads the world out of recession, the global economy’s center of
gravity is once again shifting toward the region. The transformation underway has the potential to generate per
capita income levels in Asia similar to those found in Europe today. By the middle of this century, Asia could ac-
count for half of global output, trade, and investment, while also enjoying widespread affluence.

While the realization of this promising outcome—referred to as the “Asian Century” —is plausible, Asia’s rise
is by no means pre-ordained. Given Asia’s diversity and complexity, this rapid rise offers both important oppor-
tunities and significant challenges. In its march towards prosperity and a region free of poverty, Asia will need to
sustain high growth rates, address widening inequities, and mitigate environmental degradation in the race for
resources. In addition, Asian economies must avoid the middle income trap in order to realize the Asian Century.

To meet these challenges, Asian leaders need to devise bold and innovative national policies, while pursu-
ing avenues for regional and global cooperation. Policies that were effective in the past when Asia was largely
a low-income, capital-scarce region are less likely to be effective today or in the future. It is in this context that
the Asian Development Bank (ADB) commissioned the Asia 2050 study to develop plausible scenarios of where
the region could be in 40 years; identify the drivers of change and the policy choices that the region must make;
and outline the corresponding national, regional, and global agendas for the region.

To develop a long-term vision for Asia, ADB requested a group of experts to set out a framework to analyze
multi-dimensional and multi-generational issues. Most significantly, from the outset, we encouraged extensive
consultations to share the findings and receive feedback from policymakers, think tanks, civil society, and aca-
demia. Together with the experts, ADB senior staff and my Management Team, | participated in many of these. |
am thankful for these frank and intensive discussions that enriched the study.

This publication, Asia 2050: Realizing the Asian Century, is an overview specifically prepared for the
Governors’ Seminar at the 44th Annual General Meeting of the ADB to be held in Hanoi on 5-6 May 2011. With
inputs from the Governors’ Seminar, this publication will be expanded into a comprehensive book in August
2011. Since the Asia 2050 study was commissioned to foster a debate on development challenges in Asia,
ADB will continue the consultative process and my management team and | will join as many of the discussions
as possible.

The changes in policies and strategies outlined in this publication that are needed to address the challenges
that Asia faces will likely have long gestation periods. We must therefore act now. The failure to meet these chal-
lenges would deprive Asians of potential affluence and greater well-being for a generation or more.

| recommend this overview to all those interested in the long-term economic and social development of Asia.
And, as always, we would greatly appreciate your feedback.

A Rt e

Haruhiko Kuroda
President
Asian Development Bank
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Preface

This study is aimed at senior policy makers, top
business leaders and key opinion makers within Asia
to help forge a consensus on a vision of and strategy
for Asia’s potentially historic rise among the global
community of nations between now and 2050.

The study offers a long-term perspective of the
Asia region as a whole as opposed to the more com-
mon approach that delivers a short- to medium-term
perspective of selected countries, subregions or
issues. The study attempts to add new value and
insights particularly in the following five respects:

e First, it challenges the growing perception
that Asia’s rapid rise in the global economy is
inevitable, as if the region is on “autopilot.” The
report highlights significant risks that could lead
to economic, social and even political instability
and, in turn, derail economic development and
growth. This extensive list of risks, includes,
but is not limited to: continuing, or increas-
ing, social disparities and inequities; People’s
Republic of China (PRC), India and many oth-
ers falling into the Middle Income Trap (Chapter
5, Box 1); and steady decline in the quality and
credibility of institutions (political, economic,
police, judiciary). Given the economic history
of other once successful regions and countries
(notably Japan and Brazil before and after the
1980s), it cautions policy makers and business
leaders against becoming complacent.

e Second, the study highlights new chal-
lenges that the current middle income

economies—such as PRC, India, Indonesia,
Thailand and Viet Nam—will have to overcome
in the next 40 years and that the newly indus-
trialized countries did not have to face during
the past 40 (slower growing, less confident
and more inward looking North America and
Europe; likely intensive competition for finite
natural resources; adverse impact of climate
change; need to go beyond the current global
best practice, and so on).

Third, it outlines the prerequisites and strategy
for Asia as a whole to continue its rapid devel-
opment (e.g., need for a new pattern of growth;
greater focus on inclusive growth and urbani-
zation) while avoiding the Middle Income Trap.
Fourth, it examines the prospects and options
for Asian regional cooperation and integra-
tion. It argues for an unhindered flow of trade
and investments throughout Asia based on a
bottom-up market-based approach, as well as
greater collaboration between countries per-
mitting them to prosper together in a peaceful
and harmonious manner.

Fifth, it highlights the opportunities and obliga-
tions that would arise out of Asia’s rapidly
expanding global presence. Managing this
unprecedented rise in a peaceful and harmoni-
ous manner will require patience and humility
on the part of all major Asian players.

XV






Executive Summary

and Conclusions

Asia is in the midst of a truly historic transformation. If
it continues to grow on its recent trajectory, it could,
by 2050, account for more than half of global Gross
Domestic Product (GDP), trade and investment, and
enjoy widespread affluence. Its per capita income
could rise sixfold to reach the global average and be
similar to European levels today (though Europe and
North America will remain much richer in per capita
terms). It thus holds the promise of making some 3
billion additional Asians, hitherto commonly associ-
ated with poverty and deprivation, affluent by today’s
standards. By nearly doubling its share of global GDP
(at market exchange rates) from 27 percent in 2010 to
51 percent by 2050, Asia would regain the dominant
global economic position it held some 250 year ago,
before the Industrial Revolution. Some have called this
possibility the “Asian Century”.

While this promising outcome, premised on the major
economies sustaining the present growth trajectory,

is plausible, it does not imply that the path ahead is
just doing more of the same. Indeed, just maintaining
the present growth momentum will require a different
pattern of growth and urgent tackling of a broad array
of politically difficult issues over a long and sustained
period. Asia’s rise is by no means preordained.

Indeed, this outcome is fraught with multiple risks and
challenges, particularly:

e large and, in some cases, increasing inequities
within countries could undermine social cohe-
sion and political stability.

e Individual countries risk falling into the Middle
Income Trap due to a host of domestic eco-
nomic, social and political challenges.

e Intense competition for finite natural resources
(such as energy, water and fertile land) un-
leashed by this growth, as the newly affluent
Asians aspire to higher standards of living.

e Rising disparities across countries and subre-
gions could destabilize the region and halt its
growth momentum.

e  Global warming and climate change (includ-
ing increased natural disasters), as well as
associated water shortages, could threaten
agricultural production, coastal populations and
numerous major urban areas.

e In addition, almost all countries face the over-
arching challenge of governance and institu-
tional capacity.

These challenges are not mutually exclusive. They can
impact one another and multiply existing tensions,
unrest, and conflicts, or even create new pressure
points within and across Asia that threaten its growth,
stability, and security.

Based on Asia’s record over the past twenty-five
years, it is possible to categorize Asian economies
into three groups. Seven' have grown rapidly since
the 1950s, avoiding the Middle Income Trap and
becoming high-income developed economies in one
generation. Another 11 economies?, including the two
giant economies of the People’s Republic of China
(PRC) and India, have demonstrated consistently
high growth since 1990 and already reached middle
income status, but they now face the greatest risk of
falling into the Middle Income Trap (Box 1). Several

of these economies, or the larger ones, could eas-

ily derail the enticing prospect of the Asian Century.
Finally, 31 economies—including a large number of
smaller countries—have achieved only modest or low
long-term growth.® Their success in joining the ranks

1 Brunei Darussalam; Hong Kong, China; Japan; Republic of Korea; Macau,
China; Singapore; and Taipei,China; these economies have per capita income
over $12,196.

2 Armenia; Azerbaijan; Cambodia; PRC; Georgia; India; Indonesia; Kazakhstan;
Malaysia; Thailand; and Viet Nam.

3 In this study, Asia is defined to comprise three Asian subregions; East Asia
and the Pacific (including Democratic People’s Republic of Korea); South Asia;
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Box | The Asia-7—engines of
1 1 Asia’s re-emergence

Asia’s rise will be led by PRC, India,
Indonesia, Japan, Republic of Korea, Malaysia,
and Thailand. In 2010 these seven economies
had a combined total population of 3.1 billion
(78 percent of Asia) and a GDP of $14.2 trillion
(87 percent of Asia). By 2050 their share in
population is expected to fall to 73 percent
of Asia, while the share of GDP rises to 90
percent. These seven economies alone will
account for 45 percent of global GDP. Their
average per capita income of $45,800 (PPP)
would be 25 percent higher than the global
average of $36,600.

of the fast-growing group would significantly facilitate
the spread of affluence to all Asians.

This report postulates two scenarios of Asia’s future
growth trajectory: the Asian Century and Middle
Income Trap scenarios (paragraphs 35 and 36). But
these scenarios are by no means exhaustive —instead
they are only two possible trajectories of how the fu-
ture may unfold. They have a single objective: to draw
attention to the longer-term implications of the broad
trends and to ask what-if questions.

and Central Asia (including Iran). The 49 economies covered are: Afghanistan;
Armenia; Azerbaijan; Bangladesh; Bhutan; Brunei Darussalam; Cambodia;
People’s Republic of China (PRC); Cook Islands; Democratic People’s Republic
of Korea; Fiji; Georgia; Hong Kong, China; India; Indonesia; Iran; Japan;
Kazakhstan; Kiribati; Republic of Korea; Kyrgyz Republic; Lao PDR; Macau,
China; Malaysia; Maldives; Marshall Islands; Federated States of Micronesia;
Mongolia; Myanmar; Nauru; Nepal; Pakistan; Palau; Papua New Guinea;
Philippines; Samoa; Singapore; Solomon Islands; Sri Lanka; Taipei,China;
Thailand; Tajikistan; Timor-Leste; Tonga; Turkmenistan; Tuvalu; Uzbekistan;
Vanuatu; and Viet Nam.

“ The Asian Century scenario extends Asia’s
past success into the future, putting it on
the cusp of a truly historic transformation

Makings of the Asian Century

The Asian Century scenario essentially extends Asia’s
past success into the future, putting it on the cusp of
a truly historic transformation. In this scenario, Asia’s
GDP (market exchange rates) would increase from
$16 trillion in 2010 to $148 trillion in 2050, or half of
global GDP, similar to its share of the global popula-
tion. With a per capita GDP of $38,600 (PPP), Asia in
2050 would have incomes similar to Europe today. It
would have no poor countries (with average per capita
GDP of less than $1,000), compared with seven
today. All this assumes that Asian economies can
maintain their momentum for another 40 years and
adapt to shifting global economic and technological
environment by continually recreating their compara-
tive advantage.

Actions at three levels

But in its march towards the Asian Century, the region
must tackle daunting policy, institutional and gover-
nance challenges along the way. Given widely varying
country conditions, the precise actions and their tim-
ing must vary. Still, it is possible to draw the contours
of the major changes necessary for the region along
three dimensions: (i) national strategic and policy
actions; (i) collective regional actions to bridge the
national and global agendas; and (i) Asia’s interac-
tions with the global community (Figure 1). The ability
of the diverse countries in Asia to realize the promise
of the Asian Century will be determined by their suc-
cess, individually and collectively, in addressing these
imperatives.

National action agenda

Seven overarching inter-generational issues and
strategic changes require action at the national level



“ Seven overarching multigenerational
issues and strategic changes require action
at the national level throughout the region

Figure
|

I Strategic framework

throughout the region:

Growth with inclusion

Growth and inclusion need not be mutually exclusive;
indeed they can be mutually reinforcing. To sustain
growth over the long-term, almost all Asian countries
must give much higher priority to inclusion and reduc-
ing inequalities—rich/poor, rural/urban, educated/
uneducated and along ethnic lines. Countries should
give highest priority to education and developing hu-
man capital, with a focus on women, essential to fully
realize the demographic dividend. Increasing access
to quality infrastructure services will be important.
Urban inequality, which has been rising in parts of
Asia, will need to be addressed. Rural development—
including agriculture—will remain important in all low
and middle income economies to uplift millions of
Asians still resident in rural areas. However, rural de-
velopment is not an alternative to urban development.
They complement each other.

Financial transformation

As its share of global GDP rises to 50 percent or
more, Asia should also have about the same share

of global financial assets, the banking sector, equity
and bond markets etc. In transforming its financial
systems, Asian leaders must remain mindful of the
lessons of the 1997 Asian Financial Crisis and the
Great Recession (sometimes also referred to as the
Global Financial Crisis) of 2007-09. Above all, Asia
must avoid falling prey to another bubble of exces-
sively exuberant expectations. It will need to formulate
its own financial model, avoiding both the overreliance
on self-regulation by markets—that caused the Great
Recession—and the current excessive central govern-
ment control of banking dominated financial systems
in many parts of Asia, and becoming more open to
institutional innovation. There is also an urgent need to
develop financial instruments and create an enabling
environment for financing Asia’s massive infrastruc-
ture and urbanization needs through public-private
partnerships and public financial markets. In Northeast
Asia (Japan, Republic of Korea and PRC), the special
needs of ageing societies demand greater attention.
National reforms should create conditions to facilitate
regional (and global) financial integration at the right
time.

Managing massive urbanization

Between now and 2050, Asia will be transformed as
its urban population nearly doubles from 1.6 billion

to 3.1 billion, truly staggering and truly historic (Table
1). Asia’s cities, which already account for more than
80 percent of economic output, will be the centers

of higher education, innovation and technological
development. Urban buildings and transport would
account for the bulk of energy consumption and
carbon emissions. The quality and efficiency of urban
areas will thus increasingly determine Asia’s long-term

SNOISNTONOD ANV AdVININNS JAILNOIXS
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competitiveness and social and political stability. Asia
must take advantage of being early on its urbanization
growth curve, to manage its coming rapid urbaniza-
tion by promoting compact, energy-efficient, safe

and livable cities—more reliant on mass transit than
on cars. It must also manage some significant risks,
particularly those associated with inequality, slums
and a breakdown of social cohesion. Better financ-
ing and management of cities will require long-term
planning and visionary leadership, further decentraliza-
tion of responsibility to local governments, more local
accountability and greater market financing of urban
capital investments.

Table | Asia’s urban population will

1 1 nearly double by 2050

Asian Urbanization 2010 2050
-lggt;ltlllgtritc,::in(millions) 1,649 3,247
Northeast Asia 805 1,284
South Asia 496 1,261
Southeast Asia 252 520
Central Asia 96 182
Urbanization (%) 41% 64%
Northeast Asia 50% 74%
South Asia 30% 55%
Southeast Asia 42% 65%
Central Asia 52% 67%

Source: UN World Urbanization Prospects, 2007 Revision.

Radical reduction in the intensity of energy and
natural resource use

The anticipated affluence of some 3 billion additional
Asians will put tremendous pressures on—and create
intense competition for—Earth’s finite natural resourc-
es. Long before 2050, Asia will surpass North America
and Europe as the largest energy consuming block.

“ In the future, the converging Asian
economies and, particularly, PRC and
India must move from catch-up to frontier

entrepreneurship and innovation

It will be most affected by, and most responsible for,
excessive reliance on energy imports. To preserve

its economic interests, it will need to take the lead in
radical energy efficiency and diversification programs
based on eliminating energy subsidies and switching
from fossil fuels to renewable energy?*. There will be
similar issues for most other natural resources, includ-
ing water and fertile land for food production. The only
way out is a combination of price increases, techno-
logical breakthroughs and changes in consumption
patterns. Note the strong synergy between energy
efficiency and total factor productivity growth, which is
needed for sustained global competitiveness. The key
policy implication for all Asian countries is that their fu-
ture competitiveness and well-being will depend heav-
ily on improving the efficiency of natural resource use
and winning the global race to a low carbon future.

Entrepreneurship, innovation and technological
development

The continuing rapid growth of Asian economies

over the next 40 years will require harnessing the

full potential of technology, innovation and, critically,
entrepreneurship. The model in Asia so far, with few
exceptions, has been “catching up” with the more
advanced economies and adapting the technologies
developed there to produce for western markets. That
is no longer adequate. More Asian countries need to
emulate Japan, Singapore and Republic of Korea and
come closer to, or preferably become, the global best
practice. In the future, the converging Asian econo-
mies and, particularly, PRC and India must move from
catch-up to frontier entrepreneurship and innovation
to create breakthroughs in science and technology,
joining the ranks of Japan, Republic of Korea and
other high-income economies. A particularly fruitful

4 1t is still too early to assess as to how the March 2011 nuclear incident in
Japan would affect the future role and prospects of nuclear energy.



‘ ‘ High quality institutions will help the fast
growing countries avoid the Middle Income Trap

area, where PRC and India have already demon-
strated notable successes, will be frugal innovation
to meet the needs of millions of people with modest
incomes or the so called bottom of the pyramid. The
core requirement—where many Asian economies fall
short—is quality education at all levels that promotes
creativity, supported by an eco-system necessary to
foster innovation and entrepreneurship.

Governance and institutions

All countries must improve governance and continually
transform their institutions. The recent deterioration

in the quality and credibility of national political and
economic institutions (illustrated by rising corruption) is
a serious concern and likely to become a binding con-
straint to growth. High quality institutions will help the
fast growing countries avoid the Middle Income Trap,
and the slower growing countries establish the basic
institutions for moving toward sustained economic
growth. Managing the common challenges—be they
rapid urbanization, building a fundamentally sound
financial sector, or fostering entrepreneurship and in-
novation—requires effective governance, both at the
central and local level. Asia must modernize gover-
nance and retool its institutions with an emphasis on
transparency, accountability and enforceability

From growth to well-being

As more countries emulate the past economic suc-
cess of Japan, Singapore and Republic of Korea and
become high income, they will need to move toward
new policies that promote broader social well-being,
self-satisfaction and happiness. Just as inclusion will
be important to maintain social cohesion and political
stability in low and middle income countries, a greater
focus on personal satisfaction and harmony with
nature, rather than more wealth, will be important for
the affluent countries. This requires a dialogue within

Asia to understand what can be done to improve well-
being and what that implies for the region’s growth
model. It may be time to begin defining measures of
well-being and incorporating them in national surveys.

Priorities for national action

While these inter-generational issues apply to most
Asian economies, their relative priority will vary over
time, depending on the group a country belongs to at
a given time:

Slow or modest growth, aspiring Asia

The highest priority of this group—which includes both
low® and lower-middle® income economies ranging
from Nepal to Tajikistan—must be to raise economic
growth to approach those of their more successful
Asian neighbors. They should aim at joining the group
of convergers’ by focusing on the fundamentals of
development: promoting faster and more inclusive
growth by reducing inequalities through better educa-
tion for all, infrastructure development and major im-
provements in institutions, the business environment
and openness to external markets.

Fast-growing converging economies

Avoiding the Middle Income Trap should be the para-
mount objective of the fast growing economies. They
should—in addition to further reducing inequalities and
consolidating the fundamentals of development—train
a world-class skilled labor force and build credible

and predictable institutions that protect the property
(physical and intellectual) rights and allow fair dispute
resolution. Constantly improving the business climate

5 Per capita income of less than US $995.

6 Per capita income between $996-$3945.

7 Economies that have successfully converged with high income economies
over an extended period (25 years plus) through productivity gains.
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will be key. In addition, they will need a new vision in
four crucial areas: to transform their financial systems
to support development of the real sector while pro-
moting stability and minimizing volatility in the markets;
to manage the challenges of rapid urbanization; to
dramatically improve the efficiency of energy use and
other natural resources; and to promote innovation
and entrepreneurship for enhanced productivity and
competitiveness.

High income, developed economies

This group—especially Japan, Republic of Korea and
Singapore —should lead the rest of Asia in two par-
ticular areas. First, through scientific and technological
breakthroughs in areas of special importance to Asia,
such as biotechnology, medical care for the aged and
mitigating climate change. And second in moving be-
yond achieving high economic growth toward promot-
ing broader social well-being and happiness.

As countries develop and their institutional capacities
improve, they will graduate from their current country
grouping to the next—from non-convergers to con-
vergers, and from middle income convergers to high
income® or developed economy leaders.

Asia’s high income countries and even some middle
income countries such as PRC face the singular chal-
lenge of ageing— of the very generation that created
the Asian miracle. These demographic realities will
not only translate into new (more modest) economic
realities, but also into new inter-generational expecta-
tions and relations. These in turn will affect all aspects
of governance and call for wide-ranging institutional
adjustments, raising issues of fiscal affordability and
sustainability.

8 Per capita income of $12,196 or more.

“ Regional cooperation and integration are

critical for Asia’s march towards prosperity

Throughout Asia, an expanding middle class—itself a
desirable product of rapid socioeconomic growth —will
also exert new demands for greater voice and partici-
pation, greater accountability for results, and greater
personal space. The quality of communication and the
mutual respect between those who govern and those
who are governed will become paramount as new
social media and other yet unknown tools will be avail-
able to the public, as recent events in the Middle East
have amply illustrated.

Although daunting, the eradication of corruption is
critical for all countries to maintain social and political
stability and retain legitimacy.

Regional cooperation and collaboration

Regional cooperation and integration are critical for
Asia’s march towards prosperity. Greater regional
cooperation and collaboration will become significantly
more important for six reasons. First, cementing Asia’s
hard-won economic gains in the face of vulnerabili-
ties to external shocks. Second, regional coopera-
tion and collaboration could be an important bridge
between individual Asian countries and the rest of

the world, and also as leverage for policy makers to
implement domestic reforms that face resistance from
entrenched interest groups. To have its voice and influ-
ence commensurate with its economic weight, Asian
economies will need to coordinate, even harmonize,
their geopolitical positions on a range of global issues.
This can be done only through genuine and regular re-
gional dialogue and cooperation. Third, as Asian econ-
omies rebalance growth towards “internal” (domestic
and regional) demand, transport and energy connec-
tivity will pave the way for creation of a single market.
To sustain regionwide economic growth, they need

to fully open their markets to neighbors in the region
(in the same way the US and European markets have
been open to Asia since World War Il). This will allow



‘ ‘ The region will need to take greater
ownership of the global commons, including an
open trading system, stable financial system,
climate change, and peace and security

unhindered flow of trade and investments (and more
labor mobility, particularly of skilled labor) throughout
Asia. Fourth, regional cooperation and development
assistance can help reduce cross-country disparities
in income and opportunities, which if left unchecked,
could breed instability or even spark conflicts in parts
of Asia. Fifth, collaboration in technological develop-
ment, energy security, and disaster preparedness can
yield significant synergies and positive spillovers. And
sixth, skillful and cooperative management of regional
commons will become increasingly important for
Asia’s long-term stability, peace and harmony.

Avoiding conflict between mega economies and
nuclear states, and maintaining social and political
stability in the region will be paramount. Given its
diversity and heterogeneity, Asia will need to develop
its own unique model of regional cooperation and
integration that builds on the past positive experience:
a market-driven, bottom-up and pragmatic approach
that facilitates free regional trade and investment
flows. This model could build on the ASEAN experi-
ence and gradually include more economies over time,
eventually resulting in unhindered flow of trade and
investments throughout Asia as well as some labor
mobility. The aim of these spontaneous actions and
government initiatives is to accomplish the creation

of an Asian economic community. Such an approach
will require stronger—though not necessarily new —re-
gional institutions.

The creation of an integrated and effective Asian eco-
nomic community must be based on two general prin-
ciples—openness and transparency. Openness will be
a continuation of Asia’s long-standing policy of open
regionalism. It also encourages regional institutions

to make the most of existing global institutions and
conventions. Meanwhile, transparency will enhance
accountability and strengthen governance.

Crucial for increased regional cooperation is strong
political leadership. Given the region’s diversity, build-
ing Asia’s regionalism would require collective leader-
ship that requires the recognition of adequate bal-
ance of power among all participants. Major existing
economic powers like Japan and Republic of Korea,
as well as emerging ones such as PRC, India and
Indonesia will have an important role in integrating Asia
and shaping its role in the global economy.

Global agenda

Asia’s growth and larger footprint in the global
economy will bring with it new challenges, responsi-
bilities and obligations. The region will need to take
greater ownership of the global commons, includ-

ing an open trading system, stable financial system,
climate change, and peace and security. It will need
to gradually transform from a passive onlooker in the
debate on global rule-making and a reticent follower of
the rules, to an active participant in the debate and a
constructive formulator of the rules. While formulating
its domestic or regional policy agenda, the region as
a whole, but also the larger economies—PRC, India,
Indonesia, Japan and Republic of Korea—will need to
take into account the regional and global implications.
The region will need to delicately “manage” its rapidly
rising role as a major player in global governance in a
non-assertive and constructive way. As an emerging
global leader, Asia should act as—and be seen as—a
responsible global citizen.

In this context, Developing Asia’s stance on climate
change requires a fundamental reassessment. This
study demonstrates that early and aggressive action
on climate change is in Asia’s self-interest—socially,
economically and politically. A change in its current
stance will also be an early demonstration to the world
that Asia is willing and able to play a constructive role
in preserving the global commons.
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As Asia becomes the center of the global economy, it
will be in its self-interest that the rest of world is also
doing well economically and politically. Peace and
security throughout the world will be essential for its
long-term prosperity.

Asia’s efforts to enhance regional cooperation must
not be at the cost of Asia’s traditional openness to the
rest of the world. Asia must adhere to its long standing
strategy of “open regionalism.”

Need for enhanced resilience

Asia’s rise will almost certainly not be smooth. Eco-
nomic history teaches us that there will be many ups
and downs along the way. For example, in the past 40
years, financial crises have reoccurred roughly once
every 10 years. It is most likely that between now and
2050, there will be major crises: financial or economic
(even social and political). How countries navigate
through them will decide Asia’s fortunes. Fortunately,
with each successive crisis, Asia has demonstrated

a growing capacity to manage crises. The region’s
much enhanced resilience to external shocks was
demonstrated vividly during the Great Recession, as it
became the first region to recover, with a V-shaped re-
covery. But the region must not become complacent.
[t must continue to reinforce its resilience by following
prudent macro-economic, fiscal and monetary policies
and by making its financial systems more robust.
Overall, the adaptability, flexibility and capacity to
respond to the changing global economic landscape
will carry a high premium.

Asian Century vs. Middle Income Trap sce-
nario: dramatic difference in outcome

The agenda in this report—national, regional and
global—is broad ranging and requires far-sighted
leadership. It is daunting but also necessary that

“ The agenda in this report—national,
regional and global—is broad ranging
and requires far-sighted leadership

the region realizes the opportunity that lies before it.
Which and how many countries will meet this chal-
lenge? The answer is far from clear. Given this reality
and uncertainties about the various drivers, the report
postulates two quantitative scenarios with very differ-
ent outcomes. The discussion above is based on the
optimistic Asian Century scenario. But this scenario is
by no means preordained.

The Asian Century scenario assumes that: () the
eleven economies with a demonstrated past record
of sustained convergence to the best global practice
over the past 30 plus years would continue to do so
over the next forty years; and (i) countries accounting
for roughly forty percent of the GDP and population
of the remaining (currently non-converging, aspiring)
economies would succeed in becoming convergers
by 2020. This will significantly raise their economic
growth between 2020 and 2050, and bring their
societies closer to affluence. Under this scenario some
3 billion additional Asians would become affluent be-
tween now and 2050. This should be considered the
desired or ideal scenario for Asia as a whole.

The Middle Income Trap scenario, assumes that the
current converging economies would fall into the Mid-
dle Income Trap in the next 5-10 years, without any of
the current non-convergers improving upon their past
record; in other words, Asia would follow the pattern
of Latin America over the past 30 years. This could be
treated as the pessimistic scenario and a wakeup call
to Asian leaders.

Long-term projections of Asia through 2050 cannot
rule out the possibility of a “perfect storm” scenario,
whereby the combination of bad macro-policies, exu-
berance combined with lax financial sector supervi-
sion, conflicts, natural disaster/climate change risks,
demographic and weak governance could lead to

a major setback to Asian growth. Under this worst



“ If today’s fast-growing Asian economies
become mired in the Middle Income Trap, Asia
would fall far short of the Asian Century

case—or Doomsday—scenario, Asia could stumble
into a financial meltdown, major conflicts or region-
wide chaos well before 2050. While it is not possible
to quantify the scenario, clearly Asia must be aware of
such a catastrophic situation and avoid it at all costs.
There will be a huge difference in the outcomes under
the two scenarios quantified here. The economic and
social costs of missing the Asian Century are truly
staggering. If today’s fast-growing Asian economies
become mired in the Middle Income Trap, Asia would
fall far short of the Asian Century. Total GDP in 2050
would reach only $61 trillion, not $148 trillion (at
market exchange rates) (Figure 2). GDP per capita
would be only $20,300, not $38,600, in PPP. Such an
outcome would deprive billions of Asians of a lifetime
of affluence and well-being.

Box
2

The Middle Income Trap refers to countries
stagnating and not growing to advanced country
levels. This is illustrated in the figure, which plots
the per capita incomes of three middle income
countries between 1975 and 2005. In a steadily
growing economy, the per capita GDP would rise
continuously over time, towards higher incomes.
That is the experience of Republic of Korea. But
many middle income countries do not follow this
pattern. Instead, they have short periods of growth
followed by periods of stagnation or even decline,
or are stuck at low growth rates.

They are caught in the Middle Income Trap—
unable to compete with low income, low wage
economies in manufacturing exports and unable
to compete with advanced economies in high
skill innovations. Put another way, such countries
cannot make a timely transition from resource-
driven growth, with low cost labor and capital, to
productivity-driven growth.

The intangibles

Four overriding non-tangibles will ultimately determine
Asia’s long-term destiny. First is the ability of Asia’s
leaders to persevere during the inevitable ups and
downs and to focus on the long-term. Implementing
the vision, strategy, policies, and institution building
proposed here will place a tremendous premium on
mature, far-sighted and enlightened leadership. The
region’s ability to maintain the current momentum for
another 40 years, which will require continual adjust-
ments in strategy and policies to respond to changing
circumstances and shifting comparative advantages.
Second, will be the willingness and ability of all Asians
to emulate the success of East Asia to adopt a so far
pragmatic rather than ideological approach to policy

I The Middle Income Trap: unable to compete
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Source: IMF World Economic Outlook, October 2010.
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Figure
2
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formulation and to keep a laser like focus on results.
Third is Asia’s success in building much greater mutual
trust and confidence between the major economies,
vital for effective regional cooperation and collabora-
tion. And fourth is the commitment and ability of Asian
leaders to modernize governance and retool institu-
tions, while enhancing transparency and accountabil-

ity.

I Asian Century vs. Middle Income Trap

“ Implementing the vision, strategy, policies,
and institution building proposed here will
place a tremendous premium on mature,
far-sighted and enlightened leadership

Middle Income Trap Scenario

Middle East
& North Rest of
Sub Saharan Africa World
Africa 5% 2%

3%\

Latin
America &
Caribbean

9%
Asia GDP: $61 trillion

The changes in policies and strategies proposed here,
and related institutional reforms, have long gestation
periods spanning many decades. The future—2050—
will be here before we know it, and Asian leaders must
begin to act now.



Background and Introduction

What is “Asia”?

Asia is an expansive and heterogeneous region—
physically, socially, politically and economically. It
includes some of the world’s largest, most competi-
tive and most sophisticated economies, such as
Japan, Hong Kong, China, Singapore and Republic
of Korea. People’s Republic of China (PRC), India,
Indonesia, and Viet Nam are fast emerging as impor-
tant global players. They co-exist with numerous
small, under-developed and, often, fragile economies
such as Afghanistan, Nepal and many Pacific Islands.

There are vast differences and—until recently—
only limited physical and economic links among the
three subregions: East Asia and the Pacific, South
Asia and Central Asia. Unlike the atmosphere of
shared ancestry in Europe, Asian nations are not
linked by a common history, culture, religion or herit-
age. Asians speak dozens of languages without a
common root, such as Greek or Latin, the basis of
most European languages. Often, individual Asian
countries have stronger economic and social ties with
nations outside Asia than with those within the region.

So, what is Asia? The notion that, given its size
and diversity, it is merely an idealistic concept incor-
porating distinct subregions and peoples rather than
a homogeneous entity is not correct. Today’s Asia,
even with its geographical, political, linguistic and cul-
tural diversity, shares one overriding common trait—
the pursuit of rapid economic and social development
encompassing almost 60 percent of the world’s cur-
rent population.” All Asian societies also place a high

1 In this study, Asia is defined to comprise three Asian subregions; East Asia
and the Pacific (including Democratic People’s Republic of Korea); South Asia;
and Central Asia (including Iran). The 49 developed economies covered are:
Afghanistan; Armenia; Azerbaijan; Bangladesh; Bhutan; Brunei Darussalam,;
Cambodia; People’s Republic of China (PRC); Cook Islands; Democratic
People’s Republic of Korea; Fiji; Georgia; Hong Kong, China; India; Indonesia;
Iran; Japan; Kazakhstan; Kiribati; Republic of Korea; Kyrgyz Republic; Lao
PDR; Macau, China; Malaysia; Maldives; Marshall Islands; Federated States
of Micronesia; Mongolia; Myanmar; Nauru; Nepal; Pakistan; Palau; Papua
New Guinea; Philippines; Samoa; Singapore; Solomon Islands; Sri Lanka;

premium on education, the work ethic and a sense of
broader common good.

The promise of rapid economic growth and the
ability to realize such aspirations was first evidenced
by Japan’s transformation to a rich country within
the span of a generation (a feat since emulated by
Republic of Korea, Taipei,China, Hong Kong, China
and Singapore). Malaysia and Thailand, once among
the poorest, have solidly established themselves
as upper-middle income countries?. And two of the
region’s largest countries, PRC and India, are now
advancing at an impressive pace to join the ranks of
the rich. Indonesia and Viet Nam are growing rapidly.
It is therefore no surprise that all of Asia, despite its
heterogeneity, aspires to emulate these success
stories.

When considering Asia’s economic and social
prospects and challenges, it is important to keep in
mind the many paradoxes that abound in the region.
While it is the world’s fastest growing region, Asia is
still home to nearly half of the world’s absolute poor
(with per capita incomes of less than US$1.25 a day).
Asia has become the global hub of manufacturing
and information technology services, and yet vast
numbers of its people are illiterate or unemployed.
The rapid ageing of societies is a particular concern
in Japan, Republic of Korea and PRC, while Pakistan,
the Philippines and many Central Asian republics
still have high population growth rates. The region
is home to the largest savings pool in the world and
the largest net lender to the developed countries,
but it simultaneously has massive unmet investment
needs at home—particularly in infrastructure and
urbanization. And in contrast to its superiority in
manufacturing and information technology services,
Asia’s financial sector is underdeveloped; it is more

Taipei,China; Thailand; Tajikistan; Timor-Leste; Tonga; Turkmenistan; Tuvalu;
Uzbekistan; Vanuatu; and Viet Nam.
2 Per capita income between $3,946-$12,196.
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efficient to intermediate its savings in European and
North American financial centers than to rely on its
own financial markets.

Despite these paradoxes, the speed and extent of
Asia’s economic and social progress during the past
40 years is undeniable. Indeed, it remains unprec-
edented. In many respects, the region has become
an object of global envy.

Asia is booming. On many dimensions, Asia’s
development performance in the 21st century has
been its best so far. The incomes in Developing Asia
reached nearly $5,000 in purchasing power parity
terms in 2010, growing 9.4 percent annually over the
decade 2001-2010. Investment rates reached record
highs, averaging 35 percent of GDP over the decade,
suggesting enormous confidence in the region’s
future. The average annual growth of exports was
11.4 percent. Net inflows of private capital into the
region averaged $83 billion a year. External debt fell to
14.5 percent of GDP. And foreign exchange reserves
of $3.5 trillion were accumulated in Developing Asian
countries alone.

By some estimates, Asian countries could have
reduced poverty ($1.25 a day) by 430 million people
between 2005 and 2010, 93 percent of the global
poverty reduction in this time frame.® By all accounts,
Asia is increasingly becoming a middle income
region. According to the IMF, only seven Asian coun-
tries* had per capita incomes of less than $1,000 in
2010.

The aggregate numbers are of course heavily
influenced by Asia’s two population giants, PRC and
India, but development performance is impressively
broad-based. Eleven Developing Asian countries
have grown at more than 3.5 percent per capita since

3 L. Chandy and G. Gertz, “Poverty by the Numbers,” Washington, DC: Brook-
ings Institution, January 2011.

4 Afghanistan, Bangladesh, Cambodia, Lao PDR, Myanmar, Nepal and Timor-
Leste.

“ Amidst the excitement about the
transformations taking place in Asia, it
is also important to recognize that Asia
faces a number of mega challenges

2000°%, a rate that doubles incomes in 20 years.
Four of the top five performers in the most recent
OECD Program for International Student Assessment
(PISA) are Asian: Shanghai-PRC; Republic of Korea;
Hong Kong, China; and Singapore.® Japan, PRC
and Republic of Korea are among the top countries
in terms of number of patents registered by the
World International Patent Office. The region’s quick
V-shaped recovery from the Great Recession of
2007-09 is another indicator of Asia’s economic
prowess and resilience.

Is the “Asian Century” preordained?

Given all this, it has become fashionable to talk
about the “Asian Century.” The impression has been
created that the ascendency of Asia is somehow an
immutable fact and the only question is merely when
PRC and India will become the largest and second
largest global economies, as if the countries are on
autopilot, gliding smoothly to their rightful destiny.

Amidst the excitement about the transformations
taking place in Asia, it is also important to recognize
that Asia faces a number of mega challenges: (i) large
and, in some cases, rising inequities and disparities
within countries that could alter the political and
social fabric of the region; (i) the risk of falling into the
Middle Income Trap due to a host of economic, social
and political challenges faced by individual countries;
(iii) intense competition for finite natural resources
(energy, other minerals, water and fertile land) that
would be unleashed in the next 40 years as some 3
billion additional Asians become much more affluent
and strive to achieve even higher living standards; (iv)
the potential sharp rise in disparities across countries

5 The 11 countries are: Afghanistan, Bangladesh, Cambodia, PRC, India,
Indonesia, Lao PDR, Maldives, Myanmar, Sri Lanka, and Viet Nam. Data from
IMF World Economic Outlook, October 2010.

6 PISA 2009 Results, OECD (2010). PISA assesses reading, mathematics and
science skills for 15-year olds.



‘ ‘ In addition there is the
overarching challenge of governance,
improvements in which will be the key
to overcoming all other challenges

and subregions if the past differentials in relative
growth rates continue between now and 2050 that in
turn would destabilize the countries and subregions
concerned; and (v) global warming and climate
change. The risks arising from climate change and
associated water shortages extend not only to the
vast populations that inhabit coastal areas but also
to areas that rely heavily on agricultural production.
Increased incidence of natural disasters could affect
vast numbers of people throughout Asia.

In addition there is the overarching challenge of
governance, improvements in which will be the key
to overcoming all other challenges. If current adverse
trends in the quality of institutions and in rising cor-
ruption continue unchecked, the ability to sustain the
growth momentum would be severely jeopardized.

Asian countries thus face a long list of challenges
that must be tackled at the national and/or regional
level if individual countries are to realize the promise
and sustainability of rapid economic growth.

These challenges are not mutually exclusive. They
can impact one another and multiply existing tensions,
unrest, and conflicts, or even create new pressure
points within and across Asia that threaten its growth,
stability, and security. If the inter-generational issues
highlighted in this report are not addressed, many
in a collaborative and collective manner, there is an
increased risk of failure.

The study highlights these issues. Its central mes-
sage is that while Asia is in the midst of fundamental
economic and social changes, its sustained progress
for another 40 years is far from preordained. Asians
face formidable challenges in their quest for the
promise of an Asian Century.

Its leaders must be aware that its future prosperity
will need to be earned, in the same way that devel-
oped economies today earned their success over the
past 40 years. Indeed, Asia controls its own destiny.
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Asia in the Global

Economy during 1750-2010:"
Setting the Scene

2

This chapter briefly traces Asia’s economic
footprint starting in the 18th century. The 1750-1990
period saw Asia’s share of the global economy
decline from about 60 percent to less than 20 per-
cent. The two recent decades have witnessed the
beginning of a re-emergence as Asia reached 27
percent of global output.

Decline and re-emergence: 1750-1990

Many outsiders call Asia’s recent economic
success the rise of Asia. A more accurate term to
describe this success is the re-emergence of Asia.

Asia accounted for 58 percent of the world’s
economy before the Industrial Revolution in the mid-
dle of the 18th century. In the following two centuries,
the West grew much faster and Asia’s share steadily
declined to a low of some 15 percent around 1952
(Figure 1).

Figure ] Asia’s share of global
1 | GDP has bottomed
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Source: Maddison, Angus: Contours of the World Economy; IMF World Economic Outlook,
October 2010. Data for 1750-1790 is in PPP and data for 1991-2010 is in market prices.

Asia started to re-emerge after 1950, spurred
by Japan. This was followed by the rise of the
newly industrialized economies and (NIEs)'—Hong
Kong, China; Republic of Korea; Singapore; and
Taipei,China. Starting in the 1980s first Malaysia and
Thailand, then PRC, followed by India, Indonesia and
Viet Nam, gave this growth a further boost. Today,
Asia accounts for 27 percent of global output (at mar-
ket exchange rates).

Reaping of the globalization dividend:
1990-2010

In the wake of the Great Recession, there is a
tendency to forget the extraordinary global boom that
had come just before. Looking at the last 10 years
and at IMF projections for the next five years suggests
that, even taking the recession into account, global
output is on a rising trend that should continue over
the medium term (Figure 2). This is not surprising.

As the share of rapidly growing emerging markets in
global output grows, so too does the average global
rate. Trend growth in world GDP accelerated from 3
percent in 1990 to 4 percent in 2010, and based on
IMF projections to 2015 is set to continue for the next
five years at least.

The same pattern holds for the developing
countries of Asia (Figure 3). In 1990 trend growth was
around 7 percent. By 2010 it had increased to around
8.5 percent, and actual growth was above this trend
line. The period covers the major crisis in developing
East Asian economies in 1997-98 and the smaller
Dot Com Crash of 2001 as well as the recent Great
Recession. If not for these events the trend line would
be even steeper, thanks largely to PRC’s continued
superior growth performance and India’s acceleration

1 This name was coined in 1970 when Hong Kong, China; Republic of Korea;
Taipei,China; and Singapore were growing fast on the basis of rapid indus-
trialization. Today, they are not “newly industrializing” and are heavily service
oriented economies, but the name has stuck.
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“ Large structural changes in the world
economy-—spurred by globalization—
are accelerating the pace of growth

Figure | World GDP growth rate is of growth since 2004. But other dynamic emerging
2 | steadily increasing

markets in the region—Bangladesh, Cambodia,
Indonesia, Kazakhstan, Viet Nam—have also been

> 6 .

2 growing strongly.

g 5 Large structural changes in the world economy—
% IV spurred by globalization—are accelerating the pace

2 4 of growth. These are being led by the integration of

g g A,/( 4/ PRC into the world economy, which is symbolized by
% '§ 3 4 v its accession to the World Trade Organization in 2001,
§ nE‘u U as well as through the opening of formerly closed

2 & 2 economies in the former Soviet Union and Eastern

g © 1 Europe. But globalization has not just been about

; expanding the global marketplace. The rapid develop-
g R A A ment and absorption of information, communication
% § § § § § § § é’ § § g g § and transportation technologies have fostered faster
3 QRS ddgddaAdNdANNdA growth, allowing an ever more granular division of

labor, extending beyond goods markets into services.
Indeed, service exports have been the fastest grow-
ing component of global exports by a wide margin.
Capital flows have also fueled globalization. Net
private financial capital flows from rich to emerging
economies between 1990 and 2010 totaled US$4.3

Figure | Developing Asia GDP trillion (2010 dollars). Even though a considerable part
3 | growth, 1990-2015

Source: IMF World Economic Outlook, October 2010.

of this was returned to rich countries through foreign

12 exchange reserve accumulation, the gross flows are
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a . accelerate despite globalization is the NIEs. Like
(C)

other countries that have rapidly converged with
advanced country incomes, they have seen their

2 growth level off. In 1990 they were growing at 8

0 percent a year, but by 2010 this was cut in half. In
oo: '84' é;' é 'gg' '8' 'g' 'g' '8' '03' é '«‘3: é: ' 1990, their per capita income in purchasing power
ZI22TIRRIRAIRRKRR parity terms was $9,550, half that of advanced coun-

Source: IMF World Economic Outlook, October 2010. tries. By 2010, the Asian NIEs had income levels of
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“ the period of globalization since
1990 has allowed Asia’s share in the
world economy to grow fast
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PPP$34,120, or 90 percent of the level of advanced
countries. Having come so close to the global best
practice economies, it is no surprise that their growth
has slowed.

Taking all these trends together, the period of
globalization since 1990 has allowed Asia’s share in
the world economy to grow fast. A small number of
Asian economies have converged toward advanced
country incomes and the rapid growth of its develop-
ing economies have allowed Asia to account for more
than a quarter of global output (about 27 percent). A
sharp rebound indeed from the mid 1950s.

Much of that has been due to Asians’ high saving
rates and the resulting capital accumulation in Asian
countries. But much is also attributable to productivity
growth. Asian technology levels are catching up to
those in the United States (US), and that catch-up is
reflected in high Asian growth rates. But the absolute
levels of total factor productivity are still far lower in
Asia than in the US. This implies that most Asian
countries have a long way to go before achieving con-
vergence with the US, and it is therefore premature
to believe that they have to grow more slowly in the
same manner as the NIEs over the last 20 years.
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Asia in the Global

Economy 2011-2050: =
Main Drivers of the

3 Asian Century

This chapter discusses the main drivers of Asia’s
economic and social transformation between now
and 2050. It first discusses the three classic drivers
of economic growth: technological change, labor
and capital. It then elaborates on three new drivers
of transformation particularly relevant to Asia: the
emerging middle class; climate change; and the
communications revolution. Finally, it draws atten-
tion to the emerging debate on growth versus social
well-being and personal happiness. These drivers are
not mutually exclusive. They are complementary and
could be mutually reinforcing.

Classic drivers of growth

The basic dynamics of Asian growth depend
on three factors—technical progress (total factor
productivity growth), capital accumulation and labor
force growth. These factors fundamentally drive Asian
growth, as well as growth in the rest of the world.

Technological change and productivity

One way to view Asia’s growth potential is to
separate countries into three groups based on their
past performance. One group is the seven high
income developed economies. A second group of
countries has already demonstrated the ability to
converge with the United States (taken here as repre-
sentative of what advanced countries have achieved
in technological growth) and can be expected to
continue to do so, albeit at a pace that slows as they
approach productivity levels in the United States.
Eleven Developing Asian countries fall into this
converging category, with most of the largest econo-
mies included (PRC, India, Indonesia, Kazakhstan,
Malaysia, Thailand and Viet Nam).

A third group of 31 aspiring countries—mostly low
income but also some lower middle income—has not

been converging in the past on a consistent basis.
They may have been growing faster than the United
States thanks to high levels of labor force growth

and capital investment, but they have not shown
sustained productivity growth. These countries will
continue to have modest growth, especially once
favorable demographic forces reverse or capital accu-
mulation starts to slow. However, they too can join the
convergers’ group through sustained improvements
in productivity.

Of course, the global technology frontier itself is
constantly being improved, by around 1.3 percent
a year (See Annex 2). So even the rapid adopters
have considerable room to grow. By 2050 the global
technology frontier could shift out by two-thirds. This
global advance means that converging countries
approach the frontier more slowly than otherwise. But
by the time they have absorbed today’s technology,
there are new possibilities to exploit (Figure 1).

Modeling technological advancement in this
way is highly stylized. The reality is that countries
both adopt existing technology (adapt it to their own
circumstances by changing production processes)
in some areas, and leapfrog in other areas. In Asia,
upgrading product lines (and discontinuing the out-
moded ones) is the most common form of technologi-
cal progress, followed by introducing new product
lines or brand new technology.!

Much Asian research and development is con-
ducted by the business sector, shortening the time
between new ideas and their adoption in new com-
mercial ventures. Many Asian economies spend a
higher proportion of their GDP on research and devel-
opment than countries elsewhere. This is especially
pronounced in the advanced economies like Japan,
Republic of Korea, Taipei,China and Singapore, but

11. Gill and H. Kharas,“An East Asian Renaissance,” Washington, DC: World
Bank, 2007.
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Figure
|

“ Much Asian research and development is
conducted by the business sector, shortening
the time between new ideas and their

adoption in new commercial ventures

I Asian total factor productivity (1990-2050) is converging with best practice

8.0

7.0

- -Mf

United States

e PRC

6.5 -/7

e |ndia

6.0
e Rep. of Korea
5.5
—Japan
” //// ====Indonesia
4.5-95’/' Viet Nam
4.0 -
O M O O N N 0 « F N O MmO VW O N N 0 A I N O
O O OO O O O O 4 dd N N N N oo on <& <& <
a OO OO 0O O O O O O O O O O O O O O o O o O
T A AN AN AN AN AN AN AN AN AN NN NN NN NN
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is also increasingly true for PRC. Most other Asian
countries lag behind in this area.

Asian technology has reached or is close to the
global cutting edge in many areas of electronics,
computers, information technology services, com-
munications, drugs and biotech. The fact that in these
areas technology is being increasingly developed in
Asia promises technology’s spread to other Asian
countries. Patent citations suggest that knowledge
spillovers are geographically concentrated. The
closer to the source of the innovation, the faster its
adoption. This might appear surprising in an age
of freely flowing written information and access to
scientific journals. But it is consistent with the notion
that what is written down is only a small fraction of
useful knowledge for firms. Tacit knowledge requires
personal interaction to increase understanding and
dissemination.

Demographics and labor force

Over the last two decades, the world has benefit-
ted from a demographic dividend. The number of
people aged 20-64, traditionally taken as the poten-
tial labor force, has been growing. In fact, about 560
million people were added to the global labor force
in the 1990s, and almost 640 million more people
between 2000 and 2010. That dividend is now slow-
ing, and will lose steam by 2035.

Over the next several decades, an ever smaller
absolute number of workers will enter the global labor
force, largely due to lower population growth rates
in advanced and (some) emerging economies. By
2050, the global labor force will be essentially flat,
growing perhaps by 0.4 percent. In reality, the actual
labor force will reflect three offsetting trends. In some
countries, especially emerging markets, a far higher
proportion of youth will go on to complete second-
ary school and get some tertiary education. Also, in
countries such as India and Indonesia, the current



“ By 2050, Japan’s labor force could
be smaller than today’s by almost 30
million workers—a drop of one-third
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large gap in the participation rates of males and
females would narrow, increasing the total number
of workers. And, in advanced countries, more of the
elderly could remain in the labor force. Whether the
overall total labor force ends up expanding or con-
tracting depends on the size of these three trends. It
does seem clear, however, that the rate of increase
that has helped power the global economy forward is
set to decline.

Asia reflects these trends. Its labor force has
been growing at 2.0 percent a year over the last two
decades. In the next two, that will be halved to 0.9
percent a year. In the two following decades (2031-
2050), Asian labor force will likely become flat.

This aggregate conceals vast differences between
Northeast Asia, where the labor force is already peak-
ing and about to decline, and other parts of Asia still
seeing robust growth (Figure 2). In Japan the labor
force peaked around 2000 and has been declining in
absolute terms ever since, now losing about 800,000
workers a year. By 2050, Japan’s labor force could be
smaller than today’s by almost 30 million workers—a

drop of one-third. Republic of Korea and Taipei,China
are going through demographic transitions similar to
Japan’s, but with a lag of 15-20 years. For both, the
labor force is likely to peak in the next five years and
then start to decline. In these countries, the pace of
decline and the rate of ageing will be similar to that of
Japan: -1.3 to -1.5 percent a year.

The demographics of Asia’s giants—PRC
and India—are very different. PRC is closer to the
Northeast Asian countries. Its labor force is still grow-
ing, albeit more slowly than before, and will also prob-
ably peak around 2020. India, by contrast, still has a
young population, and its labor force will continue to
grow before reaching nearly one billion workers by
2050. India will then have 25 percent more workers
than PRC. Today, it has 24 percent fewer workers.
This is one reason for India’s projected higher eco-
nomic growth than PRC over the longer term.
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Capital deepening

Notwithstanding the huge investment rates of
countries like PRC and India in recent years, most
of the world’s capital stock—about 70 percent—is in
advanced economies. Small European economies,
like Switzerland, Norway, Denmark and Finland, have
the highest capital stock per worker in the world.
Japan also has a capital stock per worker above the
developed country average.

But it is in the emerging Asian economies where
the growth of the capital stock per worker during the
past two decades has been the fastest, with PRC at
8.6 percent, India 8.3 percent, Viet Nam 9.3 percent
and Cambodia 9.5 percent, among the fastest
anywhere. Another tier of Asian countries—includ-
ing Indonesia, Malaysia, Thailand, Turkmenistan,
Singapore and Taipei,China—are deepening capital
at 5-6 percent a year, while the Philippines, Pakistan,

Figure

3 1 capital stock between 2030 and 2050

“ As PRC, India and other dynamic
Asian economies with high investment
rates get richer, their absolute additions
to the global capital stock will rise

Bangladesh, Kyrgyz Republic, and Kazakhstan are
showing only 2-3 percent growth in the capital-labor
ratio.

As economies get richer and more capital inten-
sive, it is harder to accumulate more capital. Simply
maintaining net capital levels requires an increasing
proportion of investment to be used in replacing
obsolete capital, leaving less to be added in new
machines. For rapidly growing economies, the rate of
obsolescence is also greater.

The world is entering an investment boom. Today,
$5 trillion is being added each year to the global capi-
tal stock.2 In 20 years that could double to $10 trillion
annually, and by 2050 it could double again. Most of
this capital accumulation is in Asia (Figure 3). Already
about 45 percent of net additions to the world’s
capital stock are in Asia. As PRC, India and other
dynamic Asian economies with high investment rates
get richer, their absolute additions to the global capital
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“ Consumption by the global middle
class accounts for almost one-third of total
global demand, roughly divided evenly
between North America, Europe and Asia

stock will rise. In five years, Asia will be contributing
half of the net increase in the global capital stock. If
this trend continues, that proportion will be almost
three-quarters by 2050.

The new drivers of transformation

In addition to the three classic drivers, Asia’s
economic and social transformation will be driven by
three other significant trends: the emerging middle
class, the changing climate and the communications
revolution.

The emerging Asian middle class

The emerging middle class will become a key
driver of Asia’s economic growth because of the
demand for goods and services and because the
middle class is the source of savings and entrepre-
neurship that drives new products and processes.
Growth in today’s advanced economies comes
mainly from new products, and most growth happens
when these new products are targeted toward and
adopted by the middle class.®

Table
1

Number of People (millions and
global share)

North America 338
Europe 664
Central and South America 181
Asia Pacific 525
Sub-Saharan Africa 32
Middle East and North Africa 105
World 1,845

Source: The Brookings Institution, 2010.

3 The middle class is defined here in the same way as in Kharas (2010) to
include those living in households spending between $10 and $100 a day in
purchasing power parity terms.

Consumption by the global middle class accounts
for almost one-third of total global demand, roughly
divided evenly between North America, Europe and
Asia, but heavily concentrated in advanced countries,
which account for two-thirds of total middle class
consumption (Table 1). These are the consumers at
risk of retrenching their demand. In the Asian Century
scenario described in the next section, middle class
consumption in advanced countries rises by only
0.6 percent a year for the next 20 years and then
declines.

However, consumption by the global middle class
could still expand vigorously thanks to the fast grow-
ing middle class in dynamic emerging economies,
mostly in Asia (Table 2). Spending by the Asian mid-
dle class could rise 9 percent a year through 2030
(although Japanese middle class spending—one-third
that of all Asia today—is forecast to rise by only 1
percent a year). This will be driven by the very strong
growth in middle class spending in the large Asian
countries—PRC, India and Indonesia.

This has already started with PRC. But its middle
class is still small for an economy its size: no more
than 12 percent of its people have living standards

I The West currently accounts for the bulk of global middle class spending

Consumption (billions PPPUS$
and global share)

18% 5,602 26%
36% 8,138 38%
10% 1,534 7%
28% 4,952 23%
2% 256 1%
6% 796 4%
10,0% 21,278 100%
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“ In the other dynamic Asian economies...
household incomes will expand by at least the
growth rate of GDP and that this process will

bring more households into the middle class

Tabl; I The Asian middle class will grow sharply over the next 40 years
2030
Middle Upper
Class Class
Population Population
PRC 1,120 40
India 1,190 15
Indonesia 220 5
Japan 100 20
Republic of Korea 30 20
Viet Nam 80 2
World 4,990 580
us 185 190
Germany 50 30

Source: Centennial Group projections, 2011.

that would place them among the world’s middle
class. PRC has made great strides in starting to
create a viable middle class. Housing ownership in
urban areas is over 80 percent, one of the highest
rates in the world. College enrolliments climbed to 26
million in 2009. Some 26 million automobiles were
registered in 2009, with sales of 13.6 million units in
that year alone. By the end of 2008, 150 million credit
cards were in circulation. There are an estimated 700
million cell phone subscribers. But these anecdotal
data conceal the relative modest role of PRC’s mid-
dle class in the economy. In 2009, household final
consumption expenditure was only 35.7 percent of
GDP, well below the global average (61 percent) and
that of Viet Nam (66 percent), Indonesia (63 percent),
India (54 percent) and Thailand (51 percent). It is also
much lower than PRC’s historical share. Since 2000,
consumption growth has averaged 2.5 percentage
points less than GDP growth.

PRC has long acknowledged the need to grow its
domestic demand, but so far has been unable to do
this. Some changes are long-term and structural, like
improving public health and education and pensions

2050
GDP per Middle Upper GDP per

capita Class Class capita
(PPP) Population Population (PPP)

21,100 1,240 190 47,800
13,200 1,400 210 41,700
13,500 250 40 37,400
48,900 60 40 66,700
60,200 10 35 107,600
11,900 100 15 33,800
19,400 5,900 1,500 36,600
65,500 120 290 98,600
51,300 25 50 77,800

so that households do not need to set aside as much
savings. Others are more immediate. The take-home
pay of a Chinese worker is only about two-thirds of
total compensation. The remainder is taxed by the
government through a variety of social insurance
costs, government mandated labor taxes, and insur-
ance for health, unemployment and the like.* PRC
has the fiscal space to reduce these taxes using,
perhaps, dividends and profits from state-owned
enterprises. If PRC achieves the new plan target of
increasing household expenditure at least as rapidly
as GDP, the size of its middle class will explode. By
2030, if growth continues and if households share in
that growth, 75 percent of PRC’s population will enjoy
middle class standards, and $2/day poverty will be
substantially wiped out.

In the other dynamic Asian economies there is
even more reason to believe that household incomes
will expand by at least the growth rate of GDP and
that this process will bring more households into the

4 Bannister, J., “Manufacturing Employment and Compensation in China,”
Washington, DC: US Department of Labor, Bureau of Labor Statistics, 2005.



“ Climate change is arguably the single most

important long-term issue of our lifetime

middle class. Combining growth with current income
distribution parameters can be used to estimate

the future size of the middle class and the growth

of its consumption for the next 20 years; in India (19
percent), Indonesia (13 percent), Malaysia (7 percent),
Thailand (8 percent) and Viet Nam (19 percent). Low
income countries, like Cambodia, could also enjoy
rapid increases in middle class consumption but from
a very small base. Today, India has a tiny middle class
by global standards. But if it continues its growth,

70 percent of the Indian population could be middle
class within 15 years.

These structural shifts in the pattern of global
demand mean that Asia’s growth can rely increasingly
on the markets of today’s Developing Asia rather
than those of Europe, Japan or North America. If
Asian middle class consumers can substitute for
those in advanced economies, the Asian countries
will become major exporters to each other, emulating
the development path of Europe. European countries
are significant exporters, but largely to each other,
with Eurozone exports growing 4.5 percent a year
since 2000°%, notwithstanding the recent recession.
Similarly, all Asian countries could benefit from rapid
intra-regional growth without excessive reliance on
the consumer markets of Europe or North America.

Climate change

Climate change is arguably the single most impor-
tant long-term issue of our lifetime. It could affect
each and every human being on our planet, irrespec-
tive of his or her country, income, or race. With over
half of the world’s population residing in Asia and the
Pacific, Asians have more at stake in the well- being
of the planet than any other people.

5 Leonardo Gasparini & Pablo Gluzmann, “Estimating income poverty and
inequality from the Gallup World Poll: The case of Latin America and the Carib-
bean,” Palma de Mallorca, Spain: ECINEQ, Society for the Study of Economic
Inequality, 2009.

While thousands of highly qualified and well-
meaning experts and institutions—both public and
private—have already produced many outstanding
studies, there is no independent study analyzing the
economic self-interest of developing countries in Asia
(or worldwide).

To help bridge the wide gulf between the per-
spectives of the developed and developing countries,
the Emerging Markets Forum commissioned an
in-depth analysis of the economic impact of climate
change on Asian developing countries. This analysis,
based on rigorous modeling of possible outcomes
under different scenarios to determine as to what is in
Asia’s best self-interest, is summarized below (Figure
4).

The analysis makes clear that it is in Asia’s self-
interest to move decisively on the global commons.
Asia needs to do so not because the West is asking
it do so, but because it is purely and simply in Asia’s
own interest to do so.

The analysis also makes clear that climate change
has far reaching implications for the way Asia needs
to move forward in its march toward prosperity:
dramatically increasing energy efficiency and reduc-
ing reliance on fossil fuels (both coal and petroleum);
adopting a new approach to urbanization by building
more compact and eco-friendly cities; relying much
more on mass transit (over private cars) for urban
dwellers and railways for long distance transport;
giving priority to the development of related technolo-
gies; and, perhaps more fundamentally, changing life-
styles to alleviate pressures on finite natural resources
by making a much more efficient use of them.

These interrelated aspects are critical for Asia’s
long-term growth and development because the
future competitiveness and prosperity of nations will
depend greatly on their efficiency in the use of natural
resources and on progress in the low carbon race.

AHNLINIO NVISY IHL 4O SHIAIHA NIVIA :0S02- 1102 AWONOOI Va0 19 IHL NI VISV

25



AHNLINIO NVISY FHL 40 SHIAIHA NIVIA :0S02- 02 AWONOOT TvgO 1O IHL NI VISV

26

Figure
4 1 because that is in its self-interest

“ The recent events in Tunisia and Egypt
have demonstrated most vividly the power of
the ongoing communications revolution on even
the more traditional societies and politics

Asia should move decisively on the global commons
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The communications revolution

The recent events in Tunisia and Egypt have dem-
onstrated most vividly the power of the ongoing com-
munications revolution on even the more traditional
societies and politics.

Satellites, television, mobile telephony and the
internet—leveraged by the new social media—have
already revolutionized the way in which information
is gathered, stored, searched, shared and conveyed
within and across national boundaries (Table 4).
Witness the advent of Google, Facebook and Twitter.

Until a few years ago, digital or electronic commu-
nications were primarily the preserve of the developed
countries. In the past ten years this revolution has
also spread to the developing countries, especially
in Asia (Figure 5). Just 10 years ago, only 2-3 of
1,000 Indians had access to a telephone (mainly
fixed lines). By the end of 2010, India had some 700
million mobile phone connections, two-thirds of all

Developed country = Complementary Action

action by Developed Economies

= Low =+%= Median

Indians. Similarly, there is an explosion in the penetra-
tion of the internet—not only in high income Japan,
Singapore and Republic of Korea—but also in middle
income PRC and India. And the pace of change of
this information revolution is only likely to accelerate in
the next 40 years.

This has major economic implications for Asia
not only by sharply reducing the cost of information
processing and sharing but also in the provision of
both public and private services. Even more signifi-
cantly, it could fundamentally alter the relationships
between the public at large, civic societies, govern-
ments at all levels and private business. It has the
potential of reducing the distance between the public
and government. And with a much more educated,
affluent and better informed citizenry, with middle
class values, in most Asian countries, there will be
much greater demand for more transparent, honest
and responsive governance.



“ So far, Asian policymakers have emphasized
social stability as the foundation of economic
growth. Many have thought of social stability

and economic growth as a virtuous cycle

From growth to social well-being

So far, Asian policy makers have emphasized
social stability as the foundation of economic growth.
Many have thought of social stability and economic
growth as a virtuous cycle. One underpins the other.
That has certainly been Asia’s historical experience,
but it may need reconsideration as Asian societies
become more affluent between now and 2050.

If governments could figure out what people really
valued, they could construct better, more affordable
social programs to maintain social harmony. But that
is a complex process. For many years, the deficien-
cies of GDP as a measure of social progress or
development have been known. Yet GDP remains the
most convenient short-cut measure of well-being and
hence the principal focus of policy makers has been
on GDP growth. That is now starting to change in
some rich countries.

The first adjustment is to move toward the count-
ing of non-monetary aspects of the quality of life.
Amartya Sen’s capabilities approach focuses on
the needs that must be met for people to fulfill their
potential as human beings. In addition to money, they
may need education, health, a well-preserved envi-
ronment and other amenities. Conditional on these,
however, more money expands people’s choice set,
and hence expands their welfare. And if an individu-
als’ welfare depends on the amount of money at their
disposal, it follows that a nation’s welfare depends
on the amount of money at the nation’s disposal, or
GDPS Thus the capabilities’ approach, in its simplest
form, can be reduced to adding a certain number
of measurable social indicators like literacy, health,
income inequality, poverty, or environmental well-
being into a nation’s calculus.

These measures, however, might still not address

6 This line of argument abstracts from distributional considerations, but those
can be resolved, in theory, by appropriate government policy.

Table | Internet usage is skyrocketing
4 1 globally, picking up in Asia

PRC India Asia
Internet Average
Users (per 2000 2007 % change
100 people) (annual)
PRC 1.8 16.1 37%
India 0.5 7.2 46%

Source: International Telecommunication Union ICT Indicators, 2010.
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in PRC and India
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the basic psychology that differentiates personal
satisfaction from income or material consumption—
what is known as the Easterlin paradox. Easterlin was
the first economist to suggest that while “happiness”
within any country was clearly correlated with income
levels, the same did not appear to be the case across
countries. Well-off countries need to focus on issues
other than GDP per capita if they are to raise their citi-
zens' well-being. People may be more satisfied with
less than with more.
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This type of subjective preference measure is
what is measured by “happiness” surveys. In the
United Kingdom, to take one example, policy makers
are considering three types of questions to ascertain
happiness more broadly.” The first relates to the
metrics of global life satisfaction or happiness as well
as satisfaction within specific domains: health, crime,
amount of leisure time, friendships, and family life.
These evaluative measures can be particularly useful
to ask about how people feel about collective issues
like income inequality or quality of the environment.
A second set of questions has to do with subjective,
cognitive evaluations of one’s daily life experiences,
including positive emotions such as joy and pride, and

7 Paul Dolan, Richard Layard, and Robert Metcalfe, “Measuring Subjective
Well-Being for Public Policy: Recommendations on Measures”, London: Centre
for Economic Performance, London School of Economics, 2010.

“ a more reasoned and scientific dialogue
on what would do the most to improve Asians’
happiness might be worth exploring

negative emotions like pain and worry. Yet a third set
of measures relates to purpose in life and psychologi-
cal well-being and includes questions on autonomy,
resilience, self-esteem, confidence and optimism.

In an era where Asia is testing the world’s limits
to unfettered GDP growth, a more reasoned and
scientific dialogue on what would do the most to
improve Asians’ happiness might be worth exploring.
Asia would not be alone in moving down this path.
The Stiglitz Commission has already recommended
that all national statistical offices incorporate subjec-
tive measures of well-being into their national surveys.
Asian countries would do well to follow suit.?

8 Stiglitz, J. E., Sen, A. & Fitoussi, J. P., “Report by the Commission on the
Measurement of Economic Performance and Social Progress,” Paris: OECD,
2009.



Asia in the Global
Economy in 2050:
The Asian Century

4 |

Based on the previous discussion of the main
drivers —both positive factors and major risks—it is
possible to draw the broad contours of Asia’s poten-
tial future trajectory through 2050. Given the major
uncertainties, this chapter does so by presenting two
plausible scenarios. But, it must be reiterated that
these scenarios are by no means exhaustive, but only
two possible rough trajectories of how the future may
unfold.

They have a limited objective: to draw attention to
the longer-term implications of the broad trends and
to ask what-if questions, rather than focus on specific
numbers or country ranking.

The range of outcomes under the two scenarios is
intentionally very wide and demonstrates the potential
payoff of proactive actions—or costs of inaction—by
policy makers and business leaders.

Basic assumptions

In developing any scenario, it is necessary to make
some basic assumptions about the “givens” and to
do so explicitly. The scenarios presented below are
based on the following key assumptions: (i) the world
in general (and Asia in particular) will continue to
remain peaceful and there will be no nuclear or other
major armed conflicts; (i) current national boundaries
will remain unchanged; (i) political transitions in Asia
will be peaceful and internal security will remain under
control; (iv) the world will continue to have an open
global trading system and a stable global financial
system; and (v) there will be effective global action on
climate change. If any of these assumptions were not
to hold, there could be a catastrophic impact on Asia.
It is not possible to quantify either the probability or
cost of such events.

Three country groups

Based on Asia’s economic record since 1990,
it is possible to classify its 49 economies into three
groups:

1.

High Income, Developed Economies (7)':
These seven countries, led initially by Japan,
triggered Asia’s reemergence starting in the
1950s, first mastered the complex challenges
involved in sustaining high productivity and
economic growth over an extended period.
They successfully avoided the Middle Income
Trap, as they steadily moved from being low
income to middle income and, more recently,
high income economies. By now, their produc-
tivity has essentially converged with the global
best practice (US). Their per capita incomes
and living standards now approach those of
the developed economies in North America
and Europe. Asia’s rich economies still account
for a significant fraction of its total economic
output: $7.2 trillion, or 43 percent of the
region’s total in 2010. For Asia, these econo-
mies are an important market, as well as the
frontier locations for much of the research and
innovation that occurs in the region. In fact, as
the region becomes increasingly dependent
on productivity growth, the relevance of the
rich economies for the region will increase, not
decrease, even if the rate of growth of their
GDP remains well below that of the dynamic,
converging Asian economies.

Fast Growing, Converging Economies (11):
These countries, led by PRC and India, meet
the Growth Commission’s criteria of sustained
long-term success. Its Growth Report, along
with many academic studies, concluded that

1 Brunei Darussalam; Hong Kong, China; Japan; Republic of Korea; Macau,

China; Singapore; and Taipei,China.
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development success could not be measured
by performance over a single decade, but

by long-term performance —they suggested
at least a twenty-five year horizon.2 Most of
the countries in this group are middle income
countries and still vulnerable to the Middle
Income Trap. Their success in avoiding the
middle-income trap will determine whether
they would join the first group of developed
economies in Asia by 2050. These countries
account for 77 percent of Asia’s current popu-
lation and 51 percent of GDP.

3. Slow or Modest Growth, Aspiring Economies
(317): This is the largest group of economies in
Asia, encompassing both large and small, low,
as well as lower-middle income countries in all
three subregions: East Asia and Pacific, South
and Central Asia. Their average growth rate
over the past thirty years has been well below
that of the second group. A few countries have
shown occasional bursts of growth but they
were followed by periods of stagnation or de-
cline. Some countries like the Philippines and
Sri Lanka exhibit the classic signs of the Middle
Income Trap. While the number of countries
in this group is large, their overall share of
Asia’s total population and GDP is modest,

18 percent and 6 percent, respectively. Yet,
improvements in their economic and social
development are essential in order to reduce
the cross-country inequities and thus ensure
the region’s long-term peace and security.

The Asian Century

Taking account of the above mentioned driv-
ers and the past performance of the three groups of

2 “The Growth Report, Strategies for Sustained Growth and Inclusive Develop-
ment,” Washington, DC: Commission on Growth and Development, 2008.

“ Under this scenario some 3 billion
additional Asians would become
affluent between now and 2050

countries, an econometric model (see Annex 2 for a
summary description) is used to develop two sce-
narios of Asia’s economic trajectory between now and
2050.

1. Asian Century Scenario: assumes that: (i) the
eleven economies with a demonstrated past
record of sustained convergence to the best
global practice over the past 30 plus years
would continue to do so over the next forty
years; and (i) countries accounting for roughly
forty percent of the GDP and population of the
currently non-converging (aspiring) economies
would succeed in becoming convergers by
2020. This will significantly raise their economic
growth between 2020 and 2050, and bring
their societies closer to affluence. Under this
scenario some 3 billion additional Asians would
become affluent between now and 2050. This
could be considered the desired or ideal sce-
nario for Asia as a whole.

2. Middle Income Trap Scenario: assumes the
current converging economies would fall into
the Middle Income Trap in the next 5-10 years,
without any of the current non-convergers im-
proving upon their past record; in other words,
Asia would follow the pattern of Latin America
over the past 30 years. This could be treated
as the pessimistic scenario and a wakeup call
to Asian leaders.

Where exactly Asia ends up within the two sce-
narios will depend on how effectively the region is able
to tackle the policy and institutional agenda outlined
in the following chapters. The end result will have a
tremendous impact on the well-being and lifestyles
of future generations of Asians, as well as societies
around the world.

The remaining sections of this chapter discuss the
outcomes based on the Asian Century Scenario. The
implications of moving towards the Middle Income



“ Asia’s rapid growth implies
that by 2050 it could converge with
average global living standards

Box
1

Asia’s march to prosperity will be led by seven
economies, two of them already developed and six
fast growing middle income converging economies:
PRC, India, Indonesia, Japan, Republic of Korea,
Thailand and Malaysia.

These seven economies had a combined total
population of 3.1 billion (78 percent of total Asia)
and GDP of $14.2 trillion (87 percent of Asia) in
2010. Under the Asian Century scenario, their
share of population by 2050 would be 73 percent
and their GDP would be 90 percent of Asia. They
alone will account for 45 percent of global GDP.
Their average per capita income would be $45,800
(in PPP) compared with $36,600 for the world as a
whole.

Between 2010 and 2050, these seven
economies would account for as much as 87

percent of total GDP growth in Asia and of almost
Source: IMF World Economic Outlook, October 2010; Centennial Group projections, 2011.

Trap Scenario are discussed in Chapter 15.

Asia’s growing global footprint

Under the Asian Century Scenario, Asia can be
expected to steadily increase its global footprint. In
2010, Asia accounted for about one-quarter of global
output (Table 1). It seems to have reached a rough
equilibrium in its aggregate growth over the next forty
years at around 5.6 percent. This growth will not be
even: the advanced Asian country will slow, but the
Developing Asian economies will compensate. Mean-
while, even currently poor Asian economies should be
able to also achieve at least middle income levels. By
2040, it is unlikely that any Asian countries will be poor
by today’s standards (per capita income of less than
$995).

As Asia grows more rapidly than the rest of the

I The engines of the Asian Century are the Asia-7 economies

55 percent of global GDP growth. They will thus be
the engines of not only Asia’s economy but also the
global economy.

2010 2050
GDP GDP
(MER (MER
trillions)  trillions)
PRC 5.7 62.9
India 1.4 40.4
Indonesia 7 1.4
Japan 5.4 8.2
Republic
of Korea 1.0 8.7
Thailand 3 3.2
Malaysia 2 2.6
Total
Asia-7 14.8 132.4

world, its share in global output will inexorably rise.
The magnitudes are significant: by 2050, Asia’s output
footprint could be just over half that of the world.

That would represent a doubling of Asia’s share
to a level last seen in the early nineteenth century and
mean that Asia would account for 60 percent of the
change in world output between 2010 and 2050, and
65 percent of the growth between 2040 and 2050.
Small wonder then that so much business attention is
focused on Asian economies.

Asia’s rapid growth implies that by 2050 it could
converge with average global living standards. Asia
would no longer be a “poor” region, but an average
region, in income terms, with a range of advanced and
middle income economies. On average, Asia could be
about as prosperous as Europe today.
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Table
1

Global output (market 62
exchange rates, USS$ trillions)

Asian share of global output 27.4%

Global growth (prior decade
ending in column year)

Asia growth

Asian share of global growth

Global GDP per capita (PPP) 10,700
Asian GDP per capita (PPP) 6,600

Source: Centennial Group projections, 2011.

90
33.5%
4.0%

5.8%
55.7%
14,300
10,600

2030
132
38.9%
3.9%

5.2%
59.3%
19,400
16,500

2040

195
44.5%
3.8%

4.8%
62.8%
26,600
25,400

I The Asian Century: Asia will account for more than half of global output in 2050

2050
292
50.6%
3.6%

4.4%
66.0%
36,600
38,600
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This chapter discusses the major challenges and
risks that Asia must overcome in sustaining its growth
momentum and realizing the Asian Century. The re-
gion must confront five mega challenges. (i) large and,
in some cases, rising inequities and disparities within
countries that could alter the political and social fabric
of the region; (i) the risk of falling into the Middle In-
come Trap due to a host of domestic economic, social
and political challenges faced by individual countries;
(iii) looming competition for finite natural resources
(energy, minerals, water and fertile land) that would be
unleashed in the next forty years as some 3 billion ad-
ditional Asians become much more affluent and aim at
achieving higher living standards; (iv) potentially sharp
rise in disparities across countries and subregions if
the past differentials in relative growth rates continue
between now and 2050 which, in turn, could destabi-
lize the countries and subregions concerned; and (v)
global warming and climate change coupled with the
increased incidence of natural disasters could affect
vast numbers of people living throughout Asia.

In addition, almost all countries face the overarch-
ing challenge of governance and institutional capacity,
improvements in which are a prerequisite for overcom-
ing all other challenges.

These challenges are not mutually exclusive. They
can impact one another and multiply existing tensions,
unrest, and conflicts, or even create new pressure
points within and across Asia that threaten its growth,
stability, and security.

These challenges and risks are discussed below
in turn.

Inequities within countries

Minimizing income disparities and other inequities
within countries will be a huge challenge that must
be met. Many parts of Asia have seen significant
increases in intra-country inequality as they unleashed

and gained from the forces of globalization. Cities and
coastal areas have benefited first, while interior regions
lag behind. Skilled workers have reaped a dispropor-
tionate share of the gains from globalization. This has
led to large disparities within individual countries: for
example: between the coastal and western provinces
in PRC; eastern, southern, and western states in In-
dia, east and west Java, north and south in Sri Lanka
and so on.

Countries in East Asia (and within PRC, the east-
ern seaboard) are the most developed and prosper-
ous parts of Asia. For Asia as a whole to become
developed and to provide a satisfactory lifestyle to the
vast majority of Asians, the region must find ways to
spread prosperity from the East to the West.

Today, most Asian economies border other
countries with whom they have similar income levels,
S0 inequality is still more of an issue for social stabil-
ity within countries. Politically and socially too, it is
imperative to minimize the disparities of incomes and
living conditions within countries. Otherwise, the large
(and growing) disparities will generate rising social
dissatisfaction and threaten peace and stability. This,
in turn, would destroy the political support for the
extraordinary discipline required to realize the vision of
the Asian Century.

Middle Income Trap

Few countries sustain high growth for more than
a generation, and even fewer continue to experience
high growth rates once they reach middle income
status (Box 1). Some features differentiating growth
beyond middle income from growth from low income
to middle income are clear. Growth tends to become
more capital intensive and skill intensive. The domes-
tic market expands and becomes a more important
engine, especially for the growth of services. Wages
start to rise, most rapidly for highly skilled workers,
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and shortages can emerge. The traditional low-wage
manufacturing for export model does not work well
for middle income countries. They seem to become
trapped in a slow growth mode unless they change
strategies and move up the value chain. Cost advan-
tages in labor-intensive sectors, such as the manufac-
tured exports that once drove growth, start to decline
in comparison with lower wage, poor country produc-
ers. At the same time, middle income countries do not
have the property rights, capital markets, successful
venture capital, or critical mass of highly skilled people
to grow through innovations as affluent countries do.
Caught between these two groups, middle income
countries can become trapped without a viable high-
growth strategy.

A majority of Asian economies—including PRC,

Box
1

The Middle Income Trap refers to countries
stagnating and not growing to advanced country
levels. This is illustrated in the figure, which plots
the per capita incomes of three middle income
countries between 1975 and 2005. In a steadily
growing economy, the per capita GDP would rise
continuously over time, towards higher incomes.
That is the experience of Republic of Korea. But
many middle income countries do not follow this
pattern. Instead, they have short periods of growth
followed by periods of stagnation or even decline,
or are stuck at low growth rates.

They are caught in the Middle Income Trap—
unable to compete with low income, low wage
economies in manufacturing exports and unable
to compete with advanced economies in high
skill innovations. Put another way, such countries
cannot make a timely transition from resource-
driven growth, with low cost labor and capital, to
productivity-driven growth.

“ A majority of Asian economies—
including PRC, India, Indonesia, and Viet
Nam-still have to demonstrate their ability
to avoid the Middle Income Trap

India, Indonesia, and Viet Nam —still have to demon-
strate their ability to avoid this trap and the resulting
slow growth experienced by much of Latin America.

Competition for finite natural resources

Intense competition for scarce natural resources
(energy, minerals, water and fertile land) that would be
unleashed with growth and exacerbated as some 3
billion additional Asians become increasingly affluent,
especially if they emulate current western lifestyles.
Global supply cannot readily accommodate changes
in demand of this size, especially for non-renewable
raw materials. In that case, there is a zero-sum game:
more for one economy means less for another. Can
Asian cities deliver water to their residents?' Can the

I The Middle Income Trap: unable to compete

18000

Republic of Korea
15000

Avoiding thft middle incomgftrap

GDP per capita ($)

12000

9000

6000

South Africa

Caught in the middle income trap
1975 1980 1985 1990 1995 2000 2005

Source: IMF World Economic Outlook, October 2010.



“ The new equilibrium will surely be found in
a combination of adjustments: price increases
to reduce demand and increase supply; new
technologies to reduce unit consumption and/
or substitute with more plentiful, renewable
resources; and recycling to minimize waste

region feed itself and, if not, will the rest of the world
provide enough food? How will Asia’s massive needs
for energy and other natural resources be met? How
would Asia sustain its rapid growth with limits on
carbon emissions?

Such concerns about the sustainability of eco-
nomic growth are not new. They date back to Malthus
and re-emerge whenever growth is rapid. But there
are new features to the debate today. First, there is
a backdrop of rapidly rising prices for food, fuel and
other raw materials. Higher prices signal scarcity in
spot markets and indeed commaodity stockpiles seem
to be at lower levels than is comfortable for many gov-
ernments. While few formal long-term growth models
include commodity prices as a factor in explaining the
pace of growth, conventional wisdom suggests that
growth could slow if prices surge further—if for no
other reason than the need to invent new technologies
to optimize resource use. Inevitably, the diffusion of
any such technologies would be far slower than simply
adapting “off-the-shelf” technologies in a process of
growth catch-up. What can Asia, as a region, do to
make sure that the “adding-up” problems of today fol-
low the first cries of the Club of Rome in 1972 into the
dustbin of history??

The new equilibrium will surely be found in a
combination of adjustments: price increases to reduce
demand and increase supply; new technologies to
reduce unit consumption and/or substitute with more
plentiful, renewable resources; and recycling to mini-
mize waste.

Disparities across countries and subregions

Although most talk of Asian economics is upbeat,
a number of Asian countries are falling well short of
their potential, largely in South and Central Asia. As
discussed earlier, Asia is a region of paradoxes. The

2 Club of Rome. “The Limits to Growth” New York: Macmillan,1972.

gap between advanced economies and the least
developed is the largest of any region of the world. In
fact, income inequality in Asia is mostly explained by
differences between countries, in sharp contrast to
income inequality in Europe, North America or Latin
America, where most income inequality is within coun-
tries. As yet, Asia has given little thought as to how to
manage inter-country inequality.

Two Asian borders already show very high dispari-
ties between countries. First, Democratic People’s
Republic of Korea has lagged significantly behind Re-
public of Korea and increasingly behind the Northeast
region of PRC. Second, the income differential be-
tween Singapore and Indonesia reached 14:1 in 2010.
In the future, as a growing number of individual Asian
countries grow rapidly, the border divisions could
sharply expand over time if their neighbors fall behind.
If India continues to grow fast, the ratio between its
real income level and that of Bangladesh and Pakistan
could widen from today’s manageable 2.1 and 1.3,
respectively, to as high as 2.9 (India/Bangladesh) and
5.2 (India/Pakistan) by 2050. For comparison, the
income ratio between the United States and Mexico
today is 3.2 (in PPP terms). Other borders with high
income differentials between fast growing and slow
growing Asian countries could emerge in Central Asia.

Another factor changing the shape of Asia is that
borders are no longer confined by geography. Migra-
tion has spread more broadly: Uzbek workers are in
many Central Asian countries; Bangladeshis in East
Asia and the Gulf. The Philippines has a long tradi-
tion of exporting skilled and unskilled labor all over the
world. When income differentials across borders rise
to a significant degree, the chances are that migration,
either legal or illegal, will also rise in response.

These trends suggest that Asia faces a consider-
able risk if some countries are allowed to lag behind
while others enjoy the benefits of global and regional
expansion. This is the argument for why Asia as a
whole should strive to achieve the Asian Century
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scenario.

For the same reasons, this report recommends
two initiatives under Asia’s regional cooperation
agenda: (i) unhindered trade and investment flows
across all 49 Asian economies; and (ji) the launching
of a meaningful intra-regional development assistance
program—on a bilateral or multilateral basis—consis-
tent with Development Assistance Committee (DAC)
guidelines.

Global warming and climate change

Global warming and climate change, as well as
resultant severe water shortages, are mega challenges
that have assumed global visibility relatively recently.
But, it is perhaps the single most important long-term
challenge facing humankind this century and beyond.
It could affect each and every human being on our
planet, irrespective of his or her country of residence
or income level. With over half of the world’s popula-
tion residing in the region, Asians have more at stake
in the well-being of the planet than any other people.

Mitigation of risks associated with climate change
and measures to adapt to global warming would af-
fect every aspect of the economy and way of life of all
Asians: from the efficiency of energy use and weaning
away from fossil fuels, to modes of transportation, to
the design of buildings and indeed entire cities, to the
care of forests and green areas; and, ultimately, to the
need to transition to an economic growth model and
much more eco-friendly and sustainable lifestyles of
future generations.

In addition to meeting these mega challenges,
Asia’s dramatically larger global footprint will bring
new obligations and opportunities. The fact that Asia’s
share of global GDP will not only exceed 50 percent
but would also be more than twice that of the next
largest geographic group (Europe) will fundamentally
alter its role and mode of interactions with the global
community.

“ Governance and institutional capacity are

the Achilles heel for most Asian economies

Governance and institutional capacity

Governance and institutional capacity are the
Achilles heel for most Asian economies. If recent
adverse trends in the quality of institutions and rising
corruption continue unchecked, the region’s ability to
realize the Asian Century would be seriously jeopar-
dized. All countries must improve governance and
continually transform their institutions to realize the
promise of becoming affluent societies by 2050.

Significant improvements in the quality and cred-
ibility of national political and economic institutions
(illustrated by rising corruption) are prerequisites for
sustaining Asia’s growth trajectory. High quality insti-
tutions will help the fast growing countries avoid the
Middle Income Trap, and the slower growing coun-
tries establish the basic conditions for moving toward
sustained economic growth. Managing the common
challenges—be they the delivery of quality social
and infrastructure services, the prevention of crony
capitalism, rapid urbanization, building a fundamen-
tally sound financial sector, fostering entrepreneurship
and innovation, the protection of citizens’ rights or
the maintenance of the rule of law—requires effective
governance, both central and local.

Asia will need to modernize governance and retool
its institutions with an emphasis on transparency and
accountability.

Mega risks

Amidst the excitement about the positive trans-
formations taking place in Asia, it is often overlooked
that some of the most violent conflicts since the end
of World War Il (e.g., Korean War and Viet Nam War)
have occurred in Asia. More importantly, the world’s
current hotbeds of conflict are concentrated in Asia.
In addition to these inter-country issues, a myriad of
domestic conflicts/insurgencies are simultaneously
occurring in the region’s small and big countries alike.



‘ ‘ A major challenge that Asia faces is
whether it is going to develop the necessary
mechanisms to mitigate regional conflicts

and manage regional stability and order

Furthermore, one must take into account the distrust
and tensions that characterize the relationships be-
tween the major countries. Finally, Asia is home to five

Any one or a combination of regional or national
conflicts can derail Asia’s growth trajectory—by far
the biggest risk to the realization of the Asian Century

nuclear powers that have tense relations with others. (Box 2).

21004
2

I Risks of conflict in Asia

In the 1990s, Asia experienced a downward
trend in the number of conflicts—mirroring a similar
global trend. Sadly, it appears that the trend is now
reversing, both globally as well as in Asia.

Several internal conflicts (where one or more
ethnic group seeks to break up from an existing
state) have been brewing intermittently. Recently,
the Prime Minister of India described the Maoist
insurgency in eastern and central India as the most
serious threat to India’s national security.

Beyond national boundaries, there have been
interstate conflicts that have flared up in the past,
but could now easily develop into full-scale wars
with devastating social and political costs.

Now a new type of conflict has come into the
fray: climate change, a global threat, is increasingly
feared to become a “threat multiplier”, especially
in the regions that are fragile and unstable to begin
with. In turn, this could lead to widespread famine,
chaos and internal struggles, and conflicts among
neighbors for energy resources.

Several of Asia’s major rivers—the Indus,
Ganges, Mekong, Yangtze, and Yellow—originate
in the Himalayas, If the massive snow/ice sheet in
the Himalayas continues to melt, it will dramatically
reduce the water supply of much of Asia—and
could lead to conflict.

A major challenge that Asia faces is whether
it is going to develop the necessary mechanisms
to mitigate regional conflicts and manage
regional stability and order. At the moment, Asia’s

regional security order is in a state of flux. Asia’s
unprecedented economic boom has had major—
but still unresolved—implications for how political
power will be distributed throughout the region; it
is generally agreed that the best case scenario is a
multi-polar Asia.

This leads to the question of what might sustain
peace and order in a multi-polar Asia. Economic
interdependence, a key driver for peace, is steadily
increasing in scope and scale in Asia, and serves
as a powerful force for mutual restraint in the
region. Without stronger regional institutions,
interdependence alone might not be a sufficient
basis for peace and stability. Asia’s regional
institutions, such as ASEAN, have been reticent
in developing a role in dispute-settlement or
conflict-resolution. Going forward, the key question
is whether Asia can cooperatively manage its
conflicts without external help.

So far, Asia has yet to seriously institutionalize
such cooperation. Some foresee and advocate an
Asian NATO, which, like the Atlantic institution itself,
might help the region to deal with both traditional
as well as non-traditional threats. But according to
some analysts the prospect for an Asian NATO is
unlikely to materialize for several strong reasons,
ranging from a long-standing aversion, one might
even say a norm, against collective defense
arrangements, to the inability to articulate who or
what exactly is the shared threat to Asia.
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This chapter presents a strategic framework and
the contours of general strategies for Asia as a whole.
The framework covers three dimensions: national
action; regional cooperation; and collective action
on the global agenda. A brief discussion of the three
dimensions is followed by an elaboration of the priority
actions within each of the dimensions.

Three dimensions

A distinguishing feature of Asia’s economic story
during the past fifty years has been the singular focus
of most policy makers and political leaders on domes-
tic economic and social development. This was ap-
propriate as countries attempted to eradicate poverty
and rapidly catch up with the developed countries. It
was also possible to do so when Asia’s global foot-
print was smaller. But as the center of gravity of the
world economy moves to Asia, culminating in its share
of global GDP rising to half or more, it will no longer be
possible or desirable.

While the national policy agenda will always retain
its paramount importance, there are five reasons for
Asian policy makers—particularly in the large Asian
economies—to look beyond their national borders.

e First, many of the inter-generational issues dis-
cussed here have national, regional, and global
dimensions.

e  Second, Asia has the most to gain or lose
from the preservation of key global commons
essential for future growth and prosperity: an
open global trading system, a sound and stable
global financial system, a mitigation of climate
change, and peace and security. It must play a
proactive role in any global discussions about
them.

e Third, large Asian economies increasingly need
to take into account the potential impact of their
national policies and actions on the region and

the world. Their much larger global footprint
would require them to play a larger role in global
governance.

e Fourth, the diversification of export markets
to reduce the current heavy reliance on North
American and European markets will require
Asian leaders to work together to remove
behind-the-borders legal, administrative and
logistical barriers against the free movement of
goods and finance within the region.

e  Fifth, managing some of the biggest risks facing
the region—particularly, cross-country dis-
parities that could lead to conflict—will require
region-wide discussion and action.

e The actions (or inactions) of the Asia-7 coun-
tries will determine whether the less well-off
economies would share the benefits of the
Asian Century—or be left behind.

Given Asia’s diversity and widely varying country
conditions, the precise actions and timing of measures
on the inter-generational issues must be country or
subregion specific. They need to be formulated on a
case-by-case basis. Even so, it is possible to articulate
an overall strategic framework and define the contours
of general strategies for the region as a whole.

The strategic framework covers three dimensions
(Figure 1).

The central dimension is strategic and policy ac-
tions at the national level. These range from getting
the fundamentals of development right for the slow-
growth economies to sustained improvements in pro-
ductivity and shifting comparative advantage to avoid
the Middle Income Trap for the converging economies,
and to sustaining growth and moving from growth per
se to well-being in the high income economies.

The second dimension is regional cooperation
to pursue regional commons, maximize synergies
available from collaboration, and work toward shared
regional prosperity.
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Figure
|

I Strategic framework

The third dimension is the transformation in Asia’s
interactions with the global community in line with its
expanding global footprint; this dimension will be reli-
ant on collaboration and collective action, particularly
among the large economies, to bridge the national
and global agendas.

Five criteria used for narrowing the list of issues
to address in this framework are: () the centrality to
the objectives of ensuring faster and more inclusive
growth; (i) avoiding the Middle Income Trap; (iii) the
inter-generational nature of the issue and related solu-
tions; the horizontal inter-connectedness between
them; (iv) the relevance to meeting the mega chal-
lenges; and (v) the importance in light of Asia’s fast
growing global footprint.

Many of the issues are interconnected and mutu-
ally reinforcing across the three dimensions. For
example, financial transformation, the efficient use of
resources, and energy security, discussed below as
part of national actions, are clear examples of issues
that are important at all three levels. Similarly, urban-
ization, finance, energy efficiency and climate change
are closely interrelated at the national, regional and
global levels. Each issue must be seen as part of the

“ Growth and inclusion need not be mutually
exclusive, but instead can be mutually reinforcing

overall agenda. Asian policy makers must address
these challenges in a coordinated manner to realize
the promise of the Asian Century.

National action

The focus of the proposed national economic and
social policy agenda would differ significantly across
the three country groupings. But, despite the national
differences, it is possible to identify overarching issues
and contours of general strategies for Asia:

Growth plus inclusion

Growth and inclusion need not be mutually exclu-
sive, but instead can be mutually reinforcing. To sus-
tain growth over the long-term, almost all Asia needs
a strategy to deal with inequality if it is to maintain the
social stability that has been so important for growth
until now.

Asian countries must give much greater priority
to inclusion and the elimination of inequalities —rural/
urban; educated/uneducated; along ethnic lines—
throughout their societies. Asia will have to rethink its
policies towards distribution. Inequalities of oppor-
tunity can no longer be disregarded, nor can islands
of poverty (either in countries or groups in society)
coexist easily with growing affluence. Rural develop-
ment—including agriculture—will remain important in
all low and middle income economies. Urban inequity,
which has been rising in parts of Asia, will need to be
addressed, and slums will need to be eliminated.

The range of policy instruments is limited. A
sharper focus on education and developing human
capital, with a particular focus on women, will be es-
sential to fully realize the demographic dividend, and
is an obvious area, followed by government redistri-
bution policies. Governments must also give priority
to increasing access to quality infrastructure services
as well as promoting innovation that meets, at an



‘ ‘ Asia must adopt a new strategy and
approach to manage its coming rapid
urbanization by promoting compact, energy-
efficient, green, slum free, safe and livable cities

affordable cost, the needs of those at the bottom of
the pyramid. Supportive environments for domestic
philanthropy can also play a significant mitigating role,
as can various forms of insurance against risks, such
as unemployment, disability, illness or death of a family
wage earner. Minimum wage and active labor market
policies, such as guaranteed employment schemes,
can make a difference but can also be abused. Mobil-
ity of labor is important but that is best achieved when
regulations ensuring migrant rights (domestic and
international) are developed and respected.

Financial transformation

All else equal, as its share of global GDP rises to
50 percent or more, Asia should have about the same
share of global financial assets and similarly-sized
banking sectors, and equity and bond markets to ef-
ficiently recycle and allocate Asia’s huge savings and
foreign reserves.

In growing and transforming their financial sys-
tems, Asia must remain mindful of the lessons of the
1997 Asian Financial Crisis and the Great Recession
of 2007-09. Above all, Asia must avoid falling prey to
another bubble of excessively exuberant expectations.

Asia will need to formulate its own financial model,
avoiding both an overreliance on self-regulation by
markets, as well as the current excessive central
government control of banking-dominated financial
systems present in many parts of Asia. It should
become more open to institutional innovation. There is
also an urgent need to develop instruments and cre-
ate an enabling environment to finance Asia’s massive
infrastructure and urban development needs through
public-private partnerships and public financial mar-
kets. In Northeast Asia, the special needs of ageing
societies demand greater attention.

National reforms must aim to create conditions to
facilitate regional (and global) integration. Well before
2050, Asia should be home to one or more global

financial centers and a number of truly global financial
houses.

Managing massive urbanization

Between now and 2050, Asia will be transformed
as its urban population doubles from 1.6 billion to 3.1
billion, truly staggering and truly historic.

Asia’s urban transformation can be an unparalleled
opportunity to increase productivity and improve the
quality of life of its citizens. Asia’s cities, expected to
account for more than 80 percent of economic output,
will be the centers of higher education, innovation
and technological development. Urban buildings and
transport will account for the bulk of energy consump-
tion and carbon emissions. Consequently, the quality
and efficiency of urban centers will increasingly deter-
mine Asia’s long-term competitiveness and social and
political stability.

Asia must adopt a new strategy and approach
to manage its coming rapid urbanization by promot-
ing compact, energy-efficient, green, slum free, safe
and livable cities—more reliant on mass transit than
on cars. It must also manage some significant risks,
particularly those associated with inequality, slums and
a breakdown of social cohesion.

Better financing and management of cities will
require further decentralization of responsibility to local
governments, more local accountability and a move
toward market financing of urban capital investments.
Urban development takes many decades. Timely ac-
tion will require visionary leadership.

Radical reduction in the intensity of energy and
natural resource use

The anticipated rapid rise in the living standards of
some 3 billion Asians will put tremendous pressures
on—and create intense competition—for Earth’s finite
natural resources.
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Based on current trends, Asia will surpass the
OECD long before 2050 to become the largest energy
consumer group. It will be most affected by, and most
responsible for, risks related to energy security and
climate change. To preserve its economic interest, it
would need to take the lead in securing and de-car-
bonizing energy through radical energy efficiency and
diversification programs. Action is needed in many
countries to eliminate energy subsidies and to switch
from fossil fuels to renewables. There will be similar
issues for most other natural resources, including
water and fertile land. The only way out is a combina-
tion of price increases (including the removal of any
subsidies), more stringent standards (for buildings and
transport), technological breakthroughs and adjust-
ments in consumption patterns.

Remedial actions will be needed at national,
regional and global levels. There is a strong synergy
between energy efficiency and total factor productivity
growth, which is needed for sustained convergence
and global competitiveness.

The key policy implication for all Asian countries
is that their future competitiveness and well-being will
depend heavily on improving the efficiency of natural
resource use and winning the global race to a low
carbon future.

Entrepreneurship, innovation and
technological development

The continuing rapid growth of Asian economies
over the next 40 years will require harnessing the
full potential of technology, innovation and, critically,
entrepreneurship.

The model in Asia, with a few exceptions, has
been that of “catching up” with the more advanced
economies and adapting the technologies developed
there to produce for western markets. This was ap-
propriate when Asian countries were far from global
best practice and on the lower rungs of the “con-

“ The recent deterioration in the quality
and credibility of national political and
economic institutions (illustrated by the

rise in corruption) is a key concern

vergence” ladder. As more Asian countries emulate
Japan, Singapore and Republic of Korea and come
closer to western best practice, this will not be ad-

equate.

In the future, the converging Asian economies and,
particularly PRC and India, must move from catch-up
to frontier entrepreneurship and innovation and create
breakthroughs in science and technology, joining the
ranks of the high income economies. A particularly
fruitful area, where India has already demonstrated
notable successes, will be “frugal” innovation to meet
the needs of millions of people with modest incomes.

The core requirement—where many Asian econo-
mies fall short—is quality education that promotes
creativity at all levels, supported by an eco-system
that fosters innovation and entrepreneurship.

The most critical element of the eco-system is an
overall policy framework that promotes competition
and enables private sector development.

Governance and institutional development

Asian economies across the three groups must
improve governance and continually transform their
institutions in order to meet the challenges of the com-
ing decades.

The recent deterioration in the quality and credibil-
ity of national political and economic institutions (illus-
trated by the rise in corruption) is a key concern. High
quality institutions will help the fast growing countries
avoid the Middle Income Trap, and the slower growing
countries establish the basic conditions for moving to-
ward sustained economic growth. Managing the com-
mon challenges—be they rapid urbanization, building
a fundamentally sound financial sector or fostering
entrepreneurship and innovation—requires effective
governance, both central and local.

Throughout Asia, an expanding middle class—
itself a desirable product of rapid socio-economic
growth—will also exert new demands for increased



‘ ‘ Avoiding the Middle Income Trap
must be the paramount objective of the
fast growing middle income economies

voice and participation, transparent allocation of
(budget) resources, accountability for results and
enhanced personal space.

Although daunting, the eradication of corruption is
critical for all countries to maintain social and political
stability and retain the legitimacy of governments.

As recent events in the Middle East amply illus-
trate, the quality of communication between those
who govern and those who are governed will be
paramount as new social media and other tools not
yet known—but certain to emerge —become available
to the public. Asia will need to dramatically improve
governance and its institutions with an emphasis on
transparency and accountability.

From growth to well-being

As more Asian countries progress toward high
income status, they will need to adopt policies that
promote broader social well-being and better lifestyle
for individuals.

Just as inclusion is critical to maintaining social co-
hesion and political stability in low and middle income
countries, a greater focus on well-being, personal
safety and happiness rather than more wealth, will
be important with growing affluence. A shift in such a
direction is critical in anticipation of the growing global
competition for resources.

This requires a dialogue within Asia to understand
what that implies for the region’s growth model and
what can be done to improve well-being. And it may
be time to begin to define measures of well-being and
incorporate them in national surveys.

Priorities across country groups

Over time, as countries develop and increase
their incomes and institutional capacities, they would
graduate from their current country category to the
next one—for example, from non-convergers to con-

vergers, and from middle income convergers to high
income or developed. While these overarching issues
would be applicable to most Asian economies, their
relative priority will vary by groups of countries and
over time:

1. Slow or modest growth in aspiring Asia.
The highest priority of this group of countries—
which accounts for the largest number of coun-
tries (though a small proportion of population)
in Asia and includes both low and lower-middle
income economies—must be to raise economic
growth rates to approach those of their more
successful Asian neighbors. Accordingly, these
countries must focus on the fundamentals of
development: promoting faster and more in-
clusive growth by reducing inequalities through
better education for all, infrastructure develop-
ment and the development of institutions, and
a business environment that promotes private
sector development.

2. Fast-growing converging economies.
Avoiding the Middle Income Trap must be the
paramount objective of the fast growing middle
income economies, such as Armenia, PRC,
India, Indonesia, Kazakhstan and Viet Nam. In
addition to consolidating the fundamentals of
development addressed above, they should
build credible and predictable institutions that
protect the property (physical and intellectual)
of investors and citizens alike and allow for fair
dispute resolution. In addition, they will need a
new vision in four crucial areas: (i) to manage
the challenges of rapid urbanization; (i) to dra-
matically improve the efficiency of energy use
and other natural resources (and thus delink
their use from economic growthy; (iii) to trans-
form their financial systems to support develop-
ment of the real sector while promoting stability
and minimizing volatility in the markets; and (iv)
to promote innovation and entrepreneurship for
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enhanced productivity and competitiveness.

3. High income, developed economies. Coun-
tries in this group—such as Japan, Republic of
Korea and Singapore—should lead the rest of
Asia in:

e moving from largely “catching up” with the
current global best practice in the United
States or Europe to leading scientific and
technological breakthroughs in areas of
special importance to Asia (e.g., biotech-
nology; medical care for the aged; mitigat-
ing climate change). In some of the green
technology areas, Japan and others are
already at global best practice level. This
should become more the rule than the
exception.

e succeeding in sustaining high incomes
with an ageing society and a demographic
deficit in the high income countries in
Northeast Asia. This unprecedented
demographic reality will result in new
inter-generational expectations and rela-
tions and, in turn, will affect all aspects
of governance and require wide-ranging
institutional adjustments, raising issues
of fiscal affordability and sustainability. If
successful in meeting this challenge, these
countries could lead the way for others,
not only in Asia.

e formulating and implementing national
strategies to move beyond achieving high
economic growth toward broader social
well-being. Japan’s efforts in this direction,
partly driven by demographic necessity,
are relevant for the region and the world.

Regional cooperation

Regional cooperation and integration are critical
for Asia’s march towards prosperity. Greater regional

“ Regional cooperation and integration are

critical for Asia’s march towards prosperity

cooperation and collaboration will become significantly
more important for six reasons. First, cementing Asia’s
hard-won economic gains in face of vulnerabilities of
external shocks. Second, regional cooperation and
collaboration could be an important bridge between
individual Asian countries and the rest of the world,
and as a leverage for policy makers to implement
domestic reforms that face strong headwinds from
entrenched interest groups. To have its voice and influ-
ence commensurate with its economic weight, Asian
economies will need to coordinate, even harmonize,
their geopolitical positions on a range of global is-
sues. This can be done only through genuine and
regular regional dialogue and cooperation. Third, as
Asian economies rebalance growth towards “internal”
(domestic and regional) demand, transport and energy
connectivity will pave the way for creation of a single
market. To sustain regionwide economic growth, they
need to fully open their markets to neighbors in the
region (in the same way the US and European markets
have been open to Asia since World War Il). This

will allow unhindered flow of trade and investments
(and more labor mobility, particularly of skilled labor)
throughout the 49 economies. Fourth, regional coop-
eration and development assistance can help reduce
cross-country disparities in income and opportunities,
which if left unchecked, could breed instability or even
spark conflicts in parts of Asia. Fifth, collaboration

in technological development, energy security, and
disaster preparedness can yield significant syner-

gies and positive spillovers. And sixth, the skillful and
cooperative management of regional commons will
become increasingly important for Asia’s long-term
stability, peace and harmony.

Avoiding conflict between mega-economies and
nuclear states, and maintaining social and political
stability in the region will be paramount. Given its
diversity, heterogeneity and, especially the lack of po-
litical support in the major countries, Asia will need to
develop its own unique model that builds on the past



‘ ‘ Over time, Asia must gradually transform
its role to that of an active participant
and a thought leader in formulating the

rules on global commons issues

positive experience in East Asia: a market-driven, bot-
tom-up and pragmatic approach that facilitates free
regional trade and investment flows. This model could
build on the ASEAN experience and gradually include
more economies over time, eventually resulting in the
unhindered flow of trade and investments, as well as
increasing labor mobility throughout Asia. The aim of
these spontaneous actions and government initiatives
is to accomplish the creation of an Asian economic
community. Such an approach will require stronger—
though not necessarily new —regional institutions.

The creation of an integrated and effective Asian
economic community must be based on two gen-
eral principles—openness and transparency. Asia’s
embrace of open regionalism implies that it does not
discriminate against non-members while encourag-
ing regional institutions to make the most of existing
global institutions and conventions. Meanwhile, trans-
parency will enhance accountability and strengthen
governance.

Crucial for increased regional cooperation is strong
political leadership. Given the region’s diversity, build-
ing Asia’s regionalism would require collective leader-
ship that requires recognition of adequate balance
of power among all participants. Major economic
powers, like PRC, Japan, Republic of Korea, India and
Indonesia, will have an important role in integrating
Asia and shaping its role in the global economy.

Global agenda

Asia’s growth and larger footprint in the global
economy will bring with it new challenges and respon-
sibilities which have significant implications for the
region, particularly for the large economies.

Asia must take greater ownership of the global
commons, including an open global trading system,
stable global financial system, global climate change,
peace and security. For example, as the region that
has long prospered through trade with the rest of

the world and has been heavily dependent on import
of natural resources and commaodities from other
regions, Asia’s long-term growth and prosperity are
intimately linked to an open world economy, robust in-
ternational trading system, secure shipping routes and
the international rule of law. Asia must sustain friendly
and business-like relations with countries nearby

(Gulf countries, Russian Federation, Turkey, as well as
Australia and New Zealand) as well as further away in
Africa and Latin America (in addition to maintaining its
traditional close economic ties with North America and
European Union).

In this context, Developing Asia’s stance on cli-
mate change and global warming requires a funda-
mental reassessment. Early and aggressive action on
climate change is demonstrably in Asia’s self-inter-
est—socially, economically and politically. A change
in its current stance will also be a concrete and early
demonstration to the world community that Asia is
willing and able to play a constructive role in preserv-
ing the global commons.

As it becomes a larger player in the global econo-
my, Asia’s self-interest and long-term prosperity will lie
in ensuring well-being, peace and security throughout
the world.

Over time, Asia must gradually transform its role
to that of an active participant and a thought leader in
formulating the rules on global commons issues. The
region as a whole must play a more proactive role in
global governance.

Finally, the region must delicately “manage” its rap-
idly rising role as a major player in global governance
in a peaceful and harmonious way. It will be important
that as an emerging global leader, Asia act as—and
be seen as—a responsible and collaborative global
citizen, non-threatening to others and fully cognizant
of the global implications of its policies and actions.
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Realizing the Asian Century:

Inclusion and Equity u

7}

This chapter addresses a topic that is critical if the
fruits of Asia’s potential prosperity are to be shared
widely by all segments of its population. It starts by
defining the concept of growth with inclusion and
equity and then laying out the case for Asia’s lead-
ers to focus on it. Growth and equality are seen as
part of a virtuous cycle. As noted in the brief review of
Asia’s status in this respect, while the region has made
marked progress in reducing poverty, inequality and,
particularly, non-income inequality, have remained high
or have risen in a number of countries. This is most
visible in the performance on Millennium Develop-
ment Goals (MDGs) on indicators related to health and
sanitation. This gives rise to the term, “The two faces
of Asia” (Box 2). The chapter also outlines the priorities
for Asian leaders to pursue this objective —by focus-
ing on human development, redistribution policies and
social safety nets, and good governance.

What is inclusive growth?

Inclusive growth refers to both the pace and pat-
tern of growth, and encompasses aspects of equity,
equality of opportunity, and protection in market and
employment transitions. Inclusive growth is both an
outcome and a process. On the one hand, it requires
that everyone participate in the growth process, both
in organizing the growth progression as well as in
participating in the growth itself. On the other hand, it
requires that everyone shares equitably in the benefits
of growth. Therefore, inclusive growth implies par-
ticipation and benefit-sharing. Participation without
benefit-sharing will make growth unjust and sharing
benefits without participation will prevent it from being
a desirable welfare outcome.

In the past, discussion on the impact of growth
on poverty and inequality has focused on concepts
such as broad-based or pro-poor growth.” How does

1 Tandon Ajay and Juzhong Zhuang, “Inclusiveness of Economic Growth in the

inclusive growth relate to these concepts? Inclusive
growth takes these concepts further by bringing in the
concept of access and opportunities, but it is more
closely related to the absolute definition of pro-poor
growth than the relative definition.

Under the absolute definition, growth is considered
to be pro-poor as long as poor people benefit in ab-
solute terms, as reflected in some agreed measure of
poverty.? In contrast, in the relative definition, growth
is “pro-poor” if and only if the incomes of poor people
grow faster than those of the population as a whole,
i.e., inequality declines. However, while absolute
pro-poor growth can be the result of direct income
redistribution schemes, for growth to be inclusive,
productivity must be improved and new employment
opportunities created. In short, inclusive growth is
about raising the pace of growth and enlarging the
size of the economy, while leveling the playing field for
investment and increasing productive employment op-
portunities, as well as ensuring fair access to them. It
allows every section of the society to participate in and
contribute to the growth process equally irrespective
of their circumstances.

Why focus on inclusion and equity?

Although it may appear self-evident as to why a
focus on inclusion and equity is justified, it is useful to
clarify the multi-faceted reasons for doing so, espe-
cially when there may be trade-offs involved. In addi-
tion to ethical and moral considerations that lead to a
concern for equity, there are a number of pragmatic
reasons for a focus on inclusion and equity. A number
of studies, most recently the Growth Commission’s

People’s Republic of China: What do population health outcomes tell us?” ADB
Economic and Research Department Policy Brief, Manila: Asian Development
Bank, 2007.

2 Ravallion, Martin and Shaohua Chen, “What Can New Survey Data Tell Us
about Recent Changes in Distribution and Poverty?” Washington, DC: The
World Bank Economic Review 11(2), pp. 357-382,1997..
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report®, have confirmed that growth strategies cannot
succeed without a commitment to equality of opportu-
nity, giving everyone a fair chance to participate in the
growth process and to enjoy the fruits of growth that
follow.

The persistence of inequality could trigger social
and political tensions, and lead to conflict as is cur-
rently happening in parts of Asia. Rising inequalities
thus pose a risk to stability and, therefore, to growth
and economic progress.

In contrast to the strong correlation between
growth and changes in income measures of poverty,
Bourguignon et al. conclude that the correlation
between growth and improvements in non-income
MDGs is practically nonexistent. This interesting
finding suggests that economic growth is not sufficient
per se to generate progress in the non-income MDGs.
Sectoral policies, including targeted interventions, and
other factors or circumstances matter as much as
growth.

High levels of inequality can create institutions and
cultures that favor those who have significant eco-
nomic and political influence, perpetuating the cycle
of inequality. Equity can help give influence to a larger
group of people, which can shape institutions that will
help the interests of more members of the economy.
“Bad” inequalities are based on an individual’s circum-
stances, as opposed to “good” inequalities that result
from effort, and can lead to inequality traps. Chronic
disparities in power, wealth, and status among differ-
ent socioeconomic groups are perpetuated by eco-
nomic, political, and sociocultural mechanisms and
institutions.* The capture of political power by an elite
that leads to political inequality aggravates the initial
inequality in endowments and opportunities.

3 Kanbur, Ravi and Michael Spence, “Equity and Growth in a Globalizing
World,“ Washington, DC: Commission on Growth and Development, 2010..

4 Bourguignon, Francois; Francisco H. G Ferreira; and Michael Walton,
“Equity, Efficiency and Inequality Traps: A Research Agenda,” Boston: Harvard
University, 2006.

“ Asia’s recent growth has resulted in a dramatic
decrease in poverty but income and, particularly
non-income inequalities, have continued to rise

Finally, growth and equality should not be seen
purely as tradeoffs, but as part of a virtuous cycle.
More economic opportunities for the poor, when not
at the expense of other groups in society, can lead
to higher growth, which in turn can lead to further
opportunities.

What is the status in Asia?

Asia’s recent growth has resulted in a dramatic
decrease in poverty but income and, particularly
non-income inequalities, have continued to rise. Many
Asian countries appear to have accepted significant
increases in within-country inequality as the price to
be paid for unleashing the forces of globalization. It
is well understood that cities and coastal areas will
benefit first from globalization, while interior regions lag
behind. It is also accepted that owners of capital and
skilled workers will reap a disproportionate share of
the gains from globalization and that that can lead to
rising inequality in the short-term.

Asia’s progress in poverty reduction has acceler-
ated in recent years. By some estimates, the number
of poor in East and South Asia was reduced by 425
million between 2005-2010°. South Asia alone is
expected to see a reduction of 430 million over 2005-
2015, representing a fall in its poverty rate from 40
percent to under 9 percent.

This progress is not matched across other indica-
tors as reflected in the review of Asia’s performance
toward achieving the MDGs (see Box 1). Asia’s overall
performance has been positive and has strongly
influenced global progress. The region’s converging
countries have been leading in terms of addressing
the MDGs but all of Asia’s subregions are on track
on more than half of the indicators. Nevertheless,
the region is lagging behind on some crucial targets,

5 Chandy and Gertz, “Poverty in Numbers: The changing state of global pov-
erty from 2005 to 2015,” Washington, DC: Brookings Institute, 2011..



“ While there has been progress in education, e .

gender parity has not been achieved in most other
areas. Women in the region experience some .

of the lowest rates of political representation,

employment and property ownership in the world
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e Between 1990 and 2008, the number of
poor people living on less than $1.25/
day, has been reduced from 1.5 billion to
947 million, despite an overall population
increase of about 800 million people.

e Gender parity in primary education has
almost been achieved in most countries,
though Pakistan and Afghanistan are

exceptions. Gender parity is on track at the

secondary level though it is slow in many

places at the tertiary level.

I Asia and the Millennium Development Goals

e  Progress in basic sanitation has been
particularly slow. The number of people
without sanitation was 1.85 billion in 2008,
almost the same level as in 1990. Asia is
home to 70 percent of people worldwide
who do not have access to basic
sanitation.

e While there has been improvement in
access to clean water, Asia is still home to
52 percent of the people worldwide who
lack such access.

Converging countries lead in terms of addressing the MDGs
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