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12 Entrepreneurship and innovation in Asia

The sustained growth of Asian economies must 

be anchored in improvements in total factor pro-

ductivity (TFP). A mapping across the dimensions 

of TFP levels (2007) and TFP growth (1985-2007) 

highlights the position of the different Asian econo-

mies (Figure 1) on the productivity landscape. The 

high income developed economies such as Japan, 

Republic of Korea, Taipei,China, Hong Kong, China 

and Singapore are leaders with regards to TFP levels. 

These are the frontier economies where entrepre-

neurship and innovation are concerned. 

Japan has slowed moderately in terms of TFP 

growth. Most innovations in Japan are aimed at 

saving energy, raw materials, time and space to 

enhance global competitiveness. Thus, the central 

feature of innovation in Japan is continuous improve-

ment. Innovation happens mainly in larger “corporate 

groups” rather than in small companies in a corporate 

culture that encourages incremental innovation; radi-

cal innovation is less common. 

Singapore looks the most impressive when 

considering both TFP levels and growth rates. This 

reflects an impressive commitment to scientific 

research, especially in life sciences. The Singaporean 

government has funded and promoted scientific 

research with the goal of becoming “the Boston of the 

East”. It pays great attention to developing its educa-

tional system with a specific focus on attracting world 

class education institutions to Singapore. 

Since the early 1980s, Republic of Korea has 

gradually transformed itself from being an imitator 

to becoming an innovator, based on rapid growth 

in R&D expenditures, and greatly supported by its 

top universities, (Seoul National University and the 

Republic of Korea Advanced Institute of Science and 

Technology), as well as its science towns.3 Republic 

of Korea faces constraints similar to Japan arising 

from hierarchical limitations and seniority control in 

large Korean companies. 

The continental economies, PRC and India, are in 

a class by themselves not just because of their size 

but because of the heterogeneity of their economic 

structures and the depth of their scientific and tech-

nological know-how. They have vast areas where 

catch-up entrepreneurship holds the key for growth 

and employment but also deep pockets of innovation 

clusters that contribute toward global scientific and 

technological leadership. The scale effect is an impor-

tant source of demand and a source of supply of 

talent and capabilities that enable innovation. Milton 

Friedman famously asserted, “The conquest of the 

technological frontier, like the conquest of the geo-

graphical frontier, requires millions of individuals.” The 

scale effect may explain why capital flocks to PRC 

and India. In the rankings by the Boston Consulting 

Group of “100 BCG New Global Challengers,” 38 of 

the challengers operate in PRC and 19 in India com-

pared to the Russian Federation (6 firms) and Brazil 

(14 firms) . Fortune 500 companies have 98 R&D 

facilities in PRC and 63 in India. 

Other converging economies such as Indonesia, 

Malaysia, Thailand and Viet Nam are closer to the 

catch-up end of the entrepreneurship and techno-

logical innovation spectrum. These countries have 

experienced moderate TFP growth but have been 

constrained by a number of factors. Malaysia’s 

entrepreneurship and technological innovation is 

constrained by two major obstacles: education and 

training, and government regulation.4 Malaysia, like 

many others, lacks an effective financial system to 

support entrepreneurship. Thailand, Indonesia, and 

3 Alif Farhoomand, “Innovation in Asia with Patent Data,” Hong Kong, China: 
Asian Case Research Center, 2005.
4 “Malaysia Firm Competitiveness, Investment Climate, and Growth,” Washing-
ton, DC: World Bank, 2005

“The sustained growth of Asian economies 

must be anchored in improvements in 

total factor productivity (TFP)
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Viet Nam share similar problems, such as inadequate 

infrastructure and access to finance, an inadequately 

educated workforce, a relatively poor work ethic in 

the national labor force, an ineffective government 

bureaucracy, and policy instability.

Particularly interesting are the impressive TFP 

growth rates of a significant number of countries in 

Central Asia (Figure 1). Azerbaijan and Kazakhstan 

stand out, possibly making up for the significant 

losses in GDP and productivity following the collapse 

of the Soviet Union, and benefitting from increases 

in energy production and transit. Most disappointing 

is the low TFP growth performance of the non-

converging countries.

The converging economies in Asia, and even 

more so the slow growing economies, generally do 

not have the systems, institutions and policy practices 

that promote and nurture frontier entrepreneurship. 

This problem has not deterred Asia from rapid growth 

with a largely replicative model so far. It may, however,  

very well turn out to be the stumbling block for the 

converging economies in their efforts to maintain their 

growth momentum and avoid the Middle Income 

Trap.  

Major lessons

There are four major lessons that emerge from our 

Source: Centennial calculations, 2011.

Total factor productivity: levels and growth rate, 1985-2007Figure  
1
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“The converging economies in Asia, and 

even more so the slow growing economies, 

generally do not have the systems, institutions 

and policy practices that promote and 

nurture frontier entrepreneurship
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12 analysis of entrepreneurship in Asia and globally. 

First, entrepreneurship and technological develop-

ment are heavily sequential: countries move from 

catch-up entrepreneurship to frontier entrepreneur-

ship, rather than directly leapfrog into the latter phase. 

Knowledge production is a cumulative process rather 

than, as often portrayed in the media and policy 

discussions, one of leapfrogging. PRC and India 

first succeeded in catch-up entrepreneurship and 

subsequently added frontier entrepreneurship to their 

development toolkits. In Asia, the country that has 

been most successful—in terms of both the outcome 

and speed of this transition—is probably Republic of 

Korea (Box 1). 

Second, successes in frontier entrepreneur-

ship have an extraordinarily long gestation period. 

Governments must think ahead and commit them-

selves to a long-term, well-planned policy course. The 

seeds for several innovation success stories out of 

PRC and India were in fact planted decades before 

their economic and commercial successes mani-

fested themselves—in the early 1970s, for the Indian 

pharmaceutical industry, and in the mid-1980s, in the 

case of the Chinese green technology sector (Box 2). 

Third, there is a role for second-best interventions 

in the short-run. PRC and India, while quite suc-

cessful in nurturing entrepreneurship and achieving 

some breakthroughs in innovation, still suffer from 

gaps in the policy and institutional environment for 

entrepreneurship and innovation. In the short run, it 

is probably only realistic to take institutional condi-

tions as given and devise policy interventions that 

substitute for shortfalls. One example of such a policy 

intervention is targeted financing and administrative 

intervention by the Chinese government to expand 

the research capabilities of its universities and to fos-

ter linkages between universities and industry. 

The final lesson is that countries need to think 

of the enabling environment for entrepreneur-

ship—particularly as they move towards frontier 

entrepreneurship—in terms of a complex multi-

faceted eco-system. The following section draws on 

examples in Asia—particularly PRC and India —to 

outline the key elements of such an eco-system. 

These include: human capital development through 

quality education at all levels; a commitment to sci-

ence, technology and R&D; the rule of law with an 

effective regime for intellectual property rights as well 

as for exit/bankruptcy; the availability of financing for 

entry and the subsequent phases of entrepreneurial 

activity; and, critically, an overall policy framework that 

is based on competition and rewards innovation.

Key elements of the entrepreneurship 

and innovation eco-system

Not surprisingly, education lies at the core of the 

entrepreneurship and innovation eco-system. Many 

countries in Asia fare poorly on this front; this is ironic 

given the high value that many Asia societies place 

on education. It is also disturbing because education 

shows the strongest correlation with entrepreneurship 

and TFP. While the coverage of basic education has 

improved and is reasonable throughout the region, 

enrollment at the secondary level falls off sharply. 

Enrollment at the tertiary level, with a few exceptions, 

is remarkably low. Unfortunately, the quality of educa-

tion remains a major concern at all levels. Higher 

quality must accompany higher enrollment rates if 

Asian economies are to competitive in the future.

Asia’s high income, converging, and non-converg-

ing economies have very different enrollment rates 

that are very much in line with their positions with 

regards to TFP growth. High income countries have 

high levels of secondary and moderate levels (above 

60 percent) of tertiary education. There is a sharp 

fall-off in the enrollment rates in converging econo-

mies, particularly at the tertiary level as highlighted 

by PRC (21 percent) and India (only 12 percent). 

“countries need to think of the enabling 

environment for entrepreneurship—particularly as 

they move towards frontier entrepreneurship—in 

terms of a complex multi-faceted eco-system
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Non-converging economies lag even further behind 

(Figure 2). 

Universities are probably the most important 

producer of the kind of knowledge that leads to 

transformative product innovations. One study of 

startup businesses established by the Massachusetts 

Institute of Technology (MIT) graduates, faculty and 

MIT itself shows that as of 2006 the sales value of 

these businesses came to $11 trillion, roughly equal to 

the size of Republic of Korea’s GDP. 

Republic of Korea is a prime example of a 

country that has made the transition from catch-up 

to frontier entrepreneurship and has exemplified a 

significant leadership commitment to technology 

and innovation-based economic development. 

In 1960, the country was among the poorest 

in the world, with a GDP of $24 billion and with 

unemployment rates at 22.3 percent. Today, 

Republic of Korea is one of the world’s most 

modern industrial economies with a GDP of $986 

billion and an unemployment rate of just 4 percent. 

The country has few natural resources and is 

heavily dependent on imports for energy and raw 

materials. This reality, together, with a longstanding 

sociocultural eagerness for education, has pushed 

it to invest in human capital and in science and 

technology development. 

Republic of Korea’s government catalyzed 

technology development in the country by initiating 

significant R&D spending, in some instances at 

government institutes set up for this purpose. In 

1980, the government had a share of 64 percent 

of R&D expenditures and government institutes 

performed 62 percent of R&D. Over time, the 

private sector has taken on the lion’s share of 

R&D spending, and now accounts for 75 percent 

of expenditure and about 90 percent of R&D 

performance.

Beginning in the 1960s and 70s, with a focus 

on technology transfers as a means of technology 

acquisition and the development of domestic 

capacity to improve on it, the country shifted to 

the development of indigenous R&D in the 1980s. 

The government’s outward looking development 

strategy has encouraged investments in long-

term risky projects, many of which have turned 

into impressive success stories. Gross R&D 

expenditures (GERD) are among the highest in 

the world at 3.21 percent of GDP in 2007, an 

impressive increase from 0.77 percent in 1980. 

In response to the Asian Financial Crisis 

of the late 1990s, Republic of Korea increased 

public R&D budgets and, through an overhaul of 

existing regulations and tax credits, created an 

environment that would promote the development 

of a technology-based SME sector and encourages 

venture start ups. As a result, TFP levels have risen 

exponentially and, in PPP terms, Republic of Korea 

this year will bridge the gap with Japan which stood 

at 30 percent in 1990.

Republic of Korea’s transformation into a center of science and technologyBox  
1

Republic of Korea: 
Selected indicators 1990 Latest

GDP (MER) $414 billion $986 billion

GERD (% of GDP) 2.42 (1996) 3.21

Tertiary enrolment (% 
gross) 37 98

US-registered 
patents 290 12,508

Number of 
researchers (millions) 100.5 (1995) 221.9

Source: IMF WEO, October 2010; UNESCO Institute for Statistics, 2011; World Bank Edstats 
database, 2011; National Science Foundation Science and Engineering Indicators, 2010.

“Not surprisingly, education lies at the core of 

the entrepreneurship and innovation eco-system
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Asia’s high income economies are home to a 

number of world class institutions. Of the converg-

ing economies, PRC has made dramatic progress 

in recent years. University facilities have also been 

upgraded; teaching and experimental equipment 

has doubled in the past five years.5 Moreover, post-

graduate enrollment in PRC has now surpassed 

levels in India, growing more than five-fold, from 

70,000 in 1998 to 365,000 in 2006, of which doctoral 

enrollment is 208,000.6 India has a small number 

5 Ministry of Education. “Education and Training Industry Report 2006” Beijing; 
Ministry of Education, 2006.
6 “PRC’s colleges to enroll 5 percent more students in 2007,” Beijing, PRC: 
Xinhua News Agency, January 24, 2007.

of world-class institutes. The close collaboration 

between universities and industry that is required for 

successful innovation and entrepreneurship is rare in 

most economies in Asia, as compared to the experi-

ence in the US. 

The nature of education is also significant. 

Entrepreneurship and innovation can only flour-

ish in an eco-system that fosters creativity, and 

tolerates risks, failures and out-of-the-box thinking 

and behavior—broad capabilities that are best 

addressed through a country’s educational system. 

The systems in many Asian countries (including India 

and PRC), however, have come under severe criti-

cism for their emphasis on rote memorization and 

By one objective measure, India today has 

one of the most competitive pharmaceutical 

industries in the world. On the most recent 

WHO pre-qualification list there are 137 drugs 

manufactured in India, compared with only five 

manufactured in PRC. Indian firms, such as 

Ranbaxy and Biocon, have increasingly moved to 

acquire an R&D profile, and are no longer limited to 

manufacturing existing drugs. These achievements 

did not happen overnight. The turning point for 

India’s pharmaceutical manufacturing came with 

the 1970 Patent Act which shortened patent 

protection under the Patents and Design Act of 

1911 from 16 years down to 3-5 years. The Act, 

together with a foreign exchange control act and 

price controls, is generally credited with the birth 

of India’s indigenous pharmaceutical industry.  

India’s transition from catch-up entrepreneurship 

to frontier entrepreneurship in the pharmaceutical 

industry was marked by a milestone 35 years 

later—the 2005 Patent Act that lengthened patent 

protection to 20 years. 

A comparable example from PRC is in the area 

of green technology. PRC’s substantial progress 

in the field of green technology is often portrayed 

as “leapfrogging.” In fact, PRC’s substantial gains 

result from a long process of accumulating and 

absorbing knowledge from prior practices. The 

plan to invest heavily in green-tech was approved 

very early, in 1986, by Deng Xiaoping himself, 

according to one account. PRC’s success in this 

field also heavily leverages its manufacturing 

prowess. For example, one of the most successful 

Chinese firms in solar panels, Wuxi Suntech, relies 

on core technology from Australia but was able to 

rapidly scale up production because PRC has a 

well-developed supply chain. Similarly PRC’s gains 

in wind turbine technology, gasification equipment 

and grid construction can be attributed to its scale 

and experience in equipment manufacturing. 

In other words the strength of PRC’s catch-up 

entrepreneurship provided the foundation for the 

transition to frontier entrepreneurship.

From catch-up to frontier innovationBox  
2

“Higher quality must accompany 

higher enrollment rates if Asian economies 

are to competitive in the future
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test-taking—leading to what is increasingly recog-

nized also by Asian leaders as a creativity deficit.

Frontier entrepreneurship and innovation are sci-

ence-based, and R&D is a useful metric of a country’s 

commitment to science and technology. Asia now 

accounts for about one-third of the world’s spending 

on R&D. It has recently surpassed Europe, and is 

soon expected to surpass the US. As a percent of 

GDP, Japan and Republic of Korea rank particularly 

high with expenditures of 3.4 percent and 3 percent 

of GDP, respectively. PRC’s R&D spending rose from 

0.6 percent in 1996 to a likely 2 percent in 2010 (a 

level more common among developed countries), and 

is planned to reach 2.5 percent of GDP in 2020. 

Absolutes and scale—and not just the percent 

of GDP—matter with R&D spending. In 2006, PRC 

spent $136 billion on R&D, overtaking the $130 billion 

spent by Japan and reaching about 40 percent of the 

United State’s spending levels ($330 billion in 2006). 

India invests a relatively low 0.8 percent of GDP in 

R&D.

An intangible, far harder-to-quantify element of 

the eco-system is the level of the political commit-

ment to science and technology. One measure of 

this commitment is the level of officials in charge 

of science programs in PRC. In 1986, for example, 

PRC plans to invest in alternative energy projects 

was approved personally by Deng Xiaoping; the 

“National Basic Research Program” (initiated in the 

1980s) which focuses on basic research in “strategic” 

industries was said to have been personally endorsed 

by Zhu Rongji, PRC’s vice premier in charge of the 

economy (later the premier from 1991 to 2002), who 

also chaired the National Steering Group for Science, 

Technology and Education. Asia also offers a number 

of other examples of significant leadership and sus-

tained policy commitment such as Republic of Korea 

and Singapore.

Another critical element of the eco-system is 

the availability of financing for the different phases 

of the entrepreneurial cycle, particularly early stage 

financing in order to get past the current excessive 

“Entrepreneurship and innovation can 

only flourish in an eco-system that fosters 

creativity, and tolerates risks, failures and 

out-of-the-box thinking and behavior—

broad capabilities that are best addressed 

through a country’s educational system

Source: World Bank Edstats database, 2011.

Much of Asia lags in secondary and tertiary enrollmentFigure  
2
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12 dependency on public sector financing. India started 

its financial reforms in the early 1990s, simultaneously 

with its broad economic reforms, with an emphasis 

on the market-based pricing of IPO issuances, the 

gradual privatization of Indian banks, and improve-

ments in the  corporate governance of listed firms 

on Indian stock markets, etc. The net result is that 

India’s financial system, though not yet fully adequate 

to finance innovation, is more broadly supportive of 

private sector development as compared with the 

PRC financial system. Linked to financing is the need 

for well-regulated bankruptcy/exit mechanisms.

Foreign direct investment has a spillover effect 

that has provided the seed financial and human capi-

tal as well as technology to domestic entrepreneurial 

ventures, particularly in PRC and India, creating 

conditions for innovation. For example, GE-India (with 

3,500 researchers) has focused on developing India-

specific technologies and applications. Microsoft’s 

R&D center in Beijing now files the second largest 

number of patents within the Microsoft system (sec-

ond only to its headquarters in Seattle).

Not surprisingly, the overall policy framework is 

of great importance. PRC and India have followed 

different paths in this respect. Many of the innovations 

in India have come from the corporate private sector 

and are market-based, as opposed to being driven by 

government-funded programs to increase the supply 

base of knowledge. The demand-side dynamics have 

been crucial to India’s innovation successes. Indian 

firms have led the rest of the world in developing 

the cheapest cars (Tata’s Nano is priced at $2,500), 

cheapest mobile phones (at $20), cheapest phone 

call rates, cheapest cataract surgery (at $30), and 

the cheapest laptop (at $35). These pioneering 

achievements have so far not been matched by 

PRC firms, which, paradoxically, appear not to have 

internalized the powerful logic to cater to the bottom 

of pyramid. A general eco-system that is conducive 

to innovations has certain generic features, such as 

the depoliticization of the research funding process, 

an arms-length relationship between government 

and research institutions, and the spirit of free inquiry. 

Many Asian countries currently put too much of a 

premium on government controls and planning, and 

less on individual actions and initiative. A challenge, 

unique to PRC, is whether truly transformative innova-

tions can occur under institutional and political condi-

tions that put a high premium on controls rather than 

on discussion and debate. 

Finally, the business environment is a vital element 

of such an eco-system. The rule of law is relevant not 

just for entrepreneurship but for economic activity 

more broadly. The intellectual property rights regime 

gains much greater importance as economies move 

from catch-up entrepreneurship towards frontier 

entrepreneurship. There are also the commonly 

cited elements of doing business: ease of starting a 

business, of registering property, getting credit and 

enforcing a contract. With the marked exception of 

the high income economies, Asia has a long way to 

go in this regard (see Figure 3).

The situation with respect to physical and tech-

nological infrastructure, another important element of 

the eco-system, is similar. The most critical elements 

have to do with competition and the enabling environ-

ment for broad-based private sector development. 

Entrepreneurship and innovation on a large scale 

in Asia can best be promoted by the “consolida-

tion of competitive capitalism with the dynamism of 

large and small businesses depending on innovation 

rather than influence”.7 In many Asian economies, 

there are tendencies toward oligarchic capitalism 

based on state capture (as also witnessed in Latin 

America) which must be checked through appropriate 

competition policies, effective regulatory structures, 

procedures to check corruption and influence, a 

7 Walton, Michael, “Tackling Structural Inequities,” in India 2039: An Affluent 
Society in One Generation, Kohli and Sood (eds), Washington, DC: Sage, 2010.

“Foreign direct investment has a spillover 

effect that has provided the seed financial 

and human capital as well as technology 

to domestic entrepreneurial ventures
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broad-based and inclusive financial system, trans-

parency and accountability, and an independent 

judiciary.

Priorities

Entrepreneurship and innovation are vital to 

economic growth and that they have to be explicitly 

fostered, cultivated and given ample space for 

development rather than being taken for granted. 

For the non-converging Asian economies, catch-up 

entrepreneurship and innovation is vitally important 

and likely to remain the most relevant strategy for 

some years. For these countries, the policy priority is 

not high-tech development but to get the economic 

and business environment fundamentals right. The 

mistake that policy makers in Asia must avoid is to 

create a policy and regulatory environment to favor 

frontier entrepreneurship at the expense of catch-up 

entrepreneurship. 

Some of the elements of the innovation and entre-

preneurship eco-system illustrated above are more 

relevant for the converging economies since they 

are requirements for frontier entrepreneurship, which 

is much more demanding of the eco-system than 

catch-up entrepreneurship. At the same time, many of 

the underlying measures have long gestation periods 

and would thus benefit from early attention.

Most Asian economies need to make significant 

investments in human capital development by ensur-

ing both, higher enrollment rates and higher quality 

at all levels of education. Improved learning with an 

emphasis on creativity can help foster higher pro-

ductivity, innovation and entrepreneurship. Another 

essential element to promote entrepreneurship is an 

openness to competition and a business environment 

which facilitates entry and entrepreneurship on a 

large scale. 

12

Source: World Bank Doing Business, 2011.

Asian countries’ rankings in ease of doing business vary 
by region and income/convergence level

Figure  
3
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“Another essential element to promote 

entrepreneurship is an openness to competition 

and a business environment which facilitates 

entry and entrepreneurship on a large scale
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This chapter discusses the greatest challenge 

Asia faces in its endeavours to realize the Asian 

Century: transforming governance and institutions.1  

The chapter presents an analytic framework to 

assess the current state of governance and institu-

tions and the changes therein over time. It compares 

various governance indicators of Asian economies 

with other emerging countries and outlines the key 

drivers for change (demographics, urbanization, 

expanding middle class, and the communications 

revolution). Finally, it identifies key actions of institu-

tional change and discusses principles and priorities 

for transforming governance throughout Asia.

Analytic framework

It is essential for all Asian countries—across the 

three groups—to focus on improving governance and 

transforming institutions in order to meet the chal-

lenges of the coming decades.

The recent deterioration in the quality and cred-

ibility of national political and economic institutions in 

a large number of Asian countries is a key concern 

and a reason why Asia’s rise should not be seen as 

preordained. 

Transparency, predictability and accountability 

are key elements to establish long-term domestic 

legitimacy of authorities. These make governance 

and institutional dimensions, even over a 40 year time 

1 For the purpose of this report, governance is defined as the exercise of 
power/authority in the management of a country’s economic and social 
resources. This exercise of authority is reflected in incentive structures, legal 
and regulatory frameworks, policy, political and institutional frameworks, insti-
tutional capacity, and transparency and accountability dimensions. Governance 
is imbedded in the political culture and collective perceptions of the citizenry. 
Institutions are defined as sets of ”rules of the game” (laws, formal processes, 
systems), including the locus of exercising those rules. Regulations in turn 
are defined as expressions of formal processes (“rules”) meant to guide the 
implementation of authorities’ intent. Whereas regulations can be changed in 
a short span (e.g. 1 to 3 years), institutional changes and development need 
to be assessed at a minimum over a 10 to 15 year span. Governance evolves 
incrementally over a long time horizon (decades) unless exposed to sudden 
and fundamental disruptions such as revolutions and armed conflict.   

horizon, a good basis to discuss the broad direction 

of Asia. The broad range of issues covered and their 

multi-faceted dimensions require that one should 

look for a broad number of indicators in measuring 

governance. A solid basis to discuss Asia’s direction 

starts with an analysis of the multi-faceted dimensions 

of governance and institutions—even if there are 

obvious uncertainties associated with a 40 year time 

horizon.  The conceptual complexities require that we 

use different indicators to measure the transformation 

of institutions.

Table 1 provides a framework to identify entry 

points to stimulate governance and institutional 

changes, together with related principles. The 

framework combined with the drivers for govern-

ance changes (see further below) point to the likely 

directions for Asia over the next decades. However, 

Asian policy makers cannot rely on “international best 

practice” but rather have to look for the “best fit” for 

their specific country circumstances. They must ulti-

mately decide on a model, or combination of models, 

for institutional changes that are most likely to lead 

to improved performance in their specific country 

context.

The governance challenge in Asia 

There is no shortage of published indicators that 

track the governance and institutional evolution of 

countries over time. While survey methodologies, 

sources and scope differ, the overall picture points in 

the same direction. The 2009 Worldwide Governance 

Indicators published by the World Bank Institute are 

formed by a composite of six core dimensions: voice 

(of people) and accountability (of government), politi-

cal stability/no violence, government effectiveness, 

regulatory quality, rule of law, and control of corrup-

tion. A simple average of the scores of Asian econo-

mies does not indicate any major changes between 

13
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1998 and 2009; there was a slight deterioration in 

the voice and accountability component, but a slight 

improvement in political stability. Adjusting the scores 

by GDP shows quite a different picture: the overall 

scores improve dramatically, reflecting the share of 

the Asia-7, especially in areas of government effec-

tiveness, regulatory quality, and rule of law; however 

they are also accompanied by a drop in the scores for 

voice and accountability and political stability (Figures 

1 and 2).

Comparing the 2009 results between Asia-7 and 

the rest of Asia, weighted by GDP, Asia-7 outscores 

the rest of Asia consistently, with again, the best 

scores for government effectiveness, followed by 

regulatory quality and rule of law. It is noteworthy that 

the scores themselves are also strong in absolute 

terms, especially when compared with the indicators 

weighted by population (Figures 3 and 4).

Looking at the same Asia-7 over time, however, 

shows a mixed picture: while government effective-

ness and regulatory quality have improved substan-

tially, little progress is observed in the other dimen-

sions. Disappointingly, even the Asia-7 do not fare too 

well viz. the rest of the world in any of the dimensions 

(Figures 5 and 6).

The remaining—mainly non-converging low and 

lower-middle income—economies are worse than 

both Asia-7 and developing countries in other regions. 

In other words, countries’ performance on govern-

ance parallels the three tiers of countries used in this 

report in discussing economic performance: high 

income or developed Asian economies do the best 

The Issue Actors and instruments Good principles Bad principles

Who leads the Public 
sector?

Government through 
economic and social 
policies 

•	 Growth-oriented
•	 Inclusive
•	 Sustainable 

development-oriented
•	 Accountable

•	 Lack of clarity of    
direction

•	 Exclusive
•	 Rent-seeking oriented
•	 Not accountable

How are policies applied?

Through a clear legal, 
institutional and regulatory 
framework and related 
agencies

•	 Rule-based
•	 Equitable (law applies 

equally to everybody)
•	 Accountable 

•	 Ad-hoc
•	 Selective, captured
•	 Not accountable

How are policies 
implemented?

Through/by the civil 
service and  other service 
providers

•	 Competent
•	 Merit-based, 

Competitive
•	 Efficient 
•	 Accountable 

•	 Incompetent
•	 Nepotism-based and/

or captured
•	 Inefficient 
•	 Not accountable

How are resources 
allocated?

Through the budget 
process

•	 Transparent
•	 Competitive
•	 Accountable

•	 Non-transparent
•	 Arbitrary and/

or interest-group 
oriented

•	 Captured 

How are public oversight 
functions carried out

Through multiple actors: 
•	 Parliament
•	 Media
•	 Civil society 
•	 NGOs 

•	 Accountable 
•	 Demand for public 

accountability
•	 Access to information

•	 Non-effective
•	 Laden with conflict of 

interest
•	 Captured 

Are there redress 
mechanisms?

Through sundry appeals 
and conflict resolution 
systems (e.g. ombudsmen)

•	 Yes •	 No

Analytic framework for governance and institutionsTable  
1

“ It is essential for all Asian countries—

across the three groups—to focus on improving 

governance and transforming institutions in order 

to meet the challenges of the coming decades
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13in governance; the Asia-7 (or converging) economies 

are the next best; and the non-converging economies 

score the lowest for most indicators (but not all) of 

governance.

Turning specifically to the dimension of controlling 

corruption the regional differences within Asia are 

revealing, particularly when weighted by GDP.  The 

correlation between economic development and 

Asia-7 has still underperformed the rest of the world in governanceFigures 
3 & 4
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“In Asia as a whole, progress in 

governance indicators from 1998 to 

2009 has been disappointing with the 

exception of government effectiveness

Asia-7 has outperformed the rest of Asia in governanceFigures 
1 & 2
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control over corruption clearly emerges. Yet again, 

when compared with the rest of the world, even 

weighted by GDP, Asia and the Asia-7 lag behind by a 

significant margin, although the gap is slowly closing.  

The results point to the following observations:

•	 In Asia as a whole, progress in governance 

indicators from 1998 to 2009 has been disap-

pointing with the exception of government 

effectiveness, and more modestly, regulatory 

quality and rule of law, but with a clear retreat 

in voice, accountability and political stability; 

•	 The Asia-7 fare better, but even so, they 

perform worse than the rest of the world in all 

dimensions. Unless these shortcomings are 

addressed Asia can hardly call itself the leading 

region of the world.  

•	 In particular with respect to controlling cor-

ruption, the “governance deficit” with the rest 

of the world is worrisome. Together with the 

deficits in rule of law, voice and accountability, 

this key institutional deficit may hinder a large 

number of Asian countries from successfully 

overcoming the Middle Income Trap. 

The quality of institutions will be decisive in 

helping the fast growing countries avoid the Middle 

Income Trap, and the slower growing countries estab-

lish the basic conditions to move towards sustained 

faster economic growth, social inclusion, attain the 

Millennium Development Goals, and political maturity.  

Managing the challenges common to Asia, be 

they rapid urbanization, building a fundamentally 

sound financial sector or fostering entrepreneurship 

and innovation requires effective governance at both 

central and local government levels, reflecting princi-

ples of accountability and subsidiarity.  

Drivers for change in governance and 

institutions

Like elsewhere, pressure to change governance 

and institutions in Asia comes from the domestic front 

rather than the external. Three drivers—demograph-

ics, urbanization, and the demands stemming from an 

Source: World Bank Worldwide Governance Indicators, 2010.

Governance indicators by subregion (weighted by GDP)Figures  
5 & 6
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“Managing the challenges common to 

Asia, be they rapid urbanization, building 

a fundamentally sound financial sector or 

fostering entrepreneurship and innovation 

requires effective governance 
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13expanding middle class combined with a communi-

cations revolution—will become game changers over 

the next 40 years.  

Demographics 

The first driver for change derives from the demo-

graphic outlook for the region (see Annex for more 

detail). Broadly speaking, Asia can be divided into 

three groups 

•	 Countries with rapidly ageing societies, mainly 

in Northeast Asia where the demographic win-

dow has already closed or is about to close: 

Japan, Republic of Korea, PRC (with a slight 

lag), and Taipei,China, Singapore, and Thailand.  

By 2050, more than 40 percent of Japanese 

and Koreans will be over 65—today already 20 

percent of Japanese are over 60, as are some 

12 to 15 percent of the PRC’s and Republic of 

Korea’s population.  By 2050, Japan’s popula-

tion will have shrunk by 30 percent.  The PRC’s 

working age population will start to decline 

starting 2015, tailing Japan’s demographic 

decline by roughly years;

•	 Countries (many in ASEAN) with a robust 

demographic balance between working-age 

populations, elders and minors. These can 

still benefit from their demographic window for 

another decade or two.

•	 Countries with a very large proportion of young 

people, whose demographic windows will 

remain wide open for several decades. This 

group includes some of the poorest and most 

fragile countries, many of them in South Asia 

and Central Asia.

Table 2 provides an overview of these demo-

graphic trends, using subregions’ working age 

population as an important indicator of demographic 

windows and potential dividends. The crucial ques-

tion is how these demographic contrasts will play out 

in the decades to come.

Ageing societies 

Countries with ageing societies will carry a grow-

ing constituency which is inherently conservative on 

substantive economic and political reform issues and 

feels strongly about having earned the right to be 

looked after in terms of health care and pensions.2   

These unprecedented demographic trends will 

not only translate into new, more modest economic 

realities, but also into different inter-generational 

expectations and relations. Older people are more 

conservative and more resistant to change. They 

prefer stability and certainty over change. These in 

turn will impact on all aspects of governance and call 

for wide-ranging institutional adjustments.

Ageing societies will have to adjust economic 

structures, institutions and policies to take account 

of the increasing number of elderly. Labor-intensive 

industries will disappear as the labor force shrinks.

Increasingly, technology and innovation will have 

to be relied upon to replace labor (in manufacturing as 

well as in services). Health care (including long-term 

care) and related regulations will have to be adjusted 

to the special needs of the elderly, and the looming 

shortfall in health care workers will have to be covered 

by opening up labor markets (Japan is an important 

example). Pension and social security payments will 

increasingly crowd out whatever fiscal space exists. 

Local administrations will have to develop “elderly” 

oriented service windows, and the adoption of more 

active population policies is likely.

2 The current and prospective ageing generation in Japan prides itself of 
having rebuilt the country from the ashes of WW II. The same age cohorts in 
Republic of Korea, Taipei,China and Singapore designed, implemented or over-
saw the transformation into the Asian tigers, and the similar age groups in PRC 
have been at the center of the most massive transformation in mankind from a 
backward centrally planned, largely rural economy to the largest industrialized 
economy of the world.

“These unprecedented demographic trends 

will not only translate into new, more modest 

economic realities, but also into different inter-

generational expectations and relations
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A particular challenge for the ageing countries in 

Northeast Asia (Japan, Republic of Korea and PRC) 

is that there are no historic precedents. These shared 

challenges may yet open opportunities for coopera-

tion such as peer learning from each other and from 

ageing societies in Europe.

“Young and robust” societies

“Young” countries, under a positive scenario, 

will grow the size of their economic pie, and over 

time improve public services, in a manner similar to 

today’s OECD and other advanced Asian economies. 

On the governance front, the pressure will be on the 

authorities to deliver economic growth, to raise living 

standards, to create jobs, and to ensure the public’s 

consent for legitimacy. These pressures take on 

contrasting dimensions across different groups of 

countries:

•	 For the converging economies (e.g., India, 

many ASEAN countries), it means ensuring 

the smooth expansion of the middle class, 

remaining competitive and moving up the inno-

vation and technology ladder, and focusing on 

productivity gains in order to avoid the Middle 

Income Trap.  Investments in people through 

quality education at all levels will play a big role.   

•	 For the fragile states (notably Afghanistan, 

but also some Pacific Island states), it means 

rebuilding the authority of the state, coping with 

the threat of religious extremism and radicaliza-

tion of the young, and managing the risk of 

social unrest. Furthermore, these countries are 

also rapidly urbanizing—at low income levels—

which represents additional challenges for 

urban management.

The implications for economic structures, institu-

tions, and policies to foster economic development 

are well known. They represent more traditional devel-

opment challenges and relate inter alia to improving 

the investment climate, competition policies, and job 

creation; education and skills development; innova-

tion and moving up the value chain; infrastructure 

and urban redesign; water, energy, agriculture, and 

environment; and citizens’ demands for voice and 

participation. It is worthwhile to note that young coun-

tries are likely to sustain a greater appetite for reforms 

than the ageing countries.

Urbanization

The second driver for change derives from the 

inescapable trend towards urbanization. Where today 

about 40 percent of the PRC’s population is urban, by 

2050 the urbanites will account for over 70 percent; 

the shift in India will be from some 30 percent to over 

50 percent.  

Well-run cities with quality amenities (education, 

health, finance, infrastructure, sanitation, air quality, 

recreational facilities, etc.) will have a decisive edge 

2010 2020 2030 2040 2050

Northeast Asia 64 63 60 57 55

South Asia 54 57 60 62 61

Southeast Asia 58 60 60 59 58

Central Asia 56 58 58 59 57

Working age population as a % of total population 
will begin to decline for all subregions

Table  
2

Source: UN Statistics Division, 2010.

“On the governance front, the pressure will 

be on the authorities to deliver economic growth, 

to raise living standards, to create jobs, and to 

ensure the public’s consent for legitimacy



99

transf





o
rming





 g

o
v

e
rnanc







e
 and




 instituti



o

ns


13over other, less well-run urban agglomerations. Cities 

will house the knowledge workers, serve as the locus 

of innovation, and forge enabling institutions.  Citizens 

will demand competent mayors and city manag-

ers, and increasingly turn to their local government 

leaders to get results. In turn, powerful mayors will 

increasingly influence national politics, with significant 

changes in center—local fiscal relations and decision-

making authority. The citizenry will demand more pre-

dictable, transparent and accountable governance, 

possibly via scorecards and similar instruments.  

The push for decentralization under increasingly 

federated structures is inevitable. Mayors of principal 

cities will have increasing sway over national politics, 

but this will also contribute to tensions between 

national and local governments. Well designed and 

effectively implemented decentralization will make 

a huge difference. The global experience has actu-

ally been quite sobering, pointing to the difficulty of 

achieving the right balance in center—local relations 

and the importance of institution-building.  

The challenge lies in identifying the form of 

governance and institutions best suited to the Asian 

context.  This has large implications for the relation-

ship and distance between the state and its citizens, 

including the forms of competitive politics at the local 

level. It points to the need for safeguards against 

capture and corruption.3    

Asia’s expanding middle class and 

the communications revolution

Throughout Asia, an expanding middle class—a 

desirable product of rapid socio-economic growth 

in and of itself—will also exert new demands for a 

3 Emerging Asia’s “behind the border” responses will not be fundamentally 
different from those societies that have gone through those transformations 
historically; thus overall, the evolutionary path will broadly resemble those of 
the OECD countries also in terms of institutional development, and regulations, 
including center-local fiscal relations and decentralization.

stronger voice and increased participation, a trans-

parent allocation of (budget) resources, accountability 

for results, and for enhanced personal space.  

Although a daunting challenge, the eradication of 

corruption is critical for all countries in order to ensure 

necessary social and political stability and retain the 

legitimacy of governments. Here, the quality of com-

munication between those who govern and those 

who are governed will be of paramount importance 

as new social media and other as yet unknown—but 

guaranteed to emerge—new tools will not be denied, 

as recent events in the Middle East and North Africa 

have amply illustrated.

As discussed, with increasing incomes and an 

expanding middle class in Asia, demands for better 

services and quality of life will become a powerful 

driver for institutional change. The accumulation of 

assets by the middle class will create demands for 

more efficient financial intermediation, institutions, and 

instruments. Over time a substantial transfer of wealth 

from the state to citizens / individuals will occur.  This 

shift will spur further innovation (e.g. in the financial 

sector), but also impact center-local fiscal relations, 

public finance management (including debt manage-

ment—now increasingly needed), and give further rise 

to concerns about income differentials.

More money in the pockets of citizens, combined 

with the demographic profile of major Asian countries, 

will facilitate the shift from an export-oriented model 

of economic growth to a domestic demand-led 

model, with an impact on investments, consump-

tion, and savings.  Asia overall is fortunate to be in a 

position to address this new challenge in a gradual, 

cautious manner—a luxury that most other regions 

did not have.  

Yet, the emergence of a newly emboldened 

citizenry should not be equated with a transition into 

a Western democratic model. Fundamental deter-

minants of governance will not change so soon. The 

relationship, distance and social contract between 

“Although a daunting challenge, the eradication 

of corruption is critical for all countries in order 

to ensure necessary social and political stability 

and retain the legitimacy of governments
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the state and its citizen, and forms of citizens’ par-

ticipation in the state’s decision making process will 

for the most part continue to differ from Western 

parliamentary democracies. This is not to buy into 

the overly simplistic view of “Asian values”, but rather 

a recognition that governance will have some “Asian 

characteristics”. Traditional hierarchal relationships 

embedded in Asian societies will not be set aside 

over such a short period. 

However, a wild card here is the future of com-

munications. This is not the place to speculate about 

future technological scenarios, but what seems rather 

certain is that we will experience hitherto unimagined 

new communication technologies and tools that may 

either dramatically accelerate the push for more par-

ticipation and voice by citizen, or conversely, allow for 

even tighter surveillance by authorities. Events in the 

Middle East have illustrated the power of communica-

tions technologies. 

The pressures arising from these domestic driv-

ers, needed actions and related risks are summarized 

in Table 4. The priorities and related principles are 

elaborated further below.

Key actors of institutional change 

Asian governments will have to be the key actors 

to realize the Asian Century, but they cannot do it 

alone. Governments have to design and implement 

the sound growth-oriented and inclusive economic 

and social policies that have been discussed through-

out this report. To do so they must devise enabling 

institutional and regulatory frameworks that are 

rule-based, thus predictable, equitable and account-

able to the citizen. Governments must keep an eye 

on corruption and cronyism. Governments also 

have to be able to rely on a capable civil service and 

honest judicial institutions to ensure the sustained 

Urbanization Rate

Northeast Asia 74%

South Asia 55%

Southeast Asia 65%

Central Asia 67%

Northeast Asia will be the most 
urbanized subregion in Asia

Table  
3

Developments Priorities Risks

Demographics

Northeast Asia is 
ageing, South and 
Southeast Asia are 
young

•	 Ageing countries should 
adjust institutions

•	 Young countries should 
improve public services

•	 No precedent in Asia for 
adjusting institutions in 
response to ageing

•	 Poor delivery of public 
services can lead to unrest

Urbanization

Urban population 
growth will be 
significant through 
2050

•	 Governance and institutional 
reforms should account for 
the urban population growth

•	 Decentralization policies

•	 Urban growth could lead to 
tensions between national 
and local governments

•	 Urban-rural income gaps will 
likely grow further

Expanding 
Middle Class

Expanding middle 
class will lead to 
demands for higher 
quality of life

•	 Government must keep up 
with growing expectations 
and demands for governance 
and institutional reforms

•	 Could lead to demands for 
more voice

•	 The distance between state 
and citizen will be affected

Pressures for governance and institutional transformation—domesticTable  
4

Source: UN Statistics Division, 2010.

“While politics will increasingly be 

contested, civil society and media outside 

of the formal political system will demand 

accountability, monitor government performance, 

and thus exercise public oversight
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13implementation of intended policy directions and 

the exercise of state authority. But developing such 

capacity is a time-consuming undertaking; smart 

governments will use the key drivers cited in this 

report to their advantage, especially the three fea-

tured in this chapter (demographics, urbanization, and 

the expanding middle class) to accelerate institutional 

change.   

Reflecting Asia’s growth performance, as econo-

mies and contractual relations grow more complex, 

governments will gradually respond to these pres-

sures by accepting the evolution of a civil society and 

the private sector. Securing the authorities’ legitimacy 

will translate into their acceptance as rule of law insti-

tutions that reduce the state’s discretion and create 

more space for individuals and social groups alike.  

While politics will increasingly be contested, civil 

society and media outside of the formal political sys-

tem will demand accountability, monitor government 

performance (both at national and local level), and 

thus exercise public oversight. The ultimate challenge 

for Asia will be to maintain this positive momentum for 

institutional change over a generation. Failing to do so 

will stunt the dream of the Asian Century.     

Principles and priorities

Reflecting on the drivers of change, the entry 

points for governance and institutional change, 

and the results of surveys such as the Worldwide 

Governance Indicators give the direction that govern-

ments in Asia should consider, and how they should 

attain their goals of stability and prosperity. This 

chapter concludes with the following eight principles 

and priorities:

1.	 Focus on building strong transparent 

institutions—they are what matters. The 

single most important factor that will determine 

whether Asian countries will either (i) escape 

the Middle Income Trap, (ii) make a successful 

transition from post-conflict, poor countries to 

converging economies, or (iii) allow the devel-

oped economies to successfully address the 

pressing challenge of ageing is the quality of 

institutions. 

2.	 Corruption cannot be left unchecked; 

else, eventually it will suffocate the foun-

dations of rule-of-law institutions.  The 

2010 Global Corruption Barometer reports 

that—mirroring a global trend—citizens in 

almost all Asian countries, regardless of 

income level, middle income or low income, 

feel that corruption has worsened over the 

last three years, with one notable exception, 

Georgia. Success or failure in dealing with cor-

ruption and other governance issues will go a 

long way in determining where Asian countries 

will find themselves on the path towards pros-

perity in 2050. 

3.	 Devise participatory approaches to policy 

making and build accountability mecha-

nisms. Demands for new forms of account-

ability will rise. Managing the expectations of an 

increasingly vocal citizenry will pose complex 

challenges to governments.  

4.	 Designing policies is only half the game, 

enforcing the rules, i.e. implementation 

is what matters. Policy reforms all too often 

remain on paper only and are not implemented 

or enforced. Where the gap between progress 

on paper and observed lack of implementation 

is too great, the ensuing disconnect threatens 

to compromise the credibility of governments. 

5.	 Ensure that rule of law applies equally to 

everybody. If the events in North Africa and 

the Middle East and the various popular upris-

ings in recent years are to serve as a guide, 

the selective application of rule of law—evident 

in the arbitrariness of the state and the lack 

of personal security—is the fulcrum of citizen 

“Corruption cannot be left unchecked; 

else, eventually it will suffocate the 

foundations of rule-of-law institutions
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13 anger. A particular premium must be put on 

building a judiciary and police that is seen as 

honest, fair and acting with integrity.  

6.	 Build a civil service based on merit.  The 

civil service is relied on to implement 

government policies. It follows that the qual-

ity of the civil service has a major impact on the 

outcomes of government actions. A common 

feature of the economies that have joined the 

ranks of the developed countries is that their 

civil service is seen as honest and highly com-

petent. They have been able to attract the best 

and the brightest, and successfully institution-

alized a meritocracy. 

7.	 Realize that a healthy relationship 

between authorities and citizens is a 

function of trust. Trust is built through 

consistent, transparent, accountable and 

verifiable results, and built-in mechanisms of 

recourse. Mechanisms need to be established 

to replace governments through contestable 

elections anchored in constitutional rights.

8.	 Realize that best practice approaches 

will not do the trick. Countries have to 

adapt for ‘best fit’. Countries must select 

institutional models that are likely to yield an 

improved performance within their specific 

country context, i.e. the best fit to their 

circumstances.  

“Countries must select institutional models 

that are likely to yield an improved performance 

within their specific country context
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This chapter discusses the five reasons for the 

growing importance of regional cooperation for Asia’s 

future growth and prosperity; presents a framework 

for understanding relations between countries (from 

conflict to cooperation); assesses progress to date 

with regional cooperation efforts in Asia; identifies 

priority areas to facilitate future regional coopera-

tion; and finally, discusses institutions for regional 

cooperation.

Regional cooperation matters 

for Asia’s future

Greater regional cooperation within Asia as a 

whole will become significantly more important over 

time for five reasons:

•	 First, regional cooperation has the potential to 

be an important bridge between the interac-

tions of individual Asian countries and the rest 

of the world. In order to have the voice and 

influence in the global agenda that is com-

mensurate with its economic weight, Asia will 

need to formulate a unified geopolitical position 

on a range of global issues. This can be only 

achieved through genuine regional dialogue 

and cooperation. 

•	 Second, Asia will need to increasingly rely on 

“internal” (domestic and regional) demand 

and open its markets to neighboring countries 

in the region, in the same way that US and 

European markets have been open to Asia 

since World War II, in order to sustain region-

wide economic growth. This will require the 

creation of a single market—at least for goods, 

services and finance, to permit the Asia-wide 

free flow of trade and investments. 

•	 Third, regional cooperation and development 

assistance will be crucial ingredients in reduc-

ing cross-country disparities in income and 

opportunities which, if left unchecked, could 

lead to instability or spark conflicts in parts of 

Asia. In this context, the European experience 

is encouraging and provides useful lessons.

•	 Fourth, there are many areas that can yield sig-

nificant synergies and positive spillovers, such 

as technological development, energy security, 

disaster preparedness, etc. that will benefit 

from increased collaboration.

•	 Fifth, the skillful and joint management of 

several regional commons will become increas-

ingly important for Asia’s long-term stability and 

prosperity. The management of the regional 

commons will involve:

•	 Diffusing and mitigating internal political 

and social risks associated with drugs, 

religious fundamentalism and terrorism.

•	 Avoiding conflicts between the mega 

economies or nuclear states. 

•	 Maintaining social and political stability 

in the region, especially to support the 

economic and security concerns of fragile 

states.

Cooperation instead of conflict

Of course, institutional cooperation is not the only 

mode of interaction among neighbors. They may also 

compete or be in conflict. In fact, regional coopera-

tion, regional competition and regional conflict are 

part of a continuum of relations among neighboring 

states. Conflict involves the attempt to resolve differ-

ences of interest among neighbors through hostile 

and mutually damaging means; competition engages 

countries in the pursuit of resources or benefits to 

each other’s exclusion, but through peaceful means 

and in ways regulated by international law, intergov-

ernmental agreements, or accepted norms; and 

cooperation means working together as partners in 

14

Realizing the Asian Century: 
Regional Cooperation 
and Integration
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14 maximizing common or shared benefits. In general, 

neighboring countries should aim to reduce or 

eliminate conflict, because of the great human and 

economic damage that it causes. 

Depending on the specifics of the situation, 

competition may provide incentives for improved 

performance, i.e., “race to the top” (e.g., competing 

for foreign direct investment through reform in the 

business climate); or it may involve costly duplication 

of investments or loss of resources, i.e., “race to the 

bottom” (e.g., competing tax incentives for direct for-

eign investors). Cooperation usually will be the most 

desirable approach, provided it is not at the expense 

of or threatening third parties. 

Figure 1 shows the typical range of relations 

between countries in specific areas of regional sig-

nificance along the spectrum from conflict through 

competition to cooperation. For example, trade policy 

traditionally can involve measures to gain national 

benefits from protection in a competitive mode, but 

also can be pursued through cooperative solutions 

based on coordinated reductions in protection and 

improvements in border and transit management. 

Transport involves regional cooperation where 

national transport links connect across borders 

(especially when part of agreed regional transport 

corridors). However, nations can also compete 

through transport investments, e.g., by developing 

competing port or airport capacity or by building 

competing regional road or railroad lines. In the case 

of water (as well as maritime resources), interstate 

relations can run the gamut from conflict to competi-

tion to cooperation. For disaster preparedness, there 

is no obvious room for conflict and competition, 

but plenty of opportunity for cooperation. Conflict 

prevention is in principle a cooperative activity, but in 

practice it gets wrapped up in interstate and geopo-

litical conflict and competition, as the current situation 

on the Korean Peninsula demonstrates. Of course, 

sometimes a history of painful and bloody conflict 

From conflict to cooperationFigure  
1

CONFLICT COMPETITION COOPERATION

Trade policy and trade facilitation

Transport

Energy

Water

Finance

Technology

Health/Epidemics

Disaster preparedness

Food security

Conflict prevention (domestic, cross-border)

Drugs/Crime

Preferred Direction of Change

“regional cooperation, regional competition 

and regional conflict are part of a continuum 

of relations among neighboring states
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may be a driver for cooperation, as was the case with 

the creation of the European Union (Box 1).

A key element in moving from regional conflict 

to constructive competition and cooperation is 

the establishment of trust among the neighbors. 

One of the benefits of looking at the full range of 

regional integration and cooperation areas across 

the spectrum of cooperation-competition-conflict 

is that it allows priorities, tradeoffs, and risks to be 

better identified. For example, by focusing regional 

relationship-building on those areas where there is 

little room for conflict and competition, trust can be 

established among neighbors; on the other hand, 

neglecting areas that are prone to conflict may 

interfere with cooperation in other areas, if and when 

conflict breaks out.

Progress to date with regional economic 

integration

Although there remain constraints to economic 

integration, the Asia region as a whole has been 

increasingly open to trade. Its trade to GDP ratio 

reached roughly 62 percent in 2008, only 3 percent-

age points lower than the EU, and much ahead of 

Latin America or Africa. While historically relying 

especially on trans-Pacific trade, Asia’s trade and 

non-trade economic links with Europe have been 

expanding rapidly since the dissolution of the Soviet 

Union, offering new opportunities for cross-continen-

tal integration of Eurasia. 

As regards intra-regional trade, Figure 2 shows 

how the Asia region has been integrating rapidly since 

1960: its intra-regional trade share rose from about 

20 percent to over 50 percent in 2008. Largely driven 

by market forces and complemented by national 

policies, economic interdependence in East and 

Looking ahead the big opportunity for Asian 

regional relations is to build on the successes 

of past integration and cooperation. Without 

a minimum of trust, little can be achieved in 

regional cooperation, institution building and 

conflict prevention.  Asia can learn from history. 

Perhaps the most important lesson is to avoid 

the mistake that Europe made during the first half 

of the 20th Century. After a golden era of rapid 

industrialization, growth and integration during 

the second half of the 19th Century, Europe 

entered the 20th Century with great expectations 

for continued growth and prosperity. In fact, 

however, Europe repeated its errors of previous 

centuries and fell into 30 years of intense conflict 

and two world wars, which caused unfathomable 

human losses and economic dislocation. Born 

out of this experience, Europe managed to create 

during the second half of the 20th Century the 

regional cooperative institutions that have allowed 

it to overcome a history of harmful conflict and 

unproductive competition and to attain shared 

prosperity and peace. Asians can learn both 

from European history as well as from their own 

experience of moving successfully from conflict 

to cooperation (as in the case of ASEAN and the 

Greater Mekong Subregion Program). They now 

have an opportunity to enhance mutual trust 

and strengthen the regional institutions that will 

allow Asia to avoid the ravages of conflict and 

continue its growth performance to achieve lasting 

prosperity and stability.

Moving towards cooperation without conflict: learning the lessons of historyBox  
1

“Although there remain constraints to 

economic integration, the Asia region as a 

whole has been increasingly open to trade
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Southeast Asia has grown rapidly in recent decades. 

Intricate regional production networks and supply 

chains have been established in industries such as 

electronics and cars. This process has resulted in 

fragmentation of production—the scattering of parts 

of the production process across different econo-

mies—and led the process of regional and global inte-

gration. This has stimulated foreign direct investment, 

deepened trade in intermediate goods, and boosted 

growth in the region.

Intra-regional trade in parts and components has 

increased as the pattern of regjional production has 

become more specialized. FDI flows have gravitated 

to PRC, especially after the 1997-8 Asian crisis. PRC 

has become the main assemblly plant for “Factory 

Asia” and emerged as a significant export for other 

East and Southeast Asian economies, as well as a 

base for final goods to the rest of the world.

This level of trade integration exceeds that of 

North America (about 40 percent), but falls short of 

that of the EU (about 75 percent). Across different 

subregions within Asia, East Asia is the most inte-

grated subregion, although labor and monetary/finan-

cial integration remain low. For all other subregions, 

the degree of integration remains low in terms of labor 

and financial integration.1  

Drivers of economic integration

The key drivers of regional economic integration 

relate to the costs of trading, infrastructure, the com-

petitiveness and quality of institutions, and conflict. An 

analysis of these determinants leads to the following 

conclusions:

•	 There have been many improvements in the 

Asian drivers of integration and economic 

growth in recent years, especially in East Asia. 

These have contributed substantially to the 

region’s superior growth performance. 

1 Central Asia’s labor markets are a notable exception. They are moderately 
integrated due to intra-regional migration, especially migration from Central 
Asia to The Russian Federation.

Asia has experienced an increase in share of intra-regional tradeFigure 
2

Source: World Bank World Development Indicators, 2011.
Note: Figures refer to total trade (exports plus imports). The intra-regional trade share of region i is defined as IT sharei = (Xii+Mii)/(Xi+Mi), where Xii = exports of region i to region i; Mii = 
imports of region i from region i; Xi=total exports of region i; and Mi = total imports of region i

“The key drivers of regional economic 

integration relate to the costs of trading, 

infrastructure, the competitiveness and 

quality of institutions, and conflict
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14•	 However, Asia generally still falls behind the 

performance of the EU and North America in 

key areas that relate to trading costs, trans-

port and logistics, the quantity and quality of 

infrastructure, competitiveness and institutional 

quality. 

•	 Trade tariffs are generally not a significant 

barrier anymore, but other border barriers (e.g. 

quantitative restrictions, border administration 

and even closures, etc.) and behind-the-border 

constraints (related to logistics, transport, 

infrastructure problems, weak institutions, etc.) 

remain significant barriers to integration.

•	 East Asia does substantially better than South 

Asia and Central Asia on most drivers. ASEAN 

performs especially well where overall trading 

costs are concerned.

•	 South Asian countries have generally improved 

their economic performance in recent years, 

with India the best performer and rapidly 

improving on many dimensions.

•	 There are great differences in country perform-

ance within the subregions.

Looking ahead, therefore, the challenges for con-

tinued, rapid Asian integration and growth between 

now and 2050 include the following:

•	 Improve the effectiveness of integration drivers 

to levels that are either as good or better than 

those of the EU and North America.

•	 Ensure that the subregions, and countries 

within subregions that lag behind, catch up 

with the rest of Asia.

•	 Go beyond reducing and harmonizing tariff 

barriers and focus instead on non-tariff trade 

facilitation measures, both at and behind 

borders.

•	 As regards the behind-the-border measures, 

improve the quantity and quality of infra-

structure, the quality of logistics, the quality 

of institutions and the competitiveness of all 

economies.

•	 Reduce or eliminate the distrust and conflicts 

within and among countries that have created 

the barriers to integration.

Prospects for further economic integration

The scope for further Asian economic integration 

is large. Continued integration will be the result of 

continued high growth, savings and investment, and 

in turn will be a driver of continued high growth. 

A number of factors argue for this prognosis:

•	 Under all likely growth scenarios Asia’s econ-

omy will continue to grow relative to the rest 

of the world. By 2050 Asia will likely represent 

more than 50 percent of the world market. 

•	 The need for some Asian countries to rebal-

ance their economies away from exports to the 

rest of the world, and especially from the US, 

and re-orient them towards domestic and intra-

regional consumption provides a strong impe-

tus for further economic integration of Asia.

•	 Recent trends in Asia’s integration drivers 

show that the barriers to integration have been 

reduced not only in East Asia but also in South 

Asia (see Box 2). India has been success-

ful in fostering bilateral trade with its smaller 

neighbors and with PRC. Central Asia has so 

far made the least progress. Given Asia’s prag-

matic approach to economic policy making, 

there is every reason to believe that the trend 

towards increased integration will continue.

•	 One of the drivers of integration within Asia (in 

particular of Central Asia’s links with East and 

South Asia) will be the trans-Eurasian continen-

tal integration process. This process places the 

land-locked countries and regions of Central 

Asia (including Afghanistan and Western PRC) 

at the hub of growing economic links between 

“Continued integration will be the 

result of continued high growth, savings 

and investment, and in turn will be a 

driver of continued high growth
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the growth centers of East and South Asia, 

and the economies of Europe and the Russian 

Federation (Box 3).

There are two significant risks that could derail 

this continued integration process:

South Asia is a relative late-comer to regional 

cooperation and integration. The South Asian 

Association of Regional Cooperation (SAARC), 

established in 1985, is the first regional cooperation 

initiative in South Asia. Heads of States of 

Bangladesh; Bhutan; India; the Maldives; Nepal; 

Pakistan; and Sri Lanka participated at the first 

SAARC Summit in Dhaka in 1985. SAARC had 

been once described as “act of faith” given the 

absence of shared security threat and low level of 

formal intra-regional trade and investment.  

The need to accelerate and complement 

the SAARC progress spurred four countries in 

SAARC, namely Bangladesh, Bhutan, India, and 

Nepal, to form the South Asia Growth Quadrangle 

(SAGQ). At the request of SAGQ, ADB initiated the 

South Asia Subregional Economic Cooperation 

(SASEC) program in 2001 as the first formal and 

comprehensive subregional cooperation initiative 

in South Asia. The SASEC program provided a 

forum for the four countries to discuss, identify 

and prioritize cooperation projects in transport, 

energy, environment, trade, investment, private 

sector development, tourism, and information and 

communication technology. The project based 

approach of SASEC complements the policy and 

dialogue driven mechanism of SAARC. 

SASEC has resulted in two important regional 

projects that were developed and supported by 

ADB —SASEC Information Highway Project 

and the South Asia Tourism Infrastructure 

Development Project. The latter aims at improving 

connectivity, providing better quality environment 

and visitor services; and enhancing natural and 

cultural heritage. Discussions are ongoing to 

expedite the service connection agreements for the 

regional information highway network, formation of 

community e-centers, and conduct of ICT research 

and training.  

In January 2010, Bangladesh and India 

signed a wide-ranging economic cooperation 

agreement that provides a comprehensive 

framework for cooperation in water resources, 

power, transportation, tourism and education. 

The agreement also allows the use of Mongla and 

Chittagong sea ports for movement of goods to 

and from India through road and rail. Bangladesh 

also conveyed the intention to give Nepal and 

Bhutan access to Mongla and Chittagong ports. 

The agreement envisages energy trade between 

the two countries. To support this initiative, ADB 

developed and financed the Bangladesh–India 

Electrical Grid Interconnection Project in August 

2010. 

South Asia’s interest to develop closer 

collaboration with other regional groupings has also 

grown. Countries in South and Southeast Asia have 

started inter-regional cooperation initiatives such 

as the Bay of Bengal Initiative for Multi-Sectoral 

Technical and Economic Cooperation (BIMSTEC) 

to pursue inter-regional cooperation. The BIMSTEC 

is an important vehicle to facilitate integration 

between South Asia and South-East Asia, the 

realization of which is critical for the achievement of 

Pan-Asian regional cooperation and integration. 

Regional cooperation and integration in South AsiaBox  
2

“South Asia is a relative late-comer to 

regional cooperation and integration
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•	 Asian economies do not further reduce barriers 

to integration, fail to build the necessary cross-

border infrastructure and improve the behind-

the-border conditions that support domestic 

growth and cross-border integration.

•	 International conflicts, failing states and internal 

unrest get in the way of continued integration 

(see Chapter 5 Box 2).

These risks call for strong regional dialogue and 

collaboration among the countries of Asia and with 

Central Asian countries have traditionally seen 

themselves—and have been seen from the outside 

—as isolated economies, land-locked and distant 

from world markets. While this has been true in 

the past, Central Asia now has huge opportunities 

due to its proximity to the buoyant markets of Asia 

and its location at the hub of a rapidly integrating 

Eurasian super-continental economic space. On 

top of this, Central Asian economies can benefit 

from greater integration among themselves. 

To take advantage of this triple opportunity, 

Central Asian countries can build on a relatively 

well developed infrastructure and still strong human 

capital, and on the fact that they have relatively 

open trade regimes. However, they also need 

to overcome some severe handicaps, imposed 

mostly by their own weak policy regimes and 

failure to effectively cooperate with each other to 

date. Their infrastructure is deteriorating rapidly 

in the absence of effective management and 

maintenance, their borders with each other and 

many of their neighbors have become serious 

obstacles to cross-border and transit trade, 

their behind-the-border business conditions are 

stifling private investment and trade, and failure to 

cooperate in the management of regional water 

and energy resources creates severe economic, 

social and environmental losses as well as risks 

of serious inter-state conflicts. These obstacles 

need to be overcome by much more aggressive 

improvements in the domestic business climate, in 

regional infrastructure investments and in border 

management. Central Asian integration would also 

get a strong boost, if all countries were to promptly 

join the WTO. Estimates show that the cost of 

trade could be halved through appropriate trade 

facilitation measures. With cooperation across a 

wide range of potentially beneficial areas, Central 

Asian GDP could double.

Overall, the key to benefitting from the triple 

opportunity will be to build stronger economic links 

to East and South Asia, complementing Central 

Asia’s existing strong ties with the former Soviet 

Union economies.

Central Asia has a regional economic forum, 

CAREC, which over the first ten years of its 

existence has contributed to improved trust, 

investments in regional transport and energy 

infrastructure and the facilitation of regional trade. 

With a membership of ten countries, including 

Afghanistan, Mongolia, Pakistan and PRC, and 

with support from six multilateral institutions, led 

by ADB, the capacity of CAREC to intensify its 

efforts to support regional integration within the 

region and beyond is very significant. However, it 

does require the active engagement of all member 

countries at the highest level and a willingness of all 

participants to overcome what are still high barriers 

to integration and risks of conflict.

Central Asia’s triple integration opportunityBox  
3

“One of the drivers of integration within 

Asia (in particular of Central Asia’s links 

with East and South Asia) will be the trans-

Eurasian continental integration process
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the international community to assure that the neces-

sary conditions for continued economic integration 

within Asia and with the rest of the world are realized. 

It will be important to avoid conflicts that disrupt the 

integration process from proceeding smoothly and 

that support the continued rapid growth of the Asian 

economies.

Contours of future cooperation 

and integration

Regional cooperation and integration are critical 

for Asia’s march towards prosperity. Asia will need 

to develop its own unique model that builds on the 

past positive experience in East Asia: a market-driven, 

bottom-up and pragmatic approach that facilitates 

unhindered regional trade, services and investment 

flows, with a degree of labor mobility throughout the 

region. As the European and East Asian experiences 

have amply demonstrated, production networks 

facilitated by the free flow of goods and services help 

both the lower wage economies by bringing new 

investments and technical know-how and the higher 

income economies by allowing them to preserve their 

core manufacturing capacity by “outsourcing” lower 

value-added activities to lower wage areas.

This bottom up, market driven model could use 

ASEAN + 3 as the initial building block and gradually 

include more economies over time, preferably a com-

mon market that would also permit more labor mobil-

ity, including of skilled workers. In the process, Asian 

countries will develop stronger mutual trust that is 

necessary for any subsequent, more ambitious initia-

tives (like the creation of a genuine single market that 

will require supra-national institutions). The sooner 

such a Pan Asian free trade is created, the sooner 

would a larger number of Asian economies gain con-

crete benefits from the growth of the Asia-7 countries. 

Such an approach will require stronger—though not 

necessarily new—regional institutions.    

Priority areas to facilitate regional 

cooperation

The key areas where cooperation can assure 

shared interests include trade and transport policy, 

macroeconomic coordination, cooperation on finan-

cial integration and stability, and access to natural 

resources. Cooperation is also needed to counter 

common regional threats (e.g., natural disasters, 

epidemics and drug trade) and prevent conflict. With 

this long list of cooperative opportunities and chal-

lenges the question is which priorities regional leaders 

should focus on in the coming decades for the long-

term stability and growth of Asia. We recommend the 

following priorities: 

•	 Reduce barriers to integration at and behind 

the borders.  

•	 Invest in regional transport and communica-

tions infrastructure. 

•	 Assure regional energy security. 

•	 Address the regional challenges of climate 

change adaptation and disaster preparedness.

•	 Provide bilateral and multilateral assistance 

to countries that lag behind, to facilitate their 

integration. 

•	 Foster people-to-people exchanges, such as 

professional networks, cross-country volunteer 

programs, etc. to foster personal contacts and 

to build mutual understanding, goodwill and 

trust.  

•	 Create a high-level political forum to help 

resolve, when possible within the region, 

actual and latent conflicts, including river basin 

issues, before seeking help and intervention 

of extra-regional parties (whether national or 

multilateral).  

“Asia will need to develop its own unique 

model that builds on the past positive 

experience in East Asia: a market-driven, 

bottom-up and pragmatic approach 
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Institutions for regional cooperation

Asia has a multitude of regional organizations, 

forums and programs. Asia’s regional institutional 

system currently has few explicit rules. It is informal, 

flexible and consensus-based, with either weak or 

non-existing secretariats. Arbitration and enforcement 

either do not exist or are non-binding; there is either 

no or limited monitoring and evaluation of country 

or institutional performance. This weak institutional 

regional system is the logical outcome of the strong 

sense of national identity and sovereignty of Asian 

governments and people. 

A review of the structure of regional cooperation 

initiatives worldwide and Asia’s regional opportunities 

and challenges concludes with these ten lessons:

1.	 Regional cooperation is not easy and imple-

mentation of stated intentions is frequently 

weak. The experience of the EU with its 

strong supra-national regional institutions (the 

European Commission, President, Parliament, 

Court, etc.) is the exception and difficult to 

emulate.

2.	 Effective regional cooperation and integration 

take time to develop, and require incremental, 

gradual and flexible implementation with visible 

payoffs.

3.	 It helps to keep the number of members 

in the regional organization manageable. 

Membership is best based on shared geogra-

phy and common regional interests.

4.	 Adequate funding mechanisms for regional 

investments are essential.

5.	 Successful cooperation requires leadership at 

the country, institutional and individual level.

6.	 External assistance can be helpful in setting 

up and sustaining subregional institutions, as 

in the case of the Greater Mekong Subregion 

Program (GMS) and the Central Asia Regional 

Economic Cooperation Program (CAREC).

7.	 “Open regionalism” (i.e., the creation of 

institutions that are open to extra-regional 

participation and do not discriminate against 

non-regional economies in the long-term), is 

the most successful strategy.

8.	 Regional economic cooperation organizations 

that involve ministries of finance or economy 

tend to be more effective than those that rely 

on the leadership of ministries of foreign affairs. 

9.	 The engagement of the business community 

and civil society strengthens the mechanisms 

for regional cooperation.

10.	 Monitoring and evaluating the performance of 

countries under regional agreements is impor-

tant, as are incentives for better compliance.

Among the existing subregional programs and 

institutions in Asia, ASEAN, CAREC and GMS have 

internalized many of these lessons. In fact they were 

identified as the more successful of the non-EU 

regional institutions worldwide. In the rest of the world 

there are few initiatives—outside the EU—that can 

match their performance. 

Nonetheless, Asia cannot be complacent. There 

are many more opportunities to be reaped from 

further integration and cooperation, especially in 

those subregions that lag behind. But there also exist 

significant threats that require regional interventions 

for maximum effect. 

Prospects and institutional options

In recent years, key Asian leaders have called 

for an Asian community with shared interests and 

cooperation. Such support would open the door for a 

more cohesive, cooperative and integrated Asia than 

has been the case in the past. Consistent with these 

statements, the ADB in 2008 set out an ambitious 

““Open regionalism” (i.e., the creation of 

institutions that are open to extra-regional 

participation and do not discriminate 

against non-regional economies in the long-

term), is the most successful strategy
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vision for Asian regional integration and cooperation 

by 20202. 

This vision remains appropriate—provided expec-

tations are kept realistic. An Asian community, based 

on shared interests and increased cooperation, is not 

likely to be achieved in the next ten years, but could 

be achieved over the next forty years. 

It will be necessary to show more institutional 

innovation to ensure that existing institutions are more 

cohesive and effective. This could take place at four 

levels: subregional, Asia-wide, inter-regional (with 

Europe and the Americas especially) and globally:

•	 At the subregional level, the examples of GMS 

and CAREC can serve as models for other 

subregions.

•	 At the Asia-wide level, a gradual expansion and 

deepening of the ASEAN+ approach provides 

the best institutional prospects. 

•	 At the inter-regional level APEC and ASEM are 

good starting points for greater engagement 

with the neighboring regions, with a focus on 

improvements in physical connectivity, in trade 

2 Long-Term Strategic Framework, Manila: Asian Development Bank, 2008.

facilitation and in behind-the-border policy 

reforms for greater integration. 

•	 At the global level, Asia could pursue a 

stronger regional stance within global inter-

national institutions and fora. The ADB in its 

recent flagship publication proposed a number 

of specific institutional innovations that deserve 

careful consideration (Box 4).

Third, a crucial prerequisite to achieve increased 

regional cooperation is strong political support 

and leadership. Collaboration between the three 

mega economies—PRC, Japan and India—remains 

especially crucial. These three economic giants will 

have to assume clear and cooperative leadership in 

the region by supporting the creation of open, well-

connected markets among each other and for their 

smaller neighbors. They could shoulder the respon-

sibility for fostering stable political conditions and the 

convergence of economic conditions in the Asian 

economic neighborhood. It will be particularly impor-

tant that the three powers settle their distrust and 

work together (if necessary with partners outside the 

region, e.g. the US and the EU), to assure that other 

conflicts in the region are prevented or terminated 
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Key proposals put forward by ADB in its recent 

study on Asian regional institutions include:

•	 Establishing an Asian Financial Stability 

Dialogue.

•	 Setting up an Asian Monetary Fund (AMF) 

to conduct regional macroeconomic 

surveillance and provide financial support 

during crisis.

•	 Creating an Asian Infrastructure Fund.

•	 Broadening the Asia Bond Markets 

Initiative to an Asian Capital Markets 

Initiative.

•	 Setting a cooperative framework for 

dealing with capital flows and regional 

exchange rates. 

•	 Working toward a region-wide FTA and 

multilateralizing regionalism in the WTO 

context. 

•	 Setting up an Pan-Asian Infrastructure 

Forum

ADB proposals for new regional institutionsBox  
4

Source: Institutions for Regionalism, ADB, 2011.

“a crucial prerequisite to achieve increased 

regional cooperation is strong political 

support and leadership. Collaboration between 

the three mega economies—PRC, Japan 

and India—remains especially crucial
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promptly. In this context, one or more medium sized 

economies, such as Republic of Korea and Indonesia, 

may play a useful role in facilitating regional coopera-

tion and collaboration.
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Asia’s growth and much larger footprint in the 

global economy will bring with it new challenges, 

responsibilities and obligations. 

This has far reaching implications for the region’s 

role in the world, how it sees its long-term self-interest 

and how it interacts with other parts of the world. 

Asia will need to rethink its role on a very wide 

range of issues and institutions: from its stake in the 

global commons—global trade and financial sys-

tems—to its relation to other regions, to the implica-

tions of domestic and regional policies for others, to 

Asia’s role in international development assistance in 

Africa and so on. It is also obvious that global peace 

and security are a prerequisite for Asia’s economic 

and social well-being. The region will need to fun-

damentally transform its role in global governance. 

These related implications are discussed below.  

A rising stake in the global commons

The central implication of Asia possibly account-

ing for half or more of global GDP and population 

by 2050 is that the center of gravity of the global 

economy will shift gradually from the Atlantic Ocean 

to the Pacific Ocean, and ultimately to mainland Asia. 

As Asia becomes the heart of the global 

economy, it will be absolutely important for Asia’s 

own well-being that the global commons on which 

the global economy depends and prospers continue 

to function effectively and efficiently. As a result, Asia 

will become the biggest stakeholder in the global 

commons, including an open trading system, a stable 

financial system, international rule of law, and, of 

course, in peace and security throughout the world. 

Without these global commons, Asia will not be able 

to grow and prosper.

Accordingly, Asia must take greater ownership of 

the global commons. Indeed, in its own self-interest, 

the region should become a forceful advocate 

and defender of the global commons. Its 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”.

Global trading system 

East Asia’s growth since the 1950s was greatly 

facilitated by an increasingly open global trading 

system. As discussed in Chapter 2, Asia has profited 

handsomely from such globalization. Today, Asia’s 

trade to GDP ratio is the highest amongst the major 

regions. In the future, even as domestic and intra-

regional markets account for a larger share of Asian 

economies, the region will need to continue to trade 

heavily with the rest of world to supply the ultimate 

consumers in North America and Europe, acquire 

the latest technologies and the know-how wherever 

they exist in the world, and import natural resources 

(energy; other minerals, food) needed by the domestic 

economies. In short, it is of vital interest to Asia that 

the world continues to have an open and free trading 

system.

Global financial system

Finance is global, and therefore while national 

reforms are necessary and regional cooperation 

desirable, they are not sufficient. Therefore, Asia 

must also pay much more attention to the health and 

robustness of the global financial system.

With its enormous savings and investment rates 

Asia should host some of the largest global equity, 

debt and banking markets well before 2050. It is 

already the biggest holder of global reserves. As a 

region heavily reliant on trade, Asia would therefore 

have huge stakes in a well-functioning and fair inter-

national monetary system and related institutions. It 

15

Realizing the Asian Century: 
Asia’s Role in the World 
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15 will be in Asia’s vital interest that the global financial 

systems are sound and efficient (in addition to its own 

domestic and regional financial institutions and mar-

kets). This is necessary for the region’s savers to have 

acceptable risk adjusted returns and for its econo-

mies to have access to investment funds at rates that 

are competitive with investors elsewhere. 

Given its rising weight in global reserves, savings 

and investments, the region will have an opportunity 

to increasingly shape the global financial architecture, 

the monetary system and global financial intermedia-

tion. As discussed below, Asia needs to play an active 

and constructive role in the governance of the global 

monetary and financial system.  

Stance on climate change

As discussed in detail in Chapter 11, Developing 

Asia’s stance on climate change requires a funda-

mental reassessment. Analysis carried out for this 

study demonstrates that early and aggressive action 

on climate change is in Asia’s own self-interest—

socially, economically and politically. A change in its 

current stance will also be an early demonstration to 

the world community that Asia is willing and able to 

play a constructive role in the global commons.

Stake in global peace and prosperity

As Asia becomes the center of the global 

economy, it will be in its own self-interest that the rest 

of the world is also doing well economically and politi-

cally. Peace and security throughout the world will be 

essential for its own long-term prosperity. 

Since the end of World War II and until now, Asian 

countries have not felt the need to play a proactive 

role in sustaining global peace and security. The 

western powers were keen and able to play that role. 

But, it may no longer be adequate for Asia to play a 

secondary role. In line with the rise in its share of the 

global economy and thus its rising stake in the well 

being of the rest of the world, Asia needs to devote 

greater intellectual and material resources—jointly 

with Europe and North America—to the economic, 

social and political stability of the world as whole. The 

change in Asia’s role is neither necessary nor will it 

come immediately, but it will happen gradually. But 

Asia needs to start preparing for it soon.      

Relations with other parts of world 

This report has used a pragmatic definition of 

Asia (Central Asia, East Asia and South Asia); this 

definition has proven useful in considering Asia’s long-

term economic prospects. But at the same time, it is 

important to recognize that Asia already has and will 

continue to have close economic political and security 

relations with countries and regions both near and far.

For example, different Asian economies have 

strong economic relations and ties with countries 

near by: with the Gulf countries and the Russian 

Federation for petroleum supplies; with Australia and 

New Zealand for food, coal and other minerals; and 

with Turkey as a conduit for trade with the Middle 

East and Europe. More recently, Asia’s giant econo-

mies, PRC and India, have followed the footsteps 

of Japan to seek closer economic ties with Africa 

and Latin America to secure access to both mineral 

resources and export markets. Many countries (e.g., 

ASEAN countries) have close political and security 

relations with the US as well as Australia. 

Such economic and political relations with other 

parts of the world will become even more important 

in the future. They must not be allowed to suffer even 

as Asian economies redouble their efforts at regional 

cooperation and integration.    

“Asia will become the biggest stakeholder 

in the global commons, including an open 

trading system, a stable financial system, 

international rule of law, and, of course, in 

peace and security throughout the world



117

asia


’s
 r

o
le

 in
 th

e
 w

o
r

ld

15Impact of national and regional 

policies on others

As was vividly demonstrated during the 2007-9 

Great Recession, in today’s globalized economy 

major developments or crises in the largest econo-

mies can lead to contagion in other parts of the world. 

Such transmissions are not limited to crises alone. 

Indeed, changes in major—monetary, exchange rate, 

fiscal, immigration—policies of large economies can 

have significant effects on others, both near and far.

Accordingly, as the relative size of individual Asian 

economies and the region’s global footprint expands, 

the region will need to pay greater attention to the 

impact of its actions on others. While formulating their 

domestic or regional policy agenda, the region as a 

whole but also the larger economies—PRC, India, 

Indonesia, Japan and Republic of Korea—would also 

need to take into account the regional and global 

implications  

Global governance 

If it realizes the Asian Century, the region will need 

to significantly change its role in global governance 

and rulemaking. 

It will have to gradually transform its role as 

essentially a passive onlooker in the debate on 

global rulemaking and a reticent follower of the rules 

to being an active participant in the debate and a 

constructive formulator of the rules. How these global 

rules are formulated, supervised and implemented—

WTO protocols, BIS rules, IMF guidelines and so 

on—can have an enormous impact on the costs 

and the competiveness of individual economies and 

economic entities.

To play a proactive role in global rulemaking and 

enforcement, Asia must pursue a stronger regional 

stance in global international institutions (Financial 

Stability Forum, BIS, WTO, etc.) and political forums, 

such as the G-20, APEC and the UN Security 

Council.  

To perform a leading role in the above global 

apex decision making bodies, Asian leaders, in addi-

tion to responding to the proposals put forth by the 

traditional global powers (G-7/8), must be capable of 

proactively tabling their own constructive ideas and 

proposals. 

Given the complexity of the issues discussed in 

such bodies, Asian leaders will need to be supported 

by cadres of world class institutions and professional 

experts—in related government bodies as well as 

local think tanks and academic institutions. 

Clearly, not every country in the region can 

develop such capacities. Asia will therefore need to 

develop regional institutions and thinktanks for this 

purpose.  

Managing Asia’s rise

Finally, Asia must delicately “manage” its rapidly 

rising role as a major player in global governance in 

a non-assertive and constructive way. As an emerg-

ing global leader, Asia should act and be seen as a 

responsible global citizen.

“To play a proactive role in global rulemaking 

and enforcement, Asia must pursue a stronger 

regional stance in global international institutions
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This chapter compares the outcomes for Asia 

under the Asian Century and Middle Income Trap 

scenarios. This comparison is followed by a discus-

sion of four overriding intangibles that will prove deci-

sive in determining whether Asia realizes the Asian 

Century or not. Finally, it emphasizes the human 

dimension of the two outcomes.

Cost of missing the Asian Century

 

Achieving a potentially historic transforma-

tion throughout a region that encompasses half of 

humanity will depend primarily—though not exclu-

sively—upon the Region’s effectiveness in managing 

the aforementioned mega challenges and risks and 

tackling the inter-generational issues discussed in this 

report. 

Admittedly, the agenda—national, regional and 

global—is truly wideranging and demanding. But, the 

promise of an Asian Century is the prize. It more than 

justifies the extraordinary effort, discipline, patience 

and enlightened leadership required to address the 

agenda.

The basic idea behind constructing the two 

scenarios with such different outcomes was to vividly 

demonstrate what is at stake today, and what are the 

potential costs and benefits of the countries’ efforts, 

both individually and collectively.  Where Asia ends 

up in 2050 within this range will have a tremendous 

impact on the well-being, lifestyles and happiness 

of future generations of Asians, as well as societies 

around the world. 

The pie charts in Figure 1 illustrate the differences 

in the basic economic parameters— the percent 

shares of the global economy, absolute GDP, and 

GDP per capita (in PPP terms)—under two scenarios. 

The differences are dramatic indeed (Table 1). 

Asia’s GDP per-capita (in PPP terms) under the 

Middle Income Trap scenario would be about half 

($20,300) compared to that under the Asian Century 

scenario ($38,600). Similarly, Asia’s GDP (at market 

exchange rates) in 2050 would reach only $61 trillion, 

or 32 percent of global GDP as compared to $148 

trillion, or 51 percent of global GDP.

Asian Century vs. Middle Income Trap Figure  
1

Source: Centennial Group projections.

Asia GDP: $148 trillion Asia GDP: $61 trillion
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The Asian Century vs. the 
Middle Income Trap: 
Dramatic Difference 
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The intangibles

As important as the inter-generational issues 

highlighted above are for individual countries, four 

overriding non-tangibles will ultimately determine the 

region’s ability to resolve them and thereby shape 

Asia’s long-term destiny: 

•	 First, the ability of its leaders to persevere 

during the inevitable ups and downs and to 

maintain a sharp focus on the long-term—

despite the relentless pressures of day-to-day 

concerns and problems. This is critical to 

sustain the current momentum for another forty 

years and to make continuous adjustments 

in strategy and policies to respond to chang-

ing circumstances and shifting comparative 

advantage. 

•	 Second, the willingness and ability of all Asians 

to adopt and pursue pragmatic—rather than 

ideological—approaches to policy making and 

maintain a laser-like focus on results adopted 

by many Asian economies in the past.

•	 Third, building much greater mutual trust and 

confidence between the major economies will 

be vital for effective regional cooperation and 

collaboration. 

•	 Fourth, the commitment of Asia’s leadership 

to modernize governance and institutions on 

a continuous basis, while enhancing transpar-

ency and accountability throughout.

The human dimension

The changes in policies and strategies proposed 

above, as well as the related institutional reforms 

have long gestation periods that extend over many 

decades. Yet, their impact must be seen well before 

2050 to allow the region to continue on its path to 

prosperity. 

Actions of Asia’s political, policy and business 

leaders today—and their successors in the future—

will determine whether the Asian Century will become 

a reality, or remain a tantalizing promise.

The difference in the outcomes under the two 

scenarios and thus the opportunity cost of not real-

izing the Asian Century scenario is huge, especially in 

human terms. 

Under the Asian Century scenario, almost 3 bil-

lion additional Asians will be able to enjoy the fruits 

of an affluent society at least one generation earlier 

than under the Middle Income Trap scenario. It will 

be the making of a true Asian Century where over 90 

percent of Asians will share in the fruits of the region’s 

affluence.

Asia’s future is fundamentally in its own hands.

Share of Global 
GDP (MER) Asian Century Middle 

Income Trap

Asia 51% 32%

PRC 22% 11%

India 14% 6%

United States 14% 21%

GDP (trillions $ MER)

Asia 148 61

PRC 63 21

India 40 12

United States 40 40

World 292 191

GDP per capita ($ PPP)

Asia 38,600 20,300

PRC 47,800 23,700

India 41,700 17,800

United States 98,600 98,600

World 36,600 25,900

Economic 2050 outcomes under 
two scenarios—Asian Century 
and the Middle Income Trap

Table  
1

Source: Centennial Group projections, 2011.

“four overriding non-tangibles will ultimately 

determine the region’s ability to resolve them 

and thereby shape Asia’s long-term destiny
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By 2050, Asia will constitute about 53 percent 

of the global population, a little smaller than its 57 

percent share in 2010, but with nearly 1 billion more 

people than today.  

Northeast Asia’s share in all of Asia’s population 

will have fallen from nearly 40 percent in 2010 to 

roughly 30 percent in 2050.  What is concealed in this 

general number is the fact that Japan and Republic 

of Korea’s populations will continue to fall, and by 

2050, will have fallen dramatically by 20 percent and 

9 percent, respectively.  Any population growth in 

Northeast Asia stems predominantly from PRC—but 

in percentage terms PRC’s population will have only 

grown by 4.6 percent in the 40 year period between 

now and 2050.  

Southeast Asia is expected to grow faster than 

the Asia average and to add about 174 million people 

by 2050. In the period 2010 to 2050, Indonesia will 

have grown by nearly 24 percent, adding 55 million 

people to its total, and Viet Nam by over 25 percent 

with 23 million more. 

Central Asia will add around 85 million people 

by 2050. It will be growing from relatively smaller 

absolute numbers—but in percentage terms this 

subregion, especially Afghanistan and Iran, will be 

growing dramatically. It is estimated that Afghanistan’s 

population will skyrocket from its current 29 million 

to 74 million; Iran will add about 22 million to its total 

population.  

In 2050, Asia will be heavily influenced by the 

relative demographic weight of South Asia.  Already 

by 2023—roughly a decade from now—South Asia 

(with India) will be more populous than Northeast Asia 

(which includes PRC).  By 2050, Pakistan will have 

added more than twice the amount of people than 

PRC to the total Asian tally. The balance of Asia’s 

population will have shifted from Northeast Asia to 

South and Southeast Asia. 

Population changes in Asia’s subregions, 2010 versus 2050Figure  
A1

Source: United Nations Statistics Division, 2010.

Northeast Asia
39%

South Asia
41%

Southeast Asia
15%

Central Asia
5%

Asia Population 2010

Northeast Asia
33%

South Asia
46%

Southeast Asia
16%

Central Asia
5%

Asia Population 2050

Annex 1
Demographic Changes in 
Asia’s Regions by 2050
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The Asian population giants, PRC and India will 

see very different demographic trends. By 2050, 

PRC’s population is estimated to have already 

peaked around 2032, and be at 1.4 billion, which is 

only 63 million more than in 2010. By 2050, PRC will 

thereby represent a smaller share of the total global 

population than before.  India, on the other hand, will 

have grown by 400 million people to a total popula-

tion of over 1.6 billion people in 2050; its share of the 

total global population will have grown to nearly 20 

percent.

The demographic dominance of PRC and India 

notwithstanding, in the next decades the list of the 

largest countries in the world will continue to be domi-

nated by Asia. Between now and 2050, there will be 

three additional Asian countries with the distinction of 

belonging to the ten most populous countries in the 

world:  besides PRC and India, there will be Pakistan 

(335 million), Indonesia (288 million) and Bangladesh 

(222 million) in the “top ten”. 

Asia’s ageing trends 

The demographic figures for Asia in 2050 impress 

by the sheer numbers of its growing population: 40 

years from now, Asia will have a population of nearly 5 

billion.  Projections on how many of these people will 

be officially classified as ‘elderly’ are just as impres-

sive: in 2050, nearly 860 million Asians will be 65 

years and older.

What is especially striking about this phenomenon 

is the relative speed of the process of ageing in Asia, 

A
nn


e

x 1

A1

P
o

p
u

la
ti

o
n 

(m
ill

io
n

s)

20
10

P
ro

je
c

te
d

 2
05

0

C
h

a
n

g
e 

in
 

P
o

p
u

la
ti

o
n 

(m
ill

io
n

s)

%
 C

h
a

n
g

e

Asia 3958 4888 930 23.5

   Japan 127 102 -25 -20.0

   Republic of 
Korea 49 44 -4 -9.1

   PRC 1354 1417 63 4.6

   Indonesia 233 288 56 23.9

   Viet Nam 89 112 23 25.4

   India 1215 1614 399 32.9

   Pakistan 185 335 150 81.4

   Afghanistan 29 74 45 155.1

Source: UN Statistics Division, 2010.

Population changes in 
Asia, 2010-2050

Table  
A1

2010 2020 2030 2040 2050 % increase
2010-2050

Central Asia 9 12 19 25 36 309 

Northeast 
Asia 149 214 286 377 392 163 

South Asia 77 111 161 221 299 290 

Southeast 
Asia 34 49 76 106 132 283 

TOTAL 269 385 541 729 859

Source: UN Statistics Division, 2010.

Projected growth of Asia’s elderly population
(number of people, age 65 and above, in millions)

Table  
A2
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and the fact that the ‘greying’ of Asia is occurring at 

all levels of the economic spectrum, i.e. even in low-

income countries. 

Asia’s 3-speed ageing world

In the context of demographics, it is tempting to 

borrow the analogy to the differential-speed eco-

nomic growth framework that is used in the economic 

model that underlies the report.  

The three-speed demographic taxonomy in Asia 

occurs around distinct groups: one, the ageing coun-

tries in Northeast Asia (notably, PRC and Republic of 

Korea;  from now on referred to as Speed 1 or Old 

Asia);  two, the countries in Southeast and South 

Asia that are approaching the demographic transition 

(called Speed 2 or Young Asia). This group covers 

a wide spectrum of countries such as Thailand and 

Indonesia that are relatively older, and other countries 

that are roughly 10 years further behind, such as India 

and Viet Nam, and three, the youngest countries 

in Asia that are still growing, much further away in 

their demographic transitions, such as Pakistan and 

Afghanistan, for instance—referred to as Speed 3 or 

Very Young Asia. 

By tracing the population figures for some of the 

major (already large) Asian countries, it becomes 

evident that PRC’s population begins to decline 

around 2032, Republic of Korea as early as in 2024, 

and Thailand will begin shrinking in 2040. Japan’s 

demographic descent has already begun; its popula-

tion reached its peak in 2005; India’s demographic 

inflection point occurs only after 2050; the same 

applies to Indonesia, Viet Nam, Bangladesh, Pakistan 

and Afghanistan.  

Tracing the percentage of the total population that 

is of a working age (defined as 20-64 years of age) 

also reveals different and differently timed inflection 

points: for Speed 1 countries, the old countries of 

Asia, the working age population has already peaked 
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Inflection years Total population Working Age Population

Speed 1: Old Asia Speed 1: Old Asia

Japan 2005 Japan 1995

Republic of Korea 2024 Republic of Korea 2015

PRC 2032 PRC 2020

Speed 2: Young Asia Speed 2: Young Asia

Thailand 2039 Indonesia 2030

Indonesia Post 2050 Thailand 2040

Viet Nam Post 2050 India 2040

Bangladesh Post 2050 Viet Nam 2040

India Post 2050 Bangladesh 2045

Speed 3: Very Young Asia Speed 3: Very Young Asia

Pakistan Post 2050 Pakistan Post 2050

Afghanistan Post 2050 Afghanistan Post 2050

Source: Authors’ calculations based on data from United Nations Statistics Division, 2011.

Asia’s differential-speed demographic inflection yearsTable  
A3
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and is now declining (as in Japan) or is about to do so 

(as in Republic of Korea).  Working age populations in 

the Speed 2 countries (“Young Asia”) trail the Speed 

1 countries by about 20-25 years (e.g. Indonesia, 

Thailand, India).  These inflection points are an impor-

tant indicator of demographic windows of opportunity 

and potential demographic dividends that countries 

could exploit to their advantage. 

An important, valid concern is that a rapidly age-

ing population is antithetical to achieving high-income 

status.  The fear that a country might become too old 

before it becomes rich enough has two elements: (i) 

with high old age-dependency ratios, investments to 

achieve higher factor productivity are difficult to real-

ize, and (ii) meeting the needs of an elderly population 

will entail costly economic and social institutions that 

are needed to achieve income security, adequate 

health care, and other needs1.

1 Ronald Lee, Andrew Mason, and Daniel Cotlear, “Some economic conse-
quences of global ageing,” Washington, DC: World Bank, 2010.

pc GDP (PPP) 
2050

% 65+
2050  pc GDP (PPP) 

2050
% 65+ 
2050

Nepal 3,400 10.6% Iran 22,800 19.7%

Afghanistan 2,800 3.6% Cambodia 22,700 10.4%

Bangladesh 14,200 14.9% Viet Nam 33,800 20.0%

Myanmar 4,900 17.5% Armenia 35,900 21.5%

Tajikistan 15,900 10.0% India 41,700 13.7%

Lao PDR 7,800 9.5% Bhutan 48,600 15.0%

Pakistan 7,900 10.0% Indonesia 37,400 18.6%

Philippines 22,900 12.7% PRC 47,800 23.3%

Sri Lanka 34,700 21.4% Azerbaijan 60,300 17.9%

Mongolia 26,900 16.8% Kazakhstan 64,700 15.6%

Source: Centennial Group International Growth Model, 2011. 

Ageing versus economic growth in Asia, 2050Table  
A4
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This study estimates GDP as a function of labor 

force, capital stock, and total factor productivity 

for 183 countries between 2010–2050 under two 

different growth scenarios that we call the “Asian 

Century” and “Middle Income Trap”. As seen in 

equation (1), a Cobb-Douglas function with constant 

returns to scale is assumed. 

GDP = TFP × Lα × K1−α      (1)

GDP figures are generated for three different 

measures: (i) real GDP (constant 2010 prices), (ii) 

GDP PPP (constant 2010 PPP prices), and (iii) GDP at 

expected market exchange rates, which incorporates 

exchange rate movements and serves as this study’s 

best proxy for nominal GDP.

This model first estimates a full time series of 

yearly real GDP growth for each country for every 

year between 2010 and 2050. These estimates are 

applied to the previous values of real GDP, GDP PPP, 

and nominal GDP deflated by US inflation (on which 

GDP at market exchange rates is based) to derive the 

full series. Finally, to derive GDP at market exchange 

rates, real exchange rate appreciation is calculated 

and multiplied by nominal GDP (deflated by inflation) 

to obtain GDP at market exchange rates.

Labor force growth stems from population growth 

and from changes in labor force participation rates, 

which are calculated separately, by gender, for six 

age cohorts (15-19, 20-24, 25-49, 50-59, 60-64, 

and 65+) to better capture cohort-specific trends. 

Male rates are projected directly; female rates are 

derived by projecting the difference between male 

and female rates for each age group.  Labor force 

participation rates from 1980 through 2020 are from 

the International Labor Organization.

The country-specific and cohort-specific 

equations to forecast male rates are simple 

autoregressions:

𝑀age,country,t = 𝑚age,country × 𝑀age,country,t−1    (2)

where 𝑀 is the percent of males in age group age 

who are active in the labor force and 𝑚age is a 

constant that varies for each country and age group.

The cross-country, cohort-specific equations to 

forecast the differentials between male and female 

participations rates are the autoregressions:

ln(Dage,t) = 𝑑age × ln(Dage,t−1)      (3)

where D equals the difference between the 

percentage of males in age group age in the labor 

force and the percentage of females in age group age 

in the labor force and 𝑑age is a constant that varies by 

age group.

Capital stock growth is based on an initial capital 

stock, calculated by using the Caselli method1, and 

yearly investment rates and depreciation. The Caselli 

equation used is:	

K0 =                             (4)

 

where K0is the initial capital stock, g is the average 

GDP growth over the subsequent ten years, 0.06 is 

the depreciation rate, and I0  is a representative yearly 

capital investment.

The model is calibrated by calculating Total Factor 

Productivity (TFP) for an initial year (2011) based on 

labor force, capital stock, and historical GDP. For 

subsequent years, TFP is projected. 

For the TFP projections, we differentiate four tiers 

of countries: (i) rich or developed; (ii) converging; (iii) 

non-converging; and (iv) fragile. 

1 Kharas, Homi, “India’s Promise: An affluent society in one generation,” in 
India 2039, An Affluent Society in One Generation, Kohli and Sood (eds.) 
Washington, DC: Sage, 2010
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A2 All countries begin with a default TFP growth 

rate of 1.3 percent per annum derived from past 

studies2. This parameter is close to the 100-year TFP 

growth rate of the United States, and is treated as the 

global standard. In our model, this is the fixed rate of 

productivity growth for non-converging, non-fragile 

countries.

Research shows that some growth differences 

between developing countries can be successfully 

modeled by separating them into two groups: 

converging (Tier 2) and non-converging (Tier 3) 

countries.

A country is deemed to be converging if its per 

capita income has rapidly converged over a 20-year 

period to that of best practice economies; the lower 

its productivity relative to the global best practice the 

more quickly it converges. This convergence reflects 

technology transfers from richer innovative countries, 

technology leapfrogging, the diffusion of management 

and operational research from more developed 

countries, and other ways that a country can shortcut 

productivity-improvement processes by learning from 

economies that are already at the productivity frontier. 

In the model, the lower the country’s productivity 

relative to that of the US, the larger the boost, and the 

quicker the catch-up3. The productivity growth of rich 

(Tier 1) countries is treated the same as that of Tier 2 

countries. On the other hand, non-converging (Tier 3) 

countries have only 1.3 percent productivity growth 

and no boost. The general equation for TFP growth 

encompassing all countries is

2 Kharas, Homi, “Latin America: Is average good enough?” in Latin America 
2040, Kohli, Loser and Sood, (eds.) Washington, DC: Sage, 2010.
3 TFP is used in the convergence term instead of the per-capita income used 
by others for three reasons: first, if the equation were to use GDP per capita, 
over time the TFP of a converging country will not converge to that of the USA 
but instead to other values. Also, since the convergence equation represents 
convergence of TFP, we use TFP in order to make the equation consistent with 
its purpose. Third, using the convergence coefficient from past research in 
tandem with an income-based convergence term yields large discrepancies 
with the recent historical data for TFP growth.

TFPGrowth = 1.3% + CB − FP     (5)

where CB is the convergence boost benefiting 

“converging” countries and FP is the productivity 

growth penalty suffered by failing or fragile states.

The convergence boost is defined as follows:

CB = c × 1.26% × ln                                   (6)

                  

where i is the country, 1.26 percent (rounded) is the 

convergence coefficient (derived from historical data), 

TFP is the total factor productivity based on real GDP 

(as opposed to PPP), and c takes a value between 0 

and 1 and identifies whether a country is treated as a 

converger (c=1) or as a non-converger or fragile state 

(c=0), or in an intermediate state of transition between 

being a converger and non-converger (0 < c < 1).

The failed-state penalty FP is defined as

F= 𝑎 × 1.8%      (7)

where 𝑎 plays a role analogous to that of c in equation 

(6) above. For fragile (Tier 4) nations, ɑ is set equal to 

1, corresponding to a penalty in productivity growth 

of 1.8 percent, so that their yearly productivity is 

assumed to fall by 0.5 percent a year. The coefficient 

of 1.8 percent and the list of such fragile states is 

derived by identifying state failures and debilitating 

wars in 53 nations since 1980 (totaling 646 country-

year observations).

The projections of GDP growth are concluded by 

applying the labor growth, capital deepening, and 

productivity changes to each country over the period 

2010-2050. 

The measure of GDP at expected market 

exchange rates adjusts the GDP estimate by 

expected changes in the real exchange rate. First, 

an equation is derived to establish a theoretical 

relationship between a country’s real exchange rate 

 TFPUSA,t−1

TFPi,t−1

( )
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A2and its PPP income relative to that of the US. Then, 

the country’s modeled exchange rate converges 

towards the value that corresponds to its income in 

this theoretical equation. Since these relationships 

are not linear, the countries for which an increase in 

GDP PPP most appreciates their real exchange rates 

are the countries whose incomes are between a third 

and two-thirds that of the United States, and not the 

poorest or richest countries.

The model also projects the sizes of the lower, 

middle, and upper classes, again following Kharas 

(2010),  by measuring the number of people in each 

country with living standards—in PPP terms—within 

a certain absolute range. An income distribution 

for each country is derived from the World Bank 

International Comparison Program. As a country’s 

total income increases, more people with small 

shares of the country’s total income will attain higher 

living standards.4  

The study makes separate projections for the 

Asian Century and Middle Income Trap scenarios. 

The difference between the scenarios is how 

countries are classified, either as converging, non-

converging, or failed, and how countries gradually 

move between classifications. 

For the first scenario (“the Asian Century”), the 

starting point is the countries’ status in 2010: 38 

countries (7 Asian) are rich, 32 (11 Asian) converging, 

111 (29 Asian) non-converging, and 14 (2 Asian) 

failed.5 For 137 countries, the classification is taken 

from the “Four-Speed World” classification used by 

Kharas. The remaining 51 countries were classified 

4 The model also projects requirements for ten infrastructure sectors: Airports, 
Electricity, Fixed Broadband, Landlines, Mobile Telephony, Ports, Rail, Paved 
Roads, Sanitation, and Water (although not all sectors are covered for each 
country).They identify needs in both physical capacity and investment costs, 
which are broken down into new investment and maintenance. The models 
used for these projections are structural equation models based on instrumen-
tal variables, and their methodology and specifications are given in Kohli and 
Basil (2011), with a brief overview provided in Kohli and Basil (2010).
5 Projections could not be made for 13 of these 196 countries because the 
required data is not available.

using a similar analysis of recent historical data6. 

The model assumes that in the future: (i) all eleven 

currently converging economies in Asia will continue 

to converge; (ii) eleven Asian (and six non-Asian 

economies) will gradually also become convergers; 

and (iii) all failed states will gradually stop failing and 

graduate to the third group in  2025. The convergence 

of the six non-Asian non-convergers and the fact that 

all failing states eventually stop failing in this scenario 

results from the “Shared Prosperity” that benefits the 

entire world.

The second scenario is the “Middle Income 

Trap Scenario”. Here, all currently converging Asian 

countries with a GDP PPP per capita in 2010 below 

$20,000 are assumed to fall into the Middle Income 

Trap. They gradually stop converging at varying 

income-dependent points between 2015 and 2020, 

and remain non-convergers for the rest of the time-

frame.

In both scenarios, the transition of individual 

countries between converging and non-converging, 

or from failed to non-converging is gradual. That is, 

countries are made to adopt an intermediate state 

between failed and not failed, or between converging 

and not-converging, by varying the values of f and c in 

equations (6) and (7)

6 However, unlike the Kharas classification, this study does not distinguish 
between middle income non-convergers and poor non-convergers. We argue 
that during the next forty years many poor or lower-middle income countries 
will graduate to middle income status.
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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 GDP, trade and investment, and 
enjoy widespread affluence. Its per capita income could rise sixfold. 
It thus holds the promise of making some 4 billion Asians, hitherto 
commonly associated with poverty and deprivation, affluent by 
today’s standards. By nearly doubling its share of global GDP (from 
27 percent in 2010 to 51 percent by 2050, Asia would regain the 
dominant global economic position it held some 250 years 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 rates will require 
urgently tackling a broad array of politically difficult issues over a 
long and sustained period, even though benefits may not be obvious 
in the near term. Asia’s rise is by no means preordained.


