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The Economic and Social Commission for Asia and the Pacific (ESCAP) is the most inclusive
intergovernmental platform in the Asia-Pacific region. The Commission promotes cooperation
among its 53 member States and 9 associate members in pursuit of solutions to sustainable
development challenges. ESCAP is one of the five regional commissions of the United Nations.

The ESCAP secretariat supports inclusive, resilient and sustainable development in the region
by generating action-oriented knowledge, and by providing technical assistance and
capacity-building services in support of national development objectives, regional agreements
and the implementation of the 2030 Agenda for Sustainable Development.

*The designations employed and the presentation of material on this map do not imply the expression of any
opinion whatsoever on the part of the Secretariat of the United Nations concerning the legal status of any country,
territory, city or area or of its authorities, or concerning the delimitation of its frontiers or boundaries.
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FOREWORD

After two years of the COVID-19 pandemic, poverty is increasing,
inequalities are widening, and daily life is becoming a growing
struggle across every society — especially for those already on the
social and economic margins.

In the Asia-Pacific region, more than 820 million workers in the informal economy and over 70
million children in low-income households have been hit hard by the pandemic's sweeping
economic impacts. In 2021 alone, an additional 85 million people were pushed into extreme
poverty.

Economic recovery, along with the core promise of the Sustainable Development Goals to “leave
no one behind,” are fast slipping beyond reach.

As the countries of Asia and the Pacific look to recovery prospects, they face fiscal constraints and
difficult budgetary decisions.

The Economic and Social Survey of Asia and the Pacific 2022 makes a strong case that now is
the time for more investment and spending, not less.

Spurring sustainable recovery and development while countering rising inequalities across the
region demands increased and inclusive spending to support human development. This includes
strengthening health care, education, food systems and universal social protection. It also includes
bold investmentsin job creation, the green transition, gender equality and opportunities for youth.

To help Governments make these urgent and necessary investments, the Survey offers a detailed
blueprint to reorient fiscal and monetary policymaking, regulatory frameworks, and economic
transformation processes across the region to ensure that all people are supported equally.

This includes ensuring more targeted and efficient social spending, improved revenue and tax
collection, and putting inclusive finance and equitable development at the centre of decisions by
central banks. Countries must plan wisely, spend smartly and tax fairly.

More broadly, the world can bolster these efforts by reforming the global financial system, so
developing countries can readily access the debt relief, emergency financing, credit and foreign
investment they need to support their people at this critical moment.

The findings and policy recommendations contained in this Survey remind us that the “Fairer
Future” it envisions is not only necessary, but possible.

At this pivotal period in history, the United Nations looks forward to working with partners across
Asia and the Pacific and beyond to shape a sustainable, inclusive and resilient recovery that

belongs to, and is shared by, all.
&ﬁ N
Anténio Guterres /

Secretary-General of the United Nations
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PREFACE |

The developing economies in Asia and the Pacific rebounded
robustly in 2021 after a year of contraction triggered by the
COVID-19 pandemic. The recovery remains nascent and
uneven; economic growth is projected to be moderate in
2022 amid continuing uncertainty about the pandemic and
the likely unwinding of fiscal and monetary support in view of
macroeconomic stability concerns.

A more fundamental challenge to sustained economic recovery and inclusive development is
the K-shaped recovery among different sectors and the loss of jobs and incomes that pushed
an estimated 85 million people in the region into extreme poverty since the pandemic. For
developing countries in Asia and the Pacific, COVID-19 has also been a pandemic of inequality.
Prolonged economic disruptions and school closures mean long-term scarring of productive
skills and learning and, consequently, earning potential, all of which exacerbate inequalities.

“Leaving noone behind” is a core ESCAP strategic priority for 2022. This year's edition of the flagship
Economic and Social Survey of Asia and the Pacific revisits macroeconomic and structural
policies and lays out a road map for inclusive post-pandemic recovery and development — a
“Building Forward Fairer” policy agenda. As developing countries in the region move ahead with
learning to live with COVID-19, balancing the protection of public health and livelihoods, it is time
to lay the foundations for a fairer future of equal opportunities and inclusive outcomes.

The Survey recommends the continuation of targeted public expenditures amid likely fiscal
consolidations that tend to increase inequality and calls for efficiency in fiscal spending. The
Survey shows that investmentsin health care, education and social protection significantly reduce
inequality; however, there is much room for improvement in beneficiary targeting and spending
efficiency. To ensure fiscal and debt sustainability, the Survey also highlights the importance of
enhancing domestic fiscal revenues in a fair manner.

In taking a new perspective, the Survey highlights the role of central banking policies and argues
that central banks can and should tilt their traditional monetary policy and official reserve
management towards promoting inclusive development. The Survey also explores how a central
bank digital currency can improve financial access as well as the role of innovative financial
instruments in promoting inclusiveness.

The third pillar of the Building Forward Fairer policy agenda is Governments proactively guiding,
shaping and managing the structural transformation and technological innovation process for
more inclusive outcomes. Economic structure determines inequality dynamics, and the Survey
outlines the path to “growing with equity”. This requires learning structural transformation lessons
from the past; promoting labour-intensive technologies and inclusive access to high-quality
education and public services; reskilling; and strengthening social protection floors.

Following the global call for a major structural change set out in the Secretary-General's report
Our Common Agenda, the efforts of the Asia-Pacific region towards building an inclusive future
must also be based on a new social contract. The unprecedented human suffering caused by
the COVID-19 pandemic has also created a generational opportunity to build a more equal and

sustainable world. This is an opportunity that we cannot waste. L
/l o7
e g

Armida Salsiah Alisjahbana
Under-Secretary-General of the United Nations
and Executive Secretary of ESCAP
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EXECUTIVE
SUMMARY

Sustaining a nascent recovery

After the pandemic-induced economic contraction in 2020, economic recovery in the
developing Asia-Pacific counties in 2021 was driven by robust demand for exports from
the region. The growth momentum was dented towards the latter half of the year as
countries renewed lockdowns and restrictions in the wake of new COVID-19 variants,
leading to supply disruptions. Border openings were further delayed, holding back
employment recovery, particularly in tourism-dependent economies. Overall, economic
growth in developing countries in Asia and the Pacific, estimated at 7.1 per cent in
2021, is projected to moderate to 4.5 per cent in 2022 and 5 per cent in 2023. Inflation
has risen across the region, driven by rising food and fuel prices, affecting the poor
disproportionately. Importantly, the unfolding of a K-shaped recovery among different
sectors represents a major challenge for inclusive recovery and development, and is likely
to further impede progress towards implementation of the 2030 Agenda for Sustainable
Development.

In addition, policymakers need to be aware of impending risks, including the possible
emergence of new variants of the COVID-19 coronavirus and the ongoing geopolitical
conflict. Continued economic disruptions can have adverse impacts on productive
capacities and long-term productivity through shorter working hours and lack of
employment opportunities, which would erode worker skills. Within the region, women
have been disproportionately affected by the pandemic as a large proportion of them
were employed in sectors most severely affected by the pandemic and a large proportion
of them are engaged in informal employment. Women's labour force participation has
also been constrained by care responsibilities during closure of schools and care services.
Prolonged school closures have long-term consequences for learning and, consequently,
income-earning potential. Weakened economic prospects and balance sheets of
businesses are likely to reduce incentives for productive investment and in research and
development, resulting in medium- to long-term reductions in productivity.
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Moreover, the diminishing fiscal space in many countries casts doubts over sustained
fiscal support, while rising inflationary pressures and the prospect of higher interest
rates may restrain monetary policy support, with implications for debt servicing,
capital flows and currency depreciation. The structural shifts in China as it pursues its
“Common Prosperity” agenda have triggered regulatory changes weighing on investor
sentiment. Of particular importance are regulations to contain the highly leveraged
property development sector, the slowdown in which will affect key trading partners
and the demand for raw materials in the region. China’'s zero-COVID strategy will also
have impacts on countries in the region that are highly dependent on tourist arrivals
from China.

In looking ahead, the region should seek a balanced approach to coexist with
the pandemic — one which is aimed at protecting public health but also enabling
livelihoods to continue in order to ensure the economic and social well-being of
people. For a sustained recovery, labour market policies, along with continuity
in fiscal and monetary support, are needed. However, in the midst of constrained
fiscal space, fiscal spending will have to be more targeted and efficient. With rising
inflationary pressures, monetary policy can remain accommodative only in countries
where inflation is expected to remain within targets, while timely increases in interest
rates can help stem potential capital outflows and strengthen external position.
Policies that are aimed at enhancing productive capacities and productivity, along
with prioritizing spending on health care, education and social protection, can help
to reduce inequalities and minimize scarring, thus contributing to sustained and
inclusive economic recovery and development.
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Spending smart and taxing fairly amid fiscal
constraints

The COVID-19 pandemic and the consequent economic crisis pose a fiscal dilemma
for countries in the Asia-Pacific region. The need to spend remains elevated, while the
means to spend are reduced. Countries with sufficient fiscal space can continue to
spend for an inclusive recovery. However, those that do not have the means will have to
work on both improving the efficiency of spending and the collection of more revenues.

To ensure recovery at all income levels, instead of a K-shaped scenario, and lay firmer
foundations for a more equal and resilient future, fiscal policies need to maintain
spending in three major areas: health care, education and social protection. Moreover,
Governments should “spend smart” by reducing or eliminating inefficiencies in
expenditures and ensuring that basic health care services become increasingly
universal, that all children receive high-quality education, especially girls and those
in rural areas, and that social protection measures shield all throughout their life, in
particular marginalized and vulnerable groups. These expenditures will not only
minimize the negative long-term effects of the pandemic but will also help generate
long-lasting returns. After all, expenditure on human capital is the best investment for
our future.

However, “smart spending” will not be enough to address all the fiscal needs for
“building forward fairer” towards achieving the Sustainable Development Goals of
the 2030 Agenda. Support must come from the fiscal revenue side as well. “Taxing
fairly”, along with increases in tax collection efficiency and broadening of the tax base,
should be the leading principles. In addition, there is a need to improve progressivity of
personal income taxes, address persistent tax avoidance and evasion, close loopholes
and cut unnecessary tax incentives. Improved multilateral cooperation for effective
international taxation and for taxation of the emerging digital economy can go a long
way in raising tax revenues of developing countries. Increases in domestic revenues
through formalization of economic activities also provide an opportunity not only to
increase fiscal revenues but also to expand critically needed social protection measures
and access to universal health care.

Calls for implementation of the above-mentioned measures and significant systemic
changes have been raised multiple times; however, they have been delayed not only
because of lack of resources, but also lack of commitment, as well as administrative
and operational barriers. As the pandemic has encouraged and facilitated innovation
across all socioeconomic dimensions, the global transition towards digitalization should
be of particular interest to policymakers in the coming years. For example, deployment
of digital tools for fiscal management enhances expenditure control and results in
much needed savings and efficiency gains. In supporting formalization of economic
activities, new technologies generate further positive implications for accessibility of
government services and revenue collection, ensuring that all contribute their fair
share but also receive the support, as well as public goods and services, to which they
are entitled.
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Conducting central banking for a fairer future

The perceived failure of the “developmental” central banking approach, which was
pursued until the 1980s and benefited only a few economic sectors, led central banks
in developing countries to focus narrowly on achieving inflation stability. The Survey
for 2022 argues that Asia-Pacific central banks can and should play an important,
complementary role in promoting inclusive development.

Asia-Pacificcentral banksshould step up theirengagement with inclusive development
amid mounting fiscal constraints to tackle pandemic-induced rises in inequality.
Currently, only half of central banks in the region have taken up inclusive finance
concerns, which is a missed opportunity given that financial access, financial education
and consumer protection benefit the poor relatively more than the better off. Even
when central banks have no clear mandate for inclusive finance or a development
agenda, they should be concerned about high inequality because this undermines the
effectiveness of their monetary policy.

The good news is that central banks in the region can support inclusive development
through various policy strategies and tools. The Survey for 2022 examines how the
central bank roles of monetary policymaking, official reserve management, currency
issuance and financial sector regulation can promote more inclusive societies.

While monetary policy has indirectly helped the poor by striving to keep inflation low
and stable, central banks can also consider the impact of monetary policy on income
and wealth distribution, even raising ambitions to make economic equality a secondary
goal and allocating part of asset purchases to domestic social bonds. Several Asia-
Pacific central banks would likely achieve their core mandate of inflation stability in
the coming years, so the pursuit of inequality-mindful monetary policy is possible.

The bulk of the estimated $9.1 trillion in Asia-Pacific official reserves is invested in bank
deposits and money market instruments which offer no clear or direct social benefits.
Changes in investment strategies and internal governance on investment decisions
can mobilize more official reserves for social purposes. More ambitious central banks
can deploy part of excess reserves as seed capital for local social projects. As official
reserves are deemed more than adequate in several Asia-Pacific economies, there is
room for more socially oriented reserve management.

Half of all central banks in the region are exploring how a central bank digital currency
could foster financial inclusion. With certain design attributes, this digital currency
could help reduce reliance on limited banking services and coverage of national
personal identification systems. However, central banks need to be clear about the
objective of issuing a digital currency and carefully consider operational issues, such
as legal frameworks and risk mitigation. A central bank digital currency also needs a
supporting Internet infrastructure and digital literacy.
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To mobilize more financial resources for social purposes, Asia-Pacific countries could
also promote social impact bonds and sustainability-linked bonds. Among others,
these instruments enhance the effectiveness of development spending and attract
more diverse bond issuers. To move beyond the current infancy stage, central banks
and other financial supervisory authorities can conduct knowledge campaigns, create
and harmonize social investment taxonomies and provide financial assistance partially
to cover high project transaction costs.

Managing structural changes for a fairer future

While redistributive policies play a role in inclusive development, evidence shows that
pre-distributive policies— meaning those that take place before taxes and transfers —are
even more important. Structural transformation provides a unique lens for analysing
pre-distribution dynamics over time.

The Asia-Pacific development experience to date suggests that pre-distribution
dynamics driven by structural transformation are diverse, but inclusive economic
development paths are still possible. The Kuznets' tension —the tendency of increasing
inequality at an early stage of structural transformation — can be eased with faster
job creation through labour-intensive manufacturing development, more inclusive
access to public goods and services, rapid increases in skill supply through education
and greater equity at the start of economic take-offs. On the other hand, pre-existing
inequalities, the shift towards service-based economies and structural bottlenecks
may lead to greater inequality pressures even in the presence of economic growth.

New technological revolutions may lead to paradigm shifts in structural transformation
possibilities and modalities, with mixed implications for inequality. The combined
effect of automation and industrial reshoring may limit the space for labour-intensive
manufacturing and modern services, resulting in risks of slower job creation and
polarization, and therefore, higher inequality. While the greater offshoring potential
of services, enabled by the digital and robotic transformation, may create new job
opportunities for low-income labour in developing countries in value chains for services,
significant uncertainties in the direction, scale and speed of these transformations
remain. It would thus be important for Asia-Pacific developing countries to adopt a
balanced development strategy embracing both manufacturing and modern services
for poverty reduction and to remain vigilant and be prepared for potential disruptions.

Meanwhile, structural transformation can be proactively guided, shaped and managed
by Governments for more inclusive outcomes and smooth transitions. Governments
can explore a number of policy options, including public funding and incentives for
the development and adoption of labour-enhancing rather than labour-replacing
technologies, empowering labour in compensation negotiations and corporate
decision-making, ensuring fair competition and inclusive access to education and
public services, and providing social protection floors and public support for reskilling
and job-searching, among others.
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EXPLANATORY
NOTES

Analyses in the Economic and Social Survey of Asia and the Pacific 2022 are based on
data and information available up to 16 March 2022.

Groupings of countries and territories/areas referred to in the present issue of the Survey
are defined as follows:

- ESCAP region: Afghanistan; American Samoa; Armenia; Australia; Azerbaijan;
Bangladesh; Bhutan; Brunei Darussalam; Cambodia; China; Cook Islands; Democratic
People's Republic of Korea; Fiji; French Polynesia; Georgia; Guam; Hong Kong, China;
India; Indonesia; Iran (Islamic Republic of); Japan; Kazakhstan; Kiribati; Kyrgyzstan;
Lao People’s Democratic Republic; Macao, China; Malaysia; Maldives; Marshall Islands;
Micronesia (Federated States of); Mongolia; Myanmar; Nauru; Nepal; New Caledonia;
New Zealand; Niue; Northern Mariana Islands; Pakistan; Palau; Papua New Guinea;
Philippines; Republic of Korea; Russian Federation; Samoa; Singapore; Solomon
Islands; Sri Lanka; Tajikistan; Thailand; Timor-Leste; Tonga; Turkey; Turkmenistan;
Tuvalu; Uzbekistan; Vanuatu; and Viet Nam.

- Developing ESCAP region: ESCAP region excluding Australia, Japan and New
Zealand.

- Developed ESCAP region: Australia, Japan and New Zealand.

- East and North-East Asia: China; Democratic People’s Republic of Korea; Hong Kong,
China; Japan; Macao, China; Mongolia; and the Republic of Korea.

« North and Central Asia: Armenia, Azerbaijan, Georgia, Kazakhstan, Kyrgyzstan,
Russian Federation, Tajikistan, Turkmenistan and Uzbekistan.

- Pacific: American Samoa, Australia, Cook Islands, Fiji, French Polynesia, Guam,
Kiribati, Marshall Islands, Micronesia (Federated States of), Nauru, New Caledonia,
New Zealand, Niue, Northern Mariana Islands, Palau, Papua New Guinea, Samoa,
Solomon Islands, Tonga, Tuvalu and Vanuatu.
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- Pacific island developing economies: All those listed above under “Pacific” except
for Australia and New Zealand.

«  South and South-West Asia: Afghanistan, Bangladesh, Bhutan, India, Iran (Islamic
Republic of), Maldives, Nepal, Pakistan, Sri Lanka and Turkey.

« South-East Asia: Brunei Darussalam, Cambodia, Indonesia, Lao People’s Democratic
Republic, Malaysia, Myanmar, Philippines, Singapore, Thailand, Timor-Leste and Viet
Nam.

« Least developed countries: Afghanistan, Bangladesh, Bhutan, Cambodia, Kiribati,
Lao People’s Democratic Republic, Myanmar, Nepal, Solomon Islands, Timor-Leste
and Tuvalu. Samoa and Vanuatu were part of the least developed countries prior to
their graduation in 2014 and 2020, respectively.

- Landlocked developing countries: Afghanistan, Armenia, Azerbaijan, Bhutan,
Kazakhstan, Kyrgyzstan, Lao People’s Democratic Republic, Mongolia, Nepal,
Tajikistan, Turkmenistan and Uzbekistan.

- Smallisland developing States: American Samoa, Cook Islands, Fiji, French Polynesia,
Guam, Kiribati, Maldives, Marshall Islands, Micronesia (Federated States of), Nauru,
New Caledonia, Niue, Northern Mariana Islands, Palau, Papua New Guinea, Samoa,
Singapore, Solomon Islands, Timor-Leste, Tonga, Tuvalu and Vanuatu.

Owing to the limited availability of data, selected small island developing States are
excluded from the analysis. For the purpose of this Survey, Singapore is not considered
to be a small island developing State due to its high level of development and high-
income status.

Bibliographical and other references have not been verified. The United Nations bears
no responsibility for the availability or functioning of URLs.

Many figures used in the Survey are on a fiscal year basis and are assigned to the calendar
year which covers the major part or second half of the fiscal year.

Growth rates are on an annual basis, except where indicated otherwise.

References to dollars ($) are to United States dollars, unless otherwise stated.

The term “billion” signifies a thousand million. The term “trillion” signifies a million million.
In the tables, two dots (.) indicate that data are not available or are not separately
reported; a dash (-) indicates that the amount is nil or negligible; and a blank indicates

that the item is not applicable.

In dates, a hyphen (-) is used to signify the full period involved, including the beginning
and end years, and a stroke (/) indicates a crop year, fiscal year or plan year.
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ACM Association for Computing Machinery

ADB Asian Development Bank

ADBI Asian Development Bank Institute

AFI Alliance for Financial Inclusion

Al artificial intelligence

APO Asian Productivity Organization

ASEAN Association of Southeast Asian Nations

BEPS base erosion and profit shifting

BIS Bank for International Settlements

BSP Bangko Sentral ng Pilipinas

CBDC central bank digital currency

CEIC CEIC Data (part of ISI Emerging Markets Group)
CEQ commitment to equity

CIT corporate income tax

COVID-19 coronavirus disease 2019

ENEA East and North-East Asia

ESCAP United Nations Economic and Social Commission for Asia and the

Pacific
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ESG
FDA
FDI
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G20
GDP
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ICMA
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IFC
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OECD
OMFIF

OPEC+
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environmental, social and governance

Food and Drug Administration

foreign direct investment

Pantawid Pamilyang Pilipino Program

Group of Twenty

gross domestic product

Groningen Growth and Development Centre
gross national income

global value chains

heterogeneous agent New Keynesian
International Capital Market Association
information and communications technology
International Finance Corporation
International Labour Organization
International Labour Organization statistics and databases
International Monetary Fund

International Network on Financial Education

International Standard Industrial Classification of All Economic
Activities

International Telecommunication Union

Ministry of Home Affairs

North and Central Asia

National Food Security Portal (India)

Network for Greening the Financial System

Organisation for Economic Co-operation and Development

Official Monetary and Financial Institutions Forum

Organization of the Petroleum Exporting Countries Plus includes
as members: Azerbaijan, Bahrain, Brunei Darussalam, Kazakhstan,

Malaysia, Mexico, Oman, Russian Federation, South Sudan and
Sudan
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PFM
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PPP

R&D
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SDG

SEA
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SOE

STEM
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public expenditure review
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purchasing managers' index
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Regional Comprehensive Economic Partnership
ready-made garment

Sustainable Development Goal

South-East Asia

small and medium-sized enterprise

state-owned enterprise

science, technology, engineering and mathematics
South and South-West Asia

Standardized World Income Inequality Database
UBS Optimus Foundation

universal health coverage

United Nations Conference on Trade and Development
United Nations Development Programme

United Nations Educational, Scientific and Cultural Organization
United Nations Children’s Fund

World Institute for Development Economics Research of the United
Nations University

United Nations World Tourism Organization
World Development Indicators
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EconomicgrowthinAsiaandthe Pacific
has been the fastest in the world in the
last decade. The region’'s economic
success, however, has not been
enjoyed by all. The failure of individual
countries and areas to grow together
at all income and social levels, as well
as along urban-rural and gender lines,
has led to scarring effects — especially
during the pandemic, which brings
the issue of inequality and fairness
to the fore. These long-term scars
are already setting the development
agenda back.! The pandemic has had
adverse impacts on some 829 million
informal workers across the region as
a result of lockdowns; subsequently,
multidimensional poverty levels
doubled, affecting 71 million children
who have not had access to online
learning during school closures. Our
estimates suggest that additional 85
million people have been pushed into
extreme poverty since the start of the
pandemic, living on $1.90 per day or
less. The number of people living in
poverty would rise to 156 million and
160 million respectively if $3.20 and

1 For details on the scarring effects resulting from COVID-19,
see Cerra, Fatas and Saxena (2021).

$5.50 per day thresholds are used. Hence,
building a fairer? future — ensuring an inclusive
recovery from the pandemic and building an
inclusive development path —is an imperative.

Previous issues of the Economic and
Social Survey of Asia and the Pacific have
highlighted the role of high and sustained
economic growth in lifting 1.2 billion people
out of extreme poverty ($1.90 per person
per day) since 1990 in Asia and the Pacific,
mainly in China and India. However, raising
the threshold to $3.20 per person per day
means that some 800 million to 900 million
people in the region still live below that line
and experience serious economic insecurity.
The Asia-Pacific region is still home to half of
the world's poor people. Using the $5.50 per
day threshold, the Asia-Pacific region’s share
in the global poverty headcount increases
further to about 60 per cent of the global total,
which is almost proportional to its population
share in the world. By this standard, there
are 1.8 billion people living in poverty in the
region — and that was before the COVID-19
pandemic! Thus, the focus on rapid and high
economic growth to reduce extreme poverty
was misplaced.

2 According to the Cambridge dictionary: fairness means the quality of
treating people equally or in a way that is right or reasonable. For the
purpose of the present Survey, the term fair will also reflect any policy or
action that reduces income and wealth inequality.
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Even if reducing extreme poverty is
considered as a measure of success,
inequalities — of opportunities and
outcomes - have remained persistent
and have even risen in  many
economies in Asia and the Pacific.
Income inequality increased in the
Asia-Pacific region between the 1990s
and 2010s when it was generally
decreasing in other parts of the world
(figure 11a). More recent estimates
show that income inequality has
increased for about 85 per cent of the
region’s population since 2000 (figure
11b). The income share of the top 10
per cent of people was close to 50 per
cent of the total while the bottom 10
per cent account for only 0.2 per cent
of that share (figure 1.1c).

This enormous gap in income share begs the
guestion: why has economic growth been able
tohave beneficialimpactson poverty butnoton
inequality or inclusive development? Research
suggests that the impact of economic growth
on inequality depends on the underlying
sources of growth (Cerra, Lama and Loayza,
2021) and the relationship between income
inequality and economic growth is non-linear.

Inequality can influence growth positively
by providing incentives for innovation and
entrepreneurship; by raising savings and
investments as the rich save a higher fraction
of their income; and by enabling a small
proportion of the populationtoaccumulate the
minimum needed to start businesses and get
a good education. For instance, when China

f

/
j
| benefiting the middle
ed - both economically,
:d corruption associated
to growth, and politically,
conflicts and horizontal
:lethnic groups.

Birdsall (2010)




opened its economy, the then-leader,
Deng Xiaoping, enjoined everyone
to “let some people get rich first” so
that “they could bring along others”
and eventually achieve “common
prosperity for the entire population”.

It is also true that people are willing to
accept some level of income inequality
if there is equality of opportunity that
gives everyone a fair chance to climb
the economic ladder.

Intergenerational mobility, however,
has declined in the Asia-Pacific region
for cohorts born between 1940 and
1980 (figure 1.2) (Huang and Saxena,
2021).

Nevertheless, increases in inequality,
beyond a certain threshold and
degree of persistence, encourage
rent-seeking, lower economic growth
and deprive the poor of the ability to
stay healthy, acquire education and
accumulate skills. Furthermore, high
levels of inequality generate political
and socioeconomic instability, which
reduces the investment and social
cohesion required to adjust to shocks
and sustain economic development.
The institutional, legal and social
consequences of persistent inequality,
thus, impair economic prospects.
The persistence of high inequality
has also been considered one of the
causes of the global financial and

economic crisis of 2008. For instance, Rajan
(2010) pointed to the political and economic
incentives that led high-income individuals
to save and low-income individuals to borrow
well beyond their ability to repay in order
to sustain consumption; such low-income
individuals were even encouraged to do so by
financial institutions and regulators.

Wideninginequality can also mean a hollowing
out of the middle class (Kanbur, Rhee and
Zhuang, 2014), which can have implications
for macroeconomic policy. Birdsall (2010)
argued that “economic growth driven by and
benefiting the middle class is more likely to
be sustained — both economically, by avoiding
the rent-seeking and corruption associated
with highly concentrated gains to growth,
and politically, through easier management of
conflicts and horizontal inequalities between
racial and ethnic groups...". Birdsall (2014) also
argued that the middle class is more likely to
support market-friendly, poverty-reducing
social and economic reforms. Additionally,
higher levels of inequality mean that the
majority of people will have a low marginal
propensity to consume, which reduces the
multiplier effect of both fiscal and monetary
policies, further entrenching economies
in vicious cycles of low growth and high
inequality.

The level of inequality also explains the
difference between countries that can sustain
rapid economic growth for many years or even
decades and those where economic growth
spurts tend to fade quickly (Berg, Ostry and
Zettelmeyer, 2011; Berg and Ostry, 2011). Greater
equality is associated with faster subsequent
medium-term economic growth, both across
and within countries. Earlier, it was believed
that addressing high inequality through
increased redistribution could hurt growth as
higher taxes and subsidies dampen incentives
to work and invest (Okun, 1975). However, more
recent research has shown that redistributive
policies do not appear to have any detrimental
effect on economic performance (Ostry, Berg
and Tsangarides, 2014).



Worryingly, popularization of excessive
economic integration and unfettered
markets beginning in the 1990s (a
phenomenon commonly termed as
“hyperglobalization”) has intensified
the persistence of inequality. The
use of integrated supply chains across
borders to improve the efficiency of
production processes indeed sparked
economic growth in many regions.
However, this system also gave
companies a chance to exploit labour
bothathomeandwhere they offshored
jobs (Acemoglu, 2021). A fragmented
supply chain system also discouraged
workers from organizing for collective

bargaining, while companies
registered in low tax jurisdictions,
which limited fiscal revenues in all

locations of their real business activity.
Both trends provided offshoring firms
with windfall gains that were directly
transferred to shareholders, further
exacerbating income divides.

Recent research estimated that
climate change has already increased
between-country inequality by 25
per cent over the past half century.
Within countries, climate change also
disproportionately affects the poor.

By 2030, it could push more than 100 million
people into extreme poverty globally, primarily
because of disrupted food production, lower
labour productivity due to deteriorating health
and natural disasters (World Bank, 2020a).
South Asia is a subregion expected to be most
adversely affected by climate change.

The savings of already high-income
households are funnelled into the financial
sector, which has been growing over the past
several decades, while physical investment
has been falling (Mian, Straub and Sufi, 20213a;
2021b; 2021c).* Hence, increases in income
inequality and excessive financialization,
supported by financial deregulation, lead
to indebted household demand, pushing
down the natural rate of interest.
Prolonged expansionary policies — such as
accommodative monetary policy — generate
debt-financed short-run booms at the
expense of indebted demand in the future.
This situation continues until the economy
becomes stuck in a debt-driven liquidity trap.
Escaping a debt trap requires consideration
of less conventional macroeconomic policies,
such as those focused on redistribution or
those reducing the structural sources of high
inequality (Mian, Straub and Sufi, 2021a).
(Chapters 3, 4 and 5 of the present Survey
explore these considerations in detail.) Finally,
it should be recognized that rising income
inequality is more than a distributional issue;
it is likely a central force shaping broader
macroeconomic trends (Mian, Straub and
Sufi, 2021b).

3 Contrary to this view, Larry Summers (in a lecture at LSE
www.lse.ac.uk/Events/2021/11/202111101400/stagnation on 10 November
2021 - Secular Stagnation After COVID-19) argues that the reason for
secular stagnation is a dearth of investment and not a savings glut
among the rich, as maintained by Mian, Straub and Sufi (2021a; 2021b;
2021c), because the European Union and Japan are experiencing sluggish
growth and excess capacity but inequality is not considered a reason for
those issues.



FIGURE 1.1
Asia and the Pacific region has experienced persistent and rising inequality

(a) Income inequality, by region, and changes between the early 1990s and early 2010s
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Source: ESCAP (2018a).

(b) Gini coefficient in Asia and the Pacific, by subregion, between the early 2000s
and late 2010s
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available at population.un.org/wpp/ (accessed on 23 June 2021).

Note: The dotted line is at a 45-degree slope.



(c) Pre-tax income share, by income groups in Asia
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Source: World Inequality Database, available at widworld/data/ (accessed on 7 June 202]).

FIGURE 1.2
Intergenerational mobility in Asia and the Pacific is declining:
relative intergenerational mobility in education for 1940-1980 cohorts
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Source: World Bank (2018), Global Database on Intergenerational Mobility (accessed on 28 May 202]).

Note: The vertical axis shows intergenerational persistence, but in reverse order. Hence, if a line goes up, it means
improved intergenerational mobility; if it goes down, it means worsened intergenerational mobility. The median
value is taken to estimate intergenerational persistence/mobility for the Asia-Pacific region and the world.



While we often must focus

on aggregates for macroeconomic
policy, it is impossible to think coherently
about national well-being while
ignoring inequality and poverty, neither
of which is visible in aggregate data.
Indeed, and except in exceptional cases,
macroeconomic aggregates themselves
depend on distribution.

Angus Deaton, Nobel Lecture 2016 “

Traditional economic policies have not
addressed the issue of inequality
well because economic modelling,
which informs policymaking, has paid
insufficient attention to the issue of
inequality (Moll and Rickard, 2021).
Macroeconomists from the 1930s,
such as John Maynard Keynes,
focused more on such aggregates
as consumption, investment and
government spending, rather than
on individual behaviours. Even
when economists started to model
individual behaviours after the 1970s,
the focus was on a “representative
agent”, which nullifies differences
among individuals within an
economy. Even when “heterogenous
agent” models were introduced in the
late 1980s and 1990s, the behaviour
of all these “agents” remained the
same after a shock. For instance, even

4 www.nobelprize.org/uploads/2018/06/deaton-lecture.pdf

if poor and rich people spend differently,
their spending and saving behaviours were
assumed to change in similar ways in the
aftermath of a recession.

In response to the 2008 global financial crisis,
newer models, such as the Heterogeneous
Agent New Keynesian (HANK) models,
were introduced (Kaplan, Moll and Violante,
2018). Such models yield empirically realistic
distributions of wealth and marginal
propensities to consume because of two
features: uninsurable income shocks and
multiple assets with different degrees of
liquidity and different returns.

In response to the COVID-19 pandemic,
microlevel empirical research has shown
its disproportionately larger impact on
poorer households than on others and the
epidimiological model of virus transmission
is being incorporated into the heterogenous
agent model framework (Kaplan, Moll and
Violante,2020). Doing so providesaquantitative
analysis of the trade-offs between health
outcomes and the distribution of economic
outcomes associated with alternative policy
responses to the COVID-19 pandemic.

New research is also discussing long-term
changes in inequalities related to wealth, race,
gender and intergenerational mobility, and
exploring the implications of such inequalities
for macroeconomic policies: for instance, the
impact of inequality on interest rates (Mian,
Straub and Sufi, 2021a); the impact of changes
in gender and racial equality of occupations
on economic growth (Hseih and others, 2019);
and the implications of demographic shifts on
inequality and global balances (Auclert and
others, 2021).

As mentioned in section Il, some level of
income inequality has a positive economic
function as it provides incentives for hard work.



Indeed, tolerance for such inequality
is high, according to Hirshman
and Rothschild (1973), when people
believe that everyone has access
to opportunities to do well and
the success stories are attributed to
chance® as opposed to being the
result of nepotism, favoritism, or other
such unjust practices®. Acceptance
of inequality is also more likely in
societies that are more homogenous
than those that are diverse in terms of
ethnicity and religion. The tolerance
for high levels of inequality can be
expected to decline when a capitalist
economy becomes more oligopolized
and bureaucratized, and when
perceptions grow that economic
gains for the few come with losses for
many.

Even when economic models
and associated policies do not
properly account for inequality,

unequal outcomes have political
implications. Research hasfound that
high levels of inequality significantly
depress interest in politics, the
frequency of political discussion and
participation in elections among
all but the most affluent, providing
compelling evidence that greater
economic inequality yields greater
political inequality (Solt, 2008). Also,
initial distributions of power can lead
dominant elites not only to preserve
antimarket or anticompetitive

institutions, but also to offset
democratic pressures to redress
social inequalities (Acemoglu and

Robinson, 2006). This, in turn, leads
to the persistence of inequalities over
generations.

5 Indeed, Bergant, Weber and Medici (2022) show that
bad luck” plays an important role in explaining why some
people in the US are poor.

6 They coined the term “tunnel effect” to describe a
situation when changes in the income of B lead to changes
in A's welfare not only because A's relative position in the
income scale has changed, but also because changes
in B's fortunes will affect A's prediction of his or her own
future income. In other words, a person may be happy to
witness the success of someone else if he or she believes
that person’s success may lead to better chances for his or
her own prosperity.

Much of the literature on the political economy
of reforms blames electoral cycles for the
inability of Governments to implement reforms,
which usually have short-term adverse effects
even when they are beneficial in the longer
run. However, the two may be linked through
the level of inequality and trust. There is
increasingly more evidence that high levels
of inequality lead to decreased trust in
Governments and undermine their ability
to push for reforms (Ortiz-Ospina and Roser,
2016). More recent research by Nunn, Qian and
Wen (2020) found that countries with lower
levels of trust in Government are also more
likely to face political instability, especially in
times of economic downturns. In fact, the
effect is strongest in democratic countries.
This illustrates that inequality in a society may
not only degenerate trust but also worsen the
chances of an incumbent Government getting
re-elected, thus further delaying reforms.

Additionally, the electorate in countries with
high levels of inequality are also sharply
divided on national policies needed to
mitigate inequalities, further complicating
the job of policymakers, with electoral
consequences. World Bank estimates, based
on the World Values Survey Wave 7 (2017-
2020)7, show that preferences are highly
polarized (figure 1.3a) — people either support
the notion that “Incomes should be more
equal” (statement 1) or “We need larger income
differences as incentives for individual effort”
(statement 10). The results further correlate
with income, where high-income households
are less inclined to support policies in favour
of reducing inequality, as opposed to the
low-income households (figure 13b). This
correlation is particularly strong for East Asia
and South Asia, where inequality is likely viewed
by the rich as an important incentive.

However, on the optimistic side, recent research
has also shown that inequality is linked to
electoral cycles and tends to fall in election
years, which also witness a rise in spending
on education (Sever and Yucel, 2021). Hence,
well-functioning democracies and increased
political competition can be key in tackling
inequality within countries.

7 For details, see
www.worldvaluessurvey.org/WVSDocumentationWV7,jsp.



Not surprisingly, the growing
levels of inequality in the region
have made fighting it a political
imperative. In 2014, the current
Government of India ran on the
platform of sabka saath, sabka vikas
(“Leaving No One Behind”) and
was elected to power. In the next
five years, delivering on the most
essential Sustainable Development
Goals, such as the ones that have
targets to end such practices as
open defecation, to provide clean
cooking energy and to supply
electricity to 173 million, 1.7 million
and 230 million people, respectively,
in rural area aided its re-election
with an even larger majority than
in the previous election.® In 2020,
the Government of China launched
its inclusive platform of “Shared
Prosperity”. About 50 years ago,
Thailand conceived the notion
of a “sufficiency economy™ as
the basis for balanced and stable
development. More recently, the
“Bio-Circular-Green Economy”
underpins the Thailand 4.0 policy
as a strategy to drive economic
and social development. Going
even further back, the first country
in the region to emphasize a more
holistic approach to development
by giving equal importance to non-
economic aspects of well-being was
Bhutan. In 1972, the-then King of
Bhutan, Jigme Singye Wangchuck,
famously declared, “Gross National
Happiness is more important than
Gross Domestic Product.”©

8 Similarly, one Indian state (Assam), which first initiated
implementation of the Sustainable Development Goals,
also had visibly better socioeconomic results as well
as the re-election of the incumbent party as a result
(Chatterjee, 2018).

9 thaiembassy.se/en/monarchy/philosophy-of-
sufficiency-economy/

10 ophi.org.uk/policy/gross-national-happiness-index/

As leaders and policymakers are beginning
to think of a new development paradigm
that is consistent with both their values and
constraints, it isimportant to avoid the mistakes
of the past by continuing to rely on outdated
economic models and policy thinking that
are inconsistent with the growing political
imperative of inclusiveness. Hence, in going
forward, policymakers need to ensure equitable
access not only to opportunities (“distributive
justice”), but also to “contributive justice”,
where all individuals are — and are seen to be -
meaningfully contributing to society (Sandel,
2020).

and
policy

Incorporating environmental, social
governance (ESQ) aspects into
considerations is essential (ESCAP, 2020).

So is holding Governments and businesses
accountable. The pandemic brought into
focus the “S" of ESG, with calls for more
humane treatment of workers and returning
the dignity of work to labour. Earlier, there
was already a spotlight on Asian CEOs whose
salaries exceeded those of peers in the United
States of America (Nagumo, 2019). The good
news is that government leaders are defining
their vision for the future. For instance,
India is advocating a mass movement of
“Environmental Conscious Life Style” and
“Mindful and Deliberate Utilization, instead
of Mindless and Destructive Consumption™"
and towards “P-3 Pro Planet People"
policies.? China wants to “adhere to a people-
centered philosophy of development, place
development and livelihoods front and center

T From the translation of the statement made in Hindi on 1 November 2021
by the Prime Minister of India at the twenty-sixth session of the Conference of
the Parties to the United Nations Framework Convention on Climate Change,
held in Glasgow from 31 October to 12 November 2021. The full translated
speech is available at pib.gov.in/PressReleseDetail.aspx?PRID=1768712.

12 From a statement made on 17 January 2022 by the Prime Minister of India
at the World Economic Forum Virtual Session. The full statement is available
at mea.gov.in/Speeches-Statements.htm?dtl/34754.



FIGURE 1.3

(a) Views on income inequality are highly polarized

Views on income inequality
where 1 = "income should be made more equal" and 10 = "we need larger income differences as incentives"
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(b) Preference for inequality differs by income deciles, with high-income households less inclined
to support policies in favour of reducing inequality

The preference for inequality tends to rise by income decile, even though the difference
between the lowest (1) and highest (10) deciles varies markedly across regions
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in global macro-policies”.® The
Republic of Korea wants to “raise the
guality of life” and be “a nation in which
no one is left behind and everyone
lives well and happily together”™
Indonesia’'s “commitment to prove
that there is no one left behind” is
evident in its focus on inclusiveness
as “a major priority for Indonesia’'s G20
Presidency”.®

=

As countries in the region push
forward their development strategies
for the foreseeable future and focus
on how to achieve the 2030 Agenda
for Sustainable Development, the
one assuring insight is that economic
policies can help (Cerra, Panizza and
Saxena, 2013; ESCAP, 2021a). The Survey
for 2021 advocated for a “Building
Forward Better” policy package that
would include investments in social,
digital and green areas, and would
deliver better economic, social
and environmental outcomes by

13 From the translation of the statement made in Chinese
on 17 January 2022 by the President of China at the 2022
World Economic Forum Virtual Session. The full statement is
available at
www.fmprc.gov.cn/mfa_eng/zxxx_662805/202201/
t20220118_10629754.htmIl#:~:text=0n%20January%20
17%2C%202022%2C%20President,Better%20
Post%2DCOVID%20World%22.&text=Xi%20Jinping %20
stressed%20that%20the,changes%20unseen%20in%20a%20
century.

14 From the translation from Korean of the New Year's
Address of the President of the Republic of Korea, made
in Seoul on 3 January 2022. The full translated statement
is available at englishl.president.go.kr/BriefingSpeeches/
Speeches/1130

15 From the address of the President of Indonesia made
on 23 September 2021 at the seventy-sixth session of the
United Nations General Assembly held in New York. For the
full statement, see setkab.go.id/en/address-of-president-of-
the-republic-of-indonesia-at-the-general-debate-session-
of-the-76th-general-assembly-of-the-united-nations-23-
september-2021/

2040. For instance, if such a package were
implemented, the region would have 180
million fewer poor people, and carbon
emissions would be reduced by 30 per cent.
This present issue of the Survey will highlight
the roles that fiscal, monetary and structural
policies can play in the quest for building an
inclusive stakeholder economy.

As Governments in the Asia-Pacific region
move beyond policy interventions just to
respond to the pandemic and try to steer
economies towards inclusiveness and
building forward fairer, they could be guided
by the following principles:

+ Replacing the Washington Consensus
with the Cornwall Consensus: There is need
for a new paradigm - guided by the 2021
G7 Cornwall Consensus' to “Build Forward
Better”, with inclusion as a core pillar — that
pivots the role of Governments from post-
crisis repairing to preparing in advance
against risks and shocks (Mazzucato, 2021).
It also entails focusing public investment
on the creation of long-term public value
rather than short-term private profit.

- Prioritizing pre-distribution over
redistribution: The debate is moving away
from dealing with inequality ex post facto to
preventing it in the first place. For instance,
Europe's relative success in extending
prosperity to all is a result of creating an
economy that is less unequal before taxes
and transfers (Sandbu, 2021), although this
is not to say that taxes and transfers do not
work. Similarly, public spending on services
playsanimportantrole even wheneveryone
benefits equally from it. Redistribution in
itself does not do much to create fairer
market opportunities. Prosperity for all
requires creating markets that support
societal well-being, rather than just
compensating for their inequitable results.

16 For the full Consensus, see
www.g7uk.org/wp-content/uploads/2021/06/G7-Economic-Resilience-
Panel-The-Cornwall-Consensus.pdf.



The Survey for 2021 showed that fiscal
policies are helpful in recovering from
shocks and supporting pursuit of the
2030 Agenda, and should continue
to be used to avoid permanent
development setbacks. Chapter 3
of the present issue of the Survey
continues to advocate for inequality-
reducing fiscal spending but in the
light of reduced fiscal space due tothe
stimulus that has been needed for
fighting the pandemic. Specifically,
the chapter stresses the still untapped
potential of more targeted and
efficient fiscal spending. For instance,
while spending on education may
reduce inequality, its efficiency in
reducing inequality is much higher
when invested at the primary and
secondary levels rather than the
tertiary level. Similarly, tackling the
wastefulness in the health care system
currently might be more important

than simple increases in health-
related spending.
In  many developed economies,

conventional monetary policy reached
its limit quickly during the global
financial and economic crisis of
2008 when interest rates could not
be lowered further. Various central
banks, including some in emerging
Asia-Pacific economies, thus adopted
unconventional monetary policy tools,
such as large-scale asset purchase
programmes. However, these massive
sovereign and corporate bond-
buying schemes pushed up financial
asset prices, which tended to benefit
the rich, thus exacerbating existing
inequalities (see section Il). In the
United States, the Federal Reserve
started the conversation on inclusive
monetary policy in August 2020 when
it announced that it would maintain
a loose monetary policy stance for

longer in order to help marginal sections of
the labour market. There have recently been
furthercallsfora progressive monetary policyor
“sustainable monetary tightening” (Varoufakis,
2021), where interest rates are raised and the
money from quantitative easing programmes
is used to support climate action and reduce
inequality.

The Survey for 2022 looks at how Asia-
Pacific central banks can move beyond their
traditional role of stabilizing inflation and
output to addressing economic inequality. As
high inequality can reduce the effectiveness of
monetary policy through a weaker monetary
transmission mechanism, many central banks
in the region have actively made inclusive
finance a part of their mandate. However,
central banks should and can do more, such
as by making the conduct of monetary policy
more mindful about inequality and pursuing
socially tilted official reserve management
(chapter 4). Issuing a central bank digital
currency could also help with the objective of
inclusive finance.

The Survey for 2022 also examines policies
that can help flatten the trade-off between
inequality and economic growth through
growth-enhancing and inequality-reducing
structural reforms and transformations
(chapter 5). The development experience
across the Asia-Pacific region suggests that,
although pre-distribution dynamics driven by
structural transformation are diverse, inclusive
economic development paths are possible.
For instance, the Republic of Korea, during its
economic takeoff between the 1960s and early
1990s, was able to transform without any rise
in inequality (thanks partly to its emphasis on
universal access to education), while China
achieved such a transformation alongside a
significant rise in inequality. Chapter 5 teases
out lessons from diverse regional experiences.

Current technological revolutions, however,
are likely to lead to further structural
tranformations, with attendant implications
for inclusive development. Digital and robotic



CHAPTER 1

Economic growth in Asia and the
Pacific has been the fastest in the
world in the last decade. The region's
economic success, however, has not
been enjoyed by all. The failure of
individual countries and areas to grow
together at all income and social
levels, as well as along urban-rural
and gender lines, has led to scarring
effects - especially during the
pandemic, which brings

the issue of inequality and faireness
to the fore.

The pandemic has had adverse
impacts on some 829 million informal
workers across the region as a

result of lockdowns; subsequently,
multidimensional poverty levels
doubled, affecting 71 million children
who have not had access to online
learning during school closures. Our
estimates suggest that an additional
85 million people have been pushed
into extreme poverty since the start of
the pandemic, living on $1.90 per day
or less.

The Survey for 2021 advocated

for a “Building Forward Better”

policy package that would include
investments in social, digital and
green areas, and would deliver better
economic, social and environmental
outcomes by 2040. For instance, if
such a package were implemented,
the region would have 180 million
fewer poor people, and carbon
emissions would be reducedby 30
per cent. This present issue of the
Survey will highlight the roles that
fiscal, monetary and structural policies
can play in the quest for building an
inclusive stakeholder economy.

Economic Policies for an Inclusive Recovery and Development

transformations will lead both to challenges,
as many current jobs will cease to exist, and
to opportunities, as new jobs that do not exist
now will be created. Therefore, policymakers
will have to proactively guide, shape and
manage this new structural transformation for
inclusive outcomes and fewer socioeconomic
disruptions. Governments can explore a number
of policy options, including public funding and
incentives for the development and adoption
of labour-enhancing rather than labour-
replacing technologies, empowering labour
in compensation negotiations and corporate
decision-making, ensuring fair competition
and inclusive access to education and public
services, and providing social protection floors
and public support for reskiling and job-
searching, among other policy options.

| Building forward a fairer world

To build forward a fairer world, do we need a hew
social contract? Yes.

The region has less than a decade to fulfil the
“No one left behind” 2030 Agenda. Yes, it is a
monumental task. Yes, it is a challenge, but,
if supported by collective will and political
commitment, it can be done.

The challenges and the opportunities related
to the achievement of the 2030 Agenda were
encapsulated in part of a speech by the
Secretary-General!”  “The response to the
pandemic, and to the widespread discontent
that preceded it, must be based on a New Social
Contractanda New Global Deal that create equal
opportunities for all and respect the rights and
freedoms of all”, and in Our Common Agenda:
Report of the Secretary-General®, which points
out that this new social contract must be *
anchored in a comprehensive approach to
human rights, in the light of the pandemic and
beyond, one that allows many more actors to
tackle increasingly complex and interconnected
problems”.

17 The full speech, entitled “Secretary-General's Nelson Mandela Lecture:
‘Tackling the Inequality Pandemic: A New Social Contract for a New Era’)"
made by the Secretary-General in New York on 18 July 2020, is available at
www.un.org/sg/en/content/sg/statement/2020-07-18/secretary-generals-
nelson-mandela-lecture-%E2%80%9Ctackling-the-inequality-pandemic-
new-social-contract-for-new-era%E2%80%9D-delivered.

18 The full report is available at www.un.org/en/content/common-agenda-
report/assets/pdf/Common_Agenda_Report_English.pdf.
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CHAPTER 2

1 ]

INTRODUCTION

After a significant contraction in
2020, economic activities in the
developing countries in the Asia-Pacific
region rebounded in 2021, thanks to
robust external demand. The growth
momentum moderated somewhat,
however, towards the latter half of 2021
as countries grappled with renewed
lockdowns and restrictions in the wake
of the Delta variant of the severe acute
respiratory syndrome  coronavirus,
which  causes COVID-19 disease.
Nevertheless, some encouraging signs
did emerge towards the end of 2021
with COVID-19 infections receding and
countries attempting to live with the
pandemic. Economic recovery is likely
to continue into 2022, albeit at a more
moderate pace amid impending risks,
including the possible emergence
of new coronavirus variants,
pandemic-induced supply disruptions,
moderating exports, macroeconomic
stability concerns and potential
risks arising from moderation in
economic growth in China and
the ongoing geopolitical conflict.
Policymakers should therefore not be
overly optimistic. Moreover, risks to

Economic Policies for an Inclusive Recovery and Development

an inclusive recovery remain, as a K-shaped
recovery has unfolded and is likely to leave
long-lasting scars and set back progress in
implementing the 2030 Agenda and achieving
the Sustainable Development Goals. To avoid
such scars, macroeconomic policies need to
be fully employed. In this vein, the role of fiscal
spending amid limited fiscal space and likely
fiscal consolidation is analysed in chapter 3,
while the role of central banks in supporting
inclusive recovery and development, beyond
their traditional role in stabilizing inflation, is
the focus of chapter 4.

This chapter takes stock of the
economic performance of Asia and
the Pacific in 2021 and analyses the
economic prospects for 2022 and
2023.

It provides insights on near-term economic
risks and vulnerabilities and discusses relevant
policy considerations.

The near-term outlook for developing
countries in the Asia-Pacific region is riddled
with uncertainty and downside risks. The
chapter highlights that the lingering impact
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of the pandemic and associated
socioeconomic  disruptions  could
hamper a  sustained recovery.
Additionally, mounting concerns over
global monetary tightening, limited
fiscal space and likely spillovers from
China’'s growth moderation will further
exacerbate pre-existing inequalities as
well as those that emerged due to the
crisis.

In terms of policy
recommendations, the
chapter calls for a balanced
approach to coexist with the
pandemic - one which seeks
to protect public health but
also enables livelihoods to
continue in order to ensure
the economic and social
well-being of people.

For a sustained recovery, labour market
policies, along with continuity in fiscal
and monetary support, are needed.
However, in the midst of constrained
fiscal space and rising inflationary
pressures, providing continued
support would be challenging and will
need to be better targeted. External
risks, including global monetary
tightening pressures and the possible
spillovers through China's property
sector downturn, will require vigilance
and prudent policies to prevent large
capital outflows as well as those to
avert any economic and social fallout.
Policies that are aimed at enhancing
productive capacities and productivity
can minimize inequalities and long-
term scarring. In going forward,
the chapter also commends green
and inclusive recovery initiatives
proposed by countries in the region
as pivotal steps towards a more
inclusive and balanced post-pandemic
development.

Building Forward Fairer

2.

ECONOMIC
PERFORMANCE AND
OUTLOOK

-

2.1 Global context — strong
recovery in 2021 is losing
steam

Global economic growth experienced a
substantial uplift in momentum in early
2021 as economic activities resumed in major
developed economies. It is estimated to have
expanded by 5.5 per cent in 2021; the highest
growth in more than four decades in the
backdrop of the 3.4 per cent contraction in
2020 (United Nations, 2022). Global economic
recovery is expected to continue with GDP
growth projected at 4 per cent in 2022 and
3.5 per cent in 2023, amid risks of new waves
of COVID-19 variants, persistent labour market
challenges, lingering supply-chain disruptions
and rising inflationary pressures.

Resumption of activities in developed
economies led to robust growth in trade
and manufacturing. The United States and
the European Union led the global growth
momentum on the back of rapid vaccination
rollouts and ample fiscal and monetary
stimulus. Asthe economies reopened,demand
for goods surged leading to robust growth
in trade and manufacturing. Global export
volume grew by 5.6 per cent in the first half of
2021 relative to the sharp contraction in 2020
while industrial production grew by 2.9 per
cent (figure 2.1). Stronger demand for goods
was accompanied by a shift in consumption
towards services.

This nascent economic recovery nevertheless
remains uneven across regions and countries,
driven by persistent cross-country gaps in
successful pandemic containment and
uneqgual access to vaccines. In Latin America,
economic rebound was supported by
favourable external conditions, but soaring
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inflation and tighter fiscal and
monetary policies are weighing on
domestic demand. In Africa, recovery
remains fragile with countries facing
elevated debt levels, rising interest
payments and limited fiscal space to
support recovery.

Global growth momentum seems to
have lost steam towards the second
half of 2021. The European Union
and the United States, both of which
registered robust growth in 2021, faced
headwinds in the second half of the
year from supply constraints, shortage
of labour and mounting inflationary
pressure. The automotive industry, a
crucial business of the European Union,
scaled back productionduetoshortage
of semiconductors. Another wave of
the pandemic led to reintroduction of
containment measures disrupting the
services sector.

FIGURE 2.1
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The global economic outlook depends upon
major uncertainties, such as continued risk of
new COVID-19variantsand recurring outbreaks
and restrictions on economic activities.
Moreover, the economic impacts of the Russia-
Ukraine conflict will reverberate across the
globe through slower growth, rising inflation,
disrupted trade and remittance flows. Rising
inflationary pressures in major developed
economies, particularly the United States, the
euro area and major developing countries in
Latin America and the Caribbean, coupled
with faster than expected tightening of global
monetary conditions, could also impede
recovery. While the European Central Bank has
scaled back its asset purchase programme, it
will likely maintain low interest rates to support
recovery. Employment recovery is projected to
remain below pre-pandemic levels in 2022 and
beyond. While global poverty is projected to
show a slight decrease to 876 million people in
2022, it is still well above pre-pandemic levels,
thus exacerbating inequalities and its long-
term consequences (United Nations, 2022).

Increased momentum in global trade and industrial activities
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2.2 Performance in

the developing Asia-
Pacific countries in
2021 - a strong rebound
but recovery remains
nascent and uneven

After experiencing a contraction in
2020 in the wake of the COVID-19
pandemic, developing countries
in Asia and the Pacific recovered
strongly in the first half of 202],
thanks to robust external demand for
the region’s exports and sustained
monetary and fiscal support (figure
2.2). Despite setbacks caused by the
Delta variant, developing countries in
the Asia-Pacific region recovered from
a contraction in economic activity of
0.3 per cent in 2020 to an estimated
expansion of 7.1 per cent in 2021

Robust demand from developed
countries helped increase trade and
manufacturing activities in Asia and
the Pacific (figures 2.3a and 2.3c).
Merchandise trade in the region
returned to pre-pandemic levels in
mid-2021, with export volumes from
developing countriesinthe Asia-Pacific

region increasing at approximately
15 per cent above pre-pandemic
levels. Exporters of electronics,

semiconductors, machinery and other
consumer durables' benefited from
increased demand and manufacturing,
while demand for pandemic-related
goods waned (figure 2.3b). On the
other hand, latest data suggest that
the export of services in developing
countries in the Asia-Pacific region
is 33.5 per cent below pre-pandemic
levels. Resilient remittance flows
supportedconsumptioninBangladesh,
Nepal, Pakistan, the Philippines and

1 China, Malaysia, the Philippines, Singapore, the Republic of
Korea, Thailand and Viet Nam

Building Forward Fairer

Pacific island economies, while countries in
North and Central Asia benefited from higher
commodity prices.

Trade and manufacturing started to decline
froom May 2021 onwards, owing to mobility
restrictions and economic disruptions caused
by the Delta variant and the resulting supply
shortages.

Renewed outbreaks of COVID-19, most
evident in the third quarter, led to supply
disruptions within the region and globally,
and dented economic recovery. Particularly
hard hit were countries in South and South-
West Asia when the second wave of outbreaks
of the more virulent Delta variant peaked in
May 2021 after which the variant moved on to
have impacts on South-East Asia for most of the
third quarter. Renewed restrictions disrupted
production and transport of goods, particularly
of semiconductors, which constitute a large
share of regional exports.

Such disruptions were exacerbated in key
semiconductor production locations due
to natural hazards — an earthquake in Japan
and the drought in Taiwan Province of China.
Shipping delays from port closures added
to the costs. The ongoing technology and
trade tensions between the United States
and China further hampered production and
exports of semiconductor chips. The resulting
supply chain bottleneck halted electronics
and automotive assembly lines and weighed
on exports, contributing to the global supply
chain disruptions.

Recent developments in China also weighed
on sentiment and activities contributing to
the moderation in region’s economic growth.
A deceleration in the Chinese economy, as
seen in its fourth quarter GDP growth rate of
4 per cent, comes amid policy shifts towards
good-quality growth based on its “Common
Prosperity” agenda. Regulatory tightening on
various sectors, including technology firms,
education service providers, online finance
and the property sector, has had negative
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FIGURE 2.2
Strong growth rebound in developing countries in the Asia-Pacific region in 2021
o Quarterly real GDP growth
10
5
[¢5]
o
[
o
5
- 0
(5]
(@))
<
o
(@]
o
o
-10
-20
2 g g g S 5 5 5 =
S S S S S S S S S
o4 < S o 2 < 5 o 2
a = = n =) = - n a

= F[ast and North-East Asia
= South-East Asia
Source: Based on CEIC (accessed on 4 March 2022).

Note: Subregional aggregates are the weighted average, based on 28 economies in Asia and the Pacific for
which quarterly GDP data are available.

FIGURE 2.3

Strong external demand led to upturns in trade and manufacturing in the region
(a) Monthly export volume index
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(b) Exports from developing countries in Asia to rest of the world
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impacts on investment sentiments
(ISl Emerging Markets Group, 2021).
The property market slowdown is a
concerning development as the sector
accountsforupto 30 percentofChina’s
GDP.2 The property market crunch
began in 2020 when the Government
tried to curb excessive borrowing by
property developers to rein in high
leverage and rising house prices. The
problem escalated after two of the
largest property developers defaulted
on foreign creditors in late 2021 and
is starting to have ripple effects (He,
2022; Webb, 2022) seen through a fall
in property sales in China for many
consecutive months as the property
crisis deepens. Another important
policy shift was the Government’s aim
to cut carbon emissions, which led
to coal and power shortages, further
disrupting manufacturing activities.
China’'s target to lower carbon
emissions means transitioning away
from coal to cleaner options, such as
gas, thereby lowering coal production.
Yet, coal still dominates the energy
mix, accounting for up to 60 per cent of
electricity generation.®* Dwindling coal
inventories in 2021, in part associated
with geopolitical tensions, were also
aggravated by the need to reserve coal
for the forthcoming winter season,
leading to soaring coal prices. These
recent developments in China, the
largest economy in the region with a
share of 44 per cent, contributed to the
region’s economic growth moderation.

Many countries in the region had
resorted to living with COVID-19
by the end of 2021. Although the

2 Some estimates put the sector’s share in GDP at about 30
per cent, which takes into account construction and other
property-related goods and services.

3 For additional details, see Our World in Data (www.
ourworldindata.org) based on data from the BP Statistical
Review of World Energy (www.bp.com/en/global/corporate/
energy-economics/statistical-review-of-world-energy.html)
(accessed on 8 October 2021).

Economic Policies for an Inclusive Recovery and Development

Delta outbreak has largely subsided in the
region, the persistence of the pandemic
across the globe continued to have adverse
spillovers on the region through the virtual
cessation of tourism and border closures.
Most countries in the region have adapted to
recurring outbreaks and resorted to targeted
restrictions to facilitate living with COVID-19.
Countries have cautiously relaxed restrictions
and are reopening borders, as seen from the
experience of Maldives and Thailand. Towards
the end of 2021, manufacturing PMI picked up
among South-East Asian economies (figure
2.3c).

As feared, the region is experiencing a
K-shaped recovery both between and within
countries. Between countries, different
recovery trajectories, unequal vaccine access
and differences in stimulus measures are
observed. Within countries, vast differences in
recovery among sectors and opportunity gaps
among sections of society are contributing

to increased poverty and inequalities,
undermining progress on achieving the
Sustainable Development Goal of ending

extreme poverty.

In the developing countries in the Asia-
Pacific region, recovery has been uneven
across different sectors. The manufacturing
sector has indeed benefited from the rising
global demand for goods from the region and
has seen sustained growth since mid-2020.
However, mobility restrictions and border
closures have had a more severe impact on the
transportation and hospitality sectors. Despite
an improvement in both sectors, they have yet
to return to their pre-COVID-19 levels (figure
2.4).

The tourism sector has yet to recover due to a
host of factors. As of end-2021, approximately
65 per cent of borders were still closed
(UNWTO, 2021). Tourist arrivals in Asia and the
Pacific are 92 per cent below pre-pandemic
levels (figure 2.5), although improvements
were seen in the last months of 2021. Rigid and
inconsistent requirements for entry, such as
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FIGURE 2.4
Recovery in consumer-facing sectors is trailing behind

Sectoral growth recovery
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FIGURE 2.5
International tourist arrivals remain significantly below pre-pandemic levels
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proof and recognition of vaccination,
costly pre- and post-arrival testing,
contact tracing through applications
and tokens, the need for COVID-19
insurance and certificates of entry are
all impediments to non-essential travel
(UNWTO, 2021; STR, 2021). Moreover,
mandatory quarantine requirements
for tourists in many countries or for
citizensreturninghomearealsoafactor
deterring travel. Economicfactors, such
as rising inflationary pressures in many
economies, may also lead to a rise in
airfare and accommodation costs and
contribute to dampening of travel
sentiments and recovery prospects of
the tourism industry.

Since the onset of the pandemic,
informal workers have been the
first to suffer adverse impacts due
to job insecurity, low skills and
lack of social safety nets. Within
the region, informal employment to
total employment can be as high as
95 per cent. Within many countries,
women make up a higher proportion
of informal employment (figure 2.6).
Such workers comprise a high share in
such sectors as food services, tourism-
related services, wholesale, and retail
trade as well as construction. Women
are disproportionately affected by
job and income losses as they are
often overrepresented in most of the
aforementioned sectors along with
domestic work, and labour-intensive
segments of manufacturing, such
as those related to garments. All
these sectors were the most severely
affected by the pandemic, resulting
in  women experiencing greater
employment losses (ILO, 2021a). Based
on ILO estimates, the pandemic led to
a decrease of 3.8 per cent in women's
employment compared with 2.9 per
cent for men in Asia and the Pacific
(ILO, 2021b). In 2021, the number of
men in employment was projected to

Economic Policies for an Inclusive Recovery and Development

have offset the job losses in 2020, while that of
women is likely to remain below pre-crisis levels
(ILO,2021b). Moreover,women are more likely to
leave their jobs to care for families and children
during prolonged closures of businesses,
schools and care services. This phenomenon
has been dubbed as “she-cession”. Youth, on
the other hand, faced fewer job prospects,
lower pay and fewer opportunities for skill
development, all of which will have impacts on
their future productivity potential (Pritadrajati,
Kusuma and Saxena, 2021).

Formal employment seems to have partially
recovered in 2021, as losses in working hours
declined. For instance, estimated working
hour losses for Asia and the Pacific declined
in 2021 to 4 per cent compared with 8.2 per
cent in 2020, indicating some adjustments to
pandemic-related restrictions (figure 2.7a). This
translates into 71 million full-time job losses in
2021 compared with 145 million in the previous
year (figure 2.7b).

The divergence in employment recovery is
also seen in more rapid turnaround in sectors,
such as information and communications
technology, wholesale and retail segment and
manufacturing. Contact-intensive sectors,
such as accommodation and food services,
have not seen a substantial increase (figure
2.8).

The number of poor people being pushed into
extreme poverty remained considerably high
in 2021. The uneven and sluggish recovery,
particularly in the tourism sector, on which
many economies in the region are highly
reliant, as well as other sectors that employ a
high share of informal workers, has contributed
to millions of people being pushed into poverty
acrosstheregion.Accordingto latest estimates,
an additional 85 million people* have been
pushed into extreme poverty since the start
of the pandemic based on the $1.90 per day
threshold (figure 2.9). When considering the
higher income criteria of $3.20 or $5.50 per day,
poverty levels are at 156 million and 160 million,

4 For the methodology on poverty estimates, see annex | in ESCAP (2021a).
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FIGURE 2.6
In many countries in the region, women account for a higher share of informal
employment compared with men
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respectively. High and persistent
poverty will erase years of progress in
poverty reduction.

Against the backdrop of this strong
yet nascent and uneven economic
recovery and pandemic-induced
supply disruptions, inflation edged
up in 2021 across the region (figure
2.10). In addition, such upward price
pressures are influenced by global
factors, such as rising commodity
prices (figure 2.11). As global demand
recovered, oil prices rebounded from
record lows during the pandemic
to a three-year high, surpassing $80
per barrel in October 2021. Oil prices
fell back slightly in December 2021,
reflecting concerns related to the
Omicron variant but rebounded again
at the start of 2022. Coal and gas prices
also surged to record levels in the third
quarter of 2021 amid supply shortages.

FIGURE 2.7

Economic Policies for an Inclusive Recovery and Development

The overall food price index has reached a 10-
year high and was up by 28 per cent above
2020 levels. Pandemic-induced disruptions
in production and transport, including high
shipping costs, also translate into higher
costs of goods. Within many developing Asia-
Pacific countries, currency depreciation also
contributed to inflationary pressures.

Core inflation, which excludes the more
volatile food and fuel prices, also showed
moderate increases in 2021, indicating that
inflation may be becoming a more broad-
based phenomenon (figure 2.10b). Pandemic-
related expansionary fiscal and monetary
responses have also affected inflation. Cash
handouts, wage-subsidy schemes, utility bill
subsidies, among others, increased household
savings. Accommodative monetary policy
and low borrowing cost induced spending
and investments, leading to rising inflation.
The surge in inflation will adversely affect
inequality as it further diminishes income of
poorer households.

Employment did not fully recover in 2021

(a) Working hours lost due to COVID-19
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(b) Equivalent number of full-time jobs lost (48 hours/week)
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FIGURE 2.8
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Rising inflation has also surpassed
central bank targets in a number of
countries in the region (figure 2.12)
particularly those in North and Central
Asia and South and South-West Asia.
In North and Central Asia, inflation
was influenced by rising food prices,
currency depreciation and higher
demand for goods as restrictions were
relaxed. Similarly, inflation in major
economies in South and South-West
Asia was above central banks’ targets
due to rising food and energy prices.
Easing supply disruptions and weak
demand brought India’s inflation down
towards the midpoint of the target in
the second half of 2021 but latest data
suggest inflation is on the rise and

FIGURE 2.9
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signs of price pressures in non-food segments,
such as clothing, health and transport, are
evident (Verma, 2022). In Pakistan, withdrawal
oftaxexemptionsonahost ofitems has pushed
up inflation along with currency depreciation
concerns, prompting the central bank to raise
the interest rate. In Sri Lanka, there are signs
of inflation becoming more broad-based with
core inflation rising above 10 per cent coupled
with depreciation concerns, also leading to
interest rate hikes.

Inflation is more subdued within countries
in East and North-East Asia and South-East
Asia (figure 2.10). Domestic factors, such as the
typhoon in the Philippines bumping up food
prices or rising domestic housing rentals and
cost of services in the Republic of Korea, are
also influencing inflation dynamics.

Increase in poverty due to the pandemic

Increase in poverty since the start of the pandemic

W $1.90
W $3.20
$5.50

160

120

80

Millions of persons

40

Source: ESCAP estimates.

160

156



Economic and Social Survey of Asia and the Pacific 2022 Building Forward Fairer

FIGURE 2.10

Inflation rose across developing countries in the Asia-Pacific region in 2021
(a) Headline inflation by subregion
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FIGURE 2.1
Global commodity prices have risen
(a) Global oil and commodity prices
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FIGURE 2.12
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Inflation surpassed targets in many countries in the region
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In response to rising inflationary
pressures, monetary policy has
become less accommodative in the
region, with most central banks either
having increased policy interest rates
or kept them unchanged during
2021(figure 2.13a). Nevertheless, China
reduced its reserve requirement ratio
in early December 2021 to inject $188
billion for business and household
loans (Choudhury, 2022). Later in
December the central bank reduced
its loan prime rate by 5 basis points
for the first time since April 2020 in
order to reduce the interest burden,
reinforcing the notion that it is open
to keeping rates accommodative. In
Thailand, despite a recent rebound in
inflation, the central bank has left the
policy rate unchanged in view of the
fragile economic recovery and sluggish
tourism sector recovery.

Fiscal policy remained supportive across
developing countries in the Asia-Pacific
region in 2021 (figure 2.13b). The average fiscal
deficit in 2021 at 5.2 per cent of GDP remained
relatively unchanged from the deficit of 5.3 per
cent in 2020. Spending on health measures
remained a priority in most of the countries
as they were affected by successive waves
of COVID-19 infection along with additional
spending on vaccinations. Responses, such
as unemployment benefits, wage subsidies,
measures to support firms and small
businesses, or cash handouts, continued or
were expanded through 2021. Spending on
emergency relief or crisis response has been
reduced in some countries while some have
shifted spending towards supporting recovery
in such areas as job training, digitization,
boosting tourism recovery, or to support safe
reopening.
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FIGURE 2.13
Fiscal and monetary policies remained accommodative in 2021
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BOX 2.1
Subregional perspectives

East and North-East Asia: Economic growth rebounded
strongly in early 2021 as major countries, China and the
Republic of Korea, were well ahead in terms of pandemic
management, with shorter lockdowns or having avoided
lockdowns entirely in the case of the Republic of Korea. Both
countries also benefited from the global recovery, which led
to a surge in export demand for consumer goods, electronics,
semiconductors and automobiles. Manufacturing activities
surged in line with export demand. Border closures have
caused a challenging environment for Hong Kong, China, as
a business and financial hub and have had severe impacts
on tourism in Macau, China. Mining recovered strongly in
Mongolia on the back of higher global commodity prices.
China's growth moderated in the second half of 2021 due
to regulatory tightening in various sectors, which weighed
on sentiments and economic activities. China grew by 8.1
per cent in 2021 despite moderation in the last two quarters.
Investments and private consumption are expected to pick
up towards the end of 2022 as countries move closer to
normalization. Inflation edged up broadly among countries
in East and North-East Asia primarily driven by supply-side
pressure from elevated food and fuel prices. Inflationary
pressures are expected to continue in 2022 and will ease
towards the latter half of the year as supply-side pressures
ease. Demand-side pressures will be contained by elevated
unemployment and weak wages.

North and Central Asia: Countries in the subregion
rebounded in 2021 from contractions in 2020 underpinned
by higher commmodity prices and increased global demand
for commodities. Private consumption was the main driver
of growth in the majority of economies. The Delta variant
and restrictions also weighed on the pace of recovery in 2021.
In Kazakhstan, higher oil prices, expansion of industry and
servicessupported growth indomesticdemand asrestrictions
eased. Inthe Russian Federation, growth expanded in the first
half from a low base, but the Delta variant wave constrained
growth in the latter half. The growth outlook for countries in
the subregion will be significantly influenced by the ongoing

Building Forward Fairer
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Russia-Ukraine conflict. The Russian Federation is likely
to suffer the largest impact due to various sanctions being
imposed, with significant spillovers to countries in the North
and Central Asian subregion through trade and remittance
linkages. Countries that have a higher dependency on trade
and remittances with the Russian Federation will see their
growth moderate in 2022 while net oil exporters will benefit
from higher oil prices. Inflation increased above central bank
targets across the subregion, driven by high global food
prices and rising domestic demand, prompting interest rate
increases in almost all countries throughout 2021. Inflation will
likely remain high within the subregion due to higher costs for
food, fuel, and shortages of goods due to trade disruptions. A
provisional assessment of potential economic impact of the
Russia-Ukraine conflict is provided in box 2.3.

South and South-West Asia: The Delta variant outbreak
around May 2021 disrupted manufacturing and trade in
Bangladesh, India, Nepal and Sri Lanka. The economic
setback in countries in the subregion was brief. This was
particularly the case in India, as the country resorted to more
localized and targeted restrictions compared with the hard
lockdowns of 2020. Manufacturing PMI in India moved into
expansionary territory in July after only a month of decline.
Private consumption was the main driver of growth in
India, which also influenced activities in its trading partners.
Tourism recovery is still tepid but did somewhat support
activities in Bhutan, Maldives and Nepal. Hydropower
projects supported growth in Bhutan and investments in
infrastructure projects supported growth in Pakistan and
Sri Lanka. Resilient remittance flows propped up domestic
consumption in Nepal and Bangladesh, which also benefited
from strong global demand for apparel. Growth is expected
to pick up in 2022 as a result of improved tourism prospects,
robust exports and improving private consumption. Inflation
in the subregion increased slightly in 2021 reflecting supply
chain bottlenecks and higher food prices, with larger impacts
on Pakistan and Sri Lanka due to their weak currencies.
Monetary tightening and easing supply disruptions will help
moderate prices. Record high inflation in the Islamic Republic
of Iran and Turkey are due to sanctions-related shortages and
steep depreciation in the former and currency volatility in the
latter. The sharp reduction in foreign aid, a banking crisis and
soaring food prices will mean growth contraction and high
inflation in Afghanistan.
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South-East Asia: South-East Asia's exports benefited from
strong global demand for electronics, auto parts and
chemicals in the first quarter of 2021. The subregion grappled
with the Delta variant during most of the second and third
quarter of 2021 through lockdowns and disruptions to tourism
and manufacturing, resulting in a global supply bottleneck.
As the Delta variant receded in the last quarter of the year,
countries gradually lifted restrictions and started to live with
CQOVID-19. Continued recovery will be seen in 2022, with a
weaker than expected first quarter due tothe Omicron variant
triggering a brief round of restrictions. Demand for exports
from the subregion will continue to drive growth while border
reopening, as pioneered by Thailand, is an encouraging sign
for tourism recovery. With many of the restrictions expected
to be lifted, private consumption will strengthen. Inflationary
pressures have been influenced by high global food and oil
prices. Typhoon Rai drove up food prices in the Philippines
along with the African Swine Flu, which also raised meat
prices in Thailand and Viet Nam. As inflation is more muted
in South-East Asia and core inflation remains modest, central
banks within the subregion will keep rates low to support
recovery.

Pacific islands: The Pacific weathered another year of
contraction in 2021 due to the adverse impact of the
pandemic and border restrictions, which have had adverse
impacts on tourism-dependent economies, such as Cook
Islands, Fiji, Palau, Samoa, Tonga and Vanuatu. Travel bubbles
were implemented in early to mid-2021 between Palau and
Taiwan Province of China; Cook Islands and New Zealand; and
New Zealand and Australia, among others. Some were able
to resume towards the end of 2021 or are planned for early
or mid-2022. Fiji opened its border to fully vaccinated tourists
from about 50 partner countries in December 2021. Inflows
of international tourists and resumption of the seasonal
workers programme with Australia and New Zealand wiill
boost private consumption through tourism receipts and
remittance inflows for Kiribati and Tuvalu. Growth is expected
to rebound in 2022 as tourism resumes while ongoing public
infrastructure projects will also drive growth in Fiji, Samoa
and Tonga, as will a liquified natural gas project in Papua New
Guinea. Inflation in the Pacific is heavily influenced by food
and transport costs, while weak currencies and the rebound
in domestic demand will drive up inflation in 2022.

Building Forward Fairer
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Despite strong rebounds in the
growth of output in developing Asia-
Pacific countries in 2021, supported
by monetary and fiscal policies, the
level of output was still about 2 per
cent below the pre-pandemic path
as of end-2021 (figure 2.14). The strong
recovery momentum in the growth
rate in 2021 is partly a reflection of
the low base and low level of output
in 2020.5 Nevertheless, from a policy
perspective, the focus should be
not just on trying to boost the level
of output through rapid economic
growth; rather, policymakers need
to think beyond GDP and also try
and improve the quality of growth
by improving inclusiveness and
sustainability aspects of economic
activities.

2.30utlook for
developing countries in
Asia and the Pacific -
riddled with uncertainty

Developing Asia-Pacific economies
are projected to grow, on average,
by 4.5 per cent in 2022 and 5 per
cent in 2023, a more moderate pace
compared with 2021 as the base
effect gradually disappears (table 2.1).
As discussed in the previous section,
economic recovery remains nascent
and uneven, and economic growth
in the developing countries in the
Asia-Pacific region is likely to remain
below pre-pandemic trends in 2022
and 2023 as well (figure 2.15). The near-
term prospect is constrained by a

5 Owing to economic contraction, the level of output was
much lower in 2020. Because the growth rate for 2021 is
calculated as the change in level of output between 2021 and
2020 (the numerator) over the level of output in 2020 (the
denominator or base), it will be higher due to the statistical
definition of growth rate. Thus, while the rate of economic
growth in 2021 may seem to have recovered, it is the level
of output that should matter from the policy standpoint. In
this vein, the level of output in 2021 remained lower than pre-
COVID-19 levels (see figure 2.14)

Economic Policies for an Inclusive Recovery and Development

new outbreak of the Omicron variant, having
triggered another round of restrictions and
border closures. At the same time, diminishing
fiscal space in many developing countries is
putting a question mark on the prospects of
continued fiscal support. Rising inflationary
pressures,alongwith the likelihood of increases
in interest rates, may also put the brakes on
support coming from the monetary policy
stance. All in all, the output loss for the region
is estimated to be at $2 trillion between 2020
and 2022.

Renewed restrictions and delayed border
openings will set back employment and
demand-side recovery (figure 2.16). Physical
distancing and mobility restrictions will further
dampen the consumer-facing sectors while
delayed border openings have repercussions
on employment in countries where the
share of jobs in travel and tourism are higher
than 20 per cent, many of which are small
island developing States and least developed
countries (WTTC, 2021).

The region’s exports are likely to continue
to support economic growth but at a more
moderate pace given declining demand in
other regions of the world. The extent and
duration of the ongoing supply shortages is
still uncertain but is anticipated to recede as
more countries reopen and demand shifts
away from goods to services and back orders
are filled.

The full resumption of economic activities
will be influenced by many factors, including
the availability of vaccines, the stringency of
restrictions, workplace closures, and monetary
and fiscal policy positions that have supported
enterprises and the labour force so far.
Nevertheless, labour markets will take time
to recover. On the demand side, firms remain
reluctant to hire new workers as repeated
outbreaks prevent full reopening, and workers
remain concerned about returning to work
due to health risks and uncertainties. Labour

6 Cambodia; Fiji; Macau, China; Maldives; the Philippines; Thailand; and
Vanuatu.
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FIGURE 2.14
Output levels in the majority of economies were still below pre-pandemic levels
and trend
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FIGURE 2.15
The pandemic has shifted the economic output trend downwards
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FIGURE 2.16
Mobility restrictions will set the recovery back
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TABLE 2.1

Selected economies in the ESCAP region: rates of economic growth and inflation,

2020-2023

Real GDP growth Inflation®
2020 2021 | 2022° @ 2023° | 2020 2021 2022" 2023°

Total ESCAP region -1.0 6.2 4.3 4.4 3.1 3.0 4.5 3.6
Developing ESCAP economies* -0.3 7.1 4.5 5.0 3.8 3.6 5.2 4.1
Developed ESCAP economies® -3.8 2.5 3.5 2.0 0.3 0.7 1.7 1.5
East and North-East Asia’ 0.3 6.4 4.6 43 1.8 0.8 1.9 2.0
East and North-East Asia (excluding Japan)’ 1.6 1.7 5.0 5.1 2.3 1.1 2.1 2.2
China 2.3 8.1 5.2 5.3 2.5 0.9 2.0 2.2
Democratic People's Republic of Korea . . . . . . . .
Hong Kong, China -6.5 6.4 3.0 3.3 0.3 1.6 2.1 3.3
Japan -4.5 1.7 3.3 1.6 0.0 -0.2 1.0 1.1
Macao, China -54.0 33.5 36.6 26.0 0.8 0.0 2.0 2.2
Mongolia -4.6 1.4 5.6 6.1 3.7 7.1 8.5 9.0
Republic of Korea -0.9 4.0 3.0 2.7 0.5 2.5 3.1 2.2
North and Central Asia’ -2.3 4.9 -5.2 2.6 4.5 7.3 13.7 10.1
"[ °“|" al.“" cﬁen“?' A cration) 1.1 54 55 4.6 7.9 9.3 9.8 7.3
Armenia ’ -1.4 5.7 4.2 4.6 1.2 7.2 7.0 6.0
Azerbaijan -4.3 5.6 4.5 4.0 2.8 6.7 11.0 6.5
Georgia -6.2 10.1 5.5 5.0 5.2 9.6 12.0 8.0
Kazakhstan -2.6 4.0 5.6 4.5 6.8 8.0 8.6 6.0
Kyrgyzstan -8.6 3.6 2.6 4.1 6.3 11.9 12.0 5.0
Russian Federation -2.7 4.8 -8.6 2.0 3.4 6.7 15.0 11.0
Tajikistan 4.5 6.0 4.0 3.4 8.6 8.0 9.0 7.0
Turkmenistan 5.9 5.3 6.0 3.7 10.0 15.2 14.0 13.0
Uzbekistan 1.9 7.4 6.3 5.6 12.9 10.9 9.6 8.1
Pacificf -2.1 4.6 4.1 3.0 1.0 3.0 3.4 2.5
Pacific island developing economies' -5.4 -0.3 4.8 3.6 33 3.4 3.7 3.2
Cook Islands -5.9 -26.0 7.1 6.0 0.7 1.0 0.7 0.5
Fiji -15.7 4.1 7.0 6.0 -2.6 0.2 3.0 2.3
Kiribati 0.6 0.3 2.3 3.0 1.0 1.1 1.5 2.2
Marshall Islands -2.6 -3.3 3.5 3.0 0.3 1.0 1.7 2.0
Micronesia (Federated States of) -1.8 -3.2 1.0 3.0 1.6 1.9 2.0 2.0
Nauru 0.7 1.5 1.0 0.8 0.9 1.1 2.0 2.0
Palau -10.3 -16.0 10.5 12.0 0.7 -0.3 1.0 1.5
Papua New Guinea -3.5 1.3 4.6 3.0 4.9 4.5 4.1 3.6
Samoa -2.6 -8.1 1.7 2.8 -1.6 -3.0 2.7 2.7
Solomon Islands -4.3 1.0 4.5 4.5 3.0 2.6 3.5 2.1
Tonga -0.8 -5.1 1.8 3.1 0.2 1.3 2.5 2.0
Tuvalu 1.0 2.5 3.3 3.6 1.6 4.0 4.5 4.5
Vanuatu -6.8 1.2 3.0 4.1 2.9 4.1 3.6 2.5
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Real GDP growth Inflation®
2020 2021 2022° 2023° 2020 2021 2022° | 2023°
gl‘fl‘)':’;;f::, IS 2.1 4. 41 3.0 1.0 30 34 25
Australia 2.2 47 4.2 3.0 0.9 2.9 3.3 2.5
New Zealand -1.0 4.4 3.3 3.3 1.7 3.9 43 2.5
South and South-West Asia*? -3.5 8.3 6.6 5.7 10.2 11.5 13.4 8.9
Afghanistan -8.9 -5.8 4.8 5.6 5.6 5.9 4.7 3.9
Bangladesh 3.5 5.4 6.5 6.7 5.7 5.6 5.8 5.5
Bhutan -0.8 2.3 5.0 5.0 4.5 6.8 6.6 5.6
India -7.3 9.0 9.0 7.1 6.2 5.5 5.0 4.7
Iran (Islamic Republic of) 3.4 3.0 3.5 2.6 35.9 41.0 26.0 22.0
Maldives -33.5 31.6 12.0 9.5 -1.4 0.6 2.3 2.2
Nepal 2.1 4.0 4.7 43 6.2 3.6 5.5 5.4
Pakistan -1.0 5.6 4.5 4.1 10.7 8.9 10.5 6.5
Sri Lanka -3.6 3.5 3.7 4.1 6.2 7.0 6.1 5.5
Turkey 1.8 11.0 2.4 3.6 12.3 19.4 35.0 17.5
South-East Asia’ -3.9 3.3 5.0 5.2 1.2 23 3.3 2.8
Brunei Darussalam 1.1 -1.5 3.0 5.0 1.9 2.0 1.5 1.0
Cambodia -3.1 2.7 5.5 6.2 2.9 2.9 2.5 1.6
Indonesia -2.1 3.7 5.2 5.6 2.0 1.6 3.2 2.9
Lao People's Democratic Republic 3.3 2.1 4.2 4.8 5.1 3.7 5.0 4.1
Malaysia -5.6 3.1 5.8 4.9 -1.1 2.5 2.8 2.0
Myanmar -3.3 -18.0 -0.8 2.5 3.9 6.1 7.5 6.5
Philippines 9.6 5.6 6.3 6.7 2.4 4.5 3.3 3.0
Singapore -4.1 7.6 41 3.3 -0.2 2.3 3.5 2.5
Thailand -6.2 1.6 4.0 42 -0.8 1.2 3.0 2.5
Timor-Leste -7.6 1.8 3.8 2.6 0.5 1.6 2.5 2.8
Viet Nam 2.9 2.6 6.5 6.7 3.2 1.8 2.9 3.2
Memorandum items:
Least developed countries 0.8 0.0 4.7 5.6 5.2 5.3 5.8 5.3
Landlocked developing countries -1.3 4.5 5.4 4.7 7.6 8.6 9.1 7.0
Small island developing States -9.1 3.8 5.7 4.3 2.5 3.0 3.5 3.0

Source: ESCAP estimates and projections.

@ Changes in the consumer price index.

b Estimates.

¢ Forecasts.

9 Developing Asia-Pacific economies consist of all countries and areas listed in the table, excluding Australia, Japan and New
Zealand.

¢ The group of developed Asia-Pacific economies consists of Australia, Japan and New Zealand.

fAggregate growth rate calculated using GDP in 2015 United States dollars as weights.

9 The estimates and forecasts for countries relate to fiscal years. These are defined as follows, 2021 refers to fiscal year spanning
the periods 1 April 2021 to 31 March 2022 in India; 21 March 2021 to 20 March 2022 in Afghanistan and the Islamic Republic of Iran;
1July 2020 to 30 June 2021 in Bangladesh, Bhutan and Pakistan,; and 16 July 2020 to 15 July 2021 in Nepal.
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supply will also be constrained by lower
international labour mobility (migrants
returned home, limited and higher
cost of travel with additional health
procedures, paperwork and quarantine
may limitinternational labour mobility).
Those who have lost their jobs and
have been pushed into poverty may
resort to informal employment, which
has negative impacts on their future
earning potential (Pritadrajati, Kusuma
and Saxena, 2021).

Inflation for the region is expected
to remain elevated in the near term,
averaging 5.2 per cent in 2022 and
subsiding to 4.1 per cent in 2023 (table
21). This assumes that high food
and energy prices will persist amid
lingering supply chain disruptions
in 20227, further exacerbated by the
Russia-Ukraine conflict (box 2.3). On
the supply side, continued pandemic-
related disruptions, which delay
production and transport and extend
the global supply constraints, are one

7 The World Bank Commodities Market Outlook (October
2021) projects crude oil prices to remain elevated in 2022 at
an average of $74 per barrel before declining to $65 in 2023.
Likewise, food price projections remain high in the current
year and will decline slightly in 2023 but will still be higher
than pre-pandemic levels.

Building Forward Fairer

factor that is likely to keep upward pressure on
prices. Moreover, as 90 per cent of the world's
merchandise is shipped by sea, the high cost
of shipping by sea is likely to remain elevated
due to backlogs, a strained hiring market, high
fuel prices and ports struggling with labour
shortages, all of which will be factors fuelling
inflation (Rao and Saul, 2021).

Nevertheless, some encouraging signs are
already taking shape in early 2022 with easing
concerns over Omicron and several countries
in the region preparing to reopen their borders
to support tourism recovery, shift demand
away from goods towards services and ease
other constraints, such as labour mobility
and transport. On the other hand, country
reopenings can contribute to demand-side
inflation as observed in developed countries
where pent-up demand and large fiscal
stimulus led to overwhelming increases in
demand for goods and services. However, the
magnitude of increase in demand may not
be as substantial in developing Asia-Pacific
countries as excess savings may not be as
large due to more modest stimulus packages,
weak wage growth and subdued labour
market conditions. Inflationary pressures
are expected to gradually decline as supply-
demand imbalances diminish. However, this is
contingent upon the monetary policy stance.

i
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3.

RISKS AND
UNCERTAINTIES
TO THE OUTLOOK

The region’s near-term economic
outlook is subject to several
downside risks from pandemic-
induced disruptions to mounting
inflationary  and Mmacroeconomic
stability concerns. The likely spillovers
from China's moderation and property
sector decline and the still-evolving
geopolitical conflict between the
Russian Federation and Ukraine
cannot be ignored either.

3.1 Pandemic-related
headwinds can set
back the nascent
recovery

COVID-19 remains
the greatest threat

The emergence of more virulent
variants could prolong the
pandemic and derail progress as
seen with Delta and Omicron. As
the efficacy of vaccines remain
guestionable against new variants,
the pandemic will linger on with
some form of restrictions and
distancing remaining in place.
Vaccines, however, have not ensured
sustained economic recovery as
seen in the sharp rise in cases in
developed countries with high
vaccination rates. Continuation of
cases, despite vaccinations, is likely
to prolong restrictions on economic
activity, causing uncertainty and
dampening the near-term economic
outlook.

Economic Policies for an Inclusive Recovery and Development

Lingering supply shortages

Pandemic resurgence and continuation
through new variants can disrupt economic
activities and prolong supply shortages.
Semiconductor shortages can have negative
impacts on vehicle exports (Republic of Korea,
Thailand) and economies where electronics
account for more than 20 per cent of exports
(China; Hong Kong, China; Philippines; Viet
Nam) as seen in recent production halts.
Fast-rising demand and supply disruptions in
coal can disrupt factories in China and India
through power outages. Supply shortages
could persist even longer, leading to
inflationary pressures.

Moderating export growth

Headwinds on exports are possible as a
gradual recovery of production in other parts
of the world may replace some of the demand
for goods exports from the region. Supply
bottlenecks can drive up shipping costs where
global freight cost has already quintupled
since early 2020 (The Economist, 2021; Rao and
Saul, 2021). A surge in prices of raw materials
is starting to drive up production costs and
causing local production disruptions. At the
same time, demand for pandemic-related
goods, such as medical supplies, electronic
devices and other durables needed for
pandemic response and adaptationsin lifestyle
(workplace health safeguards, work from home
arrangements) are likely to gradually plateau
and also be replaced by demand for services
(accommodation, air travel).

3.2 Deepening of uneven
progress in recovery may
lead to long-lasting scars

Prolonged pandemic disruptions may
exacerbate the K-shaped recovery and cause
long-lasting scars. Along with other pandemic
induced disruptions, postponed border
reopenings will delay recovery in tourism,
and intermittent restrictions will hamper
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BOX 2.2
Potential scarring effects of COVID-19

All recessions lead to long-term scars (Cerra and Saxena,
2005) and pandemics are no different (ESCAP 2021a; Ostry,
Loungani and Furceri, 2020; Jorda, Singh and Taylor, 2020;
Ma, Rogers and Zhou, 2020). Globally, long-term damage to
potential output from previous episodes is estimated at close
to 3 per cent. The impacts of the current pandemic could be
larger because of its global scale and complexity.

Theextentofscarringwillvaryacrosscountriesandsectors.
Recent attempts to gauge potential medium-term output
losses caused by COVID-19 range from 6 to 12 per cent of
GCDP.2 Barrett and others (2021) estimated that economies
more reliant on tourism and those with large service sectors
are expected to experience higher persistent losses, which
is consistent with the current period of prolonged border
closures, while countries with larger fiscal measures are
projected to suffer smaller losses.

Channels of scarring
Pandemic-induced disruptions in labour markets

Protracted labour market disturbances leave scars on the
quality of the workforce and future productive potential.
Large and sudden unemployment resulted from supply
shocks following lockdown measures and economic
and demand contraction arising from uncertainty in the
early days of the pandemic. Resurgence of new COVID-19
variants and related disruptions prolong the duration of
unemployment, resulting in erosion of workers’ skills that
will discourage them from returning to the workforce. As
a result, many workers have fallen into poverty, which will
exacerbate pre-existing inequalities and reduce future
economic growth prospects.

Lack of capital investment

Weakened economic prospects and balance sheets may
lead to an extended period of low investment, which in
turn reduces productivity. Sizable stimulus measures
introduced in developed countries and to a lesser extent in

Building Forward Fairer
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developing economies to alleviate adverse economic and
social impacts have raised future concerns on increased
debt and leveraging. Uncertain economic prospects and
less availability of credit reduce incentives to invest in capital
or R&D, thus reducing productivity.

Loss of productivity

Productivity loss from fewer working hours, lack of
investmentsandlossinschoolhourswillalsobe coupled
with other structural changes brought about by the
pandemic. These include digitization, decarbonization and
demographic changes, which may have adverse impacts
on production potential (Gromling, 2021). Reallocation of
resources will take time and firms will need to adapt to
restrictions.

A unique effect of the COVID-19 pandemic is the learning
and earning loss from prolonged school closures. Full
and partial closure of schools varied across countries in the
region with the highest full closure being up to 63 weeks®
(see figure below). The digital divide also meant that those
lacking access to the Internet were deprived of learning
opportunities as teaching was shifted to online formats.
Earning loss for developing countries in the region is
estimated at $1.25 trillion or 5.4 per cent of GDP in 2020 (ADB,
2021a). The impact of short-term disruptions, such as school
closures and postponed or cancelled assessments and
qualifications, are likely to have long-term consequences
on learning and earning potential (Burgess and Sievertsen,
2020).

FIGURE
Pandemic-induced school closures in countries and areas in Asia and the Pacific
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Some non-economic impacts specific to COVID-19 include
effects on perception of risks and trust in institutions.
Firms and individuals are likely to put higher weight on
similar risks in future decisions that may affect spending
patterns. Moreover, eroding public trust in institutions and
leaders due to adverse impacts of the pandemic can affect
their ability to deliver any change where public support is
needed (Cerra, Fatas and Saxena, 2021; Aksoy, Eichengreen
and Saka, 2020).

Aggressive expenditure response and continued
macroeconomic stimulus, where policy space allows,
will lower declines in output growth, according to Cerra,
Fatas and Saxena, (forthcoming), compared with countries
having a smaller fiscal response. Tailoring and targeting
responses are also important to facilitate speedy and
sustained economic recovery. Policies to help reduce the
long-term effects of scarring are also discussed in section
4.3,

2 Barro, Ursiia and Weng (2020) attempted to gauge potential effects of COVID-19 on mortality and
economic activity through outcomes of the “Great Influenza Pandemic” (the so-called Spanish Flu),
which showed a decline in GDP by 6 per cent and a decline in private consumption by 8 per cent. The
use of the death rate during the great influenza pandemic, which translates into approximately 150
million deaths relative to the world’s population of 7.5 billion in 2020, may seem remotely higher than
the 6 million global deaths from COVID-19 and approximately 1.7 million deaths in Asia and the Pacific
(as of March 2022 based on WHO COVID-19 explorer).

b For details, see UNESCO Institute for Statistics, global monitoring of school closures caused by
COVID-19 dashboard (covidl9.uis.unesco.org/global-monitoring-school-closures-covid19/regional-
dashboard/).
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growth in the services sector. Shorter
working hours, extended business
closures and extended unemployment
can erode worker skills. Prolonged
school closures can have long-
term impacts on children's learning
potential. Uncertainties regarding
economic prospects lower incentives
for investments in capital and
research and development (R&D), thus
reducing productivity. These effects
will have impacts on future productive
capacities, earning potential and
productivity growth (box 2.2).

3.3 Macroeconomic
stability concerns are
rising

On the fiscal front, shrinking fiscal space,
particularly in South and South-West Asian
economies, amid tightening financial
conditions, is likely to challenge the progress
of the recovery. Premature withdrawal of
fiscal support measures can halt the recovery’s
momentum. According to latest projections
by IMF, fiscal consolidations are on the
horizon (figure 2.17a), which are likely to have a
negative impact on recovery and inequalities.
While Governments should spend as long as
needed for the recovery to become sustained,
contracting fiscal space will have implications
for financing recovery in the near-term and
will adversely affect progress on sustainable
development, including through a Ilikely
increase in inequalities. This crucial implication
is explored in detail in chapter 3.
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FIGURE 2.17
Shrinking fiscal space will challenge the progress of economic recovery
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Public debt to GDP ratio in developing
Asia-Pacific countries will remain
persistently high in the near term. The
average public debt to GDP ratio for
developing Asia-Pacific countries for
2021 is estimated at 50 per cent, which
is higher than the pre-pandemic level
by 20 percentage points. Debt levels
are projected to remain elevated well
into 2023 as the pandemic lingers
on and recovery has yet to become
sustained (figure 217b). In going
forward, this would keep fiscal space
constrained and servicing such debt
will require additional fiscal resources
that could otherwise be channelled
towards supporting efforts to achieve
the Sustainable Development Goals.
Although debt levels for the region
remain manageable, based on the
commonly used 60 per cent debt to
GDP benchmark, debt sustainability
is still a concern in a number of
countries. In Maldives for example,
public debt to GDP remained higher
than pre-pandemic levels by almost 60
percentage points in 2021. In Bhutan,
Fiji, India and Sri Lanka, the increase in
debt since the onset of the pandemic
ranges from 17 per cent of GDP to
38 per cent of GDP. About a third of
developing Asia-Pacific countries will
be at high risk of debt distress over
the coming years as the potential rise
in interest rates may have negative
impacts on debt servicing. In ascenario
of prolonged economic stagnation,
fiscal sustainability is likely to become
a serious policy challenge for a large
number of developing countries.

High and persistent fiscal deficits
and rising public debt basically
mean national dissavings, which
are reflected in current account
deficits. If current account deficits
are not financed adequately, then
there are risks for the overall balance
of payments and for rapid exchange
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rate depreciation. Similarly, countries with
weak capital markets and stagnant revenues
run the risk of fiscal/debt sustainability risks,
which may adversely affect credit ratings and
thus financial flows to that country, forced
contractions in fiscal positions (through ad
hoc increases in taxes and reductions in critical
fiscal expenditures) with several adverse
conseqguences for recovery and development.

The expected monetary tightening in the
United States due to record high inflation
may put pressure on central banks across
the globe to begin tightening as well,
thus choking the recovery’'s momentum.
Several Asia-Pacific economies are already
facing rising inflationary pressure. In these
circumstances, keeping interest rates low for
long may be difficult. Monetary tightening
will have implications for debt servicing in
economies with high debt obligations and low
foreign exchange reserves. This, in turn, would
exacerbate debt sustainability risks.

Furthermore, risks of capital outflows and
currency depreciation may lead to exchange
rate pass-through and thus higher import
prices. Growing price pressures from higher
material costs driven by supply chain
bottlenecks and surge in demand due to
reopening may also pass on price inflation
to consumers, thus reinforcing the need to
initiate monetary tightening. Understanding
such dynamic relationship between the
inflation/interest rate outlook and fiscal/debt
positions is important to fully appreciate the
risks to macroeconomic stability.

3.4 China’s moderation
may have adverse spillover
effects on other countries in
the region

Moderation in China’s consumption, exports
and industrial activities will no doubt weigh
on the region’s growth momentum, given the
interlinkages of its economy with several other
economies in the region.
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A potential contraction in China's
property development sector could
have significant impacts on the
country’'s economic growth with
possible spillovers to the rest of the
region. Disruption would have wide

repercussions for home buyers,
property developers, suppliers,
contractors, banks and financial

institutions and will cause a slowdown
in construction.

A slowdown in China is likely to spill
over to the rest of Asia through lower
trade, particularly for capital goods,
machinery and electrical goods with
key partners, such as Indonesia,
Malaysia, the Philippines, Singapore,
Thailand and Viet Nam.® Exporters of

8 ASEAN-6 (Indonesia, Malaysia, the Philippines, Singapore,
Thailand and Viet Nam) have surpassed the European Union
as China's largest trading partner in 2020. A slowdown in
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raw materials, such as Australia, which export
iron ore for steel production will suffer adverse
impacts from lower demand for steel because
of declines in new construction, and China's
target to lower carbon emissions which is
aimed at lowering steel output as it involves
a high-polluting and high-energy-intensity
processes. Continued supply constraints
and power shortages in China will prolong
global supply disruptions, halting production
in numerous factories and causing delayed
delivery of goods.

China’s Zero-COVID strategy is also a risk not
only to its domestic demand, investment and
tourist arrivals but also to countries highly
reliant upon tourist arrivals from China, such
as Cambodia, the Philippines and Thailand.®

9 Tourist arrivals from China contribute up to 28 per cent of tourism
receipts in Thailand.

China will have impacts on trade with these countries.

-

BOX 2.3

Potential economic impact of the Russia-Ukraine conflict
on the Asia-Pacific region

The impacts of the Russia-Ukraine conflict are wide
ranging and being felt globally. However, as the situation
is fast evolving, it is difficult to assess its full implications for
the Asia-Pacific region. The information contained in this
box provides a provisional assessment. The most significant
impact on the Asia-Pacific region will be inflation, and thus
adversely affect people in lower-income groups, primarily
throughrising prices for oiland food. The Russian Federation
is likely to suffer the largest impact due to various sanctions
being imposed, with significant spillovers on countries in
the North and Central Asian subregion through trade and
remittance linkages.

Sanctions imposed on the Russian Federation will disrupt
the country’'s trade and financial linkages, particularly
through reducing exports of oil and natural gas which
contribute about 15 per cent to the country’'s GDP.? Such
sanctionswill increase the cost of trade and cause shortages
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of goods, pushing up inflation and triggering currency
depreciation and interest rate increases. These will further
add to existing inflationary pressures, lower consumer and
business confidence and thus aggregate consumption and
investments, and eventually result in a significant decline in
economic growth.

The impact on North and Central Asian economies is
likely to be significant as well through trade ties and
remittance linkages with the Russian Federation. North
and Central Asian countries are more reliant on imports
from the Russian Federation (5 to 7 per cent of GDP) and
to a lesser extent on exports (2 to 5 per cent of GDP), while
trade dependency with Ukraine is much lower (2.5 per cent
of GDP and lower) (see figure below). Sanctions coupled with
shipping and transport disruptions will add to trade costs and
goods shortages, increasing the price of goods and services
in countries in North and Central Asia. Moreover, the decline
in economic growth and sentiments across the globe will
likely lower trade and export revenues for export-oriented
economies. For the rest of Asia and the Pacific, trade ties with
the Russian Federation account for about 1 per cent of GDP
or lower and approximately 0.1 per cent of GDP for trade with
Ukraine. Such weak trade linkages should shield the rest of
the Asia-Pacific region from direct large impacts, such as
the collapse of Russian imports or any other trade barriers
imposed on the country.

Figure
Trade dependency of economies in the Asia-Pacific region on the Russian
Federation and Ukraine
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Source: Capital Economics (2022). Available at data.capitaleconomics.com/
Ifgnbec/russia-ukraine-global-exposures (accessed on 16 March 2022).
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The high dependence of many countries in North and
Central Asia on remittances from the Russian Federation
will leave them vulnerable. Thisis more so where remittances
contribute between 10 and 30 per cent of GDP, and a
significant percentage is from the Russian Federation, such
as in the case of Kyrgyzstan (more than 80 per cent) and
Armenia, Tajikistan and Uzbekistan (more than 50 per cent)
(Ratha and Kim, 2022).

Weakening economic activities in the Russian Federation
will dampen employment and incomes of migrant workers
and their ability to send remittances home. A depreciated
rouble will reduce the value of earnings and savings, and
the overall value of remittances in 2022, despite increases
in oil prices. Sanctions on the Russian banking system will
disrupt remittance flows through formal channels. The
decline in remittances will lead to economic and social
pressures because they support household consumptionand
investments in workers' home countries. Based on an initial
assessment of effects of the decline in economic activity inthe
Russian Federation and its weakening currency, remittances
are likely to decline in countries in North and Central Asia
in 2022 by as much as 33 per cent in the case of Kyrgyzstan
(Ratha and Kim, 2022).

As the Asia-Pacific region is a net oil importer,® the impact
of rising oil prices will be significant, particularly for large oil
importers.c Although the Russian Federation is not the main
source of energy and commodity exporter to the Asia-Pacific
region, countriessuch as China and the Republic of Korea had
been importing more than 10 per cent of their oil from the
Russian Federation (Aljazeera, 2022). Oil prices are expected
toremain above $100 per barrel until at least the second half of
2022, with energy exporters gaining considerably. Provisional
ESCAP estimates show that compared to the baseline
scenario of no-conflict, an average oil price at $100 per barrel
would lead to a 0.4 per cent reduction in real output and an
estimated increase in inflation by 2.3 percentage points.

The cost of food and agricultural commodities is also being
pushed up. The Russian Federation and Ukraine together
account for a quarter of the world’'s wheat exports, along with
other grains. Higher costs for global wheat will likely push up
the price of grain substitutes and animal feed, thus adding
to the cost of livestock production. Higher energy prices will
also push up the price of fertilizers, which may result in lower
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fertilizer use and lower crop yields. Food and feed prices may
rise by 8 to 22 per cent in 2022/23 based on projections (FAO,
2022) and will have strong impacts on net food importers,®
the majority of which are least developed countries (UNWTO,
2022).

Higher food, oil and agricultural commodity prices will
weigh on consumption and growth as the weight of food and
energy in the CPI basket are as high as 40 per cent or more in
many countries in the region. This will hamper consumption
at a time when countries are just recovering from the
pandemic and labour markets remain weak. Consumption
will also be constrained by the expected tightening of
monetary and financial conditions, where global interest
rate rises, in response to higher global inflation, may lead to
interest rate increases in the region.

Lastly, as Russian citizens are unable to travel abroad, loss of
tourism revenues will set back tourism recovery in countries
dependent on arrivals from the Russian Federation. Russian
tourists account for almost 20 per cent of international
arrivalsin Sri Lanka and approximately 4 per cent for Thailand,
among other tourism-dependent economies in the region. In
Thailand, the potential loss of tourism revenue from arrivals
from the Russian Federation is equivalent to 0.2 per cent of
GDP (Thai PBS, 2022).

@ Current sanctions broadly include freezing assets of Russian banks, an export ban on specific oil-
refining technologies to the Russian Federation from Europe and other strategic items from elsewhere,
halting exports of such goods as semiconductors, cutting high-technology imports to stall development
of military capabilities and stemmming Russian companies and State from their ability to raise or borrow
funds (Nolsoe and Pop, 2022; Funakoshi, Lawson and Deka, 2022).

> With the exception of net fuel exporters in the region: Azerbaijan, Brunei Darussalam, Indonesia, the
Islamic Republic of Iran, Kazakhstan, Malaysia and Turkmenistan.

¢ Such as China, India, Japan, the Republic of Korea, the Philippines, Singapore and Thailand.

d Afghanistan, Bangladesh, Cambodia, the Lao People’'s Democratic Republic, Mongolia, Myanmar,
Nepal, Pakistan, Samoa, Solomon Islands, Sri Lanka and Vanuatu.
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Countries will need to adopt a policy
mix that facilitates coexistence with
the virus. While border closures, hard
lockdowns and stringent quarantines
have proven to slow the spread of
outbreak, they have also been highly
detrimental to economies and the
well-being of people. Hence, countries
will need to strike a balance between
avoiding economic and social fallouts
while maintaining public health,
livelihoods and lower burdens on the
health system. For instance, travel
bubbles with appropriate testing
and containment have given hope
to tourism-dependent economies.
The experience of border openings in
Maldives and Thailand have set some
examples which can be revisited
under the Omicron and any future
outbreaks. Coordinated action among
countries on entry requirements,
travel documents and related
protocols may encourage increased
international travel. Preparedness,
clear communication and adaptability
to a rapidly changing environment are
important to establish credibility and
trust.

4.2 Avoiding
macroeconomic
instability through
prudent fiscal and
monetary policies

Fiscal policies need to remain
accommodative to support the
nascent recovery in the region.
However, with shrinking fiscal
space, spending will have to be
more targeted and efficient, while
essential areas of spending will need
to be maintained. A major shift in
fiscal management will be needed to
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increase efficiency of spending through better
prioritization, curtailing unnecessary spending
and subsidies, improving direct tax collections
through strengthened tax administrations
and stemming tax evasion and controlling
leakages. Chapter 3 explores priority spending
areas and how to spend smarter.

Similarly, given the rising inflationary
trends, maintaining an accommodative
monetary policy stance may be difficult for
many countries. Monetary policy can remain
accommodative only in countries where
inflation is expected to remain within targets.
In such countries as the Republic of Korea
and Singapore, where inflation is rising rapidly
while recovery has been more advanced than
in other parts of the region, the central banks
have raised interest ratesto counterinflationary
pressures. Pakistan and Sri Lanka have
raised interest rates to check rising inflation,
although economic recovery is not yet stable.
A timely increase in the interest rate can help
with stemming potential capital outflows,
attracting portfolio investments and warding
off unnecessary depreciation pressures, thus
strengthening external positions.

Countries should consider some measures
to counter adverse impacts of financial
tightening, including debt rescheduling
where possible to alleviate debt repayments or
putting into place capital flow management
and macroprudential measures to prevent
large capital flow reversals.

4.3 Policies to reduce
inequality and minimize
scarring

Measures to address productive capacity
of the current and future labour force
along with increasing productivity through
investments to promote innovation and
technology adoption could help to reduce
inequalities and minimize scarring.
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Boosting labour market recovery and
labour market adjustments through
active labour market policies, such as
trainings, job search and facilitating
reallocation of workers, would be of
particular benefit to vulnerable groups,
such asthose with low skills and limited
work experience, such as youth. As a
higher proportion of women worked in
the most severely affected sectors and
faced greater job losses, coupled with
new care responsibilities during the
pandemic, which forced many to leave
the workforce, job retention schemes,
provision of childcare and elderly care
support, or policies to keep schools
open, could facilitate labour market
participation for women. To address
future earning potential, policies to
mitigate negative outcomes of school
closures, such as rebuilding loss
learning and investing in unlocking
digital learning opportunities, would
promote productive capacities.

Policies to boost investment,
promote innovation and adoption of
technology can increase productivity,
particularly as COVID-19 has induced
rapid adoption of digitalization and
automation.

To minimize long-term scarring,
Governments should prioritize
spending on certain areas: examples
would include health care to hasten
recovery from the pandemic and lower
burden of disease and care; spending
on education could improve learning
and the earning potential of students
andthefuture workforce;and spending
on social protection, which will protect
millions from falling into poverty (see
chapter 3 for details).

Building Forward Fairer

4.4 Building resilience into
the system

The pandemic has exposed inherent
vulnerabilitiesin the region’'seconomies, which
have relied too much on boosting short-term
economic growth at the expense of long-term
sustainability. Ingoing forward, recovery should
be green and inclusive; in this regard, a few
countriesin theregion are already stepping up.
Some examplesinclude the Republic of Korea's
New Deal, which isfocused on improved quality
of life and carbon neutrality. Singapore Green
Plan 2030 (n.d.) describes how the country is
striving to transition towards sustainability and
establish a hub for green finance and carbon
trading. China, India, Japan and the Republic
of Korea have also announced plans to achieve
carbon neutral targets: by 2050 for Japan and
the Republic of Korea, by 2060 for China and
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by 2070 for India. The Philippines and
Viet Nam on the other hand have
committed to move away from coal.
These initiatives are helping to lay
foundations for resilient economies to
serve the well-being of both people
and the planet.

ESCAP also proposed a “build forward
better” policy package in the Survey
for 2021in order to build resilience and
to avoid a potential K-shaped recovery
and further damage to long-term
development prospects. This could
be accomplished through affordable
investments in basic social services,
such as universal health coverage
and a social protection floor, closing
the digital divide and taking stronger
climate and clean energy actions.

Economic Policies for an Inclusive Recovery and Development
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S.
CONCLUSIONS

The pandemic has indeed caused
unprecedented socioeconomic disruptions
in Asia and the Pacific. The region has
emerged from the sudden and severe stage
of the crisis. Yet, the recovery is incomplete
as the pandemic lingers and considerable
uncertainty on multiple fronts cloud the near-
term outlook. An uneven recovery is likely
to result in long-term scarring. A sustained
recovery is contingent upon targeted fiscal,
monetary and labour market policies, and
strategies to coexist with the coronavirus. The
region should continue to implement policies
and initiatives that help transition towards an
inclusive, green and resilient economy and
thus lay a firm foundation to better withstand
future shocks.
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The COVID-19 pandemic has
pushed countries in the region into
a fiscal bind. The need to spend
remains elevated, while the means
to spend have been reduced. Those
countries with sufficient fiscal
space' should continue to spend
to achieve an inclusive recovery,
while those in a bind need to work
on both improving the efficiency
of spending and looking for more
revenue.

As argued in chapters 1 and 2, the
pandemic has brought the issue
of inequality to the fore. Looking
back, the pains of the pandemic,
which have strengthened drivers of
inequality, could have been partially
mitigated if more people-oriented
investments had been made prior
to the start of the pandemic, in
particular in health care, education
and social protection programmes.
In learning from the past, similar
mistakes should be avoided this
time around.

1“Fiscal space” denotes “room in a government ‘s budget
that allows it to provide resources for a desired purpose
without jeopardizing the sustainability of its financial
position or the stability of the economy” (IMF, 2005).

Two years into the pandemic, the fiscal outlook
remains tough. The initial fiscal response
included substantial spending on health systems
to fight the pandemic and support workers and
small businesses to prevent an even deeper crisis.
While ameliorating the social and economic
impact of the pandemic, the median fiscal
spending increased from 28 per cent of GDP in
2019 to 29 per cent in 2021 (figure 3.1a). However,
with large declines in economic output (chapter
2), fiscal revenues did not catch up with growing
expenditures. As a consequence, median fiscal
balances have deteriorated during this period
from a deficit of 1.3 per cent of GDP in 2019 to 5.2
per cent of GDP in 2021.

The permanent loss in output is estimated at $2
trillion dollars over the period 2020-2023 (chapter
2). With much of the fiscal space used up to fight
the pandemic, there is reduced ability for many
developing economies to spend their way out
of the pandemic. According to the latest IMF
projections, consolidations are expected over the
medium term. A median reduction in the fiscal
deficit for Asia-Pacific developing countries, from
5.4 percentin2020to 3.5 percentin2025,isonthe
horizon (figure 3.1b). As discussed below, such a
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FIGURE 3.1
Fiscal outlook looks tough as fiscal space shrinks

(a) Fiscal space, Asia-Pacific developing countries, median values as a percentage of GDP
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degree of consolidation is expected
to have a negative and possibly
long-term impact on inequality
(section 2).

While Governments should strive
to support their economic recovery
through proactive fiscal policies for
as long as possible (ESCAP, 2021a),
it might eventually become very
difficult to escape consolidation
given rising concerns about fiscal
sustainability. For instance, deficits
can be financed for some time by
issuing debt to further support the
COVID-19 recovery, but doing so will
have its own adverse implications
for the economy if continued
for too long - namely through
balance of payment risks, higher
risk premiums, retreat of investors,
currency depreciation and inflation.
At some point, fiscal revenues will
have to be increased in order to
safeguard continuation of needed
expenditures. Determining that
point in time is not easy, however. If
steps are taken too soon, economic
activity may slow down, reducing
tax revenues even further. |If
delayed for too long, other adverse
implications may start to bear down
on the economy, again reducing tax
revenues.

In the light of reduced fiscal
space and to avoid deeper fiscal
consolidation, Governments will
also need to consider how to get
the most “bang for the buck” from
their spending. This would mean
ensuring that the most essential
expenditures are maintained
and their efficiency of delivery
improved. Typically, during times
of fiscal consolidation, areas of
spendingthatoften getaxedinclude
health care, education and social
spending, which has significant
implications for inequality and

inclusive development. Some concerns have
alreadybeenvoiced byinternationalorganizations
to resist such temptations. Consider the following,
for instance:

Health care (Sustainable Development
Goal 3): The World Bank (2021d) noted that
Governments will have to make bold choices
to continue strengthening health care and
avoid potential reductions in health spending.
Without additional fiscal revenues, some 11
Asia-Pacific countries, 5 of them being least
developed countries?, are expected to reduce
per capita government spending below pre-
COVID-19 levels over the next half decade. A
return to pre-COVID-19 growth rates in per
capita government health spending would
require the share of government spending
assigned to health to rise by approximately
5-10 percentage points compared with the
shares in 2019.

Education (Goal 4): According to the joint
Education Finance Watch of the World Bank
and UNESCO (World Bank, 2021c), education
budgets are not adjusting proportionately to
the challenges brought about by the COVID-19
pandemic, especially in poorer countries.
Despite additional pandemic-related funding
needs, two thirds of low- and lower-middle-
income countries have, in fact, cut their
public education budgets since the onset of
the pandemic. In comparison, only one third
of upper-middle and high-income countries
have reduced their education budgets. They
acknowledge that the budget cuts so far have
been relatively small, but there is a danger
that future cuts will be larger, as the pandemic
continues to take its economic toll and fiscal
positions worsen.

Social spending (Goal 1): According to
ILO (2021d), as of 2020, only 47 per cent®
of the global population were effectively

2 Least developed countries from the Asia-Pacific region are: Afghanistan,
Cambodia, Lao People’'s Democratic Republic, Nepal and Timor-Leste. The
other six countries from the region are: Fiji, Papua New Guinea, Sri Lanka,
Turkey, Turkmenistan and Viet Nam. The World Bank (2021d) stated that it
expects these 11 countries to have government expenditure per capita for
2021-2026 remain below 2019 levels. Globally, 52 countries are expected to
have real per capita general government expenditure reduced, compared
with 126 countries with expected increase.

3 Excluding health care and iliness.



covered by at least one social
protection benefit (Sustainable
Development Goal indicator 1.3.1)
(figure 3.2), while the remaining
53 per cent - as many as 4.1
billion people — were left wholly
unprotected. Behind this global
average, there are significant
inequalities across and within
regions, with the ESCAP region
averaging at about 46 per cent
(ESCAP and ILO, 2020a). ILO also
noted that gaps in the coverage,
comprehensiveness and
adequacy of social protection
systems are associated with
significant underinvestment in
social protection. Average global
spending on social protection
(excluding health) is 129 per
cent of GDP, with wide variations
across country income levels,
ranging from just about 1 per
cent of GDP among the least
developed economies to 16 per

centinthe most developed ones. The coverage
also varies significantly across socioeconomic
groups, pointing to a still long way towards
achieving universal social protection.

Against this backdrop, the chapter explores
the role of fiscal policy in ensuring an
inclusive recovery and in supporting inclusive
development. It first estimates the impact of past
consolidations on inequality and finds that large
consolidations during the period 1990-2019 led to
both an increase in inequality and a large fall in
output levels. Hence, fiscal policy will need to pull
both levers — “spend smart” and improve revenue
mobilization — in order to achieve an inclusive
recovery and development amid a situation
of limited fiscal space. Given the likelihood of
the three above-mentioned expenditure areas
(namely health, education and social spending)
to be put under the spotlight during such times,
the chapter looks at detailed analyses in country
research, according to the Commitment to Equity
(CEQ) and the World Bank's public expenditure
reviews (PERs) to determine what aspects can be
strengthened in order to improve upon inclusion.

FIGURE 3.2
Social protection in the Asia-Pacific region is below the global average

Sustainable Development Goal indicator 1.3.1: Proportion of population covered by social
protection floors/systems
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Finally, the chapter complements
the discussion on fiscal space
limited by the pandemic by arguing
for improved revenue mobilization.
This includes enhancing the
efficiency of tax collection by
digitalizationandbringingthedigital
economy within the tax purview, as
well as noting that it might be time
to accelerate implementation of
progressive personal income taxes
and reform of corporate income
taxation to reduce long-term
inequality (ESCAP, 2018d). All these
reforms require strong political
will for effective implementation.
However, not having been left with
many additional fiscal revenue
options, the pandemic has hopefully
provided this window of opportunity
for redesigning tax systems with
overcoming inequality in mind.

In summary, the chapter argues
against cutting expenditures in
areas that have the potential to
increase inequality — namely health,
education and social protection. In
this regard, prioritization of scarce
resources towards basic primary
health care, primary and secondary
education and social protection for
informal workers and vulnerable
groups would be most useful in
reducing inequality during the
recovery. Use of technology is also
recommended to increase the reach
of such programmes. Additionally,
it is recommended that revenues
be mobilized by improving the
progressivity of personal income
taxes and by bringing newer
revenue sources, such as the digital
and the informal economy, under
the tax purview.

Given the likely fiscal consolidation
that will occur over the medium
term (figure 31), the following
section estimates its potential
impact on inequality.

The fiscal consolidation that is likely to occur
across Asia and the Pacific has the potential to
increase inequality, with long-lasting adverse
implications for inclusive development.

Empirical studies on developed economies
point to the potential adverse effects of fiscal
austerity on both income distribution and
economic recovery. For example, Ball and others
(2013) found that fiscal austerity, especially
if concentrated on the expenditure side, has
significantdistributional effects,suchasincreased
inequality, decreased shares in wage income and
a long-term increase in unemployment for OECD
countries. Similarly, Woo and others (2013) found
that inequality increases more significantly
through government expenditure adjustments
compared with tax-based adjustments. They also
foundthatsome ofthedistributionalimpacts may
be offset by progressive taxation and targeted
social benefits (Rojas Cama, 2021).

Given the lack of research on developing
countries in the Asia-Pacific region, this chapter
fills the gap by using data on government
expenditures per capita from 39 countries for
the period 1990-2020. Consolidation periods are
defined as the bottom 5 per cent of changes
in such expenditures over the period 1990-
2020.4 This is tantamount to an annual average
reduction in government expenditures of about
12 per cent. ESCAP estimates suggest that, during
the past 30 years, inequality increased in Asia-
Pacific countries at the time of consolidations
and the impact persisted for many years
(figure 3.3a). This aligns with the findings in

4 The episodes of fiscal consolidation are constructed using government
expenditure contraction per capita. A preliminary range of years has been
selected based on the 5th percentile (the bottom 5 per cent) of the cumulative
negative change for three- and four-year periods. Finally, the fiscal episode
year is defined as the second year for three-year episodes and as the third year
for four-year periods (second to last).
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FIGURE 3.3
Looming fiscal consolidation is expected to increase inequality and weigh down

GDP growth
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FIGURE 3.4

The goal on inequality reduction is behind the target to implement the 2030 Agenda

Progress in achieving the Sustainable Development Goal 10 in the Asia-Pacific region, 2020

Progress

2000

Source: ESCAP (2021c).

the literature on expenditure-side
austerity (see Furceri and others,
2021), where reductions in
government expenditures on
assistance to vulnerable households
could have driven the increase in
inequality. ESCAP also found that
consolidations lead to decreases
in GDP (figure 3.3b), possibly due
to large fiscal multiplier effects
observed in recessions (Blanchard
and Leigh, 2013) - an extremely
important factor to consider given
the need for crisis recovery.

Hence, fiscal consolidation can
be extremely detrimental to the
implementation of the 2030 Agenda
for Sustainable Development. The
rise in inequality will directly affect
Sustainable Development Goal
10, for which the region is already
lagging (figure 3.4). In addition,
expected cuts in the usually
suspected categories of health,
education and social protection
would make attainment of above
mentioned Goals 1, 3, and 4, more
difficult.

In this context of a likely increase in
inequality because of consolidation,
the next two sections examine
ways in which fiscal policy can
be redesighed and implemented
with the prerogative of inequality-
reduction. Policymakers need to
pay more attention to the extent

2020 2030 GOAL

10 REDUCED
INEQUALITIES

of reduction in inequality that occurs as a result
of changes in government expenditures versus
taxation.

On this topic, ESCAP examined CEQ country
research based on household survey data. The
CEQ research estimated the impact of fiscal
policies on inequality comparing two scenarios
— one based on the observed inequalities when
the policies have been implemented (Gini value
1) and the other in a hypothetical scenario if fiscal
policies were not implemented (Gini value 2). The
difference between the two Gini values would
help in understanding the impact on inequality
of the specific policy intervention (CEQ, 2018). This
research is complemented with findings from the
World Bank’s public expenditure reviews (PERs),
which provide details on spending within particular
categories, and information on efficiency and
targeting. Both of these studies were summarized
in Torbert (2021).

The findings from the above-mentioned
research confirm that expenditures on
education, health and direct transfers
significantly reduce inequalities. They are
also relatively large in terms of percentage
of GDP expenditure; therefore, they deserve
particular attention in terms of possible efficiency
improvements (figure 3.5). Direct taxes, such as
personalincometax(PIT),remainlargelyprogressive,
although they are not the most important source of
government tax income in the Asia-Pacific region
(figure 3.5), as will be discussed later. By contrast,
indirect taxes that are a dominant source of taxes in
Asia and the Pacific, such as value added tax (VAT),
contribute to an increase in inequality, pointing to
the potential need for redesign or extra caution in
case of rate hikes.
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FIGURE 3.5
The total impact of fiscal policies on inequality varies
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Source: ESCAP estimates based on CEQ data.

Note: The graph presents an estimate of the total inequality change with implementation of a certain policy
compared with an alternative scenario where the policy would not exist. Gini coefficients are shown on a scale of
0-100 for ease of interpretation and as used in the literature. Y-axis values represent changes in Gini coefficient. The
size of the circles represents total expenditure as a percentage of GDP, Asia-Pacific countries are: Armenia, Chinag,
Georgia, Indonesia, the Islamic Republic of Iran, Mongolia, the Russian Federation, Sri Lanka and Turkey.

FIGURE 3.6

Impact of seemingly same category fiscal policies varies greatly raising questions
on effectiveness and targeting

Impact of fiscal policies® on inequality, according to 1 per cent of GDP expenditure/revenue
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The aggregate impact of different
fiscal expenditure and revenue
sources (figure 3.5) hides the highly
heterogenous relative impact of
respective policies on inequality. The
substantial variation in the impact
when looking at 1 per cent of GDP
spent or collected in taxes (figure
3.6), points to the complexity of fiscal
policy implementation, as well as
efficiency challenges. For example,
the impact of 1 per cent of GDP
expenditure on education ranges
from almost zero to over one-point
reduction in the Gini coefficient. As
discussed below, thedifferences may
be linked to who benefits relatively
more from such expenditures;
for example, the relatively higher-
income urban or lower-income rural
populations. Similarly, the impact
varies considerably for health care
expenditures, which may be more
beneficial to urban areas with
better access to hospitals, as well
as discriminate against low-income
households for whom out-of-pocket
expenditures |limit health care
accessibility (Torbert, 2021). Direct
transfers may benefit only better-
off commmunities that can register
through digital means unavailable
to the poorest communities. Finally,
seeminglysimilartypesoftaxes,such
as indirect taxes, will have different
impacts on inequality depending
on the baskets of products taxed
and their shares in low-income
household budgets.

Keeping in view the long-term determinants of
inequality (see chapter 5), the ongoing pandemic
and its impacts on inequality and possible
expenditure cuts, this section discusses the
observed and potential impact on inequality
of health care, education and social spending.
This Survey considers each expenditure area
below, with an eye on what these expenditures
mean for economic development and how their
implementation can be improved in order to
minimize inequalities.

Health expenditures should not be reduced in
the midst of the fight against the pandemic.
As high out-of-pocket expenditures can push
millions of people into poverty, it is necessary
to ensure that basic health needs are covered
for all, eventually leading to universal health
coverage. Inefficiencies and wasteful spending
must be reduced.

Good health supports productivity along with
income and wealth accumulation. For example,
good health means less absenteeism from



school or work, reduced time lost
in caring for dependents, or simply
better performance at work. The
impact of poor health on global
GDP is estimated at a 15 per cent
loss every year (McKinsey, 2020)
— a reminder why, beyond ethical
and human-centric considerations,
health care must stay high on the
fiscal policy agenda. As of 2021,
90 per cent of countries globally
reported disruptions in essential
health services due to COVID-19
(WHQO, 2021b).

Despite their importance to overall
economic performance, lack of
sufficient investments in health
care systems was noted even
before the start of the COVID-19
pandemic, and universal health
coverage (UHC) remained far from
being widely deployed. ESCAP
(2019a) estimated that an additional
annual investment of $158 billion, or
$38 per person, would be needed
per year on average during the
period 2016-2030 to ambitiously
scale up health systems towards
achieving the targets of Sustainable
Development Goal 3. This included
an additional investment of $880
million per year through 2030 in
emergency  preparedness, risk
management and response, as part
of the health system.

High out-of-pocket health
expenditures are pushing millions
into poverty. As a share of current
health expenditures, such expenses
range from 26 per cent in East
Asia and the Pacific to 62 per cent
in South Asia (World Bank, 2022).°
For example, the proportion of the
population pushed into extreme
poverty was estimated at 6.4 per

5 Globally, some 100 million people were pushed into
extreme poverty every year due to health care costs
before the start of the COVID-19 pandemic (WHO and
World Bank, 2017).

cent for Bangladesh (figure 3.7) and 3.1 per cent
of the population in South Asia as a whole. On top
of these old challenges, the pandemic could have
pushed another 85 million people into extreme
poverty in just the Asia-Pacific region alone (see
chapter 1), a situation which calls for policies to
shield the poor from impoverishment, including
through insufficient health care protection,
which has contributed to that number.

However, amid ageing societies and continuously
stressed needs for broader health care coverage,
the median health care expenditures in Asia and
the Pacific have remained roughly constant in the
last two decades, at 4.7 per cent of GDP as of 2019.
This implies that growth in nominal expenditures
on health care is driven mainly by GDP growth
without structural changes in fiscal expenditures
as a whole that would prioritize spending on
health (Lee and Pongpanich, 2021).

Beyond the ongoing financing challenges,
obstacles lie outside of the health care sector
itself. The presence of a large informal economy
makes it more difficult for health care benefitsto
become universal. For example, based on current
legislation and available schemes, three quarters
of all people in Asia and the Pacific are entitled to
such services but effectively only 63 per cent of
the regional population benefit from health care
protection. This points to practical difficulties in
access and lack of awareness of already existing
health care schemes, mostly among workers
in the informal economy (ILO, 2021c). Multiple
countries in the Asia-Pacific region had created
schemes covering informal workers even before
the start of the pandemic, such as China, the Lao
People’'s Democratic Republic and Mongolia. In
these schemes informal workers may voluntarily
register and, after being in the system for the
required minimum contribution time, start to
benefit from chosen benefits, ranging from basic
health care to maternity support (ESCAP, 2017).

Furthermore, the full impact of health care in
reducing inequalities in the Asia-Pacific region
is less than in other parts of the world (Claus,
Martinez-Vazquez and Vulovic, 2012) (see figures
3.6 and 3.7). High out-of-pocket expenditures
constrain accessibility to health care services



FIGURE 3.7

Out-of-pocket health expenditures keep pushing millions into poverty

Proportion of population pushed below the $1.90 (2011 PPP) poverty line because of
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Source: ESCAP estimates based on World Development Indicators data.

@ Fraction of a country’s households experiencing impoverishing expenditures, defined as expenditures without
which the household would have been above the $1.90 poverty line.

as there is a financial barrier to
using physically available services;
hence, there is an availability-
accessibility gap which needs to be
closed for achieving universality of
access (Chisholm and Evans, 2010).
Such financial barriers limit the
inequality-reducing effects (Torbert,
2021). Therefore, policymakers need
to seek locally tailored solutions,
such as conditional cash transfers
that might have a significant impact
on accessibility to health care (see
box 3.1). For example, in Cambodia
in 2019, for pregnant women the
Government initiated cash transfers
split into a few support stages. Cash
was transferred for each of up to
four antenatal visits. After delivery of
the child in a health facility, women
would receive another transfer,
which could be followed for up to
10 transfers for each post-delivery
mother and child check-up. Not

only does the programme improve access to
health care but it also reduces poverty (WHO,
2019). Furthermore, the overall impact also
differs according to the kind of support offered.
For instance, primary care supports more low-
income groups in contrast to specialized services
that benefit higher-income groups (Abdel-Kader
and Mooij, 2020), which in times of crises should
not be prioritized.

There is a silver lining amid the pandemic.
Evidence from 49 countries globally shows that
crises tend to push countries to make advances
towards universal health coverage (McDonnell
and others, 2019). Although spending patterns
in the last two years among low- and middle-
income groups still remain unknown®, high-
income countries recorded substantial increases
(WHO, 2021a). Depending on policy priorities in
developing countries, such potential divergence
may point to future rises in inequality between
countries. Furthermore, there are countries which
despitethe pandemicshock continuetheirstrong
push towards implementing universal health

6 Largely through delays in standard reporting time.



BOX 3.1

China: shielding rural households from health care
impoverishment

A rural-urban divide, both in poverty and inequality,
remains persistent in China. In trying to reduce these
discrepancies, the Government launched two medical
insurance programmes which are aimed at shielding
households from devastating health care expenditures
which push households into poverty. The New Cooperative
Medical Scheme was launched in rural China in 2003. The
system covered 802 million rural residents (99 per cent
of the total) by 2013, reimbursing on average up to 75 per
cent of inpatient services costs. The urban system was
expanded nationwide in 2010 and covers both employed

and unemployed residents (Lustig and Wang, 2020).

=

coverage (UHC). For example, the
Lao People's Democratic Republic
aims to implement the UHC system
by 2025, noting that for achieving
this ambitious goal expenditure
on human resources in health care
is the priority, along with fiscal
management and control (WHO,
2020) - the often-highlighted areas
for inefficiency.

WHO continuously highlights
inefficiencies in health care
spending, and the Asia-Pacific
region is no exception in this
regard. Even before the pandemic
started, ESCAP (2019a) estimated

that similar health outcomes could be achieved
with 30 per cent less resources, which is in line
with WHO (2010a) estimates that 20-40 per
cent of health care expenditures are wasted.
Therefore, in times of severe budget constraints,
priority should be accorded to reducing wasteful
expenditures, prioritizing cost-effective spending
and increasing system-wide efficiency (Tandon
and others, 2020), largely through the potential
brought about by new digital technologies (WHO,
2021c).

WHO (2010b) identified health care system
inefficiencies along four different sources and
provided solutions to tackle them. They include:

a. Inappropriate orcostly staff mix: Preconceived
notions about doctors and nurses and what
functions they can perform prevent trained
nurses from performing multiple procedures.
This creates a situation that currently
overburdens doctors and has substantial
implications for health budgets —training staff
for appropriate jobs could help reduce such
costs;



POLICY OPTION

Amid limited fiscal space, ensuring UHC for all could be advanced by reprioritizing
expenditures in favour of health. Flexibility in budget allocations should help in
this regard. Shifting available funding towards services which have the highest
impact, for example primary health care, should be considered as well. Willingness
to address systemic inefficiencies must be elevated.?

Wider deployment of digital health care technologies® should be considered
along with continuing and learning from experiences of the accelerated digital
transition initiated as a result of the COVID-19 pandemic.

2Due to the complex and continuously evolving nature of systemic inefficiencies, there is no standard set of guidelines which can
be replicated across countries. For a broader discussion, please see “Improving health system efficiency as a means of moving

towards universal coverage” (WHO, 2010b).

b As technologies, available health care services and demand for them change rapidly, the World Health Organization intends to
provide the latest guidance. For example, see “Global strategy on digital health 2020-2025" (WHO, 2021c).

b. Inappropriate pricing, use and

standards of medicines: It has
been found that already treated
patients use medicines in excess,
while cheaper, generic drugs

are underused’. Furthermore,
the market is flooded with
counterfeit drugs that have

no healing effect.® Here again,
establishing or strengthening
prescription  guidelines and
improving drug regulation and
quality control could go a long
way;

Overuse of procedures and
suboptimum quality of care

and medical errors: Hospital
equipment and diagnosis
procedures are overused

without sufficient justification
or improved treatment results,
either as a way to transfer the

7 There are positive action examples in the region, which
may be widely deployed. Already in 2008, India launched
the Jan Aushadhi campaign, promoting the sale and
distribution of cheaper generic drugs in rural areas,

with the aim of improving the overall health levels of
the people but also cutting out-of-pocket expenditures
(Joshi, Shetty, and Karande, 2019) . Promoting the use of
cheaper generic drugs has also been introduced in Japan
(MHLW, 2020).

8 For instance, in South-East Asia, 50 per cent of
antimalaria drugs were found to contain no active
ingredients (WHO, 2010a).

resources out of the health care system or due
to fears of litigation in cases of misdiagnosis.®
In such cases, reforming the incentive and
paymentstructures(e.g.capitation);improving
and disseminating guidelines for product use,
enhancing monitoring and clinical audits;
and improving hygiene standards could help
reduce some of these inefficiencies;

d. Prevalence of corruption and fraud: These
crimes generally happen due to poor
accountability mechanisms. Here, governance
should be improved, including through
better budgetary management; undertaking
expenditure surveys; and digitizing the
public sector which contributes to increased
transparency and accountability (Busetto and
Timisina, 2020). Any lessons learned should be
shared regionally.

Furthermore, more resources need to be
shifted within health care spending towards
preventive care and early treatment (ESCAP,
2017). Preventive care reduces long-term
spending on health as fewer people suffer from
long-term disease and sickness. Additionally,
it can prevent long-term economic scars for
workers as health challenges prevent effective
labour force participation. However, such issues
can be overcome at almost no cost, with already

9 These particular actions account for 40 per cent of all wasteful spending in
the United States (WHO, 2010b).



existing technologies and solutions,
by focusing largely on prevention
and simple medical procedures
(McKinsey, 2020). Additionally,
relatively little investment in health
care among the poorest people
would enable many of them to
return to work, with direct positive
implications for their incomes,
poverty and inequality.

At the systemic level, financing of
health expenditures also needs
to be better aligned in public
finance management (PFM)
(Barroy and Gupta, 2021). Unlike
in other fiscal expenditure areas,
such as education or infrastructure,
managing the revenue and
expenditure sides of the health
care system is highly problematic
because the expenditure needs
are highly unpredictable (Cashin
and others, 2017). Health financing
systems often do not fit overall
PFM, as health spending is difficult
to forecast with respect to volume,
type and geographic distribution
of needs, causing significant
bottlenecks in health care delivery
(Cashin,and others, 2017). As a result,
budget allocations often exceed
actual spending in many developing
countries, pointing to the need for
more flexible health budgets with
easy-to-reallocate funds (Cho and
Lee, 2021).

The challenges identified above
are complex and require tailored
solutions, but they have a common
denominator - the need to ensure
four factors: (a) access to basic
health care, including for both formal
and informal worker populations;
(b) flexibility in budget allocations;
(c) priority in devoting resources
to the highest health care impact
sectors — often primary care; and (d)
addressing immense system-wide
waste of funds.

Finally, the silver lining from the pandemic is
perhaps the massive deployment of and change
in human and institutional attitudes towards
digital health care technologies (ITU, 2021), which
brings vast benefits to health care services (WHO,
2021¢). In that regard, WHO (2021c) sstressed that
the shift towards digital health requires primarily
decisions and commitment at the government
level. With such commitment and the recently
accelerated adoption of digital technology during
the pandemic, digital transformation should start
with the development of integrated national
strategies'©, such as those listed under the ASEAN
Digital Masterplan 2025. Forexample,withtheaim
of saving on medical staff capacity, telemedicine
is encouraged for triage and initial health advice,
e-pharmacies may facilitate delivery of medicines,
which simultaneously enables controls to be
placed on the unjustified prescription of drugs,
while online health management systems
would add to efficiency and cost reduction for
circulation of medical documentation. This
approach has already been implemented across
the Asia-Pacific region, but needs continued
strong support and encouragement to not
lose its favourable momentum. For example,
because of COVID-19 and related lockdown
policies, electronic  prescriptions became
approved as being equally valid as paperwritten
prescriptions in the Philippines (FDA, 2020) -
a significant move towards development of a
nationwide digitalized medicine prescription
system. Indonesia, facing substantial challenges
in terms of health care access and delivery,
especially across thousands of remote islands, as
well as aiming to improve overall health service
delivery, launched Sehatpedia - a government-
developed online platform which delivers free
online health information, enables live chats
with doctors or online hospital registration and
integrates information under patients’ medical
identification details (APO, 2021).

School closures and online education during
the pandemic have left long-lasting scars on
children, especially those who do not have
access toremote learning due to the wide digital

10 WHO resolution WHA58.28 on eHealth dated 25 May 2005.



divide, and on their future earning
potential when those children
enter the workforce. To provide a
fairer future for children, spending
on early-stage education should
be prioritized, while expenditures
should increase accessibility and
the quality of educational services.

Prior to the start of the COVID-19
pandemic, median expenditure
on education across the Asia-
Pacific region remained well below
UNESCO guidelines of 4-6 per cent
of GDP (figure 3.8) (UNICEF and
UNESCO, 2021). To provide universal
and good-quality pre-primary to

FIGURE 3.8

upper-secondary education, ESCAP (2019a)
estimated that the developing Asia-Pacific
countries need at least an additional $138 billion
on average per year. This is equivalent to 0.5 per
cent of their GDP.

It is no wonder that the pandemic was the
greatest global crisis for children across the
world, including those in the Asia-Pacific
region (UNICEF, 2021b). Lack of access to digital
and remote learning programmes enacted to
counter school closures left at least 230 million
children in the Asia-Pacific region out of school
(UNICEF, 2020; 2021a). These numbers translate
into more visible challenges which will not only
increase future inequalities, but also undermine
development in all aspects. For example, in
low- and middle-income countries, before the
pandemic,53 per cent of 10-year-old children were
not able to read and understand age-appropriate
text. The pandemic is expected to increase this
share by 3-10 percentage points (World Bank,
2021b). Hence, to ensure inclusive development, it
is essential to maintain investments in education
in order to limit the long-term scars left by
recessions and crises (Cerra, Fatas and Saxena,

Expenditure on education in Asia and the Pacific remains below the global target
Spending on education in the Asia-Pacific region, percentage of GDP
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2021). It is imperative that spending
on education not be reduced as
countries prepare for eventual fiscal
consolidation. For this, they wiill
need to prioritize spending in favour
of education.

lies at the foundation
development

Education
of socioeconomic
and is necessary for building
more equitable and inclusive
societies. Education leads to better
individual outcomes, such as higher
labour market remuneration and
consequently poverty reduction,and
it also fosters long-term economic
growth through accumulation of
human capital. Hence, Sustainable
Development Goal 4 aims to
“Ensure inclusive and equitable
quality education and promote
lifelong learning opportunities for
all". Chapter 5 discusses the role of
education as a long-term inequality-
shaping factor.

Indeed, the positive role of increased
education attainment in reducing
inequality, both in developing as
well as developed countries, has
been well documented (ADBI,
2019). Cho and Lee (2021), using
the most recent data on inequality
and government education
expenditures,” confirmed similar
findings at the Asia-Pacific level.
Furthermore, research on the region
suggests that the skill premium
contributes to reduction in income
inequality up to three times greater
when compared with other regions

1 Classification of the Functions of Government (COFOQG)
data.

of the world (IMF, 2016). These general findings
are confirmed at the country-level by studies”?
which found positive impacts on the reduction
of inequality. By contrast, unequal access to
education and, therefore, overall enrolment
rates, has been singled out as fuelling growing
inequalities (Claus, Martinez-Vazquez and Vulovic,
2012).

In looking at country-level experiences, a few
patterns arise that point to priority areas for
expenditures. For instance, primary and pre-
primary education seems to have a particularly
strong impact on reducing inequality. Two
thirds of the reduction in inequality in Viet Nam
is estimated to have been achieved through the
education channel, with nearly 80 per cent of that
impact attributed to primary education (World
Bank, 2016a). Indeed, universality of primary
education was one of the first steps in decades-
long reforms of the education system, followed
by a push for higher transition and retention
rates in secondary education and graduation, or
enhancement of teacher training. Additionally,
making pre-school education fee-free resulted
in a significant reduction in inequality in Georgia,
Indonesia and the Philippines (Torbert, 2021).

Efficiencycanalsobeimprovedwithwell-chosen
spending targets. In their absence, spending can
be drained by salaries of already employed staff
instead of being invested or channelled towards
system coverage (see box 3.2; World Bank, 2021b).
In this vein, for example, Indonesia pushed for
greaterfocusonimproved teaching qualifications
and strengthening of its national testing system,
additional teacher recruitment and investment
in school infrastructure — all of which translated
into higher enrolment rates at all levels (World
Bank, 2020b).

Synergies with other policies should also be
exploited for a higher impact. For instance, in
the Philippines, a social assistance programme
(Pantawid Pamilyang Pilipino Program - 4Ps),
required beneficiaries to enrol and stay in school,
which resulted in an expected increase in school
enrolment, especially at the secondary level (ADB,
2020),and a reduction ininequality (Torbert, 2021).

12 For example, studies by the Commitment to Equity (CEQ) Institute or the
public expenditure reviews (PERs) of the World Bank.



BOX 3.2

Aligning education expenditure in Cambodia towards
low-income households

Cambodia increased its spending on education, which
was reflected in very high primary education enrolments,
matching that of South-East Asian counterparts and high-
income countries as of 2015 (Torbert, 2021). Nevertheless,
secondary school enrolment remained at the very low level
of 45 per cent (against the ASEAN average of 68 per cent),
while the number of dropouts was on the rise.

Looking deeper into the education expenditures of
Cambodia reveals a bias towards high-income households.
First, the increase in government spending on education
used to be driven mostly by teachers’ salaries, without
addressing other systemic bottlenecks, such as the overall
shortage of teachers, training and school infrastructure
investment (World Bank, 2019a). Therefore, additional funds
did not proportionately translate into higher enrolment
rates or better teaching outcomes. Second, in the past, the
funds were not channelled towards the poor. For example,
the top 20 per cent of households by income used to be
beneficiaries of 32 per cent of all education expenditures
in 2004. After reforms, this structure started to tilt towards
low-income households, and the figure dropped to 22 per
cent in 2014. In the same time period, the share of the funds
received by the bottom 20 per cent of the households rose
from 12 per cent to 17 per cent (Torbert, 2021) —an important
but still insufficient shift from the perspective of reducing
inequality.

=

POLICY OPTION

Eliminate socioeconomic barriers which lead to dropping out of school. For example,
consider full coverage of education costs for those in need, especially in rural areas.



As the World Bank (2011) noted, the
success story of education system
reform in Viet Nam had a powerful
supporter — the electrification of
rural areas. While electrification is
not the major challenge anymore,
in looking ahead, priority should be
given to ensuring that everybody
has access to broadband Internet
— a policy priority highlighted in
the Survey for 2021 in the “Building
forward Better” package (ESCAP,
2021a).

Furthermore, with respect to the
impact of COVID-19 on education
and the synergy effects of
other policies with educational
performance, UNICEF and UNESCO
(2021) stressed the need for
increased investment in children’s
health and well-being as pre-
requisites for learning. Similarly, the
WFP (2020) pointed out the need
to ensure proper nutrition through
school feeding programmes,
especially for children in extreme
poverty whose number is expected
to rise because of the ongoing crisis.
Such expenditures on nutrition are
expected to be returned 20 times in
the long run.

POLICY OPTION

Special attention should be paid to gaps
in access between the rural and urban
populations. The higher is the access to
education by wealthier households relative to
poorer and often rural counterparts, the lower
will be the impact of education expenditures on
inequality reduction. For example, in Georgia, the
already wealthier households benefit more from
spending on tertiary education in contrast to their
low-income counterparts (CEQ, 2017). However,
as Claus, Martinez-Vazquez and Vulovic (2012)
noted, even if tertiary education expenditures
were channelled towards primary education,
there might be little effect due to the general
lack of access of the poor to education, especially
in rural areas. Therefore, additional expenditure
on education without appropriate channelling
towards rural and low-income areas might be
drained by urban schooling, which has little
impact on rural education (see box 3.2). Similarly,
more attention needs to be paid to the economic
situation of households with children, because
it has a significant impact on enrolments and
graduation rates. As ESCAP (2019a) stressed,
there is a need to increase support of children
through non-salary recurrent spending to help
marginalized children start and stay at school,
which became increasingly difficult to do owing
to COVID-19 impoverishment that globally
pushed about 100 million children into poverty
(UNICEF, 2021b).

Ensure sufficient funding for universal education, especially in the early years, even
in times of looming fiscal consolidations. These would reduce the long-lasting
scarring from interruptions to formal education during the pandemic.

Address external factors which have impact on the long-term study path, such as the
digital divide. Thus, ensuring access to broadband Internet access is fundamental.

Enhanceinclusionintertiary education by eliminating financial barriers, forexample,
via work-for-scholarship programmes and by universal young-age education.



For example, more has to be done
for economic inclusiveness of higher
education and the participation
of women in science, technology,
engineering and mathematics
(STEM) — policy actions necessary
to address changing labour market
demands driven by the fourth

industrial  revolution  (UNESCO,
2021a). Furthermore, tertiary
education remains crucial for

COVID-19 recovery as the pandemic
depleted the existing human capital
(World Bank, 2021a). Based on
the regional experience, there are
examples of how to move in that

BOX 3.3

direction. For example, the Islamic Republic of
Iran lowered financial entry barriers for tertiary
education covering part of the costs in exchange
for later work in the country (Enami, Lustig
and Taqdiri, 2017). Similarly, support-for-work
programmes, which do not impose financial debt
on new graduates, can be found in Singapore
(MHA, 2022).

In fact, inclusive primary education aids
inclusion at the tertiary level. UNESCO (2021b)
stressed that to achieve inclusive tertiary
education learning must start at the primary
or at even earlier levels of education. This
further strengthens the call for supporting
primary education, as the lack of educational
opportunities in early childhood, so common
during the COVID-19 pandemic, define the long-
term study path. Furthermore, evidence shows
that through increases in enrolment, education
expenditure becomes more equitable, such asin
Cambodia®™ (World Bank, 2019a).

13 Despite being more equitable, higher-income households still benefited
relatively more, as they were more likely to enrol their children in school.
Furthermore, scholarships were often only enhancing enrolment rates but
not learning outcomes. At the same time, the major barrier to education in
remote areas was lack of schooling infrastructure and teaching staff (World

Bank, 2019).

China: for the poorest, in-kind subsidies are often similar
to a zero-one situation - either sufficient or not at all

Compulsory education, combined with strict eradication
of child labour, resulted in virtual elimination of illiteracy in
urban areas of China. By contrast, in poorer rural areas even
free education was not sufficient, as the cost of textbooks
and other schooling-related expenditures that burdened
parents remained too high. As a result, school attainment
remained low and illiteracy rates high. These expenditures
started to be subsidized in 2001, and by 2007 all rural
households were covered, resulting in improvement in
educational outcomes (Lustig and Wang, 2020).



Two years into the pandemic,
policymakers should not forget
that those Dbetter-off should
support the less fortunate. This
includes expanding protection over
informal workers and vulnerable
groups, which would prevent them
from being pushed into poverty
and contribute to recovery from
the crisis. Digital technologies
can support these ambitions -
efficiently.

Social protection policies contribute
significantly to reducing poverty
and inequality, as well as to
increasing the resilience of the
socioeconomic system  (ESCAP,
2018c; ESCAP, 2021d; ESCAP and ILO,
2020a). However, coverage in Asia
and the Pacific remains just around
the global average at 46 per cent™
(figure 3.9), while the region spends
on average one third of the global
expenditure of 1.2 per cent of GDP
on social protection (ESCAP, 2018c).
The average numbers still mask
significant variation within the
region, with only 24 per cent of the
population covered in South and
South-West Asia to almost 80 per
cent in North and Central Asia and
the Pacific (figure 3.9).

In the ongoing COVID-19 pandemic,
socialprotectionhasbeenrecognized
as a core enabler for socioeconomic
recovery, and multiple countries
have decided to scale up their social
protection programmes (ESCAP and

14 Excluding health care and sickness.

ILO, 2020a). However, the impact of seemingly
similar policies is unpredictable, depending on
who benefits —the rich or the poor (Torbert, 2021),
or whether those in need have practical access to
such policies. Hence, in focusing on the inequality
angle, the impact depends on coverage, design
and accessibility (Cho and Lee, 2021), as well as
overall expenditure size® of these policies (ESCAP,
2018a). For example:

Regarding design and accessibility, about 34
per cent of social protection benefits in low-
income countries go to the richest 40 per cent
of households (Torbert, 2021). This sample
includes 12 countries in the Asia-Pacific region.
Furthermore, as almost 70 per cent of workers
in the region are in the informal sector,
they remain often beyond social protection
schemes (ESCAP and ILO, 2020a);

Schemes targeting the poor in the region,
albeit well-intended, exclude up to 80 per cent
of the poor and the best-performing poverty-
targeted schemes exclude approximately half
of those whom they were intended to reach
(ESCAP and ILO, 2020a);

Research on Asian countries suggests that
social protection policies might be particularly
misaligned compared with that of their
global peers. For instance, a 1 percentage
point increase in government spending on
social protection in Asia increases inequality
by 0.49 percentage points, compared with a
0.28 percentage point decrease for the rest
of the world (Claus, Martinez-Vazquez and
Vulovic, 2012). This divergence is likely to occur
due to the composition of social protection
expenditure in Asia where countries provide
fewer services and direct transfers to people
unlike what is done in the rest of the world;

Regarding expenditure size, the Asia-Pacific
region spends about one third of the global
average on social protection, leaving 60 per

15 For example, the Agricultural Card Programme in Georgia provides benefits
for the purchase of certain agricultural goods based on farm size eligibility.
Despite being the second most inequality-reducing programme in Georgia
(high efficiency), the overall impact on inequality reduction in the country
remains at a minimum due to the overall low budget of the programme
(Torbert, 2021).



cent of the population without
protection from illness, disability
orunemployment (ESCAP, 2018c)
—exacerbating all the risks which
materialized in the last two years;

Regarding social  protection
funding, a mix of contributory
and non-contributory schemes,
extended towards the informal
economy, are needed to ensure
minimum social protection
floors, including universal health
coverage. However, with respect
to inequality reduction and
gender equality, non-contributory
universal schemes allow for
sufficient risk-pooling and
redistribution by guaranteeing
coverage of low-income groups;
therefore, they remain of particular
importance (ILO, 2021e).

Important reasons for these shortcomings
are insufficient spending, and inefficient
design and implementation. With expected
fiscal consolidation in view, where available,
improvements in efficiency of social protection
delivery schemes should be considered, which
would imply that more resources may be used for
expansion of coverage and accessibility. Digital
solutionsplayavitalroleindirecttransfertargeting,
especially in times of crises and pandemics. New
technologies contribute also to delivery of in-kind
support (ESCAP and ILO, 2020a). For instance,
the United Nations World Food Programme
and the government of Meghalaya, India, joined
forces to reform and optimize the targeted public
distribution system through automation and
deployment of supply chain, storage and delivery
management technologies (WFP, 2021). However,
the estimated savings from targeting the real
beneficiaries and excluding those who can afford
certain social protection schemes using private
resources might be overstated, considering the
rather small realized net gains from such changes

FIGURE 3.9
Social protection coverage rates vary considerably across Asia-Pacific subregions

Social protection coverage by at least one area? in Asia and the Pacific, latest year available

ESCAP region I 46

South and South-West Asia 24
South-East Asia 33
East and North-East Asia 73
Pacific 78
North and Central Asia 78
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Percentage

Source: ESCAP and ILO, 2020a.
aExcluding health care and illness.



(see box 3.4). At the same time, the
social costs of undercoverage in the
case of informal workers might also
be underestimated.

Informality of employment and
other economic activities or lack of
registration in government income
and social support databases
make millions of vulnerable people
“invisible” to social protection
programmes (IMF, 2020). For
example, 90 per cent of workers in
India are in the informal economy
(ILO, 2020a). Chatterjee (2020)
pointed out that, although such
informal workers often lack any
form of social protection, they are an
indispensable part of the economy,
essential even in times of crisis
such as the pandemic. Therefore,
social protection policies must
be redesigned towards greater
inclusiveness extending over all, not
least to cover population groups in
vulnerable situations (ESCAP and
ILO, 2020a; ILO, 2021c; UNDP and
ILO, 2021; Torbert, 2021).

Innovations in technology can
make registration and delivery
more efficient and transparent.
For example, thanks to the
Aadhaar system, a verifiable 12-digit
identification number issued to
residents of India, social protection
programmes are delivered
directly to eligible and registered®
individuals. Therefore, beyond the
issue of intended support, the
system addresses leakage losses,
which for non-digitalized welfare
programmes are estimated at 10-
60 per cent (ACM, 2019). With 1
billion accounts linked to digital

16 It should be noted that eligible individuals do not
fully overlap with registered individuals, for example due
to the practical inability to get registered owing to the
lack of a bank account, personal identification or other
necessary items, which points to the social cost of such
solutions and the need to expand coverage via other
schemes towards those excluded.

identities and by continuously addressing
existing registration challenges or systemic
bottlenecks (ESCAP, 2022), the system is proving
to be a promising advance in social protection,
for example, as cash transfers can be sent almost
immediately at very low cost and with little fraud
risk (The Economist, 2020).

Social protectionsystemsprovideincomesecurity
against normal day-to-day contingencies and
needs associated with raising children, getting
ill or acquiring a disability, losing a job, and
growing older. They also protect people against
systemic shocks that affect everyone, such as
natural disasters,economic crisesand pandemics.
Leaving individuals and families to manage life's
risks on their own breeds vulnerability. Indeed,
government transfers kept millions of people
out of poverty across Asia and the Pacific during
the COVID-19 pandemic. For example, under the
National Food Security Act, 2013, India provided
800 million people with support (NFSP, 2021).
Under its digital Aadhaar programme, India
facilitated unconditional cash transfers to 200
million women during the pandemic, while
state governments disbursed the equivalent of
about $762 million to 18.3 million building and
construction workers (Saini and Hussain, 2021).

The COVID-19 pandemic has underscored
the role of comprehensive social protection
systems and their digital instruments as a
key development tool to sustain economic
stability for households in response to crises.
Governments leveraged both contributory and
non-contributory schemesto expand incomeand
in-kind support for their citizens. Moving beyond
these short-term, shock-responsive measures,
a more inclusive and comprehensive social
protection systems that provides predictable
and stable benefits in a transparent and efficient
manner can help households invest in the
advancement of their health and human capital,
and reduce inequalities in the long term.



BOX 3.4
Child benefits in Mongolia

Mongolia has been developing its Child Money Programme
for almost two decades, with various approaches towards
its coverage, universality and eligibility criteria. For example,
targeted conditionality includes the following: households
with three or more children, enrolment in school and having
been vaccinated, among other requirements. Since 2018, 85
per cent of children receive benefits under this programme.
These are children who are registered in the Programme’s
database and meet the eligibility criteria to receive these
benefits.

The Programme has been functioning during times of
expansionaryfiscal policy,aswell asintimes of consolidation,
where coverage was limited due to a lack of budgetary
resources. It is aimed at shifting social support towards
the bottom in terms of income distribution. Therefore, the
impact of the Programme on inequality and poverty, as well
as its overall efficiency, varies depending on the eligibility
Criteria.

However, targeting through eligibility criteria, estimated by
household surveys, turned out to be inadequate, pointing
to the advantages of categorical schemes having such a
criterion as maximum age. For example, there was no easy
way to differentiate household income based on surveys
alone, while the administrative burden and administrative
costs remained high. Therefore, “supporting all” might be
the most efficient method in practice because available
data and programme management skills and capacity
might not allow pursuing the temptation for “supporting
only those in need” — even if it would theoretically be the
optimum approach.

Source: ESCAP (2021b); UNICEF (2019).



POLICY OPTION

Expand coverage of social protection schemes for all people, including informal
workers and people in vulnerable situations, and formalize informal work to ensure

access to social protection.

Accelerate deployment of digital systems and databases for

better fiscal

management and efficient delivery of social protection transfers.

-

Fiscal space redesign - untapped
potential of new sources of tax
revenues

As discussed above, there is a need
to at least sustain expenditures
on health care, education and
social protection in order to pursue
inclusive development pathways
and counteract the negative
impacts of the COVID-19 pandemic.
To achieve more with the same
resources, a “spend smart” approach
for higher efficiency and impact

would certainly help but it is unlikely to remain
sufficient. For example, ESCAP (2019a) estimated
that the developing countries in Asia and the
Pacific need an annual average additional
investment of $1.5 trillion per year to implement
the 2030 Agenda, warning that this would likely
increase debt to GDP ratio in the region by at
least 10 percentage points over the next 20 years.
Therefore, countries might need to strengthen
their fiscal revenue side (ESCAP, 2021a).

“Tax fairly” —increases in tax collection efficiency
and broadening of the tax base are the way
forward. Similar calls to raise tax revenues have
come from other international organizations in
the region as well, for example, from the Asian
Development Bank (ADB, 2021b; 2021c). Reforms
in revenue collection would not only ease fiscal
space but also minimize the adverse impact of
likely fiscal consolidation on inequality. However,
one might want to act with care as inequalities
will depend on who gets taxed (ESCAP, 2019b)."”

Increases in tax revenues, for example, can
occur by ensuring that every individual and
business entity pays its share as expected in tax
regulations and by expanding the tax base into
the informal economy. In this respect, loopholes
should be closed, unnecessary tax incentives
should be eliminated or reduced substantially
while profit-shifting, illicit financial flows and
informal business activities should be addressed
accordingly (ADB, 2021b; ESCAP, 2018b). For
example, 7.6 per cent of the tax revenue in the
Asia-Pacific region was estimated to be lost
due to misinvoicing in 2016 (Kravchenko, 2018).
Even though progressive personal income taxes

17 Despite plentiful evidence on the various impacts of fiscal policies on
inequality — both on expenditure and revenue sides - their impacts must be
analysed from a holistic perspective (OECD, 2018).



CHAPTER 3

(PIT) have been found to reduce
inequalities over decades, their
implementation and management
costs may exceed the benefits,
making them attractive only to
more developed countries (ESCAP,
2018d). For example, the PIT system
in Indonesia has been calibrated to
cover only relatively high earners;
thus, only 15 per cent of formal
workers have to file tax returns
and more than half of the total PIT
income comes from just 0.5 per cent
of the population (Torbert, 2021).

Tax revenues in Asia

and the Pacific were
relatively low even before
the pandemic, while tax
structures struggled to
reduce inequality.

Economic Policies for an Inclusive Recovery and Development m

Even before the pandemic, in 2019 the 21 per cent
average tax-to-GDP ratio® in the Asia-Pacific
region was considerably below the averages in
OECD and Latin America and the Caribbean
countries (figure 3.10a). While that is still an
improvement over the 16.4 per cent collected in
2015, it also hides substantial differences, as many
countries collect only about 10 per cent of GDP
via taxes (ESCAP, 2018d)

Overall, indirect taxation, which tends to
increase inequalities (figures 3.5 and 3.6),
was the dominant source of tax revenues at
49.8 per cent of the total, compared with the
OECD average of 32.7 per cent (figure 3.10b),
although the figure for the Asia-Pacific region
is comparable with that of other developing
economies. In comparing the total fiscal revenue
mix to the OECD average, the Asia-Pacific region
also collects relatively little through personal
income taxes, which are administratively

18 For 24 economies with available OECD data in the Asia-Pacific region. The
latest most complete IMF data on tax-to-GDP ratio for for 46 Asia-Pacific
ESCAP member States indicates the average of 16.9 per cent for 2017.
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FIGURE 3.10
Overall tax-to-GDP ratio in Asia-Pacific region is relatively low compared with

other regions of the world

(a) Average total tax revenues as a percentage of GDP, 2019
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(b) Average fiscal revenue structure, 2019
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challenging to implement (ESCAP,
2018d), and through social security
contributions (figure 310b).® The
overall fiscal revenues from social
security contributions stood at 1.6
per cent of GDP, well below the
OECD average of 9 per cent (figure
3.10a). Because of the substantial
impact of social expenditures on
reducing inequality, their increase
could have far-reaching positive
implications.

Development of digital systems
supporting tax administration,
on the other hand, opens new
ways for efficient and low-cost
management of tax collection,
including personal income taxes,
which is particularly important in
times of structural shifts when large
shares of the economy move into
a relatively easy-to-control digital
environment with relatively easy-
to-track digital payments (Estevao,
2021; OECD, 2021c; Lucas-Mas and
Junquera-Varela, 2021).

As with undercollection of personal
income taxes, in comparison with
other global regions, collection
of social contributions remains
drastically low in the Asia-Pacific
region at 1.6 per cent of GDP (figure
3.10a). This form of taxation remains
often non-existent. For example,
such schemes were introduced in
Indonesia only in 2015, at 3 per cent
and 6 per cent of contributions
from employees and employers,
respectively. The proceeds are
intended to fund health care and
pensions. This is not the general rule
though. In such countries as China,
the Islamic Republic of Iran, Japan

19 The overall impact of the most common direct taxes,
PIT and social security contributions varies significantly
among countries largely due to coverage differences.
Evidence suggests that, among these two, PIT has
greater potential for reducing inequality (Torbert, 2021).

and the Republic of Korea, social contributions
are one of the largest tax revenue sectors (ESCAP,
2018d).

The region leads in corporate income tax (CIT)
collection as a percentage of GDP. For some
Asia-Pacific countries,?® the share of CIT in all
tax revenues at more than 25 per cent stands
out compared with the OECD average of 10 per
cent (figure 3.10b). This form of taxation also has
a substantial impact on income distribution,
although more complex compared with PIT or
indirect taxes. For example, Nallareddy, Rouen
and Suarez Serrato (2019) provided strong
evidence that corporate tax cuts? increase
inequalities through a shift of income by high-
income households from labour to capital. Even if
arguably both low- and high-income households
benefit from an income increase, that increase
would be higher for high-income households.
Furthermore, Hager and Baines (2020) discussed
how lowering of CIT enhances concentration of
power in corporations, which amid weak labour
laws, neglect workers’ income and prioritize
shareholder benefits, leading directly to an
increase in inequality. However, CIT collection
gains in importance (see box 3.5) as corporate
income taxes globally have been on a downward
trend for the last 20 years prior to the start of
the pandemic, including among developing
countries of Asia and the Pacific, Africa, and Latin
America and the Caribbean (OECD, 2020).

Nevertheless, this picture is incomplete due to
the significant size of the informal economy in
several Asia-Pacific countries, which account for
68 per cent of persons employed in the region
(ILO, 2018a). This means that a considerably large
proportion of the regional population remains
outside the tax purview. Therefore, formalization
of business activities and, consequently,
taxing related personal and corporate incomes
might be the largest untapped fiscal revenue
resource.?? Taxing the informal sector through
business registration and formalization would
not only generate additional fiscal resources but

20 Kazakhstan, Malaysia, Papua New Guinea and Singapore (OECD, 2021a).

21 Either through changes in nominal or effective tax rates.

22 For a detailed discussion on tax revenue increases, especially PIT, see
ESCAP (2018d, chapter 4).



CALL FOR ACTION - muster the political will

Increase tax revenues through the “pay fair share” approach, namely closing
loopholes, cutting unnecessary tax incentives, fighting profit-shifting, illicit financial
flows and formalizing business activities.

Tilt the overall taxation weight towards the top of the income distribution, including
but not only, through changes in PIT and CIT, tax compliance and indirect taxation.
As indirect taxes are the dominant source of taxes in the Asia-Pacific region, extra
caution is needed in case of potential rate hikes.

BOX 3.5

Challenges of the digital economy - outdated tax
systems and agreements do not fit today’s increasingly
digital and globalized world

Calls for fair taxation of international corporations have
been heard for decades. In the last 20 years, they have
been joined by calls to tax “Internet companies”. The
chorus was recently strengthened by the call for taxation
of e-commerce and the broader “digital economy” (United
Nations, 2022). Everything points in the same direction —
corporations hiding behind increasingly complex networks
of transborder business operations set up for the same goal
—to limit the amount of taxes they pay.

Even before the pandemic, UNCTAD (2015) pointed out
that developing economies suffer relatively more from tax
evasion and avoidance owing to their weaker potential for
imposing countermeasures. At the same time, given the
scarcity of domestic resources, tax avoidance losses have a
larger impact. More recently, OECD (2021a) pointed out that
the Asia-Pacific region needs to strengthen its mobilization
of domestic resources — possibly through greater efforts to
prevent erosion of the domestic tax base and profit shifting.



The year 2021 might have sparked a process that will change
this “hide and seek” game, which in the end undermines
all global efforts to achieve a fairer and more sustainable
future. As was stated in OECD (2021b), the current goal is
to “ensure that multinational enterprises pay a fair share
of tax wherever they operate”. In signing the OECD/G20
Framework of Base Erosion and Profit Shifting (BEPS), 130
countries and jurisdictions pledged to reform the century-
old global tax system, which does not fit current needs.

The OECD reform intends to ensure that (a) corporations
pay taxes where they operate, even without their physical
presence being necessary, which should reallocate up to
$100 billion annually; and (b) CIT may be voluntarily set,
either by the host country or other country concerned
through additional taxation, at the minimum of 15 per cent
globally from 2023. This scheme should generate up to $150
billion in additional tax revenues annually. Point (a) targets
in particular digital business operations as goods and,
increasingly, services are sold online across borders without
the payment of the taxes due (OECD, 2021b).

For such initiatives to fully succeed, however, multilateral
support is crucial. For example, in December 2021, the
European Commission pledged to counter shell companies
across the European Union (European Commission, 2021),
which often serve as tax avoidance vehicles also in the Asia-
Pacific region (UNCTAD, 2015).

All developed economies in Asia and the Pacific joined the
OECD framework,aswellas multiple developing economies,
including the largest ones, such as China, India, Indonesia,
and the Russian Federation — in total, 26 member States,
and 3 associate members of ESCAP. On the other hand, the
benefits of the new agreement do not seem to be equal
for all, as multiple low-income or least developed countries
broadly refused to join the agreement. The key flaws they
underlined include costs that are too high for them to
implement necessary tax system changes amid doubtful
net gains.?

aMultiple solutions and improvements in the field of international tax cooperation are provided by the
United Nations Committee of Experts on International Cooperation in Tax Matters.



would also increase transparency
and fair competition in the business
environment, thus encouraging
the growth of businesses and help
build a culture of tax compliance
(Rao, 2014; Joshi, Prichard and
Heady, 2014). Formalization should
also bring clear benefits to informal
workers, for example through the
introduction of contributory social
security systems, which collect
exceedingly little revenues in the
Asia-Pacific region (figure 3.10a and
b), thus offering transparent social
security and health care benefits
to those covered. As ILO (2022)
noted, such schemes should be
based on compulsory rather than
voluntary affiliation, as the latter
remains usually ineffective® By
contrast, increased compliance may
be also achieved linking access to
government services and subsidies
with a proof of formalization.
Depending on the current coverage,
such systems may need to be
introduced gradually, for example
firstforsalaried workersthentheself-
employed. For instance, when the
Republic of Korea pushed towards
the adoption of compulsory health
insurance in the 1970s, the scheme
first covered companies with more
than 500 employees, moving
gradually towards encompassing
smaller enterprises (ILO, 2008).

Last but not least, with digitalization
of services, the role of which will only
grow in the post-pandemic period,
it is about time to tax the digital
economy (see box 3.5).

23 Compulsory formalization does not imply compulsory
contributions irrespective of income level, especially
given volatile and often low earnings in the informal
economy. In a broader context, compulsory formalization
allows for extension of social security benefits over
currently informal workers, the benefits of which would
have to be covered under non-contributory schemes
(ILO, 2022), but also would allow for future taxation in
cases of sufficient income increase.

-

While the vastly diverse regional economies
do not allow for a ‘“one-suit-fits-all” policy
recommendation, a similar set of challenges
during the COVID-19 pandemic has helped
to uncover some commonalities. Therefore,
the following guidelines should be helpful in
choosing the right direction for fiscal policies as
countries recover from the pandemic and use
this opportunity to build fairer, more inclusive
and equal economies, which will also be more
resilient to future shocks.

Depending on the country-level economic
situation, ifthe need to consolidate fiscal positions
materializes and fiscal austerity measures
must be implemented, prioritizing progressive
tax-based adjustments should be considered
over expenditure-side adjustments. Research
suggests that there would be a larger adverse
impact on inequality in case of expenditure-side
adjustments.

Health care - as the pandemic took a heavy
toll on people’'s health, expenditures on health
remain necessary for a better quality of life,
stronger economic performance, faster recovery
from the crisis and building of more resilient,
equal economies. It is necessary to ensure at least
that basic universal health coverage is prioritized
within health expenditures, as shortcomings at
that level have a decisive impact on labour force
participation, income generation and overall
quality of life. Therefore, the following policies are
recommended:



a. Amid limited fiscal space, ensure
universal health coverage for all
by reprioritizing expenditures
in favour of health. Flexibility in
budget allocations should help
in this regard. Shifting available
funding towards services which
have the highest impact, for
example primary health care,
should be considered as well.
Willingness to address systemic
inefficiencies must be elevated,

b. Consider wider deployment of
digital health care technologies
and continue learning from the
experiences of the accelerated
digital transition initiated as a
result of the COVID-19 pandemic.

Education - as the COVID-19
pandemic has already had an
unprecedented impact on children
due to school «closures and
deterioration of their economic
environment, failing on education
would mean preparing fertile
ground for inequality to increase
in the future - a trend unlikely
to be reversed easily. Therefore,
policymakers  should maintain
education expenditures and ensure
that the available resources support
coverage, universal access and
good-quality teaching, aligning
their policies with the following
guidelines:

a. Ensure sufficient funding for
universal education, especially
inthe earlyyears, evenintimes of
looming fiscal consolidation. This
would reduce the long-lasting
scarring from  interruptions
to formal education that have
occurred during the pandemic;

b. Address external factors which
have adverse impacts on the
long-term study path. For

example, close the digital divide by ensuring
access to broadband Internet;

c. Enhance inclusion in tertiary education by
eliminating financial barriers, for example
via work-for-scholarship programmes and by
universal young age education;

d. Eliminate socioeconomic barriers which lead
to dropping out from school. For example,
consider full coverage of education costs for
those in need, especially in rural areas.

Social protection - which has already protected
millions from falling into poverty - remains far
from universal, leaving large numbers of informal
workers and vulnerable groups with no support.
Therefore, fiscal priorities should be aligned with
the need for universality of access. Here, digital
technologies offer support in the management
and efficient delivery of social protection
schemes, thus they should be implemented on a
larger scale. In aiming to achieve these goals, the
following policy options are recommended:

a. Expand coverage of social protection
schemes to all people, including for informal
workers and people in vulnerable situations,
and formalize informal work to ensure access
to social protection;

b. Accelerate deployment of digital systems and
databases for better fiscal management and
efficient delivery of social protection transfers.

Paying a fair share of taxes: Ensure that all
individuals and companies pay their “fair share of
taxes” under already existing tax regimes. Existing
tax systems must be changed to eliminate tax
avoidance and increase tax collection efficiency.
For instance, digitalization of tax reporting not
only lowers administrative costs but also allows



for better control and management
of the tax systems. In particular,
policymakers can:

Increase tax revenues through a
“pay one's fair share” approach,
namely closing loopholes, cutting
unnecessary tax incentives,
fighting profit-shifting and illicit
financial flows and formalizing
business activities.

Shifting the burden towards
high-income households: When
tax rate increases are inevitable,

the aim should be to shift the
overall tax burden towards the
top of the income distribution,
for example through PIT, CIT, or
social contributions, which support
reduction in inequality, instead of
through indirect tax channels.

As indirect taxes are the dominant
source of taxes in the Asia-Pacific
region, extra caution is needed in
the case of potential rate hikes.

Big bang for the buck: Reassess
spending patterns for inefficiently
spent resources and identify
potential savings, such as those
previously illustrated for the
education and health care sectors.
Increase impacts by redirecting
part of fiscal expenditures towards
vulnerable and currently excluded
groups, where significant change
can beachieved atrelatively low cost,
such as through basic health care
procedures. Increase the impact

through synergies with other
such as social protection programmes enabling
children to access schooling system despite the
current financial barriers.

programmes,

Digitalization: The pandemic has opened the
window of opportunity for further deployment
of digital technologies, which should be broadly
implemented to facilitate lowering of the
administrative costs of fiscal policies. For instance,
digital identities linked to the banking system
facilitate formalization of economic activities,
access to those in need of social support and also
allow for low-cost transfers of necessary support.



-

After two years of the pandemic
and the concurrent economic
crisis, fiscal spending needs remain
elevated amid a situation where
fiscalrevenuesareverylimited. Fiscal
consolidations, with an expected
negative impact on inequality, are
on the horizon; without substantial
tax revenue increases, the inequality
increasing impact seems to be
inevitable. With the aim to “build
forward fairer” and to mitigate
the negative impacts of necessary
changes in fiscal policy on the

poorest, while avoiding an increase

in already elevated inequalities, Governments
should prioritize spending on health care,
education and social protection.

With the above priority spending areas and goals
fully aligned with the 2030 Agenda, and with
limited fiscal space, this chapter argued for a
major shift in fiscal management - spend smart.
This means improving the efficiency of spending
to obtain a so-called big bang for the buck in
areas which have the potential for providing the
largest beneficial impacts, such as basic health
care, education and social protection coverage.

Finally, not all fiscal constraints will be put right
with improved efficiency or savings alone. Hence,
to mitigate the impact of inequality increasing
fiscal consolidation or further debt distress, it is
essentialto mobilize additional domestic revenues.
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FOR INCLUSIVE 0 q

DEVELOPMENT:
THROUGH A NEW LENS
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Compared with fiscal policy, the role

of central banking in supporting
inclusive development is less
frequently discussed in general

as well as in the context of the
COVID-19 pandemic. Until the 1980s,
many central banks worldwide had
developmental mandates, such as
using credit allocation and special
financing schemes, to promote
such priority economic sectors as
manufacturing activities and exports
(Dafe and Volz, 2015). Since then,
the spread of neoliberal economic
policies’ and the perceived failure
of developmental central banking
prompted many central banks in
developing countries to abandon
such policies and adopt an inflation-
targeting approach. Such an approach
primarily narrows the core mandate
of central banks to maintaining price
stability, which supports inclusiveness
only implicitly. More recently, many
central banks, particularly of advanced
economies, have been criticized for

1 Such policies favour lightly regulated, unfettered, free
market capitalism and market-oriented reforms, such as
deregulation, balanced fiscal budgets and small size of the
Government.

launching unconventional monetary policy
measures in response to the 2007-2008 global
financial and economic crisis (Volz, 2017).
Examples of unconventional measures include
purchase of toxic assets of the corporate sector
and injection of substantial liquidly into the
system to support banks and spur economic
activity. Such experiences have led central
banks to become extra cautious or discouraged
when exploring any potential additional role
that may be deemed non-traditional.

Yet, given the unprecedented shocks
brought about by the COVID-19 pandemic,
central banks can and have played an
important, complementary role in building
forward fairer. As noted in chapter 1, the
pandemic is estimated to have pushed back
an additional 85 million people into extreme
poverty in Asia and the Pacific. At the same
time, sizeable fiscal stimulus and falling
government revenues mean that public debt
sustainability is at risk for some economies. In
response to these factors, Asia-Pacific central
banks have launched various somewhat
unconventional measures to support financial
access and liquidity of households, small and



medium-sized enterprises (SMEs)
and Governments? Amid tighter
fiscal space, securing a country's
inclusive development requires
greater contributions by other public
and private entities, including central
banks. As more inclusive societies
benefit people at large, inclusive
central banking is at least distinct from
the previous episode of developmental
central banking which benefited only
a small number of interest groups.

There are traditional ways how
central banks contribute to inclusive
development and societal welfare,
but new areas of inclusive central
banking are also emerging. Through
their conduct of traditional monetary
policy, central banks indirectly support
economic equality by maintaining low
inflation, and macroeconomic and
financial stability. High and volatile
inflation adversely affects the lower-
income groups the most and thus
exacerbates  existing inequalities.
Similarly, unstable macroeconomic
performance and frequent economic
downturns negatively affect the
poor more, as their capacity to
absorb such shocks is minimal. Thus,
the contribution of central banks
in  maintaining low inflation and
supporting macroeconomic stability
should not be underestimated from
the perspective of their contribution
to inclusive development and societal
welfare. Similarly, effective regulation
of the financial sector by central
banks delivers robust and competitive
financial sectors, resulting in greater
safety for consumer deposits and lower
transaction fees, which again benefit
the poor to a greater extent than
others. Moreover, in some instances

2 As such, central banks also support the ambition of
the 2030 Agenda for Sustainable Development. This is
because interrupted access to finance would limit people’s
access to education and health care services. Continued
financial access also reduces the risk of closure of SMEs and
subsequent job losses, especially among workers with lower
skills.

central banks directly promote economic
equality by enhancing financial access, literacy
and consumer protection. Beyond these
areas, other central bank functions also have
linkages with inclusive development which are
less obvious and not widely discussed, such as
management of official reserves and issuance
of currency. Yet, these are areas which have the
potential to directly aid inclusive development.

This chapter highlights four relatively
new and additional aspects of central
banking that can promote more inclusive
development in Asia and the Pacific (figure
41). First, as policymakers, central banks can
consider concrete actions that help make the
conduct of monetary policy more mindful of
inequality. Second, as investors, central banks
can examine how to make the management
of official reserves more socially oriented.
Third, as issuers of currency, central banks
can explore central bank digital currencies
as an innovative approach to foster financial
inclusion. Fourth, as regulators of the financial
sector, central banks can encourage the
issuance of innovative financial instruments
for social purposes.

It is worth highlighting upfront that these
additional considerations should not come
at the expense of core responsibilities of
central banks, that is, delivering low inflation
and macroeconomic and financial stability. In
other words, delivering these core mandates
on a sustained basis must remain a top
priority, and unless and until these are fulfilled,
additional considerations to promote inclusive
development should remain on the back
burner.

This chapter contains several policy
messages. First, central banks in Asia and
the Pacific can enhance their commitment to
promote inclusive finance. Only half of them
currently refer to financial access, financial
literacy or consumer protection in their
objectives and strategies. This is a missed
opportunity, given that inclusive finance is
an area where central banks can contribute
directly to more inclusive societies.



CHAPTER 4

FIGURE 4.1

Economic Policies for an Inclusive Recovery and Development

Selected areas of inclusive central banking covered in this chapter

CENTRAL BANGKING
AREA

Monetary policy conduct

Official reserve
management

Financial regulation

Source: ESCAP.

Second, central banks should take
deliberate actionsto make the conduct
of monetary policy more mindful of
inequality, not least because high and
persistent inequality can reduce the
effectiveness of monetary policy. At a
basic level, more effort can be made to
better understand and communicate
the distributional impacts of monetary
policy, including through changes in
inflation. A more ambitious approach
could be to introduce economic
equality as a distinct secondary
objective of central banks, especially
where the core mandate of inflation
stability has been achieved.

Third, with certain amendments in
a central bank's law and investment
strategies, part of sizeable official
reserves in Asia and the Pacific can be
invested in socially oriented financial
instruments. For instance, to directly
benefit inclusive development at
home, a portion of excess reserves may
be deployed as seed capital to kick-
start local social development projects.

CURRENT
OBJECTIVE

Price stability

Safety and liquidity

Robust financial sector

ADDITIONAL SOCIAL
CONSIDERATION

Income and wealth
distribution

Investment with
positive social impact

Socially oriented

financial instruments

Fourth, to realize the considerable potential
of central bank digital currencies (CBDC) for
enhancing financial inclusion, getting the
design attributes right and having in place
enabling digital infrastructure are critical. To
avoid unintended, adverse impactson financial
stability and the central bank's credibility,
central banks should clearly identify policy and
operational risks arising from the issuance of
CBDC, together with respective mitigation
measures.

Fifth, to mobilize more financial resources for
social purposes, Asia-Pacific countries should
explore innovative instruments, such as
social impact bonds and sustainability-linked
bonds, which offer some distinct advantages
over traditional instruments. Harmonized
social investment taxonomies and financial
assistance would help move these instruments
beyond the infancy stage.

This chapter is organized as follows. Section 2
first contains a review of actions taken by Asia-
Pacific central banks to ensure financial access
and liquidity during the COVID-19 pandemic,
thenanalysesthe extenttowhich central banks
in the region are promoting inclusive finance



Economic and Social Survey of Asia and the Pacific 2022

through their mission statements,
strategies and membership in
global initiatives. Section 3 reviews
interactions between monetary policy
and inequality and highlights how
the conduct of monetary policy can
be made more mindful of inequality.
Section 4 examines factors that have
constrained reserve allocation into
non-traditional financial instruments
and highlights how central banks
could reorient part of their official
reserves towards social bonds. Section
5 first reviews the concept of CBDC,
then provides a snapshot of its latest
developmentinAsia-Pacificeconomies
and ends with a discussion of policy
actions that would help CBDC work for
financial inclusion. Section 6 contains
a discussion of how central banks can
promote the issuance of social impact
bonds and sustainability-linked bonds
as innovative financial instruments for
social purposes. Section 7 concludes

with broad policy remarks.
2. |

STARTING WITH THE
BASICS: ASIA-PACIFIC
CENTRAL BANKS
CAN DO MORE TO
PROMOTE INCLUSIVE
FINANCE

This section highlights that, in
response to the COVID-19 pandemic,
many central banks in the region
have actively adopted measures to
support financial access (section 2.1).
Yet, from a longer-term perspective,
the extent to which Asia-Pacific central
banks are committed to promote
inclusive finance for people can be
enhanced (section 2.2), especially in
countries where financial access and

Building Forward Fairer

literacy remain limited (see online annex 1).
More broadly, Asia-Pacific central banks as
public policy organizations can implement
internal corporate actions to support inclusive
development (for some examples, see online
annex 2).

2.1 Policy responses to ensure
financial access and liquidity:
extending the lifeline

Asia-Pacific central banks launched various
schemes to support financial access and
liquidity amid the pandemic. Beyond
reducing the policy interest rates, a step which
has economy-wide impacts, there are also
policy initiatives that are designed specifically
to support access to finance by households,
SMEs and Governments.

For households, the aim is to promote mobile
money and digital financial services as
access to bank branches is limited during
public health lockdowns. To this end, several
Asia-Pacific central banks reduced transaction
fees and increased the limits on transactions
and balancesof mobile banking services (figure
4.2). For example, the Brunei Darussalam
Central Bank waived for all customers the
online local interbank transfer fees for a
period of six months, while the Bangladesh
Bank increased the daily transaction limit on
contactless debit and credit cards from about
$35 to $60. The use of other options to support
digital financial services, such as making
know-your-customer onboarding more
flexible and simplifying transaction processes,
appears to be less common in the region.

For SMEs, the focus is on ensuring adequate
financial liquidity to maintain business
operations. Among others, Asia-Pacific
central banks adopted measures relating to
debt moratorium, loan guarantees, financial
assistance and lower interest rates to support
SMEs (figure 4.2). On debt relief, Sri Lanka
provided a six-month moratorium on bank
loans for SMEs, while Malaysia allowed
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FIGURE 4.2
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Many Asia-Pacific central banks launched measures to support small and
medium-sized enterprises and digital finances amid the pandemic

Digital financial services

Small and medium-sized enterprises

Increased
trlz:::zteign 2:'*“‘“ ?“d Debt. Loan Fiqancial Lower interest
fees a:‘i;ai‘t’;w" suspension guarantees assistance rates
Australia * *
Bangladesh * * *
Brunei Darussalam *
China * * * * *
Fiji * *
Georgia *
Hong Kong, China * *
India * *
Indonesia * * * *
Lao People’s Democratic *
Republic
Malaysia * *
Myanmar *
Nepal * *
New Zealand * * *
Philippines *
Republic of Korea * *
Russian Federation * * * *
Singapore * * *
Sri Lanka * * *
Timor-Leste *
Thailand * * *

Source: ESCAP, based on IMF Financial Access COVID-19 Policy Tracker, as of February 2022.
Note: This figure is not exhaustive. In some countries, similar programmes were carried out by Governments and

are not covered here.




temporary interest-only payments and
extended the repayment period for
SMEs. On loan guarantees, the existing
scheme for State-guaranteed bank
loansto SMEsin the Russian Federation
had been expanded by €500 million.
Fiji's SME Credit Guarantee Scheme
was also expanded. Regarding
financial assistance, the Philippines
allowed SME loans to be counted as
part of banks' reserve requirements
and temporarily reduced their credit
risk weights to 50 per cent. Finally, on
lower interest rates, the Bank of the
Lao People’'s Democratic Republic has
created a 200-billion-kip fund (about
$17.7 million) for low-interest rate SME
loans through commercial banks.

To support fiscal space, Asia-Pacific
central banks have provided loans
to Governments and purchased
sovereign bonds. In response to
shrinking fiscal space in most Asia-

Pacific economies, several central
banks engaged in asset purchase
schemes for the first time in 2020.

The main aim was to maintain
government bond yields and restore
market sentiments.* While most of
these bond purchases took place in
secondary markets, central banks in
Fiji, Indonesia, Papua New Guinea
and Sri Lanka made the purchases in
primary markets as well (figure 4.3).
Central banks in Papua New Guinea
and the Philippines also provided
direct lending to their respective
Governments. In terms of size, the
value of announced measures in Fiji
and the Philippines stood at close to
8 per cent of GDP, about 4 per cent of
GDP in Indonesia and between 1 and
2 per cent of GDP in other developing
economies (Agur and others, 2022).

3 Central banks in Japan, the Republic of Korea and Thailand
also purchased corporate bonds and/or commercial papers.

More central banks in Asia and the Pacific
can have mission statements or strategies
that refer to inclusive development and/
or finance. Such references in official policy
statements would facilitate the allocation of
central banks’ human and financial resources
to foster inclusive finance. Based on a review
of annual reports and websites,* about 20
or close to half of central banks in the region
have references to inclusive finance in their
vision and mission statements, strategic plans,
objectives or priorities (table 4.1). The aims,
among others, are to achieve an inclusive
financial system and enhance financial
inclusion, financial education and financial
consumer protection.In addition, central banks
in several countries feature a broader objective
of supporting a country’s inclusive economic
growth or development agenda in their vision
or mission statements, such as Bangladesh,
Bhutan, Fiji, Pakistan, the Philippines and
Thailand. In contrast, in countries such as
Cambodia and Kyrgyzstan, the levels of
financial access and financial literacy remain
below the region's average values but there
appears to be no clear central bank mandate
on inclusive finance. Overall, there remains
room for more central banks in Asia and the
Pacific to engage with inclusive finance as this
is an area where they can contribute directly to
inclusive development.

Asia-Pacific central banks have established
dedicated units to implement strategies
and plans on inclusive finance. Examples
include central banks' departments and
divisions promoting financial inclusion (such

4 There are at least three caveats here. First, the amount and type of
information reported on the websites and in the annual reports vary
notably. While most annual reports are focused on central banks’ recent
activities, some are focused on macroeconomic updates. Second, this
analysis reviews references to aspects of inclusive finance in central
banks' official documents, but this does not indicate the actual level of
engagement by central banks. Third, this review does not cover initiatives
by financial supervisory agencies which may have played a role in
promoting inclusive financial policy.
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FIGURE 4.3
Asia-Pacific central banks supported fiscal space through loans and bond buying

Government bond purchases
Loans to Governments
and drawdown of reserves
Primary market Secondary market

Australia *
Fiji * *
India *
Indonesia * *
Japan *
Malaysia *
New Zealand *
Papua New Guinea * *

Philippines * *
Republic of Korea *
Russian Federation *

Singapore *
Solomon Islands *
Sri Lanka *

Thailand *
Turkey *

Source: ESCAP, based on ADB COVID-19 Policy Database (as of February 2022) and Agur and others (2022).
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FIGURE 4.4
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Most Asia-Pacific central banks are members of global initiatives on financial

inclusion and education

AFI MEMBERS

Bangladesh
China
Kyrgyzstan
Maldives
Russian Federation
Samoa

Solomon Islands
Sri Lanka
Tajikistan

Tonga
Uzbekistan
Vanuatu

INFE MEMBERS

Armenia
Bhutan
Cambodia

Fiji
India
WEIEVHE]

Nepal
Pakistan
Papua New Guinea
Philippines
Thailand
Timor-Leste

Source: ESCAP, based on data from the Alliance for Financial Inclusion (www.afi-global.org/members/) and the list
of members of the OECD International Network on Financial Education (www.oecd.org/financialfeducation/INFE-

member-lists.pdf).

as in Afghanistan, Samoa and Tonga),
strengthening financial consumer
protection (suchasin China, Kyrgyzstan
and Tajikistan) and enhancing financial
literacy (such as in India and Thailand).
In such countries as Bangladesh,
Indonesia and Pakistan, central banks
also have dedicated units to support
development of SMEs. Beyond these,
central banksin such countries as India
and Papua New Guinea also play an
important role in setting up national
centres on financial inclusion, while
those in Samoa and Solomon Islands
engage with task forces on national
financial inclusion.

Many Asia-Pacific central banks
are members of the Alliance for
Financial Inclusion (AFI). Established
in 2008, AFl intends to make financial
services more accessible to the world'’s
unbanked people. Among others,
the Alliance has working groups on
consumer empowerment, digital

financial services and financial inclusion
strategy. To achieve its mandate, AFI works
with regulatory authorities, international
organizations and the business sector through
peer learning and knowledge exchange.
As of September 2021, 101 institutions in 89
developing countries and areas have joined
the Alliance, including 24 central banks from
Asia and the Pacific (figure 4.4).

Many Asia-Pacific central banks are also
engaging with the OECD International
Network on Financial Education (INFE). Also
established in 2008, INFE intends to enhance
financial education worldwide. The Network
currently works on such issues as standard
setting, the impact of digitalization on
financial education and the needs of older
consumers. For these areas of work, INFE
aims to design policy instruments and share
experience and good practices. As of August
2021, more than 270 public institutions in
130 countries and areas have become INFE
members, including 24 Asia-Pacific central
banks (figure 4.4).



TABLE 4.1

Half of the central banks in Asia and the Pacific refer to inclusive finance or
development in their official documents

Country or area
Afghanistan

Armenia
Bangladesh
Bhutan

Cook Islands
Fiji

Indonesia

Malaysia

Maldives
Nepal

New Zealand

Pakistan

Papua New Guinea

Philippines

Republic of Korea

Russian Federation

Solomon Islands

Sri Lanka
Tajikistan
Thailand
Timor-Leste
Tonga
Vanuatu

Viet Nam

Selected references to inclusive development
Development of financial inclusion

Consumer protection and financial education

Supporting rapid broad-based inclusive economic growth,
employment generation and poverty eradication

Reinforcing stable and inclusive economic growth

Promoting public awareness of and education on financial products
and services

Foster sustainable and inclusive economic growth

Economic and financial inclusion to maintain financial system
stability

Promoting a progressive and inclusive financial system

Promoting a progressive and inclusive Islamic financial system

Financial inclusion as a medium to increase prosperity and reduce
regional income and wealth inequality

Increase the access of the financial service

Incorporating diversity, financial inclusion and sustainability into
strategies

Inclusive development of financial sector for the long-term benefit
of the people

Foster a sound and dynamic financial system to achieve sustained
and equitable economic growth and prosperity

Facilitating development of financial services and inclusion

Promote and maintain price stability...conducive to sustainable and
inclusive growth of the economy

Inclusive financial system
Expanding financial safety nets
Providing economic education

Expanding financial inclusion for households and businesses

Include women, youth and rural families...in the national financial
centre

Build financial resilience in rural households

Contributing to the prosperity? of Sri Lanka

Protection of benefits of consumers of banking services

Promoting a stable financial environment to achieve sustainable
and inclusive economic development

Maintaining financial education of the population

Manage and promote financial inclusion initiatives

Ensure sound banking practices in order to provide protection for
depositors

Contributing to socioeconomic development

Source: ESCAP, based on review of central banks’ websites and annual reports.
9 Here “prosperity” refers to “inclusion of all ssgments of the society in enjoying the benefits of development”.

Source

Strategic pillar
Strategic direction
Vision statement
Mission statement
Strategic priority
Mission statement
Strategic plan
Role

Role
Governor's statement
Objective

Strategy

Vision statement
Mission statement
Secondary function
Mission statement
Strategy map
Strategy map
Strategic plan
Strategic goal
Strategic objective
Strategic objective
Vision statement
Task

Mission

Action

Principal function
Mission

Major responsibility



m Economic and Social Survey of Asia and the Pacific 2022

3. ]
CENTRAL BANKS

AS POLICYMAKERS:
CONDUCT OF
MONETARY POLICY

In this section it is argued that, while
available evidence on the distributional
impacts of monetary policy is mixed,
central banks should still be concerned
with economic inequality because this
can undermine the effectiveness of
monetary policy (section 3.1). To make
the conduct of monetary policy more
mindful of inequality, central banks can
communicate better the distributional
impacts to the public and can even
consider introducing reducing
inequality as their secondary goal,
especially where the core objective of
price stability is being met (section 3.2).

3.1 Relationship
between monetary
policy and inequality:
going both ways

Building Forward Fairer

Changesin monetary policy can affectincome
and wealth inequality through several
transmission channels (figure 4.5). The first
channel is through income composition, with
major income sources being labour income,
government transfers and capital income.
The second channel is earnings distribution,
which is mainly determined by hourly wages
for richer people and hours worked for low-
skilled workers. The third channel is portfolio
composition, which involves the type and
maturity of assets and liabilities, such as
financial assets, real estate and pension
funds. Finally, the fourth channel is through
redistribution of savings between asset holders
(net savers) and debt holders (net borrowers).
The effects from these transmission channels
may offset or reinforce each other.

Empirical evidence on the distributional
impacts of monetary policy in developed
economies is mixed. Most studies have found
a negligible impact of changes in monetary
policy on wealth inequality, while the number
of studies that report the positive and
negative relationships with income inequality
is comparable (Leong, 2021) (figure 4.6). Such
inconclusive evidence is mainly because
the overall distributional effects depend on
each economy’s specific conditions, such as
economic and financial structure (for example,

Monetary policy affects income and wealth distribution through four transmission

FIGURE 4.5
channels
MONETARY ECONOMIC
POLICY VARIABLES

- Conventional
- Unconventional

- GDP components
- Inflation
- Employment

and labour income

- Interest rates

- Asset prices

- Current/financial
account

TRANSMISSION
CHANNELS

DISTRIBUTIONAL
EFFECTS

- Income inequality
- Wealth inequality

Source: ESCAP. based on Brandolini (2016), Bonifacio and others (2021) and Leong (2021).
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FIGURE 4.6
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Evidence on the distributional effects of monetary policy in developed countries

is mixed

Number of studies

Wealth inequality

Increase in inequality

Source: ESCAP, based on Leong (202]).

dominance of banks relative to capital
markets), prevailing distribution of
wealth and income, and other public
policies that are in place. Technical
factors, such as different estimation
methods and proxies of monetary
policy conduct, also play a role.

Limited available evidence in Asia-
Pacific economies suggests that
monetary policy does have an effect
on inequality. In a study that covers
10 Asia-Pacific developing countries,
an increase in the real interest rates
is associated with higher income
inequality in India, Indonesia, Malaysia
and the Philippines (Yousaf, Ghouse
and Atig-Ur-Rehman, 2018). Similarly, in
a study that examines combined data
from eight Asia-Pacific economies,
monetary easing was found to lead to
lower income inequality (Punzi, 2020).

The distributional impact of recent
central banks’ asset purchase
programmes in Asia-Pacific economies
is likely to be modest. While the
size of these programmes in the

W Negligible

Income inequality

M Decrease in inequality

region is generally small at below 2 per cent
of GDP, central banks' balance sheets in
major developed economies increased by 15-
25 per cent of GDP during the period 2019-
20205 Partly driven by this modest scale, the
announcement of unconventional monetary
policy tools in emerging economies has not
led to an increase in inflation expectations
(Agur and others, 2022). Another factor at play
is the composition of income and wealth. In
the Philippines, the main income sources
for people in the top income decile are non-
agricultural salaries and personal remittances
(Cabote and Fernandez, 2020). While the bond-
buying programme may benefit this wealthier
group through higher investment dividends,
this income source is negligible for them. In
contrast, the rich could be adversely affected
by lower interest rates, as interest income and
pension benefits together account for a larger
share of their total income compared with that
of poorer people.

Nevertheless, central banks should be
concerned with inequality because it can
reduce the effectiveness of monetary
policy. Monetary easing in economies with

5 For details, see the Atlantic Council Global QE Tracker (www.
atlanticcouncil.org/global-ge-tracker/).



high income inequality tends to be
less effective because, despite lower
borrowing costs, wealthier individuals
have a lower propensity to increase
their already high consumption while
poor households would in any case
have limited borrowing capacity.
Similarly, in economies where most
people are unbanked, monetary easing
may not boost personal consumption
because interest incomes of many
households are not directly affected.
More broadly, when the public believes
that monetary policy plays a role in
widening inequality, they may be less
supportive of central banks' policy
actions, which could eventually impair
the effectiveness of monetary policy
(BIS, 2021). Meanwhile, studies have
also suggested that prevailing income
inequality could affect the outcomes
of monetary policy. In the United
States, a large increase in savings and
investments by high-income people
mainly explain declining interest rate
levels since the 1980s (Mian, Straub,
and Sufi, 2021c).

A broad view is that monetary
policy tools cannot address the root
causes of inequality. As economic
inequality generally arises from
long-term structural factors, such as
automation, the digital economy and
globalization, monetary policy is not an
effective tool for addressing inequality

(BIS, 2021, Rogoff, 2021). Moreover,
having multiple objectives of price
and financial stability, economic

growth, employment and inclusive
development, some of which may

be conflicting, erodes the effectiveness of
monetary policy and undermines central
banks' credibility and its accountability (Budina
and others, 2021). Other concerns are that
central banks may need to have more policy
tools at their disposal to achieve more goals
and that judging central banks’ performance
in meeting an objective that involves other
policymakers (such as fiscal policymakers for
inclusive development) is difficult.

In this view, the best way that monetary
policy can promote equality is by maintaining
low inflation and economic stability. This
is certainly true for central banks that are
struggling with high inflation and volatile
macroeconomic conditions. They should not
try to address inequality as a separate objective
through use of monetary policy instruments.
Rather, their main contribution to mitigating
inequalities should come from ensuring low
inflation and macroeconomic stability on a
sustained basis.

For economies that continue to experience
high and volatile inflation, a related issue is
lack of a clear definition of low and stable
inflation, that is, price stability. In many
countries, an announced annual inflation
target keeps changing from year to year
depending on actual inflation. Instead,
the target should be set for 3-5 years, and
central bank should be held accountable for
delivering on this target. So, what should be
the definition of low and stable inflation, which
could serve as a target? Surprisingly, there is
no firm answer in the literature, although
some approaches and estimates are available.
A practical approach, with a view of keeping
inequality considerations in view, could be
to link it with stabilizing purchasing power,
which in turn can be proxied by real wages.
When people are experiencing inflation, they
are basically experiencing a loss in purchasing
power. Some basic research at the country
level can help determine the average wage
growth, given labour market conditions and
productivity levels. A clear definition of price
stability linked with wages can strengthen the
contribution of monetary policy to promoting
economic equality.



There are other actions that central
banks can consider. At a basic level,
central banks should develop a good
and deeper understanding of the
distributional impacts of monetary
policy. Such analysis needs to consider
country-specific socioeconomic
structure and conditions,  with
counterfactual scenarios that capture
the possible rise in inequality due
to persistence of high inflation and
weak employment in the absence of
changes in monetary policy. Currently,
monetary policy statements of most
central banks tend to be completely
devoid of any discussion on inequality
and possible linkages between
inflation and inequality. Studies in the
context of emerging economiesshould
also seek to examine how domestic
economic inequality is affected by the
stance on monetary policy in advanced
economies.

Then, central banks should publicly
communicate such distributional
effects. Examples are through official
speeches and reports and community
outreach events (Budina and others,
2021). Such communication will help
people to better manage the expected
impacts of changes in monetary policy.
It also helps Governments and other
public organizations to consider how
to support adversely affected groups.
For example, public pension funds
could explore ways to support old-age
savers amid a prolonged period of low
interest rates.

Central banks should also determine
the extent to which they should
integrate the consideration of
inequality into the conduct of
monetary policy. At a basic level, when
deciding on monetary policy changes,
an impact assessment can also include
incomeandwealthdistribution (Prasad,

2014). Moreover, when choosing between two
equally effective monetary policy strategies,
central banks should adopt an option with
smaller potential distributional impact
(Schnabel, 2021). For example, the effect that
inflation has on wealth distribution is different
between inflation targeting and price-level
targeting approaches (Meh, Rios-Rull and
Terajima, 2010). Meanwhile, central banks that
are by and large successful in maintaining
inflation at a low and stable level can include
inclusive development as one of their goals.
While this is sometimes perceived as a radical
approach (Abu Bakar and Ho, 2018), section 2.2
notes that mission statements of several Asia-
Pacific central banks already feature aspects of
inclusive development.

For central banks that remain reluctant
about such integration, they could prioritize
objectives. Such an approach has already been
used by some central banks in prioritizing the
traditional objectives of monetary policy. For
example, for the Maldives Monetary Authority,
its second objective of maintaining financial
stability is pursued only if this does not
compromisethefirstobjective on pricestability.
Similarly, in Solomon Islands, the central
bank’'s additional objective of maintaining a
stable financial system is subordinated to the
primary objective on price stability. In a similar
vein, central banks can pursue the additional
objective of mitigating inequality only if the
traditional objectives of monetary policy have
been achieved.

Despite rising inflationary pressure in Asia
and the Pacific, price stability in several
economies should allow for inequality-
mindful pursuit of monetary policy. The
projected headline inflation rates for 2022 and
2023 in 13 out of 26 Asia-Pacific economies
are below/within their respective target rates/
ranges (figure 4.7). As central banks' core
mandate of achieving price stability is likely to
be met, consideration should be given on how
to further integrate inclusive development into
monetary policy formulation.
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FIGURE 4.7

Around half of Asia-Pacific economies are projected to meet their inflation targets
in the coming years
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As part of an unconventional
monetary policy toolkit, asset
purchase programmes could include
support for social bonds. Central
banks could allocate part of their
bond-buying schemes towards social
bonds locally issued by national
Governments and companies. For
example, in Thailand, the Bank of
Ayudhya Public Company Limited
(Krungsri) issued a baht-denominated
social bond in January 2020 to support
women who owned small enterprises
and were low-income earners. In
Japan, the University of Tokyo issued
a yen-denominated social bond in
October 2020 to fund educational
activities, while the Tokyo Metropolitan
Government’s social bond issued in
June 2021 is aimed at making the city
safer.
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4.

CENTRAL BANKS
AS INVESTORS:
MANAGEMENT OF
OFFICIAL RESERVES

This section notes that central banks’
strategies to manage official reserves
are centred around liquidity and
safety considerations, thus limiting
how foreign exchange reserves can be
used to benefit inclusive development
(section 4.1). Certain changes in
the governance and objective of
reserve management and adoption
of responsible investment strategies
can make reserve management more
socially oriented (section 4.2).

-

4.1 Managing official
reserves: currently
safety comes first

The management of official reserves
typically follows a risk-averse
approach with the core focus being
on liquidity and safety. Among others,
reserve management is aimed at
backstopping the value of domestic
currency with external assets, assisting
a Government in meeting external
obligations and maintaining a reserve
for emergencies (IMF, 2003). As a
result, reserve management tends to
be risk-averse by nature, with priority
forample liquidity and acceptable risks
over financial returns. For example,
close to 40 per cent of surveyed central
banks worldwide are allowed only to
invest in government, supranational
and agency bonds with a credit rating
of A+, A or A- (World Bank, 2020c). For
official reserves that are invested as
deposits with commercial banks, the
same rating is required in almost two
thirds of the respondents.

Economic Policies for an Inclusive Recovery and Development

Central banks’investmentsin unconventional
asset classes remain small. Central banks
around the world hold about 82 per cent of
their reserves in conventional instruments,
such as high-grade bonds, deposits and gold
(Hentov and others, 2019). Another 15 per cent
of the portfolios is invested in less traditional
instruments, such as equities and return-
enhancing bonds. In Asia and the Pacific,
where central banks' assets amounted to
more than $9.1 trillion at end-2020 (OMFIF,
2021), a large part of these assets is invested
in bank deposits, followed by money market
instruments and government bonds (figure
4.8) (World Bank, 2020c). This contrasts with
the dominance of government bonds in other
regions of the world.

Several factors are holding back central
banks’ investment in non-traditional asset
classes:

First, many central banks are not allowed to
invest in unconventional asset classes. Less
than half of surveyed central banks in Asia
and the Pacific are permitted to invest in
emerging market bonds and investment-
grade corporate bonds (figure 4.9) (World
Bank, 2020c). Only a quarter of them are
allowed to invest in equities in developed
and developing markets, while none can
invest in high-yield corporate bonds.

Second, official reserves in some Asia-
Pacific economies are deemed inadequate
for meeting their fundamental objectives.
This tends to constrain central banks’
ability to fully explore how to make the
management of reserves more socially
oriented. According to IMF Assessing
Reserve Adequacy,® such countries as
Armenia, Pakistan and Turkey may not
have adequate reserves, whereas such
countries as the Philippines and Thailand
are estimated to have some excess reserves.

6 This useful website contains links to numerous IMF papers, data and
tools to aid in the assessment of reserve adequacy. It is available at www.
imf.org/external/np/spr/ara/.
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Much of official reserves in Asia and the Pacific are invested in bank deposits and

money market instruments
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Third, most central banks have not
integrated environmental, social
and governance (ESG) factors into
their investment frameworks. In a
global survey of central banks, only
1 per cent of them have explicitly
incorporated the ESG factors into
investment processes (World Bank,
2019b). Thiscould beduetoconcerns
over portfolio performance (Fender
and others, 2020).

reserve allocation
less engagement

A conservative
strategy means

with socially oriented financial
instruments. Clobally, only 8 of
108 social bonds are issued by

supranational bodies,” thus belonging
to the traditional asset class. An
example is the $500 million Social
Bond Programme introduced by the
International Financial Corporation in
2017 to support smallholder farmers
and women-owned enterprises (IFC,
2017). Most other social bonds are
issued by non-sovereign entities,
mostly in developed countries, so they
are classified as unconventional assets.

Central banks can take basic actions
to integrate inclusive development
into reserve management. They
may begin by holding internal
consultations to determine whether
existing mandates and strategies allow
such integration, then examining how
reserve allocation into socially oriented
financial instruments would affect the
liquidity and risk-adjusted returns of
their portfolios. Integrating inclusive
development may be justified as risk

7 The Sustainable Bonds Database of the International
Capital Market Association is available at www.icmagroup.
org/sustainable-finance/green-social-and-sustainability-
bonds-database/#tHomeContent.

management, as inequality-induced social
unrest and political instability will undermine
portfolio performance.

A direct approach is to introduce inclusive
development as an additional objective
of reserve management. Central banks'
conservative investment strategy is partly due
to concerns over reputation when portfolio
management incurs losses. In this regard,
an additional objective may state that excess
reserves be invested for long-term capital
gains and/or social impacts (Castelli and
Gerlach, 2019). Such an explicit objective
would help provide legitimacy to investment
decisions and avoid central banks' investment
in firms or economic sectors that could impair
their reputation as public institutions. Indeed,
a global survey shows that many central
banks cited reputational gains as the main
benefit of including sustainability into reserve
management (Fender and others, 2020).

Changes in the governance of reserve
allocation can be considered. One option
is to set up an investment committee within
a central bank to make reserve investment
decisions (Castelli and Gerlach, 2019). Such an
investment committee may function in the
same way as a monetary policy committee
which is established to make decisions on the
direction of monetary policy and comprises
experts outside central banks. Senior central
bank managers can outline expectations on
risk and financial return, while the investment
committee will make decisions on, forexample,
the composition of asset classes.

Central banks that are willing to pursue
socially tilted reserve management can
adopt various investment strategies (NGFS,
2019). For negative screening, central banks
can introduce an exclusion list that prohibits
investments in such sectors as tobacco and
weapons.Underimpactinvesting,centralbanks’
investment can explicitly target measurable
social indicators alongside financial returns,
such as allocations to supranational social
bonds, social enterprises and equity impact
funds. For voting and engagement, central
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banks with exposure to equity and
corporate bonds can take an active
approach by ensuring that their
investee companies are aligned with
positive development outcomes. For
example, the exercise of voting rights
by the Swiss National Bank is focused
on corporate governance of investee
companies.

Central banks could mobilize part of
excess reserves to promote inclusive
development locally. Among others, a
fund can be set up to build the capacity
of asset managers in integrating
social issues into asset management.
An example in the context of green
development is the Green Investment
Programme introduced by the
Monetary Authority of Singapore.
Funded by a $2 billion allocation of
official reserves, the fund seeks to
enhance the climate resilience of
official reserves, attract sustainability-
focused asset managers to Singapore
and serve as a catalyst for funding
green projects globally (Menon, 2021).

In essence, different stakeholders
have a role in making official reserve
allocation socially oriented. From an
issuer’'s perspective, supranational
bodies could aim to issue more
international social bonds. Similarly,
there is room for sovereign entities and
highly rated companies in Asia-Pacific
countries with reserve currency status
(such as Australia, China and Japan)
to issue more social bonds to benefit
development in poorer regional peers.®
From an investor's perspective, Asia-
Pacific economies that are deemed
to have excess reserves could allocate
part of their reserves for internationally
and locally issued socially oriented
bonds. Central banks could also use
excess reserves as seed capital to

8 Almost 40 per cent of surveyed central banks worldwide
intend to increase exposure to assets denominated in Asia-
Pacific currencies over the next 12-24 months (OMFIF, 2021).

Building Forward Fairer

support local social projects. Finally, even in
countries the reserves of which are considered
inadequate, central banks could review
whether their reserve allocation strategies
could have greater social impacts. An example
is to switch existing bank deposits to banks
with a more favourable ESG rating, which does
not necessarily affect portfolio performance.

—

5.

CENTRAL BANKS AS
CURRENCY ISSUERS: A
CENTRAL BANK DIGITAL
CURRENCY

This section shows that, with large potential to
enhance financial inclusion (section 5.1), half
of the central banks in Asia and the Pacific are
exploring the issuance of central bank digital
currencies (section 5.2). To leverage such
potential, central banks will need to carefully
consider the design features, legal issues
and operational risks and work with other
policymakers to enhance digital connectivity
and literacy (section 5.3).

5.1 Concepts and design
features: making the right
choices

A central bank digital currency (CBDC) is
the digital form of a country’s fiat currency.
As with cash, CBDC is issued and backed by a
central bank and can be used for payments,
digitally. The key difference is that the CBDC
monetary value is stored electronically, unlike
physically as banknotes and coins. While CBDC
is similar to electronic-based bank accounts
and cryptocurrencies in a way that they are
digital and universally accessible, CBDC is a
liability of the central bank. Many central banks
started exploring CBDC in response to the
emergence of private digital currencies, such
as Bitcoin. While these currencies may provide



faster, cheaper means of payments,
their widespread adoption could
undermine monetary sovereignty and
financial stability in case of a firm'’s
insolvency. Countries such as Sweden
are exploring CBDC amid the declining
use of cash in financial transactions.

CBDC design choices can have

notable implications for digital
payments in the economy and
for financial inclusion. There are

various CBDC attributes, such as
whether financial intermediaries or
central banks themselves will handle
transactions, whether CBDC would be
used for interbank transactions only
or by the public, and whether users
can access CBDC through an account
or an electronic token (see box 4.).
For the aim of enhancing financial
inclusion, a direct, token-based
retail CBDC offers greater potential
because consumers do not have to
verify a person’s identity® and rely on
limited services provided by financial
intermediaries. For households, CBDC
can also increase efficiency and safety
in making payments, lower the transfer
fees of cross-border remittances
and speed up the disbursement of
the Government's emergency cash
transfers.

The potential benefits of CBDC go
beyond financial inclusion.”® For
central banks, CBDC could help
lower the cost of cash distribution
and management, maintain central
banks' relevance and leadership in
the monetary system and enhance
monetary policy effectiveness. Central
banks cannot and should not leave

9 Only 40 per cent of adults in such countries as Armenia and
the Lao People’'s Democratic Republic have an official identity
card (DemirgUg¢-Kunt, and others, 2017). In this regard, India’s
Aadhaar, the world's largest biometric-based identification
number system, can provide an example of how to provide
official identification to residents (uidai.gov.in)

10 For elaboration on this issue, see Allen and others (2020),
Shirai (2019) and Kiff and others (2020).

the creation of digital money (such as Bitcoin)
entirely to the private sector. Nothing central
to money’s functioning in an economy can and
should remain outside of public supervision
and regulation. More broadly, CBDC could
help broaden the tax base through reduced
tax evasion, limit illicit financing due to its
trackability and support national financial
innovation and digitalization of an economy.

The choice of initial design can be
important to reduce possible negative
economic implications of CBDC adoption.
For example, while interest-bearing retail
CBDC could help enhance the effectiveness
of monetary policy because commercial
banks are more willing to adjust their deposit
rates in responses to a change in the policy
rate in order to retain their customers, many
people may switch their savings from bank
deposits to CBDC. This could lead to financial
instability if such financial disintermediation is
sizeable. Thus, one option is for central banks
to start with wholesale CBDC; once the system
matures, CBDC can then be made available to
the public for retail purposes as well.

Retail CBDC would likely complement, rather
than substitute for, cash. About one fifth of
surveyed central banks worldwide noted that
they plan to issue a CBDC in the next 1-6 years
(Boar and Wehrli, 2021). Even when retail CBDC
is issued, it will be unlikely to replace cash as
consumers consider various factors when
deciding on which forms of money to hold.
For example, in Thailand interest-bearing retail
CBDC is rated more favourably than cash on
speed and transaction cost, but much less on
anonymity (Chucherd and others, 2021)

About half of central banks in Asia and the
Pacific are exploring CBDCs with various
design features. While none of the central
banks have launched CBDC, at least 23 of them
are at the stage of research, proof of concept
or pilot (figure 4.10). In terms of purpose, 20 of
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28 CBDCs under consideration would
be for the retail purpose, while another
6 are for the wholesale purpose and
2 would cater to both purposes. Of 11
CBDCs with information on the access
system, 9 are token-based and 2 are
account-based. Finally, while plans on
the architecture type are available for
only six CBDCs, all of them are based on
the hybrid approach. Box 4.2 features
China’s pilot CBDC.

Several Asia-Pacific central banks
have established dedicated units on
CBDC." For example, the Bank of Korea
recently set up a new unit to work on
CBDC research and technology and
a task force to review the impacts of
CBDC issuance on its mandates. Bank
Indonesia also formed a group to study
CBDC technology. Meanwhile, CBDC

1 For further information, see BSP (2021).

FIGURE 4.10
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work at the Monetary Authority of Singapore
is supported by working groups comprising
staff from different departments and
representatives from the financial industry
and blockchain ecosystem. Finally, the Fintech
Facilitation Office within the Hong Kong
Monetary Authority coordinates a joint CBDC
project with the Bank of Thailand.

There are also other CBDC-related
developments in the region.” Among others,
the National Bank of Cambodia in October
2020 launched an interbank payments system
based on a distributed ledger technology.
Although not a CBDC, this initiative is aimed at
promoting financial access by rural residents
and small businesses. In the Federated States
of Micronesia and Palau, there is a proposal
to create a national payment platform for
the issuance of CBDC to support unbanked
populations.

12 For more information, see the Atlantic Council's CBDC Tracker (www.
atlanticcouncil.org/cbdctracker/).

Half of Asia-Pacific central banks are at various stages of exploring CBDC

RESEARCH

- Australia (Australia CBDC)
- Bhutan
- China (China CBDC)
- Georgia
- Hong Kong, China
(Hong Kong CBDC)
- India
- Indonesia
- Japan (Stella)
- Lao People's
Democratic Republic
- Macao, China
- New Zealand
- Pakistan
- Philippines
- Singapore (Project Orchid)
- Taiwan Province of China
- Viet Nam

PROOF OF CONCEPT

PILOT

- Australia (Project Atom)

- Hong Kong, China and
Thailand (Itanon-LionRock)

- Islamic Republic of Iran

- Japan (Digital yen)

- Kazakhstan

- Malaysia

- Russian Federation

- Thailand (Thailand CBDC)

- Turkey

Source: ESCAP, based on the CBDC Tracker (www.cbdctracker.org), as of February 2022.
Note: For countries or areas that are exploring more than one CBDC, the names of CBDC are indicated within the

parentheses.
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5.3 Making CBDC work
for the poor: central
banks alone are not
enough

There are several steps that central
banks should consider before
issuing CBDC. As a first step, central
banks need to be clear about their
own objective(s) for issuing CBDC
and whether non-CBDC options are
available. After an initial decision to
proceed, there are considerations on
design choices and operational issues,

Building Forward Fairer

=

such as legal and supervisory frameworks, risk
identification and mitigation, and availability
of relevant market infrastructure. These are
followed by a feasibility study, further research
and a pilot project.

For most central banks, enabling legal
frameworks are not yet in place. Of 171
economies surveyed, only 23 per cent of them
have central bank laws that allow the issuance
of currency in a digital format (Bossu and
others, 2020). In the Philippines, the issuance
of retail CBDC is currently not possible because
only the Government, commercial banks
and other entities supervised by the central
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bank are allowed to open deposit
accounts with the central bank (BSP,
2021). Amendments to anti-money-
laundering and data privacy laws may
also be needed.

Central banks will also need to
amend governance frameworks
and increase technical capacity.

To issue CBDC, some central banks
may need to revise their objectives,
reorganize  internal departments
and create new regulations. Such
enhanced governance frameworks

would increase  central banks'
ability to manage reserves and
deposits, protect user privacy and

deal with cyberattacks, all of which
functions are necessary for a smooth
implementation of CBDC (Kumar and
others, 2020). Moreover, while central
banks will likely outsource some
aspects of CBDC operations to external
vendors, they still need to possess solid
technical capacity to supervise these
firms.

Central banks should clearly identify
risks arising from the issuance of
CBDC. From a policy perspective,
these risks include weakened financial
stability and compromised consumer
protection (Kiff and others, 2020) For
instance, CBDC could exaggerate
systemic bank runs because a digital
flight to safety could take place at a
significant scale and speed, although
this could be partly mitigated by a
limit on withdrawal of CBDC (Mancini-
Criffoli and others, 2018). From the
operational perspective, examples
of risks are fraud, cybersecurity and
damage caused by outsourced firms.

Making retail CBDC work for
financial inclusion requires broader
national policy actions. Beyond
having extensive networks of financial
intermediaries, retail CBDC will help
enhance financial access only if
broad coverage of Internet networks

Economic Policies for an Inclusive Recovery and Development

and adequate financial literacy are in place.
However, mobile-broadband subscription
rates remain rather low in such countries as
Afghanistan, the Lao People’s Democratic
Republic and Pakistan (figure 4.11). Even in
countries with comparable subscription rates,
the share of people who use online banking
varies notably due in part to different levels of
digital and financial literacy. While enhancing
Internet connectivity is beyond the purview of
central banks, they can still contribute by, for
example, making CBDC mobile wallets easier
to use in low-bandwidth rural areas.

Overall, Asia-Pacific countries should proceed
with caution before issuing CBDC. As an
innovative initiative that is still being studied by
central banks in advanced economies, central
banks in Asia-Pacific developing countries need
to carefully weigh the potential benefits of
issuing CBDC against their operating costs and
risks, as well as considering the merits of other
policy options.” Unless appropriate CBDC design
choices are made and enabling conditions are
in place, CBDC may not shift the preferences
for cash among low-income consumers. Less
developed or smaller countries would also
benefit frorn multilateral cooperation, such as
an agreement among central banks in Pacific
island countriesand areasto develop subregional
payment and settlement systems (Didenko and

Buckley, 2020).

6.
CENTRAL BANKS AS
FINANCIAL REGULATORS:
INNOVATIVE SOCIALLY
ORIENTED FINANCIAL
INSTRUMENTS

While unconventional financial instruments
for social purposes, such as social impact
bonds and sustainability-linked bonds, offer
some distinct advantages, their use is still very
limited in Asia and the Pacific (section 6.1). To

13 Central banks could, for example, provide subsidies for commercial
banks to establish more branches and offer online banking (Mancini-
Griffoli and others, 2018).
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FIGURE 4.11
Mobile broadband subscriptions and access to online banking remain limited in
many Asia-Pacific countries
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Abbreviations: Country/area codes are Afghanistan (AFG); Armenia (ARM); Australia (AUS); Azerbaijan (AZE);
Bangladesh (BCD); Cambodia (KHM); China (CHN); Georgia (GEO): Hong Kong, China (HKG); India (IND);
Indonesia (IDN); Islamic Republic of Iran (IRN); Japan (JPN); Kazakhstan (KAZ); Kyrgyzstan (KCZ) Lao People’s
Democratic Republic (LAO); Malaysia (MYS), Mongolia (MNG); Pakistan (PAK); Republic of Korea (KOR); Russian
Federation (RUS); Singapore (SGP); Sri Lanka (LKA); Taiwan Province of China (TWN); Thailand (THA); Turkey (TUR);
Uzbekistan (UZB); and Viet Nam (VNM).

expand the use of these modalities, A social impact bond is a pay-for-success
central banks can work with other contract. Under this outcome-based modality,
financial supervisory authorities to private investors cover the upfront capital
provide both technical and financial required for service providers, usually non-
support (section 6.2). governmentorganizationsorsocial enterprises,

to set up and deliver agreed social projects.

6.1 Social impact bonds When the service provider fulfils the project’s
pre-defined outcomes, an outcome funder,

and SUStGinGbiIity- which can be the Government, international

linked bonds: infancy donor or philanthropic organization, will pay
the privateinvestorsthe principal plusinterest.'
stage

14 As such, social impact bonds can be viewed as hybrid instruments with
elements of debt (the payment depends on predetermined interest rate)
and equity (the dividend payout is conditional on performance indicators).
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Outcome funders also identify social
issues to be addressed and set the
project’'s outcome targets. Finally,
external evaluators are often involved
in evaluating whether the project
outcomes have been met.”

Compared with a typical social project
where the Government both funds
and implements it, social impact
bonds offer certain advantages. First,
this financing modality helps ensure
the effectiveness of development
spending, whether by Governments
or development partners, because
the payment is made only when
the project's positive social impact
has been verified. Second, a project
financed by social impact bond tends
to exhibit greater accountability

15 In some cases, another stakeholder is included among
intermediaries, which help mediate and form a mutual
agreement on the terms and conditions of the bond. For
more details, see Galitopoulou and Noya (2016).
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and transparency due to its impact-based
nature (rather than input-based) and regular
monitoring by private investors and external
evaluators.

Social impact bonds have led to social gains
in Asia-Pacific countries, even though there
are only a few. Japan, the Republic of Korea
and India are pioneers in the region; they
first issued such bonds in 2009, 2014 and
2015, respectively. In India, the Educate Cirls
Development Impact Bond, the world's first
social impact bond to support education,
intended to increase enrolment for out-
of-school girls and improve the literacy of
both boys and girls in the northern state of
Rajasthan. The three-year project targeted 166
schools with 15,000 children, 9,000 of whom
were girls. The service provider (Educate Girls)
trained volunteers to make door-to-door visits
to beneficiary families. As the project exceeded
both its enrolment and literacy targets, the
Children’s Investment Fund Foundation, as




outcome funder, paid the principal
plus a 15 per cent interest rate to the

investor, UBS Optimus Foundation
(UBSOF, 2018).
Unlike thematic bonds the

proceeds of which are earmarked
for specific projects, the proceeds
from sustainability-linked bonds
can be used for general operations.
Under this arrangement, issuers
agree to meet certain sustainability
performance targets and the bond
coupon rate depends on whether they
fully meet these predefined targets.
For instance, the interest rate may
be decreased by 25 basis points if the
targets are met'® As such, issuers
of this innovative bond can be more
diverse, as organizations that are keen
to improve their overall sustainability
profiles but cannot find suitable social
or green projectstoimplement are also
allowed to participate. This possible
diversification of the issuers would also
help attract new investors.

While sustainability-linked bonds
offer a new way for how companies
can contribute to inclusive
development, their use in Asia
and the Pacific has been focused
on environmental protection.
For example, in India, UltraTech
Cement raised $400 million through
a bond that is aimed at reducing
the company's carbon emission by
22.2 per cent for every metric ton of
cementitious material it produces by
end-March 2030 (UltraTech Cement,
2021). Globally, the first sustainability-
linked bond that features social targets
was issued by Luxembourg Novartis
for €1.85 billion in 2017. During the
period 2017-2028, the proceeds are
and will be used to improve access

16 While investors receive lower interest income in such cases,
they may still benefit from a higher price of debt because the
issuer’s sustainable practices could result in a narrower credit
spread.

to medicines in poorer countries. In France,
Schneider Electric raised €650 million in 2020
from a sustainability-linked bond that targets
seven socially and environmentally oriented
Sustainable Development Goals, including
good-quality education, gender equality and
reduced inequality.

Campaigns to enhance the understanding
of innovative socially oriented financial
instruments are useful. For example, when
green bonds were less widely understood,
financial regulators in Indonesia issued
policy guidance to non-sovereign issuers on
international issuance of green bonds and
expanded learning networks on sustainable
finance (Climate Bonds Initiative, 2018). China
has also set up a knowledge platform on best
practices for scaling up sustainable finance.

Central banks in the Asia-Pacific region
and beyond can work together to develop
and/or harmonize taxonomies for socially
oriented financial instruments. Such a
common framework would enhance clarity
and confidence among potential investors. A
recent effort on this front is the Sustainability-
linked Bond Principles of the International
Capital Market Association, which outline five
components on selection of key performance
indicators, calibration of sustainability
performance targets, bond characteristics,
reporting and verification (ICMA, 2020). In
the area of financing green development,
the Association of Southeast Asian Nations
(ASEAN) introduced the Green Bond Standards
in 2017, while the People's Bank of China is
working with the European Union to create a
green investment taxonomy across the two
markets. Similar multilateral partnerships can
be considered for socially oriented instruments.



TABLE 4.2

Summary of possible corporate and policy actions on inclusive central banking

Central banking area

Conduct
of inequality-mindful
monetary policy

Management
of socially oriented
official reserves

Central bank
digital currencies

Innovative socially
tilted financial
instruments

Source: ESCAP.

Corporate and policy actions

Fundamental

Conduct research to better understand the
distributional effects of monetary policy

Step up communication to the public about

the distributional impacts of changes in
monetary policy

Assess how socially oriented reserve
management would affect the liquidity and
risk-adjusted returns of portfolios

Examine various design features of issuing
a CBDC and whether non-CBDC options are

available

Launch schemes to enhance awareness and

understanding among market participants

More ambitious

Between two equally effective monetary
policy strategies, choose an option that
promotes economic equality

Incorporate inclusive development into
the central bank’s objective, possibly as a
secondary additional goal

Allocate part of asset purchase
programmes to social bonds

Set up an investment committee to make
decisions on reserve allocation

Adopt sustainable and responsible
investment strategies

Use excess reserves as seed capital to
support domestic social projects

Conduct a feasibility study and further
research, followed by a pilot project, if
relevant

Amend relevant laws to allow currency
issuance in digital format

Adopt CBDC design features that suit a
coun-try’s context and objectives

Develop and/or harmonize taxonomies for
socially oriented financial instruments

Provide financial assistance to meet the
high cost of the verification process
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Financial incentives can be
provided to increase the feasibility of
innovative socially oriented financial
instruments. One specific area is to
provide financial assistance to meet
the high cost of the external verification
process, which is an integral feature of
social impact bonds and sustainability-
linked bonds. For example, under the
Sustainable Bond Grant Scheme, the
Monetary Authority of Singapore offers
funds to cover expenses relating to
independent review or rating of green,
social, sustainability or sustainability-
linked bonds that are issued and listed
in Singapore.

7. ]
CONCLUSIONS

This chapter examined how central
banking can further promote
inclusive development in Asia and
the Pacific. It focused on central
banks' roles as policymakers, investors,
currency issuers and regulators.
Specifically, the chapter explored
how to incorporate considerations of
economic inequality into the conduct
of conventional and unconventional
monetary policy, make management

of official reserves more socially
oriented, leverage the potential of
central bank digital currencies for

financial inclusion, and support the
development of innovative socially
tilted financial instruments. Table 4.2
provides a snapshot of corporate and
policy actions that central banks can
consider in pursuing inclusive central
banking.

Beyond these specific actions,
there are four broad policy issues to
consider. First, while being pragmatic
about their capacity to pursue inclusive
central banking, central banks should

Building Forward Fairer

not shy away from what they themselves can
do. At a basic level, various Asia-Pacific central
banks have led by example by ensuring their
own inclusive staffing and procurement
practices. Similarly, promoting inclusive
finance is an area to which central banks can
contribute directly in order to support inclusive
development but many central banks in the
region still do not have this as their objective.
Also, central banks, even in countries which
are deemed to have inadequate reserves, can
consider portfolio reallocation to financial
instruments that would have positive social
impacts, as this does not necessarily affect the
liquidity and risk of their portfolios.

inclusive central
amendments and

Second, a shift towards
banking requires legal

enhancement of technical capacity by central
banks.Forexample,changesincentralbankand
other laws are required to allow central banks
in many countries to invest official reserves
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in unconventional asset classes and
issue CBDC. Similarly, strong technical
capacity helps central banks to
assess the distributional impacts of
monetary policy, the implications of
socially oriented reserve management
on portfolio performance and the
feasibility of issuing CBDC.

Third, central banks cannot act alone.
Central banks should work closely
with fiscal and other policymakers
to address economic inequality. For
example, when lower interest rates
help reduce expenditures on debt
servicing, freed up fiscal space can be
channelled to government projects
that target poor households. Socially
tilted management ofreservesrelieson
larger social bond markets, thus calling
for action by sovereign and corporate
issuers and financial supervisory

Economic Policies for an Inclusive Recovery and Development

agencies. These supervisory agencies also play
an instrumental role in promoting innovative
socially oriented financial instruments. To
realize the potential of CBDC, central banks
can partner with public agencies in charge of
digitalconnectivityand official documentation.
Finally, central banks with less capacity
would benefit from technical assistance by
international development partners.

Fourth, while pursuing inclusive central
banking, central banks should be mindful
of associated risks to their operations and
financial systems. For example, investing
official reserves in domestic social bonds may
limit central banks’ ability to raise liquidity
during emergency situations. Similarly, CBDC
can undermine central banks' reputation in
the event of fraud and cybersecurity breaches,
while interest-bearing retail CBDC can lead to
financial disintermediation or even bank runs.
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Rapid economic growth in Asia and
the Pacific in the last three decades
“lifted many boats”, with consequent
remarkable reductions in poverty
rates. Structural transition from low-
productivity agriculture to high-
productivity manufacturing and
modern services' has been at the
centre of this success, contributing
to the historical income convergence
between  developing Asia-Pacific
countries and the developed world,
and to an overall reduction in between-
country inequality worldwide (Chancel
and others, 2022; Gradin, 2021).

However, as noted in chapter 1, this
success has not lifted all boats.
Some 85 per cent of the population
in  the Asia-Pacific region have
experienced increases in inequality
in their countries since the 1990s. A
closer examination (figure 5.1) reveals

1 Modern services are defined as comprising business services
and finance. Business services include economic activities
of information and communications services, professional,
scientific and technical services, as well as administrative
and support services as listed in the International Standard
Industrial Classification of All Economic Activities (ISIC). The
finance sector includes financial and insurance activities as
listed in ISIC.

that this rise in inequality in Asia-Pacific
countries was primarily driven by changes in
predistribution (see box 5.1 for its definition),
while redistribution through taxes and
transfers played only a smaller role.

In East, South-East and South Asian
developing countries, which were in the
middle of rapid structural transformation out
of agriculture, redistribution had little impact
and, in some cases, even aggravated the rise
in income gaps. In industrialized economies
in the region, redistribution did increase
uniformly, yet it was not enough to offset
surges in their predistribution inequality. In
North and Central Asian countries, which
suffered deeply from the economic turmoil
and deindustrialization in the 1990s, both
predistribution and redistribution worsened.
The role of redistribution was found to be
important only in Kyrgyzstan and Tajikistan.?

This observation suggests strongly that the
strategy for inclusive development should
devote more attention to predistribution
policies, rather than leaving all the burdens
to ex post redistributive measures (box 5.2).

2 In both cases, changes in redistribution increased inequality between
1990 and 2018.



BOX 5.1

Is prevention better than cure? Predistribution vs.

redistribution

The distribution of disposable income can be decomposed
into two distinctive components:

« Predistribution refers to the market outcome of income
distribution before taxes and cash transfers kick in

« Redistribution refers to ex post adjustments in income
distribution through taxes and cash transfers and is
measured as the difference between predistribution
inequality (or inequality of market income) and the
inequality of disposable income

In general

parlance, the former term

implies direct

interventions to reduce income inequality, while the latter
means redistribution of incomes after taxes have been
levied. Hence, predistribution can be viewed as preventing
inequalitiesfromarisinginthefirst place,whileredistribution
is a cure once inequality has arisen.

L

The COVID-19 pandemic has added
another layer of urgency to this shift,
as the fiscal space for expanding
cash transfers is likely to become
increasingly squeezed in most Asia-
Pacific developing countries (chapter
3).

Economic structural transformation,
in particular, has extensive linkages
with the dynamics of predistribution

inequality. For example, rapid
industrialization and  urbanization
in developing countries in East,

South-East and South Asia enlarged
rural-urban income gaps and wage

inequalities between different groups, when
well-paid job opportunities were available for
only a part of the population, whilein Northand
Central Asia deindustrialization and economic
liberalization destroyed formal industrial jobs
and reversed artificial wage compression in
the previous era of the command economy.’
In industrialized economies in the region,
further economic upgrading to technology-
driven manufacturing® and modern services
also resulted in the triple-challenge of skill-
biased technological progress,automation and

3 In this system, economic activities and prices are controlled by a central
authority, which also assigns quantitative production goals and allots raw
materials to productive enterprises.

4 The contrast between a substantial decrease in manufacturing’s share
in total employment and the largely stable manufacturing’s share in
value addition clearly indicates the change.



offshoring of middle-class industrial
jobs and an increase in top pay in the
emerging technology and finance
sectors.

In coming years, novel changes in
economic structure driven by the
digital-robotic-Artificial Intelligence
revolution® are expected to affect
the availability of jobs, change the
labour market structure and alter
predistribution outcomes as well. In
particular, economic digitalization
has been Vvisibly accelerated by
the COVID-19 pandemic, as remote
work is becoming a norm and the
consumption of digital products
and services has experienced a
boom. Meanwhile, worries about
an accelerated transition towards
automated production continue when
using labour becomes more risky and
costly in a lasting pandemic. These
shifts may reinforce the challenges
posed by the digital-robotic-Al
revolution in the near future.

This chapter argues that the trajectory
of inequality during  structural
transformation does not follow a
deterministic path, leaving ample
space for policies to have an impact on
this process. The experience of the Asia-
Pacific region suggests that “growing
with equity” is possible, if supported
by correct sectoral strategies and
other conducive policies. However,
these past lessons may not be
adequate to prepare countries for the
upcoming disruptions brought about
by the digital-robotic-Al revolution.
More proactive policy efforts would
be needed to guide technological
upgrading and innovations towards a
labour-friendly path, to leverage the
visible hand in shaping the market
distribution of economic rewards
and to better manage the turbulence
created by more frequent and severe
labour market shocks.

5 Which comprises disruptions to both industries and
services.

The chapter is organized as follows. In section
2,stock is taken of the contemporary economic
understanding on the interactions between
structural transformation and predistribution
inequality and on the underlying structural
drivers of long-term inequality trends.
Section 3 provides a snapshot of the latest
structural transformation experiences in
Asia-Pacific developing economies and
draws policy lessons on inclusive structural
transformation using selected country cases.
Section 4 discusses the outlook for structural
transformation in the Asia-Pacific region in
view of the digital-robotic-Al revolution. Section
5 discusses potential policy options to better
guide, shape and manage future structural
transformation for inclusive development.
Section 6 provides concluding remarks.

For the purpose of this chapter, the focus
will be primarily on changes and dynamics
in predistribution. Thus, when the word

“inequality” is used alone in the subsequent
discussion, it will be referring to predistribution
inequality by default,
mentioned otherwise.

unless specifically



FIGURE 5.1
Predistribution is the dominating factor behind inequality trends over time,

1990-2019
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United Kingdom

United States
Spain (2018)

Germany (2018)

Source: ESCAP, based on the Standardized World Income Inequality Database (SWIID) 9.1 (accessed on 26
November 202]).
Note: Change in predistribution is measured as the change in income Gini before taxes and transfers between

1990 and 2019. Change in redistribution is measured as the change in income Gini reduction due to redistribution
during the same period.

BOX 5.2
Why does predistribution matter?

In the debate on rising economic inequality, redistribution
policies often receive far more attention than policies that
address predistribution. Two factors may have contributed
to this bias. One, the effect of policies concerning
predistribution, such as education and market regulation,
is much more difficult to evaluate, which means it gets
less attention. Two, predistribution policies that are aimed
at directly changing market outcomes can appear more
distortive and inefficient than restoring equity afterwards
through redistribution. Indeed, if progressive taxes and
transfers are able to bring income Gini down from above 50

-



to a lower level of 30-35 in many European countries, why
not concentrate on redistribution while leaving the market
free and efficient?

As income inequality in developing countries s
predominantly shaped by predistribution, it can be argued
that policies should be focused on “treat(ing) the root causes
of inequality, rather than attending only to the symptoms”
(O'Neill and Williamson, 2012). Market distortions and
failures, rather than effective market competition, can be
the root cause of predistribution inequality. One can easily
find pertinent examples in bargaining power imbalances in
wage negotiations and in impoverished victims of pollution
or climate change, which are not priced in by the market.
If excessive predistribution inequality is left unchecked,
it may also result in an increasingly daunting task for
redistribution to correct it with potentially even greater
economic distortions.

In addition, inclusive development is not simply about
outcomes measured in income or consumption. It is also
about self-fulfilment and social dignity earned by being a
productive member of society and being rewarded fairly
according to one’s contributions. Such contributive justice
can be served only through fairer predistribution.

Figure
Reduction in income Gini through taxes and transfers remains highly limited
in Asia-Pacific developing countries (2019 or the latest year)

Gini coefficient of income

)
)
)
)

2015
2018

India (2015)

Singapore

Japan (2015)

Hong Kong, China (2016
(
(

France (2018)

Spain (2018)

United States

Germany (2018)
United Kingdom

Iran (Islamic Rep. of)
Maldives
Papua New Guinea (2009)
Republic of Korea (2018)
New Zealand

Lao People’s Dem. Republi

Gini change due to redistribution === Predistribution income Gini === Asia-Pacific developing country average

Source: ESCAP, based on the Standardized World Income Inequality Database
(SWIID) 9.1 (accessed on 26 November 2021).



Undoubtedly, the interactions
between structural transformation
and inequality can be extremely

complex. In 1955, Simon Kuznets
provided a simple thinking framework
for understanding these interactions
in the long run. He speculated that
the observed income inequality trend
in industrialized countries, based on
the highly limited empirical evidence
available at the time, could be driven
primarily by labour reallocation from a
low-productivity rural sector to a high-
productivity urban sectorin a simplistic
“dual-economy” model (Kuznets, 1955).

The evolution of inequality during
structural transformation follows an
inverted U-shape (figure5.2),according
to this hypothesis. In the initial stage,
most of the economic gains are
reaped by investors, entrepreneurs
and the better-paid workers in high-
productivity urban sectors, while
surplus labour in the rural sector
keeps rural productivity and wages
low. This phenomenon would result in
an increase in overall predistribution
inequality, creating a dilemma for

policymakers — a tradeoff between structural
transformation and equality/inclusion, which
is also known as the Kuznets' tension. Later
on, as structural transformation deepens, the
surplus labour is gradually absorbed into high-
productivity sectors, restoring labour-capital
balance, reducing cross-sector wage gaps and
eventually causing a decline in inequality.

Despite the usefulness of this thinking
framework, especially for developing
countries going through rapid rural-urban
transformation, Kuznets' hypothesis is an
oversimplification of a complex phenomenon.
The pathways between structural
transformation and inequality are not only
determined by the labour reallocation
between the two hypothetical sectors, but
are also influenced by at least four additional
factors.

First is the leading sector of structural
transformation. For example, Baymul and
Sen (2020) noted that the tension between
structural transformation and equality
happens when labour is reallocated from
agriculture to services. On the other hand,
labour reallocation to manufacturing could
reduce such tension as it would be beneficial
in both increasing economic growth and
reducing inequality. Certain urban subsectors,
in particular financial services, may also
have unique implications for long-term
predistribution inequality trends (Davis and
Kim, 2015).

Second are new channels for structural
transformation created during globalization.
The hyperglobalization spanning the period
since the 1980s to date, in particular, has
provided unprecedented job opportunities
and access to know-how for low-wage
workers in developing countries (Baldwin,
2016), enabling and accelerating structural



transformation into manufacturing
through global value chains (GVCs).®
Globally, between-country inequality
reduced significantly as a result, while
within-country inequality generally
increased (Chancel and others, 2022;
Gradin, 2021). In particular, the global
top1percentreapedadisproportionate
share of the economic gains from
globalization, while the poorest 10
per cent and the majority of the
working class in developed countries
saw stagnation in their income
(Bourguignon, 2016; Milanovic, 2016).

Third is access to opportunities. In
the developing country context, the
severity and duration of the Kuznets'
tension depends largely on how
quickly surplus labour in agriculture
can be absorbed by high-productivity
sectors. This in turn is determined by
two key factors: first, the speed in the
creation of productive non-agricultural

6 The commodity boom fuelled by fast-expanding global
trade also changed inequality dynamics among resource and
raw material exporters (Galbraith, 2011).

FIGURE 5.2

jobs and second, the level of equality in access
to these employment opportunities.

Policies that promote greater equity in people’s
abilitytoexploreeconomicopportunitiesoften
kill multiple birds with one stone. In taking the
example of education, literacy and primary
education are often a minimum requirement
for even low-skill manufacturing jobs.
Ensuring equal access to basic education is
thus essential for containing inequality during
the process of structural transformation (see
chapter 3). A significant increase in skill supply
through the expansion of education coverage
also helps reduce education premium and
wage inequality (Piketty, 2006; Goldin and
Katz, 2008). Moreover, an abundance of
skilled labour changes the relative cost of
labour and capital in production as well,
tilting technological choices in structural
transformation in favour of more labour-
intensive production.

Fourth is the impact of technological
innovations on the demand for Ilabour.
Historically, all technological revolutions have

Kuznets' inverted U-shaped curve and its extension

Rise in inequality during the initial
rural-urban transformation
(Kuznets' tension)

Predistribution inequality

Source: ESCAP.

Decline in inequality when
a country becomes urbanized
and industrialized

Rise in inequality again driven
by further tertiarization
in high-income countries

Income per capita



resulted in an increase in aggregate
labour demand in the long term.
This makes temporary disruptions
and an increase in inequality
in technology-driven structural
transformation less worrisome, as
everyone eventually benefits from
the change through employment.
However, a strong concern over the
aggregate employment effect of the
latest digital-robotic-Al revolution has
emerged in recent years, when labour
displacement due to automation can
potentially far outpace the creation of
new jobs and when major structural
shocks to the labour market could
significantly aggravate inequality
(see section 5.4 for a more detailed
discussion).

This pessimistic prediction has not

yet been borne out by empirical facts,
and great uncertainties remain (Autor,

FIGURE 5.3

2015; Arntz, Gregory and Zierahn, 2016; The
Economist, 2022). However, policy prudence
is still advised, even in the absence of firm
evidence. This includes taking proactive
measures to catalyse a more job-rich structural
transformation as technological choices can
be influenced by policies. It also requires better
management of socioeconomic disruptions to
ensure a smooth transition.

These contemporary insights suggest that
inequality trajectories are far from following
a deterministic path during structural
transformation as envisioned by Kuznets
(figure 5.3). In fact, structural transformations
in developing countries are taking many
different forms, such as “unequalizing

Significant diversity in inequality pathways exists in Asia-Pacific countries

Market Gini and per capita GDP, 1970-2019
(countries with more than 10 million people)
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urbanization without
growth, or expansion of modern
sectors without job creation, in
addition to traditional industrialization
(Sen, Sumner and Yusuf, 2020). While
in developed countries, the long-term
decline in inequality also reversed
from the 1970s, turning Kuznets'
inverted-U into a de facto-N (figure
5.2). There is now a broad consensus
that the Kuznets curve is unlikely to be
a universal law nor a stable pattern that
can adequately guide policymaking,
and significant heterogeneity exists in
national experiences (Alisjahbana and
others, 2020).

tertiarization”,”

This national heterogeneity means
that there is ample space for policies to
have animpact oninequality outcomes
during  structural transformation.
As section 3 will demonstrate, it is
possible to avoid the curse of the
Kuznets' tension and achieve inclusive
development with a wise choice of
sectoral strategies and conducive

policy combinations.

Asia and the Pacific is known for
“defying” the Kuznets' inverted-U.
Early examples are Japan, the
Republic of Korea and Singapore,

7 Tertiarization refers to structural transformation that is
predominantly led by the expansion of the services section in
employment and value addition.

all of which succeeded in “growing with
equity” for different periods, achieving rapid
industrialization and economic growth and
at the same time maintaining low and stable
inequality. Such dual success was also seen
later in the cases of Indonesia and Malaysia
during their rapid industrialization process.
However, since the 1990s, this trend has been
somewhat reversed in the majority of Asia-
Pacific economies, with income gaps between
the rich and the poor widening while high
economic growth continued. Encouragingly,
episodes of “growing with equity” seem to be
coming back again since the 2007/08 global
financial crisis.

The three decades between 1990 and 2018 can
be loosely divided into two major periods. The
first period of 1990 to 2007 is characterized
by wide-ranging market-oriented economic
transition and reforms and by the opening up
to global trade and foreign investment in the
majority ofdeveloping economiesintheregion.
This resulted in a period of rapid structural
transformation and high economic growth.®
However, it was also accompanied by rising
inequality gaps. The second period of 2007-
2018 saw economic systems becoming more
stable with less disruptive reforms. Structural
transformation decelerated in the more
developed economies in the region but kept
a high pace in such countries as Bangladesh,
Cambodia and Viet Nam.

Manufacturing continued to lead structural
transformation and productivity growth
in  these three decades. Its median
contribution to GDP growth was 215 per
cent, and it accommodated 16.8 per cent
of the total increase in non-agricultural
employment. Although the speed of job

8 Except for North and Central Asia, which suffered immensely from the
economic recession and turmoil in the 1990s.



creation slowed after
5.4a), partly due to the growing
capital intensity in manufacturing
production, its contribution to GDP
growth has remained largely stable.
The  productivity advantage  of
manufacturing over agriculture and

2007 (figure

the traditional services sector® was
further enhanced (figure 5.4b).
Apart from manufacturing, the

modern services sector also began
to play a more prominent role in
leading structural transformation and
economic development. Its median
contribution to the increase in non-
agricultural employment  almost
doubled between the period 1990-
2007 and that of 2007-2018; it now
creates more new non-agricultural
jobs than manufacturing does (figure
5.4a). The modern services sector
shares several desirable features
of manufacturing, such as high
productivity (figure 5.4b), productivity
spillovers to other economic sectors,
and tradability. It has the potential to
become the main pillar of economic
growth and job creation in more
developed economies in the region
and to provide a second engine of
structural transformation in Asia-
Pacific developing countries.

Four general observations can be
highlighted for this period (figure 5.5).

1. Between the 1990 and 2007,
there were mixed results for
manufacturing-led structural

transformation. It was associated
with rising inequality in the Lao
People's Democratic Republic, Sri
Lanka and, to a less extent, Viet
Nam, but was associated with
decreasing inequality in Thailand
and Turkey.

9 Comprising trade services, transport services, government
services and other services listed in the UNU-WIDER
Economic Transformation Database.

2. In contrast, manufacturing-led structural
transformation seemed to be uniformly
associated with “growing with equity”
between 2007 and 2018, as in Bangladesh,
Cambodia, Pakistan and Viet Nam.

3. Between 1990 and 2007, increased
inequality in developed economies in
the region accompanied rapid economic
tertiarization led by modern services and
rapid contraction in manufacturing's
share in total employment. However, the
transition fromm manufacturing to modern
services is not necessarily associated with
rising inequality in every case.

4. Between 1990 and 2007, large developing
countries, in particular China and India,
seem to have exhibited Kuznets' tension
of rising inequality during fast structural
transformation.

Between 1965 and 1996, the Republic of Korea
demonstrated a remarkable experience of
“growing with equity”, when GDP per capita
increased 123-fold,®* while predistribution
income Gini declined from 32.7 to 31.3.

A number of crucial factors contributed to
this development miracle at different stages.
Between 1962 and 1978, the increasein demand
for labour eased the downward pressure on
rural and urban wages and improved labour’s
position in income distribution, offsetting the
pressure of rising inequality during this initial
phase of industrialization. Manufacturing
played a central role, absorbing more than

10 From $108 to $13,403 in constant 2015 United States dollars.
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FIGURE 5.4
Modern services are emerging as a second engine for economic and employment
growth

(a) Sectoral contribution to GDP growth and non-agricultural employment growth
(median of 18 Asia-Pacific economies)
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FIGURE 5.5
Percentage point changes in the share of agriculture, manufacturing and

modern services in total employment (left axis) and percentage point changes in
predistribution income Gini (right axis)

(a) 1990-2007: tertiarization in industrialized economies uniformly led to increases in
predistribution inequality; China and India also experienced significant surges in income Gini
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half of the labour reallocation from
agriculture. Public works programmes
also expanded job availability with
specific targeting on low-income
populations. Between 1966 and 1976,
manufacturing real wages registered
an annual growth rate of 9.6 per cent
(Choo, 1978) and, towards the end of
the 1970s, wage growth had surpassed
economic growth (Harvie and Lee,
2003).

In the rural sector, comprehensive
land reforms in the 1950s significantly
reduced rural poverty and inequality
and helped the majority of the
rural population in the subsequent
structural transformation. The
Seamaul Movement, a comprehensive
rural development programme,
was initiated in 1971, which kick-
started a green revolution (Kim, 2012).
Simultaneous efforts to support

FIGURE 5.6

farmers in income generation were also
made through accelerated transition from
subsistence farming to commercial farming
and the creation of part-time jobs under the
Saemaul factory programme. The significant
and broad-based agricultural productivity
improvement doubled average farm
household income between 1970 and 1976,
outpacing income growth in the urban sector,
pushing between-sector inequality down to a
low level.

Significant progress in inclusive education
was also essential. Close-to-universal primary
education was achieved by the late 1960s, while
secondary school net enrolment reached 82
per cent in 1985, more than doubling the level
in the early 1970s. Tertiary education took off in
the 1990s and has maintained a high growth
rate since. This significant increase in skill
supply not only accelerated wage growth but
also reduced income gaps between skilled and
less-skilled labour, with the university-high

Structural changes and predistribution income Gini trend in the Repubilic of Korea,
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school wage ratio decreasing from
217 in the period 1975-1980 to 1.47 in
the period 1990-1995 (Kang, 2001). The
lasting dividend of inclusive education
was a major reason why inequality
remained stable in the 1980s and early
1990s.

China’'s export-led economic growth
and its structural transformation
since the late 1970s share a number
of commonalities with that of
the Republic of Korea, but were
accompanied by a significant surge in
inequality (figure 5.7).

The Kuznets’ tension played a central
role in China's inequality trend,
when urban sectors proved unable
to adequately absorb the vast pool of
surplus labour in the rural sector. In
particular, the share of manufacturing
in total employment increased by only
4 percentage points between 1978
and its peak in 1995. In comparison, in
the same 17-year timespan between
1963 and 1980, the employment share
of manufacturing in the Republic
of Korea grew by 14 percentage
points, more than tripling the labour

TABLE 5.1

absorption effect. The high growth in industrial
value addition pushed up urban productivity
and income, while the slow pace in labour
reallocation trapped surplus rural labour in
agriculture. As a result, rural-urban income
gaps quickly widened (table 5.1), accounting
for close to half the overall inequality in the
early 2000s (Luo, Li and Sicular, 2018).

The issue of rising inequality was further
aggravated by the baby boom in the 1960s,
the segmentation of the rural-urban labour
market and the impact of the open economy.
In  particular, restrictions” on rural-urban
labour mobility created additional obstacles
in the rural population’s access to higher-pay
urban employment opportunities and further
weakened their wage bargaining power.
This, coupled with rural underinvestment,
significantly amplified and prolonged the
rural-urban income disparity. Rising inequality
across geographic regions was a side
effect of China’s integration into the global
economy. The eastern coastal provinces,
where foreign investment and export-oriented
manufacturing were concentrated, benefited
enormously from high-productivity jobs and
knowledge spillovers, while inland provinces
were left behind. As a result, regional income
gaps followed a similar pattern as the rural-
urban income gap (table 5.1).

1 Most notably, the hukou (household registration) system, which
restricted the rural population’s access to urban jobs and urban public
services.

Evolution of urban-rural and between-region income ratios in China

1988 1995
Urban/rural 2.45 2.58
East/center 1.42 1.75
East/west 1.62 2.16

Source: Li, Sicular and Tarp (2021).

2002 2007 2013
3.20 4.02 2.56
1.86 1.84 1.53
2.05 2.23 1.59



FIGURE 5.7

Structural changes and predistribution income Gini trend in China, 1971-2018
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Economic liberalization and market-
oriented reforms were another
major source of rising inequality.
The booming urban private sector
and township and village enterprises
significantly increased the income
of business owners and high-
pay workers, while wage growth
for agricultural and low-skilled
workers and workers in State-owned
enterprises remained stagnant.
Moreover, between 1997 and 2002,
some 30 million manufacturing
workers, equivalent to one fifth of the
total manufacturing employment,
were laid off during the privatization
of such enterprises and the reform
campaign, which caused another
surge in urban inequality.

Three main offsetting factors helped
China avoid severe disruptions to its
development in this 25-year increase

in inequality between 1982 and 2007. First,
the poorer segments of the population also
benefited substantially fromm the economic
growth, despite receiving a much smaller
share of it. In this sense, growth was “inclusive”,
softening public reaction to the rising
inequality. Second, the very equal starting
point cushioned the inequality surge and
China’s unique land tenure structure served
as an informal social security network for the
most vulnerable (Ahmad and Hussain 1991).
Third, labour protection and formal social
security were made available at the most
critical time and mitigated the disruptions.

Inequality in China has shown signs of
plateauing since the mid-2000s (figure
57), thanks to its transition from labour

surplus to labour shortage when structural
transformation continued to deepen and
the demographic bulge came to an end.
On the policy side, a general shift of policy
focus towards “shared prosperity” since the



late 2000s began to reduce rural-
urban segmentation, increase public
spending on agriculture, equalize
access to infrastructure and basic
public services and support large-
scale poverty elimination initiatives.
The gains from expanded education
coverage also started to show in a less
skewed labour market. These provided
the poor with greater opportunities
to improve their position in income
distribution through their own efforts.
However, a continued decline in
inequality is not guaranteed and wiill
be challenged by China's economic
tertiarization and widening wealth
gaps, if deliberate policy interventions
are not maintained.

As with China, India's economic
success and structural transformation
in the past three decades has been
accompanied by substantial increases
in inequality, but India's experience
is different from that of China in two
important aspects.

First, the high economic growth
failed to translate into mass creation
of high-productivity jobs. The
phenomenon of “jobless” growth in
India has been extensively discussed.
For example, Bhattacharya and
Sakthivel (2004) observed a collapse
in aggregate employment elasticity
to GDP in the 1990s, while Mehrotra
and Parida (2019) noted stagnation in
both total employment and real wages
in the 2010s. In the context of a young
and growing population, this lack of
job creation led to constant pressure
on the fair sharing of development
dividends.

Weak labour absorption in the manufacturing
sectordespite decentgrowthin manufacturing
value addition was part of the problem. The
sector contributed only roughly a tenth of total
non-agricultural job creation between 1990
and 2018 and accounted for 11.7 per cent of
the total employment in 2018, far lower than
that of East and South-East Asian economies
during their economic takeoff. The modern
services sector also failed to compensate for
this shortfall in job creation. It accounted for an
even smaller share (8.5 per cent) of the increase
in non-agricultural employment in this period
and is likely to have aggravated the Kuznets'
tension due to its exceptionally high salaries?
and its small share in total employment.

Instead, the construction sector absorbed most
of the labour reallocation from agriculture,
accounting for half of all the non-agriculture
jobs created between 2007 and 2018. VYet,
labour productivity of construction workers
was only 49 per cent of the all-sector average in
2018, affording little advantage over agriculture
(43 per cent). Meanwhile, traditional services,”
another low-productivity sector, accounted for
a third of the increase in non-agricultural jobs.

This concentration of jobs in low productivity
sectors inevitably resulted in persistent
economic informality and job insecurity,”
widening income gaps between the majority
of the labour force and a small group of
entrepreneurs and workers in high-paying
formal jobs. Chancel and Piketty (2019)
estimated that, from the 1980s to the early
2010s, the top 0.1 per cent of earners captured
a higher share of total growth than the bottom
50 per cent, while the top 1 per cent received a
higher share of total growth than the middle
40 per cent.

Second, India’s economic takeoff had a much
more unequal starting point. Estimated
income Gini in India already stood above

12 Call centre salaries, for example, exceeded by five times the national
per capita income in India (Jiang and Schiavone 2020).

13 Comprising trade, transport, government services and other services in
the UNU-WIDER Economic Transformation Database.

14 For further information, see Mehrotra and Parida (2019) and Dang and
Lanjouw (2021).



CHAPTER 5 Economic Policies for an Inclusive Recovery and Development

FIGURE 5.8
India excels in per student spending in higher education but lags behind in
education coverage

(a) Gross primary school enrolment rate (percentage)
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43 in 1980 and surpassed 51 in 2010,
reaching a level observed only in
a small group of African and Latin
American developing countries.® This
leaves little space for further inequality
increase without severely jeopardizing
economic development and social
stability. The persistent non-monetary
and horizontal inequality has been
a main cause of the wide income
gaps as it undermines fair access to
economic opportunities. Marginalized
and poorer groups,® for instance,
persistently have worse outcomes in
health and education indicators (Dang
and Lanjouw, 2021) and suffer from a
life-long disadvantage in productivity.

15 It should be noted that Gini estimates are subject to
data availability and quality, thus both overestimation and
underestimation are possible. In addition, some developed
countries also have very high predistribution inequality, but
their redistributive mechanisms are much more effective.

16 Such as Scheduled Tribes and Scheduled Castes.

FIGURE 5.9

Lack of education equality remains a
concern as well. India trailed far behind
in primary education coverage before the
2000s while its per student spending on
tertiary education was among the highest
across countries (figure 5.8). This tall, rather
than broad, education system succeeded in
producing a small number of high-skill talent
who are internationally competitive but failed
in supplying qualified industrial and office
workers in large quantities. The observed
income polarization may well have been a
result of this education polarization and a
result of the sectoral polarization'” driven by
this skewed supply of skills.

17 Characterized by employment concentration in low-productivity
agriculture, construction and traditional services sectors, rather than
sectors that offer middle-income formal jobs.

Structural changes and predistribution income Gini trend in Bangladesh, 1971-2018
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Bangladesh's development experience
in the past three decades is broadly
viewed as a remarkable success,
characterized by steady and
accelerating economic growth and
significant improvements in social and
human development across the board.
This economic success is undoubtedly
inclusive - the extreme poverty rate
is now less than a third of the 1991
level® and income Gini has remained
moderate and stable.”

Labour-intensive manufacturing has
been key to this success. Between
2000 and 2018, manufacturing
contributed roughly a quarter of the
GDP growth and more than a quarter
of the total increase in non-agricultural
jobs. The ready-made garment
(RMQ) industry, in particular, led this
transformation. It alone employed 4
million of the 9.5 million manufacturing
workers in 2018 and accounted for 83
per cent of Bangladesh's total exports.
Such an abundance of manufacturing
jobs eased the Kuznets' tension, while
thelow-skilllow-paynatureofthesejobs
also mitigated the potential widening
in cross-sector income gaps. This,
together with a robust improvement
in agricultural productivity (World
Bank, 2016c¢), is likely to have been a
major reason for Bangladesh's success
in inclusive structural transformation.

Sustaining such inclusive
development in the future, however,
is not without challenges. The
demographic bulge in Bangladesh
is expected to bring some 20 million
youth into the labour force in the
coming decade (World Bank, 2017).
Although the RMG sector has been
making progress in diversifying its
customer portfolio and moving up the
RMG value chain into the production of
more complex products of highervalue

18 From 44 per cent in 1991to 14 per cent in 2016/17, according
to the $1.90 per day poverty threshold.

19 Estimated market Gini of income hovered between 36.7
and 39.0 during this period.

addition, the country is also being increasingly
challenged by emerging competitors. Viet
Nam,forinstance, hasovertaken Bangladeshas
thesecondlargestapparelexporterin2020and
enjoys a logistical and geographic proximity
advantage over Bangladesh as a destination
of RMG value chain reallocation from China.
More importantly, the overdependence on a
single sector for export and economic growth
erodes Bangladesh's economic resilience
and confines the space for future structural
transformation. Diversification into other
labour-intensive manufacturing sectors, such
as light engineering, plastics, leather and
footwear, would be both desirable and feasible.

Three main lessons can be learned from the
Asia-Pacific region’s own past experience in
inclusive structural transformation.

First, “growing with equity” is possible,
but needs to be supported by job-rich
development strategies and conducive
policies. The creation of regular and productive
jobs on a large scale is fundamental for both
broad-based poverty reduction and the
mitigation of the Kuznets' tension. In most
cases, labour-intensive manufacturing has
proven to be the most effective channel for
providing surplus labour in agriculture with
formal employment opportunities. Eliminating
labour market segmentation and promoting
more equal access to infrastructure and
public services are essential for enabling fair
access to these opportunities. The expansion
of education coverage, in particular, not
only equalizes income but also creates a
conducive factor base for job-rich structural
transformation by making skills more
abundant and cost-efficient for production. In
this sense, the implications of public spending
and policies on the distribution of productive
capacity®® and access to opportunity across
different population groups can be even more
important than the immediate monetary
effect of redistribution.

20 As reflected in, for instance, human capital (skills as one component of
it), work-related networks and job experience.
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CONDUCTIVE FACTORS
for inclusive structural transformation

- Rapid and sustained creation of
regular and productive jobs to ease
the Kuznets' tension

- Broadened access to education and
vocational training to increase the
skill supply

- A fairer starting point as reflected in
relatively low predistribution inequality
levels

- Equalized access to infrastructure
and essential public services

- Enhanced social security and labour
support to mitigate the shocks of
reforms and structural changes

Building Forward Fairer

HARMFUL FACTORS
for inclusive structural transformation

- Employment concentration in
informal and low-productivity sectors

- A youth bulge in the demographic
structure, which amplifies the
challenge of surplus labour

- Job market segmentation and
geographic fragmentation that widen
and prolong income gaps

- Concentration of resources among
the minority elite rather than the
majority with regard to the education
system and infrastructure delivery




The Asia-Pacific experience between 1990 and 2007
affirms the importance of agricultural productivity growth
for inclusive structural transformation. As shown in the
figure below, a decrease in agricultural labour productivity
relative to all-sector average is highly correlated with rising
inequality. This phenomenon is especially clear in the case of
Chinaand India,where the gaps between agricultural labour
productivity and all-sector average labour productivity
widened significantly during this period while inequality
surged.

Figure

Changes in agricultural labour productivity (relative to the all-sector average)
were closely related to changes in predistribution inequality between 1990
and 2007
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Second,investing inrural development
(box 5.3) and strengthening social
security help to lift up the poorest
in income and ensure smooth
transitions. Improvements in
agricultural productivity, for instance,
raise the average income of the
poorest segments of the population
and narrow the rural-urban divide.
This benefit would be greater if the
land tenure structure is also inclusive.
Deliberate policy interventions to
protect the most vulnerable, including
through social security and labour
policy measures, also play a key role
in reducing the shocks of economic
reforms and structural disruptions and
in promoting a more inclusive sharing
of the dividends from development.

Lastly, structural transformation is a
continuing long-term process. Initial
success in “growing with equity”
is no reason for complacency. The
Asia-Pacific region’s early examples of
“growing with equity”, such as Japan,
the Republic of Korea and Singapore,
had all experienced substantial
increases in inequality as they began to
structurally shift fromm manufacturing
to modern services.? Such experiences
should not be overlooked asmany more
developing countries in the region
are at an early stage of this process.
Even in countries which managed to
consistently reduce inequality over the
pasttwo orthreedecades, most notably
Malaysia, the Philippines and Thailand,
the public perception of inequality
can be less positive. Structural factors,
where specific groups are left behind
despite an improvement in overall
equality, can be one reason behind this
contradiction.?

21 As measured by employment. In terms of value addition,
manufacturing’s share continued to grow until the early
2010s in the Republic of Korea and remained stable in Japan
and Singapore.

22 Alternative explanations include the greater visibility of
inequality and a stronger demand for equity and fairness
among the better educated and the younger generation.

An enormous body of literature in recent
years has sounded alarm bells regarding the
potential disruptive employment shocks due
to the ongoing digital-robotic-Al revolution.
Various studies have estimated that between
45 and 57 per cent of jobs in developed
economies could be lost to automation in
the coming decades (McKinsey, 2015; World
Bank, 2016b; Frey and Osborne, 2017). The
disruptions and long-term implications of
the COVID-19 pandemic further add to this
concern because accelerated digitalization
and automation of the economy may lead
to accelerated displacement of workers in
vulnerable occupations.

Although these arguments are
understandable, the doomsday predictions
on aggregate labour demand have not
yet been substantiated by empirical facts.
Concerns over automation are often based on
a narrow emphasis on the labour displacement
effect of technological innovations, while
in practice, technologies can also increase
employment through two main channels.
First, the introduction of new technologies
also improves productivity, thus reducing
the production or delivery cost of goods and
services and boosting overall demand. If this
expansion in demand for goods and services is
large enough, total employment can increase
despiterapidautomation.Second,technologies
also create new economic sectors and tasks,
where labour has a competitive advantage. For
example, Acemoglu and Restrepo (2018) found



that about half of employment growth
between 1980 and 2015 in the United
States involved new job titles or tasks,
while Krzywdzinski (2020) reported
that the decline in manufacturing jobs
in Germany was compensated by the
increase in positions for engineers,
technicians and data scientists.

The potential labour-displacement
shock of emerging technologies
seems to have been exaggerated,
while the labour-complementing
effect is underestimated. Arntz,
GCregory and Zierahn (2016) argued
that, even in occupations significantly
affected by automation, there are still
many tasks that cannot be automated
easily. If these tasks are excluded, only
9 per cent of jobs in OECD countries
are actually at risk of being automated.
De Mattos and others (2020) also noted
that automation is confronted with
multiple bottlenecks and substantial
limitations in developing countries
despite theoretical potentials.

Moreover, technological feasibility
doesn’t equate to economic viability
and the relative cost of different
production methods matters in
automation choices. Case studies of
the apparel, footwear and electronics
industries in Asia-Pacific developing
countriessuggestthatthe comparative
advantage of low-cost labour seems
to persist in key labour-intensive
manufacturing sectors despite
ongoing automation (De Mattos and
others, 2020). Automation also seems
to haveless negative side effectson jobs
and equality and strong productivity
gains in ageing economies, where
labour costs are high and increasing
(Acemoglu and Restrepo, 2022). This
may be an underlying driver behind the
very high ranking of Asian economies
in robot density (figure 5.10).

Although the pessimistic predictions about
the “future of work” have not yet materialized, it
alsoremainstoo early to call them a false alarm.
In this regard, policy attention and prudence
are advised. First, technological breakthroughs
are not linear, and automation can accelerate
significantly due to new innovations and
deepening penetration of technology in
economiesandsocieties.Second,joblossesdue
to automation may not be adequately offset
if the pace of productivity improvement and
creation of new jobs decelerates (Acemoglu
and Restrepo, 2019). Third, even if substantial
labour-displacing automation materializes
only in developed countries while labour-
intensive sectors are preserved in developing
countries due to comparative cost advantages,
the international division of labour can still be
significantly affected.

Fourth, low-skill workers and middle-class
workers in routine jobs are likely to bear the
brunt of the adjustment costs in technological
transitions, even when aggregate labour
demand remains stable, with profound
implications for inequality (Arntz, Gregory and
Zierahn, 2016; Goos, Manning and Salomons,
2014; Acemoglu and Restrepo,2021). Youth,who
are generally less skilled and experienced and
more often in vulnerable jobs, can be among
the most adversely affected by automation
(Nedelkoska and Quintini, 2018; ILO, 2020b),
resulting in damage to both intergenerational
equity and future economic growth (Sachs
and Kotlikoff, 2012; Sachs, Benzell and LaGarda,
2015). The potential automation of labour-
intensive manufacturing and office jobs may
have a disproportionate impact on women as
well (Madgavkar and others, 2019).




FIGURE 5.10

Asia and the Pacific leads in the use of industrial robots
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Manufacturing has historically been at
the centre of structural transformation
and inclusive development. It provides
economies of scale and functions as
the leader of productivity improvement
and a growth “escalator” (Kaldor, 1966;
1967; Rodrik, 2013). It is also a main
provider of productive non-agricultural
jobs in the early stage of structural
transformation and a key ingredient in
the Asia-Pacific region’s “growing with
equity” success stories.

Manufacturing-led structural
transformation as a strategy for
inclusive development, however,
is increasingly being questioned
in recent years (Hallward-Driemeier
and Nayyar, 2017). Stiglitz (2021), for
instance, discussed the “demise of a
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successful growth model” and advocated for a
multipronged strategy for inclusive economic
development in the twenty-first century, while
Baldwin and Forslid (2020) went further by
predicting a jobless future for manufacturing
and the transition towards services as the new
engine of export-led economic growth.

Indeed, manufacturing is under pressure
on multiple fronts. The employment
generation potential of manufacturing seems
to have declined. In Asia and the Pacific,
manufacturing’s median contribution to the
total increase in non-agricultural jobs dropped
from 195 per cent between 1990 and 2007
to 13.4 per cent between 2007 and 2018. One
factor behind this change is the increase in
manufacturing’s labour productivity relative to
other economic sectors (figure 5.4b), resulting
in fewer jobs created for each unit of growth
in output. More worryingly, manufacturing’s
share in total employment is now plateauing
at a much lower level of about 15 per cent
in the region’s developing countries® in

23 With the exception of China, Sri Lanka and Viet Nam.



FIGURE 511

Global merchandise and GVC trade showed signs of plateauing before the

pandemic
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contrast to 25-30 per cent in the earlier
cases of Japan, the Republic of Korea
and Singapore. This implies that the
maximum employment potential of
manufacturing has become much
lower.

The space for manufacturing
development through global value
chains (GVCs) is also becoming more
constrained. Both global merchandise
and GVC trade?* were showing signs
of plateauing before the pandemic
(figure 511). The slower pace in tariff
reduction, surges in non-tariff barriers
and ongoing trade tensions between
major global economies continue to
castcloudsovertheglobaltradeoutlook
(ESCAP, 2019c). At the same time, the
position of established manufacturing
centres in GVCs strengthened.
Efficiency gains generated through
automation and technological
upgrading helped these economies
to prolong their manufacturing
competitiveness and maintain their

24 As indicated by the trade in intermediate goods.

share in global manufacturing output despite
rising wages. The need for more nimble and
resilient supply chains as well as for faster
reaction to changing fashions and customer
taste also strengthened GVC clustering in
established manufacturing centres in order
to reap the agglomeration payoffs and be
closer to the end markets (Anukoonwattaka
and Mikic, 2020). In this context, breaking
into the global division of labour through GVC
participation and moving up the existing value
chains have become more difficult for smaller
and latecomer developing countries, especially
when restrictions imposed by international
trade agreements® have pulled away the
ladder (Chang, 2002; Stiglitz, 2021).

On the other hand, a more nuanced picture
emerges when these general trends are
examined in greater detail. For example, part
of the observed decrease in manufacturing's
share in the economy could be due to the

25 Historically, industrialized countries and newly industrialized
countries extensively used both tariffs and subsidies for manufacturing
development, which are now heavily restricted by trade agreements. In
addition, the implications of the ongoing international tax reforms on the
use of tax incentives as an alternative competitive edge by developing
countries also remains to be seen.



separation and outsourcing  of
upstream and downstream services,
such as research and development
(R&D), product design and after-
sales services, from manufacturing
processes (ECSIP Consortium, 2014). In
the United States, 15 per cent of service
value addition, equivalent to 11 per cent
of GDP, is used directly by industry
(Eichengreen and Gupta, 2011). In
considering that manufacturing itself
accounts for just 11 per cent of GDP in
the United States, the real importance
of manufacturing could actually be
double that of what the statistics may
suggest.

The employment impact of
automation on manufacturing could
also be overstated. Kucera (2020)
examined the apparel and footwear
industry in Asia and suggested that
technology actually promoted a more
collaborative engagement between
workers and machines, and a semi-

automated production approach,
where labour works together
with “cobots”?® has delivered the

greatest productivity gains. For semi-
automated production, it reduces the
requirement on skills and training. De
Mattos (2020) also noted that in Asia's
electronics industry the comparative
advantage of low-cost labour persists
and labour-intensive production
continues. Small labour displacements
due to automation are likely to be more
than offset as well by the rapid growth
in overall demand for electronics and
expansion in productive capacity.
Some evidence also suggests that
automation may even generate
greater demand for outsourcing and
more jobs in developing countries, as
in the case of the automobile industry
(World Bank, 2020d).

In addition, the threat of GVC
concentration could be much less

26 A computer-controlled robotic machine for assisting
humans.

for Asia-Pacific developing countries. Their
geographic proximity to both world's largest
manufacturing hubs and world's fastest
growing consumer markets means that
they are less susceptible to, in some cases
can even benefit from, shortened supply
chains and a shift towards nearshoring. The
deepening regional economic integration?’
and booming regional value chains also give
Asia-Pacific developing countries a significant
competitive edge in the mass reallocation of
labour-intensive manufacturing jobs out of
higher-cost locations (Lin, 2011). As long as GVC
opportunities remain, Asia-Pacific developing
countries are arguably still in the best position
to explore.

The services sector was traditionally viewed as
one with low productivity, limited opportunity
for skill development and little economic
spillover. While this perception may still be
true for traditional services, such as retail,
cleaning, delivery and hospitality, the more
knowledge-based modern services, including
information and communication services,
professional services, scientific and technical
services and financial services, are very
different. These sectors are of high skill intensity
and productivity, have broad linkages with
other economic activities and have become
increasingly tradable, sharing the qualities
that previously were attributed mainly to
manufacturing.

In developed countries, modern services have
already replaced shrinking manufacturing
as the main driver of economic and
employment growth and have played a key
role in offsetting the labour displacement
shocks of manufacturing automation (Dauth
and others, 2018; Krzywdzinski, 2020). They
are also starting to provide developing
countries with an alternative leading sector
in structural transformation and job-rich
development (Dasgupta, Kim and Pinedo

27 For example, the Regional Comprehensive Economic Partnership
(RCEP) free trade agreement entered into force in January 2022.



Caro, 2017; Roncolato and Kucera,
2014). Between 2007 and 2018, modern
services overtook manufacturing in
contribution to non-agricultural job
creation in more than half of Asia-
Pacific developing countries (table 5.2)
and had enjoyed faster growth in both
value addition and employment in all
these countries.

Trade played an important role
behind this boom in modern services
in the region. Globally, trade in all
services exceeded $6 trillion in 2019,
registering an average annual growth
rate of 5.4 per cent in the 15 years prior
to the start of the COVID-19 pandemic.

TABLE 5.2

Modern services?® accounted for some 43 per
cent ofthistotal in 2017 and comprised many of
the fastest-growing subsectors® (WTO, 2019).
Asia-Pacific developing countries are pioneers
in this trend. China, India, the Republic of
Korea, Singapore and Thailand accounted for
more than half of developing countries’ total
in services exports and imports in 2019 (figure
512), while India and the Philippines hosted
about 7 in 10 call centre jobs worldwide (Jiang
and Schiavone, 2020). As global value chains
become increasingly knowledge-intensive and
services trade costs further decrease, there is
a growing potential for cross-border trade in
modern services (Madgavkar and others, 2019).

28 Such as financial services, ICT services, professional services, R&D
services, among other business services.
29 For example, ICT, professional services and R&D services.

Modern services emerged as a second engine for employment and GDP

growth in 2007-2018
(Percentage contributions)

Contribution to GDP growth

Manufacturing

Bangladesh 25.4
Cambodia 19.5
China 27.5
India 19

Indonesia 18.9
Lao Peopl'e’s ' 8.9
Democratic Republic

Malaysia 20.5
Myanmar 28.5
Pakistan 12.4
Philippines 19.6
Republic of Korea 31.8
Singapore 20.1
Sri Lanka 13.2
Thailand 18.9
Turkey 19.8
Viet Nam 23.6

Modern services

Contribution to non-agricultural employment
growth

Manufacturing Modern services

10.2 29.7 3.4
12.4 245 18.6
20.4 0.7 12.9
18.6 6.4 9.1
15 18.1 6.5
7 -2.6 2.1
18.3 13.4 16
7.5 18.7 -12.8
14.4 311 4.1
19.5 6.2 14.9
254 12.7 26.4
37.4 -8.6 28.9
10.9 15.2 16.6
21.9 17.1 18
16.4 1.1 18.8
12.4 32.4 5.6

Source: ESCAP, based on the UNU-WIDER Economic Transformation Database (accessed on 26 November 2021).



The digital-robotic-Al revolution may
also usher in an era of “telemigration”,
when a range of manual services could
become tradable across borders as
well (Baldwin, 2019). Remote service

delivery is already common and
reliable, thanks to advancements
in  telecommunications. Language

barriers in cross-border services trade
are also significantly lowered with
breakthroughs in machine translation.
The combination of virtual presence
and robotic technology has enabled
new forms of cross-border services,
such as telesurgery or drone piloting.
If technological innovations continue
to reduce structural barriers to cross-
border services trade and the cost of
using robots, an expansion of large-
scale services outsourcing from high-
end skill-intensive services* to low-skill
manual services, such as cleaning or
gardening, is not beyond imagination
(Baldwin and Forslid, 2020).

However, significant uncertainties
remain for services-led globalization.
Al-enabled automation has begun
to threaten jobs in services, with
chatbots® replacing humans in sales,
advertising and customer services and
virtual assistants taking over office
work and part of routine professional
tasks.®? These changes are likely to
erode the basic assumption about
services jobs being outsourced to low-
wage countries (Jiang and Schiavone,
2020). Meanwhile, significant policy
barriers for cross-border services trade,
such as occupation licensing and trade
regulations, remain. In the context of
growing publicconcernsoverstructural
job drain caused by globalization in
developed countries, the practicality
of large-scale outsourcing of manual

30 Such as technician, professional or medical services.

31 A computer program designed to simulate human
conversation, especially over the Internet, through voice
commands or “text chats” or both.

32 Such as basic administration, accounting and data
analysis.

services jobs to low-wage countries would be a
serious question, despite theoretical feasibility
and profitability. Legal challenges concerning
service provision through remotely controlled
robotsinanother countryinthe “telemigration”
vision may prove to be an obstacle for mass
application as well.

A side effect of these challenges is that
services trade could be increasingly related
to growing inequality. Existing studies already
support the hypothesis that the services
trade benefits primarily high-skilled workers
in developing countries (figure 513) and
modern services also demonstrate a strong
agglomeration tendency that favours cities
and large companies (WTO, 2019). Wage gaps
between skilled and unskilled workers and
betweenruralandurbanresidentsare enlarged
in this process. This negative side effect could
be further enhanced when automation pushes
services outsourcing towards even more skill-
intensive occupations, while policy barriers
continue to restrain opportunities in Mmanual
services outsourcing that can benefit low-skill
workers more.
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CHAPTER 5 Economic Policies for an Inclusive Recovery and Development

FIGURE 5.12
Asia-Pacific developing countries lead in global services exports and imports
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Source: ESCAP, based on UNCTAD data (accessed on 25 February 2022).



FIGURE 5.13

Call centre salaries surpass national per capita income by significant margins in

India and the Philippines
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Source: Jiang and Schiavone (2020).
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For most Asia-Pacific developing
countries, the greatest opportunity and
challenge for inclusive development
lie in the process of structure
transformation. The region has rich
experience in “growing with equity”,
but these lessons would need to be
adapted and updated according to the
new realities in the age of the digital-
robotic-Al revolution. In general, policy
efforts can be made on three fronts
to promote an inclusive structural
transformation.

First, countries can deploy forward-
looking policies to guide structural
transformation towards a job-rich

path. Rapid creation of stable and productive
jobs is first and foremost a task of inclusive
structural transformation, given its importance
for alleviating the Kuznets' tension and
ensuring opportunities for all. Strategic sectors,
which have broad productivity spillovers and
significant job-creation potential, remain
critical in this process. Labour-intensive
manufacturing used to play this role, but
it is becoming increasingly important to
complement manufacturing with other
productive and job-rich sectors, especially
modern services, as additional engines of
economic and employment growth in going
forward. Targeted support from industrial
policies would be needed to accelerate growth
in these strategic sectors and fully reap the

positive social economic spillovers they
generate (box 5.4).

Supporting Jjob-friendly technological
upgrading and innovation is another

important policy pillar. As highlighted in
section 4, the aggregate employment
effect of technology depends on whether
job creation through economic growth



and the emergence of new sectors
and occupations can outpace job
displacement driven by automation.
It is, therefore, essential to ensure
that technological innovations can
generate significant productivity gains
and produce greater employment
dividends. Public policies have a role
in both. For example, public R&D
programmes are often associated with
far more fundamental and influential
technological breakthroughs. In the
widely cited case of the United States
Defense Advanced Research Projects
Agency, a tiny annual budget of
0.015 per cent of GDP resulted in the
invention of the Internet and the Global
Positioning System (GPS), which are
estimated to account for more than 12
per cent of the United States economy
in the 2020s (Liu, 2020). Prioritized
support in public R&D programmes for
labour-complementing technologies
and incentives for job creation in
frontier sectors can also be leveraged
to enhance the employment impact
of technological upgrading and
innovations. Identifying priority
sectors and technologies in national
development road maps is already a
common practice, and a strengthened
emphasis on jobs and inclusive
development should not be a
challenging step in going forward.

It is also indispensable to establish
correct market signals for private
sector technological choices. For
instance, if corporate or capital
income is taxed at an effective rate
that is substantially lower than the
tax rate on payrolls or labour income,
the resulting distortions would make
labour-intensive  production more
costly and capital-intensive production
more profitable. Thus, ensuring that
capital is adequately and fairly taxed is
important for inclusive development
not only from a redistributive
perspective but also in the perspective

of technological choices and predistribution.
Such measures can also be complemented by
a broad-based change in development and
business mindsets that puts greater emphasis
on economic inclusiveness and prioritizes
people over profits (ESCAP, 2019a).

Second, the visible hand of the Government
should play a more proactive role in shaping
the predistribution outcomes of structural
transformation. One policy priority is to
empower labour in the job market. Labour
protection policies* and collective bargaining
rights are broadly leveraged to guarantee a
fairer share of labour in the predistribution
of income and a more equal bargaining
position between employees and employers
in compensation negotiations, although a
fine balance between the interest of current
employees and the interest of jobseekers and
those about to enter the labour market would
be necessary for these policies to make a
positive contribution to overall socioeconomic
welfare.

Empowering labour in corporate decision-
making could be as important. Circumstantial
evidence from the United States suggests
that monitoring boards** and shareholder
primacy*® have played a role in the surges of
top salaries and in widening income gaps
in general (Wasserman Mitchell, 2017). In
contrast, codetermination® arrangements
in Germany (box 55) and other European
countries seem to be associated with less
inequality, greater job security and faster
productivity improvements (Bruegel, Berger
and Vaccarino, 2016; Hayden and Bodie, 2021).
In 2019, the Business Roundtable Statement
on corporate purpose® marked a consensus on
the necessity for a change in how corporates

33 Such as the mandatory use of formal employment contracts, anti-
discrimination requirements, workplace safety standards, entitlement to
leave days and minimum wages, among others.

34 Referring to the model in which a company is managed by
executive officers, while the role of members of the board is to monitor
management’s performance.

35 Referring to the corporate governance philosophy that prioritizes
maximization of shareholder value as its main purpose.

36 Cooperation between management and workers in corporate
decision-making.

37 For additional details, see opportunity.businessroundtable.org/
ourcommitment/.



BOX 5.4

Raison d'étre for industrial policies

The rationale for industrial policies primarily derives from the
presence of various market failures.

First-mover disadvantage and imperfect financial markets
Pioneers venturing into new sectors or adopting new
technologies (more likely to be in the form of industrial
or technological upgrading rather than innovation in the
developing country context) bear the full risk while generating
public information on potential economic opportunities for
followers. However, they are not rewarded by the market for
such externalities. Imperfect financial markets may also fail to
absorb the high risks associated with innovation, resulting in
lessthanoptimumrisk-taking by innovatorsandentrepreneurs.
Therein exists a space for industrial policies to make an impact

Coordination challenges and information discovery Industrial
and technological upgrading often require simultaneous
investments to be economically viable but the cost for individual
firms to coordinate among themselves can be overwhelming.
Governments can help overcome this failure by assuming the
coordinator’s role. Such public-private collaboration may also
facilitate information discovery, when private information of
different stakeholders is pooled together and disseminated

Positive economic spillovers Certain industries or economic
activities may have substantial economic spillovers, such as
facilitating skill sharing among workers and/or promoting
productivity improvements in other economic sectors.
Industrial policies can help overcome market failure in
recognizing these spillovers

Social-environmental objectives Social-environmental objectives,
such as equity and environmental sustainability, are also
economic externalities that the market fails to price in.
Industrial policies are already playing a central role in
promoting sectoral changes to fight the deleterious effects
of climate change. They can contribute to the pursuit of
economic inclusiveness as well

Based on Pack and Saggi (2006), Lin and Chang (2009) and Stiglitz (2017).



are run. However, Governments' visible
hand to institutionalize an inclusive
corporate governance structure that
involves labour and other stakeholders
and to establish boundaries and
socioeconomic safeguards on
corporates’ pursuit of profits should
have a much greater role, especially
when the promises of management
self-discipline are falling short
(Bebchuk and Tallarita, 2020).38

Education policy is always central in
shaping predistribution outcomes.
An inclusive education strategy that
prioritizes universal access to primary
and secondary schooling in the early
stage of structural transformation
has historically been a cornerstone
in the Asia-Pacific region's “growing
with equity” success experiences.
However, the shifting technological
landscape has made investment in
higher education more rewarding.
On one hand, middle-skill jobs are
threatened by automation in both
manufacturing and services and
employment opportunities may
become increasingly concentrated
at the high-end of the skill spectrum.
On the other, top talent is needed for
accelerated job-friendly technological
innovations to offset the Ilabour-
displacement effect of automation.
This, together with potential economic
competitiveness gains, would make
investment in higher education more
attractive to Governments?® This
will not be a challenge for countries
with ample fiscal space to pursue
broader coverage of education at all
levels simultaneously, but developing
countries with a limited education
budget would be confronted with a
dilemma and thus a bigger “bang-
for-the-buck” in education spending
becomes crucial (chapter 3).

38 For further information, see fortune.com/2021/08/05/
business-roundtable-letter-statement-on-the-purpose-of-a-
corporation-stakeholder-capitalism-american-ceos/.

39 Of course, the leakages of brain drain will reduce the
socioeconomic payoffs of government investment in higher
education in developing countries and should be taken into
consideration.

Nevertheless, limited access to higher
education while the education premium is
on the rise would further increase inequality.
Accesstohighereducationisincreasinglylinked
to family socioeconomic status and economic
inequality is being cemented through
education inequality in the next generation.
For instance, the fast expansion of after-school
private tutoring, or “shadow education”,*® can
seriously jeopardize inclusiveness by pricing
out students from low-income families in the
competition for access to higher education
(Choi and Choi, 2016). This education “arms
race” is also putting extra financial pressure
on low-income families, when private tutoring
alone consumes a tenth of monthly income of
an average family in the case of the Republic
of Korea (OECD, 2012). Evidence from OECD
countries suggests that intergenerational
education mobility is also stifled when
offspring of university-educated parents have
a 4.5 times greater chance of getting a tertiary
education than offspring of those parents
without a university degree (OECD, 2015).
Public spending and policies would need to
further prioritize education equalization to
ensure an inclusive future.

Third, socioeconomic disruptions during
rapid structural transformation need to be
effectively managed. Social security networks
offer a first line of defense. The modern
concept of social security is arguably the
creation of urbanization and industrialization.
As structural transformation deepens, the
demand for universal coverage and higher
levels of protection will naturally follow. Many
Asia-Pacific developing countries introduced
urgent expansions in social security during the
COVID-19 pandemic. Despite the increasing
pressure of fiscal consolidation, it would be
highly desirable to permanently preserve
much of this expanded reach of social security
floors (ESCAP and ILO, 2020b), not only for
more robust post-pandemic recovery but also
to prepare for future structural transformation.

In view of the immense uncertainties
associatedwiththedigital-robotic-Alrevolution,
the importance of active labour market

40 For an extensive review on private tutoring around the world, see
Zhang (2021).
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BOX 5.5
Codetermining inclusion: the case of Germany

Codetermination, in contrast to shareholder primacy, is the
umbrella term for systems in which workers play an official role
in corporate governance. In Germany, corporate governance rules
require employee representation on both “works councils”, which
coordinatearangeofmattersintheworkplace,andon“supervisory
boards”, which provide general oversight of the company.

Codetermination in Germany is marked by extensive cooperation
between shareholders and employees and has generally resulted
in higher productivity. Empirical evidence also suggests that
codetermination isassociated with higher capital investments but
stable employment, suggesting that these capital investmentsare
more likely to complement rather than replace labour. Meanwhile
outsourcing is reduced.

Despite the advantages shown by the German model of
codetermination during the 2007/08 global financial crisis, it
remainsrare due to path dependence challenges and a number of
market failures that prevent transitions in corporate governance.
Codetermination may also be plagued by risk aversion of
employees, jeopardizing risk-taking for innovation.

Based on Hayden and Bodie (2021) and Jager, Schoefer and Heining (2021).

policies has also increased. Most of
the employment shocks brought
about by technological innovations
would be structural in the sense that
labour is constantly reallocated from
automated occupations to newly
created occupations rather than
being permanently driven out of the
labour market. Although this is not a
new phenomenon, the pace of such
disruptions and the skill requirement
for the newly created jobs are likely to
become much higher.

Public and private support for on-the-job
training, lifelong learning and vocational
education should be significantly
strengthened to live up to this challenge.
Closer collaboration between the public
and private sectors would be necessary to
effectively identify skills demanded by the
market and remain flexible in reaction to
new technological changes. Meanwhile, ICT-
enhanced pedagogies can be leveraged to
provide more inclusive access to reskilling
opportunities (ILO, 2018b).
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Labour market intermediation
is essential to expedite the job-
matching and re-employment

process after workers are reskilled.
Online registration platforms and
job portals can substantially improve
labour market transparency, providing
broader access to information on both
labour supply and demand at much
lower costs.

Despite all these safeguards, structural
labour market shocks of the digital-
robotic-Al revolution can still exceed
the absorptive capacity of the economy

!

and threaten social stability. In such a scenario,
governmentinterventions to contain runaway
automation and keep technological changes
at a more manageable pace may be required.
The objective here is to give more space for
necessary socioeconomic adjustments to
catchupinordertoavoid acutedisruptionsand
worse outcomes in the short run and ensure
that no one is permanently left behind in the
long run. However, such decisions would need
to be based on broad consultations, given the
danger that they can be highjacked by interest
groups to resist changes with positive payoffs
at the aggregate level but of little benefit to
them.
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As noted in chapter 1, reducing high
levels of inequality has become not
only a development objective, but also
a political imperative. The COVID-19
pandemic has just added additional
urgency for action. Much of the
discussion so far has been focused on
expanding and raising social security
floors,upholding people'srightsinaccess
to equal and better public services and
redistributing more by taxing the rich
and providing more generous benefits
to the poor.

While these measures are essential
pillars of any inclusive development
strategy, their overall impact in
the developing country context is
constrained by two challenges. First, all
of them rely on higher public spending.
However, in the post-COVID reality,
where public debt is rising, revenues
are stagnant and fiscal consolidation
is highly likely, further scaling up of
spending, although not impossible,
appears to be a luxury for many. Second,
even when redistribution can be
afforded, it may still fall short in offsetting
increases in predistribution inequality,
as highlighted in this chapter.

“Building forward fairer”, in this regard,
can benefit from exploring policies
that directly address the root cause of
inequality by ensuring that the market
would generate more equal outcomes
in the first place, even before taxes and
transfers. For developing countries, this
requires creating both a more equal
distribution of economic power among
the population and, probably more
importantly, economic opportunities
that grow rapidly enough to leave no
one behind.

Hence, to ensure a fairer future for all, structural
transformations need to be inclusive. The past
experience of Asia and the Pacific provides three
important policy lessons to “grow with equity”.
These include:

Fast creation of regular and productive
jobs for all, which reduces the pressure
for inequality to increase in the early
stage of development. Labour-intensive
manufacturing has historically carried the
weight and continues to support inclusive
structural transformation in such countries
as Bangladesh and Viet Nam

Empowering the broad majority of the
labour force through the removal of
labour market obstacles that restrict equal
access to employment opportunities and
through inclusive education that provides
all workers with necessary skills to explore
these opportunities

Rural development, given rural-urban
income disparity, is often a main source of
inequality and agricultural workers are at
high risk of being left behind during the
economic takeoff




The ongoing digital-robotic-Al
revolution, however, poses new
policy questions. For instance,
manufacturing’s potential to lead an
inclusive structural transformation
aloneischallenged. Although countries
should continueto prioritize productive
and job-rich sectors with extensive
economic spillovers for inclusive
development,a multipronged sectoral
strategy becomes more desirable to
diversify into new promising sectors,
such as modern services.

Meanwhile, the threat of automation
points to risks of shrinking labour
demand, more frequent and more
severe structural shocks to the labour
market and intensified competition
in the global division of labour. To
navigate these uncertainties, policies
should proactively promote labour-
friendly  technological  changes

and “engineer” the market for
more inclusive sharing of economic
rewards. More specifically, policies
should seek to:

Guide the technological upgrading
and innovations through public R&D
investment as a catalyst for accelerated
productivity growth and the emergence
of new occupations and jobs, and through
targeted support and conducive market
signals to encourage private sector
adoption of labour-friendly technologies

Shape the market distribution of income
by empowering labour in compensation
negotiations and in corporate decision-
making processes, in addition to
investment in education

Manage the turbulence caused by
technological shocks through significantly
strengthened support for life-long
learning and reskilling and for labour
market facilitation in job-matching and
re-employment. It would also require
managing the pace of the creative
destruction of new technological progress
based on broad consultations with
stakeholders
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CHAPTER 6

Two years of the COVID-19
pandemic have underlined
the urgency of reducing the
persisting and deep-rooted
socioeconomic divides
across Asia and the Pacific.

Although high and  sustained
economic growth led to impressive
reductions in poverty over the past
three decades, insufficient attention
to enhancing economic resilience
has increased the risk of long-term
scarring effects due to the COVID-19
pandemic, largely as a result of high
and persistent inequalities. In simple
words, those already left behind are
bearing the relatively largest social and
economic costs of the pandemic.

As noted in chapter 1, primary focus on
rapid GDP growth over the past few
decades, with insufficient attention
paid to ensuring the fair sharing of its
fruits, has contributed to exacerbating
the region’s vulnerability to shocks. The
socioeconomicfallout ofthe pandemic,
where the vulnerable groups have
borne the brunt of its impacts, is
the latest example. Arguably, a
certain level of income inequality is

Economic Policies for an Inclusive Recovery and Development

inevitable and even beneficial for short-term
economic growth, but its persistence at high
levels can undermine the prospects for long-
term economic growth. Therefore, reducing
income inequality is a social, economic and
political imperative — national policymaking
can no longer wait to prioritize the “S" of the
ESGC (environmental, social and governance)
aspects of an inclusive and sustainable
stakeholder framework. In analysing these
shortcomings, the Survey for 2022 sets out
a policy blueprint for the region’s inclusive
recovery from the pandemic and for laying the
foundations of inclusive development.

Smart spending and fair
taxation in a time of fiscal
constraints

The significant social and economic costs of
the pandemic in the region could have been
mitigated if more people-focused investments
had been made, especially in health care,
education and social protection. With fiscal
space now dwindling in many developing
countries due to the unprecedented level of
public spending to help cushion the impacts
of the pandemic shocks, fiscal consolidations
may be expected over the medium term. These
are likely to have negative long-term impacts
on inequalities in the region.
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Under such fiscal constraints but with
ambitious spending needs and goals,
chapter 3 examined how Asia-Pacific
countries can enhance the efficiency
of fiscal spending through “smart
spending” and revenue mobilization
based on the “tax fair” principle.

It is important to maintain
and, where there is sufficient
fiscal room, increase
spending on health care,
education and social
protection - the three most
effective, inclusiveness-
enhancing fiscal expenditure
areas.

Political will, good governance and
digital technologies will play an
important role in the effective use
of the expenditure and mobilization
levers of fiscal policy, especially given
currently constrained fiscal positions.

People-centric central
banking and financial

policy

The unprecedented scale and severity
of the pandemic’s socioeconomic
impacts afford an opportunity to put
traditional monetary and financial
policy tools to non-conventional use;
chapter 4 made a case for widening
the scope of central banking into the
area of inclusive development. Central
banks, even in the absence of a clear
inclusive development mandate, can
and should respond to inequality
concerns. Only half of the central
banks in the Asia-Pacific region are
working on promoting inclusive

Building Forward Fairer

finance. This is a missed opportunity because
financial inclusion benefits the poor relatively
more than the better off. By contrast, high
levels of inequality reduce the effectiveness of
monetary policy, thus adding setbacks to an
already difficult recovery outlook.

To become more people-centric,
central banks can orient their
core roles of monetary
policymaking, official reserve
management and currency
issuance towards promoting
financial and economic
inclusiveness.

Furthermore, central banks can also support
mobilizing additional financial resources for
social purposes by fostering social impact and
sustainability-linked bonds.
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CHAPTER 6

Preventing inequality
from taking root

In an age of technological innovation-
driven economic growth, people in
a socioeconomically disadvantaged
situation are at increasing risk of
further marginalization with the
likely shrinking of labour-intensive
manufacturing and services. With
respect to long-term economic
trends and structural transformations,
chapter 5 emphasized the importance
of predistributive policies in shaping
inequality dynamics; it argued for
Governments to proactively guide,
shape and manage  structural
transformation to promote inclusive
economic outcomes. This role would
include, among others, support for
development of labour-enhancing

Economic Policies for an Inclusive Recovery and Development

technologies and opportunities for
strengthening the capacity of the labour force
to negotiate fair terms of employment.

The Survey for 2022
complements the messages

in its 2020 and 2021 editions,
which were aimed at steering
policymaking and public
discourse towards the
accelerated implementation of
the 2030 Agenda for Sustainable
Development, setting out action
plans for strengthening the three
pillars of such development.

At the core of the Agenda’s Sustainable
Development Goals is the acceptance of a
“New Social Contract” that creates equal
opportunities for all.

L
-
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The economic rebound from the contraction of 2020 in developing
Asia-Pacific countries has moderated, and output is projected to
remain below pre-pandemic trends in 2022 and 2023. A resurgence
of the COVID-19 coronavirus, global monetary tightening and likely
spillover effects from policy changes in China are downside risks.

Amid projected fiscal consolidation that would tend to exacerbate
inequalities, the Economic and Social Survey of Asia and the Pacific
2022 recommends maintenance of pandemic-response social
expenditures in the region. It outlines a triple policy approach for
building a fairer future — “spending smart” and "taxing fairly”, inclusive
central banking and a more inclusive structural transformation.

“More-bang-for-the-buck” fiscal expenditure on health care, education
and social protection to prevent long-term pandemic scarring and
improved collection and tapping of new fiscal revenue sources are
needed in the light of shrinking fiscal space. Asia-Pacific central banks
canandshould do more to promote inclusive development by investing
part of their sizeable official reservesin social bonds, exploring a suitable
digital currency to improve financial access and promoting socially
oriented, innovative financial instruments. Economic transformation,
in the context of the digital-robotic-artificial-intelligence revolution,
can be proactively guided, shaped and managed for achieving
inclusive outcomes. This requires public support for labour-enhancing
technologies, reskilling and inclusive access to education and social
services, as well as strengthening capacities for labour negotiation.

‘As the Asia-Pacific region looks to recovery, the Survey
offers a detailed blueprint to re-orient fiscal and monetary
policymaking, regulatory frameworks, and economic
transformation processes to ensure that all people are
supported equally. The time to invest is now.”

Anténio Guterres
Secretary-General of the United Nations




