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1. Introduction

Since the 1980s, members of the Associations of Southeast Asian Nations

(ASEAN) have shown a remarkable trend of economic growth. Although the

Asian financial crisis of 1997/98 was a major setback, implying an overall lowering

in the speed of economic growth, domestic structural reforms introduced since

the late 1990s to address the causes of the crisis helped strengthen ASEAN

countries’ economic fundamentals and resilience against future shocks. As a

matter of fact, when the global economy was hit by the financial crisis in 2008/

09, after an initial slowdown due to a knock-on effect, ASEAN countries were

able to continue rising, on average, at a sustained pace. Due to this  remarkable

performance, combined with that of other regional economies such as the

Republic of Korea, the People’s Republic of China (PRC) and India, Asia as

a whole begun to assume  the role as an engine of global economic growth.
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As a matter of fact, between 1990 and 2011 the combined gross domestic

product (GDP) of the ten ASEAN economies, plus the PRC and India has

grown at a sustained 6.3% every year, almost double the world average of

3.4% (IMF 2012). In the year 2000, more than one fourth of total global GDP

was generated in Asia. Projections from various sources converge in suggesting

that this share will likely reach 50% or more by the year 2050, if not earlier

(Foure, Benassy-Quere and Fontagne, 2010; Jorgenson and Vu, 2011).

The transformation of the Asian economy and its increasing global importance

has been recently analysed by the Asian Development Bank (ADB) in a study

entitled “Asia 2050: Realizing the Asian Century” (Kohli, Sharma, and Sood

(2011)). The study’s basic message is that under a positive—Asian century—

scenario, by 2050 Asian economies will be home to not only more than half of

global output, trade, and investment, but also  three billion people who will enjoy

the same standards of living Europeans are enjoying today. The study warns,

however, that Asia’s growth is not preordained: without proper economic policies

at national and regional level, several Asian countries may fall into the middle

income trap and be unable to reach substantially higher quality of life for a long

time.

A more recent study conducted by the ADB Institute (ADBI) entitled

“ASEAN 2030: Toward a borderless Economic Community” focused on

aspirations and challenges of the ten ASEAN economies as they approach the

year 2030 (ADBI, 2013a). This study, in a similar fashion to the Asia 2050

report, concludes that by 2030 Southeast Asian economies can triple their 2010

average per capita income and significantly increase their quality of life to levels

similar to those enjoyed, on average, in countries of the Organization of Economic

Cooperation and Development (OECD) today. In particular, the study suggests

that by 2030 the region can become resilient, inclusive, competitive, and

harmonious—a ‘RICH’ ASEAN. By capitalising on its strengths and opportunities,

ASEAN as a group can also significantly contribute to global prosperity. But to

achieve a ‘RICH’ ASEAN by 2030, Southeast Asian economies need to adopt

a set of policies aimed at introducing structural domestic reforms and bold

initiatives for regional cooperation. This course of action is necessary to avoid

the risk of growing at only half their potential, with rising tensions, political

conflicts, and by losing the position of centrality in the architecture of Asian

regionalism ASEAN has been enjoying for years.

Given the past trend and future prospects for ASEAN countries’ growth

and development, the aim of this paper is to discuss the role central banks can

play to promote long-term economic growth, to assist fulfilling the aspirations of
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a ‘RICH’ ASEAN by 2030, and to contribute to realizing an Asian century by

2050. In particular, the paper analyses  how ASEAN countries can benefit from

emerging opportunities and address key development challenges by introducing

appropriate policies to expand the growth potential of domestic and regional

incomes.

The paper is structured as follows. Section 2 reviews the main roles and

functions performed by ASEAN central banks. After introducing the Asian century

and the ‘RICH’ ASEAN scenarios, Section 3 offers an analysis of the key

macroeconomic trends affecting regional economies, such as a rising middle

class, urbanisation perspectives, aging population, energy security and

environmental protection. Section 4 reviews the key market integration trends

taking place among ASEAN economies in production networks, infrastructure

and connectivity, and financial sector development. Section 5 discusses key areas

where ASEAN central banks can play a role in supporting long-term economic

development. We believe such role mainly relates to ensuring macroeconomic

stability, supporting regional infrastructure development, enhancing financial

sectors’ deepening and widening as well as promoting financial inclusion,

facilitating financing of small and medium sized enterprises, and supporting the

use of green technologies. And finally, Section Six concludes.

2. Roles And Functions of ASEAN Central Banks

The debate over the role and functions played by central banks in the economy

of their countries has greatly intensified in the aftermath of the global economic

and financial crisis of 2008/09 and the sovereign debt crisis in the eurozone.

While opinions on the policies central banks should adopt to enhance resilience

and stabilise the economy differ among scholars, usually experts agree on stressing

the importance for central banks to enhance macro-prudential surveillance

frameworks by strengthening functions and mandates over financial stability

through closer economic monitoring and the introduction of financial regulations

aiming to mitigate systemic risks that may contribute to the build-up of asset

bubbles, eventually leading to financial crises (BIS, 2012; Blinder, 2010; ECB,

2012; Shirakawa, 2010).

Strengthening financial supervision and regulations of domestic markets—

a function which in several countries’ central bank share with financial

supervisory agencies—is indeed one of the basic tasks performed by central

banks all over the world together with the formulation of short-term monetary

policy aiming at maintaining domestic price stability. Central banks usually

contribute to defining the country’s exchange rate policy, have mandates to ensure
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macroeconomic and financial stability, and organise the domestic payments and

settlements system. Besides, central banks may also perform several other

functions depending on historical and economic circumstances in their countries,

such as supporting small business development or promoting financial inclusion.

In general, the role played by central banks varies according to the country’s

level of economic development (BIS, 2009). For example, a common mandate

of central banks in emerging countries is to promote economic growth and support

financial market development through building appropriate institutions and

strengthening financial infrastructure (Prasad, 2010). In developing countries,

central banks can indeed play an important role as agencies to facilitate long

term economic growth and development through the generation of positive

spillovers by financing government expenditure, managing exchange rates, and

supporting the expansion or restructuring of economic sectors through direct

interventions such as credits allocations (Epstein, 2005).

As a matter of fact, all ASEAN central banks are more or less directly

supporting long-term economic growth through a variety of policies and measures.

In practice their mandates differ quite substantially across countries as

responsibilities in exchange rate policy, financial and banking supervision, as well

as macroeconomic stability are fulfilled by a range of different agencies

(SEACEN, 2013).The main functions performed by central banks of ASEAN

countries are summarised in Table 1.

Besides traditional policy formulation to achieve monetary stability, all ASEAN

central banks are in charge of supervising and regulating their domestic financial

sectors. In a few cases, surveillance is also conducted in coordination with specific

institutions such as financial supervisory agencies, securities and exchange

commissions, and deposit insurance corporations. Ministries of Finance also often

intervene, directly or indirectly, in performing this monitoring function. ASEAN

central banks are also mandated to ensure financial stability. This function has

actually been strengthened after the global economic and financial crisis of 2008/

09 mainly by introducing a new set of macro-prudential policy frameworks aimed

at improving risk assessment, mitigating systemic risks, and introducing more

stringent capital adequacy ratios and liquidity regulations following the Basel

Accord, which is being implemented at different levels across countries (Nier

et al., 2011; Kawai, Mayes and Morgan, 2012).4

________________

4. While the Bank of Thailand was one of the few ASEAN central banks with a mandate as

macro-prudential regulator prior to the crisis, other central banks assumed this function

after the crisis broke out. Bank Negara Malaysia, for example, received such a mandate in

2009, following the enactment of the Central Bank Act of Malaysia.
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All ASEAN central banks are also in charge of establishing a well-functioning

payment and settlement system domestically, and they are engaged with the

promotion and development of their financial markets. Some countries are pursuing

a range of additional objectives as well. For example, Brunei Darussalam,

Indonesia, and Malaysia are targeting the development of Islamic finance, while

Thailand is focused on developing a secondary fixed income market and domestic

bond markets. The Monetary Authority of Singapore has the clear objective to

strengthen its status as a leading global financial center, while central banks of

countries such as the Philippines and Malaysia also promote financial inclusiveness

by reinforcing institutions involved with microfinance and the credit allocation

for small and medium enterprises (SMEs). Finally, the mandate allocated to central

banks such as the State Bank of Vietnam and the Central Bank of Myanmar

includes performing an active role in the formulation and implementation of the

government’s economic policy and planning, with a focus on issues related to

financial development.

Among ASEAN central banks, those from Cambodia, the Lao People’s

Democratic Republic (PDR), Myanmar, Singapore, Thailand and Viet Nam have

a direct mandate from the government to formulate policies in support of long-

term economic growth. Although the other four ASEAN central banks (Brunei

Darussalam, Indonesia, Malaysia, and the Philippines) do not have such an explicit

mandate, in practice their policies usually support the objective of sustaining

economic development.

Indeed, for ASEAN countries the issue is not whether supporting growth

is part of the objective function of central banks. Rather, given national and

regional institutional settings, the key factor for decision-making in ASEAN central

banks is to identify an appropriate policy mix to ensure macroeconomic stability,

support the development of local financial markets, facilitate start-ups and SMEs

development, and ensure financial inclusion. The aim of this paper is to identify

a concrete role that central banks can play in ASEAN countries to support long-

term economic growth and development.

3. Key Macroeconomic Trends

Over the last few decades, Asia’s importance in the global economy has

increased steadily due to a successful process of economic development that

started with Japan after the second world war period and later embraced by an

increasing number of East Asian economies, from the Asian newly industrialising

economies (Republic of Korea, Chinese Taipei, China, Singapore and Hong Kong,

China), to the ASEAN4 countries (Indonesia, Malaysia, the Philippines and
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Thailand), the PRC, India, and other ASEAN economies as well. More recently

South and Central Asian economies have also been growing at a very sustained

pace, mimicking in a way East Asia’s performance.

3.1 An Asian Century by 2050?

While the Asian financial crisis of 1997/98 was a major setback for many

countries in the region, the recovery from economic recession was relatively

fast and by the year 2000, Asian countries were able to collectively produce

more than one fourth (25.3%) of the global share of GDP calculated at 2005

prices’ purchasing power parity (PPP), against a 22.3% share in the year 1990.

As Figure 1 shows, this share reached 32.3% in 2010. ADB’s Asia 2050 study—

assuming Asian countries take appropriate economic policies and avoid falling

into the middle income trap—projects Asia’s importance in the world economy

to steadily increase to reach more than half the global GDP (53.2%) by the year

2050. In particular between 2010 and 2050, the study projects an average 5.3%

yearly increase in Asian countries’ GDP, against a world average growth of 4%,

and Asia’s average per capita income is to reach around USD 40,000 by the

year 2050, a value similar to current European levels. Such growth is expected

to be led by the PRC and India and other Asian emerging economies particularly

from the ASEAN region5 (Kohli, Sharma and Sood, 2011).

________________

5. In parallel with the Asia 2050 study, Jorgenson and Vu (2011) estimated that between 2010

and 2030 the GDP growth of the PRC and India will be 7.5% and 6.5% respectively. They

also expect Cambodia, Lao PRD, Myanmar and Viet Nam to grow at more than 7% per

year during the same period.
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While the emergence of an Asian century is a plausible scenario, its

realisation is not going to happen by default. Without proper policies and structural

reforms, many Asian economies may fall into the middle income trap, a situation

where developing countries fail to realise their potential and once they reach a

middle-income status, their economies eventually stagnates. Several Asian

developing countries enjoy global comparative advantages in industries where

they can use their relatively cheap labour and abundance of natural resources.

However, as domestic wages and other costs rise, emerging market economies

may be unable to maintain their international competitiveness, also as a

consequence of inadequate policies to support human capital development and

to promote technological progress. Shifting from an input-driven growth to a

new normal based on higher productivity and innovation is a strategic decision

for developing economies which requires introducing a proper set of policies

and institutions aimed at building an environment conducive to technological

innovation and entrepreneurship, and promoting high-quality education. It is when

countries do not succeed in achieving such structural change that they may fall

into the middle income trap.
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Succeeding in considerably expanding the middle class as a major source

to consume high-value-added goods and services is another key to avoid falling

in the middle-income trap. In terms of approach to economic growth and

development, this translates in promoting an inclusive strategy, both within and

across countries, to avoid further widening of inequalities that limit growth in

domestic demand.

3.2 A “RICH” ASEAN by 2030?

Realising the Asian century requires individual countries to introduce a set

of policies aimed at fostering economic growth and prosperity in the long run.

As an intermediate step, ASEAN economies could start by targeting the year

2030 and monitor progress to make sure they are following the right path. Recent

ADB estimates suggest that in the two decades to 2030 ASEAN economies are

expected to perform an average GDP growth of 5.4% annually. Given current

IMF projections on population growth over the same period, such trend will

correspond to a 2.5 times increase in the 2010 average per-capita GDP of

ASEAN citizens. Within ASEAN, Cambodia, Lao PDR, Myanmar, and Viet

Nam (CLMV countries) are expected to grow at a much faster speed than the

remaining ASEAN6 countries (i.e. Brunei Darussalam, Indonesia. Malaysia,

Philippines, Singapore, and Thailand)—contributing to narrowing the development

gaps existing across the region.

ADBI’s “ASEAN 2030” study pushes the agenda further by providing policy

options that would allow realizing individual countries’ aspirations for even faster

growth than the one projected through macroeconomic modeling. In particular,

the study concludes that, with a proper set of structural reforms and initiatives

for regional cooperation, by 2030 ASEAN economies could triple their 2010 per-

capita GDP, translating into an average annual GDP growth of 6.4% over the

next two decades (Table 2).
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Using a bottom-up approach based on individual ASEAN countries’

consultations and background papers, the study finds that ASEAN as a region

aspires to become resilient, inclusive, competitive, and harmonious—‘RICH’—

by 2030. Resilience is associated with the ability  for handling economic and

financial volatility and shocks, requiring an efficient civil service capable to

implement sound macroeconomic policies domestically and to coordinate regionally

through a proper institutional framework. Inclusiveness relates to poverty reduction

and narrowing income gaps within and across countries by means of policies

that expand development opportunities to all segments of the population, ensuring

equity and improving the quality of life. Competitiveness is a key factor to face

the increasing interdependence of ASEAN economies with the PRC and India,

aiming to enhance productivity, market efficiency, and local innovation capabilities

by promoting entrepreneurship and investment in research and development.

Finally, harmony is a basic concept for sustainable development, where the

imperatives for economic growth are formulated in respect of the environment

and natural resources, considering the interplay of social and political variables

as well (ADBI, 2013a).

Can ASEAN economies become ‘RICH’ by 2030? During the two decades

from 1990 to 2010, ASEAN economies rose, on average, by 5.8% annually.

Given the uncertain conditions affecting the global economy, especially the most

advance countries in Europe and North America, it is of utmost importance for

ASEAN countries to rebalance their growth model by shifting their focus to

Asia—they need to capture larger economies of scale by creating a borderless

economic community among themselves and with their neighboring countries.

And they need to innovate to increase factor productivity.

ASEAN countries’ long term development aspirations include not only

quantitative targets, as summarised by the speed of GDP growth, but also a

better citizens’ quality of life. Defining quality of life through proper indicators

is, however, a difficult task. One starting point is the human development index

(HDI) created by the United Nations Development Programme (UNDP),

combining per-capita GDP with indicators of health and education.  Beyond

HDI, several authors have proposed to measure quality of life through a complex

set of indicators covering infrastructure, job opportunity and working conditions,

social inclusion, physical security, environment, and governance (Stiglitz, Sen

and Fitoussi, 2009; Niimi and Zhuang, 2012).

However, measuring quality of life can be a challenging task, especially for

ASEAN countries, which often use different metrics for similar variables, not

to mention the fact than in many cases data are simply not available. When
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intraregional comparisons can be sensibly made, 2030 targets to improve ASEAN

citizens’ quality of life can be set, for example, in terms of the current (2010)

OECD countries’ average. This approach is the one followed by the “ASEAN

2030” study (ADBI, 2013a).

Based on the development prospects discussed above, the remainder of this

section will briefly review some of the main economic trends affecting ASEAN’s

long-term growth and development, including opportunities created by the rapid

expansion of the middle class and the trend towards urbanization. It will also

analyse the challenges posed by the aging population and the need to ensure

energy security and protect the environment. Grasping the key factors behind

these trends is important to identify the role ASEAN central banks can play to

support the region’s economic development fulfilling aspirations for a ‘RICH’

ASEAN by 2030, eventually realising the Asian century by 2050.

3.3 Expanding Asia’s Middle Class

Decades of rapid economic growth contributed to remarkable poverty

reduction in Asia. The poverty ratio for the entire region, defined as living on

less than $1.25 a day in terms of purchasing power parity (PPP)—calculated

using 2005 prices—has dropped from 41.2% in the early 1990s to 17.4% in the

late 2000s6. Recent estimates for Asia as a whole suggest that by 2030 about

40% of the region’s population will be living with an income below or equal to

US$4 (in PPP terms) a day—well above the poverty line. Compared with other

regions, by the same year Asia is expected to host about one third of total

world’s population with a daily income above US$4. As a consequence, Asia’s

expanding middle class is expected to create a large demand for products and

services worldwide (Roland-Holst, Sugiyarto and Loh, 2010). Due to the sheer

size of population, India and the PRC will account for the largest proportion of

this change. In relative terms, however, major improvements are expected to

occur in CLMV countries, as suggested by Table 2.

The eradication of poverty and the region’s increasingly affluent society is

expected to fuel economic growth by expanding Asia’s internal demand. A recent

study by KPMG (2012) identified four major trends defining the region’s rising

consumption patterns. First, as income grows, consumers will tend to diversify

their preferences and habits towards goods and services enhancing self-identity

________________

6. The figures refer to the combined average poverty ratio of Southeast, East and South Asia

when data is available from ADBs’ “Key Indicators for Asia and the Pacific 2012” (ADB,

2012b).
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and social status more than simply focusing on material satisfaction. Second, the

expanding middle class will be formed by a relatively large share of young

population which pays great attention to trendiness, product quality and feedback

provided by peers also through social media. Third, given the fast penetration

of internet throughout Asia, sales will increasingly occur through online shopping

and via mobile phone applications; virtual communication will also considerably

expand to facilitate disseminating product and service-related information. Fourth,

despite the trend toward urbanisation (see next section) markets are not going

to concentrate only in big cities, but spread out across provincial centers, creating

greater diversity in consumption patterns than in the past.

These consumption patterns will create new opportunities for business

enterprises with specific local knowledge, open communication channels, and

flexibility to quickly adapt their products and services in response to feedback

on customers’ needs. Local SMEs are in a particularly good position to take

advantage of Asia’s emerging middle class provided they have access to local

needs and adapt to the evolving market situation. And as barriers to regional

economic interdependence will go down through the realization of the ASEAN

Economic Community (AEC) by 2015 and other initiatives such as free trade

and investment agreements which have been proliferating in recent years (ADBI,

2013a), closer integration will generate economies of scale and make product

differentiation cost effective.

3.4 Urbanisation Trend

Rapid urbanisation and the emergence of megacities in Asia is a process

started in the 1970s and expected to continue in the future. Population has been

increasing in Asia’s urban areas principally as a consequence of rural migration

searching for employment opportunities. Asia’s past urbanisation trend and

projections toward 2050 are shown in Table 3 (figures are from the United

Nations’ World Urbanization Prospects). The total number of Asians living in

cities has almost quadrupled during the 40 years from 1970 to 2010—with the

largest share of urban population concentrated in Northeast Asia, and Southeast

Asia as the sub region showing the highest increase in relative terms. Projections

for the following 40 years, suggest people living in Asia’s urban areas will almost

double, reaching 3.3 billion in 2050, or 64.4% of the region’s total population.
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During this period, South Asia is expected to show the highest increase

among Asia’s sub regions with more than 1.255 billion people living in cities by

2050, while Northeast Asia will lead in terms of urbanisation rate (79% of total

population). Southeast Asia’s urban population is projected to grow to about 400

million by 2030 (not shown in the table) and eventually to 500 million by 2050,

accounting for 66% of its total population. Looking at ASEAN countries’

projections, remarkable changes will likely affect not only the largest members

such as Indonesia or Malaysia, but also smaller and least developed countries
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such as Cambodia and Lao PDR, which will see an addition of respectively 7.1

and 5.4 million people living in cities by 2050—with the urbanisation rate

increasing to 38% and 65% respectively in these two countries.

Asia’s massive urbanisation presents several challenges related to widening

income inequality as rural areas may be left behind, leading to a breakdown in

the countries’ internal social cohesion. Moreover, local authorities need to ensure

proper access to clean water, energy, health care, and sanitation in expanding

urban areas, especially for people residing in slums or squatters. Improving

citizens’ quality of life and living standards requires considerable investment in

urban infrastructure and transportation systems. In addition, environmental risks

arising from carbon emissions and pollution in densely populated urban areas

magnify the effects of climate change, leading to more frequent threats of natural

disasters (Kholi, Sharma and Sood, 2011).

At the same time, Asia’s trend towards urbanisation presents several

opportunities. Economic growth may accelerate due to higher productivity, as

several studies have shown that productivity in urban areas is sizably higher

than in rural areas. Increasing population density in relatively small areas makes

it also easier and more cost effective to deliver essential public services such

as water and sanitation. The demand for new and higher quality service will

generally increase. Other opportunities from urbanisation are related to the

management of natural resource and the environment. A large wave of investment

is being mobilised to create “smart” and “compact” cities using new technologies

that promote energy conservation and efficiency improvements in the way new

buildings and transportation systems are being constructed and maintained (ADB,

2012b).7ASEAN countries can also remove inefficient fuel subsidies and impose

congestion and emission charges—as Singapore did—to make markets fully reflect

social costs. In sum, by adopting policies for inclusive and eco-friendly urbanisation,

Asian countries can sustain growth and development while enhancing quality of

life.

3.5 Ageing Population and its Challenges

Besides urbanisation, another key feature of Southeast Asia’s population

dynamics lies in a significant shift towards a progressively ageing society. Over

the last few decades, ASEAN countries have experienced—albeit with significant

intraregional differences—a drastic deceleration in population growth rates

________________

7. See the special chapter on “Green Urbanization in Asia”.
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associated with a decline in birthrates, infant and maternal mortality rates, and

a parallel increase in life expectancies. As a consequence ASEAN citizens are

getting older. In 2010 only 6.8% of total population was above 65 years of

age—this share is expected to increase to around 11% in 2030. Once again, the

intraregional diversity is quite pronounced, as these shares will likely approach

24% in Singapore and 18% in Thailand, while they are expected to remain around

6% both in Lao PDR and the Philippines (Jones, 2012).

Aging population is associated with the increasing need for the working

population to support the elderly—and those who are too young to work. Figure

2 shows ASEAN’s population dependency ratios, calculated as the sum of people

aged between 0-14 and those aged 65 and more, over people aged between 15

and 64. The combined ratio for ASEAN countries has been slowing down since

the 1970s and it is expected to further decline until around the year 2020, after

which the trend will revert, underlying a major change in the region’s age structure

over time.
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As dependency ratios decline, countries enjoy a demographic dividend.

However, as populations age, the social support system becomes heavier, adding

pressure on the working age population. But ASEAN social security systems

and health services are generally weak, with most of the countries spending less
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than 1% of their GDP on welfare (except for Brunei Darussalam and Singapore).

Moving forward, it is therefore imperative for ASEAN countries to create proper

systems to deliver social security, adding on to the existing informal family and

community-based systems which are commonly used to take care of the elderly

and non-working citizens. Financing social security through pension funds and

other mechanisms imposes however a huge fiscal burden on the government.

As with a comprehensive package of social security services fiscal balance is

hard to sustain, the private sector also needs to play a role in offering financial

products to complement the public social security system and in financing

investment projects in health care, safe water and sanitation (ADBI, 2013a).

The socioeconomic impact of the aging population is immense and

governments need to address a number of issues including how to maintain high

GPD growth rates and how to effectively manage labour force allocation to

benefit from the energetic young population and the more skilled and experienced

elderly citizens as well—which requires a great deal of flexibility. Sustained

economic growth is necessary to create new jobs and the authorities need to

provide, in parallel, to new workers the future skills through enhanced education

aimed at increasing productivity and innovation. National education systems must

be effectively designed to close the gap in labour supply and demand and provide

lifetime learning systems to train and upgrade worker’s skills.

3.6 Energy Security and the Environment

Asia’s rapid economic growth translates into rising energy consumption.

Data from the International Energy Agency (IEA 2009) show that emerging

Asia, particularly the PRC, India and ASEAN countries, have more than doubled

their energy consumptions from 1990 to 2007 (Figure 3). This growing trend is

expected to continue in tandem with further economic expansion and by 2030

Asia’s share of total world’s energy demand will likely increase to 44.1%, from

35.2% in 2007, with the PRC and India acting as the main drivers in the

acceleration of Asia’s energy demand. In particular, between 2007 and 2030,

the energy demand is expected to increase yearly by 2.9% in the PRC, and by

3.4% in India. During the same period, the combined demand from ASEAN

countries is projected to grow at a relatively fast 2.5% pace annually.
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The rapid expansion of energy demand presents two major challenges to

ASEAN authorities: threats to the environment and energy security. Indeed,

proper natural resource management and environmental protection requires

balancing between the needs for protection and exploitation of resources required

to fuel economic growth. Products in markets are often not appropriately priced.

Corporate balance sheets rarely account in an accurate way for environmental

or social costs (ADBI, 2013b; Kohli, Sharma and Sood, 2011). ASEAN’s energy

mix includes fossil fuels (oil, natural gas, coal) and renewables (biofuels,

hydropower, geothermal, solar and wind power), as no nuclear energy is currently

used, although this situation might change in the future. Projections by the Institute

of Energy Economics (2011) suggest that despite increasing initiatives for energy

saving and environmental protection, total ASEAN primary energy use will more

than double between 2007 and 2030, with the share of fossil fuels increasing to

more than 77.4%  of the total (from 72.4% in 2007).8

The increasing dependency on fossil fuels creates two sorts of problems.

First, it raises ASEAN countries’ exposure to volatile world oil prices. Second,

it contributes to global warming and to further pollute the environment, with

several negative effects on long-term economic growth as well. In addition,

ASEAN countries are increasingly facing issues related to energy security, as

their dependence on energy imports has been growing over the years, showing

a rising trend—also for countries that have been traditionally oil exporters such

as Indonesia, Malaysia, and Viet Nam (ADBI, 2013b).

Regional cooperation initiatives are needed among ASEAN countries and

between ASEAN countries and the wider Asian region to ensure future energy

security and to properly balance the needs to sustain economic development

with those to protect the environment. A general effort should be made to increase

energy efficiency as well as diversification, also by investing in new technologies.

ASEAN should develop a ‘green’ development strategy that focuses on policies

and programmes, encouraging the creation of a number of eco-friendly products

and processes (ADBI, 2013a).

________________

8. See ADBI, 2013a and Achayuthakan & Ongsakul, 2012. The Institute of Energy Economics’

projections actually include two scenarios. The one reported in the text assumes the adoption

of “alternative policies” by ASEAN authorities. The “business as usual” scenario suggests

an even more problematic picture, where the total consumption of energy between 2007

and 2030 almost triples, and share of coal in the total energy mix increases to 30% (from

15% in 2007).
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4. Economic Integration in Southeast Asia

Understanding the key trends in regional economic integration is also

important to identify the role central banks can play in promoting a ‘RICH’

ASEAN and realising the Asian Century. This section looks at ways market

forces support regional dynamism through the establishment of production

networks, investment in infrastructure and connectivity, and the development of

financial markets.

4.1  Production Networks

By establishing closely linked regional production networks in a number of

strategic industries, market forces have greatly contributed to increasing economic

integration in Asia. Production networks are being created through direct

investment—local and foreign—operating in nexus with intermediate goods’ trade

before products are sold in their final markets. Industries such as automotive

and electronics (as well as many others) require the assembly of several parts

and components, which can be produced in different countries, depending on

local comparative advantages. The outcome is an articulated network of

intermediate goods’ sourced from various countries (ADB, 2008; Hiratsuka, 2008;

WTO-IDE, 2011).

A basic indicator of intraregional interdependence is the share covered by

the region in countries’ total trade. Figure 4 shows the trend for the last two

decades of intraregional trade shares between ASEAN, ASEAN+3, and

ASEAN+3 countries. Apart from a marginal flexion experienced in the aftermath

of the 1997/98 Asian financial crisis, the figure shows a continuous increase in

intraregional trade shares due to rising regional economic interdependence. By

the year 2011, the intraregional trade share for ASEAN was close to 25%, that

for ASEAN+3 more than 50%, while the ASEAN+6 share was close to 60%,

a value not too far from that the European Union (EU) in the same year.
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Given the extensive presence of production networks, a very large part of

intraregional trade in Asia occurs in intermediate parts and components, while

final products tend to be exported mainly to Europe and North America. An idea

of this feature of regional production networks can be grasped by decomposing

Asia’s trade to calculate the final demand of its exports. Figure 5 is replicated

from an ADB study (ADB, 2010) where the 2004 share of intraregional and

extraregional exports used for production purposes (parts and components serving

as inputs for final assembly production) is divided from the share directly used

to serve the final demand. The result of this analysis shows that while Asian

countries export 45.5% of their products within the region, more than 70% of

this share (or 32.3% of total exports) was re-used in production activities. In

sum, through proper export de-composition and re-construction of its destination
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by final demand, this exercise suggests that only 30% (or less) of Asia’s total

exports were destined to serve the region’s demand for final products: the

remaining 70% (or more) went to serve demand for final products outside Asia

(mainly the US and Europe).

Other recent estimates ADB (2012a) suggest that Asia’s trade in

intermediate goods accounted for about 50% of the region’s total exports in

2010, and that more than 60% of intermediate exports were intraregional.

Centering on the PRC as an assembly hub, Asia serves a world major source

of manufacturing production, a feature which was also described as “Factory

Asia”. As regional income increases and the demand from advanced regions

such as Europe and the North America slows down, also as an effect of the

global economic and financial crisis of 2008/09, Asia’s internal demand for final

goods is expected to increase. From a growth model based on the expansion

of export to other parts of the world, Asia has started a growth re-balancing

process with a focus on the region’s internal demand, which is also linked to

increasing South-South interdependence and moving beyond the Factory Asia

concept (ADB, 2013a).
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Based on their pronounced diversity in terms of development stages and

comparative advantages, ASEAN countries may take advantage of these trends

for specializing in market niches by developing technological competencies in a

wide range of products and services. The fragmentation theory explains how

regional production networks can evolve due to changing internal and external

conditions. Industrial agglomeration typically happens as investment—including

FDI—is attracted to specific locations due to the presence of positive factors

such as good infrastructure, cheap labour supply, and a positive attitude of local

authorities to create a convenient business environment, and good access to

markets and information.9

ASEAN countries have developed competitive and extensive industrial

production agglomeration sites especially in Singapore, Thailand, and Malaysia,

with Indonesia and the Philippines, also participating in tightly knit networks. As

far as CLMV countries are concerned, while Viet Nam has started good

dynamism to become involved in regional production networks, Cambodia, Lao

PDR, and Myanmar are still left relatively outside—although Cambodia was

able to create good clusters for garments production.

While assembly factories are often run by multinational corporations, the

bulk of parts and components are being produced by SMEs. Electronics,

automobiles, machinery, information and communication technology are Industries

where SMEs are particularly active, although an increasing number of SMEs

have been recently expanding their presence in various service industries, including

tourism (Harvie, 2010). Indeed, SMEs play a vital role in Asia’s production

networks. A recent study estimated that in 2008 22% of SMEs from five ASEAN

countries (Malaysia, Thailand, Philippine, Indonesia and Viet Nam) participated

in production networks, accounting for 23% of total exports (Wignaraja, 2012).10

One typical advantage SMEs have in participating in production networks

relates to their flexibility and adaptability. They usually can quickly modify their

production lines and customize their products following changes in demand. At

the same time, however, SMEs face several constraints due to limited financial

________________

9. See Kimura and Obashi, 2011.

10. Data for Malaysia and Thailand refer to 2006.
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and human resources as well as scarce access to information networks compared

to larger firms. ASEAN policy makers have an important role to play in facilitating

the enlargement of regional production networks through further trade liberalisation

and facilitation. They can also introduce several initiatives to bring CLMV

countries in and promote closer participation of SMEs in regional production

networks.

As market forces are pushing for closer economic integration among ASEAN

countries and within the wider East Asian region through the trade and investment

nexus and the establishment of production networks, economic authorities have

helped this process through various regional cooperation initiatives including the

negotiation and signing of free trade—and investment—agreements (FTAs).

Several studies have documented how regional FTAs have been proliferating

since the early 2000s (Capannelli and Endriga, 2013; Kawai and Wignaraja,

2013). ASEAN countries have played a pivotal role by introducing the first

plurilateral agreement in the region, the ASEAN Free Trade Area in 1992, and

by later signing important bilateral agreements with key trade and investment

partners (Australia-New Zealand, PRC, India, Japan, and Korea).

Figure 6 shows how fast Asia’s FTAs have been rising over the last few

years. The exponential growth can be largely attributed to the need for Asian

countries to remove trade barriers in order to broaden regional production

networks and intensify economic integration, against the stalling of global trade

negotiations under the Doha Round of the World Trade Organization (WTO).

By the end of 2012, ASEAN countries concluded a total of 40 agreements, with

a further 44 agreements either under negotiation, or being proposed. Out of the

total 84 agreements, 38 (or 45%) were with Asian and the rest with non-Asian

partners (ADBI, 2013a).
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Recently, the discussion over the direction ASEAN countries should take

with regard to future FTAs has intensified with the proposal to establish a Trans-

Pacific Partnership—including countries such as Brunei Darussalam, Malaysia,

Singapore, and Viet Nam—aiming to introduce a “high-quality” agreement among

selected Asia-Pacific Economic Cooperation (APEC) members, and negotiations

to start an ASEAN-driven agreement, the Regional Comprehensive Partnership,

following a bottom-up approach by inviting the Plus-Six countries which already

have bilateral FTAs with ASEAN to join a broader framework and possibly

consolidate existing arrangements into a region-wide group (ADBI, 2013a).
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4.2 Infrastructure and Connectivity

Better connecting Asian economies by extending and upgrading regional

infrastructure networks is an extremely important step to achieve a physically

integrated market and to consolidate supply chains and production networks in

the region. Further developing regional infrastructure is important to enable

ASEAN countries to strengthen their trading positions with other countries, within

and outside Asia, and improve competitiveness of ASEAN-based companies in

all aspects of their economic activities. In particular, the process of economic

opening and political normalisation recently started by Myanmar offers a huge

potential to improve connectivity between ASEAN and South Asian countries

and to further diversify production networks in the region.

Strengthening connectivity and developing infrastructure are crucial steps to

promote economic development of isolated or peripheral areas and provide

services where they are needed (electricity, telecommunication, water and

sanitation). By reducing economic distance, improved connectivity lowers the

cost of physical movement and trade, boosts firms’ competitiveness, facilitates

achieving greater economic efficiency, and supports more effectively interlinked

production networks.

The concept of connectivity is, however, broad and not only limited to

infrastructure. The “Master Plan on ASEAN Connectivity”, adopted by ASEAN

leaders at their 2010 Viet Nam Summit includes three pillars. The first pillar—

physical infrastructure—covers multimodal transport systems (airports, railways,

roadways, ports), logistics facilities, energy distribution, as well as information

and communication networks. The second pillar—institutional framework—refers

to the policy regime or “soft infrastructure” (i.e. facilitation of customs, migration,

labour mobility, quarantine, security procedures) and focuses on developing an

efficient, properly governed, inclusive, and business-friendly system which is

capable to fully utilize “hard” infrastructure. It relates to issues such as the

elimination of non-tariff and other behind-the-border barriers; the harmonisation

of national regulatory standards; and the abatement of other institutional barriers

to integrating economic activities. The third pillar—people-to-people exchange—

covers education systems, tourism flows, business-to-business relations, migration

issues, remittances, and other social and cultural exchanges important to create

a sense of common identity, which is a basic element for regional community

building.

Investing to expand infrastructure is a prerequisite to improving national and

regional connectivity. But infrastructure development requires massive investments
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which are indeed difficult to mobilise. A recent study estimated that for the

period 2010-20 Asia’s total infrastructure investment needs are USD 8.3 trillion,

approximately USD 750 a year. About half of such investment is needed to

generate electricity; 30% for transportation, and the rest for telecommunications,

water, and sanitation. ASEAN countries cover a large share of these investment

needs (ADB/ADBI, 2009).

Moreover, the quality of available infrastructure varies widely across the

ASEAN region. Table 4 summarises the results of the infrastructure index for

ASEAN countries used in the Global Competitiveness report, the World Economic

Forum prepares yearly. The index shows huge discrepancies across countries.

While Singapore competes at the highest levels in the world, countries such as

Viet Nam, the Philippines, and Cambodia are among the world’s worst performers,

even behind India. After Singapore, Malaysia and Thailand are the countries

showing a higher infrastructure quality in ASEAN.

Despite Asia’s huge infrastructure investment needs, resources are hard to

be found. Multilateral development banks and bilateral agencies together can

only provide less than 5% of estimated investment needs and funds are also

difficult to be raised from the private sector which has to get into partnership

schemes with public agencies, facing inherent uncertainties and risks. Challenges

become particularly daunting when regional projects are required because it is

difficult to properly allocate cost shares across countries based on expected

future benefit streams. Moreover, the realisation of successful   public-private

partnerships  is   particularly  complicated  with  returns  on investment being

assessed differently from the multiplicity of agencies that need to be involved

in projects (ADB/ADBI, 2009).
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Asia’s massive infrastructure needs require substantial additional resources

to finance both national and regional development projects. ASEAN countries

took an important step in the direction of facilitating regional infrastructure

development projects’ funding by establishing in 2011 the ASEAN Infrastructure

Fund (AIF). Its initial capital consists of almost USD 500 million raised from

sovereign sources—the largest contributors are ADB, Malaysia and Indonesia—

with additional funds expected to be sourced through debt purchased by foreign

reserves. Project financing under AIF is likely to start in late 2013 and total

lending operations to 2020 are estimated at around USD 4 billion, of which USD

300 are expected to be sourced through public-private partnerships—for which

project development mechanisms are being worked out by ADB and Singapore.

Mechanisms for developing cross-country infrastructure and connectivity

projects have been successfully implemented through sub-regional initiatives, also

helped by regional development banks and bilateral aid agencies. For example,

the Greater Mekong Sub-region, covering Cambodia, Lao PDR, Myanmar,

Thailand, Viet Nam and the PRC, has introduced the concept of “economic

corridors”, which go beyond the simple idea of connectivity based on transport

infrastructure, to include other important aspects for development such as trade

and investment facilitation, capacity building initiatives, and the generation of

economic benefits for transit zone, which would otherwise normally be left out

of the equation when infrastructure projects are designed. In archipelagic ASEAN,
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other sub-regional cooperation initiatives such as the Brunei Darussalam-

Indonesia-Malaysia-Philippines East ASEAN Growth Area and the Indonesia-

Malaysia-Thailand-Growth Triangle have also developed plans to strengthen

connectivity through developing maritime transport infrastructure, including

investment to expand “roll-in roll-out” systems that facilitate cargo shipments

across seaports in the region (ADBI, 2013a).

4.3 Financial Sector Development and Integration

The pronounced diversity among ASEAN countries becomes evident in

observing the region’s financial landscape. Several domestic financial markets

remain insufficiently wide and deep. Although banking services are usually quite

developed, financial inclusion lags behind in several countries—particularly

Cambodia, Lao PDR, and Myanmar—where many SMEs, and the poor, lack

access to financial services.  Since the Asian financial crisis of 1997/98 capital

markets—bonds and equities—have continued to recover from a low base to

start with and thus there is ample room for further increases.

As Figure 7 shows, measured in terms of total financial assets to GDP

ratios, financial systems are generally well developed in one group of countries

comprising Singapore, Malaysia and Thailand, which have comparable ratios to

the EU. A second group represented  by Viet Nam, the Philippines, and Indonesia

have ratios  that are about one third  those of the previous group, even though

the ratios  fall generally within the range of their international peers, as defined

by per capita income. Finally, Brunei Darussalam, Myanmar, Cambodia, and

Lao PDR show minimal financial development (ADBI, 2013a).



156

The definition of total financial assets used in the above figure includes

domestic credit provided by banks, total equity markets’ capitalisation, and the

value of total bonds outstanding. ASEAN financial systems are largely based on

bank lending, which on average covers the largest share—close to half—of

total financial assets. Malaysia and Singapore are, however, exceptions as in

2011 their stock market capitalisation to GDP ratio was about 140% and 130%,

respectively, well above the 104% level in the US and 54% in the EU. Since

the Asian financial crisis of 1997/98, capital markets of respectable size have

also developed in Thailand, Indonesia, and the Philippines (Figure 8).

While equity markets of ASEAN countries are more developed than bonds’,

only Singapore’s stock market is of world-class size: none of the other regional

exchanges fall among the world’s 20 largest markets in terms of either

capitalization or trading value. Prompted by rapid growth in government bonds,
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during the last 10 years local currency bond markets soared in Indonesia,

Malaysia, the Philippines, Singapore, and Thailand. Markets for corporate bonds

remain, however, still limited in many of these countries, with Malaysia being

again a notable exception. At the same time, capital markets remain

underdeveloped—if they exist at all—in CLMV countries, with Viet Nam the

most advanced among them.

Besides market size and development, accessibility to financial services also

varies substantially across ASEAN countries (Table 5). Singapore, Malaysia,

and Thailand top the list for number of deposit accounts  (per 1,000 adults),

while Cambodia, Lao PDR and Myanmar (not shown in the figure) remain

considerably below the average, not only in ASEAN, but also worldwide.

Indonesia, Malaysia, the Philippines, Singapore, and Thailand show comparable

figures on the number of bank branches per 1,000 adults. But Cambodia, Lao

PDR, and Myanmar lag, again, largely behind. As far as number of bank branches

and automated teller machines (ATM) per person are concerned, most of the

ASEAN members still need to broaden access to their domestic banking services,

and this is especially true for CLMV countries. Integration of ASEAN financial

markets offers a large growth potential. While significant progress has been

made since the introduction of structural reforms in response to the 1997/98

Asian financial crisis, ASEAN financial integration has still a long way to go

(Capannelli, 2011).
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The extent of regional financial integration can be measured in terms of

price and quantity. Price indicators measure the degree to which the price of

the same financial asset is equalized across countries, while quantity indicators

focus on transaction volumes measured by cross-border trade and holdings of

financial asset. Figure 9 shows cross-country correlations of financial asset returns

using the degree of co-movement, or cross-market dispersion of daily stock-

index returns from 2001 to 2012. A declining index value (lower dispersion)

indicates markets are integrating, on the assumption that under perfect capital

mobility returns on similar assets would converge to the same level after risk

adjustments are made. The changes in the index  suggest that, over the observed

period, ASEAN financial integration made constant progress, especially after

the uncertainties created by the global financial crisis of 2008/09, which was
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followed by concerns over the US public debt ceiling and the ongoing eurozone

debt crisis. Within Asia’s sub-regions, the level of dispersion has generally been

lowest among Southeast Asian countries, which show the strongest co-

movement.11

Looking at the volume of financial transactions for the wider Asian region,

Figure 10 suggests that Asia’s intraregional equity investment increased from

about 11% in 2001 to 27% in 2007, and lower at 24% in 2010. These shares

measure Asian economies’ total holdings—assets and liabilities—of equities where

the sources and recipients are other Asian economies, as a percentage of their

total global equity holdings. At the same time, the share of Asia’s intraregional

debt investment (bond outstanding), defined as in the case of equities, increased
________________

11. The figure includes the six ASEAN countries for which data are available: Indonesia, Malaysia,

the Philippines, Singapore, Thailand, and Viet Nam.
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from about 4% in 2001 to more than 7% of the region’s total global holdings

in 2010. However, once Japan is excluded from the definition of ‘Asia’ the

same shares for equities and bonds increase substantially, as Japanese investors

tend to prefer non-Asian assets compared with other Asian investors. Excluding

Japan, in 2010 Asia’s intraregional shares reached 32% for equity holdings and

17% for bonds.

The increasing trend in intraregional portfolio investment shares observed

over the last decade, amid the 2008/09 global financial crisis, was driven by debt

investment from East Asian and ASEAN economies. Increased risk aversion

during the global financial crisis shifted investments from equity to debt, and

from emerging to advanced markets, as stock prices in developing Asian

economies generally declined faster than prices in advanced markets. Monetary

easing in the US and Europe also helped raise the share of bonds outstanding,

as the relative returns on Asian bonds were pushed upwards.
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The background data used to construct the trend of cross-border portfolio

investment shown in the previous two figures are obtained from the IMF

Coordinated Portfolio Investment Survey (started in 2001). This survey provides

some interesting insights on the relative importance for ASEAN investors of

ASEAN (intraregional) markets and the wider markets in East Asia. Figure 11

shows that about 50% of ASEAN investors’ cross-border equity holdings are

concentrated in East Asia. However, only a fraction of these equities are from

other ASEAN countries, as the share of ASEAN equities in  the total declined

from 25% in 2001 to only 11% in 2010.

Similar shares for debt securities are generally lower than those for equities,

but show an increasing trend over time, including for intra-ASEAN shares.

ASEAN’s holdings of Asian debt securities grew steadily from 23% in 2001 to

29% in 2008, and jumped to 41% in 2010 as the global crisis lingered. This trend

suggests that prior to the global financial crisis of 2008/09 ASEAN investors in

debt securities were generally reluctant to invest intra-regionally, tending to favor

markets outside the region. Such preference has, however, changed recently as

investments into ASEAN and other Asian markets have increased.
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5. Role for ASEAN Central Banks

Based on the analysis conducted in previous sections, we can now suggest

some key areas where central banks can play an effective role to support ASEAN

countries’ long term growth and development. We believe such role would include:

(i) ensuring macroeconomic stability; (ii) financing infrastructure projects; (iii)

supporting financial market development; (iv) promoting financial inclusion; (v)

facilitating small and medium sized enterprises; and (vi) financing green growth.

Figure 11: ASEAN’s Equities and Bonds Holdings with Itselfs and Asia
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5.1 Ensuring Macroeconomic Stability

Avoiding economic and financial crises and ensuring macroeconomic stability

is a basic condition for ASEAN countries to achieve long term sustained growth

and increase the quality of life of their citizens. In this regard, one of central

banks’ primary tasks is to ensure stability conditions are met by setting a proper

monetary policy, conducting rigorous, regular monitoring and supervision of

banking and other financial institutions, and properly managing capital flows.

Action is required at national and regional level through policy coordination and

cooperation initiatives.

The importance of macro-prudential policies became evident in the aftermath

of the global financial crisis of 2008/09 not only for developed countries but also

for emerging economies, as their supervisory systems are still relatively

underdeveloped and inflows of foreign capitals in their markets have increased

also due to weak economic recovery in advanced countries (Siregar and Lim,

2010; Park, 2011; Kawai and Morgan, 2012). By deploying macro-prudential

policies ASEAN central banks can address systemic risk accumulation—a major

destabilising factor. They need to conduct proper surveillance of macro-prudential

indicators and introduce regulations to monitor resilience of their banking and

financial systems, the possible emergence of macroeconomic imbalances, and

the impact of macroeconomic shocks on their domestic financial sector.

Policies and measures cover a number of areas, including controls on capital

inflows, setting proper levels of capital adequacy ratios, strengthening banks’

balance sheets, regulating foreign reserve accumulation, intervening in foreign

exchange markets, and influencing the growth of credit and its allocation (Moreno,

2011). Several studies have suggested central banks should take a careful

approach in implementing these policies straight forwardly as they need to counter

the intrinsic procyclicality of provisions (to the business and financial cycle) by

choosing an appropriate set of policies and timing of responses (Gunadi and

Harun, 2011; Nakornthab and Rungcharoenkitkul, 2010).

As ASEAN real and financial markets become more integrated, shocks

occurring in one country are easily transmitted to its neighbours—so are policy

decisions made by local authorities. Rising regional integration implies a

proportional amplification of the effects of domestic policies across countries,

requiring closer coordination and cooperation among regional monetary and

financial authorities. Since the financial crisis of 1997/98, ASEAN+3 countries

have started several initiatives for macroeconomic cooperation—where central

banks have been involved—including the Finance Ministers Meeting, the Chiang
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Mai Initiative (CMI) and its multilateralisation (CMIM), and the recent creation

of the ASEAN+3 Macroeconomic Research Office (AMRO).

ASEAN central banks have a fundamentally important role to play in

strengthening these institutions for regional integration and promoting an ASEAN-

specific agenda within the broader Asia-wide framework. For example, the CMIM

is a crisis prevention and resolution mechanism that provides foreign exchange

liquidity by swapping local currencies for US dollars.12 Established initially at

USD 120 billion, its size was recently doubled to USD 240 billion, of which 80%

is covered by “Plus-Three” countries and 20% by ASEAN countries (Gupta,

2012; Lamberte and Morgan, 2012).

Two CMIM issues of specific interest for ASEAN countries relate to voting

powers and the need to design a CLMV agenda. While fundamental issues

require consensus, operational decisions such as swap approvals and the extent

of conditionality require two-thirds of voting share. But as Plus-Three countries

currently hold more than 70% of voting shares they can make any such decision

by only agreeing among themselves, without the need for  receiving support

from any ASEAN country. In the long-run, however, this situation may lead to

frictions and become unsustainable, suggesting the importance of  revising the

allocation of voting shares in a way that the support of  at least  two or three

ASEAN countries are forthcoming (ADBI, 2013a). In addition, as CLMV

countries were not directly hit by the financial crisis of 1997/98, they were not

included in CMI—before multilateralisation. As most of CLMV countries are

also highly dollarised, they can only marginally benefit from the CMIM under

its current settings. The scope of the initiative needs to be therefore expanded

to cover broader needs for preventing and resolving financial (not only currency)

crises in a way that it also benefits CLMV countries (Capannelli, 2011).

________________

12. One distinct feature of the CMIM is the presence of an IMF link—mainly introduced to

reduce moral hazard—according to which any amount exceeding 30% of a country’s swap

quota can only be withdrawn after a link to an IMF-supervised programme is established.

Several scholars, however, strongly argue for the elimination of such a link because it makes

the facility de-facto unusable, not offering much added value for countries to use the

CMIM as an  alternative, or as a complement, of what the IMF can already offer (Capannelli

,2011;  Kawai, Mayes and Morgan, 2012).
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While an ASEAN Surveillance Process—including policy dialogue, economic

reviews, and the promotion of financial integration—was started in 1999, ASEAN

countries need to strengthen their common agenda by leveraging on ASEAN+3

initiatives under AMRO.13 In particular, while AMRO representatives are being

invited to participate in ASEAN Finance Ministers meetings to brief on the

region’s macroeconomic and financial conditions, ASEAN policy makers should

support transforming AMRO into a full-fledged international organisation as well

as encourage its evolution into an Asian Monetary Fund (Kawai, 2009;  ADBI,

2013a).

Given intra-ASEAN growing trade and investment interdependence, another

important role for central banks is to ensure the presence of stable intraregional

exchange rates during normal times, while allowing for greater flexibility in times

of stress. Indeed, excessive intra-ASEAN exchange rate volatilities increase

costs of cross-border trade, with negative consequences on business. Exchange

rate volatility also hinders the AEC creation. It must be however clarified that

the need to limit excessive exchange rate volatility does not imply the creation

of a single ASEAN currency. In 2001, an ASEAN Central Bank Forum’s Task

Force on Currency and Exchange Rate Mechanism conducted a study to assess

ASEAN’s suitability for a common currency. The study concluded that the

necessary preconditions and institutions were not yet present in the region to

create a single currency. Instead of directly managing exchange rates, ASEAN

central banks can introduce specific measures to ensure greater monetary policy

convergence leading to currency stability—such as implicitly or explicitly agreeing

on a common inflation targeting range (ADBI, 2013a).

5.2 Financing Infrastructure Projects

A second, fundamental area for ASEAN central banks to support long term

economic growth and development of their countries is to facilitate the funding

and realization of infrastructure project. Section 4.2 discussed the importance

of developing national and regional infrastructure and showed that, despite

massive investment needs, only a very minor portion of total requirements is

currently being funded by public and private capitals. While resources  could be

easily mobilised from sovereign wealth funds, the  of pension funds, and from

central banks’ foreign reserves, major issues in this area include the need to

________________

13. Established in Singapore in April 2011, AMRO is a surveillance institution designed to

support the CMIM by monitoring and analyzing regional economies and contributing to

CMIM decision-making.
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design  proper schemes for public-private partnership and to ensure the presence

of adequate incentives for all countries to join regional infrastructure projects.

ASEAN central banks have started a proactive policy to fill in the investment

funding gap by mobilising the large amount of savings present in the region. For

example, by starting operations of the recently-created AIF, they can play a

catalytic role especially to select and implement regional infrastructure projects.

A proposal was also made to create an ASEAN Infrastructure Bond Fund through

which ASEAN governments—and/or central banks—in a fashion similar to the

AIF would absorb credit risks and provide guarantees so as to invite private

funds into infrastructure investment, helping in turn also the development of capital

markets, especially local currency bond markets (Abidin, 2010). In this regard,

another proposal was made to use Islamic bonds issued by the Islamic

Development Bank to fund infrastructure development projects, with a view to

promote economic development and social progress (ADB and ADBI, 2009).

As discussed earlier, achieving agreement among two or more countries on

regional infrastructure development is a particularly difficult task, as projects

are crowded out by priority usually given to national agendas and because of

the need for coordination and consensus-building among participating countries

on funding shares and calculations of expected costs and benefits. Although

multilateral and bilateral banks such as the ADB and the Japan International

Banking Corporation have been taking a leading role in funding regional

infrastructure development projects, they can only cover a small part of the

entire envelope. To foster regional infrastructure schemes, ASEAN central banks

should reinforce the AIF by expanding its capital base and fostering closer

coordination among stakeholders especially in project identification, formulation,

and implementation, also through direct support in evaluating project performance.

ASEAN central banks need also to further encourage participation from private

entities by creating a sound business environment in which risk sharing and

guarantee systems are well designed, and projects become bankable for private

investors.

5.3 Supporting Financial Market Development

Section 4.3 showed that ASEAN countries’ financial markets are still

insufficiently wide and deep. While the banking sectors are in general well

developed—albeit not as yet integrated—there is ample room for further

expanding equities and bonds markets. As part of regional financial cooperation

initiatives, central banks can help harmonize minimum prudential requirements

across countries. ASEAN-wide standardisation of financial services’ accounting
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practices and payments and settlement systems will also promote further

development of the region’s financial—especially capital—markets. Encouraging

greater regional financial integration is expected to generate gains from economies

of scale, reduce costs due to enhanced competition, and improve overall banking

stability and resiliency (Gochoco-Bautista and Remolona, 2012).

However, easing entry restrictions to foreign banks and insurance companies

exposes domestic markets to new risks related to a possible lack of capacity

to adequately assess local risks, foreign dominance of local markets, and excessive

concentration on speculative cross-border transactions—leading to capital flow

volatility. To mitigate such risks ASEAN central banks should set proper

preconditions and sequencing for financial liberalisation and ensure information-

sharing between home and host country supervisors.

Moreover, as financial globalisation proceeds rapidly and financial markets

become more sophisticated, ASEAN central banks need to constantly upgrade

their regulatory and supervisory capacity, promoting innovation while ensuring

macroeconomic stability. With closer banking integration, there will be a need

for a harmonised deposit insurance system region-wide. Central banks can help

create a uniform definition of insured deposits and introduce harmonised

procedures to prevent arbitrage.14 Another important area for central banks’

policy action is in the establishment of an efficient ASEAN-wide payment and

settlement system combined with a harmonised platform to support the growing

volume of cross-border transactions. Harmonising financial market supervision

may also require developing new institutions. ADBI’s ASEAN 2030 study suggests

in particular the need to create an “ASEAN College of Financial Supervisors”

to monitor the region’s financial markets by enabling national supervisors to

develop a common understanding of financial companies’ risk profiles as well

as ensuring the implementation of consistent and coordinated policies (ADBI,

2013a).

While ASEAN central banks should proceed to support financial market

development overall, CLMV countries—especially Cambodia, Lao PDR, and

Myanmar—are still at a less developed stage than other ASEAN members,

with specific needs to be taken into proper account.15 In particular, CLMV

________________

14. Countries currently without a deposit insurance system would need to develop one.

15. While Viet Nam has relatively more advanced financial markets than the other three CLMV

countries, the degree of market development remains significantly lower than countries such

as Singapore, Malaysia, Thailand, and Indonesia.



168

countries’ central banks should focus on policies aimed at strengthening their

banking sectors and take significant steps to promote financial inclusion before

equity and bonds markets can be properly developed—stock exchange markets

opened only quite recently in Lao PDR and Cambodia. These countries should

also focus on developing deposit insurance systems and their own domestic

payment and settlement systems before harmonizing them regionally.

5.4  Promoting Financial Inclusion

Taking concrete steps to promote financial inclusion is important not only

for CLMV countries but for the entire group of ASEAN economies. Eventually,

more inclusive financial systems help strengthen local demand and rebalance

growth models towards domestic consumption. Central banks have an important

role to play to improve access to finance for the poor, the vulnerable, SMEs,

and other groups which tend to remain underserved by financial institutions. In

particular, ASEAN central banks can help strengthen financial infrastructure—

through the introduction of credit bureaus, payment systems, collateral registries—

and legal and regulatory frameworks. By providing broader and fairer access

to credit, lowering information asymmetries between lenders and borrowers, and

improving risk assessment accuracy, better financial infrastructure helps reduce

financial services’ cost and promote financial innovation.

The range of initiatives central banks can take to promote financial inclusion

is quite broad, from facilitating access to credit of elderly people, other vulnerable

groups, and the poor, to supporting microfinance operations and credit provision

to SMEs, as well as encouraging the introduction and dissemination of financial

innovation. Given the ASEAN population aging trend discussed in Section 3.5,

markets for financial services targeting the elderly are going to expand. Countries

need therefore to improve their pension and health insurance systems, which

are going to put increasing pressure on government expenditure. While social

security is typically the public sector’s domain, private sector firms, including

microfinance institutions, should increasingly be involved in these expanding

markets. Central banks can encourage product innovation through promoting the

provision of supplementary pension and insurance services.

ASEAN central banks are also actively involved in microfinance business

through the establishment of proper regulatory frameworks on microfinance firms

(such as formal and semi-formal financial institutions, non-government

organisations, cooperatives), ensuring the soundness of legal requirements,

promoting transparency of transactions, and monitoring microfinance services’

provision including deposits, loans, payment services, money transfer, and
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insurance. Central banks also contribute to promoting financial literacy and

consumer protection, encouraging microfinance customers to easily and safely

use financial services.

Among ASEAN central banks, for example, the Bangko Sentral ng Pilipinas

(BSP) is actively supporting private banks involved in microfinance business

under the General Banking Act of 2000 which introduced the possibility of

allowing non-collateralised cash flow-based lending, and also opened several

opportunities facilitating private sector investment. The BSP also helps in

strengthening the institutional capacity of microfinance institutions through

regulations and supervision on capital requirement ratios, as well as credit risk

management (ADB, 2013b; Haq, Hoque and Pathan, 2008).

By extending outreach to people living in rural areas and other remote places,

technological innovation in financial services has a great potential to lower costs

and raise efficiency. The rapid expansion in mobile banking is a striking feature

of financial services for the poor and isolated populations, which enables the

leveraging of existing infrastructure to serve a wider range of customers to gain

access to financial services. Central banks have an important role to play in this

area by creating a sound business environment with an appropriate regulatory

framework and flexible supervision of all relevant institutions, including quasi-

banks and telephone companies.

5.5 Facilitating Small and Medium-sized Enterprises

As  part of financial inclusion, ASEAN central banks’ contribution to SME

financing deserves separate treatment given the large role SMEs play in ASEAN

economies, whether it is measured in terms of shares in  total number of business

firms, GDP, or employment. SMEs are also essential parts of regional production

networks. However, many surveys show that ASEAN SMEs face serious

difficulties in accessing the credit market, due to a combination of internal and

external factors. Internally, they lack human and financial resources—including

collaterals’ availability—and face serious informational asymmetries. Externally,

the banking sector often lacks the capacity to assess SMEs’ performance due

to inadequate and ineffective credit systems. However, without proper financing

sources, SMEs have problems creating, developing, and diversifying their

economic activities, with negative consequences on countries’ overall growth

and development performance.
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As discussed in Section 2, ASEAN central banks can facilitate SME

financing—a function explicitly included in the mandates of Bank Indonesia and

Bank Negara Malaysia (BNM), as shown in Table 1. In particular, among other

initiatives to assist SMEs, BNM has created a “special unit” to provide information

on secure loans from financial institutions and on ways to facilitate loan application

process. BNM is also working closely with the local Credit Guarantee Corporation

to facilitate local SMEs’ access to finance. In the case of Indonesia, a central

bank survey showed that large banks tend to extend only a very small part of

their lending to SMEs. To promote closer participation of large banks in SME

financing, in January 2013 Bank Indonesia issued a regulation instructing all

banks to channel a minimum 20% of their total loans to SMEs by 2018.16

Other ASEAN central banks have introduced a number of schemes, facilities,

and regulations to support SMEs, but there is still  room for improvement

especially by allowing greater diversification of SMEs financing sources. Central

banks are often part of national coordinating bodies created to support SMEs

and can help through the adoption of policies aimed at reducing credit risks,

sharing information, and providing training—especially in the case of CLMV

countries. By broadening SMEs financing sources, ASEAN central banks can

also promote overall financial market development (Boldbaatar, 2005).

5.6 Financing Green Growth

Last in this review of policy actions ASEAN central banks can take to

support long term economic growth, but not least in terms of priority, financing

green growth is an area where more intervention is required. As discussed in

Section 3.6, ASEAN countries should adopt a ‘green growth’ strategy. Managing

the region’s natural resources and securing energy sources is important to achieve

sustainable development. ASEAN governments have recognised the need to

adopt a green growth strategy as they seek to find the right balance between

the needs for rapid economic growth with those of protecting the environment.

Green growth is ultimately a paradigm that emphasises sustainable, low-carbon

and socially-inclusive development, decoupling economic growth from pollution,

and promoting low energy-intensive technologies. Although ASEAN countries

recognise the importance of following green growth strategies, more needs to

be done in terms of concrete policy actions. Challenges especially lie with the

countries’ readiness to introduce a proper set of ‘green’ policies and the availability

of financing sources.

________________

16. Bank Indonesia defines as SMEs those firms whose net annual turnover is less than Rp

50 billion (corresponding to approximately 5 million USD).
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As discussed in Section 3.4, developing smart cities is an important part of

introducing a green strategy in response to the rapid urbanization trend. Besides

fiscal measures and regulations to improve energy efficiency, more needs to be

done for mobilizing liquidity and providing solid credit infrastructures in support

of green growth. For example, one of the most urgent actions to be taken globally

is to drastically reduce air pollution. The IEA estimates that in order to achieve

a 50% reduction of current CO2 emissions levels by 2050, the needed investment

are in the order of USD 750 billion a year during the two decades up to 2030,

and 1.6 trillion a year between 2030 and 2050 (IEA 2010). However, as funding

is not readily available, the financial sector has a fundamental role to play in

leveraging green growth opportunities by financing projects aimed at developing

low-carbon, environmental-friendly technologies, including direct funding of

research and development projects.

Financing of green growth projects typically comes from bank loans and

investment in capital markets. However, as banks usually do not offer sufficient

funding schemes in support of green projects, central banks need to introduce

consistent and effective policies to expand green finance. Following the example

of the Netherland Green Funding Scheme and the Korean Finance Corporation,

governments can provide tax exemptions to companies introducing various green

financial instruments, such as green funds, green savings, and green bonds through

which certified green firms can receive financing at low interest rates.

Government investment can also be promoted through measures regulating capital

markets, where more information disclosure on firms’ environmental performance

is needed to protect investors (Kim, 2012).

As an example of an specific initiative focused on funding from financial

institutions, in Malaysia the Ministry of Finance and BNM have recently created

a Green Technology Financing Scheme aimed at improving conditions to fund

viable and innovative green technology companies and attracting private sector

investors by bridging information gaps between industrial firms and financial

institutions, including on financial incentives and credit enhancements.

In general, ASEAN central banks can contribute to green financial sector

development policies and help develop green credit. A green credit policy can

be used to guide loan financing away from highly polluting, energy-consuming

firms, while benefitting firms with a proven record of energy conservation and

emission reduction. Central banks could monitor financial institutions and ensure

that, in extending credit, borrowers’ environmental performance is taken into

proper consideration. Green credit policies can also promote environmental

information sharing between financial corporations, environmental authorities, and



172

central banks—which can help integrate environmental information into credit

record systems and impose sanctions to projects in violation of environmental

policies.

6. Conclusions

This paper has discussed the role ASEAN central banks can play in

supporting long term economic growth and development. While facing several

major challenges, in the two decades leading to 2030 ASEAN countries can

capitalise on several opportunities related to an expanding middle class and the

move towards a borderless economic community. While closer regional integration

can help strengthen competitive market positions through economies of scale,

more investment in research and development can lead to innovations and

generate large productivity gains.

Macroeconomic and financial stability—which central banks need to

ensure—is a main precondition for sustained growth and development.

Infrastructure needs to expand considerably throughout the region, and central

banks can play a major role by helping catalyse financing from the private sector.

And as ASEAN countries move to higher income levels, their financial markets

need to deepen and widen to properly perform their intermediary function to

recycle savings into productive investment. Venture capital and start-ups need

to be in place and find their way into the market. These are two other areas

where central banks can play a key supporting role by adopting a proper set of

policies and introducing adequate financing instruments. Finally, this study stressed

the importance for ASEAN central banks to contribute to equitable and sustainable

development by promoting financial inclusion and financing green growth initiatives.

In conclusion, beyond the formulation of monetary policy to achieve price

stability, we believe central banks in Southeast Asia can play a very important

role to promote long term economic growth and development in the region.
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List of Acronyms

ABMI Asian Bond Markets Initiatives

ADB Asian Development Bank

ADBI ADB Institute

AEC ASEAN Economic Community

AIF ASEAN Infrastructure Fund

AMRO ASEAN+3 Macroeconomic Research Office

APEC Asia-Pacific Economic Cooperation

ASEAN Association of Southeast Asian Nations

BIMP-EAGA Brunei Darussalam-Indonesia-Malaysia-PhilippinesEast ASEAN

Growth Area

BNM Bank Negara Malaysia

BSP Bangko Sentral Ng Pilipinas

CLMV Cambodia, Lao PDR, Myanmar, and Viet Nam

CMI Chiang Mai Initiative

CMIM Chiang Mai Initiative Multilateralization

EU European Union

FDI foreign direct investment

FTA free trade agreement

GDP gross domestic product

HDI Human Development Index

IEA International Energy Agency

IMT-GT Indonesia-Malaysia-ThailandGrowth Triangle

Lao PDR Lao People’s Democratic Republic

MFI microfinance institution

OECD Organization for Economic Cooperation and Development

PPP purchasing power parity

PRC People’s Republic of China

SMEs Small and medium-sized enterprises

UNDP United Nations Development Programme

US United States

WTO World Trade Organization
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