EDITOR'S LETTER

Region
on the Rise

SREYNITH HAK, 25, MOVED to Phnom Penh eight years ago to pursue a bach-
elor’s degree in media management. Cambodia’s capital offered her much
more opportunity than the small town where her parents and siblings still
live. “I can see more of the world; I can do what I want,” she says.

Together with millions of young people like her, Hak is shaping the future
of Southeast Asia, one of the world’s fastest-growing regions and home to 643
million people. From the city state of Singapore, to the vast and sprawling
archipelago of Indonesia, the ten countries that make up the Association
of Southeast Asian Nations form a vibrant and diverse community.

Southeast Asia has lived through devastating financial crises, armed con-
flicts, and untold natural disasters. And yet it has managed to leverage the
possibilities created by globalization to build competitive economies that play
avital role in the global supply chain, lifting millions of people out of poverty.

As the IMF prepares to hold its annual membership meeting in Indonesia,
we take a deep dive into the region. We look at the multitude of challenges
facing ASEAN countries, including the very real threat posed by climate
change, the rapid aging of society, human trafficking, and geopolitical
shifts. And we discuss the exhilarating opportunities presented by digital
technology, the integration of women into the labor force, and closer col-
laboration within the region.

“With the right policies, Southeast Asia can rely on the creativity, resil-
ience, and dynamism of its people to meet those challenges,” writes Chang
Yong Rhee, director of the IMF’s Asia and Pacific Department.

For young people like Hak, the future is bright. But she knows she
will need to persevere to be successful. “I have my own timeline, my own
clock,” she says. “I want to prove to people that I can do it—maybe even
better than some guy.” [

CAMILLA LUND ANDERSEN, Editor-in-Chief

As the IMF and World Bank gear up for their Annual Meetings this year in Indonesia,
we present a special issue focusing on the countries of Southeast Asia. llustrator
Michael Waraksa's September 2018 F&D cover offers a fanciful rendering of Indonesia
and lands beyond.

2 FINANCE & DEVELOPMENT | September 2018

©International Monetary Fund. Not for Red

FINANCE & DEVELOPMENT
& A Quarterly Publication of the
International Monetary Fund

EDITOR-IN-CHIEF:
Camilla Lund Andersen

MANAGING EDITOR:
Maureen Burke

SENIOR EDITOR:
Chris Wellisz

ASSISTANT EDITORS:
Marie Boursiquot
Bruce Edwards

DIGITAL EDITOR:
Rahim Kanani

ONLINE EDITOR:

LijunLi

PRODUCTION MANAGER:
Niccole Braynen-Kimani

COPY EDITOR:
Lucy Morales

ADVISORS TO THE EDITOR:

Bernardin Akitoby Thomas Helbling
Celine Allard Laura Kodres

Bas Bakker Tommaso Mancini Griffoli
Steven Barnett Gian Maria Milesi-Ferretti
Nicoletta Batini inci Otker

Helge Berger Catriona Purfield

Paul Cashin Uma Ramakrishnan
Luis Cubeddu Abdelhak Senhadji
Alfredo Cuevas Alison Stuart

Rupa Duttagupta

© 2078 by the International Monetary Fund. All rights reserved.
For permission to reproduce any F&D content, submit a request
via online form (www.imf.org/external/terms.htm) or by e-mail
to copyright@imf.org. Permission for commercial purposes also
available from the Copyright Clearance Center
(www.copyright.com) for a nominal fee.

Opinions expressed in articles and other materials are those of
the authors; they do not necessarily reflect IMF policy.

Subscriber services, changes of address, and
advertising inquiries:

IMF Publication Services

Finance & Development

PO Box 92780

Washington, DC 20090, USA

Telephone: (202) 623-7430

Fax: (202) 623-7201

E-mail: publications@imf.org

Postmaster: send changes of address to Finance & Development,
International Monetary Fund, PO Box 92780, Washington, DC
20090, USA. Periodicals postage is paid at Washington, DC, and
at additional mailing offices.

The English edition is printed at Dartmouth Printing Company,
Hanover, NH.

Finance & Development is pub-
lished quarterly by the International
Monetary Fund, 700 19th Street NW,
Washington, DC 20431, in English,
Arabic, Chinese, French, Russian,
and Spanish. English edition ISSN
0145-1707

FSC FPO

stribution


http://www.imf.org/external/terms.htm
http://www.copyright.com

Recommended Reading from IMF Publications

IMF and Southeast Asia

THE
ASEAN
WAY

Realizing Indonesia’s
Economlc Potentlal

b ';"w

[ELRRRLILIT

EDITORS
LS e Brever » Jaim@Guajardo - Tidiane Kinda

I'KTERMNATIONWNAL NORETARY FUND

This comprehensive analysis gauges the  As global risks continue to test the ASEAN-5
forces that will likely shape the economic  countries’resilience, this timely book
future of Indonesia—the largest economy  explains how enhanced policy frameworks
in Southeast Asia.  can help tackle the challenges ahead.
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From shifting demographics to climate change, Southeast Asia confronts a
host of challenges. Surmounting them will require both resilience and flexibility

Manu Bhaskaran
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Southeast Asia scarcely disappoints with its capacity
to produce uplifting surprises. Malaysia’s voters
recently proved the pundits wrong and elected a
reformist government that is taking on that coun-
try’s challenges with gusto. Since 1998, Indonesia
has done the same by pulling off one of the most
impressive democratic transitions among emerging
market economies. Companies such as budget
airline AirAsia have come seemingly from nowhere
to become giants in their field, while Grab, the
region’s answer to, ride-hailing firms, is just one
of many unicorns to emerge.

Examples like these make me reasonably opti-
mistic about the outlook for Southeast Asia in
an increasingly turbulent global environment.
Granted, it is not easy to generalize about a region
that encompasses 643 million people in 10 nations
as diverse as Lao P.D.R., an agricultural country
of rugged mountains and forests, and Singapore, a
gleaming city-state with one of the world’s highest
standards of living. But I am confident that the
region will succeed in overcoming a host of global
challenges, ranging from aging populations and
climate change to advances in technology and the
shifting currents of international trade and finance.
Southeast Asia has successfully dealt with serious
shocks in the past, not least the crisis of 1997-98,
and it has emerged stronger. Its success in the future
will depend on its ability to adjust flexibly to these
global forces and on its resilience to the shocks and
stresses that history tells us are inevitable.

Aging trends

How will Southeast Asia adapt? Let’s start with
demographics since so many other things follow
from it. The region is undergoing a major demo-
graphic transition. Not only will population growth
slow, aging trends will become more pronounced.
While Singapore and Thailand will age faster, even
countries with relatively young populations, such
as Malaysia and the Philippines, will experience
slower growth in their populations and labor forces.
The era of plentiful and cheap labor, which helped
the region industrialize through export-led and
labor-intensive manufacturing, will be over, pretty
much all over the region.
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At the same time, the United Nations projects
the urban population will expand from 49 percent
of the current total to about 56 percent by 2030.
That’s another 80 million people jostling each other
in towns and cities, competing for jobs and facilities.
But, more positively, it also represents 80 million
workers with a chance to be more productive and
earn higher wages in a dynamic urban setting. These
workers will make up a lucrative market for com-
panies selling a wide variety of goods and services.

Might technological developments help the region
cope with these demographic shifts? Advances in
artificial intelligence, including robotics, together
with innovations such as 3-D printing and new
composite materials, will transform manufacturing
processes, making them less labor-intensive while
creating opportunities for new products. This will
enable new ways of making things and change the
drivers of competitiveness. There will be indirect
effects as well. For example, aircraft manufacturers,
taking advantage of new composite materials such
as carbon fibers, have developed a class of super-
long-haul aircraft that could bring more tourists
to Southeast Asia as relatively cheap point-to-point
travel options emerge.

Other examples:

* Wider use of SMAC (social, mobile, analytics,
and cloud) should offer businesses many path-
ways to enhance profitability and reach out to
consumers, who could benefit from goods and
services that more directly meet their needs.

* Renewable energy will be used more widely,
especially solar and wind power. This could
reduce the region’s reliance on polluting fossil
fuels while enhancing energy security.

* An array of new biomedical therapies, some
based on genomics, will transform medical treat-
ments for a range of diseases and quite possibly
raise not just life expectancy but the quality of
life as well. New business activities could grow
out of these innovations in a region that has seen
some globally competitive medical hubs emerge,
such as Bangkok.

As the region absorbs these new technologies, it
will also have to deal with new forms of globalization




and regional integration. Yet the current pessimism
about globalization may be excessive. There cer-
tainly has been a backlash in developed economies
against free trade and immigration, but this is not
the end of the game. Over time, this backlash is
likely to produce, in both advanced economies and
in Southeast Asia, a revised social compact and more
balanced policies that can better compensate the
losers from globalization through stronger safety
nets and retraining programs.

Forms of integration

In the end, the region should still enjoy synergies
from globalization and other modes of economic
integration, but the form and shape of such inte-
gration could change. At one level, “whole-of-the-
globe” multilateral initiatives will probably be
more difficult to pull off. However, smaller-scale
integration efforts such as subregional economic
partnerships or cross-border trade are likely to
expand. The 10-member Association of Southeast
Asian Nations (ASEAN) is already mapping out
practical plans for integration, such as the ASEAN
Economic Community 2025 plan. This unique-
ly Southeast Asian approach to integration sets
long-term goals and allows each country consid-
erable flexibility to meet them, with the aim of
improving the flow of goods, services, capital,
data, and people.

The region has already enjoyed the benefits of
many other forms of integration. One example
is the Greater Mekong Sub-Region, where the
northern ASEAN countries have worked together
for more than 20 years to increase integration,
with considerably improved transportation as
well as rapidly growing trade and labor flows.
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Cross-border trade between Thailand and its
neighbors has helped transform small towns into
thriving hubs. Southeast Asia’s integration efforts
are likely to serve as models for other emerging
market economies. This is important because
countries exposed to such integration tend to
have greater incentives to reform and improve
their competitiveness—as happened during the
past two decades of globalization.

Southeast Asia is also likely to remain highly
integrated with the global economy. Continued
exposure to global financial flows will pose two
challenges. First, financial markets are subject to
more frequent bouts of stress, occasional shocks,
and outright crises. The root of the problem lies
deep in the international financial architecture,
and while some postcrisis reforms have helped
strengthen the global financial system, emerging
market economies in Southeast Asia and elsewhere
will continue to be buffeted by large and vola-
tile capital flows. In many cases, this may simply
mean that unpredictable fluctuations in regional
currencies complicate monetary policymaking
and create uncertainty for businesses. But at other
times, capital flows could be much more destabiliz-
ing, creating panic in currency, equity, and bond
markets, with harmful consequences for economic
growth and financial stability.

Second, China will become a much more tangible
actor in global finance as its massive pool of savings
is liberalized and flows out of the country. China
has also launched several initiatives, such as Belt &
Road, and financial institutions such as the New
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Development Bank and the Asian Infrastructure
Investment Bank, which will become integral parts
of the global financial architecture.

climate change

Environmental challenges, including climate change,
will be no less important. While it is hard to predict
the economic damage likely to be wrought by rising
sea levels and increasingly violent storms, the Asian
Development Bank reckons that Southeast Asia
will be among the world’s hardest-hit regions [see
related article on page 22]. The smoke from forest
fires that envelops parts of Indonesia, Malaysia, and
Singapore each year suggests that the damage can
be extensive and painful.

Water scarcity, though less highlighted, is anoth-
er potential source of conflict and economic trou-
ble. Already, there are signs of stress, caused in part
by a series of dams built on the upper reaches of the
Mekong River, in China. These have been shown
to change the flow of the nutrient-rich sediment
as well as the annual flood pulse (the fluctuating
flows of the river during different seasons) needed
downstream to sustain fishing and other activities
critical to the livelihoods of people in the lower
Mekong Basin. Managing Southeast Asia’s water
resources and ensuring that enough safe water is
made available equitably will not be easy.

New technologies

Let’s look at what these global trends mean for the
region, starting with the impact of technological
advances. Predictions of wholesale displacement
of workers seem overly pessimistic. Some displace-
ment is normal in a market economy as new indus-
tries are born and others decline: at times this
process accelerates; at times it slows. In coming
decades, the pace of dislocation is likely to accel-
erate, but so will the pace of job creation. How
many of us expected the Internet to spawn the
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cybersecurity industry, which employs hundreds
of thousands of workers across the globe? The
United States alone has a cybersecurity workforce
estimated at 768,000, according to CompTTA,
a technology association. Similarly, the advent
of artificial intelligence and data analytics will
create new jobs.

How will Southeast Asia cope with technological
change and other developments that promise to
shake up the existing structure of competitiveness?
It is quite possible that reshoring of manufacturing
to developed economies could gain more traction.
Moreover, some technologies generate network
effects that give bigger economies advantages over
smaller ones. It is no coincidence that companies
such as Alibaba, Alphabet, Facebook, and Tencent
arose in China and the United States.

It is also likely that China will continue to move
up the value chain, while India is likely to increase
its presence in more niches of manufacturing as its
infrastructure and business environment improve
and its manufacturers are better able to exploit econ-
omies of scale. But all this does not mean that the
export-led manufacturing model will be denied to
late developers such as Indonesia and the Philippines,
for two reasons.

First, existing industries cover a spectrum of
activities, and it is unlikely that technology will
transform every single one to such an extent that
there is no longer scope for labor-intensive work.
In industries such as textiles, garments, and foot-
wear, for instance, there are limits to how much
automation is possible.

Second, new technologies can invigorate devel-
oping economies in Southeast Asia. Look at how
advances in communications and computers have
helped the Philippines build an entirely new
industry—business process outsourcing—from
scratch. The multiplicity of emerging technologies
could well offer more such opportunities.
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