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Foreword

The economies of Asia and the Pacific have grown more rapidly than anywhere else in the world,
and the region has achieved many of the targets of the Millennium Development Goals, especially
halving extreme poverty between 1990 and 2015. During this period, however, many countries
have also experienced a rise in inequality, while threats from climate change are adversely affecting
hard-won development outcomes.

To move towards more sustainable development, the region must find the right balance between
the social, economic and environmental dimensions of sustainability — which in turn requires
robust financing strategies.

Our estimates indicate that the region will need to invest $2.1 trillion to $2.5 trillion per year to
fund a comprehensive agenda for sustainable development. While this is a large sum, the stock of
public and private savings was close to $50 trillion in 2013. The challenge is for these savings to be
channeled to where they are most needed, including to infrastructure projects connecting least
developed countries, landlocked developing countries and small island developing States with
the major markets in the region; to small and medium-sized enterprises; and to segments of the
population that lack access to modern financial instruments and institutions. Boosting the region’s
financial development, including financial inclusion and new areas, such as climate finance, is a
priority that needs to be addressed through better regional cooperation.

As the global community is gearing up for the Third International Conference on Financing for
Development, to be held in Addis Ababa from 13 to 16 July 2015, the Asia-Pacific region is preparing
to provide a set of recommendations related to the mobilization and effective use of financial
resources, which can offer practical solutions and innovative delivery mechanisms for sustainable
development.

This publication provides an opportunity for regional policymakers and stakeholders, such as those
from the private sector, academia and civil society organizations, to actively engage with the global
negotiations, and to lay out the financing and partnership frameworks for the development agenda
beyond 2015 from the regional perspective.

We highlight a number of the ways in which innovative policies can reduce extreme poverty, turn
the tide of rising socioeconomic inequalities, invest in human capital and decent jobs, expand
productivity-enhancing infrastructure, and address environmental and climate-related challenges.

Policy instruments and tools are critical, namely (a) financial sector reforms for intermediation of
funds toreal sector development, (b) social sector financing, including financial inclusion, (c) climate
finance strategies for adaptation and mitigation, (d) trade finance and investment promotion
policies, and (e) reinvigorating the effective usage of overseas development assistance, which can
realize the maximum benefit for least developed countries and other vulnerable countries in the
region.




Asia and the Pacific must act together to raise and channel more substantial financial resources to
invest in the social sector, infrastructure development and efforts to tackle climate change in order
to ensure a transformative change to bring about inclusive growth and sustainable development.

As the Asia-Pacific region is consolidating and prioritizing financing for sustainable development
strategies for the next phase of global development, this publication will draw attention to the
issues surrounding forward-looking and robust financing strategies in the region and the need to
strengthen regional cooperation in order to proactively support our member States.

It is my hope that readers will find this publication relevant, timely, informative and useful.

o/
Sa/

Shamshad Akhtar

Under-Secretary-General of the United Nations and
Executive Secretary, Economic and Social Commission for

Asia and the Pacific
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Executive summary

The year 2015 is a year of global action, a milestone year when the international community is
expected to adopt a transformative post-2015 development agenda, with a set of sustainable
development goals (SDGs) and a universal and meaningful climate change agreement. Countries in
the Asia-Pacific region are already actively engaged in these global negotiations while introducing
innovative policies at home to further reduce extreme poverty, turn the tide of rising socioeconomic
inequalities, investin human capital and decent jobs, expand productivity-enhancing infrastructure,
and address environmental and climate-related challenges.

The tapping of domestic, international and innovative sources of finance, and the use of the
mobilized funds and their proper allocation have taken centre stage. The implementation of a new,
ambitious development agenda with sustainable development at its core requires more effective
incentives, a better allocation of existing resources and additional funds from domestic, external
and innovative sources.

The focus on sustainable development introduces new dimensions and challenges to the
development financing dialogue. In line with the basic precepts of sustainable development,
sustainable development financing must be aligned with development outcomes that integrate
and synergize the three dimensions of sustainable development, namely the economic, social
and environmental dimensions, as outlined in the United Nations Conference on Sustainable
Development outcome document to ensure intra- and intergenerational equity.

The publication highlights that in order to undertake policy and structural reform measures,
countries require the following: political stability, macroeconomic stability and policy certainty.
Essential components to achieve the above include reducing risks and encouraging private
investment through a sound regulatory framework, reliable institutions, effective enforcement of
the rule of law and promoting tax neutrality. By establishing the right incentives and regulations,
Governments can level the playing field and create competition to direct private investment in a
way that advances inclusive growth and sustainable development at the national and regional
levels.

There is a need to channel the large and growing pool of regional savings into sustainable
investments. ESCAP estimates indicate it could cost the region from $2.1 trillion to $2.5 trillion per
year to close infrastructure gaps, expand basic social protection and address climate mitigation
and adaptation.

These annual estimates represent, however, less than 8% of the assets of the region’s mass affluent
and high-net-worth individuals in 2013. The estimates suggest that the stock of financial assets of
the region’s most wealthy individuals amounted to $35 trillion in 2013. In addition, the region'’s
foreign exchange reserves amounted to over $7.5 trillion in 2013, and its gross national savings
were $8.9 trillion, equivalent to 45.5% of the world gross national savings in 2013. Critically, the
potential financial resources that could be tapped for sustainable development in the region
include $224 billion in remittances, $545 billion in foreign direct investment and $4 trillion in fiscal
revenues per year. Therefore, the Asia-Pacific region has enough savings to finance its sustainable
development. The real challenge, however, is how to mobilize these savings.
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Financial markets needtoinvestindevelopmentthroughinclusiveand efficientresourcedistribution,
and must be prepared to deploy risk and long-term funds, with budgets offering the needed risk
management support for private investment. Importantly, partnerships are required to explore the
possibility in establishing an Asia-Pacific Tax Forum, which will offer regional capacity- building
for enhancing domestic resource mobilization and international tax cooperation. The publication
further emphasizes the importance of calling for higher allocations and effective deployment
of official development assistance (ODA) flows to least developed countries (LDCs), landlocked
developing countries (LLDCs) and small island developing states (SIDS), and its exploitation for
building capacities in domestic resource mobilization, the development of capital markets, and to
leverage other funding.

Mobilizing domestic public finance

Increasing the collection of tax revenues is important towards ensuring that adequate financial
resources are allocated for the social sector in areas such as health, education, gender equality,
water and sanitation. In particular, the government tax revenues are an essential element in
ensuring that financing social sector development, including gender equality and empowerment,
is carried out by the States, in order to support the provision of effective public services and to
enable access to economic resources. Furthermore, at the cities and/or subnational level, local
Governments derive revenue often from land/property taxes, but there are limitations to the use
of this tax revenue for investments in growth and development. In many countries, there is a lack
of technical capacity, sectoral financing mechanisms and skills support for officials and personnel.
An adequate increase in tax revenues from federal and local sources could enable Governments to
adopt creative measures to ensure the public service delivery, as appropriate.

Rationalization of public expenditure and more effective allocation and management could free
up significant resources for development. Governments could significantly scale up resources by
improving the expenditure management of their budgets. To boost tax revenues, especially in
countries with significant untapped tax potential, the Governments of the Asia-Pacific region could
do the following: raise value added taxes and capital gains; harmonize income tax rates; tackle tax
evasion and make tax administration more efficient; broaden the tax base; and rationalize tax rates
to minimize welfare losses.

Leveraging domestic and international private financing

With regard to economic growth dynamism of the Asia-Pacific region, the private sector has
been playing a pivotal role and can even contribute towards achieving sustainable development.
However, investment from the private sector faces several constraints, which the Governments
need to address in order to improve the enabling domestic policy environment and the overall
allocative efficiency and productivity of the public sector.

The capital markets have an important role to play in the intermediation of funds from savers to
investors. Banks have traditionally been a main source of funds for investments in developing and
emerging markets, with bond and equity markets serving as important complementary roles.
The ultimate objective of policies that broaden and deepen capital markets is to mobilize greater
volumes and longer-term finance for sustainable investment. In this context, institutional investors
manage very large volumes of assets. Owing to this and the structure of their liabilities, they could
play a larger role in the financing of long-term projects, including for infrastructure development
in Asia and the Pacific. Furthermore, Islamic finance has the potential to be one of the innovative
sources of bond financing, especially with regard to infrastructure projects.



In recent years, apart from creating enabling conditions for investment through appropriate
regulations, taxes and incentives, public-private partnerships (PPPs) have become one of the key
mechanisms to support long-term investment, particularly in infrastructure development in the
Asia-Pacific region. Furthermore, the region has now seen the emergence of new institutional
mechanisms to support infrastructure development.

These new financial institutional arrangements have become important complementary sources of
finance, especially for the region’s enormous infrastructure needs. Such new mechanisms include
the Asian Infrastructure Investment Bank (AlIB), the Silk Road Infrastructure Fund of China, the New
Development Bank (NDB) (or the BRICS Development Bank), and the ASEAN Infrastructure Fund
(AIF).

Foreign direct investment (FDI) flows to developing economies and least developed countries are
critical in Greenfield projects to further increase growth-enhancing activities. FDI policies should be
articulated to advance the sustainable development agenda in the region. Remittances provide a
financial cushion to many households and economies in the region. Governments should facilitate
transactions by reducing the cost of sending money and providing mechanisms that would enable
them to tap those resources through, for instance, diaspora bonds or other remittance-backed
bonds. In this case, financial inclusion is an important tool in achieving the objectives of sustainable
development. Therefore, different types of domestic financial institutions, such as commercial
banks, microfinance institutions, development financial institutions and postal services have a role
to play in serving the poor. So, fostering financial inclusion will be a critical factor in strengthening
domestic demand in the region to rebalance the global economy and to address rising inequality
and social progress.

The economies in the Asia-Pacific region have been able to enhance and widen the use of trade
finance for the benefit of business, especially small and medium-sized enterprises (SMEs). The
progressive increase in the usage of trade finance by volume and demand is indicative of the
importance the Asia-Pacific region attaches to trade finance as a prime mover of growth. Moreover,
a proposed trade finance fund can provide support for trade finance-related resources through
activities aimed at building the capacity of developing countries to tackle constraints on trade,
including through Aid for Trade.

In line with Asia and the Pacific being the most dynamic growth region globally, the net worth of
individuals has also increased at a rapid rate, with the number of billionaires notably higher. This has
created the potential to raise funds for sustainable development financing through philanthropy,
both at the national and regional scales.

International public financing

External resources areimportant to augment domestic financial resources to meet the development
financing requirements. In many developing economies, especially in least developed countries
and fragile States, substitution of domestic resources for foreign exchange is often difficult in short-
to-medium-term development policymaking. Developing economies, especially low income and
vulnerable economies, therefore, continue to require substantial external funding.

In this context, it is important to discuss the potential of other traditional sources of external
financing, such as ODA and multilateral development financial institutions. Also, South-South
cooperation and triangular development cooperation are important channels for funding
development programmes in the Asia-Pacific region. There is no doubt that ODA is important
for least developed countries and other vulnerable economies. OECD-DAC members are thus
expected to meet their commitments of providing an overall target of 0.7% of gross national
income (GNI for all developing countries and 0.15%-0.20% of GNI as ODA to the least developed
countries).



The growing diversity of the developing world has created new opportunities for South-South
cooperation and triangular development cooperation. Within the Asia-Pacific region, economic
linkages among countries have significantly strengthened partnership and development
cooperation in areas such as trade, investment, finance, technology and capacity-building. South-
South cooperation has provided new opportunities to share best practices, skills and expertise
among developing countries in the region.

In order to implement policies and strategies to minimize the economic and human costs of
climate change, countries need to adopt smart climate financing mechanisms. Financing related
to climate change involves two areas: financing of mitigation, which benefits both donor and
recipient countries; and financing for adaptation, which provides support to recipient countries to
adapt to the consequences of climate change and to make them more resilient to natural shocks.

Way forward

Going forward, the region should work collectively to ensure that it nurtures strong and stable
financial systems. To achieve this, policymakers and regulators need to work with the private sector
to develop more diversified and balanced financial sectors — which are key to reinforcing financial
stability and sustainability, as well as to extending finance to meet the people’s and the region’s
development needs. In particular, along with addressing the special needs of LDCs, LLDCs and
SIDS, by leveraging trade, foreign direct investment, transfers of technology and capacity-building
while ensuring that unmet official development assistance commitments are fulfilled.
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Explanatory notes

Groupings of countries and territories/areas of the ESCAP region referred to in the publication are
defined as follows:

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

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

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

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

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

Pacific: American Samoa, Australia, Cook Islands, Fiji, French Polynesia, Guam, Kiribati,
Marshall Islands, Micronesia (Federated States of), Nauru, New Caledonia, New Zealand, Niue,
Northern Marina Islands, Palau, Papua New Guinea, Samoa, Solomon Islands, Tonga, Tuvalu
and Vanuatu.

Developing ESCAP region: ESCAP region excluding Australia, Japan, New Zealand and North
and Central Asian economies.

Developed ESCAP region: Australia, Japan and New Zealand.

Least developed countries: Afghanistan, Bangladesh, Bhutan, Cambodia, Kiribati, Lao People’s
Democratic Republic, Myanmar, Nepal, Solomon Islands, Timor-Leste, Tuvalu and Vanuatu.

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

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

Pacific island developing economies: Pacific excluding Australia and New Zealand.

ESCAP is not accountable for the accuracy or authenticity of any quotations from non-United
Nations sources identified in this publication. Questions concerning such quoted materials should
be addressed to the sources directly.



Bibliographical and other references have not been verified. The United Nations bears no
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Introduction

In 2015, leaders of the Asia-Pacific region will engage with the global community in the daunting
task of renewing and recasting a global development agenda. The framework and focus on
poverty eradication of the new sustainable development agenda has been laid out by United
Nations Secretary-General in his synthesis report: The Road to Dignity by 2030, which was released
in December 2014. Post-2015 sustainable development has the potential to break new ground.
Transitioning from the relatively simple Millennium Development Goals (MDGs), the sustainable
development agenda, as proposed by United Nations member States, is a wide-ranging and
transformational new development paradigm.

To ensure deeper and lasting economic and human progress, the architecture of the development
agenda beyond 2015 calls for a rethink and redesign of development policy frameworks.

In this context, three momentous events will be taking place in 2015 and are expected to produce
three important outcomes:

1. A universal set of 17 proposed sustainable development goals (SDGs) with 169 associated
targets as contained in the Report of the Open Working Group on Sustainable Development

2

Goals:

During the seventieth session of the General Assembly meetings, which will be held from 25 to
27 September, a new United Nations development agenda will be adopted.? This will replace the
MDGs, which served as the basis for development cooperation since the turn of the Millennium.
More than any other region, Asia and the Pacific is conscious that, in the decades to come, its
economies will need to build on their development transformation and address increasing social
and economic gaps to improve living standards. Development is more than extreme poverty
reduction andinclusive growthisachievable mainly through renewed commitmentin development
partnerships and cooperation. The renewed United Nations development agenda must galvanize
investment in economic diversification and employment creation in the Asia-Pacific region.

2. A new framework for the sustainable financing of development,* which is one of the most
critical means of implementation for the emerging global development agenda:

From 13 to 16 July, the Third International Conference on Financing for Development will be held in
Addis Ababa to adopt the financing inputs to the renewed development agenda. This publication
aims to highlight the Asia-Pacific region’s enormous financing needs and discuss the approaches
and opportunities available to the region to meet those needs. The analysis in this publication is
potentially an important input to the outcome of the Conference.

3. Anew universal climate agreement, with specific climate actions:

1 Available from www.un.org/disabilities/documents/reports/SG_Synthesis_Report_Road_to_Dignity_by_2030.pdf.

2 The Report of the Open Working Group on Sustainable Development Goals is available at www.un.org/ga/search/view_doc.
asp?symbol=A/68/L.61&Lang=E.

3 Available from https://sustainabledevelopment.un.org/?page=view&nr=1064&type=13&menu=1300.

4 Available from www.un.org/esa/ffd/overview/third-conference-ffd.html.

5 Available from www.un.org/climatechange/blog/category/cop21-paris/.
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From 30 November to 11 December, the United Nations Climate Change Conference will convene
in Paris. During this event, the community of nations will seek to agree on allocations of emissions
rights among countries. If, in the next 20 years, the emission reduction obligations fall too heavily
on developing countries and the elasticity of growth in emissions with respect to economic activity
diminishes too slowly, then developing countries — even the more advanced developing countries
—will be condemned to a permanent level of about one-fourth to one-third the economic choices
and capability of the advanced economies. It will be important for the Paris agreements to avoid
cutting off possibilities for investment in new activities and infrastructure in the Asia-Pacific region.
A positive outcome of the climate change conference would guarantee accelerated financing
investment in activities that reduce poverty and sustain environmental integrity.

Importantly, financing for sustainable development has become a significant and integral part of
the current development discourse on the United Nations development agenda beyond 2015.
Developing countries tried to have the financing for development conference precede the Summit
due to their reluctance to take on new international obligations - implicit in the draft SDGs - without
the resources and the enabling international economic environment to meet such commitments.
To secure the “future we want,” it is critical “to facilitate the mobilization of resources and their
effective use in achieving sustainable development objectives.”

A. Global processes

The first step in renewing the global development agenda occurred on 19 July 2014, when the
Open Working Group of the United Nations agreed on a draft of a set of 17 sustainable development
goals) (United Nations, 2014a). This effort to agree on SDGs was seen as the follow up to the MDGs,
whose end-date had been set to 2015. Aside from the 17 specific goals, the draft SDGs set out
169 associated targets (United Nations, 2014a), including 62 means of implementation items.
From the start, developing countries sought to ensure that the SDGs discussions would correct
the inadequacies of the MDGs through the incorporation of a more robust global partnership for
development and the explicit identification of means of implementation (see box 1.1).

Box 1.1. Open Working Group of the General Assembly on Sustainable Development Goals

The outcome document of the United Nations Conference on Sustainable Development, entitled
“The future we want”, among other things, set out a mandate to establish an open working group
to develop a set of sustainable development goals for consideration and appropriate action by the
General Assembly at its sixty-eighth session. It also provided the basis for their conceptualization.
The document gave the mandate that the sustainable development goals should be coherent with
and integrated into the United Nations development agenda beyond 2015.

The proposed sustainable development goals are:

GOAL 1 End poverty in all its forms everywhere

GOAL 2 End hunger, achieve food security and improved nutrition and promote sustainable
agriculture

GOAL 3 Ensure healthy lives and promote well-being for all at all ages

GOAL 4 Ensure inclusive and equitable quality education and promote lifelong learning
opportunities for all

GOAL 5 Achieve gender equality and empower all women and girls

GOAL 6  Ensure availability and sustainable management of water and sanitation for all

6 See General Assembly resolution 66/288. Available from www.uncsd2012.org/.
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GOAL 7 Ensure access to affordable, reliable, sustainable and modern energy for all

GOAL 8 Promote sustained, inclusive and sustainable economic growth, full and productive
employment and decent work for all

GOAL 9 Build resilient infrastructures, promote inclusive and sustainable industrialization and
foster innovation

GOAL 10 Reduce inequality within and among countries

GOAL 11 Make cities and human settlements inclusive, safe, resilient and sustainable
GOAL 12 Ensure sustainable consumption and production patterns

GOAL 13 Take urgent action to combat climate change and its impacts

GOAL 14 Conserve and sustainably use the oceans, seas and marine resources for sustainable
development

GOAL 15 Protect, restore and promote sustainable use of terrestrial ecosystems, sustainably
manage forests, combat desertification, and halt and reverse land degradation and halt
biodiversity loss

GOAL 16 Promote peaceful and inclusive societies for sustainable development, provide access to
justice for all and build effective, accountable and inclusive institutions at all levels

GOAL 17 Strengthen the means of implementation and revitalize the global partnership for
sustainable development
Source: United Nations (2014a).

The Open Working Group has emphasized the need to ensure adequate financial resources for
investments in sustainable development among other things, through (a) strengthening domestic
resource mobilization by improving tax collection and the efficiency of public spending and by
strengthening systems to harness domestic savings for investment: (b) the full implementation by
developed countries of ODA commitments in line with the agreed formula and timetable; and (c)
the mobilization of additional financial resources from multiple sources.”

With some further elaboration, MDGs on poverty, hunger, gender, health, and education have all
been carried over to the proposed SDGs. For many developing countries there are unmet goals in
the MDGs. However, MDGs had been particularly valuable in mobilizing ODA, including sustaining
the political constituency for supporting the meeting of the 0.7% of GNI commitment in developed
countries. Attaining the unmet MDGs, including a recommitment to ODA, will be part of the
development agenda beyond 2015.

A key achievement of the proposed SDGs is the revival of attention to the economic pillar of
sustainable development, including economic growth, industrialization, employment, trade,
agricultural subsidies, debt, and financial regulation. This achievement redirects future development
strategies away from poverty reduction in 2000s, recognizing that the only durable solution to
poverty is sustainable development. The association of development with poverty reduction in
the 2000s assigned a privileged role to the donor countries and their aid agencies. In MDGs, these
issues are crammed into "MDG 8,” the global partnership for development, with a very selective
and poorly defined set of targets.

There are quite a few notable SDG elements that are critical in considering sustainable development
financing in the Asia-Pacific region. Goal 8 embodies the global community’s agreement to
“oromote inclusive and sustainable economic growth, full and productive employment and decent
work for all” (United Nations, 2014a, p. 11). It sets a target of at least 7% per annum GDP growth in
the least-developed countries. More pointedly, associated goal 8.2 identifies the critical importance

7 For further information on the eleventh session of the Open Working Group, see http://sustainabledevelopment.un.org/
content/documents/3686WorkingDoc_0205_additionalsupporters.pdf.
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to "achieve higher levels of productivity of economies through diversification, technological
upgrading and innovation, including through a focus on high value-added and labour-intensive
sectors” (United Nations, 2014a, p. 11). This goal has enormous implications on the required level
of investment relative to income to promote diversification, higher levels of productivity and
innovation. In each country, economic authorities will have to deal with the financing requirements
and corresponding financing infrastructure required to meet the investment ratios implied by these
goals. The Asia-Pacific region has an exceptional opportunity to respond to goal 8.2 by creating
more effective and responsive financing mechanisms.

Goal 10 is the SDG on inequality, “reduce inequality within and among countries” (United Nations,
2014a, p. 5). This goal calls for a pattern in which the income growth of the bottom 40% of the
population is higher than the national average. However, for the purposes of an analysis of
sustainable developmentfinancing, goal 10.5 is worth highlighting the most — “improve regulation
and monitoring of global financial markets and institutions and strengthen implementation of such
regulations”. This is of particular interest to the region, as many of its successful economies had
been adversely affected by the 1997 financial crisis and, after a period of recovery, the subsequent
2008-2009 financial crises. This goal is found under the overall target of reducing inequality, which
is an agreed challenge among Governments 8

Goal 17, “strengthen the means of implementation and revitalize the global partnership for
sustainable development” is of specific interest to this study. Among these means are goal
17.1 “strengthen domestic resource mobilization, including through international support to
developing countries to improve domestic capacity for tax and other revenue collection” (United
Nations, 20143, p. 19), whose implications for the region are explored in chapter 4 of this study.
Goal 17.3 calls for the mobilization of “additional financial resources for developing countries from
multiple sources,” which will be discussed in multiple chapters in this study.

This publication also discusses multiple aspects of goal 17.13, “enhance global macroeconomic
stability, including through policy coordination and policy coherence” (United Nations, 20143,
p.20) as being of fundamental interest to the region. It is clear that the actual aspects of meeting
this goal have to be worked out in new mechanisms and in practice, but it is an indispensable
element in financing sustainable development in the Asia-Pacific region.

On 18 June 2013, the General Assembly decided to establish an intergovernmental committee
of experts on sustainable development financing, as recommended in the outcome document
of the Conference on Sustainable Development. The aim of the Committee’s report is to “assess
financing needs, consider the effectiveness, consistency and synergies of existing instruments
and frameworks and evaluate additional initiatives” and conclude its work by 2014 (A/Res/66/288,
para. 255).° The August 2014 report of the Intergovernmental Committee of Experts on Sustainable
Development Financing (ICESDF) (United Nations, 2014b) is important to the forthcoming financing
for development, development agenda, and climate change convention decisions. It paid special
attention to private financing flows, and the “blending” of private and public financing flows. This
publication will consider and include many of the perspectives and ideas from ICESDF which in its
report reflected on some of the perspectives on Asia and the Pacific financial market developments
and some key issues and challenges facing the region in financing sustainable development and
other priorities.

8 For further analysis on this issue of inequality, see Michael Shashoua and Sudip Ranjan Basu, "Polarizing world: GDP,
development and beyond”, MPDD Working Paper WP/15/13. Available from www.unescao.org/ourwork/macroeconomic-
policy-development/financing-development.

9 General Assembly resolution 67/203 of 21 December 2012 specified that the intergovernmental committee should update
the General Assembly on the progress of its work before the beginning of the sixty-eight session of the Assembly. This
resolution as well as General Assembly resolution 67/199 entitled “Follow-up to the International Conference on Financing
for Development”of 21 December 2012 stressed the need to reinforce coherence and coordination and to avoid duplication of
efforts with regard to the financing for development process.



Introduction

Importantly, the Committee further agreed to base this work on four pillars: the universal values of
the Millennium Declaration; the principles of the Rio Declaration on Environment and Development
and the United Nations Conference on Sustainable Development; the Monterrey Consensus
on Financing for Development, with its emphasis on the use of all forms of financing, including
public, private, domestic and international in a holistic manner; and a multi-stakeholder approach,
including civil society, the business sector and other major groups (see box 1.2).

Box 1.2. A brief on Monterrey Consensus 2002 and Doha Declaration 2008

The Heads of State and Government that gathered in Monterrey, Mexico, on 21 and 22 March
2002, adopted the Monterrey Consensus, which was designed “to address the challenges
of financing for development around the world, particularly in developing countries”. In the
consensus they stated that their goal was to eradicate poverty, achieve sustained economic growth
and promote sustainable development as the world advances to a fully inclusive and equitable
global economic system. The consensus further underscored the importance of the six leading
actions as follows: (a) mobilizing domestic financial resources for development, (b) mobilizing
international resources for development: foreign direct investment (FDI) and other private flows,
(c) international trade as an engine for development, (d) increasing international financial and
technical cooperation for development, (e) external debt, and (f) addressing systemic issues:
enhancing the coherence and consistency of the international monetary, financial and trading
systems in support of development.

It was recognized that Governments must remain fully engaged as “to build a global alliance for
development will require an unremitting effort”. In that regard, the Heads of State and Government
committed themselves to keeping fully engaged, nationally, regionally and internationally,
to ensure proper follow-up to the implementation of agreements and commitments reached
at the Conference, and to continue to build bridges between development, finance, and trade
organizations and initiatives, within the framework of the holistic agenda of the Conference. They
also stressed that greater cooperation among existing institutions was needed based on a clear
understanding and respect for their respective mandates and governance structures. The principle
objective of the Doha Declaration was to reaffirm the goals and commitments of the Monterrey
Consensus. The Heads of State and Government and High Representatives that gathered in Doha,
from 29 November to 2 December 2008, almost seven years after the landmark International
Conference on Financing for Development, reiterated their resolve to take concrete action to
implement the Monterrey Consensus and address the challenges of financing for development in
the spirit of global partnership and solidarity. The key objectives, among others, were to eradicate
poverty, achieve sustained economic growth and promote sustainable development in order to
advance to a fully inclusive and equitable global economic system.

In the Declaration, the commitment to reinvigorate the global partnership for development in
order to effectively address the full range of financing for development challenges facing the
world today was further asserted. In addition, multiple financing for development challenges
and opportunities that have emerged since the Monterrey Conference, including the impact of
the financial crisis, additional costs of climate change mitigation and adaptation and damage to
the Earth’s environment, price volatility in international markets of key commodities, expanding
economic cooperation and the growing needs for reconstruction and development of post-conflict
countries was recognized and the resolve to take concerted global action to address all these areas
while consistently furthering economic and human development for all was reaffirmed.

Source: Report of the International Conference on Financing for Development, Monterrey, Mexico, 18-22 March
2002 (A/CONE198/11, chapter 1, resolution 1, annex). The Follow-up International Conference on Financing for
Development to Review the Implementation of the Monterrey Consensus (A/CONE212/L.1) is available from www.
un.org/esa/ffd.
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ESCAP, in partnership with the Government of Indonesia, organized the Asia-Pacific High-Level
Consultation on Financing for Development in Jakarta on 29 and 30 April 2015."° The meeting
adopted the regional action plan on financing for development that outlined ways to mobilize
new and additional financial resources to transform the regional development landscape. Among
the key priorities identified by the action plan are the urgent need to invest in social sectors to
reduce social disparities and income inequalities, including those between genders; make financial
markets more effective and efficient to channel the vast pool of regional savings for infrastructure
development; and mainstream climate considerations into national budgets and set up institutional
and risk management frameworks for private investors towards climate mitigation and adaptation.
It also seeks to address the special needs of LDCs, LLDCs and SIDS, by leveraging trade, foreign
direct investment, transfers of technology and capacity-building while ensuring that unmet official
development assistance commitments are fulfilled (see annex 1 for Chair's summary).

On 10and 11 June 2014, the Asia-Pacific Outreach Meeting on Sustainable Development Financing
was held in Jakarta, organized by ESCAP in partnership with the Ministry of Finance of Indonesia, the
meeting aimed to provide regional inputs to the global report of the Intergovernmental Committee
of Experts on Sustainable Development Financing. Many elements of the current report are based
on the background document of the meeting."

ESCAP, in partnership with the Government of Thailand, organized the Asia-Pacific Forum on
Sustainable Development in Pattaya, Thailand, from 19 to 21 May 2014."? The meeting underscored
the importance of critical policy issues related to the means of implementation, including: financing
for sustainable development; science, technology, and innovation; rule-based and equitable
multilateral trading systems; strengthened global and South-South partnerships, including with the
private sector, for development; and effective governance at all levels for transformation towards
sustainable development.

The seventieth session of the ESCAP Commission included a ministerial panel on the Asia-Pacific
perspectives on sustainable development and development financing. The panel, which was
chaired by the Prime Minister of Bhutan, included the finance ministers of Indonesia, Sri Lanka and
the Philippines, as well as experts.'?

More recently, ESCAP conducted an in-depth analytical research focusing on the financing needs
of countries with special vulnerabilities in the Asia-Pacific region for the Regional Meeting on
Financing Graduation Gaps of Asia-Pacific Least Developed Countries, which was held in Dhaka in
October 2014. The meeting was jointly organized by the United Nations Department of Economic
and Social Affairs and the Government of Bangladesh." Finally, a working group established by
ESCAP member States in November 2014 as part of the implementation of the Bangkok Declaration
on Regional Economic Cooperation and Integration is preparing a report on ways to enhance
financial cooperation in the region.” For the Asia-Pacific region, sustainable development will
require a radically reconfigured international financial architecture and correspondingly robust
domestic financial sectors.

10 Further information about the meeting is available at http://www.unescap.org/events/hlcffd2015.

11 Further information about the meeting is available at www.unescap.org/events/asia-pacific-outreach-meeting-sustainable-
development-financing.

12 See www.unescap.org/events/asia-pacific-forum-sustainable-development.

13 See www.unescap.org/commission/70.

14 See www.unescap.org/events/regional-meeting-financing-graduation-gaps-asia-pacific-ldcs.

15 Further information about the Bangkok Declaration on Regional Economic Cooperation and Integration is available at www.
unescap.org/events/mcrei/.



The rest of the publication is organized as follows. Chapter 2 provides a regional framework for the
financing of sustainable development. Chapter 3 outlines the financing requirements. Domestic
resource mobilization issues are discussed in chapter 4, after which chapter 5 presents domestic
and international private financing in the region. Chapter 6 deals with international public financing.
Chapter 7 highlights the importance of financing of development gaps in least developed countries.
Finally, chapter 8 contains the concluding summary.






Towards a regional financing for
sustainable development framework

As member States define the contours of the development agenda beyond 2015, the tapping of
domestic, international and innovative sources of finance, and the use of mobilized funds and their
proper allocation have taken centre stage. The implementation of a new, ambitious development
agenda with sustainable development at its core requires more effective incentives, a better
allocation of existing resources and additional funds from domestic, external and innovative
sources.

The focus on sustainable development introduces new dimensions and challenges to the
development financing dialogue. In line with the basic precepts of sustainable development,
sustainable development financing must be aligned with development outcomes that integrate
and synergize the three dimensions of sustainable development, namely the economic, social
and environmental dimensions, as outlined in the United Nations Conference on Sustainable
Development outcome document to ensure intra- and intergenerational equity.

There is now global interest in understanding institutional mechanisms and modalities for
leveraging new, emerging and innovative sources of financing from a variety of domestic and
external sources. As noted in General Assembly resolution 65/1, such sources of finance should
be stable and predictable and supplement traditional sources instead of being a substitute for
them." In the light of the insufficient funding available from traditional sources of development
finance, policy makers must consider taking steps to mobilize emerging and innovative sources of
financing.

This is particularly important due to the need to fund necessary but expensive developmental
investments, such as for closing infrastructure gaps within and across countries in the region and
for addressing the impacts of climate change. For such purposes, the creation of appropriate
institutional and regulatory frameworks for the development of domestic capital markets and for
supporting the development of domestic institutional investors, for example, could help mobilize
much needed additional financial resources.

The schematic view of financing for sustainable development, around which this publication is
organized, is provided in figure 2.1. The publication examines both domestic and international
funding sources and alsolooks at public and private sources. There is need to reflect on how resource
mobilization from these sources can be catalysed to meet growing and emerging requirements,
and how public funds can leverage private funds to finance sustainable development.

Once adopted, the new and ambitious agenda with sustainable development at its core requires
more tailored approaches, modalities and incentives. While the mobilization of resources through
existing and new sources of domestic, external and innovative financing is challenging, there is also
need for deploying resources efficiently towards the right sustainable development outcomes.?

1 See General Assembly resolution 65/1.
2 See the work of the Leading Group on Innovative Financing for Development, the Task Force on International Financial
Transactions for Development and the Task Force on Innovative Financing for Education. See also United Nations (2009).
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Figure 2.1. A schematic view of the sources of financing for sustainable development
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Note: The sustainable development goals proposed by the Open Working Group on the Sustainable Development Goals
are available at https://sustainabledevelopment.un.org/sdgsproposal; see also United Nations (2013) and ESCAP, ADB
and UNDP (2013).

The sustainable development agenda, as it is emerging, will require significant investments in
public goods, such as social services, clean air, water and the continued flow of ecosystem services,
upon which economies and people depend.? Because those kinds of investments are characterized
by high social rates of return, but low private rates, their funding is more likely to originate and be
leveraged from public resources.

The concerted identification of required investments by the global community through the
sustainable development agenda reinforces a basic point that strengthening the demand side and
promoting investment demand precedes considerations of how to finance such investments. For
too long, policy thinking has been hostage to placing priority to meeting fixed ceilings on public
sector deficits, which has led to insufficient and delayed infrastructure investment undermining
the prospects of crowding in private investment in the medium term (Development Committee,
2006). The Development Committee (2006, p. i) highlighted the indispensable transmission channel
through which fiscal policy influences growth and raised the alarm on short-sighted decisions to
cancel or delay infrastructure projects to meet deficit target and that end up harming growth
prospects.

The funding of necessary but expensive developmental programmes to close infrastructure gaps
within and between countries in the region and to address the impacts of climate change, requires
mobilizing public finances and supportive domestic and international capital markets. It is important
to recognize that timely and analytical public sector spending can boost growth rates, augmenting
fiscal resources, and that public investment can actually crowd in private investment. In addition,
innovative sources of finance, such as carbon taxes, diaspora bonds and financial transaction taxes,
can be drawn upon (World Bank, 2013).

More importantly, for undertaking policies and structural reform measures, countries require the
following: political stability, macroeconomic stability and policy certainty. An essential component
is to reduce risks and encouraging private investment through a sound regulatory.

3 The working Document of the Open Working Group on the Sustainable Development Goals is available from http://
sustainabledevelopment.un.org/focussdgs.html#_edn33; United Nations (2013); ESCAP, ADB and UNDP (2013).



framework and rule of law to unleash private sector potential. By establishing the right incentives
and regulations, Governments can level the playing field and create competition to direct private
investmentin a way that advances sustainable development. In particular, countries can encourage
long term investments for inclusive growth and sustainable at the national and regional levels,
which include, among others, if a predictable regulatory framework and institutions and effective
enforcement of the rule of law, and tax neutrality.*

In going forward, it is important that the Governments of Asia-Pacific economies take into account
the potential macroeconomic challenges of funding inclusive and sustainable development
by maintaining fiscal sustainability and price stability. As part of a development-oriented
macroeconomic framework, policymakers have an obligation to manage domestic and external
public debt in a prudent manner in order to minimize adverse effects on inflation, exchange rates,
interest rates and growth for signs of any potential risks. Such prudence must be exercised with
the understanding that in situations of weak demand, public austerity policies can actually worsen
debt ratios and do not necessarily trigger greater private spending or foreign financing inflows.

Furthermore, Governments need to be concerned with whether their growth would be sufficient
to generate resources to keep public debt and inflation at manageable levels. Macroeconomic
stability can be achieved as long as policies are designed carefully and implemented effectively. It
would be prudent for Governments running fiscal deficits in the region to keep close track of public
debt profiles to better manage their macroeconomic implications. In particular, attention should
be directed at currency composition and the maturity of public debt.

The private debt profiles of the economies are potentially more significant than the public debt
profiles of many Governments in the region. The economies have continued to liberalize their
capital accounts even after the Asian financial crisis, and have relied instead on building up public
sector-controlled international reserves. As the East Asian economies learned only too well during
the 1997-1998 financial and currency crisis (and as has been the parallel experience in Iceland,
Ireland, Spain, and Portugal since the onset of Eurozone debt crisis), prudent levels of public sector
and current deficits are no defense against vulnerability to private sector external liabilities in the
event of private sector capital flow reversals.> The end of quantitative easing policies of the United
States Federal Reserve Bank and the prospect of higher international interest rates highlight the
timeliness of this issue. Governments in the region must strengthen their individual and joint
capabilities to manage capital account flows and the debt profiles of their resident private sectors
as part of their efforts to raise financing for sustainable development.

Regional policymakers must contend with the over-dependence of global payments and the
monetary system on one national currency. This has made the global liquidity situation, and
correspondingly the rate of growth of the global economy and the level of commodity prices,
hostage to domestic policy priorities of the major currency country. The increasing scale of
international finance amplifies the impact of policy changes on the major reserve currency country,
the United States. Figure 2.2 depicts some major episodes in global liquidity induced by these
policy shifts. The extent that the Asia-Pacific region seeks to maintain its global pre-eminence in its
investment ratio is the extent to which it will be vulnerable to these episodic patterns, especially
for finance-led growth, in which both boom and bust are problematical.

4 For further analysis on this issue of finance for development, see Wayne Swan, “Financing Sustainable Development — What
Can We Learn from The Australian Experience of Reform?”, MPDD WP/15/11. Available from www.unescao.org/ourwork/
macroeconomic-policy-development/financing-development.

5 For this issue as seen from a Filippino point of view in an earlier era of burgeoning yen carry trade before the Asian crisis, see
Montes (1997). For an analysis of the Asian crisis that recognizes its capital account character and does not have to rely on
bad governance explanations as was the fashion in Western circles, see Montes (1998).
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Figure 2.2. Global patterns of liquidity
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The economies of Asia and the Pacific, with the exception of the Philippines, managed to evade
the first crisis episode shown in figure 2.2, which started in 1982. This was triggered by the United
States Federal Reserve effort to defeat domestic inflationary tendencies by raising interest rates
to more than 20% overnight; this action then sparked the 1980s debt crises era in the developing
world. A period of generous liquidity followed from 1992 onwards when regional policymakers,
presiding over much more open capital accounts, found themselves fielding short-term hot
money flows fuelled by the carry trade. This episode ended with the Asian financial crisis in 1997.
The subsequent ample global liquidity era of the 2000s ended with the financial sector breakdown
in the United States and Europe in 2007-2008. Crisis-response policies subsequent to the crisis in
the United States, made feasible by the reserve status of the United States dollar, provided another
global liquidity boom until early 2013, when the Federal Reserve bank announced the eventual
normalization of United States monetary policy.®

Due to global monetary policy divergence among the United States, eurozone and Japan, the
regionis facing the rising potential of capital flows volatility. Capital flows are reversing again against
developing countries, including least developed countries. Economies of Asia and the Pacific are
particularly vulnerable, having been the destination of the liquidity. This may subsequently induce
significant macroeconomic instability in the region, risking not only inclusive growth prospects
in the near term, but also the sustainable development agenda by diverting the attention of
policymakers.

The most recent example of macroeconomic instability, as a result of the contrasting directions in
exchange rates between the yen and other currencies in 1990s, created the appropriate conditions
for carry trade transactions in South-Fast Asia, which ultimately, helped spur the 1997-1998
financial crisis. Having learned the lesson in a hard way during the Asian financial crisis of 1997-
1998, monetary authorities from the region have been heavy investors in the financial markets
of developed countries as a form of self-insurance against mediocre policy coordination and
monetary policy swings among the major currency countries and private capital flow reversals.
This has created a new situation, in which developing country monetary authorities have become
major investors in developed country treasury bonds. This is shown by region in figure 2.3, where
negative values denote transfer towards developed countries. It identifies East and South Asia as
the most prominent locations of net transfer of resources from developing to developed countries.

6 See ESCAP (2014a) for further discussion, and its potential impact in the Asia-Pacific region.
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Figure 2.3. Net transfer of resources to developing economies and economies in
transition,2001-2013
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Source: Figure lll.1, p. 69, DESA (2015).

Therefore, as discussed in DESA (2015, pp. 63-65), for at least a decade, developing countries as
a group have been net investors in developed country financial markets. They have significantly
increased their reserve levels as a form of self-insurance against sudden stops and reversals of
short term private capital flow. Attention to reducing these long-standing financing imbalances
can release financing resources that may be used nationally and locally.

C. Managing bank-based lending

In expanding the creation of long-term finance in their domestic financial sectors, economies in
Asia and the Pacific can consider two general models: (1) a market-based approach used by the
United Kingdom of Great Britain and Northern Ireland and the United States or (2) a bank-based
system, which is the standard in Germany, Japan, and the Repubilic of Korea. Actual financial sectors
are found in a continuum between these two types, but the typology speaks to the dominant form
in which financing decisions are made.

Market-based financing relies more on leverage and securitization and mechanisms to transform
short-term portfolio positions into long-term finance. Banks and other financial institutions are
involved in transactions that provide short-term liquidity and transfer risk. Equity markets are an
important element of market-based finance and tend to foster short-term investment horizons
on the supply side. The 2007-2008 Asian financial crisis exposed many vulnerabilities of market-
based finance. In a number of cases, top management lacked adequate capacity to manage the
total risk absorbed by financial companies because very few specialists understood the cascading
difficulties that could be triggered by sophisticated financial instruments, such as credit default
swaps. Often, many instruments, such as over-the-counter derivatives, were crafted for specific
situations and could not be traded in markets.
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In the region, under bank-based finance, financial institutions extend loans to private companies.
Bank-based finance has historically been more stable, even though it is not immune to herd
behavior among competing groups, which can lead to systemic crises, such as what occurred in
the run up to the 1997-1998 financial crisis in the Republic of Korea. Bank-based finance involves
relational lending and information networks, and can be very effective in supporting the risk taking
and long-term investment of conglomerates and related groups. This approach requires strong
capacities to evaluate projects and design financial packages. The bank-based lending can provide
financing access to different levels of the population that can, in turn, create a more equitable and
inclusive society. With adequate supervision from authorities with systemic responsibilities, bank-
based finance can mobilize enormous resources even with tight regulations on accessing external
financial markets.

For example, bank lending accounted for 47% of total financing in Asia and the Pacific and 160%
of GDP in 2012. This is particularly evident in China, where bank lending constituted 70% of total
financing. However, in the case of the United States, bank assets accounted for 22% of overall
financing and 97% of GDP (see figure 2.4).

Figure 2.4. Bank based financing in Asia-Pacific region, 2012
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Historically, state-owned banks have played a key role in successful development episodes in Japan,
Republic of Korea, Turkey, Brazil, China and India. Bouts of financial crises have also resulted in the
nationalization of private banks. In many cases, such as in Sweden in the 1990s, nationalized banks
have been promptly reprivatized. In the United Kingdom, the Government is still the dominant
shareholder in the Royal Bank of Scotland. In Malaysia, Turkey, and France state-owned banks
continue to play a significant role. “Behest lending” (political capture) and inefficiency have been
used to justify privatization of publicly owned banks. Recent financial crises have shown that private
banking is susceptible to corresponding vulnerabilities, such as insider deal-making, inefficiency
and even crime. Recent scandals in insider setting of the London Interbank Offered Rate (LIBOR)
underline how being “private” is not a guarantee to behaviour consistent with the social interest.



In that context, until domestic institutional investors develop, development banks can provide a
good interim solution for financing long-term infrastructure projects. In developing capital markets
for the financing of public goods, such as infrastructure, it is important to keep in mind that private
agents seek profitability, implying that projects need to be bankable. Other elements required to
support the development of capital markets are an examination of legal restrictions on ownership,
the development of derivatives markets, financial disclosure and reporting requirements, and
macroeconomic fundamentals.

In efforts to modernize their financial sectors, many countries of the region are not compelled
to conform to current fashion and could consider more traditional pathways to developing their
financial sectors. Policies that could be considered more “traditional” may include (a) continuation
of specialized banking companies, such as those for agriculture, industry, and regional financing,
(b) a significant participation of state-owned financial companies alongside private companies,
(c) higher requirements for capitalization, and (d) strong coordination of financing activities for
industrial and infrastructural priorities.

Robust trade has been a significant enabler of economic growth and sustainable development in
the Asia-Pacific region. A universal, rules-based, open, non-discriminatory and equitable multilateral
trading system and meaningful trade liberalization have the potential to promote long-term public
and private investment in productive capacities at the national level, which can subsequently
create regional links for trade promotion.

However, merchandise trade in Asia and the Pacific continues to face considerable challenges,
owing to the economic situation, both externally and within the region. Due to a significant drop in
export growth in recent years, the developed economies of the region have experienced tepid GDP
growth and a lower than expected pick up of consumer demand. Furthermore, the continuation
of trade-reducing policies by the developed countries has restricted export growth by an amount
that exceeds $255 billion from the Asia-Pacific region during the period 2009-2013 (ESCAP, 2014a).

At the global level, there has been some optimism for multilateral trade-negotiations under WTO
in 2014 through the agreed implementation proposal of the Trade Facilitation Agreement (TFA),
known as the Bali Package. This event could boost trade prospects and job opportunities in the
Asia-Pacific region.

In particular, the deadlock at the WTO Doha Development Round trade negotiations until recently
has been accompanied by aflurry of regional trade agreements processed in the Asia- Pacific region.
To push forward the work towards the goal of establishing the free trade area of the Asia-Pacific,
the Asia-Pacific Economic Cooperation leaders’ meeting, which was held in Beijing in November
2014, formally agreed to advance regional trade integration through a step-by-step approach.
Simultaneously, the proposed Trans-Pacific Partnership (TPP) is being led by the United States
along with seven countries of the Asia-Pacific region with various levels of economic structure and
trade openness. In the region, another agreement that is emerging as a strong alternative is the
Regional Comprehensive Economic Partnership (RCEP), which involves 16 Asia-Pacific economies
(ESCAP, 2014b).



Importantly, the proposed formation of the ASEAN Economic Community by 2015, can allow
countries within this group to fast track the implementation policy measures aimed at: addressing
non-tariff barriers; realizing the customs single window; and deepening services and investment
liberalization. Furthermore, another key challenge to increasing the contribution of exports to
growth and development in the region is providing more comprehensive trade finance to small
and medium-sized enterprises (SMEs), which account for 80-90% of Asia-Pacific businesses, but are
less likely to export than larger enterprises.

As recognized in the Bangkok Declaration of December 2013, ESCAP has consistently supported
member States of the region to consolidate subregional and smaller free trade blocks into a region-
wide integrated market through cooperation and integration in trade and investment that can
unleash region wide trade and investment growth.

In the Asia-Pacific region, there has been a steady momentum to increase financial cooperation in
the aftermath of the Asian Financial Crisis of 1997-1998. Not surprisingly, it has strongly focused on
the prevention of future financial crises. Thus, the Chiang Mai Initiative (CMI) set up a facility for the
provision of emergency liquidity and the Asian Bond Fund (ABF) and Asian Bond Market Initiative
(ABMI) are aimed at developing local currency bond markets to minimize the risks arising from the
currency and maturity mismatches that led to the Asian Financial Crisis.

In addition to those important initiatives, most countries in the region have made their economies
more robust to financial disruptions by accumulating foreign exchange reserves and avoiding
large budget and current account deficits. Those efforts have clearly paid off as indicated the ability
of most countries in the region to endure the global financial crisis of 2008-2009 without suffering
major disruptions.

However, countries in the region are still very much dependent on the United States dollar.
Therefore, the countries in the region should accelerate their efforts pertaining to regional policy
coordination and cooperative actions to increase the supply of IMF Special Drawing Rights (SDRs).
One way this can be done is through regular periodic allocations of SDRs to IMF member countries,
if the allocations are made to augment national reserves, not on the basis of IMF quotas. While the
U.S. dollar remains dominant, regional arrangements to pool mechanisms to provide liquidity for
the purpose of international payments must be strengthened. The scale of resources available in
both the multilaterialized Chiang Mai Initiative and the Contingency Reserve Arrangement of the
BRICS (in which China, India and the Russian Federation participate) are inadequate to carry out
the task. Their usefulness in underpinning a liquidity backup for economies in the region will be
greatly enhanced with the elimination of the requirement that access beyond an initial percentage
requires participation in an IMF programme. Regional policymakers should seriously consider
expanding membership in the multilateralized Chiang Mai Initiative, among others, to include all
the developing countries in the region.

Generally, private capital inflows are highly concentrated in a small number of emerging
economies, even as successful expansion of the regional financial architecture would draw other
economies into the same dilemmas. The development challenges facing these recipient countries
differ substantively from those that do not receive such private resource inflows. For example, in
most of the emerging developing economies, maintaining large and stable inflows is a priority,
whereas in the countries with special needs, Governments need to put in place policy packages



to sustain inflows of long-term financing. Therefore, macroeconomic policy responses in those
two distinct settings will clearly differ. The record indicates that Governments in low income and
vulnerable economies have in general been unable to attract significant foreign private financial
resources due to underdeveloped domestic financial markets and inadequate infrastructure. For
those economies, therefore, ODA is critical to supplement domestic resources.

These efforts will increase the density and frequency of financial and monetary cooperation in the
Asia-Pacific region. They will also raise the intensity of information exchange among monetary and
fiscal authorities. This practice is critical in dealing with the outsized impact of short-term private
capital movements, which are a recurring feature of the current international system. Therefore,
by having a robust regional financial architecture and cooperation would contribute to inclusive
growth and financial stability through a combination of initiatives, including financial market
development and integration, reforming the existing financial institutions and mobilization of
financial resources for long-term investments for sustainable development.’

7 See Synthesis report of the Secretary-General on the post-2015 sustainable development agenda. New York. (A/69/700); see
also United Nations (2013), ESCAP, ADB and UNDP (2013).
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Financing requirements for
sustainable development

Home to two thirds of the world's poor, the Asia-Pacific region faces enormous development
challenges, the financing of which requires even more effective public sector governance and
leadership and new and innovative institutions, agents and tools." This chapter provides a brief
overview of recent estimates of the region’s needs to finance its sustainable development, taking
into consideration that the actual size of financing requirements vary due to the wide differences
in the size of the economies in the region and the current state of infrastructure.

Strategies for financing sustainable development in the region must be aligned with the principles
of social equity, inclusive economic growth and environmental sustainability. Despite these
conditions, the potential for mobilizing resources from domestic and external sources is large, yet
also often constrained by the borrowing and absorptive capacity of many countries emanating
from under-developed markets and institutions. This is especially the case with regard to countries
with special needs, a group that is comprised of least developed countries, landlocked developing
countries and small island developing States.?

Given that many countries are still struggling to return to the GDP growth rates reached prior
to the 2007-2008 financial crisis, and that structural transformation throughout the region has
been limited, the resource requirements for sustainable development in Asia and the Pacific are
extensive. In particular, growth in the region needs to accelerate further and policymakers need to
set more measures aimed at boosting employment and trade, which are two areas that are integral
in making growth more inclusive and generating the additional financial resources required to
meet the enormous sustainable development needs in areas of social sectors, infrastructure and
environmental dimension.

The publication showcases that the requirements of financing sustainable development will
address the following: (a) social sector development should include basic needs related to poverty
reduction and hunger, improving health and education, providing access to affordable energy
and promoting gender equality; (b) economic sector improvement should require financing
infrastructure and rural development, among others; and (c) the environmental dimension should
be related to adaptation and climate resilient development, developing an efficient energy sector
and promoting regional public goods, including those that tackle climate change consequences.?

Furthermore, quantifying financing needs varies across different periods and issues. In many cases
these financing estimates are complex and imprecise in nature. The ICESDF report provides several
global estimates for sustainable development with a cautionary notes that these estimates "vary
widely”. According to the report, “the estimates presented in the present report are indicative,
aimed at providing an order of magnitude of financing requirements, rather than precise figures”
(United Nations, 2014b). This is simply because in most of the cases, the aggregation exercise fails
to take into account the nature of synergies and cross-cutting nature of sustainable development,
especially the feedback mechanisms from economic to social and environmental sector and vice-
versa.

1 ESCAP estimates that 621 million people lived below the $1.25/day poverty line in the Asia-Pacific region in 2012.

2 United Nations System Task Team on the Post-2015 UN Development Agenda (2014).

3 For further analysis on this issue of financing statistics development, see ESCAP/SD, “Financing Statistics Development in
Asia and the Pacific’, MPDD Working Paper WP/15/10. Available from www.unescao.org/ourwork/macroeconomic-policy-
development/financing-development.
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At the global level, total financing needs range from $4 trillion to $7 trillion per year based on
several estimates (United Nations, 2014b). In the case of developing countries, these estimates are
$3.3 trillion-$4.5 trillion per year for the period 2015-2030. Estimates also show that the undersupply
of infrastructure in developing economies has been estimated at around $1 trillion per year
through 2020, with an additional $200 to $300 billion per year needed to ensure that infrastructure
investments are low emitting and climate resilient (World Bank, 2013). Notably, current investment
in these SDG sectors is about $1.4 trillion, making the annual investment gap between $1.9 and
$3.1 trillion (UNCTAD, 2014b). For Asia and the Pacific, based on various estimates, it could cost $2.1
trillion to $2.5 trillion per year to close the region’s infrastructure gaps, provide universal access to
social protection, health and education, and implement climate change mitigation and adaptation
measures (see figure 3.1).

Figure 3.1. Key estimates of annual financing requirements in Asia-Pacific economies

1000 -
900 -
800 -
700 -
600 -
500 -
400 -

300 -

Billions of USdollars per year

200 -

100 -+ l
o - — |

Low High Low High Low | High

World Bank

World Bank (2014) - ABD (2009) IFA(2012)- ADB (2013) - Energy (2009)-Climate "MDG ESCAP (2013) -Inclusive &

. . Change i
Infrastructure in South Asia | Infrastructure Energy 8 sustainable development
Adaptation

ESCAP(2010)

2014-2020 2010-2020 2010-2030 2010-2035 2010-2050 2010-2015 2013-2030

Source: ESCAP. See references shown in the figure for details of the methodology of cost estimations and website
information on the reports.

Note: Estimates show annual financing requirements to achieve various infrastructure and development goals.

A.Social equity

Limited progress in social equity remains the key issue in addressing the growing income disparity
and access to basic social needs. Investment in the social sector is essential to achieve inclusive
growth and sustainable development. In 2013, ESCAP estimated that the Asia-Pacific region needs
between $500 billion and $800 billion per annum merely to close development gaps in the areas
of education, health, employment, social protection and access to energy services between 2013
and 2030 (ESCAP, 2013b). The cost estimates were prepared for 10 countries which account for
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more than 80% of the population and 80% of GDP of the developing Asia-Pacific region, namely
Bangladesh, China, Fiji, India, Indonesia, Malaysia, the Philippines, the Russian Federation, Thailand
and Turkey.*

Countries with special needs require more resources than others to implement an inclusive and
sustainable development agenda. For example, Bangladesh and Fiji would require on average
about 16.4% and 9.9% of their GDP, respectively, over the period 2013-2030 to provide universal
access to modern energy services, compared with an average of 8.2% of GDP for other countries in
the region (see figure 3.2).

Figure 3.2. Total Investment requirement in selected Asia-Pacific economies, 2013-2030
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Promoting social investment is a fundamental pillar of inclusive and sustainable development,
developing Asia-Pacific countries have made substantial progress in implementing the social
protection floor (SPF). For example, 23 out of the 27 developing Asia-Pacific countries for
which data are available increased social protection spending as a share of total government
expenditures between 1996 and 2013.° By providing essential social transfers, countries ensure
that its citizens have access to social services in the area of health, income security for children,
working-age individuals and older persons — the four components of the SPF. Social protection
has been typically financed through the combination of government tax revenues and ODA. The
demographic and social changes that are happening in the region, coupled with the increasing
frequency and intensity of natural and economic crises, are putting strains on these traditional
financial sources (see box 3.1).

4 In an earlier study, ESCAP estimated that the region needed $639 billion per annum to attain the Millennium Development
Goals by 2015. See ESCAP (2010).
5 ESCAP, based on ADB, Key Indicators for Asia and the Pacific 2014, Country Profiles.

o
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Box 3.1. Innovative measures for financing the social protection floor in Asia and the Pacific

Despite progress made in enhancing social protection, coverage gaps remain. Lack of fiscal space
results in poor availability and quality of public social services and low levels of social protection
benefits. Indeed, countries are underperforming when it comes to the financing of social protection,
as corroborated by the Asian Development Bank Social Protection Index (SPI). A total of 19 countries
in the region have SPIs lower than 0.10, and 10 middle-income countries have an SPI in the range of
0.10-0.20. This is alarming given that an SPI of 0.20 is considered to be the benchmark, which is to say
that social protection spending should be at least equal to 20% of poverty-line expenditures or 5% of
GDP (as poverty-line expenditures are set at one-quarter of GDP per capita) for it to be effective (see
figure A).?

Figure A. Social protection expenditures in selected Asia-Pacific economies, 2010
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In this context, innovative financing schemes are seen as critical to achieve sustainable financing
of social protection, especially owing to the need to increase social investments in the context of
the development agenda beyond 2015. Some examples are the following:
* A health equity fund (HEF): establishes “third-party payer” systems to health facilities for
services provided to the poorest patients;
* Sovereign wealth funds (SWF): a pool of money derived from a country's reserves which are
set aside for investment purposes that will benefit the country's economy and citizens;
* Impact investing: an investment that uses the incentives of commercial capital development
to generate beneficial social and environmental impact;
* Microfinance: a financial service — including microinsurance and microcredit — available to
poor entrepreneurs and small business owners who have no collateral and would not otherwise
qualify for a standard bank loan or insurance.

Countries in Asia and the Pacific have increasingly begun to use these innovative schemes to
finance social protection. Complementing traditional sources, such schemes can be combined to
finance SPF (see table A).
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Box 3.1. (continued)

Table A: Innovative financing initiatives by social protection fund component

Health Children Working-age Older persons
Initiative ~ Health Equity Funds The Citizen Revolving Fund Human
Foundation Development Fund
Type HEF Impact investing | Microfinance SWEF
Country Cambodia Pakistan India Mongolia

Cambodia - Health Equity Funds: HEFs appeared in Cambodia in the early 2000s, initially
supported by NGOs. Today, Cambodian HEFs cover more than three-quarters of its citizens
who live below the poverty line. In 2008, the country had 30 hospital HEFs that reported to the
Ministry of Health. Moreover, the proportion of persons identified as eligible to benefit from
HEFs ranged between 12% and 24% of the total populations of the villages involved. HEFs
have helped to increase the proportion of the poor among hospital users. In four HEF-affiliated
hospitals, in 2003-2004, the poorest made up 7% to 52% of hospitalized patients.”

Pakistan - The Citizen Foundation: Following an impact investing approach, the Citizens
Foundation (TCF) builds and operates schools across four provinces, which are government
certified and follow a national curriculum. At TCF schools, parents contribute on a sliding scale
(capped at 5% of household income) that is based on an assessment of household income and the
number of children in a family. The average monthly contribution of $1 per pupil is a small share
of the monthly cost of $11 per pupil to run the school. Corporate and philanthropic donations
pick up the rest, with over 50% of funds raised within Pakistan and the remainder from across
the globe. In 2011, 72% of TCF students pursued post-secondary education, compared with the
government school average of 40%.°

Mongolia - Human Development Fund: The Government of Mongolia has been supporting old age
pensions through the Human Development Fund (HDF). The HDF was established in 2009 with
the aim of accumulating excess revenues from the mining sector, and redirecting them towards the
economic and human development of the country. In addition to pensions, the HDF is currently
being used for providing health, housing and educational benefits to Mongolian citizens. Due to
lack of fiscal space, Mongolia is considering the establishment of a pension reserve fund, to which
a percentage of excess mining royalties will be invested.?

India - Revolving Fund: The 2001 earthquake in Gujarat left over 12,000 people dead and damages
of approximately $2.5 million. In response to limited Government financial support, the All India
Disaster Mitigation Institute (AIDMI) created the Revolving Fund, a microcredit loan without
interest rates, targeted at economic recovery and business development. To be eligible for a loan,
the applicant must be a member of the Chamber of Commerce and Industry for Small Businesses
(CCISB), coming from a poor, disaster-affected household, with an economically active profile.
The Revolving Fund should be repaid within 12 months. Once repaid, the CCISB member is
eligible to apply for additional loans.

3 ADB (2013d).

5 Noirhomme, Ridde and Morestin (2009).
¢ D. Capital Partners (2013).

9 Campi (2012).
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B. Economic dynamism

Notwithstanding the significant investment requirements to tackle social development
challenges, infrastructure is a critical and additional component of sustainable development. Lack
of infrastructure development across the region, including in emerging economies, is holding
back not only inclusive growth but also affecting overall access to education and health services
in remote parts of countries, and in rural areas. To create stronger linkages within and across
countries, funding facilities of a large number of infrastructure projects is critical to boost further
growth and jobs creation, and to sustain economic dynamism in the region. A specific investment
in infrastructure projects includes, among other things, the domestic transport and information
and communications technology (ICT), as well as water supply and sanitation and electricity access
indicators.

A recent World Bank study estimated that the South Asian subregion alone would need between
$1.7 trillion and $2.5 trillion to close its infrastructure gaps by 2020 (Andrés, Biller and Dappe, 2013).
The Asian Development Bank (ADB) has estimated that the region would need $800 billion per
year to close its infrastructure gaps by 2020 (ADB and ADBI, 2009). An ESCAP study conducted in
2006 similarly estimated that the total infrastructure investment requirement could be $608 billion
(ESCAP, 2006).

Recently, ESCAP further estimated that the cost of investment projects in selected areas of transport
exceeded $350 billion per year. This is due to large demand for investment in the transport sector
in terms of infrastructure and services, as well as for maintenance (see box 3.2) (ESCAP, 2013b).

Box 3.2. Transport financing requirements

Traditionally, domestic public resources have been the main source of funding, together with
external assistance received from donor countries or loans from international finance institutions,
which are particularly important for the poorer countries in the region. The World Bank and
ADB lending for transport projects in the Asia-Pacific region is about $7 billion per year.

While financing domestic infrastructure is challenging, funding regional projects is even more
difficult. Indeed, regional projects are by nature more complex than national ones as they require
greater coordination efforts. Furthermore, the prospective returns from regional projects will be
realized only if all parties complete their part of the work. The costs and impacts of regional projects
may also be unevenly distributed among the participants and introduce further complexities and
differing levels of commitment.

The Asian Highway and the Trans-Asian Railway networks are two key regional transport
infrastructures. Owing to inadequate investments, these networks operate below their potential.
For instance, although substantial efforts have been made to upgrade the Asian Highway network,
12,000 km of roads still do not meet minimum quality standards. Such poor road quality can
act as a deterrent for international transport due to the resulting high vehicle operating costs or
long journey times, thereby reducing the economic opportunities that could result from better
connectivity. Furthermore, in order to improve the efficiency of road transport operations and
cater to economic and trade growth, the road sections also need to be upgraded to meet Asian
Highway standards. Upgrading different classes of the Asian Highway network to higher quality
standards will need considerable investment, estimated at $36 billion.? Moreover, there are
currently an estimated 10,900 km of missing links in the Trans-Asian Railway network, or 9%
of the identified network.” These missing links prevent countries in the region from reaping the
full benefit of the increased use of rail for the international transport of goods. Constructing these
missing links is, however, costly (ESCAP has estimated that approximately $59 billion is necessary
for completing these missing links.)
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Box 3.2. (continued)

Recognizing the importance of regional transport connectivity, some countries in the ESCAP
region have provided financial assistance to other member countries to develop their portion
of the regional infrastructure. This intra-Asian cooperation has emerged as a growing source of
infrastructure financing and has been done mainly on a bilateral basis.© Developing dedicated
mechanisms for addressing critical regional infrastructure gaps may, however, be necessary to
ensure that sufficient funds are allocated to transport projects that could be beneficial for the
whole region.

@ Upgrading 12,000 km of below class III to class III standards would require $3.5 billion, strengthening pavement
of 31,500 km of class III roads to asphalt concrete (class II) without widening and geometrical improvements would

require $7 billion and upgrading 45,500 km (excluding roads mountainous and hilly terrain) of class II road to four-
lanes (class I) standards would require $25.5 billion.

b “Missing links” are defined as the absence of continuous rail infrastructure between the railway networks of
neighbouring countries or the absence of continuous railway infrastructure within one country, often due to local

geography.
€ ESCAP (2013c).

Another critical area here is the emergence of the cities in the region. Recent data suggest that
more than 56% of the population in the Asia-Pacific region is expected to live in urban areas by
2030.8 Infrastructure development has not kept pace with urbanization, and cities in the region are
facing serious infrastructure deficits, which require total investments of about $60 billion a year
(ADB, 2008). The economic cost of inadequate infrastructure is not only high, but is also beginning
to threaten the competitiveness and productivity of national economies and the region overall. For
example, current urban infrastructure deficit costs in India are about 4.3% of its GDP per year, and
a massive $1.2 trillion is needed as investment for current gaps, and to meet the requirements of
future urban populations (McKinsey & Company, 2011).

This raises an urgent need for cities to mobilize additional revenues in order to meet the challenges
emanating from unprecedented urbanization and to fill gaps in investment that threaten to
undermine the transition from a low- and middle-income status. Therefore, financing cities
infrastructure continues to be one of the key elements of financing strategies in the Asia-Pacific
region, and for the overall sustainable development financing strategies (see box 3.3).

6 ESCAP Online Statistical Database. Available from www.unescap.org/stat/data/statdb/DataExplorer.aspx (accessed on 4
June 2014).
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Box 3.3. Financing urban infrastructure in Asia and the Pacific

Urbanization in a major driver of the region’s growth — but massive urban infrastructure deficits are
undermining its competitiveness. Much of the region’s dynamic growth and the poverty reduction
that has resulted can be attributed to rapid urbanization.

The region’s cities may be economic heavyweights, but they are also fiscal lightweights. While
cities in Asia and the Pacific are the “engines of growth”, with urban areas contributing 80% of
GDP in the region in 2011, most of them are unable to raise the resources required to finance
the infrastructure they need. Cities, even megacities, are still overly dependent on national
and state/provincial government transfers. Despite decentralization, IMF data show that local
governments are less self-sufficient today than they were 15 years ago.? National Governments
have not transferred funds or enabled local jurisdictions access to finance to match service
delivery responsibilities. In addition, the ability of local governments to raise their own revenues
is extremely limited and cost recovery on service delivery is lacking. An additional obstacle is that
local governments have limited access to capital markets. This is especially the case for the region’s
secondary and medium-sized towns and cities — where the majority of urban growth is occurring.

Investment needs will increase as a result of climate change and environmental degradation. In
addition to the above challenges, a new set of funding requirements is looming as a result of the
need to respond to the environmental impacts of rapid development and to mitigate and adapt
to climate change. For example, it is estimated that Bangladesh will require an additional $2.67
billion up to 2050 to “climate-proof ” infrastructure in major towns.” It is important to note that
in any case the cost of adaptation is a fraction of the costs that countries would incur if no action is
taken. Yet, local governments have neither the mandate to fund, nor access to the funds needed, to
foster a sustainable economy or even to put in place the infrastructure that their cities need. This
is inclusive of investment in both “hard” and “soft” infrastructure, including the need to invest in
ecosystem integrity as adaptation to the projected impacts of climate change.

@ Gardenne and Singhal (2013).
b Dasgupta and others (2010).

C. Environmental sustainability

Greater attention must be dedicated to investment in mitigation and adaptation to climate change
to prevent the region’s cities from being overwhelmed by financial and other implications of
climate change and associated environmental impacts, including the quality of life of their citizens.

For environment-related investments in the Asia-Pacific region, the International Energy Agency
(IEA) estimated that investment of nearly $14.3 billion per year (from 2011 to 2030) would be
required to achieve universal energy access by 2030 for the Asia-Pacific region (IEA, 2011).” Similarly,
according to the World Bank, the costs for adaptation to climate change would amount to $25
billion annually from 2010 to 2030 (World Bank, 2010). Furthermore, Asia and the Pacific remains
the most disaster-prone region of the world, but efforts on disaster risk finance have had mixed
success (see box 3.4).

The region needs to invest between $11.7 trillion and $19.9 trillion until 2035 in order to modernize
its energy sector, including adaptation of new technologies and renewable forms of energy (ADB,
2013a). While the various estimates of the region’s financial needs are not additive, there is little
doubt that significant resources are needed for the region to develop in a sustainable way.

7 |EA estimated that average annualized additional investment would amount to $910 billion for mitigation through 2050,
while the World Bank estimated the amount to be about $100 billion for the same period.
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Box 3.4. Disaster risk financing — success amid much failure

While Asia and the Pacific remains the most disaster-prone region of the world, efforts on disaster
risk finance have had mixed success. The common approach has been for Governments to set aside
contingency funds for various emergencies, and calamity funds, especially for disasters. To avoid
moral hazard, such funds should only cover risks that cannot be absorbed by private insurance,
such as disaster-related damage affecting small farmers and the urban poor who are unable to
afford private insurance. However, due to the specific nature of co-variant risks related to disasters,
private sector insurance penetration is quite weak and uneven in developing countries in the
region. Other issues, such as adverse selection and moral hazard, continue to plague indemnity-
based insurance systems, and future climate risks appear to be contributing to increased insurance
losses and, in some cases, uninsurability. Two successful modalities of disaster-risk financing have
emerged in recent years that may warrant further analysis and broad-based application:

First, parametric insurance in which payouts are linked to an occurrence of a triggering event, such
as rainfall, temperature and snow indices, as opposed to traditional insurance in which payouts are
linked to actual damage (such as crop losses), has proven effective. Index-based livestock insurance
in Mongolia is a case in point.” In India, the Agriculture Insurance Company has successfully
launched an index insurance product in Haryana and Punjab states to cover wheat crops, using
earth observation satellite products as the basis for determining the triggering event. The Regional
Drought Mechanism of ESCAP provides satellite-based drought indexing, which can be used
for developing parametric insurance products. Many of the challenges faced by conventional
insurance systems are absent in the case of parametric insurance, which can be a cost-effective
alternative as seen in the above cases. Parametric insurance has proven ideal for low-frequency but
high-intensity losses, especially weather-related risks in agriculture.

Second, regional cooperation has been demonstrated to be effective, especially in risk pooling
among smaller developing countries. Many small economies do not have the capacity to absorb
financial losses caused by natural disasters, nor do their limited budgetary capacities enable them
to build up sufficient contingency reserves. Furthermore, they have limited access to catastrophe
insurance due to the limitations of risk pooling because of the small scale of business. In the South
Pacific, the average annual direct losses caused by natural disasters were estimated at $284 million,
and are expected to rise. The Pacific island countries have recently launched a regional insurance
pooling facilitcy — the Pacific Catastrophe Risk Assessment and Financing Initiative — with
support of the World Bank and the Secretariat of the Pacific Community. The pilot programme,
funded principally by the Government of Japan, has successfully put in place the catastrophe
insurance that covers cyclone and earthquake risks, including tsunami triggered by earthquakes.
Six Pacific island economies, namely the Cook Islands, Marshall Islands, Samoa, Solomon Islands,
Tonga and Vanuatu, are participating in the programme. The coverage is expected to be $45
million in the first phase. The financial analysis carried out showed that a regional risk pooling
mechanism would generate savings of up to 50% compared with individual risk-transfer solutions.

3 ESCAP (2013a).
® Mahul and Skees (2008).
€ IFAD and WEP (2010)'

It should be noted that closing infrastructure gaps, providing energy access, and climate adaptation
and mitigation projects have significant potential for spurring higher levels of economic growth,
creating jobs and raising incomes for those in the lower income deciles, as well as generating
savings which could further finance sustainable development investments.







Domestic public finance

Mobilizing domestic resources to increase financing for development is a key pillar of the
development agenda beyond 2015. An important component of this will be for Governments
to raise the resources required to invest in sustainable development. Governments have several
options to unlock the fiscal space for such spending. They can, for example, increase their
borrowing, either domestically or from abroad. They can also expand fiscal space by making
existing public expenditure more efficient and/or by reprioritizing public expenditure to make it
more development-oriented. Countries can also mobilize domestic resources by strengthening
tax and non-tax revenues. More importantly, domestic public finance is one of the critical elements
to provide public goods and promote inclusive growth, while counter-cyclical fiscal policies can
support macroeconomic stability.

There is significant potential for increasing tax revenues in the Asia-Pacific region (ESCAP, 2013d).
The collection of tax revenues in the developing countries of Asia and the Pacific is low, not only
compared with developed regions or countries, such as the European Union or the United States of
America, but also compared with other developing regions. In 2011, the average tax-to-GDP ratio
in Asia and the Pacific was only 14.8% of GDP for central Government revenues, compared with
17.19% of GDP in Latin America and the Caribbean and 16.3% in sub-Saharan Africa. In the same
year, the average tax revenue of the general Government was 16.9% of the GDP for the region’s
developing economies, compared with 24.2% for its developed economies. As shown in figure 4.1,
only seven countries, four of which are resource-rich, collected tax revenues of more than 20% of
GDP - and some had tax-to-GDP ratios in the single digits. This is problematic in the light of the
positive relationship between tax collection and development.

There are several reasons why tax-to-GDP ratios are low in the region. First, personal income taxes
schemes are still at an early stage of development. One reason is that a large proportion of the
labour force is employed in the informal sector or in agriculture, which are not susceptible to
income taxes. Moreover, in many countries, wealthier individuals avoid or evade tax payment. In
Bangladesh, for example, only about 1% of the population pays income tax; in India the proportion
is only 3%. In Pakistan less than 1% of the population filed an income tax return in 2011,

An important element to increase tax-to-GDP ratios is to tax capital gains more effectively, which
is currently rarely done. This may arise from the difficulty in valuing capital gains, but is more likely
due to the potential negative impact on competitiveness vis-a-vis countries that do not have such
a tax. However, mechanisms for taxing capital gains in securities or property have been developed
by some countries and could be more widely implemented. For instance, investment income is
taxed at a flat withholding rate of 20% in China. One possibility would be to introduce dual income
tax systems that not only impose increasing marginal rates on income but also taxes income
on labour and capital separately. Doing so would enable greater flexibility to address global tax
competition in order to attract capital. However, in most developing countries, tax systems do not
treat labour and capital income separately. Clearly, the complexity of dual tax systems raises many

29



Financing for transformation: from agenda to action on sustainable development in Asia and the Pacific

challenges, including separation of labour and capital incomes. Further work is, therefore, needed
on the suitability of such a system for developing countries and how to overcome difficulties in its
implementation.

Figure 4.1. Tax-to-GDP ratios in selected Asia-Pacific economies, 2011
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Source: IMF, Government Finance Statistics (GFS). Available from www.imf.org/external/data.htm.

Notes: Data from Armenia, Australia, China, India, the Islamic Republic of Iran, Kazakhstan, Mongolia, New Zealand, the
Republic of Korea, the Russian Federation, Thailand, and Turkey pertain to general government tax revenues, for other
countries data are for central Government tax revenues.

Second, many countries have shifted from taxation of trade to taxation on goods and services by
introducing and expanding value added taxes (VAT ) or general sales taxes (GST ). Between 1990
and 2014, VAT or GST revenue rose from less than a fifth of indirect tax revenue to about one half.
Despite raising significant amounts of revenue, collection efficiency of VAT/GST is quite low in
many countries, indicating tax exemptions and difficulties in implementation of the tax. ESCAP
estimates that in China, collection efficiency is less than 50%. In Bangladesh, India, Malaysia and
Pakistan, collection efficiency is less than 40%. In Indonesia, estimates of VAT “gaps” have been put
at 50-60% (ESCAP, 2014a). Indeed, the additional revenue from these taxes has often been unable
to offset declines in trade tax revenue, a problem that IMF staff has seen in other least developed
countries and middle-income countries (Baunsgaard and Keen, 2004). Also, a concern with VAT/
GST is equity; as the poor spend a larger percentage of their income on consumption, these taxes



have a relatively greater impact on the poor than on the rich.! Another concern is that the informal
sector largely escapes the VAT net, discouraging businesses from making the transition to formal
activities.

Third, in many Asia-Pacific countries, a large part of tax revenue is also eroded by exemptions
and concessions as countries aim to promote investment and, in particular, attract foreign direct
investment (FDI). These exemptions include policies, such as tax holidays, reduced corporate
income tax rates, investment tax allowances and partial profit exemptions to reduce the cost of
capital.

In South-East Asia, for instance, these tax policies have been pursued extensively to encourage
investment and to promote exports, research and development and skills training. In countries
such as Indonesia, the Republic of Korea, Pakistan, Sri Lanka and Thailand, small companies are
taxed at substantially lower rates. Some of those countries also offer preferential tax treatment for
a whole sector — in Sri Lanka for tourism, construction and insurance, and in Pakistan for power
generation. Losses of revenue due to lower corporate income tax rates effectively being applied
than the relevant statutory rate are equivalent to 0.5% of GDP in Georgia and 0.6% of GDP in the
Philippines and Tajikistan.

Corporate tax concessions are worthwhile if they lead to higher investment, especially in
employment-intensive sectors. It may be useful to offer special incentives to foreign investors if
they can offer technological or other forms of expertise not available in the country. However,
preferential tax treatment for foreign investors distorts competition by putting local companies at
a disadvantage; therefore, careful cost-benefit analyses are needed to evaluate the usefulness of
such tax policies.

Realizing their tax potential fully could raise more than $440 billion in tax revenues in 17 countries in
the region, of which $306 billion would be raised in developing countries. ESCAP research indicates
that Governments in the region have great potential to strengthen tax revenues as a major source
of domestic resources for financing sustainable development. Most economies in the region are
currently collecting tax revenues below their potential. In several economies the tax potential is
quite sizeable,amounting to several percentage points of GDP. In Afghanistan, Bangladesh, Bhutan,
the Islamic Republic of Iran, Maldives and Singapore the tax potential is equivalent to between
5% and 7% of GDP. In Hong Kong, China, the tax potential exceeds 12% of GDP (see table 4.1). If
economies were to tap this potential, tax revenues would increase by 70% or more in several of
them.

It has to be further recognized that some countries of the region are exploring innovative financing.
For example, payments for ecosystem services are increasingly being explored in the region to
create incentives for their sustainable use and conservation of natural resources. These have had a
measurable impact on poverty rates and forest loss, for example in Viet Nam (Xuan and Santiago,
2010). Policymakers are discussing other innovative and emerging sources of resource mobilization
from both domestic (see box 4.1) and external sources that will decisively create momentum for
sustained economic growth.?

1 Itis possible to offset these effects to some extent by zero-rating or exempting certain goods and services. Indeed most
countries have exemptions and lower rates for certain items such as food. However, the benefits of doing so must be
weighed against increases in administrative costs.

2 See Communiqué Meeting of Finance Ministers and Central Bank Governors Sydney, 22-23 February 2014. Available from
www.g20.0rg.
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Table 4.1. Estimated tax potential in selected Asia-Pacific economies

Countries/areas Tax-to-GDP ratio Tax Tax gap in million
(in % of GDP) gap United
Actual Potential States dollars
Afghanistan 2011 8.8 15.0 6.2 1,268
Azerbaijan 2012 12.9 15.1 2.1 1,425
Bangladesh 2013 10.5 18.0 7.5 8,774
Bhutan 2009 9.2 16.0 6.7 120
Cambodia 2011 10.0 13.0 30 427
China 2012 194 212 1.8 150,153
Hong Kong, China 2011 14.2 26.7 12.5 32,928
Indonesia 2012 11.9 16.6 47 41,041
Iran (Islamic Republic of) 2013 58 13.1 7.2 40,013
Japan 2012 17.0 19.3 2.2 133,375
Malaysia 2012 16.1 17.4 1.3 3,881
Maldives 2010 10.7 16.5 58 129
Nepal 2013 15.2 16.1 09 163
Pakistan 2012 10.3 12.1 1.8 4,037
Philippines 2012 129 143 1.5 3,668
Singapore 2011 13.8 20.7 6.9 19,151
Thailand 2011 18.8 19.0 0.2 622

Source: ESCAP (2014a).

Notes: The tax gap in column 5 is calculated by taking the difference between the estimated tax potential and the actual
tax-to-GDP ratio for a given country/area in the year with the most recent data (listed in column 2). Only countries/areas
with a positive tax gap are listed in this table.

Increasing the collection of tax revenues is important towards ensuring that adequate financial
resources are allocated for the social sector in areas such as health, education, gender equality,
water and sanitation. In particular, the government tax revenues are an essential element in
ensuring that financing social sector development, including gender equality and empowerment,
is carried out by the States, in order to support building effective public services and to enable
access to economic resources.’?

Box 4.1. Innovative taxes for sustainable development in India

To fund the Sarva Siksha Abhiyan (education for all campaign), India started levying a 2%
surcharge on income tax payable by any assessment, as education cess in India. This “tax on tax”,
which is called education cess in India, has been used to fund universal access to good-quality
basic education.

Similarly, the Central Road Fund was established by an Act of the Indian Parliament passed in
2000 in order to fund the development and maintenance of national highways, state highways
and rural roads and for provision of roads over bridges and under bridges, and other safety
features at unmanned railway crossings. The Fund is mobilized with a levy of a cess of Rs2 ($.03)
per litre imposed on petrol and high-speed diesel oil.

3 For further analysis on this issue of social sector, see ESCAP/SDD, “see Financing the Social Sector: Regional Challenges
and Opportunities”, MPDD Working Paper WP/15/06 (Bangkok, ESCAP, 2015). Available from www.unescao.org/ourwork/
macroeconomic-policy-development/financing-development.
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Furthermore, at the cities and/or subnational level, local governments derive revenue often
from land/property taxes, but there are several limitations to make use of this tax revenue for
investments in growth and development. However, in many countries, there is a lack adequate
technical capacity, sectoral financing mechanisms and skills support for officials and personnel. An
adequate increase in tax revenues from federal and local sources could enable Governments to
adopt creative measures to ensure the service delivery, as appropriate.

Rationalization of public expenditure and more effective allocation and management could free
up significant resources for development. Governments could significantly scale up resources by
improving the expenditure management of their budgets. For instance, they could curb non-
developmental expenditures, including defence expenditures, which for some countries in the
region rank among the highest in the world. In 2013, the defence budget of the 10 highest ranked
spenders globally reached $1.1 trillion. Of this, half of the countries were located in the Asia-Pacific
region, accounting for 30%, equivalent to $342 billion, of this expenditure.*

In some countries, including Bangladesh, China, Georgia, India, Pakistan, the Republic of Korea, the
Russian Federation and Singapore, defence accounts for more than10% of total public expenditure.
In fact, defence expenditure is often greater than the allocation to health and education combined.
Clearly, countries could find ways to reduce such expenditure on non-development areas. This
also includes other non-defence expenditure. For example, in the Pacific economies, the public
sector is a major employer. In several countries in the subregion, this leads to more than half of
public expenditure being spent on salaries and wages. Capital expenditure and development-
oriented expenditure is limited as a result. The underpinning reason is capacity constraints and
weak institutions, which cause poor implementation, as well as reduced the potential for better
planning, budgeting and execution over the medium term.

Significant resources are spent on subsidies. In South-East Asia alone, energy subsidies amounted
to $51 billion in 2012. Such subsidies present a drain on resources. In Uzbekistan and the Islamic
Republic of Iran, for instance, energy subsidies in 2011 exceeded 50% of government revenue;
in Turkmenistan they exceeded government revenues by more than a fifth (IMF, 2013). In some
countries, including Bangladesh, Kyrgyzstan and Pakistan, energy subsidies consumed between
a quarter and half of total government revenues, which often most benefit the wealthiest in
society and are also environmentally harmful.> Subsidies on fuel alone reached nearly 2% of GDP
in the fiscal year 2011/12 in India; in 2011, energy subsidies exceeded 3% of GDP in Bangladesh,
Brunei Darussalam, Indonesia and Pakistan and exceeded 5% of GDP in Kyrgyzstan, Turkmenistan
and Uzbekistan.® Rationalizing subsidies is, therefore, a key reform to raise public resources for
productive development investment in the region.

Removing or reducing subsidies is politically challenging; in many countries the removal of fuel and
energy subsidies has sparked protests. Yet, doing so would make significant resources available for
financing sustainable development. According to ESCAP estimates, savings from these subsidies
would be sufficient to finance a comprehensive policy package comprising income security for
the entire elderly population and all persons living with disabilities, as well as providing universal
access to health and education in India and Bangladesh. In Pakistan and Indonesia, energy subsidies
would, in addition, be sufficient to finance employment for everyone for 100 days per year, at a
wage equivalent to the national poverty threshold (DESA, 2015).

4 The highest ranking country, the United States, accounted for 52%.

5 The subsidy refers to the pre-tax subsidy for petroleum products, electricity, natural gas and coal, i.e. if the price paid by firms
and households is below supply and distribution costs.

6 IMF data.
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Public resources for development could be raised by curbing illicit financial flows, including those
related to tax evasion and avoidance. The Asia-Pacific region accounts for more than 60% of the
estimated $5.9 trillion that flowed out of developing countries illicitly or illegally between 2001 and
2010 to evade or avoid taxation (Kar and Freitas, 2012). Of the 10 countries with the largest illicit
capital flows, six are in the Asia-Pacific region; of all least developed countries, illicit outflows from
Bangladesh are the largest, reaching $35 billion between 1990 and 2008 (Kar, 2011).

One mechanism for avoiding tax payments is by mispricing trade by overstating the value of imports
or understating the value of exports. In doing so, profits can be transferred from one country to
another, generally from high- to low-tax regimes. Estimates of such mispricing into the European
Union and the United States between 2005 and 2007 include $577 million for Pakistan, $350 million
for Bangladesh and $475 million for Viet Nam (Christian Aid, 2009).

Similarly, multinational corporations can price transactions between subsidiaries in different
countries to divert profits to low-tax countries and thereby minimize their tax liabilities. It is,
therefore, necessary to develop mechanisms for proper apportionment of costs between the
domestic and foreign operations of firms operating within countries so that there is no loss of tax
revenues, especially in the presence of treaties for avoidance of double taxation. Already, about 20
Asian countries have adopted transfer-pricing rules in their tax laws, mostly based on Organisation
for Economic Co-operation and Development (OECD) lines. For instance, Indian legislation
prescribes five methods to compute the “arm’s length price”. In that regard, countries may also
wish to consider some degree of harmonization of taxation of profits of multinational companies.

Policy options

To boost tax revenues, especially in countries with significant untapped tax potential, the
Governments of the Asia-Pacific region could do the following: raise value added taxes and capital
gains; harmonize income tax rates; tackle tax evasion and make tax administrations more efficient;
broaden the tax base; and rationalize tax rates to minimize welfare losses. One objective would
be to rationalize very high rates, which lead to disproportionate welfare losses and increase the
incentive for tax evasion. Similarly, high tariffs may encourage smuggling, illicit trade and under
invoicing of imports, and also address the issues of transfer pricing.”

Therefore, some of the policy options to explore are the following:

+ Income tax. While a progressive tax system that places more of the tax burden on upper-
income households s in place in most countries in the region, greater efforts are needed to
broaden tax bases. Moreover, a framework for developing a fair tax system that promotes
both growth and equitable distribution of income is needed.

+ Value added taxes (VAT ). Part of the framework will entail increasing the collection
efficiency of sales taxes and VAT, and tackling non-compliance and evasion of VAT
payments, which are important issues in several countries. Here too, the base for VAT
receipts can be strengthened by extending its coverage to a wider range of sectors,
including finance and services, which are currently often exempt. However, in that regard,
equity and jurisdictional issues between national and subnational levels of government
need to be addressed.

+ Rationalization of tax rates. Clearly, a high degree of informality in labour markets is a
contributing factor to low tax coverage. However, tax avoidance of the wealthy is often
a more relevant and pressing concern. To address this, rationalizing tax rates to provide
greater incentives for tax compliance could be considered. In addition, countries could
review the progressivity of their tax codes, in particular the taxation of capital income and
inheritance and wealth taxes.

7 Forexample,in 2010, illicit financial flows from developing countries were estimated to be in the range of $850 billion to $1.1
trillion as reported in DESA (2014b).



Capital gains. In many countries, more efforts are needed to tax capital gains effectively.
Some countries have in place mechanisms for taxing capital gains in securities or property,
however, there is scope to implement such mechanisms more widely throughout the
region. Regional cooperation can play an important role in mobilizing domestic resources,
particularly in terms of avoiding tax competition.

National tax policies. Countries need to increase anti-laundering efforts and should
address base erosion and profit shifting by multinational corporations. Evidence shows
that low tax rates do not necessarily imply that countries will grow more rapidly. While
tax concessions and exemptions to attract investment are a common practice in the
region, particularly in some less-developed countries, this is the exception. Exemptions
and concessions are generally used to attract FDI. However, they often perpetuate tax
competition between countries, which ultimately deprives them of urgently needed
revenues and unduly results in a “race-to-the-bottom”.

Tax evasion. Tackling tax evasion is critical for leveraging more domestic resources for
sustainable finance. One way to address tax evasion may be by deducting more taxes at
the source through withholding or advance taxes. The introduction of minimum taxes on
companies and associations of persons is a popular instrument for tackling tax evasion.
Additional measures require greater regional cooperation to deal with tax havens and to
tackle transfer pricing by multinational corporations.

Tax policies for natural resources. Many countries in the region have significant natural
resources. Fishing license fees, for instance, are an important source of revenue for several
smallisland developing economies. Managing the tax and non-tax revenues from these
natural resources poses additional challenges. For one, countries face a trade-off between
raising higher levels of revenue rapidly by increasing rates of natural resource extraction,
and managing their resources more sustainably by reducing rates of extraction, yet
securing longer-term revenues. Inaddition, natural resource-rich economies often have
significant tax leakage due to profit shifting and tax erosion; this can have a significant
impact on revenues. Addressing this requires a concerted regional effort. More steps,
therefore, need to be taken to tackle this issue.

Make existing expenditure more effective and development oriented. An important
component of making more domestic public resources available for financing sustainable
development is to rationalize public expenditure to make it more effective. This entails
reprioritizing existing expenditure towards development, and making it more effective, for
instance, by reducing subsidies. Reducing poorly targeted subsidies, especially those on
energy, can contribute significantly to making more resources available. Not only are such
subsidies often regressive, they can also make budgets vulnerable to global economic
activity, particularly if they are price-based.

Financing of city. The rapid growth of urbanization in the region is creating additional
needs for stepping up public infrastructure investment, and to formulate fiscal
strategies. Domestic resource mobilization and national budgets are critical for financing
development projects at the national and city levels. In particular, there is a clear need
for mainstreaming national policies and sustainable development financing into national
budgets. This will provide a comprehensive guideline for developing systems that create
an enabling environment for innovation and adaptation of financing options, which can
be based on subnational circumstances.

Asia-Pacific tax forum. Countries may consider creating an Asia-Pacific tax forum to
enhance regional cooperation to tackle tax evasion and tax avoidance, particularly with
regard to transnational corporations, and to prevent illicit fund transfers.
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Domestic and international
private financing

The private sector has been playing a pivotal role in making possible the economic growth
dynamism of the Asia-Pacific region; it can even contribute towards achieving sustainable
development. However, investment from the private sector face several constraints, which the
Governments need to address in order to improve the enabling domestic policy environment
and the overall allocative efficiency and productivity of the public sector. In this context, private
businesses have benefited a great deal in recent years from better access to regional value chains.

This chapter highlights the need to exploit the potential of the private sector to facilitate the
channelling of savings towards investment in sustainable development. The private sector can
increase investments in such areas as sustainable infrastructure, climate-resilient agriculture,
innovation, and SMEs access to finance.

It is generally viewed that capital markets have an important role to play in the intermediation
of funds from savers to investors. Banks have traditionally been a main source of finance for
investments in developing and emerging markets, with bond and equity markets serving as
important complementary roles.! The view that a vibrant financial sector has a positive effect on
economic growth and development has long been understood (Das and Basu, 2015). This chapter
presents ways in which capital markets can mobilize resources towards infrastructure and social and
environmental development. The chapter also considers the fact that the development of capital
markets can be restricted due to small country size, as is the case of the Pacific island developing
economies and some of the region’s least development countries.

The ultimate objective of policies that broaden and deepen capital markets is to mobilize
greater volumes and longer-term finance for sustainable investment. There is a useful distinction
between efficiency on the one hand and “financial deepening” on the other hand. For sustainable
developmentfinance to be effective, resources must be channelled to the real sectorand productive
investments. This enables greater volumes of socially productive investment in new economic
activities and social infrastructure. This process results in a virtuous circle that allows for higher
levels of economic activity and ultimately a greater proportion of income saved, which can, in turn,
help to spur further investment. Financial deepening entails increasing the volume and variety of
financial transactions. It can go hand-in-hand with increased socially productive investment and
can occur even when savings are not increasing. The role of the financial system is to intermediate
between surplus and deficit units of an economy. Normally, Government and the corporate sector
are the deficit units and households both invest and save.

For example, Malaysia has made a lot progress in developing its capital markets, which currently
provide 40% of the financing available, as well as more options for savers. To achieve this

1 For further analysis on this issue of capital market development and emergence of institutional investors, see Hans Genberg,
"Capital Market Development and Emergence of Institutional Investors in the Asia-Pacific Region”, MPDD Working Paper
WP/15/03 (Bangkok, ESCAP, 2015). Available from www.unescao.org/ourwork/macroeconomic-policy-development/
financing-development.
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development, Malaysia has implemented two capital market development plans. The first one
(2001-2010) focused on basic infrastructure, such as regulations and payments systems and the
second plan (2011-2020) is focusing on improving the governance of financial institutions and
investor protection, with Government playing a facilitating role. The Malaysian financial markets are
rather open, implying that the availability of funding does not depend only on the domestic market.
In addition, Islamic bonds have become very important instrument for infrastructure financing.

Asia and the Pacific has large pool of savings which has yet to be deployed for development
purposes. As noted in box 5.1, the region’s combined assets of high net worth individuals and mass
affluent stood at $33.2 trillion in 2012 and is expected to increase to $65.9 trillion by 2020.

Box 5.1 Assets of high net worth individuals and mass affluent in Asia and the Pacific

The Asia-Pacific region is characterized by high levels of savings. According to Price water
house Coopers (PwC), the region’s high net worth individuals had $12.7 trillion in assets in
2012, while the region’s mass affluent had $20.5 trillion in assets.? PwC estimates that these
values will increase, respectively, to $43.3 trillion and $22.6 trillion by 2020.° These large and
growing savings can provide financing for the region’s sustainable development. However, the
development of capital markets in the region has not kept pace with its rapid economic growth,
and, as a result, substantial amounts of the region’s savings are held in other parts of the world.

 High net worth individuals own $1 million or more in assets; mass affluent individuals own
between $100,000 and $1 million in assets.

b PwC (2014).

Commercial banks have traditionally played a major role in the financial markets of Asia and the
Pacific. However, funding long-term developmental projects through banks is subject to maturity
risks because of the short-term nature of banks' assets. To reduce these risks, the region needs to
develop its capital markets, which can match more effectively investors and savers with different
time horizons and risk profiles. The development of capital markets requires specialized institutions
and regulatory frameworks.

The importance of capital market development as part of a strategy to mobilize domestic resources
for development was recognized by the drafters of the 2002 Monterrey Consensus on Financing
for Development and its follow-up 2008 Doha Declaration. We recognize the need to strengthen
and develop the domestic financial sector, by encouraging the orderly development of capital
markets through sound banking systems and other institutional arrangements aimed at addressing
development financing needs, including the insurance sector and debt and equity markets, that
encourage and channel savings and foster productive investments (United Nations, 2002).

A.1. Equity markets

Although the share of equity markets as a proportion of total financial sector assets is small in Asia
and the Pacific, the key stock markets have expanded impressively in recent years. As a result, the
region’s share in world market capitalization stands at 31%, of which the stock markets of Tokyo,
Hong Kong and Shanghai account for more than 50%. In addition, there are other dynamic markets
in the region that have strong potential for cross border listing.

Stock market capitalization in Asia and the Pacific was close to $15 trillion, well over the value of
Eastern Europe, Middle East and Africa (EMEA) markets combined. In total, almost 20,000 companies
were listed in the region's stock markets by the end of 2012 — well above comparative figures



for other continents. Stock markets in Asia and the Pacific, however, vary significantly in terms of
market capitalization, ranging from 144% of GDP in Malaysia to 0.3% of GDP in Armenia. In smaller
economies, the breadth and depth of the markets are often quite limited because of lack of liquidity,
low level of corporate listings and weak regulatory frameworks and corporate governance.

Several smaller countries in the region have developed their equity markets. Papua New Guinea
has had an equity market since 1989, which has been used by State-owned enterprises to fund
infrastructure investments. The stock exchange in Bhutan opened in 1993 and currently has 21
listed companies. Lao People’s Democratic Republic established a stock market in 2010 and has
three listed companies. The country is currently bringing the market's regulatory framework to
international standards. The Cambodian stock market, which opened in 2012, is at an early stage
of development. Although transactions are in the domestic currency, the riel, because of the
high degree of dollarization of the Cambodian economy settlement can be done in US dollars.
The volume of transaction in the stock exchange is small, with its greatest challenge being to
encourage local companies to be listed.

For large and emerging economies, equity markets are important sources of corporate financing,
not only domestically but also internationally, as large corporations are increasingly listing in
international stock exchanges. As a result, the equity markets of the region have witnessed growth
in terms of size and cross-border investment activity. These markets are quite vibrant and offer
high returns that encourage speculative trading and attract short-term excessive and volatile
capital inflows. These inflows destabilize equity markets if they are suddenly reversed. In addition,
in some equity markets, the pricing of stock issues may not truly reflect economic and corporate
fundamentals, exacerbating the potential for market price volatility.

The region’s stock markets have also become more integrated with international markets, and
some of them are benefiting from foreign investments and cross listings. The level of development
of the stock markets in the region is diverse, with a number of them serving as an important source
of corporate funding, others can be developed further and for some, the full potential of equity
markets remains to be exploited. For that purpose, countries in the region have scope for pursuing
reforms to address a range of constraints holding back the growth of equity markets, including
weaknesses in the legal, regulatory and governance frameworks.

A.2. Bond markets

Over time, the Asia-Pacific financial markets have become more diversified. In particular, local
currency bond markets expanded a lot over the last decade, mostly for government bonds, with
their amounts outstanding now exceeding those of foreign currency bonds. As noted previously,
banks continue to dominate financial intermediation in stock and bonds, as domestic institutional
investors lacks ophistication in this area. The latter could provide much needed long-term financing
in the light of their long-term liabilities.

The development of local currency (LCY) bond markets in the region received a boost after
the Asian financial crisis of 1997-1998 (Lim and Lim, 2012). The rationale for supporting the
development of such markets was to reduce the extent of currency mismatches, which prior to
the crisis were associated with banks borrowing overseas in US dollars and lending domestically
in domestic currency. After 1997, domestic bond markets developed spectacularly in some Asia-
Pacific developing countries (Seok and Kim, 2014).

The value of domestic bonds outstanding in: China; Hong Kong, China; Indonesia; Malaysia; the
Philippines; the Republic of Korea; Singapore; and 