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Executive Summary

Growth in developing East Asia and Pacific (EAP) remains above the global average but is likely to slow down

Sfrom 5.0 percent in 2025 to 4.2 percent in 2026 and 4.4 percent in 2027. Underlying the regional trend is
Chinas continued deceleration and the negative growth effect on the rest of the region of higher energy prices.
In China, growth is projected to decline from 5.0 percent in 2025 to 4.2 percent in 2026 and to 4.3 percent in
2027, as domestic demand remains subdued, the difficulties in the property sector persist, and external demand
weakens. Growth in the rest of the region is projected to slow from 4.9 percent in 2025 to 4.1 percent in 2026
as the region copes with the oil price shock, and to rebound to 5.0 percent in 2027 as geopolitical tensions ease
and uncertainty diminishes. Pacific Island Countries are expected to grow at about 2.8 percent in 2026 and
3.0 percent in 2027, with the increase in oil prices imposing a cost in the near term.

Private consumption continues to support growth
across the region, but consumer confidence remains
weak. Exports of artificial intelligence (AI)-related
electronics were a bright spot in 2025, with ship-
ments surging across Malaysia, the Philippines,
Thailand, and Viet Nam, but exports of other
products grew more slowly. Private investment as
a share of GDP remains below pre-pandemic lev-
els across most of the region, amid elevated policy
uncertainty and recent shocks.

Three external factors are shaping the regional
outlook.

o First, the conflict in the Middle East has trig-
gered sharp energy price increases—natural
gas indices are up 90 percent, and oil is up
30 percent in the immediate aftermath—
which directly hurt net energy importers such
as Thailand and Pacific Island Countries,
where oil imports represent 5 to 13 percent
of GDP. A 30 percent (US$20) increase in
crude oil prices would raise inflation by 0.62
and 0.67 percentage points in the Philippines
and Thailand after 6 months. Economic activ-
ity is also likely to suffer from tighter financ-
ing conditions and reduced remittances from
Gulf-based workers. Hitherto resilient global
growth may also suffer, especially if the con-
flict continues or escalates, leading to indirect
effects on the region—a 1 percentage point
reduction in G-7 growth can reduce devel-
oping EAP output by around 0.6 percentage
points.

e Second, tariffs on exports to the United States
remain above 2024 levels despite the recent US
Supreme Court ruling, which reduced tariffs
but also led to a narrowing of the tariff advan-
tage of EAP countries relative to China. At the
same time, US trade policies are contribut-
ing to elevated economic policy uncertainty,
which inhibits investment and induces a shift
toward short-term and informal employment.

e Third, the A/ boom is spurring investment
globally and reshaping technology supply
chains. Malaysia and Viet Nam are emerg-
ing as major exporters of Al-related products,
with these exports accounting for one-third of
their GDP in 2025. Data center investment
is also accelerating across the EAP region. In
the near term, Al could lead to higher produc-
tivity growth, but diffusion in EAP remains
limited because of gaps in connectivity, skills,
and startup ecosystems. Only 13 percent to
17 percent of multinational subsidiaries in
China and Thailand currently use Al, com-
pared to 37 percent in the United States.

Sustaining longer-term growth in EAP will depend
on reversing a structural productivity slowdown.
In the past two decades, growth has been driven by
capital accumulation even as improvements in pro-
ductivity have declined; workers are leaving low-
productivity agriculture, not for high-productivity
manufacturing but for low-productivity services;
and frontier firms in the region are falling fur-
ther behind the global frontier in productivity
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and innovation—particularly in digital-intensive
sectors.

Industrial policy is increasingly viewed by policy
makers as a tool to counter these adverse effects.
We take a broad view of industrial policy as rem-
edying inadequacies in foundational public goods,
like infrastructure, human capital, and institu-
tions; addressing policy failures, such as regulatory
barriers to entry and competition, that constrain
the reallocation of resources toward more produc-
tive activities and dampen incentives for firms,
thus slowing growth and the creation of better
jobs; and addressing market failures, such as asym-
metric information that limits access to credit,
inadequate coordination between linked sectors,
or limited investment by firms in R&D and train-
ing (since the benefits may accrue to other firms),
all of which inhibit desirable economic activity in
specific sectors. This special focus delves briefly
into the first two pillars and then explores in some
depth the third pillar drawing on original research.

Basic human capital, infrastructure, and institu-
tions. The structural transformation and economic
dynamism in China, Malaysia, Thailand and, more
recently, Viet Nam are largely attributable to the
state’s role in ensuring adequate foundational pub-
lic goods. But progress has been uneven and gaps
limit further progress. For example, Indonesia, the
Philippines and even Malaysia still have many chil-
dren who lack basic literacy and numeracy, while
Viet Nam’s remarkable school education coex-
ists with weak tertiary education. Rapid progress
on basic infrastructure in China, Malaysia, and
Thailand contrasts with big gaps in Indonesia and
the Philippines, despite significant improvements.
Institutions of macroeconomic management are
generally robust; sectoral ministries and regulators
less so. Though priorities differ, returns on further
investment in these fundamental public goods far
exceed costs in most countries.

Policy distortions in services, non-tariff barriers.
Pervasive restrictions on trade and investment in
many EAP countries limit growth potential. For
example, Indonesia’s marginalization from global
value chains in manufacturing can in part be
attributed to the non-tariff barriers that make it

hard for exporters to import. The benefits of even
partial liberalization are evident in China, Viet
Nam, and, more recently, the Philippines. In Viet
Nam, the liberalization of telecommunications,
finance, and other services on the altar of WTO
accession produced significant productivity gains
not just in these sectors but also in the manufac-
turing sectors that use these services. Advancing
services reform may well be the most effective and
efficient industrial policy.

Targeted interventions can complement—but
not substitute for—the enabling framework cre-
ated by addressing the first two pillars described
above. Targeted support, in the form of subsidies,
tax exemptions, trade measures, etc., is rising glob-
ally and in the EAP region. Export promotion and
direct transfers to firms are positively correlated
with productivity in the G-20 economies, but
not in other emerging economies, suggesting that
stronger institutions are a precondition for suc-
cessful intervention. Furthermore, in both types
of countries, subsidized loans can affect input
choices—leading firms to substitute machines for
workers.

Targeted policy needs to be not just effective but
also efficient. Recent research shows an inter-
esting contrast between the Republic of Koreas
promotion of heavy manufacturing industries
in the 1970s, which has been found to be both
effective and efficient, and the more recent case of
China’s interventions in the shipbuilding sector,
which have been found to be highly effective, but
mostly inefficient (i.e., costs of providing support
exceeded their benefits).

The Al value chain illustrates how the three pillars
of industrial policy can work in tandem. While
several countries are introducing financial and
energy incentives to attract data centers, infra-
structure quality and administrative efficiency
can remain binding constraints. Much can be
learned from the Republic of Korea’s remarkable
progress in semiconductors. In the first stage, the
state attracted foreign capital and technology by
offering a workforce with sound basic education
and reasonable infrastructure, as well as legal cer-
tainty and tax exemptions. In the second stage,



greater engagement by domestic firms was facili-
tated by offering cheap finance. And in the third
stage, domestic innovation was encouraged by the
state through support for R&D and coordination
between dominant firms.

While domestic firms in Malaysia and Thailand
have succeeded in participating in global value
chains in semiconductors, the sector remains dom-
inated by foreign firms in Viet Nam. Very few
Southeast Asian firms have succeeded in emulating
Korean firms in innovative activity. In this respect,
the innovative activity of China’s firms stands out.
Here, state support has helped. For example, pub-
lic procurement contracts with access to govern-
ment data led to Chinese Al firms developing new
commercial software.

The overarching policy message is ideally to prior-
itize foundations and address policy failures before
considering targeted interventions. In fact, the
effectiveness of the third pillar is likely to depend
on the implementation of the first two. The success

of new export promotion policies in Korea, for
instance, hinged crucially on prior policy reform
and the quality of public institutions as reflected
in the technical and managerial capacity of bureau-
crats. Since economywide improvements in the first
two pillars may be hard to accomplish in the near
term, countries have initially created special eco-
nomic zones (SEZs). These zones are demarcated
areas within a country that typically offer investors
better infrastructure, a streamlined regulatory and
administrative regime, and a favorable fiscal regime.
Where successful, as in the East coast of China,
SEZs have become growth poles whose scope and
development impact gradually expanded.

Targeted support can facilitate investment but cre-
ates fiscal and rent-seeking risks. It must therefore
include sunset clauses, transparent reporting, and
strict performance benchmarks. Policy makers
should prioritize instruments that closely target
market failures, ensuring support that fosters com-
petition and local spillovers rather than serving to
entrench incumbents.
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OVERVIEW

Overview

. Recent developments
and outlook
Projected growth

Growth in developing East Asia and Pacific (EAP)
remains above the global average but is likely to slow
down from 5.0 percent in 2025 to 4.2 percent in
2026 and to 4.4 percent in 2027. Underlying the
regional trend is China’s continued deceleration and
the negative growth effect of higher energy prices on
the rest of the region, which relies significantly on
oil imports from the Middle East. In China, growth
is projected to decline from 5.0 percent to 4.2 per-
cent in 2026 and to 4.3 percent in 2027 as domestic
demand remains subdued, the difficulties in the prop-
erty sector persist, and external demand weakens. The
rest of the region is likely to see growth slowing from
4.9 percent to 4.1 percent in 2026 before rebounding
to 5.0 percent in 2027 as geopolitical tensions ease,
uncertainty diminishes and external demand recov-
ers. Pacific Island Countries are expected to grow at
about 2.8 percent in 2026 and 3.0 percent in 2027,
with the increase in oil prices imposing a cost in the
near term (figure O.1; table O.2).

Consumption, investment, and exports

Private consumption has supported growth in all
major economies in 2025, although its contribu-
tion has remained below prepandemic levels in
China, Malaysia, and the Philippines (figure O.2).
Manufacturing exports have boosted growth
across the region, driven by strong demand for
Al-related electronics, front-loading ahead of
tariff increases, and value-chain reallocations in
favor of the region. Meanwhile, the contribution
of services exports has narrowed in most econo-
mies, with Malaysia a notable exception. Public
investment has supported growth in China and
Indonesia, while private investment has been
a significant driver in Malaysia, buoyed by new
investments in data centers.

Consumption

Private consumption continues to serve as a primary
growth engine for most economies in the region,
yet underlying dynamics reveal fragility. Consumer
confidence indexes across the region are at only
about 80 percent of their prepandemic baselines. In
China, consumer spending has remained cautious

FIGURE 0.1 Overall growth in EAP is forecast to decline in 2026 but recover in 2027 in the

region outside China.

A. GDP growth across country groups

Percent

) W 2015-19 W 2020-24 192025 1 2026f W 2027f
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Advanced
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Source: World Bank.

B. GDP growth, latest development

Percent
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Note: e = estimate; EAP = East Asia and Pacific; EMDE = emerging market and developing economies; f = forecast; PICS = Pacific Island Countries.



4 OVERVIEW EAST ASIA & PACIFIC ECONOMIC UPDATE | APRIL 2026

FIGURE 0.2 Consumption supported growth but was lower than the prepandemic levels; manufacturing
exports were strong across the region, while private investment surged in Malaysia and Thailand.

Percentage points M Private consumption I Government consumption
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Sources: Haver Analytics; World Bank.

Note: The dark blue bar for China denotes total final consumption and includes household and government consumption. Share of private and public investment is estimated for China, Indonesia,
and the Philippines. Share of commodity and manufacturing exports are estimated from balance of payments statistics. Q = quarter.

FIGURE 0.3 Consumer confidence remains weak across the region; in China, the impact of
consumption subsidies is fading.

A. Consumer confidence B. China real retail sales, percent, yly, 3mma

H Foods and daily use goods Bl Policy-supported goods
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Source: Haver Analytics.
Note: 3mma = 3-month moving average; y/y = year-over-year.

A.The blue line shows the median of China, Indonesia, the Philippines, and Thailand. Gray area shows 25th to 75th percentile range. Retail sales of Thailand is calculated
by the average of durable goods and nondurable goods.

amid a soft labor market and a weak housing mar-
ket (figure O.3). Accommodative policies lifted
final consumption growth to 4.6 percent year over  Strong manufacturing performance in selected sec-
year in 2025 from 3.9 percent in 2024, although  tors notwithstanding, private investment as a share
the boost from consumer subsidies began to fadein ~ of GDP remains below prepandemic levels across

the second half of 2025. developing EAP (figure O.4). Similarly, regional

Investment
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FIGURE 0.4 Private investment as a share of GDP is below prepandemic levels across the
region, as is business confidence.
A. Private investment B. Business confidence
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Sources: Haver Analytics; World Bank.

Note: B. Blue line shows the median of China, Indonesia, Malaysia, the Philippines, and Thailand. Gray area shows 25th—75th percentile range. 3-month moving average.

FIGURE 0.5 Goods exports accelerated in 2025, primarily driven by the electronics sector.

A. Goods export (3mma, value, yly growth)
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B. Growth of electronics exports and others
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Note: 3mma = 3-month moving average; EAP = East Asia and Pacific; y/y = year-over-year.

business confidence remains below prepandemic
baselines, partly because of elevated economic pol-
icy uncertainty, both domestically and globally.
During periods of heightened uncertainty firms
adopt a “wait-and-see” attitude, delaying or scaling
back capital expenditures (World Bank 2025a).

Exports

In 2025, goods exports across East Asia showed
generally positive trends, but the growth has

moderated in the recent months, especially in
Indonesia (figure O.5). The 2025 rally was sup-
ported by a global cyclical upswing in technology
demand. Electronics export growth outpaced non-
electronics categories; for example, electronics ship-
ments surged by roughly 32 percent in Thailand,
28 percent in Viet Nam, and 17 percent in the
Philippines, compared to 8 percent, 11 percent, and
13 percent in nonelectronic exports, respectively.
Furthermore, Malaysia’s 18 percent jump in elec-
tronics effectively offset nonelectronic contractions.
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Factors affecting growth fertilizer, and food prices raise production costs across

. o the region. Second, supply chain disruptions—
Economic performance across EAP countries is 5 > SUPPY P

shaped by both external and domestic factors. External
factors include: geopolitical tensions, more recently the
conflict in the Middle East; zrade restrictions, particu-
larly the escalation of tariffs and nontariff barriers, as

through production interruptions, maritime choke-
point pressures, and elevated transport costs—disrupt
production.1 Third, tighter financing conditions may
emerge as investor flight to safety raises borrowing
costs. Fourth, slower global growth, due to height-

well as the associated global economic policy uncer- . .
ened uncertainty and weaker consumer and investor

winty; the ongoing A7 boom, which is immediately sentiment, could reduce external demand for the

reshaping global technology supply chains and cre- . . .
) ping & o &Y supp }’. . region’s exports. Finally, reduced remittances from
ating new opportunities for electronics and semicon-
ductor exporters, and could in the near term lead to
higher productivity growth as well as labor market

disruptions. Domestic factors include the macroeco-

Gulf-based workers and higher food and energy
costs would compress real incomes, weighing dis-
proportionately on poor households and widening

; ) inequality.
nomic policy response to these shocks and structural quatty

reforms that support growth (figure ©.6). The impact on EAP countries will depend on their

exposure to the oil shock, the extent of their vulner-
ability, and the policy space to respond (figure O.9;
Geopolitical tensions table O.1).

The conflict in the Middle East since February 28
has triggered a significant global energy price shock.
Natural gas benchmark indices surged 90 per-
cent, and crude oil prices rose over 30 percent in
the immediate aftermath, and oil futures shifted
upward, reflecting supply reductions (figure O.7).
The region is also a major supplier of fertilizers, alu-
minum, and petrochemicals, with Qatar and Saudi
Arabia together accounting for over 10 percent of

External factors

Exposure: EAP economies are directly exposed
through their dependence on energy imports.
Pacific Island nations and major importers like the
Lao People’s Democratic Republic, Mongolia, and
Thailand—where oil imports represent 5 to 13 per-
cent of GDP—face the greatest burden, as higher
energy prices compress household purchasing power
and raise industrial input costs. In contrast, Malaysia
and Papua New Guinea, as net exporters of oil and

lobal nitrogen fertilizer exports. .
& 8 b gas, stand to benefit from improved terms of trade.

The conflict can affect EAP economies through

multiple channels (figure O.8). First, higher energy, Vulnerability: Vulnerability of economies to exter-

nal shocks arises from inadequate energy buffers,
FIGURE 0.6 External factors affecting economic high external financing needs, and fragile price sta-
performance in EAP countries. bility. Most developing EAP economies fall short of

External factors the IEA’s 90-day strategic petroleum reserve bench-

mark; Cambodia, Indonesia, and Viet Nam hold

Geopolitical tensions Trade restrictions and Al boom only 1 to 2 months of coverage, whereas China
policy uncertainty . .

and Thailand align more closely to the standard.

\ z | / Mongolia and Timor-Leste are more vulnerable

EAP country macroeconomically, with external financing needs

econoric around 40 percent of GDP. External financing
periormance . . . . .
needs are also high in Malaysia, driven by private

short-term debt, such as trade credits and bank-

Macroeconomic policy o s ing sector flows. Furthermore, elevated baseline
inflation constrains the monetary policy space to

Domestic factors

Source: World Bank. 'One-fifth of global oil and liquefied natural gas (LNG) transits the
Note: Al = artificial intelligence; EAP = East Asia and Pacific. Strait of Hormuz without viable alternative routes.
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FIGURE 0.7 Prices of commodities such as oil and natural gas have increased considerably
since the escalation of conflict in the Middle East; oil futures are higher.

A. Price of oil and natural gas B. Oil futures curves
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Sources: Bloomberg; World Bank.

Notes:

A. Daily Brent prices, and ICE Dutch TTF gas price. Last observation is March 12, 2026.
B. Futures curve for May 2026 contract onwards. Last observation is March 17, 2026.

FIGURE 0.8 Conflict in the Middle East can affect EAP economies through multiple channels.

Higher costs of

Supply chain
disruptions

Lower remittances,
production

increased inequality

- Energy - Production disruptions - Flight to safety - Higher uncertainty - Remittances from Gulf
- Fertilizer - Maritime chokepoints - Higher borrowing costs - Weaker business sentiment - Share of poor household
- Food - Higher transport costs - Lower investment budget on oil and food

Source: World Bank.

FIGURE 0.9 Exposure, vulnerability, and policy space
determine the impact of geopolitical tensions on EAP
economies.

respond to new shocks in Myanmar (-20 percent),
Lao PDR, and Mongolia (>6 percent), contrasting
sharply with the flexibility afforded by subdued or

negative inflation in China and Thailand.

Policy space: The impact of the energy price shock Vulnerability

Dependence on Room for

will vary across EAP economies depending also on

i . oil trade and Pre-existin monetary, fiscal,
their capacity to respond. Among the most vul- energy-intensive e and exteral
nerable are Pacific Island nations—including Fiji, acity external, and policy action

. . fiscal weaknesses
the Federated States of Micronesia, Tonga, and

Vanuatu—alongside continental importers like
Thailand and Mongolia, which face significant
trade balance pressures, limited fiscal buffers and,

in the case of the Pacific Islands, low debt-carry-
ing capacity. Lao PDR, China (at the local level),
and Thailand are particularly constrained, with
high government debt and limited fiscal space.
By contrast, economies with stronger buffers—
including Cambodia, Viet Nam, and Indonesia—
have greater capacity to absorb the shock through
strategic reserves, domestic refining capacity, or

Source: World Bank.

commodity export revenues that provide a natu-
ral hedge. On monetary policy, central banks with
well-anchored inflation expectations can afford to
accommodate energy supply shocks—but a severe
or sustained price increase that threatens to dis-
lodge expectations may warrant a shift toward a less
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TABLE 0.1 EAP countries differ in exposure, vulnerability, and policy space

Exposure Vulnerability
External
financing needs
(% of GDP,
2025)

Oil and gas net

Inflation rate
(Feb. 2026 or
latest)

imports
(% of GDP,
2024)

Lao PDR
Mongolia
Thailand
Cambodia
Philippines
Myanmar
China

Viet Nam
Indonesia

Malaysia

Micronesia, Fed. Sts.
Tuvalu

Marshall Islands
Kiribati

Palau

Fiji

Vanuatu
Solomon Islands
Tonga

Samoa

Nauru
Timor-Leste

Papua New Guinea

Sources: BACI; Haver Analytics; IMF; World Bank.

Policy space

General
government
gross debt (%
of GDP, 2025)

Fiscal balance
(% of GDP,
2025)

Reserves
(months of
imports, 2025)

Note: Color scale represents country quantiles relative to the group of EMDEs. Color coding of the general government debt for PICs is based on the risk of external debt distress in the latest

debt sustainability analysis. EMDE = emerging market and developing economies.

accommodative stance, particularly in economies
where inflation is already elevated.

Assessing policy space in Pacific Island Countries
requires looking beyond conventional debt-to-GDP
ratios, as even countries with relatively low gross
debt levels face high risk of debt distress—includ-
ing Kiribati, Tonga, and Tuvalu. This reflects the
Island economies structurally limited debt-carrying
capacity, itself a product of narrow export bases, high

import dependence, and vulnerability to external
shocks. Limited access to commercial borrowing and
underdeveloped social transfer systems further con-
strain the ability of Pacific governments to cushion
households from shocks such as rising energy prices,
making their effective policy space considerably
more restricted than headline debrt figures suggest.

Higher oil prices transmit to inflation through two
channels: directly, via fuel and energy costs, and
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FIGURE 0.10 Oil price increases lead to higher inflation and lower economic activity.
A. Inflation response to a US$20 increase in crude oil prices B. Industrial production response to a US$20 increase

in crude oil prices
Percentage points Percentage points
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Source: World Bank.

Note: Bars show annualized percentage point increase in inflation after 6 months for a US$20 increase in crude oil prices, based on current oil futures for 2026. Bayesian
hierarchical panel VAR estimated monthly over 2000-25 with 8 lags. Shaded bands denote 68 percent posterior intervals.

indirectly, as higher input costs for transportation,
manufacturing, and agriculture ripple through
supply chains, compressing household purchasing
power and firm margins. A US$20 increase in crude
oil prices would raise inflation by 0.67 and 0.62 per-
centage points in Thailand and the Philippines after
6 months—among the more exposed economies
given their reliance on imported oil (figure O.10).
Malaysia and Indonesia show more moderate
responses, cushioned by subsidies and administered
pricing, while China is least affected at 0.22 percent-
age points, reflecting ample oil reserves. The drag on
industrial production follows the same pattern, with
Thailand and the Philippines most affected and

China the most resilient.

The welfare impact of imported inflation is nota-
bly regressive; household expenditure data from the
Philippines, for instance, demonstrate that lower-
income quintiles allocate a disproportionately larger
share of their total consumption to fuel and related
transport costs, rendering them highly vulnerable
to energy price shocks. Across the region, a sus-
tained 50 percent increase in fuel prices could lead
to a 3—4 percent loss in income for households in
the region through both direct and indirect effects.
In addition, an escalation of the conflict is likely to
increase food insecurity (World Food Programme
2026).

In addition to these direct effects, the conflict in
the Middle East could have an indirect impact on
the region through its effect on global economic
activity. A sustained 10 percent increase in oil
prices is associated with a reduction in annual
global growth of roughly 0.1 percentage point
(Lebrand et al. 2024). A prolonged and more
intense conflict could significantly reduce global
growth. As the scale of disruptions increases, addi-
tional channels may emerge. For instance, a pro-
longed shutdown of Middle East shipping routes
could disrupt production in energy-intensive
industries, reducing output and triggering broader
supply chain disruptions. Some pessimistic scenar-
ios also involve a substantial tightening of global
financial conditions, due to higher inflation and
mounting risk aversion, generating stronger head-
winds to growth.

So far, global growth has been resilient and global
financial markets relatively stable. But slower
growth in the rest of the world, more likely if the
conflict is prolonged, would exert a significant
negative impact on developing EAP. A 1 percent-
age point decrease in G-7 growth is estimated to
lower output growth in developing EAP by about
0.6 percentage points within the following year
(figure O.11). In addition, China’s growth is pro-
jected to decline. A 1 percentage point decline in
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China’s growth is estimated to reduce growth in the
rest of developing EAP by 0.3 percentage points,
underscoring China’s significant influence on eco-
nomic activity across the region.

Trade restrictions and economic policy uncertainty

Tariffs on exports to the United States remain
above 2024 levels despite the US Supreme Court

FIGURE 0.11 Slower growth in the rest of
the world will negatively affect growth in
developing East Asia.

Estimates of impacts of a 1 percentage point G-7 and China growth shocks to EAP

Percentage points
0.0

0.2

G-7 China

Source: World Bank.
Note: EAP = East Asia and Pacific.

B. Figure shows the impact of one percentage point increase in G-7 and China growth.
Effects estimated using a structural Bayesian VAR model that includes the following
variables: US monetary policy reaction shock, US real GDP growth, China real GDP
growth, commodity weighted prices for recipient country, recipient country real GDP
growth, and recipient country exchange rate to the US dollar. EAP countries included
in the estimation are Indonesia, Malaysia, the Philippines, and Thailand. The models
are estimated from 2000Q1 to 2022Q4, except in Malaysia which starts in 2005Q1.

ruling on the tariffs imposed under the Interna-
tional Emergency Economic Powers Act (IEEPA)
(figure O.12A). The so-called “reciprocal” tariffs
were quickly replaced with a global 10% tariff
imposed under Section 122. This tariff is a provi-
sional measure lasting until July 2026. Importantly,
also the US tariffs on imports from China are now
overall lower, which implies that the tariff differen-
tial between US rtariffs applied to China and those
applied to EAP economies has narrowed for most
countries compared to end-2025 levels, although it
remains above year-ago levels (figure O.12B).

Micro simulations show the expected negative
effects of tariffs on real income for several EAP
countries under three different scenarios: (1) the US
protection level as of February 7, that is, before the
pronouncement of the US Supreme Court; (2) the
US protection level without the International
Emergency Economic Powers Act (IEEPA) tariffs
but before the imposition of the global 10 percent
tariff; and (3) the current scenario. Not surpris-
ingly, the countries most exposed to the potential
negative effects of the US tariffs are Cambodia,
Thailand, and Viet Nam.

Economic policy uncertainty—particularly regard-
ing trade policy—remains elevated, which can
negatively affect the region’s economic activity.
Uncertainty weighs on investment and employment
across EAD, as firms adopt a “wait-and-see” approach,
delaying capital expenditures and prioritizing

FIGURE 0.12 US tariffs have increased for all EAP countries, but the differential vis-a-vis China is now

lower than at the end of 2025.

A. Effective tariff rate and its increments
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B. Tariff differential between US tariffs applied
to China compared to other EAP countries

C. Impact on Real Income, different US
tariffs regimes
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FIGURE 0.13 Global economic policy uncertainty, especially around trade, remains elevated, and could
hurt investment, employment, and quality of jobs.

A. Global economic policy uncertainty
and trade policy uncertainty

B. Impact of uncertainty shock

C. Likelihood of workers having temporary
contracts after spikes in uncertainty abroad

Index Index Percent o Network effect  m Direct effect Percent Percent
10— Global economic policy uncertainty 40 0 0 6
— Trade policy uncertainty (RHS)
-2
30 -0.2
-4 4
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economic trade economic trade 0
0 0 policy policy policy policy T
N 8 8 - I = 9 Q8 uncertainty  uncertainty | uncertainty  uncertainty 1 2
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e N N R Ve Investment Employment (RHS) vears ahead

Sources: Caldara et al. 2020; Ha et al. 2026; authors’ estimates using Viet Nam’s LFS 2011-23.

Note: OLS = ordinary least squares; RHS = right-hand side.

A. Trade policy uncertainty index tracks frequency of uncertainty-related articles in major English-language newspapers, normalized so that 1 equals the 2000-15 average.
B. Firm quarterly panel OLS regression. Sample covers listed firms in Indonesia, Malaysia, the Philippines, Thailand, and Viet Nam, 2000-24.

C. Sector-level local projection estimates of labor market outcomes on external trade-weighted uncertainty. Dots show responses to a one-sector-standard-deviation increase in uncertainty
abroad; bars are 95 percent confidence intervals clustered at the sector level. Blue lines control for trade-weighted external growth; red lines additionally control for sector trade volumes. X axis

shows numbers of years ahead.

liquidity; evidence from firms in the region shows
that a one-standard-deviation increase in external
policy uncertainty significantly reduces investment
growth and slows hiring, with effects transmit-
ted through production networks (figure O.13).
Further, evidence from Viet Nam shows that spikes
in global uncertainty negatively affect the quality of
jobs in the region, raising the likelihood of workers
being in temporary contracts and depressing wages.

Al boom

The rise of Al holds potential to drive growth across
EAP, but realization depends on whether Al deliv-
ers broad-based productivity gains globally, and
how effectively EAP economies absorb these gains
given varying infrastructure, human capital, and
institutional capacity. Global private investment in
generative Al has surged from near zero in 2019
to US$34 billion in 2024, translating into rapid
data center buildout across EAP (figure O.14).
Malaysia leads with roughly 700 megawatts (MW)
operational and a pipeline exceeding 3,000 MW;
Indonesia and Thailand are also seeing significant
investment.

Al-related exports have expanded rapidly across sev-
eral EAP economies in recent years (figure O.15).

Intermediate goods—particularly semiconductors—
remain the backbone of Al-related trade across
the region, although equipment exports such as
data center hardware have grown meaningfully.
Viet Nam and Malaysia stand out, with Al export
shares rising from around 20 and 28 percent of
GDP in 2023 to approximately 32 and 34 per-
cent by 2025, respectively—among the highest
shares globally. Thailand also shows a meaningful
increase in Al exports over the period, rising from
around 12 to 16 percent of GDP. By contrast,
Indonesia’s Al export share remains negligible,
and the Philippines shows a modest decline. These
shares dwarf those of major advanced economies,
where Al export shares range from around 2 per-
cent of GDP for the United States and the EU to
4 percent for Japan.

Early evidence suggests that Al is diffusing slowly
across EAD, although assessing the true pace of adop-
tion is complicated by the absence of a universal or
consistent measure of Al use (figure O.16). What
evidence does exist points to a region that remains
in the early stages of Al diffusion: Only about
13—17 percent of multinational enterprise subsid-
iaries in China and Thailand use Al, compared to
37 percent in the United States, and Al adoption
is heavily concentrated among multinationals,
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FIGURE 0.14 Generative Al investment is surging globally, driving investments in data center
capacity across EAP.

A. Global investment in generative Al B. Data center capacity in EAP (2025Q2)
Megawatts
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Source: Quid 2025; Cushman and Wakefield 2025.
Note: Al = artificial intelligence; EAP = East Asia and Pacific.

FIGURE 0.15 Exports of Al-related goods, including equipment and data center hardware, are
rising across EAP.
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Source: World Bank calculations based on World Trade Report 2025.

Note: Al-related exports follow the WTO (2025) classification of Al-enabling products covering raw materials, processed chemicals, intermediate inputs, and equipment.
The left-hand scale shows total Al and non-Al exports as a percent of GDP. The right-hand scale shows the two largest Al components separately: intermediate inputs (e.g.,
processors, integrated circuits, semiconductor wafers) and equipment (e.g., semiconductor manufacturing machinery). See WTO (2025), Annex A, for the full product list.
Al = artificial intelligence; RHS = right-hand side.

with domestic firms lagging well behind. Moreover, to 30 percent in advanced economies, reflecting
the share of EAP jobs involving tasks that are com-  the region’s higher concentration of employment
plementary to Al—and thus positioned to ben-  in agriculture and routine manual occupations.
efit from it—is only about 10 percent, compared  Taken together, these patterns suggest that while Al
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FIGURE 0.16 Early evidence suggests Al is diffusing slowly in much of EAP.
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Source: Microsoft.
Note: Al = artificial intelligence; EAP = East Asia and Pacific.

investment is flowing into the region, its diffusion
into the broader economy remains nascent.

Domestic policy
Macroeconomic policy

The oil price shock confronts the regional pol-
icy makers with the challenge of dealing with the
twin threats of inflation and growth deceleration.
The challenge is most evident in the case of mon-
etary policy. The supply-side energy price shock
may merit “looking through” rather than “over-
reacting” unless it leads to expectations of higher
inflation and therefore to higher nominal wages
and prices of other inputs.? In the latter case, if the
authorities seek to contain inflation by increasing
interest rates, there would be an adverse impact
on already-slowing growth. In economies such as
Lao PDR, Mongolia and, especially, Myanmar and
Tuvalu, where inflation is already relatively high
and expectations are less strongly anchored, a pro-
longed commodity price shock may necessitate a
less accommodative stance. Even where inflation is

2hteps://www.ft.com/content/e70ca434-f585-4271-bb75-7265b3f02a
372syn-25a6bla6=1.

4

IBRD 49468 | March 2026

relatively low, as in Indonesia and the Philippines,
close monitoring remains warranted, as a sustained
shock could dislodge inflation expectations.

On the fiscal side, if the government seeks to pro-
tect households (or firms) from the price shock by
providing energy subsidies, the resulting higher
deficits could also lead to increased borrowing and
debt, which could result in higher interest rates that
inhibit investment and growth. These risks are par-
ticularly acute in economies with already-elevated
debt levels and limited fiscal space. Lao PDR faces
debt sustainability concerns, while several Pacific
Island Countries are constrained by small reve-
nue bases and dependence on external financing,
leaving little room to absorb additional spending
pressures without risking unsustainable fiscal posi-
tions. Given the difficult trade-off, better-targeted
support—rfor both the poor and the vulnerable in
the middle class—can help those most in need at a
more reasonable fiscal cost.

Structural reforms

Even in a difficult external environment, EAP coun-
tries can forge a dynamic path. But supporting near
term growth through fiscal measures may deliver less
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durable development benefits than deeper domestic
reforms.

Growth in some EAP countries is relatively high,
but measures to sustain growth today may not
be conducive to growth tomorrow. In China and
Indonesia, for example, current growth (of about
5 percent per annum) exceeds estimates of potential
growth largely thanks to government support. In
both countries, reforms, such as addressing nontar-
iff barriers, especially in services, as well as deregu-
lation and business licensing simplification (in the
case of Indonesia), could enhance potential growth
and productive job creation.

In other countries, recent structural reforms are
likely to improve economic efficiency and support
growth. For instance, the Philippines has opened
key sectors to greater competition—including logis-
tics, telecoms and renewable energy—and is seeking
to build the capabilities of the labor force through
the newly enacted Enterprise-Based Education and
Training (EBET) framework. Viet Nam, too, has
launched a wave of institutional reforms aimed at
creating a more efficient state. In late 2024, the
government began significant bureaucratic restruc-
turing, reducing ministries and agencies, consoli-
dating local governments (reducing provinces from
63 to 34 and removing district-level governments);
streamlining public employees (reducing staff by

20 percent or at least 100,000 employees over
5 years); and reforms such as the new Land Law,
State Budget Law, and streamlined business services
to improve the investment climate. In both coun-
tries, improved economic performance will depend
on the implementation of the reforms.

A longer view

A longer-run perspective reveals structural growth
challenges across the region. In EAP excluding
China, capital accumulation has driven growth
for decades, but TFP contributions have declined
sharply—from 1.3 percentage points in 2000-05
to near zero in 2010—15—and the contribu-
tion of labor has diminished as populations age
(figure O.17). China has relied more on TFP and
ICT-related investment, though both have slowed,
and a shrinking labor force now subtracts from
output growth. As returns to capital accumula-
tion diminish, sustaining growth will increasingly
depend on productivity gains that have so far
remained elusive.

Two structural factors help explain the productiv-
ity slowdown. First, the pattern of sectoral change
has shifted: manufacturing’s share of GDP—a
high-productivity sector—rose across the region
through the early 2000s but has declined since,
limiting the scope for productivity gains through

FIGURE 0.17 A longer view: Capital accumulation, not productivity improvements, has driven

recent growth in the region outside China.
A. EAP excluding China
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FIGURE 0.18 In recent years, the share of manufacturing in GDP declined in EAP economies (other than
Cambodia and Viet Nam), and the share of services in GDP increased.
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FIGURE 0.19 Firms at the national frontier in EAP countries are falling behind the global

frontier, especially in digital-intensive sectors.
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EAP = East Asia and Pacific.

labor reallocation (figure O.18). Second, fron-
tier firms in EAP are falling further behind the
global technological frontier, particularly in
digital-intensive sectors (figure O.19). In digital
manufacturing, global frontier productivity rose
by 76 percent between 2005 and 2015, while
national frontier firms in Indonesia, Malaysia, the
Philippines, and Viet Nam achieved average gains
of only 31 percent—underscoring a widening gap
in the region’s capacity to absorb and deploy fron-
tier technologies. Over the longer run, sustaining

growth will depend on reversing a structural pro-
ductivity slowdown.

Il. Industrial policy in the
digital age

EAP countries face a triple challenge. Their
exportled, labor-intensive development model is
increasingly threatened by rising protectionism in
advanced economies and by automation. Moreover,
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as highlighted in the first part of the report, the
contribution of total factor productivity to growth
has markedly declined across most EAP countries
in recent decades, with the productivity of leading
firms lagging global leaders, especially in the most
technologically advanced sectors. In this context,
industrial policy is increasingly viewed by policy
makers as a tool to counter the adverse effects of
foreign protection, to revive productivity and gen-
erate more and better jobs.

We propose an approach to industrial policy based
on three pillars:

1. Foundational public goods: Remedying inade-
quate provision by the market of public goods
needed for all economic activity, notably
foundational infrastructure and basic human
capital-as well as institutions, including those
that ensure macroeconomic stability.

2. Addressing policy failures: Reforming existing
policies that impede desirable economic activ-
ity, such as barriers to competition in transport,
communication, and financial services, and
barriers to international trade.

3. Addressing market failures: Targeted interven-
tions to address market failures that inhibit
desirable economic activity in specific sectors.

In this special focus, we first briefly delve into the
first two pillars and then devote the core of the
material to the third pillar drawing on original
research. Across pillars, we spotlight an area cur-
rently of interest to policy makers in the region: the
Al value chain.

Pillar 1: Foundational public goods

The new World Bank Human Capital Index
shows how EAP’s relative edge in human cap-
ital lies in education, while the region trails on
health. Mongolia and Viet Nam’s relative over-
performance on education contrasts with their
underperformance on health. Malaysia and
Thailand show similar imbalances. Most other
EAP countries underperform on both dimensions
(figure O.20A). China’s HCI stands out with both
education and health outcomes that approach
high-income benchmarks. Notwithstanding the
relative edge in education, absolute endowments
remain weak in many countries. For example,
Viet Nam’s stellar performance in school educa-
tion contrasts with the relative weakness of its
tertiary education. This weakness matters, since,
for instance, in China the massive expansion of
tertiary education since the early 2000s boosted
the productivity, exports, and innovation of
firms engaged in skill-intensive manufacturing

(figure O.20B).

FIGURE 0.20 Most developing EAP countries have significant deficits in human capital; China
shows how the expansion of tertiary education can boost productivity.
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B. Productivity effects of increasing college graduates in China
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Note: HCI = Human Capital Index; EAP = East Asia and Pacific; EMDE = emerging market and developing economies.
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Pillar 2: Addressing policy failures

While the EAP countries have been open to trade
and investment in goods, services—ranging from
transport and telecommunications to finance and
the professions—are relatively restricted in most EAP
countries (figure O.21A). A range of rules condi-
tion or restrict the entry and operations of foreign
firms, as well as their ability to deliver services
across borders. Amid the digital revolution, coun-
tries also restrict cross-border data movement and
require data to be stored or processed domestically.
The gains from services liberalization are large. For
example, even the partial liberalization in Viet Nam
over 2008-16 generated a sizeable increase in pro-
ductivity not only in the services sectors, but also
in the manufacturing sectors using services as inter-
mediate inputs (figure O.21B).

Pillar 3: Addressing market failures

Moving to targeted support, the report shows
that these measures are on the rise both globally
(figure O.22A) and in most EAP countries, though
the bulk of activity is concentrated in the G-20
countries. Countries choose different instruments,
and different levels of targeting. In China, the
Philippines, and Thailand, subsidies (including tax
breaks) are the most prevalent form of IP measure
utilized. Export incentives are prevalent in Japan

and the Republic of Korea, while Indonesia utilizes
relatively more export measures (such as export
restrictions).

The report provides evidence on the impact of these
policies drawing from three different sources: (1) a
new cross-country analysis, (2) a new firm-level
analysis from China, and (3) drawing lessons from
existing studies on specific sectors and countries.

Analysis conducted by merging firm-level data with
sectoral-level IP information reveals that the effects
of IP measures on firm performance are heteroge-
neous. Instruments targeting export performance
and production capacity are correlated with increase
in revenues and productivity in G-20 countries but
not in other developing economies (figure O.23A).
These findings suggest that a certain level of institu-
tional development may be a precondition for effec-
tive deployment of industrial policy. Moreover, some
IP measures might introduce distortions in input
choices: subsidized loans correlate with an increase in
capital intensity but decrease in employment, both
in G-20 (figure O.23B) and developing economies.

Preliminary firm-level evidence from China sug-
gests that industrial policy support is substantial
(2.2 percent to 2.4 percent of total value-added in
the sample). Foreign firms tend to receive larger

FIGURE 0.21 In EAP, services remain relatively protected; Viet Nam shows how liberalizing

services can increase productivity.
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FIGURE 0.22 The number of new trade and industrial policy measures has increased
significantly after 2020, with differences between countries in types of measures chosen.
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B. The most prevalent instruments by category. Subsidies include financial grants, production subsidies, state loans, loans guarantee interest rate subsidies and tax
exemptions. Import policy includes tariffs, quotas, import ban, import licensing requirements. Export policies include export bans, export licensing requirements and export
taxes. Export incentives include trade finance, financial assistance in foreign markets, tax-based export incentives.

FIGURE 0.23 Export promotion and direct transfers have positive productivity effects in the
G-20 economies, but not in other emerging economies; subsidized loans can affect factor
markets—leading firms to choose machines over workers.

A. Productivity effects of subsidies
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B. Effects of loans on capital intensity and employment

Effects of loans on input choice, G-20
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Note: The econometric specification used in the analysis is an augmented three-way fixed effects difference-in-differences model. The time-varying dependent variables, at the
firm level, are alternatively: TFP (estimated with the Wooldridge (2009)’s method), logs of capital intensity (capital-to-employees ratio), logs of employment (number of employees).
Subsidies are measured with dummy variables at the country-sector-year level, with sectors defined at a 3-digit level. The model controls for country-sector, sector-time and
country-time fixed effects and for firm-level fixed effects. Standard errors are robust to heteroskedasticity and clustered at the firm level. The period of analysis is 2012 to 2019.

TFP = total factor productivity.

tax incentives (than domestic firms), whereas state-
owned enterprises (SOEs) receive more direct
subsidies (figure O.24A). Past recipients are much
more likely to continue to receive subsidies or tax
incentives in the future, suggesting persistence of
policy support and limited use of sunset clauses.
Subsidies also appear to be concentrated in relatively

few firms (figure O.24B), which could dampen
aggregate productivity by entrenching incumbents
and slowing reallocation toward more productive
firms. Conversely, support distributed across a
broader range of firms has been shown to foster
competition and innovation in China (Aghion

et al. 2015).



EAST ASIA & PACIFIC ECONOMIC UPDATE | APRIL 2026

OVERVIEW

FIGURE 0.24 Direct subsidies are concentrated in relatively few firms that tend to be
state owned; tax incentives are less concentrated and directed more to foreign firms.
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sector fixed effects. Depicts fully standardized regression coefficients to enable comparability across different units of the variables above, i.e., they show the change in tax
incentives or direct subsidies, in standard deviation units (std. dev. units), associated with a 1 standard deviation increase in firm characteristics (foreign ownership, labor
productivity, etc.). For comparability all variables are standardized, including dummy variables. The negative bars reflect that increases in the firm characteristic (e.g., higher

labor productivity) is associated with lower direct subsidies.

B. Bars reflect the share of total tax incentives / direct subsidies accounted for by the top 1, 5, 10, or 20 percent of firms.

The choice of industrial policy instrument may
influence Chinese firm performance (figure O.25).
Tax incentives are associated with increases in labor
productivity and exports, whereas direct subsidies
are correlated with declines in both. These esti-
mates are correlations and may partly reflect differ-
ing trends between the low-performing firms that
tend to receive subsidies and the high performers
that receive tax incentives. Nevertheless, the results
align with findings for listed firms, where subsi-
dies often support inefficient firms preserving jobs
rather than funding productive R&D or growth
(Branstetter et al. 2023).

Government R&D support became increasingly
targeted towards SOEs, which is correlated with
a substantial increase in their patenting after the
Global Financial Crisis (figure O.26A). Each SOE
applied for nearly twice as many patents as the
average private manufacturing firm over the period
2011-13, an increase of 150 percent compared to
the pre-financial crisis period. The disparity may
reflect other differences between SOEs and private
firms, although a significant difference persists even
conditional on firm size, age, export status, and sec-
tor. However, this growth in SOE patenting coin-
cided with increases in government R&D support
that were increasingly targeted toward SOEs. In
fact, SOEs are less efficient innovators than their

FIGURE 0.25 China’s direct subsidies are
associated with falling productivity, in
contrast to tax incentives, which are more
dispersed and correlated with productivity
increases.

Firm performance and industrial policy
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Source: World Bank calculations based on Chinese State Taxation Administration
data.

Note: Labor productivity reflects real value added per worker, export intensity
denotes exports as a share of sales. Chart depicts the estimated percentage change
in firm outcomes for a 10 percentage point increase in tax incentives as a share of
the firm’s statutory corporate tax bill (in blue) or direct subsidies as a share of firm
sales (in red). Estimates obtained via two-way fixed effects regressions including
firm and year dummies. All coefficients are statistically significant at the 1 percent
level, except for employment for direct subsidies. Similar estimates are found when
restricting the data to only firms with positive profits, rather than all firms in the data.

privately owned counterparts, with much smaller
increases in patenting for a given increase in subsidy
(figure O.26B). Similar evidence from Zhan and
Zhu (2020) shows that privatizing Chinese SOEs
increased their patenting with no change in their
R&D expenditure (i.e., privatization increased their
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FIGURE 0.26 Chinese SOEs patent more, but they are less efficient innovators, than

privately owned firms.
A. Number of new patents by firms type
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Sources: Betts and Cao 2025 and World Bank calculations based on ASM-PATSTAT data for manufacturing firms.

Note: SOE = state-owned enterprise; R&D = research and development.

A. Average number of utility patent applications per firm, by year and firm ownership type.

B. The bar is the estimated coefficient of each measurement on subsidy, conditional on firm size, firm age, firm’s export status, firm fixed effect, industry-year fixed effect,
and location fixed effect. Regressions are weighted by the inverse of the number of utility patents filed by the firm in a given year (1/N_it), so that each firm-year contributes

equally to the estimates. The whisker is the 95 percent confidence interval.

FIGURE 0.27 In the Republic of Korea, the industrial policies in the 1970s increased labor
productivity of affected industries as well as welfare.
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A. Increase in labor productivity in treated industries versus non-treated.
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B. Changes in welfare in the short run (blue bars), long run (red bars), and in total (orange bars) from giving each sector a subsidy in the amount of 1 percent of the initial
GDP (left-hand side), and the share of the aggregate credit received by each sector (yellow line, right-hand side).

innovation efficiency). The innovation support
could have been more effective had it been directed
towards these more efficient privately owned firms.

Lastly, the report draws on rigorous academic evi-
dence on specific countries and sectors. The key
theme here is the distinction between the effec-
tiveness of IP interventions (meaning the ability

to increase production or revenues) and their effi-
ciency, namely, whether the effects of the inter-
ventions justify their costs. Recent research shows
an interesting contrast between the case of the
Republic of Korea’s drive for heavy manufacturing
industries in the 1970s, which has been found to be
both effective and efficient (figure O.27), and the

more recent case of the Chinese interventions in
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FIGURE 0.28 State interventions in China’s shipbuilding industry significantly increased

China’s global market share, but the costs of the interventions were greater than the benefits.
A. Shipbuilding, China’s market share B. Estimated benefit to cost ratios of different subsidies
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FIGURE 0.29 Al value chain
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the shipbuilding sector, which have been found to
be highly effective, but mostly inefficient, i.e., with
costs exceeding their benefits (figure O.28). While
these studies are country-specific, a recent article
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welfare in their model) about 1 percent on average
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Source: Adapted from Gambacorta and Shreeti 2025.
Note: Al = artificial intelligence; GPT = generative pre-trained transformer; GPU = graphics processing unit.

through decades of sustained investment in human
capital, targeted incentives, and strategic consoli-
dation (figure O.30). Yet this path is demanding:

Korea’s success required decades of coordinated pol-

Spotlight: Al value chain

The Al value chain represents an interdependent
sequence of activities, beginning with semicon- jcy and significant public risk-taking. Malaysia, the
ductor production (design, fabrication, assembly-  Pphilippines, and Viet Nam have established strong
footholds in assembly and testing (ATP) but face
“middle-income” bottlenecks—skill shortages and

infrastructure gaps—that prevent them from repli-

testing-packaging) and data infrastructure required
to train foundational models (figure O.29).
These inputs enable the development of down-
stream Al applications—from chatbots to autono-  cating this ascent into higher-value segments.
mous vehicles—that deliver services to firms and

households. b. Cloud data centers

While several countries are introducing financial

a. Chips

and energy incentives to attract data centers, infra-

The experience of Korea illustrates the ideal trajec-
tory, moving from assembly to global leadership
in fabrication (now 22 percent of global output)

structure quality and administrative efficiency can
remain binding constraints. Data centers are large,
capital-intensive investments for which time to
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FIGURE 0.30 The Republic of Korea’s progression to the technology frontier accompanied sustained
investment in the three pillars.
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Note: ETRI = Electronics and Telecommunications Research Institute; FDI = foreign direct investment; IBRD = International Bank for Reconstruction and Development; KIET = Korea Institute for
Industrial Economics and Trade; R&D = research and development.

FIGURE 0.31 Cloud computing data center expansion is
concentrated in a few EAP countries.

New cloud computing data centers

140

120

100

80

60

40

20

m Cambodia  m China m Indonesia
Malaysia Myanmar m Philippines
m Thailand m Timor-Leste ~ m Viet Nam . I

2015 2016 2017 2018 2019 2020 2021 2022 2023 2024 2025 2026

Source: Straub et al. 2026.

Note: The figure shows the annual sum of data center projects completed or scheduled to be
completed in each year. The database was constructed manually by merging multiple sources, primarily
TeleGeography, GlobalData, and DataCentersMap.

market is a critical determinant of returns. In sev-
eral EAP countries, projects have been delayed due
to both insufficient investment in power and fiber
infrastructure, and the challenges of coordinating
across multiple government agencies. Malaysia’s

Green Lane Pathway illustrates what is possible
when these coordination failures are addressed: by
establishing a One-Stop-Centre and fast-tracking
grid connections, Malaysia reduced the time from
application to data center operation from 36-48
months to just 12 months. Malaysia has experienced
a data center boom in recent years (figure O.31).
However, timely access to reliable infrastructure
and access to finance remains a constraint for new
data centers in several EAP countries.

c. Al applications

Despite the potential gains, policies in EAP coun-
tries are mostly focused on earlier stages of the Al
value chain rather than Al applications. In pre-
vious ICT waves, most productivity gains were
based on how technology was used rather than on
building the underlying hardware. Since Al is a
general-purpose technology, the range of potential
applications is huge. Furthermore, the barriers to
entry in Al applications (such as data and skills),

although high, are much lower than in developing
Al models.
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Access to government data is a form of industrial
policy that can spur development of downstream
Al applications. For instance, Chinese Al firms
awarded government procurement contracts that
included access to large-scale data sets (such as
video or image archives) increased their commer-
cial software development by roughly 20 percent
in the three years following the contract award
(figure O.32). While the majority of EAP coun-
tries has policies related to open government data,
implementation has typically been limited.

Conclusion

To conclude, we bring together our main findings
and cast them in our three-pillars framework.

1. Basic human capital, infrastructure, and
institutions. Investment in human capital,
infrastructure, and effective institutions gen-
erate benefits for all firms and sectors. Viet
Nam’s transformation from an agrarian, cen-
trally planned economy to Asia’s most trade-
intensive economy was driven primarily by
these economy-wide reforms, not by sec-
tor-picking. The same is true for the develop-
ment trajectories of many EAP countries: from
China to the Philippines, from Thailand to
Malaysia. The benefits to costs ratio of invest-
ments in infrastructure and human capital are
found to be high for many EAP countries.

2. Address policy failures by liberating services,
eliminating nontariff barriers, and providing
the right business environment, including
for the digital economy. In many EAP coun-
tries, including China, Indonesia, Malaysia,
and Thailand, the pervasive use of restrictions
in services, the persistence of nontariff barri-
ers, and burdensome licensing limit the scope
for development. The benefits of opening up
to trade and investment in goods have been
amply demonstrated in the region; the bene-
fits of even partial liberalization of services are
evident in countries like China and Viet Nam,
and more recently in the Philippines, which
reformed its restrictive Public Services Act.
State-owned firms account for a large share of
activity in some EAP countries in key sectors

FIGURE 0.32 Public procurement contracts with access
to government data led to Chinese Al firms developing
new commercial software.

New software releases (Number)
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Source: Beraja et al. 2023.

Note: Estimates from an event study regression showing the cumulative software releases intended
for commercial uses in periods before and after the award of a government procurement contract and
resulting from data-rich public security contracts, relative to data-scarce ones. Regressions control for
firm and time period fixed effects.

(such as banking), which can limit competition
and misallocate resources (World Bank 2023).
Spurring productivity growth and avoiding
the middle-income trap requires action across
these pillars to give firms the right incentives
(by strengthening competition) and the capa-
bilities (through better skills and infrastruc-
ture) to invest in innovation (De Nicola et al.
2025).

3. Targeted interventions can complement—but
not substitute for—the enabling framework
created by 1 and 2 above. While it is difficult
to establish the efficiency of industrial policy,
strengthening the first two foundational pillars
is not only efficient, but might also improve
the effectiveness of targeted support. For exam-
ple, aspects of industrial policy in China and
Viet Nam, such as tax exemptions for investors,
were implemented in a strong institutional and
infrastructural context, alongside significant
liberalization on the altar of WTO accession.
In contrast, industrial policy in Indonesia, in
the form of export restrictions, is being imple-
mented when complementary public goods are
not well developed and barriers to trade in goods
and services persist, which limits access to key
complementary inputs. In general, allocating
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FIGURE 0.33 Export promotion policies are more
effective when implemented by more able bureaucrats.
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Source: Barteska and Lee 2025.

Note: Figure illustrates event study estimates of log exports before and after the switch to a new bureaucrat
in Korea, Rep.’s export promotion offices abroad. The omitted category is a transition in the bottom tercile.

support to firms operating in more competitive
sectors has been shown to spur greater increases
in productivity (Aghion et al. 2015). In addi-
tion, the effectiveness of new export promotion
policies in Korea depended crucially on the
quality of public institutions as reflected in the
ability of the bureaucrats (figure O.33).

Proactive sector-specific industrial policy is more
likely to be effective where fundamentals are sound
and major policy failures have been addressed.
However, achieving such conditions nationwide is
unlikely in the near term, so countries can use spe-
cial economic zones (SEZs) to prioritize reforms.
SEZs are demarcated areas within a country which
typically offer investors better infrastructure, a
streamlined regulatory and administrative regime
(including improved customs), and a fiscal regime
with reduced corporate income tax, value added
tax, and other taxes and labor contributions, some-
times complemented by training or other subsi-
dies (World Bank 2020). Although evidence on
their impact is mixed, several EAP countries have
clear success stories where SEZs are well-governed,

engage the private sector, and form strong link-
ages with the rest of the domestic economy (World
Bank 2024b). Recent SEZs have also moved
beyond the traditional focus on manufacturing,
as illustrated by the Johor-Singapore SEZ, which
combines cross-border trade and migration facilita-
tion, streamlined regulations, digital infrastructure,
and fiscal incentives to attract investment in Al and
data centers, as well as high-tech manufacturing.

The Al value chain also illustrates how the three
pillars of industrial policy should work in tandem.
Foundational horizontal policies are critical: with-
out investments in high-speed digital infrastruc-
ture, energy, and a skilled workforce, participation
will remain limited. Second, removing distortions
is essential to reducing the cost of key inputs, such
as opening access to public data and cross-border
data. Finally, targeted interventions need to be
carefully considered and seen as complements
rather than substitutes for the first two pillars.
While several countries are introducing financial
and energy incentives to attract data centers, infra-
structure quality, availability of financing sources,
and administrative efficiency can remain binding
constraints.

The case for industrial policy has always been com-
pelling in principle, whereas the practice of indus-
trial policy has usually been less principled. While
this special focus provides a policy framework,
practical implementation requires careful instru-
ment design (Fernandes and Reed 2026). Targeting
specific sectors or firms can catalyze investment but
carry fiscal and rent-seeking risks; they must there-
fore be transparently implemented, include sunset
clauses, and have strict performance benchmarks.
Policy makers should prioritize instruments that
closely target market failures, ensuring that support
fosters competition and local spillovers rather than
entrenching incumbents.
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TABLE 0.2 GDP growth

Apr 2026 forecast Oct 2025 forecast
2015-19 2020-24 _—
2026 2027 2025 2026

East Asia and Pacific 6.5 4.5 5.0 4.2 4.4 4.8 4.3
East Asia and Pacific (excluding China) 5.2 2.9 4.9 4.1 5.0 4.4 45
Pacific Island Countries 3.1 1.8 3.2 2.8 3.0 2.7 2.8
China 6.7 4.9 5.0 4.2 4.3 4.8 4.2
Indonesia 5.0 3.4 5.1 4.7 5.2 4.8 4.8
Malaysia 4.9 3.1 5.2 4.4 4.4 41 41
Philippines 6.6 3.0 4.4 3.7 5.6 5.3 5.4
Thailand 3.4 0.7 2.4 13 2.3 2.0 1.8
Viet Nam 71 5.2 8.0 6.3 76 6.6 6.1
Cambodia 8.0 3.1 4.8 3.9 4.9 4.8 4.3
Lao PDR 6.6 2.7 4.5 3.5 3.7 3.7 3.6
Mongolia 4.6 2.9 6.9 5.0 5.5 5.9 5.6
Myanmar 6.4 -3.3 -1.3 2.0 4.0 -1.8 3.0
Papua New Guinea 4.0 19 5.6 3.8 3.8 4.3 &2
Timor-Leste 5.2 1.0 4.5 4.1 4.0 4.0 3.4
Palau 1.0 -1.9 6.7 3.6 2.7 5.7 3.5
Fiji 3.1 3.2 3.2 2.7 3.2 2.9 3.0
Solomon Islands 3.0 0.1 3.6 2.9 3.2 25 2.7
Tuvalu 6.7 -15 3.0 2.5 2.7 3.0 2.6
Marshall Islands 4.8 -0.6 2.5 3.3 2.4 25 4.1
Vanuatu 3.5 0.3 17 23 2.7 17 2.8
Kiribati 5.8 4.2 43 3.1 2.4 3.9 3.2
Tonga 2.3 0.2 2.7 2.0 1.8 2.7 2.3
Samoa 3.4 2.4 4.2 4.0 3.3 2.1 25
Micronesia, Fed. Sts. 2.0 -0.9 1.1 0.8 13 1.1 1.5
Nauru 17 2.6 2.1 1.9 1.9 2.1 1.9

Source: World Bank.

Note: Percent growth of GDP at market prices. Values for 2025 for the small island economies refer to GDP growth estimates. Values for Timor-Leste represent non-oil GDP. For the following
countries, values correspond to the fiscal year: Federal States of Micronesia, Myanmar, Palau, and Republic of the Marshall Islands (October 1-September 30); Nauru, Samoa, and Tonga
(July 1=June 30).
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I. Recent Developments and Outlook

.1 Recent developments

Growth in developing East Asia and Pacific (EAP)
remains above the global average, but it is set to
slow down in 2026 and 2027. Regional growth is
projected to decline from 5.0 percent in 2025 to
4.2 percent in 2026 amid China’s continued decel-
eration and the negative growth effects of higher
energy prices on the rest of the region following
the conflict in the Middle East (figure I.1). China’s
growth is forecast to decelerate, from 5.0 percent in
2025 to 4.2 percent in 2026, as domestic demand
remains subdued, difficulties in the property sector
persist, and slowing growth in the rest of the world
dampens export growth. Growth in the rest of
region is projected to ease from 4.9 percent in 2025
to 4.1 percent in 2026. Growth in the Pacific Island
Countries is projected to ease from 3.2 percent in
2025 to 2.8 percent in 2026, with the increase in oil
prices imposing a cost in the near term.

In 2027, the region is projected to grow by 4.4 per-
cent. While growth in China is expected to stay
at 4.3 percent under the weight of demographic
aging, elevated debt, and diminishing returns to
investment, growth in the rest of the region is likely

to strengthen to 5.0 percent in 2027, as global
economic policy uncertainty dissipates and exter-
nal demand recovers. Growth in the Pacific Island
Countries is projected to be 3.0 percent in 2027.

Recovery in per capita output has been uneven across
the region (figure 1.2). Most larger EAP economies

FIGURE 1.2 While output per capita is well above
pre-COVID-19 levels in most of the larger economies,
it remains below those levels in several Pacific Island

Countries and Myanmar.
GDP per capita compared to 2019
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Note: f = forecast; PICs = Pacific Island Countries.

FIGURE I.1 Overall growth in EAP is forecast to decline in 2026, but recover in 2027 in the

region outside China.
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FIGURE 1.3 Poverty rates are expected to decline further,
and the share of the middle class is expected to increase.

A. Poverty rate
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Source: World Bank estimates.

Note: Poverty estimates are based on growth forecasts, population projections, and historical growth
elasticities of poverty. The estimates presented are based on the 2021 purchasing power parity (PPP)
conversion factors and the upper-middle-income poverty line of US$8.30 per person per day. Numbers
for China are based on the synthetic distribution datasets derived from grouped (ventile) data from the
National Bureau of Statistics of China for urban and rural areas separately. EAP = East Asia and Pacific.

have surpassed pre-pandemic levels, with per capita
output in China and Viet Nam expected to reach
40 percent above their 2019 levels this year. By con-
trast, output in several Pacific Island Countries and
in Myanmar remained below pre-pandemic levels
in 2026. In the Pacific Islands, recovery has been
repeatedly set back by natural disasters, including
severe cyclones in 2023 and a major earthquake in
Vanuatu in 2024. In Myanmar, persistent polit-
ical instability and conflict continue to suppress

economic activity; the human toll and widespread
infrastructure damage from a recent earthquake
have worsened the situation.

Poverty continues to decline across the region. An
estimated 36 million people have escaped poverty
between 2024 and 2025 at the upper-middle-
income poverty line (US$8.30, 2021 PPP). China
remains the primary driver, with 27 million people
crossing the threshold, while the rest of the region
lifted a further 8 million out of poverty, reducing
poverty rates by 1.6 percentage points (figure 1.3).
Despite this progress, vulnerability remains wide-
spread. Many households remain only marginally
above the poverty line, and transition into the mid-
dle class—defined as US$15 per day—has been
uneven. In China, the middle class is expected to
account for 51 percent of the population by end-
2026, up from 40 percent in 2022. In the rest of
the region, the middle class accounted for only
23 percent of the population in 2025—reflecting
that most households remain a significant distance
from achieving durable economic security.

Private consumption has supported growth in all
major economies in 2025, although its contribu-
tion has remained below pre-pandemic levels in
China, Malaysia, and the Philippines (figure 1.4).
Manufacturing exports have boosted growth across
the region, driven by strong demand for Al-related
electronics, front-loading ahead of tariff increases,
and value-chain reallocations in favor of the region.
Meanwhile, the contribution of services exports
has narrowed in most economies, with Malaysia a
notable exception. Public investment has supported
growth in China and Indonesia, while private
investment has been a significant driver in Malaysia,
buoyed by new investments in data centers.

Consumption

Private consumption continues to serve as a primary
growth engine for most economies in the region,
yet underlying dynamics reveal persistent fragilities.
While retail sales have maintained positive year-
over-year growth into early 2026, the momentum
is highly heterogeneous; economies such as Viet
Nam exhibit robust retail expansion, whereas con-
sumption growth in China and Thailand remains
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FIGURE 1.4 Consumption supported growth but was lower than the pre-COVID-19 levels; manufacturing
exports were strong across the region, while private investment surged in Malaysia and Thailand.
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Note: The dark blue bar for China denotes total final consumption and includes household and government consumption. Share of private and public investment is estimated for China, Indonesia,
and the Philippines. Share of commodity and manufacturing exports are estimated from BoP statistics. BoP = balance of payments; Q = quarter.

notably subdued and below pre-pandemic trends ~ Looking ahead, the trajectory for household

(figure 1.5; figure IA.1). Broader consumer senti-  spending is constrained by elevated economic
ment reflects this fragility, with regional consumer  uncertainty and the structural drag of substan-
confidence indices at only 80 percent of their pre-  tial household debt. These debt burdens are par-
pandemic baselines. ticularly high in China, Malaysia, and Thailand,

posing significant downside risks to future con-
In China, consumer spending has remained cau-  sumption growth as debt-servicing obligations
tious, with retail sales below pre-pandemic trends, ~ weigh on discretionary incomes (World Bank

amid a soft labor market and a weak housing market ~ 2025b).
(figure 1.6A). The labor market is characterized by
high youth unemployment, slack hiring, and slow  Industrial production and investment
wage growth, all (,)fWhldl have v‘velghed on consutner Industrial production across East Asia exhibits a
confidence. Falling house prices have depressed h ) .
. L2 L marked divergence in post-pandemic recovery
consumption primarily through deterioration in
homeowner balance sheets (BIS 2025; IMF 2025).!
Accommodative policies lifted final consumption
growth to 4.6 percent y/y in 2025 from 3.9 percent
in 2024, although the boost from consumer subsidies

began to fade in the second half of 2025 (figure 1.6B).

trajectories. In China, industrial output has sur-
passed its 2015-19 trendline (figure 1.7). This out-
performance is partly driven by resilient exports
and policy support for strategic industrial sectors
and advanced manufacturing (World Bank 2025a,
2026a). Conversely, industrial production across

major Association of Southeast Asian Nations
IBIS (2025) finds that in Tier 1 and Tier 2 cities, a 10 percent fall in (ASEAN) economies remains below pre_pandemic
house prices reduces consumption by about 1.6 percent, with effects
strongest among homeowners and older households, although this
effect is not observed in lower-tier cities. IMF (2025) finds that a turing strength; economies such as Malaysia, the

decline of 0.5 standard deviations in the net housing asset—to—income Phlhppmes, and Viet Nam have benefited from a
ratio—roughly equivalent to a 20 percent fall in house prices—is

trend. There are, nonetheless, pockets of manufac-

associated with an increase in the urban household savings rate of Cydlcal pICkup in demand for semiconductors and

about 0.35 percentage points. Al-related hardware.
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FIGURE 1.5 Retail sales continue to increase, but momentum weakened in some countries in
the second half of 2025; consumer confidence remains weak across EAP.
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Source: Haver Analytics.
Note: 3mma = 3-month moving average; y/y = year-over-year.

B. Consumer confidence

Index (Dec. 19 = 100)
110

100

90

80

70

60

50

o O = - N N oo oo = =T wvu v ©
§ 8§ § ¢ 9 9 § o ¢ 9 q§ g o
c 5 £ S5 £ 5 £ 05 £ 05 05 <
5§ 3 § 3 8 3 8§ 3 8 3 § 3 8§

B. Red line shows the median of China, Indonesia, Thailand, and the Philippines. Grey area shows 25th—75th percentile range. Retail sales of Thailand is calculated by the

average of durable goods and nondurable goods.

FIGURE 1.6 Consumption growth is projected to remain soft in China as the impact of policy

support wanes.
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Strong manufacturing performance in selected sec-
tors notwithstanding, private investment share of
GDP remains below pre-pandemic levels across
developing EAP (figure 1.8). Similarly, regional
business confidence remains below pre-pandemic
baselines, partly driven by elevated economic policy
uncertainty, both domestically and globally. During
periods of heightened uncertainty firms across the
region adopt a “wait-and-see” attitude, delaying

or scaling back capital expenditures (World Bank
2025a).

In China, investment growth is slowing due to con-
tinued weakness in the property sector and emerg-
ing weakness in manufacturing and infrastructure.
A pronounced shift in investment from real estate to
manufacturing has taken place in China, supported
in part by bank lending (figure 1.9). However,
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FIGURE 1.7 Industrial production growth is strong in China but remains below pre-COVID-19

trends in the rest of EAP.
A. Industrial Production in ASEAN-5 (excluding China)
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FIGURE 1.8 Private investment as a share of GDP is below pre-COVID-19 levels across EAP, as

is business confidence.
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Note: B. The red line shows the median of China, Indonesia, Malaysia, Thailand and the Philippines. Grey area shows 25th—75th percentile range. 3-month moving average.

supply continues to outpace demand, challenging
the sustainability of this expansion, putting pres-
sure on prices and profitability. China’s Producer
Price Index (PPI) has remained in deflationary ter-
ritory for four consecutive years and declined by
2.6 percent year-over-year in 2025. Consistent with
these pressures, the share of industrial firms operat-
ing at a loss has risen steadily, alongside a buildup
of accounts receivable, pointing to mounting bal-
ance-sheet stress in the sector.

Manufacturing investment declined in the second
half of 2025—a slowdown foreshadowed by an
earlier weakening in bank credit to the industrial
sector. This retrenchment may reflect an emerg-
ing correction after rapid capacity expansion, as
firms and lenders reassess expected returns amid
persistent price deflation and deteriorating profit-
ability. Meanwhile, infrastructure investment also
weakened in the second half of 2025, constrained
by tighter local government finances.
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FIGURE 1.9 China’s growth is being dampened by slowing investment driven by continued
weakness in the property sector and emerging weakness in manufacturing.
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Exports

In 2025, goods exports across East Asia showed
generally positive trends, but the growth has mod-
erated in the recent months, especially in Indonesia
(figure 1.10). The 2025 rally was highly asymmetric,
supported by a global cyclical upswing in technol-
ogy demand. Electronics export growth outpaced
non-electronics categories; for example, electronics

shipments surged by roughly 32 percent in Thailand,
28 percent in Viet Nam, and 17 percent in the
Philippines, compared to 8 percent, 11 percent, and
13 percent in non-electronic exports, respectively.
Malaysia’s 18 percent jump in electronics effectively
offset non-electronic contractions.

In China, merchandise exports grew by 6.1 per-
cent year-over-year in 2025, supported by
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FIGURE 1.10 Goods exports accelerated in 2025, primarily driven by the electronics sector.
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Note: EAP = East Asia and Pacific; y/y = year-over-year; 3mma = 3-month moving average.

FIGURE I.11 Tech-intensive products led export growth in China, reflecting strengthened
competitiveness and deeper integration into regional supply chain.

A. Exports by product, China
Index (July 2019 = 100, 6mma)

B. Imports by product, China
Index (July 2019 = 100, 6mma)
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Source: China Customs.

Note: Product categories follow the UNCTAD classification. “Commodities” comprise mineral products, precious metals, and base metals. “Machinery and equipment”
includes machinery and mechanical appliances, electrical equipment, and their parts. “Transport and specialized equipment” covers vehicles, aircraft, vessels, related
transport equipment, and optical and precision instruments. “Low-tech manufacturing goods” encompass chemicals, plastics, rubber, leather, wood, paper, textiles, footwear,

ceramics, and glass. “Other” includes food, beverages, and miscellaneous goods. 6mma = 6-month moving average.

shipment front-loading, continued market diver-
sification, and strengthened competitiveness.
Gains in emerging markets more than offset
weaker shipments to the United States. Export
growth was especially strong for green consumer
products (e.g., electric vehicles) and intermediate

goods linked to regional supply chains (e.g.,
machinery and equipment). Strengthened com-
petitiveness in the auto sector is also evident in
growing market shares of domestic products and a

sustained decline in transport equipment imports
(figure I.11).
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Travel-related services and tourist arrivals have
recovered to pre-pandemic levels in some coun-
tries but remain below them in others (figure 1.12).
Cambodia, Fiji, Malaysia, and Viet Nam have seen
arrivals return to or exceed pre-pandemic numbers,
while in other EAP economies, arrivals have pla-
teaued, in part due to the slower rebound of China’s
outbound tourism. In addition, discretionary
spending by tourists remains below pre-pandemic
levels in countries such as Cambodia and Thailand,
limiting the overall contribution of travel to domes-
tic economic activity.

FIGURE .12 Tourist arrivals have peaked below
pre-COVID-19 levels in some EAP countries.
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FIGURE 1.13 External and domestic factors affecting
economic performance in EAP countries
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1.2 Factors affecting growth
External factors

Economic performance across EAP countries is
shaped by both external and domestic factors.
External factors include: geopolitical tensions, more
recently the conflict in the Middle East; #rade
restrictions, particularly the escalation of tariffs and
non-tariff barriers, as well as the associated global
economic policy uncertainty; and the ongoing A/
boom, which is immediately reshaping global tech-
nology supply chains and creating new opportuni-
ties for electronics and semiconductor exporters,
and which could in the near term lead to higher
productivity growth, as well as labor market disrup-
tions. Domestic factors include the macroeconomic
policy response to these shocks and structural
reforms that support growth (figure 1.13).

Geopolitical tensions

The conflict in the Middle East since February
28 has triggered a significant global energy price
shock. Natural gas benchmark indices surged 90
percent, and crude oil prices rose over 30 percent
in the immediate aftermath, and oil futures shifted
upward, reflecting supply reductions (figure 1.14).
The region is also a major supplier of fertilizers, alu-
minum, and petrochemicals, with Qatar and Saudi
Arabia together accounting for over 10 percent of
global nitrogen fertilizer exports.

The conflict can affect EAP economies through
multiple channels (figure 1.15). First, higher
energy, fertilizer, and food prices raise produc-
tion costs across the region. Second, supply chain
disruptions—through production interruptions,
maritime chokepoint pressures, and elevated trans-
port costs—disrupt production.” Third, tighter
financing conditions may emerge as investor flight
to safety raises borrowing costs. Fourth, slower
global growth, driven by heightened uncertainty
and weaker consumer and investor sentiment as the
conflict prolongs, would reduce external demand
for the region’s exports. Finally, reduced remittances

2One-fifth of global oil and LNG transit the Strait of Hormuz without
viable alternative routes.
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FIGURE 1.14 Prices of commodities, such as oil and natural gas, have increased considerably
since the escalation of conflict in the Middle East; oil futures are higher for the rest of 2026.
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Note:

A. Daily Brent prices, and ICE Dutch TTF gas price. Last observation is March 12, 2026.
B. Futures curve for May 2026 contract onwards. Last observation is March 17, 2026.

FIGURE 1.15 Conflict in the Middle East can affect EAP economies through multiple channels.
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from Gulf-based workers and higher food and
energy costs would compress real incomes, weigh-
ing disproportionately on poor households and
widening inequality.

The impact on EAP countries will depend on their
exposure to the oil shock, the extent of their vulner-
ability, and the policy space to respond (figure 1.16;
table 1.1).

Exposure

The shock’s impact across EAP varies sharply with
individual economies’ net energy trade positions.
Pacific Island nations—including Fiji, Samoa, and
Vanuatu—and major importers like Thailand face
the greatest vulnerability, with oil imports repre-
senting 5 to 13 percent of GDP (table I.1). Higher
energy prices act as a regressive tax on consump-
tion and raise industrial input costs, weighing

Lower remittances,

increased inequality

- Remittances from Gulf
- Share of poor household
budget on oil and food

- Higher uncertainty
- Weaker business sentiment
- Lower investment

FIGURE 1.16 Exposure, vulnerability, and policy space
determine the impact of geopolitical tensions on EAP
economies.
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Policy space

on growth. Malaysia and Papua New Guinea, as
substantial net exporters of oil and gas, are better
positioned to absorb the shock and benefit from
improved terms of trade.
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TABLE 1.1 EAP countries differ in exposure, vulnerability, and policy space

Exposure Vulnerability
External
financing needs
(% of GDP,
2025)

Oil and gas net

Inflation rate
(Feb. 2026 or
latest)

imports
(% of GDP,
2024)

Lao PDR
Mongolia
Thailand
Cambodia
Philippines
Myanmar
China

Viet Nam
Indonesia

Malaysia

Micronesia, Fed. Sts.
Tuvalu

Marshall Islands
Kiribati

Palau

Fiji

Vanuatu
Solomon Islands
Tonga

Samoa

Nauru
Timor-Leste

Papua New Guinea

Sources: BACI; Haver Analytics; IMF; World Bank.

Policy space

General
government
gross debt (%
of GDP, 2025)

Fiscal balance
(% of GDP,
2025)

Reserves
(months of
imports, 2025)

Note: Color scale represents country quantiles relative to the group of EMDEs. Color coding of the general government debt for PICs is based on the risk of external debt distress in the latest

debt sustainability analysis. EMDE = emerging market and developing economies.

Vulnerability

Vulnerability of economies to external shocks arises
from inadequate energy buffers, high external financ-
ing needs, and fragile price stability. Most develop-
ing EAP economies fall short of the IEAs 90-day
strategic petroleum reserve benchmark; Cambodia,
Indonesia, and Viet Nam hold only 1 to 2 months
of coverage, whereas China and Thailand align closer

to the standard. Mongolia and Timor-Leste are
more vulnerable macroeconomically, with external
financing needs around 40 percent of GDP. External
financing needs are also high in Malaysia, driven by
private short-term debt, such as trade credits and
banking sector flows. Furthermore, elevated baseline
inflation constrains the monetary policy space to
respond to new shocks in Myanmar (-20 percent),
Lao PDR, and Mongolia (>6 percent), contrasting
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sharply with the flexibility afforded by subdued or

negative inflation in China and Thailand.

Policy space

The impact of the energy price shock will vary
across EAP economies depending also on their
capacity to respond. Among the most vulnerable
are Pacific Island nations—including Fiji, Tonga,
Vanuatu, and the Federated States of Micronesia,
alongside continental importers like Thailand and
Mongolia, which face significant trade balance
pressures, limited fiscal buffers and, in the case
of the Pacific Islands, low debt-carrying capacity.
China (at the local level), Lao PDR, and Thailand
are particularly constrained, with high government
debt and limited fiscal space. By contrast, econo-
mies with stronger buffers—including Cambodia,
Indonesia, and Viet Nam—have greater capacity to
absorb the shock through strategic reserves, domes-
tic refining capacity, or commodity export revenues
that provide a natural hedge. On monetary policy,
central banks with well-anchored inflation expec-
tations can afford to accommodate energy supply
shocks—but a severe or sustained price increase
that threatens to dislodge expectations may war-
rant a shift toward a less accommodative stance,
particularly in economies where inflation is already
elevated.

Assessing policy space in Pacific Island Countries
requires looking beyond conventional debt-to-GDP
ratios, as even countries with relatively low gross
debt levels face high risk of debt distress—including
Kiribati, Tonga, and Tuvalu. This reflects the
Islands economies’ structurally limited debt-carrying
capacity, itself a product of narrow export bases,
high import dependence, and vulnerability to
external shocks. Limited access to commercial bor-
rowing and underdeveloped social transfer systems
further constrain the ability of Pacific governments
to cushion households from shocks such as rising
energy prices, making their effective policy space
considerably more restricted than headline debt
figures suggest.

How far an increase in oil prices is likely to gen-
erate inflationary pressure and weigh on eco-
nomic activity in EAP economies depends on their

exposure, vulnerability and policy space. Higher
oil prices transmit to inflation through two prin-
cipal channels: a direct effect, as fuel and energy
costs feed immediately into consumer price indices
(fuel comprises about 5 percent of the CPI basket
in most EAP countries), and an indirect effect, as
higher input costs across transportation, manu-
facturing, and agriculture ripple through supply
chains and push up the prices of a broad range of
goods and services. On the activity side, oil price
increases act as a supply-side tax—raising produc-
tion costs, compressing firm margins, and reducing
households’ real disposable income, which together
dampen both output and consumption.

Empirical estimates suggest significant impacts
of higher oil prices for EAP economies. Inflation
in Thailand and the Philippines could increase
by 0.67 and 0.62 percentage points, respectively,
after 6 months if the crude oil price increases by
US$20, reflecting their heavy reliance on imported
oil (figure I.17). Malaysia and Indonesia show more
moderate responses, partly reflecting domestic sub-
sidy and administered pricing mechanisms that
insulate consumers from the full shock, while China
is the least sensitive at about 0.22 percentage points,
benefiting from a more diversified energy mix and
stronger government control over domestic energy
prices. The drag on industrial production follows a
similar pattern: all five economies experience out-
put losses, with Thailand and the Philippines again
most affected at about —0.19 percentage points,
and China the most resilient at —0.06 percentage
points. Investment and employment also decline
when oil prices increase.

Furthermore, the welfare impact of imported
inflation from fuel price shocks is regressive,
threatening to slow the region’s pace of poverty
reduction and expand the vulnerable population.
Microsimulations in economies like the Philippines
and Viet Nam demonstrate that lower-income
households suffer the most acute relative welfare
losses from oil price spikes, as they allocate a dis-
proportionately larger share of their budgets to
energy and transport (World Bank 2024a; box I.1).
These impacts are expected to be transmitted rel-
atively evenly through both direct fuel costs and
indirect price hikes on broader goods and services.
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FIGURE 1.17 Oil price increases lead to higher inflation and lower economic activity.

A. Inflation response
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Note: Bars show annualized percentage point increase in inflation after 6 months. Estimates are based on a Bayesian hierarchical panel VAR model estimated at monthly frequency over
2000-2025, with 8 lags. The endogenous system includes US and Chinese macro-financial conditions alongside domestic output, prices, equity prices, and the exchange rate. Oil price shocks
are identified recursively via Cholesky ordering and normalized so that a unit shock corresponds to a 1 percent increase in the world oil price. Results are reported for a US$20 increase in crude
oil prices. Shaded bands denote 68 percent posterior intervals.

Across the region, a sustained 50 percent increase
in fuel prices could lead to a 3—4 percent loss in
income for households in the region through both
direct and indirect effects. In addition, an escala-
tion of the conflict is likely to increase food insecu-
rity (World Food Programme 2026).

While some governments could consider subsidies
and price controls to mute consumer price increases,
these measures would strain fiscal budgets and
deplete the macroeconomic policy space needed to
adequately buffer vulnerable groups. Consequently,
real-time monitoring indicates a severe surge in eco-
nomic anxiety; media analysis reveals that uncer-
tainty surrounding fuel prices and broader inflation
has recently spiked to post-COVID or multiyear
highs across major EAP economies, including China,
Indonesia, Japan, and the Philippines.

In addition to these direct effects, the conflict in the
Middle East could have an indirect impact on the
region through its effect on global economic activ-
ity. A sustained 10 percent increase in oil prices is
associated with a reduction in annual global growth
of roughly 0.1 percentage point (Lebrand et al.
2024). A prolonged and more intense conflict
could significantly reduce global growth. As the
scale of disruptions increases, additional channels
may emerge. For instance, a prolonged shutdown

of Middle East shipping routes could disrupt

production in energy-intensive industries, reducing
output and triggering broader supply chain disrup-
tions. Some pessimistic scenarios also involve a sub-
stantial tightening of global financial conditions,
due to higher inflation and mounting risk aversion,
generating stronger headwinds to growth.

EAP economies are deeply integrated with the
rest of the world, particularly through trade,
leaving them highly exposed to external demand
conditions. Domestic value added embedded in
gross exports reaches about 50 percent of GDP
in Viet Nam and Malaysia, and about 40 per-
cent in Lao PDR, Thailand, and Cambodia
(figure 1.18A). In rapidly industrializing econo-
mies, this integration has deepened substantially
since 1995—domestic value added linked to for-
eign consumption has roughly doubled as a share
of GDP in Viet Nam and Cambodia. While the
United States and the European Union remain
vital consumer bases, intra-regional demand—
from ASEAN partners and China—now absorbs
a significantly larger share of regional value added
than it did three decades ago.

So far, global growth has been resilient. But slower
growth in the rest of the world would exert a signif-
icant negative impact on developing EAP. A 1 per-
centage point decrease in G-7 growth is estimated
to lower output growth in developing East Asia by
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BOX I.1 Distributional Impacts of Fuel Price Increases in EAP Countries

While global indexes such as WTT crude oil surged by
about 50 percent in March 2026, in the region, bench-
mark Singapore Gasoil index rose by 114 percent and
tanker arrivals at major EAP ports fell 5.4 percent
(figure I.B1.1A). As the region most reliant on exports
from the Persian Gulf, the systemic severity of price
increases across EAP has limited countries’ ability to
buffer shocks through trade or regional arbitrage.

Exposure to the shock reflects each country’s import
dependence. Most EAP economies rely on gasoline
and diesel imports; liquefied petroleum gas (LPG) is
an additional significant import for some countries
such as Kiribati, Lao PDR, and the Philippines. At the
household level, fuel’s share of the consumption basket

varies considerably—in Timor-Leste, it accounts for
under 2 percent of a typical household budget, but in
most other countries it accounts for more than 4 per-
cent (figure I.B1.1BC).

Fuel subsidies are a highly regressive tool to cush-
ion the impact of rising prices. Since higher-income
households spend much more on fuel in absolute
terms, the benefits of subsidies accrue largely to these
households. For instance, in Viet Nam, which has
the EAP’s most equal distribution of fuel consump-
tion, the top quintile still uses four times as much
fuel as the bottom; and in Fiji the ratio is 32:1.
But low-income households are far from insulated.
Motorcycle ownership extends across the income

FIGURE I.B1.1 Shipments of fuel have declined; fuel constitutes a significant share of

consumption across income groups.

A. Change in fuel tanker arrivals, March 2026 compared to
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BOX I.1 Distributional Impacts of Fuel Price Increases in EAP Countries (continued)

distribution in many EAP countries—90 percent of
households in Viet Nam’s poorest decile own one—
and the use of kerosene and LPG for cooking is prev-
alent in the middle of the distribution. The poor and
vulnerable households often lack the resources to
smooth shocks, making them most at risk of falling
into poverty and suffering increased food insecurity.
Targeting support to the poor and the vulnerable
would alleviate economic distress without creating
excessive fiscal strains.

Simulations for EAP economies suggest welfare losses
across the income distribution. Effects reach house-
holds both directly—through higher pump prices and
LPG costs—and indirectly, as fuel is an input into
nearly all goods and services, pushing up consumer
prices economywide. A uniform 50 percent fuel price

increase leads to the typical household in the bottom
decile of a country’s distribution losing 3.2 percent of
its welfare, while the top decile loses about 4 percent
(figure 1.B1.2). The impact is largest for the region
excluding China.

World Bank monitoring recorded little or no change
in subsidized consumer fuel prices in Indonesia,
Malaysia, Fiji, Samoa, and Tonga, where prices are
often administratively controlled. Elsewhere, pass-
through ranged from 3-20 percent in China, Papua
New Guinea, the Philippines, and Viet Nam, to
50-100 percent in Cambodia, Lao PDR, Myanmar,
and Thailand. In countries where governments have
absorbed higher prices through subsidies, muted con-
sumer price changes come at the expense of growing
fiscal pressure on government budgets.

FIGURE 1.B1.2 Top/bottom quintile fuel consumption multiples; average welfare losses by

national welfare quintile

A. Multiple of top quintile compared to bottom quintile
fuel consumption
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about 0.6 percentage points within the following
year (figure 1.18B). In addition, China’s growth is

points, underscoring China’s significant influence
on economic activity across the region.

projected to decline. A 1 percentage point decline

in China’s growth is estimated to reduce growth in
the rest of developing East Asia by 0.3 percentage

The specific impact of China’s growth on countries

in the EAP region has depended on their stage of
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FIGURE 1.18 EAP countries are increasingly exposed to foreign demand; negative growth in the
rest of the world will harm growth in developing East Asia.

A. Domestic value-added in gross exports by destinations

Percent of GDP

60

mChina ®ASEAN

EU

US = Others

50

Cambodia|

Indonesia |Philippines

Sources: OECD Tiva data set; World Bank estimates.
Note: EAP = East Asia and Pacific; EU = European Union.

B. Marginal effect of a 1 percentage point negative growth
shock in G-7 and China GDP growth
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B. Figure shows the impact of one percentage point increase in G-7 and China growth. Effects estimated using a structural Bayesian VAR model that includes the following
variables: US monetary policy reaction shock, US real GDP growth, China real GDP growth, commodity weighted prices for recipient country, recipient country real GDP
growth, and recipient country exchange rate to the US dollar. EAP countries included in the estimation are Indonesia, Malaysia, the Philippines, and Thailand. The models

are estimated from 2000Q1 to 2022Q4, except in Malaysia which starts in 2005Q1.

development and pattern of comparative advantage.
Most of the relatively industrialized countries—
Malaysia, Thailand, the Philippines, Viet Nam,
and even Indonesia—have faced direct competition
at home and abroad from China in manufactured
goods. But countries have also benefited from the
impact on increased Chinese demand for commodi-
ties (Indonesia, Mongolia, Myanmar, and Lao PDR);
services (e.g., Philippines, Thailand, and the Pacific
Islands); from integration into global- and China-
linked manufacturing value chains (e.g., Malaysia
and Viet Nam); and from relocation of Chinese pro-
duction (e.g., Cambodia and Viet Nam). The posi-
tive impact of China’s demand and supply has been
felt not just through direct trade with China but also
through changes in prices in global markets for EAP
products that China demands and supplies.

Empirical analysis of the dual aspects of China’s
influence in export and import markets shows that
growth in other developing economies benefited
more, on average, from China’s increasing demand
for imports than it was hurt by China’s increasing
competition in export markets. The net incremen-
tal effect is positive and statistically significant.
The estimates suggest that a 1 percent increase in

China’s GDP per capita growth was associated with
a 0.11 percentage-point increase in EMDE’s GDP
per capita growth during 1995-2007, a 0.14 per-
centage-point increase in 2008-19, and a 0.13 per-
centage-point increase in 2020-23. Even though
Chinas per capita growth slowed down during
2020-23, the overall effect of its growth on average
EMDE growth was still positive, at 0.67 percentage
points—although smaller than the 1.1 percentage
points during the 2008-19 period (figure 1.19).

Trade restrictions and policy uncertainty

Tariffs on exports to the US remain above 2024
levels despite the US Supreme Court ruling on the
tariffs imposed under the International Emergency
Economic Powers Act (IEEPA) (figure 1.20A). The
so-called “reciprocal” tariffs were quickly substi-
tuted with a global 10 percent tariff imposed under
Section 122. This is a provisional measure lasting
until July 2026. Overall, the US tariffs imposed on
most EAP countries decreased, especially for Lao
PDR and Myanmar.

Importantly, the US tariffs on imports from China
are now overall lower, which implies that the tariff
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FIGURE 1.19 Developing economies’ growth benefited more from China’s increased demand for
imports than was hurt by its increased competition in export markets, but the positive impact

is declining.

A. Effect of China’s per-capita GDP growth through EMDE
countries’ export similarities to Chinese imports and exports

m Effect of China growth through export similarities to China imports
| Effect of China growth through export similarities to China exports

Estimated effect (Percentage points)
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Source: World Bank 2024b.

Note: EMDE = emerging market and developing economies.

B. Aggregate effects of China per-capita GDP growth driven
by countries’ export similarities to Chinese imports and
exports

B Net effect of China growth through similarities to China
imports and exports
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A. Estimated effects from regressing EMDE’s per-capita GDP growths on the interaction terms between China’s per-capita GDP growth and EMDE country’s export
similarities to China’s imports (blue) and exports (red). Regression controls for country and year fixed effects, and EMDE’s lagged GDP per capita growth. Each bar height
is a product of the estimated coefficients and EMDE’s average similarities calculated separately for the periods 1995-2007, 2008-19, and 2020-23. Whiskers represent
90-percent confidence intervals. Export similarity to China’s exports and imports are measured using the definition proposed by Finger and Kreinin (1979), using detailed
product-level data at the 4-digit level. This index takes values between zero and one. The higher the value, the closer the product distribution of exports in the two countries.

B. Estimated total effect is computed as the product of China’s average GDP per-capita growth and the effects shown in panel A, separately for each period.

differential between US tariffs applied to China and
those applied to EAP economies has narrowed for
most countries compared to end-2025 levels, although
it remains above year-ago levels (figure 1.20B).
Malaysia, Mongolia, and the Philippines saw the
sharpest compression, with differentials declining by
5-10 percentage points from their 2025 peaks. The
differential, however, is still above 2024 levels. The
tariff differentials for Cambodia, Indonesia, Thailand,
and Viet Nam are comparable to their 2024 levels.
This narrowing does not, however, constitute defini-
tive evidence of a decrease in a competitive edge vis-
a-vis China. The effective competitive edge relative to
China depends not only on tariff differentials but also
on relative changes in producer prices, markups, and
demand elasticities.

Lastly, micro simulations show the expected nega-
tive effects of tariffs on real income for several EAP
countries under three different scenarios: (1) the US
protection level as of February 7, that is, before the
pronouncement of the US Supreme Court; (2) the
US protection level without the IEEPA tariffs but

before the imposition of the global 10 percent tar-
iff; and (3) the current scenario. Not surprisingly,
the countries most exposed to the potential nega-
tive effects of the US tariffs are Viet Nam, Thailand
and Cambodia (figure 1.20C).

Looking at the implications for trade flows, since
2017, China has reoriented its export flows mark-
edly toward the developing EAP region and other
EMDEs, with exports to both destinations more
than doubling in nominal terms by 2025, while
exports to the United States have declined and
growth toward other advanced economies has been
comparatively modest (figure 1.21). ASEAN-5
economies doubled their exports to China and the
US, with exports to other developing EAP econo-
mies rising by about 50 percent. These trends reflect
strengthening intra-regional trade ties in intermedi-
ate and final goods, as well as a broader redirection
of trade.

Underlying Chinas expanding footprint in the
region is an increasingly competitive pricing from



EAST ASIA & PACIFIC ECONOMIC UPDATE | APRIL 2026

PART |

FIGURE 1.20 US tariffs have increased for all EAP countries, but the differential vis-a-vis China is now

lower than at the end of 2025.
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Source: World Bank estimates.
Note: EAP = East Asia and Pacific.

B. Tariff differential between US tariffs applied
to China compared to other EAP countries
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FIGURE 1.21 ASEAN exports to the US have increased, while China has shifted its exports to

the rest of EAP and other EMDEs.
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Note: 12-month moving average indexed to December 2017 level. AE = advanced economies; EAP = East Asia and Pacific; EMDE = emerging market and developing

economies.

Chinese exporters. Across both apparel and auto-
motive products, China’s exports to EAP have
grown substantially in volume relative to global
trends since 2017, while prices have remained con-
sistently below global averages and trended lower
over time (figure 1.22). Together, these dynamics
point to strengthening intra-regional trade ties in
intermediate and final goods, driven in part by
China’s ability to offer higher volumes at more
competitive prices to its regional partners.

China’s exports to the region are dominated by
intermediate goods, which have grown from

approximately US$13 billion in early 2020
to about US$25 billion by 2025—far exceed-
ing exports of consumption goods, which have
remained relatively stable at about US$5 billion to
US$6 billion over the same period (figure 1.23). The
composition of these imports matters significantly
for employment outcomes in recipient econo-
mies. Evidence from Viet Nam shows that imports
of consumption goods are associated with a decline
in employment of approximately 0.3 percent, as
imported final goods compete directly with domes-
tic producers. By contrast, imports of intermediate
goods are associated with a rise in employment of

24-Feb

Indonesia

C. Impact on real income, different US tariffs

Malaysia
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FIGURE 1.22 China is exporting higher volumes at lower prices to the rest of EAP.

A. China’s export price and quantity of apparel products
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Sources: BACI; World Bank.

B. China’s export price and quantity of automotive products
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Note: Fixed effect estimation where log export price and quantity at HS 6 digit level is dependent variable and independent variables include product fixed effect, year fixed
effect, exporter country and importer country fixed effect, and the interaction term between China dummy and year dummy (plotted in the figure; base year is 2012). Whiskers
show 95 percent confidence intervals. Apparels include HS code 61 — 63. Automotives include HS code 87. EAP = East Asia and Pacific.

FIGURE 1.23 China exports mostly intermediate goods to EAP; evidence from Viet Nam
suggests that final goods imports hurt employment whereas intermediate good imports

increase employment.
A. Decomposition of China’s exports to ASEAN-5
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Source: BACI; Viet Nam’s LFS 2011-23; World Bank estimates.
Note:
A. BACI data using BEC classification.

B. Effect of imports to employment
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B. Variables are all in log terms. Bars denote regression coefficient for consumption goods and intermediate goods. Lines show confidence intervals.

approximately 0.5 percent, as imported inputs sup-
port domestic production and export activity. Since
China’s exports to the region consist predominantly
of intermediate goods, the net employment effect
of trade with China is likely positive for most EAP
economies—a finding with important implications
for how trade restrictions on Chinese goods could
affect labor markets across the region.

A key unresolved trade issue going forward is the
implications of an increase in the stringency of
the rules of origin applied by the United States to
avoid “transshipment” or even high imported input

content from specific sources. While not yet fully
specified in the recent bilateral agreements, there
are likely to be tougher rules and a stronger demand
for a more accurate tracing of the origin of the
exported products.

More stringent rules of origin could represent a
challenge for some EAP countries, whose exports
often rely on imported intermediate inputs, nota-
bly from China. As figure .24 shows, a significant
share of production in several important export
sectors in many EAP countries is represented
by foreign value added. Clear examples are, for



EAST ASIA & PACIFIC ECONOMIC UPDATE | APRIL 2026

PART |

H
©

instance, textiles in Cambodia and Viet Nam,
computer and electronics in the Philippines,
Malaysia, Viet Nam and Thailand, and motor
vehicles in Thailand.

Increased global policy uncertainty

Economic policy uncertainty, especially regarding
trade policy, remains high: A news-based index
reached its highest level since 1997 in June 2025,
and though it has eased slightly, it remains elevated
(figure 1.25). Increased uncertainty about future
economic policies at home and abroad can hurt
investment and employment decisions in EAP.
Firms adopt a “wait-and-see” approach, delaying
or scaling back capital expenditures to avoid com-
mitting resources under unpredictable conditions.
Evidence from firms in the region shows that a 1
standard deviation increase in economic policy
uncertainty abroad significantly reduces invest-
ment growth and slows employment expansion, as
firms prioritize liquidity and flexibility over long-
term commitments. These effects are transmitted
upstream and downstream through production
networks.

Furthermore, economic policy uncertainty abroad
can lead to shorter term contracts for workers and
increase in informality. Evidence from Viet Nam’s
Labor Force Survey (2011-23) shows that spikes
in external trade-weighted uncertainty have signif-
icant and lasting effects on labor market outcomes
(figure 1.26). A one-sector-standard-deviation
increase in uncertainty abroad raises the likelihood
of workers holding temporary contracts by approx-
imately 3—5 percentage points across the first three
years following the shock—an effect that is positive,
statistically significant, and robust to controlling
for trade demand and general equilibrium effects
on sector trade volumes (panel A). The impact
on wages follows a different dynamic: the effect is
statistically indistinguishable from zero in the first
year, but becomes strongly and significantly nega-
tive by year two, and deepens further by year three
(panel B). As uncertainty abroad rises, firms respond
by shifting workers toward more precarious employ-
ment arrangements, and wages decline with a lag as
these adjustments compound over time. These find-
ings underscore that the labor market costs of global

FIGURE 1.24 Increasingly stringent—still undisclosed—
rules of origin could challenge Chinese input-dependent
exporters in some countries and sectors.
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economic policy uncertainty extend well beyond
short-term output losses, eroding both job quality
and earnings over a multi-year horizon.

Al boom

The rise of Al and the surge in Al-related invest-
ment hold genuine potential to contribute to eco-
nomic growth across the EAP region, but the extent
to which this potential is realized will hinge on three
key factors. The first is how productive Al ultimately
proves to be at the global level—whether the tech-
nology delivers the broad-based efficiency and out-
put gains that current enthusiasm anticipates. The
second is how rapidly Al diffuses across EAP econ-
omies and whether the region is well positioned to
absorb and leverage a productivity boom, includ-
ing through adequate digital infrastructure, human
capital, and institutional capacity. The third is the
risk that Al expectations disappoint—a scenario in
which the gap between hype and realized returns
triggers a correction in financial markets, with
potential spillovers to investment, capital flows, and

(=2
o
©
S
-
o
o



50 PART | EAST ASIA & PACIFIC ECONOMIC UPDATE | APRIL 2026

FIGURE 1.25 Global economic policy uncertainty, especially around trade, remains elevated,
and could hurt investment and employment.

A. Global economic policy uncertainty B. Impact of uncertainty shock
and trade policy uncertainty
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A. Trade policy uncertainty index tracks frequency of uncertainty-related articles in major English language newspapers. The indices for global economic uncertainty and
trade policy uncertainty are normalized such that 1 equals their 2000-2015 average.

B. Firm quarterly panel, OLS regression on each Uncertainty Measure: Ln(Y) — Ln(Yi1) = a; + BUNC; + ' Xit + €jr; Yy: Investment or Employment; «;: firm fixed effects;
Xi: leverage, Tobin’s Q, In(total assets). Sample includes all listed firms in Indonesia, Malaysia, Philippines, Thailand, and Viet Nam for the period 2000-24.

FIGURE 1.26 Uncertainty abroad increases informality and lowers wages.

A. Likelihood of workers having temporary contracts B. Wages of workers after spikes in uncertainty abroad
after spikes in uncertainty abroad
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Sources: Fukuzawa et al. 2026; Viet Nam’s LFS 2011-23.

Note: This figure reports sector-level local projection estimates of regressing labor market outcome variables (indicated in the subtitles) on external trade-weighted uncertainty.
Dots show estimated responses to a one—sector-standard-deviation increase in uncertainty abroad. Bars are 95 percent confidence intervals computed using standard errors
clustered at the sector level. All specifications include worker characteristics controls. Blue lines include the first-moment trade-demand control (trade-weighted external
growth); red lines include the general equilibrium controls for sector trade volumes (In exports and In imports).
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FIGURE 1.27 Global private investment in generative Al has skyrocketed in recent years, and
investment in data center construction is also rising in EAP.

A. Global investment in generative Al
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Sources: Quid 2025; Cushman and Wakefield 2025.
Note: Al = artificial intelligence; EAP = East Asia and Pacific.

growth prospects across the region. How these three
forces play out will largely determine whether Al
becomes a meaningful driver of prosperity in EAP
or a source of new vulnerabilities.

Global private investment in generative Al has grown
at a remarkable pace, rising from near zero in 2019
to approximately US$34 billion in 2024, with the
most dramatic acceleration occurring after 2022 as
large language models and related applications cap-
tured widespread commercial interest. This global
investment surge is beginning to translate into tan-
gible infrastructure buildout across the EAP region,
where data center capacity is expanding rapidly
(figure 1.27). Malaysia stands out as the clear regional
leader, with roughly 700 megawatts (MW) already
in operation and a substantial pipeline of capacity
under construction and planned that could push its
total to over 3,000 MW.? Indonesia and Thailand
are also seeing meaningful investment, with planned
capacity far exceeding what is currently operational
in both countries. Across the region, the dominance

3Data centers are extremely energy-intensive facilities, and measuring
their capacity in megawatts of power consumption or power supply
infrastructure is the standard industry metric—it captures how much
electricity a facility requires to run its servers, cooling systems, and
other equipment. A single large hyperscale data center can consume
anywhere from 100 to several hundred megawatts, so the figures in
the chart reflect substantial and growing electricity demand associated
with Al infrastructure investment in the region.

B. Data center capacity in EAP (2025Q2)
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of planned and under-construction capacity signals
that the bulk of this investment wave is still to come,
underscoring both the scale of anticipated demand
for Al infrastructure in EAP and the potential eco-
nomic implications—positive and otherwise—that
this buildout may bring.

Productivity benefits of AI

A growing body of recent empirical research points
to meaningful productivity gains from the adoption
of generative Al tools across a range of professional
tasks, with implications for labor costs and work-
force efficiency. Studies conducted between 2023
and 2025 find consistent improvements in both
the speed and quality of work: GitHub Copilot
increased programming speed by 56 percent in
JavaScript coding tasks and raised task comple-
tion rates in software development by 26 percent;
ChatGPT-3.5 boosted professional writing speed
by 40 percent while improving output quality by
18 percent; and GPT-4 raised task completion rates
by 12 percent and speed by 25 percent in a man-
agement consulting setting. Similar gains are doc-
umented in customer service, job matching, and
recruitment (annex table IA.1). Taken together,
these findings suggest that generative Al tools can
allow workers to accomplish more in less time—
effectively reducing the labor input required per
unit of output and, by extension, the associated
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labor costs—although the ultimate impact on
employment and wages will depend on how firms
choose to deploy these productivity gains.

Suggestive evidence points to Al’s potential to con-
tribute meaningfully to productivity growth. First,
generative Al has been adopted at a pace that out-
strips any previous general-purpose technology:
within just 2 to 3 years of its introduction, adoption
rates already exceeded 50 percent—a threshold that
took the internet roughly 7 years and personal com-
puters more than 2 decades to reach (figure 1.28).
Second, the historical record offers a useful, if imper-
fect, parallel: both PC adoption in the 1980s and
internet adoption in the late 1990s were followed by
sustained upswings in US nonfarm business labor
productivity. Productivity growth, which had been
trending downward since the mid-2010s, appears to
have begun turning upward again around 2020—
coinciding with the early stages of Al diffusion.
These patterns are consistent with the possibility that
Al could catalyze a new wave of productivity growth,
much as earlier general-purpose technologies did,
although the historical analogies are imperfect and
the ultimate magnitude and breadth of any Al-driven
productivity boom remain deeply uncertain.

The academic literature, however, offers no consen-
sus on the likely magnitude of the productivity gain
of Al, and estimates vary enormously depending

on the assumptions made. Projected annual pro-
ductivity or total factor productivity (TFP) gains
range from as little as 0.07 percentage points per
year—in Acemoglu’s (2024) conservative scenario,
which assumes narrow task coverage, slow diffu-
sion, and limited economic reorganization—to as
much as 0.6 percentage points per year in more
optimistic assessments such as Bergeaud (2024),
which emphasizes reallocation toward frontier firms
(annex table IA.2). Cumulative level effects span
an equally wide range, from just 0.7 percent over a
decade to as much as 12 percent over 10 to 20 years.
The key source of disagreement across studies is not
the technology itself but the assumptions about how
broadly and quickly Al will diffuse across firms and
sectors, and whether it will trigger the kind of deep
economic reorganization that amplifies productivity
gains—as occurred during the late-1990s I'T boom.
Taken together, the literature suggests that Al could
deliver meaningful productivity dividends, but the
uncertainty surrounding the timing, breadth, and
ultimate scale of those gains remains substantial.

Al diffusion and readiness in EAP

Al-related exports have expanded rapidly across
several EAP economies in recent years (figure 1.29).
Viet Nam and Malaysia stand out, with Al export
shares rising from about 20 and 28 percent of GDP
in 2023 to approximately 32 and 34 percent by

FIGURE 1.28 Al has the fastest adoption rate, and some evidence suggests we are likely in the

early stages of a productivity boom.
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FIGURE 1.29 EAP’s technology exports have been increasing in recent years; intermediate
goods dominate Al-related trade in EAP, but trade in equipment, such as data center hardware,

has increased meaningfully in recent years.
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Note: Al-related exports follow the WTO (2025) classification of Al-enabling products covering raw materials, processed chemicals, intermediate inputs, and equipment.
The left-hand scale shows total Al and non-Al exports as a percent of GDP. The right-hand scale shows the two largest Al components separately: intermediate inputs (e.g.,
processors, integrated circuits, semiconductor wafers) and equipment (e.g., semiconductor manufacturing machinery). See WTO (2025), Annex A for the full product list.

Al = artificial intelligence; EAP = East Asia and Pacific.

2025, respectively—among the highest shares glob-
ally. Thailand also shows a meaningful increase in
Al exports over the period, rising from about 12
to 16 percent of GDP. By contrast, Indonesia’s Al
export share remains negligible, and the Philippines
shows a modest decline. These shares dwarf those of
major advanced economies, where Al export shares
range from about 2 percent of GDP for the United
States and the EU to 4 percent for Japan.

Intermediate goods—particularly semiconductors—
remain the backbone of Al-related trade across
the region, although equipment exports such as
data center hardware have grown meaningfully.
Viet Nam is especially notable, with equipment
exports rising from about 7 to over 15 percent
of GDP, pointing to its emergence as a signif-
icant hub for Al-related hardware assembly.
Malaysia and Thailand similarly show growth
in both components, although intermediates
remain the larger share. At the other end of the
spectrum, the Philippines’ Al exports are modest

and predominantly intermediate-based, while
Indonesia’s Al export footprint remains negligi-
ble. Taken together, the figure underscores that
EAP’s role in the global Al supply chain is deepen-
ing, with the region contributing across both the
upstream (intermediates) and downstream (equip-
ment) segments—although the degree of partici-
pation varies considerably across economies.

Early evidence suggests that Al is diffusing slowly
across EAD, although assessing the true pace of adop-
tion is complicated by the absence of a universal or
consistent measure of Al use (figure 1.30). Depending
on how Al adoption is defined and measured—
whether through firm-level surveys, online job post-
ings, machine learning software use, or Al-related
task exposure at the occupational level—estimates
can vary considerably; most available data sources are
biased toward larger firms, English-speaking mar-
kets, or advanced economies where data are more
readily available. What evidence does exist points
to a region that remains in the early stages of Al
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FIGURE 1.30 Early evidence suggests Al is diffusing slowly in much of EAP.
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diffusion: only about 13 to 17 percent of multina-
tional enterprise subsidiaries in China and Thailand
use Al, compared to 37 percent in the United States,
and Al adoption is heavily concentrated among mul-
tinationals, with domestic firms lagging well behind.
Moreover, the share of EAP jobs involving tasks that
are complementary to Al—and thus positioned to
benefit from it—is only about 10 percent, compared
to 30 percent in advanced economies, reflecting the
region’s higher concentration of employment in
agriculture and routine manual occupations. Taken
together, these patterns suggest that while Al invest-
ment is flowing into the region, its diffusion into the
broader economy remains nascent, and the region’s
ability to translate that investment into widespread
productivity gains will depend critically on closing
gaps in digital infrastructure, skills, and firm-level
technological readiness.

Over the longer term, Al holds considerable prom-
ise as a driver of productivity growth across EAP.
Al readiness across EAP, and the ability to take
advantage of the productivity benefits of Al, can be
assessed through four dimensions—connectivity,
computing, context, and competency (World Bank

4

IBRD 49468 | March 2026

2025c¢). On connectivity, most large EAP economies
lag advanced economies, weighed down by rela-
tively low fixed broadband penetration (figure 1.31).
Computing capacity is a relative strength, with
Malaysia and Indonesia having made substantial
investments in data centers. On context, EAP hosts
7 percent of global Al startups and draws 8 percent
of venture capital funding, but activity is heavily
concentrated in China; most other economies—
including Indonesia, Malaysia, the Philippines,
Thailand, and Viet Nam—each have fewer than
40 Al startups and attract very limited VC funding,
pointing to significant room to strengthen practical
Al innovation and commercialization.

On competencies, over one-third of the EAP work-
force has received tertiary education, with China
and Mongolia leading the region. More than half the
population in most EAP economies possesses basic
or intermediate digital skills, although disparities
are wide: intermediate digital skills are present in
64 percent of the population in Malaysia but only
17 percent in Viet Nam, underscoring the uneven
foundation on which economies across the region are

building their Al capabilities (World Bank 2025¢).
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FIGURE 1.31 EAP economies show mixed Al readiness, with computing strengths offset by
connectivity gaps and an underdeveloped startup ecosystem outside China.

A. Data center capacity and fixed broadband
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China stands apart, with a scale of investment, tal-
ent, and data infrastructure that is difficult to match
and that is essential for driving frontier innovation.
For example, China dominates the development
of notable machine learning models within EAP,
responsible for 75 percent of the region’s models
and 12 percent of the global total (World Bank
2025¢). Other large EAP economies—includ-
ing Indonesia, Malaysia, the Philippines, and
Thailand—demonstrate only moderate levels of
Al readiness, while smaller and lower-income
economies in the region lag further behind, raising
concerns about their capacity to absorb and benefit
from the technology (figure 1.31). Smaller econo-
mies need not aim to lead at the frontier; they can
still generate meaningful gains by focusing on Al
adoption and customization in high-value niches
or sectors where local context and domain knowl-
edge confer a comparative advantage. But even
this more modest path requires a baseline of digi-
tal infrastructure, human capital, and institutional
capacity that remains underdeveloped across much
of the region.

Financial risk of AI

Financial market indicators point to growing
risks from Al-related exuberance in advanced
economies, with potential adverse spillovers for
developing EAP. Both the overall S&P 500 price-
to-earnings (P/E) ratio and the tech sector P/E
ratio have risen sharply since the mid-2010s, with
tech valuations again reaching levels reminiscent of
the dot-com era (figure 1.32). Compounding this,
market concentration—measured by an inverse
Herfindahl-Hirschman index—has climbed to its
highest level since 2008, as a narrow group of Al-
and IT-related stocks has come to dominate index
performance. This combination of stretched valua-
tions and extreme concentration amplifies the risk
of a sharp correction: if Al-related earnings disap-
point or investor sentiment shifts, the unwinding
of positions in a small number of heavily weighted
stocks could trigger outsized marketwide declines.
A significant repricing of Al assets in US equity
markets could tighten financial conditions across
EAP, dampening investment at a time when Al
infrastructure buildout is still gaining momentum.
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FIGURE 1.32 Concentration risk has risen to historically high levels, with a narrow group of
IT- and Al-related stocks predominantly driving the S&P 500.
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P/E ratios across emerging market economies in
the region remain well below those of the US.
The S&P 500 P/E ratio has climbed toward 30
in recent years, while most regional markets have
hovered in the 10-20 range over the same period
(figure 1.33). Despite this relative undervalu-
ation, stock prices of the largest firms—measured
by market capitalization—especially those in tech
sector, have risen sharply in some of the region’s
economies. The increase is most notable in
China, the Philippines and Viet Nam, where the
median stock price of the top 10 firms increased
by nearly four-fold and three-fold, respectively,
since January 2022, far outpacing the broader
market indices in those countries. This diver-
gence points to a pattern of concentrated gains
among a narrow set of large-cap and tech firms,
even as regional equity markets appear modestly
valued overall.

Domestic policy

While external conditions shape the environment
in which EAP economies operate, domestic pol-
icy remains a powerful determinant of economic
performance. Three broad categories of domestic
policy levers are identified: (1) macroeconomic

policy, encompassing fiscal and monetary deci-
sions that influence aggregate demand, price
stability, and public debt sustainability; (2) struc-
tural reforms, which improve the functioning of
markets and institutions; and (3) industrial pol-
icy, through which governments actively promote
specific sectors or industries to foster innovation,
enhance competitiveness, and support job cre-
ation. Together, these domestic policy choices
determine how effectively EAP economies can
harness external tailwinds and buffer against
external headwinds.

Macroeconomic policy
Fiscal policy

Fiscal policy continues to support growth, although
most countries are expected to gradually consolidate
their fiscal positions over 2025-26 (figure 1.34).
China’s fiscal deficit stands at about 7-8 per-
cent of GDP—well above its 2015-19 average of
approximately 3.5 percent—reflecting the scale
of recent stimulus measures, including infrastruc-
ture investment, equipment and consumer subsi-
dies, and increased social spending. Malaysia and
the Philippines are running deficits of about 4 and
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FIGURE 1.33 Price-to-earnings ratios in the region are low compared to the United States, but
stock prices of top-large firms have significantly increased recently in China and Indonesia.
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FIGURE 1.34 Most countries in EAP expect
consolidation of their fiscal policy stance.
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3.5-4 percent of GDD, respectively, both above
their pre-pandemic averages, as governments con-
tinue to support growth amid elevated uncertainty.
Indonesia’s deficit remains relatively close to its his-
torical norm atabout 2-3 percent of GDP. Thailand
presents the starkest shift: from a pre-pandemic
fiscal surplus of about 0.5-1 percent of GDDP, it
is now projected to run deficits of approximately
2-2.5 percent of GDP through 2026, reflecting the
cost of recent stimulus programs. The persistence
of elevated deficits across the region underscores
the tension between near-term growth support and

medium-term fiscal consolidation, particularly as
rising public debt constrains the space for further
stimulus.

Public debt across EAP remains elevated relative
to pre-pandemic levels in the majority of econo-
mies in the region. Comparing current and pro-
jected debt-to-GDP ratios for 2024-26 against
the 2015-19 average, most economies—includ-
ing China, Indonesia, Malaysia, the Philippines,
Thailand, Fiji, Lao PDR, Palau, and Solomon
Islands—show substantially higher debt burdens
(figure 1.35). Some of the most dramatic increases
are seen in Lao PDR and Palau, where debt now
approaches or exceeds 90-100 percent of GDP,
compared to roughly 30-55 percent before the
pandemic. A few economies, notably Viet Nam,
Mongolia, and Samoa, are exceptions where debt
ratios have declined or stabilized relative to the
pre-pandemic period. Compounding fiscal pres-
sures, interest payments as a share of GDP have
also risen across much of the region, with Lao
PDR and the Philippines among the most affected,
and several Pacific island economies similarly fac-
ing higher debt servicing costs relative to their
pre-pandemic baselines. Together, these trends
point to a tighter fiscal space across EAD, as gov-
ernments contend with both larger debt stocks and
rising costs of servicing them.
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FIGURE 1.35 Public debt is higher than pre-COVID-19 in the majority of EAP economies, while

interest payments have increased.
A. Developing East Asia, general government debt
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Monetary policy

Monetary policy across much of the region has
remained broadly accommodative, supporting eco-
nomic activity as inflation stays largely anchored
within central bank target bands in most major
economies. However, notable divergences have
emerged. In Myanmar, elevated inflation contin-
ues to reflect significant currency depreciation
alongside persistent supply-side disruptions stem-
ming from ongoing conflict and trade restrictions
(World Bank 2025a). Indonesia presents another
exception, where headline inflation faced upward
pressure from the expiration of temporary electric-
ity subsidies, recent adjustments to water tariffs,
and rising food prices (figure 1.36). Specifically,
Indonesian food inflation climbed to 3.5 per-
cent, driven by a combination of adverse weather

conditions and increased demand associated with
the rollout of the new free school meals program.
In China, supply continues to outpace demand,
exerting downward pressure on consumer and pro-
ducer prices. Cuts to policy rates and the reserve
requirement ratio, together with support for the
property sector and equity markets, are easing
financial conditions, although weak credit demand
and a slow housing market may limit the growth
impact.

Global financial markets remain cautious. Central
banks in major advanced economies lowered policy
rates in 2025 (figure 1.37). And, in the region, sov-
ereign spreads declined, partly due to falling inter-
est rates in the United States (box 1.2). However,
this trajectory shifted in the first quarter of 2026,
with spreads widening across EAP economies,
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FIGURE 1.36 Monetary stance has been supportive as inflation remains low.
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FIGURE 1.37 Financial conditions have improved as expectations of further US policy rate
reductions have increased and sovereign spreads in EAP economies have declined.
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likely due to heightened external uncertainties,
shifting expectations around global monetary pol-
icy, and the recent commodity price volatility stem-
ming from geopolitical developments. Specifically,
as illustrated by recent futures pricing, market
expectations for the US federal funds rate trajectory
have adjusted upward between January and March
2026, signaling a more cautious outlook on the
pace of further monetary easing.

Narrowing yield differentials weighed on portfolio
capital flows across the region in 2025. As median
bond yields in developing EAP trended downward
while US yields remained elevated, the yield spread

compressed, reducing the relative attractiveness of
regional assets (figure 1.38). The result was largely
subdued and divergent capital flows. China saw
the sharpest contraction, recording cumulative
outflows exceeding US$80 billion by year-end.
Major ASEAN economies—including Indonesia,
Thailand, and Viet Nam—also faced persistent net
outflows as investors adjusted to less favorable rate
differentials.

Exchange rate trajectories across EAP diverged in
2025, reflecting a mix of shifting external condi-
tions and domestic fundamentals. The Malaysian
ringgit and Thai baht benefited most from the



60

PART

EAST ASIA & PACIFIC ECONOMIC UPDATE | APRIL 2026

BOX I.2 US Federal Monetary Policy and EAP Economy Premiums

Empirical evidence suggests that United States Federal
Reserve monetary policy easing is associated with
lower bond spreads across EAP emerging economies  than 100 basis points), followed by Malaysia (approx-
(figure 1.B2.1). Fed actions that decrease the 10-year  imately 75 basis points), and China and Indonesia
treasury note by 1 percentage point consistently reduce  (less than 30 basis points).

spreads in all five economies examined, with the
largest effects in Thailand and the Philippines (more

FIGURE 1.B2.1 US federal monetary policy easing is correlated with lower spreads
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Note: The bars show daily effects on the day of the US Federal Reserve’s Federal Open Market Committee announcements.

FIGURE 1.38 Real interest differentials with advanced economies increased in some EAP countries earlier
in 2025 but have stabilized, leading to capital outflows in some countries.
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B. Red line shows the median of developing EAP; gray area indicates the 25th—75th percentile range. Series are 3-month moving averages.
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Federal Reserve’s easing cycle. Malaysia’s exchange
rate appreciated nearly 15 percent, further sup-
ported by a surge in foreign direct investment
(FDI) into semiconductor and Al infrastructure.
The Thai bahts appreciation was also supported
by strong gold re-export activity, which boosted
Thailand’s trade surplus and generated sus-
tained foreign exchange inflows. By contrast, the
Indonesian rupiah depreciated roughly 4 percent,
weighed down by market concerns over fiscal policy
and capital outflows triggered by MSCI’s decision
to freeze Indonesian securities in its index, prompt-
ing Bank Indonesia to intervene. The Vietnamese
dong also saw net depreciation, while the Chinese
renminbi appreciated modestly and the Philippine
peso ended the period broadly flat after early gains
were eroded by fluctuating trade dynamics.

Structural reforms

Major economies in the EAP region undertook
wide-ranging structural reforms from the early
1980s through the early 2000s, spanning trade,
domestic finance, and product markets. Since then,
however, the pace of reforms has slowed (World
Bank 2023). To an extent, the slowing reform is a
consequence of significant prior liberalization that
leaves limited room for further reforms, especially
the politically difficult “last mile” improvements in
policy. Nevertheless, the latest available data across
all reform areas suggest that there are still sizeable
gaps in reforms of developing EAP countries relative
to a sample of advanced economies (figure 1.39).

Even in a difficult external environment, EAP
countries can forge a dynamic path. But support-
ing near-term growth through fiscal measures may
deliver less durable development benefits than
deeper domestic reforms. Growth in China and
Indonesia is relatively high, but measures to sus-
tain growth today may not be conducive to growth
tomorrow. Current growth (of about 5 percent
per annum) exceeds estimates of potential growth,
largely thanks to government support (World Bank
2025a). Reforms, such as addressing non-tariff bar-
riers, especially in services, as well as deregulation
and business licensing simplification (in the case
of Indonesia), could enhance potential growth and
productive job creation.

China has formulated a medium-term policy strategy
to navigate three structural transitions—economic
rebalancing, technological advancement, and the
green transition—while addressing ongoing finan-
cial vulnerabilities. For 2026, China has set a GDP
growth target of 4.5-5.0 percent, below the 5.0-
percent target in 2025. Fiscal policy is expected to be
less expansionary, with an estimated fiscal impulse
of about 0.4 percent of GDP. Taken together, these
measures aim to balance short-term growth with the
need to support ongoing structural transitions.

Domestic demand is expected to play a larger role
in driving Chinas growth, although the pace of
rebalancing toward consumption is likely to remain
moderate. Fiscal stimulus continues to rely on
infrastructure investment, while direct support to
households is expanding only gradually. Reforms to
strengthen the social safety net and complete the
shift towards service provision based on place of
permanent residence—rather than household reg-
istration—are expected to progress gradually.

Investment is expected to remain resilient to sup-
port industrial upgrading, technology diffusion, and
the green transition. With respect to technological
advancement, greater efforts will aim at large-scale
deployment of digital and Al technologies across the
economy to consolidate productivity gains. The green
transition remains a priority, with emission intensity
targets, efficiency standards, and public investment
driving the change. These will be complemented by
an expansion of the national carbon market and the
introduction of emission caps over the medium term.

Financial stability policies in China remain focused
on containing risks in the property sector, local gov-
ernment debt, and smaller financial institutions.
Incremental fiscal reforms to strengthen public
finance management and local fiscal capacity will
complement the ongoing debt-swap program. The
program replaces off-budget local government debt
with on-budget bonds. Together, these measures
are expected to modestly ease local fiscal stress.
However, more decisive balance sheet restructur-
ing and deeper fiscal reform are needed to tackle
financial vulnerabilities and ensure adequate fiscal
resources to finance rising spending needs, includ-
ing due to population aging.
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FIGURE 1.39 EAP countries will need to address the significant structural “reform gap.”
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Recent structural reforms in other countries are
likely to improve economic efficiency and support
growth. For instance, the Philippines has opened
key sectors to greater competition—including
logistics, telecoms and renewable energy—and
is seeking to build the capabilities of the labor
force through the newly enacted Enterprise-Based
Education and Training (EBET) framework. Viet
Nam, too, has launched a wave of institutional
reforms aimed at creating a more efficient state.
In late 2024, the government began significant
bureaucratic restructuring, reducing ministries
and agencies, consolidating local governments
(reducing provinces from 63 to 34 and removing
district-level governments); streamlining public
employees (reducing staff by 20 percent or at least

100,000 employees over 5 years); and reforms
such as the new Land Law, State Budget Law,
and streamlined business services to improve the
investment climate. In both countries, improved
economic performance will depend on the imple-
mentation of the reforms.

A longer view

A longer-run perspective on the sources of growth
reveals structural challenges for the region. In EAP
excluding China, capital accumulation has been
the dominant driver of output growth through-
out the past five decades, consistently contributing
2—4 percentage points in each period (figure 1.40).
The contribution of TFP—the efficiency with
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FIGURE 1.40 A longer view: Capital accumulation, not productivity improvements, has driven

recent growth in the region outside China.
A. EAP excluding China
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which inputs are transformed into outputs—has
been declining and remains modest. After con-
tributing 1.3 percentage points in 2000-05, TFP’s
contribution fell to just 0.1 percentage points in
2010-15 before recovering slightly to 0.4 percent-
age points in 2015-23. The contribution of hours
worked has also diminished as populations age,
falling from 1.4 percentage points in 197075 to
0.4 percentage points in 2015-23.

In China, TFP appears to have played a more sig-
nificant role, contributing 1.6 percentage points to
output growth in 2015-23, even as it has declined
from an average of above 3 percentage points
in 1980-2010. Capital accumulation related to
information and communication technologies
sector (ICT) has also contributed more in China
(0.6 percentage points) than in the rest of the
region (0.1 percentage points), reflecting China’s
more advanced digital economy. However, China
faces headwinds from a shrinking labor force, with
employment now deducting 0.3 percentage points
from output growth. As the returns to capital accu-
mulation diminish and labor supply tightens, sus-
taining growth across the region will increasingly
depend on productivity improvements that have
remained elusive, particularly outside China.

One reason for the slowdown in productivity growth
is that the pattern of sectoral structural change has

shifted in the past 2 decades. The share of high pro-
ductivity manufacturing in GDP that had increased
until early 2000s in all countries in the region has
decreased since then except in Cambodia and Viet
Nam (figure 1.41). Nonetheless, the share is still
higher than in most other EMDEs and advanced
economies (AEs) in China, Malaysia and Thailand
reflecting their comparative advantage in several
manufacturing sectors. The share of relatively low
productivity services in GDP has steadily increased
in most economies and is especially high in the

Philippines.

Another reason for the slowing productivity is the
relative underperformance of frontier firms. The
productivity growth of the national frontier firms
in EAP economies has been falling further behind
the global frontier in digital-intensive sectors in
recent years (figure 1.42). For example, in digital
manufacturing sectors, between 2005 and 2015,
the productivity of the global frontier increased
by 76 percent, whereas the national frontier firms
in Indonesia, Malaysia, the Philippines, and Viet
Nam increased their productivity by only 31 per-
cent on average. For less digital-intensive sectors,
the gap between the national frontier firms and the
global ones is less stark. The relative stagnation of
the national frontier is also observed in developing
countries beyond EAD, although to a lesser extent.
Since new technologies typically arrive first at the
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FIGURE 1.41 In recent years, the share of manufacturing in GDP declined in EAP economies other than
Cambodia and Viet Nam, and the share of services in GDP increased.
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FIGURE 1.42 Firms at the national frontier in EAP countries are falling behind the global

frontier, especially in digital-intensive sectors.
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EAP = East Asia and Pacific.

frontier, and then spillover to other firms, revitaliz-
ing the national frontier firms matters for the future
growth of all firms.

.3 Outlook and risks

Growth in developing EAP is projected to mod-
erate to 4.2 percent in 2026, as the conflict in the
Middle East raises commodity prices, trade barriers
and economic policy uncertainty remain elevated,

and the boost from export front-loading ahead of
higher tariffs fades. Higher energy prices are likely to
increase input costs for many EAP economies and
pass through to inflation, weakening purchasing
power. Trade policy uncertainty is expected to per-
sist, weighing on private investment and hiring deci-
sions across the region. Selected electronics exports
remain temporarily exempt from additional tariffs—
benefiting Malaysia, the Philippines, Thailand, and
Viet Nam—although the durability of these exemp-

tions is uncertain. Garment exporters, particularly



EAST ASIA & PACIFIC ECONOMIC UPDATE | APRIL 2026

PART |

Cambodia and Lao PDR, face sharper tariff shocks.
China is increasingly redirecting exports toward
non-US markets, but this shift may heighten com-
petitive pressures in third markets.

China is projected to grow at 4.2 percent in 2026,
down from 5.0 percent in 2025 due to cautious
consumer spending, ongoing property sector
adjustment, and slowing external demand. The
negative impact of the conflict in the Middle East
on the domestic economy is expected to be miti-
gated in the short term by ample oil reserves and
policy support. Growth in the rest of the region is
projected to moderate from 4.9 percent in 2025
to 4.1 percent in 2026. Viet Nam is expected to
grow by 6.3 percent, supported by strong pub-
lic and private investment, and sustained FDI
inflows. Indonesia’s growth is projected to slow to
4.7 percent, as headwinds from higher oil prices
and risk-off sentiment will be partly offset by com-
modity revenues and state-led investment initia-
tives. Reflecting its net energy exporter position,
Malaysia’s growth is projected to slow to 4.4 per-
cent, while aided by a strong labor market and
household income support measures. Mongolia’s
growth is expected to ease modestly but remain
robust at 5.0 percent on the back of strong mining
and infrastructure activity.

The Philippines stands out as one of the econo-
mies in the region most acutely exposed to oil price
shocks. Rising fuel costs are straining the trans-
port sector and driving up logistics and commut-
ing expenses for businesses and houscholds alike.
Higher energy and fertilizer prices are likely to feed
through to food costs, and lower household pur-
chasing power. The government’s declaration of an
energy emergency underscores the severity of the
situation. Growth is projected to remain below
potential at 3.7 percent. Thailand is projected to
slow to 1.3 percent, as external shocks compound
domestic structural constraints—elevated house-
hold debt, tight credit conditions, and a slow tour-
ism recovery. Cambodia’s growth is expected to
ease to 3.9 percent as declining remittances and
higher imported energy costs dampen consumer
demand. Lao PDR is projected to grow at 3.5 per-
cent, as high fuel prices hit FX liquidity and con-
sumption, and policy space remains constrained

by unsustainable public debt. Myanmar’s economy
is expected to rebound by about 2.0 percent, but
growth remains constrained by external headwinds
and deep-rooted structural weaknesses, stemming
from protracted conflict, power outages, labor
shortages, and the 2025 earthquake. Timor-Leste,
having ceased petroleum production in 2025, will
rely on its Petroleum Fund, with one-off veteran
pension payments sustaining non-oil GDP growth
at 4.1 percent.

By 2027, regional growth is expected to increase
slightly to 4.4 percent. While China’s growth is
expected to stay at 4.3 percent under the weight
of demographic aging, elevated debt, and dimin-
ishing returns to investment, growth in the rest of
the region is projected to pick up to about 5.0 per-
cent as oil prices stabilize, global policy uncertainty
dissipates, and domestic and external demand
strengthen. Indonesia is expected to edge up to
5.2 percent, supported by Danantara investment
and monetary easing, while the Philippines is pro-
jected to recover to trend growth of about 5.6 per-
cent as public investment execution normalizes.
Viet Nam is expected to grow strongly at 7.6 per-
cent and Cambodia to strengthen to 4.9 percent
as manufacturing investment absorbs returning
migrants. Mongolia remains robust at 5.5 percent.
Thailand’s recovery is projected to stay subdued,
constrained by high household debt and weak
private investment. Lao PDR and Myanmar face
more difficult trajectories—the former squeezed by
debt service obligations, the latter rebounding only
modestly from a low base amid ongoing conflict
and structural weakness.

Across the Pacific Islands, growth is projected to
remain positive but uneven. Papua New Guinea
is expected to moderate to around 3.8 percent
in 2026 and 2027 as resource-sector momen-
tum stabilizes, while higher fuel and freight costs
weigh on non-resource activity. Solomon Islands is
projected to hold at an average of 3.1 percent in
2026 and 2027, supported by mining and remit-
tances. Facing external headwinds, Samoa, Tonga,
and Palau are expected to remain more resilient,
backed by tourism, overseas labor income, and
public investment, though higher fuel costs may
temper momentum. Vanuatu, the Federated States
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TABLE 1.2 GDP growth

Apr 2026 forecast Oct 2025 forecast
2015-19 2020-24
2026 2027 2025 2026

East Asia and Pacific 6.5 4.5 5.0 4.2 4.4 4.8 4.3
East Asia and Pacific (excluding China) 5.2 2.9 4.9 4.1 5.0 4.4 45
Pacific Island Countries 3.1 1.8 3.2 2.8 3.0 2.7 2.8
China 6.7 4.9 5.0 4.2 4.3 4.8 4.2
Indonesia 5.0 3.4 5.1 4.7 5.2 4.8 4.8
Malaysia 4.9 3.1 5.2 4.4 4.4 41 41
Philippines 6.6 3.0 4.4 3.7 5.6 5.3 5.4
Thailand 3.4 0.7 2.4 13 2.3 2.0 1.8
Viet Nam 71 5.2 8.0 6.3 76 6.6 6.1
Cambodia 8.0 3.1 4.8 3.9 4.9 4.8 4.3
Lao PDR 6.6 2.7 4.5 3.5 3.7 3.7 3.6
Mongolia 4.6 2.9 6.9 5.0 5.5 5.9 5.6
Myanmar 6.4 -3.3 -1.3 2.0 4.0 -1.8 3.0
Papua New Guinea 4.0 19 5.6 3.8 3.8 4.3 &2
Timor-Leste 5.2 1.0 4.5 4.1 4.0 4.0 3.4
Palau 1.0 -1.9 6.7 3.6 2.7 5.7 3.5
Fiji 3.1 3.2 3.2 2.7 3.2 2.9 3.0
Solomon Islands 3.0 0.1 3.6 2.9 3.2 25 2.7
Tuvalu 6.7 -15 3.0 2.5 2.7 3.0 2.6
Marshall Islands 4.8 -0.6 2.5 3.3 2.4 25 4.1
Vanuatu 3.5 0.3 17 2.3 2.7 17 2.8
Kiribati 5.8 4.2 43 3.1 2.4 3.9 3.2
Tonga 2.3 0.2 2.7 2.0 1.8 2.7 2.3
Samoa 3.4 2.4 4.2 4.0 3.3 2.1 25
Micronesia, Fed. Sts. 2.0 -0.9 1.1 0.8 13 1.1 1.5
Nauru 17 2.6 2.1 1.9 1.9 2.1 1.9

Source: World Bank.

Note: Percent growth of GDP at market prices. Values for 2025 for the small island economies refer to GDP growth estimates. Values for Timor-Leste represent non-oil GDP. For the following
countries, values correspond to the fiscal year: Federal States of Micronesia, Myanmar, Palau, and Republic of the Marshall Islands (October 1-September 30); Nauru, Samoa, and Tonga
(July 1=June 30).

of Micronesia, and the Marshall Islands face more ~ domestic vulnerabilities. Four interrelated exter-
constrained outlooks, reflecting limited diversifica-  nal risks could constrain growth below baseline
tion, high import dependence, and high exposure  projections.
to climate and external shocks (box 1.3).

e First, geopolitical tensions remain an import-
Risks to the regional outlook remain tilted to the ant source of downside risk. Escalating conflicts
downside, reflecting a combination of external and in systemically important regions—Middle
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BOX 1.3 Pacific Island Countries (PIC11)?

Growth across the Pacific Island Countries (PIC11)
stabilized at a little above 3 percent in 2025 following
a turbulent start to the year. A stronger second half—
supported by tourism and remittance led demand—
helped normalize activity back toward pre-pandemic
trends. Fiji, accounting for more than half of regional
output, remained the principal driver of the aggregate,
expanding by 3.2 percent on the back of strong long-
haul arrivals and fiscal stimulus from the FY26 budget.
Solomon Islands grew by 3.6 percent, supported by
investment in mining, fisheries, and public infrastruc-
ture, although the structural decline in logging reve-
nues continues to narrow the fiscal base (figure 1.B3.1).

Tourism- and remittance-led economies recorded
mixed but generally positive outcomes. Palau posted
the strongest growth in the region (7.9 percent), driven
by a rebound in arrivals from Asia and improved air
connectivity. Samoa and Tonga benefited from strong
remittances, which remain a stabilizing force despite
cost-of-living pressures in host economies. Vanuatu’s
recovery remained gradual (1.7 percent), constrained
by lingering effects of natural disasters and the oper-
ational restructuring following Air Vanuatu’s collapse.

Among sovereign rent—led economies, growth averaged
2.6 percent in 2025, supported by fishing-license reve-
nues and donor-financed investment. RMI accelerated
to 2.6 percent following approval of the new Compact
of Free Association, while FSM and Kiribati also
expanded on the back of Compact inflows and large
capital programs.

Fiscal positions weakened across 9 of the 11 PICs
in 2025 as governments paused consolidation and
adopted stimulus to counter early year global uncer-
tainty. Public debt ratios continued to edge down mod-
estly due to nominal GDP growth, but Kiribati, Tonga,
Tuvalu, and Vanuatu remain at high risk of debt dis-
tress. Early 2026 geopolitical tensions have added fiscal
pressures through higher fuel costs for utilities, poten-
tial support for aviation and shipping, and demand for
temporary household protection.

Inflation moderated across most economies in 2025,
with the regional median falling to about 3.4 percent
(figure 1.B3.2). Fiji experienced negative inflation
late in the year as imported price pressures unwound.
However, the escalation in the Middle East in early

FIGURE 1.B3.1 GDP growth and fiscal balance in PICs

A. GDP growth in Fiji, PIC-11, and PIC-11, excluding Fiji
Percent change
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B. Fiscal balance
Percent of GDP
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= 2025 Pre-COVID-19 pandemic (FY2018-19)

Fiji SLB TR median SR median

Sources: Haver Analytics; International Monetary Fund Article IV 2024, 2025; World Bank.

Note: All data in the report are presented on a calendar year basis for consistency and comparability. For countries with a fiscal year different from the calendar year, data on
a calendar year basis are computed based on fiscal year estimates. Data corresponding to fiscal years are explicitly indicated as such. Recent developments reflect higher
risk premia in energy markets and elevated freight/insurance costs; a severe disruption scenario—though not our baseline—would amplify these channels substantially.
PICs = Pacific Island Countries; PIC-11 = Federated States of Micronesia, Fiji, Kiribati, Marshall Islands, Nauru, Palau, Samoa, Solomon Islands, Tonga, Tuvalu, and Vanuatu;

TR = tourism- and remittance-led economies; SR = sovereign rent-led economies.
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BOX 1.3 Pacific Island Countries (PIC11) (continued)

FIGURE 1.B3.2 Inflation in PICs
A. PIC-11 inflation

B. Consumer price index
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Sources: International Monetary Fund; World Bank.
Note: PICs = Pacific Island Countries; PIC-11 = Federated States of Micronesia, Fiji, Kiribati, Marshall Islands, Nauru, Palau, Samoa, Solomon Islands, Tonga, Tuvalu, and

Vanuatu.

2026 has lifted refined product prices and freight pre-
mia, raising near-term inflation risks, particularly for
economies with limited tariff smoothing or vulnerable
utilities.

Looking ahead, growth across the PIC 11 is projected
to slow to 2.8 percent in 2026, below the 2025 out-
turn. Tourism arrivals, now about 5 percent above
pre-pandemic levels, are expected to increase further,
with Fiji continuing to account for roughly two-
thirds of all regional arrivals. Higher jet fuel costs
may temper the pace of recovery but are not expected
to derail it under the baseline. Remittances will
remain an important stabilizer, especially for Samoa
and Tonga, where overseas labor mobility participa-
tion remains high.

External positions are expected to come under
renewed strain from higher fuel import costs and ele-
vated freight and insurance premia. Inflation is pro-
jected to rise to 3.8 percent, with risks tilted upward
due to global energy price volatility and localized

supply disruptions. Fiscal balances could deteriorate
further if governments absorb higher operating costs
in utilities or transport. Combined with weak domes-
tic revenue mobilization and growing development
and climate-related spending needs, fiscal space is
expected to remain tight.

The balance of risks is firmly to the downside. Key
risks include:

e Energy and shipping shocks: Further escalation
involving Iran or disruptions to major shipping
corridors could sharply raise refined product
prices, freight costs, and insurance premia, with
rapid pass through to domestic prices, utilities,
and transport.

e External account pressures: Higher import bills
could widen current account deficits signifi-
cantly, especially for fuel-dependent and geo-
graphically dispersed economies with thin
reserve buffers.



EAST ASIA & PACIFIC ECONOMIC UPDATE | APRIL 2026

PART |

69

BOX 1.3 Pacific Island Countries (PIC11) (continued)

Fiscal vulnerabilities: Higher operating costs for
utilities, possible support to lifeline aviation/
shipping routes, and temporary social protection
measures could widen deficits and intensify debt
pressures.

Climate shocks: PICs remain highly exposed to
cyclones, flooding, and sea level rise, potentially
interrupting tourism, damaging infrastructure,

Political economy risks: Upcoming election cycles
in the Federated States of Micronesia, Fiji, and
Samoa (2026-27) could slow reform momentum

and cloud policy predictability.

A stronger global recovery or continued resilience in

remittances could offer some upside, but structural

fragilities—including small market size, high transport

costs, and limited fiscal buffers—constrain the scale of

and diverting public spending.

potential positive surprises.

*Based on the Spring 2026 issue of the “Pacific Economic Update” (forthcoming).

East—could amplify commodity price vola-
tility, threaten food security, disrupt critical
shipping lanes and energy supply chains, and
generate macro-financial spillovers across EAP.
Heightened great-power tensions could further
dampen investor confidence, fragment tech-
nology supply chains, and accelerate decou-
pling pressures that weigh disproportionately
on the region’s trade-exposed economies.

e Second, deeper trade policy fragmentation—
through rising tariffs, non-tariff barriers, and
sustained policy uncertainty—could disrupt
regional supply chains, weaken investment,
and weigh on export-led growth.

e Third, while policy rates in major economies
are expected to decline, equity market correc-
tions or renewed bond market volatility could
tighten financial conditions, trigger capital
outflows, and raise borrowing costs for more
vulnerable economies.

e Fourth, a slowdown in advanced economies or
China would transmit quickly through trade,
tourism, remittances, and financial channels,
with EAP’s exports being increasingly driven
by a narrow set of high-tech sectors heighten-
ing exposure to external demand shocks.

Domestic risks remain significant in several econ-
omies. In China, a deeper or more prolonged

property sector correction could further weaken
investment and household consumption, while
local government financial stress could limit fiscal
support. High debt levels and financial sector fra-
gilities—particularly in Cambodia, Lao PDR, and
several Pacific Island Countries—constrain policy
space and heighten vulnerability to external shocks.
In Indonesia and Thailand, continued political and
policy uncertainty, compounded by high household
debt in Thailand, could weigh on consumption and
investment. Climate-related shocks remain a per-
vasive risk across the region, particularly for agri-
culture- and tourism-dependent economies and
Pacific Island Countries.

Upside risks include a faster-than-expected eas-
ing of global financial conditions, stronger tour-
ism recoveries, higher commodity prices for net
exporters, and decisive domestic reforms. Progress
on reducing trade barriers, improving the business
environment, and accelerating high-quality pub-
lic investment could lift private investment and
productivity, helping EAP economies better with-
stand external headwinds over the medium term.

Policy makers across the region face a challenging
balancing act. Countries with limited fiscal space—
including Cambodia, Lao PDR, Myanmar, and
several Pacific Island economies—have less room
to support economic activity if external shocks
intensify, making it essential to rebuild buffer,
prioritize high-impact spending, and strengthen
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financial stability (box I.4). By contrast, econo-
mies with stronger balance sheets and larger buf-
fers, such as China, Indonesia, Malaysia, and some
Pacific economies with sovereign wealth funds or
Compact-related transfers, retain greater scope to
smooth shocks, although policy trade-offs remain
acute as public support risks delaying needed
structural adjustment.

Many economies retain meaningful buffers or offset-
ting channels to the oil shock. China’s exposure to oil
imports is mitigated by diversification, reserves, and
administrative controls, limiting macroeconomic
spillovers. Indonesia and Malaysia benefit from com-
modity-export revenues that partially or fully offset
higher fuel costs, while Viet Nam’s fiscal space and
domestic refining capacity help contain near-term
macro effects in the event of a short-lived shock.

Against this backdrop, monetary policy responses
should remain calibrated: central banks with
well-anchored inflation expectations and subdued
underlying price pressures—including China and
several inflation-targeting ASEAN economies—
can afford to look through energy supply shocks
without overreacting and focus on supporting
domestic demand. However, in economies where
inflation is already elevated, expectations are less

firmly anchored, or exchange-rate pass-through is

strong—such as Lao PDR, Mongolia, Myanmar,
and Papua New Guinea—a severe or prolonged
commodity price shock could necessitate a shift
toward a less accommodative stance to prevent sec-
ond-round effects and protect macro-financial sta-
bility, even at the cost of near-term growth. Even
for those economies with strong buffers and policy
room, close monitoring is warranted. A severe or
sustained commodity price shock that threatens to
dislodge inflation expectations may warrant a shift
toward a less accommodative stance.

On the fiscal side, if the government seeks to pro-
tect households (or firms) from the price shock by
providing energy subsidies, the resulting higher
deficits could also lead to increased borrowing and
debt, which could result in higher interest rates that
inhibit investment and growth. These risks are par-
ticularly acute in economies with already-elevated
debt levels and limited fiscal space. Lao PDR faces
debt sustainability concerns, while several Pacific
Island countries are constrained by small reve-
nue bases and dependence on external financing,
leaving little room to absorb additional spending
pressures without risking unsustainable fiscal posi-
tions. Given the difficult trade-off, better-targeted
support—for both the poor and the vulnerable in
the middle class—can help those most in need at a
more reasonable fiscal cost.
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BOX 1.4 Financial Sector Vulnerabilities in EAP

Financial sectors across most large EAP economies
remained broadly stable in 2025, with healthy asset
quality, ample liquidity, and sufficient capital buffers
to withstand potential adverse shocks (table 1.B4).
A reverse stress test conducted on 528 banks across
six EAP economies using Fitch bank-level balance
sheet data confirms this resilience: non-performing
loan (NPL) ratios would need to rise by very large
margins from current levels—about 14 percent-
age points for China and 18 percentage points for

TABLE 1.B4 Financial vulnerabilities in EAP

Credit Capital
expansion adequacy
Regulatory

Capital to
Risk-Weighted
Assets (%)

Private
sector credit
growth (%)

China

Indonesia 8

Malaysia 6

Philippines 1 16
Thailand 0 20
Viet Nam _
Cambodia 4

Lao PDR 3

Mongolia 15

Myanmar 14

Timor-Leste

Fiji

Solomon Islands
Papua New Guinea
Samoa

Vanuatu

Tonga

Source: IMF, World Bank, Fitch, Haver Analytics.

total gross

Indonesia—Dbefore the weakest 20 percent of banks
would breach minimum capital adequacy require-
ments. The consolidated distance to breakpoint has
remained consistently high across most EAP econ-
omies through the pandemic and recovery period,
making a systemic banking crisis highly unlikely
based on available data.

Trade-related external developments have not led to
financial stress across the region. Mitigating factors

Asset
quality

Profitability

Solvency Liquidity

Deposit to
loan ratio

Liquid asset
(% short-term
liability)

Return on

H (-7
loans (%) CEIg7 )

2025

109

115

123

Note: Color scale represents country percentile across EMDEs. Change denotes percentage point / level change compared to average 2021-23 average. EMDE = emerging

market and developing economies. NPL = non-performing loan.
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BOX 1.4 Financial Sector Vulnerabilities in EAP (continued)

FIGURE 1.B4.1 CDBP for EAP countries
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Note: The Consolidated Distance to Breakpoint (CDBP) is defined as the
increase of non-performing loan levels needed before the weakest 20 percent
of the banking system in a country would breach the minimum capital adequacy
ratio due to depleted capital buffers.

include (1) partial resolution of US trade disputes
through negotiations; (2) strong policy and fiscal
support in China; (3) a weaker dollar that supported
capital inflows into emerging markets; and (4) the
financial sector’s solid capital buffers that have helped
banks in the EAP economies to absorb external

headwinds.

Credit growth dynamics vary markedly across the
region. Indonesia, the Philippines, and Viet Nam
have seen faster credit expansion, while growth has
been modest in China and Malaysia and lackluster in
Thailand. Credit-to-GDP levels remain below histori-
cal trends in most economies, limiting concerns about
excessive credit buildup.® Where credit has been slow,
this likely reflects weak demand from corporates and
households amid slowing growth rather than supply
constraints—notably in China and Thailand. Booming
technology-related investments across the region have
largely been financed through FDI inflows in Southeast
Asia and domestic equity markets in China, rather than
bank credit.?

Indonesia experienced a period of acute equity market
stress in early 2026. On January 27, Morgan Stanley
Capital International (MSCI), the largest provider of
equity indexes, announced it would freeze Indonesian

FIGURE 1.B4.2 Credit-to-GDP gap

Percentage points
9

k=l © 3 © © © Q © = @©
< k= oy @ @ 2 S 5 N o
< = x > 5] = = c o ©
(&) - o = << - o

e o © S = <
S = —

= @ = <3 =] h=]
S = [+ 2

N %] »

EAP Global peers
Source: BIS.

securities in its index pending a May 2026 reassessment,
citing opaque ownership structures and extremely low
free float levels as posing “fundamental investability
issues.” The main equity index fell more than 10 per-
cent in 2 days, triggering two trading halts, before sta-
bilizing and recovering partially. The episode exposed
structural weaknesses in Indonesia’s capital markets,
including shallow market depth, limited transparency
in shareholding structures and pricing, and high index
concentration in a few large firms. Notably, Indonesia’s
financial markets had weathered political protests and
turmoil in mid-2025 without significant disruption,
suggesting the January 2026 stress was more idiosyn-
cratic than systemic in nature.

In China, private sector credit growth has remained
subdued despite accommodative monetary policy,
reflecting soft household borrowing and cautious cor-
porate investment appetite. Government borrowing
has continued to drive headline Total Social Financing
growth. Equity markets, however, posted strong
gains in 2025, led by domestic institutional investors
amid favorable liquidity conditions, low asset val-
uations, and a tech sector rally.” Households, whose
savings have traditionally been concentrated in hous-
ing and bank deposits, increased their equity market
allocations during this period, as declining housing
values and low deposit returns prompted portfolio
reallocation.
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BOX 1.4 Financial Sector Vulnerabilities in EAP (continued)

FIGURE 1.B4.3 Financial market volatility in Indonesia

JCI Daily flows (USS$, million)
10,000 600
400
9,000
|| I ‘ I | 200
8,000 l " w d
. ld nﬁ I ” | 0
7,000 |' I 1
| -200
6,000
-400
Political stress period: Jan 27-MSCl index
5000 Aug 25-Protests start freeze
’ Aug 31-Intensification of protest -600
Sep 9-Change of minister of finance
4,000 -800
g g 2 8 5 & S g v 2 2 5 5 F & & g ° 8 ¢ g
B Eauity I Debt Jcl

Sources: |IF; Bank Indonesia; Investing.com.
Note: JCI = Jakarta Stock Exchange.

Notable country-specific vulnerabilities persist across
the region. Malaysia and Thailand carry elevated pri-
vate debt levels, with high household debt in Thailand
weighing on consumption and creating latent finan-
cial stability risks not yet fully reflected in loan loss
data. Asset quality concerns remain in Cambodia,
Lao PDR, and Myanmar, where regulatory forbear-
ance has delayed full recognition of distressed assets.
In Myanmar, systemwide NPL levels are elevated amid
ongoing conflict and the aftermath of the 2025 earth-
quake. Papua New Guinea was added to the Financial
Action Task Force (FATF) grey list in February 2026,
which risks raising cross-border transaction costs—
including remittances—and reducing international
investor confidence.

On the policy front, several country-specific measures
have been deployed. In China, targeted support has

reduced banks’ credit risk exposure to the real estate
sector, and measures to address Local Government
Financing Vehicle debt overhangs have helped con-
tain financial sector risks. Thailand plans to transfer
distressed assets to public asset management com-
panies to manage rising NPLs, as part of a broader
effort to tackle elevated household debt. Mongolia
has announced plans to finalize adoption of Basel III
supervisory frameworks, aligning with international
good practices.

Looking ahead, financial sector policy in EAP should
prioritize three areas. First, regulatory and supervi-
sory frameworks should continue to be strengthened
to address emerging vulnerabilities; where forbearance
measures have been deployed, they should be treated
as temporary and tightly targeted to avoid eroding reg-
ulatory standards. Second, financial institutions need
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BOX 1.4 Financial Sector Vulnerabilities in EAP (continued)

to enhance risk management practices; asset man- ~ NPL pressures. Finally, strengthening regional finan-
agement companies—if well designed, with institu-  cial cooperation would improve information sharing,
tional independence, sound governance, and robust  address cross-border risks, and reinforce financial sta-
legal frameworks—can play a useful role in resolving  bility across the region.

Bank for International Settlement data. The credit-to-GDP gap aims at quantifying the notion of “excessive credit” in a simple way. It serves as an early
warning indicator for potential banking crises or severe distress. The credit-to-GDP gap is defined as the difference between the credit-to-GDP ratio and its
long-run trend. The trend is derived using a one-sided (that is, backward-looking) Hodrick-Prescott filter.

PLarge-scale technology infrastructure investment is flowing into the region, with over US$37 billion committed to new data center construction across
Southeast Asia, adding an estimated 8 GW of power capacity. Indonesia, Malaysia, and Thailand have each attracted multibillion-dollar commitments from
global hyperscalers and cloud providers.

“Despite recent gains, the valuations of key offshore indices, including MSCI China and HSCEI Index, remain relatively low compared with both other major
markets and China’s onshore equities.
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Annex

TABLE IA.1 Adopting generative Al tools is associated with labor cost savings

Study Domain Outcome
Brynjolfsson et al. (2023) Customer service with a generative Al assistant 14% increase in task completion rate
Cui et al. (2025) Software development with GitHub Copilot 26% increase in task completion rate
1 i . % i i i . %
DellAcqua et al. (2023) Management consultlng with GPT-4 _12 Z: mcr(_aase in task completion rate; 25%
(experimental setting) increase in speed

o/ i ini - o/ i i
Jabarian and Henkel (2025)  Job interviews with a generative Al voice agent [ Increase n [0 SETRE b MEEE =R
retention rate
o/ i i . o/ i i
Noy and Zhang (2023) Basic professional writing with ChatGPT-3.5 :8 ;‘I’it';‘crease in speed; 18% increase in output

Peng et al. (2023) JavaScript programming with GitHub Copilot 56% increase in speed

Job applications with algorithmic resume writing

; 8% increase in likelihood of hire
assistance

Wiles et al. (2023)

Source: World Bank.
Note: Al = artificial intelligence; GPT = generative pre-trained transformer.

TABLE IA.2 Academic studies are inconclusive about the impact of Al on productivity

Annual Productivity / Cumulative

TFP Gain (pp) Horizon Level Effect <Y Assumptions

Narrow task coverage, slow diffusion, limited

Acemoglu (2024) 0.07 10 years 0.7% o
reorganization

Aghion and Bunel Al as GPT boosting innovation and creative

—| | O,
(2024) 0.2-0.4 10-20 years  2-6% s
Baily et al. (2023) 0.5 (peak) 10-15 years  5-10% Broad diffusion comparable to late-1990s
IT boom
Bergeaud (2024) 0.3-06 10-20 years ~ 6-12% Realloce_ltlon toward frontier firms dominates
automation
Filippucci et al. (2024)  0.2-0.5 15-20 years ~ 3-8% Firm-level adoption, capital deepening,

sectoral reallocation

Penn Wharton Budget
Model (2024/25)

1.5% by 2035;  Task-based GPT framework, gradual

O (el [Ca e R by 2055 diffusion, conservative adoption

Source: World Bank.
Note: Al = artificial intelligence; GPT = generative pre-trained transformer; IT = information technology; pp = percentage point.
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FIGURE IA.1 Retail sales trends

B. Retail sales in Malaysia

A. Retail sales in Indonesia
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D. Retail sales in Thailand

C. Retail sales in the Philippines
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E. Retail sales in Viet Nam
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FIGURE IA.2 Industrial production trends

B. Industrial production in Malaysia

A. Industrial production in Indonesia
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D. Industrial production in Thailand

C. Industrial production in the Philippines
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Il. Special Focus: Industrial Policy in the Digital Age

I1.1 Introduction

East Asia and Pacific (EAP) countries face a triple
challenge. Their export-led, labor-intensive devel-
opment model is increasingly threatened by ris-
ing protectionism in advanced economies and by
automation. Moreover, as highlighted in the first
part of this report, the contribution of total fac-
tor productivity to growth has markedly declined
across most EAP countries in recent decades, with
the productivity of leading firms lagging global
leaders, especially in the most technologically
advanced sectors. In this context, industrial policy
is increasingly viewed by policy makers as a tool to
counter the adverse effects of foreign protection,
to revive productivity and generate more and bet-
ter jobs.

The economic case for industrial policy is not new.
The motivating “infant industry argument” origi-
nated in the late 18th century. In his 1791 Report
on Manufactures, Alexander Hamilton stated that
emerging US industries needed protection from
British competition. Later, Friedrich List (1841)
and John Stuart Mill (1848) argued that temporary
trade protection (tariffs/subsidies) would allow new
industries to achieve economies of scale.

The case for industrial policy has always been com-
pelling in principle. The practice of industrial pol-
icy has usually been less principled. Accordingly, we
propose an approach to industrial policy based on
three pillars:

1. Foundational public goods: Remedying inade-
quate provision by the market of public goods
needed for all economic activity, notably, foun-
dational infrastructure and basic human cap-
ital—as well as institutions, including those
that ensure macroeconomic stability.

2. Addressing policy failures: Reforming existing
policies that impede desirable economic activ-
ity, such as barriers to competition in transport,

communication, and financial services and
barriers to international trade.

3. Addressing market failures: Targeted interven-
tions to address market failures that inhibit
desirable economic activity in specific sectors.

In this special focus, we first briefly delve into the
first two pillars, mostly based on previous research,
and then devote the core of the material to the third
pillar, drawing on original research. Across pillars,
we pay particular attention to an area currently
of interest to policy makers in the region: The Al
value chain.

1.2 Foundational public
goods: Basic human
capital, infrastructure,
and institutions

The first pillar of industrial policy addresses the
failure of markets to provide adequate levels of pub-
lic goods. This pillar includes horizontal policies
aimed to encourage the provision of basic human
capital, infrastructures and institutions, which are
key to achieve the increase in output, employ-
ment and productivity needed in EAP developing

economies.

Basic human capital

Human capital has been shown to be a central driver
of productivity and economic growth. Differences
in human capital account for about 60 percent of
the global variation in GDP per capita (Jedwab
et al. 2023). The new World Bank Human Capital
Index (HCI) measures how countries build human
capital throughout the life cycle. Through its edu-
cation and health components, the index captures
the amount of human capital that a child can expect
to accumulate by the time they reach working age
(say, at 25 years old). To do so, the HCI takes into
account the survival of newborn children, how
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FIGURE Il.1 The augmented Human Capital Index
increased in several EAP countries; in some others, it
decreased and remains below the EMDE average.
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Note: EAP = East Asia and Pacific; EMDE = emerging market and developing economies; HCI = Human

Capital Index.

much schooling and learning they will complete,
and whether they will experience good health in
their working lives. Taken together, these com-
ponents reflect a country’s cumulative progress in
building the foundations for a well-educated and
healthy workforce. Figure II.1 reports the progress
in the HCI between 2015 and 2025, together with
the average of the emerging markets and develop-
ing economies (EMDE:s).

The EAP regions human capital performance is
strong for its level of income, but uneven across
countries and components. Figure 1.2 shows the
cross-country relationship between the HCI and
income per capita (panel A) and the relationship
between the education and health components
(panel B). The HCI rises with income, and EAP
economies generally match or slightly outperform
other countries at similar levels of income per cap-
ita. Several countries overperform—most nota-
bly, Mongolia and Viet Nam—with a markedly
high HCI relative to per capita income; China and
Thailand also exceed expectations. At the other end,
Cambodia, the Lao People’s Democratic Republic,
and most Pacific Island countries (PICs) cluster
beneath the global fit, showing persistent human
capital gaps.

EAP’s human capital edge lies in education, while
the region trails on health. Mongolia and Viet Nam’s
overperformance on education contrasts with their

underperformance on health. Malaysia and Thailand
show similar imbalances. Most other EAP countries
underperform on both dimensions (bottom-left
quadrant). Cambodia, Lao PDR, Myanmar, Papua
New Guinea, and Timor-Leste are among the weak-
est, while Indonesia and the Philippines fare rela-
tively worse in education than in health. China’s
HCI stands out with both education and health
outcomes that approach high-income benchmarks.

Notwithstanding the relative edge in education,
absolute endowments remain weak in many coun-
tries. For example, Viet Nam’s stellar performance
in school education contrasts with the relative
weakness of its tertiary education. The contribution
of education to human capital in EAP countries is
also constrained by low quality of basic education
that results in weak foundational skills. In 14 of the
region’s 22 middle-income countries, more than
half of 10-year-olds are unable to read and under-
stand age-appropriate reading material—they expe-
rience learning poverty (Afkar et al. 2023). Even
in countries like Malaysia and the Philippines, only
24 percent and 16 percent of 15-year-olds, respec-
tively, leave high school with basic literacy and
numeracy skills (OECD 2024)." Moreover, while
many EAP countries stepped up their efforts to
expand tertiary education over the past two decades,
the college-educated workforce shares remain below
one-third, with an even lower share of graduates in

STEM fields (World Bank 2025).

In health, EAP faces a two-dimensional challenge
that prevents people from preserving their human
capital while living longer and healthier lives
(Debebe et al. 2026). While most countries in the
region have achieved significant progress in mater-
nal and child health and nutrition outcomes, some
countries still struggle. In Cambodia, Lao PDR,
Timor Leste, and most PICs, the levels of child and
maternal mortality remain unacceptably high. All
EAP countries face an increasing burden of non-
communicable diseases (NCDs), such as hyperten-
sion, diabetes, and cardiovascular disease, among
the adult population. The likelihood of premature

!Available data on adult skills suggests that gaps in foundational skills
are carried over to the workforce (OECD 2016; Bodewig et al. 2014;
Miyamoto et al. 2024).
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FIGURE Il.2 Human capital and development in EAP and the world

A. HCI and country income per capita, circa 2024
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B. HCI+ index in education and health
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prospects. See World Bank (2025) for methodological details of the estimation.

death (age 30 to 70) because of NCDs is more than
30 percent in some EAP countries. Countries like
Mongolia and some Pacific Island Countries (like
Fiji and Tonga) are more severely affected than oth-
ers like China and Thailand. Poor quality of health
care accounts for one-third of avoidable mortality
in EAP, with low quality of primary care leading
to poor management of NCD conditions and high

rates of preventable hospitalization (Bales et al.
2022; Kruk et al. 2018).

A combination of policy reforms, foundational
investments, and harnessing of new technologies is
needed to improve the quality of basic education
and primary health care. These reforms are exam-
ined in depth in Afkar et al. (2023) and Debebe
et al. (2026). Without these efforts to ensure foun-
dational human capital, EAP countries will struggle
to build a workforce equipped with the technical,
digital, and other job-specific skills needed in

advanced manufacturing and services.

Expansion in the supply of skills can help enable
a transition to higher value-added manufacturing
and services and increase productivity. This has
underpinned the successful economic transfor-
mations of today’s high-income EAP economies
such as the Republic of Korea and Singapore.
For instance, in China the massive expansion of

tertiary education since the early 2000s boosted
the productivity, exports, and innovation of
firms engaged in skill-intensive manufacturing

(figure I1.3).

Infrastructure

In addition to human capital, the provision of core
infrastructure—including energy systems and physi-
cal and digital connectivity—is another public good
that underpins economic development. If human
capital determines the productive potential of work-
ers, infrastructure shapes the environment in which
that potential is used. By reducing transaction costs,
facilitating market integration, and connecting firms
and workers to larger markets, infrastructure raises
productivity and supports structural transforma-
tion. A large body of empirical research shows that
improvements in transport, electricity, and com-
munications infrastructure can generate substantial
gains in private investment, productivity, and long-
run economic growth (Aschauer 1989; Donaldson
& Hornbeck 2016; Faber 2014).

Energy infrastructure illustrates both the strengths
and disparities within the EAP region. Figure I1.4.A
highlights stark regional differences in power-
generation capacity per capita, revealing how
unevenly electricity supply potential is distributed
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FIGURE I1.3 The expansion of tertiary education in China boosted firm productivity and innovation.

Impacts of an increase in the share of tertiary-educated workers, 1998-2002 and 2003-07
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globally. Overall, EAP’s total generation capacity lies
modestly above the global mean, but this regional
average masks substantial heterogeneity. China
dominates the scale of installed capacity, reaching
approximately 2 kW per capita—nearly double the
levels observed in countries such as Malaysia and
Viet Nam. Capacity levels fall substantially further

in many lower-income economies in the region.

Furthermore, the composition of generation capac-
ity also reveals distinctive patterns. EAP accounts
for a large share of global coal-based generation
while simultaneously contributing significantly to
the global expansion of renewable energy, partic-
ularly solar and wind. At the same time, oil and
gas generation and hydropower remain important
components of the region’s energy mix.

A similar pattern emerges in electricity trans-
mission and distribution networks. As shown in
figure I11.4B, most EAP countries fall within the
middle terciles globally in terms of network density.
China, Thailand, and Viet Nam occupy the higher
end of the distribution, reflecting extensive grid
expansion undertaken to support industrialization
and rising urban demand. Cambodia, Indonesia,

Malaysia, and the Philippines fall in the middle
range, while Lao PDR and Myanmar remain at the
lower end, reflecting more limited network cover-
age and, in some cases, geographical constraints or
fiscal and institutional capacity limitations.

Physical and digital connectivity are also areas where
much of the EAP region continues to lag behind
more advanced economies. For example, paved road
density in most EAP countries remains significantly
lower than in developed and upper-middle-income
economies, particularly outside major metropolitan
corridors (figure I1.5A).2 Limited road connectiv-
ity raises logistics costs, constrains spatial industrial
development, and reduces the ability of firms and
workers to access larger markets. This is consistent
with a broader literature showing that infrastructure
accumulation supports growth not only by expand-
ing productive capacity but also by improving the
spatial allocationof economic activity and lowering

the costs of exchange (Heblich et al. 2020).

2Measures of road density may mask the absolute stock and growth
of road provision, especially in populous and geographically diverse
countries; for example, China currently has the world’s second-largest
stock of paved roads.
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Similar gaps are visible in digital infrastructure. ~ FIGURE I.4A Power generation capacity per capita
While mobile connectivity has expanded rapidly

across the region, disparities remain in broadband

quality and connection speeds both across and
within EAP countries (figure II.5B). These gaps

are also pronounced in capital-intensive invest-

kW-per-capita
density

ments such as data centers, where the density of
facilities per million people remains relatively low
in most EAP economies. Such infrastructure is 1.0
increasingly critical for the development of digital 05
services, cloud computing, and data-driven eco-

nomic activity. IBRD 49470 | March 2026

Source: Straub et al. 2026.

Note: Map illustrates global distribution in power generation capacity in terms of in kW-per-capita density.
kW = kilowatt.

Closing these infrastructure gaps—across energy,
transport, and digital systems—will be essential
for sustaining productivity growth and enabling
firms in EAP to move toward more technologically ~ FIGURE I1.4B Transmission and distribution networks

sophisticated manufacturing and services.

Institutions z\é\ﬁgg'mp'ta
Alongside human capital and infrastructure, insti- :2
tutional quality represents a third foundational 30
public good that shapes long-term economic perfor- 2
mance. If human capital equips workers, and infra- ?5)
structure connects them to firms and markets, then 10
institutions determine whether these complemen- 5

tary inputs are allocated and governed effectively. IBRD 49469 | March 2026

Strong institutions reduce uncertainty, support
Source: Straub et al. 2026.

Note: Map illustrates global distribution in transmission and distribution line in terms of density, measured
as the total length of transmission and distribution lines per unit of land area. kW = kilowatt.

contract enforcement, improve policy credibility,

and increase the effectiveness of public investment.
A large empirical literature argues that differences
in economic institutions are a fundamental cause
of differences in long-run development outcomes
(Acemoglu et al. 2001).

In EAP, the effectiveness of government—mea-
sured by the Worldwide Governance Indicators
(WGI) Government Effectiveness Index—has
improved markedly since 2000 (figure I1.6). These
gains reflect two decades of administrative modern-
ization across many countries, including expanded
public service delivery, stronger macro-fiscal man-
agement, and varying degrees of bureaucratic
professionalization.

Despite this progress, EAP as a region still under-
performs relative to most advanced economies.
Institutional capacity remains uneven across

countries and, in some cases, across levels of gov-
ernment within countries. Weak administrative
capability can limit the effectiveness of public
investments, slow the implementation of reforms,
and reduce the impact of industrial and innovation
policies. In that sense, institutions do not merely
complement industrial policy—they shape whether
industrial policy can be implemented consistently
and effectively in the first place. This broader
point is consistent with the view that inclusive and
capable institutions are central to sustained devel-
opment and to the successful coordination of struc-
tural transformation.

Strengthening institutional capacity therefore
remains central to the region’s development
agenda. This includes improving the efficiency
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FIGURE II.5A Global distribution of paved roads per-
capita
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Source: Straub et al. 2026.
Note: Map illustrates global distribution in paved road density in thousand km per capita. km = kilometer.

FIGURE I1.5B High-speed broadband is unevenly
available within and across EAP countries
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and reliability of public administration, strength-
ening procurement and public financial man-
agement systems, and enhancing coordination
across national and subnational levels of govern-
ment. Continued efforts toward administrative
modernization will be critical for ensuring that
investments in human capital and infrastructure
translate into sustained productivity gains and
inclusive economic growth.

1.3 Addressing policy
failures

A second pillar of industrial policy involves address-
ing policy failures. “Do no harm, before seeking to do
good” is the relevant principle here. Existing policies
have sometimes led to suboptimal outcomes, includ-
ing from an industrial development perspective. The
reason could be that policies in principle sought to
remedy market failures or to promote social welfare
more generally but were not well designed or well
implemented and, therefore, inefficient. Or it could
be that policies were influenced by special interest
groups to shift outcomes in their favor. We consider
three key examples.

Restrictions in services

While the EAP countries have been open to trade and
investmentin goods, services—ranging from transport
and telecommunications to finance and the profes-
sions—are relatively restricted in most EAP coun-
tries. A range of rules condition or restrict the entry
and operations of foreign firms as well as their ability
to deliver services across borders. Figure I1.7 contrasts
the tariffs on goods and an indicator of restrictions in
services: the World Trade Organization-World Bank
Service Trade Restrictions Index (STRI). The STRI
is a measure from 0 to 100, where 100 indicates pro-
hibitive restrictions and O no meaningful restrictions.
As the figure shows, developing EAP countries all lie
below the global median level of protection in goods
and above the global median level of protection in
services.

State-owned firms account for a large share of activ-
ity in some EAP countries in key sectors (such as
banking), which can limit competition and misallo-
cate resources (World Bank 2023c). The existence of
larger state-owned enterprises (SOEs) can discourage
the entry of new firms and increase market concen-
tration in those same sectors. When capital and labor
are trapped in less-productive SOEs, it is harder for
start-ups to attract the resources needed to enter, and

it is harder for productive incumbents to scale up and
innovate (De Nicola et al. 2025).

The gains from services liberalization are large. For
example, even the partial liberalization of services that
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took place in Viet Nam in the period 2008 to 2016
generated a sizeable increase in productivity not only
in the services sectors (2.9 percent yearly over the
period 2008 to 2016) but also in the manufactur-
ing sectors using services as intermediate inputs (3.1
percent yearly), as shown in World Bank (2024c),
reproduced in figure II.8. Services are becoming
increasingly important complements to manufactur-
ing, as highlighted in Thailand’s Eastern Economic
Corridor (box II.1). Thus, services reform may be a
powerful form of industrial policy.

Non-tariff measures

Non-tariff measures (NTMs) are policy measures
other than ordinary import tariffs that can poten-
tially have an economic effect on international
trade in goods, changing quantities traded, prices,
or both (Nicita and Koloskova 2025). As figure 11.9
shows, in most developing East Asia countries, the
tariff equivalents of a specific type of non-tariff bar-
riers (the so-called border NTMs) are larger than
the tariff rates imposed.

Several studies have shown how NTMs have negative
productivity effects on local firms (for instance, Gupta
[2023] explores the case of Indonesia). These adverse
effects can arise because firms are both shielded from
the discipline of competition and deprived of ade-
quate access to intermediate inputs. Moreover, recent
research using the World Bank Indonesian NTM
database underlines how the effects of NTMs are
not adequately captured by their tariff equivalent.
Because of their nature, NTMs affect not only the
variable transport costs but also the fixed costs of
exporting, making them particularly harmful (Ghose
et al. 2025). Finally, as stressed by Kee and Taglioni
(2025), NTMs tend to deepen international frag-

mentation even more than tariff measures.

Restrictions on data flows

Data flows today underpin both social and eco-
nomic activity. Yet, growing concerns—privacy,
national security, and cybersecurity—have driven a
wave of rules that condition or restrict cross-border
data movement and require data to be stored or pro-
cessed domestically (OECD-WTO 2025). Amid
the digital revolution, many EAP countries restrict
cross-border data movement and require data to be

FIGURE 1.6 Government effectiveness, 2000 and 2024
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Source: WGI.

Note: Maps show the distribution of government effectiveness (one of the Worldwide Governance
Indicator dimensions), which measures the quality of public services, civil service competency, policy
formulation and implementation, and government credibility. 0-100 scale.

FIGURE 11.7 In many developing countries, restrictions to
services trade are higher than in advanced economies
as well as higher than tariff barriers on goods.

Protection: Goods versus services

STRI (2022) @ Developing EAP @ Advanced Other EMDE

0 2 4 6 8 10 12 14 16 18 20
Tariffs on goods (Weighted average, 2022)

Sources: WITS; WB-WTO STRI database.

Note: Scatter plot of the service trade restriction index (average of the STRI scores for finance,
communication, and transport sectors) against weighted average of tariff on goods. In both panels,
dotted vertical and horizontal lines represent global medians.
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FIGURE 1.8 In Viet Nam, removing barriers to entry and competition in services increased
labor productivity of services firms (+2.9 percent yearly) as well as manufacturing firms
(+3.1 percent yearly).

A. Productivity effects of services liberalization on services B. Productivity effects of services liberalization on
firms (Direct effect) manufacturing firms (Downstream effect)
Marginal effect (Percent) Marginal effect (Percent)
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Source: World Bank 2024c.
Note: SOE = state-owned enterprise.

FIGURE 11.9 In many EAP developing countries, non-tariff measures are higher than in
advanced economies as well as higher than tariff barriers on goods.

Protection in goods: Tariffs versus border NTMs
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Source: Nicita and Koloskova 2025; WDI.

Note: Scatter plot of the estimated ad valorem tariff equivalent of border NTMs against the trade weighted average of tariff on goods. The border measures are categorized
under the following codes of the international classification of non-tariff measures (UNCTAD, 2019). Border measures include many categories under different chapters of the
classification. In detail, they include the codes A14, A140, A15, A150, A81, A810, A84, A840, A85, A850, A851, A852, A853, A859, A86, A860, A89, A890, B14, B140, B15,
B150, B81, B810, B84, B840, B85, B850, B851, B852, B853, B859, B89, B890, C00, C000, C10, C100, C20, C200, C30, C300, C40, C400, C90, C900, E10, E100, E11,
E110, E111, E112, E113, E119, E12, E120, E121, E122, E129, F40, F400, F60, F600, F61, F610, F62, F620, F63, F630, F64, F640, F65, F650, F67, F670, F80, and F800.
EAP = East Asia and Pacific; EMDE = emerging market and developing economies. NTM = nontariff measure.
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stored or processed domestically. The restrictions on
cross-border transfers across several countries in EAP
contrast with open transfer or conditional transfer
models (which allow transfers but are subject to cer-
tain regulatory safeguards) present in the South Asia
and the Latin America and the Caribbean regions or
advanced economies (figure I1.10).

While these restrictions can reflect legitimate non-
economic objectives, such as privacy and data pro-
tection or national security, the potential induced
costs need also to be taken into account. Restrictions
on the cross-border movement of data introduced in
the European Union, Japan, and Korea slowed the
productivity growth of firms in downstream sectors
that use data intensively, such as retail, telecoms, and
information services (Ferracane et al. 2020). These
costs may be particularly acute for multinationals
and trading firms, which operate across multiple
jurisdictions and for whom data are an increasingly
important part of their business models. A recent
study estimates that the extreme scenario of data
autarky, where countries fully restrict cross-border
flows, could lead to a loss of global GDP of about
4.5 percent (OECD/WTO 2025).

While measuring the restrictiveness of data pro-
tection precisely is challenging, the OECD Digital
Service Trade Restrictiveness Index provides a gen-
eral picture. As figure II.11 shows, several EAP
countries have in place relatively restrictive regimes
compared to more advanced economies. Moreover,
in some countries the index increased over the past
10-year period, indicating an increase in the restric-
tiveness of the regime and mirroring a trend from
open to limited data transfer models.

A more granular complement to this high-level
indicator is represented by the newly published
World Bank digital trade regulatory readiness data-
base, which collects detailed data on the regulations
affecting digital trade, including those concerning
cross-border data flows. Examples of restrictions
to data flows applied in developing EAP countries
include the requirement to keep financial data
stored within the country in Malaysia and Thailand
as well as the requirement to keep telecommunica-
tion data stored in the country in Viet Nam.

FIGURE 11.10 Cross-border data flows are more restricted
in several EAP countries than advanced economies.

Philippines
~LaoPDR.

I Limited transfers model
I Conditional transfers model
Open transfers model
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Source: World Development Report 2021a, updated for SEA-6 countries in June 2023.
Note: EAP = East Asia and Pacific.

FIGURE Il.11 Restrictions on digital services trade
are still high in several EAP countries compared to
advanced economies.

OECD Digital Services Trade Restrictiveness Index, 2016 and 2025
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Source: OECD.

Note: The OECD Digital Services Trade Restrictiveness Index varies from 0 to 1. 0 indicates max
liberalization and 1 max restrictiveness.

1.4 Addressing market
failures

In this section, we explore the recent and histor-
ical experience of EAP countries using targeted
interventions in specific sectors. We structure the
discussion around two main questions: (1) What
is happening? (2) What are the impacts? We also
focus on a particularly important technology seg-
ment: the artificial intelligence (Al) value chain.
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BOX Il.1 Thailand’s Eastern Economic Corridor: Upgrading an Established Export—Foreign Direct

Investment Model

Thailand’s Eastern Economic Corridor (EEC) seeks to
upgrade the export- and foreign direct investment (FDI)-
led manufacturing model that contributed to growth
through the Eastern Seaboard since the 1980s. It rep-
resents a good example of the relevance of pillars 1 and 2.
While the earlier model relied primarily on manufacturing
agglomeration, the EEC’s strategy marks a structural shift
toward more services-intensive and technology-enabled
activities, raising new policy challenges.

What worked: Infrastructure and openness
to trade and FDI

The Eastern Seaboard’s success was anchored in large-
scale public investment in ports, transport, energy,
and industrial estates, combined with an open manu-
facturing trade and investment regime. This attracted
substantial FDI—particularly into automotive and elec-
tronics—and integrated Thailand into regional value
chains. That model, however, is running out of steam,
and manufacturing’s average gross domestic product
share has declined from a peak of 31 percent in 2010,
reflecting slowing productivity growth, low domes-
tic value added, and concentration in assembly-stage
activities. Global megatrends—digitalization, green
and
increasing the importance of knowledge-, logistics-,

transition, supply-chain  fragmentation—are

and technology-intensive services as complements to
manufacturing.

What the EEC adds—and where tensions
arise

The EEC, established in 2017 as a special development
zone across Chachoengsao, Chonburi, and Rayong,

builds on existing manufacturing clusters while target-
ing 12 industries characterized by a potentially S-shaped
development path. A large share of these targeted sec-
tors are services based or services intensive, including
aviation and logistics, digital services, medical and
wellness services, education and human-resource devel-
opment, and high-value tourism, alongside advanced
manufacturing.

Investment signals are encouraging. Greenfield FDI
approvals rose sharply in Thailand in 2024, reaching
US$9.5 billion across more than 200 projects, roughly
half of which concentrated in the EEC, with strong
interest in electronics, electric vehicle-related supply
chains, and digital activities. Green goods now account
for about 10 percent of Thailand’s exports, suggest-
ing there may be further scope for upgrading toward
advanced and low-carbon production.

This shift, however, exposes also a structural incon-
sistency. Thailand remains among the more restric-
tive economies in services trade across many sectors,
including professional services, transport, logistics, and
certain digital and communications services.

Restricted services markets can weaken the produc-
tivity impact of manufacturing-led FDI by limiting
access to efficient logistics, digital solutions, profes-
sional services, and foreign expertise. In the EEC, these
constraints interact with skills shortages—especially for
digital and green technologies—and infrastructure ser-
vice vulnerabilities, notably water security, which has
become a binding risk for industrial operations under
climate stress.

What is happening?

In this section, we illustrate some features of the
recent use of sectoral industrial policies (IPs) in the
developing EAP countries.

Five features of the recent use of IPs

Any discussion about the use of IP must deal with
the challenge of measurement. The global trade

alert (GTA) database compiles announcements
of new, potentially trade-distorting policy mea-
sures, including those affecting exports, imports,
and production since 2009. While widely used,
some caveats are necessary in interpreting the
results. First, the database does not capture the
stock of policy measures that existed before 2009.
Second, the coverage might vary across developed
and developing countries. A refinement of the
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GTA has been proposed by Evenett et al. (2024):
the New Industrial Policy Observatory (NIPO).

FIGURE 11.12 In the case of subsidies, the number of
measures strongly correlates with the dollars spent, with

The NIPO combines GTA data with LLM pro-
cessing to identify measures that can be labeled
as “industrial policies,” based on the intentions
of the implementing governments. While also
the NIPO presents some limitations, for the
“subsidies” category, the NIPO also reports the
announced planned expenditure. Aggregating
across countries and years the number of policy
initiatives announced and the announced planned
expenditure, figure I1.12 shows a strong positive
correlation among the two, which lends some
empirical plausibility to the use of count measures

of IP.

We present five features of IP.

Feature 1: Industrial policy is on the rise, globally
and in most EAP countries.

Figure I1.13 reports the total number of new trade
and IP announcements potentially trade distort-
ing at the global level. The figure shows a sig-
nificant increase in the use of these policies after
2019. Some of this increase also reflects the pol-
icies implemented in response to the COVID-19
shock.

Figure I1.14 reports the same statistics for the larg-
est developing EAP economies. The general trend
is toward an increase in the new policies. Even in
those countries where the new announcements
decline after 2020, the annual average number of
policies announced after 2019 vastly exceed the
pre-2019 average.

Feature 2: Large countries use more IP measures.

Figure II.15 illustrates how the bulk of action
in IPs happens in large countries. Collectively,
the G-20 countries account for 52 percent of
the total measures recorded in 2023. As the
figure shows, EAP countries like Indonesia, the
Philippines, Malaysia, and Viet Nam report a
count of announced measures slightly below
the level expected given their market size, while
China is one of the most active users of these
policies.

an elasticity close to one.

Dollars spent versus number of subsidies, 2023
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FIGURE I1.13 At the global level, the number
of new trade and IP measures has increased
significantly after 2020.

Number of new measures at the global level
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Feature 3: Subsidies are the most prevalent IP tool
used in the EAP countries.

Figure I1.16 shows how subsidies (including tax ben-
efits) represent the most frequently announced new
measures in countries like China, the Philippines, and
Thailand. The recent report Hooked on Subsidies—
The Case for Reform (World Bank 2026¢) examines in
detail how countries are using subsidies. In Indonesia
and Viet Nam, export and import measures account
for a larger share of the initiatives. Export incentives
seem to be prevalent only in Japan and Korea. A
type of intervention not included in figure I1.16 is
exchange rates interventions, which might, however,
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FIGURE 1l.14 The increase in measures is common
across most EAP countries; the annual average number
of policies announced after 2019 vastly exceeds the
pre-2019 average.
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FIGURE I1.15 EAP countries, except China, exhibit less
new trade and IP measures than predicted by their size.
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be also regarded as an IP tool (Ottonello et al. 2025).
Mattoo, Mishra, and Subramanian (2017) explore the
impact of exchange rate movements on third coun-
tries’ exports, finding that in the period 2000-08, a
10% appreciation (depreciation) of the renminbi
increased (decreased) a developing country’s exports at
the product level on average by about 1.5 to 2 percent.

Feature 4: Countries differ in the relative use of direct
subsidies and tax incentives.

While GTA and NIPO allow us to describe the

prevalence of IPs mostly by counting measures, for

some countries more specific data sources allow us
to describe the incidence of support to firms as a
share of the size of the economy. Figure I1.17 reports
data from the Government Finance Statistics of the
International Monetary Fund, which make it possi-
ble to distinguish for a few EAP countries between
the share of direct transfers (like subsidies) and tax
expenditure (policies inducing a reduction in tax
burden) over GDP. While these instruments might
appear to be isomorphic from an economic per-
spective, differences in implementation and ability
to target specific firms might differ (for instance,
a tax break on profits requires a firm to be profit-
able to be implemented). As figure I1.17 shows, in
Korea and (more recently) in Mongolia, the share
of subsidies over GDP is significantly higher than
the share of tax expenditures. For the Philippines,
the reverse is true.

Feature 5: Countries differ in how they use firm-
specific measures (targeting specific businesses rather
than generic industries).

Industrial policy measures usage differs among
countries across the extent to which a measure is
targeting a specific firm. Figure II1.18 reports for
several EAP countries the share of announced mea-
sures which are firm specific. For the period 2019
to 2023, China, Japan, and Thailand exhibit a large

share of measures that are firm specific.

A firm-level analysis for China

Rich data on Chinese firms and their government
support allow a granular analysis of IP at the micro
level. Unlike more readily available data on listed
firms, the annual survey conducted by China’s
State Taxation Administration (STA) provides a
reliable source of information for firms of all sizes
from 2008 to 2012 and for firms with at least 20
employees for 2008 to 2016 (Brandt et al. 2020).
Data beyond 2016 have changes in the firm iden-
tifiers, which means further work is needed to
match to earlier years and the analysis is currently
not able to speak to more recent patterns of IP. In
contrast to the commonly used National Bureau
of Statistics’ annual survey of industrial firms, the
STA data span almost all sectors of the economy,
including agriculture, mining, manufacturing,
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utilities, construction, and services.> We focus on
two measures of IP directly available in the data:
government subsidies and (corporate income) tax
incentives. We therefore do not capture interest rate
or land subsidies or government equity injections.
One caveat is that we do not have access to the sur-
vey sampling weights; however, Brandt et al. (2026)
show the similar unweighted and sample weighted
distributions for manufacturing firms above 5 mil-
lion RMB, suggesting non-weighted estimates are
likely close for this group, although there is no
information on the effect of weighting for services
or smaller manufacturing firms.

Preliminary evidence suggests Chinese industrial pol-
icy support is substantial at 2.2 to 2.4 percent of total
value added in our sample. On average, we find direct
subsidies and tax incentives comprise 1.0 percent and
1.2 percent of total value added, respectively, using
data for all sizes of firms for 2008-12, and 1.2 and 1.2
percent of GDD, respectively, using data for medium
and large firms for 2008-16. These are roughly half
the magnitude of well-publicized estimates based on
Chinese listed-firm data from Garcia-Macia et al.
(2025), which is likely because listed firms are not
representative of Chinese firms in general. Garcia-
Macia etal. (2025) find overall support of 4.4 percent
of GDD, which encompasses 2.0 percent of direct
subsidies and 1.5 percent of tax incentives, as well as
0.9 percent of interest and land subsidies not reflected
in our data. However, our estimates of policy support
in China are large compared to total state aid in the
European Union of 0.8 percent of GDP in 2015 and
0.9 percent in 2024 (European Commission, State
Aid Scoreboard), state aid that also includes credit
subsidies that we do not capture for China.

Chinese support is heavily concentrated in a few
firms: 1 percent of firms account for half of total
subsidies and total tax incentives (figure 11.19). In
contrast, support is distributed much more evenly
across provinces and sectors. Variation across sectors
and provinces really reflects differences in the types
of firms that operate there. For instance, railways
and urban transport are the two-digit sectors with

3When using measures of labor productivity, we restrict analysis to
sectors for which productivity is more easily measured: manufacturing
and market services, excluding finance, real estate and petroleum
manufacturing.

FIGURE 11.16 In China, the Philippines, and Thailand,
subsidies are the most prevalent form of IP measures;
export incentives are prevalent in Japan and the
Republic of Korea.
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Note: The most prevalent instruments by category. Subsidies include financial grants, production
subsidies, state loans, loans guarantee interest rate subsidies and tax exemptions. Import policy
includes tariffs, quotas, import ban, import licensing requirements. Export policies include export bans,
export licensing requirements and export taxes. Export incentives include trade finance, financial
assistance in foreign markets, tax-based export incentives. IP = industrial policy.

the largest subsidies (per unit revenue), but these
sectors are heavily dominated by state-owned enter-
prises (SOEs). Combined, industries and provinces
account for only 1 to 4 percent of the variation in
subsidies and tax incentives, whereas 38 to 45 per-
cent is due to differences across firms.

Subsidies and tax incentives are directed to very dif-
ferent types of firms (figure 11.20). To allow direct
comparison across variables of different units, all
coefficients are fully standardized, so reflect the
difference in tax incentives (as a share of their
statutory tax bill) or direct subsidies (as a share of
sales)—in standard deviation (SD) units—associ-
ated with a 1 SD change in each firm characteristic.
Tax incentives are overwhelmingly a tool used for
foreign firms. Being foreign-owned is associated
with a 0.13 SD increase in tax incentives, in con-
trast, state-ownership strongly predicts direct sub-
sidies (0.07 SD). However, the strongest predictor
for both measures is past receipt of support: Prior
recipients are associated with 0.26 SD higher tax
incentives and 0.22 SD higher direct subsidies,
conditional on all other characteristics. The latter
suggests persistence of policy support and perhaps
limited use of sunset clauses.
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FIGURE 11.17 The Republic of Korea uses more direct subsidies; the Philippines and Indonesia

use more tax incentives.
A. Subsidies over GDP

B. Tax expenses over GDP
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Sources: IMF 2024, Government Finance Statistics; World Bank 2024d, BOOST; Redonda et al. 2025, Global Tax Expenditure Database.
Note: Tax incentives reflect “Tax expenses” in the Global Tax Expenditure Database expenditures, reflecting provisions that result in foregone tax revenue for the government.

FIGURE 11.18 China, Thailand, and the
Philippines display a high share of firm-
specific instruments.
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FIGURE 11.19 Chinese subsidies are
concentrated in relatively few firms.
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Source: World Bank calculations based on Chinese STA data for medium and
large firms with at least 20 employees, 2008-16.

Note: Bars reflect the share of total tax incentives and direct subsidies accounted
for by the top X percent of firms.

What are the impacts?

In this section we discuss some evidence on the
potential impacts of sectoral IP. We first present a
cross-country analysis matching sectoral informa-
tion on subsidies with firm-level data; we then look
more closely at Chinese firm-level subsidies data,
before reviewing some rigorous academic evidence
for sectors and countries. Finally, we present some

examples of IP in EAP.

Results from a cross-country analysis linking
sectoral subsidies and firm level data

The empirical analysis presented in this section
relies on a newly assembled data set combining
detailed information on government subsidy pro-
grams with firm-level balance sheet and production
data for manufacturing firms worldwide. The data
set is constructed by merging two main sources:
(1) the Corporate Subsidy Inventory 2.0 (CSI)
from the Global Trade Alert (GTA) database, and
(2) firm-level data from Orbis (Bureau van Dijk).
Details are presented in the annex.

Using the textual descriptions available in the
CSI-GTA database, subsidy measures are classified
into major mutually exclusive categories reflect-
ing the instrument used. Instrument-based cate-
gories include (1) direct transfers (such as grants,
equity injections, or state aids); (2) tax breaks and
fiscal incentives; (3) loans and guarantees; and (4)
export-promotion measures. This feature enables
the analysis to distinguish between different types
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of IP interventions rather than treating subsidies as
a uniform policy instrument.

The empirical framework chosen for the analysis
allows multiple subsidy attributes to be active simul-
taneously within a country-sector-year. This specifica-
tion enables identification of the association between
each subsidy type and the productivity, revenues,
and input choices in targeted markets, conditional
on country-sector characteristics, time effects, and
firm-level unobservable factors. The analysis is run
on two subsamples of observations, distinguishing
G-20 countries and all the other economies. In effect,
the analysis isolates whether and how certain policy
designs affect firm performance in market environ-
ments at a different stage of economic development.

The main results of the analysis are presented
graphically in figures I1.21 and I1.22. In both
figures, results for G-20 countries and for develop-
ing countries are shown in the left and right panels,
respectively.

Figure I1.21 illustrates the effects of subsidies on
total factor productivity (TFP). In G-20 countries,
tax breaks and loans are associated with mostly non-
significant effects following the implementation
of the subsidy. By contrast, export-promotion ini-
tiatives and direct transfers exhibit positive effects.
In developing economies, subsidies do not show

systematic productivity impacts, and there are no
substantial differences across policy instruments.
The effects of subsidies on revenues (not shown)
closely mirror those observed for TEP in both G-20
and developing countries. These findings suggest

FIGURE 11.20 Foreign firms receive more tax
incentives, whereas subsidies are directed
towards state-owned firms; past recipients
are much more likely to receive either
measure.
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Source: World Bank calculations based on Chinese State Taxation Administration
data for firms of all sizes, 2008-12.

Note: Reflects pooled cross-section regressions of the outcomes: tax incentives
(as a share of their statutory tax bill) or direct subsidies (as a share of sales),
including zeroes for non-recipients. All firm characteristics are included in a single
regression, which also controls for labor productivity, employment, a negative profit
dummy and include year and 2-digit sector fixed effects. Reflects fully standardized
regression coefficients to enable comparability across different units of the
variables above, that is, they show the change in tax incentives or direct subsidies,
in standard deviation units, associated with a one standard deviation increase in
firm characteristics (foreign ownership, labor productivity, etc.). For comparability,
all variables are standardized, including dummy variables. The negative bars reflect
that increases in the firm characteristic (e.g., foreign ownership) is associated with
lower direct subsidies. Std. dev. = standard deviation.

FIGURE ll.21 Export promotion and direct transfers have positive productivity effects in the
G-20 economies, but not in other emerging economies.
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Note: The econometric specification used in the analysis is an augmented three-way fixed effects difference-in-differences model. The time-varying dependent variables,
at the firm level, are alternatively: TFP (estimated with the Wooldridge 2009 method). Subsidies are measured with dummy variables at the country-sector-year level, with
sectors defined at a 3-digit level. The model controls for country-sector, sector-time and country-time fixed effects and for firm-level fixed effects. Standard errors are robust
to heteroskedasticity and clustered at the firm level. The period of analysis is 2012 to 2019. TFP = total factor productivity.
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FIGURE 11.22 Subsidized loans can affect factor markets—leading firms to choose machines

over workers.

A. Effects of loans on input choice, G-20
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B. Effects of loans on input choice, emerging economies
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Note: The econometric specification used in the analysis is an augmented three-way fixed effects difference-in-differences model. The time-varying dependent variables,
at the firm level, are logs of capital intensity (capital-to-employees ratio), logs of employment (number of employees). Subsidies are measured with dummy variables at the
country-sector-year level, with sectors defined at a 3-digit level. The model controls for country-sector, sector-time and country-time fixed effects and for firm-level fixed effects.
Standard errors are robust to heteroskedasticity and clustered at the firm level. The period of analysis is 2012 to 2019.

that a certain level of institutional development may
be a precondition for effective deployment of IP.

These findings suggest that IP instruments target-
ing export performance and production capacity
may enhance firm performance, potentially by
facilitating learning processes and quality upgrad-
ing. However, these beneficial effects appear to
be concentrated in advanced economies, where
firms potentially operate in contexts with higher
endowment of basic human capital, infrastructure,
and institutions while being less exposed to policy
failures.

Figure I1.22 reports the association between subsidies
and input allocation. In both G-20 and developing
economies, loans are associated with higher capital
intensity around the second and third years after the
initial policy treatment. Consistently, in both groups
of countries loans are associated with lower employ-
ment levels. By contrast, loans and guarantees may
facilitate the adoption of capital-intensive technolo-
gies that reduce the demand for labor.

Overall, the results indicate that subsidy design
matters and that there is meaningful heterogene-
ity across countries at different stages of economic
development. In particular, the productivity effects
of IP instruments targeting export performance and
production capacity appear stronger in advanced
economies and negligible in developing economies,

while input reallocation effects may be significant
in both contexts. At least two caveats of this analysis
should be stressed: The coverage of the Orbis data
set for EAP countries is very heterogeneous, and the
treatment variable is measured at only sectoral level.
For these reasons, we present in the next section
evidence from one country where we have access to
firm-level subsidies data.

Results from Chinese firm-level subsidies data

Evidence from China suggests that the choice of IP
instrument may influence firm performance. Analysis
of data from China’s STA indicates that tax incentives
are positively correlated with increases in labor pro-
ductivity, employment, and exports, whereas direct
subsidies are associated with declining productivity
and exports (figure I1.23). Specifically, a 10 percent-
age point increase in tax incentives (relative to the
firm’s statutory tax bill) is associated with a 6 percent
rise in labor productivity. In contrast, an equivalent
increase in direct subsidies (relative to sales) is associ-
ated with a 3 percent decline. These results align with
findings for listed Chinese firms, where direct subsi-
dies have similarly been linked to lower productivity
growth and lower R&D expenditure, but to a small
and temporary employment increase (Branstetter
et al. 2023). The inefficient firms who receive sub-
sidies could be preserving jobs at the expense of pro-
ductive investments. These estimates are correlations
and may partly reflect differing trends between the
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low-performing firms that tend to receive subsidies
and the high performers that receive tax incentives.
However, the divergence in outcomes persists even
after controlling for differing trends for firms of dif-

ferent size and ownership type.

The contrasting impacts could reflect the distinct
behavioral incentives created by each tool. In prin-
ciple, production subsidies encourage investments
in scale, whereas tax incentives encourage produc-
tive investments that increase profits. However,

FIGURE 11.23 More generous tax incentives
are associated with productivity increases,
whereas direct subsidies are correlated with
falling productivity.

Percent
8

M Tax incentives M Direct subsidy

6

4

Labor productivity Employment Export intensity

Source: World Bank calculations based on Chinese State Taxation Administration
firm-level data, 2008-12.

Note: Labor productivity reflects real value added per worker, export intensity
denotes exports as a share of sales. Chart depicts the estimated percentage
change in firm outcomes for a 10 p.p. increase in tax incentives as a share of the
firm’s statutory corporate tax bill (in blue) or direct subsidies as a share of firm
sales (in red). Estimates obtained via two way fixed effects regressions including
firm and year dummies. Similar estimates are found when restricting the data to
only firms with positive profits, rather than all firms in the data.

subsidies can often be allocated for a broad variety
of motives, such as political connections or avoid-
ing job losses. Limited information on how gov-
ernment support operates in China complicates
this assessment. While 80 percent of Chinese listed
firms subsidies are for “unknown” or “general busi-
ness” functions, only 10 percent are explicitly linked
to more productive uses like R&D or machin-
ery upgrading (Branstetter et al. 2023). Evidence
for listed firms finds that subsidies have a modest
employment impact and that even those linked to
R&D or industrial and equipment upgrading do
not show any statistically significant evidence of
positive effects on subsequent firm productivity
growth (Branstetter et al. 2023). It also remains
unclear whether the tax incentives observed were
conditional on specific investments, a design fea-
ture shown to significantly enhance their effective-

ness (Clark and Skrok 2019).

Beyond the choice of instrument, the high concen-
tration of Chinese subsidies in relatively few firms
(noted in earlier figure I1.20) may dampen aggregate
productivity by reducing competition and slowing
resource reallocation. When subsidies are narrowly
targeted, they can entrench incumbents and stifle
market dynamism. Conversely, earlier evidence
from China suggests that dispersing production,
tax, or interest rate subsidies across a broader range
of firms can foster competition and encourage
innovation (Aghion et al. 2015). Broader access to

FIGURE l1.24 In the Republic of Korea, the industrial policies in the 1970’s increased output of
affected industries by more than 100 percent, as well as employment and exports.
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FIGURE 11.24 In the Republic of Korea, the industrial policies in the 1970’s increased output of
affected industries by more than 100 percent, as well as employment and exports. (continued)

B. Output effects
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Note: HCI = Human Capital Index; RCA = revealed comparative advantage.
A. From figure | in Lane 2025.

B. From figure Il in Lane 2025.

C. Selected outcome variables from figure Il in Lane 2025.

support, particularly tax or interest rate incentives, ~ While the focus of the analysis here is on the effects
facilitates the reallocation of resources toward more  of subsidies on productivity, another important
productive firms, enhancing overall sector effi-  dimension is the impact on innovation. Box II.3
ciency rather than protecting specific champions. explores this aspect for China.



EAST ASIA & PACIFIC ECONOMIC UPDATE | APRIL 2026

PART Il

99

BOX 1.2 Subsidies and Innovation in China

Government R&D support became increasingly tar-
geted toward state-owned enterprises (SOEs), which
is correlated with a substantial increase in their pat-
enting after the Global Financial Crisis. SOEs have a
higher probability of receiving subsidies and receive
larger subsidies than foreign-owned firms and pri-
vately owned firms. The gap increased after the 2009
to 2010 fiscal stimulus, especially within “strategic”
sectors. This shift coincided with a sharp rise in SOE
patenting over 2011-13. Each SOE applied for nearly
twice as many patents as the average private manufac-
turing firm over the period 2011 to 2013, an increase
of 150 percent compared to the pre—financial crisis
period (figure I1.B2.1). After 2010, SOEs dramatically
increased patenting activities, with the largest expan-
sion in utility model applications, especially among
firms in the strategic sectors. The disparity may reflect
other differences between SOEs and private firms,
although a significant difference persists even condi-
tional on firm size, age, export status, and sector.

But subsidies would be more efficient if they were
directed to private sector firms. At the margin, privately
owned firms convert subsidies and R&D expenditures
into patents more efficiently than SOEs, implying
lower “innovation productivity” of subsidized activ-
ity in SOEs (figure 11.B2.2). In other words, private

sector firms are more efficient at turning innovation
inputs into patent outputs. Similar evidence from Zhan
and Zhu (2020) shows that privatizing Chinese SOEs
increased their patenting with no change in their R&D
expenditure (i.e., privatization increased their innova-
tion efficiency). While increased innovation support for
SOEs may have led to increased innovation, the sup-
port could have been more effective had it been directed
towards these more efficient privately owned firms.

Furthermore, SOE-directed subsidies have slowed
entry into innovation, reducing patent quality. Sectors
where subsidies are more SOE-skewed tend to exhibit
weaker innovation dynamism, measured as lower share
of entrants (newly patenting firms) and with patents
concentrated in fewer firms. Patents filed by entrants
tend to exhibit higher quality than incumbents, so sec-
tors with higher shares of incumbent patents or higher
concentration tend to have lower quality patents (see
figure B.2.3). Importantly, increasing the share of sub-
sidies toward SOEs reduces patent quality of firms in
that sector.

Opverall, this evidence suggests that while subsidies
may have been effective in increasing patent quan-
tity, they have been less successful in increasing patent
quality and could have been more efficiently directed.

FIGURE Il.B2.1 Chinese SOEs experienced a rise in patenting 2011-13, relative to pre-crisis

years 2003-07.

Patents per firm

8 m 2003-07

2011-13

Private firms

Source: World Bank calculations based on ASM-PATSTAT data for manufacturing firms.

State-owned enterprises

Note: Chart shows the average number of utility patent applications per firm, by year and firm ownership type. SOE = state-owned enterprise.
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BOX II.2 Subsidies and Innovation in China (continued)

FIGURE 1l.B2.2 Private firms are more efficient at turning subsidies or R&D expenses into
patents.

Elasticity, percent
8 m Private firms ~ m State-owned enterprises

6
2 _I
0

Subsidy R&D
Patent elasticity Patent elasticity

Source: Betts and Cao 2025.
Note: The bar is the estimated coefficient of each measurement on subsidy, conditional on firm size, firm age, firm’s export status, firm fixed effect, industry-year fixed effect,
and location fixed effect. The whisker is the 95 percent confidence interval. R&D = research and development.

FIGURE 11.B2.3 Sectors with higher SOE subsidies, patent concentration, and incumbent
patenting have lower patent quality.

Share of subsidies to Share of patents by
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Source: World Bank calculations based on ASM-PATSTAT data for manufacturing firms.

Note: Shows the estimated coefficient on regressions of firm patent quality on sector-level (4 digit level) regressors (i) share of subsidies to SOEs (lagged one year),
(i) Herfindahl Herschman Index (HHI) of patents within the sector (lagged one year), and (iii) share of patents by incumbents (lagged one year). Patent quality is measured as
log (1+ forward citations within five years). All specifications control for firm size, age, export status, human capital stock, sector fixed effect, year fixed effect and location fixed
effects. Regressions are weighted by the inverse of the number of patents filed by the firm in a given year (1/N_it), so that each firm-year contributes equally to the estimates.
The whisker is the 95 percent Cl, standard errors are clustered at firm and sector-year level. SOE = state-owned enterprise.
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BOX II.3 Retaliatory Trade Costs of Industrial Subsidies (based on Feng et al. 2026)

Overview. Governments worldwide increasingly deploy
industrial policies to boost strategic sectors, but a criti-
cal hidden cost is often overlooked: Domestic subsidies
directly expose firms to severe foreign trade retalia-
tions. Utilizing firm-level subsidies and trade data
from China linked to global anti-dumping (AD) and
countervailing duty (CVD) investigation records, a
recent paper shows that direct subsidies trigger retalia-
tory trade protection under World Trade Organization
(WTO) rules. Unfortunately, the paper is not able dis-
tinguish the targeted activity (e.g., production, R&D,
or investment subsidies).

Key findings

e Increased probability of duties: Exported prod-
ucts from more heavily subsidized firms are sig-
nificantly more likely to receive affirmative AD/
CVD rulings. These rulings lead to the imposition
of duties (table I1.B3.1).

e Higher duties: When investigations lead to duties,
larger subsidies consistently result in higher, more
punitive duty rates (table I1.B3.1).

e Loss of firm-specific exemptions: Heavily subsi-
dized firms are much less likely to secure favorable
firm-specific duties. These firm-specific duties aver-
age 81 percent, compared to the standard 145 per-
cent productwide rate. A 1 percentage point increase
in the subsidy rate reduces a firm’s likelihood of
obtaining a firm-specific rate by 0.7 percentage
points. This reduction translates to an overwhelming
47 percentage point increase in the expected duties

faced by firms that might otherwise be eligible for
firm-specific treatment.

e Negative spillovers: Subsidies create adverse spill-
over effects. Even nonsubsidized firms face puni-
tive AD/CVD measures if they export a product
that is targeted due to heavily subsidized peers.

e FErosion of policy benefits: The retaliatory AD/
CVD duties induced by these subsidies wipe out
roughly 22 percent (about a quarter) of the rev-
enue growth that the subsidies would otherwise
create for the firms (figure I1.B3.1).

Policy implications

On the face of it, Chinese subsidies appear to increase
firm revenue. However, their effectiveness is reduced
by foreign retaliation that raises trade costs, and the
higher trade costs faced by non-subsidized firms creates
new inefficiencies. Failing to account for this hidden
cost leads governments to overstate the net benefits of
industrial policy. This oversight risks directing public
funds toward sectors likely to face trade retaliation. It
may also fuel deeper trade frictions and geoeconomic
fragmentation. While retaliation reduces the effec-
tiveness and efficiency of subsidies, they may still be
desirable from a policy maker’s perspective if invest-
ment or market entry would not occur in the absence
of support. Policy makers should, however, carefully
weigh the intended benefits of subsidies against the
potential extent of foreign trade retaliation they may
trigger.

TABLE 11.B3.1 Impact of subsidies on Chinese firms’ expected AD/CVD duties

Sample Impact (1 p.p. increase in subsidy rate)

All firms in the economy
Investigated firms
Firms facing a duty

Firms with a firm-specific duty

+0.16 p.p. in expected duty
+0.2 p.p. in expected duty
+0.36 p.p. in the duty rate
+2 to ~4 p.p. in the duty rate

Note: This table shows the impact of subsidies on the AD/CVD duties faced by Chinese firms. A 1 percentage point increase in the subsidy rate
(the ratio of firm subsidy income to output) raises AD/CVD duties by 0.16 percentage points for an average firm in the Chinese economy. The effect
is larger for firms targeted by foreign AD/CVD investigations. For those facing AD/CVD investigations, a 1 percentage point increase in the subsidy
rate increases duties by 0.20 percentage points. For firms facing affirmative AD/CVD investigations, a 1 percentage point increase in the subsidy
rate raises duties by 0.36 percentage points. For those subject to firm-specific examinations during AD/ CVD investigations, a 1 percentage point
increase in the subsidy rate leads to between 2 and 4 percentage points increase in AD/CVD duties. AD = anti-dumping; CVD = countervailing

duty; p.p. = percentage point.
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BOX II.3 Retaliatory Trade Costs of Industrial Subsidies (based on Feng et al. 2026) (continued)

FIGURE 11.B3.1 Impact of Subsidies on Chinese Firms’ Revenue Growth with and without
Foreign AD/CVD Duty Retaliation

Percent
14 I

22% decrease

1
1.2%

0.9%

With AD/CVD retaliation Without AD/CVD retaliation

Notes: This figure shows the impact of subsidies on Chinese firm revenue growth with and without foreign AD/CVD retaliation. In the absence of AD/CVD duties, a 1 p.p.
increase in the subsidy rate (the ratio of firm subsidy income to output) raises firm revenue by 1.2 percent after 5 years. When foreign AD/CVD duties are imposed, the same
increase in the subsidy rate raises firm revenue by only 0.9 percent after 5 years. AD = anti-dumping; CVD = countervailing duty.

Last, recent research shows that subsidized firms
in China experience a greater exposure to foreign
antidumping measures, resulting in a reduction of
the positive effects of subsidies on sales. Box 1.4
discusses this result, which highlights an important
conceptual point: Different IP instruments interact
with each other in determining the ultimate impact
on firm level outcomes.

Focus on industry and region-specific support:
Efffectiveness versus efficiency

IP interventions do not always work. Even when IP
interventions are effective (meaning they are able to
increase production or revenues), it is more difficult
to establish efficiency, namely, to assess whether the
effects of the interventions justify their costs.

Evidence for the potential effectiveness of IP
comes from Korea, where in the 1970s, the gov-
ernment embarked in a series of IP actions aimed
at fostering heavy manufacturing industries (Lane
2025). Figure I1.24A illustrates the size of the inter-
ventions, which consisted of tax rate reductions
and development lending. Panel B in the figure
illustrates the effects on output, which exceeded

100 percent relative to the nontreated industries.
Panel C shows further positive effects, in terms of
labor productivity, employment, exports, acquisi-
tion of comparative advantage.

Choi and Levchenko (2025) also study the
case of the HCI Drive in Korea. They present
a model that allows them to explore efficiency
as well. Their conclusion is that this episode of
IP generated larger benefits than costs. If it had
not been implemented, the authors conclude,
Korea’s welfare would have been 3-4 percent
lower. Moreover, the study finds that most of the
total welfare impact is attributable to the long-
term productivity benefits of learning-by-doing
and that the policies were concentrated in those
sectors where the welfare multipliers were higher

(figure 11.25).

A second example of effectiveness is reported in
figure 11.26, which shows the results of a study for
England, where the place-based support was effec-
tive in increasing employment (or better, to reduce
the extent of employment decline) (Criscuolo et al.
2019). However, the interventions were found to be
effective only for firms with less than 50 employees,
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and the study found no significant effects on pro-
ductivity. Moreover, the paper estimates a cost of
US$3,541 to US$24,662 (in 2010 prices) per job

created.

FIGURE 11.25 In the Republic of Korea, the
share of subsidized credit was allocated
towards sectors where the (model-computed)
welfare multiplier of industrial policy was
higher.
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Other non-metallic mineral products
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Electrical equipment
Chemicals, petrochemicals, and rubber
and plastic products
Machinery and transport equipment
Basic and fabricated metals

Source: Choi and Levchenko 2025.

Note: Changes in welfare in the short run (blue bars), long run (red bars), and in
total (orange bars) from giving each sector a subsidy in the amount of 1 percent of
the initial GDP (left axis), and the share of the aggregate credit received by each
sector (dashed line, right axis).

FIGURE 11.26 In the United Kingdom,
industrial subsidies were found to increase
employment, but the effects were only found
in firms with less than 50 employees.
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Source: Criscuolo et al. 2019.

Note: Average changes relative to base year of 1997 in log employment in a
geographical area (ward). The dashed line shows average employment in wards
that had an increase in support. The solid line is average manufacturing employment
in wards that had a decrease in support. Ninety-five percent confidence bands also
shown. The vertical line in 2000 shows when the change in policy occurred.

Finally, Barwick et al. (2025) present a study on
the Chinese shipbuilding industry, where robust
government support helped increase the global
market share of Chinese shipyards from below 10
to almost 50 percent in the period 1998 to 2014
(figure I1.27). Since this study estimates a structural
model, it allows to run counterfactuals and, hence,
study effectiveness as well as efficiency. The effec-
tiveness of government interventions is apparent

(figure I1.28). Without subsidies, there would have

FIGURE 11.27 State interventions in the China’s
shipbuilding industry significantly increased China’s
global market share.
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Source: Barwick et al. 2025.
Note: Market shares by country are computed from quarterly ship orders.

FIGURE 11.28 Model simulations suggest subsidies led to
substantial firm entry.
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Source: Barwick et al. 2025.

Note: Total number of firms in the case of all subsidies as observed in the data (solid line) and
counterfactual number of firms with no subsidies (dashed line).
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been half as many shipbuilding firms as observed in
the Chinese market. However, computing the rate
of returns of these subsidies reveals a different real-

ity (figure 11.29).

The change in profit per unit of subsidy varies, but
it is always below 100 percent, which means that
once the cost of the subsidy is subtracted, the inter-
vention is inefficient. Moreover, the study allows
them to highlight how in this specific episode,
subsidy efficiency is found to be heterogeneous
(1) across subsidy types (with investment subsidies
being more efficient than production subsidies and
entry subsidies), (2) across the business cycles (with
countercyclical subsidies being more efficient than
procyclical ones), and (3) across design (with tar-
geted subsidies being more efficient than blanket
subsidies to all firms).

While these studies were country specific, two
recent articles propose investigations using mod-
els featuring many countries. The main message
is quite sobering. Bartelme et al. (2025) find
that even considering policies that are globally
efficient, the average expected increase in GDP
(equivalent to welfare in their model) is only about
1 percent on average globally and also for China

FIGURE 11.29 The costs of government interventions
were greater than the benefits.
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Source: Adapted from results in Barwick et al. 2024.

Note: Figure shows the ratio of estimated delta profits per subsidy unit from table 1 in Barwick et al.
2024. A number below one indicates that the estimated benefits are lower than the costs of the subsidy
(i.e., the subsidy is inefficient).

and Viet Nam. Lashkaripour and Lugovskyy
(2023) point to the possibility of negative effects
from unilateral IPs, which could, however, be
reverted in the context of a global coordination
via deep agreements.

Examples of recent IPs in the EAP region

To complement the data-based view presented
above with more concrete examples, we present
in this section some specific recent policy initia-
tives that allow us to assess how IP is currently
being utilized for different purposes in the EAP
countries.

“Resource downstreaming” in Indonesia

Indonesia is a global pioneer of using export bans
to force industrialization, a strategy it calls Hilirisasi
(Downstreaming). Box I1.4 delves into the histori-
cal details of it.

Viet Nam: The “Semiconductor Development
Strategy 2030”

In late 2024, Viet Nam’s Prime Minister signed
Decision No. 1018, a landmark strategy to transi-
tion the country from an assembly hub to a global
semiconductor power. Of particular interest is the
“50,000 Engineers” Initiative: a human capital
project to train 50,000 semiconductor engineers
by 2030 to solve the regional talent shortage. This
initiative is also a prime example of how sector-tar-
geted skills development can be an important IP
tool, as explored more in depth in box II.5, which
reproduces key excerpts from McKenzie (2026).

Electric vebicle policies in Thailand

Thailand is actively pivoting its massive internal
combustion engine (ICE) ecosystem toward elec-
tric vehicles (EVs). See box I1.6 for details.

Mission-based industrial strategies: Malaysia New
Industrial Master Plan (NIMP) 2030

Launched in late 2023 but seeing its first major
“Mission-Based Projects” in 2024-25, Malaysia
is shifting away from broad sectoral support
toward specific “missions”: (1) Advance Economic
Complexity, (2) Tech Up for a Digitally Vibrant
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Nation, (3) Push for Net Zero, and (4) Safeguard
Economic Security and Inclusivity. The NIMP
2030 has identified EVs and the digital econ-
omy, anchored on data centers, as twin engines
of Malaysias next industrial phase, consistent
with global industrial trends. Both also expose the

balancing act in Malaysia’s policy model between
the ambition to attract foreign capital and to build
domestic productive capability. Box I1.7 delves into
the policies related to the development of EVs,
while the data centers are discussed in the Spotlight
on the Al value chain.
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BOX II.4 Promoting Higher Value-Added Mining in Indonesia

Indonesia has pursued a deliberate industrial pol-
icy of leveraging its natural resource endowments
to develop higher value-added downstream indus-
tries in the mining sector. Indonesia introduced its
first export restriction in 2014, with further restrictions
continuing to be introduced, with the most recent mea-
sure taking effect in 2025.* Successive regulations have
progressively extended the scope of domestic process-
ing requirements, shifting the threshold for permissible
exports further down the value chain and narrowing
the conditions under which raw or semiprocessed com-
modities may be exported. This sequential tightening
follows Indonesias “downstreaming” policy, which
aims to capture a greater share of value addition from
natural resource value chains domestically. Indonesia is
also planning to extend the downstreaming initiative
beyond the minerals sector to other commodity indus-
tries, including palm oil, coffee, cocoa, and fisheries.

The export ban covers four layers of the mineral
value chain with progressively higher specificity. The
initial export ban in 2014 was entirely focused on raw
ores (aluminum, bauxite, cobalt, copper, gold, metal
waste, nickel, silver, tin, and zirconium). Successive
bans began to cover additional layers in the mineral
value chain such as high-grade mineral concentrates;
processed intermediates, and refined metals. The
downstreaming policy has, for instance, transitioned
Indonesia from exporting raw nickel ore to higher-value
processed products such as ferronickel and nickel pig
iron. Prior to 2014, Indonesia exported an average of
approximately US$1.5 billion in raw nickel ore annu-
ally. Following the introduction of the export ban, raw
ore exports declined to zero, while exports of processed
ferronickel rose substantially, reaching US$15 billion in
2023. The policy has attracted FDI in the base metals
industry, from an annual average of US$50 million to
US$209.1 million, catalyzing the construction of large-
scale integrated industrial complexes in Morowali and
Weda Bay. The policy did not lack challenges, however.
In particular, the limited transfer of technology and
employment creation. While the costs and benefits are
not conclusive, issues such as environmental impact,
safety issues, and ESG concerns show further potential
negative impacts of this policy.

These export restrictions are generally incon-
sistent with World Trade Organization (WTO)
commitments and obligations. This tension was
confirmed by the WTO Panel ruling in the dispute
brought against Indonesia’s nickel ore export ban,
which found the export ban to be incompatible with
Indonesia’s multilateral trade obligations.” In addition,
the associated domestic processing requirements con-
stitute actionable subsidies under the Subsidies and
Countervailing Measures (SCM) agreement. Indonesia
has filed an appeal on this ruling and given the WTO
Appellate Body does not presently function, the dis-
pute remains in abeyance. As a result, Indonesia has
not yet been required to comply with the ruling.

Mining accounts for only about 7 percent of
Indonesia’s GDP but about 15 percent of exports.
Mining also accounts for 9 percent of total inter-
mediate input use and less than 1 percent of gross
fixed capital formation. Extractive industries tend
to be relatively capital intensive, adding up to a
higher share of capital use (8.2 percent) and at
about 15 percent of the total; raw mining products
add up to an important share of Indonesian exports

(figure 11.B4.1).

The interconnectedness of the mining sector with
the rest of the Indonesian economy has, how-
ever, been limited. Output multipliers indicate that
a US$1 increase in the output of the mining sector
leads to a US$1.7 increase in total domestic output
in Indonesia. This is in contrast with other compara-
ble exporters, such as China, Brazil, and South Africa,
that have mining output multipliers close to twice as
high (figure 11.B4.2). Among specific mining prod-
ucts there is variation in output multipliers, on the
lower end being natural gas, bauxite, crude petroleum
and iron ore and on the higher end, coal and lignite,
nickel, silver, and gold. Compared to other sectors
in the Indonesian economy, the potential of mining
to generate value added in other sectors has lagged,
with mining toward the lower end of the distribution
together with agriculture, education services, financial
services, real estate, and whole/retail trade (figure II.
B4.3). In terms of existing linkages, the mining
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BOX Il.4 Promoting Higher Value-Added Mining in Indonesia (continued)

FIGURE 11.B4.1 The role of mining in
Indonesia’s economy
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Sources: BPS. 2016 Input-Output table; OECD Input-Output Tables.

FIGURE 11.B4.3 Cross-sectoral output
multipliers in Indonesia
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industry is relatively better connected with the pro-
cessing industry, transportation and warehousing, and
business services.

FIGURE 11.B4.2 Output multipliers for
mining of honenergy products
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FIGURE 11.B4.4 Export restrictions in place
by year
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Indonesia is among the few countries using bans on
exports of raw mining products with the objective
of developing higher value-added mining activities
downstream. Among comparable exporters of mining
raw materials, about 35 percent of countries use no
restrictions at all, close to half use less restrictive pol-
icies such as export taxes or quotas and nonautomatic
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BOX Il.4 Promoting Higher Value-Added Mining in Indonesia (continued)

licensing—while Indonesia is among the remain-
ing 28 percent of countries imposing export bans
(figure I1.B4.4). In terms of products, export restric-
tions in Indonesia are notably imposed on bauxite, tin
(for both of which Indonesia accounts for more than a
quarter of world exports) and nickel—where Indonesia’s
share of world production adds up to nearly two-thirds
of the total. This significant share in world exports and
production puts Indonesia in the position of a price
maker and, as such, policies affecting exports of these
products will have implications not only domestically
but also for the rest of the world economy.

Initial results show short-run gains in foreign
investment and domestic value added, but the pol-
icy’s long-term effects are less clear. Data show that
the ban led to rapid growth in Indonesia’s production
and export of processed nickel products, alongside
increased foreign direct investment in nickel extraction
and processing. Guberman et al. (2024) document
that this foreign investment originates mostly in
China. Likewise, econometric analysis indicates that
it increased domestic value added in exports from
industries using iron and steel inputs between 2014
and 2020. Kee and Xie (2025) show that this increase
occurred relative to a downward trend in the country’s
domestic value added in exports. However, the ban also
reduced average business size in downstream industries
and encouraged entry by smaller businesses that likely
benefited from artificially low nickel prices. Because
small businesses are often less productive, modeling
suggests the policy likely led to inefficient resource
allocation and productivity losses—although no direct
measures of productivity are yet available (Fliess et al.
2017). Examples from countries that have successfully
developed their industrial raw materials sectors (e.g.,
Australia, Chile) show that reforms incentivizing the
development of value-added-creating clusters around
mining sectors, especially in services (engineering,

*Ministry of Trade Regulation No. 8.2025.
DS592 EU vs. Indonesia.

mapping, geological analysis, specialized equipment,
and technologies for extraction and processing) and
reforms that boost regulatory stability to attract invest-
ment, are more successful in achieving such policy
objectives. Nevertheless, even with successful diver-
sification into higher value-added mining industries,
countries relying heavily on commodities to contrib-
ute to growth remain vulnerable to commodity price
shocks, booms, and busts as well as the commodity
cycle.

With the right combination of targeted policies,
Indonesia could replace distortive export restric-
tions to promote the development of greener and
higher value-added mining activities. Indonesia has
untapped comparative advantages for exports of min-
ing products, such as semifinished products of iron and
nonalloy steel, copper mattes, and zinc powders (close
to current production capabilities) but also untapped
comparative advantages for exports of mining products
such as springs of iron and steel, flat-rolled products of
stainless steel, wires of stainless steel or articles of nickel
slightly farther from current production capabilities.
With domestic smelting capacity now well established,
replacing the nickel export ban with a carefully cali-
brated export tax may present an opportunity to better
balance revenue generation and value-addition objec-
tives. An export tax would strengthen competitiveness
in the upstream segments, enable more efficient resource
allocation along the value chain, and allow producers to
respond more dynamically to global price fluctuations.
Revenue generated could be reinvested through trans-
parent, performance-based subsidies directed toward
priority downstream industries, including the battery
supply chain. Complementary reforms across fiscal pol-
icy, trade facilitation, business regulatory environment,
land management, and infrastructure would strengthen
the enabling conditions for downstream industrial
development.
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BOX II.5 Sector-Targeted Skills Development as Industrial Policy (excerpts from McKenzie 2026)

Sector-targeted training programs are designed to
train workers in specific areas required by targeted
industries. Examples include training workers in the
technical skills needed for manufacturing automobiles
or computer chips, installing solar panels, working in
vaccine development, etc. Governments around the
world invest in sector-specific skills through their
technical and vocational training (TVET) systems,
and through their university systems. Typically, these
investments have been justified on the basis of argu-
ments that the public return to education can exceed
the private return, which coupled with liquidity con-
straints, results in students otherwise underinvesting
in human capital. While the evidence on the effec-
tiveness of public vocational training systems is at
best mixed (Carranza & McKenzie 2024), studies of
the staggered expansion of higher education in China
and Brazil have found that a growing pool of college-
educated workers, particularly in science and engi-
neering, increases innovation, productivity, and trade
(Ma 2024; Cirera et al. 2025). Even when industrial
policy (IP) is not the prime motive for such invest-
ments, the quality of human capital can shape IP and
multinationals are more likely to conduct research

and development in countries with better human cap-
ital (Fan 2025).

There are at least two additional market failures that
motivate the use of sector-targeted skills as an explicit
part of IP. The first is coordination failures (Rodrik
2022). A large firm may only be willing to make an
investment in a new location if the local workforce
has the skills it needs, but it may not be profitable for
workers to invest in acquiring these skills if this invest-
ment does not take place, and local educational insti-
tutions may not offer training that meets these future
needs. Second, even if the government succeeds in
attracting new firms, they may underinvest in train-
ing workers because of the possibility that workers will
leave and take these skills to other firms in the industry
(e.g., Colombian [Caicedo et al. 2022] and Ghanaian
[Brown et al. 2024] evidence). The government can
then play a role in helping coordinate the different
parties, and in subsidizing training that offers benefits
beyond the individual firm.

Service-centric IPs

In addition to developing a domestic industry,
sector-specific skill training can be an integral part of a
service-centric IP that prepares workers for the global
market through migration. This has worked best when
the government has regulated quality, but enabled
the private sector to increase the supply of training
opportunities in areas with strong global demand.
Recent studies of nurses in the Philippines (Abarcar &
Theoharides 2024) and IT workers in India (Khanna
& Morales 2021) have found that this lead to a “brain
gain,” whereby the country increased the supply of
these skilled emigrants, while also growing the number
of skilled workers in these fields at home as not all those
who were trained emigrated. Kenya has started work-
ing with vocational schools to tailor their courses to
meet foreign labor demands (Ross & Martinez 2025)
as part of a new goal to dramatically expand emigration
job opportunities. Sector-specific training is also taking
place as part of industrial strategies to help countries
move out of carbon intensive activities such as coal.
The EU’s Just Transition Funds have been supporting
these efforts to re-skill workers in Slovakia’s Horna
Nitra region and Romanias Jiu Valley (European
Commission 2021).

What to watch out for

There are several potential risks in employing sector-
targeted skills training policies. The first is that the
quality of training offered by TVET and universities in
many low- and middle-income countries may not meet
the standard needed for global firms, and what is taught
may be slow to respond to emerging demands. A second
risk is that the country takes a bet on training workers
on very specific skills that have no domestic return if the
country is unable to develop a new industry. A third is
the standard concerns of political capture, additionality
and crowd-out, in which government efforts just sub-
stitute for training that would have been carried out by
firms themselves. The government needs the capacity
to work closely with educational institutes and industry
to help them jointly shape training content, but then
may not wish to commit to very specific training until
after a key firm enters. For example, Costa Rica initially
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BOX II.5 Sector-Targeted Skills Development as Industrial Policy (excerpts from McKenzie 2026)

(continued)

had high schools and colleges develop a higher tech-
nology curricula around electronics, but did not define
precisely what schools should teach, waiting until Intel
came to the country to develop training in more narrow

specialties (Spar 1998).

A further lesson is that technical training in science and
engineering is important but may not be sufficient if
there is a lack of managerial talent. Recent work has
documented the high cost of middle management as a
constraint to the expansion of a modern sector in devel-
oping countries (Hjort et al. forthcoming). Historical
evidence from US assistance to Italian factories (see
figure II.B5.1) shows a strong complementarity between

providing technology and management training. Firms
that received management training experienced 50 per-
cent higher productivity after 15 years. However, firms
that received both management training and advanced
US machinery experienced a 62 percent productiv-
ity gain over the same period. Randomized trials that
tested provision of consulting services found improve-
ments in management, productivity, and employment
in India (Bloom et al. 2013) and Colombia (Iacovone
et al. 2022). Improving management is subject to sim-
ilar concerns about the capabilities of domestic train-
ing organizations to meet global standards, but has the
potential advantage of providing a key input holding
back many industries in the country.

FIGURE II.B5.1 US management training raised the productivity of Italian manufacturing firms.
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Source: Giorcelli 2019.

Notes: The US intervention year is normalized to zero, and the gray shaded area corresponds to the 3-year follow-up period. The dependent variable, log TFPR, is revenue
total factor productivity, estimated using the Ackerberg, Caves, and Frazer 2006 method. Whiskers reflect 95 percent confidence intervals. TFP = total factor productivity;

TFPR = revenue-based total factor productivity.
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BOX 1.6 Industrial Policy in Thailand for Promoting the Automotive Sector Transition to EV

Global decarbonization, structural
transition, and Thailand’s automotive base

Global demand for clean and low-carbon technologies
is reshaping industrial production patterns, with the
electrification of transport emerging as a central driver
of structural transformation. As countries accelerate
climate commitments and consumers shift toward elec-
tric vehicles (EVs), global automotive value chains are
rapidly reconfiguring. Thailand’s existing strengths in
the automotive sector therefore offer significant oppor-
tunities to build competitiveness in electric mobility as
part of its broader advanced and green manufacturing
strategy (figure I1.B6.1).

Supply chain resilience and upgrading
potential

The automotive and auto parts industry accounts for
about 3 percent of GDP and 9 percent of manufactur-
ing employment. While production has faced pressures
amid the global shift away from internal combustion
engine vehicles, Thailand’s established ecosystem, includ-
ing assemblers and a dense supplier network, provides
a strong base for repositioning toward EV manufactur-
ing. EV-related value chains, under a broad definition,

FIGURE 11.B6.1 Thailand outperforms
comparators on broader EV value chain
exports (including components used in both
ICE vehicles or EVs).
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Source: World Bank calculations.
Note: ICE = internal combustion engine.

already account for 4.3 percent of total exports, exceed-
ing those of most ASEAN peers (World Bank 2026b).
Firm-level analysis indicates that more than 80 percent
of auto parts sales in Thailand could continue to be
used in EVs, with 58 percent of sales unaffected by
the transition and 19 percent requiring only limited
modification (figure I11.B6.2). This suggests consider-
able potential to preserve domestic employment while
upgrading production capabilities.

Thailand’s EV industrial policy framework
(ZEV30@30 and EV3.0/ EV3.5)

Thailand’s EV transition is anchored in the national
“30@30” target, which aims for zero-emission vehicles
to account for 30 percent of domestic production and
50 percent of domestic sales by 2030. To operational-
ize this ambition, the government introduced phased
incentive packages, EV3.0 (2022-24) and EV3.5
(2024-27), which combine consumer subsidies, excise
tax reductions, tariff cuts, and binding local produc-
tion commitments. Under EV3.0, purchase subsidies
ranged from THB 70,000 to THB 150,000 per vehi-
cle, depending on battery size, alongside excise tax
reductions from 8 percent to 2 percent and tempo-
rary import duty reductions of up to 40 percent for
qualifying models. Importers were required to offset

FIGURE 11.B6.2 The impact of EV adoption
on auto parts producers, by sales revenue
values
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Source: Thai auto parts manufacturer database from the Thailand Automotive
Institute; World Bank calculation.

Note: E&E = electronics and electrical manufacturing.
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BOX 1.6 Industrial Policy in Thailand for Promoting the Automotive Sector Transition to EV (continued)

imports with domestic production at ratios such as
1:1 (and higher ratios for delayed production). EV3.5
recalibrates support as the market matures, lowering
subsidies over time (e.g., THB 50,000-100,000 in
2024, declining thereafter) while maintaining reduced
excise taxes and tightening localization requirements
to 1:2 and 1:3 import-to-production ratios by 2026—
27. Additionally, to encourage exporters and prevent
oversupply, there is a scheme to allow 1 exported EV

to count as 1.5 units toward local production obliga-
tions (table I1.B6.1).

Complementing these demand-side measures, the
Board of Investment provides up to 8 years of corpo-
rate income tax holidays, exemptions on machinery
imports, and facilitation of foreign expert work permits
to attract EV assembly, battery, and component invest-
ments and deepen Thailand’s domestic supply chain.

TABLE 11.B6.1 EV subsidy and tax cut policies

Policies EV3.0 (2022-24)

Subsidy on EV sales

Import duty cuts Up to 40%
8% — ~2%

1:1 (production by 2024),
1:1.5 (production by 2025)

Excise tax cut

Local production offsets

Higher early incentives (THB 70k—150k)

Early achievements in adoption and
local production

Opver the past 3 years, Thailand’s EV policy has materially
accelerated both market uptake and local production.
EV adoption increased from about 1 percent of pas-
senger car sales in 2022 to approximately 21 percent in
2025. Newly established EV assembly plants have begun
operations, and locally produced battery electric vehicles
(BEVs) account for roughly 11 percent of total passenger
car production and about 43 percent of domestic BEV
sales in 2025. However, progress remains uneven rela-
tive to national ambitions. EV sales remain well below
the 50 percent target by 2030, and exports are still at
an early stage, with approximately 3,500 BEVs shipped
abroad, only 0.5 percent of total passenger car exports,
indicating substantial room to strengthen Thailand’s
position in global EV markets (figure I1.B6.3).

EV3.5 (2024-27)

Phasing out incentives (THB50k—100k in 2024 and
lower over time)

Up to 40%
8% d “‘2%3

1:2 (production by 2026),
1:3 (production by 2027)

Source: Board of Investment.

FIGURE 11.B6.3 BEV production and sales versus national targets
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BOX 1.6 Industrial Policy in Thailand for Promoting the Automotive Sector Transition to EV (continued)

Policy directions to deepen the EV transition

Going forward, industrial policy should gradually shift
from broad, expensive purchase subsidies toward tools
specifically designed to solve market failures. Subsidy
schemes carry fiscal costs and should be gradually
phased out as EV total cost of ownership approaches
parity with internal combustion engine vehicles.
Expanding charging infrastructure, instead, remains
critical to solve coordination problem, sustain adop-
tion momentum, and anchor private investment in the

ecosystem (World Bank 2025d).

Deepening domestic value creation will require tar-
geted support for local supply chains, particularly
in higher-value EV components such as power elec-
tronics, battery systems, and embedded software. In

this regard, the Board of Investment has introduced
a local content promotion measure to strengthen the
EV supply chain by granting an additional 50 per-
cent corporate income tax reduction for 2 years to
manufacturers that meet prescribed domestic content
thresholds (40 percent for BEVs and 45 percent for
PHEVs). Applications must be submitted by the end
of 2026, with Made-in-Thailand (MiT) certification
required by 2027.

Complementary investments in STEM skills, digital
engineering, and sustainable manufacturing capabili-
ties will be essential to ensure that Thai firms upgrade
technologically and move beyond assembly toward
higher-value-added activities supported by technology
transfer, local R&D, and innovation ecosystems.



114

PART I

EAST ASIA & PACIFIC ECONOMIC UPDATE | APRIL 2026

BOX II.7 Electric Vehicles: Opportunity and Challenges of Malaysia

Malaysia’s strategic rationale for EVs rests on
three overlapping motivations. First, to decarbon-
ize transport in line with the Low Carbon Mobility
Blueprint and commitments under the National
Energy Transition Roadmap (NETR). Second, to
leverage the established E&E manufacturing ecosys-
tem to develop an EV supply chain with high domes-
tic linkage potential, and third, to reposition national
carmakers Proton and Perodua for relevance in a post—
internal-combustion-engine period. Under the NETR,
the government targets 15 percent EV penetration of
total industry volume by 2030 and 80 percent by 2050
(Ministry of Economy 2023).

Progress has been modest against these targets. EVs
accounted for approximately 2.9 percent of Malaysian
vehicle sales by early 2025, reflecting genuine growth
but still far below the trajectory required to meet 2030
goals (figure I1.B7.1). The government has deployed
a standard mix of fiscal instruments, such as exemp-
tions from import duty and excise tax, on completely

knocked-down (CKD) EV units through 2027, and

a RM100,000 price floor on completely built-up
(CBU) imports designed to protect national carmak-
ers market position while they develop affordable
domestic models. This price floor explicitly prevented
competitively priced Chinese models, which have a
retail price range at the equivalent of RM18,000 to
RM45,000 in other markets, from entering Malaysia,
constituting deliberate import protection for national
carmakers. However, from January 2026, the policy
has now lapsed, and new brands entering via CBU
now face a minimum price threshold of RM250,000,
significantly tightening market access for lower-cost
imports (New Straits Times 2026). Meanwhile, CKD
(locally assembled) EVs remain exempt from excise
duty and sales tax until end-2027, with several
Chinese car makers such as BYD and Xpeng all com-
mitting to local CKD assembly operations in 2026.
BYD is developing an assembly plant in Tanjung
Malim 70 km from the capital Kuala Lumpur, where
Proton’s assembly plant is also located, and is expected
to be operational in the second half of 2026. This is
in line with the original automotive industrialization

FIGURE II.B7.1 EVs sales reflect genuine growth but are still far below the trajectory required to

meet 2030 goals.
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BOX II.7 Electric Vehicles: Opportunity and Challenges of Malaysia (continued)

strategy of using market access as leverage to secure
local production commitments.

There are several hurdles that are currently facing
EV production. Consumer adoption is constrained
by inadequate charging infrastructure, while private
investors are reluctant to build charging networks
without a critical mass of EV users. Against a gov-
ernment target of 10,000 public charging points by
2025, only around 3,500 existed by October 2024
(Malaysian  Investment Development Authority
2024a). While Perodua has committed to the pro-
duction of affordable EVs of below RM100,000

by end-2025, the affordability gap versus Chinese
competitors which have already achieved global cost
leadership in mass-market EVs remains significant
(ISEAS 2024). On the export side, Malaysia does not
yet export EVs on a commercially meaningful scale.
Proton’s EV ambitions remain nascent. The e. MAS 7,
launched in December 2024, is planned for markets
including Mauritius, Nepal, Singapore, and Trinidad
and Tobago, but in modest volumes. The EV sector
remains firmly domestically oriented for now, and it
is too early to assess whether Malaysia's CKD assem-
bly commitments from Chinese OEMs will eventu-
ally generate an export platform.

Spotlight: Industrial policy along
the Al value chain

The Al value chain is a sequence of interdepen-
dent activities that encompasses chip production,
data centers to store and process data, Al mod-
els, and Al applications. At its foundation lies the
supply of semiconductors: their design; fabrica-
tion; and assembly, testing, and packaging (ATP).
The chips, particularly graphics processing units
(GPUs), enable storage and processing of the vast
data sets within cloud computing data centers that
are required to train Al models. Al models, includ-
ing LLMs such as GPT, DeepSeck, and Gemini,
are the basis for downstream Al applications. Al
applications are the products and services used by
governments, firms, and individuals that have Al
embedded within them, such as ChatGPT, DeepL
translation, Microsoft Copilot, Tesla cars, and
Waymo taxis.

Chips

Apart from China, developing EAP’s participation
in the semiconductor value chain is concentrated
in downstream activities rather than in higher-
value-added segments like design or fabrication

(figure 11.31). The chip value chain includes the

FIGURE 11.30 Al value chain
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Source: Adapted from Gambacorta and Shreeti 2025.
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Note: Al = artificial intelligence; GPT = generative pre-trained transformer; GPU = graphics processing unit.

major process steps: provision of inputs, design and
fabrication, and ATP. High-value-added upstream
segments, such as chip design, remain dominated
by the United States, which holds 47 percent of
the design market (table II.1). Given their com-
plexity and enormous economies of scale, fabri-
cation of semiconductors is heavily concentrated
in a few firms located in a few countries, such as
specialist foundries like TSMC in Taiwan, China,
or integrated device manufacturers like Samsung
in Korea. Fabrication of high-performance chips,
such as those needed to train Al models, is par-
ticularly concentrated in advanced economies
(OECD 2025a). Beyond China, developing EAP
participates to a far more limited extent in the semi-
conductor value chain and predominantly in lower-
value-added downstream like ATP.
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FIGURE 11.31 Multiple stages of the semiconductor value chain.
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TABLE ll.1 EAP participates mainly in downstream semiconductor value chain activities, such as

fabrication and assembly, testing, and packaging.

Segment

value added

Market shares (%, 2019)

Electronic design automation 15

Intellectual property cores 0.9 52 0
Wafers 2.5 0 10
Fabrication tools 14.9 44 2
(A:ﬁ;)n;(t))gl,stest, and packaging 24 23 9
Design 29.8 47 19
Fabrication 38.4 33 22
ATP 9.6 28 13
Total value added 39 16

(%, 2019) Korea, Japan Taiwan, a
Rep. P China
96 <1 3 0 0 <1 0

0 1 43 2 2
56 16 14 4 0
29 <1 23 1 1
44 3 6 9 7
10 6 10 5 3
10 19 8 7 1

7 29 5 14 4
14 12 1 6 2

Source: Khan, Mann, and Peterson 2021.

Semiconductors in Korea offer the region’s clear-
est example of what successful upgrading looks
like. Beginning in labor-intensive assembly in the
mid-1960s, Korea used a sustained combination of
targeted incentives, public investment in human
capital and R&D infrastructure, and strategic

industrial consolidation to become a global leader
in fabrication and memory, now accounting for 22
percent of global fabrication output and 16 percent
of total semiconductor value added. Yet Korea’s
trajectory also underscores how demanding this
path is—requiring decades of coordinated policy,
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significant public risk taking, and continuous tech-
nological investment (box I1.8).

Moving up the semiconductor value chain is chal-
lenging, even for countries with prior experience in
semiconductors. For instance, despite holding an
8 percent share of the global semiconductor exports,
most of Malaysias semiconductor exports serve
the consumer-grade market rather than high-per-

formance applications (box I1.9). The Philippines

participates mainly in terms of ATP and has intro-
duced a number of horizontal policy reforms with
activity-based targeting (box II.10). However, the
high capital intensity of semiconductor fabrication
means any impact on jobs is likely limited. Analysis
of the US CHIPS Act program to reshore advanced
semiconductor production suggests the policy led
to only 30K to 45K new jobs (both directly and
indirectly), at a cost of about US$1.2 million to
US$1.8 million per job (Erten et al. 2026).
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BOX 11.8 Semiconductors in the Republic of Korea: A Success Story of Industrial Upgrading

Semiconductors are a hallmark of the Republic of
Korea’s economic rise, with exports growing 580-
fold since 1977 to reach US$173.4 billion in 2025.
Today, Samsung and SK Hynix combined command
roughly 20 percent of the global market, with revenue
growth significantly outstripping the global average
(figure 11.B8.1). The rapid expansion of Korea’s semi-
conductor industry exemplifies a process of phased
industrial upgrading, driven by the systematic localiza-
tion of labor, capital, and technology. Central to this
trajectory was the proactive role of government policy,
which acted as a catalyst for each stage of indigeniza-
tion. The progression of Korea and the role of gov-
ernment policy is summarized in figure 11.B8.2 and
explored in more detail in the following paragraphs.

1. The assembly phase: Domestic labor +
foreign capital + foreign technology

The origins of Koreas semiconductor industry date
back to the mid-1960s. During this period, the global
semiconductor industry entered a phase of acceler-
ated growth. The United States, which held industrial
hegemony at the time, faced mounting pressure from
rapidly rising domestic wages. To maintain cost com-
petitiveness, US firms began seeking offshore produc-
tion locations for labor-intensive segments, ultimately
moving assembly operations to Asia. Korea was selected
as one of the optimal sites, offering lower wages com-

bined with a highly educable workforce capable of

rapid skill acquisition. At the time, Korea’s educa-
tional attainment significantly outpaced its income
level—a unique phenomenon driven by a deep-seated
sociocultural commitment to learning. Recognizing
that human capital was the sole engine for growth in
a resource-poor nation, the government prioritized
intensive public investment in education to accelerate
the country’s industrial trajectory.

The influx of foreign capital began in 1965 with the
establishment of Komy Electronics, which initiated
transistor assembly in makeshift military tents in
Seoul. This pioneering move was followed by the entry
of Fairchild and Signetics in 1966. By 1967, global
majors including Motorola, IBM, and Control Data
had secured investment permits. This rapid indus-
trial entry was institutionalized by the Foreign Capital
Inducement Act of 1966, which provided comprehen-
sive tax exemptions and legal guarantees, laying the
critical foundation for Korea’s emergence as a key node
in the global semiconductor value chain.

2. The capital-driven transition: Domestic
labor + domestic capital + foreign
technology

The second stage was marked by the massive mobiliza-
tion of domestic capital through large-scale, high-risk
investments by domestic firms. Although the indus-
try still relied on licensed foreign technology, the shift

FIGURE 11.B8.1 Korean semiconductor exports and share in total exports
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BOX II.8 Semiconductors in the Republic of Korea: A Success Story of Industrial Upgrading (continued)

FIGURE 11.B8.2 The Republic of Korea’s progression to the technology frontier accompanied

sustained investment in the three pillars.
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toward domestic capital ownership enabled the estab-
lishment of large-scale fabrication facilities (Fabs),
marking the beginning of capital-intensive growth.
The Korean government enacted the Electronics
Industry Promotion Act of 1969, designating electron-
ics as a strategic export sector and providing the legal
framework for specialized financing and industrial
infrastructure. This legislation significantly reduced
investment uncertainties for domestic firms while low-
ering the cost of capital. By providing institutional
stability, the act incentivized the large-scale private
investment necessary to transition from labor-intensive
assembly to capital-intensive manufacturing. Around
the enactment of the 1969 act, domestic firms began
to enter the industry. In 1968, Anam Industrial (prede-
cessor to Amkor Technology) became the first Korean
company to launch a domestic capital-based assembly
business. This was followed by the establishment of
GoldStar Semiconductors in 1970 (which later merged
with what is now SK Hynix) and Korea Semiconductor
in 1974 (the predecessor of Samsung Electronics’

semiconductor division). Through technical partner-
ships with US firms, these companies assembled semi-
conductors for full export, integrating Korea deeper
into the global supply chain.

The establishment of the Korea Institute of Electronics
Technology  (KIET, the and
Telecommunications Research Institute, or ETRI) in
1976, backed by a US$29 million IBRD loan, served
as the primary catalyst for Korea’s semiconductor
breakthrough. This funding enabled the procure-
ment of advanced Very Large Scale Integration (VLSI)
equipment and the training of a specialized workforce

now Electronics

long before private firms could afford such risks. As
Samsung and other domestic leaders entered the market
in the 1980s, an influx of these state-trained researchers
migrated to the private sector. The government’s provi-
sion of these essential public goods established a robust
foundation that empowered Korean conglomerates to
undertake bold, large-scale investments in the semi-
conductor sector. Samsung’s founder, Lee Byung-chull,
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BOX 1I.8 Semiconductors in the Republic of Korea: A Success Story of Industrial Upgrading (continued)

made the historic “Tokyo Declaration” in 1983,
committing to the high-stakes VLSI market. While
Samsung achieved a major milestone with the devel-
opment of 64K Dynamic Random-Access Memory
(DRAM) in just 6 months—accelerated by a strategic
technical partnership with Micron Technology—the
government’s support also played a significant role in
this achievement. The state facilitated the rapid con-
struction of the Giheung fabrication plant by applying
regulations flexibly, ensuring the timely provision of
infrastructure, and providing large-scale policy loans
from state-run banks to ease the immense financial
burden of the facility investment.

3. The technological frontier: Domestic
labor + domestic capital + domestic
technology

Following the 64K DRAM success, the govern-
ment strengthened its role as a strategic R&D part-
ner. Through a national R&D consortium led by
ETRI, the state coordinated resources among major
domestic firms—including Samsung Electronics,
Hyundai Electronics (now SK Hynix), and GoldStar
Semiconductors—to co-develop next-generation 4M
and 16M DRAMs. This collaborative framework,
which effectively distributed research costs and techni-
cal risks, was further amplified by the “counter-cyclical”
investment strategies of Korean firms. By aggressively
expanding production capacity and R&D during
global market downturns when competitors retreated,
Korea not only bridged the technological gap but also
secured a dominant and unshakeable position in the
international memory market by the early 1990s.

Korea’s leap to global leadership was driven by the
landmark success in developing the world’s first 64M
DRAM in 1992 and 256M DRAM in 1994. These
breakthroughs allowed domestic firms to effectively
transition from technology followers to global stan-
dard-setters, seizing market hegemony during the mid-
1990s. Following the development of the world’s first
64M DRAM in 1992, Korea encountered increasing
trade frictions and heightened scrutiny from established

incumbents, manifesting in challenges such as fre-
quent antidumping suits and intensified patent litiga-
tion aimed at curbing its rapid technological ascent. In
response to these external pressures and evolving global
trade norms, the Korean government shifted its pol-
icy focus from direct industrial funding to fostering a
supportive ecosystem through indirect measures. This
transition emphasized infrastructure development, spe-
cialized human capital training, and tax incentives as
well as coordinated public-private efforts to navigate
international trade litigations and diplomatic challenges.

4. Capital realignment: Restructuring and
consolidation of domestic capital

While aggressive capital mobilization was instrumen-
tal in securing global technological leadership, it also
exposed Korean firms to significant financial vulnerabili-
ties within the highly volatile memory market. The 1997
Asian Financial Crisis acted as a critical inflection point,
necessitating a fundamental restructuring to address
systemic risks arising from redundant investments and
high debt-to-equity ratios. Immediately following the
1997 Cisis, the state facilitated the “Big Deal” restruc-
turing, which consolidated Hyundai Electronics and LG
Semiconductor to form Hynix and minimize redun-
dant investment. Subsequently, during the financial
crisis faced by Hynix, a creditor-led restructuring pro-
cess was implemented, including debt-equity swaps and
operational reorganizations. This market-compatible
approach laid the foundation for the eventual emergence
of SK Hynix, contributing to the long-term resilience
and stability of the semiconductor industrial ecosystem.

Following the stabilization of Hynix’s management by
the late 2000s, the Korean government initiated a stra-
tegic reallocation of its policy resources. As Samsung
and Hynix established dominant global positions in
the memory sector, the state scaled back direct R&D
funding for memory chips, under the view that the
industry had achieved sufficient self-sufficiency.
Consequently, policy efforts during this period were
primarily realigned toward the relatively weaker, non-
memory semiconductor segment.
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5. Technology diversification: Expansion
and integration of domestic technology

While Korea has secured unparalleled leadership in
memory manufacturing, the industry’s structural resil-
ience remained constrained by a heavy reliance on
external suppliers for core materials, components, and
equipment. This vulnerability was acutely highlighted
by Japan’s 2019 export controls, which served as a deci-
sive catalyst for a fundamental reorientation of Korea’s
industrial policy. In response, a concerted effort was
launched to internalize the value chain, supported by
the K-Chips Act’s aggressive tax credits and the Special
Account for Materials, Components, and Equipment
to ensure stable, long-term funding. Furthermore,
the state is designating Semiconductor Specialized
Strategic Industry Complexes to co-locate suppliers
and manufacturers, creating high-density clusters that
trigger collaborative synergies.

As semiconductors emerge as critical assets for
national security in the artificial intelligence (Al era,
the Korean government has established a national
control tower through the Semiconductor Special
Act (January 2026). As the Al era drives a techno-
logical evolution where computing and storage are
increasingly integrated, the government is prioritizing
advancing high-performance nonmemory capabil-
ities to complement and reinforce its long-standing
memory dominance. This shift is rooted in the stra-
tegic necessity to overcome structural vulnerabilities
and establish a self-sustaining supply chain that can
withstand global geopolitical volatility. By fostering
an integrated industrial ecosystem where suppliers
and manufacturers thrive together, Korea aims to
transcend its role as a memory specialist to become
a comprehensive semiconductor powerhouse leading
the Al-driven global economy.
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Overview

Malaysia’s industrial progress was driven by three
broad key features: (1) outward-oriented, labor-
intensive growth anchored in FDI and free industrial
zones (FIZs); (2) sustained investment in basichuman
capital to raise labor productivity, and (3) credible
macroeconomic governance to maintain a stable
business environment. These features were mutually
reinforcing, where free trade zones and licensed manu-
facturing warehouses provided the industrial platform;
an educated and relatively low-cost, English-speaking
workforce lowered the cost of doing business for mul-
tinational firms; and macroeconomic stability, char-
acterized by persistent current account surpluses, low
inflation, and manageable public debt, attracted succes-
sive waves of foreign investment. Together, they drove
GNI per capita growth of 6.9 percent annually between
1960 and 2017 and helped raise manufacturing’s share
of GDP from under 9 percent in 1970 to a peak of
about 31 percent in 2000 (figure I1.B9.1).

In addition, the government has introduced various
fiscal incentives including pioneer status, investment
tax allowances, and R&D double deductions to attract
strategically targeted sectors; non-tariff barriers and
equity restrictions to shelter selected industries (e.g.,
automotive); and a growing network of intermediary
institutions, science parks, and technology parastatals
to build indigenous technological capability.

Yet while these instruments delivered impressive
industrialization, there have also been challenges.
They were insufficiently tied to performance outcomes;
left domestic linkages shallow; and produced an econ-
omy that lagged its transitional and aspirational peers
on productivity growth, innovation, and the share of
high-skill employment (World Bank 2021b). Against
these challenges, this box examines two illustrative
cases: (1) the E&E sector, which highlights current
structural constraints on Malaysia’s ability to climb the
value chain, and (2) data centers, which reveal the ten-
sions and risks in Malaysia’s next industrial chapter.

FIGURE I1.B9.1 Manufacturing’s share of GDP rose from under 9 percent in 1970 to a peak of

about 23 percent in 2023.
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BOX II.9 Industrial Policy and Structural Transformation in Malaysia (continued)

The E&E sector: A “tired” golden goose

Electronics and electrical (E&E) manufacturing has
been the backbone of Malaysia’s export economy
for over five decades. Seeded in the export-processing
zones of Penang and Johor in the early 1970s, the sec-
tor grew to dominate Malaysia’s trade share. Malaysian
E&E manufacturers led by multinationals collectively
contribute roughly 8 percent of global back-end semi-
conductor output and account for 38 percent of total
Malaysian exports (World Bank 2021b). A notable suc-
cess story in this regard is Penang, which despite repre-
senting only about 5 percent of Malaysias population
accounts for approximately 5 percent of global semi-
conductor exports and contributes about 7 percent of
national GDP, more than double the national GDP per
capita average (InvestPenang, 2024). By 2022, semi-
conductor exports exceeded RM193 billion, represent-
ing approximately 56 percent of total E&E exports
and 22 percent of all Malaysian exports, with Malaysia
ranking among the top five global exporters of semi-
conductor devices, integrated circuits, and testing

equipment (World Bank 2023b).

The sector has benefited from recent geopolitical
tailwinds. US-China trade tensions have created sig-
nificant trade diversion in Malaysia’s favor. For every
percentage-point increase in US tariffs on Chinese
semiconductor goods, Malaysia’s exports to the United
States and to China and other ASEAN countries rose
by 1.6, 1.8, and 2.5 percent, respectively (World Bank
2023b). The 2021-22 integrated circuit (IC) export
boom recording 29 percent growth was further fueled
by pandemic-era chip shortages and robust demand
from Chinese, Singaporean, and US customers (World
Bank 2023b).

Yet structural challenges remain: Malaysia has
remained persistently unable to climb the semi-
conductor value chain. There has been little head-
way into front-end wafer fabrication, chip design, or
advanced packaging—the segments where the greatest
value is captured. Despite holding an 8 percent share
of the global IC market, Malaysia contributes only 0.2

percent of advanced semiconductor patents globally,
a share that has since declined further to about 0.07
percent and most IC exports serve the consumer-grade
market rather than high-performance applications

(World Bank 2023b).

The challenges of moving up the value chain could
be traced to two structural bottlenecks. First, pro-
ductivity growth has lagged transitional and aspi-
rational peers, and the gap between Malaysia and
high-income comparators appears to be widening, and
TFP growth has been persistently weak (World Bank
2021b). Second, investment incentives, while effective
at attracting volume foreign direct investment, have
not been well calibrated to foster genuine technology
transfer or domestic innovation. Over 70 percent of
semiconductor-related patents filed in Malaysia had
already been approved elsewhere, and more than 80
percent of domestic patent filings are foreign-owned
(World Bank 2023b). Malaysias R&D intensity
within the sector also remains low: The median R&D-
to-sales ratio is significantly below that of China and
Taiwan, China (figure I1.B9.2). For Malaysia to move
up the value chain, it has to transition from an incen-
tive-based model that rewards investment volumes to
one that places support on performance and innova-
tion outcomes.

As part of the government’s effort to move the E&E
sector up the value chain, it recently signed a 10-year
agreement in March 2025 with UK chip designer
Arm Holdings. The agreement, estimated to be about
US$250 million (RM1.11 billion), would provide
Malaysian firms with access to seven of Arm’s high-end
processor blueprints on a royalty-paid-on-sale basis,
alongside training programs targeting 10,000 inte-
grated circuit design engineers and the establishment of
Arm’s first ASEAN office in Kuala Lumpur.* The aim
is to shift Malaysia’s semiconductor ecosystem from
assembly and testing toward IP-driven innovation,
with stated ambitions to foster 10 locally anchored
chip companies each generating annual revenues of
US$1.5-2 billion, contributing to a RM1.2 trillion
semiconductor export target by 2030.
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FIGURE 11.B9.2 Malaysia’s R&D-to-sales ratio is relatively low.

B Share of Patents Applied by Residence—RHS (%)

OR&D / Sales—LHS (%)

Percent
100

Percent
8

()
N

China Taiwan,
China

Nonsemiconductor

Malaysia  Singapore

China Taiwan,
China

Semiconductor

Malaysia Singapore

Sources: World Bank calculations based on patent statistics from World Intellectual Property Organization and Taiwan Intellectual Property Office; Compustat Global, Bursa

Malaysia and Singapore Exchange for R&D and sales data.

Note: The bars show the share of granted patents applied by residents in each patent office. The dots compare the median R&D to sales ratio of E&E firms with reported R&D
expenditure in China, Malaysia, Singapore, and Taiwan, China, from 2018 to 2023. E&E = electronics and electrical; R&D = research and development.

Conclusion

Malaysia’s industrial policy record has been instru-
mental in building a diversified, export-oriented man-
ufacturing economy within five decades. However, it
still trails transitional peers like the Republic of Korea
and Taiwan, China, in key dimensions of productivity
and innovation. The case studies highlighted illuminate
a consistent pattern: Fiscal and infrastructure incentives
effectively attract investment, but its impact on gener-
ating the domestic technological capability and val-
ue-added depth needed to sustain high-income growth
are still lagging. The E&E is a sector that remains globally
significant in scale but is anchored to low-margin, back-
end assembly. In data centers, it manifests as a headline

investment boom that is straining physical infrastructure
and generating fewer high-quality domestic linkages
than the investment quantum might suggest. The New
Industrial Master Plan (NIMP) 2030’s ambition to shift
toward higher-value industries and more performance-
conditional incentives points in the right direction. In
addition, the ARM deal, moving from blanket protection
toward conditional market access tied to local assembly
commitments suggest that policy makers are beginning
to shift from volume attraction toward more selective,
capability-building conditionality. Success will depend
on the political commitment to enforce those conditions
and addressing sector-specific challenges.

*https://www.bernama.com/en/news.php?id=2460997; https://theedgemalaysia.com/node/747486.
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and What Upgrading Would Take
Position in the value chain

The Philippines’ footprint is concentrated in assembly,
testing, and packaging (ATP), with limited presence
in front-end fabrication and design-related activities
(see value chain in figure I1.30). For example, Intel’s
Philippines facility was established as an assembly and
test plant for microprocessors.

How the cluster emerged

The sector’s establishment is closely linked to
multinational investment that began in the 1970s and
expanded further as export-processing arrangements
scaled up in later decades. Early investment was led by
US-based semiconductor firms (including Fairchild,
Texas Instruments, and Intel) locating back-end opera-
tions. The policy environment that supported this entry
combined investment incentives with export-process-
ing “public goods” that reduce operating frictions for
trade-intensive manufacturing.

A key institutional mechanism was the export zone
framework, particularly Philippine Economic Zone
Authority—administered economic zones, which pro-
vided a relatively predictable operating environment
for export manufacturers. The relevant coordination
functions were administrative rather than technologi-
cal: streamlining and sequencing approvals, facilitating
customs processing for imported inputs used in re-
exports, and providing a consistent interface between
firms and government agencies. For back-end manu-
facturing that operates on tight delivery schedules and
complex cross-border input sourcing, these institu-
tional features can be material alongside statutory tax
incentives.

Scale, geography, and ownership patterns

Semiconductors and electronics became a major pillar
of the Philippine export basket. In 2024, electronic
integrated circuits accounted for about US$19.4 bil-
lion in exports (roughly one-quarter of goods exports
and about 15 percent of total exports). Employment is

spatially concentrated in export-oriented provinces and
industrial corridors.

The ownership pattern is consistent with foreign direct
investment—led production. Greenfield investment
in semiconductors and electronics has varied over
time, with major inflows originating from Japan, the
Republic of Korea, and the United States, with volatil-
ity reflecting global semiconductor cycles.

Trade structure and domestic value added

The Philippines’ semiconductor and electronics exports
embody a high share of foreign value added, reflecting
reliance on imported intermediate inputs—such as
wafers and specialized materials—that are processed
using imported advanced equipment and subse-
quently re-exported. Foreign value-added accounts for
roughly half of gross exports in computer and elec-
tronics manufacturing, significantly higher than both
the manufacturing average and comparator countries
(figure I1.B10.1).

Consistent with this position in the value chain,
domestic value capture is more limited than in loca-
tions specialized in chip design or wafer fabrication.
Estimates suggest that semiconductor activities account
for roughly 1.5 to 2 percent of total value added in
the Philippine economy—below levels observed in
regional peers such as Malaysia.

Industrial policy instruments today:
CREATE, CREATE MORE, and Tatak Pinoy

Recent investment reforms represent a shift toward
an activity-based framework, moving away from
Under CREATE, tax
tax holidays and
enhanced deductions for R&D and training—are now

sector-specific ~ carve-outs.

incentives—including income
tied to activity tiers within the Strategic Investment
Priorities Plan (SIPP). For semiconductors, the key
point is that eligibility and duration are conditioned by
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and What Upgrading Would Take (continued)

FIGURE 11.B10.1 Foreign value-added share of gross exports
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activities—not by a stand-alone semiconductor carve-
out. CREATE MORE builds on this by clarifying
export VAT treatment and extending incentive periods
for high-value projects.

Complementing these fiscal tools, the Tatak Pinoy road-
map provides a strategic layer aimed at industrial
upgrading. Crucially, Tatak Pinoy addresses horizontal
constraints, skills pipelines, shared testing infrastruc-
ture, and coordination across energy, logistics, and
investment facilitation, which are vital for semiconduc-
tor upgrading and not tackled by investment incentives.

The energy constraint

The increase in the enhanced deductions for power
expenses follows a request by industry to alleviate the
burden of high energy costs. The implied magnitude
scales with electricity intensity: For electricity shares of
5 to 10 percent of total costs, the uplift can be on the
order of 1 to 2 percentage points under typical corpo-
rate tax rates. For firms competing on thin margins in
footloose export manufacturing, this can be material.

At the same time, the competitiveness constraint
in power remains structural. A tax-based offset can

All manufacturing

Non-OECD economies

Manufacture of computer,
electronic, and optical
products

improve after-tax margins in the short run, but it does
not lower electricity prices, strengthen reliability, or
change entry conditions in generation and retail sup-
ply. In that sense, it can shift part of the burden from
firms to fiscal space, while leaving the underlying
determinants of power costs in place and potentially
reducing private-sector incentives to press for deeper
procompetition reforms.

Yet, this kind of “band-aid” can weaken demand for
the deeper reforms that would lower costs of genera-
tion, distribution, and transmission, and therefore
lead to lower electricity prices. By compensating firms
through the tax system, government reduces the visi-
bility and perceived urgency of the underlying problem
in a key network sector such as energy (private sector
lobby disappears). Over time, the fiscal cost grows
while the incentives for firms to push for competition
reforms diminish.

A focused competition agenda in electricity remains
relevant for tradables competitiveness, including for
energy-sensitive export manufacturing. Priority reform
directions include (1) expanding retail contestability
so more customers can switch suppliers (deepening
competitive pressure on generation and supply prices);
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(2) strengthening regulatory independence and tech-
nical capacity so tariff-setting and enforcement are
more predictable and credibly procompetition; and
(3) reducing barriers to entry and expansion so the
market can discipline costs over time.

What upgrading within ATP could look like

Given the current value-chain position, near-term
upgrading is most plausibly framed as movement
into higher-value back-end activities and adjacent

e failure analysis and process engineering services
supported by shared testing infrastructure;

e advanced packaging and more engineering-
intensive modules where capabilities and supplier
ecosystems permit; and

e deeper linkages to design and design-adjacent
functions where the skills base can be scaled.

These upgrading routes depend less on tax parame-
ters alone and more on constraints repeatedly cited

services—for example:

e higher-complexity testing (including reliability

and validation functions);

Data and cloud computing

Cloud computing data centers remain scarce in
much of EAD, especially those with Al comput-
ing capability. The number of new data centers
across the region has grown in recent years, with
China accounting for the largest share and a few
other countries, such as Indonesia and Malaysia,
explaining almost all of the remaining increase
(figure I1.32). Despite this growth, data cen-
ters remain scarce across much of EAP, and even
China lags behind advanced EAP economies.
Comprehensive information on data centers with
the GPU chips needed to train Al models specif-
ically is difficult to obtain, but the available evi-
dence points to an even larger divide than for data
centers in general. Apart from China, most devel-
oping EAP economies lag significantly behind in
Al capability (figure 11.33).

Data centers can support productivity and devel-
opment through the downstream economic activ-
ity they enable. Being highly capital intensive, they
require large up-front investments in land, IT, and

by firms and analysts: energy cost and reliability,
logistics frictions, engineering skills depth, and
the availability of specialized suppliers and shared
facilities.

electrical systems but also generate some employ-
ment in engineering, design, and construction
during the build phase (McKinsey 2015). Data
centers are crucial not only for processing of the vast
data sets required to train Al models but also for
processing user data generated by Al applications.

FIGURE 11.32 Cloud computing data center expansion is
concentrated in a few EAP countries.
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Note: The figure shows the annual sum of data center projects completed or scheduled to be
completed in each year. The database was constructed manually by merging multiple sources, primarily
TeleGeography, GlobalData, and DataCentersMap.
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FIGURE 11.33 Cloud computing data centers remain
scarce in much of EAP, especially those with Al
computing capability.
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Sources: Data centers on the left-hand side from Straub et al. 2026; Al Data Centers (those with GPU
chips) on the right-hand side from Epoch.Al.

Note: Data centers can support productivity and development through the downstream economic
activity they enable. Being highly capital-intensive, they require large up-front investments in land,
information technology, and electrical systems, but also generate some employment in engineering,
design and construction during the build phase (McKinsey 2015). Data centers are crucial not only for
processing of the vast datasets required to train Al models, but also for processing user data generated
by Al applications. Locating data centers closer to users improves the speed with which data can be
shared and processed, which is critical for time-sensitive sectors like fintech and for real-time digital
services (AWS 2024). Al = artificial intelligence; GPU = graphics processing unit.

Locating data centers closer to users improves the
speed with which data can be shared and processed,
which is critical for time-sensitive sectors like fin-

tech and for real-time digital services (AWS 2024).

While financial and energy incentives often dom-
inate the policy toolkit for attracting data center
investment, infrastructure quality and adminis-
trative efficiency can be binding constraints. Data
centers are large, capital-intensive investments for
which time to market is a critical determinant of
returns: Construction itself can typically be com-
pleted in under 2 years, but obtaining the grid con-
nections and permits needed to begin construction
can take considerably longer, creating bottlenecks
that can deter investment before it starts (Epoch
Al 2025; US Chamber of Commerce 2016). These
delays reflect both insufficient investment in power
generation, transmission, fiber optic infrastructure,
and land availability and the challenges of coordi-
nating across multiple government agencies with
overlapping responsibilities. Malaysia’s Green Lane
Pathway illustrates what is possible when these
coordination failures are addressed. By establishing
a One-Stop-Centre and fast-tracking grid connec-
tions, Malaysia reduced the time from application
to data center operation from 36—48 months to just
12 months (box II.11). Malaysia’s data center boom
is partly due to the Singapore moratorium on new
data centers (introduced due to environmental and
energy consumption concerns), and reliable power
remains a constraint for new data centers in other
EAP countries, such as Viet Nam, as does the lack of
access to adequate financing (particularly in a con-
text of elevated global uncertainty).
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BOX Il.11 New Frontiers: Data Centers in Malaysia

The New Industrial Master Plan (NIMP) 2030 has
identified the digital economy, anchored on data
centers, as a key engine of Malaysia’s next industrial
phase.

Malaysia’s data center boom represents one of the most
dramatic investment stories in the region. Between
2021 and 2024, the country attracted approximately
RM184.7 billion in data center-related investment
commitments, with US$23.3 billion from major cloud
service providers (hyperscalers) in the first 10 months
of 2024 alone (Malaysian Investment Development
Authority [MIDA] 2025). Google, Amazon, Microsoft,
and ByteDance all have established or committed to
major facilities, with the southern state of Johor bene-
fiting from Singapore’s temporary moratorium on new
data center construction (2019-22), capturing roughly
60 percent of national capacity. The investment surge
reflects a combination of structural locational advan-
tages and deliberate policy incentives, with the former
being the more important driver. Malaysia’s larger land
area relative to Singapore offers lower-cost industrial
land with flexible freechold and leasehold options;
connectivity to 25 international submarine cables
enables efficient regional reach; and construction costs
are competitive relative to other Asia-Pacific mar-
kets (Malaysian Investment Development Authority
2024b). Southeast Asia’s data center capacity is pro-
jected to grow by over 300 percent between early
2024 and 2028. Given Singapore’s land and power
constraints, Malaysia is seen as the natural alterna-
tive (Mordor Intelligence 2024). On the policy side,
the Malaysia Digital Status framework and the Digital
Ecosystem Acceleration Scheme (DESAC), admin-
istered by MIDA, provide investment tax allowances
of up to 100 percent on qualifying capital expenditure
offsettable against statutory income for up to 10 years.
Critically, a Green Lane Pathway was introduced to
shorten electricity connection timelines from 36 to 48
months to 12 months. The Johor-Singapore Special
Economic Zone, launched in 2024, adds further lay-
ers of preferential tax treatment and cross-border pro-
cess streamlining. Without the structural locational

advantages, however, incentives alone would not have
produced investment at this scale (Fourteau 2025).

However, the pace of expansion is straining physical
infrastructure, which raises questions about sustainabil-
ity, and quality of investment. On electricity, the 38 data
center projects holding Electricity Supply Agreements
as of December 2024 carry a combined contracted
maximum demand of 5.9 GW (Tenaga Nasional
Berhad 2025). Projections suggest data center electric-
ity demand could reach 12.9 GW by 2030, roughly 60
percent of Peninsular Malaysia’s current peak load. On
water, data center facilities in Johor, Negeri Sembilan,
and Selangor collectively require an estimated 808 mil-
lion liters per day against current supply infrastructure
capable of 142 million liters. As of early 2025, only
17 of Johor’s data centers had received water supply
approval from the regulator (Earth Journalism Network
2025). Following these concerns, the government has
begun to recalibrate. From July 2025, Malaysia intro-
duced data center—specific power tariffs where facilities
exceeding 100 MW are classified under an ultra-high
voltage category, adding an estimated US$15 million
to US$20 million per year in energy costs per facil-
ity (Data Center Dynamics 2025). The Ministry of
Investment, Trade and Industry has also introduced
sustainability guidelines requiring energy, water, and
carbon efficiency standards as prerequisites for DESAC
incentives, with a Sustainable Data Centre Framework
certification regime expected by late 2025. The gap
between committed investment and available infra-
structure capacity suggests that there will be a period
of constraint-driven slowdown in approvals before the
sector can likely resume unconstrained growth.

A related concern is the limited extent of domes-
tic economic spillovers relative to the scale of invest-
ment. Data centers create relatively few direct jobs per
ringgit invested—the 40,000 jobs attributed to the
entire boom are modest against investment quantum
(Rest of World 2024). Estimates show that approxi-
mately RM4.6 million investment was required per
job created. As a comparison, the E&E sector and the
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BOX Il.11 New Frontiers: Data Centers in Malaysia (continued)

automotive industry’s investment per job is approxi-
mately below RM1 million, underscoring the limited
employment spillover relative to the scale of capital
committed. Beyond jobs, the main economic value of
data centers lies in the digital services they enable, such
as cloud computing, e-commerce, and fintech, rather
than in building local industries or transferring skills
to Malaysian firms. The productivity gains from cloud
adoption depend on whether domestic enterprises,
institutions, and government agencies can leverage the
infrastructure effectively—whether Malaysia is doing
enough to capture downstream value through local
cloud adoption, digital economy development, and
domestic supply chain linkages.

Conclusion

Malaysia’s industrial policy record has been instrumen-
tal in building a diversified, export-oriented manufac-
turing economy within five decades. However, it still
trails transitional peers like the Republic of Korea and
Taiwan, China, in key dimensions of productivity and
innovation. In data centers, it manifests as a headline
investment boom that is straining physical infrastruc-
ture and generating fewer high-quality domestic link-
ages than the investment quantum might suggest. The
NIMP 2030’s ambition to shift toward higher-value
industries and more performance-conditional incen-
tives points in the right direction.

FIGURE 11.34 Al models (LLMs) are developed mostly in
China and the United States.
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Sources: OECD.AI 2026; Al Knowledge on Demand (AIKOD) database.
Note: LLM = large language model.

Al models

The development of LLMs is highly concentrated
in China and the United States (figure 11.34). The
United States accounts for the largest share of fron-
tier models, with China a distant second; other
economies, including those in EAP, have developed
very few models of global significance. This concen-
tration reflects the enormous resource requirements
for LLM development, including advanced chips;
large-scale computing infrastructure; vast training
data sets; and highly specialized researchers, which

create high barriers to entry for most countries.
Estimates suggest that research and development is
the biggest cost of developing frontier LLMs (e.g.,
GPT4 or Gemini), reflecting 29-49 percent of
total costs (Epoch Al 2024). For EAP economies
outside China, the limited coverage of regional lan-
guages in Al models provides an additional motiva-
tion to develop sovereign Al capabilities, although
the costs of doing so can be substantial (box I1.12).

The rise of Chinese open-source Al can offer sig-
nificant spillover benefits to other developing
economies. While the development of open source
reflects China’s long-term pivot toward techno-
logical self-reliance, a priority formalized in the
14th Five-Year Plan (2021-25), this has generated
positive international spillovers. Globally, down-
loads of Chinese open-source models surpassed
those of US models by 2025, with usage particu-
larly concentrated in other developing economies
(figure I1.35). The diffusion has been driven by two
factors: technical suitability and efficiency. First,
while US models like Meta’s Llama are optimized
primarily for English and European languages,
Chinese models such as Qwen are often trained
on local languages, such as Javanese, Khmer, and
Malay. Second, recent releases like DeepSeek intro-
duced substantial software efficiency improvements
that make them faster and more cost-effective to

deploy (Epoch Al 2024).
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FIGURE 11.35 Chinese open-source Al
models are widely used in other developing
countries.
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Al applications

Developing products or services that use Al (“Al
applications”) is similarly concentrated in advanced
economies (figure I1.36). In previous information
and communication technology waves, most pro-
ductivity gains are based on how technology is
used rather than building the underlying hardware.
Since Al is a general-purpose technology, the range
of potential applications is huge. Furthermore, the
barriers to entry in Al applications (such as data
and skills), although high, are much lower than
in developing Al models. Although contributions
to Al projects on GitHub show that development
of Al software is advancing rapidly, this activity is
highly concentrated in advanced economies, such
as Korea and the United States. In contrast, Al soft-
ware in developing EAP economies remains at low
levels of activity. Unfortunately, GitHub data are
not available for China. Another proxy of Al appli-
cation development, venture capital investments
in Al startups, suggests that over the period 2021
to 2025, Chinese Al application investments per
capita were about 20 times larger than other devel-
oping EAP economies, but a third of the level of
Korea and a tenth of the United States per capita
(OECD.AI 2026).

Policies in EAP countries are mostly focused on
earlier stages of the Al value chain rather than Al
applications. China and Korea have introduced

FIGURE 11.36 Development of Al software is mostly in
advanced economies.
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Note: Reflects the number of Al software projects (specifically Al-related GitHub “repositories”) as a
fractional count based on the share of contributions (specifically “commits”) by country and over time.
Github data not available for China. Al = artificial intelligence.

policies to subsidize the costs of data processing or
accessing Al models. In China, the subsidy levels
vary by province; for instance, Shanghai covers up
to 50 percent of cloud computing costs and 60 per-
cent for startups, whereas Beijing allows deductions
of up to 40 percent (South China Morning Post
2024). In 2019, Korea launched a similar voucher
scheme for small and medium enterprises that sub-
sidized both the data purchase costs and computing
costs (World Bank 2024c). Several countries have
policies related to open government data, which has
the potential to spur Al application development,
although implementation has typically been lim-
ited. While 60 percent of EAP countries have an
open data portal, there are maintenance challenges,
with 24 percent of open data portals experiencing
a decrease in functionality since 2022 (World Bank
2025¢).

Access to government data is a form of industrial
policy that can spur development of downstream
Al applications. Public data can help private indus-
try better manage their operations and develop
new products and services (World Bank 2021a).
For instance, Chinese Al firms awarded govern-
ment procurement contracts that included access
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BOX I1I.12 Should EAP countries develop their own Al models? And if so, how?

Several EAP countries are already investing in develop-
ing their own “sovereign AI” models, with Indonesia’s
Sahabat-Al and Thailand’s ThaiLLM being prominent
examples. The motivations include the more limited
coverage of regional languages in global Al models
and concerns about digital independence and devel-
oping an Al ecosystem. Model developers prioritize
languages with more and higher quality online data,
which is a challenge for many of the region’s languages.
For instance, English accounts for 45 percent of web-
sites and 56 percent of open-source Al training data
sets, despite being spoken by only 19 percent of the
global population (World Bank 2025¢). For many EAP
languages, online data are particularly scarce, as shown
in figure II.B12.1. Furthermore, reliance on foreign
models can raise concerns about control over sensitive
data and exposure to service disruptions.

The economic case for developing domestic Al capa-
bilities can be appealing. First, even recent global Al
models typically perform poorly in minority regional
languages. For instance, ChatGPT 4 correctly trans-
lated Indonesian idioms to English only about half
the time (Leong et al. 2023). Language specializa-
tion can outperform global models locally. Second,

“winner-takes-most” dynamics mean that those who
manage to produce a high-quality AI model can rap-
idly achieve market share. Third, a successful local Al
model could spur further downstream Al applications
and use.

However, the costs of developing frontier large language
models (LLMs) from scratch are prohibitive for most
EAP economies. Training a competitive LLM requires
massive investments in high-end chips, energy, research
and development, and specialized skills as well as access
to large, high-quality training data sets—resources
that are scarce across much of the region. For instance,
high-income countries currently host 97 percent of the
world’s high-performance computing capacity required
to develop frontier models (World Bank 2025c¢).

Fortunately, developing a sovereign Al model does not
require building a frontier LLM from scratch. Open-
source foundation models can be fine-tuned for local
languages and contexts at a fraction of the cost of train-
ing a new model. Models such as China’s DeepSeck
and Meta’s Llama, which make their underlying model
weights publicly accessible, allow developers to adapt
and build on them without high licensing costs.

FIGURE II.B12.1 Some EAP languages are poorly covered in online data that are used to train Al

models.
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Source: Misra et al. 2025.
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Note: Al language resource availability is determined using FineWeb2 multilingual Al training data, comprising 5 billion documents in more than 1,000 languages, which was
built from 96 snapshots of the internet from 2013 to 2024. Al = artificial intelligence; EAP = East Asia and Pacific.
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BOX II.12 Should EAP countries develop their own Al models? And if so, how? (continued)

Open-source models are fast converging to the fron-
tier, and the performance of the open-source Chinese
model DeepSeck is within 2 percent of the best propri-
etary (US) model (Stanford Al Index 2025).

For specific-use cases, the performance of small lan-
guage models (SLMs) is converging to their larger
LLM cousins and have much lower requirements for
chips, energy, R&D, and training data. Frontier LLMs
contain hundreds of billions of parameters that need
to be trained on huge data sets housed in hyperscale
data centers. SLMs, containing a few million or bil-
lion parameters, can run on personal computers and
even function offline. SLM models are becoming
more efficient, with estimates suggesting that the best
current SLMs have similar performance to LLMs
from only 1 year ago (Epoch Al 2026). SLMs are not
general-purpose systems, but can work well for spe-
cific, well-defined tasks, such as providing agronomic
advice in local dialects, supporting health workers
with patient triage, or delivering personalized educa-
tion content (World Bank 2025¢). As with technology

adaptation in general, one challenge is often in identi-
fying practical use cases.

But even developing successful open-source or small
models requires a sufficient volume of high-quality
local data. A recent World Bank (2025¢) report iden-
tifies three hurdles: quantity (local data sets are often
too small), quality (local data sets are often incom-
plete or fragmented), and diversity (data that do not
reflect local context). For example, in figure I1.B12.1
Indonesia is classified as having low local-language data
availability online, despite 200 million internet users as
0f 2025 (World Development Indicators). Indonesians
spend, on average, 6 hours per day online, but more
than half of that time is communicating or using social
media, which generates private and informal language
data that are not well suited to Al model training
(World Bank 2021c). This is further complicated by
the fact that in Indonesia more than 700 languages and
dialects are spoken, further diluting potential training
data. In contrast, digitized books or technical material
are much better suited to Al model training.

to large-scale data sets (such as video or image
archives) increased their commercial software devel-
opment by roughly 20 percent in the 3 years fol-
lowing the contract award (figure I1.37). Since data
are nonrival—its use by one firm does not deplete
it for others—opening administrative data can
generate large economic multipliers. For instance,
Denmark’s open access data set of addresses gen-
erated direct economic benefits of €62 million
between 2005 and 2009, far exceeding the €2 mil-
lion cost of provision (World Bank 2021a).

Upstream restrictions can inadvertently spur down-
stream innovation to circumvent them. Stricter
privacy regulations like the EU’s GDPR have been
shown to incentivize “data-saving” innovation,
pushing firms to develop algorithms that achieve
comparable performance with smaller, more
privacy-preserving data sets (Frey et al. 2024).

Export controls on advanced semiconductors

FIGURE 11.37 Public procurement contracts with access
to government data led to Chinese firms developing new
commercial software.
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Source: Beraja et al. 2023.

Note: Estimates from an event study regression showing the cumulative software releases intended
for commercial uses in periods before and after the award of a government procurement contract and
resulting from data-rich public security contracts, relative to data-scarce ones. Regressions control for
firm and time period fixed effects.
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have incentivized Chinese firms to develop more Al use
efficient Al models, such as DeepSeek’s Mixture-

. Measuring Al use across countries is challenging
of-Experts architecture, to overcome hardware con-

. . o because there are many different Al applications,
straints. Chinese restrictions on rare earth exports . . S . )
) . . which are used with differing intensities and with
in 2010 led to a surge of downstream innovation to . L . ]

varying availability across countries. For instance,

while as of January 2026 ChatGPT is the most
widely used Al chatbot globally, whereas access is
restricted in China. Figure I1.39 reflects the share of

reduce rare earth usage in products such as magnets
or motors (figure 11.38).

a country’s working-age population using Al tools
for at least 90 minutes per month. Unfortunately,
we do not have information on whether these Al

FIGURE 11.38 Chinese restrictions on rare earth exports
from 2010-15 led to increased innovation in downstream

sectors that relied on them.
tools are used productively for work or for leisure.
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Source: Alfaro of al. 2025, Despite the rapid global expansion of Al tools,
Al use remains uneven across EAP (figure 11.39).
While most of developed East Asia reports well
over 20 percent of workers using Al for more than
FIGURE 11.39 Al use is uneven across EAP. 90 minutes per month, Al use is much lower across
Al users per capita (Percent) muCh Of developing EAP. Some emerging econ-

60 omies in the region are using Al relatively inten-

sively, with about one-fifth of workers in Malaysia
50 and Viet Nam doing so, exceeding average use in
China and Japan. However, use in Cambodia, Lao
PDR, and Pacific Island countries remains below
10 percent of workers. Alternative data that track

website traffic to GenAl websites similarly shows
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% Malaysia, the Philippines, and Viet Nam as the

most intensive users per capita in developing EAP
and with a similar intensity to Japan (Liu et al.
2025). Unfortunately, because of the use of VPN,
this alternative traffic data does not reliably capture

Al diffusion in China.
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Source: Microsot 2026, I1.5 What needs to be done

Note: Al users as a proportion of a country’s working-age population (ages 15-64), where Al use

reflects the number of users spending at least 90 minutes per month visiting 19 Al sites. Derived from . . .
anonymized Microsoft telemetry data from users with Windows (PC/tablet) desktops, and is adjusted To conclude, we brmg together our main ﬁndmgs
for device penetration and mobile usage patterns (Misra et al. 2026; Microsoft 2025. Al = artificial . .

intelligence; EAP = East Asia and Pacific. and cast them in our three-pillars framework.
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Pillar 1: Basic human capital,
infrastructure, and institutions

Investment in human capital, infrastructure,
and effective institutions generates benefits for
all firms and sectors. Viet Nam’s transformation
from an agrarian, centrally planned economy to
Asia’s most trade-intensive economy was driven
primarily by these economywide reforms, not by
sector picking (box I1.13). The same is true for the
development trajectories of many EAP countries:
from China to the Philippines, from Malaysia to
Thailand. Other developing EAP countries are
still falling behind their most dynamic peers. The
benefits-to-costs ratio for investments in infra-
structure and human capital are found to be high
for many EAP countries (figure 11.40).

Pillar 2: Address policy failures by
liberating services, eliminating non-
tariff barriers, and providing the right
business environment, including for
the digital economy

In many EAP including China,
Indonesia, Malaysia, and Thailand, the pervasive

countries,

use of restrictions in services, the persistence of
non-tariff barriers, and burdensome licensing limit
competition and slow development. Figure I1.41
reports the recently computed scores for regula-
tory frameworks from the Business Ready (B-Ready)
publication by the World Bank. For the countries
for which scores are available, some EAP countries
perform on par or even better than expected by
their development level; however, there are several
examples of underperformance, especially in the
Pacific. The benefits of opening up to trade and
investment in goods have been amply demonstrated
in the region; the benefits of even partial liberaliza-
tion of services are evident in countries like China
and Viet Nam. In some countries, de jure reforms
(such as the 2023 amendment to the PSA in the
Philippines) need to be implemented to produce
tangible benefits. SOEs account for a large share of
activity in some EAP countries in key sectors (such
as banking), which can limit competition and mis-
allocate resources (World Bank 2023c). This, in
turn, could potentially result in the underprovision
of finance, including for companies operating in the

Al supply chain. Spurring productivity growth and

FIGURE 11.40 The benefits of further investments in
energy and transport exceed their costs in almost all
EAP countries.
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Source: Straub et al. 2026.

Note: Benefit cost ratio, termed infrastructure efficiency ratio in the report, denotes the social rates
of return to investment divided by the country-specific borrowing costs and country-sector-specific
depreciation. An efficiency ratio above 1 indicates additional investments are warranted, as it passes a
basic benefit cost threshold. EAP = East Asia and Pacific.

FIGURE I1.41 The regulatory frameworks Business-Ready
scores are well below the levels expected at their level of
development for many small EAP countries, especially in
the Pacific.
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Note: B-Ready = business ready. EAP = East Asia and Pacific; EMDE = emerging market and
developing economies.

avoiding the middle-income trap requires action
across these pillars to give firms the right incentives
(by strengthening competition) and the capabilities
(through better skills and infrastructure) to invest
in innovation (De Nicola et al. 2025).
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Pillar 3: Targeted interventions can
complement—but not substitute for—
the enabling framework created by
pillars 1 and 2

While it is difficult to establish the efficiency of
industrial policy, strengthening the first two foun-
dational pillars not only is efficient but might also
improve the effectiveness of targeted support. For
example, aspects of industrial policy in China and
Viet Nam, such as tax exemptions for investors,
were implemented in a strong institutional and
infrastructural context, alongside significant liber-
alization on the altar of World Trade Organization
(WTO) accession. In contrast, industrial policy
in Indonesia, in the form of export restrictions, is
being implemented when complementary public
goods are not well developed and barriers to trade
in goods and services persist, which limits access to
key complementary inputs. Countries in the region
have made very uneven progress toward addressing
these pillars and developing domestic capabilities,
as summarized in annex figure ILLA1. In general,
allocating support to firms operating in more com-
petitive sectors has been shown to spur greater
increases in productivity (Aghion et al. 2015). In
addition, the effectiveness of new export promotion
policies in Korea depended crucially on the quality
of public institutions as reflected in the ability of
the bureaucrats (figure 11.42).

FIGURE 11.42 Export promotion policies are more
effective when implemented by more able bureaucrats.
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Notes: Figure shows event study estimates of log exports before and after the switch to a new
bureaucrat in Korea, Rep.’s export promotion offices abroad. The omitted category is a transition in

the bottom tercile.

Proactive sector-specific industrial policy is more
likely to be effective where fundamentals are sound
and major policy failures have been addressed.
However, achieving such conditions nationwide is
unlikely in the near term, so countries can use spe-
cial economic zones (SEZs) to prioritize reforms.
SEZs are demarcated areas within a country where
business rules are generally more liberal than
elsewhere. They typically offer investors better
infrastructure; a streamlined regulatory and admin-
istrative regime (including improved customs); and
a fiscal regime with reduced corporate income tax,
value added tax, and other taxes and labor con-
tributions, sometimes complemented by training
or other subsidies (World Bank 2020). Although
evidence on their impact is mixed, several EAP
countries have clear success stories where SEZs are
well-governed, engage the private sector, and form
strong linkages with the rest of the domestic econ-
omy (World Bank 2024f). Recent SEZs have also
moved beyond the traditional focus on manufac-
turing, as illustrated by the Johor—Singapore SEZ,
which combines cross-border trade and migration
facilitation, streamlined regulations, digital infra-
structure, and fiscal incentives to attract invest-
ment in Al and data centers, as well as high-tech
manufacturing.

The Al value chain also illustrates how the three
pillars of industrial policy should work in tan-
dem. Foundational horizontal policies are critical:
Without investments in high-speed digital infra-
structure, energy, and a skilled workforce, partic-
ipation will remain limited. Second, removing
distortions is essential to reducing the cost of key
inputs, such as opening access to public data and
cross-border data. Finally, targeted interventions
need to be carefully considered and seen as com-
plements rather than substitutes for the first two
pillars. While several countries are introducing
financial and energy incentives to attract data cen-
ters, infrastructure quality and administrative effi-
ciency can remain binding constraints.

How to do industrial policy

While this special focus provides a policy frame-
work, it does not examine how to do industrial
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policy from a practical standpoint. Moorty and
Varela (2025) provide a practical framework
for policymakers to consider. Industrial Policy
for Development: Approaches in the 21st Century
(Fernandes and Reed 2026) show that implemen-
tation requires careful instrument design. Targeting
specific sectors or firms may be justified when they
catalyze transformative investments (as Samsung
did in Viet Nam or Arm Holdings in Malaysia),
but they also carry risks of fiscal cost, rent-seeking,
and potentially excessive concentration; they must
therefore be transparently implemented, include

sunset clauses, transparent reporting, and strict per-
formance benchmarks. Policy makers should prior-
itize instruments that closely target market failures,
ensuring that support fosters competition and local
spillovers rather than entrenching incumbents.
Moreover, country contexts, such as government
capacity, fiscal space, and market size also shape
which instruments are more feasible. Policy makers
interested in drawing concrete policy insights into
the practical implementation of industrial policies
will find Fernandes and Reed (2026) an essential
reference.
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BOX I1.13 Industrial Policy in Viet Nam: What Worked and Why.?

Viet Nam’s Industrial policy mix and scale

Since launching Ddi Mdi (economic renovation) in
1986, Viet Nam has deployed a broad and evolving set
of industrial policy instruments. These can be grouped
into five main categories:

1. Foreign direct investment (FDI) promotion
through tax holidays, preferential corporate
income tax rates, and import duty exemptions;
Viet Nam’s FDI net inflows reached 4.2 percent of
GDP in 2024—far exceeding the levels recorded
by Thailand (1.5 percent), India (1.6 percent),
Indonesia (1.6 percent), and China (0.8 percent).
Over the period 2015 to 2023, Viet Nam aver-
aged 4.8 percent of GDP in FDI inflows (OECD
2025b). FDI has been the dominant channel
through which Viet Nam’s industrial policy oper-
ates: Foreign-invested enterprises produced 73 per-
cent of the country’s exports in 2023 and accounted
for 15 percent of total investment over the past
decade. Trade openness—the sum of imports and
exports—rose from 19 percent of GDP in 1988 to
184 percent in 2022, making Viet Nam the most
trade-dependent economy in Asia after Singapore.

2. Industrial parks and economic zones® offer-
ing streamlined administration and infrastruc-
ture, with currently 478 established parks hosting
23,000 enterprises and 4.16 million workers (8
percent of the total labor force). The country’s zone
network is significantly more extensive relative to
GDP than those of Indonesia (approximately 115
industrial estates) or Thailand (74 industrial estates
under IEAT), although it remains far smaller than
China’s vast system of over 2,500 development
zones.

3. Trade liberalization, including WTO accession
(2007) and 17 active free trade agreements cover-

ing over 60 partner countries and nearly 90 per-
cent of world GDP.

4. Directed credit and land subsidies, particularly
for projects in priority sectors or lagging regions.

5. Firm- or project-specific incentives—most prom-
inently with Samsung, Viet Nam’s largest foreign
investor (accounting for about 14 percent of the
country’s total exports in 2024).

A note on measurement: Lack of transparency makes
total quantification of industrial policy instruments
difficult. Viet Nam does not publish a comprehen-
sive tax expenditure statement, and the OECD’s 2025
Economic Survey notes that reducing corporate and
personal income tax expenditures alone could raise
revenues by roughly 1 percent of GDP—implying
that existing investment incentives forgo at least that
amount annually. For comparison, in section I1.4 we
estimated that China’s combined industrial policy
cost—including cash subsidies and tax benefits—
reaches approximately 2 to 2.2 percent of value added
for the years 2008—16. No equivalent bottom-up esti-
mate exists for Viet Nam.

1. What worked—and why

Viet Nam’s industrial policy operated on two levels
simultaneously, and disentangling their effects is cen-
tral to understanding what drove results.

Broad enabling policies

The most growth-enhancing policies were broadly
applicable and nondiscriminatory. First, trade lib-
eralization dramatically reduced barriers: Applied
tariffs on manufactured goods fell from 16.6 percent
to 1.1 percent following free trade agreement imple-
mentation (OECD 2025b). WTO accession in 2007
coincided with a surge in FDI and a structural shift in
exports from agriculture and textiles toward electronics
and machinery, which now account for nearly half of
export value. This was an economywide reform, not a
sector-specific intervention.

Second, macroeconomic stability provided a credible
foundation. After a period of double-digit inflation
in the early 2010s, Viet Nam brought inflation down
to an average of 3 to 4 percent, maintained public
debt well below the 60 percent of GDP ceiling, and
maintained a managed-floating exchange rate system.
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BOX I1.13 Industrial Policy in Viet Nam: What Worked and Why. (continued)

Macroeconomic stability has been a critical component
to ensure stable FDI inflows and the development of
the country’s industrial production.

Third, the industrial parks program offered broadly
accessible infrastructure. These parks were not targeted
at a single sector, hosting garment producers alongside
electronics assemblers alongside food processors. The
parks lowered transaction costs for diverse industries by
providing reliable utilities, streamlined administrative
procedures, and proximity to transport links (Nguyen
et al. 2017; Zeng 2016). The development of indus-
trial parks supported Viet Nam’s integration into global
value chains in apparel and electronics and increased
economic activity in surrounding areas, although the
evidence also suggests that a smaller number of bet-
ter-resourced zones might have been more effective
(McCaig et al. 2025; Tafese et al. 2025).

2. Firm-specific concessions: The Samsung
case

At the same time, Viet Nam engaged in targeted,
firm-specific visibly with
Samsung. Since establishing its first factory in Bc

negotiations—most

Ninh province in 2008, Samsung has grown to become
Viet Nam’s largest single source of FDI (US$23.2 bil-
lion in cumulative registered capital by end-2024) and
its largest exporter, accounting for roughly 14 percent
of total exports in 2024. Samsung’s investments in Viet
Nam include six major production facilities employing
about 87,000 workers, plus a substantial footprint in
vocational training, digital literacy, and supplier devel-
opment (Sheldon and Kwon 2023).

The government provided Samsung with favorable
terms in many forms: tax holidays, preferential land

Prepared by Sacha Dray (Fiscal Policy and Growth, Viet Nam). March 2026.

access, and—critically—influence over the sectoral
composition of the industrial parks where it invested.
Unlike in China, where densely clustered electronics
parks generated severe skill shortages and labor poach-
ing, Samsung in Viet Nam was able to shape parks
toward sectoral diversity, reducing labor market com-

petition and enabling large-scale workforce training
(Sheldon and Kwon 2023).

Firm-specific deals did not operate in a vacuum
and succeeded when they were embedded within
a sound enabling policy framework. Samsung’s
success in Viet Nam depended on the same broad
enabling conditions: trade openness that allowed duty-
free import of components and re-export of finished
goods; macroeconomic stability that gave confidence
for multibillion-dollar, long-horizon investments; a
young, low-cost workforce; and the industrial parks
infrastructure.

Firm-specific incentives carry real costs. Domestic
value-added in electronics exports remains low: Foreign
firms import most components and capture the bulk
of the margin, while local supplier linkages are still
nascent. Samsung produces 40 percent of its mobile
phones in Viet Nam, but only 28 of its 198 major
Tier-1 suppliers are based in the country despite sig-
nificant efforts to increase domestic participation (the
number of Vietnamese vendors in Samsung’s wider
ecosystem has reached 306). Export concentration in
a single firm creates macroeconomic vulnerability. The
fiscal cost of investment incentives is opaque, but the
OECD estimates foregone revenue of at least 1 percent
of GDP. Skills gaps persist despite private-sector VET
initiatives, and government spending on education fell
from 4.9 percent of GDP in 2008 to 2.9 percent in
2021 (OECD 2025b).

bStandard Industrial Parks (Khu Cong Nghiép [KCN]) are the most common type, with 421 parks nationwide providing streamlined administrative
procedures and standard incentives. The remaining 57 parks are located within Economic Zones (Khu Kinh T€ [KKT])—larger multi-function zones

combining industrial, commercial, residential, and port/border trade functions, with more generous incentives than standard KCN.
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Annex
Cross-country Analysis

The subsidy information is drawn from the CSI-
GTA database, which provides a global inventory
of subsidy initiatives implemented since 2008
across a large set of jurisdictions. The database
covers 31,116 subsidy programs across 148 cus-
toms territories. Subsidy measures are defined as
public interventions involving a commitment of
government resources that confer an advantage to
firms, potentially in a selective manner. Measures
are included only if they are economically mean-
ingful, typically requiring a minimum interven-
tion threshold (generally above US$10 million,
with exceptions for programs targeting small and
medium enterprises). The database excludes wel-
fare transfers to individuals, transfers to other
levels of government, subnational/regional inter-
ventions, and firm-specific rescue measures. Each
recorded subsidy is supported by official doc-
umentation and cross-validated using multiple
credible sources. For each subsidy program, the
CSI-GTA provides information on the imple-
menting authority, implementation and removal
dates, a textual description of the measure, and

the list of economic sectors affected. Subsidies
are classified at the sector level using the Central
Product Classification (CPC) 2.1, and the analy-
sis focuses on manufacturing industries defined at

the 3-digit level.

Firm-level information is obtained from Orbis,
which provides harmonized financial accounts
and firm characteristics for a large international
sample of companies. For the manufacturing sec-
tor, Orbis contains more than 1.7 million firm-
year observations over the period considered. The
database provides balance sheet variables and firm
demographics, including sector of activity, coun-
try of location, total revenues, number of employ-
ees, capital assets, and intermediate inputs. These
data are used both to measure input choices and
to estimate productivity outcomes. Firm perfor-
mance is primarily captured through total factor
productivity, computed by estimating within-
sector production functions using standard econo-
metric methods that control for simultaneity and
unobserved productivity shocks. The productivity
measure is revenue based, implying that it may
reflect both physical efficiency and demand-side
conditions.

FIGURE lIA.1 Uneven progress toward developing domestic capability

Viet Nam 0 Malaysia, Thailand e

FDI-led assembly

Foreign Foreign

Technology Capital
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Labor

Foundational public goods
Strong secondary education
Core infrastructure

Addressing policy failures
Goods open
Services partly open

Addressing market failures
FDl incentives

\

Increasing domestic capability
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Foreign Domestic ~ Domestic
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Addressing policy failures
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Domestic investment incentives

Domestic Domestic  Domestic

Technology Capital Labor

Source: World Bank.

Foundational public goods
Strong STEM
Top infrastructure

Addressing policy failures
Goods open
Services open

Addressing market failures
FDl incentives
Domestic investment incentives
R&D incentives

Note: FDI = foreign direct investment; R&D = research and development; STEM = science, technology, engineering, mathematics.
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The CSI-GTA subsidy measures are merged with
Orbis firm-level observations at the country-
sector-year level. This requires concordance pro-
cedures to harmonize sector classifications across
the two sources, mapping CPC 2.1 codes (used
in CSI-GTA) to ISIC Rev.4 and then to NACE
Rev.2.1 (used in Orbis). The final matched data
set covers the period 2012 to 2019, selected to
avoid distortions related to the global financial
crisis and the exceptional policy environment
during the COVID-19 pandemic. The final data
set includes 88 countries, 111 manufacturing
sectors (3-digit), and 20,060 country-sector-year
cells, for a total of 1,170,672 firm-level obser-
vations after excluding firms with less than 10
employees and countries with less than 50 firm-
level observations.

Subsidy exposure is defined at the country-sector-
year level based on whether at least one subsidy
measure is active in a given year. In the final data
set, approximately 46.9 percent of country-sector-
year observations are treated by an active subsidy
measure, corresponding to about 64.7 percent of
firm-level observations. Importantly, the data set
captures both the extensive margin of subsidy activ-
ity (whether a subsidy is present) and heterogeneity
in policy design.
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East Asia and the Pacific (EAP) continues to outpace much of the world
in economic growth, but momentum is slowing in 2026. Three external
factors are shaping the regional outlook. First, the conflict in the Middle
East has driven up energy prices, which directly hurts energy importers
across the region. Second, tariffs on exports to the US as well as economic
policy uncertainty remain elevated, inhibiting investment and inducing a
shift towards short-term and informal employment. Third, the Al boom
is spurring investment globally and reshaping technology supply chains,
though EAP’s ability to capture its benefits is constrained by gaps in
connectivity and skills. Underlying these developments is a deeper structural
challenge: productivity growth is stalling. Structural reforms have lost
momentum, new jobs are concentrating in low-productivity services, and
leading firms are falling behind the global digital frontier. In this context,
industrial policy is increasingly viewed by policymakers as a means to
open new development pathways. We suggest a practical, three-principle
approach to industrial policy. First, get the fundamentals right. Investments
in education, infrastructure, and government effectiveness typically yield the
highest returns. Second, do no harm. Pro-competition reforms—especially
in services—can be powerful forms of industrial policy. Lastly, scrutinize

targeted interventions rigorously.
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