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1

Introduction

John Beirne and David G. Fernandez

Digitalization has helped to transform economies by enhancing
competitiveness and productivity across a wide range of sectors. The use
of big data and the rise of online platforms have accelerated this process
over the past decade. In addition, the adoption of digital solutions in the
face of social distancing and lockdown measures introduced due to the
coronavirus disease 2019 (COVID-19) pandemic has been integral to
the economic recovery process. The shift to a digitalized economy has
also reduced barriers to market entry for firms, lowered inequality, and
led to a promotion of social and economic inclusion. Advances in digital
technology have also had substantial positive impacts on the productive
capacities of economies, helping to improve economic efficiency
and long-run output growth potential. In addition, digitalization
has contributed to rises in regional and global economic integration,
including via international capital flow and trade dynamics. All of these
have been important contributory factors in helping economies make
progress toward achieving the United Nations Sustainable Development
Goals. That said, while digitalization can have substantial positive
effects on overall macroeconomic performance, there can also be labor
market implications as automation and artificial intelligence (AI)
replace workers. Ensuring a sufficient level of internet infrastructure
development and digital education and reducing the digital divide
are other factors driving the potential of digitalization as an input to
economic progress. Policy makers therefore face challenges in order to
harness the maximum benefits of digitalization for the competitiveness
of their economies, including through appropriate education and labor
market reforms, as well as digital infrastructure investment.

This book provides an overview of the implications of digitalization
for sustainable economic development, with a focus on perspectives from
Asia and the Pacific. It features new research on the role of digitalization
in enhancing sustainable, inclusive, and balanced growth in the region.
The objectives of the book are threefold: (i) to provide insights on
the impact of digitalization on trade and economic performance,
particularly in Asia; (ii) to improve our understanding of the channels
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through which digitalization affects firms and the labor market; and
(iii) to highlight prevailing and future policy challenges posed by
digitalization. It brings together a set of 14 papers, many of which were
presented at a conference organized by the Asian Development Bank
Institute and the Sim Kee Boon Institute for Financial Economics at
Singapore Management University.!
The book is organized in three parts:

I. Digitalization, Economic Development, and Trade

II. Firms, Technology Spillovers, and the Labor Market

II1. Digital Challenges and Opportunities for Macroeconomic

Policy Makers

Part I of the book comprises five chapters and focuses on improving
our understanding of the empirical relationship between the rising
adoption of digitalization and overall macroeconomic development
and performance, including through trade channels. Chapter 2 studies
the impact of digitalization on economic development in the People’s
Republic of China (PRC) and India. The chapter finds an important role
for telecommunications infrastructure in determining gross domestic
product (GDP) per capita in the PRC and India. A panel model from
1990 to 2019 is estimated, also controlling for other factors such as
human capital development, foreign direct investment, gross capital
formation, electricity infrastructure, and research and development
(R&D) expenditure. While the chapter shows that the elasticity of these
economic development-enhancing factors has been more pronounced
in the case of the PRC compared to India, which can be related to
greater allocative efficiency, further investment in both technological
infrastructure and labor market training is advocated to help these
economies to reap further economic development gains ahead.

Chapter 3 provides empirical evidence to indicate that digital
financial inclusion is positively related to stability in the banking
sector. Drawing on its findings from a large panel of 574 banks in seven
economies in emerging Asia from 2011 to 2018, the chapter highlights
a number of important policy implications for sustainable economic
development related to further enhancing digital financial education
and greater efforts toward tackling cybercrime.

Chapter 4 examines the factors driving financial inclusion from
2004 to 2017 for 22 emerging economies, finding significant long-
run relationships between financial inclusion, information and
communication technology (ICT) development, economic freedom,

1 Further details about the conference can be found at https://www.adb.org/news

/events/digitalization-and-sustainable-economic-development.
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financial development, and economic growth. The chapter discusses the
implications of the findings in terms of ICT policies ahead that underpin
financial development and, in turn, help to enhance further financial
inclusion.

Chapter 5 uses a Bayesian gravity model to provide empirical
evidence that digitalization in Asia is positively related to trade
integration in the region. Controlling for a large set of macroeconomic
fundamentals from 1995 to 2018 across 43 Asian economies, bilateral
trade flows between countries are shown to be significantly influenced
by factors reflecting digital technology, such as access to broadband
internet and internet usage (both fixed and mobile). Advances in
digital technology have helped to facilitate increased e-commerce
and digital payment transactions, and have been important drivers of
bilateral trade in Asia.

Chapter 6 focuses on the role of digital technology and e-commerce
in affecting Indonesia’s trade with other countries in the Association of
Southeast Asian Nations (ASEAN). A panel analysis and gravity model
approach, using data from 2010 to 2018, demonstrates a significant
and positive impact by digitalization. In the model, digitalization is
represented by two measures: a composite index that combines 11
digitalization indicators to reflect ICT capacity and an e-commerce
measure based on business-to-business transactions.

Part IT of the book comprises five chapters and focuses on the role of
automation and the effect of digital technological advancement on firms,
including via technology spillovers and labor market effects. Chapter 7
looks at the state of digitalization among the PRC’s manufacturing small
and medium-sized enterprises (SMEs), examining bottlenecks to further
digitalization and potential pathways to greater automation adoption. In
order to reduce the reliance on analog-era assets, the chapter advocates
lowering transaction costs and streamlining procedures for AI subsidies
to SMEs in the country; prioritizing government support toward
investment in data-collection equipment, enabling a shift to digitalized
production for targeted firms; and strengthening the requisite legal
framework for contract enforcement throughout the manufacturing
SME supply chain in the PRC.

Chapter 8 argues that proprietary investment in software, mainly
by large firms, is transforming the nature of markets and technology
diffusion, exacerbating economic inequality and undermining
government regulation. The implications and challenges for sustainable
economic development are drawn in terms of growing productivity
gaps and income inequality caused by these new software technologies,
which have been introduced at scale, increasing market power relative
to both competitors and government regulators.
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Chapter 9 examines the role of technology spillovers and their impact
on financial leverage. This is due to the positive effect of technology
spillovers on collateralized borrowing and asset transactions, as well
as borrowing costs. By increasing asset redeployability in this manner,
technology spillovers also help to limit the losses of a firm’s creditors in
the event of bankruptcy. In addition, an important role is found for R&D
tax credits in underpinning technology spillovers.

Chapter 10 focuses on the occupational structure of the economy
in Thailand and the role of automation on the labor market, notably
in respect of AT and machine learning. The chapter shows that from
1985 to 2018, the latter half reflecting a period of substantial digital
transformation of the economy, provincial GDP per capita increased
with nonroutine cognitive analytical and interpersonal skills and routine
cognitive skills in a monotonic way, while economic development has
an inverse relationship with routine manual physical skills. Analytical
work in the chapter reveals that the occupational skill content could
be a useful predictor for hourly earnings, especially in relation to
nonroutine cognitive skills. Moreover, it is demonstrated that the risks
of automation are more likely to be harmful to the poor and low-skilled
workers in Thailand from job replacement by AI and robots.

Chapter 11 examines the labor market impact of digitalization for
women in Indonesia. Using a cross-section of micro survey data in
January 2018, the analysis uses an instrumental variables approach to
show that internet access increases the number of working hours for
married women in Indonesia who are owners or managers of small or
medium-sized firms. In addition, the effects of digitalization on female
labor market participation are found to be more pronounced for married
women in urban relative to rural areas.

Part IIT of the book comprises four chapters and focuses on
highlighting the challenges and opportunities faced by policy makers
in harnessing the benefits of digitalization for sustainable economic
development. Chapter 12 investigates the factors underpinning recent
economic development in ASEAN and the role played by digitalization.
The chapter explains that further investment in digital infrastructure
and wireless capability, as well as appropriate training and education for
workers in a digital world will strengthen the maintenance of sustainable
and inclusive development in ASEAN.

Chapter 13 examines new financial technology and sustainable
development in the context of the international monetary system.
In particular, the chapter highlights the policy challenges ahead for
governments, central banks, and regulatory agencies in balancing the
benefits of digital technology advancements against the potential costs.
For emerging market and developing economies, while faster and



Introduction 5

cheaper cross-border remittances and financial inclusion will underpin
more balanced and sustainable development going forward, caution
needs to be exercised with potential threats related to vulnerability to
capital flow volatility.

Chapter 14 examines the forecasting power of digital payment
systems data in India, which are available at high frequencies, for lower
frequency macroeconomic data. Using mixed data sampling (MIDAS)
regressions to forecast quarterly consumption using monthly data on
the digital payment system and other macroeconomic variables such as
personal credit and the Index of Industrial Production, the empirical
results show that digital payment systems data have strong predictive
power in forecasting private consumption in India. Both in-sample and
out-of-sample forecast evaluation assessments indicate that MIDAS
provides a superior forecast evaluation over the standard time series
models using a single frequency.

Chapter 15 provides an overview of the evolution of e-government
in the post-Soviet transition countries, with a focus on Uzbekistan. This
chapter highlights the benefits to digital transformation in the public
sector, notably related to improving the efficiency of state services
and reducing corruption, and overall more transparent and inclusive
governance. While there has been progress on e-government in
Uzbekistan, the chapter notes that greater efforts are needed to develop
further e-government infrastructure and interoperability across
government authorities, as well as investment in digital transactional
services by government.

Overall, with a focus on Asian perspectives, this book provides
important insights for policy makers on the role of digitalization in
contributing to sustainable economic development in the region.
The onset of the COVID-19 pandemic in 2020 led to an acceleration
in the rate of digitalization and diffusion of digital solutions into
business models and practices across a range of sectors. This has
been instrumental to the recovery not only in Asia but also globally.
The empirical evidence contained in the chapters demonstrates the
material benefits for economies for improving overall macroeconomic
performance through embracing digital technology. Moreover, enhanced
economic development via productivity channels due to digitalization
has helped to stimulate inflows of foreign investment and higher levels
of trade integration across Asia and the Pacific. Digitalization in the
region has also helped to enhance the competitiveness of firms, while
also highlighting labor market frictions that need to be addressed.
Such frictions mainly reflect the need for enhanced digital education,
as well as digital financial education and training, to address the labor
market challenges for economies in a more digitalized environment.
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Looking ahead, to reap further benefits from digitalization, policy
makers in Asia and the Pacific should be aware of the need for greater
investment in information technology infrastructure to improve levels
of internet connectivity in the region and to develop a more inclusive
digital infrastructure landscape. Moreover, to achieve a sustainable
contribution of digitalization to economic development in the region,
greater efforts are needed to mitigate threats posed by cybercrime.
Finally, and related to this, it will be important for policy makers to
strike the right balance with regard to the regulation and supervision of
financial technology to enable innovation but also to safeguard financial
stability and consumer protection.
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Digitalization and the
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People’s Republic of China
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2.1 Introduction

The literature has documented well the role of infrastructure in the
growth process of any economy as it helps in diversifying production,
expanding trade, coping with the pressure of demographic and
environmental challenges, and ultimately improving the quality of
human life. “Infrastructure is an umbrella term for many activities
referred to as ‘social overhead capital’ by ... development economists”
(World Bank 1994: 2). In addition to its role as an engine of growth,
infrastructure also helps to maintain the growth of an economy. However,
the macroeconomic policies of an economy determine the course of its
infrastructure development and ultimate growth trajectory. Economies
like the People’s Republic of China (PRC) have been experiencing rapid
growth, and India, with its moderate economic growth during the last
few decades, needs not only to maintain the policy task at hand but
also to work toward accelerating its growth further. The PRC, the most
populous country, and India, the second-most populous country, are
the two economic giants in Asia that have transitioned from a centrally
planned socialistic economy to a market-led open economy. The PRC
started economic reforms before India and registered high economic
growth. India followed the PRC and opted for economic liberalization
as a result of the economic crisis. The economic advancement of both
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countries will create a new milestone in the 21st century. Although
the lack of adequate infrastructure seems to be exerting an adverse
effect on the economic growth of India, there is a visible gap between
the potential demand for infrastructure and the actual level of
infrastructure in the country (Rastogi 2006). Both economies require
adequate infrastructure to achieve sustainable economic growth since
the lack of adequate infrastructure facilities creates an obstacle to their
achievement of higher economic growth.

Against this backdrop, the chapter aims to analyze the role of
infrastructure in the economic performance of two fast-growing
countries, specifically India and the PRC, and the policy concerns that
it engenders using annual data from 1990 onward, which we collected
from the World Development Indicators (WDI) (World Bank 2020).

2.2 Review of the Literature

Although the indicators of infrastructure are different, several studies
have identified the positive contribution of infrastructure to economic
growth across the globe (Munnell 1990; Devarajan, Swaroop, and Zou
1996; Roller and Waverman 2001; Wang 2002; Canning and Pedroni
2004; Zhang and Fan 2004; Chakraborty and Guha 2009; Sahoo and
Dash 2009; Sahoo 2012; Sahoo, Dash, and Nataraj 2012; Szymanska and
Bieganska 2012; Batuo 2015; Mohanty and Bhanumurthy 2019). These
studies have reinforced the importance of infrastructure across different
regions over different periods with variations in the magnitude of their
impact on various growth dynamics.

Sahoo and Dash (2009) found that infrastructure plays an important
role in the economic growth of India. This study found unidirectional
causality from infrastructure development and economic growth in
India. Similarly, Sahoo, Dash, and Nataraj (2012) explained that the
encouraging growth story of the PRC over the last 2 decades owes its
origin to the physical and social infrastructure in the country. According
to Elhance and Lakshmanan (1988), the infrastructure (both physical
and social) investment in India is the main factor in the reduction
of production costs in manufacturing. The state-level analysis that
Ravallion and Datt (1999) conducted proved that the Indian states that
have experienced significant growth have better infrastructure. Sahoo
and Saxena (1999) also concluded that electricity, transport, water and
gas supply, and communication facilities have significant positive effects
on economic growth. According to Ghosh and De (2000), the different
endowments of physical infrastructure are responsible for the regional
disparity in South Asian countries. Sahoo (2006) also concluded that
infrastructure is an important determinant of foreign direct investment
(FDI) inflow in South Asian countries.



Digitalization and the Economic Performance of Two Fast-Growing Asian Economies:
India and the People’s Republic of China 11

In addition to this physical infrastructure, studies have identified
the positive and significant contribution of other infrastructure to
the growth performance of economies. For example, see Levine
(1999); Cooray (2009); Estrada, Park, and Ramayandi (2010); Bist
(2018); Mohanty and Bhanumurthy (2019) on financial infrastructure
and growth; Sridhar and Sridhar (2007); Veeramacheneni, Vogel,
and Ekanayake (2008); Sahoo (2012); Chu (2013); Erumban and
Das (2016); Hodrab, Maitah, and Smutka (2016); Pradhan et al.
(2016); Sajjad (2016); Maurseth (2018); Haftu (2019) on information
and communication technology (ICT) infrastructure and growth;
Beenstock and Willcocks (1981); Samouilidis and Mitropoulos (1984);
Yu and Choi (1985); Erol and Eden (1987); Asafu-Adjaye (2000); Stern
(2000); Yang (2000); Ghosh (2002); Gylfason (2002); Gylfason and
Zoega (2006); Kasperowicz (2014a); Sahoo, Sahoo, and Sahu (2014);
Sahoo and Sahu (2014); Sahoo et al. (2014); Sahoo, Sahu, and Sahoo
(2015); Sandonato and Willebald (2018); Iddrisu (2019) on natural
infrastructure and capital, i.e., energy use and mineral resources and
growth; Mincer (1981); Romer (1983, 1986, 1987, 1993); Lucas (1989);
Fernandez and Mauro (2000); Pelinescu (2015); Dinda (2016); Altiner
and Toktas (2017); Ali, Egbetokun, and Memon (2018) on human
capital and growth; Helliwell and Putnam (1995); Rupasingha, Goetz,
and Freshwater (2000); Hjerppe (2003); Chakrabarty (2013); Dinda
(2016) on social capital and growth; and Stoneman (1975); Sahoo,
Mathiyazhagan, and Parida (2002); Sahoo and Mathiyazhagan (2003);
Prasad, Rajan, and Subramanian (2007); Leitdo and Rasekhi (2013);
Mowlaei (2018) on foreign capital and growth.

Biswas and Saha (2014) found that exports, gross domestic capital
formation, employment, the money supply, and FDI positively affect the
gross domestic product (GDP) growth of India. Marelli and Signorelli
(2011) conducted a study on both India and the PRC that found that FDI
and trade openness have positive impacts on the economic growth of
both the economies. According to Bloom et al. (2006), the growth in
India and the PRC was due to a rise in life expectancy, increased trade
openness, and an expansion of the share of the working population.

Most researchers have found a positive effect of ICT on economic
growth (Joseph 2002 in India; Hodrab, Maitah, and Smutka 2016 in
Arab countries). Joseph (2002) established the positive contribution of
ICT to India’s economy. A study by Heshmati and Yang (2006) inferred
that the PRC has reaped huge benefits from ICT development. Torero,
Chowdhury, and Bedi (2002) concluded that there is a positive causal
link from telecommunications to GDP. Sridhar and Sridhar (2007)
assessed the effects of ICT on the economic growth of developing
economies and found that ICT is an effective enabler of economic
development. Veeramacheneni, Vogel, and Ekanayake (2008) noted
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that ICT has a positive influence on the economic growth of India. A
study by Erumban and Das (2016) concluded that ICT plays a significant
role in driving the aggregate economic growth in India. Ghosh (2002)
stated that, in India, Granger causality runs from economic growth to
electricity consumption without any feedback effect.

However, the precise relationship between infrastructure
development and economic growth in India is not yet clear. The
objectives of this study are to analyze the economic growth process
and the impact of infrastructure on the economic growth of India
and the PRC. The above survey of the literature has highlighted the
role of infrastructure in ushering in economic growth across different
parts of the world through the creation, preservation, maintenance,
and exploitation of different means of production (i.e., capital), and
they fall broadly into the physical, financial, foreign, human, social,
and natural capital categories. The literature has identified the key
infrastructure variables for all these forms of capital as mobile density,
internet density, fixed telephone density, ICT service exports, per capita
electricity power consumption, research and development expenditure,
general government final consumption expenditure (formerly general
government consumption, gross capital formation, expected years of
schooling, exports, and FDI inflows. With these identified variables,
the following section develops an analytical framework to explain the
growth dynamics of India and subsequently the PRC.

2.3 Conceptualizing Digitalization

As Bukht and Heeks (2017) discussed, the economic changes in the
1990s mainly concerned the emergence of the internet, and this remains
a foundation for the growth of the digital economy. Further, we added
that the meaning and metrics of the digital economy are both limited
and divergent. Accordingly, the core of the digital economy is the
“digital sector,” which is the information technology (IT) or ICT sector
that produces foundational digital goods and services. The true “digital
economy” consists of the digital sector plus emerging digital and platform
services, and the widest scope of the digital economy is the “digitalized
economy,” which implies the use of ICT in all economic fields (Bukht
and Heeks 2017). The narrow definition of the digital economy includes
digital services, and, due to the data access constraints on all aspects
of the digital economy, this study considers this narrow concept of
digitalization. The variables that the literature has used to capture this
narrow concept of digitalization are the mobile density, internet density,
fixed telephone line density, and ICT export services. Figure 2.1 shows
this concept of digitalization, which Bukht and Heeks (2017) conceived.
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Figure 2.1: Scoping the Digital Economy
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IT = information technology, ICT = information and communication technology.

Narrow Scope:
Digital Economy

Source: Adapted from Bukht and Heeks (2017).

2.4 Theoretical Framework

GDP is a key indicator that most studies have used to measure the
health of an economy (although some studies, such as those by Dua
and Rasid [1998] and Sahoo and Mathiyazhagan [2003], used the Index
of Industrial Production as a representative of GDP). It is the total
value of all the goods and services produced within the geographic
boundaries of a country during a specific period. GDP per capita, which
measures the growth of an economy, is useful for comparing the relative
economic performance of countries. This study takes per capita GDP
to measure the economic growth of India and the PRC. The following
paragraphs explain the theoretical relationship between the explanatory
(infrastructure) variables (from the literature) and economic growth.

2.4.1 Mobile Density (MD)

The development of telecommunications is essential for the
enhancement and improvement of the transaction process. According to
Matalgah and Warad (2017), a 10% increase in telecom subscribers leads
to 3% growth of GDP in non-oil-producing countries. Haftu (2019) found
that 10% growth in mobile phone penetration results in a 1.2% change
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in per capita GDP. Wainaina (2012) identified bidirectional causality
between mobile density and economic growth in sub-Saharan Africa.
There is an expectation that the penetration rate of mobile services will
enhance economic activities and therefore that mobile density will have
a positive impact on economic growth.

2.4.2 Internet Density

The internet, through information dissemination, has transformed the
production process and thus facilitated the improvement of efficiency
and the expansion of economic activities through e-commerce, reducing
the geographical barrier(s). The literature on internet density (ID) has
argued that internet penetration makes a positive contribution to the
achievement of higher economic growth (Pradhan et al. 2016).

2.4.3 Fixed Telephone Density

Fixed telephone density (FTD), an indicator of ICT, plays an important
role in the economy. Andrianaivo and Kpodar (2011) found that the
penetration of fixed telephones has a positive impact on the economic
growth in Africa. Hence, we expect a positive impact of fixed telephone
density on economic growth.

2.4.4 ICT Service Exports

ICT service exports (ICTSE) include computer and communication
services and information services (World Bank 2020). Exports positively
influence the income level of economies and play a comparatively
better role in the growth of the Indian economy than FDI (Sahoo and
Mathiyazhagan 2003). Therefore, we expect that ICTSE will promote
the growth of an economy.

2.4.5 Per Capita Electricity Power Consumption

Economic growth is highly dependent on energy inputs; accordingly,
electricity (from any source) plays an important role in economic
growth as it is a crucial input into many productive activities. According
to Kasperowicz (2014b), there is bidirectional causality between
electricity consumption and economic growth in Poland. Both India and
the PRC rely on electricity for manufacturing goods and services. Thus,
per capita electricity power consumption (PEC) will fuel the growth of
these two Asian economic powers.
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2.4.6 Research and Development Expenditure

Investment in research and development (R&D) is a key input for
economic growth. According to Romer (1994), R&D plays an important
role in innovation, increased productivity, and economic growth. R&D
expenditure has a statistically significant impact on the economic
growth of the European Union (Freimane and Balina 2016). Hence,
theoretically, there is a positive effect of R&D expenditure on economic
growth.

2.4.7 General Government Final Consumption
Expenditure

The general government final consumption expenditure (GFCE,
formerly general government consumption) consists of all the current
expenditures of the government for the purchase of goods and services,
including compensation for employees (World Bank 2020). It also
includes expenditures on national security and defense but excludes
government military expenditures, which are part of government
capital formation (World Bank 2020). Since a higher GFCE is an
indication of an expansionary fiscal policy, there is an expectation
that it will boost the economic growth of any economy, though some
empirical literature has found the opposite relationship (Devarajan,
Swaroop, and Zou 1996).

2.4.8 Exports

Exports (EX) influence the level of economic growth, employment, and
balance of payments. In the recent period, globalization, a reduction in
transportation costs, and tariffs have made exports an important part of
national incomes. The growth of exports has played a substantial role
in the economic growth of India (Agrawal 2015). Studies such as Sahoo
and Mathiyazhagan (2003) have suggested opening export-oriented
sectors to achieve higher economic growth. Thus, the literature has
supported the positive contribution of EX to the economic growth of
any country.

2.4.9 Gross Capital Formation

Gross capital formation (GCF) consists of the outlays in addition to the
fixed assets plus net changes in the level of inventories in the economy.
The empirical literature has supported the view that GCF is the key
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driver of economic growth in many economies. Ongo and Vukenkeng
(2014) revealed that private investment is a significant and positive
determinant of economic growth in the Economic and Monetary
Community of Central Africa subregion.

2.4.10 Expected Years of Schooling

Human capital is a critical factor for economic growth (Romer 1986;
Lucas 1988; Barro 1996). Human capital may influence the growth
of an economy by expanding the knowledge and skills of the people.
Human capital has a positive impact on economic growth (Ojha and
Pradhan 2010). Considering the expected years of schooling (EYS) as an
important component of human capital, we expect it to exert a positive
impact on economic growth.

2.4.11 Foreign Direct Investment Inflows

FDI is the preferred source of external funds for many developing
economies because of the associated benefits. Along with financial
capital, it brings technology and skills. Moreover, the non-debt nature
of this investment has made it a safe source of foreign funds for the host
economy. According to Sahoo, Mathiyazhagan, and Parida (2002), FDI
is a positive and significant determinant of GDP in the PRC. Sahoo and
Mathiyazhagan (2003) also found a long-term relationship between FDI
and GDP in India. The Government of India has continued the reform
process to attract more and more FDI and sustain higher economic
growth. Thus, theoretically, a positive effect of the FDI inflow (FDII) on
economic growth is likely.

Further, the macroeconomic policies (both fiscal and monetary) of
the government affect these variables. Though fiscal consolidation is the
call of the day for most of the economies across the world, indicating the
downsizing of revenue expenditure (RE) and fiscal deficit (FD),' the RE of
the government is essential in maintaining the capital expenditure (CE)
under fiscal policies. Therefore, GCE, which is a fiscal policy variable,
is essential to achieve and sustain economic growth. The literature
has also supported the assertion that an expansionary monetary policy
with controlled mild inflation acts as a tonic for economic growth by
raising the business sentiment in the economy. On the other hand,
hyperinflation can destabilize the economy by affecting the business
environment (Mohanty and Bhanumurthy 2019). This chapter uses

! The Government of India has a Fiscal Responsibility and Budget Management Act

that requires the reduction of RE to 0% and FD to 3% of GDP.



Digitalization and the Economic Performance of Two Fast-Growing Asian Economies:
India and the People’s Republic of China 17

the consumer price index (CPI) as one of the explanatory variables to
account for the monetary policy.

2.4.12 Consumer Price Index

The price level of an economy influences its growth. As Fischer (1991)
discussed, the growth of an economy has a negative association with
rising price levels. The author argued that inflation deters growth by
reducing investment and productivity. On a similar line, Barro (1996)
argued that higher growth of economies is conditional on a lower level
of inflation. Therefore, the assumption is that a higher price level, which
a higher CPI indicates, will deter growth, though the literature has also
supported the reverse relationship (Mahmoud 2015). The price of goods
and services in an economy continues to fluctuate, but changes in the
price that are too large and too fast are not favorable for the economy.
Though research has not considered an increase in the price level to
be good for an economy, a mild increase is beneficial for its growth.
According to Mahmoud (2015), there is a positive relationship between
the CPI and GDP, and unidirectional causality runs from inflation
to economic growth in Mauritania. Figure 2.2 shows the theoretical
relationship between the explanatory variables and per capita GDP:

Figure 2.2: Theoretical Relationship
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The functional form below can express the relationship of the
explanatory variables with per capita GDP or PCGDP (the key indicator
of economic growth for any country):

PCGDP = F(MD, ID, FTD, ICTSE, PCEPC, R&D,
GFCE, EX, GCF, EYS, FDII, CPI) )

Similarly, the literature on the determinants of FDII has supported
the assertion that the size of the market, which the PCGDP indicates,
attracts more FDI to a destination (Sahoo 2004). Therefore, it is possible
to express the relationship of the explanatory variables with FDII as
follows:

FDII = F(MD, ID, FTD, ICTSE, PCEPC, R&D,
GFCE, EX, GCF, EYS, PCGDP, CPI) @

Equat