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Foreword

The vision of an integrated, poverty-free, prosperous, and peaceful Asia and the Pacific motivates Asian Development
Bank (ADB) support for regional cooperation and integration (RCI) initiatives. In the wake of the 2008/09 global
financial crisis, a “new normal” has emerged, with both the US and eurozone facing a prolonged period of structural
reform due to poor economic fundamentals. The new normal stresses the need for Asia to rebalance its sources of
growth toward domestic and regional demand. Asia’s robust growth—despite the recession in the eurozone and
anemic recovery in the US—is in part due to increased RCI. Asia’s increasing importance in the global economy and its
need to respond to crises without disrupting its economic transformation underscores the importance of RCl for the
region’s sustained economic prosperity.

Indeed, RCl holds huge potential benefits for Asia and the Pacific. Deeper trade, better developed and integrated
financial markets, seamless logistics and infrastructure are the foundations for new, sustainable and more inclusive
growth. Better coordinated macroeconomic, financial, and trade policies are the parameters that help drive a more
efficient and welfare-oriented Asia. Yet, RCl initiatives also carry costs and risks, particularly for smaller countries.

Asia and the Pacific has been a leader in RCl. Many subregional groupings have emerged to collaborate in boosting
development for shared prosperity. ADB has supported RCl initiatives since the late 1980s, initially through knowledge
sharing and, beginning in the mid-1990s, through technical assistance and loans focused on regional integration in
the Greater Mekong Subregion and subsequently in East Asia, Southeast Asia, Central Asia, and South Asia.

A comprehensive and coherent approach was needed. The Board of Directors approved the RCl strategy in July 2006,
detailing ADB’s role as catalyst, coordinator, and knowledge leader of RCl in Asia and the Pacific. In April 2008, ADB
unveiled Strategy 2020, which identified regional integration as one of its three development agendas (along with
inclusive growth and environmentally sustainable growth), with RCl as a core specialization and operational area.

Paralleling these efforts, ADB established the Office of Regional Economic Integration (OREI) in April 2005, to
coordinate and support RCl initiatives by serving as a knowledge center and raising ADB’s profile as a key player
in policy consultation and institutional capacity building for developing member countries as well as regional and
subregional groups.

Given the still evolving nature of ADB’s RCl work, the Asian Economic Integration Monitor (AEIM) represents a significant
milestone. This new semiannual series combines two important elements of ADB'’s knowledge portfolio—regional
economic and financial monitoring and RCl assessment. Intended to keep track of the region’s progress, the AEIM
reviews recent economic performance, assesses new RCl developments in Asia and the Pacific and its subregions,
and—in a special section—analyzes initiatives or events that will affect the process of cooperation and integration.

The AEIM evolved from the Asia Economic Monitor (AEM), which—since December 2001—continued the work of the
Asia Recovery Report in monitoring the impact of the 1997/98 Asian financial crisis and policy response. The AEIM
expands its coverage to all of Asia and the Pacific.



The AEIM also continues the work of a trilogy of studies conducted jointly by the Asian Development Bank (ADB) and
ADB Institute—Emerging Asian Regionalism: A Partnership for Shared Prosperity (2008); Infrastructure for a Seamless
Asia (2009); and Institutions for Regional Integration: Toward an Asian Economic Community (2010). The trilogy analyzes
the process and progress of integration in promoting the vision of an integrated Asian economic community. By
monitoring the region’s progress and sharing knowledge on RCl, the AEIM will help the region reach that goal in a
manner that balances the benefits and costs of integration.

We hope the AEIM will promote knowledge sharing throughout Asia and the Pacific and its subregions. It supports
both our thematic and sector work, and provides new research and analysis to help build partnerships among
policymakers, regional and global think tanks, and regional institutions.

Haruhiko Kuroda
President, Asian Development Bank

Foreword | July 2012
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HIGHLIGHTS

Regional Economic Update

The external environment for Asia has worsened
given Europe’s continuing sovereign debt and
banking crisis, and the weak United States (US)
economic recovery.

The weak external environment plus slower growth
in the People’s Republic of China (PRC) and India
have lowered growth projections for developing Asia;
GDP growth now forecast at 6.6% in 2012 and 7.1%

in 2013.

The economic outlook for developing Asia is
subject to three major risks: (i) a deepening
eurozone recession and slower growth in the US;
(ii) destabilizing capital flows; and (jii) a larger-than-
expected slowdown in the PRC.

Asian countries should stand ready to take fiscal and
monetary measures in case the eurozone financial
crisis spreads more globally.

Asia needs to continue its economic transformation
in a“new normal” environment where advanced
economies are undergoing long-term restructuring—
and thus slower growth.

Progress in Regional Cooperation
and Integration

With the global economy immersed in double-track
growth—emerging economies expanding faster than
advanced countries—Asia is forging ahead in part
due to increased regional integration.

Asia is leading growth in global trade through
increased openness, with intraregional and “South-
South”trade growing faster than trade with traditional
markets in the US and Europe.

The depth of trade integration varies across
subregions, with the emphasis on intermediate goods
trade reflecting expanding regional production
networks.

e Cooperation in trade policy has developed most

effectively in Asia through a combination of unilateral
actions. But some regional free trade agreements
(FTAs) also help foster intraregional trade flows, with
the number of FTAs involving at least one Asian
country dramatically increasing over the past decade.
The degree of trade integration will likely increase.

Asia’s financial integration lags behind trade
integration. The region’s financial markets remain
more integrated through global markets than among
themselves, but signs since the 2008/09 global

crisis show financial integration has accelerated; yet
subregional variations remain significant.

With double-track growth and greater cooperation to
ease cross-border flows within the region, the degree
of financial integration in Asia is likely to increase.

As financial integration can also raise the risk

of contagion in the event of a shock, regional
cooperation is needed to manage the process. Given
the uncertainty in global financial conditions—and
the growing risks of a contagion-driven crisis, even for
Asia—existing cooperation on financial safety nets
needs to be strengthened.

The 2008/09 global financial crisis provided further
impetus to regional macroeconomic and financial
cooperation in Asia—through dialogue processes,
regional financial safety nets, and developing bond
markets.

Internationalizing the renminbi is likely to boost
regional cooperation and integration, particularly in
East and Southeast Asia.

Together with national financial market deepening,
greater financial integration can support the need
to better intermediate Asia’s vast savings within the
region to help close the infrastructure gap.

Indeed, Asia’s infrastructure gap is huge, requiring
more cross-border connectivity to strengthen
intraregional trade and regional demand.



e In addition to physical infrastructure, for effective
connectivity Asia needs to strengthen its soft
infrastructure—policy, legal, regulatory and
institutional frameworks, along with systems and
procedures.

e International transmigration—including labor
mobility within Asia—is increasingly important
as migrants contribute to growth both in host
economies and via remittances back home.

e Migrant stock data show that, while increasing
between 2000 and 2010, intraregional migration
remains low; Asian migrants increasingly move to
countries outside Asia.

Regional Integration: A Balanced View
e Like any policy and strategy, the goal of integration

must be an improvement in welfare and quality-of-
life—both within and across countries.

e Regional integration can expand markets and input

sources, better allocating resources across the region,
thus accelerating economic growth. It can also
improve risk-sharing. But there are also downside
risks, ranging from potential contagion to growing
income inequality and polarization.

While the level of Asia’s financial integration may have
increased, its benefits in terms of consumption and
investment risk sharing have been limited. Closer
economic links helped reduce income disparities
across Asia, but inequality within countries has risen.
Large portions of Asia’s population do not benefit
from increased prosperity.

e The cascading effect of the ongoing eurozone crisis

is a vivid reminder of the contagion risk of systems
overly integrated, where some pre-conditions are not
in place.

While collective regional policies have their merit,
unilateral policies can benefit individual countries
and the region; it remains important to use national
policies to maintain the integrity of domestic
institutions.

2 July 2012 | Asian Economic Integration Monitor



REGIONAL ECONOMIC UPDATE

The external environment for Asia has
worsened given Europe’s continuing
sovereign debt and banking crisis, and the
weak US economic recovery.

Global financial conditions are increasingly uncertain
with the health of European banks coming under closer
scrutiny. Despite the Spanish bank rescue, bond yields
remain hovering above 6%—reflecting worries over
the depth of bank losses (Figure 1). Weak fiscal and
financial conditions in the eurozone will likely bring on a
recession this year before recovering to modest growth
in 2013. Growth in the United States (US) is expected to
remain sluggish in 2012 with the job market remaining
weak before improving slightly next year. Japan’s
economy, however, is perking up with reconstruction
spending—and should show relatively strong growth
this year before easing somewhat in 2013.

The US economy appears to be weakening
once again amid slowing employment
growth, waning investment demand, and
little prospect of further stimulus.

After signs that the economy was picking up, the
downward revision to 1.9% quarter-on-quarter
seasonally adjusted annualized rate (g-o-q, saar) of

first quarter growth in gross domestic product (GDP)
suggests the US recovery is failing to gain traction
(Figure 2). Leading indicators suggest the economy
remained mediocre in the second quarter. Employment
data show only 80,000 new jobs being created in

June, well below expectations. Unemployment has
remained above 8%—placing downward pressure

on consumer income and spending (Figure 3). The
Purchasing Managers’ Index (PMI) suggests that growth
in manufacturing has been moderating—mainly from
weaker external demand. Fiscal stimulus could help
provide a boost to the economy, but public spending
has been contracting. New fiscal stimulus is unlikely with
the presidential election campaign intensifying and the
Congressional deadlock. There is also the prospect of a
“fiscal cliff” at the beginning of 2013, when several tax
cuts expire and spending cuts come into effect. This
would prune the federal budget deficit by $600 billion,
severely affecting growth. The US Federal Reserve has
confirmed it will extend “Operation Twist"—where it

Figure 1: 10-year Government Bond Yields (%)
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uses proceeds from short-term Treasury sales to buy
long-term securities—to keep long-term interest rates
low and stimulate the economy. However, the efficacy
of “Operation Twist” will likely be limited given low
prevailing interest rates. As a result, US growth should
remain weak—1.9% for 2012 and 2.2% for 2013.

The eurozone—still trying to resolve

its sovereign debt and banking crisis—
continues to struggle with weak
manufacturing and rising unemployment.

Economic growth in the eurozone during the first
quarter of 2012 came to a standstill with considerable
diversity in how each economy performed. Germany
continued to grow, but others struggled. The eurozone
sovereign debt and banking crisis intensified as the
focus shifted to Spain—the area’s fourth largest
economy. The eurozone bailout of the Spanish banking
sector managed to calm markets briefly, but bond
yields soon rose to pre-bailout levels. The banking

crisis has also spread to Cyprus, further highlighting

the threat of contagion across Europe. This prompted
European governments to allow the European Stability
Mechanism (ESM) to directly rescue banks. The
manufacturing outlook remains grim with the May PMI
slumping to a 3-year low (Figure 4). In particular, recent
leading indicators suggest that weak global demand

is starting to affect German manufacturing. Also,
unemployment continues to rise, keeping growth in
private consumption muted. Retail sales in the eurozone
have been declining and consumer sentiment remains
negative. Responding to the bleak outlook, the European
Central Bank cut its policy interest rate by 25 basis
points to a record low of 0.75%. The eurozone economy
is expected to contract by 0.7% in 2012. As confidence
gradually returns and the financial system stabilizes,
eurozone growth is forecast to recover to 0.8% in 2013.

Japan’s economy is recovering, helped by
reconstruction; but its growth outlook is
hampered by weak external demand and a
strong yen.

Japan’s growth rebounded strongly in the first quarter to
4.7% g-o-q, saar. However, this pace is not expected to
continue for the rest of the year. While reconstruction—
for which the government allocated ¥18 trillion (3.8%

of GDP)—and consumption will continue to support
growth, exports will be hampered by weakness in the
global economy and slowing growth in the People’s
Republic of China (PRC). The yen's continued strength as

4 July 2012

Figure 4: Manufacturing Purchasing Managers’' Index—G3
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a“safe haven” currency will also hurt exports. There are
also concerns over the plunge in business investment
during the first quarter. Leading indicators suggest the
economy moderated in the second quarter. Industrial
production is leveling off and the manufacturing

PMl is flat. Retail sales growth remains robust but

is moderating. The recent agreement to increase

the sales tax in stages could lead consumers to buy
early in anticipation of higher taxes—thus increasing
current growth at the expense of future growth. On the
monetary front, Bank of Japan’s expansionary monetary
stance is showing signs of success with inflation holding
above zero. Yet, with inflation still comfortably below
the 1% objective, the current loose monetary policy is
expected to continue. Japan is currently forecast to grow
2.2% in 2012 before moderating to 1.5% in 2013.

The weak external environment plus slower
growth in the PRC and India has lowered
growth projections for developing Asia.

Growth in developing Asia moderated in the first half
of the year partly on slower growth in the US and
eurozone, which reduced demand for the region’s
exports. In addition, unwinding policy stimulus and
some tightening in the PRC and some other countries
also contributed to a weaker first half performance.
The exception was Southeast Asia, which posted
strong growth in the first quarter due to Thailand’s
rapid recovery from flood-induced disruptions. The
external environment is expected to remain weak

for the remainder of the year. But policy easing and

Asian Economic Integration Monitor



Table 1: Regional GDP Growth' (y-o-y, %)

ADB Forecast

2009 2010 2011 2012 2013

Developing Asia 6.0 9.1 7.2 6.6 7.1
Central Asia® 3.2 6.6 6.2 5.8 6.2
East Asia’ 6.8 9.8 8.0 7.1 7.5

PRC 92 104 9.2 8.2 8.5
South Asia* 7.5 7.7 6.2 6.2 6.9
India 8.4 8.4 6.5 6.5 73
Southeast Asia® 14 79 4.6 5.2 5.6
The Pacific® 43 55 7.0 6.0 4.2

Major industrialized economies
United States -35 3.0 1.7 1.9 2.2
eurozone -4.4 2.0 1.5 -0.7 0.8
Japan -5.5 44 -0.7 2.2 1.5

PRC = People’s Republic of China, GDP = gross domestic product, eurozone = Austria,
Belgium, Cyprus, Estonia, Finland, France, Germany, Greece, Ireland, Italy, Luxembourg, Malta,
the Netherlands, Portugal, Slovakia, Slovenia, and Spain.

'Aggregates are weighted according to gross national income levels (Atlas method, current $)
from World Development Indicators, World Bank.

2Includes Armenia, Azerbaijan, Georgia, Kazakhstan, the Kyrgyz Republic, Tajikistan,
Turkmenistan, and Uzbekistan.

3Includes the People’s Republic of China; Hong Kong, China; the Republic of Korea; Mongolia;
and Taipei,China.

“Includes Afghanistan, Bangladesh, Bhutan, India, Republic of the Maldives, Nepal, Pakistan,
and Sri Lanka. Data for Bangladesh, India, and Pakistan are recorded on a fiscal-year basis.

For India, the fiscal year spans the current year’s April through the next year’s March. For
Bangladesh and Pakistan, the fiscal year spans the previous year’s July through the current
year's June.

*Includes Brunei Darussalam, Cambodia, Indonesia, the Lao People’s Democratic Republic,
Malaysia, the Philippines, Singapore, Thailand, and Viet Nam. Excludes Myanmar as weights
unavailable.

SIncludes the Cook Islands, Fiji, Kiribati, the Marshall Islands, the Federated States of Micronesia,
Nauru, Palau, Papua New Guinea, Samoa, Solomon Islands, Timor-Leste, Tonga, Tuvalu,

and Vanuatu.

increased government spending—to stimulate domestic
demand—as well as rising regional demand could

help offset some of the slower demand from the US

and eurozone. Thus, economic growth in developing
Asia is expected to moderate to 6.6% this year before
recovering to 7.1% in 2013 (Table 1).

Growth in the highly open economies of
East Asia is expected to moderate given the
weak outlook in Europe and the US and the
slowing PRC economy.

Economic growth in East Asia continued to moderate in
the first half of 2012 on deteriorating external demand
and volatile financial markets. The GDP growth fell to
6.7% in the first quarter, down from 7.6% in the last
quarter of 2011 (Figure 5). Hong Kong, China and
Taipei,China barely avoided contracting in the first
quarter—both economies growing by 0.4%. First-
quarter growth in the Republic of Korea slowed to

Regional Economic Update

Figure 5: Asia—GDP Growth (y-o-y, %)
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Figure 6: East Asia—Industrial Production Index Growth' (y-o-y, %)
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2.8% from 3.3% in the fourth quarter of 2011, due

to declining investment as businesses and investors
grew more cautious. However, Mongolia’s economic
growth continued to be strong, with GDP rising 16.7%
in the first quarter. Together, the five economies in

East Asia grew by 8.1% in 2011, significantly below

the 9.8% in 2010. Economic indicators for the second
quarter point to continuing moderation, as growth in
industrial production, retail sales, and exports moderate
(Figures 6, 7). The manufacturing PMI has also trended
down in recent months, indicating manufacturing
could grow more slowly in the Republic of Korea and
Taipei,China (Figure 8). With the weaker global outlook
and a deepening eurozone debt crisis, growth in East
Asia is expected to slow further to 7.1% in 2012 before
recovering to 7.5% in 2013.
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Figure 7: East Asia—Merchandise Export and Retail Sales Growth'’
(y-o-y, %)
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Source: ADB calculations using data from CEIC.

Figure 8: East Asia—Manufacturing Purchasing Managers’ Index
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Note: Composite purchasing managers’index (PMI) for Hong Kong, China. A PMI reading
above 50 points indicates an expansion in the manufacturing sector while below 50 points
indicates a contraction.

Source: Markit Financial Information Services.

PRC growth is slowing as it unwinds policy
stimulus; but it may receive a boost from
recent macroeconomic easing.

The PRC economy moderated further in the first half of
2012. GDP grew by 8.1% in the first quarter, with lower
net exports subtracting 0.8 percentage points from GDP
growth. Economic growth slid further in the second
quarter, growing by just 7.6%. Growth in industrial
production fell further in June and the manufacturing
PMI remained below 50 in recent months, indicating
manufacturing is possibly contracting (see Figure 8).
Despite the difficulty in the global economy, PRC's
exports grew 11.3% in June, faster than 6.3% import
growth in the same period. To stabilize economic growth,
authorities began to ease macroeconomic policy. The
People’s Bank of China cut its reserve requirements
three times—by a total of 150 basis points—and cut
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Figure 9: Southeast Asia'—Merchandise Export, Retail Sales, and
Industrial Production Growth? (y-o-y, %)
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Viet Nam.

23-month moving average.

Source: ADB calculations using data from CEIC.

interest rates twice in June and July. Fiscal policy remains
supportive as expenditures are growing faster than
revenues. Authorities also rolled out measures to boost
consumption and increase expenditure in education

and health. They also expedited approval of large
infrastructure projects. The stimulus so far has been
modest and focused, in contrast to the massive stimulus
package in late 2008. The economy is expected to pick
up slightly during the second half, growing by 8.2% in
2012, before expanding 8.5% in 2013.

In Southeast Asia, strong domestic demand
and flood-related reconstruction should
keep GDP growth robust despite the weaker
external environment.

Strong domestic demand and private investment helped
drive Southeast Asian growth in the first half. The region’s
economies expanded 4.3% in the first quarter after a
weak 2.9% performance in the last quarter of 2011.The
improvement was due mainly to the strong rebound in
Thailand’s growth after the disruptions from last year’s
floods—and strong Philippine growth. However, more
open economies such as Singapore and Malaysia posted
slower growth in the first quarter. Viet Nam’s first half
growth came in lower than expected due to domestic
policy tightening and weakness in the banking sector.
The weaker external environment will likely contribute
to slower export growth, hurting the more export-
dependent economies in the region. Both export growth
and industrial production are trending down (Figure 9).
However, private consumption remains strong, helping
sustain the robust growth outlook for the region. Retail
sales have been picking up and consumer confidence

Asian Economic Integration Monitor



has remained strong, particularly in Indonesia and the
Philippines (Figure 10). The region’s growth will also

get a boost from Thailand’s continued rapid recovery
with the government expected to spend B480 billion
(4.2% of GDP) for flood-relief and reconstruction. Most
governments also retain sufficient policy space to ease
monetary policy and provide fiscal stimulus if needed. As
a result, Southeast Asian economies are expected to post
faster growth of 5.2% in 2012 and 5.6% in 2013.

Figure 10: Southeast Asia—Consumer Confidence Indexes
(January 2007 = 100)
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as the most pessimistic, 100 as the most optimistic; the series were incremented by 50 points
for consistency with other series—where neutral is equal to 100). Others are from national
agencies.

Source: ADB calculations using data from Bloomberg and CEIC.

South Asia’s economic growth will moderate
as uneven domestic demand adds to weak
external demand.

Lower commodity prices are helping reduce imports,
which significantly spiked trade deficits in South Asia
since the middle of last year. Exports have declined faster
than imports causing trade deficits to widen (Figure 11).
Although offset somewhat by stable remittance

inflows, the widening trade deficits contributed to
currency depreciation in most South Asian countries.
The deficits also helped push inflation up since early
2012 with some countries’inflation reaching above last
year’s levels. Foreign investment is also declining in

India and Pakistan. Domestic conditions vary among
major economies. Pakistan’s real private consumption
grew significantly higher in fiscal year (FY) 2012 than
FY2011—supported by remittances—while private
investments contracted. On the other hand, Sri Lanka’s
high 7.9% GDP growth in the first quarter was supported
by construction and mining/quarrying as well as
agriculture although growth in services slowed. The
manufacturing sector across much of South Asia also
slowed. Given the uncertain export outlook, South Asia
may have to curtail imports to keep inflation at bay and
currency values stable. Overall, South Asian economies
are expected to grow by 6.2% in FY2012 and 6.9%

in FY2013.

Figure 11: South Asia'—Trade Deficit and Growth of Exports and Imports
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India’s GDP growth has been dampened by
high inflation and trade deficits, which make
it difficult to ease monetary policy.

India’s weak domestic demand has hampered growth,
adding to the effect of a weaker global environment.
GDP growth during the last quarter of FY2011 was
5.3%—6.5% for the whole fiscal year—dragged down
by low growth in capital formation and consumption.
Leading indicators also confirm the continued
slowdown—for example, motorcycle sales and the
infrastructure index remained low in May. Business
optimism also continues to be lackluster after the sharp
decline last year (Figure 12). Domestic credit growth
recovered only marginally after monetary easing by
the Reserve Bank of India (RBI) in April, while money
supply increased substantially, adding to inflationary
pressures. The consumer price inflation reached 10.4% in
May, pushed by food prices. However, wholesale prices
were relatively stable at 7.6% in May, significantly lower
than last year as the food price increase was offset by

a fall in manufacturing prices. RBI's decision in June to
keep policy rates unchanged highlights the challenges
the monetary authority has to face in trying to balance
short- and medium-term growth. India’s GDP is forecast
to grow 6.5% in FY2012 and 7.3% in FY2013.

Lower oil prices and close links with the
eurozone will likely hurt GDP growth in
Central Asia.

Central Asian economic growth slowed in the first half
of 2012. Kazakhstan'’s growth moderated to 5.6% in the

Figure 12: India—Growth of Domestic Demand Leading Indicators
(y-0-y, %)

60 30
40 20
20 10
0 . \V4 : : ‘—\_,—\ 0
20 10
40 %\—\_/—/_' 20
60 30
Jan-07 Jan-08 Jan-09 Jan-10 Jan-11 Jun-12

— Motorcycle Sales' (LHS) — Business OptimismIndex? (LHS)
— Infrastructure IndustriesIndex' (RHS) — DomesticCredit® (RHS)
— M1* (RHS)

LHS = left-hand scale, RHS = right-hand scale.

'3-month moving average. Data for motorcycle sales and Infrastructure Industries Index until
May 2012.

?Quarterly data for Business Optimism Index until 2012Q2.

3Data for domestic credit until May 2012.

“Refers to money supply consisting of currency with the public and deposit money. Data until
April 2012.
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first quarter of 2012 from 8.7% in the fourth quarter

of 2011. Similarly, Armenia and Georgia recorded
slower growth in the first quarter compared with the
fourth quarter of last year. Some of the slowdown was
due to weaker growth in Europe and the PRC—key
markets for the region’s exports. Indeed, export growth
slowed and industrial production remained stagnant
(Figure 13). The Kyrgyz Republic has been hit by a

drop in gold production, which accounts for half of
total industrial production. Falling oil prices will hit
government revenues across oil-dependent Central Asia.
However, some of the impact on growth could be offset
by drawing down oil windfall funds for government
spending. Strong growth in public spending, the
development of new oil fields in Kazakhstan, and
expansion of new gas pipeline network in Turkmenistan
should help support growth in the region. GDP growth
in Central Asia is expected to moderate to 5.8% in 2012
before improving to 6.2% in 2013.

The resource-dependent Pacific countries
will see slower economic growth due to
commodity price declines; but smaller
island economies are benefiting from strong
tourism and development spending.

Growth in the Pacific is driven primarily by developments
in the larger resource-exporting economies of Papua
New Guinea (PNG), Solomon Islands, and Timor-Leste;
which together account for two-thirds of the region’s
output. Growth in PNG and Solomon Islands is projected
to ease in 2012, as international prices for their main
exports decline, and some petroleum and forest reserves

Figure 13: Central Asia'—Merchandise Export and Industrial
Production Growth? (y-o-y, %

80

)
60 | ”\
40 |.
20| \

40 |

60 |
_80 L

Jan-07 Feb-08 Mar-09 Apr-10 May-11  Mar-12

— Exports (LHS) Industrial Production (RHS)

LHS = left-hand scale, RHS = right-hand scale.

'Export data cover Armenia, Georgia, Kazakhstan, the Kyrgyz Republic, and Tajikistan; data
until February 2012. Industrial production data cover Armenia, Kazakhstan, the Kyrgyz
Republic, and Tajikistan.

23-month moving average.

Source: ADB calculations using data from CEIC.

Asian Economic Integration Monitor



show signs of depletion. Growth is expected to slow
further in 2013, as the construction of the liquefied
natural gas project in PNG and public infrastructure
investments in Timor-Leste taper off. In other Pacific
islands, which have generally grown more slowly, growth
is expected to fall to about 2% in 2012 and 2013. In

Fiji, floods early this year hurt key agricultural exports,
maintaining the lull in investment and private sector
growth the country has been beset with since 2006.
Strong tourism has boosted growth in some smaller
Pacific economies—such as the Cook Islands and Palau.
Public expenditures on development partner-financed
projects have also played a major role in driving growth.
Economic growth in the Pacific region is projected to
moderate from 7.0% in 2011 to 6.0% and 4.2% in 2012
and 2013, respectively.

The eurozone sovereign debt and banking
crisis could worsen, causing a deep,
prolonged recession.

Both Spain and Cyprus have sought bank bailouts

from the European Union (EU). The burden of rescuing
the banking sector has exacerbated fiscal conditions,
resulting in continued high bond yields. This raises
questions over the fiscal sustainability in both Italy and
Spain (the two account for 28% of eurozone GDP). In
turn, weaker government finances hurt the banking
system that holds large amounts of government bonds.
The 29 June announcement by the EU to allow the ESM
to inject funds directly into weak banks is meant to
break this cycle. Nevertheless, the multitude of efforts
thus far has only postponed but not resolved the
fundamental problems of high public debts and fiscal
deficits in periphery countries. Pressure has increased to
move away from the tight austerity stance. The recently
elected Greek government has affirmed its commitment
to remain in the eurozone but with the hope that the
austerity measures are softened. Germany has shown
signs of relenting on some austerity measures, but
stopped short of agreeing to issue common eurobonds.
Without further progress toward this form of risk
pooling the already weak eurozone economies will
continue to be vulnerable to a crisis. This could reignite
panic in financial markets and lead to a severe liquidity
crunch—with the effect of forcing the eurozone into a
deeper recession, one which could severely impact the
global economy.

Regional Economic Update

The risk of large and volatile capital flows
remains given uncertain global financial
conditions.

Poor prospects in Europe and the US have resulted

in capital flowing to the better performing Asian
economies. The policy of near zero interest rates in
advanced countries encourages investors to seek higher
yielding assets. However, given uncertainty in the
global economy and financial sector, a sudden change
in risk perception can happen, and this will bring about
wild swings in capital flows. This is especially the case
with Europe’s banks, which could cut back lending

to the region if their domestic position weakens. The
resulting sudden shifts in capital flows could bring large
exchange rate fluctuations, detrimental to export and
import transactions. Abrupt changes in risk sentiment
could reverse capital flows, damaging the region’s
growth prospects and exposing otherwise hidden
vulnerabilities. When left alone, large inflows of capital
can also lead to high credit growth, which could result in
asset price bubbles.

Economic growth in the PRC may be slower
than expected as the country adjusts to a
more sustainable growth path.

The PRC's plan to reduce reliance on exports and focus
more on domestic demand is a step toward rebalancing
the economy. However, the transition could bring some
difficult challenges. The shift toward lower investment
could drop growth to around 7.5% in 2012 rather than
our forecast of 8.2%. Measures to cool the property
sector have already brought house prices down, but
they could fall more sharply. Although the central
government is pushing for greater infrastructure
investment, its scale will likely be much smaller than
before. High local government debt accumulated
during the stimulus-induced investment may limit
further spending. There also appears to be a maturity
mismatch between short-term debt and longer-term
infrastructure gestation periods, making it difficult for
local governments to repay bank loans. While plans to
extend maturities of local government loans may help
alleviate the risk of short-term default, the problem
remains. All these could cause economic growth to slow
more than expected.
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Should the eurozone financial crisis spread
globally, some Asian countries may need to
use monetary and fiscal stimulus to mitigate
its impact.

With global economic conditions weakening and
prospects for future recovery uncertain, the external
environment for developing Asia is expected to remain
difficult. This is further compounded by a faster-than-
expected slowdown in the PRC and India. Therefore,
policymakers may need to deploy another round of
fiscal and monetary measures to safeguard economic
growth and ensure that growth is inclusive. Several
developing Asian economies have already begun
loosening monetary policy or have introduced new fiscal
stimulus—to offset some of the impact of the weakening
global environment. The recent decline in oil prices

and other commodity prices could reduce inflationary
pressures and offer further scope for monetary
authorities to support growth. Policymakers also need

to ensure that financial systems in the region remain
liquid and well-capitalized. At the same time, to support
the poor and vulnerable it is necessary to have adequate
social protection mechanisms in place.

Continued development of more efficient,
liquid financial markets allows policymakers
to better manage capital flows and promote
financial stability.

Developing deeper, more broad-based, and transparent
financial markets can help countries allocate financial
resources more efficiently and strengthen the resilience
of domestic financial systems against volatile capital
flows. While countries in the region have made progress,
rapid financial globalization requires policymakers to
keep up with the fast changing financial environment
and remain in step with financial innovation. A better
financial system needs better regulation. It can help
ensure that funds are allocated efficiently to their
productive use while minimizing the risk of instability. It
can also reduce the reliance on volatile capital flows.
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Asia needs to continue its economic
transformation in a“new normal” where
advanced economies are undergoing
long-term restructuring—and thus
slower growth.

In the medium- to long-term, developing Asia must
confront the more difficult task of adjusting to a

new global environment in which both the US and
the eurozone face the prospects of an extended
period of structural weakness due to poor economic
fundamentals. The region must continue diversifying
its sources of growth, allocating its financial resources
more effectively and efficiently toward productive
and socially equitable investment, and bolstering
domestic and regional demand. Given the sluggish
growth in advanced economies, developing Asia
should continue to expand trade, particularly within
the region and with other emerging markets such as
Latin America and Africa. Just as important, developing
Asia must ensure its future growth path is not only
sustainable but increasingly inclusive. Policies should
be designed to improve social and environmental
outcomes. Key features of public policy could include
human capital development, building inclusive financial
systems, using new technologies to improve service
delivery in education and health, and innovating for
environmentally sustainable development.

Increasing policy cooperation in developing
Asia can boost its economic transformation
and mitigate the effects of external shocks.

A prolonged period of weak growth and financial
fragility in advanced economies highlight the urgent
need for internationally coordinated policy responses
and greater levels of regional cooperation. To address
key global and regional development challenges and
cope with the transformation process, regional economic
cooperation is likely to play an increasingly important
role. Developing Asia has weathered the 2008/09
global financial crisis rather well. Nevertheless, it should
continue to push regional cooperation to the next level
to build greater resilience against external shocks and
help transform the region’s economies to higher and
more equitable income status. In the long run, an Asian
economic community is not unlikely, where Asia is
regionally more integrated yet remains connected with
global markets.

Asian Economic Integration Monitor



PROGRESS IN REGIONAL COOPERATION AND INTEGRATION

With the global economy immersed in
double-track growth—emerging economies
expanding faster than advanced countries—
Asia is forging ahead in part due to regional
cooperation and integration.

Developing Asia’s economic growth forecasts may
have been revised down slightly. But they remain
robust nonetheless, particularly against the advanced
economies of Europe and the United States (US)

(see Table 1). The dynamics of this “double-track”
growth are complex and will continue to define the
global economy for some time to come. One reason
Asia continues to forge ahead is increasing economic
integration. It has happened through both better
business opportunities and, increasingly, government
cooperation. Intraregional trade is growing, as is trade
with other emerging markets. It is one of the driving

forces behind the relative strength of the Asian economy.

Where trade flows, so must money. Financing trade—
and investment—requires better integrated financial
systems, to ease the flow of capital and more efficiently
allocate excess savings. Indeed, Asia is increasingly more
integrated. Unilateral trade liberalization that supports
the growing production networks—further enhanced
by cooperation through free trade agreements

(FTAs), accelerate trade integration, while unilateral
financial liberalization and regional cooperation help
strengthen financial integration. To facilitate the process
of integration and minimize the risks that may arise,
including the risk of contagion-driven crisis, regional
cooperation has indeed increased. How far has Asian
integration progressed? This section aims to provide
some answers.

Asia can sustain robust growth by
contributing to global economic
rebalancing.

Developing Asia led the world out of the 2008/09

global financial crisis. Its rapid recovery has moderated
since 2010. But the region’s economic growth remains
strong despite the current eurozone financial crisis and
lackluster recovery in the US. It appears that a new global
order—a “new normal”—is emerging, characterized by a
protracted slowdown in the US and Europe. This means

export-oriented Asia can no longer rely only on these
mature markets. It needs to develop new sources of
growth, both domestically and regionally.

Asia is one of the most dynamic regions of the world.
It accounts for 36.6% of global gross domestic product
(GDP), 25.4% of the earth’s land mass," and 56.2% of
the global population (Table 2). It includes some of
the world’s richest and most dynamic economies. Asia
also remains the home of two-thirds of the world’s
poor’—marking Asia’s diversity in terms of economic
development.

In this section, Asia refers to the 48 regional member
countries of the Asian Development Bank (ADB). The
Asian Economic Integration Monitor (AEIM) further
divides Asia into six subregions: (i) Central Asia, (ii) East
Asia, (iii) South Asia, (iv) Southeast Asia, (v) the Pacific,
and (vi) Oceania (Table 3). However, coverage can
sometimes differ across subsections or even across
indicators, depending on data availability and other
special exceptions.

This section reviews the status and progress of economic
integration in the region. Since integration is a multi-
faceted concept, the following areas are examined in
detail: (i) production networks and trade, (ii) financial
integration, (iii) macroeconomic interdependence,
(iv) international and regional transmigration,

(v) infrastructure connectivity, (vi) cooperation in
trade policy, and (vii) macroeconomic and financial
cooperation. The discussion also touches on the costs
and benefits of regional integration (see Regional
Integration: A Balanced View for more detail). Box 1
discusses some basic terms on regionalism.

How far have Asia’s economies integrated?

An analysis of five selected indicators—share of
intraregional flows in total trade, foreign direct
investment (FDI), capital markets (equity and debt
security holdings), tourism, and output correlations—
shows how far the region has progressed since the 1990s

"ADB calculations using data on land area in square kilometers from World
DataBank, World Bank. http://databank.worldbank.org/Data/Home.aspx

2ADB calculations using data on poverty head count from Human Development
Report 2011 (Table 5: Multidimensional Poverty Index), United Nations
Development Programme. http://hdr.undp.org/en/statistics/mpi/
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Table 2: Basic Economic Indicators by Region and Subregion

Share of Share of Real GDP Growth (%)’ Per Capita GDP (PPP)
World World GDP Average

Population (%, PPP) Average Average $ Growth (%)

(%) 2010 2011 2000-2007 2008-2011 2011 2000-2007
Asia 56.2 36.6 6.2 5.8 7,376 7.0
East Asia 22.5 23.5 6.3 5.9 11,896 7.7
Central Asia 1.2 0.7 10.3 5.9 6,396 9.8
Southeast Asia 8.7 4.2 5.5 45 5,476 6.0
South Asia 233 6.9 6.8 7.0 3,325 74
The Pacific and Oceania 0.5 13 34 2.0 29,623 35
European Union 7.2 20.1 2.6 0.0 31,607 3.6
North America 6.6 23.0 26 0.4 39,450 3.1
World? 100.0 100.0 42 2.8 10,821 4.7

GDP = gross domestic product, PPP = purchasing power parity.

Notes: The list of countries in each subregion is shown in Table 3. European Union (EU) refers to the aggregate of the 27 EU members. North America

includes Canada, Mexico, and the United States.
"Weighted by nominal GDP in PPP.
2Per capita GDP as of end-2010.

Source: ADB calculations using data from Asian Development Outlook 2012, Asian Development Bank; World Economic Outlook Database April 2012,

International Monetary Fund; and World Development Indicators, World Bank.

Table 3: Country Coverage for the AEIM

Central Asia

Armenia Kazakhstan Turkmenistan
Azerbaijan Kyrgyz Republic Uzbekistan
Georgia Tajikistan

PRC Japan Mongolia
Hong Kong, China Republic of Korea Taipei,China

Pakistan
Sri Lanka

Afghanistan India
Republic of the Maldives
Nepal

Bangladesh
Bhutan
Southeast Asia

Brunei Darussalam  Malaysia Singapore
Cambodia Myanmar Thailand
Indonesia Philippines Viet Nam
Lao PDR

Cook Islands Nauru Timor-Leste
Fiji Palau Tonga
Kiribati Papua New Guinea Tuvalu
Marshall Islands Samoa Vanuatu

Federated States of ~ Solomon Islands
Micronesia

Oceania

Australia New Zealand

Asia = Central Asia + East Asia + Southeast Asia + South Asia +

the Pacific + Oceania.

PRC = People’s Republic of China, Lao PDR = Lao People’s Democratic Republic.
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Box 1: Regionalism Vocabulary

The technical vocabulary of regionalism has yet to be
standardized and different authors often use the same
terms to mean different things. For consistency, the Asian
Economic Integration Monitor has adopted the following
definitions based on their commonly applied economic
usage.

Regional integration. A process that leads to greater
interdependence within a region, whether market-driven
or policy-led, or a combination of both. Global integration
refers to a similar process operating globally.

Regional interdependence. Regional economic
interaction through trade, investment, finance, and other
channels. The degree of interdependence affects the way
a region’s economies move together and how changes are
transmitted among them.

Regional cooperation. Official activities that encourage
regional integration and/or help to shape coordinated
action and responses to developments that affect the
region, such as intergovernmental dialogue, the provision
of regional public goods, and regional institution building.

Regionalism. A policy perspective that focuses on the
importance of regional integration and promotes regional
cooperation. Regionalism lies at an intermediate level
between nationalism and globalism.

Regionalization. A process that promotes the formation
of regions. Regionalization usually refers to market-led
integration and is often used in contrast to globalization
to indicate a world with stronger regional focus.

Source: Emerging Asian Regionalism: A Partnership for Shared
Prosperity, ADB.

Asian Economic Integration Monitor



Figure 14: Advancing Integration: Regional Indicators (Pre-AFC, post-AFC, and global crisis)
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AFC = 1997/98 Asian financial crisis, global crisis = 2008 to present, — = unavailable.
Notes:
Data calculated for Asia unless otherwise noted.

Foreign direct investment: Average share of the intraregional foreign direct investment inflows. Pre-AFC = 1990-1996; post-AFC = 2000-2007; global crisis = 2008-2009. Data unavailable for
Afghanistan; Bhutan; the Cook Islands; Kiribati; Republic of the Maldives; the Marshall Islands; the Federated States of Micronesia; Mongolia; Nauru; Nepal; Palau; Samoa; Solomon Islands; Sri Lanka;
Taipei,China; Tajikistan; Timor-Leste; Tonga; Turkmenistan; Tuvalu; Uzbekistan; and Viet Nam. Data unavailable for Central Asia for 1990-1992.

Trade: Average share of intraregional trade. Pre-AFC = 1990-1996; post-AFC = 2000-2007; global crisis = 2008-2011. Reporter data unavailable for Bhutan, Kiribati, Nauru, Palau, Timor-Leste, and
Tuvalu. Reporter and partner data unavailable for the Cook Islands, the Marshall Islands, and the Federated States of Micronesia. Data unavailable for Central Asia for 1990-1991.

Capital markets: Average share of intraregional debt and equity investment based on investments from Hong Kong, China; India; Indonesia; Japan; Kazakhstan; the Republic of Korea; Malaysia;
Pakistan; the Philippines; Singapore; Thailand; and Vanuatu. Post-AFC= 2001-2007; global crisis = 2008-2011. Does not include Oceania. Recipient data unavailable for Azerbaijan, Bhutan, the
Federated States of Micronesia, Palau, Samoa, Tonga, Turkmenistan, and Tuvalu. Data available from 2001. Capital markets do not have a pre-1997 benchmark as data unavailable.

Output correlations: Based on simple averages of 3-year rolling bilateral correlations of annual growth rates (difference of natural logarithms) of detrended GDP series (2005 base year). Pre-AFC =
1991-1996; post-AFC = 1999-2007; global crisis = 2008-2011. Data unavailable for Afghanistan, the Cook Islands, the Marshall Islands, the Federated States of Micronesia, Myanmar, Nauru, Palau,

Timor-Leste, and Tuvalu.

Tourism: Average share of intraregional tourist flows. Pre-AFC = 1995; post-AFC = 2000-2007; global crisis = 2008-2010. Does not include Oceania.
Source: ADB calculations using data from Bloomberg; CEIC; Asia Regional Integration Center, Asian Development Bank; Coordinated Portfolio Investment Survey, International Monetary Fund; Direction
of Trade Statistics, International Monetary Fund; World Economic Outlook Database April 2012, International Monetary Fund; United Nations Conference on Trade and Development; and United Nations

World Tourism Organization.

(Figure 14).2 Economic integration is strongly evident
mostly by way of trade, tourism, and capital markets.*
The only exception is FDI inflows, which remain below
pre-1997 levels. Production across the region also shows
a higher level of co-movement, implying increased
economic interdependence, although this partly reflects
the impact of the global shocks facing the region.

3This is an indicative guide of how regional economic integration and
cooperation has developed over the medium-term.

“Capital markets, measured by total debt and equity security holdings, do not
have a pre-1997 benchmark as data unavailable.

Progress in Regional Cooperation and Integration

Asian integration is market driven,
multi-speed, and multi-track.

More broadly, progress in regional integration has

come about as a result of the expanding scope of Asian
markets; the rise of various functional programs (trade,
money and finance, infrastructure); emergence of
subregional institutions and intraregional forums—such
as the Association of Southeast Asian Nations (ASEAN),
ASEAN+3, East Asia Summit (EAS), Asia—Pacific Economic
Cooperation (APEC), Asia—Europe Meeting (ASEM),
Greater Mekong Subregion (GMS) Program, the South
Asian Association for Regional Cooperation (SAARC),
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Table 4: Progress in Regional Integration (2008-2011)

Production Network Macroeconomic
and Trade Capital Markets Links Transmigration
Intraregional Intraregional Intraregional Intraregional Migrantto
Intraregional Intraregional Equity Bond Output Tourism Population
FDI (%) Trade (%) Holdings (%) Holdings (%) Correlations (%) Ratio (%)
Asia 50.08 A 55.02 A 2498 A 6.36 A 0.36 A 81.07 A 0.51 v
Central Asia 0.02 v 5.33 v - - - - 0.35 A 32.20 A 1.56 -
East Asia 41.81 A 36.17 v 17.65 A 2.84 A 0.59 A 75.32 A 0.26 A
Southeast Asia 6.32 v 24.61 A 9.54 v 9.49 v 0.70 A 69.69 A 0.66 A
South Asia 0.03 A 4.61 v - - - - 0.04 v 13.17 v 0.47 v
The Pacific and Oceania 1.91 v 8.05 v - - - - 0.46 A 243 v 0.09 v

A =increase from 2000-2007 average; ¥ = decrease from 2000-2007 average; - = unavailable.

Notes:

Data calculated for Asia unless otherwise noted.

Foreign direct investment (FDI): Average share of intraregional foreign direct investment inflows in 2008-2009. Data unavailable for Afghanistan; Bhutan; the Cook Islands; Kiribati; Republic of the
Maldives; the Marshall Islands; the Federated States of Micronesia; Mongolia; Nauru; Nepal; Palau; Samoa; Solomon Islands; Sri Lanka; Taipei,China; Tajikistan; Timor-Leste; Tonga; Turkmenistan; Tuvalu;
Uzbekistan; and Viet Nam.

Trade: Average share of intraregional trade. Reporter data unavailable for Bhutan, Kiribati, Nauru, Palau, Timor-Leste, and Tuvalu. Reporter and partner data unavailable for the Cook Islands, the Marshall
Islands, and the Federated States of Micronesia.

Equity holdings: Average share of intraregional equity investment in 2008-2010 based on investments from Hong Kong, China; India; Indonesia; Japan; Kazakhstan; the Republic of Korea; Malaysia;
Pakistan; the Philippines; Singapore; Thailand; and Vanuatu. Excludes Oceania. Recipient data unavailable for Azerbaijan, Bhutan, the Federated States of Micronesia, Palau, Samoa, Tonga, Turkmenistan,
and Tuvalu as investment destinations.

Bond holdings: Average share of intraregional investment in bonds in 2008-2010 based on investments from Hong Kong, China; India; Indonesia; Japan; Kazakhstan; the Republic of Korea; Malaysia;
Pakistan; the Philippines; Singapore; Thailand; and Vanuatu. Excludes Oceania. Recipient data unavailable for Azerbaijan, Bhutan, the Federated States of Micronesia, Palau, Samoa, Tonga, Turkmenistan,

and Tuvalu as investment destinations.

Output correlations: Based on simple averages of 3-year rolling bilateral correlations of annual growth rates (difference of natural logarithms) of detrended GDP series (2005 base year). Data
unavailable for Afghanistan, the Cook Islands, the Marshall Islands, the Federated States of Micronesia, Myanmar, Nauru, Palau, Timor-Leste, and Tuvalu.

Tourism: Average share of intraregional tourist flows in 2008-2010. Does not include Oceania.

Migrant to population ratio: Share of migrant stock to population in 2010. Figure compared with 2000 estimate. Does not include Oceania. Data unavailable for Afghanistan and Pakistan. Data

insufficient to conclude progress in Central Asia due to unavailability of similar data for 2000.

Source: ADB calculations using data from Bloomberg; CEIC; Asia Regional Integration Center, Asian Development Bank; Coordinated Portfolio Investment Survey, International Monetary Fund; Direction of
Trade Statistics, International Monetary Fund; World Economic Outlook Database April 2012, International Monetary Fund; Bilateral Migration Database 1990-2000, World Bank; Bilateral Migration Matrix
2010, World Bank; United Nations Conference on Trade and Development; and United Nations World Tourism Organization.

the South Asia Subregional Economic Cooperation
(SASEC) Program, and Central Asia Regional Economic
Cooperation (CAREC), among others; and the creation
of mechanisms for macroeconomic and financial
cooperation—such as the Asian Bond Markets Initiative
(ABM). The key characteristic of Asian integration is
that it is largely market driven, multi-speed, and multi-
track (subregional). While cooperation is accelerating,
however, there needs to be more focus on building
institutional capabilities.

The overall level of Asian economic
integration remains uneven across
subregions and sectors.

A closer examination of seven selected indicators—
intraregional FDI, trade, equity holdings, bond holdings,
tourism flows, migrant to population ratio, and output
correlations—suggests a diverse picture of Asian
integration across different subregions (Table 4).

East Asia appears to be the most integrated subregion
with all indicators improving except intraregional

trade. Southeast Asia follows, recording improvement
in all indicators except intraregional FDI and portfolio

14 July 2012

holdings. Except for intraregional FDI, all indicators in
South Asia record a fall.

Despite progress in regional integration,
large portions of the population in Asia
do not benefit from increased prosperity.

Many low-income countries have undeveloped trade
infrastructure, limiting their ability to expand and
diversify trade. Nearly half a billion Asians still lack access
to safe drinking water. Infant mortality in a number of
Asian economies is more than 10 times higher than
the levels seen in developed economies. Financial
inclusion in the region remains poor with many people
lacking access to basic banking and financial services.
Landlocked and poor communities in the region
continue to be isolated by poor roads and a lack of
telecommunications facilities.

What follows are more in-depth examinations of stylized
facts for each area of regional integration in Asia and its
subregions.

Asian Economic Integration Monitor



Asia is leading the growth in global trade
through increased openness.

Comparatively, Asia’s trade openness surpasses the
world (Figure 15). Its trade-to-GDP ratio has grown
much faster than those of the EU, North America, and
other regions globally—such that the difference with
Europe has narrowed (Table 5). Broadly, this came
about because of strong export demand from advanced
economies over the past two decades and increasing
trade within the region itself. A robust production
network has been featured prominently in this trade
pattern. In turn, Asia’s share of world exports rose from
23.4% in 1990 to 34.3% in 2011. If this trend continues,
the region could account for more than 50% of global
trade by 2050.°

Asia’s intraregional and “South-South”®
trade is growing faster than trade with
traditional markets in the US and Europe.

In the first 3 months of 2009, Asia’s exports plummeted
close to 25% quarter-on-quarter. The fall could have
been larger had Asia’s direction of trade remained the
same. But it has shifted recently—trade with NAFTA

and the EU-15 declined from 16.1% in 2007 to 13.1% by
2011—or by about $530 billion (Figure 16). By export
share, in January 2012 the EU and the US accounted for
25.3% of Asia’s trade—down 4.9 percentage points from

Figure 15: Trade Index (1990 = 100)
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Source: ADB calculations using data from Direction of Trade Statistics, International Monetary
Fund; and CEIC for Taipei,China.

°H.S. Kohli, A. Sharma, and A. Sood, eds. 2011. Asia 2050: Realizing the Asian
Century. Singapore: Sage Publications.

5The South refers to Africa, developing Asia, Latin America, and the Middle East.
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Table 5: Trade-to-GDP Ratio by Region and Subregion (%)

1990 2000 2010 2011

Asia 30.1 40.4 54.1 57.3
East Asia 26.7 341 511 5238
People's Republic of China 29.9 396 502 499
Southeast Asia 894 1308 107.2 116.1
ASEAN-4 629 1037 781 86.0
BCLMV 753 844 1101 1308
Singapore 293.1 2893 2923 2994
Central Asia - 628 524 597
South Asia 16.0 230 367 440
India 129 19.5 359 44.2
The Pacific and Oceania 283 373 363 3738
European Union - 576 625 67.2
North America 18.4 256 274 299
World 31.1 40.2 48.0 51.9

ASEAN-4 = Indonesia, Malaysia, the Philippines, and Thailand; BCLMV = Brunei
Darussalam, Cambodia, the Lao People's Democratic Republic, Myanmar, and Viet Nam;
GDP = gross domestic product; North America = Canada, Mexico, and the United States;
- = unavailable.

Notes: Figures refer to the ratio of total trade to gross domestic product (GDP) for the
specified years. Values were derived by dividing total trade (exports plus imports) by
nominal GDP (both in $).

Source: ADB calculations using data from Direction of Trade Statistics and World Economic
Outlook Database April 2012, International Monetary Fund; and CEIC for Taipei,China.

Figure 16: Asia’s Trade Links: Direction of Trade' (% of GDP)
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GDP = gross domestic product, NAFTA = North American Free Trade Agreement.

"Refers to total trade (exports plus imports). European Union-15 (EU-15) includes Austria,
Belgium, Denmark, Finland, France, Germany, Greece, Ireland, Italy, Luxembourg, the
Netherlands, Portugal, Spain, Sweden, and the United Kingdom. NAFTA includes Canada,
Mexico, and the United States. MERCOSUR includes Argentina, Brazil, Paraguay, and Uruguay
as founding members; Bolivia, Chile, Colombia, Ecuador, and Peru as associate members; and
Venezuela, which signed a membership agreement in 2006.

Source: ADB calculations using data from Direction of Trade Statistics and World Economic
Outlook Database April 2012, International Monetary Fund; and CEIC for Taipei,China.

30.2% in 2007. This was partly offset by a 2.3 percentage
point rise in the share of exports to Latin America, Africa,
and the Middle East; and a 1.5 percentage point rise

in the share of intraregional exports. The reduction in
export share to Europe and the US reflects weak demand
from advanced economies amid the fragile US recovery
and Europe’s sovereign debt problems. As a result, unlike
in Europe and North America, the intraregional trade
share within Asia continued to increase (Figure 17).

July 2012 15



Figure 17: Intraregional Trade Share’'—World (%)
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Canada, Mexico, and the United States.

'Intraregional trade share of region i is defined as ITS, = (X +M,)/(X +M); where

X, = exports of region i to region i, M, = imports of region i to region i, X, = total exports of
region i, and M, = total imports of region i.

Source: ADB calculations using data from Direction of Trade Statistics, International Monetary
Fund; and CEIC for Taipei,China.

Most of the increase in Asia’s intraregional
trade occurred in intermediate goods.

Widening and increasingly complex supply chains and
production networks—along with rising personal
consumption—have helped boost intraregional trade
and integration.” This resulted from a significant increase
in intraregional trade in intermediate goods. In 2010,
intermediate goods accounted for 50% of total exports,
of which 30% were traded within the region. Indeed,

the ups and downs of export growth in Asia have been
largely driven by the growth of intermediate goods
(Figure 18).

However, the growth of regional demand is also quite
broad-based, supported by rising capital and consumer
goods exports as well. In particular, the share of intra-
Asian capital goods exports rose from 36.2% in 2000

to 46.3% in 2010. During the same period, the share of
intraregional consumer goods exports rose from 30.5%
to 33.1% (Table 6).

The strength of regional demand was partially boosted
by the strong policy response in Asia. Fourteen Asian
central banks® cut policy rates during the 2008/09 global
financial crisis—ranging from 40 to 850 basis points.

’As a measure of integration, intraregional trade share—the percentage of trade
within the region to the region’s total trade—has limitations. First, it increases
with the size of the region and therefore comparisons across regions are not
meaningful. It is also quite cyclical and tends to drop during periods of economic
crisis such as during the 1997/98 Asian financial crisis and the 2008/09 global
financial crisis.

8The People’s Republic of China; Hong Kong, China; India; Indonesia; Japan;
Kazakhstan; the Republic of Korea; Malaysia; Pakistan; the Philippines; Sri Lanka;
Taipei,China; Thailand; and Viet Nam.
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Figure 18: Contribution to Export Growth by Stages
of Production—Asia (percentage points)
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LHS = left-hand scale, RHS = right-hand scale.

Notes: Based on Broad Economic Categories, which classifies traded goods by stages of
production. Primary goods include food and beverages, and fuel, lubricants, and primary
industrial supplies for industry. Intermediate goods include processed goods mainly for
industry and parts and components for capital goods and transport equipment. Capital goods
include machinery and equipment used by producers as inputs for production. Consumption
goods are household goods and government final product purchases. Data for Taipei,China
unavailable.

Source: ADB calculations using data from UN Comtrade Database.

Fiscal stimulus was used in 11 East Asian and Southeast
Asian countries® via infrastructure investment, tax

cuts and incentives, credit guarantees, subsidies, and
direct cash transfers. Fiscal stimulus packages in these
countries ranged from 1.1% of GDP in Taipei,China to
22.1% of GDP in Viet Nam—the regional average was
about 7% of GDP.

The depth of trade integration varies across
subregions, with inter-subregional trade
also contributing to closer trade integration.

The degree of trade integration varies across Asia’s
subregions. East Asia is the most integrated with its
intra-subregional trade share reaching 35.4%, followed
by Southeast Asia at 24.7% (Figure 19). In contrast,
Central Asia and the Pacific countries do not trade much
within their respective subregions and in fact this trade
has declined over time. The level of trade integration in
South Asia, on the other hand, has been increasing but
remains low at 4.6%.

Trading of goods across subregions also supported the
region’s trade integration. For example, the Pacific had a
60.3% inter-subregional trade share (ISTS) in 2011—the
highest in Asia (Figure 20). Trade flows from the Pacific
to other regions were mostly primary commodities used

“The People’s Republic of China; Hong Kong, China; Indonesia; Japan; the
Republic of Korea; Malaysia; the Philippines; Singapore; Taipei,China; Thailand;
and Viet Nam.
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Table 6: Destination of Asia’s Exports by Stages of Production (% of total)

Primary Intermediate Capital Consumption Total

Goods Goods Goods Goods Exports
Destination 2000 2010 2000 2010 2000 2010 2000 2010 2000 2010
Asia 60.5 69.5 55.5 61.4 36.2 46.3 30.5 33.1 45.5 52.6
G2 159 188 289 197 453 321 53.0 419 376 268
European Union 10.6 16.0 11.8 10.6 19.4 15.8 18.6 18.2 14.9 13.6
United States 53 2.7 17.1 9.1 25.8 16.3 34.4 23.6 22.7 13.1
“South” Economies' 4.8 3.8 5.5 9.6 87 135 86 15.0 6.8 11.2
Africa 0.4 0.5 0.9 1.9 1.6 33 14 3.1 1.1 24
Latin America 25 1.0 24 35 4.8 6.5 29 4.2 3.0 4.2
Middle East 19 23 2.2 4.2 24 3.7 43 7.8 27 4.6
Rest of the World 18.8 79 10.1 9.3 9.9 8.1 79 100 10.1 9.4
Total 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0

Notes: Based on Broad Economic Categories. See Figure 18 for definition of primary, intermediate, capital, and consumption goods. Data for

Taipei,China unavailable.

'Country grouping based on Asian Development Outlook 2012: South-South Economic Links, Asian Development Bank.

Source: ADB calculations using data from UN Comtrade Database.

Figure 19: Intra-subregional Trade Share'—Asia (%)

Figure 20: Inter-subregional Trade Share'—Asia (%)

65
55
45

35
15 —_—
5 L L L L L L L L L L L L L L L L L I}
1990 1994 1998 2002 2006 2010 2011
— East Asia —Southeast Asia — South Asia
Central Asia = The Pacific and Oceania

451
40+
35- /_/—//_—\A
30+
25+
200 /_/*——*/\/_’_—\’-
15+
10+ m\\
5r -
0
1990 1994 1998 2002 2006 2010 2011
— East Asia — Southeast Asia
— South Asia Central Asia

— The Pacific and Oceania

'Intra-subregional trade share of region i is defined as INTS, = (X, +M,)/(X +M,); where X, =
exports of region i to region i, M, = imports of region i to region i, X, = total exports of region i,

and M,. = total imports of region i.

Source: ADB calculations using data from Direction of Trade Statistics, International Monetary

Fund; and CEIC for Taipei,China.

as inputs for regional production. Southeast Asia had
the second highest ISTS in 2011—at 43.9%. The bulk of

'Inter-subregional trade share of region i is defined as ISTS, = [2J . (X‘,JrMu)]/(X..*M‘)? where Xu=
exports of region i to region j, Mu= imports of region i from region j, X, = total exports of region
i,and M, = total imports of region i.

Source: ADB calculations using data from Direction of Trade Statistics, International Monetary
Fund; and CEIC for Taipei,China.

whether the region is more inwardly or externally
oriented. It is calculated as the ratio of intraregional trade

Southeast Asia’s trade with other subregions was largely
intermediate goods. Its key subregional trading partners
are mostly in East Asia—particularly the PRC—and South
Asia. The degree of inter-subregional trade for South Asia
is also increasing, reaching 31.9% in 2011. The degree

of inter-subregional linkages could actually be stronger
than what data suggest, as some trade runs through a
third party and thus not captured by the data.

An alternative measure of trade integration is
intraregional trade intensity (IRTI), which measures

Progress in Regional Cooperation and Integration

share relative to the region’s share in world trade. If the
ratio is less than one, IRTI suggests the region’s trade is
more externally than internally oriented. If it is greater

than one, then the inward orientation is stronger.

Based on this indicator, Asia is more inwardly oriented.
This is evident from the region’s IRTI which has remained
above one (Figure 21). It is noteworthy that Asia’s IRTI
started to decline beginning in 2003—which appears
consistent with the plateauing of Asia’s intraregional
trade share. One explanation is that, as global trade rises,
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Figure 21: Intraregional Trade Intensity’
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'Intraregional trade intensity of region i is defined as IRTI, = [(X,+M,)/(X,+M )1/
[(X+M)/(X.+M.)]; where X, = exports of region i to region i, M, = imports of region i to region
i, X, = total exports of region i, M, = total imports of region i, X, = total world exports to region i,
M, = total world imports from region i, X.. = total world exports, and M.. = total world imports.
Source: ADB calculations using data from Direction of Trade Statistics, International Monetary
Fund; and CEIC for Taipei,China.

other external markets are increasingly becoming linked
to Asia, particularly to the PRC. Trade between Asia and
other emerging markets has been clearly on the rise.

“South-South” trade is increasingly becoming more
important for Asia. From a market that absorbed around
6.8% of Asia’s total exports in 2000, South-South trade
now accounts for about 11% to 12% of the region'’s
exports in 2010 and 2011. It is likely that South-based
emerging economies will become increasingly important
as these markets are large and growing fast. As wages
in Asia rise, some of the South economies could also
offer cost advantages. In addition, these economies

are endowed with natural resources needed in Asia,
particularly the PRC.

Trade in intermediate goods between
subregions reflects expanding regional
production networks.

The rise in production networks in Asia has been marked
by fragmenting production into distinct chunks or tasks,
which are then located in different countries to minimize
costs. This has led to the large role intermediate

and primary goods play in export growth between
subregions (Figure 22). Export growth in East Asia,
Southeast Asia, and South Asia have largely been derived
from intermediate goods exports.

Why do regional production networks in East Asia and
Southeast Asia flourish?

First, the subregions show great diversity in labor supply

conditions and wages, providing a means to shift
labor-intensive work to lower-wage countries. Second,
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Figure 22: Contribution to Export Growth by Stages
of Production—Asian Subregions (percentage points)
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Notes: Based on Broad Economic Categories, which classifies traded goods into stages of
production. See Figure 18 for definition of primary, intermediate, capital, and consumption
goods. Data for Taipei,China unavailable.

Source: ADB calculations using data from UN Comtrade Database.

Figure 23: Exports to G2 and the PRC—Asia (% of total exports)
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Notes: Data based on Broad Economic Categories classification. See Figure 18 for definition of
consumption, intermediate, and primary goods. Data for Taipei,China unavailable.

Source: ADB calculations using data from UN Comtrade Database.

liberal trade and investment regimes, relatively efficient
port and communication systems, and flexible logistics
and transport system make for efficient production
fragmentation. Finally, rapid economic growth and
structural transformation in several countries expanded
market size and outsourcing.

The emergence of the PRC as a low-cost assembly center
and manufacturing hub is also behind the increase in
trade integration. As production is divided into several
sequential production blocks that are located in different
countries, the flow of intermediate and processed goods
for assembly in the PRC have increased rapidly. The share
of Asia’s primary and intermediate goods exports to the
PRC almost doubled—from 6% in 1998 to about 11% in
2010 (Figure 23). In dollar terms, this flow is now larger

Asian Economic Integration Monitor



Figure 24: Correlation of Asian Subregions’ Exports to PRC
with PRC’s Exports’ (one-quarter lag)
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PRC = People’s Republic of China.

'Exports series were detrended using the Hodrick-Prescott (HP) filter.

Source: ADB calculations using data from Direction of Trade Statistics, International Monetary
Fund; and CEIC for Taipei,China.

than Asia’s exports of consumption goods to the US and
EU combined. The importance of subregional links to
the PRC s also evident from the increasing correlation
between subregional exports to the PRC and the PRC’s
exports to the world (Figure 24). Across subregions,

the correlation has strengthened recently, except for
South Asia. Central Asia shows the strongest correlation,
followed by East Asia and Southeast Asia.

In the aftermath of the 2008/09 global
financial crisis, foreign direct investment
globally has fallen sharply, including flows
to Asia.

While global foreign direct investment (FDI) grew an
average of 5% annually from 2000 to 2007, it fell an
average of 22% a year from 2007 to 2009 (Figure 25).
The fall is even sharper for EU-15, where FDI inflows
contracted an average 37% a year during the same
period. For 15 East Asian and Southeast Asian
economies, FDI fell a mere 8% per year. As a result, while
their FDI was only about 23% of the EU-15 level in 2000,
they are now equal in size.

FDI inflows within the 13 East Asian and Southeast Asian
economies are up despite the global decline in FDI
inflows. The share of intraregional FDI inflows to total
inflows increased from 44.6% in 2007 to 60.0% in 2009
(Figure 26). However, these figures should be treated
with caution as some FDI are coursed through third-
countries. For example, FDI from the PRC mostly flow
via the British Virgin Islands; Cayman Islands; and Hong
Kong, China. It is possible that some of this FDI returns as
FDI to other Asian economies. On the other hand, other
Asian countries’ FDI in Hong Kong, China, are actually
destined for countries outside the region.

Progress in Regional Cooperation and Integration

Figure 25: Total Foreign Direct Investment Flows ($ million)
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Source: ADB calculations using data from United Nations Conference on Trade and
Development, http://unctadstat.unctad.org.

Figure 26: Intraregional Foreign Direct Investment Share
(% share of total inflows)
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Source: ADB calculations using data from United Nations Conference on Trade and
Development and CEIC.

Cumulative FDI net inflows within ASEAN have remained
small compared with East Asia. For 2008-10, intra-ASEAN
cumulative FDI net inflows reached $27 billion or 16.7%
of total ASEAN cumulative FDI net inflows (Table 7). This
amount is broadly similar to the cumulative net inflows
recorded in 2006-08. The largest net inflows are going to
Indonesia, Singapore, Viet Nam, Thailand, and Malaysia.

FDI inflows coming from outside ASEAN remain the
dominant source of direct investments in the region.
However, this flow has contracted from $155.9 billion
in 2006-08 to $134.6 billion in 2008-10. Other Asian
countries are the biggest contributors of FDI inflows
in ASEAN—about $39.5 billion. The EU comes next
contributing $33.2 billion.
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Table 7: Foreign Direct Investment Net Inflows to ASEAN members

Cumulative Net Inflows 2008-2010 ($ million)

Share of Total (%)

Intra—-ASEAN Extra—ASEAN Total Net Inflows

Intra-ASEAN  Extra-ASEAN

Brunei Darussalam 93.7 1,144.7
Cambodia 764.0 1,3729
Indonesia 10,682.3 16,816.9
Lao PDR 240.4 638.6
Malaysia 1,901.4 15,883.9
Myanmar 343.0 2,046.1
Philippines 127.2 5,092.8
Singapore 6,144.8 53,2433
Thailand 2,268.0 17,566.7
Viet Nam 4,434.6 20,744.4
Total

Intra—ASEAN 26,999.3

Extra—ASEAN 134,550.3
Other Asian countries’ 39,474.5
European Union 33,167.5
United States 16,182.4
Rest of the World 45,7259

1,2384 7.6 924

2,136.9 358 64.2

27,499.2 388 61.2

879.0 273 72.7

17,7853 10.7 89.3

2,389.1 14.4 85.6

5,220.0 24 97.6

59,388.1 103 89.7

19,834.8 1.4 88.6

25,179.0 17.6 824

161,549.6

16.7

83.3

222

20.5

10.0

85

Lao PDR = Lao People’s Democratic Republic.

"Includes Australia, the People’s Republic of China, India, Japan, the Republic of Korea, and New Zealand.
Source: ADB calculations using data from ASEAN Foreign Direct Investment Statistics Database, www.aseansec.org/18144.htm.

Asia’s financial integration lags behind trade
integration; although domestic markets and
global market links still dominate financial
transactions, the impact of the 2008/09
global financial crisis may have included

a boost to cross-border flows within

the region.

Capital mobility in Asia has increased since the early
1990s, reflecting both the growth of intraregional trade
and unilateral commitments to greater liberalization and
market deregulation. While this has allowed the region—
particularly East Asia—to forge stronger links with global
markets, it has not necessarily led to greater investment
flows within the region. In general, Asian investors still
prefer to invest either in their home markets or in mature
markets such as the US and Europe. Indeed, the degree
of regional financial integration within Asia is far smaller
than the degree of global financial integration.'® This
trend continued even after the 1997/98 Asian financial

195, Kim and J-W. Lee. 2012. Real and Financial Integration in East Asia. Review of
International Economics. 20 (2). pp 332-349.
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crisis, when the region shifted from current account
deficits to consistent current account surpluses. Asian
investors by and large were willing to forego the region’s
higher yields and to pay intermediation costs to external
markets. In 2010, 23.7% of the region’s cross-border
assets were held in Asian equities, with a mere 7.3% in
debt securities. Compared with the 55.5% of total Asian
trade that was intraregional in 2011, the gap between
trade and financial integration becomes clear.

However, there are signs that financial integration

may have reached a turning point after the 2008/09
global financial crisis, as dispersion in returns and

yields has declined, meaning there have been rising
co-movements between Asian markets. Along with
increased intraregional trade, cross-border flows of some
asset investments and bank claims have also increased.
The size of the cross-border equity holdings is much
higher than that of debt, but the share of both has been
increasing. Strong growth prospects and attractive
returns in the face of weak and volatile global market
conditions since 2008 are behind the rise in intraregional
asset holdings. These market trends have been
complemented by national efforts to liberalize domestic
capital markets and market infrastructure.
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Co-movements in returns and yields vary

by asset class and across subregions, with
recent volatility more influenced by markets
in mature economies.

Prior to the 2008/09 global crisis, there were co-
movements in Asian equity and bond markets. But

that trend has been disrupted somewhat in the years
since, particularly for bond yields that are more diverse,
while equity returns show some convergence—mainly
in Southeast Asia. Local currency bond markets in
several economies remain small, diverse, and more
influenced by local factors than global or regional issues.
Nonetheless, local currency bond yields have been
declining in most markets in recent years, supported by
robust growth in local debt markets across the region.

Price indicators'' that track equity markets mask
subregional variations (Figure 27). The dispersion of
equity returns has declined the most for East Asia, while
South Asia and Kazakhstan'? do not show any clear
decline. The level of dispersion in Southeast Asia has
generally been lowest (indicating the strongest co-
movement), followed by East Asia. In contrast, values

for South Asia and Kazakhstan have been relatively
larger (indicating weaker co-movement). The levels

of dispersion are consistent with levels of subregional
market development. For instance, market capitalization-
to-GDP ratios are highest in Southeast Asia—with
Malaysia, the Philippines, Singapore, and Thailand

close to or above 80%'*—while East Asia (excluding
Mongolia) is above 70%. In contrast, ratios for South Asia
and Central Asia are below 50%, with the exception of
India (93%).

Heightened uncertainty and increased financial market
volatility during the 2008/09 global crisis also led

to rising volatility in some Asian markets, especially
where foreign investors hold considerable market
share. European bank deleveraging exacerbated co-

" To monitor financial development and integration, a price indicator is used to
measure the extent of integration or development in Asian financial markets in
terms of co-movements of financial-asset returns—specifically by cross-market
dispersion of daily stock-index returns and of 10-year bond yields. A declining
index value (lower dispersion) indicates markets are integrating—on the
assumption that under perfect capital mobility returns on similar assets would
converge to the same level after appropriate risk adjustments are made. The
price indicator is, however, a rough measure; increased co-movements are not
necessarily due to strengthening ties between Asian markets. Moreover, the
indicator is unable to distinguish changes in co-movements arising from external
shocks (such as the global crisis).

2As only Kazakhstan has stock market data among Central Asian countries, it
was added to South Asia (Bangladesh, India, Pakistan, and Sri Lanka). Adding
Kazakhstan did not change overall trends.

*Data as of 2010. World Bank. World Development Indicators. http://data.
worldbank.org/data-catalog/world-development-indicators/
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Figure 27: Cross-Market Dispersion of Equity Returns
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Notes: Cross-market standard deviation of daily stock market returns, detrended using
Hodrick-Prescott (HP) filter. Asia includes East Asia, Southeast Asia, South Asia, and
Kazakhstan. East Asia includes the People’s Republic of China; Hong Kong, China; Japan; the
Republic of Korea; Mongolia; and Taipei,China. Southeast Asia includes Indonesia, Malaysia,
the Philippines, Singapore, Thailand, and Viet Nam. South Asia includes Bangladesh, India,
Pakistan, and Sri Lanka. Data until May 2012.

movements, causing correlations between equity
markets in these economies and the US and Europe to
increase. Indeed, recent Asian market volatility has been
caused by heightened uncertainty in global markets and
mature economies rather than regional factors.™

Bond yields tend to increase in economies with weak
macroeconomic conditions and decline in healthier
economies. Countries with high inflation and large
current account or fiscal deficits—most South Asian
countries and Viet Nam, for example—saw yields rise,
while East Asia, with lower inflation rates and larger
current account surpluses, saw yields fall. Flight to
quality also contributed. Bond yield spreads have tended
to converge within the ASEAN-4 markets of Indonesia,
Malaysia, the Philippines, and Thailand, while diverging
when Viet Nam is included (see “Southeast Asia” in
Figure 28), due to its different risk profile.”

"“ADB. 2011. Asia Capital Markets Monitor. August. Manila.

®Meanwhile, variations between Asia’s 10-year bond yields and US bond yields
widened.
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Figure 28: Coefficient of Variation of 10-Year Bond Yield Spreads
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Notes: Coefficient of variation of 10-year government bond yield spreads over benchmark

US Treasuries, detrended using Hodrick-Prescott (HP) filter. Asia includes East Asia, Southeast
Asia, South Asia, and Kazakhstan. East Asia includes the People’s Republic of China; Hong
Kong, China; Japan; the Republic of Korea; and Taipei,China. ASEAN-4 includes Indonesia,
Malaysia, the Philippines, and Thailand. Southeast Asia includes ASEAN-4 plus Singapore and
Viet Nam. South Asia includes India, Pakistan, and Sri Lanka. Asia includes East Asia, Southeast
Asia, and South Asia. Data until May 2012.

Source: ADB calculations using data from Bloomberg.

Between 2001 and 2010, Asia’s intraregional
equity investments grew sporadically;

but debt securities saw persistent growth,
sharply in Southeast Asia; in absolute terms,
however, amounts remain low.

Volume indicators'® show intraregional investments

in equity markets above those in debt markets. Asia’s
equity investments in other Asian economies increased
from 10.7% in 2001 to 27.6% in 2007."” Because Asian
stock prices generally dropped more than prices in
advanced markets following the September 2008
Lehman Brothers shock, the intraregional share in total

equity investment declined to 23.7% in 2010 (Figure 29).

Asia’s cross-border debt investments in 2010 were 7.3%
of the region’s total cross-border holdings, up from 4.2%
in 2001 (see Figure 29). Excluding Japan, the share rose
from 6.4% in 2001 to 13.5% in 2009, before jumping

to 17.2% in 2010. The sharp increase amid the global
crisis was driven by Southeast Asian intraregional debt
investments, which rose from 36.2% in 2009 to 40.7%

in 2010.

'*Volume indicators track how much Asian assets are bought by Asian investors.
The ratios of Asian assets to total cross-border assets held by Asian economies
are calculated. They are sourced from the IMF’s Coordinated Portfolio Investment
Survey (CPIS), which covers most Asian countries as investment recipients, but
lacks some important economies such as the PRC and Taipei,China as investors.
"These figures and those cited in the following two paragraphs may be
overestimated as investments from other Asian countries to Singapore and
Hong Kong, China are counted as intraregional investments, but could be
destined for reinvestment outside of the region.
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Figure 29: Intraregional Holdings of Equity and Bonds
(investment source, % share)
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Notes: Asia includes East Asia, Southeast Asia, Central Asia, South Asia and the Pacific. Australia
and New Zealand are excluded due to differences in the structure of their economies with the
rest of the countries in Asia. Countries included in Asia as recipient region differ from that of
Asia as source region due to data unavailability. In particular, data for the People’s Republic of
China as source is not available.

Source: ADB calculations using data from Coordinated Portfolio Investment Survey, International
Monetary Fund.

Figure 30: Southeast Asia’s Equity and Bond Holdings
(by investment source, % share)
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Notes: Southeast Asia (SE Asia) as the recipient region includes Brunei Darussalam, Cambodia,
Indonesia, the Lao People’s Democratic Republic, Malaysia, Myanmar, the Philippines,
Singapore, Thailand, and Viet Nam. Southeast Asia as source region includes Indonesia,
Malaysia, the Philippines, Singapore and Thailand. Asia includes East Asia, Southeast Asia,
Central Asia, South Asia and the Pacific. Australia and New Zealand are excluded due to
differences in the structure of their economies with the rest of the countries in Asia. SE Asia-SE
Asia refers to intra-subregional holdings. SE Asia-Asia refers to intra-subregional plus rest of
Asia holdings.

Source: ADB calculations using data from Coordinated Portfolio Investment Survey, International
Monetary Fund.

In 2010, 52.4% of Southeast Asian equity investments
and 40.7% of its debt security holdings were in Asian
assets, but only 11.4% and 13.0% of its equity and

debt security investments, respectively, in Southeast
Asian assets (Figure 30). The growth in Southeast Asia’s
holdings of Asian debt securities was modest but steady,
from 23.4% in 2001 to 28.7% in 2008. But as the impact
of the global crisis lingered, the share spiked to 40.7%

in 2010. In contrast, the share of the subregion’s Asian
equity holdings showed only a slight increase from
49.9% in 2001 to 52.4% in 2010. Southeast Asians tended
to favor inter-subregional investments more than intra-
subregional investments—particularly in equity markets.
While the share of intra-subregional debt holdings
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increased from 5.2% in 2001 to 13.0% in 2010, its intra-
subregional equity portfolio decreased sharply from
25.0% in 2001 to 11.4% in 2010. These trends suggest
that for Southeast Asia’s investments, extra-subregional
rather than intra-subregional factors were the main
drivers of intraregional holdings.

While Japan continues to receive the largest share of
intraregional investments in both equities and debt
securities, a greater number of economies within Asia
have become destinations for Asian investments. Those
showing the largest increases differ for equities and
debt securities. Increasing shares of intraregional equity
investments go mainly to the two giant emerging
economies of the PRC and India, while those receiving
bond investments are spread widely across subregions.
The PRC and the Republic of Korea in East Asia and
Indonesia, Malaysia, and Singapore in Southeast Asia
dominate, as well as India in South Asia.

Asia’s debt markets hold strong local
appeal; but they are increasingly attractive
to intraregional investors as well.

In the past, Asians were generally reluctant to invest

in regional markets. But the 2008/09 global crisis
changed that. While there remains a strong local bias,
Asian investors have become more regional-savvy.
Indeed, there is evidence that after the crisis, home
bias deepened in some markets. But there was no
statistically significant difference between regional and
global markets. This is in stark contrast to the situation
pre-crisis—when Asian investors clearly favored
markets abroad.'®

Policymakers in individual countries—as well as

those involved with regional initiatives—are working

to remove remaining trade barriers, attempting to
harmonize rules, bring about mutual recognition

of credit ratings, and strengthen related market
infrastructure in order to facilitate cross-border issuance
of and demand for local currency debt." These can
affect Asian investors’ decisions—hence the degree of
financial integration.

A research in the Asian Bond Monitor April 2012 found
that cross-border debt investments are influenced by
returns, bilateral trade, financial openness, expected

®ADB. 2012. Asia Bond Monitor April 2012. Manila.

“The ASEAN+3 Bond Market Forum (ABMF)—comprising of bond market experts
from the region—was established in September 2010 to facilitate this market
harmonization process.
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currency appreciation, liquidity, and the size of
financial markets. Returns remain the primary motive
for investors, while enormous weight is placed on the
economic and political stability of destination markets.
Liquidity, openness, trading barriers, and regulatory
hurdles are also cited as key factors.

National efforts complemented by regional initiatives
have been yielding results. The Malaysian ringgit bond
market has had a slew of foreign issuers, including some
high-grade companies from the Republic of Korea. More
recently, Asian investors bought more than half of the
10-year sovereign US dollar bonds sold by Indonesia

in April. At the time of writing, First Metro Investment
Corporation is looking to manage Philippine peso-
denominated debt sales for companies in Viet Nam,
Indonesia, and the Republic of Korea as Asian issuers
diversify across borders to seek funding opportunities.

Japanese bank lending in the region
increased since 2005 and accelerated after
the global crisis, in effect substituting for
European bank deleveraging.

The share of Asian loans in Japanese banks'international
claims® increased steadily from 6.3% in the first

quarter of 2005 to 11.1% in the fourth quarter of 2011.
Correspondingly, Asian reliance on Japanese lending
also increased, with Southeast Asia most dependent due
to deepening production networks. Japanese claims on
Asian liabilities to foreign banks increased from 11.1%
the first quarter of 2005 to 14.0% the fourth quarter

of 2011 (Figure 31). The increase in Japan'’s share is
significant—it occurred as Asia increased liabilities to
international banks by 32% from its pre-crisis peak in
2008. Furthermore, given that the share of European
banks (excluding the United Kingdom) declined
considerably after the crisis, Japanese lending has in
effect eased the impact of deleveraging.

Greater financial integration can increase
the risk of contagion; it therefore should be
managed through regional cooperation.

Regional financial integration or increased cross-border
capital flows do not necessarily lead to greater risk-
sharing. More importantly, greater financial integration

2Cross-border claims of the banking sector are limited to 24 reporting countries
(as sources of investment) of the Bank for International Settlement’s Quarterly
Review data, with Australia, India, Japan, and Turkey as the only ADB member
countries covered.
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Figure 31: Japanese and European’' Banks’ Foreign Claims in Asia? (% share out of total claims?)
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'European banks (excluding United Kingdom banks) based on Bank for International Settlements (BIS) definition.
2Asia excludes Australia, Japan, and New Zealand due to differences in the structure of their economies with the rest of Asia.

3Total foreign claims of banks from 20 BIS reporting economies.

Source: ADB calculations using data from Bank for International Settlements (Table 9D).

raises the risk of a contagion-driven crisis—whether from
exogenous shocks or inflation and asset bubbles fueled
by excessive capital flows (see Regional Integration: A
Balanced View, page 54). To assure net benefits outweigh
potential costs, financial integration requires these risks
to be properly managed.

Significant national reforms since the 1997/98 Asian
financial crisis have led to impressive growth in the
region’s capital markets—particularly local currency
bond markets. These have provided some stability to
national markets by reducing dependence on foreign
borrowings and excessive intermediation through
local banks. It has also helped address the problem of
maturity mismatches.

While regional trade integration has been largely
market-led—supported by unilateral trade liberalization,
primarily in East and Southeast Asia—monetary and
financial cooperation has grown out of public sector
initiatives organized initially in the aftermath of the
1997/98 Asian financial crisis and later in response to
the global crisis (and the current eurozone banking
and sovereign debt crisis). East and Southeast Asian
policymakers have launched several initiatives, such
as the Asian Bond Fund (ABF), the Asian Bond Markets
Initiative (ABMI)—including its associated Credit
Guarantee and Investment Facility (CGIF)—and the
ASEAN Infrastructure Fund (AIF), to tap the region’s
massive savings, not just to deepen regional markets,
but to finance widening infrastructure and social
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development gaps (see Macroeconomic and Financial
Cooperation, page 47).

To conclude, financial integration in Asia has lagged
trade integration. But the global crisis has given it a
boost. Co-movements in returns have begun to increase
in some markets, and cross-border investment holdings
are rising—Iled by market forces and supported by
national reforms. Regional initiatives are helping better
integrate debt markets. These trends will accelerate as
global market conditions remain gloomy and as the
PRC steps up efforts to internationalize the renminbi—
settling increasing amounts of intraregional trade in

its own currency (see Macroeconomic and Financial
Cooperation, page 47).

Closer trade, investment, and financial
ties are expected to make the region’s
economies more interdependent.

As economic ties are strengthened across the region,
there should be greater spillover effects from one
economy to another. With regional trade and financial
links increasing, a slowdown in one economy will have
a bigger impact on its neighbors. At the same time,
closer economic links within the region are expected
to promote growth in the poorer economies, which

Asian Economic Integration Monitor



can help narrow income disparity across Asia. For
example, greater trade and investment ties can give less
developed economies access to export markets and
capital, which can help promote growth.

Interdependence is the degree to which individual
economies interact with one another. In a group

of economies where there is macroeconomic
interdependence, there are co-movements between
both growth rates and inflation levels. These co-
movements can be driven by economies in the region
sharing similar industrial structures and thus being
affected by common external shocks. These shocks

can emanate from either the demand or supply

side. When demand for mobile phones goes up, for
example, a boost in growth across the region can be
expected, spurred by the economies that are important
producers of electronic components. Similarly, if there
is a global commodity price increase, inflation should
rise across the region. While both examples refer to
shocks originating from outside the region, regional
interdependence could also be driven by shocks from
within the region. An example is the construction boom
in the PRC that has contributed to increased demand for
raw materials across Asia.

Output growth and inflation correlations among the
region’s economies can be used as indicators of how
closely the region’s economies are moving together.
The trend in macroeconomic interdependence since
1995 can thus be analyzed with particular focus on what
happened during and after the 2008/09 global financial
crisis. As the quarterly GDP series is quite volatile, more
stable annual GDP growth rates are used. This has the
added benefit of allowing coverage of nearly all Asian
economies—quite a few countries lack quarterly data.

The region’s output correlations rose
sharply during the 2008/09 global financial
crisis, largely reflecting the impact of the
global shock.

The degree of correlation within Asia was relatively low
leading up to the global financial crisis. But there was

a sharp rise during the crisis, when all of the region’s
economies slumped simultaneously (Figure 32). After
the crisis, the degree of correlation eased somewhat, but
remained at historical highs. The close correlations could
be the result of closer trade and financial links within
Asia. A key aspect is the importance of intra-industry
trade in parts and components, which helped spread
shocks across the region.

Progress in Regional Cooperation and Integration

Figure 32: Output Correlations—Asia
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labels refer to the midpoint of the 3-year range.
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April 2012, International Monetary Fund.

Figure 33: Output Correlations—Asian Subregions
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The increase in output correlations largely reflects

the impact of a global shock propagated throughout
Asia. While the region’s economies have become more
interdependent with one another, the US and eurozone
remain important markets for the region’s exports. Thus,
it is no surprise to see that the rise in output correlations
in Asia is accompanied by an even greater rise in
correlations with the US and eurozone (see Figure 32).
This suggests that while Asia is becoming more
interdependent, it retains strong trade and financial links
with the US and Europe.

The economies of East Asia and Southeast Asia

have increased output correlations within their
respective subregions, suggesting greater economic
interdependence. Rising output correlations within
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East Asia and Southeast Asia are in large part due to

the growing trade among the economies in these two
subregions, with the PRC serving as the manufacturing
and assembly hub (Figure 33). Hence, a shock to one
country within the production network will likely
propagate to other economies in the subregion. On the
other hand, correlations of output within the subregions
of South Asia and Central Asia are relatively low. This
likely reflects the smaller degrees of trade and financial
links across economies in these two subregions.

Greater trade and financial integration
could strengthen the links through which
prices are transmitted across Asia.

Increased trade between two countries can help
transmit price changes from one country to the other.
However, this effect will be smaller if most of the trade
is in intermediate goods that are not consumed in
either of the two. As economies become more open,
they can also become more influenced by global
commodity price shocks or exchange rate movements.
Another channel for price transmission can be greater
financial integration. This could lead to greater policy
coordination by monetary authorities, leading to higher
inflation co-movements.

While there has been a sharp rise in the correlations

of inflation in Asia since 2006-2008, it was largely due
to the global commodity price shock, which affected
the entire region. Across Asia, the inflation correlations
remained very low during 2005-2007 (Figure 34).
Starting in 2006-2008, there was a spike in inflation
correlations. This coincided with the period when
world commodity prices rose sharply. The correlation
of the region’s inflation with the US and eurozone also
rose during the period. This suggests that the stronger
price linkages across Asia were being driven by the
global commodity price shock rather than any price
shock transmitted from within the region. Furthermore,
inflation correlations began to wane in 2009-2011, as the
effects of the global commodity price shock dissipated.

Co-movements of inflation within Asia’s subregions
have been volatile, with correlations of inflation in

East Asia and Southeast Asia increasing recently.
Correlations of inflation within Asia’s subregions have
tended to be quite volatile (Figure 35). This suggests
that even within subregions with a smaller number of
economies, there is no clear trend toward greater price
linkages. The correlations within each Asian subregion
rose dramatically during 2006-2008 due to the rise in
global commodity prices; but for most subregions, the
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Figure 34: Inflation Correlations—Asia
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April 2012, International Monetary Fund.

Figure 35: Inflation Correlations—Asian Subregions
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April 2012, International Monetary Fund.

correlations dropped quickly afterward. However, in

East Asia and Southeast Asia, inflation correlations within
the subregion remained high, suggesting there may

be signs of stronger price linkages in both cases at the
subregional level.

Overall, the analysis shows that the region’s output
correlation is slightly higher than the inflation
correlation. The correlation in output growth is more
likely driven by greater trade integration. However,
correlation in inflation will be more influenced by
increased links in the financial sector. The higher level
of correlation in output growth suggests that trade
integration in Asia has progressed further than financial
integration.
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Strong economic growth in the PRC and
India has contributed to a reduction in
income disparity across the region.

Apart from examining whether economic cycles

within the region are merging, determining whether
there is a trend toward greater convergence in income
levels within Asia has merit. One measure of income
disparity in the region is the Gini coefficient. While the
Gini coefficient has traditionally been used to measure
inequality within a country, it can be used to quantify
income disparities between economies. To cover the
most countries over the longest period, this exercise
uses countries as its units of observation. In effect,
estimates for the Gini coefficient assume that income is
evenly distributed within each country with each person
receiving the same per capita income. Thus, this is more
a measure of income convergence in the region than
the dispersion of the income distribution in the usual
sense. The results show that Asian income disparity as
measured by the Gini coefficient has fallen substantially
over the past 2 decades, outpacing the decline in the
world as a whole (Figure 36). However, most of the
improvement in Asia is attributable to rapid growth in
the PRC and India. Excluding these two countries, the
estimates indicate that income disparity in developing
Asia has, in fact, edged up slightly.

Another measure of income disparity across countries
is how much income varies among countries in the
region—or income dispersion. This is measured by

the coefficient of variation of per capita income across
economies in a particular region. The results are similar
to those of the Gini coefficient exercise in that a strong
downward trend in income dispersion in Asia can be

Figure 36: Gini Index'
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Source: ADB calculations using data from World Development Indicators, World Bank and Penn
World Table (PWT) 7.0 for Taipei,China.
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Figure 37: Income Dispersion—World and Asia
(coefficient of variation')
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Figure 38: Income Dispersion— Developing Asia Subregions
(coefficient of variation')
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Source: ADB calculations using data from World Development Indicators, World Bank (accessed
23 May 2012) and Penn World Table (PWT) 7.0 for Taipei,China.

observed over the past 2 decades (Figure 37). However,
excluding the PRC and India results in a slight upward
trend in income dispersion. On income dispersion in
each of the subregions, the estimates suggest that
there has been a strong decline in East Asia due to the
rapid growth of the PRC (Figure 38). However, income
dispersion in other subregions has remained relatively
stable. It is lowest in South Asia, reflecting the broadly
similar level of income per capita among that subregion’s
economies. Southeast Asia, with its mix of high-income
and low-income countries, has the highest level of
income dispersion. Meanwhile, Central Asia showed the
biggest increase in income dispersion since 1990.

July 2012 27



While closer economic links may have
helped reduce income disparities across
Asia, there are concerns it may have also
contributed to widening inequality within
countries.

Trade integration, for example, could increase the
demand for skilled workers relative to unskilled workers,
thus increasing the wages of skilled workers. Meanwhile,
financial integration could increase a country’s access to
finance, but also increase the risk of suffering financial
crises, which disproportionately hurt the poor. Over the
past 30-year period of rising economic integration in
Asia, 11 countries, representing 82% of developing Asia’s
population, experienced rising inequality in either per
capita expenditure or income.?'

International transmigration—including
labor mobility within Asia—is increasingly
important as migrants contribute to growth
both in host economies and via remittances
back home.

Moving people across borders is as important as trade
in helping define and shape regional cooperation and
integration (RCI). First, it brings people together and
closer in many respects. Second, it results in a key factor
of production—labor—moving in the hope of finding
better economic opportunities. Third, it leads to shared
prosperity between source and host countries through
remittance flows and increased productivity. Fourth, it
brings benefits, but also major challenges; and like any
RCl initiative, policymakers aim to maximize the net
benefits of labor mobility.

Asia is home to many major labor-exporting economies.
The massive amounts of remittance inflows to Asia
support household investment and consumption
besides contributing significantly to economic growth.
Also, returning migrants boost labor productivity

and entrepreneurial activity by transferring back the
knowledge they gained overseas. Within Asia itself,
several economies have become more open to migrant
workers to ease labor shortages and job mismatches.
While migration poses complex economic and social

21ADB. 2012. Asian Development Outlook 2012. Manila.

28 July 2012

challenges, it opens the door to greater regional
cooperation. For example, authorities need to confront
the flow of unskilled and illegal overseas workers, who
account for a significant share of Asian transmigration.
Source countries need to take measures to manage
these flows, besides boosting economic opportunities
in border areas. Host countries need to improve living
conditions. Effective management can reduce potential
conflicts between source and host countries. Yet, given
the net benefits from factors of production flowing to
its best possible use, Asia has much to gain from greater
mobility of people.

Migrant stock data, tourism flow data, and remittance
flow data are rich sources of information in assessing
international and regional transmigration.”? The most
recent comprehensive migrant stock data are for 2000
and 2010. They capture intra- and inter-subregional as
well as inter-regional migration.”® However, they may
not capture illegal migration, as census coverage varies
across economies.?* Tourism data, mostly annual, can
complement migrant stock data. They include bilateral
flows, and can be a proxy for primarily short-term
transmigration but a weak proxy for labor mobility.
Remittance data—if sufficiently detailed—can reveal
movements of both official and unofficial labor, though
they also reflect economic conditions in host and
source economies (aside from currency variations).”
Notwithstanding these limitations, the three data sets
together offer a glimpse into Asia’s international and
regional transmigration.

Migrant stock data show that, while
increasing between 2000 and 2010, regional
transmigration remains low; yet, migrants
increasingly favor countries outside Asia.

Asian migrants globally grew by 11 million between
2000 and 2010, to a total of 62.6 million (Table 8).
Correspondingly, the ratio of Asian migrants to Asia’s
population increased—albeit at a slower pace—from
1.5% in 2000 to 1.7% in 2010. This remains below the

2Migrant stock data cover both labor and non-labor migration. The analyses in
this section used the Bilateral Migration Database for 2000 and Bilateral Migration
Matrix for 2010 (both from the World Bank), tourist flow data from the World
Tourism Organization, and remittance estimates from the World Bank.

2|n this section, Asia excludes countries in Oceania, i.e., Australia and

New Zealand.

2*C.R. Parsons, R. Skeldon, T.L. Walmsley, and L.A. Winters. 2007. Quantifying
International Migration: A Database of Bilateral Migrant Stocks. World Bank Policy
Research Working Paper Series. No. 4165, March 2007.

2Remittance data used in this section do not contain bilateral information.
However, there are several bilateral flow estimates based on migrant stock data,
and several Asian countries have very good bilateral remittance data.
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Table 8: Migrant Stock Matrix, 2000 and 2010 (‘000s)

T° Central  South East Southeast The European North Middle
From Asia Asia Asia Asia Asia Pacific Oceania Union’ America®>  East® World
2000
Asia 20,871 1,462 10,774 4,339 4,174 37 1,303 3,717 9,754 7,238 51,267
Central Asia 1,527 1,445 3 64 16 0 3 269 196 737 10,140
South Asia 11,223 3 10,637 123 443 6 212 1,793 1,981 5,624 21,058
South Asia (excl. 6,461 3 6,202 60 195 1 97 988 626 3,276 11,541
India)
East Asia 4,428 12 6 3,432 973 4 370 775 3,719 22 9,885
Southeast Asia 3,667 1 126 794 2,730 16 525 874 3,738 855 9,798
The Pacific 26 0 2 1 13 11 193 6 120 0 385
Oceania 97 0 5 53 21 17 407 278 131 16 964
European Union' 312 89 29 76 110 8 2,156 14,005 6,928 1,737 30,282
North America? 228 2 21 128 73 4 103 748 10,989 165 12,989
Middle East® 176 54 44 22 56 1 221 6,339 1,490 6,025 16,207
World 26,998 5,929 10,938 5,542 4,517 72 4,713 36,097 40,868 17,625 167,067
2010
Asia 19,102 1,312 7,641 4,299 5,817 33 2,078 5,545 12,024 12,686 62,645
Central Asia 1,263 1,250 2 10 0 0 5 371 173 375 10,710
South Asia 8,297 59 7,528 85 618 6 422 2,590 3,108 10,846 26,654
South Asia (excl. 5,678 59 5,270 62 287 1 165 1,598 936 5,920 15,293
India)
East Asia* 5,032 2 39 3,754 1,238 2 642 1,173 4,289 85 11,945
Southeast Asia 4,492 0 72 450 3,955 16 752 1,397 4,324 1,380 12,852
The Pacific 15 0 1 6 9 256 15 129 0 484
Oceania 72 0 4 19 25 25 556 259 130 6 1,067
European Union' 402 228 10 54 105 5 2,557 16,800 6,015 1,684 31,712
North America? 193 2 5 109 75 3 156 872 13,345 79 15,468
Middle East® 129 82 21 12 14 0 330 9,383 1,869 7,546 21,671
World 27,648 2,558 12170 6,134 6,700 87 6,448 46,820 50,105 29,341 203,135

Note: 2010 inbound data for Afghanistan, Algeria, the People’s Republic of China, Lebanon, Republic of the Maldives, Morocco, Pakistan, Tuvalu, and Viet Nam are totals. Bilateral migration data for these
countries are unavailable.

"Refers to 27 members: Austria, Belgium, Bulgaria, Cyprus, Czech Republic, Denmark, Estonia, Finland, France, Germany, Greece, Hungary, Ireland, Italy, Latvia, Lithuania, Luxembourg, Malta,

the Netherlands, Poland, Portugal, Romania, Slovakia, Slovenia, Spain, Sweden, and the United Kingdom.

2Refers to Canada, Mexico, and the United States.

3Includes 21 countries: Algeria, Bahrain, Egypt, Iran, Iraq, Israel, Jordan, Kuwait, Lebanon, Libya, Morocco, Oman, Palestine, Qatar, Saudi Arabia, Sudan, Syria, Tunisia, Turkey, United Arab Emirates, and
Yemen. No data for Palestine. No outbound data for Saudi Arabia.

“Data for Taipei,China unavailable.

Source: ADB calculations using data from Global Bilateral Migration Database (Global matrixes of bilateral migrants covering 1960-2010), World Bank, http://econ.worldbank.org (accessed 10 May 2012).
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Table 9: Migrant to Population Ratio, 2000 and 2010 (%)

T° Central South East Southeast The European North Middle
From Asia Asia Asia  Asia Asia Pacific Oceania Union’ America? East® World
2000
Asia 0.61 0.04 0.31 0.13 0.12 0.00 0.04 0.1 0.28 0.21 1.49
Central Asia 2.12 2.01 0.00 0.09 0.02 0.00 0.00 0.37 0.27 1.03 14.11
South Asia 0.83 0.00 0.79  0.01 0.03 0.00 0.02 0.13 0.15 0.42 1.56
South Asia (excl. 2.01 0.00 1.93 0.02 0.06 0.00 0.03 0.31 0.19 1.02 3.58
India)
East Asia 0.30 0.00 0.00 0.23 0.07 0.00 0.03 0.05 0.25 0.00 0.67
Southeast Asia 0.67 0.00 0.02 0.15 0.50 0.00 0.10 0.16 0.69 0.16 1.80
The Pacific 0.34 0.00 0.02 0.1 0.16 0.14 2.50 0.07 1.55 0.00 4.99
Oceania 0.42 0.00 0.02 023 0.09 0.08 1.76 1.20 0.57 0.07 4.17
European Union' 0.07 0.02 0.01 0.02 0.02 0.00 0.45 2.95 1.46 0.37 6.37
North America? 0.06 0.00 0.01 0.03 0.02 0.00 0.02 0.18 2.67 0.04 3.16
Middle East® 0.05 0.01 0.01 0.01 0.01 0.00 0.06 1.70 0.40 1.61 433
World 0.45 0.10 0.18 0.09 0.08 0.00 0.08 0.60 0.68 0.30 2.80
2010
Asia 0.51 0.04 0.21 0.12 0.16 0.00 0.06 0.15 0.32 0.34 1.69
Central Asia 1.57 1.56 0.00  0.01 0.00 0.00 0.01 0.46 0.22 047 1333
South Asia 0.52 0.00 0.47  0.01 0.04 0.00 0.03 0.16 0.19 0.68 1.66
South Asia (excl. 1.37 0.01 1.27 0.01 0.07 0.00 0.04 0.38 0.23 0.42 3.68
India)
East Asia* 0.35 0.00 0.00 0.26 0.09 0.00 0.05 0.08 0.30 0.01 0.84
Southeast Asia 0.75 0.00 0.01 0.07 0.66 0.00 0.13 0.23 0.72 0.23 2.14
The Pacific 0.16 0.00 0.00  0.01 0.06 0.09 2.66 0.15 1.34 0.00 5.03
Oceania 0.27 0.00 0.01 0.07 0.09 0.09 2.07 0.97 0.48 0.02 3.98
European Union' 0.08 0.05 0.00  0.01 0.02 0.00 0.51 3.36 1.20 0.34 6.35
North America? 0.04 0.00 0.00  0.02 0.02 0.00 0.03 0.19 2,93 0.02 3.39
Middle East® 0.03 0.02 0.00 0.00 0.00 0.00 0.07 1.92 0.38 1.55 4.45
World 0.41 0.04 0.18  0.09 0.10 0.00 0.09 0.69 0.74 0.43 2,98

Note: 2010 inbound data for Afghanistan, Algeria, the People’s Republic of China, Lebanon, Republic of the Maldives, Morocco, Pakistan, Tuvalu, and Viet Nam are totals. Bilateral migration data
for these countries are unavailable.

'Refers to 27 members: Austria, Belgium, Bulgaria, Cyprus, Czech Republic, Denmark, Estonia, Finland, France, Germany, Greece, Hungary, Ireland, Italy, Latvia, Lithuania, Luxembourg, Malta,
the Netherlands, Poland, Portugal, Romania, Slovakia, Slovenia, Spain, Sweden, and the United Kingdom.

2Refers to Canada, Mexico, and the United States.

3Includes 21 countries: Algeria, Bahrain, Egypt, Iran, Iraq, Israel, Jordan, Kuwait, Lebanon, Libya, Morocco, Oman, Palestine, Qatar, Saudi Arabia, Sudan, Syria, Tunisia, Turkey, United Arab
Emirates, and Yemen. No data for Palestine. No outbound data for Saudi Arabia.

“Data for Taipei,China unavailable.

Source: ADB calculations using data Global Bilateral Migration Database (Global matrixes of bilateral migrants covering 1960-2010), World Bank, http://econ.worldbank.org (accessed 10 May
2012). Population data (for countries with available data) from World Economic Outlook Database April 2012, International Monetary Fund.
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world average of 3.0% (Table 9). Only in Central Asia
(13.3%) and in the Pacific (5.0%) did outward migration
surpass the world average. However, the ratio of Asian
migrants within Asia declined—from 40.7% to 30.5%?*—
while the share of Asian migrants to the Middle East and
EU increased (Table 10).

Intra-Asian migration—moving from one Asian economy
to another—comprises intra- and inter-subregional
migration. Intra-subregional migration captures
transmigration within a subregion. This increased in

East Asia and Southeast Asia, while decreased in South
Asia and the Pacific”” Inter-subregional migration—

or moving from one Asian subregion to another—
increased from South Asia and East Asia to Southeast
Asia. The others did not. In absolute numbers, South Asia
had the highest number of intra-subregional migrants
(7.5 million) in 2010.

Intraregional transmigration increased in
Southeast Asia due to greater movements to
Malaysia, Singapore, and Thailand.

Southeast Asia is unique in that it is both a major

labor exporter and importer—and thus a significant
contributor to intraregional transmigration. Indonesia
and the Philippines remain large sources of overseas
workers, while Malaysia, Singapore, and Thailand have
become important host countries. The flow of people
from Indonesia to Malaysia, for instance, accounts for
some 40% of the increase in overall outward movements
within Southeast Asia. Though the PRC dominates
increased migration from East Asia, there has also been
increasing movements from Japan to Southeast Asia, in
part due to deepening global production networks.

Migration characteristics vary between subregions.
While Central Asia has the highest overall mobility of
any subregion globally, 62.0% of its migrants headed to
the Russian Federation in 2010—its intra-subregional
migration is lower than the 3.0% world average,
measured as the ratio of global migration to global
population.?® Interestingly, over the decade surveyed,
Turkmenistan, Armenia, and Uzbekistan saw their role as
host countries growing, while migrant populations

%The actual decline could be significantly smaller than stated, given the
likelihood of unreported bilateral movements.

“Data are insufficient to conclude progress of intra-subregional migration in
Central Asia and inter-subregional migration from Central Asia to other Asian
subregions. While Table 8 shows a decline, it may be due to the unavailability
of similar data for 2010. Analysis for South Asia in 2010 excludes Afghanistan
and Pakistan.

%See footnote 27.
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declined in Kazakhstan, although it remains the largest
host country in Central Asia.

South Asia is increasingly becoming a large and

growing labor exporter globally and across Asian
subregions—with the number of migrants increasing by
5.6 million to 26.7 million from 2000 to 2010. Migrant to
population ratios in South Asia as a whole are lower than
world average (1.6% in 2010), given the size of India’s
population; excluding India, the subregion’s population
mobility is higher than the world average (3.7% in 2010).
However, intra-subregional migration declined over the
decade as fewer migrants moved to India from other
South Asian countries.?? The Middle East remains a major
and growing destination for South Asia, host to 40.7% of
South Asian migrants in 2010.

East Asia shows the lowest transmigration by Asian
subregion in terms of ratio of migrants to population,
though the ratio rose slightly due to migration from the
PRC to other parts of Asia and the world. Nonetheless, in
2010 the PRC held the world’s third largest migrant stock
behind Mexico and India. North America is the dominant
destination outside Asia, while intra-subregional mobility
is dominated by PRC migration to Hong Kong, China.

The Pacific has the strongest migrant links outside Asia,
mostly to Oceania and North America. Notably, many
Pacific countries hold extremely high ratios of total
migrant-to-population—Samoa leads with 66.2% of its
population living abroad, followed by Tonga with 45.5%.
The overall ratio falls to 5.0% once Papua New Guinea
and Timor-Leste—with the two largest and least mobile
populations—are included.

Tourism data show a much higher Asian bias than
migration data, with an increase in intraregional tourism.
Unlike migrant stock data, tourism data show that

81% of Asian tourists chose Asia as their destination,
presumably due to lower travel costs (Table 11). Tourism
data also show some similar trends as migrant stock
data—especially, increased tourism from South Asia

to Southeast Asia and less intra-subregional tourism

in South Asia. There are increased visitors between
Central Asia and East and Southeast Asia, though the
overall level is low. Tourists from Central Asia to East Asia
(mainly the PRC) and Southeast Asia (mainly Thailand)
quadrupled between 2000 and 2010, while those from
East Asia (mainly the PRC) and Southeast Asia (various
countries led by the Philippines) to Central Asia (mainly

“Ibid.
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Table 10: Regional Share of Migrant Destinations (% of total)

To World
Central South East Southeast The European North Middle | (Totalin
From Asia Asia Asia Asia Asia Pacific Oceania Union'’ America? East?® ‘000s)
2000
Asia 40.71 2.85 21.02 8.63 8.14 0.07 2.54 7.25 19.03 14.12 51,267
Central Asia 15.06 14.25 0.03 0.63 0.15 0.00 0.03 2.65 1.94 7.27 10,140
South Asia 53.30 0.02  50.51 0.63 2.10 0.03 1.01 8.51 9.41 26.71 21,058
South Asia (excl. 55.98 0.03 53.74 0.52 1.69 0.01 0.84 8.56 5.42 28.38 11,541
India)
East Asia 44.79 0.13 0.06 34.72 9.84 0.04 3.75 7.84 37.62 0.22 9,885
Southeast Asia 3743 0.01 1.29 8.11 27.86 0.16 5.36 8.92 38.15 8.73 9,798
The Pacific 6.80 0.03 0.48 0.20 3.29 2.80 50.10 1.46 31.11 0.04 385
Oceania 10.02 0.00 0.57 5.47 217 1.81 42.21 28.81 13.57 1.65 964
European Union’ 1.03 0.29 0.10 0.25 0.36 0.03 7.12 46.25 22.88 574 30,282
North America? 1.75 0.02 0.17 0.98 0.56 0.03 0.79 5.76 84.60 1.27 12,989
Middle East® 1.09 0.33 0.27 0.14 0.34 0.00 1.36 39.11 9.19 37.18 16,207
World 16.16 3.55 6.55 3.32 2.70 0.04 2.82 21.61 24.46 10.55 167,067
2010
Asia 30.49 2.09 12.20 6.86 9.29 0.05 332 8.85 19.19 20.25 62,645
Central Asia 11.79 11.67 0.02 0.10 0.00 0.00 0.04 3.46 1.62 3.50 10,710
South Asia 31.13 022  28.24 0.32 232 0.02 1.58 9.72 11.66 40.69 26,654
South Asia (excl. 37.13 0.38 34.46 0.40 1.88 0.01 1.08 10.45 6.12 38.71 15,293
India)
East Asia* 42.15 0.02 032 31.43 10.36 0.02 538 9.82 3591 0.71 11,945
Southeast Asia 34.95 0.00 0.56 3.50 30.77 0.12 5.85 10.87 33.65 10.74 12,852
The Pacific 3.20 0.00 0.04 0.12 1.26 1.79 52.93 3.00 26.70 0.01 484
Oceania 6.73 0.00 0.34 1.74 2.32 2.34 52.06 24.28 12.15 0.56 1,067
European Union’ 1.27 0.72 0.03 0.17 0.33 0.02 8.06 52.98 18.97 5.31 31,712
North America? 1.25 0.01 0.03 0.70 0.48 0.02 1.01 5.64 86.28 0.51 15,468
Middle East® 0.59 0.38 0.10 0.05 0.06 0.00 1.52 43.30 8.62 34.82 21,671
World 13.61 1.26 5.99 3.02 3.30 0.04 3.17 23.05 24.67 14.44 | 203,135

Note: 2010 inbound data for Afghanistan, Algeria, the People’s Republic of China, Lebanon, Republic of the Maldives, Morocco, Pakistan, Tuvalu, and Viet Nam are totals. Bilateral migration data
for these countries are unavailable.

'Refers to 27 members: Austria, Belgium, Bulgaria, Cyprus, Czech Republic, Denmark, Estonia, Finland, France, Germany, Greece, Hungary, Ireland, Italy, Latvia, Lithuania, Luxembourg, Malta,

the Netherlands, Poland, Portugal, Romania, Slovakia, Slovenia, Spain, Sweden, and the United Kingdom.

2Refers to Canada, Mexico, and the United States.

*Includes 21 countries: Algeria, Bahrain, Egypt, Iran, Iraq, Israel, Jordan, Kuwait, Lebanon, Libya, Morocco, Oman, Palestine, Qatar, Saudi Arabia, Sudan, Syria, Tunisia, Turkey, United Arab Emirates,
and Yemen. No data for Palestine. No outbound data for Saudi Arabia.

“Data for Taipei,China unavailable.

Source: ADB calculations using data Global Bilateral Migration Database (Global matrixes of bilateral migrants covering 1960-2010), World Bank, http://econ.worldbank.org (accessed

10 May 2012).

Kazakhstan) tripled, and their shares as destination in $191.7 billion, suggesting that labor mobility increased

each subregion’s tourism doubled. significantly in Asia. The rapid rise also demonstrates
outward transmigration is an increasingly important
source of income for many Asian economies (Figure 39).

Surging remittance inflows to Asia suggest The ratio of remittances to GDP peaked in 2009 at 1.2%
labor mobility in Asia increased significantly  from 0.5% in 2000—although there are considerable
during the recent decade. variations between subregions. South Asia relies most on

remittances (4.2% of GDP), followed by the Pacific (2.3%),
Gross remittance inflows to Asia expanded nearly five- Southeast Asia (2.1%), Central Asia (2.1%) and East Asia
fold between 2000 and 2010—from $40.8 billion to (0.5%).
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Table 11: Regional Share of Tourist Arrivals (% of total)

To World
Central South  East Southeast The European North Middle | (Totalin
From Asia Asia Asia Asia Asia Pacific Oceania Union'’ America? East? ‘000s)
2000
Asia 76.73 1.02 1.12 56.47 18.05 0.06 1.78 4.29 6.01 2.66 145,963
Central Asia 21.79 19.38 0.22 2.01 0.18 0.00 0.03 0.22 0.35 0.53 7,299
South Asia 42.21 0.10 17.00 742 17.70 0.00 1.10 6.49 6.77 39.12 6,232
East Asia 80.46 0.06 0.30 70.56 9.47 0.07 1.47 5.02 6.97 0.43 109,887
Southeast Asia 86.69 0.01 0.99 19.17 66.49 0.04 3.44 1.46 2.95 4.21 22,292
The Pacific 12.30 0.00 0.79 3.99 413 3.39 59.88 0.67 6.62 0.21 254
Oceania 42.74 0.02 1.61 11.69 25.51 3.91 18.59 19.10 12.33 3.21 7,482
European Union' 3.37 0.04 0.66 1.00 1.65 0.03 0.51 73.58 4.63 6.17 283,528
North America? 6.70 0.03 0.59 3.77 2.19 0.1 0.78 18.67 57.86 1.90 104,315
Middle East? 3.64 0.22 0.79 0.70 1.92 0.00 0.29 13.52 3.88 75.28 22,425
World 22.81 0.27 0.72 16.09 5.63 0.10 1.03 40.39 14.04 6.54 645,088
2010
Asia 80.93 1.82 1.1 55.68 22.25 0.07 1.24 2.93 3.10 3.36 240,924
Central Asia 3249 28.05 0.15 3.88 0.41 0.00 0.01 0.17 15.23 0.23 14,646
South Asia 50.75 0.34 11.89 11.47 27.00 0.04 1.79 6.37 26.65 7.58 11,658
East Asia 84.28 0.13 0.44 74.68 8.96 0.08 1.01 3.55 0.59 3.97 163,271
Southeast Asia 91.31 0.02 1.05 20.18 70.00 0.06 1.87 0.97 2.30 1.33 51,081
The Pacific 15.04 0.00 1.43 543 5.64 2.53 70.65 0.46 0.64 4.42 268
Oceania 48.51 0.08 1.99 13.28 27.98 5.18 16.58 16.90 3.12 9.86 13,759
European Union' 4.81 0.12 0.76 1.58 2.32 0.02 0.49 67.31 9.58 3.91 336,705
North America? 9.09 0.15 1.08 5.01 2.77 0.08 0.70 15.26 2.30 55.17 119,728
Middle East? 6.44 1.02 0.85 1.57 2.99 0.00 0.32 10.10 76.77 2.17 44,072
World 29.22 0.79 0.86 19.48 7.97 0.12 0.92 32.26 9.66 10.72 900,516

"Refers to 27 members: Austria, Belgium, Bulgaria, Cyprus, Czech Republic, Denmark, Estonia, Finland, France, Germany, Greece, Hungary, Ireland, Italy, Latvia, Lithuania, Luxembourg, Malta,
the Netherlands, Poland, Portugal, Romania, Slovakia, Slovenia, Spain, Sweden, and the United Kingdom.

2Refers to Canada, Mexico, and the United States.

3Includes 21 countries: Algeria, Bahrain, Egypt, Iran, Iraq, Israel, Jordan, Kuwait, Lebanon, Libya, Morocco, Oman, Palestine, Qatar, Saudi Arabia, Sudan, Syria, Tunisia, Turkey, United Arab Emirates,

and Yemen.
Source: ADB calculations using United Nations World Tourism Organization data.

The largest remittance inflows go to
countries with the largest populations,
but dependence on remittances is highest
among landlocked and small island
countries.

Though the remittance to GDP ratio® is low in East Asia,
the PRC is the largest net recipient globally,®' receiving
one third of total net flows to Asia ($51.3 billion in 2010
from a mere $4.0 billion in 2000) (Tables 12a, 12b).

*Net remittances can be a better gauge than gross inflows in capturing
transmigration as it identifies both the source country as net recipient and host
country from where remittances were sent, if immigrants to and emigrants from a
country can be assumed to have homogeneous remittance behavior.

3Remittance data for 2011 are only available for gross inflows (not outflows), and
presents a similar picture as 2010 data, with minor differences. For 2011, India
receives the largest inflows globally, followed by the PRC. Gross inflows to GDP in
2011 were 31.0% for Tajikistan, 22.5% for Samoa, 20.8% for the Kyrgyz Republic,
20.0% for Nepal, and 19.7% for Tonga.

Progress in Regional Cooperation and Integration

With the world’s second largest population, India, is
second ($50.1 billion in 2010). Other countries with large
populations also receive large remittance inflows—the
Philippines ranks third globally, Bangladesh fourth,
Pakistan seventh, and Indonesia fourteenth. Remittance
inflows are particularly significant in some landlocked
and small island countries. The net remittance inflows-
to-GDP ratio was roughly 20% in five Asian countries in
2010—Tajikistan (24.8%), Samoa (22.0%), Nepal (21.9%),
the Kyrgyz Republic (20.4%), and Tonga (19.5%). Except
for Samoa, remittances are a new phenomenon for
these countries, gaining in importance only over the
last decade. With many Asian countries ranking at the
top of the list of remittance inflows shows the growing
importance of Asia as a net labor exporter, while the
large reliance of a few economies on remittances show
their vulnerability to regional or global economic stress.
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Figure 39: Gross Remittance Inflows (level and ratio to GDP)

% of GDP
5~

2000 2001 2002 2003 2004 2005 2006 2007 2008 2009
Asia (RHS) Central Asia (LHS) — SouthAsia (LHS)
—— EastAsia (LHS) —— SoutheastAsia (LHS) —— The Pacific (LHS)

GDP = gross domestic product, LHS = left-hand scale, RHS = right-hand scale.
Note: GDP shares are computed as total remittances for a subregion by total GDP of a subregion. Central Asia includes Armenia, Azerbaijan,
Georgia, Kazakhstan and the Kyrgyz Republic. The Pacific includes Fiji, Papua New Guinea, Samoa, Solomon Islands (1999 onwards only),

and Vanuatu.

2010

Source: ADB calculations using World Bank estimates based on Balance of Payments Statistics Yearbook 2011, and World Economic Outlook
Database April 2012, International Monetary Fund.

Table 12a: Top 15 Remittance Sources, 2000

Net Remittance Inflows Net Remittance Outflows Net Remittance Inflows Net Remittance Outflows
($ million) ($ million) (% of GDP) (% of GDP)
India 12,397 | United States 30,002 | Lesotho 58.6 | Vanuatu 14.0
Philippines 6,940 | Switzerland 6,472 | Bosnia and Herzegovina  28.9 | Luxembourg 10.5
France 4,841 | Germany 5,091 | Jordan 19.5 | Oman 7.3
People’s Republic of China 4,032 | Israel 2,855 | Samoa 18.8 | Republic of the Maldives 5.5
Portugal 3,040 | Luxembourg 2,141 | Cape Verde 16.0 | Mozambique 29
Egypt, Arab Republic of 2,820 | Netherlands 1,965 | Haiti 14.3 | Kyrgyz Republic 2.7
Spain 2,373 | Japan 1,793 | El Salvador 13.3 | Switzerland 2.6
Morocco 2,132 | Oman 1,412 | Republic of Yemen 12.7 | Céte d'lvoire 2.6
Bangladesh 1,963 | Norway 789 | Moldova 10.3 | Israel 23
Dominican Republic 1,820 | Italy 645 | Philippines 8.6 | Botswana 2.1
El Salvador 1,746 | Libya 454 | Grenada 8.2 | Uganda 1.9
Greece 1,649 | South Africa 342 | Ecuador 8.1 | Kazakhstan 1.7
Jordan 1,648 | Kazakhstan 318 | Jamaica 7.9 | Gabon 1.4
Bosnia and Herzegovina 1,605 | Venezuela, RB 314 | Georgia 7.7 | Rwanda 1.2
United Kingdom 1,569 | Czech Republic 308 | Dominican Republic 7.7 | Libya 1.2

Source: ADB calculations using World Bank estimates based on Balance of Payments Statistics Yearbook 2011 and World Economic Outlook Database April 2012, International Monetary Fund.
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Table 12b: Top 15 Remittance Sources, 2010

Net Remittance Inflows Net Remittance Outflows Net Remittance Inflows Net Remittance Outflows
($ million) ($ million) (% of GDP) (% of GDP)
People’s Republic of China 51,284 | United States 46,320 | Lesotho 32.6 | Luxembourg 16.6
India 50,146 | Saudi Arabia 26,833 | Tajikistan 24.8 | Oman 9.8
Philippines 21,361 | Switzerland 19,049 | Samoa 22.0 | SaudiArabia 59
Bangladesh 10,843 | Russian Federation 13,532 | Nepal 21.9 | Bhutan 5.5
France 10,366 | Netherlands 9,089 | Moldova 21.6 | Republic of the Maldives 5.1
Nigeria 9,997 | Luxembourg 8,845 | Haiti 20.8 | Switzerland 3.6
Pakistan 9,671 | Oman 5,664 | Kyrgyz Republic 20.4 | Papua New Guinea 3.1
Egypt, Arab Republic of 7,470 | ltaly 5,398 | Tonga 19.5 | Céte d'Ivoire 2.5
Morocco 6,360 | Malaysia 5,227 | Honduras 17.2 | Malaysia 2.2
Belgium 6,138 | Germany 4,570 | El Salvador 16.2 | Kazakhstan 1.8
Poland 6,039 | Norway 3,365 | Kosovo 14.0 | Libya 1.7
Ukraine 5,583 | Kazakhstan 2,730 | Jamaica 12.6 | Seychelles 1.6
Guatemala 4,209 | Republic of Korea 2,677 | Jordan 11.9 | Netherlands 1.2
Indonesia 4,076 | Japan 2,672 | Bosnia and Herzegovina 11.2 | Cyprus 1.1
United Kingdom 4,004 | Denmark 2,551 | Philippines 10.7 | Israel 1.1

Source: ADB calculations using World Bank estimates based on Balance of Payments Statistics Yearbook 2011 and World Economic Outlook Database April 2012, International Monetary Fund.

In terms of outward remittances, Asian economies

do not rank very high; but several are becoming a
major source of remittances. Malaysia tops the list of
Asian countries in net remittance outflows—ranked
ninth globally in 2010, followed by Kazakhstan (12),
the Republic of Korea (13), and Japan (14). Malaysia’s
growth as a source of remittances has been rapid, with
net outflows jumping to $5.2 billion (2.2% of GDP) in
2010, 20 times its 2000 value of $0.26 billion, or 0.3%
of GDP.

In sum, Asia’s international and regional
transmigration is growing in importance;
Asian economies have benefited—with
variations across subregions and countries.

As trade and interconnectivity expand between Asian
countries, greater labor and capital mobility will follow
suit—both within and between subregions. Specifically,
Asia is expected to see growth in services trade in the
coming years—also likely to have an upward impact
on labor mobility. The ongoing process of global
rebalancing will most likely lead to significant shifts

of production networks within the region. In turn,

this will lead to greater cooperative arrangements
between countries—including in labor mobility,
technology transfer, and skills and knowledge sharing.
While migrants currently continue to prefer moving to
destinations outside Asia, there is a need to focus more

Progress in Regional Cooperation and Integration

on labor mobility—to better manage international
and regional transmigration. Among others, initiating
regional dialogue on specific migratory issues will help
shape and coordinate future policy responses among
countries in the region.

Asia’s infrastructure gap is huge, requiring
more cross-border connectivity to
strengthen intraregional trade and regional
demand.

With external demand expected to remain soft due

to the global financial and eurozone crises, Asia

must expand national and regional “cross-border”
infrastructure connectivity to support intraregional
trade and domestic demand. Despite large infrastructure
development during the last 2 decades, economic
growth has outpaced infrastructure investment. Gaps
are widening. The costs and time required to move
goods and services around the region remain well above
average costs in high-income countries.
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Infrastructure connectivity provides

the backbone for economic integration,
sustained economic growth, and poverty
reduction.

Investing in national and regional infrastructure
connectivity reduces costs of transport and cross-border
transactions—from trade in goods to trade in services.
The development of regional infrastructure fosters
physical connectivity through improved and integrated
roads, railways, air transport, seaports, and energy

and telecommunication networks. Better cross-border
infrastructure also paves the way for more integrated
markets. This connectivity promotes trade, investment,
and finance, creating greater business opportunities
and private sector development. Over time, these links
foster resource- and knowledge sharing that improve
productivity, competitiveness, and economic growth.

It also eases the urban-rural divide as it connects
landlocked, isolated, and poor communities to markets
beyond their borders. It brings greater access to
resources, services, and knowledge for the poor, and
offers new economic opportunities—which can thus
spread prosperity across the region more evenly and
reduce poverty.

Studies show that cross-border infrastructure
investments bring substantial macro-and
microeconomic benefits. Parpiev and Sodikov (2008)
argued that if required improvements and upgrading

of selected Asian Highway (AH) roads (15,842 km) are
completed, total intraregional trade in 18 of 32 AH
member countries would increase by 35%, equivalent

to $89.5 billion annually.3 An ADB study on the impact
of the Second Mekong International Bridge also showed
that inter-regional transport costs from Mukdahan to
Savannakhet were reduced by about 4%.% In the short-
run, inter-regional trade between these countries also
increased, albeit modestly. Studies on GMS projects have
documented similar benefits. The Phnom Penh to Ho Chi
Minh City highway project reduced travel time for local
health care services by around 30% and to schools and
markets by around 40%. In a broader study of the impact
of the GMS project, Edmonds and Fujimura (2008) found

327, Parpiev and J. Sodikov. 2008. The Effect of Road Upgrading to Overland Trade
in Asian Highway Network. Eurasian Journal of Business and Economics. 1(2).

pp. 85-101.

*3The project, completed in 2006, spans the Mekong river between Mukdahan
province in Thailand and Savannakhet province in the Lao PDR. See P. Warr,

J. Menon, and A.A. Yusuf. 2010. Regional Economic Impacts of Large Projects:

A General Equilibrium Application to Cross-Border Infrastructure. Asian
Development Review. 27 (1).
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that cross-border road density has had a positive impact
on regional trade flows.>*

However, comparing transport costs, trade, and logistics
within Asia shows the region is poorly connected
internally—with few links between national and regional
roads. Road density in the poorest developing countries
is about one-third that of the better off Asian economies
and about one-sixth that in advanced countries.®
Differences in quality are also striking. And intermodal
facilities are lacking, which hampers the efficient
movement of goods across the region. Electricity supply
is often unreliable and fragmented, contributing to high
power costs. Moreover, harmonized and standardized
rules are lacking. More transparent governance systems
and stronger rule of law—particularly over property
rights—would help facilitate better connectivity.

Infrastructure investment has not kept pace
with economic growth.

Due to rapid economic growth over the past 2 decades,
the infrastructure gap is large and growing; the problem
is further aggravated by Asia’s fast growing population
and rapid urbanization. Estimates show that between
2010 and 2020, the region will need to invest an
estimated $8.2 trillion—$750 billion per year—to cover
national and regional investments in energy, transport,
telecommunications, water, and sanitation. Of these,
over 1,200 regional infrastructure projects—worth

$320 billion—are needed in transport, energy, and
telecommunications (Table 13). Electricity accounts

for the largest portion ($4.0 trillion), followed by
transport ($2.9 trillion). By subregion, East and Southeast
Asia account for more than half of the infrastructure
gap, mostly in electricity and transport. South Asia’s
investment requirements are also large and growing,
largely concentrated in transport.

While some existing infrastructure in Asia
is world class, most of it remains below
average.

According to the World Economic Forum’s Global
Competitiveness Report 2012, the quality of infrastructure
in the region in 2011 improved nine index points—or

3*ADB and ADBI. 2009. Infrastructure for a Seamless Asia. Tokyo: Asian
Development Bank Institute.

*A. Estache. 2006. Infrastructure: A Survey of Recent and Upcoming Issues. http://
siteresources.worldbank.org/INTDECABCTOK2006/Resources/Antonio_Estache_
Infrastructure_for_Growth.pdf
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Table 13: Asia’s Infrastructure Requirements, 2010-2020 (2008 $ billion),

East Asia and The
Sector Southeast Asia  South Asia Central Asia  Pacific Total
Electricity 3,1825 653.7 167.2 - 4,003.3
Transportation 1,593.9 1,196.1 104.5 4.4 2,898.9
Telecommunications 524.8 435.6 78.6 1.1 1,040.1
Water and sanitation 171.3 85.1 234 0.5 280.2
Total 5,472.3 2,370.5 373.7 6.0 8,222.5
- = unavailable.

Source: B. Bhattacharyay. 2010. Estimating Demand for Infrastructure in Energy, Transport, Telecommunications, and Water and
Sanitation in Asia and the Pacific: 2010-2020. ADBI Working Paper No. 248. Tokyo: Asian Development Bank Institute.

Table 14: Infrastructure Quality Index—Asian Subregions (% share of G7 average,' 2011)

Overall Infrastructure Type
Infrastructure Road Rail Port Air Electricity
Asia? 76 (+9) 71 (+6) 69 (+2) 75 (+3) 80 (+1) 67 (+3)
East Asia 90 (+9) 87 (+5) 98 (+9) 92 (+3) 89 (+1) 90 (+7)
Southeast Asia 80 (+6) 79 (+5) 58 (-1) 83 (+3) 86 (-2) 73 (0)
Central Asia 71 (+10) 59 (+5) 64 (-3) 55 (-4) 71 (1) 63 (+7)
South Asia 61 (+10) 60 (+6) 55 (+3) 70 (+7) 72 (0) 41 (-3)

G7 = Group of Seven (Canada, France, Germany, Italy, Japan, the United Kingdom, and the United States).
'Values are regional/subregional averages. Figures show the ratio between the indexes of the individual countries/regions and the G7 average. Figures

in parentheses show the increase/decrease in index points from 2008.
2Asia does not include the Pacific and Oceania.

Source: ADB calculations using data from The Global Competitiveness Report 2011-2012, World Economic Forum, available at http://gcr.weforum.org/

gcr2011/.

13%—compared with 3 years ago (Table 14). The
improvement was observed across all infrastructure
types, with roads showing the largest gains. Still,
infrastructure quality in the region remains way below
the G7 average.

Across Asia and across infrastructure types, infrastructure
quality remains uneven. Infrastructure quality in

East Asia is closest to the G7 average with South Asia
and Central Asia the furthest behind. By type of
infrastructure, air transport in Asia is closest to G7 levels,
with electricity and railways lagging. Railways and ports
in East Asia are comparatively well developed, while
electricity and railways in South Asia are of particularly
poor quality. Telecommunications look more promising
(Table 15). In particular, the number of mobile phone
subscriptions per 100 population in East Asia, Southeast
Asia, and Central Asia are very close to the G7 average.
For fixed telephone line density, Southeast Asia and
Central Asia rank similarly. South Asia has the lowest
telephone and mobile phone density in the region.

Progress in Regional Cooperation and Integration

Table 15: Telecommunication Density—Asian Subregions
(% share of G7 average,’ 2011)

Fixed Telephone Mobile Telephone

Lines/ Subscriptions/

100 Population 100 Population
Asia? 41 88
East Asia 89 104
Southeast Asia 33 104
Central Asia 31 93
South Asia 1 53

G7 = Group of Seven (Canada, France, Germany, Italy, Japan, the United Kingdom, and the
United States).

"Values are regional/subregional averages. Figures show the ratio between the index of the
individual countries/regions and that of the G7 average.

2Asia does not include the Pacific and Oceania.

Source: ADB calculations using data from The Global Competitiveness Report 2011-2012,
available at http://gcr.weforum.org/gcr2011/.
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In addition to physical infrastructure,

for effective connectivity, Asia needs

to strengthen its soft infrastructure—
policy, legal, regulatory, and institutional
frameworks, along with systems and
procedures.

Despite significant trade liberalization, the costs of
moving goods in and out of the region remain quite
high due to weak soft infrastructure—resulting in

high trade costs. There are many institutional barriers,
including weak border transit points and other behind-
the-border trade barriers that impede the efficient flow
of goods and services. Complicated and differentiated
trade procedures, cumbersome customs clearance
requirements, stringent border security, discriminatory
trade and investment policies, and cumbersome
regulations are some of the barriers faced. Data from
the World Bank'’s Cost of Doing Business Survey indicate
that, in Asia, the real costs of exporting and importing
a container in terms of daily worker output—costs
associated with documents, customs administrative
fees, customs broker fees, terminal charges, and inland
transport—are about 1.5 to 2.0 times those of the
average Organisation for Economic Co-operation and
Development (OECD) high-income economy. But they
vary across the subregions (Table 16). East Asia’s costs
are the closest to the OECD high-income average.
Central and South Asia’s are the highest in the region.
Compared with Latin America, East Asia and Southeast
Asia have lower real trade costs.

It also takes longer to prepare goods for export or
import in Asia—about 15-16 days compared with the

Table 16: Trade Facilitation Costs per Subregion (2012)

average OECD high-income economy of about 9 days
(see Table 16). These costs are also quite diverse across
subregions—very high in Central Asia and considerably
lower in South Asia. Within subregions, the dispersions
are equally wide compared with those in East Asia or
Southeast Asia. This underscores the uneven distribution
of trade costs across Asian subregions. However,
compared with Latin America, Asia can move goods in
and out of its geographic area more rapidly.

Financing and producing cross-border
infrastructure are a daunting challenge, and
Asia’s excess savings should be tapped to
help close the infrastructure gap.

One of the most important challenges for the region

is how to finance large national and cross-border
infrastructure demand. Government budgets in Asia are
still recovering from the impact of the global financial
crisis, which weakened economic activity and revenue
generation. Also, government spending in response

to the crisis reduced the fiscal space needed to absorb
more public debt for infrastructure. Adding to the
financial challenge, other funding sources—mostly
institutional investors—continue to be affected by
financial volatilities. The public sector alone cannot meet
this huge demand, and private sector participation in
infrastructure development is essential. Public-private
partnerships must expand.

Historically, private sector participation in infrastructure
has been minimal. The last 10 years saw a total of
1,471 infrastructure projects, which translate into

Real cost to Real cost to Time to Time to Documents Documents
export import export import to export to import
(man days)' (man days)’ (days) (days) (number) (number)
High-income 6.0 6.4 8.9 8.6 4.0 4.7
countries?
Latin America 25.1 28.5 20.7 15.2 6.2 6.3
Africa 114.7 1523 38.3 29.5 9.1 8.2
Asia 2.9 12.0 16.4 14.8 5.7 54
East Asia 7.2 7.6 16.0 141 5.7 4.7
Southeast Asia 9.4 11.7 13.2 13.2 49 5.9
Central Asia 414 64.8 56.5 59.9 8.6 10.2
South Asia 345 35.6 204 17.2 7.8 8.7

Note: Asia does not include the Pacific and Oceania.

"Nominal costs to export/import per country were deflated by gross domestic product per worker (in constant 1990 purchasing power parity $) per country and weighted based on

each country’s contribution to total regional/subregional export and import 2011 values.

2QOrganisation for Economic Co-operation and Development (OECD) high-income countries excluding Japan and the Republic of Korea.

Source: ADB calculations using data from Doing Business 2012 Database, World Bank.

38 July 2012 | Asian Economic Integration Monitor



Figure 40: Private Participation in Infrastructure —
Total Investment Commitments (current $ billion)

200
150 -
100 -

50 -

0
1984 1987 1990 1993 1996

— World — Asia’

'Does not include Australia; Brunei Darussalam; the Cook Islands; Hong Kong, China; Nauru;
New Zealand; Palau; Singapore; Taipei,China; and Tuvalu as data unavailable.

Source: ADB calculations using data from Private Participation in Infrastructure Database,
World Bank.
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total investment commitments of $451 billion for Asia
(Figure 40). Put differently, average total regional
public-private partnerships investments per year were
just about $41 billion—insignificant compared with
Asia’s estimated annual investment requirement (see
Table 13). In addition, these projects were concentrated
in telecommunications and energy, and only in a few
countries—primarily the PRC, India, Indonesia, Malaysia,
and the Philippines.

Policy and institutional constraints—particularly legal
and regulatory impediments—keep private capital
away from infrastructure. Most Asian economies lack the
investment climate needed to attract private investment
in infrastructure. Policy frameworks are not investor
friendly, contain many restrictions, and are prone to
policy reversals. The legal and regulatory environment
augers against a fair return on risk—for example, there is
scant protection of property rights.

There is also limited experience in managing large,
complex project risk, and contractual agreements are
often below investment grade. Financial and capital
markets also lack the sophistication needed to develop
financial instruments suited to institutional investors or
greenfield investment projects. It thus takes as much
good faith as risk mitigation to entice the private sector
to join these complex, expensive, and long-term
projects.

One major problem in infrastructure finance is the lack
of appropriate financial mechanisms and instruments for
mobilizing Asian regional and international savings. This
calls for regional cooperation such as the development
of local currency bond markets. But a more important
challenge is how to channel funds raised through such
markets into infrastructure spending. Increasingly, the

Progress in Regional Cooperation and Integration

problem is not just about financing source, but more
about the difficulties associated with utilizing the
available funds for infrastructure projects. Problems
outlined above reflect some of the difficulties and the
bottlenecks.

Indeed, Asia has enough savings to meet
infrastructure demand; the challenge is to
develop ways to activate Asian savings for
infrastructure investment.

Gross saving in Asia was estimated at almost $6 trillion in
2010—equivalent to over 45% of the region’s GDP. The
PRC and Singapore save over 50% of their annual GDP
(Figure 41). Asia also maintains huge foreign exchange
reserves, another potential source of funding. In 2011
they totaled over $5 trillion—equivalent to about 39% of
the region’s GDP (Table 17).

Asia has several regional and subregional initiatives and
cooperation programs for infrastructure connectivity
(Box 2). It needs to strengthen existing initiatives and
develop new regional or subregional infrastructure
funds as, for instance, the newly established ASEAN
Infrastructure Fund (AIF). Furthermore, regional financial
markets—especially local currency bond markets—
should be strengthened, deepened, and integrated for
freer movement of capital for infrastructure finance.

In May 2012, the AIF was launched to promote
infrastructure finance as well as regional cooperation
and integration on cross-border projects. Nine of the 10

Figure 41: Gross Domestic Saving—Selected Asian Economies
(2010, % of GDP)
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Box 2: Selected Major Regional Infrastructure Connectivity Programs in Asia

Over the years, several cross-border infrastructure and
connectivity initiatives have been implemented across
Asia. Broadly, these initiatives aim to develop and improve
transport connectivity programs and projects that link
neighboring countries and ease the flow of goods and
services in the region. These programs and projects have
contributed to the development of economic corridors
that play important roles in creating seamless connections
and promoting economic development across the region.
On this front, ADB has been a key player. Over the last two
decades, ADB in partnership with developing member
countries (DMCs) and other multilateral donors has
mobilized around $35 billion to promote connectivity and
integration in the region. The following summarizes some
of the largest cross-border infrastructure and connectivity
initiatives in Asia.

The Greater Mekong Subregion (GMS) Economic
Cooperation Program— Initiated in 1992, the GMS
program covers Cambodia, two provinces of the PRC, the
Lao People’s Democratic Republic (Lao PDR), Myanmar,
Thailand, and Viet Nam. Its main focus is to enhance the
so-called “3Cs"—connectivity, competitiveness, and
community. Key activities include the development

of economic corridors, with cross-border roads as the
backbone to improve access, institutional and policy
support to facilitate trade, and transit policy harmonization
to reduce logistics costs across the subregion. The
development of priority economic corridors (north-south,
east-west, and southern) is in full swing. As of the end

of December 2011, 56 priority projects worth around

$15 billion either have been completed or are being
implemented. Progress is also being achieved in power
interconnections and hydropower projects, the information
superhighway network, and the implementation of the
Cross-Border Transport Agreement (CBTA). GMS leaders have
also endorsed the 2012-2022 GMS Strategic Framework that
focuses on multisector investments to widen and deepen
GMS economic corridors, including urban development,
connections to maritime gateways, improved transport
and trade facilitation, and other means to enhance
competitiveness of the corridors.

The Central Asia Regional Economic Cooperation
(CAREC) Program— The CAREC program, set up in 2001,
covers Afghanistan, Azerbaijan, the PRC, Kazakhstan,

the Kyrgyz Republic, Mongolia, Pakistan, Tajikistan,
Turkmenistan, and Uzbekistan. Under its new 10-year
(2011-2020) strategic framework (CAREC 2020), CAREC's
strategic objectives are to expand trade in the subregion
and improve competitiveness by implementing focused,
action-oriented, and results-driven regional programs
and projects in energy, trade facilitation, trade policy,
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transport, and economic corridor development. During
2001-2011, the CAREC Program has implemented 121
priority projects worth $17.7 billion. Some key achievements
of the program include the improvement of 4,000 km of
roads and 2,240 km of railways along six priority transport
corridors traversing the region east-west and north-south,
the pilot-testing of the Kazakhstan-PRC and Mongolia-

PRC joint customs control, the adoption of Customs

Codes based on the Revised Kyoto Convention in order to
simplify and harmonize customs procedures in all CAREC
countries, the expansion of power generation capacity and
interconnection, and the formulation of a regional power
master plan. CAREC 2020 is accompanied by a rolling
medium-term priority projects (MTPP) list, which contains
high-priority projects in energy, trade facilitation, and
transport that have been agreed to by the CAREC sector
coordinating committees. The initial MTPP list includes 68
transport projects worth over $24 billion, 41 energy projects
worth almost $33 billion, and five trade facilitation projects
worth $570 million.

Regional Cooperation and Integration (RCI) in South
Asia—South Asia has followed a multi-track and multi-
speed approach to RCI. These are mainly carried out
through three RCl programs—the South Asian Association
for Regional Cooperation (SAARC), Bay of Bengal Initiative
for Multi-sectoral Technical and Economic Cooperation
(BIMSTEC), and the South Asia Subregional Economic
Cooperation (SASEC). SASEC is the key program delivering
cross-border infrastructure and connectivity. Since its
inception in 2001, major headways have been achieved in
a number of fronts: these include assessing the need for
priority road corridors, upgrading some of these corridors,
installing border checkpoints, improving information
communication technology and automation, and
addressing border- and behind-the-border issues through
trade facilitation. Financial support was also extended to
promote rural electrification, cross-border electricity trading
and interconnection, and the adoption of clean energy
technology. In addition, technical studies were conducted
to promote the Bangladesh-India Interconnection Grid
project. In November 2011, SASEC officials endorsed
investment projects worth $2 billion to strengthen transport
connectivity, trade facilitation, and energy cooperation.

The Brunei Darussalam-Indonesia-Malaysia-Philippines
East ASEAN Growth Area (BIMP-EAGA) and the
Indonesia-Malaysia-Thailand Growth Triangle (IMT-GT)—
BIMP-EAGA was established in 1994 to further improve

trade and economic links to narrow the development gaps
within and between countries. One strategy was to enhance
connectivity between the four countries. On the other

hand, IMT-GT was established in 1993 to promote greater
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Box 2 continued

economic and information links and to develop economic
corridors. At their Summits in 2012 in Phnom Penh,

the Leaders of each group endorsed their respective
Implementation Blueprint for 2012-2016. IMT-GT
supports developing five economic corridors. As of March
2012, priority connectivity projects worth $5.2 billion
have been identified and endorsed. On the other hand,
BIMP-EAGA pursues a four-pronged strategy that includes
enhancing connectivity. Over the same period, priority
projects worth $1 billion have also been identified and
endorsed.

Council of Regional Organisations in the Pacific
(CROP)— Established in 1988, the CROP program covers
21 countries and territories in the Pacific. A key initiative,
the Pacific Regional Information and Communications
Technology Connectivity Project aims to connect Samoa,
Solomon Islands, Tonga, and Vanuatu—and possibly
other countries—by submarine optic fiber cables to

the existing global submarine cable network. Ongoing
projects include the installation of 827 kilometers of
cable linking Nuku'alofa (Tonga) and Suva (Fiji), and
preparations for the development, installation, and
operation of a submarine fiber optic communication
cable system (SCS) linking the Solomon Islands to an
existing international submarine cable network that runs
between Guam and Sydney. The SCS will comprise an
international spur into Guadalcanal (landing in Honiara)
and two domestic spurs linking Guadalcanal with Malaita
(landing in Auki) and the Western Province (landing

in Noro).

The Asian Highway (AH) and the Trans-Asian Railway
(TAR) Network—These networks are part of an existing
pan-Asian infrastructure initiative called the Asian Land
Transport Infrastructure Development (ALTID) Project,
which was established in 1992 by the United Nations
Economic and Social Commission for Asia and the Pacific.
Its main goal is to improve transport and communication
links within the region as well between regions. The

AH project comprises about 142,926 kilometers (km) of
highways—of which developing about 34,994 km (worth
$31.48 billion) are key priorities. The majority are located
in Central Asia (10,559 km), South Asia (7,758 km), and
Southeast Asia (7,748 km). The TAR project comprises
about 312,726 km of railways—of which 23,429 km are
key priorities and 8,169 km are actually missing links—
mostly in Southeast Asia, the PRC, and Central Asia. TAR
priorities would require about $69.6 billion to finish. (For
more detailed information, please refer to UNESCAP’s
publication: Growing Together, Economic Integration for an
Inclusive and Sustainable Asia-Pacific Century http://www.
unescap.org/pdd/publications/themestudy2012/
index.asp).
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Table 17: Total Foreign Exchange Reserves (excl. gold)

2010 2011
($ billion) (% GDP)  ($ billion) (% GDP)
Bangladesh - - 8.5 7.5
Brunei Darussalam’ 1.6 12.6 1.7 11.1
Cambodia? 33 28.9 34 26.7
China, People’s Rep.of  2,866.1 483 3,202.8 43.9
Hong Kong, China 268.6 119.8 285.3 1173
India - - 270.1 16.1
Indonesia 92.9 13.1 106.5 12.6
Kazakhstan - - 254 143
Korea, Republic of 291.5 28.7 304.2 273
Lao PDR 0.7 10.9 - -
Malaysia 104.9 44.1 131.8 473
Pakistan® - - 15.7 7.5
Philippines 55.4 27.7 67.3 316
Singapore 2258 99.3 237.7 91.5
Sri Lanka? - - 6.9 11.6
Taipei,China 382.0 88.8 3855 82,6
Thailand 167.5 525 167.4 48.4
Viet Nam' 125 12.0 12.2 10.0

GDP = gross domestic product, - = unavailable.

'Total reserves data for Brunei Darussalam and Viet Nam as of March 2011.

?Total reserves data for Cambodia as of June 2011.

3Total reserves data for Pakistan and Sri Lanka as of September 2011.
Source: ADB calculations using data from CEIC; International Financial Statistics and World
Economic Outlook Database April 2012, International Monetary Fund.

members of the ASEAN—and ADB—provided equity
contributions of $485 million plus a mixture of capital
and debt issuance to the Fund. The AIF is expected

to combine its resources with those from ADB and
other development partners to enhance infrastructure
development and physical connectivity within ASEAN.

With projected lending approvals of $300 million

growing to an annual level of about $450 million by
2018, the AlIF is targeting an outstanding loan balance
of about $2.1 billion by 2020 and $4 billion by 2026.
The AIF can also finance public portions of public-

private partnership projects to help leverage additional

resources from the private sector.
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Despite coordinated regional efforts,
cooperation in trade policy has developed
most effectively in Asia through a
combination of unilateral actions.

Cooperation in trade policy takes various forms and
occurs at different levels. The formal legal initiatives

that aim to improve regional cooperation along with
developments at the national, multilateral, and regional
levels have pushed the process forward. In Asia, trade
policy has been so far most effectively advanced through
unilateral action in light of the impasse in the WTO Doha
Round negotiations and despite the proliferation of free
trade agreements (FTAs).

Unilateral Actions and Assistance
toward Cooperation

The main avenue for trade liberalization
continues to be unilateral action.

Despite its significance, unilateral action or preference
programs do not garner as much attention as bilateral
and multilateral initiatives, possibly due to institutional
and political factors. The World Bank estimates that,
between 1983 and 2003, unilateral actions comprised
the bulk of liberalization—or 65% of developing-country
tariff reductions.>®

The way in which the original ASEAN members
implemented their FTA shows how unilateralism can
extend regional cooperation. As members of the
ASEAN Free Trade Area (AFTA), the five original ASEAN
members®” had to extend trade preferences to each
other. But this did not prevent them from voluntarily
extending the same preferences to nonmembers.®
The extension of preferential access to nonmembers
eliminated the margins of preference (MoPs) and thus
reduced the potential for trade diversion. Most ASEAN
exports currently have zero MoPs (they apply to all but
the “sensitive” products).

3The GATT Uruguay Round accounted for 25% of the developing-country tariff
liberalization and FTAs possibly contributed the residual 10% or so. See World
Bank. 2005. Global Economic Prospects 2005: Trade, Regionalism, and Development.
Washington, DC: World Bank.

¥ Indonesia, Malaysia, the Philippines, Singapore, and Thailand.

#See J. Menon. 2007. Building Blocks or Stumbling Blocks? The GMS and AFTA in
Asia. ASEAN Economic Bulletin. 24 (2). pp. 254-66.
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Some argue that Asia’s emerging economies have
actually engaged in a “race-to-the-bottom” unilateralism.
Unilateral tariff reductions could be motivated, for
example, by competition to attract foreign direct
investment (FDI). Tariffs on parts and components—
an important determinant of where firms choose to
invest—converge across FDI-competing countries.
This has undoubtedly been aided by the Information
Technology Agreement (ITA), which allows participants
to completely eliminate duties on information
technology products covered by the Agreement. All

of the key players in production networks in Asia—
the ASEAN-5; the PRC; Hong Kong, China; Japan; the
Republic of Korea; and Taipei,China—are signatories of
the ITA. These countries account for more than half the
exports covered by the ITA worldwide.®

In the PRC, trade policy has been undergoing a gradual
process of liberalization that began even before its 2001
accession to the WTO. The protective effect of non-tariff
barriers has declined to less than 5% and the simple
average of tariff rates has dropped from 42% in 1992

t0 9.7% in 2010—a figure well below the developing
country average. Most of these reductions have come
through unilateral actions.

A second category of unilateral actions are the
institutionalized preference programs known as the
Generalized System of Preferences (GSP) and the Global
System of Trade Preferences (GSTP). In both programs,
tariff concessions for specific goods are offered to
developing countries. Under the GSP, advanced
economies such as Japan offer preferential market access
to a particular group of beneficiaries—in Japan’s case,
151 countries and territories are eligible. The GSTP was
initiated by the Group of 77, under which developing
countries, such as Thailand and Indonesia, offer
preferential access in certain goods to other developing
countries.

Effectively, trade cooperation can be viewed from

the perspective of trade liberalization. In Asia, most
favored nation-applied tariff rates have steadily declined
(Figure 42). Since the Doha Round negotiations stalled
and FTA utilization rates are still relatively low, it can be
deduced that the tariff reductions have been mostly due
to unilateral actions.

3See M. Anderson and J. Mohs. 2010. The Information Technology Agreement:
An Assessment of World Trade in Information Technology Products. Journal of
International Commerce and Economics. http://www.usitc.gov/publications/332/
journals/info_tech_agreement.pdf
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Figure 42: MFN Tariff Trends—Asia (weighted average')
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Source: ADB calculations using data from World Development Indicators, World Bank and
Direction of Trade Statistics, International Monetary Fund.

Multilateral Cooperation

The World Trade Organization (WTO) is the global
regulatory institution on trade. WTO agreements and
processes are responsible for maintaining the framework
of the international trading system and for resolving
trade disputes. To liberalize trade further and enact

new trading rules that would strengthen support for
developing countries, the WTO launched the current
round of negotiations—the Doha Development
Round—in November 2001. Unfortunately, the
negotiations turned out to be highly contentious, and
disagreements have persisted over agricultural subsidies
and provisions on special and differential treatment

to developing countries. Nonetheless, its dispute
settlement process continues to advance international
law on trade-related issues.

Most Asian economies are active WTO
members, with eight in the process of
acceding to membership.

Some 31 economies in Asia have acceded to the

WTO. Asia has also been an active participant in

WTO processes. For example, the region has been
active in pursuing cases involving anti-dumping and
countervailing duties (Table 18). But multilateral
cooperation goes beyond the design and use of existing
measures. International law often progresses through
adjudication, particularly since the Doha Round has
stalled. Middle- and high-income Asian economies have
been active participants in dispute settlement since the
WTO was established in 1995 (Table 19). In addition,

Progress in Regional Cooperation and Integration

Table 18: Number of Anti-Dumping Dispute Cases with WTO

Asia-ROW
Within Asia as Asia as
Year Asia Complainant Respondent ROW
2000 1 2 0 7
2001 0 1 0 5
2002 0 1 0 6
2003 0 0 1 5
2004 3 3 0 2
2005 0 1 0 3
2006 0 2 0 6
2007 0 1 0 0
2008 0 4 0 1
2009 0 2 0 1
2010 0 2 2 1
2011 0 2 2 1
2012 0 1 0 0
TOTAL 4 22 5 38

ROW = rest of the world, WTO = World Trade Organization.

Note: Based on chronological listing of cases filed with WTO's Dispute Settlement Body as of
April 2012. Within Asia—both complainant and respondent are from Asia; Asia-ROW—either
a complainant or respondent is from Asia, partnered with a country outside Asia; ROW—both
complainant and respondent are outside Asia.

Source: World Trade Organization.

Table 19: Number of Dispute Cases with WTO

Asia-ROW
Within Asia as Asia as
Year Asia Complainant Respondent ROW
2000 1 5 1 27
2001 0 3 0 20
2002 2 9 3 23
2003 0 6 2 18
2004 4 4 1 10
2005 0 1 0 1
2006 1 2 4 13
2007 1 1 5 6
2008 1 6 7 5
2009 0 4 6 4
2010 0 5 6 6
2011 0 2 2 4
2012 1 3 5 0
TOTAL 1 51 42 147

ROW = rest of the world, WTO = World Trade Organization.

Note: Based on chronological listing of cases filed with WTO's Dispute Settlement Body as of
April 2012. Within Asia—both complainant and respondent are from Asia; Asia-ROW—either
a complainant or respondent is from Asia, partnered with a country outside Asia; ROW—both
complainant and respondent are outside Asia.

Source: World Trade Organization.
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Asian nationals have served as panelists to disputes, and
several Asian representatives sit on the Appellate Body,
which hears appeals from panel cases and cannot be
overridden.

Regional Cooperation and
Free Trade Agreements (FTAs)

The number of FTAs involving at least one
Asian country has dramatically increased
over the past decade.

Asia has been particularly active in negotiating and
completing regional trade agreements. While these
are clear evidence of regional cooperation, they are
often restrictive in scope and not all aspects are easy to
implement. The utilization of facilities offered by FTA is
so far relatively low.*

The proliferation of FTAs involving Asian countries has
generated a tangled web of overlapping bilateral and
plurilateral trade agreements, often described as the
“noodle-bowl” effect. An inventory of FTA initiatives
by country and subregion (as of January 2012) shows
that Singapore (with 31) has the greatest number of
initiatives, followed by India (26) and Thailand (19)
(Table 20). At the other end of the spectrum are
Mongolia and Timor-Leste with none. It appears that
different subregions have differing FTA preferences:
Southeast Asia tends to have initiatives with

counterparties in Asia and within its subregion. In
contrast, Central Asia generally engages countries
outside the region or outside its subregion. East Asia,
on the other hand, is engaged more with countries
outside the region or within its subregion. Finally, in
South Asia and the Pacific and Oceania, FTA initiatives
are dominated by India and Pakistan in the former and
Australia and New Zealand in the latter.

Regional and bilateral agreements take a number of
different forms, the more prominent being FTAs. As of
January 2012, there were 190 FTAs involving at least
one Asian country, 126 of which had been concluded
(Figure 43). During the last decade, these agreements
involve partners from outside the region—indicative of
Asia’s strong trade relations outside the region, especially
in final goods (Figure 44). While this pattern is likely to
persist, the trend of increased intraregional trade will
continue, with or without FTAs.

Inconsistencies between agreements, however, may
raise costs of doing business and cause welfare losses
associated with trade diversion. Differences across

FTAs such as varying schedules for phasing out tariffs,
different rules of origin and exclusion lists, conflicting
standards, and differences in rules on anti-dumping can
limit their effectiveness and weaken efficiency. Indeed,
a consequence has been that FTA utilization rates have
remained low in the aggregate, especially when MoPs
are low!

Figure 43: FTA Initiatives by Status (cumulative as of Jan 2012)
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“M. Kawai and G. Wignaraja, eds. 2011. Asia’s Free Trade Agreements: How is
Business Responding? Cheltenham, UK: Edward Elgar.
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Table 20: FTA Status—Asia (cumulative as of Jan 2012)

Total With Countries Inside Asia
Under With Countries With Countries Outside Own Inside Own
Concluded Negotiation | Total' Outside Asia Inside Asia Subregion Subregion
Total 126 64 190 115 75 42 33
Plurilateral 24 25 49 37 12 7 5
Bilateral 102 39 141 78 63 35 28
by Subregion and Country
Southeast Asia
Brunei Darussalam 8 3 11 4 7 1 6
Cambodia 6 1 7 1 6 1 5
Indonesia 9 5 14 4 10 1 9
Lao People’s Democratic 8 1 9 1 8 2 6
Republic
Malaysia 12 6 18 7 1 1 10
Myanmar 6 2 8 1 7 1 6
Philippines 7 1 8 1 7 1 6
Singapore 21 10 31 18 13 1 12
Thailand 12 7 19 6 13 2 1
Viet Nam 8 2 10 3 7 1 6
Central Asia
Armenia 9 0 9 4 5 5 0
Azerbaijan 9 1 10 6 4 4 0
Georgia 10 0 10 5 5 5 0
Kazakhstan 8 4 12 7 5 5 0
Kyrgyz Republic 9 1 10 6 4 4 0
Tajikistan 9 1 10 7 3 3 0
Turkmenistan 3 1 4 1 3 3 0
Uzbekistan 10 1 11 6 5 5 0
East Asia
People’s Republic of 12 6 18 9 9 2 7
China
Hong Kong, China 3 0 3 1 2 1 1
Japan 13 2 15 5 10 0 10
Republic of Korea 7 16 10 0
Mongolia 0 0 0
Taipei,China 5 2 7 1 1
Continued on next page
Several proposals have been put forward, broadly Multilateralization—which extends preferences to
grouped into consolidation and multilateralization. nonmembers on a nondiscriminatory basis, eliminating
any MoP—the difference between MFN and preference
Consolidation—which involves creating a regional rates—and therefore the potential for trade diversion.
FTA to help harmonize bilateral FTAs. The expectation
is that a broader-based FTA would spur growth in These two approaches, however, need not be mutually
Asian trade and investment by helping create a larger exclusive. Even if the consolidation approach leads
regional market, thus generating economies of scale and to the establishment of a region-wide FTA, this does
fostering technological transfer. not preclude implementing multilateralization. The
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Table 20 continued.

Total With Countries Inside Asia
Under With Countries With Countries Outside Own Inside Own
Concluded Negotiation | Total’ Outside Asia Inside Asia Subregion Subregion
South Asia

Afghanistan 3 1 2 2 2 0
Bangladesh 3 3 2 4 2 2
Bhutan 2 1 0 3 2 1
India 13 13 26 10 16 5 1
Republic of the Maldives 1 2 1 2 1 1
Nepal 2 1 0 3 2 1
Pakistan 9 7 16 9 7 3 4

Sri Lanka 5 1 6 1 5 3

The Pacific and Oceania

Australia 8 10 18 5 13 3 10
Cook Islands 2 2 4 2 2 1 1

Fiji 3 2 5 2 3 2 1
Kiribati 2 2 4 2 2 1 1
Marshall Islands 2 2 4 2 2 1 1
Federated States of 2 2 4 2 2 1 1
Micronesia

Nauru 2 2 4 2 2 1 1
New Zealand 9 6 15 4 1 2 9
Palau 2 2 4 2 2 1 1
Papua New Guinea 4 2 6 2 4 3 1
Samoa 2 2 4 2 2 1 1
Solomon Islands 3 2 5 2 3 2 1
Timor-Leste 0 0 0 0 0 0 0
Tonga 2 2 4 2 2 1 1
Tuvalu 2 2 4 2 2 1 1
Vanuatu 3 2 5 2 3 2 1

FTA = free trade agreement.

Note: Plurilateral—a preferential trading arrangement that involves more than two parties; bilateral—involves two parties; concluded—an FTA is either signed but not yet in effect or in effect.
Total number of FTAs is the sum of FTAs concluded and under negotiation; excludes those in the proposal stage. The number is split into those FTAs with partners outside Asia (extraregional)
and those within the region (intraregional). The number of FTAs partnered within the region are divided into those outside the subregion (extra-subregional) and those inside the subregion (intra-

subregional).
Source: Asia Regional Integration Center, Asian Development Bank.

preferences of the new regional FTA could still be
offered to nonmembers on a nondiscriminatory basis.
Consolidation could also be a stepping stone to a
WTO Doha Round deal, as concessions in agriculture
and industrial goods—stumbling blocks to a
successful round—might already be agreed upon in
a region-wide FTA. However, questions relating to the
implementation of the consolidation approach raise
concerns over its effectiveness. These include issues
such as (i) how multiple bilateral agreements, each
with its own defining rules and characteristics, can

be folded into one agreement without resorting to

the lowest common denominator and (ii) how cross-
regional bilateral agreements, which constitute the vast
majority of FTAs, might be handled. These questions

do not arise with the multilateralization approach.

In short, while the consolidation approach requires
multilateralization as a complement to fill in the gaps,
the multilateralization approach is self-contained and
can be implemented independently.

46 July 2012 | Asian Economic Integration Monitor



Figure 44: FTA Initiatives'—Asia? (number of FTAs)
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The 2008/09 global financial crisis provided
further impetus to regional macroeconomic
and financial cooperation—necessary to
facilitate further Asian integration in trade,
production, and finance.

Macroeconomic and financial cooperation in Asia,
particularly East Asia and Southeast Asia, started in the
late 1990s in response to the 1997/98 Asian financial
crisis. Regional initiatives launched in the early 2000s
aimed to ensure rapid and sustained economic growth
by promoting macroeconomic and financial stability,
preventing the recurrence of balance of payments and
currency crises, and developing the region’s financial
markets to help channel regional savings toward
regional investments. The 2008/09 global financial
crisis revealed the vulnerabilities of Asian economies,
as the US-originated financial meltdown had a severe
adverse impact on Asia via strong trade and financial
links. While Asia staged a robust V-shaped recovery in
2010 and 2011, the ongoing eurozone sovereign debt
crisis and fragile recovery in the US have prompted Asia’s
authorities to enhance macroeconomic and financial
cooperation to ensure macroeconomic and financial
stability in the region.

Progress in Regional Cooperation and Integration

Figure 45: Regional Real Exchange Rate Dispersion—ASEAN+3'
(coefficient of variation, %)?
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ASEAN+3 = ASEAN plus the People’s Republic of China, Japan, and the Republic of Korea.
"Includes Hong Kong, China. Exchange rates of Indonesia, the Lao People’s Democratic
Republic, and Myanmar are excluded as they have undergone large idiosyncratic changes that
cloud the overall pattern. Data available until March 2012.

2Coefficient of variation of real exchange rates against an Asian Monetary Unit (AMU),
normalized to 100 over the sample period. The AMU is a trade-weighted basket of

14 currencies (ASEAN+3 including Hong Kong, China). Real effective exchange rates are
computed using the deviation indicator.

Source: ADB calculations using data from Japan’s Research Institute of Economy, Trade, and
Industry (RIETI).

After the global financial crisis, some regional currencies
appreciated significantly against the US dollar in both
nominal and real effective terms, while others remained
relatively unchanged and some even depreciated.
Furthermore, in real terms, the region’s individual
currencies—as measured against a regional basket—
have become far more widely dispersed since early 2007
(Figure 45). The increase in intraregional exchange rate
fluctuations is detrimental to expanding intraregional
trade based on rising production fragmentation. Risks
of financial contagion have also led to calls for the
establishment of effective regional financial safety nets.
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Macroeconomic and Financial Cooperation
in East Asia and Southeast Asia

In response to the 1997/98 Asian financial crisis and the
2008/09 global financial crisis, several initiatives were
launched in East Asia and Southeast Asia to enhance
regional cooperation, given the impact from the
contagion that these banking and currency crises had
on the region as a whole. Initiatives centered on regional
surveillance and information sharing, liquidity support,
and bond market development.*? Over the years, the
Association of Southeast Asian Nations (ASEAN) and its
East Asian partners, the PRC, Japan and the Republic

of Korea—ASEAN-+3—have cooperated on three

broad areas of macroeconomic and financial policies:

(i) economic review and policy dialogue, (ii) regional
financial safety nets, and (iii) regional financial markets.
These initiatives have been further strengthened in the
aftermath of the 2008/09 global financial crisis.

Economic Review and Policy Dialogue

The most important information exchange
on economic conditions and policies in East
Asia and Southeast Asia is the ASEAN+3
Economic Review and Policy Dialogue.

There are many forums for regional economic
information exchange, analysis, and policy dialogue.
These include the ASEAN Surveillance Process for ASEAN
finance ministers; the Economic Review and Policy
Dialogue (ERPD) process for ASEAN+3 finance ministers
and central bank governors; Executives’ Meeting of

East Asia Pacific Central Banks (EMEAP); South East
Asian Central Banks (SEACEN) and South East Asia, New
Zealand, and Australia (SEANZA) meetings for central
bank officials; and transregional processes such as the
Asia—Pacific Economic Cooperation (APEC) finance
ministers’' meeting and Asia—Europe Meeting (ASEM)

of finance ministers.** The ASEAN Surveillance Process,
established in October 1998, was intended to monitor
macroeconomic and financial vulnerabilities and
strengthen policy dialogue and policymaking capacities
through peer review. In May 2000, ASEAN+3 finance
ministers launched the ERPD Process.

“2For earlier discussions of macroeconomic and financial cooperation in East Asia
and Southeast Asia, see, for example, ADB. 2008. Emerging Asian regionalism: A
partnership for shared prosperity. Manila; and ADB. 2010. Institutions for Regional
Integration: Toward an Asian Economic Community. Manila.

“3See ADB. 2008. Emerging Asian regionalism: A partnership for shared prosperity.
Manila. pp. 179-182 for a brief discussion of these mechanisms.
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The ERPD aims to prevent financial crises by detecting
macroeconomic and financial vulnerabilities early,

and implementing swift, remedial policy actions in

the region; by promoting information sharing, policy
dialogue, and coordination; as well as by collaborating
on financial, monetary, and fiscal issues of common
interest. The ERPD has played an integral role in helping
formulate the regional liquidity support facility—the
Chiang Mai Initiative (CMI)—and in forming a crisis
prevention system to both reduce and better manage
future crises in the region. It is critical that regional
surveillance complements global surveillance conducted
by the International Monetary Fund (IMF) and other
multilateral organizations.*

Regional surveillance and information sharing through
the ERPD is conducted in two stages. The first stage

is at the ASEAN+3 finance and central bank deputies’
meetings (AFDM+3), held twice a year; and the second
stage is at the ministerial level (AFMM+3), usually held
annually at the sideline of the Asian Development Bank's
Annual Meeting. International organizations such as
the IMF and ADB are invited to present the global and
regional economic outlooks. While central banks have
been involved in AFDM+3 for many years, they did

not participate in the ministerial meetings until 2012.
This year was the first time that central bank governors
from ASEAN+3 participated in the ministerial meetings,
upgrading it to become the ASEAN+3 Finance Ministers
and Central Bank Governors’ Meeting (AFMGM+3).

The ASEAN+3 Macroeconomic Research
Office has strengthened the institutional
mechanism for regional economic review
and policy dialogue.

Creating an independent surveillance unit— the
ASEAN+3 Macroeconomic Research Office (AMRO)—was
an important step in institutionalizing the ERPD and

a multilateralized version of the CMI, or CMIM. It was
established by ASEAN+3 finance ministers in May 2009
and became operational in mid-2011. AMRO monitors
and analyzes regional economies, seeks to detect risks
early, and oversees the operations of the CMIM. As such,
ASEAN+3 decided in 2011 to further strengthen AMRO’s
capabilities by increasing its human resources. AMRO is
governed by an executive committee, which comprises
ASEAN-+3 finance ministry and central bank deputies,
and is advised by an advisory panel of six prominent
economic and policy experts. As of June 2012, AMRO

“ADB. 2009. Regional Surveillance for Economic Stability. Asia Economic Monitor
December 2009. Manila.
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has a staff of 20 and is led by Director Yoichi Nemoto of
Japan, who succeeded its inaugural director, Benhua
Wei of the PRC, in May 2012.* The director is assisted by
three senior economists.

Regional Financial Safety Nets

The CMIM is the premier regional financial
safety net for providing liquidity support to
ASEAN+3 countries.

Countries with fundamentally sound economic policies
can nevertheless find themselves caught up in episodes
of global financial instability through no fault of their
own. Beyond seeking to self-insure against financial
contagion by accumulating large stocks of foreign
exchange reserves, countries can also tap into various
financial safety nets to obtain external liquidity support.

Financial safety nets that can mitigate the impacts from
contagion include financing facilities at the IMF, regional
financial arrangements such as those in Asia, Europe, and
Latin America, and various bilateral swap lines between
central banks. By making emergency financing available
during periods of global and regional financial stress,
these facilities can help member countries to mitigate
crisis pressures and protect “innocent bystanders” from
contagion-driven financial crises.

The original CMI strengthened long-standing ASEAN
swap arrangements by expanding the network to
include all ASEAN+3 members. Its purpose is to “provide
sufficient and timely financial support to ensure
financial stability” in East Asia and Southeast Asia, and
to “supplement existing international facilities.” Over the
last decade or so, the CMI has undergone significant
changes. The ceiling for CMI swap activation without an
IMF program in place was increased from 10% to 20% in
2005.The size of the initiative has also grown over the
years, increasing to $120 billion in 2009. In 2010, the CMI
was multilateralized to become a collectively managed
reserve-pooling arrangement (CMIM) governed by a
single contract.

“ASEAN+3 Macroeconomic Research Office. http://www.amro-asia.org/

Progress in Regional Cooperation and Integration

In May 2012, ASEAN+3 further strengthened
the CMIM by improving its crisis resolution
mechanism and introducing a crisis
prevention facility.

The total size of the CMIM was doubled to $240 billion
in 2012, while the IMF-delinked portion of the fund was
increased again to 30% in 2012, with the possibility of a
further increase to 40% in 2014 (Table 21). The maturity
and supporting period for the IMF-linked portion
increased from 90 days to 1 year and from 2 years to

3 years, respectively; and those for the IMF-delinked
portion increased from 90 days to 6 months and from

1 year to 2 years, respectively.** Moreover, the CMIM
also introduced a crisis prevention facility called the
CMIM Precautionary Line (CMIM-PL). Pre-qualifications
and ex-post conditionality will be based on five criteria:
(i) external position and market access, (i) fiscal policy,
(iii) monetary policy, (iv) financial sector soundness and
supervision, and (v) data adequacy.

Looking ahead, strengthening the CMIM is urgently
needed given the high risk of contagion-driven crisis.
Raising the committed amount and reducing the portion
of the IMF-link will strengthen the credibility of this
regional financial safety net facility. For this to happen,
stronger support from member countries are needed
because the progress of regional cooperation of this
type often collides with flagging political will. This is not
to say that the region is in danger of an imminent crisis.
But there is a risk that future crisis can be rooted alas in
new vulnerabilities, transmitted through new channels
which we may or may not be able to detect. Even in

an economy with relatively robust macroeconomic

and financial sector, domestic safety nets alone may
not be adequate to deal with such vulnerabilities,
especially when the contagion channels do not mirror
past events.”’

“ASEAN. 2012. Joint Media Statement of the 15th ASEAN+3 Finance Ministers and
Central Bank Governors’ Meeting. 3 May. http://www.aseansec.org/Joint%20
Media%20Statement%200f%20the%2015th%20ASEAN+3%20Finance%20
Ministers%20and%20Central%20Bank%20Governors'%20Meeting.pdf

7. Azis. 2012. Asian Regional Financial Safety Nets? Don’t Hold Your Breath. Public
Policy Review. 8 (1).
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Table 21: CMIM Contributions, Purchasing Multiple, Maximum Swap Amounts and Voting-Power Distribution

Maximum Total Voting
Financial Swap Votes Power
Contribution Purchasing Amount Basic Based on

Countries ($ billion) Share (%) Multiple ($ billion) Votes | Contribution %
Plus Three 192.00 80.00 117.30 | 9.60 192.00 201.60 71.59
orc iiﬁféﬂinﬁ?ng rego | B840 L | 2850 05 3420 | 320 6840 | 7160| 2543
Hong Kong, China 8.40 3.50 25 6.30 0.00 8.40 8.40 2.98
Japan 76.80 32.00 0.5 38.40 3.20 76.80 80.00 28.41
Republic of Korea 38.40 16.00 1 38.40 3.20 38.40 41.60 14.77
ASEAN 48.00 20.00 126.20 | 32.00 48.000 80.00 28.41
Indonesia 9.104 3.793 25 22.76 3.20 9.104 12.304 4.369
Thailand 9.104 3.793 25 22.76 3.20 9.104 12.304 4.369
Malaysia 9.104 3.793 25 22.76 3.20 9.104 12.304 4.369
Singapore 9.104 3.793 25 22.76 3.20 9.104 12.304 4.369
Philippines 9.104 3.793 25 22.76 3.20 9.104 12.304 4.369
Viet Nam 2.00 0.833 5 10.00 3.20 2.00 5.20 1.847
Cambodia 0.24 0.100 5 1.20 3.20 0.24 344 1.222
Myanmar 0.12 0.050 5 0.60 3.20 0.12 3.32 1.179
Brunei Darussalam 0.06 0.025 5 0.30 3.20 0.06 3.26 1.158
Lao PDR 0.06 0.025 5 0.30 3.20 0.06 3.26 1.158
Total 240.00 100.00 243.50 | 41.60 240.00 281.60 | 100.00

AMRO = ASEAN+3 Macroeconomic Research Office, ASEAN = Association of Southeast Asian Nations, PRC = People’s Republic of China, CMIM = Chiang Mai Initiative Multilateralisation,

Lao PDR = Lao People’s Democratic Republic.

Note: CMIM funded amount is $240 billion with an International Monetary Fund-delinked portion of 30%.
Source: AMRO website. http://www.amro-asia.org/wp-content/uploads/2012/05/Fact-Sheet-at-AFMGM+3-in-Manila.pdf

Developing Regional Financial Markets

The double mismatch during the 1997/98
Asian financial crisis spurred efforts to
develop regional financial markets.

Currency and maturity mismatches and heavy reliance
on bank loans played an important role in the 1997/98
Asian financial crisis. Developing local currency bond
markets can help reduce the probability of such double
mismatch. It is also key to increasing the resilience of
national financial systems to economic shocks and better
channeling savings into productive investments in the
region. Thus, developing local currency bond markets
has become a priority of the region’s policymakers.
ASEAN+3’s Asian Bond Markets Initiative (ABMI),
launched in 2003, aims to promote domestic reforms
that help expand the size of national and regional bond
markets, attract regional and foreign investors, and
strengthen bond market infrastructure. Asian Bond Fund
(ABF), supported by EMEAP, promote the development
of national and regional bond markets by directly

50 July 2012

creating bond funds. The first such fund, ABF1, was
launched in 2003.

Since 2003, the ABMI has played an important role in
promoting local currency bond markets, with more
diversified issuers and types of bonds issued. Along with
national (own-country) efforts the ABMI has contributed
greatly to developing efficient and liquid bond markets
in the region by directing local and regional savings
toward local and regional investments. The ABF, which
completed Phase 2 of the eight ABF2 single market
funds in May 2011, has provided low-cost and efficient
products in the form of passively managed bond funds,
and encouraged regulatory and tax reforms in support
of bond market development. It has also introduced a
set of transparent, replicable, and credible Asian bond
indexes, which can serve as benchmarks for other fixed-
income or derivative products. Helped by these regional
initiatives, total local currency bonds outstanding in

*The PRC; Hong Kong, China; Indonesia; the Republic of Korea; Malaysia;
the Philippines; Singapore; and Thailand.
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East Asia and Southeast Asia (excluding Japan) increased
by an annual average rate of 15.1% over a 5-year period
to reach $5.7 trillion in 2011, although own-country
investment remains far more dominant than regional
investment .*

To produce tangible results and reinvigorate
discussions over the ABMI, ASEAN+3
adopted a“New Roadmap+” for ABMI in
May 2012.

The New Roadmap+ will be subject to periodic reviews
to reprioritize existing items on its agenda and/or
introduce new items. There are three objectives of

the New Roadmap-+: (i) producing tangible results; (ii)
strengthening momentum for ABMI discussions; and
(iii) meeting and adapting to changing global financial
needs, including mitigation of volatility in capital
flows. Nine priorities based on these three directions
include: (i) launching guarantee programs under the
Credit Guarantee and Investment Facility (CGIF); (ii)
developing infrastructure-financing schemes (including
a pilot project involving the Lao PDR and Thailand);

(iii) fostering an investment-friendly environment for
institutional investors and sharing ABMI expertise

with them; (iv) enhancing ASEAN+3 Bond Market
Forum (ABMF) activities (including the Common Bond
Issuance Program); (v) facilitating the establishment of
the Regional Settlement Intermediary (RSI); (vi) further
developing government bond markets; (vii) enhancing
financial access to consumers and small and medium-
sized enterprises (SMEs); (viii) strengthening the
foundation for a regional credit rating system; and (ix)
raising financial awareness.

In May 2010, ASEAN+3 finance ministers announced
the establishment of the CGIF as an ADB trust fund

with initial capital of $700 million. ADB contributed
$130 million as paid-in capital for the CGIF. It was
designed to promote resilience of financial markets and
avoid potential crisis disruptions by deepening local
currency and regional bond markets. The main function
of the CGIF is to provide credit enhancement to allow
investment-grade issuers to issue local currency bonds
in ASEAN+3 countries, making it easier for firms to have
access to longer-maturity financing. The CGIF, which

“ADB. 2012. Asia Bond Monitor April 2012. Manila.

Progress in Regional Cooperation and Integration

became fully operational in late 2011, could evolve into
an investment facility in the future.®

ASEAN is intensifying efforts to build
integrated financial markets, while the

PRC, the Republic of Korea, and Japan are
encouraging cross-border investment in
each other’s government bond markets and
direct trading of local currencies.

ASEAN is in the process of creating an ASEAN Economic
Community (AEC) to facilitate the free movement of
goods, services, investment, skilled labor, and capital. The
AEC roadmap for monetary and financial integration is
broadly structured around three themes: (i) harmonizing
regulations, market standards, and rules; (ii) developing
market infrastructure and regionally focused products
and intermediaries; and (jii) strengthening member
countries’ capacities. ASEAN is making progress toward
these goals. At their 16th Meeting in Cambodia in

April 2012, ASEAN finance ministers noted achievements
in financial integration, and encouraged more
cooperation on capital market development, financial
service liberalization, and capital account liberalization.

In May 2012, the PRC, Japan, and the Republic of
Korea agreed to encourage investment in each others’
government bond markets, following an earlier
agreement between the PRC and Japan in December
2011 to promote the use of local currencies in cross-
border transactions and allow Japanese authorities to
invest in PRC government bonds. Effective 1 June 2012,
the PRC renminbi and Japanese yen could be traded
directly in both countries’ foreign exchange markets.
This will not only help countries in the region diversify
their foreign exchange reserves, but also help promote
the use of local currencies in regional cross-border
transactions, and thus facilitate the development of
regional financial markets.

The PRC has stepped up measures to
broaden regional use of its currency.

The PRC has been promoting the international use of
its currency—particularly in trade settlement—over
the past few years. Given the PRC’s share in global and
regional output, it is perhaps only natural for renminbi

*The CGIF’s core management has already been appointed and all staff positions
are expected to be filled by the second half of 2012. The countries of CGIF’s initial
focus are Indonesia, Malaysia, the Philippines, Singapore, and Thailand, with the
execution of the first guarantee deal targeted for the third quarter of 2012.
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internationalization to begin through its use as a
regional invoicing currency. The global financial crisis
may have hastened the process. The renminbi’s potential
as eventual reserve currency could help the PRC shield
its domestic economy from US dollar volatility. To date,
the results have been profound and have far-reaching
implications for both regional and global economic
cooperation and integration.

In the first quarter of 2012, current account transactions
settled in renminbi was 8.6% of the PRC's total current
account transactions, well above the 5.7% in the first
quarter of 2011. Since late 2008, the PRC has established
20 bilateral local currency swap agreements with
countries within and outside Asia—totaling over
CNY1.6 trillion, partly to facilitate use of the currency
internationally. These currency swaps allow the PRC to
receive renminbi instead of the US dollar for exports to
those economies, thereby expanding its use as a trade
settlement currency.

Internationalizing the renminbi should
boost regional cooperation and integration,
particularly in East and Southeast Asia.

The trading settlement mechanism will be backed by

a complex financial infrastructure that provides a full
range of financial services to execute transactions. The
first such arrangement was set up between the People’s
Bank of China (PBOC) and the Hong Kong Monetary
Authority (HKMA). In August 2010, HKMA allowed all
authorized institutions to take part in the interbank
bond market using renminbi through a settlement agent
and after PBOC approval. Hong Kong, China; Singapore;
and London all have some international trade settled in
renminbi—with Hong Kong, China taking the lead. In
early July 2012, the Singapore Exchange announced that
it is ready to list, quote, trade, clear and settle securities
denominated in renminbi. The direct trading between
renminbi and yen fills an important gap in the regional
currency market.

The growth of the offshore renminbi market in

Hong Kong, China has been phenomenal. The market

is unique as no country has attempted an offshore
currency market while retaining tight capital controls.
The rapid growth of renminbi deposits in Hong Kong,
China and the issuance of renminbi-denominated bonds
by regional companies is another indication of growing
financial links between the PRC and the region. PRC
authorities have allowed other countries to invest in
PRC government bonds, such as those under the recent
agreement between the PRC, Japan, and the Republic
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of Korea for local currency bond market development.
Foreign direct investment in the PRC can also be settled
in renminbi. Aside from reserve diversification, it adds
impetus to Asia’s still low investment in intraregional
debt.

The PRC's large trade with other Asian economies

and the increasing trend of Asian investors to invest

in the PRC implies that both direct trade and financial
integration will likely expand. With the increasing use

of the currency in regional trade and investment, the
PRC could play a bigger role in regional monetary and
financial cooperation. As countries in the region develop
deeper trade, investment, and financial ties with the PRC,
they would have greater incentive to use the currency

in transactions and as reserve holdings. Therefore, it is
possible that the renminbi may emerge as a regional
anchor currency in the not too distant future. This would
help the region integrate their economies and cooperate
on monetary and financial issues, as well as gradually
open up PRC’s domestic financial markets. However, for
this to take root, liberalization is a necessary, but not
sufficient condition. More open markets and stronger
infrastructure has to be accompanied by harmonization
of standards, improved legal norms, better creditor
rights, establishing clearing and settlement systems,
adopting global accounting and auditing best practices,
among others.

Macroeconomic and Financial Cooperation
in South Asia

Macroeconomic and financial cooperation is
emerging in South Asia, with India offering
swap arrangements to its neighbors.

Finance ministers from the South Asian Association

for Regional Cooperation (SAARC) have been meeting
regularly since 2006 to develop a roadmap for achieving
a South Asian Economic Union (SAEU).>' They discuss
the economic outlook for SAARC economies and
impact of the global economic situation on South Asia.
The Fifth Meeting of SAARC Finance Ministers, held in
Bangladesh 29-30 January 2012, reviewed progress

in cooperation on financial matters under SAARC, and
authorized a detailed study on a strategy to develop

a regional surveillance mechanism in SAARC. To
strengthen cooperation on international finance and
monetary issues, SAARC member countries also set

S1Afghanistan, Bangladesh, Bhutan, India, Republic of the Maldives, Nepal,
Pakistan, and Sri Lanka.
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up SAARCFINANCE in September 1998 as a regional
network of the SAARC central bank governors and
finance ministers and secretaries. SAARCFINANCE aims
to promote cooperation among its members through
close consultation and coordination of macroeconomic
policies, enhancement of institutional capacity by way of
staff training and exchange programs, and monitoring of
international financial and monetary systems.

To provide short-term liquidity support and strengthen
regional economic and financial ties, the Reserve Bank
of India offered to finance a SAARC swap arrangement
of $2 billion on 26 May. The SAARC swap facility was
established to supplement international financing
arrangements. The swap line will be offered in US dollars,
euros, or Indian rupees against the domestic currency or
domestic-currency-denominated government securities
of the requesting country. The SAARC swap arrangement
will have a total size of $2 billion, with India contributing
the entire fund. The swap amounts available are broadly
based on 2 months’import cover, subject to a minimum
of $100 million and a maximum of $400 million per
country. The swap arrangement is a major step toward
greater macroeconomic and financial cooperation in
South Asia.

Progress in Regional Cooperation and Integration
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REGIONAL INTEGRATION: A BALANCED VIEW

The Asian Development Bank’s (ADB) Strategy 2020

has three distinct but complementary development
agendas for Asia and the Pacific: (i) inclusive economic
growth, (ii) environmentally sustainable growth, and
(iii) regional cooperation and integration (RCl). ADB has
been supporting RCl initiatives since the late 1980s.
Early efforts came in the form of facilitating knowledge
sharing. Starting in the mid-1990s, ADB began
supporting concrete projects in regional integration in
the Greater Mekong Subregion and subsequently in all
other subregions—Central Asia, East Asia, South Asia,
Southeast Asia, and the Pacific and Oceania. In parallel,
ADB also adopted an internal institutional architecture
to adequately support RCl efforts in all subregions. It
established the Office of Regional Economic Integration
(OREI) in 2005 to help coordinate knowledge generation,
research, and advisory work on RCl. The achievements
made under those initiatives formed the basis for the
adoption of Strategy 2020, with RCl as one key pillar.

The ongoing eurozone crisis has indeed raised a range
of questions about RCI. Concerns over RCl, particularly
relating to integration, have begun to be debated in
Asia as well. This is healthy. While there are concerns,
there are fundamental differences between the Asian
and European approaches to regional integration. The
Asian RCI model, in comparison with the European
model, has been more bottom-up, market-driven and
institution-light, with continuous efforts to foster strong
cooperation across countries and subregions.

The eurozone crisis should not detract policymakers

in the various subregions from cooperating closely. As
yet, there is no need for a fundamental shift in the RCl
model per se, given the difference in approach. In one
sense, a strategic one at that, the eurozone crisis has
raised the importance of enhanced Asian regionalism
even more. Although these crises did not originate in
Asia, its economies were seriously hit by the downturn
in export demand from advanced markets (the United
States and Europe), and volatility in financial markets. At
present Asian economies continue to rely on advanced
markets as the destination for their final exports. The
advanced economies are likely to experience a lengthy
period of slow growth, which will in turn mean there
will be reduced demand for Asia’s exports. In order to
reduce vulnerabilities arising from external shocks, Asian
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economies will likely rebalance their sources of growth
by strengthening domestic and regional demand.
Continuous effort will be needed to sustain regional
cooperation.

In this context, this special chapter takes a balanced look
at various facets of regional integration. Its main premise
is that both benefits and costs should be gauged
carefully in evaluating proposals for regional integration.
The overall aim of RCl, like any development agenda, is
to boost prosperity and reduce poverty and inequality.
Small and large economies alike should benefit from

any regional integration agenda in a sustainable and
equitable manner.

Regional integration expands markets and
input sources, better allocating resources
across the region and accelerating economic
growth.

Regional economic integration is one way countries
achieve national interests—only in concert with
others. It expands national markets to the region. Like
globalization, it can be thought of as an alternative to
international embeddedness—or how one relates to
the rest of the world. But unlike globalization, regional
integration is geographical, and in some cases political.
It is stronger institutionally than globalization, as rules
tend to be tighter and peer pressure can be more
intense.

Expanding markets and input sources beyond national
boundaries is one of the most compelling arguments
for integration. With an expanded market for goods
and services, for both outputs and inputs, higher
economic growth and improved welfare can be
expected (Figure 46). Integration helps more efficient
resource allocation across the region (or globally) in
line with the principle of comparative advantage. By
enhancing productivity growth, regional integration can
accelerate economic growth and increase employment.
But integration is not the same for all. Whether in trade,
finance, or infrastructure, integration benefits some
more than others. And when one measures the effects



Figure 46: Impact of Integration
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that go beyond the original purpose of integrating, some
countries can even lose.*? Thus, there could be negative
net effect on welfare. So how the benefits of regional
integration are distributed matters a great deal.

Regional integration appears to reduce
income inequality between countries.

Based on Europe’s experience, most studies indicate
that regional integration coincides with a substantial
decrease in income inequality between countries.>
While economic factors are important, it is political
integration that appears to drive this convergence.

» Risk sharing

polarization —® prospect

*VVenables argued that the gains from integration are unevenly distributed (see A.
Venables. 2009. Economic Integration in Remote Resource-Rich Regions. OxCarre
Working Papers. No. 022. Oxford: Oxford Centre for the Analysis of Resource Rich
Economies.) He also showed the conditions under which some countries will lose
from integration. In particular, the effects of preferential liberalization in regional
integration will only benefit resource-poor countries, whereas non-preferential
liberalization tends to benefit only resource-rich countries.

3See R. Leonardi. 1995. Convergence, Cohesion, and Integration in the European
Union. New York: St. Martin’s Press; H.W. Armstrong. 1995. An Appraisal of the
Evidence from Cross-Sectional Analysis of the Regional Growth Process within the
European Union. In H.W. Armstrong and R.W. Vickerman, eds. Convergence and
Divergence among European Regions. London: Pion; and D. Ben-David. 2001. Trade
Liberalization and Income Convergence: A Comment. Journal of International
Economics. 55. pp. 229-234. Some, however, found a pattern of divergence (see
M. Slaughter. 2001. Trade Liberalization and Per Capita Income Convergence: A
Difference-in-Differences Analysis. Journal of International Economics. 55. pp. 203—
228; and P. Arestis and E. Paliginis. 1995. Divergence and Peripheral Fordism in the
European Union. Review of Social Economy. pp. 261-283). Part of the explanation
rests on the interpretation of o- and B-convergence, where o-convergence is

a decrease in GDP dispersion, hence showing how the distribution of income
evolves, and -convergence points to a negative relationship between growth
and initial level of GDP (see X. Sala-i-Martin. 1996. Regional Cohesion: Evidence
and Theories of Regional Growth and Convergence. European Economic Review.
40. pp. 1325-1352).
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It suggests that institutional forces outweigh market
forces in bringing national economies closer together.>*
Economic arguments show freer trade and factor
mobility from integration allow less-developed members
to grow faster than more-developed ones. Factor

price equalization further supports the convergence
hypothesis.® In a two-country resource-rich/resource-
poor model, lowering tariffs has a negative effect on real
wages in the resource-rich country (most gains accrue to
resource rent), while the resource-poor country benefits
through terms-of-trade (TOT). This also supports the
convergence hypothesis.

An institutionalist economic explanation, however,
emphasizes more the formal structure and the role
actors play in integration initiatives. It suggests that

as economic actors follow common rules in a more
integrated system, and markets increase in size and
complexity, convergence will likely result. It also stresses
the importance of institutions politically established.
Thus, to analyze convergence, political relations matter
more than regional markets or the process of economic
development. Convergence can come from the diffusion
of common development policies and the diffusion of
common rules and market regulations.

4), Beckfield. 2009. Remapping Inequality in Europe: The Net Effect of Regional
Integration on Total Income Inequality in the European Union. International
Journal of Comparative Sociology. 50 (5-6). pp. 486-509.

SW. Stolper and P. Samuelson. 1941. Protection and Real Wages. Review of
Economic Studies. 9 (1). pp. 58-73.
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In Asia, inequality between countries has been declining
(see Figure 36). Whether this convergence is due to
regional integration or other more forceful factors—

or both—requires more research. Regardless, forces
explained by theoretical arguments are likely part of the
reason inequality between countries is narrowing.

Risk sharing is another possible benefit of
integration; unfortunately, there is little
empirical evidence that it happens.

Intuitively, more risk sharing through integration makes
sense. But many empirical studies show the degree of
risk sharing following integration has been limited. Since
the work of Backus, Kehoe, and Kydland,*® several studies
have examined the presence of full risk sharing using
cross-country income and consumption correlations.
Most of them found that perfect risk sharing does not
happen. Asia is no exception. Given an idiosyncratic
shock, risk sharing in Asia was not strong, nor did
itimprove.

What causes this mismatch? Based on numerous studies
across many countries, the mismatch could come from
several factors, ranging from using domestic equity
markets as a major source of finance,*” time horizon

and measurement errors,*® consumption endowment
uncertainty,* to the limited size of capital flows and
higher sovereign default.®®

Financial integration in Asia remains limited; but

it is increasing, especially after the 2008/09 global
financial crisis. The effect of financial integration on
economic growth has been well documented—more
so than the effect of integration on international risk
sharing.’' Theoretically, the consumption growth

rate in integrating countries will be cross-sectionally
independent of idiosyncratic variables as financial

D. Backus, P. Kehoe, and F. Kydland. 1992. International Real Business Cycles.
Journal of Political Economy. 100 (4). pp. 745-775.

*’K.R. French and J.M. Poterba. 1991. Investor Diversification and International
Equity Markets. American Economic Review Papers and Proceedings. 81.

pp. 222-226.

*8F. Canova and M. Ravn. 1996. International Consumption Risk Sharing.
International Economic Review. 37 (3).

%See M. Obstfeld. 1994. Risk-Taking, Global Diversification, and Growth. American
Economic Review. 84. pp. 1310-1329; and E. Mendoza. 1995. The Terms of Trade,
the Real Exchange Rate and Economic Fluctuations. International Economic
Review. 36. pp. 101-137.

%Y. Bai and J. Zhang. 2012. Financial Integration and International Risk Sharing.
Journal of International Economics. 86 (1). pp. 17-32.

1See, for example, R. Levine. 2001. International Financial Liberalization and
Economic Growth. Review of International Economics. 9 (4). pp. 668-702.
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integration increases.®? The key factor is greater
insurance. If inter-regional or international capital
markets are well-integrated, countries can insure against
idiosyncratic shocks. Individuals will invest more in high-
risk and high-return assets if the risk can be shared or
diversified.®

Examining the impact of financial integration on
macroeconomic volatility (one indicator of risk sharing),
Prasad, Rogoff, Wei, and Kose argued that for more
financially-integrated developing countries, the
consumption volatility relative to the volatility of gross
domestic product (GDP) increases.* Another study
tested seven countries in East Asia for Granger-causality
between growth rates in consumption, investment and
GDP between countries. Despite evidence of common
trends and factors, the patterns of commonality differ
between these variables. The results do not rule out the
possibility that there is no causality between growth
rates of those variables across pairs of countries. Thus,
there is little evidence of an East Asian business cycle.

Since the hypothesis of perfect risk sharing is mostly
rejected, some have studied the extent of consumption
smoothing as a reason for the incompleteness of risk
sharing. The results show there is no consumption
smoothing in the case of Asia—the coefficients either
have a wrong sign or are insignificant. When the period
is split into before and after the 1997/98 Asian financial
crisis, the results are generally the same—no evidence
of consumption smoothing, even when there is a greater
synchronization of business cycles among countries
(especially after the Asian financial crisis).

All in all, while the level of Asia’s financial
integration may have increased, its benefits
in terms of consumption and investment
risk sharing have been limited.

If business cycles are more synchronized, one might
expect greater resilience to external shocks. But this does
not appear to happen either. Although the concept of
integration-driven risk sharing is ideal and conceptually

%2), Cochrane. 1991. A Simple Test of Consumption Insurance. Journal of Political
Economy. 99 (5). pp. 957-976.

%M. Obstfeld. 1994. Risk-Taking, Global Diversification, and Growth. American
Economic Review. 84. pp. 1310-1329.

%E. Prasad, K. Rogoff, S. Wei, and M. Kose. 2003. Financial Globalization

on Developing Countries: Some Empirical Evidence. IMF Working Paper.
Washington DC.
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sound,® the impact of regional integration must be
predicated not on an ideal world, but on the world as it
is (Box 3).

People talk more frequently about the benefits of
integration, especially when new regional cooperation
initiatives are launched to strengthen integration—for
example, initiatives to share risk, joint commitments on
domestic reform, positive spillover effects, liberalizing
markets, and division of labor.?® Much less is heard about
the risks of integration.

The cascading effect of the ongoing
eurozone crisis is a vivid reminder of the
contagion risk of highly integrated systems.

The main argument against excessive integration is that
it exacerbates contagion in times of crisis. Examples
abound of financial crises rapidly spreading from one
country to another, especially when integration is deeper
due to either geographical proximity or a regional
arrangement.

While a shock may originate in the financial sector of one
country, it can rapidly infect others across a region—
affecting entire economies and damaging people’s
welfare. For Asia, the damage caused by the 1997/98
Asian financial crisis is a powerful reminder of the danger
of contagion. An idiosyncratic shock occurring elsewhere
can leap across boundaries, devastating another’s
economy. And yet the scale of integration in Asia at the
time was more limited than now, despite some policy
convergence. One can only imagine how bad the crisis
would have been had intra-Asian cross-border financial
holdings been larger than they were.

®Under certain circumstances, full integration leading to risk sharing can be

less desirable than generally thought. While the more integrated the regional
economy the better risks can be dispersed, risk sharing can lower expected utility.
In particular, this is true when technologies are not convex (see J. Stiglitz. 2010.
Risk and Global Economic Architecture: Why Full Financial Integration May Be
Undesirable. NBER Working Paper. No. 15718. Massachusetts: NBER. Following
this dictum, and given the fact that things like information, externalities, learning
processes, and bankruptcy give rise to a natural set of non-convexities, the
intuition that integration should be always desirable is wrong.

%In some cases, cooperation and integration are promoted for political reasons
and to build trust. Even if that is the case, the political windfall that follows can
also lead to significant economic benefits.

Regional Integration: A Balanced View

Box 3: Measuring Welfare Gains

With evidence showing limited risk sharing, alternative
measures of welfare gains have been developed. One
uses the permanent percentage increase in expected
consumption by using information about the mismatch
factors mentioned earlier, degree of risk aversion, and
the elasticity of substitution between traded and non-
traded goods.! Assuming that preferences are additively
separable in tradables and non-tradables, and risk sharing
with respect to non-tradables is not possible, the welfare
gains from risk sharing can be measured by considering
the following expected utility:

h Ty\1-5
U= EJe-a.t (cit ) qt
s 1-8

where § is the rate of risk-aversion, c] is the consumption
of tradables by residents of country j at time t, and h is the
time horizon. Since risk sharing with respect to the non-
tradables is not possible, the utility from non-tradables
is not included. Assuming consumption endowment
of tradables, y, follows a random walk, if there is no risk
sharing c] = y7, the expected utility would be

( yg )1—5 1- ef[(a+(571)(p70.550% T

I
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With risk sharing, each country’s tradables consumption
is equal to y7* which is the per-capita endowment in
region R; hence ¢] = y/® = ij,’t/J, where subscript j
denotes country. With this specification, the welfare gain
that reflects the permanent percentage increase in the
expected level of tradables consumption yielding an
equivalent improvement in welfare is:

~(r-p)h
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where p is the risk-adjusted growth rate of consumption,
which is equal to (r- 0.5 8a?), r is the risk-free adjusted
interest rate, hence (r-p) is the discount rate. o2 is the
variance of consumption growth. Applied to some Asian
countries, the welfare gain using this measure turns out
to be also limited. The gain will be greater only when the
time horizon is longer and when some variables change
over time (endogenous).

'E. van Wincoop. 1999. How Big Are Potential Welfare Gains From International Risk
Sharing? Journal of International Economics. 47. pp. 109-135.
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In a currency union, the risks of integration cannot be
overemphasized. Many studies prior to the formation
of the euro emphasized the benefits and opportunities
of having a single currency. This could be true for Asia
as well. But when the costs and risks are taken into
account—some of which are intangible—a single
currency remains a long-term prospect. Even after
running some sensitivity tests, the result is the same.’”
Clearly, neglecting the risks and costs of having a single
currency to promote regional integration could be
counterproductive.

Trade diversion is another potential risk
from regional integration that can damage
people’s welfare.

Trade diversion—as opposed to trade creation—is
another classic risk of integration debated among
academics and policymakers alike.®® In Asia, the South
Asian Free Trade Area (SAFTA) is a notable example.
Given relatively high levels of protection in the region,
many predicted that the risk of trade diversion is

rather high.® This could be minimized, however, when
regional integration is pursued along with unilateral
and multilateral liberalization. The trade-off between
trade creation and trade diversion is often used to back
North-South—rather than South-South—free trade
agreements, as South-South arrangements are prone to
trade diversion (sectors that develop have comparative
advantage relative to partner countries, not globally).
When geographical agglomeration effects are also

at work, regional integration produces unequal net
benefits; development takes place in a few rather than
in all.

If not well managed, integration can
increase inequality within countries.

In a report by the Commission on the Measurement

of Economic Performance and Social Progress, Nobel
laureates Joseph Stiglitz and Amartya Sen, along with
Jean-Paul Fitoussi viewed inequalities as the first cross-
cutting challenge for quality-of-life indicators. They
argued that inequalities should be assessed

7. Azis. 2009. Regional Financial Arrangement. In |. Azis. Crisis, Complexity and
Conflict. London: Emerald.

%A customs union is a form of regional integration that is likely to cause the
largest trade diversion where the effect is distributed unequally.

T. Baysan, A. Panagariya, and N. Pitigala. 2006. Preferential Trading in South Asia.
World Bank Policy Research Working Papers. No. 3813. Washington, DC: World Bank.
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comprehensively by examining differences in quality of
life—across people, groups and generations.”

Unlike the relation between regional integration and
income inequality between member countries, the
relation between regional integration and income
inequality within countries is based on the idea that
market competition and the labor/capital balance

of power is a key determinant of income inequality.
Unfortunately, empirical studies on this are scant, most
of them done in relation to European integration. They
argue that economic integration tends to create a larger
labor market and increase wage competition between
workers.”! With workers exposed to competition beyond
national boundaries, their bargaining power weakens—
either through unions losing influence or by other
means. In this case, further integration is expected to
increase inequality internally.”?

So what is the difference between the impact of
globalization and that of regional integration, as

both give rise to increased market competition?

Labor markets expand more readily and labor is more
competitive within regions than between regions.
Consequently, firms can more easily exercise control over
subsidiaries within than between regions. Also, political
institutions are more similar within than between
regions. So one can hypothesize that regional integration
is likely to exert a larger effect on labor unions, and thus
have a more pronounced effect on income inequality.

When integration leads to lower inequality,
the welfare system plays a major role.

In some cases more developed institutions (like in
Western Europe) can insulate workers from the pressures
of international competition.” Strong welfare states
with generous unemployment benefits and training
programs can help stabilize the national economy
against the vicissitudes of international markets, such
that worsening inequality can be averted when regional
integration increases.

70J, Stiglitz, A. Sen, and J-P. Fitoussi. 2010. Mis-Measuring Our Lives: Why GDP
Doesn't Add Up/The Report by the Commission on the Measurement of Economic
Performance and Social Progress. New York: The New Press.

71B. Western. 1997. Between Class and Market: Postwar Unionization in Capitalist
Democracies. Princeton, NJ: Princeton University Press.

72A. Alderson and F. Nielsen. 2002. Globalization and the Great U-Turn: Income
Inequality Trends in 16 OECD Countries. American Journal of Sociology. 107. pp.
1244-99.

73D. Cameron. 1978. The Expansion of the Public Economy: A Comparative
Analysis. American Political Science Review. 72. pp. 1243-61; and P. Katzenstein.
1985. Small States in World Markets. Ithaca, NY: Cornell University Press.
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Again, most empirical evidence on this is based on
Europe’s integration experience. The welfare state shapes
stratification directly through income transfers—and

it can reduce inequality and poverty.”* But European
integration is also associated with retrenchment of
Western European welfare states through spending
limits imposed by the “convergence criteria” of the 1992
Maastricht treaty.”> A more limited national autonomy
due to regional integration also contributes to the
shrinking of the welfare state, one consequence being
worsening income inequality.

Inequality within most Asian countries has been
worsening.”® This occurred even with economic
integration rising, though still limited. The simultaneous
occurrence of two events does not imply causality,
however. With limited integration, it is hard to draw

any accurate conclusion on the link between regional
integration and rising inequality within Asian countries.
Current efforts—in ASEAN+3 in particular—to intensify
regional cooperation to remove barriers to trade and
finance, and to further market deregulation (“negative
integration”) may produce forces that can surpass

those caused by regulations to correct market failures
(“positive integration”). This happened in Europe.”” There
is no reason it cannot happen in Asia as well. When it
does, domestic inequality and polarization may worsen.

Unlike in the past, it is now widely acknowledged that
income and wealth inequality has a clear negative
impact on future growth. Inequality is often associated
with the insecurity of property rights, which will lower
investment. This is a common knowledge. But the
uncertainty created by the diffusion of political and
social instability—caused by inequality—also tends

to raise rent-seeking and dampens investment; all of
which challenge the standard argument for Kuznets'
U-hypothesis. Thus, if regional integration leads to
greater inequality within a country, growth and the
prospect of improved welfare will be affected adversely.

7*See footnote 72 and D. Brady. 2003. The Politics of Poverty: Left Political
Institutions, the Welfare State and Poverty. Social Forces. 82.

5W. Korpi. 2003. Welfare-State Regress in Western Europe: Politics, Institutions,
Globalization, and Europeanization. Annual Review of Sociology. 29. pp. 589-609.
°ADB. 2012. Asian Development Bank Outlook 2012: Confronting Rising Inequality
in Asia. Manila.

’The convergence effect of regionalization on between-country income
inequality in Europe outweighs the polarizing effect of regionalization on
within-country inequality, such that the net total income inequality has declined.
In other words, regional integration has a positive net effect on reducing total
income inequality. See F. Scharpf. 1997. Economic Integration, Democracy, and
the Welfare State. Journal of European Public Policy. 4. pp.18-36.

Regional Integration: A Balanced View

Like any policy and strategy, the goal of
integration must be an improvement in
welfare and quality-of-life—especially for
the largest segment of society.

Indeed, welfare measures must go beyond just
consumption-based utility, as in the van Wincoop
formula (see Box 3). Take the case of trade integration. To
evaluate whether or not a regional trade agreement will
help, the volume and composition of trade are standard
indicators measured. This, however, is just part of the
story. How much those indicators change will either
improve or weaken several socio-economic indicators as
well. While these may not be on the trade arrangement
agenda, they need to be taken into account from the
overall development perspective. Ignoring them could
make the policy and strategy unsustainable. Worse, it
could lead to misguided policy.

The policy response to a crisis caused by an
integration-driven contagion can damage
welfare, especially when governments are
belt-tightening.

As integration makes contagion easier to occur, it raises
the probability of a crisis, the policy response to which

is often belt-tightening. While some argue that this is
needed to restore confidence in a crisis, they neglect

to count the irreversible impact from wage cuts, tax
increases, benefit reductions, and reduced subsidies that
largely affect the most vulnerable in low-income nations.
There is an estimated one billion undernourished people
worldwide, 60% of whom are women. And close to 180
million children under five have stunted growth as a
result of lack of food—exacerbated by rising prices of
basic commodities resulting from fiscal restraints.

According to one Organisation for Economic Co-
operation and Development (OECD) report, some 20
million jobs in both developed and developing countries
disappeared since the 2008/09 global financial crisis and
21 million jobs must be generated in G20 countries just
to match the pre-crisis employment rate.” The report
also says this is impossible in the near term. If anything,
there is a risk the unemployment rate could increase.

780OECD and International Labour Organization (ILO). 2012. Joint statement by ILO
Director-General Juan Somavia and OECD Secretary-General Angel Gurria on the
occasion of the G20 Labour and Employment Ministers’ Meeting. Guadalajara,
Mexico. 17 May.
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The United Nations Children’s Fund (UNICEF) reports
that, between 2010 and 2012, one-fourth of developing
nations were excessively belt-tightening, with spending
below 2007 levels.”” The study noted that “[iln the wake
of the food, fuel and financial shocks, a fourth wave

of the global economic crisis began to sweep across
developing countries in 2010: fiscal austerity.” Indeed,
even with fiscal stimulus to mitigate the impact of

the global financial crisis, belt-tightening became
widespread beginning in 2010. Based on information
from 128 countries, the study found governments
basically relied on five ways to save cash—(i) cutting

or capping wages (56 countries); (ii) phasing out

or removing subsidies, mainly for fuel but also
electricity and food (56 countries); (iii) rationalizing

or means-testing social programs (34 countries); (iv)
reforming pensions (28 countries); and (v) raising
consumption taxes on basic goods (53 countries). In Asia,
even without the crisis and austerity measures, several
critical Millennium Development Goals (MDGs) will not
meet their 2015 targets—such as maternal mortality
rates, number of underweight children, and access to
improved sanitation.

Thus, while it is bad enough to have a crippled financial
sector in a crisis, nothing is more serious than the true
crisis costs to welfare when speaking about the risk of
integration.

The environmental impact of a contagion-
driven crisis poses another serious
welfare risk.

While a crisis can reduce pollution and resource
consumption through reduced economic activity, the
bad effects on the environment are more obvious. A
weakened economy tends to reduce environmental
priorities. Working toward a quick recovery, promotion
of environmentally-damaging enterprises could

harm those living nearby and worsen the national
environment. It is easy to let the environment take a
back seat to recovery. Some pro-environment policies
are also likely shelved as cost and regulatory oversight
tends to weaken during a crisis.

The list is almost endless, but the bottom line is that,
when regional integration raises the probability of
contagion, the resulting crisis goes well beyond trade,

7. Ortiz, J. Chai, and M. Cummins. 2011. Austerity Measures Threaten Children
and Poor Households: Recent Evidence in Public Expenditures from 128
Developing Countries. Social and Economic Policy Working Paper. UNICEF.
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finance and macroeconomics; it hits the heart of what
the central focus of all policies and strategies—including
regional integration—is about: improving welfare.

While collective regional policies have their
merit, unilateral policies can benefit both
individual countries and the region.

Another important assessment is whether countries are
better off with regional integration as collective regional
policies are superior to unilateral national policies.
While that may be true, it does not mean that unilateral
policies will not have any benefit for the region. The East
Asia Miracle of the 1980s and early 1990s is testament to
the value of unilateral liberalization. To say that without
integration something bad will happen is erroneous.

To argue that only by joining a regional integration
initiative or agreeing on some regional agenda will the
entire region benefit is farfetched. Even without the risks
of integration discussed earlier, this is the wrong way to
think. Countries commit to a regional agenda because

it is to their advantage, provides new opportunities,

and allows them to allocate their own resources more
efficiently. If they fail to see this and decide not to
participate, there is no disastrous result. This is very
different than a global commons like climate change.

If unilateral policies improve a country’s economic
performance, it is not difficult to imagine there will be
some positive spillover effects on the regional economy.
In trade and financial integration, for example, if
countries adopt policies that are good for themselves
even without signing up for a regional initiative, their
economic growth could become more robust and stable,
which by itself also helps the region.

It is important to use national policies
to maintain the integrity of domestic
institutions.

Even in today’s more globalized world, nation states
remain dominant, and democratic deliberation
remains largely organized around it. Each country has
the right to protect its own regulatory arrangements
and institutions. In view of regional integration, it is
important to provide national or domestic policy space
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to maintain the integrity of domestic institutions.® Filled
in with the right measures, policy space can positively
contribute to the regional economy. The key principle is
to be clear and transparent that the unilateral policy and
national deliberation are based on facts and evidence for
improving welfare. The cooperation agenda for regional
integration can then focus on the rules and monitoring
that will ensure more effective implementation while
minimizing negative spillover (as a safeguard). This
approach may also improve the quality of national
deliberation, making it more effective in reaching its goal
of welfare improvement.

Cross-border holdings of financial assets is a case

in point. Cross-border capital flows within Asia—
especially in its bond markets—remain relatively small
(see Figure 29). But individual markets have grown
significantly, providing the necessary investment
alternatives and ways to raise long-term funds.

More importantly, this can avoid potential maturity
mismatches. And because the growing market is in local
currency, it will also avoid currency mismatches—the
“double mismatch” problem played a central role in
creating the 1997/98 Asian financial crisis. And that came
largely from domestic national policies. While a strong
fixed income market in individual economies is welfare-
improving, it also helps regional bond markets and the
regional economy.

Associating regional integration with regional/global
commons is a less-explored frontier, but critical if one

is to be more realistic about the concept of regional
integration, development and governance, and to focus
more on welfare improvement.

Globalization and regionalization are facts of life. Goods
and services are traded and increasingly produced
globally; labor and capital are becoming more mobile,
both globally and regionally. It is clear that regional
integration is progressing in Asia (see Progress in
Regional Cooperation and Integration, page 11). So
there is a great need to better and carefully manage
the market process of integration to reap its benefits
while minimizing potential costs. In many cases, Asia
needs to cooperate more and better—in trade, finance,

8D, Rodrik proposed a similar principle applied to the concept of globalization.
See D. Rodrik. 2011. The Globalization Paradox. Making It. 24 August. See also I.
Azis. 2011. Assessing Asian Economic Integration With Cautionary Notes. Journal
of Northeast Asia Development. 13. pp. 17-42.
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macroeconomic policy, infrastructure (including
energy), and on the environment. In some of these
areas, greater cooperation does not necessarily lead to
greater integration. Cooperation in providing financial
safety nets is a clear example; it can mitigate the risks
of contagion-driven crises. Unlike home-grown crises,
contagion-driven crises are more likely to happen with
greater regional integration.

With the current uncertainty over the global economy,
any country is vulnerable to a contagion-driven crisis
through financial channels, even if the crisis occurs
elsewhere. While domestic macroeconomic policy can
help mitigate the impact, sufficient foreign exchange
reserves are usually the first line of defense to financial
contagion. Yet a domestic safety net alone may be
inadequate, even for a resilient Asia. If contagion effects
are severe, markets may react indiscriminately. To the
extent an interconnected financial system raises the
probability of spillover effects—and that the global
nature of most crises calls for a coordinated policy
response—a regional safety net can complement

the domestic and global financial reforms needed

to respond to systemic shocks. An effective financial
safety net is thus necessary. It is no exception for Asia.
The Chiang Mai Initiative Multilateralisation (CMIM) is
a notable example of a regional financial safety net for
ASEAN+3 (see Regional Financial Safety Nets, page 49).

The urgency of preparing regional safety nets is
indisputable—as the next crisis could alas be rooted in
new vulnerabilities and transmitted through different
channels. Some can or cannot be detected (contagion
channels do not mirror past events). Even in an economy
with relatively robust macroeconomic and financial
systems, domestic safety nets alone may be inadequate
to handle new vulnerabilities. Closer cooperation

for an effective regional safety net is needed, as a
collective regional initiative can often collide with
flagging domestic political will. A fully-functioning
regional financial safety net—supported by an effective
surveillance system—can help member countries
minimize the risk of contagion.?’

Countries in Asia have made impressive progress in
regional economic integration and cooperation. The
Asian Development Bank has helped and continues
to help facilitate this process. The region’s diversity,
development pattern and global links have generated
a unique Asian model of regionalism—dynamic,

8IM. Kawai, P.J. Morgan, and S. Takagi, eds. 2012. Monetary and Currency Policy
Management in Asia. London: Edward Elgar. See also |. Azis. 2012. Asian Regional
Financial Safety Nets? Don’t Hold Your Breath. Public Policy Review. 8 (3).
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open, multi-track, and multi-speed—which enhances
prosperity not only in the region but also in the rest

of the world. Asia’s open regionalism underscores the
importance of strengthening trade, investment, and
capital flows within the region while maintaining strong
ties with and remaining open to the rest of the world.

It aims to build a regionally integrated and globally
connected Asia.
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