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FOREWORD
This year’s Asian Economic Integration Report (AEIR) continues to chronicle progress in regional 
cooperation and integration (RCI) in Asia and the Pacific. Despite an improved global economic 
outlook, elevated uncertainty in the international policy environment continues to weigh on global 
trade. Although world trade is expected to recover this year, its growth remains weaker than income 
growth following further deceleration in 2016. Foreign direct investment (FDI) worldwide also 
dropped 2% last year. Yet, the trend of RCI in Asia and the Pacific is gaining momentum, providing 
a buffer against the fallout from increasingly inward-looking policies around the world. Asia’s 
intraregional trade share—measured by value—rose to 57.3% in 2016 from 56.9% in 2015, up from 
an average 55.9% during 2010–2015. Intraregional FDI share also grew to 55.3% in 2016 from 47.6% in 
2015. Asia’s cross-border bank claims increased to $4.4 trillion from $4.1 trillion. Asia’s international 
tourism receipts are increasingly sourced from other Asian economies, with more than 70% of Asia’s 
outbound tourists traveling within the region. 

To better monitor this progress, AEIR 2017 introduces the Asia-Pacific Regional Cooperation and 
Integration Index (ARCII), a newly created composite index that allows comparative analysis of six 
RCI dimensions across subregional groups and economies. Its six component indexes cover: (i) trade 
and investment, (ii) money and finance, (iii) regional value chains, (iv) infrastructure and connectivity, 
(v) movement of people, and (vi) institutional and social integration. RCI in Asia and the Pacific, while 
significantly behind the European Union, ranks above both Africa and Latin America. Within the 
region, ARCII shows RCI is most advanced in East Asia and Southeast Asia, drawing on the expansion 
of regional trade and FDI networks linked to global supply chains.

AEIR 2017 includes a Theme Chapter on how best to enhance regional financial resilience as global 
financial systems become more interconnected. “The Era of Financial Interconnectedness: How Can 
Asia Strengthen Financial Resilience?” examines the structural weaknesses of the region’s financial 
systems, existing and emerging vulnerabilities, and the implications of increasingly more pronounced 
and procyclical financial cycles and financial interconnectedness. It investigates the evolution of 
financial networks and various channels through which financial shocks can be transmitted. And it 
specifically cites the region’s overreliance on external funding (largely denominated in US dollars) 
as one of many sources of potential vulnerability should the global financial cycle reverse and dollar 
liquidity tighten.

However, the Theme Chapter also shows that—20 years after the 1997/98 Asian financial crisis—
wide-ranging reforms helped build national and regional financial resilience and safety net systems 
against the impact of external shocks—as seen by Asia’s relative resilience to and rapid recovery from 
the 2008/09 global financial crisis. The chapter reviews crisis lessons and remaining policy gaps for 
further structural reforms needed to further strengthen financial resilience. The region’s policy makers 
need to continue reforms that ensure good macroeconomic fundamentals, build strong regulatory 
and supervisory frameworks, deepen alternative sources of market financing such as local currency 
bond market transactions, and further strengthen financial safety nets. Finally, the region’s continued 
cooperation to ensure financial stability will allow authorities in Asia and the Pacific to respond 
promptly, decisively, and collectively should global risks and financial volatility pose risks to the 
region’s continued robust economic development.

Yasuyuki Sawada
Chief Economist and Director General
Economic Research and Regional Cooperation Department
Asian Development Bank
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DEFINITIONS
The economies covered in the Asian Economic Integration Report 2017  are grouped by major analytic 
or geographic group.

●	 Asia refers to the 48 Asia and the Pacific members of the Asian Development Bank (ADB), which 
includes Japan and Oceania (Australia and New Zealand) in addition to the 45 developing Asian 
economies.

●	 Subregional economic groupings are listed below:

	 —	 Central Asia comprises Armenia, Azerbaijan, Georgia, Kazakhstan, the Kyrgyz Republic, 
Tajikistan, Turkmenistan, and Uzbekistan.

	 —	 East Asia comprises the People’s Republic of China; Hong Kong, China; Japan; the Republic of 
Korea; Mongolia; and Taipei,China.

	 —	 South Asia comprises Afghanistan, Bangladesh, Bhutan, India, Maldives, Nepal, Pakistan, and 
Sri Lanka.

	 —	 Southeast Asia comprises Brunei Darussalam, Cambodia, Indonesia, the Lao People’s 
Democratic Republic, Malaysia, Myanmar, the Philippines, Singapore, Thailand, and Viet Nam.

	 —	 The Pacific comprises the Cook Islands, Fiji, Kiribati, the Marshall Islands, the Federated States 
of Micronesia, Nauru, Papua New Guinea, Palau, Samoa, Solomon Islands, Timor-Leste, Tonga, 
Tuvalu, and Vanuatu.

	 —	 Oceania includes Australia and New Zealand.

Unless otherwise specified, the symbol “$” and the word “dollar” refer to US dollars, and percent 
changes are year-on-year.
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ABBREVIATIONS
ABMI 	 Asian Bond Markets Initiative
ADB	 Asian Development Bank
AEIR	 Asian Economic Integration Report
AFC 	 Asian financial crisis
AMRO 	 ASEAN+3 Macroeconomic Research Office
ARCII	 Asia-Pacific Regional Cooperation and Integration Index
ASEAN 	 Association of Southeast Asian Nations (Brunei Darussalam, Cambodia, Indonesia, 

the Lao People’s Democratic Republic, Malaysia, Myanmar, the Philippines, 
Singapore, Thailand, and Viet Nam)

ASEAN+3 	 ASEAN plus Japan, the People’s Republic of China, and the Republic of Korea
BCP	 border crossing point
BEZ	 border economic zone	
BIS	 Bank for International Settlements
BOJ	 Bank of Japan
BOP	 balance of payments
BOT	 Bank of Thailand
BRI	 Belt and Road Initiative
CAGR	 compounded annual growth rate
CAREC 	 Central Asia Regional Economic Cooperation
CBCA	 cross-border collateral arrangement
CBTA	 Cross-Border Transport Facilitation Agreement
CCBM	 correspondent central banking model
CI	 CAREC Institute
CMI 	 Chiang Mai Initiative
CMIM 	 Chiang Mai Initiative Multilateralisation
CSD	 central securities depositories
DCC 	 dynamic conditional correlation
DMC 	 developing member country
DVA 	 domestic value added
ECB 	 European Central Bank
ECD	 economic corridor development
EDC	 European sovereign debt crisis
EPA 	 Economic Partnership Agreement
EU 	 European Union (Austria, Belgium, Bulgaria, Croatia, Cyprus, Czech Republic, 

Denmark, Estonia, Finland, France, Germany, Greece, Hungary, Ireland, Italy, Latvia, 
Lithuania, Luxembourg, Malta, the Netherlands, Poland, Portugal, Romania, Slovak 
Republic, Slovenia, Spain, Sweden, and the United Kingdom)

euro area 	 Austria, Belgium, Cyprus, Estonia, Finland, France, Germany, Greece, Ireland, Italy, 
Latvia, Lithuania, Luxembourg, Malta, the Netherlands, Portugal, Slovak Republic, 
Slovenia, and Spain

FDI 	 foreign direct investment
FSM 	 Federated States of Micronesia
FTA 	 free trade agreement
GCF	 Green Climate Fund
GDP 	 gross domestic product
GFC 	 global financial crisis
GMS 	 Greater Mekong Subregion
GVC 	 global value chain
HRD	 human resource development
ICT	 information and communication technology
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IMF 	 International Monetary Fund
M&A 	 merger and acquisition
MW	 megawatt
NPL 	 nonperforming loan
OECD 	 Organisation for Economic Co-operation and Development
OFDI 	 outward foreign direct investment
PCA	 principal components analysis
PIREIP	 Pacific Islands Renewable Energy Investment Program
PRC 	 People’s Republic of China
PVAR	 panel vector autoregression
QE	 quantitative easing
RCEP 	 Regional Comprehensive Economic Partnership
RCI	 regional cooperation and integration
ROW 	 rest of the world
RTGS 	 real-time gross settlement
SASEC 	 South Asia Subregional Economic Cooperation
SASEC OP	 SASEC Operational Plan
SEZ	 special economic zone
SIFI	 systemically important financial institution
SME	 small and medium-sized enterprise
SPS 	 sanitary and phytosanitary
SSM	 Single Supervisory Mechanism
TFA	 Trade Facilitation Agreement
TPP 	 Trans-Pacific Partnership
TTF 	 transport and trade facilitation
TTFS	 Transport and Trade Facilitation Strategy
TUTAP 	 Turkmenistan–Uzbekistan–Tajikistan–Afghanistan–Pakistan
UK	 United Kingdom
US	 United States
VAR	 vector autoregression
VCIC	 Visakhapatnam–Chennai Industrial Corridor
WTO 	 World Trade Organization
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Trade and Investment
●	 Asia and the Pacific is leading a recovery in world trade amid the continued uncertainty surrounding 

the global trade policy environment. In 2016, Asia’s trade (by volume) grew faster than global trade, but 
remained below its economic growth.1 Asia’s trade growth picked up to 1.7% in 2016 from 1.4% in 2015, while 
the world trade growth decelerated to 1.3% from 2.6%. Ongoing global economic recovery lifted demand for the 
region’s exports, particularly from Japan; Taipei,China; Hong Kong, China; and Viet Nam. The region’s import 
growth has also accelerated recently due to robust demand from the People’s Republic of China (PRC) and India, 
among others. Asia’s trade growth accelerated further to 7.4% during the first half of 2017 and will likely continue 
to gain momentum as global economic recovery gathers pace. However, potential bilateral trade friction and policy 
uncertainties among the world’s major trading partners remain downside risks.

●	 Asia’s intraregional trade continued to strengthen in 2016. Asia’s intraregional trade share—measured by 
value—rose to 57.3% in 2016 from 56.9% in 2015, up from an average 55.9% during 2010–2015. Strong intraregional 
trade offers a buffer against potential headwinds from global trade and policy uncertainties. Subregionally, trade 
integration—measured by the share of intra-subregional trade to total trade—is strongest in East Asia, followed by 
Southeast Asia and Central Asia.

●	 Amid a slowdown in total inward foreign direct investment to Asia, intraregional investment flows 
continue to rise. Global foreign direct investment (FDI) into the region (measured by gross inward FDI) fell 6% in 
2016—to $492 billion from $525 billion in 2015. The region’s share of global inward FDI dropped to 28% from 30%. 
Nonetheless, intraregional FDI rose in both absolute value (to $272 billion in 2016 from $250 billion in 2015) and 
its share in total (to 55% from 48%). Intra-Asian FDI is geared more toward global and regional value chains, mainly 
going to greenfield investments in manufacturing. This should help strengthen the region’s trade globally as well as 
regionally.

●	 Asia’s outward foreign direct investment rose 11% in 2016—to $482 billion from $434 billion in 2015. 
The region’s outward FDI accounted for 33% of global FDI, up from 27% in 2015. In 2016, the PRC; Japan; and 
Hong Kong, China were among the world’s top 10 global investors. Combined, their outward FDI reached $391 
billion, or 81% of total outward FDI from Asia. Emerging Asian investors such as India, the Republic of Korea, 
Malaysia, Singapore, and Thailand are also expanding their global presence in such areas as renewable energy, 
semiconductors, natural resources, information technology, and food, among others.

1	 In this report, Asia refers to the 48 Asia and the Pacific members of the Asian Development Bank (ADB), including the region’s three advanced economies 
—Australia, Japan, and New Zealand, while developing Asia refers to ADB’s 45 developing member economies.

Highlights
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 Financial Integration
●	 Asia’s portfolio investors continue to invest more outside the region. Outward debt investment from 

Asian economies stood at $4.0 trillion in 2016, up from $3.6 trillion in 2015, driven largely by the region’s higher 
investments in the European Union (EU) (up $110 billion) and the United States (US) (up $224 billion). Outward 
equity investment outstanding also rose to $3.5 trillion from $3.2 trillion. Asia’s continued portfolio investment bias 
toward outside the region has led to a lower intraregional outward debt (equity) investment share—at 15.3% (19.0%) 
in 2016 from 16.7% (20.0%) in 2015.

 ●	 Cross-border banking activity in Asia is steadily increasing. Asia’s cross-border bank claims stood at $4.4 
trillion in 2016, up from $4.1 trillion in 2015. Japan accounted for 88.7% of the increase due to its increased overseas 
lending especially to the US and the EU. Japan’s cross-border bank claims outstanding rose from $3.2 trillion to $3.4 
trillion (driven by an increase of $19.8 billion to the region, $59.2 billion to the EU, and $131.3 billion to the US). The 
intraregional share of Asia’s cross-border bank claims also increased from 17.8% in 2011 to 21.4% in 2016.

 ●	 The volatility of Asian equity market returns is explained more by variations in global than regional 
equity market returns. Asian equity market return volatility is more prone to global impact, with the trend 
strengthening further since 2015. This suggests Asia’s equity markets remain more globally than regionally 
integrated. On the other hand, after the 2008/09 global financial crisis (GFC), a greater portion of volatility in Asian 
local currency bond returns is explained by variation in regional bond market returns, partly reflecting the growing 
participation of Asian investors in local currency bond markets. The impact of global shocks on local currency bond 
return volatility picked up, however, since the US Federal Reserve began to normalize monetary policy in 2015.

Movement of People
●	 Remittances to the region dropped to $259 billion in 2016 from $269 billion in 2015—the largest drop 

since 2009. Central Asian countries saw inflows decline for the third consecutive year, mainly due to weak 
economic recovery in the Russian Federation, the subregion’s top migrant destination. Low global oil prices also 
affected remittances to countries (like India and Pakistan) with a large number of workers in the Middle East. 
Around 45% of global remittances flow into Asia, the world’s largest source of international migrants. Empirical 
analyses suggest that remittance inflows are more stable when there is a higher proportion of female migrants. 
Quality institutions such as the rule of law and creditor protection in a migrant’s home country can also help stabilize 
remittance inflows, likely due to more reliable and efficient money transfer systems.

 ●	 Tourism is growing rapidly in the region, with an increasing number of tourists traveling within the 
region. Asia is the second largest beneficiary of tourism receipts after Europe. Tourism receipts reached $398.6 
billion in 2015 after growing an average 10.1% yearly since 2012. More than 70% of Asia’s outbound tourists traveled 
within the region. The number of tourists from the PRC rose 11.8% in 2015, with 61.0% staying within the region. 
The PRC; Thailand; and Hong Kong, China earned most from tourism. However, as a proportion of gross domestic 
product (GDP), Maldives tops the list with 83.5% of GDP coming from tourism. The Pacific developing member 
countries earn an average 18.5% of GDP from tourism.
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Asia-Pacific Regional Cooperation and Integration Index
●	 This year’s Asian Economic Integration Report introduces a new composite index to gauge the progress 

of regional cooperation and integration in Asia and the Pacific. Regional cooperation and integration 
(RCI) plays an important role in supporting economic growth and poverty reduction, and has been high on the 
development agenda for many Asian economies in recent years. Supporting RCI is one of ADB’s key strategic 
priorities for development assistance in the region. An index that calibrates the status of RCI can be a useful policy 
tool for assessing the progress of RCI efforts especially by various subregional initiatives. 

●	 The Asia-Pacific Regional Cooperation and Integration Index is constructed from 26 socioeconomic 
indicators grouped into six dimensions to capture the diversity of regional cooperation and 
integration. The six dimensions cover: (i) trade and investment, (ii) money and finance, (iii) regional value chains, 
(iv) infrastructure and connectivity, (v) movement of people, and (vi) institutional and social integration (based on 
indicators for trade agreements, diplomatic ties, and cultural relations).

●	 The indicators are expressed as a ratio of a country’s intraregional sum (or average) to total sum (or 
average) of cross-border economic activities and are aggregated into a single composite index following 
a two-step procedure. The first step involves minimum-maximum scaling to normalize indicators with different 
measurement units to a uniform range between 0 and 1, with higher values denoting greater regional integration. 
The second step is to perform principal component analysis to estimate the weights used in aggregating individual 
indicators into a composite index: (i) first for each of the six dimensions and (ii) then again to combine the six 
composite indexes into the overall Asia-Pacific Regional Cooperation and Integration Index (ARCII).

●	 The ARCII allows Asian economies to keep track of the progress in their regional integration. The index 
allows comparative analysis of RCI by measuring the degree of RCI in the six dimensions as well as their collective 
contributions to overall regional integration across subregional groups or countries. The six dimensional indexes are 
designed to reflect the core socioeconomic components of the regional integration process. The ARCII allows each 
subregional group or economy to identify their strengths and weaknesses across the six RCI dimensions. 

●	 The ARCII, by the nature of its construction, measures an Asian economy’s integration with the other 
regional economies relative to its integration with the world. As such, a low score in an economy’s ARCII 
does not necessarily mean the economy is not regionally integrated defined in some absolute terms, but it would 
simply reflect the economy’s higher interregional rather than intraregional integration. For example, Singapore, one 
of the region’s top performers in ARCII, scores high across all six dimensions, but its regional money and finance 
integration is weaker relative to other dimensions. This stems largely from the fact that Singapore is a global financial 
center and more globally integrated than regionally. Both Japan and Hong Kong, China are equally regarded as global 
financial centers and also have relatively low scores for regional money and finance integration.

●	 The EU has the highest regional integration score on all but one dimensional indexes; but Asia 
outranks both Africa and Latin America. The EU broadly outperforms Asia across all dimensions—Asia’s trade 
and investment integration index is the only one comparable in magnitude. Asia’s institutional and social integration 
is particularly weak. Asia’s composite ARCII index is 0.448, below the EU’s 0.617. Latin America follows close behind 
at 0.423, with Africa at 0.395. Regional value chain and movement of people are Asia’s most regionally integrated 
components, while institutional and social integration is least.
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THEME CHAPTER

The Era of Financial Interconnectedness: How Can Asia 
Strengthen Financial Resilience?

●	 Twenty years after the Asian financial crisis, Asia stands strong—with more flexible exchange rates, 
higher foreign reserves, healthier financial systems, stronger regulations, deeper capital markets, and 
better regional financial cooperation mechanisms. Nonetheless, the region’s economic growth and financial 
stability were briefly disrupted by the GFC. Significant challenges remain, along with unresolved financial market and 
system weaknesses. Remaining regulatory policy gaps also leave room for a buildup of financial vulnerability through 
excessive leverage and risk-taking. Asia’s policy makers must remain vigilant and be ready to act when necessary, 
while continuing to deepen financial reforms.

●	 Structural weaknesses continue to permeate Asian financial markets and systems. In particular, 
when combined with increased procyclicality of financial cycles and growing regional and global financial 
interconnectedness, these weaknesses present new challenges. They include how: (i) increased financial 
interconnectedness helps speed international transmission of financial risks; (ii) foreign currency-(especially 
US dollar-)denominated debt continues to rise, reflecting limited domestic capital market-based financing 
solutions; (iii) rising private-sector debt and leverage—combined with the rapid growth of shadow banking 
(including wealth management products issued in some Asian economies)—increase financial fragility; and how 
(iv) deteriorating bank asset quality and its potential macrofinancial feedback effects pose risks to Asia’s economic 
and financial stability.

●	 Over the past 20 years, Asian financial markets have become more interconnected—both globally and 
intraregionally. Empirical analysis of 42 equity markets (15 within Asia) from 1996 to 2016 shows a deepening and 
growing complexity in Asian financial market interconnectedness. The results also reveal that interconnectedness 
increased during financial crises and decreased during recoveries.

●	 Growing financial interconnectedness can increase vulnerabilities to external shocks, financial 
contagion, or liquidity risks stemming from cross-border bank lending. Analyzing bilateral data on cross-
border bank liabilities suggests that an economy’s banking exposure to crisis-affected economies can affect the size 
of capital outflows from the economy during a crisis. The analysis highlights how cross-border bank borrowing can 
become a global transmission channel when liquidity tightens.

●	 Continued high reliance on US dollar-denominated funding has significant implications for the 
transmission of global financial conditions to domestic financial and macroeconomic conditions. In the 
first quarter of 2017, 79% of total outstanding international debt securities for Asia’s major emerging economies were 
denominated in US dollars, with shares recently rising. The concentration of foreign borrowing in a single currency 
leaves the region’s financial systems vulnerable to external shocks through unexpected changes in foreign currency 
liquidity conditions and related capital flow reversals. Empirical evidence shows that a change in bilateral US 
dollar exchange rates has a significant impact on sovereign credit risk premiums (widening sovereign bond market 
spreads), which can affect financial conditions in some emerging Asian economies.
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●	 The recent rise in nonperforming loans in several emerging Asian economies is a concern due to 
potential macrofinancial feedback effects. Nonperforming loans (NPLs) have increased in the PRC, 
India, Bangladesh, Indonesia, and Mongolia, among others. Empirical findings show that while macroeconomic 
conditions and bank-specific factors—such as rapid credit growth and excessive bank lending—contribute to the 
buildup of NPLs, a sustained increase can likewise lead to a reduction in credit supply and slowdown in overall 
economic activity.

 Policy Considerations for Enhancing Financial Resilience

●	 A key lesson drawn from recent crises is the urgent need to strengthen macroprudential regulation 
and supervision in the region. Authorities should consider establishing and implementing an effective 
macroprudential policy framework to address two dimensions of system-wide risk: (i) a buildup of systemic risk over 
time (the “time dimension”), and (ii) a spillover and contagion of risk across different financial sectors and systems 
(the “cross-sectional dimension”). Macroprudential policy tools—such as countercyclical provisions, capital and 
liquidity buffers, and other balance sheet instruments—can be useful in mitigating financial system procyclicality.

●	 Further developing local currency bond markets across the region is key to enhancing financial 
resilience and mobilizing stable long-term finance. While local currency bonds outstanding in Association 
of Southeast Asian Nations plus the PRC, Japan, and the Republic of Korea (ASEAN+3) tripled from $6.6 trillion 
in 2002 to $19.8 trillion at end-2016, challenges remain. To meet the region’s financing needs, local currency bond 
markets must improve market efficiency, broaden their investor base, deepen secondary markets, and integrate 
more regionally.

●	 Growing cross-border banking activities and systemic importance of some large regional financial 
institutions underscore the need to discuss regional regulatory cooperation, including resolution 
mechanisms for interconnected regional banks. Supervisory colleges for regionally active foreign banks can 
be an effective regional cooperation tool to strengthen cross-border supervision in Asia. Regional cooperation 
to develop effective resolution mechanisms for distressed assets of cross-border financial institutions can also 
complement national efforts to address NPLs efficiently and sustainably.

●	 The region should consider reviewing and strengthening existing financial safety nets against potential 
contagion and spillover effects. Asia’s financial markets are increasingly open, interconnected, and vulnerable 
to external shocks. Strengthening the Chiang Mai Initiative Multilateralisation and its regional macroeconomic 
surveillance unit, the ASEAN+3 Macroeconomic Research Office, can help monitor potential liquidity risks and slow 
the spread of shocks across the region’s economies.
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