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Foreword

Regional cooperation and integration (RCI) in Asia and the Pacific continues to evolve, creating an important source for the
region’s dynamic growth. This report assesses the RCI progress against (i) the growing uncertainty following the United
Kingdom'’s referendum on leaving the European Union and the United States election, (ii) the sluggish global economic
recovery, and (iii) the ongoing economic restructuring in the People’s Republic of China (PRC) and growth moderation.

The region’s trade and financial integration continues to strengthen—the intraregional trade share rose to 57.1% of the
region’s total trade in 2015, while intraregional cross-border asset holdings rose to 26.1% of the region’s total cross-border
asset holdings in 2014. However, the report also notes that trade growth in the region decelerated further in 2015 and, while
trade links within subregions remain strong—especially East Asia—links between subregions have weakened. Regional
financial integration still lags far behind trade integration.

The slower-than-expected global economic recovery continues to take its toll on international trade. Against this backdrop,
trade growth in Asia and the Pacific decelerated to 2.3% in 2015, below the 2.7% rate of global trade, and falling further behind
growth in its gross domestic product. Developing Asia’s exports grew 3.0% in 2015, on par with advanced economies, yet
imports grew a meager 1.7%. In addition to anemic global growth, a slowdown in global value chain expansion and the PRC’s
economic shift away from export-oriented manufacturing contributed.

On the bright side, Asia and the Pacific remains the world’s top destination for foreign direct investment (FDI), attracting
$527 billion in 2015, up 9.0% from 2014. FDI helps achieve inclusive growth and regional integration. It contributes to
economic development through physical and human capital accumulation as well as technological and knowledge transfers.

The report also notes the steady progress in the region’s financial integration. Asia’s greater financial openness saw its cross-
border portfolio investment and bank claims increase from $3 trillion in 2001 to $11 trillion in 2015. However, the intraregional
share remains low at 20% of the total cross-border portfolio investment and bank claims by residents—compared with the
EU’s 59% intraregional share.

Remittances and tourism receipts are increasingly important and stable sources of external finance for many developing
Asian economies. In 2015, however, remittances to South Asia and Central Asia fell sharply as share of GDP due to soft oil
prices and the economic slump in the Middle East and the Russian Federation. This trend is expected to continue in 2016.
Migration is the most important driver of remittances for developing Asia. Inter-subregional migration can help mitigate

shortages of labor and skills in host economies while remittances can contribute to foreign exchange earnings in source

countries.

Faced with heightened uncertainty, the region’s policy makers need to continue to strengthen RCI to prop up regional trade
and investment amid the weak global recovery while effectively managing spillovers from the PRC’s economic shift.

)

Juzhong Zhuang
Deputy Chief Economist and Deputy Director General,
Economic Research and Regional Cooperation Department
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" Definitions

The economies covered in the Asian Economic Integration Report 2016 (AEIR 2016) are grouped by major analytic or
geographic group.

o Asiarefers 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.
e Developing Asia comprises the 45 developing members of ADB as 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; the Republic of Korea; Mongolia; and
Taipei,China.
— South Asia comprises Afghanistan, Bangladesh, Bhutan, India, the 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.

Unless otherwise specified, the symbol “$” and the word “dollar” refer to US dollars. ADB recognizes “China” as the
People’s Republic of China; “Hong Kong” as Hong Kong, China; “Korea” as the Republic of Korea; and “Vietnam” as
Viet Nam.
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Highlights

Trade and Investment

o With the continued anemic global economic recovery, trade growth in Asia and the Pacific decelerated
in 2015, falling further behind growth in gross domestic product. Asia’s trade growth by volume decelerated
t0 2.3% in 2015, below the 2.7% growth in global trade, and falling further below the region’s gross domestic product
(GDP) growth rate of 5.3%." Developing Asia’s exports grew 3.0% in 2015, on par with advanced economies. But
imports grew a meager 1.7% compared with 4.5% in advanced economies. The slower-than-expected global economic
recovery was the main culprit, but other structural and policy factors also played a role—including a slowdown in
global value chain (GVC) expansion and the People’s Republic of China (PRC)’s economic shift away from low-cost
manufacturing. Rising protectionism has become an increasing concern to international trade prospects. The number
of antidumping duty cases against the region’s exporters increased from 181 in 2011 to 279 in 2015.

e Trade linkages within subregions have continued to strengthen, while inter-subregional trade linkages
weakened. Asian economies traded with regional partners well beyond what geographical, cultural, or economic
proximity can explain; with 57.1% of total trade intraregional. By subregion, trade integration—measured by the share
of intraregional trade in total trade—is strongest in East Asia, followed by Southeast Asia and Central Asia. However,
trade across subregions weakened.

o The effect of exchange rates on trade has softened in recent years partly due to the expansion of GVCs,
while the negative impact from nontariff barriers has become more significant. After the global financial
crisis (GFC), a 1% depreciation in exchange rate is estimated to have increased export volumes by just 0.27%, less
than half the level prior to the GFC—and the effect is more short-lived. The use of foreign inputs associated with
the region’s GVC participation may partly offset the impact of exchange rate movements on exports. However,
nontariff measures have become major obstacles to trade. The number of trade remedies (such as antidumping and
countervailing duties and safeguards), sanitary and phytosanitary (SPS) measures, and technical barriers to trade has
been rising, with negative effects on developing Asia’s exports. Agriculture trade is particularly susceptible to adverse
impact of SPS measures.

' Inthisreport, 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

¢ Asia continues to be the world’s top destination for foreign direct investment, attracting $527 billion
in 2015, up 9.0% over 2014. Global foreign direct investment (FDI) increased to a record $1.8 trillion in 2015, with
nearly 30% going to the region. Outward FDI from Asia and the Pacific declined to $418 billion, down 9.4% from 2014.
Intraregional FDI (from and to Asia and the Pacific) has increased over time (about 52.6% of total FDI inflows to the
region in 2015). East Asia received 60% of total intraregional inflows in 2015, with Southeast Asia attracting 24%. FDI
in Asia is driven predominantly by export-oriented multinationals investing in manufacturing (See “Special Theme:
What Drives Foreign Direct Investment in Asia and the Pacific?”).

Finance

¢ Financial integration continues to increase gradually in the region; but still lags far behind trade
integration. With greater financial openness, Asia’s cross-border portfolio investment and bank claims increased
from $3.0 trillion in 2001 to $11.0 trillion in 2015. However, Asia’s share in global cross-border portfolio investment
and bank claims remained a modest 16.2% in 2015, slightly up from 14.1% in 2001. The degree of regional financial
integration also pales when compared with regional trade integration. In 2015, while intraregional trade was nearly
60% of Asia’s total trade, intraregional cross-border portfolio investment and bank claims were just about 20% of the
region’s total.

e Asia’s financial links with the rest of the world remain stronger than those within the region. Asia’s cross-
border portfolio investment and bank claims primarily go to a few large economies outside the region. As of 2015, the
main destinations for the region’s portfolio investment were the United States (US) (37.7%) and the European Union
(EV) (25.4%) for debt; and the US (25.8%), Cayman Islands (25.0%), and the EU (14.6%) for equity. The intraregional
investment share remained low at 17.9% for debt and 19.8% for equity—compared with the EU’s intraregional
share at 65.5% for debt and 55.7% for equity. Asia’s cross-border bank claims are also mainly directed outside the
region—29.4% to the US and 27.2% to the EU. Asia’s cross-border bank liabilities are primarily concentrated in the EU
(36.9%) and the US (32.9%).

o Financial flows have become more stable since the GFC. Capital flow volatility (measured by standard deviation
normalized by GDP) across all types of investment flows—equity, debt, FDI, and other investment flows— declined
in the 2009-2015 post-GFC period compared with the 1999-2007pre-GFC period. The drop in volatility suggests
more stable capital flows to the region, which may have benefited from various regional initiatives. These include
macroprudential and capital flow management measures aimed at strengthening financial stability and deepening the
regions’ capital markets—particularly local currency bond markets. Other contributing factors could be strengthened
capital and liquidity standards, enhanced supervision, and the improving quality of financial market infrastructure.

Xi
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Movement of People

Migration from Asia increased between 2010 and 2015—although the increase was directed more to
outside Asia than within the region. Asia and the Pacific is the largest source of international migrants (83.3
million), accounting for more than a third of the 243.7 million migrants worldwide as of 2015.% Asia and the Pacific

is also a host to more than 42 million international migrants—up from around 40 million in 2010. However, Asia’s
intraregional migration (30.6 million) as a proportion of its total outbound migration decreased slightly—from 38.0%
in 2010 to 36.7% in 2015.

Economic factors—such as better living conditions and job opportunities—are often behind the
attraction of voluntary international migration. Among seven Asian economies with 2015 GDP per capita
above $20,000, six posted net inbound migration—the exception was the Republic of Korea. By contrast, those with
GDP per capita below $20,000 showed net outbound migration. Migration is a significant determinant of home
country remittances. A 1 percentage point increase in a given economy’s outward migrant stock as share of total
population is estimated to increase remittances as a share of GDP by almost 0.3 percentage point.

Remittances and tourism receipts play an important role in economic growth and development in many
Asia and the Pacific economies. Remittances and tourism receipts are an increasingly important and stable source
of external financing for many developing Asian economies. On average, remittances in 2015 accounted for 1% of
GDP ($271.1 billion) in Asia and the Pacific including the region’s more advanced economies. South Asia and Central
Asia are most dependent on remittances—for example, the remittance receipts in Nepal and Tajikistan reached
31.5% and 28.9% of their respective GDP in 2015. A slowdown in remittances from the Middle East and the Russian
Federation due to the oil price plunge and the economic slump underscores the growing challenges of economic
diversification and strengthening competitiveness in these subregions. In 2014, Asia and the Pacific received the
second largest amount of tourism receipts ($341.8 billion, or 24% of the global total) after the EU ($470.4 billion, or
33%). Tourism receipts in the Pacific reached almost 6% of GDP, compared with the regional average of 1.4%. Smaller
island nations such as the Maldives, Palau, and Vanuatu are most vulnerable to volatility in tourist flows with more
than 30% of GDP coming from tourism receipts.

Special Theme: What Drives Foreign Direct Investment
in Asia and the Pacific?

Characteristics of FDI in Asia and the Pacific

o FDI contributes to inclusive growth and development by facilitating trade along with technology and

2

skill transfer. FDI’s contribution to output by stimulating investment in new infrastructure, other facilities, and
boosting production is widely recognized. However, benefits are not automatic and vary by “type” of FDI and subject
to the specific economy contexts—the host economy’s development stage, absorptive capacity, and investment
climate, among others. For example, FDI in extractive industries often proved less beneficial to the host economy,
which might have been the cases for unsuccessful FDI experiences in some Central Asian economies. Economic,
institutional, and policy factors also exert considerable influence over a firm’s decision on whether or how to invest.

The United Nations Population Division defines “migrants” as foreign-born population (see “Chapter 4: Movement of People”).
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¢ Greenfield investments have been preferred to merger and acquisitions (M&As) as a mode of entry for
FDI in Asia and the Pacific. FDI can be made through (i) greenfield investments (investments in new assets) or (ii)
M&As (takeovers or acquiring existing firms). Firm-level data suggest that, historically, greenfield investments have
been the dominant mode of entry for multinationals investing in Asia, although M&As have increased rapidly in recent
years. Greenfield FDI is the more common mode of entry in manufacturing, with M&As favored more for services.

e Asian multinationals tend to engage more in GVC-FDI than those outside the region. FDI can be
categorized by the multinational’s investment motivation: (i) to avoid trade barriers and gain better access to local
markets by replicating production activities done elsewhere (horizontal FDI); or (i) to lower costs by placing specific
production stages where there is comparative advantage (vertical FDI). Together, vertical and export-oriented FDI
can be viewed as GVC investment (GVC-FDI). Firm-level data show most GVC-FDI in Asia is in manufacturing.
Japan is the largest source of GVC-FDI in Asia, followed by the Republic of Korea.

o “Factory Asia” still helps explain GVC-FDI in Asia and the Pacific. Empirical findings suggest product
specialization near the final stage of production processes helps attract GVC-FDl in the region. Developing
economies can take advantage of relatively low wages and abundant labor to attract more GVC-FDI.

Determinants of FDI in Asia and the Pacific

¢ Institutional quality matters for FDI, particularly M&As. Among the factors associated with comparative
advantage, institutions (or governance), the business environment, and regional integration, the most important
driver of FDI in Asia is the quality of institutions measured by perception-based governance indicators. The effect
of institutional quality is greater for M&As, although it is significant and positive for greenfield FDI as well. By source
economy, FDI from high-income economies is most sensitive to the level of governance in destination economies. By
sector, FDI targeting resources are least sensitive.

o A better business environment can complement the level of governance quality in destination
economies. The business environment—as measured by the Ease of Doing Business indicator—has a positive
impact on FDI, with the impact even greater where there is a relatively lower level of governance. Among indicators of
the business environment, the ease of “registering property” is most important for attracting greenfield investments,
while the ease of “getting credit” matters most for attracting M&As.

o Regional Trade Agreements help attract north-south FDI. Regional trade agreements increase greenfield
FDI from high-income to low-income economies, perhaps by helping improve the business environment and
cutting trade costs. Meanwhile, its effect is negative for greenfield FDI among developing economies—particularly
in manufacturing and services—suggesting that FDI among developing economies might be driven more by tariff
jumping and market seeking rather than the desire for an export platform for external trade. Nonetheless, the effect of
longer-term trade and investment promotion is expected to outweigh a more short-term substitution effect.

o Greater domestic production fragmentation helps attract more GVC-FDI. Production fragmentation entails
compartmentalizing the production process into small incremental steps. Deepening input-output linkages among
parent companies and their industry affiliates not only expands domestic value chains but strengthens an industry’s
GVC linkages. This helps promote trade in intermediate components and the vertical FDI typically associated with
GVCGCs. Low trade barriers of the host economy also help attract GVC-FDI.
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o Bilateral investment treaties (BITs) are important international policy tools in spurring FDI. Despite the
growing heterogeneity in the scope and depth of BITs, the treaties generally help both greenfield FDI and M&As.
Empirical findings suggest that having investor-state dispute mechanisms (ISDMs) is most effective for BITs to attract
FDI—it can increase the number of FDI projects by 35.3%. Separately, nondiscrimination provisions—such as national
treatment and most-favored nation clauses in regional trade agreement investment chapters—are the most effective
element in attracting FDI.

Policy Implications

e Determinants of FDI vary by mode of entry, a firm’s motivation for entering, industrial sector, and the
characteristics of source and host economies. Policymakers need to carefully consider the different types of
investment that may best suit their development strategies when devising FDI policy on incentives and facilitation in
the context of an economy’s development stage, comparative advantage, and industrial structure.

o Strong political will and commitment help attract FDI in developing Asia. Good governance and quality
institutions of the host economy are the most important determinants of a multinational’s FDI decisions. Credible
policy reforms creating better governance and institutions maximize the host economy’s chances of attracting
productive FDI. Also, the inclusion of ISDMs into BITs signals a government’s commitment to honoring the interests
of foreign investors and their investments.

e A good investment climate is vital in fostering productive private investment—either domestic or
foreign. Creating an investment friendly environment encourages private investment that is key to strong economic
growth and rapid poverty reduction. Upgrading the business environment is particularly important for economies with
relatively weaker institutions to attract FDI inflows, as improving the general quality of institutions would often require
comprehensive and painstaking reforms.

o Developing economies need to further develop domestic value chains in manufacturing to attract GVC-
FDL. Building strong backward and forward linkages among domestic firms in manufacturing could help facilitate
GVC-FDI from multinationals. This could be particularly relevant to economies in Central Asia and South Asia, which
have yet to adequately link their manufacturing industries to international production networks.
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Economic Outlook

Despite an unfavorable external environment,
developing Asia is expected to maintain 5.7%

growth in 2016 and 2017, buoyed by resilience
in the region’s largest economies, the People’s
Republic of China and India.

he recovery in the Group of Three (G3) economies

of the euro area, Japan and the United States (US),
continues to stall. The US growth in the first half of 2016
was softer on low investment and weak trade. Going
forward, there are lingering concerns that significant
policy changes by the Trump government—repeal of the
Dodd-Frank law, restructuring of energy and immigration
policies, and imposing more trade restrictions—could
affect growth prospects. In Japan, growth improved,
although the rising yen in the second half of 2016 weighed
heavily on exports. While the growth outlook in the euro
area held steady in 2016, political uncertainties have
added to downside risks (Table 1.1).

Growth in the People’s Republic of China (PRC) in the
first half of 2016 eased to 6.7% from 7.0% in the same
period last year, as reforms to restructure the economy
away from export-led growth toward consumption
continued. Private consumption and services contributed
most to growth, in line with the government’s goal of
attaining balanced and sustainable growth. In India,
steady progress of reforms boosted its growth prospects.
In June 2016, the approval of wage and pension increases
enhanced private consumption; and a new law creating

a national value added tax are expected to strengthen
India’s fiscal position and lift investor confidence.

Table 1.1: Regional GDP Growth (%, y-o-y)

Forecast
2013 2014 2015 2016 2017

Developing Asia 6.5 6.3 59 57 57
Central Asia 6.6 5.2 30 15 2.6
East Asia 6.8 6.6 6.1 5.8 5.6

People’s Republic of China 7.8 7.3 6.9 6.6 6.4
South Asia 6.2 6.7 7.0 6.9 73

India 6.6 7.2 7.6 74 7.8
Southeast Asia 5.0 45 44 45 4.6
The Pacific 39 94 7.2 27 35
Major Industrialized Economies

Euro area -0.2 11 1.9 15 14

Japan 14 -01 0.6 0.6 0.8

United States 17 24 2.6 1.5 24

GDP = gross domestic product, y-o-y = year-on-year.

Notes: Developing Asia refers to the 45 regional members of ADB, while
subregional groupings are based on ADB’s Asian Development Outlook. Aggregates
weighted by gross national income levels (Atlas method, current $) from World
Development Indicators, World Bank. Figures are based on ADB estimates except
for the People’s Republic of China, India, euro area, Japan, and the United States,
which are actual values. ADB forecasts from Asian Development Outlook Update
2016.

Sources: ADB calculations using data from ADB (2016b); CEIC; World Bank.
World Development Indicators. http://data.worldbank.org/data-catalog/world-
development-indicators (accessed October 2016).

Strong growth is expected to continue in Southeast

Asia on higher export prices for commodities and rising
infrastructure investment. This should offset the impact
of the drought that caused agriculture to contract

during the first half of 2016 across the region, except in
Indonesia. In Central Asia, low oil prices continue to cloud
growth forecasts. The recession in the Russian Federation
is affecting growth in remittance-dependent economies.
In the Pacific’s large economies, cyclone damage and
fiscal difficulties are weighing heavily on growth this year,
although stronger tourism receipts could help stimulate
growth in South Pacific economies in 2017.
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Economic Shocks and Risks

Asia has been hit by a multitude of shocks
with high cost implications.

Natural disasters, economic and financial crises, and oil
and food price shocks affected Asian economies over
the last half-century. Some of these shocks ended in loss
of lives, economic and social dislocations, and financial
losses and economic costs (Figure 1.1). The frequency
of these shocks appears to have increased, with nine
shocks hitting the region since 2005. While there is no
simple way to quantify the full impact of these shocks,

anecdotal evidence suggests the costs of these shocks are
increasing. For instance, the $70 billion estimated annual
average damage to the region from natural disasters

since 2005 is almost double the estimated $36.6 billion

in annual average damage recorded since 1975 (both in
2010 prices).

Table 1.2 presents a peak versus trough analysis of the
cumulative impact economic shocks had on Asia’s gross
domestic product (GDP) growth.'It clearly shows these
shocks brought down average GDP growth in the region
by 4-13 percentage points, with the largest decline in
growth (almost 28 percentage points) observed during
the 1997/98 Asian financial crisis. The effects of these

Figure 1.1: GDP Growth, Shocks, and Cost of Natural Disasters—Asia
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AFC = Asian financial crisis, PRC = People’s Republic of China, EU = European U
of the Petroleum Exporting Countries.

nion, GDP = gross domestic product, GFC = global financial crisis, OPEC = Organization

Notes: Aggregate GDP growth weighted using gross national income (Atlas method current $). Natural disasters include epidemic, insect infestation, extreme
temperature, drought, flood, mass movement (wet and dry), wildfires, earthquakes, volcanic eruptions, and storms. Total damage costs hold direct (e.g., damage to
infrastructure, crops, housing) and indirect (e.g., loss of revenues, unemployment, market destabilization) consequences for the local economy.

Sources: ADB calculations using data from Centre for Research on the Epidemiology of Disasters. EM-DAT The International Disaster Database. http://www.emdat.be/
database; and International Monetary Fund. World Economic Outlook April 2016 Database.
https://www.imf.org/external/pubs/ft/weo/2016/01/weodata/index.aspx (both accessed September 2016).

' The peak versus trough analysis is applied to huge shocks that affected
the output growth of economies in the region. The analysis compares
the highest growth prior to the occurrence of a shock with the lowest
growth after the shock. The impact is then calculated as the growth
differential in percentage points and the duration as the number of
quarters before the lowest point of the growth path is reached.

3
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Table 1.2: GDP Growth Impact of Economic Crises on Developing Asia (peak versus trough)

Drop in GDP growth* Duration of Impact®
(y-o0-y, % points) (no. of quarters)
Crisis Average Minimum  Maximum Average Minimum  Maximum
1991 Japan asset price bubble -4.0 -0.8 -13.2 4 2 7
1997/98 Asian financial crisis -12.9 =31 -27.8 6 3 9
2001 dotcom bubble =71 -0.8 -14.5 6 3 8
2008/09 global financial crisis -10.7 -4.2 =175 6 5 9
2010/11 EU debt crisis -8.1 -0.8 -15.9 8 5 1

EU = European Union, GDP = gross domestic product; y-o-y = year-on-year.

3The drop in GDP growth was computed as the difference between peak and trough during each crisis period.

"The duration of impact is the number of quarters covering the peak and trough during each crisis period.

Notes: Minimum, maximum, and average values across sample economies in developing Asia, which includes the People’s Republic of China;
Hong Kong, China; India; Indonesia; the Republic of Korea; Malaysia; the Philippines; Singapore; Taipei,China; and Thailand. For each shock, the
drop in GDP growth and duration from the peak up to trough was computed.

Source: ADB calculations using data from Oxford Economics.

shocks persisted for nearly six quarters on average. Their
magnitude and duration have also fluctuated, with big
shocks observed during the Asian financial crisis and

the global financial crisis, and smaller shocks recorded in
between. Some economies in the region cope better with
shocks than others.

Downside risks to the outlook could disrupt
the region’s growth trajectory.

Externally, the slow recovery in the euro area, Japan, and
the US continues to pose downside risks to developing
Asia’s projected economic growth. Interest rate hikes

by the US Federal Reserve, though the timing remains
uncertain, could disrupt the region’s capital flows and
complicate the macroeconomic environment. The
pushback against globalization and increasing political
pressures against trade openness could create more
hurdles to the trade environment, potentially slowing the
progress of regional integration. More so, recent political
events—such as the Brexit vote in June 2016 and Trump’s
victory in the US election—suggest a rising tide of anti-
globalization and anti-establishment sentiment among
parts of the electorate worldwide. These events could
increase global uncertainty and erode confidence on
global institutions.

The slowdown in the PRC continues to cast a shadow on
trade growth in the region (Box 1.1). Private sector debt—
incurred either through direct borrowing or intercompany
lending—continues to rise in many economies. Alongside
borrowing by Asian companies, growing household debt

is also an increasing concern in some economies. These
debts could prove unsustainable should interest rates
rise sharply.

Given these frequent and costly shocks, economies need
to build economic resilience in the region through early
identification of potential vulnerabilities.?

Building Economic
Resilience

The concept of economic resilience is complex
and can mean many things to many people.

Broadly speaking, the word resilience comes from the
Latin word resilire—to recoil or leap back.

In economics, resilience refers to an economy’s ability
to withstand the impact of exogenous shocks such as
those arising from financial contagion, commodity price
volatility, or external demand shocks. This is similar

to dampening the amplitude or the degree of change

in economic activity arising from a shock (Duval et al.
2007). The literature refers to this as enhancing the

In this section, the discussion is confined to economic shocks arising
from economic interdependence and global and regional spillovers.
Necessarily, the notion of building resilience will also be limited to
measures that can help economies mitigate the impact of these types of
economic shocks.
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Box 1.1: Drivers of Asian Output

A vector autoregression model is used to estimate the effects
of external shocks on business cycles in emerging Asia.

Asian business cycles are measured as the de-trended gross
domestic product using a Hodrick-Prescott filter. External
factors represent global and regional economic conditions
that affect output in regional economies, including (i) the
United States (US) output shock, a proxy of business cycle

in advanced economies; (i) the Chicago Board Options
Exchange’s Volatility (VIX) index, a measure of global financial
risk; (iii) world trade growth; and (iv) an output shock in the
People’s Republic of China (PRC). These external factors

are assumed unaffected by contemporaneous domestic
shocks. Further, shocks to external factors are assumed to be
transmitted in the same order as above.

The result from the variance decomposition shows that
external factors drive most of the variation in output among the
region’s economies. This was particularly evident following the
1997/98 Asian financial crisis, when the impact of both US and
PRC output shocks increased and became more persistent.

Share of Asia ex-PRC Output Variance Due to External and Local Factors (%, x-axis = number of quarters)
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Asia ex-PRC = Asia excluding the PRC, PRC = People’s Republic of China, US = United States, VIX = Chicago Board Options Exchange’s Volatility Index.
Note: Pre-Asian financial crisis covers Q11987 up to Q11997. Post-Asian financial crisis covers Q11999 up to Q2 2016. Asia ex-PRC includes Hong Kong,
China; Indonesia; the Republic of Korea; Malaysia; the Philippines; Singapore; Taipei,China; and Thailand. US, PRC, and individual Asia ex-PRC (local)
output based on the Hodrick-Prescott filtered seasonally adjusted gross domestic product at constant prices.

Source: ADB calculations using data from Bloomberg; CEIC; Oxford Economics; and World Bank. World Development Indicators. http://data.worldbank.

org/data-catalog/world-development-indicators (accessed November 2016).

absorptive capacity for resilience. Similarly, resilience
could also be used to refer to an economy’s ability to
quickly recover from a shock and return to its long-term
equilibrium. This is similar to minimizing the persistence
of a shock and has been referred to as increasing the
adaptive capacity for resilience.

An alternative notion of resilience is the ability of an
economy to enhance and restructure its productive
capacity so that the system improves its ability to deal

with future shocks—sometimes called the transformative
capacity for resilience.

Based on these definitions, Asia can build economic
resilience by (i) improving the absorptive capacity of an
economy to withstand shocks (ii) enhancing the adaptive
capacity of an economy to recover or bounce back from
shocks and (lii) strengthening the transformative capacity
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of an economy to upgrade and restructure its systems to
boost economic resilience to future shocks.

Evidence suggests that good policies can
enhance resilience to better cope with
unforeseen economic shocks.

Briguglio et al. (2008) argue that policies contributing
toward greater macroeconomic stability, microeconomic
market efficiency, good governance, and social protection
underpin economic resilience.

Figure 1.2: Building Economic Resilience—A Framework

Figure 1.2 presents an economic framework for building
economic resilience. In addition to policies already
mentioned above, the framework incorporates the

role of global and regional cooperation, and provides
concrete policies as illustrations. In this framework,
good governance and institutions serve as a platform
or fulcrum to help implement good policies or deliver
programs that can buttress economic resilience.
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Macroeconomic Policy

In the short run, policymakers use
countercyclical macroeconomic policies
to cushion or mitigate the impact of
economic shocks.

Sound macroeconomic policies can build resilience

by enhancing an economy’s absorptive capacity to
withstand shocks. A good example is the set of prudent
macroeconomic and flexible exchange rate policies
often employed to boost aggregate demand and spark
economic recovery. During the global financial crisis—
amid dwindling external demand for Asian exports and
tightening global liquidity—many economies cut interest
rates to boost domestic consumption and investment,
and ease liquidity in the system. They also supported

a flexible exchange rate—which helped by altering the
return differential between assets denominated in foreign
currencies and those denominated in local currency—to
stabilize economic fluctuations due to volatile capital
flows. These coordinated actions helped create greater
economic resilience to soften the crisis impact.

Another set of useful policy tools are countercyclical
fiscal policies that help prop domestic demand in times
of crisis. Sometimes, fiscal stimulus comes in the form of
temporary employment programs through public
(re)construction. Or it could come via natural
stabilizers—policies and programs that help reduce
fluctuations in economic activity through price
movements; or by introducing offsetting adjustments in
taxes or subsidies, for example. There are discretionary
fiscal policies as well, such as unemployment assistance
or subsidies. These instruments can cushion an economy
from changes in the business cycle as they alter business
costs and allow for some income redistribution, thereby
helping businesses and households endure the impact of
a shock.

Microeconomic Policy

Policies that enhance the flexibility of
labor, capital, and product markets can also
contribute to greater economic resilience.

Microeconomic policies that facilitate the reallocation of
resources to more productive uses is one way to help raise
the productivity of factors of production, and make the
product market more efficient. In doing so, these policies
enable the economy to recover more quickly from a
shock and push the economy back toward its potential
growth path. Augmented by strong institutions, these
microeconomic policies can also raise market efficiency
and help macroeconomic policies become more effective.
For instance, financial sector and domestic capital
market development can increase the efficiency of
financial intermediation and boost productivity. Equally
important, financial sector innovation—that creates

new financial instruments or invests in high-technology
financial infrastructure—can also enhance monetary
and financial policy effectiveness, thereby increasing
resilience. Similarly, flexible labor market institutions

and policies can improve the effectiveness of automatic
stabilizers, and multiply the impact of discretionary fiscal
policy aimed at stimulating specific sectors (Sanchez et
al. 2015).

Structural Reform Policy

Building resilient systems requires “sound
and forward-looking policy options” to cope
with future economic shocks.

Berkes (2007) describes how to build resilience—by
improving the organization, internal processes, and
production efficiency—to deal with change characterized
by uncertainty and surprises. Consistent with this

notion, many East and Southeast Asian economies are
pursuing a range of reforms to make their economies
more resilient in the aftermath of the global financial
crisis. For instance, an analysis of over 10,000 firms in 13
developing economies in Asia confirms that obstacles like
judicial bias, unequal access to finance, excessive labor
regulation, poor electricity supply, and corruption impede
the efficient allocation of factors across firms. Therefore,
structural reforms to remove these obstacles can

7
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enhance firm efficiency, support economic dynamism,
and move economies toward their frontier potential
growth (ADB 2016a).

While some policies build a system’s absorptive
capacity, it could also weaken future adaptive
capacity and undermine its ability to cope

with shocks.

A good example is employment protection. In the face of
an economic shock, this policy helps agents absorb the
impact of a shock because their jobs remain secure. And
if this is further linked to well-designed training programs,
it will spark transformation toward a more resilient labor
market system. However, employment protection could
also weaken the system’s adaptive capacity because it
hinders the efficient reallocation of resources toward its
most productive use. For instance, it has been pointed out
that shishin koyd—or the ancient practice of providing
permanent employment—has weakened the ability of
Japan’s economy to rebound from economic recession, as
companies are unable to reduce their staff complement
and labor costs and become more competitive.

While pursuing structural reforms to boost
resilience is good, they can also be very difficult
to implement.

First, the gains from structural reforms are often not
visible to everyone—making it difficult for policymakers
to push the reform efforts. For example, the imposition of
a duty on housing transactions in an attempt to manage
a growing property bubble and make the housing market
more resilient to potential shocks. Initially, imposing a
duty would raise the cost of owning a house and would
affect first home buyers, making it an unpopular policy.
Second, there are also short-run adjustment costs
associated with structural reform that distort perceptions
on the gains from reform. For instance, while a more
flexible labor market policy can strengthen an economy’s
resilience through faster reallocation of labor resources, it
can be perceived as contributing to greater job insecurity.
Finally, the costs and benefits of a reform might accrue to
different groups of people—with some benefiting more
than others. This would encourage greater opposition
from those who would lose from reform efforts.

Global and Regional Cooperation

Asia needs to cooperate more to boost national
and regional economic resilience.

To the extent that global and regional integration raises
the probability of negative spillover effects through trade
and finance, economic and financial policy cooperation is
important to manage the risks arising from the integration
process. Cooperation can focus on rule-making and
monitoring to minimize negative spillovers. A good
example is cooperation on establishing financial safety
nets to mitigate the risks of contagion-exacerbating
crises. Cooperation to increase the cross-border flows of
goods, services, and people can also enhance resilience
by expanding markets and improving resource allocation.
This in turn helps economies diversify their markets and
get better returns on their labor or capital. For instance,
at the height of the global financial crisis, when external
demand was weak, the big economies in the region
provided alternative sources of demand for exports.
Cooperation to enhance infrastructure connectivity and
manage regional public goods (and public “bads”) can
also strengthen many aspects of regional resilience. For
one, infrastructure connectivity facilitates the flow of
goods, services, and people, raising overall productivity.
Managing regional “public goods” allows economies to
account for the social costs in providing public goods to
help optimize outcomes (ADB 2013).

Regional policy dialogue allows authorities
to prepare for global or regional contagion
by better understanding its origins and
transmission mechanisms.

Regional dialogue aims to prevent financial crises by

(i) promoting information sharing, policy dialogue, and
coordination; (ii) collaborating on financial, monetary,
and fiscal issues of common interest; (jii) detecting
early macroeconomic and financial vulnerabilities; and
(iv) implementing swift, remedial policies. There are
already many forums for regional economic information
exchange, analysis, and policy dialogue, among them,
the Association of Southeast Asian Nations (ASEAN)
Surveillance Process for finance ministers; the Economic
Review and Policy Dialogue process for ASEAN+3
(ASEAN plus the PRC, Japan, and the Republic of
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Korea) finance ministers and central bank governors;
transregional processes such as the Asia-Pacific
Economic Cooperation finance ministers’ meeting;

and the Asia-Europe Meeting of finance ministers.
Cooperation between regional and global policy dialogue
is also a good idea.

Governance and Institutions

Political stability, good governance, and strong
institutions are needed to support gains from
good economic policies and programs and
build resilience.

Good policies are only meaningful if they are appropriate,
well-timed, effectively implemented, and delivered to
those most vulnerable. This increasingly depends on
political stability, quality of governance, and the presence
of strong institutions.

Correlates of Economic
Resilience

Vulnerability to international spillovers and contagion
can be measured in several ways. For instance, trade
openness or financial openness can be used to capture
vulnerabilities arising from global shocks or those
originating in major trade or financial centers, such as

the US, the euro area, or the PRC (R6hn et al. 2015).

In the context of disaster, size can also be associated
with vulnerability as it limits the distribution of losses,
meaning resilience could be higher if losses can be more
widely distributed or shared across a bigger population

or geographic area. Similarly, infrastructure can also
gauge susceptability to macroeconomic shocks as it is
key in supply-chain networks and during reconstruction
(World Bank 2013). On the policy front, Briguglio et al.
(2008) noted that resilience can be captured through
macroeconomic stability, microeconomic efficiency, good
governance, and social protection policies, among others.

Output and consumption growth volatility is examined
below as a measure of vulnerability to international
spillovers and contagion. The correlation of economy

characteristics and economy policy instruments with
these volatility measures are then examined to identify
whether there are economy characteristics or policy
instruments that can help mitigate volatility in output and
consumption growth.

Size and reliance on resources appear to
contribute to greater economic vulnerability
as measured by output and consumption
growth volatility.

The volatility of GDP and consumption growth was
plotted against size (measured by population) and
reliance on resources (measured by terms of trade)
(Figure 1.3).2 The results—size is inversely correlated to
GDP and consumption growth volatility while terms of
trade is positively correlated—are not surprising and are
generally consistent with economic theory (Figure 1.4).

Generally, small economies tend to be highly
concentrated in a narrow set of economic activities,
making them more vulnerable to natural disasters like
cyclones or economic shocks (such as the global financial
crisis). Many small economies also tend to face higher
costs—due to limited scale—for providing

Figure 1.3: Volatility of Output and Consumption
Growth versus Population, 2006-2015
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Sources: ADB calculations using data from United Nations Statistics
Division. http://unstats.un.org/unsd/default.htm; and World Bank. World
Development Indicators. http://data.worldbank.org/data-catalog/world-
development-indicators (both accessed October 2016).

In this report, volatility is measured through the coefficient of variation in
GDP growth and household consumption growth.
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infrastructure such as power, health, and education.

Size also coincides with geographical remoteness or

sea- or land-locked economies. Thus, prices for food

and energy will tend to be higher for small economies,
making them more vulnerable to shocks. Similarly,

relying on exports of natural resources could propel an
economy toward greater output and consumption growth

Figure 1.4: Volatility of Output and Consumption Growth
versus Terms of Trade, 2006-2015
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the base period (2000).

Sources: ADB calculations using data from United Nations Conference on Trade
and Development. http://unctadstat.unctad.org/EN/Index.html; and United
Nations Statistics Division. http://unstats.un.org/unsd/default.htm (both accessed
October 2016).

volatility, as prices of natural resources tend to exhibit
greater volatility, which is also captured in output and
consumption volatility.

Openness through trade and financial flows
seems to increase economic exposure to the
effects of global or regional shocks, increasing
the volatility of output and consumption
growth.

As seen in Figure 1.5, the volatility of GDP and
consumption growth increases with both trade and
capital account openness. Capital account openness
shows a stronger positive link to volatility in both output
and consumption growth. This result seems to confirm
that capital flow volatility has become an important
driver of economic vulnerability in Asia and the Pacific.
Prior to the global financial crisis, Asia received strong
capital inflows from nonresidents, reaching almost 10%
of GDP of emerging Asian economies in 2007. However,
during the crisis, in the fourth quarter of 2008, the
region saw massive capital outflows equivalent to 14%
of GDP. With open capital accounts, the region became
more vulnerable to changes in risk appetite and global
uncertainty, which affected output and consumption
growth volatility (Box 1.1).

Figure 1.5: Volatility of Output and Consumption Growth versus

Economic Openness, 2006-2015
a: Trade openness

b: Capital account openness
(0to 1 = highly open)

§°3 : . 53

s ’ . s

g2 . g 2f ’

% . . % .

E * °® E ° ° °

AL —, S .

= = 3t £ : = o

8 Cage P ° g 9, .

o0 S : : e : oot - : :
20 40 60 80 100 120 140 160 180 00 02 04 06 08 1.0

% of GDP Capital account openness index
*GDP growth = Consumption growth

— Linear (GDP growth) Linear (consumption growth)

GDP = gross domestic product.

Notes: Trade openness is estimated as the sum of exports and imports of goods and services as a share of GDP.
The capital account openness index or Chinn-Ito index is calculated using data on restrictions on cross-border
financial transactions reported in the International Monetary Fund’s Annual Report on Exchange Arrangements
and Exchange Restrictions (AREAER). Coefficients of variation of GDP growth and consumption growth

cover the period from 2006-2015; trade openness from 2006-2015; and capital account openness index from
2006-2014.
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htm (accessed October 2016); and Chinn and Ito (2006).
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A favorable pattern of structural
transformation, from agrarian to modern
industrial economy, for example, also
contributes to greater economic resilience.

Clearly, structural transformation can contribute to
resilience in many ways. Increasing the share of industrial
employment, for example, tends to reduce output and
consumption growth volatility (Figure 1.6). First, by their
very nature, employment and income from agriculture
tend to vary more than industry or manufacturing given

Figure 1.6: Volatility of Output and Consumption
Growth versus Employment Industry, 2006-2015
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Sources: ADB calculations using data from United Nations Statistics
Division. http://unstats.un.org/unsd/default.htm; and World Bank. World
Development Indicators. http://data.worldbank.org/data-catalog/world-
development-indicators (both accessed October 2016).

changes in weather and the increasing impact of climate
change. Productivity levels in industry and manufacturing
are also higher than in agriculture, such that switching
employment toward manufacturing will lead to a more
stable form of employment and income—contributing to
greater economic resilience. This consequently supports
the observation that to sustain growth, end poverty,

and make economies more resilient, resources should

be moved from low productivity (agriculture) to higher
productivity (manufacturing) sectors.

Greater private savings and available credit can
help provide greater economic resilience.

Dipping into savings or going into debt (some examples
of household’s coping strategies) can help smooth
output and consumption growth volatility during
economic shocks (Reyes et al. 2011) (Figure 1.7).

Other coping strategies with similar impact include
liquidating assets, seeking additional work, or looking for
overseas employment.

Inadequate and low-quality infrastructure can
undermine economic resilience.

Economic resilience can also be affected by the quality
and availability of infrastructure and infrastructure
services (Figure 1.8). Based on the scatterplots, it
appears that economies with higher infrastructure
scores—meaning they have better infrastructure, quality

Figure 1.7: Volatility of Output and Consumption Growth versus Saving and Debt, 2006-2015

a: Gross domestic savings

b: Domestic credit to private sector
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(both accessed October 2016).
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Figure 1.8: Volatility of Output and Consumption Growth

versus Infrastructure Quality
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Sources: ADB calculations using data from United Nations Statistics Division. http://unstats.un.org/unsd/default.htm;
World Economic Forum. Global Competitiveness Index. http://reports.weforum.org/global-competitiveness-index/;
and World Development Indicators. http://dataworldbank.org/data-catalog/world-development-indicators (all

accessed October 2016).

of trade and transport-related infrastructure, logistics
performance index, and competence and quality of
logistics services—exhibit lower volatility in output and
consumption growth. These results are not surprising
given that connectivity through infrastructure—
particularly highways, roads, and bridges—is important
when responding to natural disasters and economic
shocks. But an even more important point is the need to
build resilient infrastructure that can withstand shocks
from natural disasters or black-swan events.

Good governance and social safety nets help
build economic resilience.

Based on preliminary analysis, good governance—
government effectiveness, rule of law, and regulatory
quality—seems to be associated with lower volatility
in output and consumption growth (Figure 1.9). This

is consistent with the general observation that good
governance has always supported and reinforced gains
from a range of economic policy reforms. In particular,
without political stability, good governance, and strong
institutions—key foundations for effective policy

implementation—good policies alone cannot contribute
effectively to economic resilience.

Social protection policies as measured by the adequacy
of social protection and labor programs seem to be
positively associated with increased volatility in output
and consumption growth (see Figure 1.9).

At first glance, this appears counterintuitive as social
protection programs would be expected to offset the
volatility in output and consumption growth. However,
to the extent that social protection programs respond to
economic shocks—function as ex-ante mechanisms—it
follows that economies with greater volatility in output
and consumption growth will also spend more on social
protection. Hence, this result supports the observation
that effective safety nets are needed to ensure food and
job security, especially among vulnerable groups, during
periods of economic shock.
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Figure 1.9: Volatility of Output and Consumption Growth versus Governance and
Social Protection, 2006-2015

a: Government effectiveness
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Sources: ADB calculations using data from United Nations Statistics Division. http://unstats.un.org/unsd/default.htm;
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indicators (all accessed October 2016).

Policy Considerations

From the foregoing discussions, building economic
resilience will entail building the resilience of various
components and systems that make up the economy.

It underscores the importance of appropriate
interventions (through policies, programs, and projects)
to develop economic resilience that is absorptive,
adaptive, and transformative.

There are five important policy considerations that can
help economies respond to large and unpredictable
changes in demand: strong macroeconomic
fundamentals, a flexible microeconomic structure,
structural reform policies, social policies and programs,
and strong global and regional cooperation. It will also
require good governance and strong institutions to
translate these good policies into action.

Finally, resilience can only be strengthened through

the collective effort of policymakers from national and
regional bodies, the academe, research, the private (and
business) sector, and civil society to strengthen resilience
thinking, risk analysis, and risk management.
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Recent Trends
in Asia’s Trade

Asia’s trade growth in 2015 continued to slow
below world trade growth; it also fell further
below GDP growth.

Trade growth by volume fell from 3.5% in 2014 to 2.3%
in 2015 in Asia and the Pacific, much sharper than
the decline in global trade from 2.8% to 2.7% in the same
period. In comparison, North America’s trade growth

fell 0.8 percentage points to 3.7%, and Africa’s by 0.4
percentage points to 0.7%. Latin America’s total trade
continued to contract (from a rate of -2.0% in 2014 to
-2.3% in 2015). By contrast, trade growth accelerated to
4.3% from 2.7% in the European Union (EU) and to 3.3%
from 1.5% in the Middle East.

Asia’s trade growth has consistently fallen below output
growth since 2012, consistent with the global trend
(Figures 2.1a, 2.1b).

By volume, both export and import growth has slowed

in Asia and the Pacific since 2011, after a rebound in
2010 following the global financial crisis. Worldwide
growth deceleration was more pronounced in developing
economies than developed economies. Developing Asia’s
export growth slowed sharply to 3.0% in 2015 from 6.4%
in 2013 and 4.6% in 2014, compared with the gradual
recovery in developed economies’ export growth to 3.0%
in 2015 from 1.7% in 2013 and 2.5% in 2014 (Figures 2.2a,
2.2b). Import growth has been below that in developed
economies since 2014—a meager 1.7% in 2015 against
4.5% growth in developed economies. While sluggish
import growth may have helped economies with current
account deficits shore up current account balances, it
also reflected the domestic demand weakness across

Figure 2.1: Merchandise Trade and GDP Growth—Asia and World (%, y-o-y)
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Figure 2.2: Export and Import Volume Growth—Developed Economies

and Developing Asia (%, y-o-y)

30 a: Export volume growth 30 b: Import volume growth

20 20
10 10
0 0
-10 -10
-20 -20
-30 -30
—40 -40

— m ["a) ~ ()] — m wn — [s2] n ~ (o)) — m wn

o o o o o — — — o o o o o — — —

(=] o (=] (=] [=] o (=] o (=] (=] (=] (=] (=] (=] [=] o

s\ o~ o~ [aN} o~ (s (s} o~ [aN} s\ o~ N o~ o~ o~ (o]

[—Developed ——Developing Asia

y-0-y = year-on-year.

Notes: Economies were grouped into “developed” and “developing” based on country
classification of the United Nations. The computations included 37 developed economies
(European Union [EU], non-EU, Asia, and North America) and 146 developing economies (from
non-EU, Africa, Asia, Middle East, and Latin America and the Caribbean). Developing Asia

includes ADB’s 45 developing member economies.

Source: Source: ADB calculations using data from World Trade Organization Statistics database.

http://statwto.org (accessed October 2016).

Figure 2.3: PRC and Asia ex-PRC Trade Volume Growth (%, y-o-y)
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statwto.org (accessed October 2016).

developing Asia, further complicating the challenge of
sustaining economic growth momentum beyond tepid
export growth.

Asia’s trade slowdown was driven by weaker
trade in the People’s Republic of China (PRC)
and slower intermediate goods trade growth
in the region.

The PRC’s trade slowdown worsened in 2015, with
trade volume growth plunging to just 0.2% from 5.4%
in 2014 (Figure 2.3). PRC’s exports continued to grow,
but much slowly, down to 4.8% in 2015 from 6.8%
in 2014, as reforms continue to steer the economy

away from export-oriented growth to more domestic
demand-driven growth—slower yet more sustainable
and balanced. Imports contracted 4.2%, reversing the 4%
growth in 2014. With the PRC accounting for the bulk of
the region’s total trade, the PRC trade slowdown pulled
down Asia’s total global trade. Excluding the PRC, Asia’s
aggregate trade volume growth rose to 3.1% from 2.5% in
2014.

By value, intermediate goods trade contracted 13.2%
in 2015, affecting Asia’s overall trade performance
as well. Intermediate goods—particularly processed
goods—remain a major component of Asian exports
and imports—accounting for about 58% of its total

17
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Figure 2.4: Total Trade by Commodity Groups—Asia
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Source: ADB calculations using data from United Nations. Commodity Trade Database. https://comtrade.un.org (accessed October 2016).

trade (Figures 2.4a, 2.4b). Beginning in 2010, growth of
processed intermediate goods fell rapidly from 31% to
1.3% in 2014 and contracted 6.8% in 2015. Consumption
goods growth also declined, but not as much—by 1.9% in
2015; while capital goods fell 3.6%. Detailed commodity
level data show that the fall in intermediate goods trade
value had nearly equal drops in both price and volume.*
Falling intermediate goods trade growth could indicate
stagnating or loosening global and regional value chains
(see “Analyzing Global and Regional Value Chains” for
more details).

Asia’s Intraregional Trade

Despite the slowdown in overall trade, Asia’s
intraregional trade share increased in 2015
given its declining trade with non-Asian
economies.

Intraregional trade in Asia and the Pacific increased to
57.1% in 2015, up from an average 55.8% during 2010-
2014 (Figure 2.5). By comparison, intraregional trade in
the European Union (EU) and North America is 63% and
25%, respectively.

4 The United Nations Commodity Trade Database lists exports up to a
six-digit product level.

Figure 2.5: Intraregional Trade Shares—Asia,
European Union, North America (%)
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However, intraregional trade by value declined by 7.4% in
2015 after growing only 1.3% in 2014. Indeed, intra-Asia
trade share increased in 2015 because of an even sharper
drop in Asia’s trade with non-Asian economies (down by
13%). Excluding the PRC, intraregional trade growth fell
even more sharply at 10% in 2015, while Asia’s trade with
the PRC contracted 3% (Figure 2.6).
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Figure 2.6: Trade Value Growth—Asia By Partner
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Trade share mostly strengthened within
subregions, but declined across subregions—
also confirmed by gravity model estimation
results based on bilateral trade data.

While the intra-subregional trade shares of Central
Asia, East Asia, and South Asia rose in 2015 from 2014,
those of Southeast Asia and the Pacific and Oceania
fell (Figure 2.7).% Intra-subregional trade shares remain
the highest in East Asia and Southeast Asia. Central
Asia outpaced the Pacific and Oceania in 2015 and now

occupies the third position. South Asia still has the lowest

share, but not too far behind the Pacific and Oceania.

Inter-subregional trade shares—trade across subregions
within Asia—declined in Central Asia and the Pacific
and Oceania, and slightly rebounded in East Asia. Inter-
subregional trade shares increased in South Asia and
Southeast Asia. The Pacific and Oceania continues to

engage in significantly more trade with other subregions in

Asia than within itself, with the highest inter-subregional
trade share among Asian subregions (Figure 2.8).

After controlling for economic size and geographic,
cultural, and economic proximity, Asia’s intraregional

exports are significantly higher than exports to non-Asian

economies (Box 2.1). From gravity model estimation
results based on data for 2011-2015, the most recent

> The Pacific and Oceania includes ADB’s Pacific developing member

economies plus Australia and New Zealand.

Figure 2.7: Intra-subregional Trade Shares—Asia (%)
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period, intraregional trade bias declined to 0.96 from
116 in 2010-2014.5

Gravity model is also a useful tool to assess the impact of
foreign exchange rate on trade. The volatility of exchange
rate has grown significantly recently. However, weaker
local currency does not seem to contribute to export
growth as much as before (Box 2.2).

6

Intraregional trade bias refers to the coefficient of the intra-Asia dummy
in the gravity model of bilateral export flows. A positive and significant
coefficient means that Asia’s trade with itself is higher than its trade with
non-Asian economies.
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Box 2.1: Gravity Model Estimation of Bilateral Exports

In traditional gravity models, trade flows (either exports or Because of the structural weakness of the intuitive gravity model
imports) are determined by the size of the respective source in assessing trade flows, international trade literature uses the
and destination economies and distance, which appears Anderson and van Wincoop (2003) gravity model specifications
to be an overall proxy for trade costs. However, this simple that account for multilateral trade resistance. To account for
specification fails to capture the unobserved multilateral time-varying characteristics of each trading partner, the gravity
trade resistance. Multilateral trade resistance measures the model is augmented with country fixed effects interacted with
cost of country i to export to country j relative to the cost of year dummies.

exporting to other economies (outward multilateral resistance)

or the cost of country i to import from country j relative to Results of gravity model estimation using annual data covering
the cost of importing from all possible import sources (inward 2011-2015 and 2010-2014 are shown in box table 1. This 5-year
multilateral resistance). rolling regression, updated annually, provides a snapshot of progress

1: Gravity Model Estimation Results

D Variable:
epe'ndent ariable All Goods Capital Goods Consumption Goods Intermediate Goods
Log(bilateral exports)
Log(distance) -1.79%% -1.727%% -1.90%* -1.83%**
(0.02) (0.02) (0.02) (0.02)
Colonial relationship dummy 0.82** 0.73*** 0.93** 0.84**
0.11) (0.10) (0.12) 011
Common language dummy 0.98*** 0.92* 1.047¢ 0.82%*
(0.04) (0.05) (0.05) (0.05)
Contiguity dummy 0.97** 0.94* 0.99%* 0.95%*
0.12) (CAD) 0.12) 0.12)
Regional dummies (base: Asia to ROW)
Both in Asia dummy 0.96"[1.16™*] 0.11[0.51] 0.48[0.90*] 0.15[0.47]
(0.32) (0.36) (0.40) (0.37)
Importer in Asia dummy 0.92 -0.22 0.09 0.81
0.61) (0.82) (0.65) (0.76)
Both in ROW dummy -0.61 -0.93 =127 0.03
(0.46) (0.70) (0.45) (0.61)
Sample size 148,780 148,780 148,780 148,780
Censored observations 40,292 76,499 58,922 54,211
Uncensored observations 108,488 72,281 89,858 94,569

** = significant at 1%, **= significant at 5%, *= significant at 10%, robust standard errors in parentheses.

ROW = rest of the world.

Notes: Based on annual data covering 2011-2015. Numbers in brackets are the coefficients of the regional dummies for gravity model estimation results
using annual data covering 2010-2014. Time-varying economy dummies are included but not shown for brevity. Heckman sample selection estimation was
used to account for missing economy-pair data. Data cover 173 economies, of which 43 are from Asia. Trade data based on Broad Economic Categories.
Sources: ADB calculations using data from Institute for Research on the International Economy. http://www.cepii.fr/CEPIl/en/cepii/cepii.asp; and United
Nations. Commodity Trade Database. https://comtrade.un.org (both accessed October 2016).
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in regional trade integration. The coefficient of “both in Asia”
dummy can be viewed as a trade integration index.

In terms of intra-subregional trade bias, East Asia still stands out,
followed by Southeast Asia and Central Asia. South Asia continues
to engage in significantly more trade with other subregions

within Asia, although its inter-subregional bias weakened slightly
(box table 2). While Asia’s intra-subregional bias remained high
for both estimation periods (2011-2015 and 2010-2014) in all
goods across most subregions, inter-subregional bias weakened.
Subregional trade integration seems to be progressing steadily,

centered on subregional specific integration initiatives such as
the Greater Mekong Subregion, Central Asia Regional Economic
Cooperation, South Asia Subregional Economic Cooperation,
and the Pacific Islands Forum. While this is encouraging for
advancing regional integration, weak inter-subregional trade
links suggest more work is needed to improve inter-subregional
connectivity and trade facilitation across subregions (beyond
subregional level efforts).

2: Gravity Model Estimation Results: Intra- and Inter-subregional Trade

Dependent Variable: Pacific and
Log(bilateral exports) Central Asia East Asia South Asia Southeast Asia Oceania
Intra-subregional Trade Dummy

All goods 4.53%*[4.44%]  6.63**[6.74"] 1.33"[1.48*%] 4.65[4.81"] 1.07*[0.75]
Capital goods 316*%[3.98**] 335%%[3.84*] 0.57[0.85%] 3.06™*[2.77*]  0.13[0.47]
Consumption goods 5.48*[5.02*]  5.64™[5.03**]  0.72[1.29**] 4.79*[4.04**]  0.44[-0.09]
Intermediate goods 3.59"*[3.62**] 6.94*[7.27*] 0.85*[1.04**] 4.91%[5.46**] 0.13[0.07]
Inter-subregional Trade Dummy

All goods 0.62 [0.90*] 0.65*[0.77*] 3.89*[4.13*] 0.83*[1.02***] -2.05[-1.16*]
Capital goods -0.60 [-0.06] -0.28[0.11] 1.94%*[1.61%*] 0.07 [0.39] -1.04 [-0.56]
Consumption goods 0.21[110%] 0.24[0.58] 4.32°%[3.59**] 0.12 [0.54] -0.57 [-0.13]
Intermediate goods -0.52[-0.03] -0.15[0.10] 3.48*44.14*] 0.28[0.58] -3.43**[-2.09*]

*** = significant at 1%, **= significant at 5%, *= significant at 10%. Estimates for 2010-2014 are in brackets.

Note: Base category (benchmark) is the subregion’s trade with economies outside Asia. A separate regression was estimated for “all goods”
and for each commodity group. The usual gravity model variables and time-varying economy dummies are included but, for brevity, not shown.
Heckman sample selection estimation was used to account for missing bilateral economy-pair data. Data cover 173 economies, of which 43

are from Asia. Trade data are based on Broad Economic Categories.

Sources: ADB calculations using data from Institute for Research on the International Economy. http://www.cepii.fr/CEPIl/en/cepii/cepii.asp;
and United Nations. Commodity Trade Database. https://comtrade.un.org (both accessed October 2016).
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Box 2.2: Impact of Foreign Exchange Rate on Trade

Analyzing recent trade growth patterns reveals some interesting
changes—a slump in trade growth or convergence toward
moderate, longer-term growth rates. Given conventional
wisdom—that exchange rate appreciation contributes to an
increase in imports and decreased exports, with depreciation
acting vice versa—the box examines how the change in
exchange rate affected trade flows in the 2000s. Examining
exchange rate movements over time, the analysis shows that
variations in real effective exchange rate (REER) movements
across economies decreased before the global financial crisis
(box figure 1a). However, exchange rate variations across
economies rapidly increased after the crisis (box figure 1b).

On the other hand, the trade response to exchange rate changes
has been smaller since the global financial crisis. Many more
economies had lower elasticity of both exports and imports

1: Real Effective Exchange Rate Index

180 a:Pre-GFC:2001-2006

160 -

+

140 - ’_)S X ﬁ 4+ .+\’<
120 »q ¢ " W KW oW
100 | P == qu hd A

80 » vy - ® ]
0r = ¢ o o

40/

201

o | I I | | I |
2001 2002 2003 2004 2005 2006

180 b: Post-GFC: 2012-2015
160 |
140 |
120 | N - ~
100 - o e
80 X &

60 = =
40 |

20|

0

2012 2013 2014 2015

GFC = global financial crisis.

Note: Includes 61 economies with available data on real
effective exchange rate.

Source: Bank for International Settlements. https://www.bis.
org/statistics (accessed July 2016).

relative to changes in REER after the global financial crisis than
before (box figures 2a, 2b).

Given the main focus on trade volume growth—excluding the
volatile price factor—the empirical analysis investigates how real
exchange rate movements lead to changes in trade volumes.
While much of the literature tests the impact of exchange rate
volatility on trade flows, not much examines the impact of the
exchange rate level itself on trade, particularly trade volume.

In investigating the relationship between changes in trade and
exchange rates, a panel gravity model is employed with various
fixed effects included to control for omitted variable bias and its
associated endogeneity.
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where the subscript i and j denote the importer and exporter,
respectively, and t denotes time. Xis the annual bilateral export
volume, calculated by deflating the export value by producer
price index of the exporting economy. xrate is the bilateral real

chl . .
exchange rate, calculated by nxrate x =i~ , where nxrate is the nominal

exchange rate, and CPI, and CPI, arzpéonsumer price indexes of
importing and exporting economies, respectively. GDP, denotes
the real GDP of exporting economies, and R, controls the usual
gravity variables, including distance, colonial relationship, common
language, and geographical contiguity. ¥;; is time-varying importer
fixed effects to control for remaining importer specific factors on
trade, such as tariffs and other nontariff barriers, and § are exporter
fixed effects. Finally, ¢, is an error term. The model tests the
impact of exchange rate on exports for 2001-2015 and separately
for 2003-2006 (before the global financial crisis), 2007-2010
(global financial crisis), and 2012-2015 (after the crisis). In addition
to the level of real exchange rate, we test the impact of its one

and two-lagged values (box Table 1). This can help estimate the
longer-term impact of exchange rate and also addressing potential
simultaneity problem.

1: Gravity Model Estimation Results: Impact of Real
Exchange Rates on Bilateral Exports

Period Log (RER) Log(RER,)  Log(RER, )
Full Period 0137 0.06** 0.04**
Pre-GFC 0.66"* 0225 0.05
GFC 0.09** 0.03 0.01
Post-GFC 01277 0.20 0.07

*** = significant at 1%, ** = significant at 5%, * = significant at 10%. Dependent
Variable: Log(bilateral exports volume).

GFC = global financial crisis, RER = real exchange rate.

Notes: Full-period covers 2001-2015, 2003-2006 is the period before the
global financial crisis, 2007-2010 is the global financial crisis period, and
2012-2015 after the crisis. The usual gravity model variables were included but
for brevity are not shown. For the complete gravity model estimation results,
please see Annex 2a. Data cover 166 economies, of which 40 are from Asia.
Sources: ADB calculations using data from Institute for Research on the
International Economy. http://www.cepii.fr/CEPIl/en/cepii/cepii.asp; United
Nations. Commodity Trade Database. https://comtrade.un.org; and World
Bank. World Development Indicators. data.worldbank.org/data-catalog/world-
development-indicators (accessed September 2016).

First, trade resistance factors point to the significance

and expected direction of influence on trade volume. For
2001-2015, the real exchange rate (RER) effect of the year is
positive and significant at the 1% level, suggesting the weaker
an exporter’s currency, the larger the export volume relative
to trading partners. A 1% depreciation of an exporter’s RER

on average leads to a 0.13% increase in export volume of the
same year. When the lagged variable of the RER is considered,
the magnitude of the impact decreases over time. The term
structure of the RER impact on trade reveals interesting,
consistent patterns. First, the size of the RER coefficient shrinks
from level RER to lag(1) and lag(2) RERs. Even the significance
of the RER is not retained for lag(2) RER across all three
periods. This indicates the effect of the real exchange rate over
export volume is greatest during the contemporaneous year and
dissipates over time. There is no indication of a J-curve effect.

Second, the magnitude of the RER coefficient is consistently
larger for the periods before and after the global financial
crisis and much smaller during the global financial crisis. The
exchange rate effect was significantly dampened during the
crisis period.

Third, compared with the pre-global financial crisis period, the
exchange rate effect on export volume in the period after the
crisis was less than halved during the same year and its lagged
impact has become even insignificant. The results show the
exchange rate effect significantly weakened.

One potential cause of the subdued impact of exchange rate on
trade is a deepening global value chain (GVC) worldwide. For
example, while depreciation of the local currency may induce
greater exports by increasing the price competitiveness of
exported goods, the impact could be dampened if the exported
goods embed a large portion of intermediates, as these
demands could be undermined by the depreciation, obscuring
the net impact of currency depreciation. Additionally, some
adjustments were made to test this GVC factor hypothesis,

by averaging export, GDP, and exchange rate variables for
2001-2003,2006-2008,2009-2011, and 2012-2074, and
including the data of domestic value added (DVA) share out

of gross bilateral exports for the years 2000, 2005, 2008, and
2011, given the available value added decomposition data for
these years. This can also measure the persistent effect of

GVC participation spreading over multiple years. box table 2
presents both summary results under a base-line model without
time-varying importer fixed effects and an extended model with
time-varying importer fixed-effects.

Overall, a larger DVA share leads to less bilateral exports.
This indicates that deepening GVCs can induce greater trade,
confirming the hypothesis that rapid expansion of GVCs

has contributed to international trade growth. The impact

of average real exchange rate on exports becomes negative
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Box 2.2. continued.

after considering the GVC impact, although the sizes of the
coefficients are very small. Further, the interaction between
DVA share and exchange rates reveals a positive coefficient.
These suggest deepening GVCs could have dampened the
traditional mechanism of exchange rate levels influencing
trade. Nevertheless, the coefficient of the interaction term
indicates the impact of exchange rate could still be positive
for the exports of an economy with higher than 77% of

DVA share based on the basic model and 70% based on the
extended model. These results suggest not that the GVCis
the only factor that might have induced the weakening impact
of exchange rate on trade, but that it could be one of the
structural factors.

2: Regression Results

Base Model Extended Model

DVA share -0.355*** -0.279**
(0.144) (0.155)
-3.74e-05*** -2.98e-05**

Average RER (1.85e-05) (1.73¢-05)

4.85e-05** 4.26e-05***
DVA* RER
(average RER) (214e-05) (1.85e-05)
*** = significant at 1%, ** = significant at 5%. Dependent variable:

Log(bilateral exports volume).

DVA = domestic value added, RER = real exchange rate.

Notes: Results for other gravity model variables, for brevity, are not
presented. DVA share is the share of domestic value added in total exports
for 47 economies with available data from the ADB Multi-Regional Input-
Output Tables, with 14 economies from Asia (Australia; Bangladesh; People’s
Republic of China; India; Indonesia; Japan; the Republic of Korea; Malaysia;
Mongolia; the Philippines; Sri Lanka; Taipei,China; Thailand; and Viet Nam).
Bilateral RER is deflated by the ratio of consumer price indexes of importer
over that of exporter.

Sources: ADB calculations using data from ADB Multi-Regional Input-
Output Tables based on methodology by Wang, Wei, and Zhu (2014);
Institute for Research on the International Economy. http://www.cepii.fr/
CEPIl/en/cepii/cepii.asp (accessed July 2016); United Nations. Commodity
Trade Database. https://comtrade.un.org (accessed September 2016); and
World Bank. World Development Indicators. dataworldbank.org/data-
catalog/world-development-indicators (accessed September 2016).

Analysis of Global
and Regional Value Chains

The expansion of global and regional value
chains has slowed.

The Asian Economic Integration Report 2015 referred

to maturing global and regional value chains as one of
the potential causes of trade growth slowdown since
2012. The recent International World Input-Output
data supports this argument.” Among the components
of gross world exports, the value of DVA increased 2.6
times between 2000 and 2011 and 1.1 times between
2011 and 2015. For the same periods, foreign value added
(FVA) increased 2.8 and 0.8 times, respectively; returned
domestic value added (RDV), 2.1 and 0.9 times; and
purely double-counted terms (PDC), 3.2 and 0.5 times.
While DVA still increased between 2011 and 2015, all
other components that capture an expanding production
network through multiple border-crossing have
decreased in absolute value. As shown in Figure 2.9a, the
DVA portion out of gross exports declined between 2000
and 2011, while other components’ shares grew, except
for RDV during this period, indicating a deepening GVC.
This trend reversed between 2011 and 2015, with the
DVA portion accounting for a much larger portion.

As a major contributor to international trade and the
deepening of the GVC, Asia is no exception. Value-added
decomposition of Asia’s gross exports also points to
deepening integration into the GVC between 2000 and
2011, which reversed the direction between 2011 and
2015 (Figure 2.9b).

Asia’s GVC participation as measured by the share of
value added contents of gross exports used for further
processing through cross-border production networks
also attests to this. The GVC participation ratio rose from
63.2% to 65.5% between 2000 and 2011 but declined to
58.7% in 2015 (see Figure 2.9) 8

7 The ADB Multi-Regional Input-Output Table covers 47 economies, with
14 from Asia and Pacific (Australia; Bangladesh; the PRC; India; Indonesia;
Japan; the Republic of Korea; Malaysia; Mongolia; the Philippines; Sri
Lanka; Taipei,China; Thailand; and Viet Nam).

8 The GVC participation ratio is measured as: [gross exports —
(T1+T9+T10+T15+T16)]/gross exports. Please refer to Annex 2b for the
components of decomposed gross exports.
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Figure 2.9: Components of Gross Exports (%)
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Note: The GVC participation ratio is measured as: [gross exports — (T1+T9+T10+T15+T16)]/gross
exports. Please refer to Annex 2b for the components of decomposed gross exports.
Sources: ADB calculations using ADB Multi-Regional Input-Output Tables and methodology

by Wang, Wei, and Zhu (2014).

Regional value chains have strengthened over
time, while progress varies across subregions.

For the geographical linkage of value chains in Asian
subregions from a forward-linkage perspective, we find
that East Asia is becoming more integrated outside

the region than inside, reflecting its strong outward
orientation. Out of gross exports, DVA export share to
the region has fallen slightly, from 34.4% in 2000 to 33.5%
in 2015, while the share outside the region increased from
65.5% to 66.5% (Table 2.1). This phenomenon is more
pronounced when the progress of vertical specialization
is examined. In East Asia, 37% of FVA exports went
outside the region in 2000 and jumped to 56% by 2015.
The RDV and PDC also indicate a similar trend, albeit to
a lesser extent.

In contrast, South Asia’s value chain linkage strengthened
inside the region. South Asia’s DVA export share for the
region grew from 20.1% to 25.5% between 2000 and
2015. The regional share for other components went
even further in South Asia, reflecting its relatively closer
value chain linkage inside the region. For example, the
regional share for FVA increased from 22.3% to 38.4%.
South Asia’s overall intra-subregional linkage weakened
overtime. Instead its value chain linkage with other
subregions strengthened, particularly with Southeast Asia.
The share of Southeast Asia in South Asia’s FVA exports,
for example, rose from just 9.7% in 2000 to 19.1% in 2015.

Southeast Asia does not show much change over

time between regional and extra-regional value chain
linkages. At the subregional level, however, its linkage
has strengthened with South Asia in particular. Oceania,
represented only by Australia in our data, reveals fast-

growing value chain linkage with the region. East Asia’s
share is the largest for Oceania, while the share of other
subregions has also grown in general.

Among select Asian economies, Viet Nam shows the
highest FVA export portion of gross exports, at 31.0%

in 2015, followed by Taipei,China at 25.4%; Malaysia at
25.3%; and Thailand at 24.7% (Table 2.2). This indicates
significant amounts of processing manufacturing. While
Malaysia’s FVA export portion drastically declined

from 40.2% in 2000 to 25.3%, its weight on processing
manufacturing remains significant. The PRC’s FVA
export share edged up, from 13.8% in 2000 to 14.1%

in 2015. Japan’s FVA grew significantly, from 6.6% to
12.1% in the period, which could have benefitted from
expanding production offshoring activities of parts and
components, driven by strengthening outward foreign
direct investment (FDI).

Diagnosing Channels
of the Brexit Impact: Trade
and Investment Linkages

The Brexit impact on Asia through trade and
investment linkages may not be sizeable; but
some economies may face additional costs due
to value chain and indirect investment linkages.

The United Kingdom’s (UK)) decision to leave the EU
(Brexit) rattled the global financial market, triggering
a flight to safe-haven assets such as the United States
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Table 2.1: Asia’s Link to Global and Regional Value Chains (% of total per component)

2000 2015
Exporter/ East Southeast Rest of the East Southeast Rest of the
Importer Asia South Asia Asia Oceania World Asia South Asia Asia Oceania World
Domestic Value Added
East Asia 243 1.0 73 1.8 65.5 211 37 6.5 22 66.5
South Asia 1.3 31 4.1 1.6 79.8 9.3 54 8.8 2.0 74.5
Southeast Asia 29.6 14 14 2.7 55.0 26.9 4.8 1.2 41 529
Oceania 411 12 8.9 — 48.8 49.4 43 12.3 — 34.0
Foreign Value Added
East Asia 375 03 234 15 373 336 0.8 79 14 56.4
South Asia 10.9 0.8 9.7 0.9 777 14.6 31 19.1 1.6 61.6
Southeast Asia 293 0.5 38.6 39 277 352 29 27.8 47 294
Oceania 45.5 09 16.0 — 377 66.7 21 14.0 — 17.2
Returned Domestic Value Added
East Asia 233 1.0 7.0 19 66.8 204 38 6.6 2.2 67.1
South Asia 10.8 32 39 1.6 80.5 9.3 54 8.8 2.0 74.6
Southeast Asia 324 15 10.8 34 51.9 27.8 49 13 45 51.5
Oceania 414 12 8.8 — 48.6 49.9 43 12.0 — 339
Purely Double-Counted Terms
East Asia 274 12 4.6 1.9 64.9 20.7 41 59 23 67.1
South Asia 14.0 3.0 39 19 77.2 8.7 6.3 74 2.2 75.5
Southeast Asia 25.0 14 1.6 1.6 60.4 235 49 10.2 29 58.4
Oceania 387 14 8.4 — 51.5 419 57 15.7 — 36.7
— = data unavailable.
Note: Data for the Pacific unavailable.
Sources: ADB calculations using ADB Multi-Regional Input-Output Tables and methodology by Wang, Wei, and Zhu (2014).
Table 2.2: Select Individual Asian Economies Export Component (% of total exports)
2000 AUS PRC IND INO JPN KOR MAL TAP THA VIE
DVA (% of total) 86.5 81.6 85.1 80.2 89.1 69.4 476 637 59.2 75.6
FVA (% of total) 10.1 13.8 1.9 15.0 6.6 22.8 40.2 26.7 336 204
RDV (% of total) 03 0.8 02 0.2 19 03 0.1 03 0.2 0.1
PDC (% of total) 31 38 29 4.6 24 75 121 9.3 6.9 4.0
2015 AUS PRC IND INO JPN KOR MAL TAP THA VIE
DVA (% of total) 90.2 815 86.1 90.6 839 72.8 68.8 65.8 711 65.7
FVA (% of total) 73 14.1 1.8 73 121 214 253 254 24.7 31.0
RDV (% of total) 0.4 15 03 04 0.9 03 0.2 0.2 0.2 0.1
PDC (% of total) 21 29 17 17 31 55 57 8.6 41 32

AUS = Australia; DVA = domestic value added; FVA = foreign value added; IND = India; INO = Indonesia; JPN = Japan;

KOR = Republic of Korea; MAL = Malaysia; PDC = purely double-counted terms; PRC = People’s Republic of China;
RDV = returned domestic value added; TAP = Taipei,China; THA = Thailand; VIE = Viet Nam.
Sources: ADB calculations using ADB Multi-Regional Input-Output Tables and methodology by Wang, Wei, and Zhu (2014).
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(US) dollar and Japanese yen, and tightened financial
markets. The global financial market quickly stabilized,
however, supported by ultra-loose monetary policy in
major advanced economies and slimmer prospects for
further increases in the US interest rates in the near
future. The International Monetary Fund (IMF), in its July
2016 World Economic Outlook, estimated minimal global
spillover from Brexit, particularly in large economies

such as the PRC and the US. However, it noted that the
negative impact could be larger in “downside” or “severe”
scenarios with tighter financial conditions and lower
business and consumer confidence than the baseline; or
where financial stress intensifies, especially in advanced
European economies, leading to sharp tightening of
financial conditions and a drop in confidence (IMF 2016).

Macroeconomic repercussions and financial market
spillovers caused by the anticipated lengthy procedures
culminating in the UK departure from the EU could
themselves pose risks to the global economy and
individual economies with relatively close UK economic
ties. But the actual Brexit impact on the real sector will
likely appear through trade and investment channels. The
UK'is one of the most open economies in the world. For
non-EU trading partners, Brexit implies higher transaction
costs. Before Brexit, country A in Figure 2.10 faced a
common trade regime with the EU with the UK as a part,
which included common tariffs and other trade-related
systems. If a country already has a free trade agreement
(FTA) with the EU, it could enjoy preferential treatment
trading with the EU, including the UK.

With Brexit, however, country A faces a different trade
regime from the EU’s when trading with the UK. Even if
the UK provides the same or similar treatment as the EU
to country A, it would still face higher transaction costs
due to separate compliance requirements for trading with
the UK including separate documentation of certificates
of origin, and so on. The same applies to the country’s
trade with the EU, though to a lesser extent. If the country
has an existing FTA with the EU, it loses flexibility in using
UK resources and inputs in qualifying for EU preferential
treatment, thus having to use non-UK-produced inputs
in manufacturing final products to avail of EU preferential
treatment. This implies additional transaction costs. As
depicted below, shifting from a single transaction point to
multiple ones entails higher costs to the trading partner
both with the UK and the EU.

Figure 2.10: Trade and Investment Channels
of Brexit Impact

——

Before Brexit

After Brexit

EU = European Union, UK = United Kingdom.
Source: ADB.

Brexit impact: Trade channel

We now examine which economies in the EU and Asia
could be more affected by Brexit by investigating their
value chain linkages with the UK. We use the gross export
decomposition methodology by Wang, Wei, and Zhu
(2014), using the ADB Multi-Regional Input-Output
tables. It covers 27 EU members, 14 Asian economies,
Brazil, Canada, Mexico, the Russian Federation, Turkey,
and the UK. If an economy in the EU or Asia has a deeper
value chain linkage with the UK by sharing segments of a
production network, the economy will likely suffer more
from Brexit because transaction costs will rise due to

the need for separate trading engagements with the UK
the increase in costs exacerbated by multiple border-
crossings of products with respect to the UK.

In exports to the UK in 2015, Malta and Ireland are the EU
economies with higher value chain linkage with the UK
relative to gross export linkage (Table 2.3). In Figure 2.11,
economies above the 45-degree line have higher value
chain linkage than linkage through gross exports.

Among Asian economies’ value chain linkages with the
UK, several are exposed to greater value added export
linkages with the UK than others (Table 2.4). However,
Asian economies overall are much less exposed to value
chain linkages with the UK than EU economies. Sri Lanka
has the highest export weight for the UK in gross terms,
but its weight is around a half in terms of value chain
linkages. Others with relatively higher value chain linkages
with the UK are India and Australia (Figure 2.12).
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Table 2.3: Top 10 EU Exporters to UK, 2015

Gross Export. FVA+RDV+ FVA+RDV+
Exporter ';:SGKX(%: s PDC Exgorts PDC Exports
%) %)«
Malta 13.6 19.2 14.8
Ireland 137 18.8 13.8
Netherlands 1.9 9.5 7.2
Belgium 8.8 6.2 8.4
Denmark 7.2 6.2 4.9
Cyprus 85 5.7 22
Sweden 8.0 55 4.4
France 82 5.0 3.6
Germany 6.3 4.8 5.4
Portugal 79 43 32

EU = European Union, FVA = foreign value added, RDV = returned domestic value

added, PDC = purely double-counted terms, UK = United Kingdom.
2 Share in gross exports to the world.

b Share of FVA + RDV + PDC exports to the world.

< Share of gross exports to the UK.

Sources: ADB calculations using ADB Multi-Regional Input-Output Tables and
methodology by Wang, Wei, and Zhu (2014).

Table 2.4: Top Asian Exporters to the UK, 2015

Gross Exports FVA+RDV+ FVA+RDV+
Exporter to UK (%) PDC Exgorts PDC oExpcorts
(%) D)

Sri Lanka 10.1 54 1.4

India 6.4 36 1.8
Australia 79 3.0 1.2
Philippines 4.4 27 27
Thailand 39 2.6 43
Bangladesh 43 2.6 1.8
Malaysia 23 1.8 6.9

PRC 29 1.0 22
Taipei,China 22 1.0 5.4
Indonesia 31 0.9 0.8
Republic of Korea 1.8 09 4.

Japan 1.8 0.9 27

Viet Nam 17 0.9 35
Mongolia 0.7 04 6.1

PRC = People’s Repblic of China, FVA = foreign value added, PDC = purely double-

counted terms, RDV = returned domestic value added, UK = United Kingdom.

2 Share in gross exports to the world.

® Share of FVA + RDV + PDC exports to the world.

< Share of gross exports to the UK.

Source: ADB calculations using ADB Multi-Regional Input-Output Tables
and methodology by Wang, Wei, and Zhu (2014).

Figure 2.11: Global Value Chain Link (Exports)
and Gross Exports of EU to UK, 2015
(% of world total)
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AUT=Austria, BEL=Belgium, BGR=Bulgaria, CYP=Cyprus,
CZE=Czech Republic, DEN=Denmark, EST=Estonia, FIN=Finland,
FRA=France, FVA = foreign value added, GER=Germany,
GRC=Greece, HUN=Hungary, IRE=Ireland, ITA=Italy, LTU=Lithuania,
LUX=Luxembourg, LVA=Latvia, MLT=Malta, NET=Netherlands,
PDC = purely double-counted terms, POL=Poland, POR=Portugal,
RDV = returned domestic value added,

ROM=Romania, SPA=Spain, SVK=Slovak Republic, SYN=Slovenia,
SWE=Sweden, UK = United Kingdom.

Sources: ADB calculations using ADB Multi-Regional Input-Output
Tables and methodology by Wang, Wei, and Zhu (2014).

Figure 2.12: Global Value Chain Link (Exports)

and Gross Exports of Asia to UK, 2015
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AUS = Australia; BAN = Bangladesh; PRC = People’s Republic of China;
FVA = foreign value added; IND = India; INO = Indonesia; JPN = Japan;
KOR = Republic of Korea; MAL = Malaysia; MON = Mongolia;

PHI = Philippines; PDC = purely double-counted terms; RDV = returned
domestic value added; SRI = Sri Lanka; TAP = Taipei,China;

THA = Thailand; VIE = Viet Nam, UK = United Kingdom.

Sources: ADB calculations using ADB Multi-Regional Input-Output
Tables, and methodology by Wang, Wei, and Zhu (2014).
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Brexit impact: FDI channel

The higher transaction costs to Asian investors after
Brexit include those associated with “passporting rights”,
which for now facilitate the economy’s FDI into the EU
through the UK and vice versa. In this sense, examining
indirect FDI routes through the EU and the UK is useful
in determining how much an economy could be exposed
to additional transaction costs, including potential
relocation costs if needed, which is not captured by
sheer FDI exposure. In this analysis, indirect FDI refers to
investments by a parent company through a subsidiary.
We look at indirect investments from Asia to the UK
through any member of the EU, and to any member of the
EU through the UK. For example, Appco Group, a UK-
based company, invested in business services in France in
2015. Appco is a subsidiary of Cobra Group International,
which is incorporated and headquartered in Hong Kong,
China. In this case, Hong Kong, China is the source of
indirect investments to France through the UK.

Among major Asian investors to the UK, Japan and India
show the largest number of “greenfield” investments

in 2015—$3.9 billion and $3.1 billion, respectively
(Figure 2.13).° The Republic of Korea and Singapore
greenfield FDI are geared more toward non-UK; EU
economies. For indirect FDI into the UK and EU, India
was relatively high in 2015, heading mainly to the EU
through the UK (amounting to $1.5 billion in 2015). The
Republic of Korea appears different: most indirect FDI
went through the EU to the UK.

Updates on Regional
Trade Policy

While trade liberalization is advancing centered on
continued efforts to reach bilateral and regional free
trade agreements, concern is growing about rising
protectionism globally and regionally.

A greenfield investment is a form of foreign direct investment where

a parent company builds its operations in a foreign country from the
ground up. In addition to the construction of new production facilities,
these projects can also include the building of new distribution hubs,
offices, and living quarters.

Recent FTA trends

As of August 2016, based on the Regional Trade
Agreements Information System Database of the World
Trade Organization (WTO), which covers FTAs of

all WTO members, only one FTA—Japan-Mongolia
Economic Partnership Agreement (EPA) —entered into
force in the first half of 2016 (Figure 2.14).

Free trade agreement activities in Asia remain robust,
although the global trend on launching new FTAs
stagnated after agreement on the Trans-Pacific
Partnership (TPP)—a “mega FTA”—and amid ongoing
negotiations on the Regional Comprehensive Economic
Partnership (RCEP), another regional mega FTA™
(Figures 2.15,2.16). In addition to the Japan-Mongolia
FTA, the Republic of Korea-Colombia FTA came into
force in July 2016. Another, the Viet Nam-Eurasian
Economic Union FTA takes effect in October 2016." In
addition, seven FTAs had been proposed or launched for
negotiation as of August 2016 (Table 2.5).

Trans-Pacific Partnership

After 5 years of negotiations, the TPP—a free trade

and investment agreement—was signed by Australia,
Brunei Darussalam, Chile, Canada, Japan, Malaysia,
Mexico, New Zealand, Peru, Singapore, the US, and Viet
Nam on 4 February 2016 in Auckland, New Zealand.
The next step is for TPP member legislatures to pass the
agreement and to ratify it within 2 years. If one or more
members miss the ratification deadline, the TPP can
survive if at least six original signatories—accounting

for 85% of the region’s 2013 GDP—complete the
ratification, preferably but not necessarily within 2 years.
Failure by either Japan or the US to ratify the agreement,

19 Based on the World Trade Organization Regional Trade Agreements

database. Of the nine FTAs that came into force in 2015, seven

involve Asia. RCEP member economies include (1) Australia, (2)

Brunei Darussalam, (3) Cambodia, (4) Indonesia, (5) the Lao People’s
Democratic Republic, (6) Malaysia, (7) Myanmar, (8) the People’s
Republic of China, (9) the Philippines, (10) Singapore, (11) Thailand,

(12) Viet Nam, (13) India, (14) Japan, (15) the Republic of Korea, and (16)
New Zealand.

The FTA consists of Armenia, Belarus, Kazakhstan, the Kyrgyz Republic,
and the Russian Federation.
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Figure 2.13: Direct and Indirect Greenfield Foreign Direct Investment to the UK and EU
from Asian Economies, 2015
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EU = European Union, FDI = foreign direct investment, PRC = People’s Republic of China, UK = United Kingdom.

Notes: Indirect FDI refers to investment by a parent company through a subsidiary. fDi Markets tracks greenfield FDI by source
economy, which is the location of the parent company, and by investing company information. In the analysis, we look at indirect
investments from Asia to the UK through any EU member and to any member of the EU through the UK. Values are in $ million.
Source: ADB calculations using data from Financial Times. fDi Markets.
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Figure 2.14: Number of Newly Effective FTAs—World
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Figure 2.15: Number of Signed FTAs—Asia (cumulative since 1975)
160 -
140 -
120+
100 |-
80
60
401
20+
0 | | L L | | o | L
el o o [o)) o~ < O o] o [} < O (o] o o~ < o)
~ s} o] <o) [ (o)) (=N (o o [=3 o o o — — — —
[e)} (o)} (o)} (o)) (<)} (<)) o)} )} o o o o o o o o o
— — — — — — — — o~ o~ o~ o~ o~ o~ o~ o~ o~

[® Signed but not yet in effect = Signed and in effect|
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Notes: Includes bilateral and plurilateral FTAs with at least one of ADB’s 48 regional members as signatory. The year 2016 covers FTAs that came
into effect from January to July and FTAs that are expected to come into force within the year based on official statements.

Source: ADB. Asia Regional Integration Center FTA Database. https://aric.adb.org/fta (accessed September 2016).

Figure 2.16: Number of FTAs Proposed and Signed by Year—Asia
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Notes: Includes bilateral and plurilateral FTAs with at least one of ADB’s 48 regional members as signatory. The year 2016 covers FTAs that came
into effect from January to July, and FTAs that are expected to come into force within the year based on official statements. “Signed* includes
FTAs that are signed but not yet in effect, and signed and in effect. “Proposed” includes FTAs that are (i) proposed (the parties consider an

FTA, governments or ministries issue a joint statement on the FTA’s desirability, or establish a joint study group and joint task force to conduct
feasibility studies); (ii) framework agreement signed and under negotiation (the parties, through ministries, negotiate the contents of a framework
agreement that serves as a framework for future negotiations); and (iii) under negotiation (the parties, through ministries, declare the official
launch of negotiations, or start the first round of negotiations).

Source: ADB. Asia Regional Integration Center FTA Database. https://aric.adb.org/fta (accessed September 2016).
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Table 2.5: Recently Proposed FTAs in Asia

2013 2014 2015 2016
Japan-EU ASEAN-Hong Kong, China EEU-Iran Hong Kong, China-Georgia
Japan-Turkey Indonesia-Chile India-EEU Hong Kong, China-Maldives
Pakistan-Thailand Indonesia—Peru India-Iran Singapore-Sri Lanka

Pakistan-Republic of Korea

PRC-Japan-Republic of Korea

Pakistan-US

Peru-India

Japan-Sri Lanka
Philippines-Canada
Philippines-Chile
Philippines-Mexico
PRC-Maldives

Republic of Korea-Israel
Nepal-PRC
Thailand-Sri Lanka

Indonesia-EU

PRC-lIsrael Philippines-Australia
RCEP Philippines-EU
Thailand-EU Philippines-EFTA
Thailand-Colombia PRC-EU

Viet Nam-EEU PRC-Sri Lanka

New Zealand-EU
Singapore-Turkey
Taipei,China-India

PRC-Georgia
Thailand-Jordan
Pakistan-Viet Nam
Pakistan-EEU
Australia-EU
Singapore-EEU

ASEAN = Association of Southeast Asian Nations, EEU = Eurasian Economic Union, EFTA = European Free Trade Association, EU =
European Union, FTA = free trade agreement, PRC = People’s Republic of China, RCEP = Regional Comprehensive Economic Partnership,

US = United States.

Source: ADB. Asia Regional Integration Center FTA Database. https://aric.adb.org/fta (accessed September 2016).

constituting slightly less than 80% of total GDP of all TPP
members, would effectively block the agreement.

United States. While President Barack Obama
unequivocally supports TPP ratification, President-elect
Donald Trump does not, and it is unlikely the US plans to
take up the issue anytime soon. Neither Republicans nor
Democrats have given clear indication of their support.
Recent developments suggest bleak prospect of the US
ratifying the agreement soon.

Nonetheless, a diverse group of US economic and
industry leaders has endorsed the agreement, including
the National Association of Manufacturers, the Business
Roundtable, the US Chamber of Commerce, the National
Small Business Association, and the American Farm
Bureau Federation. The groups recognize the TPP’s
economic benefits, which range from substantial tariff
elimination to protecting innovation (Office of the United
States Trade Representative 2016).

Japan. Although some economic sectors are against the
TPP—particularly agriculture, which fears competition
with imports from Australia and the US—Japan strongly
supports the TPP. In July 2016, the economy top business
leaders asked Prime Minister Shinzo Abe to push for

the ratification of the TPP during the Diet session in

September (Prime Minister of Japan and His Cabinet
2016a). Prime Minister Abe reiterated his determination
for quick ratification, calling the agreement “pivotal”

to Japan’s economic growth.””? He also urged the US
government to secure ratification as soon as possible,
stressing that the success or failure of the agreement
“will sway the direction of the global free trade system”
(Prime Minister of Japan and His Cabinet 2016b). Japan’s
lower house of Parliament voted to ratify the TPP on

10 November 2016.

New Zealand parliament has also passed the bill that
allows the government to ratify the TPP. Meanwhile,
leaders of TPP member economies have indicated the
possibility that TPP membership could expand.

Regional Cooperation
Economic Partnership

Another mega trade deal, the RCEP, is also being
negotiated. As noted, the RCEP would bind the 10
ASEAN members and six economies with which ASEAN

2 This is the response of Prime Minister Abe to questions against
TPP during debate in the Diet sessions where TPP ratification is
under deliberation (Japan Times 2016).
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has existing FTAs. These 16 states have agreed to
conclude negotiations before the end of 2016 (Malaysia
Ministry of International Trade and Industry 2016).
However, according to the latest reports, RCEP will

miss its agreed timeframe for concluding negotiations.
The Joint Leader’s Statement on RCEP released 8
September 2016 reiterated “the importance of advancing
negotiations” and calls to “intensify negotiations in a
cooperative manner for the swift conclusion of the RCEP
negotiations” (ASEAN 2016). But the statement indicates
no timeframe on concluding talks.

Several complex issues, including on services, are holding
back the negotiations. Although members have now
agreed to a single-tier system of tariff relaxation from the
earlier three-tier system, talks have been slow (Business
Standard 2016).

According to officials, RCEP participants are planning
to accelerate negotiations by holding rounds of talks
through the end of 2016 (Bangkok Post 2016). As of

Box 2.3: Rising Protectionism

The World Trade Organization recently downgraded its
forecast for world trade growth to 1.7% in 2016 from 2.8% in
April. It also cut its growth projections for 2017 to 1.8%-3.1%
from the previous forecast of 3.6%. Tepid world trade growth
does not bode well for a still sluggish global economic recovery
marked by weak domestic demand, unable to offset slack
external demand.

More worrying is the bleak landscape surrounding the future
of international trade. Rising protectionism in the run-up

to the peak of election cycles and on the back of growing
geopolitical tensions arising out of refugee and migration
issues is looming over international trade. If history is any
guide, protectionism in the 1930s—through increased tariff
barriers and the forming of currency blocs—exacerbated
conflicts that led to World War II. Nevertheless, politics, which
are prone to weigh short-term (and domestic) benefits against
long-term gains, tend to be susceptible to populist sentiments
that blame globalization for growing income inequality and
diminishing job opportunities in domestic economies. Making
matters worse, the phenomenon seems to have a domino
effect, be it through political rhetoric or more frequent
issuance of nontariff barriers.

October 2016, 15 rounds of negotiations, which include
working groups on trade in goods, trade in services, and
investment, have been conducted since 2013 (Ministry
of Foreign Affairs of Japan 2016). The sixteenth round
of negotiations will be held on 2-10 December 2016 in
Indonesia (Australian Government Department Foreign
Affairs and Trade 2016).

Trade Remedies

Rising protectionism worldwide attracts increasing
attention from policy makers and academia (Box 2.3).
While the Asian Economic Integration Report 2015
highlighted a fast-growing number of trade remedies
amid the slowdown in international trade, this trend
continued in 2015 (Figure 2.17). Antidumping duties are
the most prevalent trade remedies imposed on Asian
exporters (Table 2.6). There was a spike in the number

of trade remedies involving Asia in 2013-2015. Base
metals and chemicals are the most affected sectors in the

Given the multipolar international trade environment, growing
tensions in trade may trigger a downward spiral of negative-sum
games, prompting mutual retaliation through administrative
trade policy tools and undermining the nascent status of global
economic growth. Those administrative trade measures, such as
trade remedies and nontariff barriers, are legitimate policy tools
to restore a level playing field with the former and to protect
national health and environment with the latter, including
sanitary or phytosanitary measures and technical barriers

to trade. But they are susceptible to the vested interests of
domestic stakeholders and, thus, protectionism for the sake of
safeguarding national interest at the expense of others.?

Given the public good nature of open and liberalized
international trade, the importance of concerted effort from

the international community cannot be overemphasized—
particularly at this juncture. In this context, the role that

the Group of 20 and other international forums can play in
upholding the growth of international trade by averting creeping
protectionism and further supporting trade liberalization and
facilitation efforts should be strengthened.

2 For more on rising protectionism, see Kang and Legal (2016).
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Figure 2.17: Number of Trade Remedy Measures Affecting Asia
(by type)
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data available.

Source: ADB calculations based on data from WTO. Integrated Trade Intelligence Portal.
https://www.wto.org/english/res_e/statis_e/itip_e.htm (accessed August 2016).

Table 2.6: Trade Remedy Measures and WTO Cases, 2010-2016

Asia ROW Asia
(Complainant)  (Complainant)  (Complainant)
World Asia® ROW Asia Asia
Agreement Total Total (Respondent)  (Respondent)  (Respondent)
Antidumping (Article VI of GATT 1994)
Number of measures implemented 888 719 346 103 270
Number of cases 33(4%) 25(3.5%) 14 7 4
Countervailing Measures
Number of measures implemented 78 67 52 7 8
Number of cases® 27 (35%) 19 (28%) 9 9 1
Safeguards®
Number of measures implemented? 59 33 26 33 33
Number of cases 12(20%)  5(15%)
3 0 2
Total
Number of measures implemented 1025 819 424 143 3N
Number of cases 72(7%) 49 (6%) 26 16 7

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

2 Asia as implementing or affected region, which is equivalent to the global number of trade remedy measures less ROW-ROW
(not shown in table).

® Includes cases involving complaints on grant of subsidies and countervailing measures.

¢ Safeguard measures are imposed on all WTO members; no bilateral data available.

4 Includes safeguard measures affecting all WTO members.

Note: Trade remedies include measures in force.

Sources: ADB calculations based on data from WTO. Integrated Trade Intelligence Portal.

https://www.wto.org/english/res_e/statis_e/itip_e.ntm; WTO. Disputes by Agreement. https://www.wto.org/english/tratop_e/

dispu_e/dispu_agreements_index_e.htm (accessed August 2016).
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Table 2.7: Number of Trade Remedy Measures Affecting
Asia, 2010-2016

Anti- oe
HS Pr?dl.'d Total dumping Counteryalllng Safeguards
Description Duti Duties

uties

Base metals 491 379 71 41
and articles
Products of the 202 173 16 13
chemical and
allied industries
Resins, plastics 147 125 12 10
and articles;
rubber and
articles
Machinery 109 91 1l 7
and electrical
equipment

HS = harmonized system.

Note: Trade remedy measures include both initiated and in force.

Source: ADB calculations based on data from WTO. Integrated Trade
Intelligence Portal.

https://www.wto.org/english/res_e/statis_e/itip_e.htm (accessed August 2016).

region (Table 2.7). The PRC; the Republic of Korea; and
Taipei,China are the Asian economies most affected by
trade remedies (Table 2.8).

Sanitary and Phytosanitary
and Technical Barriers to
Trade Measures

An important goal for governments is to guarantee the
safety of food for consumers and prevent or limit the
spread of pests, outbreak of diseases among plants and
animals, and other health risks arising from residues
(of pesticides or veterinary drugs), contaminants
(heavy metals), toxins or disease-causing organisms in
food, beverages, or feed. Policies with these objectives
are generally referred to as sanitary (human and animal
health) and phytosanitary (plant health) measures,
more commonly known as sanitary and phytosanitary
(SPS) measures, which include all relevant laws, decrees,
regulations, requirements and procedures.

In response to consumer demand for greater product
safety and stricter environmental protection,
governments have tightened existing rules or
implemented new policies. Economies have therefore

Table 2.8: Number of Implemented Trade Remedy
Measures—Top Affected Asian Economies, 2010-2016

Number of Measures Implemented

Economy Affected ROW Asia Total
PRC 253 136 389
Republic of Korea 56 66 122
Taipei,China 58 63 121

PRC = People’s Republic of China, ROW = rest of the world.

Notes: Trade remedies include measures in force. Safeguard measures are
applied to all WTO members, hence the number of measures implemented
include measures that are applied to all WTO members.

Source: ADB calculations based on data from WTO. Integrated Trade
Intelligence Portal.

https://www.wto.org/english/res_e/statis_e/itip_e.htm (accessed August 2016).

increased technical regulations (which are mandatory)
and standards (which are voluntary). These regulations
and standards, also known as technical barriers to

trade (TBTs), define either the specific characteristics

of a product (for example, shape, size, or design and
performance) or can pertain to the process and methods
used in production (WTO 2012).

Despite their legitimate national heath and security
rationale, stringent SPS and TBT measures and delays

in unexpected procedures concerned could harm

trade flows by acting as nontariff barriers, due to high
compliance costs for businesses and the perishable
nature of some exported products. The incidence of

SPS and TBT measures has grown. As of August 2016,
14,123 SPS measures and 21,399 TBT measures had been
notified to the World Trade Organization (WTO). Figures
2.18 and 2.19 show the number of notifications to the
WTO and the number of notifying economies since 1995
for SPS and TBT measures—both trending upward.

The majority of SPS and TBT measures are imposed

on all WTO members, although some are bilateral.

On average, 46 WTO economies were notified as
imposing SPS measures from 1995-2015; 30% from Asia.
For the same period, an average of 59 WTO economies
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Figure 2.18: Number of SPS Measures
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Figure 2.20: Number of Specific
Trade Concerns Raised to the WTO
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Source: ADB calculations based on data from World Trade
Organization. Integrated Trade Intelligence Portal. https://www.wto.
org/english/res_e/statis_e/itip_e.htm (accessed August 2016).

Figure 2.19: Number of TBT Measures

—— Cumulative (right scale)

SPS = sanitary and phytosanitary, WTO = World Trade Organization.
Source: ADB calculations based on data from WTO. Integrated Trade
Intelligence Portal. https://www.wto.org/english/res_e/statis_e/itip_e.
htm (accessed August 2016).

Figure 2.21: Number of Specific
Trade Concerns Raised to the WTO
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notified imposing TBT measures, with a quarter of these
from Asia.

economies imposed TBT measures than SPS measures.
Asia imposed the most TBT (4,948) and SPS (4,297)
measures, followed by North America, with 4,001 SPS
measures and 2,337 TBT measures. Asia was most
targeted by bilateral SPS measures (282) or SPS measures

The evidence of upward trends in the number of SPS and
TBT measures notified is supported by complaint-based
information contained in the Specific Trade Concerns
Database (Figures 2.20, 2.21). Trends also show that more
TBT than SPS measures were imposed, and that more
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Figure 2.22: Number of SPS Measures Imposed
by Region, 1995-2015
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Source: ADB calculations based on data from World Trade
Organization. Integrated Trade Intelligence Portal. https://www.wto.
org/english/res_e/statis_e/itip_e.htm (accessed August 2016).

Figure 2.23: Number of Bilateral SPS Measures
Affecting Each Region, 1995-2015
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Source: ADB calculations based on data from World Trade
Organization. Integrated Trade Intelligence Portal. https://www.wto.
org/english/res_e/statis_e/itip_e.htm (accessed August 2016).

that are imposed on a particular economy and not on all
WTO members (Figures 2.22,2.23).B

The US has imposed the most number of SPS (2,769)
and TBT (1,256) measures. The PRC is second in
TBT measures and third in SPS measures. Japan and
the Republic of Korea are in the top 10 economies

3 No bilateral data are available on TBT measures.

Figure 2.24: Top 10 Economies Imposing
SPS, 1995-2015 (number of measures)
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Trade Organization. Integrated Trade Intelligence Portal.
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Figure 2.25: Top 10 Economies Imposing
TBT, 1995-2015 (number of measures)

us

PRC

EU

Saudi Arabia
Israel

Brazil

Japan
Republic of Korea
Netherlands

Canada ] . ,

L
0 200 600 1,000 1,400

PRC = People’s Republic of China, EU = European Union,
TBT = technical barriers to trade, US = United States.
Note: TBT measures include both initiated and in force.
Source: ADB calculations based on data from World
Trade Organization. Integrated Trade Intelligence Portal.
https://www.wto.org/english/res_e/statis_e/itip_e.htm
(accessed August 2016).



38 Asian Economic Integration Report 2016

Figure 2.26: Number of SPS and TBT Measures Imposed
on Product Groups, 1995-2015
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imposing the most number of SPS and TBT measures
(Figures 2.24,2.25).

Product groups subject to large numbers of SPS measures
include (i) live animals and products; (i) vegetable
products; (iii) prepared foodstuff, beverages, spirits,
vinegar, tobacco; (iv) products of the chemical and allied
industries; and (v) animal and vegetable fats, oils and
waxes (Figure 2.26).

Product groups subject to high numbers of TBT
measures include (i) machinery and electrical equipment;
(i) prepared foodstuff; beverages, spirits, vinegar;
tobaccoj; (i) products of the chemical and allied
industries; (iv) resins, plastics and articles; rubber and
articles; and (v) vegetable products.

Despite their growing importance, there is a dearth of
knowledge on the impact of SPS and TBT measures on

trade. Economic theory offers no straightforward forecast
of how these measures impact international flows of
goods. Instead, theory proposes that the effect of SPS
and TBT measures on trade may vary and does not always
reduce trade. For example, Thilmany and Barrett (1997)
differentiate informative and non-informative regulatory
measures. The former contains information addressing
consumer concerns about product quality or safety; the
latter does not. Evaluating the diverse effects of SPS and
TBT measures remains an empirical issue.

SPS and TBT measures are estimated to forge
significantly negative impact on exports from
developing economies, particularly on Asia’s
intraregional trade in agricultural products.

SPS and TBT agreements require WTO members

to notify the WTO Secretariat on the SPS and TBT
measures they impose. These notifications are collected,
complemented by information based on national sources,
and analyzed by the United Nations Conference on Trade
and Development, which are available through the World
Bank’s World Integrated Trade Solution. For economies
with no SPS and TBT data available under the World
Integrated Trade Solution, we gather data from WTQO’s
Integrated Trade Intelligence Portal (I-TIP).

Using these data, we estimate various econometric
models on the trade impact of SPS and TBT measures
(Box 2.4). Model estimation results show that the
positive impact of SPS and TBT on trade flows is mainly
driven by exports of advanced economies, followed

by Asian exports, while the majority of developing and
least developed economies in the rest of the world face
negative impacts from SPS and TBT. We further examine
whether different impacts of SPS and TBT on trade exist
by separately testing the impact of SPS and TBT. The
results indicate that positive impacts largely stem from
TBT, while the impact of SPS is insignificant. Developing
Asia’s exports, in particular, are negatively affected by
SPS measures. Developing Asia’s exports in agriculture
sector are even more susceptible to SPS measures.
Further, intraregional trade among developing Asia is also
being hurt by SPS measures. These results suggest policy
makers in the region need to act more proactively in
resolving nontariff barriers across borders, in particular, by
focusing on SPS. Stronger regional cooperation through
subregional and regional dialogue should help.
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Box 2.4: Impact of Nontariff Measures on Trade Flows

Following Feenstra (2004), which measured the impact of
sanitary and phytosanitary (SPS) and technical barriers to
trade (TBT) measures on trade in agriculture, we estimate the
gravity equation model using fixed effects for each exporting
and importing economy. These fixed effects consider the size
effects, including the price and number of varieties of the
exporting economy for each sector and the size of demand
and the price index of the importing partner. To control for
various types of economy and sector-specific factors that
may affect trade flows, we include a set of importer, exporter,
and sector fixed effects, which can also mitigate potential
endogeneity problems.

To measure transport costs, bilateral distance between both
partners (d) are used. These distances are obtained from the
CEPII database. In addition, a dummy variable “contiguity”
(contig), which equals one if both economies share a border, is
also included. Bilateral trade can be enhanced by economies’
cultural proximity. We therefore control for this proximity by
introducing two dummy variables, respectively equal to 1if
there is a common official or primary language spoken in both
economies (comlang_off) or if both partners have had colonial
ties (col). Data are also derived from the CEPII database. The
dependent variable x refers to bilateral import data of country

j (importer) from country i (exporter) at the four-digit level of
the Harmonized System classification. The source is the United
Nations Commodity Trade database. Notifications and tariff
data are compiled from 2012 to 2014 in our sample. To address
the problem that the error terms are likely to exhibit correlation
patterns for a given country-pair, we cluster the robust standard
errors at the country-pair and four-digit product code level.
Our model specification is analogous to the Disidier et al.
(2008) approach.

The estimated base equation using pooled ordinary least
squares (OLS) and panel regression method is

In xi’;? = pif el + ajfel +8, In GDPy+8, In GDPyp+ 85 In d
+d,contig;; + §scomlang_off;; + §scol;j+ 57tari;.lt5“+ 68NTMihjst" + sihjs‘*
To investigate the impact of SPS and TBT measures on the
exports of different exporter and importer groups and income
groups, we also add regional and income group dummy for
different regression models.

The regression results across all models confirm the expected
impact of gravity factors. Gross domestic product (GDP) levels
of both exporter and importer have significantly positive impact
on trade. The same applies to border contiguity, use of common
language, and historical colonial ties. Geographical distance

shows highly significant and negative effect on bilateral trade
flows. As expected, ad valorem equivalent bilateral applied
tariff rate (weighted average) exert a significantly negative
impact on trade.

As shown in box table 1a, existence of SPS or TBT increases
trade in both pooled OLS and panel regressions. According

to the basic model, SPS and TBT increase average worldwide
bilateral trade by 15% to 19%. Regional differences are

revealed in the regression results under columns (3) and (4).
Compared with economies of the Organisation for Economic
Co-operation and Development (OECD), Asia’s exports to

the world are more positively affected by the SPS and TBT
measures of importers. On the other hand, exports of non-Asia,
non-OECD economies are hurt by SPS and TBT measures, as
evidenced by the significant, negative coefficient of -0. 38 (in
pooled OLS) and -0.17 (in the panel regression). On average,
exports of non-Asia, non-OECD economies are 13% lower due
to SPS and TBT measures of importers, according to the pooled
OLS regression. It is worth noting that, in our analysis, non-Asia,
non-OECD economies constitute the largest sample, with

91 economies in Africa, the Middle East, Latin America, and
Eastern Europe.

The regression results presented for the agriculture sector
reveal interesting implications (box table 1b). When importers
are OECD economies, the positive impact of SPS and TBT on
exports from Asia and non-Asian, non-OECD economies are
very much subdued, while OECD-to-OECD trades are greatly
boosted. For Asian importers, the positive impact of SPS and
TBT on exports from OECD economies in the agriculture
sector is much smaller, at 27%. While this positive impact is
significantly boosted for imports from non-Asia, non-OECD
economies, the impact for imports from Asian economies is
significantly dampened by SPS and TBT measures, making the
overall impact -7%. For agriculture, SPS and TBT measures hurt
intraregional trade in Asia.

Testing the impact of SPS and TBT separately reveals
interesting results (box table 2). While Asia’s exports to the
world are hurt by SPS measures of importing economies
particularly in agricultural sector, TBT measures have positive
impact on exports. The opposite results are demonstrated
for non-Asia, non-OECD economies. Their exports are
significantly larger due to SPS measures of importers, but are
significantly lower due to TBT measures. When the effects of
SPS and TBT are tested separately, SPS measures show large
negative impact on intraregional trade. Intraregional trade
among developing Asian economies is being hurt by SPS.
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Box 2.4. continued.

1a: Influence of SPS/TBT—Full Sample, 2012-2014

_— ) @ @ @
'Eg"&'i‘l‘:ﬁzl‘i';"z'r’t':)' Pooled OLS Panel-Random Pooled OLS Panel - Random
g P Effects Effects
Importer AllWTO member economies AllWTO member economies
Exporter AllWTO member economies AllWTO member economies
Bilateral applied tariff AVE(weighted average) -0.01%* -0.01%* -0.01%* -0.01%*
(0.00) (0.00) (0.00) (0.00)
SPS/TBT dummy (at least 1 SPS or TBT at 0.19%* 0.15%* 0.27** 0.18***
HS6 level)? (0.01) (0.01) (0.01) (0.01)
Exporter dummy (base = OECD)
Asia 0.67** 1.24%*
(0.10) (0.07)

. 2,94 -1.54**
Non-Asia, hon-OECD (014) ©11)
Interaction: SPS/TBT dummy and exporter dummy
ASIa 0‘09*** 0‘08***

(0.02) (0.02)

. -0.38*** -0.17%*
Non-Asia, non-OECD (02) (0.02)
Number of observations 2,448,182 2,448182 2,448182 2,448182
R-squared 0.39 0.31 0.39 0.31

1b: Influence of SPS/TBT—Agriculture Sector, 2012-2014

Dependent variable:
Log(bilateral imports) G (©) ™ ®
Importer OECD Economies Asian Economies
Exporter AllWTO Member Economies AllWTO Member Economies
Bilateral applied tariff AVE (weighted average) -0.003*** -0.003*** -0.001** -0.001**
(0.00) (0.00) (0.00) (0.00)
SPS/TBT dummy (at least 1 SPS or TBT at HS6 level)? 0.90** 1.35%* 0.38** 0.27%*
(0.13) (0.13) (0.04) (0.06)
Exporter dummy(base = OECD)
Asia 0.31 1.037
(0.34) (0.40)
Non-Asia, non-OECD -3.05%* =2,
(0.80) (1.09)
SPS/TBT dummy X exporter dummy
Asia -0.70** -0.34%*
011) (0.12)
Non-Asia, hon-OECD -1.07%* 0.79**
(0.10) 0.12)
Number of observations 157,006 157,006 146,137 146,137
R-squared 0.32 0.32 0.24 0.25

*** = significant at 1%, ** = significant at 5%, * = significant at 10%.

AVE = ad valorem equivalent, HS = harmonized system, OECD = Organisation for Economic Co-operation and Development, OLS = ordinary least squares,

SPS = sanitary and phytosanitary, TBT = technical barriers to trade, WTO = World Trade Organization.

2 To clarify, four-digit level of the harmonized system (HS) classification is considered equal to 1if the importing economy notifies at least one SPS or TBT measure at
the six-digit level, which is under the four-digit level of the HS classification.

Note: Robust standard errors in parentheses. Based on pooled OLS, models (1) and (3) include exporter, importer, and sector (four-digit level) fixed effects

(no interaction). Panel regression (random effects) models (2) and (4) include exporter, importer, and sector (two-digit level) fixed effects (no interaction). Pooled

OLS models 5-8 include exporter and sector (two-digit level) specific importer fixed effects (with interaction) in all estimations. Usual gravity model variables were

included, but not shown for brevity.

Sources: ADB calculations using data from Institute for Research on the International Economy. http://www.cepii.fr/CEPI|/en/cepii/cepii.asp; United Nations.

Commodity Trade Database. https://comtrade.un.org; World Bank. World Integrated Trade Solution. https://witsworldbank.org; and WTO. Integrated Trade

Intelligence Portal. https://www.wto.org/english/res_e/statis_e/itip_e.htm (all accessed August 2016).
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Box 2.4. continued.

2: Influence of SPS and TBT Separately, 2012-2014

Dependent variable: (1) (2) 3) @4) (5) (6) 7) (8)
Log(bilateral imports) SPS TBT SPS TBT SPS TBT SPS TBT
Importer AllWTO members Developing Asia
Exporter AllWTO members AllWTO members
Sector All sectors Agriculture All sectors
Bilateral applied tariff -0.02"** -0.02"* -0.02"** -0.02"** -0.02"** -0.02"** -0.06™* -0.06™*
AVE (weighted average) (0.00) (0.00) (0.00) (0.00) (0.00) (0.00) (0.00) (0.00)
SPS (TBT) dummy? -0.002 0.09™** -0.03 0.34™** -0.20™** 0.677*** -0.37"%* 0.32"**
(0.02) (0.04) (0.02) (0.04) (0.04) (0.07) (0.02) (0.00)
Exporter dummy (base = OECD)
Developing Asia 1.28*** 0.89* 7.02*%* 6.55*** 222 2.44
(0.48) (0.48) (1.06) (.07) (333 (333
Non-Developing Asia, 1.82°%* 2,82 9.68%* 10.26 3.51 4.74
non-OECD (0.57) (0.58) (1.22) (1.22) (3.83) (3.83)
Interaction: SPS (TBT) dummy and exporter dummy
Developing Asia -0.50™** 0.20™** -0.39™** 0.04 -0.51%** 0.42***
(0.04) (0.08) (0.09) (0.12) (0.10) (0.13)
Non-Developing Asia, 0.47*%* -1.07%* 0.29** -0.93"* .31 -0.417*
non-OECD (0.04) (0.07) (0.08) (0.a1) (0.10) (0.12)
Number of observations 271,280 271,280 271,280 271,280 60,151 60,151 19,182 19,182
R-squared 0.38 0.38 0.38 0.38 0.16 0.16 0.44 0.44

*** = significant at 1%, ** = significant at 5%, * = significant at 10%.

AVE = ad valorem equivalent, HS = harmonized system, OECD = Organisation for Economic Co-operation and Development, OLS = ordinary least squares,

SPS = sanitary and phytosanitary, TBT = technical barriers to trade, WTO = World Trade Organization.

2 To clarify, four-digit level of the harmonized system (HS) classification is considered equal to 1if the importing economy notifies at least one SPS (TBT) measure
at the six-digit level, which is under the four-digit level of the HS classification.

Note: Robust standard errors in parentheses. Based on panel regression which includes exporter, importer, and sector (four-digit level) fixed effects (no interaction).

For brevity, the results of coefficients for usual gravity factors are not presented. Pooled regression was also done to confirm and compare the results.

Sources: ADB calculations using data from Institute for Research on the International Economy. http://www.cepii.fr/ CEPIl/en/cepii/cepii.asp; United Nations.

Commodity Trade Database. https://comtrade.un.org; World Bank. World Integrated Trade Solution. https://wits.worldbank.org; and WTO. Integrated Trade

Intelligence Portal. https://www.wto.org/english/res_e/statis_e/itip_e.htm (all accessed August 2016).
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Financial Integration

Recent developments in Asian financial markets
show financial integration continues to increase
gradually in the region; but still lags far behind the level
of trade integration. Quantity indicators show the level
of intraregional cross-border asset holdings and liabilities
have remained relatively low since 2001, although the
pace of intraregional financial integration is gradually
increasing. Intraregional cross-border asset holdings are
concentrated in a few Asian economies, though with
increasing participation of other economies in the region.
Asia’s financial links with the rest of the world remain
stronger than those within the region.

Compared with 2014, total outward portfolio investment
from Asia in 2015 increased by $303.6 billion. Outward
portfolio investment to the United States (US) increased
significantly—by $178.6 billion—coinciding with a drastic
$108.1 billion drop in investment to the European Union
(EU). Price indicators reveal that despite being more
globally integrated, Asia’s equity markets are increasingly
integrated regionally; with bond market integration
lagging behind equity markets. Volatility across all types
of financial flows has declined since the 2008/09 global
financial crisis (GFC) compared with pre-crisis levels.

Quantity Indicators

Asian investors increased cross-border asset
holdings between 2010 and 2014.

In 2014, Asia’s cross-border asset holdings totaled
$14.1 trillion—14.5% of total global cross-border asset
holdings—an increase of $2.7 trillion compared with

2010." Bank claims overseas accounted for the largest
share of Asia’s total cross-border assets, at $4.0 trillion
or 28.4% of the region’s total cross-border asset
holdings, followed by the stock of outward foreign direct
investment (FDI), which accounted for $3.5 trillion or
25.1%. Cross-border portfolio debt assets accounted for
25.1% at $3.5 trillion and cross-border portfolio equity
assets for the smallest share at 21.5%.

An analysis of Asia’s cross-border asset and
liability holdings finds that Asia’s financial links
with the rest of the world remain stronger than
those within the region.

Intraregional asset holdings—the share of Asian financial
assets in Asia’s total cross-border holdings—were

26.1% (or $3.7 trillion in value) in 2014 (Figure 3.1).

The intraregional share increased compared with

2010 (20.6%) indicating the gradual regional financial
integration; but it remained relatively low, suggesting
greater room for improvement.

The intraregional share in Asia’s total cross-border

asset holdings has increased since 2010 for all asset
classes except for portfolio equities. Although Asia’s
total cross-border portfolio equity assets increased from
$1.9 trillion in 2010 to $3.0 trillion in 2014, the share of
intraregional equity holdings declined from 24.9% to
20.8%. This suggests that the majority of recent cross-
border equity investment was directed to the rest of the
world. The intraregional share of Asia’s cross-border debt
asset holdings increased from 12.1% to 18.8%, but this
remained lowest among all asset categories in 2014. The
intraregional share of Asia’s cross-border bank claims

' Throughout this chapter, Asia’s cross-border asset holdings refer to the

stock of outbound portfolio debt, portfolio equity, and FDI, as well as
cross-border bank claims. FDI stock data available only for 2009-2014.
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Figure 3.1: Cross-border Assets—Asia
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Sources: ADB calculations using data from International Monetary Fund. Coordinated Portfolio Investment
Survey. http://cpis.imf.org (accessed September 2016); International Monetary Fund. Coordinated Direct
Investment Survey. http://cdis.imf.org (accessed April 2016); and Bank for International Settlements. Banking
Statistics. https://www.bis.org/statistics/bankstats.htm (accessed September 2016).

increased to 24.3% in 2014 from 16.3% in 2010, the
biggest increase relative to other asset classes during the
period. The intraregional share of Asia’s outward FDI in

stock also increased from 35.3% in 2010 to 39.8% in 2014.

Asia’s gross cross-border liabilities exceed
its gross cross-border assets, highlighting
the region’s attractiveness as an investment
destination.

In 2014, Asia’s total cross-border liabilities—inward
investment—reached $14.8 trillion, an increase of

$3.3 trillion compared with 2010 (Figure 3.2). Asia’s

total cross-border liabilities are larger than its cross-
border asset holdings. Asia’s cross-border liabilities

were significantly skewed toward inward FDI, which
accounted for 44.7% of Asia’s total cross-border liabilities
in 2014. The cross-border portfolio equity liabilities, bank
liabilities, and portfolio debt liabilities accounted for
24.8%,15.7%, and 14.9% of the region’s total cross-border
liabilities, respectively.

Asia’s intraregional liabilities amounted to $4.7 trillion
or 31.6% of its total cross-border liabilities in 2014, up
from $3.4 trillion or 29.5% in 2010. As in the case of
intraregional asset holdings, Asia’s financial linkages on
liabilities were also stronger with the rest of the world
than within the region. Still, the intraregional share

of total cross-border liabilities increased compared
with 2010, suggesting a gradual increase in the level of
regional financial integration for Asia’s cross-border
liability holdings.

The intraregional share of Asia’s total cross-border
liabilities is 43.5% for the stock of inward FDI, followed

by 30.0% for portfolio debt liabilities, 21.7% for bank
liabilities and 17.1% for portfolio equity liabilities. The
intraregional shares of cross-border liabilities increased
for all asset classes compared with 2010, confirming the
trend toward more regionally integrated financial markets
in Asia.
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Figure 3.2: Cross-border Liabilities—Asia
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Survey. http://cpis.imf.org (accessed September 2016); International Monetary Fund. Coordinated Direct
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Portfolio Debt Holdings

In 2015, Asia recorded net outward portfolio
debt investment, as its outward debt
investment exceeded inward debt investment.

The main destinations for Asia’s outward portfolio debt
investment remained the EU and the US, whereas the top
destinations for intraregional portfolio debt investment
were the People’s Republic of China (PRC), Australia, and
the Republic of Korea, respectively. Hong Kong, China

was the largest regional source of debt investment in Asia.

Global outward portfolio debt investment increased from
$7.2 trillion in 2001 to $24.4 trillion in 2015 (Figure 3.3).
In 2015, the largest investors for global outward portfolio
debt investment were the EU (44.8%), Asia (14.9%), and
North America (12.1%). Latin America, the Middle East,
and Africa had a combined contribution of only 1.2%,
even though it has grown rapidly.”

Asia’s contribution to global outward portfolio debt
investment in 2015 indicated a slight recovery compared

' The remaining 26.9% was contributed by economies outside these
regions.

Figure 3.3: Portfolio Debt Investment—World ($ trillion)
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Source: ADB calculations using data from International Monetary Fund.
Coordinated Portfolio Investment Survey. http://cpis.imf.org (accessed
September 2016).

with its 13.2% share during the GFC. But its share
remained lower than the peak of 15.6% during the surge in
capital outflows in 2012. North America’s share increased
t0 12.1% from 8.3% during the GFC, even surpassing

its 10.0% share in 2001. The EU remained the largest
contributor, but outward portfolio debt investment
declined to 44.8% in 2015, its lowest share since 2001.

The EU (46.9%), North America (29.0%), and Asia (9.1%)
still attracted the most of global inward portfolio debt
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investment. Latin America, the Middle East, and Africa
had a combined contribution of only 3.0%. Similar to
outward portfolio investment, they have grown rapidly
from a small base.

Asia’s share of total inward portfolio debt investment has
substantially increased from 5.5% share in 2008, as has

North America, from its GFC low of 24.6%. However, the
EU’s 46.9% share in 2015 was below its 56.0% GFC level.

Asia’s outward portfolio debt investment
remains substantially skewed toward the rest
of the world, but the bias toward non-Asian
economies appeared to be weakening.

Asia’s outward portfolio debt investment increased from
$1.3 trillion in 2001 to $3.6 trillion in 2015 (Figure 3.4).
But Asia’s outward portfolio debt investment to Asia—
intraregional portfolio debt investment—was only $650
billion, or 17.9% of the 2015 total. While the intraregional
share fell slightly from 18.8% in 2014, it has increased
significantly since its 7.8% share in 2001 and 10.3% share
in 2008.'

While Asia’s intraregional share of its total outward
portfolio debt investment in 2015 (17.9%) remained well

Figure 3.4: Outward Portfolio Debt Investment—Asia
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Source: ADB calculations using data from International Monetary Fund.
Coordinated Portfolio Investment Survey. http://cpis.imf.org (accessed
September 2016).

6 This excludes data for the PRC in 2015. If the PRC data were included,
Asia’s total portfolio debt outward investment in 2015 would be $3.7
trillion, and intraregional portfolio debt outward investment would be
$685 billion, or 18.3% of Asia’s total portfolio debt outward investment.
No data for the PRC are available for 2001-2014.

below the EU’s (65.5%)—a region characterized by mainly
two currencies (the euro and British pound sterling)—it
remained comparable to the intraregional shares of the
Middle East (21.3%), and North America (19.2%), and was
significantly above the shares in Africa (7.2%), and Latin
America (9.2%).

In fact, Asia’s intraregional portfolio investment declined
$11.9 billion between 2014 and 2015, with Japan and
New Zealand accounting for $6.9 billion of the decline.”
Its outward portfolio debt investment to the rest of the
world—excluding the EU and the US—increased $70.5
billion in 2015 compared with 2014.1®

Ongoing yield differences between the EU
and the US prompted a shift in Asia’s outward
investment portfolio for debt securities.

Asia’s outward portfolio debt investment to the EU
declined in 2015 by $89.7 billion, but less than its 2014
decline of $163.1 billion (Figure 3.5).” This coincided

with a sharp increase in Asia’s outward portfolio debt
investment to the US by $149.0 billion, up further from

its $50.1 billion rise in 2014.2° This trend in outward
portfolio debt adjustments was not unique to Asia. Global
outward portfolio debt investment to the US also rose
$430.9 billion in 2015, while global outward portfolio debt
investment to the EU dropped a dramatic

7" This excludes data for the PRC in 2015. If the PRC data were included,
the change in Asia’s intraregional portfolio debt outward investment
in 2015 would have increased by $23.1 billion. No data for the PRC are
available for 2001-2014.

8 This excludes data for the PRC in 2015. If the PRC data were included,

the change in Asia’s portfolio debt investment to the rest of the world

excluding the EU and the US and the EU in 2015 would have increased

by $89.1 billion. No PRC data are available for 2001-2014.

This excludes data for Australia’s investment to the United Kingdom, as

data for 2015 was recorded as ‘confidential’ by the data source. This also

excludes data for the PRC in 2015. If both were included, the decline in

Asia’s portfolio debt outward investment to the EU in 2014 would have

been $1677 billion, and the decline in Asia’s portfolio debt outward

investment to the EU in 2015 would have been $96.6 billion. No data for

the PRC are available for 2001-2014.

20 This excludes data for the PRC in 2015. If the PRC data were included,
the change in Asia’s portfolio debt outward investment to the US in 2015
would have increased by $198.5 billion. No PRC data are available for
2001-2014.
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Figure 3.5: Change in Outward Portfolio Debt
Investment—Asia ($ billion)
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Source: ADB calculations using data from International Monetary Fund.
Coordinated Portfolio Investment Survey. http://cpis.imf.org (accessed
September 2016).

$980.0 billion.”" Yield-seeking investors may have shifted
from EU portfolio debt assets to the US portfolio, with
negative interest rates in the euro area since June 2014
and the expected interest rate rise in the US.

The European Central Bank (ECB) has pushed interest
rates down further after launching its large-scale
quantitative easing asset purchase program in March
2015. Weak European macroeconomic fundamentals,
combined with an intensifying crisis in Greece, further
pressured the euro. In contrast, with the US economy
performing better and US Federal Reserve raising its key
policy rate in December 2015 (for the first time since
the GFC), Asian investors flocked to the US. The gap
between the US and the EU 10-year government bond
yields began to rise during the November 2011 euro crisis,
peaking in March 2015 at the start of the ECB’s massive
quantitative easing. With the improving US economy,
investors had already rebalanced their portfolios even
before the US policy-rate increase in December 2015.
The decline of $89.7 billion in Asia’s outward portfolio
debt investment in the EU came primarily from Australia
($22.2 billion) and Japan ($73.9 billion). The increase of
$149 billion in Asia’s outward portfolio debt investment
to the US was primarily from Japan ($105.0 billion), as

2 These exclude data for the PRC, as there is no PRC data for 2001-2015.
These also exclude data for the Bahamas, Ireland, and Isle of Man, as
data for 2015 is unavailable. And they exclude Australia’s investment to
the United Kingdom, as data for 2015 was recorded as “confidential” by
the data source.

well as the region’s two financial hubs, Hong Kong, China
($24.7 billion) and Singapore ($19.3 billion).

Asia’s outward portfolio debt investment continued to

go mostly to the US and the EU in 2015, although the
more attractive destination between the two has changed
from the EU in 2010 to the US in 2015 (Table 3.1). Asia’s
outward portfolio debt investment was limited to a few
economies, whether within or outside the region. In 2010,
much of Asia’s intraregional portfolio debt investment
went to Australia, the PRC, and the Republic of Korea,
comprising 8.0% of its total global cross-border debt
asset holdings and 67.9% of its intraregional debt asset
holdings. These were the same top destinations in 2015,
with share to total global and intraregional holdings

at 11.0% and 61.7%, respectively. Hong Kong, China,
meanwhile, held 95.6% of the PRC’s debt securities in
2010 and 73.3% in 2015.

By subregion, the source of Asia’s intraregional portfolio
debt investment is primarily East Asia. However, its
share to total intraregional investment declined from
70.6% in 2001 to 66.7% in 2015 (Figure 3.6). Southeast
Asia, another primary source, increased its share from
24.9% in 2001 to 28.6% in 2015. This indicates that while
financial integration remained concentrated in just a few
economies, it is nonetheless broadening.

By economy, top sources of Asia’s intraregional portfolio
debt investment in 2015 were Hong Kong, China; Japan;
and Singapore. Their combined share increased to 25.5%
in 2015 from 23.5% in 2010. Outside Asia, the EU and the
US continue to be the top sources for inward portfolio
debt investment to the region. Along with international
organizations, which invest heavily in Japan’s and
Republic of Korea’s cross-border debt, the combined
share of the EU, the US, and international organizations
totaled 60.7% of Asia’s inward portfolio debt investment.
This again shows nonregional economies were the
primary source of inward portfolio investment in the
region, although their relative share declined between
2010 and 2015 (Table 3.2).

The share of intraregional inward portfolio debt
investment increased from 25.7% in 2010 to 29.2% in
2015 (see Table 3.2), accompanied by an increase in
Asia’s inward portfolio debt investment from $1.7 trillion
in 2010 to $2.2 trillion in 2015 (Figure 3.7). While the
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Table 3.1: Destinations of Asia’s Outward Portfolio Debt Investment ($ billion)

%
2015 2010 Change

Asia
People’s Republic of China 185 (5.1%) 53 (1.5%) A
Australia 157 (4.3%) 169 (4.7%) v
Republic of Korea 59 (1.6%) 64 (1.8%) v
Other Asia 249 (6.8%) 145 (4.0%) A
Asia’s outward portfolio debt investment to Asia 650 (17.9%) 430 (12.1%) A
Non-Asia
United States 1,370 (37.7%) 1,116 (31.2%) A
European Union 925 (25.4%) 1,142 (32.0%) v
Not specified (including confidential) 199 (5.5%) 45 (1.3%) A
Other non-Asia 514 (14.1%) 837 (23.4%)

Asia’s outward portfolio debt investment to non-Asia 2,990 (82.1%) 3,140 (87.9%)
Asia’s total outward portfolio debt investment 3,640 (100.0%) 3,570 (100.0%)

Source: ADB calculations using data from International Monetary Fund. Coordinated Portfolio Investment Survey. http://cpis.imf.
org (accessed September 2016).

Figure 3.6: Asia’s Intraregional Portfolio Debt Investment by Subregion ($ billion)
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Note: Subregions in legend refer to the source. Subregions on the chart axis refer to the destination.
Source: ADB calculations using data from International Monetary Fund. Coordinated Portfolio Investment Survey. http://cpis.imf.org
(accessed September 2016).
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Table 3.2: Sources of Asia’s Inward Portfolio Debt Investment ($ billion)

2015 2010 Change

Asia

Hong Kong, China 239 (10.7%) 146 (8.7%) A
Japan 178 (8.0%) 150 (9.0%) v
Singapore 151 (6.8%) 96 (5.8%) A
Other Asia 82 (B7%) 38 (2.3%) A
Asia’s inward portfolio debt investment from Asia 650 (29.2%) 430 (25.7%) A
Non-Asia

European Union 605 (27.1%) 520 (31.0%) v
United States 419 (18.8%) 320 (19.1%) v
International Organizations 330 (14.8%) 290 (17.3%) v
Other non-Asia 225 (10.1%) 13 (16.8%) A
Asia’s inward portfolio debt investment from non-Asia 1,579 (70.8%) 1,244, (74.3%) v

Asia’s total inward portfolio debt investment

2229 (100.0%) 1,674  (100.0%)

Source: ADB calculations using data from International Monetary Fund. Coordinated Portfolio Investment Survey. http://cpis.imf.org

(accessed September 2016).

Figure 3.7: Inward Portfolio Debt Investment—Asia
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amount in 2015 was more than 5 times what it was in
2001, Asia’s inward portfolio debt investment remained
lower than outward portfolio debt investment by $1.4
trillion.

Asia’s inward portfolio debt investment increased by
$23.8 billion in 2015 from the previous year, albeit
at a moderating pace of increase over 2010-2015

Figure 3.8: Change in Inward Portfolio Debt
Investment—Asia ($ billion)
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(Figure 3.8). The decline in Asia’s intraregional inward
investment ($11.9 billion), primarily due to Hong Kong,
China-PRC investment (a $38.4 billion decline), was
offset by an increase in investment from the rest of the
world, excluding the US and the EU ($23.3 billion).
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Portfolio Equity Holdings

Asia’s cross-border equity investment
remained concentrated in a few large
economies outside the region.

According to 2015 data, the main destinations of Asia’s
outward portfolio equity investment were the US
(25.8%), Cayman Islands (25.0%), and the EU (14.6%).
The intraregional share for outward portfolio equity
investment fell to 19.8% in 2015 from 24.9% in 2010,
while the share for inward investment rose to 17.5%

in 2015 from 16.6% in 2010. The top destinations for
intraregional outward portfolio equity investment were
the PRC (8.8%), Japan (2.0%), and Hong Kong, China
(1.4%) while Singapore was the largest regional source of
equity investment (5.9%) in Asia in 2015.

Asia’s gross inward equity investment exceeded
its gross outward investment, making the region
a net recipient in cross-border portfolio equity
investment.

Global outward portfolio equity investment increased
from $5.0 trillion to $21.6 trillion between 2001 and
2015 (Figure 3.9). In 2015, similar to the trend in outward
portfolio debt investment, the EU (38.3%), North
America (35.7%), and Asia (14.9%) were the three
biggest contributors to global outward portfolio equity

Figure 3.9: Portfolio Equity Investment—World
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investment. Latin America, Middle East, and Africa had a
combined share 2.5%.

Asia’s share in global outward equity investment has
recovered from its 11.4% level during the GFC in 2008,
reaching 14.9% in 2015. North America marginally
increased its share to 35.7% of global outward portfolio
investment in 2015, from its 33.1% share during the GFC.
The EU, however, while still the largest contributor to
global portfolio equity investment, saw its share decline
from 43.7% in 2008 to 38.3% in 2015. On the other hand,
the EU (41.4%), North America (19.8%), and Asia (16.8%)
attracted the most global inward equity investment.

Unlike portfolio debt investment, Asia was a net receiving
region in cross-border portfolio equity investment. While
its share of inward equity investment to the global total in
2015 (16.8%) declined from the capital flow surge in 2012
(18.5%), it still increased from its 2001 share (12.9%). The
EU’s inward portfolio equity investment declined to 41.4%
in 2015 from 50.8% in 2001. It reached a low of 39.6% in
2011 during the European debt crisis. North America’s
share to global total also declined to 19.8% in 2015 from
21.3% in 2001. It had reached a low of 16.7% in 2007, just
before the onset of the GFC.

Asia’s outward portfolio equity investment was
destined more outside than inside the region.

Asia’s total outward portfolio equity investment increased
from $424 billion in 2001 to $3.2 trillion in 2015

(Figure 3.10).22 However, intraregional equity investment
was only $633.9 billion, 19.8% of Asia’s total cross-border
equity holdings. The share of intraregional equity holdings
in 2001 was 11.9%. Intraregional equity asset holdings
peaked at 28.7% in 2007. While Asia’s intraregional share
in 2015 was lower than the EU’s (55.7%), it is significantly
higher than other regions that do not share a common
currency—Africa (1.9%), Latin America (2.2%), the
Middle East (8. 3%) and North America (11.5%).

2 This excludes data for the PRC in 2015. If the PRC data were included,
Asia’s total portfolio equity outward investment in 2015 would have
been$3.4 trillion, and intraregional portfolio equity outward investment
$685 billion, or 20.3% of Asia’s total outward portfolio equity investment.
No data for the PRC are available for 2001-2014.
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Figure 3.10: Outward Portfolio Equity Investment—Asia
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Between 2014 and 2015, Asia’s outward portfolio equity
investment rose $185.8 billion, with its destinations
broadened and diversified (Figure 3.11). While Asia’s
investment in EU portfolio equity assets dropped $18.3
billion, its investment in other regions increased.” Asia’s
investment to the rest of the world excluding the EU

and the US increased $168.5 billion in 2015.2* Asia’s
intraregional investment and Asia’s investment in the

US equity assets increased $5.9 billion and $29.6 billion,
respectively.?® Asia’s outward portfolio equity investment
to the EU fell perhaps due to downward pressure on

the euro against the US dollar, associated with the
intensifying crisis in Greece. In contrast, the increased
outward portfolio equity investment to the US was mainly
from Japan ($30.8 billion) and New Zealand ($12.2
billion). The improved US economic outlook could have
made its equity market more attractive than that of

the EU.

% This excludes data for Australia’s investment to the United Kingdom,
as data for 2015 was recorded as ‘confidential’ by data source. This also
excludes data for the PRC in 2015. If both were included, the decline in
Asia’s portfolio equity outward investment to the EU in 2015 would have
been $28.9 billion. No data for the PRC are available for 2001-2014.

2 This excludes data for the PRC in 2015. If the PRC data were included,
the change in Asia’s portfolio equity investment to the rest of the world
excluding the US and the EU in 2015 would have increased by $196.0
billion. No data for the PRC are available for 2001-2014.

% This excludes data for the PRC in 2015. If the PRC data were included,
the change intraregional outward portfolio equity investment in 2015
would have increased by $56.5 billion. Asia’s outward portfolio equity
investment to the US increased by $91.2 billion. No data for the PRC
are available for 2001-2014.

Figure 3.11: Change in Outward Portfolio Equity
Investment—Asia ($ billion)
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The intraregional shares of both outward and
inward portfolio equity investment suggest
significantly higher regional integration in
cross-border equity investment than in debt.

The US remained the most popular destination for

Asia’s outward portfolio equity investment in 2015, while
Cayman Islands replaced the EU as the second most
popular destination (Table 3.3). The EU dropped to third.
Similar to the region’s outward portfolio debt investment,
Asia’s outward portfolio equity investment was more
destined to the rest of the world than to the region.
Unlike the region’s outward portfolio debt investment,

its outward portfolio equity investment in non-Asian
economies increased between 2010 and 2015.

The primary regional destinations for Asia’s outward
portfolio equity investment are the PRC; Hong Kong,
China; and Japan. These economies received 62.0% of
intraregional equity investment in 2015, up from 60.3%
in 2010, indicating more concentration in intraregional
equity investment (see Table 3.3).

By subregion, the source of Asia’s portfolio equity
investment was also primarily East Asia (Figure 3.12). Half
of Asia’s intraregional outward portfolio equity investment
came from East Asia. East Asia’s intra-subregional share
of 80.5% has driven much of intraregional equity market
integration, with its remaining outward portfolio equity
investment going to the Pacific and Oceania (8.4%), and
Southeast Asia (8.2%). Southeast Asia contributed 38.2%
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Table 3.3: Destinations of Asia’s Outward Portfolio Equity Investment ($ billion)

2015 2010 % Change
Asia
People’s Republic of China 282 (8.8%) 204 (10.5%) v
Hong Kong, China 45 (1.4%) 4 (21%) v
Japan 65 (2.0%) 47 (2.4%) v
Other Asia 241 (7.5%) 192 9.9%) v
Asia’s outward portfolio equity investment to Asia 634 (19.8%) 483 (24.9%) v
Non-Asia
United States 826 (25.8%) 523 (27.0%) v
Cayman Islands 801 (25.0%) 295 (15.2%) A
European Union 466 (14.6%) 328 (16.9%) v
Other non-Asia 475 (14.8%) 309 (15.9%) v
Asia’s outward portfolio equity investment to non-Asia 2,568 (80.2%) 1,455 (751%) A
Asia’s total outward portfolio equity investment 3,202 (100.0%) 1,938 (100.0%)

Source: ADB calculations using data from International Monetary Fund. Coordinated Portfolio Investment Survey. http://cpis.imf.org (accessed

September 2016).

Figure 3.12: Asia’s Intraregional Portfolio Equity Investment by Subregion ($ billion)

a: 2010 b: 2015
East Asia East Asia
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Asia ‘ Asia
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Note: Subregions in legend refer to the source. Subregions on the chart axis refer to the destination.
Source: ADB calculations using data from International Monetary Fund. Coordinated Portfolio Investment Survey. http://cpis.imf.org

(accessed September 2016).

to intraregional outward portfolio equity investment,
which primarily went to East Asia (65.8%), its own
subregion (16.4%), and South Asia (13.0%). The Pacific
and Oceania also contributed 11.0% to intraregional
portfolio investment, with half of their contribution going
to East Asia.

Asia’s top sources of inward portfolio equity investment
in 2010 were Hong Kong, China; Singapore; and Japan
(Table 3.4). By 2015, the order changed to Singapore;
Hong Kong, China; and Japan. The intraregional share of
Asia’s total inward portfolio equity investment edged up

to 17.5% in 2015 from 16.6% in 2010. At the same time,
its top source, the US, increased its investment to Asia
from 44.3% in 2010 to 45.0% in 2015. The EU remained
Asia’s second top source of investment despite a decline
in its relative share from 27.5% in 2010 to 24.3% in 2015.
Canada contributed 3.6% of Asia’s total inward portfolio
investment in 2015.

Inward portfolio equity investment to Asia rose from
$653.4 billion in 2001 to $3.6 trillion in 2015, with the
intraregional share also increasing from 7.7% in 2001 to
17.5% in 2015 (Figure 3.13).
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Table 3.4: Sources of Asia’s Inward Portfolio Equity Investment ($ billion)

2015 2010 % Change
Asia
Singapore 214 (5.9%) 128 (4.4%) A
Hong Kong, China 207 (5.7%) 166 (5.7%) A
Japan 83 (2.3%) 84 (2.9%)
Other Asia 131 (3.6%) 105 (3.6%) A
Asia’s inward portfolio equity investment from Asia 634 (17.5%) 483 (16.6%) A
Non-Asia
United States 1630 (45.0%) 1285 (44.3%) A
European Union 880 (24.3%) 798 (27.5%)
Canada 129 (3.6%) 93 (3.2%) A
Other non-Asia 351 (9.7%) 242 (8.3%) A
Asia’s inward portfolio equity investment from non-Asia 2,989 (82.5%) 2,418 (83.4%) v
Asia’s total inward portfolio equity investment 3,623 (100.0%) 2,901 (100.0%)

Source: ADB calculations using data from International Monetary Fund. Coordinated Portfolio Investment Survey. http://cpis.imf.org (accessed

September 2016).

Figure 3.13: Inward Portfolio Equity Investment—Asia
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Source: ADB calculations using data from International Monetary Fund.
Coordinated Portfolio Investment Survey. http://cpis.imf.org (accessed
September 2016).

Portfolio equity investment going to Asia fell $42.0
billion between 2014 and 2015, largely due the decline
of $80.8 billion in inward investment from the EU
(Figure 3.14). Much of the decline was in investments
going to Hong Kong, China ($14.8 billion) and the PRC
($14.1 billion). This coincided with the depreciation of
the PRC yuan in August 2015, followed by the PRC stock
market slump.

Figure 3.14: Change in Inward Portfolio Equity
Investment—Asia ($ billion)
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Note: Asia includes all the ADB 48 regional members for which data are
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Source: ADB calculations using data from International Monetary Fund.
Coordinated Portfolio Investment Survey. http://cpis.imf.org (accessed
September 2016).

Bank Holdings

Asia’s cross-border bank claims and liabilities
are mainly directed outside the region, with the
EU and US holding the major shares.

Asia’s cross-border bank claims were destined mostly
outside the region—29.4% to the US and 27.2% to the
EU. Its cross-border bank liabilities were also primarily



Financial Integration

Figure 3.15: Cross-border Bank Holdings—World ($ trillion)
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Source: ADB calculations using data from Bank for International Settlements.
Banking Statistics. https://www.bis.org/statistics/bankstats.htm (accessed
September 2016).

concentrated in the EU (36.9%) and the US (32.9%).
While Asian banks’ claims and liabilities remained more
linked to the rest of the world, their intraregional shares
rose significantly over 2010-2015—from 16.3% to 22.1%
for bank claims and 19.2% to 23.1% for bank liabilities,
respectively.?® As for the region’s source economies for
cross-border bank claims, Japan held the largest share
in 2015 (76.6%)—down from 91.8% in 2001—while
Australia and the Republic of Korea increased their
shares considerably.

Global cross-border bank claims increased from

$8.4 trillion in 2007 to $21.8 trillion in 2015 (Figure 3.15).
However, this remained below its 2007 peak of $27.3
trillion. In 2015, the EU continued to hold the biggest
share (58.3%), followed by Asia (18.9%) and North
America (16.0%). Africa and Latin America’s combined
share was 0.7%.7 In global cross-border bank liabilities,
the EU (51.1%), North America (23.0%), and Asia (12.9%)
accounted for the three largest shares in 2015. Latin
America and Africa had a combined 1.3% share of the
total.

Asia’s cross-border bank claims increased from
$1.3 trillion in 2001 to $4.3 trillion in 2015. While the
intraregional share of cross-border bank claims increased

% Asia’s reporting economies of locational banking statistics—statistics
that comprise bilateral bank claims-are Australia; Japan; the Republic of
Korea; and Taipei,China.

2 There were only 29 economies that reported bilateral bank claims as
of end-2015. None are from the Middle East. The remaining 6.1% was
contributed by Guernsey; the Isle of Man; Jersey; Macau, China; and
Switzerland.

Figure 3.16: Cross-border Bank Claims—Asia
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Figure 3.17: Change in Bank Claims—Asia ($ billion)
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September 2016).

from 17.8% to 22.1%, this is below its 24.3% peak in 2014
(Figure 3.16).

Asia’s bank claims have continued to increase since 2010,
although the pace of increase slowed in recent years.
Cross-border bank claims increased to $121.9 billion

in 2015, with the largest share going to the US ($158.3
billion). This was primarily due to an exceptional rise in
Japanese bank claims ($121.8 billion), in particular from
its official sector.?® Asia’s bank claims on the EU declined
by $55.3 billion in 2015 (Figure 3.17). Yield-seeking
investors likely rebalanced their bank claims as the gap
between the US and the EU primary rates widened.

% The official sector comprises the general government sector, the central
bank sector, and international organizations.
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Box 3.1: The Recent Rise in Nonperforming Loans in Asia and Policy Considerations

Asia needs to monitor both the type of financial assets (East Asia); and in Cambodia, Indonesia, Malaysia, and Thailand
flowing into the region to minimize volatility and the quality of (Southeast Asia). As percentage of total loans, NPLs averaged 4.8%
financial assets held in the region to ensure stability. Increased in 2015 (box figure). Those with NPLs between 4.8% and 10.0%
regional integration in banking claims—and its closer financial include Armenia, Azerbaijan, Bangladesh, India, Kazakhstan, the
links globally than regionally—are raising concerns over Kyrgyz Republic, and Samoa. Asian banking systems with NPL ratios
nonperforming loans (NPLs). above 10% include Afghanistan, Bhutan, the Maldives, Pakistan, and

Tajikistan (box table).
NPLs are generally defined as past due loans—unpaid past

their due date. The 1997/98 Asian financial crisis (AFC)— The ongoing economic slowdown combined with intensified
characterized by currency and maturity mismatches—caused global risk aversion and tighter financing conditions might have
many loans to go bad and created an NPL crisis. The asset contributed to rising NPLs and heightened credit risks. Empirical
quality of banks since then has grown much better because estimates generally confirm that lower output growth is associated
of regulatory safeguards and strengthened supervision, the with rising NPLs. With slower economic growth, creditors’ debt
design and use of asset management companies (AMCs) servicing capacity weakens, causing NPLs to surge. Economic
in resolving NPLs, growth in nominal income, and increased literature also suggests the existence of moral hazard (Klein,
financial inclusion. 2013; and Keeton and Morris, 1987). Estimates indicate a negative
relationship between equity-to-asset ratios and NPLs—that is,
However, since 2013, NPLs have been rising in many economies poorly capitalized banks tend to have allowed lending to riskier
in Asia—Bangladesh and India (in South Asia); the People’s clients. The risk-taking behavior is also shown through the direct
Republic of China (PRC); Hong Kong, China; and Mongolia relationship between loan-to-deposit ratios and NPLs. While past

NPLs and NPL Ratios of Selected Asian Economies
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excessive lending as measured by lagged loan growth is positively
related to NPLs, profitability (measured by return on equity) is
negatively related to NPLs (Makri et al 2013 and Klein 2013).
Profitable banks have less incentive to get into high-risk activities.
Past episodes of financial crisis offer strong lessons that rising NPLs
must be addressed quickly. Early “clean-up” of NPLs from bank
balance sheets is essential to ensure quality and productive loans.
can continue.

NPL Ratios of Selected Asian Economies

Economy NPL Ratio (%) Year
Below 5%
Turkmenistan 0.01 2014
Brunei Darussalam 0.4 2015
Uzbekistan 0.4 2015
Republic of Korea 0.6 2014
New Zealand 0.6 2015
Hong Kong, China 0.7 2015
Singapore 0.9 2015
Australia 1.0 2015
People’s Republic of China 15 2015
Cambodia 1.6 2015
Japan 1.6 2015
Malaysia 1.6 2015
Fiji 1.8 2015
Philippines 1.9 2015
Georgia 27 2015
Thailand 2.7 2015
Viet Nam 29 2014
5% to below 10%
Samoa 53 2015
Kyrgyz Republic 7. 2015
Armenia 79 2015
Kazakhstan 8.0 2015
Bangladesh 9.3 2015
Above 10%
Pakistan 1.4 2015
Bhutan 1.9 2015
Afghanistan 12.3 2015
Maldives 141 2015
Tajikistan 19.1 2015

Sources: World Bank. World Development Indicators. http://data.worldbank.
org/data-catalog/world-development-indicators (accessed September 2016).

Intraregional bank claims also decreased $63.3 billion in
2015 from 2014, driven largely by the PRC’s $49.9 billion
contribution. This was most likely underpinned by the
PRC economic slowdown coupled with a rise in PRC
non-performing loans (NPLs) (Box 3.1). Nonetheless,
the PRC remained one of the top destinations of Asia’s
intraregional bank claims.

In 2015, Hong Kong, China; Singapore; and the PRC
ranked as top regional destinations for Asia’s cross-border
bank claims with Australia following closely (Table 3.5).
Their combined share of Asia’s intraregional bank claims
was 63.3%, whereas their share of Asia’s total cross-
border bank claims was 14.1%. Although regional banking
market integration appears to be making gradual progress,
Asian banking markets remained more linked to the rest
of the world than to the region. The US remained the top
destination of Asia’s bank claims, although its relative
share declined from 30.3% in 2010 to 29.4% in 2015. The
EU’s share of Asia’s total bank claims also declined, but
remained the second top destination in 2015. There has
been a significant increase in Asia’s bank claims on the
Cayman Islands—$543 billion in 2015, with 96.1% ($522
billion) coming from Japan.

Data on Asia’s cross-border bank claims by reporter were
derived from four economies—Australia, Japan, the
Republic of Korea, and Taipei,China. Among them, Japan
held the largest share in 2015, at 76.6%, down from 91.8%
in 2001 (Figure 3.18). As Japan’s relative contribution
declined, the other economies increased their share—in
2015, Australia held 10.7%, the Republic of Korea 4.3%,
and Taipei,China 8.5%.%°

Asia’s cross-border bank liabilities also increased from
$655 billion in 2001 to $2.3 trillion in 2015 (Figure 3.19).
While absolute levels increased between 2001 and 2015,
the intraregional share of cross-border bank liabilities fell
from 35.4% in 2001 two 23.1% in 2015, indicating that
Asia borrowed increasingly more from economies outside
the region than within the region over the period. The
intraregional share recovered modestly from its 19.2%

# Hong Kong, China began reporting in December 2014. This is not
shown in Figure 14 as it shows a dramatic increase, beginning that
month, distorting the analysis. The Republic of Korea began reporting in
December 2005. India, Indonesia, Malaysia, and Singapore also report
total bank claims, but do not provide a bilateral breakdown.
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lowest point in 2010 despite the overall decline over in 2015 was mainly driven by an increase in Hong Kong,
2001-2015. China ($18.3 billion) and the PRC ($15.3 billion). The

economic slowdown accompanied by the rise in NPLs
Asia’s cross-border bank liabilities have been falling since in the PRC could have prompted domestic investors to
2013, with its largest contraction of $70.5 billion in 2013 borrow elsewhere in the region.

(Figure 3.20). Liabilities fell by $19.7 billion in 2014 and

again by $29.7 billion in 2015. This drop was driven by the In 2015, Hong Kong, China; Singapore; and the PRC
EU’s decline by $49.0 billion in 2014 and by $100.9 billion were Asia’s top three borrowers from the region’s banks
in 2015. The rising intraregional change in bank liabilities (Table 3.6). Japan ranked fourth. Their combined

Table 3.5: Destination of Asia’s Bank Claims ($ billion)

2015 2010 % Change
Asia
Hong Kong, China 204 (5.0%) n7z (3.5%) A
Singapore 187 (4.6%) 138 (41%) A
People’s Republic of China 184 (4.5%) 48 (1.4%) A
Other Asia 333 (81%) 248 (7.3%) A
Asia Bank Claims, Asia 907 (22.1%) 551 (16.3%) A
Non-Asia
United States 1,210 (29.4%) 1,025  (30.3%) v
European Union 1,18 (27.2%) 1124 (332%)
Cayman Islands 543 (13.2%) 322 (9.5%) A
Other non-Asia 332 (81%) 360  (10.6%)
Non-Asia Bank Claims, Asia 3,203 (77.9%) 2831 (83.7%)

Total Cross-border Bank Claims, Asia 4,110 (100.0%) 3,383 (100.0%)

Source: ADB calculations using data from Bank for International Settlements. Banking Statistics. https://www.bis.org/
statistics/bankstats.htm (accessed September 2016).

Figure 3.18: Cross-border Bank Claims—Asia Figure 3.19: Cross-border Bank Liabilities—Asia
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Source: ADB calculations using data from Bank for International Settlements.
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Note: Asia partners include all the ADB 48 regional members for which data
are available.

Source: ADB calculations using data from Bank for International
Settlements. Banking Statistics. https://www.bis.org/statistics/bankstats.htm
(accessed September 2016).
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share of Asia’s intraregional bank liabilities was 74.1%,
equivalent to just 17.1% of Asia’s total. In 2010, Asia’s top
three borrowers were Hong Kong, China; Singapore; and
Japan with the PRC ranked fourth. Similar to the trend in
portfolio investment, Asia’s banks borrow more from the
rest of the world than within the region. But Asia’s bank
borrowing from non-Asian economies has decreased,
primarily due to the large decline in Asia’s bank borrowing
from the EU as well as from the Cayman Islands. Its
borrowing from the US, however, increased in both
absolute and relative terms.

Figure 3.20: Change in Bank Liabilities—Asia ($ billion)
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Source: ADB calculations using data from Bank for International Settlements.
Banking Statistics. https://www.bis.org/statistics/bankstats.ntm (accessed
September 2016).

Similar to Asia’s cross-border bank claims by reporter,
data on Asia’s cross-border bank liabilities by reporter
comprise the same four economies—Australia; Japan; the
Republic of Korea; and Taipei,China. Japan explains more
than half of Asia’s cross-border bank liabilities (52.5%)

in 2015 (Figure 3.21). Australia; the Republic of Korea;
and Taipei,China accounted for 30.9%, 8.7%, and 7.9%,
respectively. Australia’s share rose from 17.9% in 2001 to
30.9% in 2015; the Republic of Korea’s from 5.2% to 8.7%;
and Taipei,China’s from 4.3% to 7.9%.

Figure 3.21: Sources of Bank Liabilities ($ trillion)
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Source: ADB calculations using data from Bank for International Settlements.
Banking Statistics. https://www.bis.org/statistics/bankstats.ntm (accessed
September 2016).

Table 3.6: Sources of Asia’s Bank Liabilities ($ billion)

2015 2010 % Change
Asia
Hong Kong, China 207 (9.0%) 141 (6.7%) A
Singapore 126 (5.5%) 132 (6.3%) v
People’s Republic of China 59 2.6%) 16 (0.8%) A
Other Asia 137 6.0%) 114 (5.4%) A
Asia Bank Liabilities, Asia 529 (23.1%) 402 (19.2%) A
Non-Asia
European Union 846 (36.9%) 887 (42.4%) v
United States 754 (32.9%) 613 (29.3%) A
Cayman Islands 44 (1.9%) 81 (3.9%)
Other non-Asia Liabilities 19 (5.2%) 10 (15.2%)
Non-Asia Bank Liabilities, Asia 1,763 (76.9%) 1,691 (80.8%) v
Total Cross-border Bank Liabilities, Asia 2,292 (100.0%) 2,093 (100.0%)

Source: ADB calculations using data from Bank for International Settlements. Banking Statistics. https://www.bis.org/

statistics/bankstats.htm (accessed September 2016).
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: : Asia and Asia as well as between Asia and world equity
Prlce I nd I Cators markets have increased (Table 3.7). The average simple
correlation of Asian equity returns with the region
Despite being more integrated globally, Asia’s increased from 0.28 before the GFC to 0.36 afterward—a
equity markets are increasingly integrated trend shared by all subregions. The simple correlation of
regionally. Asian equity returns with the world also increased from
0.32t00.43°
Although the correlation of Asian intraregional equity
returns has increased since the GFC, it remains below Particularly notable is the increased correlation of Central
its correlation with global equity returns. Asian bond Asian equity markets with the region after the GFC, while
markets remain much less integrated than their equity there was hardly any correlation before the crisis. Central
market counterparts—both regionally and globally. Asia’s increased correlation with world equity markets is
While deepening financial integration is a welcome also significant because, again, it was barely correlated
development for better resource allocation regionally, with the global markets before the GFC. Both regional
it may also increase vulnerability to financial contagion, and global correlation of Asian equity returns peaked
capital flow reversals, and greater output volatility. during the crisis. Equity market correlations tend to spike

during crises, likely caused by increased spillover effects
(Hinojales and Park 2010).

Equity

Equity return correlations between Asia and the PRC

Price-based indicators for equity market have increased noticeably from a very low base before
integration suggest that Asia’s equity markets the GFC, a trend shared among all subregions (Table 3.8).
are increasingly integrated both regionally and Equity retu