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The global financial crisis and the economic slump have together 
highlighted issues surrounding “openness” in three areas—international 
trade, financial globalization, and remittances. Although the impact on 
developing Asia has been felt primarily through the trade channel, this 
part of Asian Development Outlook 2009 (ADO 2009) Update takes stock 
of the region’s level and structure of openness in all three interconnected 
areas, as future external shocks could affect the region through financial 
or other channels rather than trade, including remittances.

Now is an opportune time to revisit the issue of openness in 
developing Asia. The recent turmoil exposed the substantial risks of 
openness to a region long accustomed to effectively leveraging it to 
achieve economic success. In contrast to the Asian financial crisis of 
1997–98, which was precipitated by reversal of foreign capital inflows, 
the slowdown of economic activity in 2008 and 2009 was caused by the 
collapse of exports to the industrial economies, in particular the United 
States (US). Despite the financial origins of the downturn, developing 
Asia’s financial systems did not suffer severe disruptions. It was only when 
the financial crisis spread to the real economies of the industrial world, 
crimping their appetite for imports, that the region’s real economies 
were battered. From developing Asia’s perspective, the global tumult 
manifested itself as a trade crisis rather than a financial crisis.

Although the Asian crisis, unlike recently, was financial in nature, 
it nevertheless helps explain why developing Asia’s economies were hit 
so hard by the recent global turmoil. Prior to 1997, developing Asia as 
a whole ran current account deficits, but since then it has run large 
and persistent surpluses. This reversal was motivated partly by regional 
policy makers’ desire to build up an ample war chest of foreign exchange 
reserves. The reversal implied a higher level of dependence on exports 
to the US and other industrial economies as a source of demand and 
growth. The region’s desire to protect itself from one type of risk from 
openness and globalization—financial instability due to volatile capital 
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flows—inadvertently magnified its exposure to another type of risk—
excessive dependence on exports. The deceleration of exports and growth 
in 2008 and 2009 was largely a realization of this risk.

From the viewpoint of developing Asia, the global maelstrom 
originated outside the region while the Asian crisis was partly 
homegrown. In contrast to the former period, the fundamentals of 
developing Asian economies have recently been in relatively good shape, 
as reflected in generally healthy current account and fiscal positions, 
adequate foreign exchange reserves, rapid growth, macroeconomic 
stability, and sound macroeconomic policies. Still, the region has suffered 
for its openness recently, despite strong fundamentals.

The most open, most export-dependent economies have been hit 
the hardest (Figures 2.1.1 and 2.1.2). Since those same economies have 
outperformed their less open neighbors, regional policy makers face a 
trade-off between the returns of openness (faster output growth) versus 
the risk of openness (greater volatility in output growth). The recent 
shock has brought this trade-off into sharp relief and added a new sense 
of urgency to improving its terms.

With respect to trade, evidence suggests that developing Asia’s level 
of openness may be less than optimal, in the broad sense that demand is 
geared excessively toward external demand (ADB 2009). More specifically, 
the region may be consuming too little and saving too much, and 
consequently relying disproportionately on foreign markets to purchase 
its output. Rebalancing domestic economies will move the region 
toward a level of openness where exports continue to make significant 
contributions to growth but a more vibrant domestic economy provides a 
measure of resilience against external shocks. 

The financial crisis and slump have underscored some important 
features for policy makers. For example, the costs of openness are likely 
to be high for an economy that has no internal dynamism and that 
falls apart whenever the global business cycle turns down. In addition, 
the appropriate level of openness and the capacity to reduce the costs 
of openness through rebalancing will differ from country to country. 
Finally, developing Asia suffers from a skewed trade structure that 
depends disproportionately on demand from the US and other industrial 
economies. This is especially true for final goods, which is why the region 
has been hit so hard, despite the healthy growth of intra-Asian trade in 
recent years.

Although the financial impact of the crisis was weaker than the 
trade impact, some signs of financial stress were clearly evident. For 
example, in many countries borrowers with weaker credit ratings faced 
more difficult access to credit, while pullbacks of capital flows and sharp 
currency depreciations in some countries further highlighted the risks of 
financial globalization (Figure 2.1.3). Coordinated policy responses, such 
as US dollar swap lines, were introduced. 

Nonetheless, these economies seem to have withstood the effects 
of instability, and this success points to the importance of their solid 
macroeconomic fundamentals and sound financial systems. In particular, 
sound and efficient financial markets and institutions are indispensable.

In addition to trade and financial linkages, migration and remittances 
are a third area hit by the financial crisis and economic downturn. These 
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events have forced employers to lay off workers, including foreigners, 
threatening remittance flows to some countries that send workers abroad. 
These migrant-sending countries are also facing increasing protectionist 
policies from migrant-receiving countries. Since the economic downturn, 
increasing unemployment has pitted the interests of receiving-country 
nationals against foreigners, as host-country governments tighten 
immigration policies to protect jobs for their nationals. 

In the past remittances have proven to be a relatively stable source of 
foreign currency inflows to developing countries (Figure 2.1.4). Although 
remittances entail economic and social costs, they can contribute 
substantially to growth and poverty reduction, and they provide credit-
constrained households means to smooth consumption. The key question 
for policy makers is how to capitalize on migration and remittances 
for growth, poverty reduction, and consumption smoothing while 
successfully managing potential costs.

Returning to the core issue of trade, the lopsided role of extraregional 
trade in the region’s growth creates a serious risk that the gains from 
greater trade with neighbors will not be fully exploited. Given the region’s 
rapid growth in recent years and the consequent emergence of a large 
middle class with growing purchasing power, the gains from greater 
intra-Asian trade in final goods is potentially large. The People’s Republic 
of China (PRC) and India are reaching income levels where millions of 
consumers are buying their first car or making their first trip abroad. 

There are also large potential gains from greater flows of capital and 
remittances among developing Asian economies. Closer integration of 
regional financial markets will create more opportunities for investing 
developing Asia’s ample pool of savings within the region. In addition, 
measures to facilitate migration and remittances will benefit both young 
labor-abundant countries and aging labor-scarce countries.

However, addressing the geographically unbalanced structure of 
trade, capital flows, and remittances through the promotion of closer 
intraregional economic links need not—indeed, should not—come at 
the expense of vital longstanding links with industrial economies. The 
choice facing developing Asia is not between intra- and extra-Asian trade. 
The challenge is to strengthen intraregional trade up to a level that is 
commensurate with the rising prosperity of the region. 

Intuitively, in light of its fast-growing income and purchasing power, 
the excessive dependence of developing Asia on extraregional demand is 
somewhat puzzling. The dependence is both structural and strategic, and 
the consequence of a decades-old growth strategy based on exports to 
industrial economies. As the region continues to grow and become even 
richer, more robust intraregional trade will naturally evolve alongside 
stronger domestic demand. Strategic policy measures to rebalance the 
economy will accelerate the emergence of self-sustaining domestic 
economies (ADB 2009). As experience of the European Union (EU) and 
North American Free Trade Agreement shows, vibrant intraregional and 
interregional trade can coexist.

Developing Asia’s governments should not just sit back and wait 
for strong domestic economies to emerge, but should instead make 
real efforts to create a more conducive environment for intraregional 
integration. The resultant policies would speed up developing Asia’s move 
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toward a broader openness, which would enable it to reap the gains from 
more intra-Asian trade, capital, and remittances. 

Developing Asia has benefited enormously from its interaction with 
the rest of the world and will continue to do so in the future. However, 
its rapid growth and rising living standards imply large and growing 
potential gains from greater intraregional integration. But if the region 
fails to fully exploit these gains, it will be depriving itself of a valuable 
tool, both to protect itself from external shocks in the short run and to 
build up an additional source of economic dynamism in the long run. 

Unlike growth and stability, the level and structure of openness do 
not constitute a policy objective in their own right. Instead, openness 
is the outcome of a set of policies and conditions that support growth 
and stability. Nevertheless, over time, various distortions may have 
contributed to overdependence on exports, to unbalanced trade patterns 
that favor trade with countries outside the region, to high dependence 
on extraregional financial markets and institutions, and to obstacles to 
migration and remittance flows within the region. Those distortions not 
only affect the level and structure of openness but can also adversely 
affect the trade-off between growth and stability, and so removing them 
may have a positive impact on this critical trade-off. 

The implication is that a stronger domestic economy and more 
linkages within the region can help countries achieve rapid, yet 
stable, growth. The combination of rebalancing and intraregional 
integration will give to developing Asia greater resilience in the face of 
extraregional shocks. 



Enhancing intraregional trade

The role of intraregional trade in developing Asia
The global financial crisis and economic slump together have hit hard 
developing Asia’s exports and growth. Although the slump was financial 
in its origins, trade has been the dominant channel through which the 
financial crisis has been transmitted from the US to developing Asia. 
Given that the root cause of developing Asia’s slowdown is the contraction 
of aggregate demand due to the contraction of external demand, the 
logical solution to short-run recovery and long-term growth is to find 
alternative sources of demand.

In the short run, the only realistic policy option is for governments 
to cut taxes and increase spending, serving as consumer of last resort, 
as they in fact did throughout the region. In the long run, as discussed 
in ADO 2009 (ADB 2009), one strategy is to strengthen domestic 
demand so that countries in the region consume more of what they 
produce. However, building up a more vibrant domestic economy is 
a long-term structural process that involves removing deep-seated 
structural impediments, such as weak financial and inadequate social 
protection systems.

This section explores another long-run potential source of demand 
and growth for developing Asia, namely intraregional trade, which is 
intimately related to domestic demand. More robust domestic demand 
within the countries of the region will enable them to buy more of 
each other’s goods, as is the case among EU countries. Stylized facts 
suggest that while trade among developing Asian economies has grown 
impressively in recent years, much of the trade reflects trade in parts and 
components as opposed to trade in final goods. In particular, the PRC’s 
role as the workshop of the world means that economies around the 
region ship parts and components to the PRC, which assembles them into 
final goods and exports them to the US and other industrial economies.

Consequently, the growth of intra-Asian trade remains heavily 
influenced by growth of demand in the rest of the world. This is especially 
so for trade among East Asian and Southeast Asian economies, which 
trade extensively with each other. Upon closer analysis, lack of more 
substantive intraregional trade based on final goods, along the lines of the 
EU, is a direct result of weak domestic demand in regional economies. By 
the same token, the strengthening of domestic economies will stimulate 
more substantive intraregional trade.

The central objective of this section is, therefore, to empirically 
investigate whether intraregional trade can serve as an engine of recovery 
and growth for developing Asia. More specifically, it examines the issue of 
whether the PRC can serve as that engine.

The next subsection will make it clear why the PRC has a unique 
potential to drive regional growth through trade. The empirical analysis 
concentrates on manufactured goods rather than commodities since 
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2.2.1 Geographic scope

“Asia” refers to Asia excluding Japan.
“East Asia” comprises People’s Republic 
of China (PRC); Hong Kong, China; 
Republic of Korea; and Taipei,China.
“Southeast Asia” comprises Brunei 
Darussalam, Cambodia, Indonesia, 
Lao People’s Democratic Republic 
(Lao PDR), Malaysia, Mongolia, 
Myanmar, Philippines, Singapore, 
Thailand, and Viet Nam.
“East and Southeast Asia” excludes 
Japan.
“High-income” economies comprise 
Hong Kong, China; Korea; Singapore; 
and Taipei,China; the rest are “others”.
“Non-East and Southeast Asia” 
includes most developing Asian 
economies outside these two 
subregions.
“Intra-Asian” trade refers to trade 
among Asian economies other than 
Japan.

manufactured goods account for a majority of intraregional trade. More 
significantly, the analysis is largely limited to the economies of the two 
subregions of East Asia and Southeast Asia, which have reached a fairly 
high degree of trade integration with each other.

While the analysis looks primarily at East and Southeast Asia, the 
results have implications for other parts of developing Asia as well. 
For example, although intra-South Asian trade is still relatively low, 
Bangladesh, Pakistan, Sri Lanka and other subregional economies are 
likely to reap increased benefits as trade integration among South Asian 
countries progresses further in the future. 

In particular, just as East and Southeast Asia stand to benefit from 
the PRC’s rapid growth, South Asia stands to benefit from India’s fast 
growth. More generally, any evidence that trade integration in East Asia 
and Southeast Asia is contributing to the two subregions’ recovery and 
growth will provide some grounds for optimism about the prospects of 
intraregional trade to do the same for other parts of developing Asia.

Growth of intra-Asian trade and the rise of the 
People’s Republic of China

This section is motivated by the hopes and optimism surrounding a new 
potential source of demand and growth that may compensate for the 
weakening of an existing source of demand and growth. Those hopes 
and optimism are predicated on two stylized facts—the rapid growth of 
intra-Asian trade and the rise of the PRC as an economic force of global 
significance. 

In purely quantitative terms, intra-Asian trade, especially among 
East and Southeast Asian economies, has increased notably in recent 
years. Although much of this trade is currently in parts and components 
rather than in final goods, the very fact that Asian economies are trading 
increasingly with each other provides some grounds for optimism about 
the future emergence of more substantive intraregional trade in which 
final goods play a bigger role. In other words, the quantitative growth of 
intra-Asian trade holds the promise that it may someday become a source 
of demand and growth in the region, as it is in the EU.

The stunning rise of the PRC as a global economic heavyweight 
potentially means the rise of a large and growing market for Asian 
exports. Although the PRC tends to be stereotyped as the workshop of 
the world, the country’s sheer size and growth mean that it is also an 
importer of global influence. For example, the PRC’s voracious appetite 
for raw materials has had a perceptible effect on global commodity 
markets. 

More generally, the PRC is not only growing at a very rapid and 
sustained pace, but it is also a huge country that is home to more than a 
quarter of humanity. Therefore, in contrast to, say Malaysia, Singapore, 
or even Korea, the PRC is seen as a continental economy where both 
domestic demand and the economy are vibrant. This vigor is apparent 
in the fact that the PRC’s growth rate slowed to “only” 9.0% in 2008 
and a projected 8.2% in 2009 while the rest of East and Southeast Asia 
is barely managing to grow at all. In fact, Hong Kong, China; Korea; 
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Malaysia; Singapore; Taipei,China; and Thailand are all projected to 
contract in 2009.

The combination of the two stylized facts has breathed life into 
the “PRC-as-an-engine-of-recovery-and-growth” hypothesis (in short, 
the “PRC-as-engine” hypothesis). This is a special variant of the intra-
Asian “trade-as-an-engine-of-recovery-and-growth” hypothesis, which 
recognizes the special role of the PRC as the dynamic center of the 
growing trade-based integration of the region’s real economies. The 
remarkable resilience of the PRC in the face of the financial crisis and 
economic slump has given further impetus to the notion that the PRC 
can supplement the US as a new growth center for developing Asia.

To be sure, the rise of the PRC not only presents opportunities but 
also challenges. Above all, the PRC’s rise as a global manufacturing center 
poses a serious competitive threat to the third-country exports of regional 
countries. However, there is a growing tendency to view the PRC as a 
large and growing market rather than a competitor in other markets. The 
rethinking among the PRC’s neighbors is born of urgent necessity—to 
find a new source of growth; and rooted in cold hard reality—the 
remarkable transformation of the PRC.

Growth of intraregional trade in East and Southeast Asia
Despite the multidimensional origins of developing Asia’s economic 
success, the one common theme that stands out is its trade dependence. 
East and Southeast Asian economies in particular have successfully 
integrated themselves into the global real economy by trading extensively 
with the outside world. Between 1990 and 2008, their exports grew from 
$424.6 billion to $3.6 trillion in nominal terms and from $559.6 billion 
to $2.8 trillion in real terms, and imports grew from $429.0 billion to 
$3.3 trillion in nominal terms and from $565.4 billion to $2.6 trillion in 
real terms (Figure 2.2.1).

Furthermore, the share of those economies’ exports in global exports 
rose from 12.3% in 1990 to 21.9% in 2008, and the share of their imports 
in global imports rose from 12.0% to 19.4% during the same period 
(Figure 2.2.2). Mirroring the rise in East and Southeast Asia’s share of 
global trade, the region’s share of global GDP increased from 5.5% in 1990 
to 12.3% in 2008.

In short, developing Asia is a highly trade-dependent region that has 
exported and traded its way out of all-too-typical developing-country 
poverty to become one of the centers of gravity in the world economy.

In recent years, the region’s countries have been trading increasingly 
with each other rather than with countries outside the region. 
Superficially, this suggests that intraregional trade has already become 
a major source of demand and growth. Superficial or not, aggregate 
bilateral trade data unambiguously point to a rise in the relative share 
of intra-Asian trade. Again, this trend is particularly evident for East 
and Southeast Asian economies. For this group of countries as a whole, 
the share of intraregional trade has risen from 31.7% in 1990 to 42.0% in 
2008 (Figure 2.2.3). For each member of this group, the unmistakably 
clear overall pattern is one of an increase in the relative importance of 
intraregional trade at the expense of extraregional trade (Figure 2.2.4).

This pattern is also evident for all subgroups of countries within 

2.2.1 Merchandise trade, East and  
Southeast Asia

0

1,000

2,000

3,000

4,000

Real imports Nominal imports
Real exports Nominal exports

080604022000989694921990

$ billion

Notes:  For composition of East and Southeast Asia, see 
Box 2.2.1. The base year for real exports and imports is 2000. 

Sources: Staff estimates based on data from CEIC Data 
Company Ltd., downloaded 4 August 2009; International 
Monetary Fund, Direction of Trade Statistics, May 2009.

Click here for figure data

2.2.2 Global shares of output, exports, and 
imports, East and Southeast Asia

0

5

10

15

20

25

GDP, current PPP $ 
GDP, current $ Imports

Exports

080604022000989694921990

% 

PPP = purchasing power parity.

Note: For composition of East and Southeast Asia, see 
Box 2.2.1.

Sources: Staff estimates based on data from CEIC Data 
Company Ltd., downloaded 4 August 2009; International 
Monetary Fund, Direction of Trade Statistics, May 2009.

Click here for figure data

2.2.3 Intraregional trade, East and 
Southeast Asia

0

9

18

27

36

45

Intraregional trade, East and Southeast Asia

080604022000989694921990

% of total trade

Note: For composition of East and Southeast Asia, see 
Box 2.2.1.

Sources: Staff estimates based on data from CEIC Data 
Company Ltd., downloaded 4 August 2009; International 
Monetary Fund, Direction of Trade Statistics, May 2009.

Click here for figure data

http://www.adb.org/Documents/Books/ADO/2009/Update/figs/f2-2-1.xls
http://www.adb.org/Documents/Books/ADO/2009/Update/figs/f2-2-2.xls
http://www.adb.org/Documents/Books/ADO/2009/Update/figs/f2-2-3.xls


42  Asian Development Outlook 2009 Update

the region—the PRC, the newly industrialized economies (NIEs), as 
well as the major ASEAN economies. The implication is that in purely 
quantitative terms, East and Southeast Asian economies are trading more 
with each other and less with the rest of the world. Therefore, not only is 
trade important for the region; in addition, the geographic profile of the 
region’s trade is shifting toward trade with neighbors.

This quantitative shift has been used as the primary supportive 
evidence of the decoupling hypothesis, according to which the dependence 
of Asian growth on the US business cycle has fallen markedly. The 
underlying idea was that increasingly rich Asian countries were now 
selling more of their goods to each other rather than the US, so that a US 
recession would have a smaller impact on their economic performance 
than before. The story was plausible but it suffered from a critical flaw—it 
failed to look at the structure of growing intra-Asian trade.

In fact, according to the overall balance of evidence, a large part 
of intra-Asian trade reflects intra-Asian production fragmentation, 
in which different stages of the production process are carried out in 
different Asian economies.1 More specifically, the PRC has emerged as 
the preferred location for assembling parts and components produced 
in other East and Southeast Asian economies. International production 
fragmentation is, in effect, international vertical specialization in which 
each country specializes in a different stage of the production process. 
As such, East and Southeast Asian economies are likely to enjoy gains 
from the intraregional specialization and division of labor. Nevertheless, 
the production fragmentation-oriented nature of intra-Asian trade casts 
serious doubts on the validity of the regional trade-as-an-engine-of-
recovery-and-growth-hypothesis.

Surge of the People’s Republic of China and implications for 
developing Asia
One of the most significant developments in the global economic 
landscape over the last 30 years has been the integration of the PRC 
into the world economy and its stunning growth. What makes the 
PRC’s rise so special is the sheer size of the country and hence its global 
and regional clout. The transformation of the PRC, which began 30 
years ago, has accelerated in recent years. Between 1990 and 2008 for 
example, the share of the PRC GDP in world GDP rose sharply from 
1.7% to 7.3% (Figure 2.2.5). Given the central role of trade and openness 
in the relentless expansion of the country’s economy, its trade has also 
experienced similarly rapid growth. The share of PRC exports in total 
world exports rose from 1.8% in 1990 to 9.1% in 2008, and its share of 
world imports rose from 1.5% to 7.0% during the same period. The PRC’s 
emergence as a global economic power thus closely parallels its emergence 
as a global trading power.

In the context of East and Southeast Asia, the rise of the PRC 
signals the arrival of a neighborhood heavyweight with far-reaching 
ramifications. The PRC’s share of developing Asia’s GDP rose from 23.4% 
in 1990 to 47.6% in 2008. During the same period, its share of East and 
Southeast Asian GDP rose from 31.0% to 58.9% (Figure 2.2.6). Similarly, 
the PRC’s exports are accounting for a larger share of East and Southeast 
Asian exports, and the same holds true for its imports (Figure 2.2.7).
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In principle, the PRC’s growing weight in developing Asia’s GDP 
and trade is a welcome development that offers the promise of a large, 
fast-growing, and geographically close market. At the same time, there 
are elements of competition, as well as complementarity, between the 
PRC and its neighbors. In particular, competition from PRC products 
may displace its neighbors’ exports in third-country markets.2 Potential 
competition is most pronounced in trade but not limited to it. For 
example, ASEAN countries have expressed concerns about the PRC’s 
competitive threat to foreign direct investment (FDI) inflows.

However, regional economic growth is not a zero-sum game in which 
the PRC’s growth has to come at the expense of others. A richer PRC may 
well pull up its neighbors by providing a huge market for goods, a source 
of millions of tourists, profitable investment opportunities, demand for 
financial and other services, and countless other mutually beneficial 
activities. The PRC’s spectacular growth can indeed be a positive-sum 
game that imbues the entire region with a new sense of economic 
dynamism.

Yet the prospects for such optimism depend on the extent to which 
the PRC’s own growth is fueled by domestic demand rather than exports. 
A promising stylized fact is that in sharp contrast to much of Asia, the 
PRC has maintained a surprisingly robust growth rate in the face of the 
recent global shock. Such resilience has reinvigorated the popular view 
that the PRC can become a new engine of recovery and growth for the 
region (and, less plausibly, the entire world). In fact, since the outbreak of 
the crisis, there has been a growing tendency within developing Asia to 
highlight potential complementarities rather than potential competition. 
Partly wishful thinking maybe, but also firmly rooted in the hard reality 
of a fast-rising regional heavyweight.

Trade with the People’s Republic of China as an engine of 
regional growth
The confluence of the two above-mentioned stylized facts—rapid growth 
of intra-Asian trade and the spectacular rise of the PRC as a global 
economic power—points to a natural candidate for reviving the region’s 
short-run growth and long-run dynamism, namely exports to and trade 
with the PRC.

In fact, the PRC has already emerged as the center of intra-Asian 
trade, and much of the rapid growth of intra-Asian trade reflects the 
growth of trade between the PRC and other countries in the region. 
For example, exports to the PRC as a share of total exports have grown 
rapidly in each of the major economies in East and Southeast Asia 
between 1990 and 2008 (Figure 2.2.8); and the pattern has been similar for 
imports (Figure 2.2.9). Conversely, the share of the PRC’s exports to East 
and Southeast Asia has fallen, as has the share of its imports from that 
region (Figure 2.2.10).

But the fact that Asian countries export more to and trade more with 
the PRC does not, in and of itself, indicate that the PRC has become 
an engine of growth. As noted earlier, the growth of the PRC’s trade 
with its neighbors largely reflects the growth of intra-Asian production 
fragmentation, or vertical specialization. So, while the PRC has 
increasingly become the central hub of intra-Asian trade, it has become 
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the center of a regional production network rather than an independent 
source of demand for the region.

The sheer size and dynamism of the PRC means that even aside from 
its central role in intra-Asian production fragmentation, it has a unique 
role to play. Even though, say, Singapore (or Hong Kong, China) may 
trade extensively with other Asian countries and is highly integrated into 
the regional economy, it is a small, open economy with no perceptible 
impact on regional trade and growth. The same can be said for even 
larger regional economies, such as Korea.

In illustrating the presence or absence of a robust domestic economy, 
the exact share of domestic demand in total GDP matters much less than 
resilience in the face of a severe external shock. In a sense, the recent 
crisis is a stress test of the highest order for the domestic economy. 
The PRC’s growth performance in 2008 and so far in 2009, despite 
decelerating from 2003–2007, means that the PRC has passed the stress 
test with flying colors. The perception of the PRC as a continental 
economy with a sustainable, resilient domestic economy has thus found 
a great deal of support. The big question is this: How likely is it that the 
promise of the PRC-as-engine hypothesis will become reality? The next 
two sections attempt to answer it.

Impact of demand from the People’s Republic of 
China for imports on developing Asian GDP

The PRC-as-engine hypothesis is a theory about the PRC’s GDP exerting 
an independent and positive effect on the GDP of other countries in East 
and Southeast Asia. The reason for largely limiting the analysis to those 
two subregions is that the general level of regional economic integration, 
and in particular integration with the PRC, is more advanced there 
than in other parts of developing Asia. A key tangible result should be a 
positive relationship between the PRC’s imports from, and output levels 
in, the rest of the region.

The main interests are the relative magnitude of the impact of the 
PRC’s imports on the GDP of its neighbors and the evolution of this 
magnitude over time. In particular, an impact that is not visibly smaller 
than the impact of US imports would support the emergence of a second 
engine of growth in the region. Furthermore, an impact that is growing 
over time, especially relative to the US impact, would also support a twin-
engine growth paradigm.

A vector autoregression (VAR) was used to identify the US and 
PRC import demand shocks, which are export demand shocks from the 
viewpoint of East and Southeast Asia. The VAR model is based on that 
of Haltmaier et al. (2007), who analyze macroeconomic data from the 
third quarter of 1993 to the fourth quarter of 2006, to assess the impact 
of PRC and US demand on GDP growth in Indonesia; Korea; Malaysia; 
Philippines; Singapore; Taipei,China; and Thailand. Their two major 
findings are that external shocks have played a major role in the domestic 
output fluctuations of their sample of developing Asian economies, and 
that PRC demand shocks have been as important as US demand shocks in 
explaining the domestic growth fluctuations of many regional economies. 
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These major findings remain largely valid even when the authors account 
for the possibility that PRC demand for Asian exports is a derived 
demand based on US demand for final goods.

Through the VAR model, it was attempted to assess the relative 
contributions of shocks to US import demand and shocks to PRC import 
demand to GDP in nine regional economies from the first quarter of 1990 
to the fourth quarter of 2008. The sample of economies consists of the 
four NIEs (Korea; Hong Kong, China; Singapore; and Taipei,China); the 
ASEAN-4 (Indonesia, Malaysia, Philippines, and Thailand); plus India. 
India is included in the sample in light of its large and growing economic 
weight. A high PRC contribution would support the PRC-as-engine 
hypothesis, and a growing contribution would suggest that the PRC is 
becoming more of an engine over time.

A three-variable structural VAR was estimated for each country 
in the sample. Using Malaysia as an example, the VAR model includes 
the three following variables: domestic real GDP, US real imports from 
Malaysia (that is, Malaysia’s real exports to the US), and the PRC’s real 
imports from Malaysia (that is, Malaysia’s real exports to the PRC). For 
full technical details of the VAR analysis, including impulse response 
functions and variance decomposition results, refer to Park and Shin 
(2009a).

The most significant result is that PRC demand has become a more 
important source of GDP fluctuations in five out of the nine sample 
economies—Hong Kong, China; Indonesia; Philippines; Taipei,China; 
and Thailand. In and of itself, this would lend support to the PRC-as-
engine hypothesis. Another somewhat predictable finding is that the role 
of PRC demand as a source of GDP fluctuations differs a lot across the 
sample economies. For example, the PRC does not matter at all for India 
but matters hugely for Singapore. Overall, the three-variable VAR results 
indicate that the PRC’s import demand already has a big impact on the 
output of economies in the region, not noticeably smaller than the impact 
of US import demand. Furthermore, its role has strengthened appreciably 
since the Asian crisis.

While such results bode well for the PRC-as-engine hypothesis, there 
is a serious risk that they overestimate the extent to which the PRC serves 
as an independent source of demand and growth for the region. This 
pertains to the basic structure of intra-Asian trade alluded to earlier. 
More specifically, that structure suggests that the PRC’s demand for 
imports from its neighbors is a derived demand that is based on final 
demand in the US and elsewhere. What is driving the PRC’s demand for 
imports from, say, Malaysia is not the PRC’s own demand but US demand 
for final goods from Asia. To control for this possibility, the three-variable 
VAR model was expanded to four variables. The additional variable is US 
real imports from the PRC, which contains large inputs of intermediate 
goods (parts and components) from the rest of the region.

The clear overall pattern that emerges is that the PRC’s exports to the 
US emerge as a new significant source of GDP fluctuations. Critically, 
once one controls for the possibility that the PRC’s demand for Asian 
exports is largely demand derived from US demand, exports to the PRC 
are no longer a significant determinant of GDP in Asian countries. The 
results are most pronounced for the four NIEs. The only three countries 
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where exports to the PRC remain significant even after controlling for 
derived demand are Korea, Philippines, and Thailand.

In short, the evidence from the regressions casts doubt on the validity 
of the PRC-as-engine-of-growth hypothesis. The results of the three-
variable model indicate that exports to the PRC have a positive and 
significant effect on the GDP of East and Southeast Asian economies. 
However, the results of the four-variable model suggest that the PRC’s 
apparently positive impact reflects US demand for Asian goods, rather 
than independent demand from the PRC.

Still, the evidence from the regressions provides only indirect 
evidence for the hypothesis that PRC demand for Asian goods is 
primarily derived rather than direct demand. It is therefore necessary to 
turn to an analysis of trade data to obtain direct information about the 
structure of intra-Asian trade.

Relative importance of parts and components 
versus final goods

One must analyze the trade data for two main reasons. First, the derived 
demand hypothesis is fundamentally a hypothesis about the structure 
of intra-Asian trade. Second, the PRC-as-engine hypothesis is also 
ultimately a trade-based story that relates how growing demand for 
imports from a fast-rising PRC lifts the rest of the region to a plateau of 
reduced vulnerability to extraregional shocks and a higher sustainable 
growth rate.

At a conceptual level, the key issue is whether the share of parts and 
components in the PRC’s imports from the rest of the region is rising, 
falling, or stable. A rising share would support the notion that the PRC’s 
role in intra-Asian trade is primarily that of an assembler of parts and 
components, and thus lend support to the derived demand hypothesis. A 
falling share would indicate that the PRC’s role as an assembler for the 
region is weakening, which can be interpreted as indirect evidence of the 
emergence of a more substantive trade between the PRC and the rest of 
Asia based on demand for final goods from the PRC.

A vast literature based on standard trade data analysis unambiguously 
points to a secular increase in intraregional trade among East Asian 
economies since the early 1980s. Examples of this literature include Kwan 
(2001), Drysdale and Garnaut (1997), and Frankel and Wei (1997). The 
standard trade data analysis used in this literature implicitly assumes 
trade based on horizontal specialization, that is, exchange of goods 
which are produced from start to finish in one country. International 
production fragmentation—carrying out different production activities 
in different countries—has become an increasingly significant structural 
characteristic of economic globalization in recent decades.3 In particular, 
trade based on fragmentation or vertical specialization is playing a key 
role in trade among East and Southeast Asian economies.4

Various studies have examined the structure of the PRC’s trade 
with its Asian neighbors to gauge the extent to which such trade is 
driven by demand from the US and other economies outside the region. 
Decomposing trade into basic products, parts and components, and final 
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goods, Haltmaier et al. (2007) find a large role for parts and components 
in intra-Asian trade, in particular between the PRC and the rest of Asia. 
They conclude that this evidence supports the conventional wisdom that 
the PRC is the endpoint of a giant Asian assembly line for exports to the 
US and elsewhere—meaning that the PRC serves as a conduit rather than 
engine of growth for the region.

Similarly, Athukorala and Yamashita (2009) find that the PRC is the 
final assembly center in global production networks based in East and 
Southeast Asia. Athukorala and Yamashita (2008), Ng and Yeats (2001), 
Athukorala (2005), and Pula and Peltonen (2008) all reconfirm the central 
role of vertical specialization in intra-Asian trade and conclude that 
extraregional trade is likely to remain the region’s engine of growth in the 
foreseeable future.

Description of disaggregated trade data
The data for the analysis are of monthly frequency and derived from 
official PRC customs agencies’ merchandise trade export and import 
statistics. These are the official international trade statistics released by 
the PRC Government. The data from January 1996 to December 2005 
are held by TradeData International. The data cover trade in goods or 
merchandise, and exclude trade in services. Merchandise trade statistics 
only record goods that add to or subtract from the stock of material 
resources of a country by entering (imports) or leaving (exports) its 
territory.5

Following Haltmaier et al. (2007), a comprehensive decomposition 
of trade into four categories is adopted: basic goods, construction 
materials, parts and components, and final goods. The critical 
distinction is between parts and components on the one hand and 
final goods on the other. Parts and components are manufactured 
intermediate goods that are combined with other inputs to produce 
final goods. With few exceptions, parts and components cannot be used 
as final goods. In contrast, final goods are goods that can be directly 
consumed with little or no processing.

The two other categories of goods are basic goods (food and 
beverages, natural resources, and raw materials) and construction 
materials (cement). As Haltmaier et al. (2007) point out, classifying the 
goods into parts and components as against final goods necessarily 
involves some room for subjective discretion and judgment. It is also 
impossible to know how a good was used as a part or component or a 
final good once it has been imported.

Haltmaier et al. (2007), as well as most of the other studies that 
examined the structure of intra-Asian trade, classified goods according to 
Standard International Trade Classification Revision 3. However, the data 
for this analysis is collected on the basis of the International Harmonized 
Customs Classifications.6

Shares of parts and components versus final goods: Key findings
The PRC-as-engine hypothesis is predicated on the assumption of a 
dynamic domestic economy rooted in robust domestic demand. The 
underlying idea is that of a large and fast-growing PRC absorbing more 
imports from its neighbors, and thus speeding up their recovery in the 
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short run and enabling more rapid growth in the long run. The validity of 
this hypothesis depends crucially on whether the PRC directly consumes 
the imports or processes the imports for export to other countries. Other 
things equal, final goods are more likely to end up being consumed 
domestically while parts and components are more likely to end up 
being consumed abroad. Of course, it is entirely possible that parts 
and components are used as inputs in producing final goods that are 
consumed domestically while final goods such as capital goods are used 
to produce goods that are exported to other countries. Therefore, the 
relative share of parts and components versus final goods is an imperfect 
measure of the relative importance of derived demand versus direct 
demand in a country’s demand for imports.

Nevertheless, because trade data cannot state the final use of imports, 
the decomposition of imports into parts and components versus final 
goods is probably the best measure available for making inferences 
about final use. A smaller share of parts and components in the PRC’s 
imports would indicate a lower relative importance of derived demand, 
which would weaken the derived demand hypothesis and thus indirectly 
support the PRC-as-engine hypothesis. Furthermore, a falling share of 
parts and components over time would suggest that the PRC’s role as an 
assembler is diminishing, with a corresponding increase in its role as a 
consumer. This is true with respect to the world as a whole but especially 
with respect to East and Southeast Asia, given the extensive intraregional 
production fragmentation discussed earlier.

Before a review of the share of parts and components, the PRC’s 
importance in world trade, as well as East and Southeast Asia’s 
importance in the PRC’s trade, is examined. The PRC’s share in global 
trade has been continuously increasing (Figure 2.2.5 above). Its share 
of global exports has shot up from a little less than 1.9% to 9.3% and its 
share of global imports has risen from 1.5% to 7.1%. Although the PRC 
tends to be stereotyped as an export machine, the growth of its imports 
has been almost as impressive. However, a notable gap between the 
export and import shares opens up around 2003, in line with the large 
current account surplus experienced by the PRC in recent years. East 
and Southeast Asia’s relative importance as a trading partner seems to 
have decreased somewhat during 1996–2008 (Figures 2.2.11 and 2.2.12). 
However, the decline is much more pronounced for East Asia’s share of 
PRC exports, from 35.5% to 27.2%, than it is for PRC imports, from 34.2% 
to 32.9%. To a large extent, the falling share of East Asia in the PRC’s 
trade reflects the PRC’s successful integration into the world economy, in 
particular its growing success in exporting to more distant markets.

Between 1996 and 2008, as shown in Figures 2.2.13 and 2.2.14, the 
share of parts and components in the PRC’s total imports is much higher 
(averaging 32.8%) than in its total exports (averaging 17.9%). The share 
of final goods in the PRC’s imports (averaging 45.2%) is correspondingly 
much lower than the share of final goods in its exports (averaging 70.0%). 
This can be viewed as evidence of the PRC’s global role as a net importer 
of intermediate goods for assembly and reexport to the rest of the world. 
However, the share of parts and components in imports has been falling 
while that in exports has been rising. The share of final goods in exports 
has been falling throughout the sample period. The pattern for the share 
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of final goods in imports is more mixed. Although the share was rising 
until about 2003, it has fallen sharply since then.

The most interesting and significant part of the analysis of the 
PRC’s trade structure pertains to the structure of its trade with East and 
Southeast Asia. As was the case for the world as a whole, as shown in 
Figures 2.2.15 and 2.2.16 for East and Southeast Asia the share of parts and 
components in the PRC’s imports (averaging 38.8%) is substantially higher 
than in the PRC’s exports (averaging 21.2%). 

Similarly, for the most part, for East and Southeast Asia the share of 
final goods in the PRC’s exports (averaging 62.0%) exceeded the share in 
its imports (averaging 51.0%). This suggests that part of the final goods 
assembled in the PRC is exported to the rest of developing Asia, which 
is consistent with the plethora of “made-in-China” manufactured goods 
found in markets throughout developing Asia. More important, the 
shares of parts and components and of final goods in the PRC’s imports 
from East and Southeast Asia average 38.8% and 51.0% for the whole 
sample period, respectively.

Therefore, while trade in parts and components is indeed a key element 
of intra-Asian trade, so too is trade in final goods. Both derived demand 
and direct demand may be important drivers of the PRC’s demand for 
Asian imports, and there is no reason why a flourishing trade based 
on production fragmentation cannot coexist alongside a flourishing 
trade based on PRC domestic demand. Crucially, the share of parts and 
components in the PRC’s imports from East and Southeast Asia decreased 
substantially from 43.6% to 33.8% from 1996 to 2008, and the share of final 
goods increased appreciably from 43.6% to 54.7% during the same period.

These changes can be viewed as a weakening of the PRC’s regional 
role as an assembler and a corresponding strengthening of its role 
as a consumer. Equivalently, the declining import share of parts and 
components suggests that direct demand may be playing an increasing 
role in PRC demand for imports from its neighbors, and therefore the 
PRC’s prospects to act as an engine of recovery and growth seem to have 
improved in recent years. Overall, the recent pattern of trade between 
the PRC and East and Southeast Asia indicates that the PRC may be 
becoming more of a consumer and less of an assembler in the region.

An important caveat in the declining share of parts and components 
in the PRC’s imports is the possibility that the PRC is moving up the 
technological and skills ladder to domestically produce more previously 
imported sophisticated parts and components. To the extent that this is 
happening, the falling share of parts and components reflects not so much 
the diminishing role of the PRC as the end point of the intraregional 
Asian production network as the intensification of PRC competitive 
pressures for the rest of Asia.

Furthermore, as said, the share of final goods in the PRC’s imports 
is at best an imperfect measure of the share of imported goods 
that are consumed in the PRC rather than reexported. Ditto parts 
and components. Therefore, while the declining share of parts and 
components in imports is significant and interesting, one must exercise a 
great deal of caution in interpreting this trend as evidence of a decline in 
the importance of derived demand relative to direct demand.

Within East and Southeast Asia, the decline in the share of parts 

2.2.14 Imports by commodity classification, 
People’s Republic of China

0

20

40

60

80

100

Final goods
Basic products
Construction materials
Parts and components

080604022000981996

%

Sources: Staff estimates based on data from TradeData 
International  Pty. Ltd.

Click here for figure data

2.2.15 Exports to East and Southeast Asia by 
commodity classification, People’s Republic 
of China

0

20

40

60

80

100

Final goods
Basic products
Construction materials
Parts and components

080604022000981996

%

Note: For composition of East and Southeast Asia, see 
Box 2.2.1.

Source: Staff estimates based on data from TradeData 
International Pty. Ltd.

Click here for figure data

2.2.16 Imports from East and Southeast 
Asia by commodity classification, People’s 
Republic of China

0

20

40

60

80

100

Final goods
Basic products
Construction materials
Parts and components

080604022000981996

%

Note: For composition of East and Southeast Asia, see 
Box 2.2.1.

Source: Staff estimates based on data from TradeData 
International Pty. Ltd.

Click here for figure data

http://www.adb.org/Documents/Books/ADO/2009/Update/figs/f2-2-14.xls
http://www.adb.org/Documents/Books/ADO/2009/Update/figs/f2-2-15.xls
http://www.adb.org/Documents/Books/ADO/2009/Update/figs/f2-2-16.xls


50  Asian Development Outlook 2009 Update

and components in the PRC’s imports is most pronounced for the four 
high-income East and Southeast Asian economies (Figure 2.2.17). The 
share fell sharply from 50.2% in 1996 to 34.5% in 2008 for that group. 
This is significant because intra-Asian trade based on derived demand 
is most relevant for those countries. These countries as a group are 
technologically more advanced than the PRC and hence capable of 
producing high-tech parts and components that the PRC is not yet 
capable of producing. At the same time, their high labor costs render 
relocating the assembly stage of the production process most profitable. 
This explains why the share of parts and components is visibly higher in 
the PRC’s imports from the four high-income economies than it is for 
imports from other East and Southeast Asian economies.

Therefore, the fact that the decline in the share of parts and 
components is most visible for East Asian economies that are most likely 
to engage in vertical specialization with the PRC can be viewed as further 
evidence of a weakening of the PRC’s regional role as an assembler. 
But again, one must exercise caution in making such an interpretation 
to the extent that the decline in parts and components may be driven 
by the PRC’s closing of the technological gap with its more developed 
neighbors and producing more sophisticated parts and components. The 
share of parts and components in the PRC’s imports from other East and 
Southeast Asia has also declined (Figure 2.2.18) from 23.1% to 19.5% during 
1996–2008, although not as sharply as for imports from high-income East 
and Southeast Asia.

Finally, despite East and Southeast Asia’s dominant role in developing 
Asia’s production fragmentation, the share of parts and components in 
the PRC’s imports from regional economies outside those two subregions 
is also quite high—averaging 33.2%. However, the share of final goods 
is far lower—averaging 10.6%—and the share of basic products is far 
higher—averaging 54.3% (Figure 2.2.19).

Trade balance between the People’s Republic of China and the rest of 
developing Asia
Another key trade indicator that can give information on the impact of 
trade with the PRC on the growth of other Asian countries is the trade 
balance. In an accounting sense, it is net exports rather than exports that 
capture the positive impact of trade on a country’s aggregate demand. 
Although trade is in and of itself beneficial, unbalanced trade—where one 
side exports disproportionately more to and imports disproportionately 
less from the other side—raises questions about the distribution of 
benefits. There are widespread concerns that the PRC’s massive trade 
surplus represents a large stimulus to the PRC’s own aggregate demand 
and hence growth but an equally large leakage of demand from the rest 
of the world. In fact, such concerns underlie the calls for protectionism 
against the PRC in the US and elsewhere. In short, trade balance with the 
PRC matters much to the rest of Asia in terms of the magnitude of the 
stimulus to demand and growth provided by trade with the PRC.

Table 2.2.1 shows that the PRC runs a trade surplus with East Asia. 
However, this surplus is mainly due to the surplus from its trade with 
Hong Kong, China, reflecting the special administrative region’s role 
as a major transshipment center for the Pearl River delta, which is the 
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2.2.1 Trade balance with developing Asian economies, People’s Republic of China, $ billion, 1996 and 2007

Total trade Basic products Construction 
materials

Parts and 
components

Final goods

1996 2007 1996 2007 1996 2007 1996 2007 1996 2007

East and Southeast Asia 7.41 31.25 2.30 -5.93 0.86 2.67 -7.57 -14.11 11.82 48.60

High-income East and Southeast Asia 8.09 58.20 5.76 9.35 0.52 1.92 -7.99 -16.08 9.80 63.02
Hong Kong, China 25.92 171.46 5.14 8.59 0.26 0.50 4.62 32.23 15.90 130.14
Singapore 0.25 12.16 -0.91 0.46 0.08 0.22 0.08 -0.19 1.00 11.67
Rep. of Korea -4.79 -47.92 1.44 0.39 0.18 1.05 -4.69 -18.06 -1.72 -31.29
Taipei,China -13.29 -77.51 0.09 -0.09 0.00 0.15 -8.00 -30.06 -5.38 -47.50

Other East and Southeast Asia -0.68 -26.94 -3.46 -15.28 0.34 0.75 0.42 1.97 2.02 -14.42
Brunei Darussalam 0.04 -0.13 0.00 -0.23 0.02 0.01 0.00 0.03 0.02 0.07
Cambodia 0.06 0.83 0.00 0.11 0.01 0.03 0.01 0.53 0.05 0.15
Indonesia -0.84 0.23 -1.41 -5.45 0.05 0.12 0.04 2.12 0.48 3.44
Lao PDR 0.02 0.09 0.00 -0.06 0.00 0.00 0.00 0.01 0.02 0.14
Malaysia -0.81 -11.04 -0.99 -4.40 0.07 0.15 -0.15 -2.48 0.25 -4.31
Mongolia -0.06 -0.64 -0.07 -1.20 0.00 0.03 0.00 0.11 0.01 0.42
Myanmar 0.35 1.32 -0.03 -0.08 0.02 0.03 0.07 0.53 0.28 0.80
Philippines 0.64 -15.62 -0.01 -0.24 0.07 0.10 0.15 -1.34 0.44 -14.14
Thailand -0.64 -10.67 -0.82 -3.60 0.02 0.15 0.04 -1.44 0.12 -5.78
Viet Nam 0.56 8.69 -0.13 -0.13 0.08 0.13 0.26 3.90 0.35 4.79

Non-East and Southeast Asia 0.82 25.81 -0.60 -11.74 0.15 0.59 0.41 7.06 0.60 29.21

Source: Staff estimates based on data from TradeData International Pty. Ltd.

hub of the PRC’s export-oriented manufacturing. If one excludes Hong 
Kong, China, the PRC runs a trade deficit with East and Southeast Asia. 
This deficit is primarily due to trade deficits with more developed East 
Asian economies such as Korea and Taipei,China. The PRC’s trade deficit 
with more developed East Asian economies, in particular Korea and 
Taipei,China, has been steadily increasing. However, whereas in 1996 most 
of the PRC’s trade deficit with Korea and Taipei,China occurred in the 
parts and components trade, by 2007, the final goods trade accounted for 
more of the deficit.

This change closely mirrors and is consistent with the declining share 
of parts and components in the PRC’s imports from the four high-income 
economies. The PRC has continued to run trade deficits with these 
economies in 2008 and 2009, but the projected deficits for 2009 are lower 
than for 2008 (Table 2.2.2). The PRC also runs a trade deficit with other 
East and Southeast Asian economies, but this is primarily due to trade in 
basic goods, especially in 2008 and 2009. The PRC runs a trade surplus in 
parts and components with other East and Southeast Asia and non-East 
and Southeast Asia, which supports the earlier argument that the PRC’s 
role as a regional assembler pertains primarily to high-income East and 
Southeast Asia. The PRC runs a trade surplus in final goods vis-à-vis 
these four economies. (Once again, however, this is mainly due to its 
trade surplus with Hong Kong, China. Excluding that economy, the PRC 
runs a large trade deficit in final goods with them.) The PRC’s final goods 
trade with other East and Southeast Asia is more or less balanced, and 
posts a surplus in final goods trade with non-East and Southeast Asia.

The overall pattern that emerges from the trade balance data is that, 
in striking contrast to its trade with the rest of the world, in particular 
with the US and EU, the PRC does not run a large and persistent trade 
surplus with developing Asia. In fact, once the PRC’s large trade surplus 
with Hong Kong, China is excluded (which reflects that economy’s role 
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2.2.2 Trade balance with developing Asian economies, People’s Republic of China, $ billion, 2008 and H1 2009

Total trade Basic products Construction 
materials

Parts and 
components

Final goods

2008 2009 2008 2009 2008 2009 2008 2009 2008 2009

East and Southeast Asia 58.63 16.00 -14.84 -0.71 3.42 0.93 -5.64 -6.46 75.65 22.24

High-income East and Southeast Asia 74.34 18.32 4.57 2.88 2.15 0.61 -12.02 -6.83 79.65 21.68
Hong Kong, China 177.83 42.16 10.76 2.77 0.43 0.14 33.3 7.62 133.33 31.64
Singapore 12.20 3.24 -2.18 -0.10 0.25 0.08 0.67 -0.2 13.47 3.45
Rep. of Korea -38.25 -11.45 -2.43 0.15 1.35 0.31 -17.43 -6.89 -19.73 -5.01
Taipei,China -77.44 -15.63 -1.58 0.06 0.12 0.08 -28.56 -7.36 -47.42 -8.40

Other East and Southeast Asia -15.71 -2.32 -19.41 -3.59 1.27 0.32 6.38 0.37 -4.00 0.56
Brunei Darussalam 0.05 0.03 -0.07 -0.01 0.01 0.00 0.05 0.01 0.06 0.03
Cambodia 1.06 0.27 0.16 0.04 0.04 0.01 0.63 0.16 0.22 0.05
Indonesia 2.83 0.40 -7.63 -1.54 0.26 0.05 4.12 0.69 6.08 1.20
Lao PDR 0.12 0.01 -0.11 -0.08 0.00 0.00 0.02 -0.01 0.19 0.10
Malaysia -10.75 -2.49 -5.64 -1.03 0.35 0.07 -2.45 -0.79 -3.01 -0.74
Mongolia -0.63 -0.09 -1.39 -0.22 0.06 0.01 0.09 0.01 0.61 0.11
Myanmar 1.33 0.44 -0.37 -0.08 0.02 0.02 0.59 0.16 1.06 0.32
Philippines -10.41 -0.76 0.29 0.29 0.14 0.05 -0.74 -0.35 -10.10 -0.74
Thailand -10.11 -2.77 -4.41 -0.87 0.21 0.05 -0.66 -0.62 -5.24 -1.33
Viet Nam 10.80 2.64 -0.24 -0.09 0.18 0.06 4.73 1.11 6.13 1.56

Non-East and Southeast Asia 38.29 10.83 -18.01 -3.31 0.63 0.15 13.66 3.62 41.44 10.15

Source: Staff estimates based on data from TradeData International Pty. Ltd.

as a transshipment hub), developing Asia runs a trade surplus with the 
PRC. This point lends further support to the argument that trade with 
the PRC provides a positive stimulus to demand and growth for the rest 
of developing Asia. The fact that final goods are accounting for a growing 
share of the PRC’s trade deficit with the rest of the region gives additional 
hope that the PRC is becoming less of an assembler and more of a 
consumer. At a minimum, the absence of a large imbalance in favor of the 
PRC should help to put to rest concerns that the benefits of intraregional 
trade accrue disproportionately to the PRC.

The People’s Republic of China as an engine of recovery from the slump
The trade data up to June 2009 were analyzed to see if there are any 
tangible signs that the PRC’s relatively healthy economy is helping the 
region recover from the global financial crisis and economic downturn. 

Although the impact of the global crisis on the PRC’s own growth 
has been far from insignificant, the PRC continues to grow rapidly, with 
GDP growth for 2009 projected to be a robust 8.2%. This is in sharp 
contrast to the rest of the region, and indeed the world. The primary 
channel through which the PRC can help the region recover is the trade 
channel. Unlike the small open economies of developing Asia, the PRC 
has a sufficiently large domestic economy that can cushion the collapse 
of external demand and, it is hoped, provide a much-needed source of 
demand for its smaller neighbors as well. 

Figure 2.2.20 shows the evolution of monthly global imports by major 
economies between January 2006 and June 2008. What is striking from 
the figure is that although the PRC’s imports collapsed along with those 
of other major economies until December 2008, they have rebounded 
sharply since January 2009. While the EU is also showing some faint 
signs of a recovery in imports, the signs are much clearer for the PRC. In 
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fact, the PRC’s imports surged by 85% from $51.3 billion to $94.8 billion 
from January to July this year. Developing Asia and the rest of the world 
stand to benefit from the PRC’s reinvigorated appetite for imports.

More direct evidence about the PRC’s role as a regional engine of 
recovery from the global crisis can be found in data on trade between the 
PRC and East and Southeast Asia. The PRC’s imports from that group 
fell from $49.9 billion in July 2008 to $19.9 billion in January 2009 in line 
with the intensification of the crisis before rebounding to $37.4 billion by 
June 2009. PRC exports to East and Southeast Asia have also followed a 
similar pattern of decline and recovery but, significantly, the magnitude 
of the recovery in the first half of 2009 was much more limited, rising 
from $29.1 billion to $35.0 billion.

In this way, the PRC has been a significant source of additional net 
demand for the region in 2009. The pattern of import revival is similar 
in every grouping in Asia—high-income East and Southeast Asia, other 
East and Southeast Asia, and non-East and Southeast Asia. The biggest 
beneficiary of the PRC’s renewed appetite for imports between January 
and June 2009 was high-income East and Southeast Asia, which saw 
exports rise from $9.9 billion to $17.9 billion. Other East and Southeast 
Asia and non-East and Southeast Asia experienced more modest gains 
in their exports to the PRC—$3.5 billion and $0.4 billion, respectively—
during the same period. Overall, Asian countries seem to have benefited 
substantially from the revival of PRC imports in the first half of 2009, 
which can be viewed as evidence that the PRC is leading the region out of 
the global crisis.

Overall, the analysis of the PRC’s trade patterns lends some support 
to the PRC-as-engine hypothesis. In particular, the share of final goods in 
the PRC’s imports from East and Southeast Asia has grown recently, and 
the share of parts and components has correspondingly declined. This 
suggests that the PRC’s direct demand for imports is growing relative to 
its demand derived from final demand in the industrial economies.

Toward a broader trade openness
The empirical evidence suggests that the PRC is not yet an independent 
source of demand and growth for East and Southeast Asia, but that it is 
beginning to become one. The VAR analysis indicates that, in the past, 
the superficially positive impact of the PRC’s imports on its neighbors’ 
output largely reflected the role of the PRC as an assembler of Asian parts 
and components for exports to the US. While such intraregional trade 
benefits the region by allowing for specialization and division of labor, 
it casts doubt on the PRC’s capacity to serve as an independent regional 
engine of recovery in the short run and of growth in the long run.

The analysis of more recent trade patterns between the PRC and its 
neighbors, however—in particular a secular shift in the composition 
of the PRC’s imports from parts and components toward final goods—
suggests that the PRC is becoming more of a consumer and less of an 
assembler. This gives some hope that demand from the PRC can help 
offset the impact of extraregional shocks (such as the recent crisis) and 
provide its neighbors with an additional independent source of growth. 

The rest of developing Asia could also benefit from greater 
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intraregional trade. This is especially true for South Asia where a large 
and fast-growing Indian economy has the potential to lift the entire 
subregion to a higher plateau through more intraregional trade.

The impact of the global economic slump on developing Asia’s 
growth is partly a result of two structural imbalances: in regional trade 
(overdependence on a few extraregional markets, especially the US); 
and in aggregate demand (excessive dependence on external rather than 
domestic demand). The resolution of one imbalance is bound up with the 
other. The emergence of a stronger and dynamic self-sustaining domestic 
economy will facilitate the growth of a more substantive intraregional 
trade based on final goods.

Regional policy makers can speed up intraregional trade in final 
goods by removing barriers to trade and taking other measures such 
as improving the transportation infrastructure. The Greater Mekong 
Subregion and Central Asia Regional Economic Cooperation are two 
examples of regional cooperation programs that are creating a conducive 
environment for intraregional trade.7 An even better strategy would be to 
liberalize trade with both intraregional and extraregional partners.

Whether the region continues to rely on an unreformed export-led 
growth strategy that is predicated on ever-rising extraregional demand 
for the region’s exports, or whether it moves toward a broader openness 
that relies more on domestic demand and intraregional trade, matters 
enormously for the welfare of the region.

Following the old strategy implies doing nothing and waiting for 
the US economy to fully regain its vitality, and points to a continued 
vulnerability to the US business cycle. It also implies a decline in the 
region’s long-term growth if the US appetite for imports shows a secular 
decline.

Adjusting toward a broader openness implies the self-enlightened 
pursuit of a more balanced growth strategy that enables domestic demand 
and intraregional trade to become more significant sources of demand 
and growth. This requires the removal of a wide range of deep-seated 
structural distortions on domestic demand and intraregional trade. 
Whether the region succeeds in its quest for a broader and more resilient 
trade openness will have a big influence on the success of its more 
fundamental quest for rapid yet stable growth.

Developing Asia is vulnerable to external shocks transmitted through 
the financial channel, as well as through international trade. On this 
front, too, there are ways to shield economies from such external blows.



Managing financial globalization

The recent pullbacks of capital inflows to developing Asia and sharp 
currency fluctuations in some of the region’s more financially integrated 
economies have brought renewed attention to the role and benefits of 
financial globalization. Although the adverse effects through the financial 
channel have been slight in developing Asia compared with those seen 
through the trade channel, financial stress was clear. Its spillover effects 
to domestic financial markets, however, have been limited and, for the 
most part, successfully managed.

In order to draw out critical elements of 
financial openness, the analysis here categorizes all 
developing economies into subgroups defined along 
two dimensions (Box 2.3.1). The first dimension 
has a financial globalization focus: How well is the 
economy integrated into international financial 
markets in terms of actual capital flows? The second 
dimension has a geographic focus: Is the economy 
in Asia?

The main group of interest is developing Asia’s 
highly integrated economies (Box 2.3.2). These 
12 developing Asian economies have been the major 
recipients of capital flows to the region. Over the 
past two decades, nearly 90% of total regional capital 
inflows have been directed to them. In particular, 
they have been the dominant players in receiving 
FDI inflows, accounting for nearly 95% of the total. 
In addition, these 12 economies account for the vast 
majority of developing Asia’s GDP and foreign trade. 

Drivers of capital flows
The highly integrated developing Asian economies have successfully 
attracted considerable foreign capital, both short-term funds and longer-
term direct investment. However, year-to-year flows have fluctuated 
considerably—particularly in response to financial crises. Understanding 
the drivers of capital flows will help governments manage them better.

Capital flows during crises
Inflows and outflows. In developing Asia, capital inflows into the highly 
integrated economies8 were interrupted in 2008 as the global financial 
crisis deepened, resulting in a net capital outflow from the region 
(Figure 2.1.3 above). Portfolio and other investment flows, including bank 
loans, accounted for the decline, which was particularly notable in Hong 
Kong, China; India; Korea; and Taipei,China (Figure 2.3.1).

Nevertheless, total FDI inflows into developing Asia’s highly 
integrated economies increased in 2008, mainly because of the continued 
high rates of foreign investment in the PRC, but at a declining pace 

2.3.2 Twelve highly integrated 
developing Asian economies 

Cambodia; People’s Republic of China; 
Hong Kong, China; India; Indonesia; 
Republic of Korea; Malaysia; 
Philippines; Singapore; Taipei,China; 
Thailand; and Viet Nam.
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(Figure 2.3.2). The slowdown of inward FDI continued in the first quarter 
of 2009—especially in Korea; Philippines; Singapore; and Taipei,China, 
where electronics manufacturing and exports in general were hit hard. 
Direct investment abroad—outflows—in 2008 rose sharply from the 
group as a whole, dominated by investments made by the PRC. However, 
for those economies where contagion effects from the global slowdown 
were more pronounced, investment abroad eased. This continued into 
the first quarter of 2009. A similar pattern was also seen in cross-border 
mergers and acquisitions.

Comparing the crises. When one compares the global financial crisis 
and the Asian crisis, one key similarity that emerges is that FDI (both 
inflows and outflows) is more resilient to shocks than other forms of 
capital flows. Portfolio investment and bank loans saw sharper declines 
than FDI during the two crises, as well as higher volatility. Such resilience 
is shown by the coefficient of variation (the standard deviation divided 
by the mean). The coefficient of variation associated with FDI was by far 
lower than that for other forms of capital flows, especially during the two 
crisis periods (Figure 2.3.3).

Yet several clear differences between the two crises stand out. First, 
the breadth of the effect across economies in the region has been much 
wider in the recent global turmoil than in the 1997–98 crisis, though 
countries that have been hit hardest by the global economic downturn 
were also the most affected by financial tightening. The deteriorating 
external financing environment has halted much foreign investment, and 
is also affecting cross-border mergers and acquisitions.

Second, the response of FDI flows is quite divergent. In the earlier 
crisis, investors from outside developing Asia swooped in to buy assets for 
which prices had imploded, to the extent that FDI inflows to the region as 
a whole continued to increase.9 In contrast, in the latter crisis, developing 
Asia’s investors seized the opportunity to acquire cheap assets outside the 
region. This increased outward investment can be seen for PRC, India, 
and Thailand.

Third, even though the collapse of capital flows from the global 
turmoil has been more widespread than during the Asian crisis, strong 
financial institutions have served to shield the region from much of the 
damage. With solid indicators for nonperforming loans, risk-weighted 
capital adequacy, and ratio of loans to domestic deposits (Figures 1.3.1–1.3.3 
in Part 1), financial institutions have remained resilient to the recent 
stress. Moreover, the region’s huge holdings of foreign reserves have 
helped protect its exchange rates from speculative attacks.

Finally, quick policy responses during the turmoil helped minimize 
the adverse impact on the region’s economies. Many central banks 
expanded local currency liquidity support, guaranteed financial 
institutions’ liabilities, and injected capital into some banks. Current 
account surpluses, high sovereign ratings, and expanded deposit 
insurance also acted as buffers by supporting repatriation of capital 
and by allowing domestic lending to substitute for external lending. 
Moreover, central banks established dollar swap arrangements 
bilaterally with the Federal Reserve as well as cooperative swap 
arrangements within the region,10 which helped bolster confidence in 
local currencies.

2.3.2 Foreign direct investment flows
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2.3.3 Volatility of capital flows in selected 
Asian economies
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G3 growth

0

3

6

9

Responsiveness of capital flows

Bank loans
(outflows)

Portfolio
outflows

Bank loans
(inflows)

Portfolio
inflows

Foreign 
direct

investment

%

1.5

5.2

8.6

5.75.4

Note: The dependent variables are deflated by GDP in the 
corresponding economy.

Source: Authors’ estimates.

Click here for figure data

Some conclusions. The trends mentioned above seem to underscore 
the importance of the following conditions in a country’s resilience to 
volatile capital flows in a financially globalized world: solid domestic 
institutions, especially in the financial sector; swift policy responses; and 
a sound macroeconomic environment with adequate reserves.

External versus internal factors
To what extent are capital flows determined by global events and to 
what extent do domestic policies matter? Both factors play a role, but 
if external events—the global factors—dominate, policy makers can 
do little to influence the flows of foreign capital. However, if internal 
conditions—the country-specific factors—drive capital flows, putting 
sound macroeconomic policies in place has heightened importance. The 
recent collapse of capital inflows to developing Asia raises the question of 
the relative importance of external and internal factors for the region.

In the analysis,11 external factors are proxied by growth prospects 
in the G3 economies as well as investment returns there. The internal 
factors include growth prospects; labor costs; level of human capital 
development; the business environment (including trade and financial 
openness); and adequacy of infrastructure in the highly integrated 
developing Asian economies. 

Foreign direct investment. An estimation was carried out for FDI 
using bilateral data from the UNCTAD/Transnational Corporations 
database for 1994–2007. The sample comprises eight12 highly integrated 
developing Asian economies and 61 other countries, both industrial and 
developing.

In terms of attracting FDI inflows, the estimation results show that 
internal factors dominate. Yet external factors are still relevant. In the 
estimation period, a 1% increase in real income of G3 economies led 
to a 1.5% rise in FDI inflows in the highly integrated developing Asian 
economies (Figure 2.3.4), and this relationship held true even during the 
Asian crisis period. FDI inflows for this group come from G3 economies 
(around 30% of the total inflows into the eight countries); from developing 
Asia (around 35%); and from other countries, including offshore financial 
centers (the balance). The importance of the international production 
network reinforces the link between foreign investment returns and the 
growth outlook of the G3 economies.

In terms of outward FDI, growth prospects of the FDI home country 
(highly integrated developing Asian economies) generally play a key 
role. Although G3 markets have become a more important investment 
destination as investors from the region acquire strategic assets,13 around 
four fifths of total outward investment is invested within developing Asia. 
Over the past two decades, the PRC has emerged as a key destination for 
many developing Asian economies’ FDI, mainly because of its relatively 
low labor costs. Cambodia and Viet Nam have also emerged as new 
destinations for the same reason. The important consequence is that the 
relatively small proportion of strategic asset–augmenting investment 
results in a limited role for the G3 economies as a destination for 
developing Asia’s FDI.

Other forms of capital flows. Balance-of-payments data for the capital 
and financial account (specifically portfolio investment and bank loans) 
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were analyzed for the highly integrated developing Asian economies14 
during 1990–2008. The growth prospects in the G3 economies and key 
regional trading partners are clearly separate in the estimation model. 
The model also includes the internal factors mentioned earlier.

In contrast to FDI, the estimation results show that G3 economies’ 
growth prospects significantly influence movements of portfolio inflows 
and bank loans. A 1% increase in G3 GDP leads to a 5.7% rise in bank 
loan inflows and a 5.4% increase in portfolio inflows. The relationship 
is stable before and after the Asian crisis. An increasing number of 
institutional investors, including insurance companies, pension funds, 
and hedge funds from the major industrial economies, ensure that 
the economic prospects of these economies affect portfolio and bank 
inflows. Of the internal factors, the country’s growth prospects, financial 
openness, the investment–saving situation, and risks and returns on 
investment are also important in affecting portfolio investment and bank 
loans, although the coefficients corresponding to these variables tend to 
be lower than those for G3 GDP growth prospects.

As regards outflows, a 1% increase in G3 GDP stimulates portfolio and 
bank loan outflows by 8.6% and 5.2%, respectively. Economic prospects 
of the home country as well as government policy, especially on financial 
liberalization, are also crucial.

Some conclusions. The results show that external factors—growth 
prospects in the G3 economies—are generally still crucial in determining 
movements of short-term capital inflows (portfolio investment and 
bank loans) into developing Asia but their impacts on long-term capital 
(FDI) are relatively limited—as seen in the recent financial crisis. The 
importance of such external factors may suggest that global and regional 
policy efforts could become more important for developing Asia to 
reap the benefits of financial globalization. Nevertheless, the estimation 
results point to the importance of internal factors, especially for longer-
term capital, suggesting that country-specific factors are still crucial for 
attracting such capital flows.

Policy considerations for managing financial 
globalization

Establishing a governing framework that would allow greater financial 
openness cannot be made independently from other macroeconomic 
policy objectives. The extent of capital account openness needs to be 
considered in light of the government’s objectives for exchange rate 
and monetary policy. This interdependence—the so-called policy 
“trilemma”—sets up an inherent trade-off among policy choices. The 
policy choices that authorities make among the three elements also have 
implications for exchange rate management.

The policy trilemma
The idea of the trilemma posits that a country cannot have independent 
monetary policy, maintain a fixed exchange rate regime, and 
simultaneously remain open to foreign capital flows (Figure 2.3.5). If 
policy makers opt for fixed exchange rates and financial openness, 
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monetary policy must be sacrificed to maintain the peg. A financially 
open economy can pursue independent monetary policy, but the 
exchange rate will have to bear the brunt of adjustment. And 
independent monetary policy can only be pursued under a fixed 
exchange rate regime if the country erects barriers to insulate itself from 
foreign capital markets.

Policy choices are rarely absolute. For example, central banks that 
actively manage money supply to achieve inflation objectives may 
occasionally intervene in foreign exchange markets to manage the level of 
the exchange rate—essentially shifting between two sides of the triangle.

There are two approaches to measuring a country’s openness to 
financial globalization. One approach looks at actual cross-border 
financial movements, which were the main criteria used to identify the 
highly integrated economies in this analysis. This “de facto” approach 
looks at the quantity of foreign capital flows as well as the accumulation 
of external assets and liabilities. The other approach considers the 
country’s policy framework governing cross-border capital flows—in 
its essence. This “de jure” approach relies on an analysis of the capital 
account restrictions in place.

The two measures can give divergent views of a country’s openness 
to financial globalization. De facto openness indicators can fluctuate due 
to price and exchange rate changes, while de jure openness indicators 
do not reflect the degree of enforcement of the legal framework. With its 
focus on policy, the trilemma discussion below is anchored in the de jure 
approach.

Three trilemma indexes are constructed to illustrate the extent to 
which each policy is used in developing Asia (Aizenman et al. 2008). 
The monetary independence index considers how closely a country’s 
interest rates are correlated with a base country, that is, the country 
for which its monetary policy is most closely linked. The exchange rate 
stability index uses annual standard deviations of monthly exchange 
rates between the country’s currency and that of the base country. 
Finally, the capital account openness index is a composite measure 
encompassing the presence of multiple exchange rates, restrictions on 
current account transactions, restrictions on capital account transactions, 
and requirements to surrender export proceeds (Chinn and Ito 2008). All 
indexes range between 0 and 1, and higher values indicate greater use of a 
particular policy.

For highly integrated developing Asian economies, all three policies 
are pursued to a certain degree. After the late 1980s, convergence of 
these three indexes illustrates that progress in opening up the capital 
account went hand in hand with exchange rate stability and more 
monetary independence (Figure 2.3.6). In the immediate aftermath of 
the Asian financial crisis, monetary independence was sacrificed in favor 
of greater exchange rate stability. This shift in emphasis from monetary 
independence continued well after the economies had recovered, with the 
policies again converging in recent years.

Given that these highly integrated developing Asian economies take 
the middle ground, combining these policies is crucial, since each of 
them has merits and demerits. Monetary independence allows monetary 
authorities to have autonomy over macroeconomic management, 
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potentially leading to sustainable economic growth. Exchange rate 
stability can lead to price stability by providing an anchor, and lessen risk 
premiums by mitigating uncertainty, thereby fostering investment and 
international trade. However, greater levels of exchange rate flexibility 
could allow policy makers to use the exchange rate as a tool to absorb 
external shocks (Prasad 2008).

Financial liberalization is probably the most contentious policy among 
the three in having clear benefits or goals. Theory predicts that more open 
financial markets should lead to economic growth, and that economies 
with greater financial openness should be able to stabilize themselves 
through risk sharing and portfolio diversification. However, as financial 
liberalization increased its pace over the last two decades, financial 
openness was blamed for economic instability, particularly during crises.

Financial globalization and output volatility
How does financial globalization affect macroeconomic stability? On 
the face of it, there seems to be a positive relationship (Figure 2.3.7). 
The industrial economies and the highly integrated developing Asian 
economies have had much less volatile output than the rest of the world 
in the last 35 years. Volatility clearly jumps for the highly integrated Asian 
economies during the 1997–98 crisis, and yet the recent global financial 
crisis, with the drying up of liquidity in foreign capital markets, did not 
translate into a financial crisis within the region. This suggests a complex 
underlying relationship between financial globalization and stability.

Moreover, financial openness must be considered in tandem with 
the other policy elements of the trilemma: monetary independence and 
exchange rate stability. Regression estimates show the effect that the 
various pairwise combinations of the trilemma policies have on output 
volatility (Table 2.3.1).15 The model controls for other macroeconomic 
variables. Actual capital inflows (the de facto measures) are also included 
to test for the impacts on output stability. Estimates for two different 
country samples—all developing countries and highly integrated 
countries only—highlight the different way that the financial openness–
output volatility link operates in the economies that receive most of the 
global capital flows from the developing world.

The estimates for all developing economies show that greater de jure 
openness tends to be associated with lower output volatility. Exchange 
rate stability by itself is found to have a destabilizing effect on output 
stability, that is, a statistically positive coefficient corresponding to 
exchange rate stability is revealed. However, the interaction term of this 
variable with foreign reserves is found to have a statistically negative 
effect, suggesting that countries can mitigate the destabilizing effect of 
pursuing greater exchange rate stability if they hold levels of foreign 
reserves of about 20% of GDP.

In terms of composition of capital flows, which are accounted for 
by the de facto variables, bank lending (part of other capital flows) and 
net portfolio investment have a statistically negative impact on output 
volatility. In other words, increases in net “other” capital inflows or net 
portfolio inflows destabilize output, reflecting the “hot money” argument 
regarding cross-border bank lending and portfolio investment. FDI flows 
do not necessarily destabilize the economy, though stabilizing effects do 
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2.3.1 Explaining output volatility with trilemma variables

Developing economies Highly integrated developing economies

Output volatility Output volatility

(1) (2) (3) (1) (2) (3)

Currency crisis 0.005 0.005 0.005 0.004 0.007 0.004

[0.003]* [0.003]* [0.003]* [0.003] [0.003]** [0.004]

Private credit creation -0.003 -0.008 -0.005 0.000 -0.005 0.001

[0.006] [0.006] [0.007] [0.007] [0.007] [0.007]

Total reserves (as % of GDP) 0.072 -0.055 0.065 0.087 -0.043 0.096

[0.052] [0.052] [0.034]* [0.055] [0.056] [0.035]***

Monetary independence (MI) -0.019 -0.035 -0.018 -0.038

[0.014] [0.014]** [0.017] [0.018]**

MI x reserves 0.005 0.112 0.008 0.096

[0.085] [0.089] [0.088] [0.094]

Exchange rate stability (ERS) 0.008 0.012 0.023 0.028

[0.007] [0.006]* [0.009]** [0.009]***

ERS x reserves -0.086 -0.095 -0.125 -0.150

[0.044]* [0.044]** [0.052]** [0.051]***

Capital Account Openness (KAOPEN) -0.020 -0.014 -0.010 -0.002

[0.008]** [0.008]* [0.009] [0.009]

KAOPEN x reserves 0.086 0.048 0.062 0.016

[0.045]* [0.042] [0.047] [0.042]

Net FDI inflows/GDP 0.047 0.092 0.109 -0.121 -0.105 -0.155

[0.068] [0.071] [0.070] [0.107] [0.112] [0.113]

Net portfolio inflows/GDP 0.241 0.289 0.286 -0.113 -0.048 -0.081

[0.122]** [0.129]** [0.127]** [0.140] [0.145] [0.147]

Net ‘other’ inflows/GDP 0.069 0.063 0.071 0.025 0.017 0.022

[0.029]** [0.029]** [0.029]** [0.037] [0.037] [0.037]

Short-term debt -0.009 -0.008 -0.007 -0.013 -0.008 -0.011

(as % of total external debt) [0.016] [0.016] [0.016] [0.019] [0.019] [0.019]

Total debt service 0.063 0.081 0.078 0.008 0.037 0.011

(as % of GNI) [0.035]* [0.035]** [0.035]** [0.044] [0.044] [0.044]

Observations 311 311 311 154 154 154

Adjusted R-squared 0.37 0.39 0.40 0.45 0.29 0.46

ERS = exchange rate stability; FDI = foreign direct investment; GDP = gross domestic product; GNI = gross national income; KAOPEN = capital account openness; 
MI = monetary independence.

Note: Robust regressions are implemented on combinations of trilemma variables defined as: (1) MI and ERS, (2) MI and KAOPEN, (3) ERS and KAOPEN; * significant at 
10%; ** significant at 5%; *** significant at 1%. 

Source: H. Ito, J. Jongwanich, and A. Terada-Hagiwara. Forthcoming. “What Makes Developing Asia Resilient in a Financially Globalized World?” ADB Economics 
Working Paper Series. Asian Development Bank, Manila.

not seem to be significant either. However, this effect is not present when 
the sample of highly integrated economies is considered.

Role of domestic financial markets
One hypothesis suggests that a country needs to have certain minimum 
conditions in place to reap the benefits of financial globalization. In 
particular, Kose et al. (2009) find that the structure of the domestic 
financial sector matters greatly in harnessing the benefits of financial 
globalization. A country needs to pass a threshold level of financial 
institutional development before it can derive the indirect benefits 
and reduce the risks of volatile flows. Mendoza et al. (2007) also find 
that countries with less developed financial markets may experience 
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welfare losses by liberalizing capital markets unless the liberalization is 
accompanied by other benefits such as the transfer of technology, speedier 
financial market development, and risk sharing, which take time to be 
realized. This evidence is supported by Kim et al. (2008) and Fujiki and 
Terada-Hagiwara (2007), particularly on the issue of risk-sharing benefits 
such as consumption smoothing, of which very little has been seen in 
developing countries.

To test this hypothesis, indicators of domestic financial market 
development were incorporated into the model. Among highly integrated 
economies, lower levels of financial market development were associated 
with higher volatility when capital account openness was pursued. 
This result held whether this openness was paired with monetary 
independence or exchange rate stability in the regression analyses. 
A similar exercise was conducted using de facto measures for three 
different components of capital flows. The results generally support the 
main findings previously discussed: an underdeveloped financial market 
combined with a more open capital account tends to destabilize the 
economy.

These results indicate that highly integrated developing economies 
need to be equipped with deep credit markets if they want to see the 
benefits of financial liberalization on their output volatility. Having a 
higher level of capital account openness and a deep credit market can 
yield a synergistic impact to damp output volatility, presumably by 
facilitating allocation of capital and ameliorating information asymmetry, 
thereby reducing the cost of capital. The worst and more significant 
case is that a country with shallow credit markets can exacerbate output 
volatility caused by financial liberalization.

Where do developing Asia’s economies stand in terms of financial 
development? Figure 2.3.8 compares the level of financial development, 
measured by different aspects of the financial markets, across different 
groups of economies. In the banking sector or stock markets, the 
financial development of the highly integrated developing Asian 
economies is quite comparable to that in industrial economies, but among 
less integrated Asian countries it lags behind. This implies that the highly 
integrated developing Asian economies could liberalize their financial 
markets and reap the benefits, especially in terms of reducing output 
volatility, while gains from opening up the financial market for the less 
integrated developing Asian economies could be limited.

Yet the picture is completely different in terms of bond markets. 
Underdevelopment of bond markets is found in both highly and less 
integrated economies in developing Asia. Clearly, in both private and 
public bond markets, there is still room for developing Asia’s economies 
to catch up with industrial economies.

Managing foreign reserves
Progress in financial globalization has manifested itself on the asset 
side of developing Asia in the past several years as accumulated foreign 
reserves. The region’s reserves are held primarily in the form of assets 
denominated in US dollars; the US dollar has been the dominant reserve 
currency in the region. This section revisits how foreign reserves have so 
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far been managed, and reviews underlying issues in improving the way 
they are used.

Obstfeld et al. (2008) argue that reserves accumulation is a key tool 
for dealing with domestic financial instability as well as exchange rate 
variability under a managed floating plus policy regime. In other words, 
a primary reason for a central bank to hold reserves is to protect the 
domestic banking sector, and domestic credit markets more broadly, 
while limiting external currency depreciation.

The same paper also points out that the need for such protection 
is much greater in countries with a fragile financial system and a 
currency mismatch. As most developing countries are forced to hold 
external liabilities in foreign currencies, the currency mismatch problem 
of external assets and liabilities is more serious than in industrial 
economies. With underdeveloped local currency bond markets, 
developing Asia is no exception. 

One measure of reserves adequacy is the ratio of reserves to broad 
money (Figure 2.3.9). By this criterion, the picture is still mixed with 
most economies having less full coverage. Yet other traditional measures 
of reserves adequacy—short-term debt cover and import cover—show 
that developing Asia now has high levels of foreign exchange reserves 
(Figure 2.3.10).

While the high level of reserves was crucial to cushion against 
external shocks during the recent financial crisis, carrying excessive 
reserves entails costs due to its poor management (Bird and Rajan 2003).

Regional central banks have made efforts to reduce the need for 
holding excessive foreign reserves. In particular, extensive banking 
sector reforms, with strict enforcement of regulation and supervision, 
have proven to be a crucial factor to shield against the volatile flows 
seen over the last year or so. Meanwhile, development of local currency–
denominated bond markets has been promoted, mainly to mitigate the 
risk of currency mismatch.

Recent approaches
In developing Asia, a combination of a strong current account surplus 
and (to a lesser extent) capital inflows has resulted in a large expansion 
in foreign reserves holdings. In reserves management, holdings can 
be categorized into two portions—one that prioritizes liquidity for 
precautionary needs, and one that focuses on earning returns over a 
medium- to long-term investment horizon in less liquid markets.

In fact, most economies in highly integrated developing Asia already 
meet the adequacy criteria suggested by conventional measures in terms 
of precautionary needs. These indicators include whether a country has 
sufficient liquid foreign exchange reserves to cover foreign currency debts 
payable within 1 year and whether reserves are sufficient in relation to 
import needs.

For the portion of reserves held for precautionary needs, holding 
highly liquid assets is appropriate. For this reason, the practice has been 
to hold US securities (such as dollars and Treasury securities) as these 
markets are the most liquid. In 2008, US dollar assets made up 64% of 
world reserves, although there has been some shift toward more diverse 
holdings. While the country breakdown of the currency denomination 
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of foreign reserves is not available, the share of US Treasury security 
holdings as a share of total reserves does indicate that developing Asia’s 
reserves are largely in dollar-denominated assets. This level is more than 
what is warranted by precautionary needs. Consequently, either liquidity 
considerations are overemphasized in the region or alternative financial 
instruments are not available.

For the portion where liquidity considerations are less important, 
any asset class consistent with their risk and return objectives are 
potentially appropriate. This portion might be managed on the balance 
sheet of the monetary authority or through a separate entity, such as a 
sovereign wealth fund. Such funds have been set up as a natural reaction 
to increasing concerns over returns forgone when central banks keep 
their foreign reserves in safe and liquid but low-yielding assets. Except 
for Singapore and Hong Kong, China, where sovereign wealth funds have 
established histories, most of the funds in the region have been created in 
the last decade, the period that coincides with the rapid accumulation of 
foreign reserves in these economies (Table 2.3.2). Assets of these funds are 
transferred from foreign reserves with the aim of making more strategic 
longer-term investments and of securing higher returns. However, the 
role and portfolio size of such sovereign wealth funds have been limited 
so far.

The bulk of developing Asia’s reserves therefore appear to be managed 
very conservatively. Given the current medium- to long-term concerns 
over the US fiscal position, this is beginning to worry policy makers. How 
might reserves be more efficiently managed?

Issues for better reserves management
Demand for US Treasuries from developing Asia remains strong 
(Figure 2.3.11). Especially in view of the devastation of the Asian crisis, 
this conservative stance makes sense because the US dollar remains 
the centerpiece of any reserves management policy in which liquidity 
is a principal determinant. But with the worrisome US fiscal outlook, 
if liquidity is gained at the expense both of possible overexposure to a 

2.3.2 Sovereign wealth funds in developing Asia

Economy Name of fund Year of 
inception

Singapore Temasek Holdings 1974
Singapore Government of Singapore Investment Corporation 1981

Brunei Darussalam Brunei Investment Agency 1983

Malaysia Khazanah Nasional Bhd. 1993

Hong Kong,  China Investment Portfolio (Hong Kong Monetary Authority) 1998

Azerbaijan State Oil Fund 1999

Kazakhstan National Oil Fund 2000

Taipei,China National Stabilization Fund 2000

Korea, Rep. of Korea Investment Corporation 2005

Timor-Leste Petroleum Fund 2005

Uzbekistan Fund for Reconstruction and Development 2006
China, People’s Rep. of China Investment Corporation 2007

Source: Donghyun Park. 2007. “Beyond Liquidity: New Uses for Developing Asia’s Foreign Exchange 
Reserves”. ADB Economics Working Paper Series No. 109. Asian Development Bank, Manila.
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potentially depreciating dollar and of reduced reserves diversification, the 
advantage of the stance becomes less clear cut.

Indeed, current debates reflect these concerns, and the global 
financial crisis has created incentives for central banks to reshape reserves 
management. For example, some analysts advocate greater use of special 
drawing rights to promote greater diversification.

One major mechanism for the region to manage its reserves more 
efficiently is regional reserves pooling. In particular, multilateralization 
of the Chiang Mai Initiative (CMI) is designed to create a single 
regional reserves pool among CMI members, that is, ASEAN+3. 
CMI multilateralization received a big boost in May 2009 when CMI 
members reached agreement on the size of the pool, respective member 
contributions, borrowing conditions, surveillance mechanism, and other 
key details. The agreement will be implemented before the end of this 
year. Given its substantial size at $120 billion, the regional reserves pool 
may help discourage CMI members from building up excess reserves. 

Asian local currency bond markets could also play a bigger role if 
central banks insisted less on liquidity, particularly for their medium- to 
long-term investments. There are efforts in train to help develop Asia’s 
bond markets, for example the Asian Bond Market Initiative under the 
aegis of ASEAN+3 and the Asian Development Bank, as well the Asian 
Bond Fund initiative under the EMEAP (Executives’ Meeting of East 
Asia and Pacific Central Banks group, an organization for central banks 
in the region).

Nonetheless, the limited size of the region’s local currency bond 
markets is preventing intraregional trade in financial assets from 
becoming more comparable to extraregional trade. The share of portfolio 
investments to neighboring countries more than doubled from 2000 to 
2007, but only to 13% of total investments (Figure 2.3.12). Several practical 
implementation issues remain, which include the difficulty of access to 
markets such as the PRC, and the difficulty of reserves reallocation to 
increase Asian bond exposure.

Further development of local currency bond markets, both in size 
and accessibility, is crucial for three main reasons. First, it would provide 
additional financial instruments to diversify risks. Second, it would help 
reduce the risk of currency mismatch by allowing countries to issue 
debts in their own currency, which in turn would reduce the need to 
accumulate excess foreign reserves. Third, it would generate additional 
financial channels that would foster Asian intermediation of its savings, 
and make Asia more attractive to outsiders.

Concluding remarks and policy implications
Developing Asia is now a very different economic entity in terms of 
financial flows from what it was little more than a decade ago. This is 
seen clearly in the different effects of the Asian financial crisis of 1997–98 
and the recent global financial crisis and slump. Inward FDI, for example, 
declined in the recent turmoil but increased in the earlier period as 
non-Asian investors took advantage of “fire-sale” assets in the region. The 
boot may now be on the other foot: cheap assets worldwide present an 
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opportunity for Asian economies to undertake outward FDI, and some 
Asian countries seem to be seizing it.

Despite the steeper collapse of capital inflows than during the Asian 
crisis, strong economic fundamentals in developing Asia, especially 
among its financial institutions, helped its economies successfully manage 
most of the adverse effects. Greater exchange rate flexibility and huge 
foreign reserves played a major role, as did quick policy responses.

Gaining access to external financing by opening up the capital 
market can be beneficial if it is advanced in a cautious manner, and 
if it moves hand in hand with the development of domestic financial 
markets. However, bond market development, in particular, has been 
playing only a limited role so far. Better management of foreign reserves 
requires further development of local currency bond markets both in 
size and terms of accessibility. Such a move is crucial for three main 
reasons: it would provide additional financial instruments to diversify 
risks; it would help reduce the risk of currency mismatch; and it would 
create a pool of funds and additional financial channels to finance 
investments in the region.



Maximizing the benefits of  
labor flows

Introduction
Developing Asia is a major provider of foreign workers and beneficiary of 
remittances. The region received more remittances than any other part 
of the world in 2008, and remittance flows to the region have become an 
increasingly important source of foreign exchange. According to official 
estimates, international remittances to developing Asia multiplied about 
18 times in a two-decade span—from $9.3 billion in 1988 (about 1% of 
regional GDP) to $162 billion in 2008 (about 2% of GDP). Part of this 
increase reflects greater use of official channels to remit funds and the 
improved ability of central banks to record these flows.

The region has evolved into both a source of, and a host to, migrant 
workers. Recent trends reveal that Asian migrants are no longer 
restricting themselves to industrial-country jobs, and intra-Asian 
migration has become more pronounced (ADB 2008).

As with cross-border flows of goods and capital, the fallout from 
the global economic turmoil has undermined international migration. 
Declining employment in the major industrial economies, the Middle 
East, and the Russian Federation is tempering the demand for migrant 
workers from developing Asia. Unskilled and semiskilled workers in 
highly cyclical sectors such as construction, finance, manufacturing, 
retail, and tourism are being hit particularly hard.

The global recession is slowing remittance flows to the developing 
world. Remittances to all developing countries grew by only an estimated 
15% in 2008, compared with 25% in 2007 and 15% on average annually in 
the decade before that. The World Bank forecasts a decline of 7–10% in 
remittances in 2009 (Ratha et al. 2009).

Developing Asia has not been immune to the slowdown in 
remittances since the onset of the tumult, and the deceleration is 
affecting most subregions (Figure 2.4.1). Countries in Central, South, and 
Southeast Asia—where remittances contribute substantially to economic 
activity—are particularly exposed. Yet developing Asia has not suffered as 
severely from decelerating international labor migration and remittance 
flows as it has from the collapse in trade and the slowing of financial 
flows. But there has been a decline in the new deployment of migrants 
from most Asian countries, a fact that may undermine remittance growth 
in the near term.

The recession has lifted international migration high on the agenda of 
governments in host countries, which are trying to protect employment 
opportunities for their own nationals. In this environment, migrant 
workers are facing increasing discrimination and rising hostility, since 
they are seen as depriving local workers of jobs. Their problems are 
compounded by the tightening of immigration rules in some host 

2.4.1 Annual growth in remittances
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countries in response to increasing unemployment due to the economic 
slump. Some countries have restricted immigrants’ access to the labor 
market (by, for example, cutting the numbers of migrant work permits), 
while others are offering incentives for unemployed migrants to return 
home (such as paying the cost of a return flight). The restrictions are 
being imposed by host countries both outside and inside the region 
(Fix et al. 2009).

These restrictions limit opportunities for developing Asia to benefit 
from increased labor mobility and the deepening integration of labor 
markets. Worsened economic conditions back home and the financial 
and social costs of returning may force many migrants to stay in host 
countries. While remitters are employing various strategies to cope with 
the recession, such measures will be ineffective against an extended 
period of poor employment opportunities. The uncertain conditions of 
migrants are adversely affecting their families that rely on remittances. 
Slowing remittance flows may both drag down economic growth in 
countries that benefit heavily from remittances and raise the risk of 
greater poverty.

Remittances as an engine of growth and  
poverty reduction?

As a source of financial capital in poor regions, earnings sent home 
by migrants can favorably affect the receiving country’s growth 
prospects. Remittances have been shown to foster economic growth by 
spurring entrepreneurial activity, improving labor productivity, and 
stimulating consumption and investment. Such receipts also help smooth 
consumption and promote human capital development by increasing 
the capacity of households to spend on education, health, and nutrition. 
Furthermore, if they raise incomes of poorer households, these flows may 
well reduce poverty and income inequality.

Using data from 29 developing Asian economies for the period 
1998–2007, Vargas-Silva et al. (forthcoming) examine the link between 
remittances and growth as well as the link between remittances and 
poverty. The results indicate that a 1% increase in the ratio of remittances 
to GDP leads to about 0.03% increase in the per capita GDP growth rate 
(Figure 2.4.2).16

Further analysis of the data for developing Asia showed significant 
poverty-reducing benefits of remittances, in terms of decreasing the 
poverty gap (the income by which families fall short of the poverty line, 
expressed as a percentage of the poverty line). For example, a 1% increase 
in remittances as a share of GDP decreases the poverty gap in developing 
Asian economies by about 0.05%.17

Analysis of household survey data in Bangladesh, Philippines, and 
Pakistan—three Asian economies that rely heavily on remittances—
support the cross-country regression findings (Ahmed et al. 2009; Ang 
et al. 2009; Raihan et al. 2009). The three country studies consistently 
revealed positive effects of international remittances on household 
income, consumption, investment, and poverty reduction. However, the 
studies also showed that the poorest of the poor households (the bottom 

2.4.2 Effect of remittances on growth and 
poverty 
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20%) benefit least from remittances. This stems from such factors as the 
relatively high cost of migration and the specific requirements for migrant 
workers (for example, the need for host-country language competency or 
required job skills).

In light of the slower growth in remittance flows, the links discussed 
above suggest that poor households are more likely to remain mired in 
poverty as a result of the recent global downturn. Moving on from a 
household perspective, what is the impact of remittances on economies 
more widely, especially in terms of smoothing out shocks?

Remittances as a source of stability in foreign 
currency inflows?

Recorded remittances are in general less volatile than other nontrade 
foreign currency inflows, and often shore up macroeconomic stability 
(Figure 2.1.4 above). The three country studies show that remittances 
foster macroeconomic stability by supporting domestic demand.

Migrants’ remittances have been particularly responsive to major 
crises in their home countries. For instance, Sri Lanka reported a 
substantial increase in migrant transfers following the 2004 tsunami. This 
jump occurred despite poorly functioning financial channels at the time 
(as many important money transfer agencies and banks were closed for a 
long period in some areas because of the tsunami). Remittances played a 
similarly supportive role after the 2005 earthquake in northern Pakistan. 
Similarly, remittances to the Philippines generally respond to rainfall-
related shocks or disasters.

Remittances are by far the most stable source of private foreign 
currency receipts. From 1990 to 2008, the coefficient of variation of 
remittance flows to developing countries was 0.77 as against 0.80 for 
foreign direct investment, 1.34 for private debt, and 1.17 for portfolio 
equity flows (lower values indicating more stable flows).18

The stability of remittance flows can counter the effects of falling FDI, 
debt, and equity flows during an economic downturn in the recipient 
country. Figure 2.4.3 compares remittances with other private capital 
flows in the Philippines. The relative stability of remittance flows stands 
out in the figure, even when the global turmoil began in earnest.

While remittances are less volatile than other flows, can the stronger 
claim be made that they can help smooth foreign currency flows over 
the business cycle? Here, the evidence is mixed. Studies such as Chami 
et al. (2005) find strong evidence in cross-country data that remittances 
are countercyclical.19 However, the behavior of remittances depends 
partly on the motives for remitting. For example, Lueth and Ruiz-Arranz 
(2007) find that remittances in Sri Lanka are procyclical, increasing when 
economic activity in the home country accelerates.

The recent global turmoil has led to a synchronous recession of the 
major industrial economies, which has led to a slowing in growth in 
most economies in the world. In such extreme circumstances, it is not 
surprising that remittances, too, have suffered. As with employment 
generally, the effect of the global downturn on remittances may be most 
severe after a lag. For example, remittances to Tajikistan, the world’s 

2.4.3 Recent trends in remittances and 
other private flows, Philippines
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largest recipient in terms of GDP, are projected to fall by 35% in 2009, 
equivalent to a huge 15% of GDP. In contrast, Bangladesh, Philippines, 
and Pakistan experienced sudden spurts in remittance receipts in 
mid-2009. However, this may reflect repatriation of the savings of 
returning migrants. If this turns out to be the case, this upward blip may 
be a harbinger of slower growth of remittances in the near future as their 
source shrinks.

During the past two decades, the only noticeable period of sluggish 
growth in remittances was during the aftermath of the 1997–98 Asian 
financial crisis. Nonetheless, they were quick to recover and returned 
to their long-term growth path in a year. Since 1997, there has not been 
a single year in which aggregate remittances to the region decreased 
in comparison with the previous year. While there may be a drop 
in the immigrant population in industrial economies due to return 
migration (as a result of lack of good employment opportunities there), 
these migrants are likely to return to the host country once the global 
economy stabilizes (Papademitrou and Terrazas 2009; Fix et al. 2009). 
Estimates of the impact of the crisis on remittances (for example, Ratha 
and Mohapatra 2009; Calì and Dell’Erba 2009) point to a fairly fast 
resurgence of these flows.

Overall, although migrants are being affected by the global downturn, 
remittances have held up so far. Even if migration flows were to stop at 
some point, remittances would continue to flow for many years, though 
their growth would likely stagnate (Funkhouser 1995). Based on past 
crises, growth in remittances is likely to bounce back quickly during the 
ensuing recovery.

Maximizing the benefits of labor flows
Economic migration has become an increasingly important element 
of the global landscape, and Asian countries are well known net 
exporters of labor. In fact, the six main emigration countries in the 
region have over 100 million of their citizens living abroad. Moreover, 
remittances are a more stable source of foreign currency than many 
other nontrade sources. 

In this light, developing Asia’s governments should maximize the 
benefits of labor flows by ensuring that the migration channel is kept 
open, by enhancing the safety and security of funds transfers to home 
countries (through strengthening formal transfer systems), and by 
providing an environment that encourages households to create assets 
through investing more of their remittance income.

Keeping open the migration channel
The global turmoil has led to rising unemployment in host countries, 
which are now showing increasing preference for employing their own 
nationals. These countries are also discriminating against foreign workers, 
who in some places are suffering from tighter immigration rules. Some 
migrants will see out the current downturn in their host country without 
a proper job, while those migrants who have already returned home are 
likely to go back once the global economy stabilizes. Until then, what can 
developing countries do to make the most of migration’s benefits?
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One of the reasons for the relatively quick recovery of remittances 
after the 1997–98 crisis was the wide diversity of countries hosting 
migrants from developing Asia. Those regional countries that send their 
workers to a wide diversity of destinations will likely see remittance flows 
bounce back faster than other sending countries. Governments should 
therefore work to keep the channels for foreign workers open, which will 
help preserve that diversity. In addition, regional cooperation to avoid 
protectionist policies would enhance the mutual interests of both home 
and host countries.

Governments of countries such as Bangladesh, Philippines, and 
Pakistan have initiated policy actions to help migrant families cope 
with the adverse impact of the global downturn. Notable among these 
are online transfers to ease the remittance flows and public–private 
partnerships for skills development projects in Bangladesh; financial 
assistance, investment, and education support in Pakistan; and alternative 
livelihood programs for economically displaced returning workers in the 
Philippines. Other countries could consider similar moves.

Boosting formal remittance flows
Faster, cheaper, and more secure ways of sending remittances can facilitate 
greater remittance flows through formal channels. The evidence on the 
large volume of remittances worldwide and the impact of these flows on 
receiving countries has encouraged many receiving-country governments 
to closely follow the patterns of these transfers. This increased supervision 
and tighter enforcement is also a reaction to concerns regarding money 
laundering and the financing of terrorism groups.

In the past, official channels for remitting in Asia failed to meet the 
needs of many migrants and households. The advantage of unofficial 
channels is ease of accessibility for migrants in the host country and their 
ability to reach remote areas of the home country. Official channels, in 
contrast, are usually concentrated in large metropolitan areas.

The situation is improving. The cost of remitting through formal 
channels has been decreasing and, as a consequence, wire transfers now 
account for a larger share of transfers. The reasons for the reduction in 
the cost of remitting include increased efficiency and a larger network of 
formal channels that involve both state-owned and private banks. The 
latter have been attracted by the prospect of revenue from the transfers 
themselves and the possibility of providing banking services to migrants 
and their families.

Central banks can record these formal channel transfers much more 
easily than the sums that individuals carry. Governments need to take 
care not to create disincentives to using the formal financial system for 
transferring funds. Policies that raise the cost of remitting, such as heavy 
taxes, mandatory remittance schemes, or fixed exchange rate policies, 
encourage remittance black markets resulting in unrecorded flows.

Improving investment from remittances
Policies that encourage remittances for productive use require an 
improved investment climate that allows markets to work efficiently. A 
well-organized financial system would also allow remittance-receiving 
families to leverage remittances so as to access small loans for investment.
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Longer term, a favorable investment environment would help direct 
remittances to productive investments such as smaller businesses. 
Improving legal aspects to lessen the financial cost of international 
migration and to provide access to potential migrants from the 
lower income groups can also increase the equity-enhancing effect of 
remittances.

Millions of dollars of remittances to households in Asia can make a 
significant dent in poverty. Encouraging the use of remittances not only 
for consumption but also for investment in areas such as health and 
education can enhance domestic demand and boost economic growth, 
as well as develop human capital, contributing to long-term growth. In 
addition, remittance-boosted household consumption will generate extra 
demand in the receiving economy.



Policies to achieve more 
balanced openness

Enhancing intraregional trade
Strengthening intraregional trade can help reduce developing Asia’s 
excessive dependence on exports to the US and other industrial 
economies, and so provide an additional engine of recovery and growth. 
Trade in parts and components seems to have accounted for much of the 
intra-Asian trade in the past, though more recent trends indicate trade in 
final goods beginning to play a more important role. 

In particular, the PRC has seen an increase in the share of final goods 
and a corresponding decline in the share of parts and components in its 
imports. Thus it may well be starting to show some signs of promise as an 
independent engine of growth for the region. Given this budding promise, 
developing Asian economies should take the initiative to speed up its 
realization. Some of these measures will be purely national while others will 
require a degree of regional coordination. Three specific steps are as follows.

Strengthening domestic economies. National governments should 
aim for this through a wide range of rebalancing policies (ADB 2009).
This objective involves demand-side policies that encourage households 
to spend more and save less, as well as supply-side policies that promote 
smaller companies and service industries catering to domestic demand. 
A dynamic and vibrant domestic economy in each regional country will 
naturally lead to more intraregional trade based on final goods. 

Stronger domestic economies and more vigorous intraregional 
trade can then form a virtuous circle. The result will be a more resilient 
regional economy that is less vulnerable to the vicissitudes of the 
global business cycle. But without robust domestic economies that have 
strong demand for final goods, there will be a limit to the capacity of 
intraregional trade to serve as an engine of growth.

Creating a more conducive trade environment. Intraregional trade 
liberalization has been under way for some time in Asia, as evident in 
relatively low tariff and nontariff trade barriers, and a growing number of 
regional trade agreements. However, a wide range of border and behind-
the-border obstacles to trade still prevents the region from fully realizing 
the potentially large gains from intraregional trade. For example, complex 
rules-of-origin requirements and burdensome customs procedures may 
discourage countries from trading with each other. 

The failure of the multilateral Doha talks gives an even greater sense 
of urgency to removing behind-the-border obstacles to trade. Therefore, 
governments must take additional supportive and complementary trade-
facilitation measures, such as simplification and harmonization of customs 
procedures, to convert the growing intraregional trade liberalization 
moves into an overall trade-facilitating environment. Furthermore, 
regional governments should improve the transportation infrastructure 
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and take other measures to reduce effective geographic distance. However, 
promoting intraregional trade should not come at the expense of weakening 
vital trade links with the rest of the world. A more benign overall trade 
environment will promote both intraregional and extraregional trade.

Boosting regional cooperation. National governments are ultimately 
responsible for their own policies and for removing policy distortions 
that impede their trade with neighboring countries. However, closer and 
more systematic regional cooperation can help create an institutional 
framework that is conducive for intraregional trade. 

For example, the six countries of the Greater Mekong Subregion 
formed a program of subregional economic cooperation in 1992 to 
promote better economic relations among themselves. The program has 
contributed to, among other things, the development of infrastructure 
that facilitates the freer cross-border flow of goods and people. Such 
infrastructure includes the upgrading of a key highway between 
Cambodia and Viet Nam. Another example is Central Asia Regional 
Economic Cooperation, which brings together eight Central Asian 
republics. Such programs provide a natural forum for discussing a wide 
range of intraregional trade issues.

Managing financial globalization
The repatriation of capital flows and the virtual shutdown of credit 
markets brought the role of financial globalization to the fore. In contrast 
to the Asian financial crisis in 1997–98, developing Asia has managed the 
adverse impacts successfully, for the most part. It was supported in this by 
the much healthier domestic financial system and quick policy responses. 

However, the financial turmoil highlighted the fact that the financial 
globalization of developing Asia is still only half way—both in terms of 
intra- and interregional integration. This imposes significant constraints 
on the region’s macroeconomic management and sustainable growth. To 
better harvest the benefits of financial globalization, four policy actions 
are emphasized.

Shifting the composition of capital flows. Longer-term capital, such as 
FDI, is more desirable than short-term investment, given its stabilizing 
properties. Policies toward improving the investment climate would 
support such a shift and promote benefits from capital inflows in general 
and FDI in particular. Although external factors (the G3 economies’ 
growth prospects) remain important for all types of capital flows, internal 
factors, especially supply-side capability, tend to be more important for 
FDI than for other capital flows. Thus, policies strengthening supply-
side capacity and a country’s competitiveness are also important for 
supporting the composition shift.

Strengthening domestic financial markets. When countries open their 
capital account, they should not remove all associated restrictions quickly, 
since such opening needs to progress hand in hand with domestic 
financial market development. Some developing Asian economies have 
relatively deep credit markets, enabling them to harness the benefits of 
financial liberalization. Efficient stock markets are particularly useful in 
stabilizing an economy by complementing external financing.

Formalizing cooperative financing mechanisms. Temporary actions, 
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such as establishment of bilateral swap arrangements with the Federal 
Reserve and cooperative initiatives for bilateral swaps among Asian 
countries, proved useful recently. Formalizing regional and international 
cooperation would help improve access to liquidity when immediate needs 
arise. Creating a multilateral reserves pool under the Chiang Mai Initiative 
could also mitigate US dollar shortages, and would reduce the need for 
excess reserves. This policy would allow a country to gradually pursue a 
more flexible exchange rate with less concern for external shocks.

Developing a local currency bond market. Foreign reserves 
management has been conservative in developing Asia largely because of 
the limited development of national and regional securities markets, and 
partly because liquidity needs are overemphasized. 

A local currency bond market in particular needs to be developed 
further, both in size and accessibility, so that developing Asia can 
diversify the region’s assets and avoid overexposure to dollar-
denominated assets. A fully developed local currency bond market would 
also address the currency mismatch problem of developing Asia that has, 
arguably, caused the excessive holding of foreign reserves.

Maximizing the benefits of labor flows
With economic migration an increasingly important element of the 
global landscape and remittances a more stable source of foreign 
currency than many other nontrade sources, it is in the interests of both 
home and host countries to maximize the benefits of labor migration. 
It is vital, especially now, that the migration channel is kept open. In 
addition, the safety and security of funds transfers must be enhanced. 
And an environment that encourages households to create assets through 
investing more of their remittance income needs to be encouraged.

Keeping open the migration channel. With rising unemployment in 
host countries, some of them are discriminating against foreign workers, 
and developing countries need to work assiduously to keep the migration 
channel for workers open. In addition, regional cooperation to avoid 
protectionist policies would enhance the interests of both home and host 
countries. Policy actions to help migrant families cope with the adverse 
impact of the global downturn should be expanded to more countries.

Boosting formal remittance flows. Faster, cheaper, and more secure 
ways of sending remittances can facilitate greater remittance flows 
through formal channels. Indeed, the situation is getting better in this 
regard: costs of remitting through such channels have been falling. But 
governments need to take care not to disincentivize use of the formal 
financial system for transferring funds (by imposing, for example, high 
fees). Policies that raise the cost of remitting encourage black markets, 
leading to higher volumes of unrecorded flows.

Improving investment from remittances. The millions of dollars that 
households in Asia receive in the form of remittances can help reduce 
poverty. Encouraging the use of remittances for investment in areas 
such as health and education can enhance domestic demand and boost 
economic growth, as well as develop human capital. Efficient financial 
systems in remittance-receiving countries would also allow families to 
leverage the remittance income so as to access small loans for investment.
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Endnotes
1 A large and growing number of studies have used disaggregated trade data to examine the 

structure of intra-Asian trade. See, for example, Athukorala and Kohpaiboon (2009) and 
Athukorala and Yamashita (2006).

2 Eichengreen et al. (2007), and Greenaway et al. (2008), for example.
3 For example, Brown and Linden (2005), Brown et al. (2004), and Sturgeon (2003).
4 As discussed in, among others, Kimura and Ando (2005), Ng and Yeats (2003), 

McKendrick et al. (2000), Borrus (1997), and Dobson and Chia (1997).
5 Park and Shin (2009b) give details about the data used in the empirical analysis.
6 The reconciliation between the two sets of SITC codes and HS codes is explained in detail 

in Park and Shin (2009b).
7 www.adb.org/gms and www.adb.org/carec provide more information.
8 Cambodia and Viet Nam are excluded from this group in this analysis because of data 

limitations. For example, FDI data for Viet Nam from IMF and the CEIC database began in 
1996, while portfolio investment began in 2005.

9 Apart from Malaysia and Indonesia. In the former, FDI inflows were relatively flat during 
the crisis while in the latter they declined.

10 The multilateralization of the Chiang Mai Initiative, which is expected to be in operation 
by end-2009, will allow ASEAN countries plus PRC, Japan, and Korea to draw from 
50% (large countries) to 500% (small countries) of their contribution to a $120 billion 
multilateral reserves pooling arrangement. 

11 Details of the estimation methodology and a fuller discussion of the determinants of 
capital flows are found in Jongwanich (forthcoming).

12 Cambodia; Indonesia; Taipei,China; and Viet Nam are excluded from this group in this 
analysis because of data limitations for bilateral FDI.

13 Firms undertake strategic asset–augmenting FDI to create or strengthen their competitive 
position by acquiring the proprietary assets of another foreign company, often in industrial 
economies. 

14 Cambodia and Viet Nam are excluded from this group in this analysis because of data 
limitations.

15 The data and estimations are detailed in Ito et al. (forthcoming).
16 The evidence of the remittances-growth link using larger samples of countries is mixed. 

Barajas et al. (2009), for example, using similar estimation techniques to Vargas-Silva et al. 
(forthcoming), examined a dataset for more than 80 countries worldwide, and find no growth 
effects. However, Giuliano and Ruiz-Arranz (2009), analyzing data for about 100 developing 
countries, note that remittances promote growth in less financially developed countries and 
thus present another way of financing investment. Catrinescu et al. (2009) use a dynamic panel 
estimation to show that remittances exercise a weak positive effect on long-term macroeconomic 
growth, and the impact increases in the presence of sound economic policies and institutions.

17 Adams and Page (2005) find that there is a link between remittances and poverty reduction, 
but that remittances reduce the depth of poverty more than poverty headcounts. In a similar 
study using data for developing Asian economies for 1993–2003, Jongwanich (2007) finds 
that remittances have a significant impact on poverty reduction by raising income, smoothing 
consumption, and reducing the capital constraints of the poor. Similarly, Brown (2008), using 
counterfactual experiments, suggests that remittances are important in reducing poverty in 
the Kyrgyz Republic and Tajikistan, but less so in Armenia and Azerbaijan.

18 Official development assistance flows have, in fact, the lowest coefficient (0.33), but are not 
really comparable because they include expenditure planned sometimes years in advance.

19 Sayan (2006) shows that remittances to Bangladesh and India are countercyclical, though 
with a 1-year lag for India. Frankel (2009), using several multicountry datasets, notes that 
remittances respond negatively to the cyclical position of the receiving country.

http://www.adb.org/gms
http://www.adb.org/carec
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