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FOREWORD

The countries of Asia and the Pacific have worked steadily to enhance regionalintegration over several
decades to unlock the benefits of shared prosperity, stability and sustainability. Yet, progress has been
uneven and the region’s overall integration is still at a formative stage. East Asia is the most integrated,
South-East Asia ranks second, followed by South Asia, Central Asia and the Pacific. There is still great
potential to deepen integration across the region.

The adoption of the 2030 Agenda for Sustainable Development and its 17 Sustainable Development
Goals has created a new impetus for restrategizing the region’s integration. Greater regional economic
cooperation and integration (RECI) can offer solutions to the pervasive problems of poverty and inequality
facing the Asia-Pacific region that are at the core of the 2030 Agenda. As several of the Goals are
transboundary in nature, effective action requires a regional approach, drawing on regional cooperation
and cross-border solutions to complex challenges, such as climate change, disaster risk reduction,
ecosystem and natural resource management, and sustainable energy. The emergence of large-scale
and ambitious regional integration plans, such as the Eurasia Initiative and the Belt and Road Initiative,
which propose economic corridors connecting the Asia-Pacific region to Europe and Africa, has further
highlighted the region’s desire for a future based on deeper integration.

Subregional integration has progressed in different phases over the last several decades, influenced
by changing ideas and attitudes towards globalization. Within the region, wide variations in overall
economic integration persist. Trade and investment liberalization across several economies has gained
momentum, as the potential of globalization to bolster economic progress and raise living standards
has been increasingly recognized. These policies have resulted in unprecedented economic growth and
reduced extreme poverty in the region. Despite the progress, inequality is increasing.

The Economic Commission for Asia and the Pacific, as the leading intergovernmental organization in
the region and the largest of the five United Nations regional commissions is well positioned to drive
a transition to a more integrated and connected Asia and the Pacific. ESCAP provides an inclusive and
multisectoral platform for the region, which is now geared for regionalimplementation of the 2030 Agenda
for Sustainable Development. Through this platform, ESCAP works with member States to forge region-
wide agreements on infrastructure, promotes harmonization of cross-border standards and provides
technical assistance. As part of its broad- based strategy, ESCAP has committed itself to work with
member States to advance RECI through four pillars: (a) moving towards the formation of an integrated
market, (b) development of seamless connectivity in the region, (c) enhancing financial cooperation,
and (d) increasing economic cooperation to address shared vulnerabilities and risks. By advancing the
four RECI pillars simultaneously, there is great scope to accelerate progress towards the achievement
of the Sustainable Development Goals in the Asia-Pacific region. Both initiatives, if implemented in a



coherent manner, are by their nature mutually reinforcing. Deepening RECI can promote inclusive and
sustainable approaches for achieving growth for countries at different stages of development, address
transboundary Sustainable Development Goals and bolster the means of implementation, such as through
trade and finance. Correspondingly, using the framewaork offered by the Goals to progressively guide RECI
would promote balanced and sustainable infrastructure to service small, low-income and geographically
disadvantaged countries.

The present report aims to inform how the region can most effectively pursue these objectives. It
examines in detail the challenges and opportunities across the four pillars that underpin regional
integration. It also provides policy options for more immediate progress and recommendations on how to
best lay the foundations for long-term integration in the region.

The report underscores that to deliver the best results for the region, the four pillars of RECI need
to be simultaneously developed in an integrated manner. One of the key objectives of RECI is to expand
trade and investment through better market integration, which, in turn, requires seamless connectivity
in transport, energy, and information and communications technology. Developing this infrastructure
requires adequate financial resources, deep and connected financial markets and stable financial and
economic conditions. Therefare, a coordinated multisectoral regional approach to RECI is integral to its
success.

The obstacles to achieving an integrated Asia-Pacific region are substantial and require the following:
continuous efforts aimed at developing trust and political will, building regional governance, harmonizing
caomplex regulatory frameworks and funding infrastructure. Working together, we can overcome these
challenges and realize the full potential of an integrated Asia-Pacific region.

S e’
< /
Shamshad Akhtar
Under-Secretary-General of the United Nations and

Executive Secretary, United Nations Economic and
Social Commission for Asia and the Pacific
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EXECUTIVE SUMMARY

Further developing and deepening regional
economic cooperation and integration (RECI) in the
Asia-Pacific region can offer solutions to emerging
challenges, such as quelling protectionist tendencies,

mitigating rising inequalities, and addressing
environmental degradation. Through enhancing
regional connectivity for energy, transport and

information and communications technology (ICT), and
promoting regional cooperation in trade, financing and
shared vulnerabilities, RECI offers enormous potential
in generating trade, growth and employment, improving
social outcomes and managing environmental risks and
shared vulnerabilities. This presents the possibility to
develop RECI as a critical enabler of the 2030 Agenda for
Sustainable Development in Asia and the Pacific.

The Bangkok Declaration on Regional Economic
Cooperation and Integration in Asia and the Pacific,
adopted at the first Ministerial Conference on Regional
Economic Cooperation and Integration in December
2013, sets an agenda for RECI in the Asia-Pacific region
consisting of four elements: (a] moving towards the
formation of an integrated market; (b] development
of seamless connectivity in the region; (c) enhancing
financial cooperation; and (d] increasing economic
cooperation to address shared vulnerabilities and risks.
This report presents the views of the ESCAP secretariat
on how to advance the RECI agenda in the region to
supporttheimplementation of the Bangkok Declaration.

Enhancing RECI is important because the region’s
traditionalexportmarketshavedecreasedinimportance
since the 2008 global financial and economic crisis.
During the period 2001-2005, North America and the
European Union (EU) represented 61.5 per cent of world
gross domestic product (GDP), compared to 27.1 per cent
for Asia and the Pacific but 10 years later, during the
period in 2011-2015, the share of Asia and the Pacific
increased to 36.1 per cent while that of North America
and the EU dropped to 47.9 per cent.. The emergence of
protectionist sentimentin Europe and North America, as
indicated, for instance, by the 2016 vote in the United
Kingdom of Great Britain and Northern Ireland to leave
the European Union or the withdrawal of the United
States of America from the proposed Trans-Pacific
Partnership in 2017, is another reason why the region
should consider enhancing RECI.

The Bangkok Declaration pointed to the enormous
opportunitiesthatRECI offerstotheregioninthe context

of economic uncertainties after the global financial and
economic crisis of 2008. It also emphasized that with the
rising economic prominence of the Asia-Pacific region
in the world economy, the promotion of intraregional
trade within Asia and the Pacific can provide enormous
opportunities for supporting economic growth and
employment creation in the region.

With a combined GDP of USS$27.25 trillion that is
growing rapidly, Asia and the Pacific is well on its way
to becoming the most important market in the world,
opening possibilities for further expansion of trade and
investment within the region. This could contribute
to job creation, poverty reduction and the boosting of
econaomic growth throughout the region.

Regional economic cooperation and integration can
also support the implementation of the 2030 Agenda
by generating large opportunities for enhancing
employment and incomes across the region. These
opportunities can directly support the achievement of
some ofthe Sustainable DevelopmentGoals, particularly
Goal 8: promote sustained, inclusive and sustainable
economic growth, full and productive employment and
decent work for all. The large investment in transport,
energy and ICT infrastructure required by RECI also
contributes directly to Goal 7: ensure access to
affordable, reliable and modern energy for all and Goal
9: build resilient infrastructure, promote inclusive and
sustainable industrialization and foster innovation.
Moreover, the favourable impact of RECI on economic
growth across the region can contribute to the
mobilization of much needed public resources, which
without would be difficult for low-income countries to
make significant progress in achieving most, if not all,
of the Goals.

The relationship between RECI and the 2030 Agenda
is bidirectional. RECI can support the attainment of the
Sustainable Development Goals, while the Goals will
likely play a vital role in guiding the implementation of
RECI. This can happen, for instance, by ensuring that
infrastructure projects have favourable social and
environmental, as well as economic, impacts. Ensuring
that infrastructure projects connect small, low-income
and geographically distant countries with the main
markets of the region and placing high priority on
dealing with transboundary vulnerabilities and risks are
other ways in which the 2030 Agenda can inform how
RECI can be most effectively implemented.
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Market integration

Market integration is a fundamental aspect of RECI,
as it implies a larger production and/or consumption
space with easier movement of outputs and factors of
production (goods and services, capital and labour).
Rapid growth in merchandise trade has contributed
to considerable economic progress in the region, and
it can be further enhanced through RECI. However,
the expansion of merchandise trade is being impeded
by high bilateral trade costs within the region. The
largest costs are associated with non-tariff barriers,
regulatory and procedural burdens, and high transport
costs, which together can account for as much as 60 to
90 per cent of total trade costs.

An additional impediment to market integration is
the existence of multiple regional trade agreements and
complexities arising from complying with different rules
of origin. There is a plethora of overlapping and often
inconsistent regulatory frameworks related to trade,
investment or transport, known as the “noodle bowl”.
Contrary to their intention to open market access,
multiple preferential trade agreements tend to create
inefficiencies and lead to higher transaction costs. The
noodle bowl effect can be minimized through improved
coordination, mutual recognition or harmonization of
regulatory frameworks.

Hidden forms of protectionism, such as regulatory
and procedural border processes, can be tackled
throughtradefacilitationmeasures.Forinstance, ESCAP
member States adopted the Framework Agreement on
Facilitation of Cross-Border Paperless Trade in Asia and
the Pacific in May 2016. Similarly, common investment
regimes should replace and not add to the existing
noodle bowls of international investment regimes that
mirror the noodle bowl of preferential trade agreements.
Specialeconomic zones can also play arole by providing
essential infrastructure, but they need to be carefully
managed and regulated to ensure that they provide
linkages with the economy at large and are socially and
environmentally sustainable.

The region is a major global destination for
investment, which is reflected by the inflows into the
region and between countries within the region. More
recently, Asia-Pacific countries have quickly gained
global prominence as major outward investors as well.
In 2015, investment outflows from developing Asian
economies reached $323 hillion, representing 30 per
cent of global foreign direct investment (FDI) flows.
However, the noodle bowl of multiple investment
agreements, which are not always aligned with
sustainable development principles, are adversely
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affecting further increases in FOI flows. Countries need
to promote regional investment regimes in a manner
that better balances investor rights with host country
development needs. This would enable countries to
not only attract more FDI to contribute to sustainable
development, but also to achieve better market
integration.

Despite its positive evolution and importance from
a social perspective, labour market integration is
lagging behind other forms of integration. Mechanisms
to promote orderly migration fail to match the demand
and supply of migrant workers. This results in irregular
migration, which entails a high risk of exploitation and
abuse of migrant workers. Through cooperation on
labour migration policies, migrant workers can be fairly
treated and contribute to host country development
processes, for example, by spurring technology transfer
and innovation. To enable such positive spillover
effects, inclusive regulatory frameworks should be
in place. These could include the development of
harmonized regional qualification frameworks that
supportjob-matchingandthe creationofregionallabour
markets. The development of common procedures for
the payment of social benefits across borders also
deserves policy attention.

Seamless connectivity

Infrastructure connectivity encompassing
transport, energy and ICT links within and between
countries is underdeveloped in Asia and the Pacific,
especially in countries with special needs. The focus
of RECI on seamless connectivity aims to develop
connectivity that enables the freer movement of
people, goods, energy and information. The current
state of infrastructure in several countries of the region
is below par compared with similar countries in other
regions. This disproportionately affects the poor and
rural people and impedes poverty reduction efforts.
Infrastructure gaps also hamper economic growth by
limiting economic diversification, movement of goods,
people-to-people contacts, access to energy and the
development of global value chains.

Seamless connectivity encompasses both “hard”
and “soft” infrastructure. Soft infrastructure includes
legal, regulatory, procedural, and other supporting
policy frameworks, as well as human and institutional
capacities, while hard infrastructure relates to physical
networks, such as roads, railways or ports.



A particularly important initiative that could support
furthermovestowards enhancedRECIinthe Asia-Pacific
region is China’s Belt and Road initiative The initiative
aims at enhancing seamless connectivity through a
multimodal network that connects road and rail routes
with seaports, expands energy networks through oil
and gas pipelines and regional power grids, and extends
ICT fibre optic links from China to Europe through Central
Asia. Building this infrastructure and establishing
economic corridors is essential for the region to make
significant progress in other components of RECI, such
as promoting trade and investment flows.

Beyond sector-specific constraints, a number of
challenges are common to the three connectivity
sectors, most of which relate to lack of planning and
coordination. First, most cross-border connectivity
projects are typically negotiated bilaterally between
parties. This results in projects that are fragmented,
not well-coordinated and, consequently, burdened
with high transaction costs. Second, regional
infrastructure projects invariably involve asymmetric
costs and benefits across countries and groups of
people, which entails large externalities and thus
need fair compensation. Third, careful planning and
coordination are often absent because of a lack of
resources, appropriate institutional mechanisms, and/
or differences in legal and regulatory regimes. Finally,
as most infrastructure networks are domestically
centred, with cost-benefit analyses typically assessed
from a domestic return-on-investment perspective, the
regional public good value associated with the projects
is heavily discounted.

Strong regional political will and agreed regional
visions among countries are critical for establishing
effective, region-wide planning and coordination
mechanisms for regional connectivity. To expand the
existing physical networks of transport, energy and ICT,
thesefactorsmustbeconsideredholistically, whichmay
yield significant cost and time savings. For instance,
the costs of deploying terrestrial fibre networks can
be significantly reduced if the work is undertaken
along major roads, railways, power transmission
lines, pipelines or waterways. Furthermore, regionally
accepted, transparent and fair rules and regulations
need to be putin place for internalizing and monetizing
asymmetric costs and to ensure the fair distribution
of costs and benefits among stakeholders. This could
be done with an effective and credible compensation
mechanism for affected groups and countries.

Financial cooperation

There are a number of regional cooperation
initiatives in Asia and the Pacific aimed at improving
macroeconomic and financial surveillance, providing
emergency liquidity support and protecting economies
from excessive financial market and capital flow
volatility. Prominent examples include the ASEAN+3
Economic Review and Policy Dialogue, the Chiang Mai
Initiative Multilateralisation, the Eurasian Economic
Community Anti-Crisis Fund, the Reserve Bank of
India Framework on Currency Swap Arrangements for
SAARC member countries and several bilateral swap
arrangements offered by the Bank of China to partner
central banks in the region. Initiatives to foster the
development of local currency bond markets, such
as the Asian Bond Fund and the Asian Bond Markets
Initiative, also aim at preserving macroeconomic
and financial stability by reducing risks arising from
currency and maturity mismatches.

In addition, initiatives have been undertaken
to integrate capital markets, such as the ASEAN+3
Bond Market Forum, which seeks to harmonize and
standardize market practices, regulations and clearing
and settlement procedures of cross-border bond
transactions. Similarly, the South Asian Federation
of Exchanges is striving to set common standards for
listing, trading, clearing, settlement and investors’
protection.

Financial cooperation needs to be enhanced to
support the development of infrastructure in the region.
Infrastructure development is fundamental to the
2030 Agenda for Sustainable Development. Different
measures can be adopted to enhance funding and
financing of infrastructure investments. Funding can
be improved through mechanisms to enhance cost
recovery, higher efficiency operating infrastructure
facilities, or more efficient fiscal management.
Financing can be improved through deepening financial
markets, favouring efficient financial intermediaries
through competition in the financial sector, and
strengthening financial institutions and regulations.
Mechanisms, such as public-private partnerships
(PPPs] may help to significantly boost infrastructure
investments. The establishment of dedicated financing
mechanisms of cross-border projects could also help to
raise their priority level while serving as a coordination
platform among the involved countries.

Notwithstanding the importance of financing for
infrastructure development, countries in the region,
by and large, have limited capacity to mobilize internal



resources. Without effective mobilization and allocation
of financial resources, achieving the 2030 Agenda
will remain an insurmountable challenge. The region’s
developing economies had an average tax-to-GDP ratio
of only 17.6 per cent over the period 2012-2014, and
only seven econamies (four of which are resource rich)
had tax-to-GDP rates that exceed 20 per cent. Regional
cooperation can be effective in boosting capacities of
developing countries in Asia and the Pacific to improve
the effectiveness of their tax and public spending
policies for sustainable development. For this purpose,
ESCAP, as an inclusive intergovernmental organization
in Asia and the Pacific, could provide a broad-based
platform for policymakers, tax administrators, and
relevant regional and subregional organizations to
enhance cooperation on tax matters.

Shared vulnerabilities

Asia and the Pacific is the most disaster-prone
region in the world. In the last decade 1,624 disasters
were reported, which affected 1.4 billion people of
whom 400,000 lost their lives and caused damages that
exceeded more than over half a trillion dollars. Over the
years, the damage has been increasing as a proportion
of GDP, from 0.16 per cent in the 1970s to 0.37 per cent
in the 2000s. The most frequent disasters are floods
and storms, while earthquakes and tsunamis are the
deadliest.

Climate change brings additional transboundary
and multisectoral risks, exacerbating the existing
risks posed by natural disasters. It affects agriculture,
livelihoods and infrastructure. Through its contribution
to sea level rise and storm surges, climate change has
particularly acute impacts on small island developing
States and low-lying coastal areas.

Food security is a persistent problem facing millions
of people across the region. Much progress has
been made to reduce the number of undernourished
people, but the region is still home to 65 per cent of
the undernourished people in the world. Subregional
cooperation on food security by regional organizations
such as the Association of Southeast Asian Nations
(ASEAN) and the South Asian Assaociation for Regional
Cooperation (SAARC), has taken effective measures to
combat food insecurity, including, among others, food
security reserves, integrated subregional strategies
and initiatives to combat the spread of transboundary
animal and plant diseases.

Tackling the region’s shared vulnerabilities requires
enhanced cooperation to manage transboundary
hazards, especially those induced by climate change,
suchascyclones, floods or droughts. The key principles
to reduce shared Asia-Pacific vulnerabilities and risks
are (a) risk prevention and mitigation, (b) monitoring and
early warning, (c] understanding better the sectoral
impacts of natural disasters, and (d) developing a
regional action plan for multi-hazard early warning
systems.

Way forward for RECI in the Asia-Pacific

Exploiting the many synergies between the 2030
Agenda for Sustainable Development and RECI should
certainly be a major consideration in moving forward.
This requires that both are pursued in an integrated
manner within multilateral frameworks to maximize
the coherence and coordination between them. For
instance, expanding trade and investment through
market integration is a major objective of RECI, and
can positively contribute towards the achievement of
several of the Sustainable Development Goals. This, in
turn, would require seamless connectivity in transport,
energy, and ICT, which also contribute directly to
the achievement of several of the Goals. Leveraging
existing and new regional cooperation initiatives to
boost physical infrastructure investments, as well as
pursuing intergovernmental facilitation agreements
and action to simplify regulations is critical for
achieving seamless connectivity. However seamless
connectivity, also is difficult to achieve without
adequate financial resources, deep and connected
financial markets and stable financial and economic
conditions. Similarly, vulnerabilities emanating from
transboundary environment and disaster risks need
to be dealt with in an effective manner to continue to
move forward towards attaining shared prosperity, the
essence of the Sustainable Development Goals.

Improved coordination, mutual recognition and
harmonizationofregulatoryframeworkscanbeachieved
through an inclusive regional intergovernmental
platform, such as ESCAP. The Commission’s
multidisciplinary, cross-sectoral technical expertise
positions the organization to simultaneously accelerate
progress across all four pillars of RECI and bring
together member States, subregional organizations
and other relevant institutions working on RECI. It can
draw onits long-standing normative and research work
on the constituent elements of RECI to forge regional



agreements, better understand the costs and benefits
of RECI, develop cross-sectoral synergies and connect
RECI to global initiatives and frameworks for action on
sustainable development, financing for development
and climate change.

To advance RECI across the region, ESCAP should
continue the process of incorporating and formalizing
RECI into its own work programme and into the work
of its intergovernmental committees. Among other
options, it should consider instituting a cross-sectoral
task force on seamless connectivity that serves the
Commission’s Committee on Energy, Committee on
Information and Communications Technology, Science,
Technology and Innovation and Committee on Transport.
Similarly, the Commission session could also include a
recurring segment on RECI to engage member States
and subregional organizations in a dialogue on how to
prioritize and advance key RECI initiatives.
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CHAPTER 1

WHY ASIA AND THE PACIFIC NEEDS TO ENHANCE RECI

At the first Ministerial Conference on Regional
Economic Cooperation and Integration (RECI, held
in December 2013, ministers, senior policymakers,
representatives of member States, and associate
members of the Economic and Social Commission for Asia
andthe Pacific [(ESCAP) adopted the Bangkok Declaration
on Regional Economic Cooperation and Integration. In
this declaration, an agenda is set for RECI in the Asia-
Pacific region, which consists of four elements: (a)
moving towards the formation of an integrated market;
(b) development of seamless cannectivity in the region;
(c) enhancing financial cooperation; and (d) increasing
economic cooperation to address shared vulnerabilities
and risks.

Thus envisaged, RECI is a multidimensional concept
and a process that facilitates shared prosperity
through the following:

(a) Economic integration, which is reflected in an
increased flow of goods, services, capital and people;

(b) Supporting the development and strengthening
of country institutions through exchanges of
information, technical assistance and capacity-
building;

(c) Helping countries coordinate policies and
institutional arrangements.

Fostering RECI is a central goal of the United Nations
regional commissions, in addition to the implementation
of the 2030 Agenda for Sustainable Development. The
present report presents views of the ESCAP secretariat
on how to advance the RECI agenda in the region to
support the implementation of the Bangkok Declaration.
It draws from the deliberations of four working groups
composed of experts from across the Asia-Pacific
region, covering each of the four elements of the RECI
agenda.

Regarding the first component of RECI, the level of
econamic integration is relatively low on average in
the Asia-Pacific region, but there is a wide variation
across its subregions, with East and South-East Asia
being the most integrated. This variation reflects
traditional aspects of integration, such as contiguous
borders, historical roots and ties, common languages,
and geography. However these are enabling, and not
determining factors for regional economic integration.

In particular, the expansion of global value chains
and cross-border investment flows, supported by
appropriate national trade and commercial policies,
can provide enormous opportunities for countries in the
region to transcend constraints to their development
based on geography or small domestic markets. A major
goal of RECI is to make such opportunities available to
all countries in the Asia-Pacific region.

An important motivation for pursuing RECI in the
regionis the persistent sluggish economic growthin the
region’s main markets, North America and the European
Union (EU), as a consequence of the global financial
and economic crisis of 2008. Indeed, the significance
of these markets for the region has diminished
considerably since the early 2000s. As shown in table
1.1, the combined GDP of North America and EU over the
period 2001-2005 was more than twice as large as the
GDOP of the ESCAP member States, but over the period
2011-2015 the gap in favour of North America and the EU
was reduced to only about a third.

The relatively diminished global economic importance
of North America and the EU and the rise of the Asia-
Pacific region are also noticeable when looking at
shares of global GOP. During the period 2001-2005,
North America and the EUrepresented as much as61.5
per cent of world GDP, compared with 27.1 per cent for
Asia and the Pacific. However, over the period 2011-
2015, GDP of North America and the EU dropped to 47.9
per cent of the world GDP, while that of Asia and the
Pacific increased to 36.1 per cent. Within Asia and the
Pacific, the performance of its developing countries
has been particularly remarkable. Between 2001-2005
and 2011-2015, these countries almost doubled their
share in world GDP, from 14.1 per cent to 26.8 percent.
Theirincreased share in world GDP, of 12.7 percentage
points, is comparable to the decreased share in world
GOP of North America and EU, of 13.5 percentage
points.

The emergence of pratectionist sentiment in Europe
and North America, as indicated, for instance, by the
2016 vote in the United Kingdom of Great Britain and
Northern Ireland to leave the European Union or the
withdrawal of the United States from the proposed
Trans-Pacific Partnership in 2017, is another reason why
the region should consider enhancing RECI.
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In the light of these fundamental changes in the
global economy, the Bangkok Declaration points to the
enormous oppartunities that RECI offers for the region:!

“(Ilthe context of economic uncertainties after the
global financial and economic crisis and with the
rising economic prominence of the Asia- Pacific
region in the world economy, the promotion of
intraregional trade within Asia and the Pacific
can provide enormous opportunities to support
economic growth and employment creation in the
region.”

With a combined GDP of $27.25 trillion and growing at
a significantly more rapid rate than the rest of the world,
Asia and the Pacific is well on its way to becoming the
mostimportantmarketinthe world, opening possibilities
for further expansion of trade and investment within the
region. This could contribute to job creation, poverty
reduction and the higher economic growth throughout
Asia and the Pacific.

Regional economic cooperation and integration
has been implemented in the region through a
number of initiatives and subregional organizations,
including, among them, the Association of Southeast
Asian Nations (ASEAN), the South Asian Association
of Regional Cooperation (SAARC), the Pacific Islands
Forum (PIF) and the Eurasian Economic Union (EAEU). A
particularly important new RECI initiative is China-led
Belt and Road Initiative (also known as “One Belt, One
Road”’]. This initiative aims to promote a multimodal
network by connecting road and rail routes with
seaports, expanding energy networks through oil and
gas pipelines and regional power grids, while extending
ITC fibre optic links from China through Central Asia to

ultimately reach Europe. As such, it focuses heavily
on the “seamless connectivity” component of RECI,
particularly on transport, energy and information
and communications technology (ICT) infrastructure.
Building such infrastructure is essential for the region
to make significant progress in other components
of RECI. For instance, without suitable roads linking
neighbouring countries in the region, the costs of trade
can be prohibitive.

The great potential of RECI to generate income and
employment opportunities makes it a critical enabler
of the 2030 Agenda for Sustainable Development
in Asia and the Pacific. Increasing income and
employment can contribute directly to several targets
of the Sustainable Development Goals (such as target
8.1: sustain per capita economic growth]. The large
investment in transport, energy and ICT infrastructure
required by RECI can also contribute directly to a
number of targets, including: 7.b (by 2030, expand
infrastructure and upgrade technology for supplying
modern and sustainable energy services for all in
developing countries); and 9.1 [develop quality, reliable,
sustainable and resilient infrastructure, including
regional and transborder infrastructure). RECI can also
contribute to targets related to Goal 17 on the means
of implementation, including target 17.11 (significantly
increase the exports of developing countries) and 17.1
(strengthen domestic resource mobilization). Finally, the
RECI pillar on shared vulnerabilities aims at enhancing
cooperation to address targets, such as 1.5 (by 2030,
build the resilience of the poor and those in vulnerable
situations and reduce their exposure and vulnerability
to climate-related extreme events and other economic,
sacial and environmental shocks and disasters).

TABLE 1.1: Gross domestic product (in current billions of dollars]

Subregion Percentage of world GDP
2001-200 2001-2005 2006-2010 2011-2015
ESCAP member States 10,736 18,025 27,256 27.1 30.1 36.1
Developed countries 5,135 6,166 6,997 12.9 10.3 9.3
Developing countries 5,601 11,859 20,259 14.1 19.8 26.8
North America and European Union 24,395 33,213 36,219 61.5 559 47.9
North America 12,612 15,950 18,519 31.8 26.7 24.5
European Union 11,783 17,263 17,700 29.7 28.9 23.4
World 39,680 59,833 75,538

Source: ESCAP based on data from United Nations Statistic Division, National Accounts Main Aggregates Database (accessed 20 February 2017.

Notes: Gross domestic product (GDP) at current prices in U.S. dollars. North America includes Canada and the United States of America. The European
Union includes its 28 member States at the time of writing: Austria, Belgium, Bulgaria, Croatia, Cyprus, Czech Republic, Denmark, Estonia, Finland, France,
Germany, Greece, Hungary, Ireland, Italy, Latvia, Lithuania, Luxembourg, Malta, Netherlands, Poland, Portugal, Romania, Slovakia, Slovenia, Spain, Sweden,

and United Kingdom of Great Britain and Northern Ireland.



The relationship between RECI and the 2030
Agenda is bidirectional. Not only can RECI support the ENDNOTES
attainment of the Sustainable Development goals, but
the 2030 Agenda has a vital role to play in guiding the ! See ESCAP resolution 70/1.
implementation of RECI. This can happen, for instance,
by making certain that infrastructure projects have
favourable social and environmental and economic
impacts. Ensuring that infrastructure projects connect
small, low-income and geographically distant countries
with the main markets of the region and giving high
priority to deal with transboundary vulnerabilities and
risks are other ways in which the 2030 Agenda can
inform how RECI can be most effectively implemented.

Effectively pursuing the 2030 Agenda requires
a fundamental rethink in development policies and
frameworks, as it requires a transition from “growth-
centric” development to one that incorporates social
and environmental considerations in an integrated
manner. Such a conceptual transition needs to be
complementedbyareinvigoratedspiritof multilateralism
and cooperation in the Asia-Pacific region. Thus, RECI
andthe 2030 Agenda should be pursued in an integrated
manner so as to maximize coherence and coordination
among policies and reforms that are required for
them to be successfully implemented. As the most
comprehensive multilateral platform for promoting
cooperation with the objective to achieve inclusive
and sustainable economic and social development in
Asia and the Pacific, ESCAP is committed to support its
members for that purpose.

In line with the Sustainable Development Goals
framework, to deepen RECI in the Asia-Pacific
region potential social risks that may arise must be
mitigated. These risks include, for example, health and
employment concerns, trafficking of persons and illicit
goods, and social dislocation resulting from loss of land
and changing communities. Negative outcomes can
be mitigated or avoided if a people-centred approach
is used, especially by adhering to fundamental human
rights principles and wide-ranging, multisectoral and
multilateral consultations with affected stakeholders
and communities.

The remainder of the report is organized as follows:
Chapter 2 provides a succinct assessment of the state
of RECI in Asia and the Pacific. The following chapters
evaluate the progress, discuss challenges, and provide
recommendations for the way forward in each of the four
areas of RECI: market integration (Chapter 3), seamless
connectivity (Chapter 4], financial cooperation
(Chapter 5), and shared vulnerabilities (Chapter 8).
Chapter 7 concludes and summarizes the main policy
recommendations to enhance RECI in Asia and the
Pacific
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CHAPTER 2

ASSESSING RECI - WHERE DOES ASIA AND

THE PACIFIC STAND?

Regional economic cooperation and integration has
two components: regional economic integration and
regional economic cooperation. The first component is
a process that facilitates shared prosperity through the
freerflow of goods, services, capitaland people between
two or more countries, and includes steps taken to
facilitate the coordination of policies and institutional
arrangements across these countries. Complementing
the first component, the second one aims at supporting
development processes and strengthening countries’
institutionsthrough exchanges ofinformation, technical
assistance and capacity-building activities. Such
institutional development is desirable in its own right,
but it is also necessary for countries to be able to take
better advantage of regional integration processes.
In addition, RECI is a multidimensional concept that
includes in addition to the integration of markets
for goods, services, capital and labour, seamless
infrastructure connectivity, financial cooperation, and
economic and technical cooperation to address shared
vulnerabilities and risks.

The Asia-Pacific region’s approach to RECI has
been pragmatic and flexible, following a gradual,
incremental, multitrack, and multi-speed process; the
implementation of RECI has been undertaken through
a number of subregional organizations.! Among the

existing organizations, those covering North and North-
Eastand South-East Asia, particularly, ASEAN and ASEAN
plus Three [ASEAN+3], have been the most successful.
Inbox 2.1, progress of ASEAN with regard to subregional
cooperation is outlined. The region’s approach to RECI
as had many advantages, including avoiding a costly
and restrictive bureaucracy and respecting countries’
differing needs and sensitivities. Nevertheless, it has
inadvertently led to many, often overlapping, bilateral
and plurilateral arrangements in terms of membership or
functional areas, which have been compounded by the
lack of coordination and consultation among various
regional and subregional programmes and initiatives.
Forinstance, in the area of trade, the so-called “noodle
bowl” of preferential trading arrangements has led to
higher transaction costs because of lack of clarity
on which agreements are most accommodative for
exporters, particularly for smalland medium enterprises
(SMEs).  Similarly, the plethora of infrastructure
agreements and frameworks that have been finalized
under various bilateral and subregional initiatives have
increased regulatory burdens and transaction costs.
Consequently, these initiatives run the risk of further
slowing already uneven and fragmented RECI progress
across subregions by increasing transaction costs for
businesses and economies.

Box 2.1: Association of Southeast Asian Nations

close to $500 million.

The Association of Southeast Asian Nations (ASEAN) is among the first successful regional collaborative
initiatives. It was formed through a declaration in 1967 with five founding members: Indonesia, Thailand,
Malaysia, the Philippines and Singapore. Membership was later expanded to include five more countries:
Brunei Darussalam (1984), Viet Nam (1995), the Lao People’s Democratic Republic and Myanmar (1997), and
Cambodia (1999). ASEAN has a broad economic cooperation and integration agenda that cuts across virtually
all functional areas, including trade and investment, infrastructure, maney and finance, regional public goods
and security. It is a formal organization of regional member countries and meets at the summit level. In recent
years ASEAN has entered into even broader regional partnerships by affiliating with China, Japan and the
Republic of Korea in connection with the ASEAN+3 heads of State forum.

What began as a modest initiative for economic and security cooperation has over time become one of
the most successful experiments in the developing world, one based on the principles of openness and
gradualism. The ASEAN Charter in 2008 through a simple five-article declaration, with the aim of creating an
ASEAN Economic Community (AEC) as a single market by 2015. Under the charter a Committee of Permanent
Representatives was also set up to guide and support the ASEAN secretariat, located in Jakarta. ASEAN has
cooperation programmes in almost all fields, but in order to prepare for AEC in 2015, several important steps
were taken, including preparation of aplan for ASEAN connectivity, acceleration of trade and other liberalization
steps, and establishment of the ASEAN Infrastructure Funds with contributions from shareholders totalling




Usingacomposite measure of economic integration,
table 2.1 shows that Africais the only region thatis less
integrated than Asia and the Pacific.? RECI has nat anly
developed in an uncoordinated manner in the Asia-
Pacific region, it has also progressed unevenly across
subregions. Table 2.1 illustrates the wide variation in
integration across the Asia-Pacific subregions. East
Asia is the most integrated (0.50) followed by South-
East Asia (0.38), while Central Asia and South Asia (0.11)
along with the Pacific (0.02) have the lowest levels of
integration, both within the Asia-Pacific region and
across all subregions measured. If Australia and New
Zealand are included in the Pacific composite index,
integrationrisesto 0.23 and the subregion becomes the
third highest integrated subregion in the Asia-Pacific
region. The scores disaggregated by component in the
composite index reveal that integration is primarily
driven by trade and investment and cross-border
mobility [not by the monetary-financial dimension).
Among the subregions, there is wide variation. East
Asia ranks first in trade and investment, while the
Pacific records the lowest value in trade. Both East
Asia and South-East Asia have roughly the same levels
of monetary and financial integration (0.22 and 0.21

respectively), while the other subregions have hardly
integrated in this area - with the (implicit) exception
of Australia and New Zealand. Mobility of people across
borders is also highest in East Asia (slightly lower than
in Western Europel), and lowest in the Pacific, but in this
component, some subregions have considerably higher
levels of integration.

Variations in economic integration across the
subregions reflect differences in connectivity, which
is often shaped by geographical characteristics (table
2.2). Given that 80 per cent of global merchandise trade
isroutedthrough sea, countries and subregionslocated
near seaports and shipping lines disproportionately
benefit from potentially higher regional economic
integration. In Asia and the Pacific, East Asia is the
most sea-linked subregion, while adverse geography
has dragged down both regional and global integration
in Central Asia and the Pacific. Improvements in air
connectivity can supplement sea-links, especially with
regard to movement of time-sensitive, low-weight,
high-value merchandise. In addition to this, enhanced
air connectivity can better facilitate the movement of
people - for tourism, business and migration.

TABLE 2.1: Regional integration across major regions in the world

Composite

. . Trade and Monetary and Cross-border
Regions Regional . 3 [ -
Integration Index investment financial mobility
Asia-Pacific 0.28 0.26 0.15 0.42
Europe 0.41 0.46 0.35 0.43
Americas 0.31 0.32 0.13 0.48
Africa 0.17 0.07 0.01 0.42
Subregions
Western Europe 0.89 1.00 1.00 0.68
North America 0.62 0.65 0.31 0.90
South America 0.27 0.28 0.06 0.46
Western Africa 0.25 0.12 0.01 0.60
East Asia 0.50 0.68 0.22 0.62
South-East Asia 0.38 0.42 0.21 0.50
South Asia 0.11 0.08 0.01 0.24
Central Asia 0.11 0.09 0.01 0.23
The Pacific 0.02 0.04 0.01 0.02
Pacific and Oceania 0.23 0.12 0.09 0.47

Source: Madhur (2016), based on Naeher (2015).

Note: East Asia here includes: China; Japan; Mongolia; Republic of Korea; Hong Kong, China; Macau, China; and Taiwan, Province of China. South-East Asia
excludes Timor-Leste; Central Asia includes: Armenia; Azerbaijan; Georgia; Kazakhstan; Kyrgyzstan; Tajikistan; Turkmenistan; Uzbekistan. South Asia includes:
Afghanistan; Bangladesh; Bhutan; India; Maldives; Nepal; Pakistan; and Sri Lanka. The Pacific includes: Fiji; Kiribati; Marshall Islands; Federated States of
Micronesia, Nauru; Palau; Papua New Guinea; Samoa, Solomon Islands; Timor-Leste; Tonga; Tuvalu; Vanuatu; and Cook Island. The Pacific and Oceania includes

the addition of Australia and New Zealand to this group.
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In conjunction with geographical barriers and
connectivity, the policies that countries implement can
play an important role. For example, policies can be set
to exploit favourable geographical locations or mitigate
less advantageous geographical features. To illustrate
this, four composite indices have been selected to
assess the role of national policies for regional and
subregional integration (table 2.3). The first three
measures, the Enabling Trade Index, the Services Trade
Restrictiveness Index, and the Logistics Performance
Index, reflect a country or subregion’s policy openness
“at-the-border’. The fourth measure, the Ease of
Doing Business Index, reflects openness to trade and
conducting business “behind-the-border”. As table 2.3
shows, East Asia and South-East Asia have the most
enabling policy environment, while lacklustre pursuit of
outward-oriented policies has held back South Asia from
achieving significant integration outcomes. Despite
relatively open external economic policies, integration
in Central Asia and the Pacific has, been significantly
hindered by geography.

As this section has shown, integration is the
outcome of a combination between geographical
characteristics such as having access to sea routes
and connectivity, such as air or maritime traffic, and the
regulatory environment, such as trade openness. Each
country has a different combination. In principle, some
may have more desirable combinations, for example,
with regard to location or country size. However, that
does not mean policymaking has noroom to manoeuvre.
On the contrary; as the geographical dimension is
exogenous, a suboptimal endowment in that area
stresses the importance of taking action in the others.
To do so, it is necessary to keep in mind that specific
policies may disproportionally favour integration in
specific dimensions, for example, a better performance
in the logistics index would be more relevant for trade
in goads than for financial integration. To gain a deep
understanding of countries” experiences with RECI
policies and their corresponding results, cooperation
among countries is particularly useful. In this vein, the
next section summarizes lessons learned from RECI
organizations.

TABLE 2.2: National policies and regional economic integration

Enabling Trade Index

Logistics Performance

R ° Trade Doing Business Index

Subregion 2014 014) Restrictiveness Index (2015)
‘ (overall)
East Asia 4.4 3.6 35.0 64.6
South-East Asia 4.1 3.1 48.1 61.8
South Asia 3.6 3.0 58.7 53.6
Central Asia 3.9 2.5 19.4 59.6
The Pacific . . . 56.4
Pacific and Oceania 4.9 3.8 18.7 74.5

Source: ESCAP, based on Madhur (2016), UNCTAD (2017), World Bank (2017a,b,c).

Note: Data weighted by country populations to arrive at groups indices. Regional averages do not cover all countries given limitation of data availability.

TABLE 2.3: Geography and connectivity

Subregion

Liner Shipping Connectivity Index

Air Connectivity Index
(2007)

Pra

East and North Asia 158.6 9
South-East Asia 35.1 3.1
South and South West Asia 41.7 2.8
North and Central Asia 41.7 3.2
The Pacific 7.3 4.6
Pacific and Oceania 23.4 2.0

Source: ESCAP based on Madhur (2016), UNCTAD (2017), World Bank (2017b], Arvis and Shepherd (2011).

Note: Data weighted by country populations and then added by subregion. Not all countries due to lack of data.



Broad insights from existing regional
economic cooperation and integration
initiatives in Asia and the Pacific

Reflecting upon the experiences of existing RECI
organizations is key to furthering progress in the
implementation of implementation, at the subregional
and regional levels. The insights gained from such an
exercise will prove critical to effectively harnessing
the potential benefits of RECI for the 2030 Agenda.
Recognizing this, the following section provides a
broad set of insights and recommendations that are
based on an analysis of the experiences of existing RECI
arganizations.

The progress and sustainability of RECI initiatives
have been difficult to predict and guarantee. Subregional
RECI initiatives in the Asia-Pacific region, and in other
parts of the world, have progressed in different phases
and waves over the last several decades, influenced
by, among other factors, changing ideas and attitudes
towards globalization. Implementation of trade and
investmentliberalizationmeasuresinseveraleconomies
of the region since the 1980s has led to unprecedented
economic growth and a significant reduction in extreme
poverty. However, as progress in poverty reduction has
slowed and inequalities have risen, trade protectionist
sentiments across the globe have grown. Nevertheless,
regional cooperation and integration remain critical for
dealing with the complex environmental, economic and
social challenges our societies face today. In the Asia-
Pacific region, these challenges include, among others,
demographic shifts, an expanding middle class and
rapid urbanization. Explicitly linking RECI with the 2030
Agenda for Sustainable Development would enable
the Asia-Pacific region to rearticulate the benefits of
economic integration and cooperation. It would also
lead to the introduction of credible policy measures
to address the concerns of vulnerable groups and
countries.

The existence of overlapping organizations
has been costly in terms of political, human, and
financial resources. The establishment of multiple,
overlapping arrangements has not only resulted in
higher transaction costs for businesses, but it has
also placed a heavy burden on government agencies
entrusted with managing them. The diversion of scarce
technical and governance resources for that purpose
has been particularly problematic for small and low-
income developing countries. Moving forward on RECI
requires a gradual streamlining and consolidation of
overlapping and inconsistent agreements related to
trade, investment and transport. The overarching goal
should be the establishment of a set of homogeneous
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regulatory frameworks that encompasses all
countries in the region in these sectors.

Failure to delegate has led to suboptimal
outcomes. Governments in the Asia-Pacific region
have been reluctant to delegate decision-making
powerstoregionalorsubregionalintergovernmental
bodies. While this approach offers some benefits,
in terms of autonomy and flexibility, a decision-
making process built entirely on consensus is
time-consuming and costly. This decision-making
environment has contributed to the suboptimal
proliferation of bilateralsolutions mentioned above.
It has also made the vision and objectives of RECI
rest disproportionately on the political leadership
of the participating countries. Thus, changes in
political leadership have oftenresulted in setbacks
in cooperation and integration processes as
priorities have changed. To accelerate progress in
RECI, and especially to rearticulate it as a key tool
for the attainment of the Sustainable Development
Goals, further reflection and discussion are
required on how to strike the right balance between
consensus-based intergovernmental processes
and delegated decision-making to regional
secretariats or intergovernmental bodies.

Ownership remains weak. A stronger political
willand vision is needed. The success of RECl at the
region-wide levelrequiresalong-termvision, strong
political will and collective ownership, all of which
should be backed by generous financial resources.
Forthat purpose, itisimportant that RECl initiatives
are integrated into national development agendas
and that they receive wide governmental support
beyond specific line ministries. Furthermore, the
development of successful national coalitions
for RECI also requires broad-based support
from communities, businesses, civil society
organizations, academics, and think tanks.

Project preparation and coordination remains
weak. Maximizing synergies between RECI and
the 2030 Agenda requires the strengthening of
investments in infrastructure, such as energy,
transport, and ICT, and ample financial and
technicalresources for the preparation of projects,
plans, programmes and implementation strategies.
However, the availability of such resources,
especially in the public sector, is limited in most
economies. In addition, leveraging the synergies
between RECI and the 2030 Agenda requires that
projects with potentially the most favourable
economic, social and environmental impacts at the
regional level are prioritized for implementation.



The evaluation of such projects, some of which could
encompass more than one sector, is a complex task.
As the overall complexity of regional infrastructure
projects is exponentially greater than national projects,
effective partnerships that include governments,
international financial institutions, pertinent regional
and international organizations and various national
stakeholders must be forged.

Integrated approaches to infrastructure development
are currently nonexistent. There are synergies waiting
to be explored in regional infrastructure projects. For
example, transmission lines for the power sector, ICT
networks and transport corridors can be planned in an
integrated way so as to improve overall connectivity
and trade facilitation in the most efficient and optimum
manner. Regional projects continue, however, to be
prepared within sector frameworks, thus limiting their
cross-sectoral impacts. Therefore, infrastructure
project development needs to not only be cross-
sectoral, but it also must take into account economic,
social and environmental factors

The gains from RECI need to be fairly distributed.
To effectively harness RECI as an important means
of implementation of the 2030 Agenda requires that
countries are not only aware of the mutual gains
associated with RECI, but that costs and benefits
among the countries involved in RECI initiatives are
distributed fairly.

In conclusion, regional cooperation and integration
will deliver the most benefits to the region if the
above-mentioned challenges are overcome. Moreover,
coordinated efforts to develop and harmonize policy
actions are needed. In particular, policy action must
prioritize the following four areas: (a) the creation
of an integrated Asian and Pacific market for goods,
services, capital and labour; (b} the development of
seamless infrastructure connectivity; (c] the promotion
of financial cooperation; and (d) mutual cooperation
on transboundary vulnerabilities and risks. To better
facilitate action in these areas, the following chapters
provide a detailed analysis of the most recent trends
and outline the proposed future policy agenda in each
of these respective areas.

ENDNOTES

! See annex | for an overview of existing RECI initiatives and
arrangements in the Asia-Pacific region.

2 The compasite measure was constructed using the following
variables: trade and investment; monetary and financial
integration; and cross-border mobility of people. For a full
definition of the index and explanation of the indices please
see Naeher (2015).



CHAPTER 3

REMOVING OBSTACLES TO GREATER MARKET INTEGRATION

As outlined in the previous chapter, integration
among countries is the outcome of a combination
of economic and geographical characteristics,
connectivity, and the regulatory environment. To boost
integration, cooperation is vital. In order to gain a
deeper understanding of policy measures that promote
integration, and preclude those that hamper it, this
chapter contains analyses of the main dimensions of
integration.

Generally, integration is understood to be the
process of evolving towards less fragmented production
and/or consumption space. It implies easier mobility of
factors of production, such as capital and labour, and
freer movement of the outputs of production (goods
and services). Market integration favours efficiency. It
tends to be associated with less room for information
asymmetries or price differentials. It is also inclined
towards the dissemination of specific technologies.
Under market-led mechanisms for price determination,
market integration leads to price convergence for
goods, services and factors of production. However,
the limit of such convergence in market economies
with free competition is determined by structural (and
geographic] differences, such as transport or other
transaction costs. Broadly, market integration can be
enhanced by the harmonization, coordination or mutual
recognition of policies, rules and regulations.

Historically, integration has been higher among
neighbouring countries. Advances in technology and
reductions in transport and transaction costs, have
allowed for the expansion of the geographical scope
of integration. In the past few decades, almost all the
economies of the region have globalized to varying
degrees and, as a consequence, the economies in Asia
and the Pacific are increasingly connected through
trade and investment. In that regard, RECI and other
cooperation and integration initiatives can help further
increase trade and cross-country flows of foreign
direct investment (FDI). For instance, the Eurasia and
the Belt and Road initiatives can facilitate access to
global and regional value chains, leading to more trade,
and the channelling of the (high] savings in the region
to countries with investment opportunities that offer
higher returns.

The resulting additional opportunities  for
employment and income generation from enhancing

tradeandinvestmentflows suggeststhatRECIhas great
potential to contribute towards the achievement of the
Sustainable Development Goals. However, the impact
of RECI on sustainable development also depends on
the type of trade and investment that is nurtured, for
example, integration can also make it easier to trade
prohibited goods or raise the volume of illegal financial
flows. To the extent possible, RECI - as a force behind
market integration - should focus on enabling access
toregionalvalue chains so that all countries, especially
those with special needs, can benefit from the region’s
vibrant economy. More opportunities, along with
convergence of regulatory frameworks, would reduce
the potential for undesired manifestations emanating
from RECI.

This chapter contains a discussion on the trends
associated with integration in the Asia-Pacific region,
and an analysis of their driving factors and possible
obstacles, and provides key policy recommendations
for addressing those obstacles.

Liberalizing and facilitating trade towards
market integration for goods and services

Development in Asia and the Pacific has been
largely based on trade-led growth, which has offered
strong support to regional economies - both in terms
of economic activity and job generation. As the largest
trading region in the world, Asia and the Pacific
accounted for 38 per cent of global exports and 35 per
cent of global imports in 2015 compared to 7.8 and 7.2
percentin 1970, respectively. The East and North-East
Asia subregion has historically propelled the region’s
trade performance, accounting for more than 60 per
cent of total Asia-Pacific trade with the rest of the
world. Despite slowing growthinrecentyears, Chinahas
remained the main force behind the dominant position
of East and North-East Asia in regional trade, In 2015
China accounted for 53.7 per cent of the subregion’s
exports and 48.1 per cent of the subregion’s imports.

The rising dynamism of the Asia-Pacific region’s
developing countries combined with the integration
of the region’s economies into global value chains
is the driving force behind the growing importance
of the region in international trade. Such factors,
as productivity growth, relatively low wages and
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availability of a large and diverse labour force in the
region’s economies, ample investment resources and
advanced technological capabilities have supported
integration of the Asia-Pacific region into global
value chains.. In addition to this, lower trade barriers
and improved transport and ICT connectivity have
reinforced entry into the global value chains and
enabled the creation of the regional value chains and
production netwaorks.

The participation of the region’s economies
in global value chains and regional production
networks has boosted intraregional trade, which now
represents more than half of the region’s total trade.
However, the intensity of intraregional trade varies
across subregions, with the highest levels in South-
East Asia and the Pacific (which includes Australia
and New Zealand) (table 3.1). The high intraregional
trade intensity of South-East Asian economies
reflects their participation in regional value chains
and the benefits of ASEAN. In contrast, given their
geographical characteristics, economies in the Pacific
areinterconnected through Australia and New Zealand,
and depend heavily on their preferential access to
those markets. East and North-East Asia is the most
important subregional trading partner for the other
subregions of Asia and the Pacific, mainly because

TABLE 3.1: Intraregional trade in the Asia-Pacific region

Subregion

Intraregional merchandise imports

of the prominence of China. South-East Asia is the
second most important source of imports for the other
subregions except North and Central Asia. In South and
South-West Asia and North and Central Asia, there is
limited intra-subregional trade, mainly because of
limited complementarity of exports and relatively high
trade costs.

The Asian and Pacific economies have become
important exporters of global value chain products,
whereas final demand for such products still largely
comes from North America and Europe. However, the
slow recovery in demand for such products in these
developed markets has recently led to unprecedented
weak trade growth for the Asian and Pacific economies.
To offset this trend, the economies of Asia and the
Pacific must develop alternative sources of growth by,
for example, boosting domestic and regional demand.
However, this is challenging for economically small
countries and countries lacking large budgets to fuel
government spending.

With regard to trade in commercial services, it
should be noted that although the region remains a net
importer, its share in global services trade continues
to grow, withits sharein globalimportsincreasing from
29.5 to just below 33.0 per cent, and global exports

Intraregional merchandise exports

As % of GDP
East and North-East Asia

As % of total imports

As % of GDP As % of total exports

1990 6.7 50.3 6.1 42.3

2000 7.9 53.8 7.3 44.3

2015 9.6 58.4 11.9 55.5
North and Central Asia

1990 2.3 21.4 3.3 22.1

2000 4.4 30.3 8 21

2015 7.9 48.9 8.9 36.5
The Pacific

1990 5.8 41.7 7.4 54.4

2000 8.7 48.4 10.3 60.6

2015 11.6 62.2 12.5 75.4
South and South-West Asia

1990 3.6 33.3 2.4 29.5

2000 4.8 31.9 2.9 23.8

2015 9.7 44.3 4.2 29.5
South-East Asia

1990 28.7 60.8 27.3 65.6

2000 37.1 61.7 41.5 59.6

2015 34.6 72.6 32.9 68.6

Source: ESCAP (2016c]; IMF (2017).

Note: Intraregional is defined as imports or exports flows from or to the Asia-Pacific region.
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increasing from 25.5 to 30.0 per cent from 2005 to
2015. Commercial services trade is largely supported
by communications, construction, insurance, financial
services, computer and information, royalties and
licence fees, and cultural and recreational services.
Transportationandtravelfollow with closely competing
shares. While East and North-East Asia and South-East
Asia are the region’s major contributors to services
trade, the share of South and South-West Asia is
growing rapidly. At the country level, China, Japan,
India and Singapore account for more than half of the
region’s services trade.

Regulatory obstacles can strongly affect services
trade, which plays a key role in facilitating industrial
and agricultural trade and countries’ participation
in value chains. While economies in the region have
increased their participation in global services trade,
based on incomplete data available, intraregional
trade in services still lags behind intraregional trade in
goods.

Regional and global trade patterns are strongly
influenced by trade costs. Such costs include import
tariffs, non-tariff or behind-the-border barriers,
regulatory and procedural border burdens, and
transport costs. Non-tariff measures are believed to
pose a greater impediment to trade and be the cause
of higher trade costs than tariffs - the traditional
barriers to trade - in many sectors. The agricultural
and food sectors are the most notably effected by
such measures. This is particularly disadvantageous
to developing countries, which typically have

comparative advantages in those sectors. Even small
additional costs arising from import barriers, such as
non-tariff measures, can harm the competitiveness of
countries and their ability to participate in global value
chains. However, measuring the exact magnitude of
the impact of non-tariff measures on trade is highly
complex, as these measures are heterogeneous and
are often presented as a package of measures rather
than a single measure, making cost comparison
difficult. While it is critical that efforts are made to
deal with non-tariff measure-based protectionism.
more emphasis must be applied towards improving
data availability on the impact and prevalence of non-
tariff measures.

Nevertheless, the ESCAP-World Bank Trade Cost
Database attempts to capture some of these broader
issues, offering aggregate measures of trade costs.
It points to a high variation of trade costs among Asia
and the Pacific countries and subregions, with tariff-
equivalent costsranging from 51 percenttoasmuchas
368 per cent (table 3.2, which makes trade integration
opportunities very uneven. As table 3.2 indicates,
East and North-East Asian economies typically have
the lowest trade costs in the region, while the Pacific
island developing economies have the highest overall
costs because of geographical constraints. Similarly,
North and Central Asian economies trade costs are
about three times higher than those of a sample
of representative East Asian economies despite
significant progress made in reducing trade costs
since 1996.

TABLE 3.2: Estimates of tariff-equivalent costs of trade in Asia and the Pacific

ASEAN-4  East AsiacS Reeific SAARC-4 AUS_NZL
Cent Islands
ASEAN-{ 76
East Asia-3 75 51
North and Central Asia 351 177 121
Pacific Islands 175 174 368 133
SAARC-4 128 125 282 317 114
AUS_NZL 101 89 338 73 142 54
EU-3 108 85 152 211 114 109 43
USA 85 63 180 163 109 100 67

Source: ESCAP based on Asia-Pacific Research and Training Network on Trade (2016]).

Note: ASEAN-4=Indonesia, Malaysia, the Philippines and Thailand; AUS-NLZ = Australia and New Zealand; East Asia-3=China, Japan and the Republic of Korea;
EU-3=Germany, France and the United Kingdom; Pacific islands=Fiji and Papua New Guinea; North and Central Asia-4=Georgia, Kazakhstan, Kyrgyzstan and the
Russian Federation; and SAARC-4=Bangladesh, India, Pakistan and Sri Lanka.*Trade costs shown are tariff equivalents calculated as trade weighted average
trade costs of countries in each subregion with the three largest developed economies (Germany, Japan and the United States of Americal.
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A number of steps and policies have been taken
to reduce trade costs, with the Asian and Pacific
economies increasingly using bilateral and plurilateral
preferential trade agreements over the past two
decades. As of 2016 the Asian and Pacific economies
were involved in 169, or 63 per cent, of the total 267
preferential trade agreements in force globally at that
time.

Overreliance on preferential trade agreements has
led to a multiplicity of overlapping preferential trade
agreements, which is often referred to as “Asia’s Noodle
Bowl” (figure 3.1). While each individual agreement on
its own may be reducing tariffs with the objective to
improve market access forits partners, the large number
of overlapping and multiple agreements associated with
different trade rules may end up increasing transaction
costs for businesses, especially for SMEs. Hence,
consolidation of preferential trade agreements to
reduce their number and complexity would be beneficial

FIGURE 3.1: Asia’s noodle bowl
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for private sector entities engaging in international
commerce.

As high trade costs act as an obstacle to trade
expansion, governments in the region are increasingly
considering facilitation and paperless trade to
complement and strengthen access to markets opened
through preferential trade agreement--driven trade
liberalization. Region-wide implementation of cross-
border paperless trade could bring export gains of as
much as $257 billion annually, reduce the time required
to export by 44 per cent and cut trade costs by 31 per
cent.! Similarly, the full implementation of the WTO
Trade Facilitation Agreement, which came into force
on 22 February 2017, could reduce trade costs in the
region by up to 17 per cent. Nevertheless, as figure 3.2
reveals, significant progress in the implementation of
the agreement and electronic trade document exchange
mechanisms has only been made in East and North-East
Asia and South East Asia, with the other subregions
considerably lagging behind.

Israel
_.-:_-7."'#".'

Jordan
Hong Kong, China
Macao, China

= X APTA -
. e, 15

Taiwan POC

Country-to-country
* Not all members shown / The following plurilateral PTAs are not represented: GSTP, D-8 PTAand PTN (in force) and TPS/OIC (under negotiation)

Source: ESCAP (2016c).

Note: The United States withdrew from the Trans-Pacific Partnership in January 2017.
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FIGURE 3.2: Implementation of trade facilitation and paperless trade measures
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Recognizing this, ESCAP has supported the
development of the Framework Agreement on
Facilitation of Cross-Border Paperless Trade in Asia
and the Pacific with the objective to provide the
region with a new tool and “digital” complement for
better implementation of the WTO Trade Facilitation
Agreement. Open for signature since October
2016, the Framework Agreement also supports the
development of cross-border e-commerce and
builds upon existing international standards and
bilateral and subregionalinitiatives.?

At the same time that the region has witnessed
a proliferation of preferential trade agreements,
Asia-Pacific countries have also been involved in
negotiating economic or comprehensive partnership
agreements, suchastheTransPacificPartnershipand
the Regional Comprehensive Economic Partnership,
which include commitments to liberalize investment,
competition policy and/or government procurement.
These types of megaregional agreements offer
great potential in harmonizing trade rules among
large groups of countries and consolidate multiple
overlapping rules of origin under different trade
agreements. They also expose the complexities of
plurilateralism, which do not necessarily provide the
best avenue to meet the development aspirations
small developing economies would like to pursue
through trade.

In summary, trade of goods, and to certain degree
of commercial services, has contributed greatly to
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growth in the Asia-Pacific region through access
to global value chains, which has significantly
supported intraregional trade. The risk is, however,
that the proliferation of trade agreements with
complex trade rules may not be enabling trade,
especially with regard to investment flows, as
discussed in the next section. Similarly, renewed
protectionist measures can prevent the most
vulnerable countries of the region from benefiting
from the same opportunity of boosting their
economies on the back of trade. To tackle these
risks, efforts may be put in further facilitating
trade, by, for example, instituting paperless trade
and streamlining the noodle bowl.

Foreign direct investment and regional
investment regimes

The Asia-Pacific region has become a major
destination and source of investment flows, which
has served to further boost regional integration.
Inflows and outflows of foreign direct investment
from and to the region have steadily increased,
despite some dips emanating from global shocks
(figure 3.3).In 2015, the region received 32 per cent,
or $559 hillion, of the total global FDI inflows and
was responsible for 30 per cent, or $435 billion, of
global FDI outflows. Within the region, East and
North-East Asia has been the major source of both
inward and outward FDI growth.



Two patterns can be identified with regard to the
composition of FDI in recent years. First, the region
experienced a significant increase in greenfield
FDI inflows to high value-added industries in the
manufacturing and service sectorsoverthe lastdecade,
althoughthesize of theseinflows was small. The sectors
in which the inflows were directed included alternative/
renewable energy, communications, business services,
health care and biotechnology, although the size of
these FDI inflow remained small. These industries have
also received much more stable greenfield FDI inflows
when compared with top industries, such as coal/oil/
natural gas, real estate, metals and financial services.

Second, South-South FDI flows have increased
considerably in recent years. They have tended to have
beendirected towards the immediate geographic region
of the source country.® Illustrating the prominence
South-South FDI has gained within the region’s
economies, the share of intraregional greenfield FDI
inflows in total greenfield FDI inflows to the Asia-
Pacific region has continuously increased, accounting
for 48 per cent in 2016. China has become the biggest
intraregional investor in the region followed by Japan
andthe Republic of Korea, eachrespectivelyaccounting
for24, 18 and 12 per cent of intraregional greenfield FDI
investments over the period 2014-2016; while China and
ASEAN have become the most attractive destinations
for intraregional greenfield FDI (figure 3.4).

Despite steady and strong FDI growth in the Asia-
Pacific region since 2000, a number of direct and
indirect obstacles still hinder increased intraregional

FDI and regional integration. Among these challenges
are multiple and overlapping international investment
agreements), poor business environments and barriers
to trade.

Because, there is no global governance mechanism,
such as a coherent multilateral investment framework,
investment promotion and protection has been
undertaken primarily through international investment
agreements, either in the form of bilateral or subregional
investment treaties arasinvestment chaptersin bilateral
orregional trade agreements.“ As in trade, a proliferation
in international investment agreements in recent years
has resulted in overlapping and duplication among the
treaties in a number of areas. Thus, there is need to
consolidate and streamline these agreements in order
to improve transparency and clarity in international
investment rules and thereby help boost regional
integration.

South-East Asia is the only subregion with a
subregional level investment agreement, namely the
ASEAN Comprehensive Investment Agreement. However,
even under the agreement, individual ASEAN members
continue to maintain national investment laws and
bilateral investment treaties with each other and with
external partners. Consequently, by adding to existing
treaty layers, the agreement could lead to an even more
complex network of international obligations.®

Attempts to establish commaon investment regimes
in other subregions, such as South Asia through SAARC
and Central Asia through the Eurasian Econamic Union,

FIGURE 3.3: Foreign direct investment inflows to and outflows from the Asia-Pacific region, 1990-2015
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FIGURE 3.4: Intraregional greenfield foreign direct investment inflows in the Asia-Pacific region and their
share in total greenfield foreign direct investment inflows, and major estinations, 2007-2016
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are ongoing but face political obstacles. In particular,
as FDI involves the presence of foreigners who own
local assets and operate in local markets in direct
competition with domestic companies, policies to
promote and attract FDI are often politically sensitive
and face opposition, leading to the backtracking or
delay of much-needed economic reforms.5

The lack of an effective investment and business
climate in many economies of the region has also
hinderedintraregional FDI.” Although improvements have
beenmadeinmostcountriesintermsofFDlliberalization,
a number of obstacles remain, including excessive
red tape; lack of effective investment facilitation and
aftercare, in particular at the local government level;
absence of required labour skKills, infrastructure and
technological capabilities for more advanced forms
of FDI; and corruption and other obstacles related to
ineffective law enforcement.®® This explains the need
for many investor home countries to seek international
investment agreements with host countries that
emphasize investor protection. Recently, however, calls
have grown for more balanced international investment
agreements that also recognize host country
development needs and the right of governments to
regulate for development purposes.t?

Finally, FDI is linked to the establishment and
development of global and regional value chains, which
have beeninstrumentalin enhancing market integration

Enhancing Regional Economic Cooperation and Integration in Asia and the Pacific - 15

in the region, particularly in East Asia and South-
East Asia.!* Thus, obstacles to effective cross-
border trade, including the lack of effective trade
facilitation, are also obstacles to FDI.

Cross-border mobility of labour

Labour market integration remains much lower
than levels of integration for intraregional trade
and investment. The region has a large population
of migrants from labour-surplus countries, the
majarity of whom find jobs in construction and
domestic work. Of the estimated 231.5 million
migrants in the world in 2013, about 59.3 million
were in countries in the Asia-Pacific region (25.6
per cent]. This represents a notable increase of 7
million (11.8 per cent] from a comparable figure in
1990 (figure 3.5).

Major countries involved in migration of labour
in the region are Australia, Brunei Darussalam,
China, India, the Islamic Republic of Iran, Japan,
Kazakhstan, Malaysia, Pakistan, the Republic
of Korea, the Russian Federation, Singapore
and Thailand, some of which have experienced
important structural transformations over the last
few decades (figure 3.6). For instance, the foreign
worker population of Singapore rose from 21,000 in
1970 (3 per cent of the workforce) to more than one
million (35 per cent) in 2010.



FIGURE 3.5: Evolution of migration in Asia and the Pacific, 1990-2015
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FIGURE 3.6: Main countries of migration, origin and destination, 2015
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Remittances have been the main benefit of labour
migration, as they provide much-needed resources for
origin countries to finance current account deficits,
smooth households” consumption, alleviate poverty
and catalyse investment in SMEs. Asia and the Pacific
hosts some of the most important remittance corridors
in the world, from the Russian Federation to Central
Asian countries, from Australia and New Zealand to their
Pacific neighbours, and from Thailand to other South-
East Asian countries. Similarly, several economies in
the region, such as Bangladesh, India, Pakistan and
the Philippines, receive large remittances through the
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migration of members of their labour force, mostly low-
skilled workers, to countries in the Middle East, such as
Saudi Arabia and the United Arab Emirates.

International migration has the potential to yield
a net benefit to migrants and their families, as well
as to countries of origin and destination countries.
However, harnessing these benefits require concerted
efforts and cooperation initiatives among and between
countriesin the Asia-Pacific region aimed at addressing
political, technical, and socially embedded perceptions
of migrants.



Politically, cross-border mobility of labour touches
on a core aspect of State sovereignty, namely the right
of States to choose who is allowed to enter or reside
in their territory. Moreover, migration is often seen as
a threat to a country’s national security and cultural
identity. For these reasons, countries are hesitant
to sign international conventions on the protection
of migrant workers, and are reluctant to enter any
agreement that may be interpreted as a commitment to
opening their borders.

Inrecentyears, there have been some positive policy
improvements related to labour market integration.
Notably, the Treaty on the Eurasian Economic Union
led to the creation of a single labour market through
the right to access employment and social protection
systems, which rationalized and regularized long-
standing labour migration flows between the countries
involved.'? Similarly, the ASEAN Economic Community
has liberalized mobility of selected classes of skilled
workers through mutual recognition of degrees in
specific professions. Most migrants, however, have low
skills, so only a small share of the migrants in ASEAN
member countries have been affected by this policy.
Furthermare, labour migration in ASEAN remains largely
irregular, which limits the impact of this policy.

A key obstacle to migration is that the mechanisms
to promote orderly migration existing in many countries
do not favour an easy matching between demand and
supply of migrant labour. When vacancies for migrant
labourin destination countries cannot be filled because
of legal restrictions to migration, the likely outcome is
irregular migration. This type of migration can occur
without crossing a border illegally. Migrants may hold
an irregular status because (a) they entered a country
without authorization, (b] they entered legally but are
staying or working without authorization, or (c] they
entered a country and were authorized to work, but
their employment violates regulations, such as those
concerning the employer, the duration or type of work,
or the hours worked.*®

Irregular migration is problematic on a number
of accounts, as it entails a high risk of exploitation
and abuse of migrant workers, who face multiple
vulnerabilities at the workplace. Thus, migrants are
often not treated in the same way as local workers with
regard to remuneration and labour standards.

When countries understand and allow labour
migration as part of their national policies, migrant
warkers can be fairly treated and contribute to host
country development processes, for instance by

spurring technology transfer and innovation. To take
advantage of such positive spillover effects, inclusive
regulatory frameworks need to be in place. For example,
inthe Republic of Korea, the Employment Permit System
ensures that migrant workers are covered under Korean
Labor Law, including those pertaining to working hours
and minimum wage. Migrant workers recruited under the
Employment Permit System enjoy all basic labourrights,
including the right to join trade unions, freedom from
forced labour, freedom to bargain collectively and non-
discriminatory treatment.

In addition to the political challenges, labour market
integration involves significant technical adjustments
across a wide range of policy areas. For example,
differences in educational systems make it difficult
to certify that migrant workers have the required
qualifications for specific jobs. Similarly, ensuring that
migrant workers are able to pay into social protection
systems and enjoy the benefits of those systems,
particularly with regard to acquired rights, such as
pensions, technical cooperation and agreements on
such issues is required between countries that may
have very different systems.

Finally, public perceptions of migrants, especially
low-skilled migrants, are often negative. This is
typically driven, by, for example, press coverage that
tends to highlight issues of illegality, both with regard
to migrants’ status and to illegal acts carried out by
migrants, and by debates that focus on the perceived
negative economic effects of migration, such as
migrants “taking” jobs from national workers. Even if
this is not the case and low-skilled migrants generally
complement national workers and add value to national
economies, negative perceptions of migrants tend to
prevent governments of key destination countries from
discussing opening labour markets to migrant workers.

Recommendations

Understanding and curtailing protectionism. Much
better measurement of the level and an assessment
of the impact of non-tariff and behind-the-border
regulatory measures are necessary in order to more
effectively deal with what is recorded as rising trade
costs, especially for smaller and vulnerable countries
and traders. Current assessment estimates that the
tariff equivalents of these non-tariff measures range
between 50 and 350 per cent across the region’s
economies. To effectively deal with these obstacles to
market access, ESCAP can assist countries to prioritize
the areas for cooperation to better manage non-tariff
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measures. For example, mutual recognition agreements
and conformity assessment procedures, harmanization
of standards in selected sectors, such as agriculture
and processed food, green goods, textiles and certain
sectors in services, such as education and health may
serve as effective instruments for broader region-wide
cooperation.Inthisregard, work onbettermeasurement,
impact assessment and ultimately streamlining and
potentially harmonizing, where appropriate, non-
tariff measures would support trade and investment
liberalization for developing and countries with special
needs.

Consolidating trade agreements. Contrary to
their intention to improve market access, multiple
preferential trade agreements and complexities arising
from compliance with the rules of origin they impose for
using the tariff preferences often form impediments
to producers and traders. Furthermore, they can divert
trade away from the economies not involved in the trade
agreements. ESCAP needs to advocate moving towards
the adoption of a simpler but more development-friendly
framework of rules of origin, which could be exemplified
by a re-energized and expanded Asia-Pacific Trade
Agreement.

Promoting  trade facilitation —and  paperless
trade. ESCAP has long been actively involved in the
simplification of trade procedures. Recently, following
four years of consultations and negotiations, ESCAP
member States adopted the Framework Agreement on
Facilitation of Cross-Border Paperless Trade in Asia and
the Pacific. The first of its kind, the new regional United
Nations treaty is complementary to the WTO Trade
Facilitation Agreementand builds onthe growing number
of bilateral and subregionalinitiatives in this area. It has
been open to all ESCAP member States since the end of
2016 and will enter into force after five member States
have ratified it. The implementation of this Agreement
has the potential to cut intraregional trade costs and
enable countries to reap the benefits associated with
cross-border paperless trade, estimated to be as high
as S257 billion in increased exports opportunities.

Better  utilizing  existing regional  platforms.
Regional platforms, such as the ESCAP Committee on
Trade and Investment can support countries in the
region in developing cooperative solutions for trade
and investment promotion, as well as to enhance
stakeholder capacities and expertise. These regional
platforms should also be better utilized in building
the capacity of developing countries in the region to
forge alliances and voice joint actions in defense of
multilateral options. For example, fostering agreement
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on the least developed country-wide Duty Free Quota
Free Rules of Origin and lifting the absorptive capacity
of least developed countries for trade, technology and
investment through regional Aid for Trade are examples
of possible ways for seeking cooperative solutions.
This would not only promote regional integration but it
would serve to enhance compliance with Sustainable
Development Goal 17 - the means of implementation
of the 2030 Agenda, which calls for providing technical
assistance and review and monitoring, including data
collection and analysis.

Supporting countries” efforts to develop regional
investment regimes that would better balance investor
rights with host country development needs. This would
enable countries to not only attract more FDI of higher
quality that contribute to sustainable development, but
itwould also help themto gain better marketintegration,
which, in turn, would attract FDI as open markets and
borders are clearly an important determinant of such
investments. Consequently, a virtuous cycle of FOI and
market integration with clear development dividends.
However, this requires political will. In particular,
common investmentregimes shouldreplace and not add
to the existing noodle bowls of international investment
agreements that mirror the noodle bowl of preferential
trade agreements.

Promoting processes of labour market integration
aiming to enhance coverage across skill levels sectors.
It is also important to target guarantees of equal pay
and working conditions between migrant and domestic
workers, and ensure migrant workers’ access to social
protection measures whenthey are available. To support
such processes, it is important to consider ways to
align regional qualification frameworks to support job-
matching and the creation of regional labour markets.
The development of common procedures for the
payment of social benefits acrossbordersalsodeserves
consideration.
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CHAPTER 4
SEAMLESS CONNECTIVITY

Promoting seamless connectivity, comprising
transport, energy and ICT connectivity, is a central
pillar of RECI. Seamless connectivity across these three
sectors is critical for enhancing trade and people-to-
people contacts; as well as for enabling the emergence
of the digital economy and provide access to more
diverse, more secure and lower carbon energy sources
across the region.

Throughout history, different phases of globalization
and development have been tied to innovations in
infrastructure connectivity. Infrastructure affects
overall economic development through three different
channels. First, investment in infrastructure increase
aggregate demand. Large infrastructure investment
packages are used to spur growth and reconstruction
efforts, not only within countries but also on a
regional basis. Second, improved infrastructure
reduces transport costs and thus enhances trade
and competitiveness across the countries. Finally,
infrastructure contributes to productivity growth.

Infrastructure encompasses both “soft” and “hard”
infrastructure. Soft infrastructure refers to legal,
regulatory, procedural, and other supporting policy
frameworks, as well as to human and institutional
capacities, while hard infrastructure relates to physical
networks, such asroads, railways or ports. In the energy
sector, for example, transmission lines and power
plants represent hard infrastructure, while regulatory
frameworks, tariff policies, power-trading agreements
(grid codes, settlement codes, security, planning
and maintenance, among others), and harmonization
of rules and regulations fall under the soft aspect of
infrastructure. Athirdelementthatshould be considered
is the services that are enabled by investments in
infrastructure. Without such services, which include
distribution, transport, marketing, logistics, finance,
and insurance, infrastructure networks would not add
value and not spur growth.

Connectivity therefore plays an important role in
enabling countries to expand their markets, optimize
exchanges, and strengthen collaboration in support
of sustainable development and shared prosperity. It
does this by reducing the economic distance between
two or more production places, even though the
geographical distance remains the same. Regional
connectivity is defined in this chapter as a network
of regional infrastructure that facilitates the flow
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of goods, services, people, and knowledge in a cost
and time effective way. In the case of transport and
communication connectivity, regional infrastructure
consists of bundles of networks across multimodal
systems to connect, for instance, urban and industrial
hubs, or coastal and hinterland regions, with alternative
cross-borderroutes. Similarly, regionalinfrastructurefor
energy enables energy trade across the region to meet
the goal of sustainable energy for all in an affordable
and environmentally sustainable manner. It should be
noted, though, that while regionalinfrastructure is built
on national infrastructure connectivity, it would not
necessarily lead to growth and development when large
areas or social groups within an economy lack access
to connectivity.

Connectivity also plays a central role in the
achievement of the Sustainable Development Goals,
both directly and indirectly, but careful guidance is
required to ensure that the potential negative impacts
are minimized.* For instance, investment in energy
connectivity contributes directly to Goal 7, which calls
for improved access to energy services and a move
to cleaner sources of energy to meet growing energy
demand. Transport and ICT also contribute directly to
Goal 9 with regard to building resilient infrastructure.
Transport enables the implementation of nearly all
the Goals through connectivity-access impacts. In
addition, a number of Sustainable Development Goal
targets are directly linked to transport, including those
related to Goal 3 on health, Goal 7 on energy, Goal 8 on
decent work and economic growth, Goal 9 on resilient
infrastructure, Goal 11 on sustainable cities, Goal 12 on
sustainable consumption and production and Goal 14
on oceans, seas and marine resources. However, the
most important contribution of seamless transport,
energy and ICT connectivity is indirect. By facilitating
access to electricity, the efficient transport of goods
and services, and the development of a knowledge
society, seamless connectivity in the region will play a
fundamentalrole in the attainment of most of the Goals.

This chapter reviews national connectivity in terms
of availability and quality and examines challenges that
policymakers and the private sector faces in providing
regional infrastructure. It also extracts lessons
for a regional strategy for seamless connectivity
encompassing transport and logistics, energy, and
information and communications technology.



The importance of enhancing connectivity in
the Asia-Pacific region

The impressive record of economic growth and
poverty reduction in many economies of Asia and the
Pacific is underpinned largely by getting goods to
markets through infrastructure connectivity between
countries in the region and in the rest of the world.
Many countries have invested heavily in infrastructure
connectivity. Forexample, the 1994 Human Development
Report concluded that infrastructure investment
was an important factor behind the superior growth
performance of East Asia to that of sub-Saharan Africa.?
It is the oldest and the most decisive determinant
of international trade patterns and hence adequate
guantity and reliability of infrastructure connectivity
play a key role in the trade competitiveness of regions.
It also instrumental with regard to the 2030 Agenda for
Sustainable Development: not only in terms of specific
goals and targets, but for its spillover impacts on other
aspects of development. For instance, though data on
rural road access are limited, studies have found that
there are significant links between rural transport

access and other important factors, such as maternal
mortality.

Overall levels of infrastructure provision vary widely
across countries in the region. There are also wide
variations in the quality of existing infrastructure.
Using data from the Global Competitiveness Report,
countries are scored from 1 to 7, with 1 representing
poor infrastructure conditions and 7 indicating the
best. Some Asian economies have been very successful
in building and maintaining high-quality infrastructure,
with Singapore and Hong Kong, China at the top of
the global infrastructure rankings. Even emerging
economies, such as China, Malaysia and Thailand, rank
in the top half, above the global average score of 4.
On the other hand, despite some remarkable success
stories, providing adequate transport, reliable energy or
communication services in many countries has proved
to be a major challenge.

Table 4.1, which provides information on Kkey
infrastructure connectivity indicators for the region,
shows that there are large variations across the five

TABLE 4.1: Selected connectivity indicators of Asia and the Pacific

East and
North-East Asia

Indicators

North and
Central Asia

South and South- South-East

jghacific West Asia Asia

Total power capacity (GWH)

1990 4,872 955 539 850 457

2014 11,638 1,217 1,137 2,858 1,507
Electricity Production per capita (KWh)

1990 1,208 6,170 9,138 373 357

2013 4,569 5,772 10,539 1,028 1,290
Household electricity consumption per capita (KWh)

1990 169 559 2,378 58 75

2013 674 807 2,622 206 348
Road density (Km per SQ KM of land area)

2000 186 58 110 621 232

2011 400 69 112 831
Railway density (Km per SQ KM of land area)

1990 6.9 . 1.3 14.0 .

2014 8.1 5.5 15.2 4.7
Port Container Traffic (in TEU - Million S GOP)

2000 9.71 1.22 9.95 791 54.23

2013 14.9 2.03 6.27 7.98 35.43
Mobile subscribers per 100 population

2000 12.5 1.9 33 1.4 4,2

2014 94.7 140.3 108.3 76.7 124.5
Internet users per 100 population

2000 5.6 1.5 35.3 0.7 2.6

2014 53.0 60.3 66.4 19.0 28.7

Source: ESCAP (2016e).
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subregions. Within every subregion and even within
individual countries large differences in infrastructure
connectivity between urban and rural areas or in
coastal versus inland areas exist. In some areas the
infrastructure access rates are similar to the rates for
sub-Saharan countries. Districts with very low access
toinfrastructure, for example, can be found in relatively
prosperous Indian states and vice versa.® Similarly, high
access rates for one type of infrastructure service
coexist with low or non-existent services for other types
of infrastructure. Connectivity and access also differ
depending on the income levels, as there are locational
differences in quality and availability of infrastructure.

TABLE 4.2: Connectivity deficit in Asia and the Pacific

East and

peleais North-East Asia

TThe main challenge in connecting populations
nationally is not only related to investment; there
are also problems pertaining to land availability and
displacement, state capability and resources needed
to plan connectivity holistically. Table 4.2 provides
data on the scale of the connectivity deficit nationally
throughout the region. In terms of energy access, more
than 400 million people are without electricity in the
region. In many countries, even those with access face
overall poor quality of supply with frequent power cuts.
Similarly, 540 million people in the region do not have
access to transport infrastructure.

South and South-
West Asia

South-East
S E

The Pacific

Population with no access to electricity (million)

1990 84.6 5.7 775.4 193.0
2013 19.3 . 8.0 355.0 121.0
Population with no access to improved water sources (million)
1990 389.6 22.6 3.1 335.5 126.1
2014 98.4 16.2 4.7 183.4 72.8
Population with no access to sanitation (million)
1990 615.7 50.3 4.8 932.9 232.8
2014 377.3 45.9 7.7 1017.4 189.8
Source: ESCAP (2016e).
Transport connectivity the largest rail networks in the world. Railway freight in
the region has expanded from 4.3 trillion ton-kilometres
TTransport  connectivity is  important  for  tg 5.8 trillion ton-kilometres over the period 1990-2012,

development because it connects individuals to
opportunities, enlarges markets for goods and services,
and strengthens people-to-people contact. However,
as markets become integrated, economic and social
disparities can increase between regions and within a
country that is well-integrated and among those that
are not.“In that regard, regional transport and logistics
infrastructure can enable lagging areas to develop
by providing them with trade and service-related
opportunities, particularly to areas that are located
closer to the core areas of a neighbouring country
than the one in their own country. Thus, transport and
logistics connectivity can play an important role in
development not only at the national level but also at
the subregional and regional levels.

Investment in infrastructure connectivity at the
nationallevelto support global production networks has
increased significantly in recent decades in the Asia-
Pacific region to the extent that China, India and the
Russian Federation are among the five countries with
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with the largest increase being in the East and North-
East Asian subregion, where it has more than doubled
from 1.1 to 2.5 trillion ton-kilometres during the same
period. Similarly, in line with the significant increase
in vehicles in the region, the overall road density has
increased over the past two decades, but so has the
percentage of paved roads.

Notwithstanding those increases, there are no
universalindicatorsfordetermining standards of access
to transport and the quality of such access. While
proxy variables, such as the density of road network
or percentage of paved roads, provide indicative
information on the state of transport development,
they do not make it possible to accurately assess, for
instance, the quality of road networks. Surveys, such
as those undertaken by the World Economic Forum
(WEF), have examined perceptions of the quality of
road networks, while micro studies have examined
access to all-weather roads. However, such data are
not collected regularly. For instance, the World Bank,
which last updated its Rural Access Index in 2010, found



that notwithstanding significant progress, about 600
million rural inhabitants in the world still do not have
accesstoall weatherroads. Specifically, in Asia and the
Pacific, South and South-West Asia accounts for three
quarters of the region’s deficit in access to all weather
roads. WEF has found that while road and rail network
of India is among the largest in the world, it ranks sixty-
first in terms of road quality and twenty-ninth in terms
of quality of its rail network globally (figure 4.1).

The overall quality and quantity of national transport
networks have an important bearing on the cost of
logistics, which is an important factor in determining
the competitiveness of any economy. Such costs
remain high in many countries in the region. In the
United States, logistics costs account for 8.3 per cent
of GDP, as compared with 18 per cent of GDP in China
and Thailand, 19 per cent in Viet Nam, and 24 per cent in
Indonesia. Because transport cost is a substantial part
of those high logistics costs, greater efforts to improve
the quality of existing infrastructure can be very cost
effective.®

Just as connectivity has increased within countries
inthe Asia-Pacific region, ithas alsoimproved within the
subregions. For instance, in the North and Central Asian
subregion, the Russian Federation has good transport
connectivity and East-West corridors have been
developing rapidly supported by Chinese investments.
In addition, a number of transport and economic
corridors have been developing under the Central Asia
Regional Economic Cooperation programme of the Asian
Development Bank (ADBJ, which has mobilized S27 billion
to support subregional connectivity in trade, transport,
and energy. Moreover, this subregion is likely to benefit
significantly from additional infrastructure investment
associated with China’s Belt and Road Initiative.

In East and North-East Asia, cross-border transport
connectivity has benefited, particularly from the
expansion of Chinese exports to the world market
and their effects on the structure and dynamics of
intraregional commodities and capital flows. As a
result, maritime transport has grown rapidly in the
subregion which is now home to four of the world’s top
five container ports. It also remains fundamental for

FIGURE 4.1: Quality of transport infrastructure in Asia and the Pacific
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the Pacific islands, facilitating more than 90 per cent
of the subregion’s trade and the delivery of crucial
services, such as health care and education to outer
island dwellers. To improve air transport connectivity,
the Pacific island countries adopted the Pacific Islands
Air Services Agreement in 1998, which provides a
multilateral basis for liberalizing air services in the
subregion.

Many initiatives support transport connectivity
within the Asia-Pacific region (figure 4.2). In South and
South-WestAsia, some examples are corridorsidentified
under the SAARC Regional Multimodal Transport Study,
the Bangladesh-China-India-Myanmar Forum for
Regional Cooperation and the International North-
South Transport Corridor, which connects India with the
Islamic Republic of Iran, Central Asian countries and the
Russian Federation. Similarly, transport connectivity
is included in the mandates of subregional initiatives
in South-East Asia. For instance, the Greater Mekong
Subregion (GMS) has completed several East-West and
North-South corridors to improve connectivity, while
ASEAN connectivity is an integral part of the ASEAN
strategy. The Master Plan for ASEAN Connectivity aims
to connect physical infrastructure, institutions and
people primarily through the construction of physical
transport networks, including ports and waterways,
and railway links to China, but also through institutional

FIGURE 4.2: Transport connectivity initiatives

agreements covering transport and trade facilitation,
agreements on multimodal transport, single shipping
and aviation markets.

Yet, challenges remain in all subregions in providing
greater connectivity, particularly in ensuring that cost-
effective transport is available. For instance, although
East and North-East Asia is one of the world’s most
vibrant subregions, its intraregional and logistics
network is still not sufficiently integrated. Similarly,
the smaller and more isolated islands in the Pacific still
lack affordable access to regular maritime transport to
integrate their markets with neighbouring archipelagos.

At the region-wide level, the ESCAP initiative to
develop the Asian Highway Network and the Trans-Asian
Railway to provide connectivity through road and rail
networks, respectively, can be traced back to the late
1950s and early 1960s. However, to date, only 32 per
cent of the Asian Highway Netwaork, which spans 143,000
km of roads passing through 32 member States, reaches
the two highest categories of road class, while 11,500
km stillneed to be upgraded to meet minimum standards
and the poor quality of several segments is affecting
usability. Similarly, the Trans-Asian Railway covers
117,500 km of railway lines and serves 28 member States,
but it has 10,500 km of missing links, which prevent the
network from functioning as a continuous system. While

Source: ESCAP.
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these missing links can be bridged by transshipments to
trucks or by developing inland container depots and dry
ports with railconnections, shippers are often resistant
to using rail because of longer time periods and the
higher costs associated with transshipment.

Otherregionalinitiatives aimed atenhancingregional
connectivity include the single economic space of the
Eurasian Economic Union (EEU), which allows for the free
movement of vehicles, goods and people for transport.

Some countries are also expanding and improving
their networks through the construction of new rail
tracks and double tracking or electric signaling. Chinese
investment in railway infrastructure under the Belt and
Road Initiative has the potential to provide impetus to
regional transport connectivity. However, the region as
a whole has yet to realize the full potential of railway
connectivity, for which governments and financing
institutions need to be encouraged to increase
investment in the sector.

In addition to physical networks, to attain
connectivity, soft infrastructure is also required. In
that regard, there are many overlapping arrangements
within the Asia-Pacific region, including more than 400
bilateralagreements and 30 subregional agreements on
international land transport, mostly pertaining to road
transport. Unfortunately, the majority of the agreements
provide different legal conditions and operational
regimes for intercountry transport, to the extent that
these agreementsareincreasingregionalfragmentation
in operational connectivity and are impeding the
creation of seamless region-wide connectivity.
Complicating matters is that some countries in the
region are contracting parties to different legal regimes
covering geographically overlapping territories and
establishing different and sometimes inconsistent
rules related to transport operations. These challenges
need to be overcome to enable efficient and effective
connectivity within the Asia-Pacific region

The principal challenges faced in achieving region-
wide seamless transport connectivity are summarized
as follows:

‘Missing railway links between subregions are
significant obstacles for the expansion of this
energy-efficient and environmentally friendly mode
of transport and its integration into an intermodal
transport system.

+ There are many substandard roads in the regional
transport network, which impede intercountry
movements.

+ Costly and time-consuming transloading of goods
at border crossings and the lack of common legal
frameworks and different technical standards, such
as break of gauge, train length and axle loads and
braking systems operational rules and regulatory
measures.

+ Road transport suffers from lack of legal
arrangements, different vehicle weight and dimension
norms, emissioncontrols, trafficrulesandregulations,
as well as regulatory control measures. Lengthy
repeated inspections and complicated formalities
lead to significant delays at border crossings.

+ Diversified agreements are increasing regional
fragmentation in operational connectivity. The
majority of the agreements provide different legal
conditions and operational regimes for intercountry
transport. This is impeding the creation of a seamless
region-wide connectivity.

- Participation of public-private partnerships (PPPs)
in the formulation and implementation of transport
connectivity is limited.

Energy connectivity

TThe region accounts for almost half of the world’s
energy consumption, which is largely derived from fossil
fuels, such as coal, oil and gas. The strong growth in
population and GOP in the region willunderpin continued
energy demand growth. Energy use is projected to
nearly double from 2010 to 2035. At the same time,
many economies are hampered by the underprovision
of energy, with insufficient supplies or interruptions in
the power sector being a common challenge for many
developing countries. More than 400 million inhabitants
in the region, of which the majority of them live in South
Asia, are stillnot connected to electricity. As the region
seeks to expand the supply of energy while ensuring
its affordability and security, the Paris Agreement on
Climate Change also requires continuous efforts to
reduce energy sector greenhouse gas emissions by
switching to low or zero carbon sources and enhancing
energy efficiency.

The Sustainable Development Goals include Goal
7 which aims to ensure access to affordable, reliable,
sustainable and modern energy for all by 2030. This Goal
is significant because of its links to the achievement
of other SDGs, as between the provision of energy and
addressing sustainability concerns from energy use
impacts efforts to address poverty, climate change,
health, education and environmental damage. Some
of these links are direct, for example energy is a key
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input into industrial development, transportation, and
communication networks, while others are indirect,
as in the case of the delivery of effective health care
services.

The region has significant differences in the
distribution of energy, in terms of both fossil and
renewable energy resources, with surpluses in some
countries and deficits in others. The region as a whole
has adequate energy resources to meet its large and
growing demand, but most of its conventional energy
resources are highly concentrated in five countries that
account for over 85 per cent of the total regional energy
resources.

Connectingresourcessuchasgas, hydropower, solar
and wind to centres of population and consumption
requires energy connectivity infrastructure, principally
electricity transmission lines and gas pipelines. To
furtherenergyintegration processes intheregion, it will
be useful to establish region-wide energy frameworks,
for instance to promote the integration of transmission
lines and develop a common power grid for the electric
power sector or to set up a regional grid for natural
gas. Advances in renewable energy technology such
as solar and wind are unlocking new power generation
opportunities in solar and wind resource-rich areas of
the region. Technology advancements in transmission
technology such as High Voltage Direct Current (HVDC)
are reducing the cost of transmitting electricity across
large distances, thus enhancing the technical and
economic feasibility of cross-border power trading.
Establishing cross-border energy connections in both
electricity and gas infrastructure, which yields high net
benefits for parties, has long been pursued in the region
but has often proceeded at a slow rate.®

Enhancing regional energy connectivity, if properly
guided, can support the SDGs and offer solutions to
many national energy challenges, including the move
to a low carbon energy system. In addition to linking
dispersed supply and demand centres, power grid
integration in particular can play a role in raising the
contribution of renewables to electricity generation.
Renewable energy technologies, given their variable
and only partly controllable output need to be
connected to larger or multi-country grids to achieve
high penetrations and fully harness their benefits.
Cross-border grid interconnections can effectively
provide energy markets with spatial arbitrage, bringing
electricity with a low marginal cost to meet demand in
an adjoining country or region. Creating larger demand
pools with more diverse generation sources can lower
system peak demand, reduce costs and increase
reliability for all consumers. For many countries sharing
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long borders, such as in South-East Asia, accessing
electricity in the neighbouring country via cross border
grid connection can provide a lower cost alternative for
rural electrification than extending the national grid.

As newly installed generation capacity is
increasingly geared towards low carbon energy, power
grid interconnection can play a long-term role as
enabling infrastructure for the low carbon electricity,
serving diverse loads including the nascent electric
transportation sector. The trading of gas via cross-
border pipelines can help generating export revenues
for supplier countries, while diversifying the energy
mix, improving local air quality and supporting
decarbonisation efforts in destination countries.’

Unlike the transport sector, efforts for building
energy infrastructure have remained confined to
national economies, partly because in the past self-
reliance rather than connectivity used to be seen as the
main way to ensure energy security. However, in view of
rapidly rising energy demand and with climate concerns
on the rise, governments of the region are starting to
see regional connectivity and integration as the most
appropriate framewark to enhance energy security.

Although there are several energy connectivity
initiatives in the Asia-Pacific region, most of them are
largely cross-border projects carried out on bilateral
basis. The Greater Mekong Subregion (GMS] is perhaps
the most advanced of all subregional programs in
terms of harmanization of power policies and technical
standards. Thus, in terms of subregional market
creation, the region lags behind other developing
regions, including Africa or Central America where power
pools and market integration are at a more advanced
stage.

In terms of subregional energy connectivity, the
ASEAN and GMS programs in South-East Asia are among
the mostadvancedintheregion.Forinstance, the ASEAN
Plan of Action for Energy Cooperation 2010-2015 served
to advance cooperation towards energy security, with
six of the 16 planned interconnections under the ASEAN
Power Gridand 12 bilateralgas pipeline interconnections
having been commissioned. The ASEAN region has also
progressed well in institutional development for energy
connectivity, through the work of the Forum of Heads of
ASEAN Power Utilities and Authorities, the ASEAN Council
on Petroleum, the ASEAN Forum on Coal, the Energy
Efficiency and Conservation Sub-sector Network and
the New and Renewable Sources of Energy Subsector
Network. Moreover, expanding energy connectivity in
terms of power grids between ASEAN and both China and
India is commercially and financially viable provided that
political will exists, and supportive policies and greater



harmonization of regulation and standards ensue to
foster the development of such infrastructure.®

The GMS has been successful in promoting
energy trade amongst its economies and in creating
harmonized policy and institutional mechanisms for
the power sector. GMS is in the process of selecting the
host country for the regional Power Coordination Centre,
a permanent institution owned by all GMS countries
for enhancing regional power trade and implementing
regional power interconnection initiatives.

In Central Asia, an Energy Work Plan for regional
energy trade initiatives has been developed and
administered by CAREC. The plan identifies five main
regional energy corridors for broader regional energy
integration: (i) Central Asia-East Asia; (i) Central Asia-
South Asia; (i) Intra-Central Asia; (iv] Central Asia-
Russian Federation; and (v] Central Asia-European
Union. Additional projects are also happening further
afield, with Armenia planning to synchronize its
national power grid with that of Georgia through
transmission line developments to enable a tripling of
electricity trade between the two countries by 2018.
CAREC Ministers have also endorsed an energy strategy
that provides the framework for energy cooperation,
primarily to ensure energy security through a balanced
development of the region’s energy infrastructure and
institutions and stronger integration of the region’s
energy markets. Similarly, the treaty of the Eurasian
Economic Union explicitly mandates gradual creation

FIGURE 4.3: Asia super grid proposal
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of common markets for oil and petroleum products, gas
and electricity.

InSouth and South-West Asia, the ultimate objective
is to create a SAARC Market for Electricity, which could
build on projects such as CASA-1000 powerline project,
which is expected to lead to the set-up of the Central
Asia-South Asia Regional Electricity Market.® SAARC
interconnections already exist between some of its
member States, such as Bhutan, Nepal and India, which
currently imports hydropower from Bhutan and has
14 transmission interconnections along the Nepal-
India border to facilitate the exchange of hydropower.
There are also further proposals for an electricity
interconnection between India and Bangladesh and
also between India and Sri Lanka, while Iran currently
trades electricity with Pakistan.

In contrast, inter-governmental frameworks for an
integrated energy network are somewhat limited in East
and North-East Asia, as most subregional cooperation
remains bilateral and limited to small-scale projects
linking the Russian Federation, China, Mongolia and
Demaocratic People’s Republic of Korea. However,
various ideas for additional energy connectivity have
been proposed in the subregion, including the Gobitec
and Asian Super Grid proposals supported by the
Japan Renewable Energy Foundation (figure 4.3). Other
proposals aim to harness the potential for renewable
energyinMongoliaandthe Russian Federationto supply
electricity to the entire ENEA subregion.

Vladivostok |

Manila I
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While the Russian Federation has been a major
exporter of oil and gas to Europe, it has only recently
started to develop infrastructure to transport gas to
China and to the entire ENEA region. Similarly, China has
been expandingitsreach into the hydrocarbon reserves
of Myanmar in recent years and has been operating in
Turkmenistan since 2002.

In the Pacific, access to energy is low while reliance
on imported petroleum is high, which makes the
subregion vulnerable to oil price volatility and creates
difficulties for fiscal management. Given their small size
and geographical dispersion, Pacific island countries
could benefit from joint procurement of petroleum
products. To reduce reliance on imported fuel, these
countries have plans to develop low-carbon and
renewable sources of energy, especially for electricity
generation. While hydropower and small-scale biofuels
are emerging as attractive alternatives, solar is the
most practical option, especially to meet the energy
and electrification needs of rural and outer island
communities.t?

There is a risk that the current low oil prices will
reduce incentives for investment in renewable energy
in the Pacific and elsewhere in the region. However,
investment decisions in renewable energy globally are
increasingly driven less by the price of oil and mare
by the declining cost of the renewable generation
technologies. While oil prices over S100 per barrel were
necessary to bring wind and solar generation to grid
parity in the past, this is no longer the case, especially
in remote locations in the Pacific where the landed cost
of refined product includes high shipping costs. Indeed,
asacaonsequence of low oil prices, countries in Asia and
the Pacific, such as India and Indonesia, have reduced
oil subsidies. Countries can also raise carbon taxes to
prevent prices to consumers from falling significantly
and use the additional fiscal revenue to support further
investment in renewable energy.

Inter-subregional energy connectivity has also been
progressing inthe Asia-Pacific region through initiatives
such as the Turkmenistan-Afghanistan-Pakistan-India
(TAPI) gas pipeline, the already mentioned Central Asia-
South Asia Regional Electricity Market, and natural
gas pipelines connecting the Russian Federation and
Tajikistan with China. There are proposals to enhance
gastradingintheregion, especially between South Asia.
Central Asia and Iran, and with the rising prominence
of LNG in global gas trade, several LNG import terminal
hubs have been proposed to act as regional re-export
facilities.
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The China-led Belt and Road Initiative (BRI) provides
afurther opportunity to strengthen energy connectivity
along its six proposed economic corridors. In addition,
the State Grid of China Corporation and the Global Energy
Interconnection Development Cooperation Organization
(GEIDCO) are promoting global energy interconnection
(GEI) initiatives based on low emissions and renewable
energy. The BRI, coupled with the GEl and the initiatives
on transboundary power trade mentioned above offer
great potential for the development of the region’s
renewable energy.

Importantly, the BRI could contribute to the
development of a more standardized approach towards
transboundary energy trade and connectivity, which
would be a significant improvement over the current
framework, inwhichinfrastructuredevelopmentprojects
for transboundary energy trade and connectivity are
developed and negotiated independently and without
coordination.™

The principal challenges faced in achieving region-
wide seamless energy connectivity are summarised as
follows:

Policymakers and private sector energy
experts cite as a key barrier the issue of political trust
among potential or current energy trading countries.
Energy security issues are of prime importance to the
political leadership and efforts for building energy
infrastructure have remained confined to national
econaomies. This is partly because for over half a
century, energy was seen as too important an issue
for national economies: self-reliance rather than
connectivity was seen to enhance energy security.
It was believed that national energy security would
be compromised with regional energy trade that
creates import dependency on neighboring countries.
The political and policy mind-set was thus against
regional energy connectivity until very recently.

. Enhancing national and regional energy
securitythrough energyinterdependence, as opposed
to energy independence, must become the goal.
Technology, regulatory, and financial barriers can be
effectively overcome through consensus building,
however for this collaboration to evolve, an innovative
energy cooperation mechanism in the region which
also involves different stakeholders including
government, private sector, industry and financing
institutionswould be essential. With climate concerns
ontherise andthe adoption of the Paris Agreement, as
well as rapidly rising energy demand, governments of
the Asia-Pacific region see regional connectivity and
integration as the appropriate framework to enhance
energy security.



. Asia’s dynamism stems from its intricate
web of regional supply chains and global production
networks. For the last four decades, the Asia-
Pacific region has transformed itself into a global
manufacturing hub; this has been possible due to
success in connecting to global production networks
and supply chains largely driven by advances in
information technology, declining transport costs
and falling trade barriers across countries. Unlike the
global production networks that created a positive
force forreinforcing the bottom-up marketintegration
process, many more efforts are needed to connect the
energy markets of Asia and the Pacific region. Trade
and investments in regional energy networks remain
low, aside from some cross-border investments, even
though there are beneficial opportunities waiting to
be tapped.

A number of factors are responsible for this
disconnect. Energy networks are capital-intensive
and, given their large sunk costs, they present
major challenges in financing and maintenance,
especially when these are subject to different legal
and regulatory regimes. When energy markets are
dominated by state ownership, investments from
private sources are difficult to attract because of
the lack of creditworthiness of state enterprises
and opaque governance structures. In the current
situation, even if subregional support is present,
cross-border projects have large transaction costs
and it takes an extended period for any project idea
to move from the drawing board to secure multiple
approvals and reach actual implementation.

. Finally, there are large positive and negative
externalities inherent in energy connectivity.
Invariably, there are problems in measurement of the
costs and benefits, and in designing policy regimes
that can fully address these externalities. Balancing
the gains with overall costs among different groups of
stakeholders needs arobustinstitutional mechanism.
Theenergyintegration processisnotlimitedtojustthe
creation of physical links across borders; it requires
a series of policies and regulations for facilitating
different types of flows inherent in the process. The
subregional energy integration programmes generally
show alack of consensusin defining a comprehensive
model of integration.

Information and communications technology
(ICT)

In addition to enabling better communications, ICT
is playing an increasingly more important role as an
accelerator of sustainable development: It is critical
in efforts to enhance economic efficiencies, expand
delivery of social services, strengthen disaster risk
management, and make the use of resources more
sustainable. The successful rollout of maobile telephony
in the region, which reached a penetration rate of 89
mobile phone subscriptions per 100 inhabitants in
2015, has been made possible by rapid technological
progress, resulting in affordable devices and services,
which in most cases were accompanied by a reasonably
favourable regulatory environment.

FIGURE 4.4: Fixed broadband subscriptions per 100 inhabitants (average) by region, 2000-2015
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However, tapping the full potential of ICT in the region
is being held back by the availability and affordability
of broadband Internet (figure 4.4). The Asia-Pacific
region has one of the widest gaps in fixed broadband
connectivity, with some countries being world leaders
in broadband adoption and others recording the lowest
broadband penetration globally.*?

In terms of bandwidth availability per user, the digital
divide has increased significantly between 2009 and
2013, with bandwidth availability widely increasing
sharply in advance countries and growing slowly
in poorer economies. Analysis conducted by ESCAP
reveals that in 2015, 75 per cent of the fixed broadband
subscriptions were registered in East and North-East
Asia alone, even though the subregion accounts for only
36 per cent of the total population of the Asia-Pacific
region.’> 0f even more concern is that 20 economies in
the region have less than a 2-per cent fixed broadband
penetration rate, while leading economies, such as the
Republic of Korea, Japan and Hong Kong, China scored
more than 30 per cent for the same indicator, with signs
of awidening gulf between low-income and high-income
countries over subsequent years.

Based on ESCAP analyses, the main causes of
the digital divide originate from lack o: investment
in resilient ICT infrastructure; limited availability of
international bandwidth; ineffective Internet traffic and
network management; lack of conducive and enabling
regulations for investment; and lack of capacity and

awareness among policymakers and regulators.’
Subsequently, investment in a resilient infrastructure
and efficient management of Internet traffic play an
important role in determining the supply and price of
international bandwidth. In addition, the emergence of
new technologies would help to bridge the divide.t®%

The current terrestrial networks of fibre-optic cables
in developing countries in Asia and the Pacific are
typically constrained by limited access to international
transit. Furthermore, the developing countries’
backhaulnetworks are usually poorly meshed and follow
a “river system” pattern in which networks spread from
submarine landing stations and thin out into countries’
hinterlands.’® This “river” system poses a significant
challenge in network resilience, as a point of failure in
upstream cables could affect the entire downstream of
end users. A limited number of fibre interconnections
and international gateways across countries limit
the availability of total and per-capita international
bandwidth. Landlocked countries are particularly
affected as they rely on a few outdated terrestrial
connections and on neighbouring countries to connect
toregionalandglobalcable systems. The availability and
affordability of bandwidth could be improved through
efforts to interconnect national fibre-optic backbone
networks with those of neighbouring countries and with
regional and global fibre optic networks.

The regulatory environment is anaother element that
affects broadband expansion. Governments need to

FIGURE 4.5: Perception on quality of regulation and fixed broadband connectivity, 2014
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FIGURE 4.6: E commerce versus fixed broadband access, 2015
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establish stable, supportive and predictable regulatory
policies that encourage private sector investment
in bankable ICT infrastructure projects. Effective
regulation and fixed broadband growth has been
found to be correlated in an ESCAP study, in addition to
ecommerce development (see figures 4.5 and 4.8). Using
a cross-section of averages between 2000 and 2015 for
countriesin the world with available data on investment
andaccess, a study by the United Nations Conference on
Trade and Development (UNCTAD) also shows a positive
relationship between investments and fixed broadband
and mabile broadband subscriptions, demonstrating
the critical role that investments play in increasing
access to ICT. The positive correlation coefficient (0.87)
is statistically significant (p<0.01) for fixed broadband
subscriptions.

One of the key underlying components of access and
affordability to broadband Internet is the total amount
of available international Internet bandwidth (measured
in Mbit/s), which measures the volume of Internet traffic
that can travel from one country to another (akin to the
width of highways in road transport]. As local Internet
service providers operating under transit agreements
with international bandwidth providers pay more than
their European counterparts to access the global
Internet, wholesale prices in the developing economies
are higher than those of advanced economies of the
region. ESCAP landlocked developing countries tend
to be among the most adversely affected by high
international transit prices. High prices for wholesale
capacity canalsobe attributed to suboptimalregulatory

framewarks, which result in the following: control of key
transmission facilities by incumbent operators; lack
of appropriate Internet exchange points; and lack of
alternative transit routes to enhance competition at the
regional level and improve network efficiency.®

As the Asia-Pacific region is reputed to be the most
disaster-affected region in the world, a critical element
for advancing cross-border seamless ICT connectivity
is infrastructure that is able to withstand system-wide
shocks and quickly recover and continue to provide
a minimum level of operational services. Because ICT
underpins the functioning of effective information
management systems and resilience building at
all stages of the disaster cycle, e-resilience must
therefore become an integral part of seamless regional
connectivity.

Strengthening ICT connectivity could bring multiple
socioeconomic benefits, including through enabling
entrepreneurship, innovation and economic growth, and
facilitating the provision of services in an efficient and
effective manner. Indeed, ICT is a “meta- infrastructure”
because of its wide-ranging applications in education,
finance, commerce, governance and welfare, among
othersectors, anditspotentialtoserveasadevelopment
accelerator, while supporting other infrastructure, such
as trade, transport and energy connectivity.

In this regard, the ESCAP-led initiative for the Asia-
Pacific Information Superhighway aims to increase the
availability and affordability of broadband Internet
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across the region by strengthening its underlying Common challenges

infrastructure and developing an enabling Internet

Despite the diversity of issues facing each of the
ecosystem.

three connectivity areas, there are a series of commaon
challenges experienced by all. These are summarized

The principal challenges faced in achieving region-
below:

wide seamless ICT connectivity are summarised as

follows:

There is an expanding and accelerating
digital divide, both among and within countries
especially in access to fixed broadband. As ICT is
a meta-infrastructure that supports all sectors as
a development accelerator, a widening broadband
divide, if unaddressed, will have extensive negative
impacts on the development of the digital society
and economy and the attainment of inclusive and
sustainable development in the coming years.

. Infrastructure gaps, particularly
transboundary connectivity between neighbouring
countries, a limited enabling policy and regulatory
environment and lack of financing mechanisms are
major hindrances to expanding national and regional
connectivity, which, in turn, would help to close
the broadband divide and expand opportunities for
inclusive and sustainable development. Building
resilience is a development imperative in the region
because of its disproportionate share of economic
damage and losses resulting from disasters.?? As
disasters roll back development gains, any repeated
reconstruction of ICT infrastructure adds significant
financial strain, especially on least developed
countries, landlocked developing countries and
small island developing States. Enhancing disaster
preparedness and resilience in ICT networks and
applications would not only protect ICT assets, but
it would also ensure uninterrupted ICT services for
disaster respanse and recovery.

. It is important to take advantage of the
interlinkages, interdependencies and synergies
across different types of infrastructure. For instance,
about 80 per cent of the costs for deploying terrestrial
fibre networks is associated with digging, trenching
and laying down the conduits through which fibre
is subsequently threaded, deploying fibre-optics
during planned major works to other infrastructure,
such as roads and pipelines, can significantly reduce
cumulative costs while revenue is augmented and
diversified from the resulting digital traffic.?
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. Bottom-up process. Most of the cross-
border connectivity projects in the region have been
negotiated bilaterally between parties. Although such
projects are effective in meeting bilateral objectives,
their fragmented nature is not conducive to achieving
the seamless connectivity that the region needs
to successfully implement the 2030 Agenda for
Sustainable Development. In addition, the plethora of
agreements and frameworks that have been finalized
under various bilateral and subregional initiatives
have led to a noodle bowl of infrastructure-related
agreements which, similarly to the “noodle bowl” of
trade agreements, has increased regulatory burdens
and transaction costs.

. Asymmetric costs and benefits, externalities
and compensation mechanisms. Regional
infrastructure projects invariably involve asymmetric
costs and benefits across countries and groups of
people. For example, transit countries tend to bear
disproportionally larger costs, while the benefits of
lower trade and transport costs accrue to consumers
and manufacturers of products. Similarly, most
infrastructure networks are space-specific and
involve large externalities. Such issues pose a
challenge in implementing infrastructure projects.
Therefore, regionally accepted, transparent and
fair rules and regulations need to be put in place
for internalizing and monetizing asymmetric costs
and to ensure the fair distribution of costs and
benefits among stakeholders. Moreover, to suitably
compensate affected groups and countries, an
effective and credible compensation mechanism,
supported by a robust institutional arrangement,
needs to be developed.

. Planning, coordination, and cross-sectoral
infrastructure synergies. As part of the effortto expand
the existing physiAs part of the effort to expand the
existing physical networks of transport, energy and
ICT, and ensure seamless connectivity, it would be
lucrative to consider them as a system, as this would
resultinsignificantcostandtimesavings.Forinstance,
the costs to deploy terrestrial fibre networks, most
of which are associated with digging, trenching and
laying down conduits, can be significantly reduced
if the work takes place along major roads, railways,
power transmission lines, pipelines or waterways.



In general, building connectivity networks requires
careful planning and coordination, which are often
absent because of a lack of limited resources and
appropriate institutional mechanisms. The challenges
associated with planning and coordination are more
pronounced when the countries involved have
different legal and regulatory regimes.

Regional vision and political will. Most
infrastructure networks require lumpy government
investments that are capital intensive and are of
little use unless their construction is completed and
well maintained. They are thus domestically driven,
with cost-benefit analysis typically assessed from
a domestic return-on-investment perspective, with
the regional public good value heavily discounted
or left out. For example, with regard to ICT, prior
to the creation of the Asia-Pacific Information
Superhighway, there was no regional cooperation
framework for seamless ICT connectivity. Therefore,
along with careful planning and coordination, strong
political will at the regional level, and a shared vision
of governments in the region are critical for setting up
effective, region-wide coordination mechanisms for
infrastructure development.

. Financing. The building blocks of regional
seamless connectivity are supported by the national
infrastructure development in each country of the
region. Thus, lack of adequate financing resources
to undertake needed infrastructure projects at the
national levelin different sectorsis a major challenge.
This is discussed in detail in chapter 5 on financial
cooperation.

Recommendations

To further move towards the objective of seamless
connectivity, the following recommendations are
suggested:

Transport connectivity

Intergovernmental agreements must be used
to enhance the delivery capability of the region’s
infrastructure networks and services. This calls for
integrated planning, development and operation of
transportandlogisticsnetworksthatarewell-connected
within national boundaries, and simultaneously linked
across borders and steps to improve productivity and
efficiency of transport systems, in terms of cost,
convenience, load factor and transit time demand.
There is need to implement existing common regional
strategies and frameworks and action-oriented
and priority-based intergovernmental development
programmes. Proposed amendments to the Asian

Highway and Tran-Asian Railway Network agreements
that encourage co-deployment of fibre optic cables
with transport infrastructure would enhance the cost
effectiveness of infrastructure projects.

Technical standards and operational rules need to
be harmonized. As with corridors, connectivity would
benefit from harmonization of technical standards and
operational rules. As a first step, systems and common
technical standards to facilitate interoperability
need to be developed. In the absence of international
standards, regional harmonization is required in order
to setregional standards and operational rules.

In advancing regional connectivity, it is important
to take advantage of new possibilities arising from
modern technologies, such as intelligent transport
systems. For this purpose, it is necessary to establish
an enabling cooperative framework to improve the
quality and ease the delivery of services, clearances
at border crossings, usage-based maintenance of
assets, traffic monitoring, and public safety.

Cooperation should be reinforced by focusing on
solution-oriented policies and actions. Support is
needed in creating a broad partnership platform on
seamless and sustainable transport connectivity
between the public and private sectors. This would
facilitate the development of approaches to better
integrate the three dimensions of sustainable
development (economic, environmental and social
to promote regional transport connectivity in a more
sustainable manner.

Energy

Barriers to energy trade need to be addressed
through the removal of legal, regulatory and technical
hurdles. Despite the many benefits from energy
resource sharing, a number of countries have explicit
and implicit restrictions on exports and imports of
energy goods and services, and these must be lifted.

It is important to promote sufficient levels of
technical and regulatory standardization to facilitate
greaterinterconnectivityandthe eventualdevelopment
of anintegrated power grid.

To promote competitive energy market structures,
it is necessary to rationalize the State’s role and
implement measures to improve the investment climate
to attract new investment, improve efficiency and
adopt new technologies.

To facilitate transboundary power trade, a regional
mechanism can be developed to streamline contracts,
increase the availability of financing, reduce risk, and
accelerate project development through the building of
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mutualtrustamong parties. Abroadregionalagreement
and strong institutional arrangements are critical for
monitoring and ensuring that benefits are realized
and creating neutral institutions to regulate project
implementation and benefits.

Finally, it is important to build on existing
political support to promote further regional energy
connectivity. In that regard, there is a need to formalize
and consolidate declarations and intensions at
the subregional level in the form of an Asia-Pacific
Energy Charter. This would help to nurture long-
term commitments from member States and provide
increased comfort and confidence to the private sector
and institutional investors.

Information and communications technology

Recognizing the above-mentioned connectivity
deficits, ESCAP member States initiated the Asia-
Pacific Information Superhighway initiative in 2015. This
programme aims to increase the availability, resilience
and affordability of broadband Internet across Asia and
the Pacific by strengthening the underlying Internet
infrastructure in the region through four pillars: (a)
physicalinfrastructure development; [b) Internet traffic
and network management; (c] promoting e-resilience;
and (c) broadband for all.

Under the Asia-Pacific Information Superhighway
initiative. it is recognized that investment in ICT
infrastructure is critical to improving ICT connectivity
and lessening the digital divide. Towards this end, the
ESCAP Committee on Information and Communications
Technology and Science, Technology and Innovation,
at its first session, endorsed the implementation of
the master plan and regional cooperation framework
documentoftheAsia-Pacificinformation Superhighway,
including the financing mechanisms, as a regional
platform for narrowing the digital divide, achieving
the Sustainable Development Goals and promoting
integratedinfrastructure developmentin other sectors,
such as trade, transport and energy, and recommended
expanded support for the initiative.

Inaddition, atthe policy level, thereisneedtoensure
that national, subregional and regional policies and
regulations on ICT are aligned with the goals of the 2030
Agenda for Sustainable Development and implemented
so that ICT can contribute meaningfully and to its full
potential in the achievement of the Goals.. Within this
policy framewark, given the disaster-prone nature of
the region, there is also need to give the integration of
e-resilience principles much higher priority in existing
and future ICT infrastructure investment projects.
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Development and implementation of regional
connectivity projects requires a significant amount of
time and cost, which are typically spent on negotiations
and the acquisition of rights of way and other
administrative wark. While a similar national project,
whether it be in transport, energy or ICT, may face
similar challenges, a regional project poses additional
challenges as multiple countries are involved and a
delay and disagreement in one country might affect
the other countries. Co-deployment of infrastructure
can reduce the bottlenecks and accelerate the pace
of planning and deployment, particularly in landlocked
developing countries. Leveraging existing regional
connectivity agreements in which cross-border
connectivity has already been agreed to, such as the
Intergovernmental Agreement on the Asian Highway,
the International Agreement on the Trans-Asian Railway
Network or the Intergovernmental Agreement on Dry
Port, could be an efficient way to deploy cables and
networks more rapidly in a cost-efficient manner that
would also bring diversified and augmented sources of
revenue-generation.

A regional connectivity initiative could benefit
from a regional agreement, framework and consensus
that sets out principles, objectives, cooperation
and implementation modalities. Such a regional
template would reduce the time and cost associated
with negotiations and consultations for a regional,
subregional and bilateral connectivity initiative. It
would also help harmonize policies and regulations
where necessary. For example, in both the Master Plan
for the Asia-Pacific Information Superhighway and the
Regional Cooperation Framework, open access and
competition are promoted as principles to narrow the
digital divide and achieve inclusive and sustainable
development in Asia and the Pacific. Both documents
also provide implementation modalities, a governance
structure and options for financing mechanisms.

Despite the challenges, bottlenecks and additional
complexities ofregionalconnectivityinitiatives, certain
actions and measures could increase the likelihood
of securing investment and financing and successful
implementation. As Asia and the Pacific is a disaster-
prone region, integrating disaster risks and disaster
risk mitigation into a regional connectivity initiative
from the planning phase would build e-resilience and
increase the quality and investment attractiveness of
projects. The integration of resilience in infrastructure
is a development objective articulated in 2030 Agenda
for Sustainable Development, the Sendai Framework
for Disaster Risk Reduction and other internationally
agreed development frameworks.
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CHAPTER 5

FINANCIAL MARKET AND PUBLIC RESOURCE
MANAGEMENT COOPERATION

Increases in the availability and quality of financial
services and improvements in the management of
public resources can be very effective in supparting
sustainable development in Asia and the Pacific. In the
Bangkok Declaration on Regional Economic Cooperation
and Integration in Asia and the Pacific emphasis is
placed on regional cooperation in such areas as (a)
equipping countries with tools to cope with financial
volatility and ensure financial stability through, among
otherthings, cooperative arrangements for the provision
of liquidity support; (b] strengthening national financial
markets and establishing linkages among them; and
(c) effectively mobilizing resources across and within
countries.

Since the Asian financial and economic crisis of
1997-1998, financial policies and the regulatory and
institutional architecture in the Asia-Pacific region
have steadily improved through financial cooperation.
For instance, regional arrangements, such as the
ASEAN+3 liquidity facility, the Chiang Mai Initiative
Multilateralisation, and the Asian Bond Market Initiative,
respectively, offer liquidity support and promote
local currency bond markets to minimize risks arising
from currency or maturity mismatches. Many other
subregionaland bilateralarrangements between central
banks or finance ministries contribute to a regional
financial safety net and policy coordination.

Over the years, financial integration has expanded
in the Asia-Pacific region, although at a slower pace in
comparison to the rate in other regions, such as North
America or Western Europe. The continued development
of the financial markets in Asia and the Pacific has
resulted in increases in cross-border flows and
transactions, leading to a higher degree of convergence
in interest rates. In this regard, South-East Asia is the
most advanced subregion, as ASEAN finance ministers
and central bankers have agreed on an action plan
for financial market integration as part of the ASEAN
Economic Community initiative.

Regional financial development calls for greater
diversification of financial markets and the effective
management of liability risk. In addition, financial
intermediation must be mare inclusive and capable
of arranging financing to meet the large and growing
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demands associated with the

sustainable infrastructure.

development of

The region, with foreign exchange reserves
representing 60 per cent of the global reserves and
savings accounting for almost 50 per cent of the global
savings, has the potential to build a strong financial and
investor base from which it can leverage private capital.
To effectively do this, deeper capital markets, the
development of the institutional investors’ segment,
and an enabling policy environment are required.

Theregion’sinability to adequately tap opportunities
presented by high global and regional liquidity has
been accompanied by constraints in public resource
mobilization and management. Despite having large
tax potential, most countries continue to exhibit low
levels of tax-to-GDP ratios. Many of them also provide
generous subsidies, irrespective of their economic
rationale and environmental consequences, and user
charges applicable to those with the ability to pay them
are rarely used, which makes sustainable consumption
and production more difficult. Therefore, there is
phenomenal scope for mobilizing and spending public
resources more effectively, and regional cooperation
could be very fruitful for sharing the best tax and public
resource management policies and practices.

The financial landscape of Asia and the Pacific

The financial landscape in the Asia-Pacific region
is characterized by a significant degree of diversity.
National financial systems range from a few large,
diversified, thriving and well-regulated financial hubs
that are globally integrated to a number of middle-sized
emerging markets and a large number of countries with
smaller, weaker and isolated financial markets.! Despite
significant progress made recently by some countries
in developing their capital markets, in most countries
financial intermediation is predominantly bank-based
andtheircapitalmarkets are shallow andlack liquidity. In
most countries, financial innovation, including venture
capital, plays only a limited role in corparate financing.

Traditionally, banks have had a dominating role in
the region’s financial systems and have tended to focus



on the traditional bank businesses of depaosit taking
and consumer lending to households and companies.
In many countries banks used to play an important role
in financing economic development, export promation,
and public investment projects, and in in some of the
region’s largest countries, including China and India,
more than half of banking assets are State-owned.
While direct government ownership and explicit and
implicit guarantees have played a useful developmental
role, they have also supported unprofitable businesses.
In all, the region’s banks still need to realize their
full potential to contribute to the development of
competitive and efficient financial systems.

Despitethedominantroleofbanksinthedevelopment
of the region’s financial systems, capital markets have
expanded significantly over the last two decades. The
region’s equity market capitalization amounted to $23
trillion in 2016, which represents more than one third
of global market capitalization.? Although Asian stock
markets are becoming an increasingly important source
of funding for the region, their full potential remains to
be harnessed, especially in developing countries.®

As for the supply side of the capital markets, it is

estimated that about 24 per cent of the world’s total
assetsunder management are from Asia and the Pacific.
The distribution of these funds is as follows: insurance
companies (54 per cent); pensions (25 per cent); and
sovereign wealth funds and other funds (21 per cent).
The size of the institutional investors differs widely
across economies. The largest ones are in Singapore
and Hong Kong, China, although more than 50 per cent
of their assets are derived from foreign capital inflows.
Conversely, the asset size of institutional investors in
Indonesia and the Philippines is about 6 per cent and 13
per cent of GDP, respectively (figure 5.1).

Ingeneral, the Asia-Pacificregion has beenrelatively
successful in developing its financial markets. In East
and North-East Asia, the value of the International
Monetary Fund index of financial markets depth, which
captures the importance of stock and bond markets as
a share of GDP, trebled from 0.22 in 1995 to 0.70 in 2014
(figure 5.2).° For South East Asia, growth in the depth
of the financial markets was even higher - although
it started from a lower base: from 0.05 in 1995 to 0.25
in 2014. The North and Central Asia subregion also
progressed in this regard, although from an even lower
starting point, from 0.02 in 1995 to 0.09 in 2014.

FIGURE 5.1: Institutional investors structure as percentage of GDP, 2014
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FIGURE 5.2: Indicators of financial development in Asia and the Pacific (medians by subregion)
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GDP, and (iv] Insurance premiums, life and non-life to GDP. The two indexes are normalized so that a value of one represents the level of financial market depth

or financial institutions depth of the United States.

In contrast, progress in increasing the depth of
the financial institutions has been more subdued. The
financial institutions depth index, which captures the
importance of bank credit, pension fund assets, mutual
fund assets and insurance premiums, increased from
0.52 in 1995 to only 0.60 in 2014 in East and North-East
Asia, whileitdecreasedfrom0.20t00.13during the same
period in South-East Asia. This decrease is attributed to
a marked disintermediation process resulting from the
Asian financial crisis. Similar to the financial markets
depth index, North-Central Asia experienced strong
growth starting from a low base (from 0.03 in 1995 to
0.13in 2014). See Annex Il for details on the value of the
indexes of financial markets and financial institutions
depth of individual countries of the region. It is also
important to keep in mind that the development of
capital markets is an incremental process and depends
onthecurrentdevelopment stage of individualcountries
(Annex ).

The low depth of most of the region’s financial
markets is accompanied by lack of financial market
diversification, which hinders their potential to serve
economy-wide investment requirements. In that regard,
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it will be important for financial regulators to focus on
sustainable financing. This will require a shift in the
intermediation process to deepen financial inclusion,
channel credit to underserved sectors and promote
green financing, which are further discussed below.

Financial Inclusion: There is substantial potential
as financial inclusion is low - 57.8 per cent of the adult
population in 2014 had no bank account. Variability is
alsogreatinthisregard, with South-East Asia havingthe
lowest level of inclusion and East and North Asia having
the highest levelofinclusion (figure 5.3). Three countries
inthe region, China, India, and Indonesia, account for 38
per cent of the world’s unbanked population. In 2014, the
data on account ownership indicates a wide variation in
financial penetration. The figures ranged from 1.8 per
cent in Turkmenistan to 99.5 per cent in New Zealand.
Lack of financial inclusion also indicates the existence
of barriers to SMEs financing. Compared to their peersin
other regions, the most recent data show that only 27
per cent of firms in South Asia and 27.9 per cent in South
East Asia have access to credit lines, compared to 44.6
per centin Latin America.’



FIGURE 5.3: Financial exclusion - population without accounts, 2014
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Infrastructure Finance: The need for infrastructure
investment is exceptionally high in Asia (table 5.1)
because of the growing infrastructure deficits that
are exacerbated by demographic and urbanization
pressures, vast requirements of emerging megaplans
for regional connectivity and the 2030 Agenda.
Governments can opt for different modes of
infrastructure financing: public, private, domestic and
external sources. Typically, the majority of projects
have been financed through the government budget,
given the public nature and limited profitability of
infrastructure projects. However, private finance has
contributed significantly to infrastructure development
intheregion, in particular through PPP arrangements for
large energy and transport projects. The private sector
hasinvested considerably in telecommunicationsin line
with the gradual liberalization of the industry. Private
investment has been more limited in less profitable
sectors, such as water and sanitation, although their
operation and management can still be delegated
to private companies. External assistance, through
concessional loans and grants, has also been used
by developing countries to help overcome their
infrastructure financing challenges. Such assistance
would continue to be vital for the poorest countries, as
they have limited alternative sources.

With regard to private infrastructure financing,
the banking sector has traditionally played a major
role, which is being increasingly complemented by
capital markets. Mobilizing resources from institutional

High income
OECD economies
3%

South Asia 32%

East Asia and
Pacific 25%

investors, such as pension funds, insurance companies
or sovereign wealth funds, presents a significant
opportunity because the long-term nature of
infrastructure projects matches the long-term liabilities
of these investors. Such potential varies across
countries because of differences in the investor base
and the assets’ risk profile. For capital markets to play
a greater a role in infrastructure financing, domestic
markets must be deepened. Similarly, capital market
integration must be encouraged to further mobilize
foreign capital for infrastructure. However, to further
integrate the capital markets, additional efforts must
be devoted to harmonizing (or at least establishing
mutual recognition of legal and regulatory frameworks),
and standardizing administrative procedures through
greater interoperability of trading and settlement
platforms.

Green financing. To finance the decarbonization
agenda, large scaling-up of finance from the current
levels is required. Low-carbon projects are financed
through banks, project developers, utilities or
governments;yettheseprojectshavetypicallylong-term
investment horizons and are perceived as risky, which
commands a higher cost of capital.7 Thisis compounded
by poorly developed financial and insurance markets
and regulatory restrictions on long-term bank lending,
which reduces the pool of low-cost capital available for
infrastructure investment, especially in countries with
special needs.
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TABLE 5.1: Demand for infrastructure financing in Asia and the Pacific

Annual Total
Various estimates Time horizon Area of focus investments investments

($ billion) ($ trillion)
McKinsey (2013) 2014-2030 Global estimates 3,200-3,700 57-67
OECD (2006) 2010-2030 Global estimates 2,650 71
Kennedy § Corfee ¢(2012) 2020-2030 Global estimates 2,680-3,200 .
World Economic Forum (2013) 2010-2030 Global estimates 3,340-3,480 66-70
Global Commission on Economy and Climate °(2012) 2015-2030 Global estimates 5,800-7,100 89-93
ADBI (2010) 2010-2020 Developing Asia Pacific 850 8.5
6-20 MDB Task Force (2011) Developing countries 1,000-1,500 ..
McKinsey (2014) 2014-2030 ASEAN-5 . 3.4
World Economic Forum (2013) 2010-2030 Developing countries 1,250-1,500
Fay, et (2011) 2010-2020 Developing countries 900-1,100
Amar Bhattacharya § Romani (2013) Developing countries 1,800-2,300
Ruiz-Nunez and Wei (2015) 2014-2020 Developing Countries 836
A. Bhattachrya 8§ Holt (forthcoming) Developing Countries 3,000

Source: Nangia (2016)

Note: a) Sustainable infrastructure and includes low carbon choices. b] Includes greening of infrastructure.

Arrangements to ensure financial stability

The main pillars to ensure financial stability are (a)
economic surveillance and monitoring and (b) short-
term liquidity support. Asia and the Pacific has made
progress inthese two areas but the advancements have
been limited to a few subregions. With respect to (al:

. The ASEAN Surveillance Process was the first
formal institutional mechanism. Introduced in 1998,
it provides a peer review of economic surveillance
and monitoring in the annual ASEAN Surveillance
Report. This serves as the main input for annual policy
discussions of ASEAN finance ministers.

. The Economic Review and Policy Dialogue,
introduced in May 2000, is the regional economic
surveillance forum of the ASEAN+3 finance ministers
and central bank governors. It encompasses a
review of global, regional, and national economic
conditions, monitoring of regional capital flows and
currency markets, identification of macroeconomic
and financial risks and policies to reduce such risks.
It also aims to strengthen banking and financial
system conditions and provides an Asian voice in the
effort to reform the international financial system. In
April 2011, the ASEAN+3 authorities established the
ASEAN+3 Macroeconomic Research Office a unit in
charge of regional economic surveillance.

. In the Pacific, the Association of Financial
Supervisors of Pacific Countries, established in
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2002, meets regularly to discuss supervisory and
surveillance-related developments.

. In North and Central Asia, the Eurasian
Economic Community launched the Anti-Crisis Fund
in 2009, as a regional financial arrangement to help
member countries address the global financial crisis.
In 2015, it was transformed into the Eurasian Fund
for Stabilization and Development, which supports
members” adjustment programmes while overseeing
surveillance mechanisms.

With regard to short-term liquidity support, ASEAN
established the ASEAN Swap Arrangement in 1997 to
deal with balance-of-payment difficulties. Over the
years, its size has been raised from $100 million to $2
billion.® Subsequently, The Chiang Mai Initiative started
as a network of bilateral swap agreements, combining
the ASEAN Swap Arrangement with a number of
bilateral swap agreements between different ASEAN+3
member countries. In 2010, the Chiang Mai Initiative
Multilateralisation pooled this network of bilateral swap
agreements into a single reserve pooling arrangement
of S$240 billion. Crisis-affected members are eligible for
short-termliquidity supportfromthe Chiang Mailnitiative
Mulitlateralisation up to 30 per cent of their quota, but
to access the remaining 70 per cent of their quota, they
need to be under an IMF arrangement. Access to funds
through the Chiang Mai Initiative Multilaterisation is
linked to an IMF arrangement because of countries’
limited capacity to formulate and enforce effective
adjustment programmes during crises.



Examples of other sizeable swap arrangements in
the region are the S2 billion Framework on Currency
Swap Arrangements for SAARC Members, established in
2012 by the Reserve Bank of India; the China-led $230
billion bilateral swap agreement for more than thirty
countries, which became effective in 2009; and the
Eurasian Economic Community-led Eurasian Fund for
Stabilization and Development, of about $8.5 hillion,
which offers financial credits and investment loans.

Cooperation on capital market development

To advance capital market cooperation, a number
of initiatives have been undertaken. Most notable is
the Asian Bond Fund, introduced in June 2003 by the
Executive’s Meeting of East Asia Pacific Central Banks,
and the Asian Bond Market Initiative, launched by
ASEAN+3 in August 2013. The Asian Bond Fund-I called
for purchases by central banks of sovereign and quasi-
sovereign United States dollar-denominated bonds
issued by eight of the 11 members of the Executive’s
Meeting of East Asia Pacific Central Banks using their
foreign exchange reserves.*!? The eight members
selectedrepresent countries with emerging economies.
To facilitate investments by public and private sector
entities, Asian Bond Fund-Il was set up for purchases of
S2 billion in local currency-denominated sovereign and
quasi-sovereign bonds and the listing of local currency
exchange-traded bond funds on stock markets,
including exchanges in Malaysia, Singapore and Hong
Kong, China.

The Asian Bond Market Initiative aimed at creating
robust primary and secondary markets through bond
market infrastructure development and improving
market access to a diverse issuer and investor base.
As of the first quarter of 2016, the size of the local
currency bond market of the emerging East Asian
countries (China; Hong Kong, China; Indonesia; Malaysia;
Philippines, Republic of Korea; Singapore, Thailand and
Viet Nam) stood at $9.6 trillion, representing a 20.4 per
cent annual increase over the first quarter of 2015.
This market remains dominated by government bonds,
which accounted for a 61.7per cent share of the region’s
aggregate bond stock at the first quarter of 2016.1!
Domestic financialmarketsinmost economies, however,
are relatively underdeveloped in terms of size, liquidity
and maturity, which impede the channelling of long-
termsavingstolong-terminvestments. In particular few
countries have a developed corporate bond market as
illustrated in figure 5.4. In 2008, the finance ministers of
ASEAN+3 agreed on the Asian Bond Market Initiative New
Road Map, which has further promoted the issuance
of local currency bonds, facilitated the demand for
local currency bonds, and improved infrastructure and
regulatory frameworks.

ASEAN+3 is currently warking on integrating markets
through the ASEAN+3 Bond Market Forum, which seeks
to harmonize and standardize market practices,
regulations, and clearing and settlement procedures
related to cross-border bond transactions. As part of its
ASEAN Economic Community project, the ASEAN Capital
Market Forum, which is comprised of capital market
regulators, has focused aon the harmonization of rules

FIGURE 5.4: Size of government and local corporate bonds, as a percentage of gross domestic product,
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and regulations and fostering integration of the region’s
capital markets under the ASEAN Economic Community
Blueprint 2015 through ASEAN capital market disclosure
standards for cross-border offerings of securities. Given
the different size and pace of capital market reforms,
only a few ASEAN countries have moved to adopt the
cross-listing of stocks through the ASEAN Trading Link.
Among the ones that have adopted the cross-listing of
stocks are Malaysia, Singapore and Thailand.

The South Asian Federation of Exchanges,
established in 2000, aims to set common standards
of listing, trading, clearing, settlement and investors’
protection, and to encourage cross-border listings and
securities trading. InNorth and Central Asia, the Eurasian
Economic Community, with support from Kazakhstan
and the Russian Federation, the countries with the
more developed capital markets in the subregion, is
promoting increased capital market integration. In the
Pacific Islands, capital market development is very
limited. In 2000, the Suva Stock Exchange was renamed
the South Pacific Stock Exchange and launched an
electronic trading platform, with a view to becoming a
regional exchange.

Capitalcontrols and lack of foreign exchange hedging
instruments is another area that requires work as part of
the process to develop financial markets in the region.
Although progressive capital account liberalization has
eased market access to foreign investors, in several
countries there are restrictions for non-residents to
hold and trade domestic securities in several countries.
Forexample, India has restrictions on foreign investment
inrupee-denominated bonds,*2 and Thailand anly grants
approval to foreign entities to issue baht-denominated
bonds on the condition that they keep the proceeds in
baht and use them in the country.

To enable larger international allocations from
institutional investors, hedging instruments, such as
interest and currency swaps, are needed, and some
initiatives have been launched for this purpose. For
example, the Reserve Bank of India has been working
with the Securities and Exchange Board of India to allow
non-resident institutional investors to hedge currency
risk with exchange-traded currency futures. At the
international level, the Currency Exchange Fund was
createdto provide hedging against currency andinterest
rate mismatches in frontier and less liquid emerging
markets. Its services cover about 70 currencies,
including 17 in Asia. However, the price of these hedging
instruments is sometimes prohibitive, especially
for illiquid and underdeveloped markets. Given the
importance of hedging instruments, efforts are needed
to develop regional derivative markets, especially to
cover currencies of underdeveloped countries in the
region.
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Financing investments in infrastructure

The 2030 Agenda for Sustainable Development puts
infrastructure development at its core with at least
12 of the 17 Sustainable Development Goals having a
direct infrastructure link. In Asia and the Pacific, some
economies, such as Malaysia, Singapore and Hong
Kong, China, have built and maintained high-quality
infrastructure and countries such as China and, Japan
have infrastructure stock estimated at, respectively,
76 per cent and 179 per cent of GOP, compared to 64
percentinthe United States an 58 per centin Canada.13
However, most countries have investedininfrastructure
less than what is deemed necessary to support their
competitiveness and quality of life.

With regard to financing the development of
sustainable infrastructure, the following challenges are
notewarthy in Asia and the Pacific:

. Infrastructuredeficitsforbothnewinvestments
and for upgrading the existing stock are large.
Infrastructure needs in Asia have been estimated at
around S1.6 trillion per year, on average, for the period
2016-2030. This is 60 per cent higher than the yearly
spending during the previous 15 years.* The resulting
infrastructure gap, the difference between the needs
and historical spending, is estimated to be very large
by 2030 for some countries: about S1.3 trillion for
Indonesia and $500 billion for India.*®

Infrastructure gaps are much larger if the cost
of regional infrastructure connectivity and growing
urban population’s demands are factored in properly —
the urbanpopulationin Asiaand the Pacificis expected
to grow by 0.7 million people every week until 2050.

. Targeted inclusive infrastructure development
is a complex, but critical element of the 2030 Agenda.
For example, Sustainable Development Goal 7 calls
for universal access to electricity, which involves
broadening coverage to around half a billion people
in the region who still have no access to electricity,
and Goal 6 calls for universal availability and
management of water and sanitation at a time when
one out of ten rural residents live without access to
safe drinking water.!” The unbalanced development
of ICT infrastructure in the region has also created a
digital divide, with millions of people excluded from
opportunities related to modern technologies.

The development of climate friendly
infrastructure and overcoming congestion and air
pollution require technologically advanced and
innovative solutions and structures. This is becoming
imperative as Asia and the Pacific is responsible
for more than half of the global greenhouse gas
emissions.&19



Given that Asia and the Pacific is the most
disaster-prone region in the world, infrastructure
development should be more resilient.20 Resilient
infrastructure can reduce the impact of natural
disasters, ensure that essential services remain
operational during and after disasters, and limit
reconstruction needs.

. Poor availability of risk capital and long-
term finance are considerable constraints. With the
exception of a few countries, most are unable to
raise resources in financial markets to finance their
infrastructure development. Related constraints
include shallow financial markets, uncertain
macroeconomic policy and regulatory environments,
lack of viable project pipelines, and challenges to
improve the process of project selection so that
funding is prioritized.

To tackle these challenges, governments need to
deal with funding and financing issues. Funding and
financing are sometimes used interchangeably, but
the distinction is important. Funding basically refers
to who is paying for the infrastructure services while
financing involves the repayment of the capital or
money invested, often with interest. Regarding funding,
the basic alternatives are (a) through national, state or
local budgets; (b) to be paid for by consumers through a
stream of user charges; (c] through external grants by
donor agencies or private corporations, although this
is usually a limited source; and (d) through commercial
revenue generated from a public asset such as real
estate development.

With regards to funding through government
budgets, policymakers could significantly increase
the resources available to fund infrastructure by
streamlining tax systems to increase the tax base,
raising tax rates for higher income brackets, and
improving compliance. For most countries in the
region, improving compliance is the highest priority.
In addition, improving expenditure management, for
instance, by curbing non-developmental expenditure,
such as across-the-board subsidies, could free up vital
resources. Improving the efficiency of public spending
in infrastructure could also lead to significant savings,
of the magnitude of 15 to 35 per cent, according to
different studies. This could be achieved by enhancing
project selection, ensuring adequate maintenance,
reforming State-owned enterprises and optimizing the
use of infrastructure assets.

In many economies in the region, a large proportion
of infrastructure is financed by the public sector,
with only 20 per cent financed by the private sector

and a very small percentage by official development
agencies.? However, heavy reliance on public financing
of infrastructure is problematic for governments facing
fiscal constraints and an unstainable debt position.

With regards to infrastructure financing, the main
sourcesinAsia have been loans from commercial banks,
multilateral development banks and other financial
institutions. In that regard, new regional development
banks, suchasthe AsianInfrastructure Investment Bank
(AlIB), have increased the pool of available resources
in the region for infrastructure financing... However,
credit, country and project exposure limits often pose
problems for the financing of large projects.

Governments usually involve the private sector
through PPPs in order to circumvent limited public
budgets and borrowing capacity. Over the last 15
years, private companies invested about $650 billion
in Asian developing countries, 54 per cent went to
projects related to energy, 33 per cent to projects
related to transport, 10 per cent to projects related
to ICT and 3 per cent to projects related to water and
sewerage (figure 5.5). However, their distribution has
been very uneven, and far small developing countries,
financing infrastructure investment through PPPs is
still a challenge. Indeed, 75 per cent of the region’s PPP
investment was concentrated in five major countries:
India, China, the Russian Federation, Turkey and
Indonesia.

[tisalsoimportanttokeepinmindthattheprivatecost
of capitalis usually more expensive than public financing
as the private sector requires returns commensurate
to the risk taken. As a result, private partners in PPP
projects often require credit enhancement mechanisms
and/or guarantees to cover politicaland economic risks.
In all PPP projects need to create sufficient additional
value to offset the higher financing and transaction
costs. A related point is that PPPs are most promising
as a source of financing in revenue-generating sectors,
such as energy or transport, from which user charges
can be used to repay the investment.

Whereas PPPs cannot fill all infrastructure gaps,
this mechanism may contribute to a significant share
of infrastructure investments. For example, the private
sector has financed about 50 per cent of investment in
power generation assets in South-East Asia over the
period 2000-2013.2% Similarly, in transport, the private
sector contribution accounted for an impressive 34 per
cent of total investment in roads and highways in India
in the 11th Plan (2007-2012).%* In addition, PPPs are not
just about financing. Other benefits that make PPPs an
attractive option are efficiency gains, risk transfers and
life-cycle cost optimization.
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FIGURE 5.5: Importance of public-private partnerships by sector over time and by country
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Addressing the financing requirements of

sustainable infrastructure development is only one
aspectofthe 2030 Agendafor Sustainable Development.
Effective pursuit of the entire 2030 Agenda is daunting
for the Asia-Pacific developing countries. The United
Nations Sustainable Development Network estimates
that incremental spending of at least S1.4 trillion would
berequired per year by low-income countries alone. Half
of this additional amount, about 2.5 per cent of the GDP
of these countries, must be mobilized through public
revenue enhancement.

The Asia-Pacific region, which as a whole has one of
the world’s lowest tax revenue levels, is particularly ill-
prepared for this task. In recent years, total tax revenue
averaged 17.6 per cent of GDP in the region, compared
to the developing country average of 21.3 per cent and
developed country average of 26.4 per cent.®*® This
level only surpasses those for the Middle East and North
Africa, where non-taxresource revenues have more than
compensated for low tax revenues. Moreover, the region
average of 17.6 per cent conceals the vast differences
between countries. The regional average comes down to
only 15.6 percentif developed countries and the Central
Asia subregion are excluded. Figure 5.6 shows that for
18 of 25 developing Asia-Pacific countries, the tax-to-
GDP ratio is less than 20 per cent. In addition, the tax
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mix in the Asia-Pacific region is biased towards indirect
taxes. Direct taxes account for only 37.6 per cent of the
total tax revenue in the region, compared to 55.8 per
cent for the Organisation for Economic Co-operation
and Development (0ECD) countries. This difference is
not surprising because indirect taxes, such as value-
added tax (VAT) or excise taxes, typically pose smaller
tax administration challenges for developing countries
compared to direct taxes. However, this is not entirely
desirable because indirect taxes tend to be more
regressive.

At the same time, public revenue mobilization,
especially taxation, is increasingly becoming a cross-
borderissueinlinewiththe gradualdeepeningofregional
economic integration and globalization. The misuse of
tax treaties and tax heavens along with trade-based tax
evasion and fraud are becoming significant drains on
public revenue for all countries. OECD estimates that the
global revenue losses from such activities are between
$100 billion and $240 billion annually.?®

The greater cross-border mobility of capital and
production also creates strong tax competition
pressure on countries to attract foreign investment
and penetrate export markets, especially in developing
countries where costly taxincentives are often provided
to compensate for weak market institutions and an
unfavourable business environment.



Data show that tax incentives are generally more
prevalent in the Asia-Pacific region compared to other
regions. Results of a survey indicated that seven
countries in South Asia and 92 per cent of the 12
surveyed East Asia and Pacific countries also provided
such incentives (figure 5.6).27 This compares with 75 per
centinEasternEurope, Latin America and the Caribbean,
Middle-East and North Africa, only 60 per cent in sub-
Saharan Africa, and 21 per cent in OECD countries.
South Asia also stands out in terms of providing VAT
exemptions or reductions. East Asia and the Pacific,
meanwhile, rank high in the use of reduced tax rates,
investment allowances and tax credits, and research
and development tax incentives.

Corporate income taxes have also come under
pressure. While declining corporate tax rates is a
worldwide phenomenon, the problem seems to be
exacerbated in Asia and the Pacific as countries expand
tax incentives and cut rates in an attempt to attract
foreign investment. Unlike other regions, corporate

tax reform in Asia and the Pacific has been both rate-
reducing and base-reducing.?® A study based on 14
Asia-Pacific countries found support for the hypothesis
that countries in the region compete with each other
in setting their corporate tax rates.?® A recent KPMG
study has warned that the paucity of coordination
and harmonization on tax matters in the ASEAN region,
especiallyinthelightof the ASEAN Economic Community,
could result in continued tax competition, which would
have adverse effects on tax bases in the region.3%3!

For all the challenges originating from the
internationalization of taxation, effective regional
and global tax cooperation and joint actions by all
stakeholders is a precondition for any viable solution.
Cooperation can also be an important catalyst for
national efforts to enhance public revenue mobilization
and deploy conducive tax and spending policies through
broad knowledge exchange, policy debate, peer learning
and targeted technical assistance and capacity-
building activities.

FIGURE 5.6: Tax composition and revenues in selected Asia-Pacific countries,

percentage of gross domestic product
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A particularly important area where tax cooperation
can be useful is to address the financial implications of
theregion’sveryrapid urbanization. The unprecedented
speed and dominance of megacities in the Asia-
Pacific region has put enormous fiscal pressure on
governments, especially municipal governments.
Sustainable urbanization requires public investments
in urban infrastructure and public services in the scale
of trillions of dollars, yet municipal governments of the
region are often ill-equipped to meet the challenge.
Almost all Asian countries suffer from serious
vertical imbalances, with subnational governments’
expenditure well-exceeding their revenues. The growing
investment needs, in particular the fiscal expansion in
the aftermath of the 2008 global financial and economic
crisis, hasfurtherexhausted the credit potential of many
subnational governments and led to the accumulation
of local government debt at a very rapid rate in a number
of cases, threatening to destabilize the whole financial
system.

The challenge of fiscal consolidation for municipal
governments is that there is no panacea, especially
in the context of developing countries. Property tax
revenue, for instance, is often able to shoulder the bulk
of the financing burdens of municipal governments in
developed countries, but, on average, it only achieves a
fraction of the revenue potentialin developing countries
because of capacity and institutional constraints,
a weak tax culture and lack of a mature property
registration and market in the first place. Asia-Pacific
cities therefore need to explore a diversified mix of
revenue mobilization vehicles, including property taxes,
local business or income taxes and service charges, as
well as more innovative solutions, such as land value
capture and transport/fuel taxes. Providing greater
policy space for municipal governments in local fiscal

TABLE 5.2: Types of tax incentives and their prevalence

governance while enhancing their accountability on this
front would be a desirable direction moving forward.

Against this background, tax cooperation at global
and regional levels has been gaining momentum. At
the global level, as part of the Addis Ababa Action
Agenda, adopted at the Third International Conference
on Financing for Development in July 2015, countries
committed themselves to scale up international
tax cooperation, and welcomed new initiatives by
international organizations and country groupings
to combat cross-border tax evasion, improve the
transparency of international taxation, and enhance
policy coordination across countries. The Agenda also
stressed the importance of fostering cooperation
in tax matters and taking into account the different
policy priorities and capacity constraints of developing
countries.

Attheregionallevel, Latin America, Africaand Europe
have been at the forefront in the areas of regional
tax policy coordination, knowledge exchange, and
capacity support through region-wide tax cooperation
organizations, such as the African Tax Administration
Forum, the Inter-American Center of Tax Administrations
and the Intra-European Organisation of Tax
Administrations. These organizations not only provide
a central platform for regional tax cooperation but they
also play asignificantrole in supporting theirrespective
regions’ engagements in international tax cooperation
and reforms through coordinated regional positions and
inputs and targeted implementation support that takes
into account the local context.

In contrast, the Asia-Pacific region still lacks a
broad-based region-wide platform for cooperation on
tax and public finance issues. While certain relatively

Number of Tax Investiment Free Zones/ . g

countries holiday./ Rteduced allowancg/ iniiatﬁ\al)és dec?:gt?;ns SEZ/ EPZ/ DIS:::;LOSTW

surveyed excemption ‘credlt Free Port
East Asia and Pacific 12 92% 75% 87% 83% 33% 92% 83%
Eastern Europe and Central Asia 16 88% 38% 25% 31% 0% 100% 38%
Latin America and aribbean 25 88% 32% 52% 12% 4% 72% 40%
Middle East and North Africa 15 80% 40% 13% 0% 0% 80% 40%
OECD 33 21% 36% 64% 76% 21% 67% 33%
South Asia 7 100% 43% 71% 29% 71% 71% 43%
Sub-Saharan Africa 45 78% 62% 78% 11% 18% B4% 82%

Source: Sebastian (2013).
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successful subregional forums, such as the Study
Group on Asian Tax Administration and Research and the
Pacific Islands Tax Administrators’ Association, have
been established, their coverage and capacities remain
limited. In particular, the region’s least developed
and smaller developing members are not adequately
represented in global and regional tax cooperation
mechanisms (figure 5.7).

Limited inclusive and region-wide cooperation and
capacity support has prevented Asia and the Pacific

from engaging proactively and making substantial
contributions to the ongoing global tax cooperation and
reforminitiatives. Compared to other developing regions
with broader-based, more institutionalized and better
financed region-wide forums, Asia and the Pacific,
especially its developing countries that are not part of
OECDor G20, haslargelyremained passiveininternational
tax norm-setting processes and negotiations. With
regard to those negotiations, for the most part, they
have lacked an united voice and opportunities to provide
well-developed regional inputs.

FIGURE 5.7: Participation of Asia-Pacific countries in global and regional tax forums
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Suggestions to move forward

The centrality of finance as a critical mean of
implementing the 2030 Agenda for Sustainable
Development combined with its scarcity makes it even
more important that the the RECI and 2030 Agenda are
pursued in a synergic and complementary manner.
In this vein, a necessary first step is to strengthen
coordination in the region to ensure financial and
macroeconamic stability so that a resilient platform for
economies to raise the necessary financial resources in
support of the 2030 Agenda can be provided.

Short-term  liquidity. Regional financial safety
nets offer short term liquidity over and above the IMF
emergency lending programs. Few principal elements
need to be kept in perspective in judging the efficacy of
these facilities, and deliberating on underlying concerns
and pertinent questions:

. Are these facilities operationally flexible
and can they safeguard or prevent short term risks
associated with financial market volatility in general
and/or volatility in capital flows in particular, along
with significant fluctuations in exchange rates?

. How can cooperation be strengthened to
effectively manage these risks, particularly with
regards to monetary and exchange rate policies and
implementation of macroprudential policies and
capital flow measures?

. Should the existing facilities not be backed
by a more robust framework of regional surveillance,
supported by regionally harmonized and enforceable
macroprudential policy frameworks?

Will the fragmentation of subregional facilities
and frameworks and procedural differences render
the region wide crisis management difficult?

. The Chiang Mai Initiative Mulitlateralisation
is reliant on IMF support beyond the 30 per cent
quota of liquidity. With that in mind, how swiftly can
surveillance reports be developed by CMIM and, if
IMF recommends its standard conditionalities, how
can it be ensured that the assessment in those
surveillance reports complement IMF conditionalites
and emergency support ?

Finally, there remains concern regarding the
ability of subregional surveillance and coordination
given the procedural and policy uncertainty on how
to access resources which has yet to be tested in
emergency situations.®? In addition, there is a need
in the region to develop capacities to formulate and
monitor conditionalities associated with emergency
lending.
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Capital market cooperation. To channel the abundant
savingsavailablein Asiaandthe Pacific, whichare mostly
flowing to more mature economies outside the region,
domestic financial markets and institutions need to be
developed further. Currently, most financial markets in
the region are dominated by banks. Therefore, one key
consideration is to develop local currency bond and
securities markets. For this purpose both the demand
and supply side need to be strengthened by facilitating
market access to a diverse issuer and investor base.
In this context, development of domestic institutional
investors with long-time horizons, such as insurance
companies, pension funds and asset management
companies, is particularly important.

Similarly, financial market infrastructure needs to be
enhanced in order to regulate the issuing and trading
of bonds and securities, payment systems, central
securities depositories, and cross-border clearing
and settlement systems. A well-functioning financial
infrastructure is essential for trades to be executed
rapidly and safely, thereby contributing to the liquidity
of the market. It also contributes to building confidence
amongissuersandinvestorsintheintegrity andfairness
of the price discovery process, which are essential for
encouraging their participation in the market. At the
same time, different standards and requirements may
prevent investors from credibly assessing investment
opportunities across multiple countries. Therefore,
adoption of harmonized regulations, corporate
governance and financial products are needed to
facilitate the trading of securities across countries,
laying the groundwork for the development of a regional
financial market at a later stage.

The econamies in the region, with the exception of
Japan, the Republic of Korea, Singapore and Hong Kong,
China, impose foreign exchange restrictions, which does
not bode well for regional financial cooperation efforts.
While such restrictions help mitigate vulnerabilities
stemming from capital outflows, they have negative
effects, resulting in a low level of investments by
non-resident institutional investors and cross border
transactions, which adversely affects capital market
development in the countries where they have been
imposed. Thus, countries in the region should gradually
accelerate their capital account liberalization efforts,
while developing appropriate macro-prudential policies
to preserve financial stability amid increasing volumes
of cross border transactions.

Financing infrastructure development. Given the
scale of infrastructure investment requirements,
financing sourcesinadditiontothe public sectorneedto
be identified. While the banking sector has traditionally
played a major financing role, capital markets should



complement these resources by providing an alternative
intermediation mechanism between investors and
project developers. Thus, the development of domestic
financial markets and institutions and linking them
through cooperative efforts, are needed to facilitate
financing of high-priority, bankable infrastructure
projects with an appropriate mix of debt and equity.

Countries should also tap new financing sources.
For instance, AllB, which became operational in 2016,
has significantly increased the infrastructure financing
available to developing Asian economies. Similarly,
the New Development Bank provides another source
of financing for the region. Multilateral initiatives
have also burgeoned to support infrastructure project
preparation. Examples include: the Global Infrastructure
Facility, led by the World Bank Group, and the ADB Asia-
Pacific Project Preparation Facility.

The process for infrastructure project selection
needs to be improved so that funding is prioritized
for projects that make the most contributions to
(a) seamless connectivity in the region; and (b] the
implementation of the 2030 Agenda by ensuring that
infrastructure development is inclusive, climate-
friendly and resilient. For this purpose, a regional
viewpoint and a multisectoral focus are necessary. A
regional viewpoint would take into account each project
in the context of the development needs of the region
as a whole. Such an approach would prioritize projects
that build “missing links”, forinstance inregional railway
networks, to enhance the functionality and usefulness
of such networks. A multisectoral approach would
carefully weigh the economic, social and environmental
gains and losses of each project in order to select those
that bring the most benefits to the three dimensions of
sustainable development.

Thus, efforts should be made to support developing
countriesin building practical tools to conduct analyses
that incorporate the three dimensions of sustainable
development and quantify positive and negative
externalities. In this context, the streamlining of project
selectionprocesseswouldrequire consistentguidelines
across funding agencies, donors, and governments.
Effectively engaging multiple stakeholders in
consultations for both the selection of new projects and
for the monitoring and evaluation of existing projects
would be necessary as well.

Cross-border projects often receive a lower priority
than national ones, which have a lower risk profile and
a shorter gestation time. They are, however, critical
for achieving regional connectivity. The establishment
of dedicated financing mechanisms for these projects

could help to raise their priority level while serving as
coordination platform among the involved countries.
These mechanisms could take different forms, suchasa
project preparation facility exclusively for cross-border
projects or loan-grant blending instruments improving
their financial viability.

To circumvent limited public budgets and borrowing
capacities, governments can also consider involving the
private sector through PPPs to close the infrastructure
financinggaps.ToattractPPPinvestments, governments
need to create an enabling environment characterized
by, among other things, a coherent policy orientation,
including priorities and expected timelines for projects
to be developed under a PPP mechanism, and a clear
legal and regulatory framework. In this context, it is
important to ensure that risks are properly allocated
between the public and private partners. PPP contracts
can entail long-term budgetary commitments and
contingent liabilities, such as those related to public
guarantees. Hence, care is needed to ensure that PPP
contracts are not a drain on the public purse over the
entire period and do not threaten fiscal stability in the
long run.

Public-private projects are complex and may require
skills that are not available internally. Therefore,
to make the most of the PPP mechanism, regional
cooperation is critical, as countries need to learn from
each other’s successes and failures. In particular,
stepping-up capacity-building efforts is required to
ensure that PPPs become an effective instrument for
delivering infrastructure services. This would also
reduce the expertise asymmetry between the private
and public sectors when PPP contracts are negotiated.
Building governments’ capacities to undertake PPP
projects is critical for the structuring of projects that
will maximize positive development impacts, allocate
risks adequately, and ensure the quality of services
to be provided. Such capacity can be efficiently built
through regional cooperation and a network of experts.

Countries not only need to take the necessary
steps that facilitate higher volumes of investments for
sustainable development; they also should enhance the
qualityofthoseinvestments. Forthatpurpose, countries
should promote financial inclusion and provide greater
policy space for municipal governments in local fiscal
governance, while enhancing their accountability. In
thatregard, and as mentioned above, Asia-Pacific cities
need to explore a diversified mix of revenue mobilization
vehicles, including property taxes, local business or
income taxes, service charges and come up with maore
innovative solutions, such as land value capture and
transport/fuel taxes.
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To scale up financing for sustainable development,
the following strategies should be envisaged: designing
differential approaches for different country contexts
based on using public finance to leverage other capital
sources; creating a conducive policy and regulatory
environment that provides appropriate incentives;
tapping capital markets through green bonds and
securitization; and targeting support to the most
vulnerable countries. Multilateral development banks
are well positioned to mobilize additional low-carbon
and adaptation finance, drawing on their ability to
leverage money from the global capital markets and
through blending and co-financing activities. They also
provide risk management instruments that should be
scaled-up. Credit guarantees, political risk insurance
and contingency recovery grants can play a critical
role in enabling private investments in the context of
political uncertainty, or to back private equity and debt
financing in countries with more challenging investment
environments.

Tax cooperation. There is considerable scope to
improve domestic resource mobilization as underlined
by the low tax-to-GDP ratios in Asia and the Pacific.
However, raising tax-to-GDP ratios is a complex task.
It must be based on a broad social contract linking the
responsibility of paying taxes with accountable public
expenditure that delivers on economic, social and
environmental outcomes, and it needs to be achieved
through appropriately sequenced and paced reforms to
rationalize tax structures, enhance tax administration
capacities and improve legislation and transparency.

To facilitate the achievement of these objectives,
the Asia-Pacific region needs to develop a regional
approach and vision with regard to public finance
strategies and policies. This calls for the rethinking
and recalibration of existing policies and practices
in the context of sustainable development principles
and the regions’ challenges and priorities, such as
rapid urbanization and widening inequality. Moreover,
the vision should leverage on the region’s own policy
lessons and experiences and take into account the
localinstitutional, cultural and historical context. Such
an approach would also support national efforts to
enhance public revenue and to implement suitable tax
and spending policies for sustainable development.

For this purpose, an inclusive and region-wide
platform, such as the one provided by ESCAP, can be
considered. Examples of the areas that such a platform
could focus oninclude:

. Broad regional policy debate, knowledge
exchange, peer learning and targeted technical
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assistance and capacity-building activities for the
prioritization of public finance as a key pillar of the
regionalimplementation strategy for the 2030 Agenda
for Sustainable Development;

Dedicated and focused research on forward-
looking tax and public expenditure policies and on
pragmatic policy design, keeping in view the Asia-
Pacific context;

. Strengthen the region's participation in
international tax cooperation and norm-setting
processes, through substantive and coordinated
regional positions and inputs;

Provide a mechanism for better synergy of
policy advisory and capacity-building efforts by
international organizations and development partners
on avoluntary basis.
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CHAPTER 6
SHARED VULNERABILITIES

DDespite the diversity among Asia-Pacific countries
in terms of population, socioeconomic development
and geography, many of them share vulnerabilities
and risks. Among them are transboundary natural
disasters, scarcity of natural resources, food security
and climate change. Shared vulnerabilities and risks
to socioceconomic development and environmental
sustainability have been heightened with the increased
interdependencies among countries that regional
integration brings. In this context, it is essential to
recognizethevalueofregionalcooperationmechanisms,
and to realize their implementation, which includes
sharing of best practices, experiences and expertise.

One of the core elements of the 2030 Agenda is
addressing risks and vulnerabilities. Disaster risk
reduction is a cross-cutting issue that is interlinked
with several of the Sustainable Development Goals.
Disaster risk reduction is directly relevant for achieving
the specific targets of ending poverty in all its forms
everywhere (Goal 1) and making cities and human
settlements inclusive, safe, resilient and sustainable
(Goal 11], while building resilience is mainstreamed in
many sector-related Goals, such as Goal 2 on resilient
agriculture and Goal 9 on resilient infrastructure. Goal
12 focuses on sustainable consumption and production
targeting resource efficiency, whereas Goal 2 is about
ending hunger, achieving food security and adequate

FIGURE 6.1: Rising economic damages, 1970-2013
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nutrition for all, and promoting sustainable and
resilient agriculture. Goal 13 on climate mitigation and
adaptation included the need to strengthen resilience
and adaptive capacity to climate-related hazards and
natural disasters.

Natural disasters and shared vulnerabilities

Many countries in Asia and the Pacific share
vulnerabilities to environmental and disaster risks,
arising, for instance, from seismically active fault lines
that cross many national borders, ocean basins, which
experience frequent cyclones, and many river basins
with flood potential. As mentioned earlier, about 1.4
billion people were affected by the 1,625 reported
disaster events occurred in the region over the last 10
years.! During that period, economic damage caused
by disasters amounted to $523 billion, or 45 per cent
of the global total, 8 of the 10 largest disasters in
terms of fatalities and 4 of the 10 largest in terms of
overall economic damage, occurred in the region.? The
economic losses are higher if lost income, increased
cost of production and other financial losses suffered
by businesses and households as a result of damages
to assets and economic activity are taken into account
(Figure 6.1).°
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Indian Ocean
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In particular, disaster risks are increasing in urban
areas. Cities, especially those with their large and
growing populations, stressed environments and
inadequate infrastructure, are highly vulnerable to
naturaldisasters. The area subject to urban disaster risk
isincreasing, notonly because of the rapid growth in the
urban population, but also as a consequence of other
contributing factors, such as the gradual erosion of
ecological buffers. As cities are the centres of economic
growth and account for large shares of national GOP, this
heightens the risks to national economies.

While floods and storms, followed by earthquakes
are the most frequent disasters in Asia and the Pacific,
the region is also affected by multiple smaller scale but
recurring events, also known as extensive risks (high-
frequency, low-severity losses). Since 1970, 85 per cent
of disastersinthe region have been minor but recurrent.
They have cumulatively affected 2.24 billion people and
caused more than $400 billion of damage by triggering
ongoing erosion of development assets, such as local
infrastructure, dwellings, schools, health facilities and
roads.

As extensive disasterrisks are frequently associated
with the ecological vulnerability of affected areas, more
attention should concentrate on these risks to ensure
sustainable development in the Asia-Pacific region.
For intensive risks, hazards and exposure dominate
the risk equation. On the other hand, extensive risk is
closely associated with such factors as inequality

and poverty. As extensive risks cause the majority of
morbidity and losses in developing countries, they
can undo years of development efforts by negatively
affectingeconomic and socialgains. Consequently, they
represent a particular challenge to the achievement of
the Sustainable Development Goals, especially in areas
and regions with widespread poverty and high social
inequality.®

In terms of the after effects of disasters, houses
and other major infrastructure are the development
assets most seriously affected by earthquakes and
floods. As indicated by figure 6.2, the range of major
floods, droughts, cyclones and typhoons in the region
since 2009 have had the worst sectoral impacts on the
housing and agriculture sectors, respectively, resulting
in 23 and 21 per cent of the total loss in these cases.
Comparatively, over the same period, major disasters in
the Asia-Pacific region resulted in a 14-per cent loss in
the transport sector and a 7-per cent loss in the tourism
sector.

The losses related to agriculture are particularly
concerning for many countries of the region as more
than 30 per cent of the labour force in Bangladesh,
Bhutan, Cambodia, India, Indonesia, Nepal, Pakistan,
Philippines, SriLanka, Thailand and VietNam is employed
in the farm sector. Thus, the damages and losses are
often incurred by poor, small and marginal farmers
and by semi-rural communities without insurance and
lacking the financial resources needed to regain lost
livelihoods.

FIGURE 6.2: Major disasters and sectoral impacts in Asia and the Pacific
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While the damage and loss assessment figures
discussed serve to underscore the severity of disaster
impacts in the region, they nevertheless fail to take into
account long-term costs. This is particularly the case
when considering the long-term costs of disasters for
smaller economies that do not have well diversified
economic structures and face macroeconomic
instability. With regard to less diversified economies, a
recent study highlights that after disasters caused by
cyclones national incomes decline relative to their pre-
disaster trends and that national incomes not recover
within two decades after the disaster.® The largest
event in the sample led to a reduction in long-term GOP
of almost 30 per cent, compared to a “no disaster”
counterfactual. In the Pacific small island developing
States, it was found that after major cyclones the
GDP per capita is likely to lag behind the “no disaster”
counterfactual for many years.

Beyond the long-term costs of disasters, another
areaof particularconcernisthetransboundary nature of
their impacts, especially those of hydrometeorological
origin that are linked with river and ocean basins,
climate, weather, and agroecosystems. For instance, in
addition to numerous seasonal small-scale floods that
affect the region every year, major floods have affected
China, India, Pakistan and Thailand in the last decade,
while snowmelt and glacial lake outburst floods in high
mountains, combined with heavy monsoon rains, have
led to flash floods and flooding in Pakistan, Kazakhstan
and Tajikistan. Several of those large-scale floods have
been transboundary, flowing across countries that
share basins of rivers, such as the Amu Darya, Amur,
Brahmaputra-Meghna, Ganges, Indus, Mekong, Salween,
and Yenisey. Flooding in the Mekong river basin can
affect downstream riparian countries - Cambodia, the
Lao People’s Democratic Republic, Thailand and Viet
Nam. With about 70 per cent of the total global rice
export trade originating in South-East Asia, floods have
a significant impact on local and global food supplies.
In such situations, effective supply chain management
becomes crucial to reduce shortages of rice and limit
the increases in international prices.

In addition to flooding, the region is also highly
vulnerable to droughts, which traverse river basins
and large agroecological zones across national
boundaries. Eighty per cent of the economic impacts of
drought are shouldered by agriculture, thus prolonged
droughts slow income growth in agriculture and in
related agroprocessing activities, with knock-on
effects on employment and incomes in other parts of
the rural economy. Severe droughts can cause severe
drinking water problems in dry land areas and also
restrict industrial and municipal water withdrawals,
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and lead to water scarcity and insecurity both in rural
and urban areas. In extreme cases, drought has led to
desertification, affecting about 1,400 million hectares
of land across Asia, more than in any other region in
the world.” This has serious implications for future
agricultural production, particularly for activities that
require large volumes of water.

Storms also affect the region, with 50 to 60 of the
annualaverage of 86 tropicalcyclones occurringinthree
Asia-Pacific ocean basins whose coastlines are shared
by multiple countries. With each cyclone being able to
travel to many countries, causing heavy rainfall and
flooding untilit finally makes landfall, the economic and
social damages caused by these events are significant,
asnoted above.

In addition to the transboundary nature of major
hazards, disaster risks are often shared through
economic networks among countries. Increased
cross-border flows of trade and investment raise
the transmission possibility of disaster impacts to a
much more extensive chain of countries. Furthermore,
disasters in Asia and the Pacific can also affect
the global economy by disrupting global production
networks, given the strong participation by the region
in those networks. For instance, Japanese automobile
production was almost halved and electrical component
production fell by 8.25 per cent as a result of the 2011
Tohoku Earthquake and Tsunami. 8 Three months after
the disaster, because of shortages in components,
automobile production dropped by 20 per cent in
Thailand, 24 per cent in the Philippines, and 6 per cent
in Indonesia.®

These shared vulnerabilities and risks have imposed
a significant burden on the sustainable development
of the region. Driven by climate variability and change,
significant changes are occurring in the intensity,
frequency, and geographical location of the hazards as
well as in the complexity in the transboundary origins
and impacts of disasters.

Climate change and shared vulnerabilities

Climate change has exacerbated the intensity and
incidence of hazards in many parts of the region. As
climate change has transboundary and multisectoral
impacts, the response to climate change has a strong
interlinkage with RECI. However, the risks of disasters
and climate change are not taken into account in the
construction of infrastructure in the region.

The global commitment to address climate change
is underpinned by the Paris Agreement, which aims to



limit global warming to “well below” 2 degrees Celsius;
and by Sustainable Development Goal 13, which requires
countries to take urgent action on climate change and
itsimpacts. Reachingthe 2 degrees Celsius target would
require global emissions to decline by 40 to 70 per cent
below 2010 levels by 2050. As the region accounts for
more than half of the global greenhouse gas emissions,
it must play a leading role in emissions reductions and
move to a low-carbon development model if global
emissions are to stabilize.

Climate change is the most critical collective threat
to the survival of small island developing States. With
the ocean comprising more than 89 per cent of their
sovereign territories, and the majority of the island’s
inhabitants are concentrated in coastal or low lying
areas, Pacific countries are among the most exposed
and vulnerable in the world to climate change A sea
level rise of half a meter, along with natural sea level
variation and more frequent and severe storm surges,
will result in serious coastal inundation, threatening
the livelihoods, infrastructure, health, food, water and
physical security of communities. Apart from extreme
weather events, climate change is also adding pressure
on fragile island systems by increasing average ocean
and land temperatures, changes to the seasonality
and the duration of rainfall.}® For atoll States, such as
Kiribati, the Marshall Islands and Tuvalu, which are less
than one meter above sea level in most places, the
threatis existential.!!

With  the acceleration of climate change
consequences and the concomitant increase in the
disasterrisks, Pacificlsland countriesface development
challenges that are large and difficult to tackle by
themselves. Natural disasters, particularly tropical
cyclones, cause major disruptions and put enormous
pressure on governments to reconstruct and source
the required finance. Identifying ways to manage risks
and create opportunities to share or transfer disaster
contingencies are thus essential.

Transboundary air pollution has been recognized as
one of the most serious environmental challenges in
Eastand North-East Asia because of a range of factors,
including heavy consumption of fossilfuels, insufficient
abatement technology applications and ineffective
policy enforcement. In particular, the combination
of meteorological and geographical factors, namely
eastward or south-eastward winds during most
seasons except summer, and the location of emission
sources, significantly contributes to the scaling up of
domestic air pollution into subregional air pollution. The
long-range movement of dust and sandstorms has also
contributed to severe environmental impacts in an area

covering Mongolia and China all the way to the Korean
peninsula and Japan. Long-distance transport of dust
aerosol particles links the biogeochemical cycles
of land, atmosphere and ocean, and possibly even
influences the global carbon cycle, thereby having a
significant effect on regional radioactive balances and
human health.

One of the best resources with which to address
disasterandclimaterisksisahealthynaturalenvironment
supported by robust ecosystems. Unfortunately, much
of this protection hasbeenweakened by human-induced
environmental degradation in the region. Disasters
can then further damage the environment, raising the
prospect of a downward spiral. Indeed, according to
the Global Land Degradation Information System of the
Food and Agriculture Grganization of the United Nations
(FAOQ), the ecosystems of 32 Asia-Pacific countries, are
experiencing “medium” to “strong” degradation, which
can exacerbate the impact of natural hazards, affecting
their magnitude, frequency and timing.

Food security and shared vulnerabilities

Over the last fifty years, Asia and the Pacific has
made tremendous progress inreducing the proportion of
undernourished people and in achieving food security.
The number of people undernourished in Asia declined
from 751 million in the period covering 1990-1992 to
552 million in the period covering 2011-2013 while the
proportion of undernourished people decreased from
24.1 per cent to 13.5 per cent over the over the same
two periods. This is an impressive achievement given
that the population during the same periods grew by 988
million people, from 3.127 billion to 4.115 billion.*

Despite this progress, the region still faces
persistent poverty and hunger, and remains home
to about 65 per cent of the people that are suffering
from hunger globally. The main obstacle to overcoming
hunger is not an overall lack of food, but rather that
many people are not consuming enough food. They are
prevented from doing so by many factors, including,
among them, poverty, natural disasters, conflict and
war, poor access to resources, lack of employment
opportunities, lack of education, underinvestment in
agriculture and instability in the world food and financial
systems. Given that countries in the region share many
resources critical to the production and distribution of
food, food security also has strong regional dimensions.

Foodinsecurityis a result of many factors, including,
among them, supply-side constraints, inadequate
demand because of poor income and inability to
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physically access food because of remoteness.
Analyses of the average dietary energy supply adequacy
ratio also reveal that factors causing food insecurity
across countries and regions vary significantly. They
include rigid food trading regimes, inadequate domestic
production, extremely high food waste throughout
value chains and seemingly high food stockpiling, which
reduces food available for human consumption.ts

Interseasonal and annual food production variability
continues to be a major factor that affects localized
food insecurity of a large group of households in the
majarity of countries in Asia and the Pacific. Droughts,
floods, excessive snowfall, and other natural disasters
precipitate these production shortfalls. Weather
anomalies, such as the El Nifio phenomenon, have
exacerbated the food production shortfalls. As such,
regional multi-hazard monitoring and early warning
have the potential to play a key role in preparing key
stakeholders for and building their resilience to extreme
weather events and natural disasters.

Further to this, rapid economic growth in Asia and the
Pacific has put greater pressure on natural resources.
With limited per capita endowments, the region is
particularly vulnerable to disruptions associated with
volatile energy and resource prices, land use changes
and climate change. Notably, these disruptions are
becoming increasingly interconnected.

The increasing use of natural resources at a rapid
rate, generation of pollution and waste and ecosystem
degradation could push countries in the region towards
a catastrophic ecosystem collapse. Though natural
systems have large absorption capacities, once
tipping points are reached, they could suddenly crash,
with devastating consequences for other economic
and social systems. Building resilience to such
vulnerabilities and risks entails addressing this nexus
of converging threats.

This interconnected and complex scenario is forcing
governments across the region to accept that it is no
longer suffice to consider and address such challenges
individually, but rather it is necessary to treat them
as an interconnected system. Furthermore, they have
shown how a single event that in isolation might seem
manageable within national borders can provoke
multiple and interrelated global shocks. The 2010 floods
in Pakistan and the droughts in the Russian Federation
together were translated by global financial and trade
systems into higher food prices. Massive floods in
Thailand in 2011 triggered a cascade of supply chain
failures, bringing production to a haltin factories around
the world.
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A series of policy options are available for regional
organizations to support national food security. ASEAN
has a long history of striving towards greater regional
cooperation in the area of food security. Two of its
pioneering efforts were the ASEAN Framework Action
Plan on Rural Development and Poverty Eradication
and the ASEAN Action Plan on Social Safety Nets,
which aimed to ensure the protection of the most
vulnerable sections of the communities. Some projects
implemented to achieve this objective include regional
cooperation in human capital development, including
capacity-building foremployment promotion, manpower
planning, skills training, social monitoring, and design
of emergency social safety nets. The ASEAN Integrated
Food Security (AIFS] Framework and the Strategic Plan
of Action of Food Security in the ASEAN Region have
provided an overarching framewark for the region to
comprehensively address food security by defining
goals, objectives, guiding principles and the key
components.

In the Colombo Statement on Food Security, issued
during the fifteenth SAARC summit, held in Colombo on 2
and 3 August 2008, the Heads of State and Government
recognized the importance of food security and the
need to develop “people-centred” short to medium-
term regional strategies and collaborative projects to
increase food production, investment in agriculture
and agro-based industries, agricultural research and
prevention of soil health degradation, development
and sharing of agricultural technologies, sharing of
best practices in procurement and distribution, and
management of the climatic and disease-related risks
inagriculture. The subsequent special SAARC ministerial
meeting of agriculture ministers recognized the need to
develop a harmonized network for safe movement of
agricultural commodities in the region and collaborate
on human resource development and capacity-building
inidentified areas, namely integrated pest management,
pest-risk analysis, integrated nutrient management,
post-harvest  technologies, biotechnology and
bioresource management.

Strengthening regional food stocks has received
heightened focus recently. The ASEAN Food Security
Reserve, initially established with a rice reserve of
50,000 metric tons contributed by ASEAN member
countries, has expanded to include ASEAN+3 countries
with an earmarked stockpile of 787,000 tons. A three-
tier system has beenidentified for releasing food stocks
fromthe system:(alreceiverice oncommercialcontracts
to meet supply-demand deficits; (b) obtain food stocks
as a loan in an emergency; and (c] receive food stock
free in severe cases. All three tiers have been used
recently, indicating the reserve’s success. SAARC also



replaced its food security reserve with the SAARC Food
Bank (SFB) at the fourteenth SAARC Summit, held in New
Delhi on 3 and 4 April 2007. This summit also introduced
new guidelines on withdrawals and negatiations and
established definitions on food shortages and quality
standards of grains. Operationalization of the SAARC
Food Bank has been under discussion for the past few
years.

The Pacific Island Leaders Forum agreed in 2008
that food security requires a coordinated multispectral
approachandengagement of governments, nationaland
regional organizations, international and multilateral
organizations, the private sector, the food industry,
farmers and fishermen, consumers and civil society.*
The Summit endorsed the Pacific Food Security
Framework for Action, which outlined seven themes:
leadership and cooperation; regulatory frameworks,
enforcement and compliance and public-private sector
collaboration; enhanced and sustainable production,
processing and trading of safe nutritious local food;
protect infants and vulnerable groups; consumer
empowerment and mobilizing partners; a food security
information system; and enhancing land tenure systems
and land-use policies, energy, transport, education and
communication systems to underpin food security.

Regional arganizations have developed innovative
mechanisms for coordinating efforts to combat
transboundary animal and plant diseases and sharing
agricultural knowledge and research findings. Some
example of these mechanisms are the ASEAN Integrated
Food Security Framework, the SAARC Global Framework
for Containment of the Priority Trans- boundary Animal
Diseases and the exchange of scientific information
on agricultural production and consumption through
the Asia-Pacific Association of Agricultural Research
Institutions.

Shared vulnerabilities: main challenges

Improving the collective management of shared
vulnerabilities and risks is a major challenge that needs
to be dealt with through regional cooperation.

A key impediment is the lack of data and information
sharing across countries on disaster occurrence
and impacts and losses at the regional level. Sharing
data and information with neighbours and riparian
countries is sometimes limited. Absence of global
and regional standards on disaster statistics makes
a sound assessment of vulnerabilities and risks
difficult. Such data, which should include information
on transboundary river basin floods and slow-onset

disasters, such as droughts, are needed to estimate
regional disaster risks and transboundary hazards, and
strengthen early-warning systems.

Considering the large contingent liabilities
associated with disasters, a second major challenge
is to set aside sufficient resources to meet expected
losses. This is particularly important to avoid disruptive
impacts of disasters on poverty reduction and progress
in implementing the 2030 Agenda for Sustainable
Development. In addition, ex ante financing mechanisms
andinvestmentindisasterriskreductionareinsufficient
to significantly buffer economies from negative growth
impacts.

Taking into account the low insurance penetration
in the countries that are most vulnerable to disasters,
another important challenge is to identify ways to
manage risks and to create opportunities to share or
transfer disaster contingencies. The challenge to build
well-functioning risk-transfer systems is even greater
in countries characterized by low levels of financial
development.

Land-use planning and building authorities in many
developing countries face difficulties in effectively
integrating good disaster risk management practices
into their policies and permits.

A number of regional cooperation mechanisms that
deal with natural disasters, including those related to
climate change, natural resources management, food
security and economic shocks, have been set up, but
they are at various stages of development. In most
cases, these need to address more comprehensively
shared vulnerabilities and risks and promote resilience
building. Regional cooperation efforts to deal with
shared vulnerabilities and risks should aim at providing
optimal regional solutions by coordinating individual
country responses in the most effective manner.

Recommendations

Addressing the region’s shared vulnerabilities is
a task that is frequently beyond the concern of each
individual country. It requires enhanced regional
cooperation, particularly to address transboundary
hazards such as river-basin floods and drought.

Risk prevention and mitigation would safeguard
people and econamic activity from the transboundary
nature of disasters and other shared vulnerabilities
and risks. Tackling complications created by natural
disasters, the lack of natural resources, food security
and climate change require regional cooperation
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and regional solutions. With that in mind, ESCAP’s
intergovernmental platform has deliberated on the
need to facilitate strategic partnerships, promote the
pooling of resources and sharing expertise, innovative
technology applications and resources for multi-hazard
early warning systems in the region through South-
South and regional cooperation.

While progress is underway to strengthen early
warning for tsunami and tropical cyclones, significant
gaps still exist with regard to other cross-border
hazards despite scientific advances and theirincreased
availability, particularly in the area of space technology
applications. Regional cooperation, supported by
ESCAP, can assist countries in the region to address
other transboundary risks, such as basin floods, glacial
lake outburst floods, flash floods, landslides, and sand
and dust storms.

Significant gaps exist in understanding sectoral
impacts of slow-onset disasters, such as drought
and the El Nino phenomenon, making evidence-based
policymaking a challenge. ESCAP, through its work
in space application and multi-hazard early warning
systems, is developing methodologies and guidelines
for scenario-based impact outlooks on, for example,
food security and social dimensions for slow-onset
disasters that help build capacities of countries at high
risk to address these disasters more effectively.

To help in efforts to achieve the disaster risk
reduction and resilience-related Goals in the 2030
Agenda for Sustainable Development, the international
network for multi-hazard early warning system, led by
the United Nations in partnership with the World Bank
andrelated development partners, is being established.
ESCAP will lead the regional component of this network
through a regional action plan. The ESCAP regional
action plan envisages (al strengthening the existing
ESCAP/WMQO Typhoon Committee and WMQO/ESCAP Panel
on Tropical Cyclones and extending the ESCAP and
World Meteorological Organization (WMO] partnership
to the Pacific through the Tropical Cyclone Committee;
(b) deepening the partnership between ESCAP and the
Intergovernmental Oceanographic Commission of the
United Nations Educational, Scientific and Cultural
Organization for effective end-to-end tsunami early
warning systems in the Indian and Pacific Ocean basins;
and (c] the establishment of a regional cooperation
mechanism for early warning for transboundary river
basinfloods - to start with priority basinsand aresearch
network for glacial lake outburst floods, flash floods and
landslides; and (d) partnering with the United Nations
Environment Programme, the United Nations Convention
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to Combat Desertification and WMO to enhance regional
cooperation mechanisms for combating sand and dust
storms. While addressing the unmet needs of more
effective multi-hazard regional early warning, the action
planintends to facilitate the integration of vulnerability
considerationsinto efforts to strengthen RECI to ensure
that the developmental gains made through RECI are not
reversed by unaddressed shared vulnerabilities.

Alongside traditional financing mechanisms, index-
based, or parametric, insurance has the potential to
increase the efficiency and effectiveness of disaster
insurance, as it is based on a scientific and more
transparent determination of payment. For small
countries that may experience great difficulty in
financially managing disaster impacts, transferring the
risk through risk pooling could be an attractive strategy.
In this case, regional cooperation is very worthwhile
because it not only allows countries to transfer risks by
pooling them across countries but also enables them to
use this pool to purchase reinsurance at a much lower
premium than what would have been the case had each
country approached the market individually. Similar to
other types of insurance, the insurance pool should
be diverse enough to cover different risk exposures,
thus enhancing the attractiveness of wider regional
cooperation.

Regions can play a decisive role in food security in
severalways, including, though, for example: (a) building
integrated regional food markets to insure against
localized food production shortfalls that a country
alone may not be able to withstand; (b} coordinating
policies and sharing information for sustainable food
production; [c] managing transboundary resources
better, thus minimizing potential impacts arising from
climatic changes; and [d) pooling food security risks
through innovative mechanisms.

Increased confidence in regional food markets can
minimize run-on-the-mill price hikes that are often
a result of panic buying because of shortfalls in local
food production. Trade restrictions imposed on food
trade during the 2007-2008 food crisis are often used by
countries to argue for food self-sufficiency frequently
at the expense of potential efficiency gains from the
alternative use of precision land and other resources.

Confidence also needs to be built on the quality and
safetyoffoodbyharmonizingsanitaryand phytosanitary
standards and certification mechanisms, simplifying
and increasing the transparency of administrative
procedures and documents and implementing them
with mare vigour.



Coordinating policies and sharing information can
increase food production as it allows for greater use of
comparative advantages based on regional differences
insoiland climatic conditions suitable for the production
of different varieties of plants and animals. This can
also promote the use of better plant varieties, genetic
resources and inputs available within larger geographic
regions.

Opportunities to use better technology in
agricultural production, reducing post-harvest losses
and knowledge in food preparation and processing can
also lead to improved food security outcomes.

Sharing information on production systems,
technology and other information required for
food production can be a fundamental force in re-
establishing trust among countries on the regional food
markets. Sharing knowledge on transboundary plant and
animal diseases has become an essential component of
agricultural policy because of the increased likelihood
thatdiseaseswillspreadinthe currentglobal production
and consumption systems.
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CHAPTER 7

THE WAY FORWARD FOR RECI IN ASIA AND THE PACIFIC

The analysisinthe presentreport has provided anin-
depth background of RECIin Asia and the Pacific and has
outlined the context, challenges and recommendations
for its four constituent elements: (a] moving towards
the formation of an integrated market; (b) development
of seamless connectivity in the region; (c] enhancing
financial cooperation; and (d) increasing economic
cooperation to address shared vulnerabilities and risks.
The main recommendations in each of these areas are
summarized in this chapter, which concludes with an
assessment of the next steps required to enhance RECI
across the region.

Market integration

The principal recommendation is to curtail
protectionism, particularly in the form of non-tariff
barriers and behind-the-border regulatory measures.
These could be tackled through cooperation to
mutually recognize regulatory sectoral measures,
such as standards. To support trade and investment
liberalization, it is also necessary to improve the
measurement and impact assessment of non-tariff
measures, with a view to streamlining and potentially
harmonizing them.

Efforts to consolidate the “noodle bowl” of existing
bilateral and multilateral trade agreements need to be
undertaken. Although such agreements were intended
to provide market access to their signatories, their rapid
proliferation combined with the complexities arising
from multiple rules of origin have imposed burdensome
transaction costs and diverted trade away from the
econamies not involved in the agreements.

It is also important to continue to promote trade
facilitation and paperless trade, including through
the implementation of the Framework Agreement on
Facilitation of Cross-Border Paperless Trade in Asia and
the Pacific, which was adopted by ESCAP member States
in 2016.

Existing bilateral and multilateral international
investment agreements have also created a “noodle
bowl”, and efforts should be made to consolidate them.
Streamlining such agreements and ensuring that they
balance investor rights with host country development
needs is critical for improving transparency and clarity
in international investment rules, which would help
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boost regional integration. Promoting processes of
labour market integration and gradually enhancing
coverage across skill levels and sectors would facilitate
cross-border movements of people and improve the
management of migration. To support such processes, it
isimportanttodevelopharmonizedregionalqualification
frameworks to facilitate job-matching and the creation
of regional labour markets and common procedures for
the payment of social benefits across borders.

Seamless connectivity of transport, energy
and Information communications technology

Existing intergovernmental agreements and
platforms mustbe betterutilized toenhance the delivery
capability of infrastructure networks and services. Most
cross-border connectivity projects in the region have
beennegotiated bilaterally between parties, resultingin
networks that have been developedinanuncoordinated
andfragmented wayovertime.Inthiscontext, leveraging
existing regional connectivity agreements, where they
exist, ordeveloping new ones, would be an efficient way
to develop physicalinfrastructure facilities more rapidly
in a cost efficient manner.

Co-development of physical networks of transport,
energy and ICT can reduce costs and accelerate the
pace of planning and implementation of projects,
which if pursued individually would require a significant
amount of time and cost for negotiations, acquisition of
rights of way and other administrative procedures. For
instance, significant cost and time savings would result
from developing terrestrial fibre networks alongside
the development of major roads, railways, power
transmission lines, pipelines or waterways. This co-
development arrangement would also bring diversified
and augmented sources of revenue generation.

Harmonization of technical standards and
operational rules is needed to support cross-border
connectivity efforts. Regionally accepted, transparent
and fair rules and regulations would be the first step
towards facilitating cross-border interoperability.
Regional cooperation in this respect could internalize
and monetize asymmetric costs and ensure the fair
distribution of costs and benefits among stakeholders.
This could be done, for instance, with an effective and
credible compensation mechanism for affected groups
and countries.



A strong political will at the regional level and a
sharedvisionamaong governments are critical for setting
up effective, region-wide coordination mechanisms
for infrastructure development. Strong institutional
arrangements are also essential to monitor and ensure
the realization of benefits from these investments.

Finally, there is need to ensure that national,
subregional and regional policies and regulations for
infrastructure connectivity are aligned with the goals of
the 2030 Agenda for Sustainable Development. This can
be done, for instance, by ensuring that infrastructure
projects connect small, low-income and geographically
distant countries with the main markets of the region,
and by giving high priority to initiatives that address
transboundary vulnerabilities and risks.

Regional financial cooperation

The three principal actions related to finance
recommended in the report are (a) to strengthen
and broaden current regional frameworks for
macroeconomic and financial surveillance and ensure
availability of emergency lending; [(b] to develop
financial markets; and (c] to enhance the availability of
financing for infrastructure projects, including through
PPPs and the mobilization of domestic resources for the
implementation of the 2030 Agenda.

Macroeconomic  and  financial  surveillance,
macroprudential policies and availability of emergency
lending are important to effectively manage risks
arising from excessive financial market and capital
flow volatility. While it is desirable for countries to
gradually liberalize their capital accounts, this needs
to be accompanied by improvements in surveillance,
macroprudential policies and availability of sufficient
liquidity support to preserve financial stability.

Sound development of nationaland regional financial
markets is necessary to facilitate the channelling of
regional savings to long-term productive investments,
such as development of seamless connectivity. This
requires the development of a supportive financial
market infrastructure, including effective regulations
pertainingtoissuing andtrading of bonds and securities
and harmonizing cross-border clearing and settlement
systems. In addition, the development of domestic
institutional investors with long-time horizons, such
as insurance companies, pension funds and asset
management companies, is necessary for boosting the
demand side of emerging capital markets in the region.

Infrastructure development is a critical driver of the
2030 Agenda. For this purpose, proper guidelines need to
be developed to improve the selection of infrastructure
projects. For example to ensure that transport, energy
and ICT links that connect small, low-income and
geographically distant countries with the main markets
of the region are prioritized. With regard to the financing
of infrastructure projects, itisimportant to seek ways to
leverage lending from multilateral development banks,
including from the newly created Asian Infrastructure
Investment Bank and the New Development Bank, and
from national public sources to mobilize additional
funding. It is also important to engage the private sector
and make PPPs more effective through improvements
in the business environment, including in legal and
regulatory frameworks and by providing additional
capacity-building to governments.

Domestic resource mabilization is a fundamental
mean of implementation of the 2030 Agenda. This entails
stronger national efforts to enhance public revenues
and the implementation of suitable tax and spending
policies that support sustainable development,
including at the municipal level. To achieve this,
countries need to set appropriately sequenced and
paced reforms to rationalize tax structures, enhance
tax administration capacity and improve legislation
and transparency, which would also help to curb tax
avoidance and evasion.

Shared vulnerabilities and risks

Enhancedregional cooperation, especially when it is
relatedtoemergingareasof transboundary hazards, and
implementing strategies to mitigate and prevent risks,
would enable the region to better respond to shared
vulnerabilities and safeguard people and economic
activity from transboundary disasters and risks.
Regional cooperation is needed to tackle complications
created by natural disasters, lack of natural resources,
food security and climate change. It is also critical for
strengthening early warning systems for basin floods,
glacial lake outburst floods, flash floods, landslides,
sand and dust storms.

Evidence-based policymaking would help address
the sectoral impacts of slow-onset disasters, such
as droughts and El Nino-related events. To support
the development of such policies, ESCAP has been
developing methodologies and guidelines for scenario-
based impact outlooks on food security and the social
dimensions of slow-onset disasters. These scenarios
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will help build country capacities to address disasters
more effectively.

Regional cooperation can help ensure food security
in Asia and the Pacific by (a] contributing towards
the building of integrated regional food markets to
insure against localized food production shortfalls
that a country y alone may not be able to withstand;
(b) coordinating policies and sharing information
for sustainable food production; (c)] managing
transboundary resources better, thus minimizing
potential impacts arising from climatic changes; and
(d) pooling food security risks through innovative
mechanisms.

Way forward

The recommendations detailed in this chapter
for each of the four pillars of RECI propose a series of
actions that may be realized with enhanced regional
cooperation. Arising from the analysis in the report and
these detailed recommendations, there are three broad
opportunities for member States to seize in order to
enhance RECI.

First, the Asia-Pacific region is characterized by a
plethora of overlapping and often mutually inconsistent
bilateral and plurilateral regulatory frameworks in such
areas as trade preferences, investment protection,
transport norms and trade facilitation. These “noodle
bowls” create inefficiencies and added transaction
costs. In order to facilitate trade and investment
throughout the region, such “noodle bowls” should be
simplified.

Second, newregionalintegrationinitiatives, including
the Beltand Road Initiative and the Eurasia Initiative, can
playanimportantroleinboosting physicalinfrastructure
investment throughout the region. However, to achieve
the goal of seamless connectivity, such efforts need
to be complemented with facilitation agreements
and the simplification of regulations, including those
pertaining to trade and investment. Furthermore, a
significant boost in infrastructure investment requires
the mobilization of additional financial resources,
and that such investment be undertaken in a way that
contributes to reduce vulnerabilities emanating from
transboundary environmental and disaster risks. In the
light of these relationships, it is necessary to move
forward simultaneously in all four pillars of RECI

Third, a deeply interlinked and mutually supportive
relationship exists between RECI and the 2030 Agenda.
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On one hand, unleashing trade and investment within
the Asia-Pacific region, a major objective of RECI, can
generate enormous opportunities for increasing income
and employment. These opportunities can directly
and indirectly contribute to the achievement of the
Sustainable Development Goals. On the other hand, the
Goals play a vital role in guiding the implementation
of RECI, for instance, by ensuring that infrastructure
projects have favourable social, environmental and
impacts. Other ways in which the 2030 Agenda can
contribute to RECI are by ensuring that infrastructure
projects connect small, low-income and geographically
distant countries with the main markets of the region,
and by giving high priority to initiatives that address
transboundary vulnerabilities and risks. Aligning RECI
with the 2030 Agenda would also enable the region to
cultivate solutions far shared regional challenges, such
as rapid urbanization, climate change, energy security
and rising inequalities.

The Economic and Social Commission for Asia and
the Pacific can play an overarching role in helping the
region capitalize on these opportunities by leveraging
its inclusive intergovernmental platform, its normative
work and its multisectoral technical expertise in
support of RECI. ESCAP is already working to strengthen
the constituent pillars of RECI through its existing
subprogrammes and intergovernmental committees
in areas such as transport, ICT, energy, financing for
development, trade and disasterrisk reduction. Itis also
working with subregional cooperation organizations,
including ASEAN, the Economic Cooperation Organization
(ECQ), PIF and SAARC, and is providing technical
cooperation for the Belt and Road Initiative. Therefore,
ESCAP is well positioned to accelerate progress across
all four pillars of RECI simultaneously and bring together
member States, subregional organizations and other
institutions working on RECI on its platform. For this
purpose, it can draw on its long-standing normative
and research work on the constituent elements of RECI
to forge regional agreements, undertake research to
better understand the costs and benefits of RECI and
develop cross-sectoral synergies. It can also facilitate
connecting RECI to global initiatives and framewaorks for
actions related to sustainable development, financing
for development and climate change.

To support member States in moving towards a
more integrated Asia-Pacific region, ESCAP could
continue the process of incorporating and formalizing
RECI into its own work programme and into the work
of its intergovernmental committees. In this regard, a
number of options can be considered. These include



instituting a cross-sectoral task force on seamless
connectivity that works under the Committee of Energy,
the Committee on Information and Communications
Technology, Science, Technology and Innovation and
the Committee on Transport; and arecurring segment on
RECI during the Commission session to engage member
States and subregional organizations in a dialogue on
how to prioritize and advance key RECI initiatives.

As Asia and the Pacific emerges as the most dynamic
region of the world, the next phase of RECI in the region
holds much promise to deliver shared prosperity and
sustainable development far its member States and to
increase their collective resilience to natural and man-
made shocks. Overcoming the many challenges that
standinthe way ofachievingthisvisionrequireslearning
from existing models of subregional cooperation,
enhanced regional cooperation and agreements,
and continuous efforts to build trust through mutual
understanding and sharing of benefits.
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ANNEX |

REGIONAL ECONOMIC COOPERATION AND INTEGRATION INITIATIVES IN ASIA AND THE PACIFIC

There are two kinds of RECI initiatives in the region. On
one hand, overarching initiatives have extensive purview,
are multipurpose, and usually cover a given geographical
area. The South Asian Association of Regional Cooperation
(SAARC), ASEAN, and the Pacific Islands Forum [PIF] are
examples of overarching initiatives. These are usually
intergovernmental and advisory in design. On the other hand,
functional arrangements are for a specific purpose, activity or
geographicalareaandhave amuchnarrowerfocus. Anexample
isthe Regional Power Trading Committee of the Greater Mekong
Subregion (6MS), which has the goal of creating an integrated
market for the power sector in the GMS countries

Overarching regional groups in Asia and the
Pacific?

SAARC. Launched in 1985, South Asian Association for
Regional Cooperation [SAARC] was set up by seven nations:
Bangladesh, Bhutan, India, Maldives, Nepal, Pakistan and
Sri Lanka. Afghanistan joined in 2007. Its secretariat is in
Kathmandu. The SAARC charter laid out objectives and
principles, as well as institutional and financial arrangements.
Overall progress in integrating the subregion has been quite
slow: intraregional trade in South Asia is the lowest in the
region; totaling only one third of its potential. Trade in South
Asia has traditionally been hindered by political tensions and
high transport costs largely due to lack of adequate transport
infrastructure and behind-the-border barriers. Investment in
physical infrastructure to allow the seamless transportation
of goods needs to be accompanied by strong political will to
dismantle the numerous tariff and non-tariff barriers that
continue to block trade.

The South Asian Association for Regional Cooperation
adopted a programme of economic cooperation in 1991,
and four years later created the SAARC Preferential Trading
Arrangement. In 2004, the Agreement on South Asian Free
Trade Area was established under SAARC, with the vision of
implementing a borderless economic zone between 2006 and
2016. At the sixteenth SAARC Summit, held in Bhutan in 2010,
SAARC adopted the SAARC Agreement on Trade in Services
and created the $300-million SAARC Development Fund with
social, economic and infrastructure windows. SAARC activities
include a finance ministers’ mechanism, an eminent persons’
group, an arbitration council and several technical committee
meetings.

Pacific Islands Forum. The Pacific Islands Forum (PIF) was
founded by seven countries - Australia, Cook Islands, Fiji,
Nauru, New Zealand, Tonga and Western Samoa (now Samoa)
- in 1971 as the South Pacific Forum. In 2000, the name was
changed to the Pacific Islands Forum to better reflect the
geographic location of its members in the north and south
Pacific. The membership of the Forum has expanded over time
and now includes 16 members, three associate members and
a number of observers, including multilateral institutions,
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United Nations agencies and island countries. The secretariat
is in Suva. The Forum primarily focuses on policy advice
programmes on economic governance covering issues related
to trade and investment, money and finance, regional public
goods and security. The Pacific subregion has beenreasonably
successfulin articulating its concerns. One area of particular
concern is climate change and its implications for the Pacific
island countries.

The annual Forum meetings are chaired by the Head of
Government of the host country, who remains as Chair of the
Forum untilthe next meeting. Since 1988, italso has held post-
forum dialogues with key dialogue partners at the ministerial
level. The Forum has 17 dialogue partners: Canada, China,
Cuba, the European Union, France, India, Indonesia, Italy,
Japan, the Republic of Korea, Malaysia, Philippines, Spain,
Thailand, Turkey, the United Kingdom and the United States.

In 2014, the Forum adopted the Framework for Pacific
Regionalism, which represents a high-level commitment to
pursue deeper regionalism. The Framework sets the vision,
values, objectives and approaches related to achieving
deeper regionalism and lays out a process for developing and
prioritizing regional public policy. At the forty-sixth annual
meeting in 2015, it was decided that the:, SIDS Accelerated
Modalities of Action (SAMOA] Pathway, the 2030 Agenda for
Sustainable Development, and the Framework for Pacific
Regionalism should be implemented in an integrated manner
that promotes sustainability and enhances ownership by the
Pacific countries themselves.

Eurasian Economic Union.Under the Treaty on the Eurasian
Economic Union (EAEU], a customs union was established in
2015, comprised of Armenia, Belarus, Kazakhstan, Kyrgyzstan
and the Russian Federation, with the object to upgrade and
raise the competitiveness of and cooperation among the
member countries. It basically was setup to promote economic
cooperation and integration through the free movement of
goods, services, capital and labour, and pursue coordinated,
harmonized and a single policy in the sectors determined by
the treaty and international agreements within the union.

The Eurasian Economic Unionis one of the firstinstitutional
cooperation mechanisms in the Central Asian subregion that
provides economic benefits, especially in that it allows for
much-needed labour migration from the poorer Central Asian
countries. In January 2015 the Russian Federation introduced
regulations for labour migrants that gave citizens from EAEU
member countries preferential access to its massive labour
market. Thus, Kyrgyz workers have an advantage over migrants
from Uzbekistan, for example. For non-member countries in
the subregion, such as Tajikistan, the new regulations provide
an incentive to join EAEU. Current provisions of EAEU promote
a model of diversification based on the processing of local
resources in which it is hoped that the industry will thrive in
the much larger Russian Federation market through favourable
entry measures



Trilateral Summit.Established in 2008, the Trilateral Summit
is comprised of China, Japan and the Republic of Korea. Its
activities include high-level meetings of political leaders
in addition to other meetings to enhance mutual political
trust, increase trade and investment and widen social and
cultural exchanges. A secretariat for the Summit was set up
in 2011 in Seoul after an agreement was signed and ratified
by each of the three Governments. On the basis of equal
participation, each Government is financially responsible for
allocating one third the total operational budget. Because
of political considerations, there are no formal, overarching
institutional arrangements.? The three countries have joined
otherinterregionalarrangements such as ASEAN+3 and CAREC.
They can potentially work together to deal with a number of
issues, including those related to marine environment, climate
change and transboundary air pollution.

East Asia Summit. The East Asia Summit is a leaders forum
for strategic dialogue that initially included ASEAN +3 [ASEAN
member countries plus, China, Japan and the Republic of
Korea). In 2005, it was expanded to include Australia, India and
New Zealand. The Summit was formed through a declaration,
and since then, 10 meetings have been held, back-to- back
with ASEAN summits. Its activities focus on advancing regional
economic cooperation in the areas of finance, trade, climate
change and natural disaster management.

Functional regional economic cooperation and
integration arrangements and programmes

Functional groups have a narrow focus on specialized
areas, usually with specific tasks or mandates. They function
either independently or as part of overarching groups. The
region has a very large number of such arrangements, often
with overlapping memberships and specializations,® which
results in a duplication of efforts and resources. Moreover,
often the rules for harmonization are not standardized across
subgroups, leading to long-term challenges for regional
connectivity.

These groups usually operate within contiguous
geographic areas and tend to adopt “bottom-up” processes.
Their collective effarts contribute towards improving cross-
border connectivity or dealing with problems that are
localized. However, the overlapping membership of countiesin
theregion to several of these groups is costly to Governments,
particularly for countries with limited financial and human
resources. Forinstance, some ASEAN members are also part of
the Greater Mekong Subregion (GMS), the Brunei Darussalam-
Indonesia-Malaysia-Philippines East ASEAN Growth Area, the
Indonesia-Malaysia-Thailand Growth Triangle, the Mekong
River Commission and the Southeast Asian Water Utilities
Network, arrangements whose functions overlap with those
of ASEAN. In addition, there are also cooperation programmes
with other international institutions. Some of the functional
RECI arrangements and programmes in the Asia-Pacific region
are described below.

The Bay of Bengal Initiative for Multi-Sectoral Technical
and Economic Cooperation (BIMSTEC) was set up in 1997
through a declaration and currently includes Bangladesh,
Bhutan, India, Myanmar Nepal, Thailand and Sri Lanka. Its
activities are related to agriculture, counter-terrorism and
transnational crime, climate change, fisheries, environment
and disaster management, infrastructure (energy, transport
and communications), public health, paverty alleviation, trade
and investment, tourisms, and technology. People-to-people
contacts and cultural cooperation are also part of the BIMSTEC
initiatives. Seven national think tanks in the subregion have
joined together to be a part of the BIMSTEC Network of Policy
Think Tanks. The structure of the initiative includes meetings
at summit, ministerial and senior officials levels. Different
sectors are led by individual countries and a secretariat was
set up in BDhaka in December 2015. BIMSTEC has also been
negotiating a comprehensive preferential trade agreement
since 2004. These negotiations have yet to be concluded.

The Economic Cooperation Organization (ECO) was set up in
1985withthreefoundingmembers -thelslamicRepublicoflran,
Pakistan, and Turkey - with the objective to promote economic,
technical and cultural cooperation among its member States.
ECOis the successor organization of the Regional Cooperation
for Development, which operated from 1964 to 1979. It was
expanded to include Afghanistan, Azerbaijan, Kazakhstan,
Kyrgyzstan, Tajikistan, Turkmenistan, and Uzbekistan in 1992.
Its regional programmes and projects are related to trade and
investment, infrastructure, agriculture, forestry, environment,
disaster, and crime management.

The Central Asia Regional Economic Cooperation (CAREC)
programme was launched in 1997. It consists of ten member
countries, namely, Afghanistan, Azerbaijan, China, Kazakhstan,
Kyrgyzstan, Mongolia, Pakistan, Tajikistan, Turkmenistan,
and Uzbekistan and six development partners. ADB acts as
its secretariat. An objective of CAREC countries is to convert
their land-locked region to a land-linked region. The economic
and regional cooperation programme of CAREC is built around
four pillars: improved logistics through better infrastructure
connectivity; trade; investment and business development;
regional public goods, including health, environmental and
disaster risk management areas; and promation of knowledge
and capacity-building.

The Brunei Darussalam-Indonesia-Malaysia-Philippines
East ASEAN Growth Area was set up in 1994 as an initiative to
promote economic growthinpoorerprovinces andborderareas
of the four member countries, Brunei Darussalam, Indonesia,
Malaysia and the Philippines. The private sector is intended to
be the main growth and development driver for the programme
whereas the public sector’s role is to facilitate and support
the activities. The initiative aims to promote cooperation in
infrastructure, trade and investment, tourism, and managing
environmental concerns. It operates through designated
ministries in each country. Its structure includes annual senior
officials and ministerial meetings.
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The Greater Mekong Subregion is one of the oldest ADB
regional cooperation programmes. Established in 1992 to
promote growth and development through connectivity and
closer economic linkages, it encompasses five countries,
namely Cambodia, the Lao People’s Democratic Republic,
Myanmar, Thailand and Viet Nam, and the two South-Western
Chinese provinces of Yunnan and Guangxi. The programme
promotes three “C”s, connectivity, competitiveness and a
sense of community. It has expanded to cover cross-border
infrastructure projects and issues related to harmonizing
rules and institutional mechanisms for regional power trade,
transport facilitation single-window clearance systems,
trade and investment facilitation, agriculture and tourism,
environment, human development, and capacity-building.

The South Asia Cooperative Environment Program was set
up in 1982. It exclusively focuses on environmental issues,
namely those related to marine environment and coastal
ecosystems, and establishing a regional oil-spill contingency
plan. The programme includes SAARC members and the
Maldives. Also of note, it organizes a coral reef task force and
a South Asia biodiversity clearing-house mechanism.

The South Asia Subregional Economic Cooperation
programme has a membership that is comprised of four
members of SAARC, namely Bangladesh, Bhutan, India and
Nepal. It focuses on infrastructure projects, trade and
investment, money and finance, as well as regional public
goods. It is comprised of six priority area working groups
covering transport; tourism, trade and investment, private
sector cooperation, energy and power, environment, and ICT.
ADB supports its projects and programme of cooperation by
providing technical assistance and financing.

The Shanghai Cooperation Organization (SCOJ, set up in
2001 with a membership consisting of four Central Asian
countries, namely Kazakhstan, Kyrgyzstan, Tajikistan and
Uzbekistan, and China and the Russian Federation. In 2016,
India and Pakistan were elevated from being observers to full
members. Two countries currently have observer status with
the organization, the Islamic Republic of ranand Mongolia. The
main focus of SCO is directed to security, energy and economic
cooperation. The charter for SCO stresses mutual trust, good
neighbourliness, and cooperation as a model for regional
cooperation and security. It has a strong security agenda
and promotes cooperation in addressing drug trafficking
and organized crime. More recently, SCO has been promoting
energy cooperation and connectivity.

There are five focused programmes of regional cooperation
in the Pacific covering fisheries, the Pacific Islands Forum
FisheriesAgency, thePacificRegionalEnvironmentProgramme,
the Pacific Islands Applied Geoscience Commission, the
Secretariat of the Pacific Community and the South Pacific
Tourism Organisation. Most of these programmes have diverse
memberships, depend heavily on donor funding and deal with
regional public goods.
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ENDNOTES

! The coverage is not exhaustive. For a description of the
Association of Southeast Asian Nations (ASEAN), please refer
toBox 2.1 in page 4 of the report.

2TThere are still many historical grievances remaining from the
colonial era and from the post-Second World War settlements
among East and North-East Asian countries (Timmermann,
2008 and Yahuda, 2011).

> As per estimates of ADB, there are as many as 28 different
functional groups within the ADB membership.



ANNEX II

FINANCIAL DEVELOPMENT IN ASIA AND THE PACIFIC

The figure below shows the values of the International
Monetary Fund indexes of financial market depth and financial
institutions depth for 44 ESCAP member States for which data
was available in 2014. It allows us to distinguish four distinct
groups. The first one is the group of financially developed
countries, with an average value of the indices of financial
market depth and financial institutions at 0.8 or more. This
group includes Australia, Japan, Malaysia, Republic of Korea
and Singapore. These countries have a relatively even level of
developmentoftheirfinancialmarketsandfinancialinstitutions.
A second group includes countries with intermediate levels of
financial development, with an average for the two indices of
between 0.3 and 0.7. It is interesting to note that the countries
in this group, except for New Zealand, are characterized by
a significant higher level of financial market development
compared to financialinstitutions development.

The next group includes countries with an incipient level
of financial development. The average of the two indices for

this group is between 0.10 and 0.30. The group includes 12
developing countries. Some countries in this group, including
the Lao People’s Democratic Republic and Papua New Guinea,
have significantly higher level of development of their financial
markets compared to financial institutions while the opposite
is true of other countries, such as Fiji and Nepal.

The final group includes countries with a low level of
financial development. Their average score for the two
indices is less than 0.10. This group includes such countries
as Azerbaijan, Bangladesh, Bhutan and Pakistan, in which
the levels of development of their financial markets and
financial institutions are similar, and other countries, such
as Maldives, Samoa, Tonga and Vanuatu, which have only a
limited development of their financial institutions. On average,
the members of this group have a higher level of development
with regard to their financial institutions (average of 0.07) as
compared with their financial markets (average of 0.02).

FIGURE A2.1: Financial development in Asia and the Pacific, by country, 2014
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B Financial institutions depth

M Financial market depth

Note: RThe financial markets depth index is an aggregate of five indicators: (a) Stock market capitalization to GDP; (b] stocks traded to GDP; (c) international
debt securities of government to GDP, (d) total debt securities of financial corporations to GOP; and (e) total debt securities of nonfinancial corporations to
GDP. The financial institutions depth index is an aggregate of four indicators: (a) private-sector credit to GDP; (b) pension fund assets to GDP; (c) mutual fund
assets to GDP; and (d) insurance premiums, life and non-life to GDP. The two indices are normalized so that a value of one represents the level of financial

market depth or financial institutions depth of the United States
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ANNEX [l

SEQUENCING APPROACH TO FINANCIAL MARKET DEVELOPMENT

Capital markets are not developed overnight but through
an iCapital markets do not developed overnight. They do so
through an incremental process, as described below. This
process has been observed in the region in countries such as
Viet Nam, Indonesia and the Philippines, where a government
bond market was established before the corporate bond
market. This incremental process means that each country
should follow a strategy based on its current market
development stage.

Typically, the money market, which trades very short- term
debt securities usually issued by governments and financial
institutions, is established before other segments because
of its central role in price discovery and interest rate setting.
Money markets are the medium through which central banks
intervene and financial institutions manage their liquidity by
lending and borrowing to and from each other. The foreign

FIGURE A3.1: The hierarchical order of financial markets

exchange market shares a lot of similarities with the money
market except that each transaction involves the exchange of
local and foreign currency.

The different market segments are, however, interrelated.
For instance, a liquid money market relies on adequate depth
in government bonds as bonds are typically used as collateral
in interbank lending (repurchasing agreements). A well-
developed government bond market also works as a catalyst
for establishing an appropriate bond market infrastructure,
which facilitates the development of other fixed income
markets, and the government bond vyield curve serves as a
price reference for corporate bonds. Finally, the development
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markets, asthey constitute the underlying assets of derivative
instruments.
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Over the past three decades, ongoing regional economic cooperation and integration (RECI)
efforts have benefited the Asia-Pacific region significantly by powering trade, investment and
economic growth, and generating millions of jobs that contributed to reducing extreme poverty.
Maore recently, RECI has assumed renewed significance amid threats to multilateralism arising
from emerging protectionist sentiments and, as a result, of new opportunities offered by the all-
encompassing 2030 Agenda for Sustainable Development.

The present report evaluates the state of RECI in Asia and the Pacific in each of its four pillars
- market integration, seamless connectivity, financial cooperation, and cooperation to address
shared vulnerabilities and risks. It also puts forward policy recommendations to overcome the
challenges that countries in the region are facing in furthering the objectives of RECI.

The report emphasizes that RECI and the 2030 Agenda for Sustainable Development are mutually
reinforcing processes: Not only can RECI bring about enormous opportunities for effectively
pursuing several the Sustainable Development Goals but also the Goals can be used to guide the
implementation of RECI, for instance, by ensuring that infrastructure projects have favourable
social and environmental, as well as economic impacts.

Inthe area of marketintegration, the report recommends reducing non-tariff barriers and reaching
multilateral agreements to streamline regulatory frameworks and agree on common standards. On
seamless connectivity in the areas of transport, energy and ICT, the report recommends building
on existing bilateral intergovernmental agreements and projects by developing multilateral
agreements and making them coherent across the region as a whole. On regional financial
cooperation, it recommends enhancing regional surveillance and crisis management capacity with
the objectives to deepen financial markets, deliver innovative financing solutions for infrastructure
development and improve domestic resource mobilization. It also recommends the deepening of
regional cooperation on disaster risk reduction, particularly for transboundary disasters.
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