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Foreword

The clouds engulfing global growth prospects are thickening. Compared
with the expectations underlying Asian Development Outlook 2012
forecasts published in April, the feeling that sustained recovery may soon
get underway are much more muted. The United States economy has yet
to return to its potential, and the euro area is in recession while grappling
with its sovereign debt and banking crises.

The major industrial economies of the United States, the euro area,
and Japan are collectively expected to expand by only about 1% this year
and next. The malaise in advanced economies is weighing heavily on
global prospects. As a result, this Update sees developing Asia’s growth
tailing off more rapidly than previously forecast. The region is slowing
from its 7.2% growth pace in 2011 to 6.1% in 2012 and 6.7% next year.

But the regional slowdown is not entirely down to outside factors.
Rather than seeing domestic demand pickup to compensate for the
weak external environment, the two economic powerhouses—the
People’s Republic of China (PRC) and India—have experienced slowing
investment and consumption. The Update forecasts sharp decelerations in
both economies, from 9.3% in 2011 to 7.7% this year in the PRC and from
6.5% to 5.6% in India.

Although continued growth is evident elsewhere in Asia, weakening
momentum in the PRC and India is already affecting on the growth
outlook for the rest of the region. This is because the two regional
giants stand as important sources of export demand for many other
Asian economies.

Much uneasiness remains, as the ongoing sovereign debt crisis in the
euro area and the looming fiscal cliff in the United States pose major
risks to the outlook. This is despite the stabilizing and confidence-
building effect of recent announcements from monetary authorities there.

The only silver lining to the growth slowdown is the likely easing of
inflation, which is seen falling from 5.9% in 2011 to 4.2% in both 2012 and
2013. This assumes there are no serious supply disturbances that could
cause international food or fuel prices to spike.



Foreword v

Continuing weakness in the external environment and decelerating
growth in the region’s two most robust economies strongly suggest that
developing Asia must prepare itself for a period of moderate, rather than
high, growth. The heady days of double-digit growth in gross domestic
product may be a thing of the past. This new reality should provide the
region with the incentive and impetus to get serious about rebalancing
economic structures, stimulating domestic demand, and improving
productivity. These reforms are critical if the giant strides in poverty
reduction witnessed in Asia in recent decades are to continue.

As the region’s middle class grows and external markets remain
weak, developing a vibrant service sector can be an important component
of this rebalancing. In fact, the service sector in Asia is already large,
providing almost half of the region’s gross domestic product in 2010 and
employing about 34% of all workers that year. Further, services tend to be
labor-intensive, so stimulating this sector promotes inclusive growth and
helps to reduce poverty.

But unleashing the potential of services to boost growth requires
investment in appropriate infrastructure and education, along with
comprehensive regulatory reform to promote a more competitive
services industry.

ot

Haruhiko Kuroda
President
Asian Development Bank
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Definitions

The economies discussed in the Asian Development Outlook 2012 Update (ADO 2012 Update) are classified

by major analytic or geographic groupings. For purposes of ADO 2012 Update, the following apply:

o Association of Southeast Asian Nations (ASEAN) comprises Brunei Darussalam, Cambodia,
Indonesia, the Lao People’s Democratic Republic, Malaysia, Myanmar, the Philippines, Singapore,
Thailand, and Viet Nam.

o Developing Asia refers to the 44 developing member countries of the Asian Development Bank and
Brunei Darussalam, an unclassified regional member.

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

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

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

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

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

o Unless otherwise specified, the symbol “s” and the word “dollar” refer to US dollars.

ADO 2012 Update is generally based on data available up to 12 September 2012.



Acronyms and abbreviations
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ADO 2012 Update—Highlights

Dimming global growth prospects and soft domestic demand in the region’s two
largest economies are slowing the pace of developing Asia’s expansion. Growth is
now expected to slide from 7.2% in 2011 to 6.1% in 2012, with a bounce back to

6.7% in 2013.

The possibility of a shock emanating from the unresolved euro area sovereign debt
crisis or a sharp fiscal contraction in the United States pose the biggest downside
risks to the economy. Fortunately, most developing Asian economies have room to
counteract such shocks with fiscal and monetary policy. However, there is currently
no regionwide need for countercyclical policy intervention.

In the medium term, continued weakness in external demand and moderated
growth in the People’s Republic of China and India mean economies in the region
must diversify their growth drivers. Service sector development is poised to play a
critical role in the region’s future growth.
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Key messages

Developing Asia’s growth is slowing more than anticipated in the Asian
Development Outlook 2012 (ADO 2012). The region is projected to expand

by 6.1% in 2012 and by 6.7% in 2013, down significantly from 7.2% in 2011.
Deceleration in the region’s two giants—the People’s Republic of China (PRC)
and India—and in other major exporting economies is tempering earlier
optimism.

The PRC is forecast to grow by 7.7% this year and by 8.1% in 2013, considerably
more slowly than the robust 9.3% growth of 2011. While weak external
demand is dragging down the PRC and the export-oriented East Asian
economies, internal factors are contributing too. Slowing investment and
stagnating consumption are holding back gross domestic product (GDP)
expansion in the PRC, with knock-on effects for East Asia’s outlook through
diminished demand for intraregional exports.

India will not accelerate this year from the 6.5% recorded in 2011 but, rather,
see GDP growth slow to 5.6% in 2012 and bounce back to 6.7% in 2013. Tepid
consumption has been insufficient to make up for declining investment and
export demand. A large fiscal deficit and persistently high inflation have
limited the scope for fiscal and monetary policy to stimulate the economy.

Weakening growth momentum will temper price pressures, pushing

inflation in the region down from 5.9% in 2011 to 4.2% in both 2012 and 2013.
International food and fuel prices were quite volatile in the first half of 2012.
The surge in food and oil prices in the second half of 2012 is a concern, raising
the specter of the 2008 price spikes.

The ongoing sovereign debt crisis in the euro area and the looming fiscal
cliff in the United States (US) pose major risks to the outlook despite the
stabilizing effect of announcements by monetary authorities in Europe and
the US.

Regional capital markets have not shown excessive volatility, but recent
experience shows that drops in global investor confidence can trigger rapid
reversals in capital flows. Improving macroprudential policies should have
priority on the reform agenda.

Developing Asia has no widespread, urgent need at the moment for
countercyclical policy intervention. Most Asian countries, except those with
deepening deficits or persistently high inflation, can mobilize monetary and
fiscal policies should a major shock materialize.

Protracted weakness in major industrial economies bodes ill for a myopic
focus on exports. As growth in maturing economies slows, countries will
have to rely more on enhancing productivity and efficiency to secure future
prosperity. Service sector development can play a critical part in this process.
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XI

Developing Asia’s large and expanding service sector already contributes
significantly to the region’s growth. That role will broaden further as
economies that graduated from agriculture to industry evolve further into
service economies.

The service sector still fixates, however, on traditional services with low
productivity. A key challenge is to raise service sector dynamism by moving
toward high-value modern services, such as information and communication
technology, finance, and professional business services.

A vibrant service sector would have broad economic benefits. Synergies
between services and industry could improve overall productivity. The service
sector tends to be more effective in job creation, in particular for women,
thus supporting inclusive growth. Modern services meet domestic demand
for high-end services and, because they are increasingly tradable, provide
new export opportunities.

Lack of human capital and inadequate infrastructure are major bottlenecks for
developing the modern service sector. But above all, restrictive government
regulations that stifle competition and innovation must yield to policies that
promote services:

» Ramp up investment in services-relevant infrastructure that has broad
spillover effects, such as information and communication technology and
broadband services.

» Ease the shortage of highly skilled workers through education reform, in
particular reforming tertiary education for business services.

» Relieve the regulatory burden on new players by exerting strong political
commitment to reduce excessive restrictions and strengthen competition
law, toward creating more competitive service markets, which hold the
key to productivity growth.
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Dimming global growth prospects

Developing Asia’s outlook
® Asia’s growth is cooling more rapidly than forecast in April in the ADO

2012. Growth in developing Asia’s GDP will slow from 7.2% in 2011 to 6.1% in
2012 before picking up somewhat to 6.7% in 2013.

» The Update forecasts for GDP growth revise down ADO 2012 estimates by 0.8
percentage points in 2012 (from 6.9%) and by 0.6 percentage points in 2013
(from 7.3%) because of pressure from the weak external environment.

» Economic activity in the major industrial economies remains weak. The
US economy has failed to build strong growth momentum, and the euro
area is continuing to contract mildly. Japan began 2012 well, but its growth
prospects are nevertheless subdued for the rest of the year by sluggishness
in the US and the euro area.

The slowdown is manifest in the region’s two giants. Growth this year in
the PRC is forecast to decelerate to 7.7% from 9.3% in 2011, and in India to 5.6%
from 6.5% last year. External and internal factors combined to weaken their
growth prospects.

» Export growth in these two economies declined significantly. In the PRC,
it decelerated to 9.2% in the first half of 2012 from 24.0% in the same
period of last year, while in India exports contracted by 6.7% in the first 5
months of fiscal year 2012. The lagged impact of monetary tightening, the
normalization of fiscal policy in both economies, and delayed reforms in
India have contributed to falling investment and consumption, particularly
in real estate and infrastructure.

» Projections were also downgraded in the other export-oriented economies
in East Asia as they have had to contend with weak demand from the major
industrial economies and the PRC.

» However, growth in the other subregions is forecast to remain resilient this
year. In fact, average growth in developing Asia excluding East Asia and
India is projected to increase to 5.2% in 2012 from 4.9% in 2011.

Sluggish growth prospects are keeping price pressures in check. Average
inflation in developing Asia is expected to moderate to 4.2% in both 2012 and
2013, improving on the 5.9% recorded last year. International food and fuel
prices were quite volatile in the first half of 2012. The surge in food and oil
prices in the second half of 2012 is a concern.

The weakening momentum of growth in the PRC and India will exacerbate
the growth outlook for the rest of Asia. The rising importance of the two
Asian giants is evident in the greater influence their economies have on
regional and international business cycles. Because import demand from the
PRC and India amount to significant shares of global trade, spillovers from
them into Southeast Asian countries and the major industrial economies are
significant. External forces play a large role in the PRC’s slowdown, explaining
about two-thirds of it, while internal factors are dominant in India’s.
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Risks to the outlook

® The unresolved euro crisis and the threatened US fiscal cliff pose the
biggest downside risks to the outlook. Intensified financial market stress in
Europe may deepen the recession, with disastrous spillovers to the rest of the
world. Further, failure in the US to extend important fiscal policy measures
into 2013 would further erode private demand.

» The most open economies in developing Asia are particularly vulnerable.
Spillover analyses suggest that a negative shock from industrialized
countries would have substantial impact on the region’s growth. The
adverse effects of the US fiscal cliff could have a larger impact on Asia
than bad news of the same magnitude from Europe.

» Recent supportive announcements from the European Central Bank and
the US Federal Reserve diminish—but do not eliminate—the potential of
these risks to undermine the global outlook.

® The possibility of sudden capital flow reversals is a continuing concern.
While the region’s financial markets have been relatively resilient, the
deleveraging of large banks in advanced economies could, together with
heightened global uncertainty, cause investor confidence to ebb and sharply
reverse capital inflows to developing Asia, as happened in 2008
and 2010.

Policy response in the face of uncertain prospects

® Developing Asia currently has no urgent regionwide need to pursue
countercyclical macroeconomic policies. The output gap in many regional
economies is not large. Core inflation shows signs of moderating as domestic
demand eases.

® Most economies in the region have ample room to use monetary and
fiscal policy tools if needed. Nevertheless, future countercyclical policy
must support inclusive growth while ensuring long-term sustainability. Some
countries with large structural fiscal deficits or high and persistent inflation
need to implement fiscal consolidation and prioritize the imposition of
macroprudential policies to regain market confidence.

® Weakness in major industrial countries and decelerating growth in the
region’s two giants point to a less-favorable future growth environment.
Economies in the region must adapt by speeding up the rebalancing process,
improving productivity, and enhancing efficiency. Developing a vibrant
service sector in the region can supplement growth.
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Outlook by subregion

® Developing Asia’s growth is slowing on account of weaker growth in the
region’s two giants and in the other highly open East Asian economies.
Other developing Asian economies, however, appear to
be resilient.

® East Asia is still the fastest-growing subregion, but its deceleration
is manifest. Weak external demand from major industrialized economies
is having a severe impact on East Asia’s exports. The subregion’s growth
prospect is dimming—now forecast at 6.5% in 2012 (lower than the 6.8%
of 2009 after the Lehman shock) and at 7.1% in 2013. In the PRC, domestic
factors such as the pullback in real estate investment and the reduced pace
of infrastructure development have reinforced the growth slowdown. The rest
of East Asia has to contend with the twin blows arising from the weak global
environment and the PRC’s growth deceleration, and will also see slower
growth. Inflation pressures will be contained as a result and are expected to
moderate at 3.1% and 3.3% in the next 2 years.

® South Asia will slow sharply while still combating inflation. Downward
revision for India slows the forecast for South Asia’s growth from 6.6% to 5.5%
in 2012 and from 7.1% to 6.4% in 2013. India’s domestic economy is weakening
as investment continues to be subdued, consumer confidence wanes, and
deficient monsoon rains weigh in. The outlook for most other South Asian
economies appears to be generally stable. Inflation continues to be the big
concern for the subregion, limiting latitude for easing monetary policy to
stimulate demand and counter the slowdown in economic growth. Allin all,
South Asia’s inflation is forecast to average 8.6% in 2012 before calming to
7.4% in 2013.

® Southeast Asia maintains resilience as inflation pressure abates. Growth
in Southeast Asia is expected to quicken to just over 5% in 2012. This partly
reflects recovery in Thailand from severe flooding in 2011. Higher government
spending has contributed to Malaysia and the Philippines achieving stronger
growth than forecast in April. Investment and private consumption generally
are buoyant in this subregion. However, exports have been eroded by the
weak global environment, so GDP growth forecasts for this year and next are
pared for Indonesia, Singapore, Thailand, and Viet Nam. Viet Nam’s finance
sector is under worsening stress from the slowdown in economic activity,
falling asset prices, and the high ratio of nonperforming loans. In 2013, growth
in Southeast Asia as a whole is seen edging up to 5.5% (though this forecast is
trimmed from the ADO 2012). Inflationary pressures have abated such that the
projection for 2012 is revised down to 3.9% and for 2013 to 4.0%.



ADO 2012 Update—Highlights

® C(Central Asia is softening as the oil price stabilizes and the external
environment moderates. Economic activity during the first half of 2012 fell
short of the April forecast. The subregion’s growth is forecast to decelerate to
5.7% in 2012, revised down from the 6.1% forecast in April, before edging up
to 6.0% in 2013. The economy of the Kyrgyz Republic in particular is expected
to stagnate this year because of slower gold production, before recovering
in 2013. Growth prospects in Azerbaijan and Kazakhstan are likewise marked
down because of weaker growth in the subregion’s main trading partners,
particularly the euro area and the PRC, as well as lower oil prices. The Update
lowers the inflation projections of the ADO 2012 for Central Asia from 7.2% to
6.4% in 2012 and from 7.3% to 6.7% in 2013.

® Resource-rich Pacific economies continue to insulate this subregion
from external headwinds. GDP for the Pacific is still expected to expand by
6.0% this year, driven by Papua New Guinea, Solomon Islands, and Timor-
Leste, where growth forecasts are unchanged as they push ahead with the
development of infrastructure and resource projects. Growth prospects for
Fiji have improved from April, but forecasts for some smaller economies are
lowered. In 2013, aggregate growth is expected to moderate to 4.2%, mainly a
result of major projects reaching completion. The forecast for inflation in the
Pacific is trimmed to 6.3% this year and kept at 5.4%
in 2013.
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Special theme: Services and Asia’s future growth

Rising importance of services in Asia

® Services play a critical role in developing Asia’s growth. The sector is
already large, accounting for almost half of the region’s GDP in 2010. Services
contribute substantially to economic growth across Asia, providing 66% of
India’s growth from 2000 to 2010 and 43% of growth in the manufacturing-
oriented PRC in the same period.

® Structural changes in the region’s economies will further expand the
role of services. Developing Asia is following the same path travelled in the
past by the advanced economies, with agriculture’s dominance giving way
to industry, and then industry being supplanted by services. Rising incomes
and rapid urbanization are boosting demand for services domestically. As
manufacturing sees wages rise and labor intensity fall, Asia will look even
more to services to create jobs for the millions who join the workforce
every year.

® A vibrant service sector has broad benefits for the economy. Four key
factors highlight the urgent need to foster the development of the service
sector:

» Positive spillovers to other sectors. Vibrant business services, such
as information and communication technology (ICT), industrial design,
and marketing, may facilitate investment and the development of new
products. The cross-benefits work both ways, as a dynamic industry sector
creates demand for more business services. This synergy between services
and industry can raise the productivity of the economy as a whole.

» Support for greater inclusiveness. Job creation is central to inclusive
growth, and services tend to be labor-intensive. The sector’s share of
total employment in the region is large—employing 34% of all workers
in 2009—and growing. Empirical evidence suggests that service sector
growth helps reduce poverty. More directly, services such as health care
and education enable individuals to be more productive and enhance
their quality of life.

» Diversified production for stability. The extended slowdown in the
major industrial countries is weighing heavily on merchandise exports
from the region. Developing the service sector can diversify the
production base, which will enhance the resilience of the economy and
boost its growth momentum.

» New opportunities for foreign trade. Technological progress has
enabled the rise of cross-border trade in services. For example, the
advent of ICT has catalyzed the global exchange of outsourced business
processes. India and the Philippines have established themselves as world
leaders in the export of such services. Asia accounts for a large share of
this trade already, but greater openness can support a more competitive
and productive service sector.
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Trapped in traditional services

® Labor productivity in developing Asia’s service sector lags far behind
that of advanced economies. For most economies in the region, labor
productivity is less than 20% of the figure in advanced economies. It
languishes at around 10% in the PRC and India. In the worst cases, it may take
up to 30 years to reach 20%.

® Low productivity partly reflects the dominant role of traditional service
industries. These services—such as wholesale and retail trade, real estate,
transport, personal services, and public administration—still account for the
bulk of the sector’s output. In contrast, modern services such as ICT, finance,
and professional business services occupy less than 10% of Asia’s service
economy, well below the 20%-25% in advanced economies.

® Enabling the shift to modern services and modernizing traditional
services are essential to close the productivity gap with advanced
economies. Modern services enjoy higher productivity, have greater potential
for synergies with other sectors, and are more amenable to cross-border
trade. They also strengthen the link between services and inclusive growth
by generating high-quality, high-wage jobs. Traditional services too can reap
considerable productivity gains by updating their practices using modern
tools.

® Regulatory, infrastructure, and human capital bottlenecks are holding
back service sector productivity. Infrastructure for services, such as ICT,
still lags advanced economies. The highly skilled workers that are required
for modern services, such as scientists and bankers, are in short supply. And
above all, excessive regulation that protects incumbent firms and other
vested interests keeps markets less competitive and thus undercuts prospects
for improved productivity and efficiency.

Policy priorities for competitive services

® Regulatory reform is needed to foster a more competitive service sector.
The burden of heavy regulation is the single tightest bottleneck constraining
the sector. A slew of regulations and restrictions currently protect incumbent
firms, stifling competition and innovation in services. In India, for instance, a
staggering 13 official bodies regulate higher education. Trade barriers in the
PRC, the Philippines, Thailand, and others are higher than those in countries
with similar incomes. International experience shows that regulatory reform
can catalyze competition and deliver significant economic benefits. It must be
a top priority for policy makers.
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® |nvestment in infrastructure for services needs to be ramped up. ICT
infrastructure, for example, has large positive spillover effects for the whole
economy. Examples of the benefits of such investments are the world-class
Indian and Philippine service industries in ICT and outsourced business
processes. While Asia has invested in ICT infrastructure at a furious pace, it still
lags advanced economies.

® Education reform is vital to easing the shortage of highly skilled
workers. While education attainment has risen rapidly in Asia overall, the
region still suffers acute shortages of some skills. Modern high-productivity
services require highly skilled workers. The shortage is especially evident in
professional groups: accountants, business managers, engineers, lawyers,
medical doctors, scientists, and software specialists.

® The region must improve its collection and publication of service
sector data. The lack of high-quality and timely data on services limits
understanding of the sector, which constrains the ability of Asia’s policy
makers to formulate and implement appropriate policies. To foster evidence-
based policy analysis, the strengthening of service sector statistics needs to
be pursued in tandem with other reforms.

® Policy makers must create a more competitive environment for
services. Regulatory barriers—including domestic obstacles and foreign
trade restrictions—protect vested interests from new market entrants.
Dismantling such barriers is critical to unleash competition. Easing constraints
on infrastructure for services, and training workers in the skills demanded
by modern services, will provide the means to move to modern high-
productivity services. A more competitive, dynamic service industry can boost
overall productivity to support the region’s future growth.



ADO 2012 Update—Highlights  xix

Growth rate of GDP (% per year)

2011 2012 2013
Subregion/Economy
ADO 2012 Update ADO 2012 Update

Central Asia 6.6 6.1 5.7 6.2 6.0
Azerbaijan 0.1 4.1 3.0 3.5 3.5
Kazakhstan 7.5 6.0 5.8 6.5 6.3
East Asia 8.1 74 6.5 7.7 7.1
China, People’s Rep. of 9.3 8.5 7.7 8.7 8.1
Hong Kong, China 49 3.0 1.6 4.5 39
Korea, Rep. of 3.6 3.4 2.7 4.0 3.4
Taipei,China 4.0 34 1.7 4.6 3.8
South Asia 6.2 6.6 5.5 71 6.4
Bangladesh 6.7 6.2 6.3 6.0 6.0
India 6.5 7.0 5.6 7.5 6.7
Pakistan 3.0 3.6 3.7 4.0 3.7
Sri Lanka 8.3 7.0 6.5 8.0 7.0
Southeast Asia 4.6 5.2 52 5.7 5.5
Indonesia 6.5 6.4 6.3 6.7 6.6
Malaysia 5.1 4.0 4.6 5.0 4.8
Philippines 3.9 4.8 5.5 5.0 5.0
Singapore 49 2.8 2.2 4.5 3.8
Thailand 0.1 5.5 5.2 5.5 5.0
Viet Nam 59 57 5.1 6.2 5.7
The Pacific 7.0 6.0 6.0 4.1 4.2
Fiji 2.0 1.0 1.3 1.2 1.7
Papua New Guinea 8.9 75 7.5 4.5 4.5
Developing Asia 7.2 6.9 6.1 7.3 6.7

Notes: Developing Asia refers to 44 developing member countries of the Asian Development Bank and Brunei
Darussalam, an unclassified regional member. East Asia comprises the People’s Republic of China; Hong Kong,
China; the Republic of Korea; Mongolia; and Taipei,China. Southeast Asia comprises Brunei Darussalam, Cambodia,
Indonesia, the Lao People’s Democratic Republic, Malaysia, Myanmar, the Philippines, Singapore, Thailand, and Viet
Nam. South Asia comprises Afghanistan, Bangladesh, Bhutan, India, the Maldives, Nepal, Pakistan, and Sri Lanka.
Central Asia comprises

(continued on the next page)
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Inflation (% per year)

2011 2012 2013
Subregion/Economy
ADO 2012 Update ADO 2012 Update

Central Asia 8.9 7.2 6.4 7.3 6.7
Azerbaijan 79 9.0 6.5 8.5 6.0
Kazakhstan 8.3 6.5 6.0 6.8 6.3
East Asia 5.0 3.7 3.1 3.7 3.3
China, People’s Rep. of 5.4 4.0 3.2 4.0 3.5
Hong Kong, China 5.3 3.8 3.8 33 33
Korea, Rep. of 4.0 3.0 2.7 3.0 29
Taipei,China 14 1.5 1.9 1.6 1.8
South Asia 9.4 7.7 8.6 6.9 7.4
Bangladesh 8.8 11.0 10.6 8.5 8.5
India 8.9 7.0 8.2 6.5 7.0
Pakistan 13.7 12.0 11.0 10.0 10.0
Sri Lanka 6.7 8.0 8.5 7.0 7.5
Southeast Asia 5.5 4.4 3.9 4.4 4.0
Indonesia 5.4 5.5 44 5.0 4.5
Malaysia 3.2 24 1.9 2.8 25
Philippines 4.6 3.7 3.5 41 41
Singapore 5.3 3.0 4.1 2.5 3.0
Thailand 3.8 3.4 3.0 3.3 3.2
Viet Nam 18.7 9.5 9.1 11.5 8.6
The Pacific 8.6 6.6 6.3 5.4 54
Fiji 8.7 5.1 47 3.0 3.0
Papua New Guinea 8.7 7.0 6.5 6.0 6.0
Developing Asia 5.9 4.6 4.2 4.4 4.2

(continued from the previous page)

Armenia, Azerbaijan, Georgia, Kazakhstan, the Kyrgyz Republic, Tajikistan, Turkmenistan, and Uzbekistan. The Pacific
comprises the Cook Islands, Fiji, Kiribati, the Marshall Islands, the Federated States of Micronesia, Nauru, Papua New
Guinea, Palau, Samoa, Solomon Islands, Timor-Leste, Tonga, Tuvalu, and Vanuatu.

Data for Bangladesh, India, and Pakistan are recorded on a fiscal-year basis. For India, the fiscal year spans the
current year's April through the next year’s March. For Bangladesh and Pakistan, the fiscal year spans the previous
year's July through the current year’s June.
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The global economic slowdown has proved more tenacious than it
appeared in April 2012, when the Asian Development Outlook 2012

(ADO 2012) published its forecasts. Most forecasts for gross domestic
product (GDP) growth in this Update are therefore downward revisions to
take into account the unexpectedly weak performance in the first half of
2012 and diminished prospects for recovery in the near term.

The main cause of the continued slackening of growth in developing
Asia is unrelenting weakness in the region’s main export markets, the
industrial economies of the euro area, Japan, and the United States (US).
But external factors are not entirely to blame for the steeper slide in the
region's growth.

Increasingly evident economic weakness in the two giants of
Asia, the People’s Republic of China (PRC) and India, tamp down
the growth prospects of the region as whole (Figure 1.1.1).

That weakening export growth fails to fully explain the

slowdowns in the PRC and India suggests that domestic 114 Contributions to revisions in developing Asia's
structural problems contribute to their difficulties. Most of growth forecasts
Southeast Asia has stayed relatively buoyant, despite suffering = :aRsct psiaexcludingPRC [ India
a similar deceleration in export growth, on the strength of () Developing Asia [ Rest of developing Asia
continuingly robust domestic demand. There is little change Percentage change i“f"’ecgf)t
in the forecast for Central Asia, the Pacific, or South Asian B -
countries other than India. _ _ 02

Analysis shows that economic shocks emerging from the
US have greater spillover into developing Asia and impact - — 04
on regional economic growth than do shocks of the same 3 06
magnitude from the euro area. Spillover from Japan is even 057
more consequential in this region than spillover from the US. - —-08
Open economies like most of those in East and Southeast -0.77
Asia are more susceptible to external shocks than are - 2012 5013 -0
less-open economies like India. Meanwhile, the rising profiles PRC = People's Republic of China.
of the PRC and India on the global economic stage mean that a‘l’;’ﬁB’;gE m:‘l’jtszv“;g‘g dati r"(’i’.“ A;"’” DZ"Z’I"‘L’"I";tO”I’/"Ok datt;'.base;

" pment Indicators an obal Development Finance

they now cast their shadows across developing Asia and even database. http://databank worldbank.org/ddp/home.do

the main industrial countries, increasingly influencing their
growth prospects.

Although weak, the current environment does not require
a massive regionwide countercyclical policy response. Policy makers,
however, should stay vigilant in the event of further turmoil from
potential industrial country shocks.

This chapter was written by Martin Bodenstein, Arief Ramayandi, and Akiko Terada-
Hagiwara of the Economics and Research Department. Background materials

from Peter Elliot, Shikha Jha, Douglas Laxton, and Pilipinas Quising are gratefully
acknowledged.
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Growth flagging as momentum fades

The weak external environment is slowing growth in developing Asia.
The ADO 2012 noted this in its forecasts published in April, but since
then the prospects for major industrial economies have proved to be more
subdued than previously anticipated (Box 1.1.1). Further, domestic demand
in the region, which was expected to mitigate weakness from abroad, is
slipping. In particular, the two largest economies—the PRC and India—

have disappointed earlier expectations.

1.1.1 Industrial economies sluggish

Lacking a strong rebound in private domestic demand,
GDP growth in the major industrial economies is now
expected to languish at 1.1% in 2012 and 1.5% in 2013—
unchanged from the ADO 2012 forecast for 2012 but

0.2 percentage points weaker for 2013 (Box table). This
deterioration mostly reflects developments in the euro
area and the US and occurs despite upward revision for
Japan's growth.

Baseline assumptions on the international economy,
2011-2012 (%)

2010 2011 2012 2013
Update projection
Actual (ADO 2012 in brackets)

Gross domestic product growth (%)

Major industrial economies 26 1.2 1.1 (1.1) 1.5(1.7)
United States 24 1.8 1.9 (2.0) 2.1 (2.3
Euro area 2.0 1.5 -0.6 (-0.5) 0.5 (1.0)
Japan 4.5 -0.8 2.3 (1.9) 1.6 (1.5)

Note: More details in Annex table A1.1.

Sources: US Department of Commerce, Bureau of Economic Analysis, http:/
www.bea.gov; Eurostat, http://epp.eurostat.ec.europa.eu; Economic and
Social Research Institute of Japan, http://www.esri.cao.go.jp (all accessed 21
September 2012); ADB estimates.

The sovereign debt crisis in the euro area continues
to weigh down economic activity in the currency union.
Fiscal consolidation and rising interest rates for public and
private borrowers have deepened the recession in southern
Europe, most notably in Italy and Spain. Whereas the euro
area as a whole contracted only mildly over the first half
of the year because of relatively strong growth in Germany,
economic growth is expected to contract considerably
over the remainder of the year, indicating annual GDP
contraction of 0.6% year on year. For 2013, a mild
recovery is expected with GDP growing by 0.5%.

Although the European Central Bank managed to
calm financial markets in September with its decision to

resume large interventions in sovereign debt markets on
behalf of affected member countries, a solution to the
structural shortcomings of the currency union has not yet
been brokered. Whether the central bank’s efforts can buy
enough time to draft a credible fiscal and banking union
will depend on the willingness of the German government
to support this course and to keep Deutsche Bundesbank
opposition under control without violating the German
central bank’s independence. Absent a powerful alternative
strategy that would keep interest rates at manageable levels
for all euro area members, not intervening in financial
markets carries the risk of massive financial market
turmoil in Europe strongly reminiscent of the 2008-2009
global financial crisis.

Unlike in the euro area, monetary policy makers in
the US have indisputably supported economic growth
in recent years. In early September, the Federal Reserve
announced another round of quantitative easing to
keep the economy from slowing further and to revive a
dragging labor market. Although considerably stronger
than the euro area, the US is still experiencing only tepid
GDP growth and is projected to grow at 1.9% in 2012
and at 2.1% in 2013. The major uncertainty for the US
economy is the looming "fiscal cliff." Although US policy
makers are likely to agree to extend some of the temporary
tax cuts into 2013, fiscal tightening equal to about 1.7%
of GDP will almost certainly be implemented, as reflected
in the forecast for US growth in this Update. Failure to
prevent all temporary fiscal measures from expiring would
create fiscal tightening of about 4% of GDP and push the
US economy back into recession in 2013.

Japan has been the only major industrial economy to
steer clear of new problems. The Japanese economy started
2012 well and is forecast to expand by 2.3% this year
before slowing to 1.6% in 2013. Concerns over the health
of the global economy are reflected in Japan’s plunging
business investment and slowing exports. Monetary policy
will remain highly accommodative.
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Regional economic outlook revised

This Update revises growth projections for the region’s GDP
down from the April estimates. The new projections lop

0.8 percentage points off 2012 and 0.6 points off 2013. GDP
growth for developing Asia is now forecast to moderate from
7.2% in 2011 to 6.1% in 2012 (Figure 1.1.2), significantly lower
than the April forecast of 6.9%. Growth is seen accelerating
to 6.7% in 2013 but still falling short of the projection in the
ADO 2012.

The momentum displayed in the first quarter of 2012
could not be maintained. Second quarter outturns came in
below expectations because of external weakness and, in some
cases, domestic developments. Weak economic activity in
the year to date leaves big gaps for the rest of the year to fill
before meeting April forecasts (Figure 1.1.3). The recovery in
the external environment in the second half of this year is not
expected to be uniform across the major industrial economies.
Moreover, its strength and timing are uncertain. The external
environment is expected to recover as the euro area picks up
next year but perhaps not as strongly as anticipated in April.
Although weaker-than-anticipated economic activity in the
US and euro area appears to be responsible for the significant
downward revision in GDP growth in 2012, Asia’s internal
weakness also plays a key role (Box 1.1.2).

The downward revision is largest in East and South Asia,
at almost 1 whole percentage point, mainly because of weak
performance in the PRC and India. The slowdown in the PRC
reflects, in addition to soft demand for the country’s exports,
previous policy tightening. Lower growth in India stems from
weakening external demand, a tight monetary policy aimed
at persistently high inflation, and difficulties in obtaining
consensus on measures to tackle impediments to growth.

Outside of these two large economies, performance
varies depending on exposure to external conditions and the
strength of domestic demand. Because of its openness, East
Asia is feeling strong external headwinds from within the
region and beyond. No economy in East Asia is expected to
meet the April forecasts for either 2012 or 2013, as subregional
growth is now forecast to decelerate to 6.5% this year—which
is below even the 6.8% growth rate recorded in the wake of
the Lehman shock in 2009. As South Asia’s economies are
less open than those in East Asia and so relatively insulated
from the external environment, this Update makes only
minimal downward revisions to the growth forecasts of most
of them. Significant downward revision for the South Asian
subregion as a whole, to 5.5% in 2012 and to 6.4% in 2013, is
almost entirely from weakness in India (Figure 1.1.4).

Excluding East Asia and India, growth prospects for the
rest of developing Asia are almost unchanged, revised down

1.1.2 Revised GDP growth forecasts, 2012 and 2013

%
— — 10

— — 6
— — 4
— —2
— —0
2009 10 11 12 13
ADO  Update | ADO  Update
2012 2012
Forecast
Source: Asian Development Outlook database.
1.1.3 GDP growth, ADO 2012 forecast versus year-to-date
growth
[l ADO 2012 Forecast () Year to date
%
— _ 10
— _ 8
_ o _6

HKG IND INO KOR MAL PHI PRC SIN TAP THA
HKG = Hong Kong, China, IND = India, INO = Indonesia, KOR = Republic of Korea,
MAL = Malaysia, PHI = Philippines, PRC = People’s Republic of China, SIN =
Singapore, TAP = Taipei,China, THA = Thailand.

Note: Data for India refer to GDP at factor cost. Components do not add up to
total. Latest data for India is Q1 FY2012.

Source: CEIC Data Company (accessed 3 September 2012).

1.1.4 Revised GDP growth forecasts by subregion
W 2012 [ 2013

%

A B A B A B A B A B
Central East South Southeast  The Pacific
Asia Asia Asia Asia
A =ADO 2012 forecast, B = ADO 2012 Update forecast.

Source: Asian Development Outlook database.
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1.1.2 Factors underlying growth projection revisions

Starting with the ADO 2011 in April of that year, GDP
growth projections for 2012 in emerging Asia (comprising
10 economies) have been consistently revised downward—
from 8.1% (ADO 2011) to 7.7% (ADO 2011 Update),

7.0% (ADO 2012), and 6.2% in this Update. While the
projections for the global economy, particularly for the
euro area, have been sharply revised downward, from 1.6%
in the ADO 2011 to -0.6% in this Update, other factors
came into play over the same period.

The global projection model GPM6Commodities,
described in detail in Carabenciov et al. (2008), is used to
analyze the sources of the downward revisions to the ADO
projections. The model has six country blocks: the US,
the euro area, Japan, emerging Asia, Latin America, and
a rest-of-the-world block of mostly developed European
economies that are not part of the euro area. The
emerging Asia block of the GPM6Commodities consists
of the PRC; India; the Republic of Korea; Indonesia;
Taipei,China; Thailand; Malaysia; Hong Kong, China;
the Philippines; and Singapore. These economies account
for 92% of developing Asia’s GDP in purchasing power
parity terms. The aggregated GDP growth forecast of these
10 economies was reduced by nearly 2 percentage points.

The model appeals to features that policy makers and
academics alike have found relevant in business cycle
analysis, such as nominal rigidities, rationality, linkages
for trade in goods, services, financial assets, and oil. Most
importantly, model policy is described explicitly through
Taylor-type interest rate rules.

Starting with ADO 2011 projections, shocks arising
from six blocks—the US, the euro area, Japan, Latin
America, the rest of the world, and commodity prices—are
added one by one to gauge the effects attributed to each
block. The shocks from a regional block arise from several
factors: demand, supply, markup, policy, finance, and
others. The commodity price block includes all global food
and oil demand and supply shocks.

For 2012, the shocks emanating from the now
contracting euro area and the still elevated oil price
appear to be the key external drags on the region, with
the euro area subtracting 0.3 percentage points and
oil 0.6 percentage points from the April 2011 forecast.
This downward drag is partly offset by upward revision
for Japan over this period, adding 0.1 percentage point.
All in all, external shocks account for just about half of
the revision from the ADO 2011. The other half seems
to come from a regional or domestic factor within
emerging Asia.

Contributions of shocks to emerging Asia from 6 global
projection model blocks

Item 2012
April 2011 (ADO 2011) GDP growth projections (%) 8.1
October 2012 (ADO 2012 Update) GDP growth

projections (%) 6.2
Difference between April 2011 and October 2012

projections (percentage points) -1.8

Effects of foreign shocks (percentage points)

From emerging Asia -0.9
From United States -0.1
From euro area -0.3
From Japan 0.1
From the rest of the world 0.1
From Latin America -0.1
From commodities -0.6

Note: For this exercise, the developing Asia block comprises the People's
Republic of China and the nine economies of emerging Asia: Hong Kong,
China; India; the Republic of Korea; Indonesia; Malaysia; the Philippines;
Singapore; Taipei,China; and Thailand.

Source: ADB estimates.

by only 0.1 percentage point. Economies in Central Asia have experienced
softening to a lesser extent than have East and South Asia. Growth
prospects in that subregion are now projected slightly lower at 5.7% in
2012 and at 6.0% for 2013, largely reflecting weaker demand from the euro
area and the PRC for energy exports. In contrast, growth in Southeast
Asia is riding resilient domestic demand, allowing the April forecasts to
stand almost unchanged at 5.2% for 2012 and 5.5% for 2013. Similarly, the
Pacific is expected to meet the April forecasts of 6.0% this year and 4.2%
next year, as robust expansion in the larger, resource-rich economies
statistically overpowers the weakening economies of smaller Pacific

island states.
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Domestic demand sustaining growth
for some

Private domestic demand contributed to growth in the first
3 months of the year before subsequently slipping and thus
failing to fill the gap left by diminished export demand.
Slipping domestic demand has also weakened imports.

Subregional variation is significant (Figure 1.1.5). In
Southeast Asia domestic demand showed resilience in the
first half of 2012 in the face of relatively weak exports. In
particular, Indonesia and Malaysia have maintained strong
consumption and investment. Thailand has recovered
strongly from the floods of last year. The Philippine
economy has also rebounded with sound consumption and
investment, though imports in the first half of 2012 fell
short of the forecast. Singapore is the exception in Southeast
Asia. Plagued by domestic inflation and adverse external
factors, the economy followed the pattern of the other
newly industrialized economies—the Republic of Korea;
Taipei,China; and Hong Kong, China—in which deteriorating
external demand undermined confidence, drove down
domestic demand, and stalled investment. In India, fixed
investment made virtually no contribution to growth in a
clearly weaker economy.

Export growth to date is far slower than forecast in April
for 2012 as a whole (Figure 1.1.6). Exports are contracting
across the region, particularly affecting machinery and
semiconductors, and causing exports from the Republic of
Korea and Taipei,China to falter. In the PRC exports plunged
in the second quarter.

Weak domestic demand has driven down imports in
many parts of developing Asia, generally far below forecasts
made in April for the first half of 2012 (Figure 1.1.7). Actual
imports were much lower than anticipated in East Asia and
the Philippines. Import demand remains lethargic in the PRC
because of softening demand for raw materials and capital
goods. Southeast Asia stands out as import demand remained
resilient, causing net exports to subtract from growth in light
of slow export growth. This situation contrasts with 2011,
when net exports generally contributed to growth.

As a result, current account surpluses in Southeast Asia
will narrow more than projected, from 4.4% of GDP to 3.0%,
which is below their value in 2008. In other subregions,
except the Pacific, external balances are roughly in line with
the April forecasts. In the region as a whole, the current
account balance as a percentage of GDP is now expected to
shrink to 1.7% in 2012, down from the 1.9% forecast in April.
The forecast for 2013 is trimmed to 1.5% (Figure 1.1.8).

Improvements in labor markets are tapering off, with
unemployment rates above pre-2008 levels and diminishing
income prospects. Consumer confidence, already weak,

1.1.5 Contributions to growth, by demand components
First half, 2011

O GDP [ Investment

[l Private consumption [ Netexports

[ Government consumption [l Statistical discrepancy

Percentage points
12

HKG IND INO KOR MAL PHI SIN TAP THA

First half, 2012

(O GDP
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O] Government consumption

[ Investment
[ Netexports
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Percentage points
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GDP = gross domestic product, HKG = Hong Kong, China, IND = India, INO =
Indonesia, KOR = Republic of Korea, MAL = Malaysia, PHI = Philippines, SIN =
Singapore, TAP = Taipei,China, THA = Thailand.
Note: India data fo 2012 are as of the first quarter of FY2012.
Source: CEIC Data Company (accessed 3 September 2012).
11.6 Actual exports in 2012 to date versus April forecasts
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HKG IND INO KOR MAL PHI PRC SIN TAP THA
HKG = Hong Kong, China, IND = India, INO = Indonesia, KOR = Republic of Korea,
MAL = Malaysia, PHI = Philippines, PRC = People’s Republic of China, SIN =
Singapore, TAP = Taipei,China, THA = Thailand.
Note: Data for PRC, IND, KOR, SIN, and TAP are as of August 2012, for HKG, INO,
MAL, PHI, and THA as of July.

Source: CEIC Data Company (accessed 17 September 2012).
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appears to have deteriorated further in recent months
(Figure 1.1.9), reflected in sharply decelerating retail sales
growth, particularly in the PRC and the newly industrialized
economies (Figure 1.1.10). Likewise, some economies in
South Asia have seen domestic demand deteriorate. Similar
concerns may apply to Central Asia, though the outlook for
the subregion’s major guest worker host nation, the Russian
Federation, is stable at this time.

Causes and effects as Asia’s giants
decelerate

The PRC and India may still be achieving enviable GDP
growth rates, but the pace of economic expansion in both
countries now falls short of the high rates achieved in the
years preceding the global financial crisis. This weakening in
the PRC and India exacerbates the growth outlook for the rest
of Asia, as the two countries have gained greater influence on
regional and international business cycles because of their size
and global roles as importers.

Slowing growth momentum in the PRC and India reveals
itself in several indicators. Growth rates of production-
related indicators such as the industrial production index
and electricity generation fell sharply in the year to date
(Figure 1.1.11).

Fixed investment, exports, and retail sales have also slowed
(Figure 1.1.12). Real estate investment has been affected the
most, but a moderation of investment in infrastructure and
manufacturing has added to the slowdown. Exports barely grew
in the first half of 2012—nose diving from the 20%-30% annual
growth recorded last year. Unsurprisingly, consumer and
business confidence have eroded in recent months.

1.1.9 Consumer confidence

— PRC — HKG —INO — KOR MAL TAP

% change
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HKG = Hong Kong, China, INO = Indonesia, KOR = Republic of Korea,
MAL = Malaysia, PRC = People’s Republic of China, TAP = Taipei,China.
Note: Data for Hong Kong, China is on a quarterly basis.

Source: CEIC Data Company (accessed 12 September 2012).

11.7 Actual imports in 2012 to date versus April forecasts

[ Forecast () Year to date
% change
— _ 24
— _ 16
— _8
(@]
— _0
¢ -8
HKG IND INO KOR MAL PHI PRC SIN TAP THA

HKG = Hong Kong, China, IND = India, INO = Indonesia, KOR = Republic of Korea,

MAL = Malaysia, PHI = Philippines, PRC = People’s Republic of China,
SIN = Singapore, TAP = Taipei,China, THA = Thailand.

Note: Data are as of August 2012 except as of July for HKG, INO, MAL, and THA,

and as of June for PHI.
Source: CEIC Data Company (accessed 17 September 2012).

1.1.8 Revised current account balance forecasts, 2012

and 2013
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Source: Asian Development Outlook database.

1.1.10 Retail sales
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Note: Data for Malaysia is on a quarterly basis.
Source: CEIC Data Company (accessed 12 September 2012).
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1.1.11 GDP, industrial production index, and electricity generation
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Source: CEIC Data Company (17 September 2012).
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1142 Fixed investment, exports, and retail sales in India and the People's Republic of China
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The PRC and India both see their exports and economic activity in
general dragged down by financial distress, uncertainty, and sluggish
recovery in the major industrialized economies. However, the additional
internal factors weighing on GDP growth differ between the two
countries. In India, institutional weakness that delays routine regulatory
clearance and the liberalization of rules for foreign investment holds back
investment. In the PRC, policy makers imposed restrictive policies to
prevent possible overheating in the real estate sector. Monetary tightening

in the PRC reinforced the success of these policy choices.

Policy makers in the Asian giants and other economies of emerging
Asia need to understand the relative role of internal and external factors.
This understanding will guide appropriate policy responses. For example,
fiscal and monetary policy may effectively address declining investment
demand if it is caused by external demand weakness, but such fiscal
stimulus will do little to resolve a bottleneck caused by poor regulation.

The various sectors of an economy interact in complex ways—
with, for example, a decline in export demand lowering demand for
fixed investment in manufacturing. Similarly, shocks spill over into
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trade partners’ economies with variable force; for example,
shocks to economic activity in the PRC and India have
weaker spillovers to other Asian economies than do shocks
originating in the major industrial economies. A global
vector autoregressive model, described in Box 1.1.3, imposes
sufficient discipline to shed light on the relative importance
of internal and external shocks. The model can also
estimate the strength of international spillovers between
trading partners.

Spillovers into developing Asia

The spillover-analysis model measures the effect of a shock
in recipient countries as fractions of the shock’s effect in its
home economy. Figure 1.1.13 plots the cumulative decline in
a country’s GDP over 1 year, relative to a baseline forecast,
caused by a negative shock from abroad that reduces the
source country’s GDP by 1% relative to the baseline. It shows
the impact that a shock to GDP in the US, the euro area, or
Japan has, within a year after impulse, on India, the PRC,
and an aggregate of the Association of Southeast Asian
Nations (ASEAN) countries. A shock is a drop in GDP of the
source country.

Spillovers from industrialized countries are substantial,
particularly into the more open economies of developing
Asia. A shock in Europe tends to have smaller impact on Asia
than does a shock of the same magnitude in the US or Japan.

Historically, reducing the US GDP by 1% diminishes GDP
in the euro area, Japan, and the three large economic blocks
in Asia over its first year. ASEAN economies are affected
the most, as their combined GDP drops by about 4/5 the
magnitude of initial drop in the US. Spillover into the PRC is
about 1/2 as large as into ASEAN, a bit more than into Japan
and a bit less than into the euro area. Spillover into India is
much lower, at less than 1/10 (Figure 1.1.13a)

A negative shock originating in the euro area also
causes GDP in its major trading partners to contract. In
this case, spillover into the PRC, ASEAN, and the US is of
similar magnitude, about 2/5, and into Japan slightly larger
(Figure 1.1.13b). When the shock to economic activity stems
from Japan, the PRC and ASEAN see a reduction at nearly
1/2 of the original shock to Japanese GDP, whereas the US
and the euro area experience smaller declines of only 1/3
(Figure 1.1.13¢).

Indian GDP experiences only limited spillover from the
US and almost none from Japan or the euro area. These
findings reflect the country’s low integration in world trade
(Box 1.1.4).

Spillovers from Asia’s giants

1.1.13 Spillovers from large industrial economies, GDP effect
after 1 year
a. Effect of a 1% decline in US GDP on other economies' GDP
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c. Effect of a 1% decline in Japan's GDP on other economies' GDP
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ASEAN = Association of Southeast Asian Nations, EUR = Austria, Belgium,
Finland, France, Germany, Italy, the Netherlands, and Spain, GDP = gross
domestic product, IND = India, JPN = Japan, PRC = People's Republic of China,
US = United States.
Note: Lower bound refers to the 5th percentile of the distribution. Upper bound
refers to the 95th percentile of the distribution.
Source: ADB estimates.

The PRC and India produce growing shares of world GDP and have
become more integrated into international goods and factor trade. As
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1.1.3 Measuring cross-border effects of shocks

A global vector autoregressive (GVAR) model provides
a compact statistical view of the world economy. The
specifications of the GVAR follow Dees et al. (2007).
The model uses time series data of six macroeconomic
variables (real GDP, inflation, real exchange rate, real
equity price, and nominal short-term and long-term
interest rates) for 33 countries and is estimated over

a 30-year period from the second quarter of 1979 to
the fourth quarter of 2009 using the GVAR Toolbox

1.1 (Smith and Galesi 2011).The present application

of the model focuses on the relationships involving

the three major industrial economies—the euro area,
Japan, and the US—and developing Asia economies
defined as the PRC, India, and an aggregate of the five
largest economies in the Association of Southeast Asian
Nations: Indonesia, Malaysia, the Philippines, Singapore,
and Thailand.

Spillovers from one economy to another are assessed
through generalized impulse response functions (Pesaran
and Shin 1998), which consider shocks to all the equations
in the GVAR system and takes into account the estimated

1.1.14 Spillovers from Asian giants, real GDP effect after 1 year
a. Effect of a 1% decline in the PRC's GDP on other economies' GDP

— Lower bounds — Upper bounds |:| Median

%
1
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-2

us EUR JPN IND ASEAN

historical correlation between shocks. The resulting
complexity of dynamics comes at the cost of structural
identification. The methodology cannot distinguish
between the underlying structural features of the economy
that generated an impulse felt in the global economy.
While this shortcoming inhibits the use of GVAR models
to generate policy counterfactuals, these models are
adequate for measuring international linkages.

The generalized impulses can also be used to derive
a generalized forecast error variance decomposition,
which allows for correlated shocks but accounts for them
appropriately using historically observed distribution of the
residuals. The normalized decomposition informs about
the relative importance of the various shocks in explaining
an economy’s output fluctuations. Similar treatment can be
found in Diebold and Yilmaz (2012).

The results are derived from time series data over the
past 30 years and take as given the policies implemented
over those years. As international trade has expanded over
the sample period, current spillovers may be larger than
those estimated using historical data.

b. Effect of a 1% decline in India's GDP on other economies' GDP

— Lowerbounds — Upperbounds [I] Median

%

us EUR JPN PRC ASEAN

ASEAN = Association of Southeast Asian Nations, EUR = Austria, Belgium, Finland, France, Germany, Italy, the Netherlands, and Spain, GDP = gross domestic product,

IND = India, JPN = Japan, PRC = People's Republic of China, US = United States.

Note: Lower bound refers to the 5th percentile of the distribution. Upper bound refers to the 95th percentile of the distribution.

Source: ADB estimates.

this trend continues, economic activity in the two Asian giants will shape
regional and international business cycles. Already, spillovers from the
PRC into ASEAN and the major industrial economies are not negligible.
Figure 1.1.14 summarizes the spillovers from the PRC and India into other

economies, following the same analytical method.

An internally caused fall in the PRC's GDP drags down growth in the
three major industrial economies. Spillovers into the US and Japan are
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1.1.4 India’s trade structure and impulse resistance

India has become increasingly integrated into the global and less than 16% by 2011. About 40% of total exports
economy since the 1990s, when major reforms were are primary products with little added value and limited
initiated in response to a severe crisis in its balance of spillover to the rest of the domestic economy.
payments. However, the country’s openness to trade still India’s trade with the major industrial economies and
lags that of other economies in developing Asia (Box the PRC are modest slices of a small pie. Its exports to
table). India’s lesser openness to trade, and the dominating  the US and the euro area each averaged less than 2% of
role of domestic demand, explain why India is barely India’s GDP in the 2000s. In the same period, exports
affected by external shocks, compared with the PRC or to Japan averaged only 0.3% of GDP, and those to the
ASEAN economies. PRC 0.6%. These minuscule contributions to India’s

In line with India’s opening to trade, its exports have GDP explain the relatively negligible spillovers into India
risen over the past 2 decades. Relative to GDP, however, from shocks in any of the major industrial economies or
exports remain small, averaging about 11% in the 2000s the PRC.

Measures of trade openness (total trade as % of GDP)

Decade PRC Indonesia Malaysia Philippines Thailand India
1970s 9.2 34.6 79.1 33.8 36.1 9.8
1980s 24.7 38.6 96.2 34.8 479 11.9
1990s 36.6 494 156.5 58.2 73.5 16.3
2000s 52.3 51.3 172.6 80.3 116.1 271

PRC = People’s Republic of China.
Source: ADB estimates based on the UN Comtrade data.

of similar magnitude, at 2/5 of the original shock in the PRC, 1.1.1 Comparison of forecasts in the ADO 2011 Update
and the effect on the euro area is 1/5. ASEAN is more strongly and the ADO 2012 Update
affected, its GDP falling by 1/2 of the magnitude of the original
shock in the PRC. India, again, is not significantly affected BT
(Figure 1.1.14a). between

Although India is hardly affected by external events, it can B A = e

N . . predicted growth for growth

affect others. The three major industrial economies, ASEAN, growth for 2012 for 2012
and the PRC all suffer GDP declines roughly 1/4 the size of the Economy 2011 (ADOU 2011)  (ADOU 2012)
original decline in Indian GDP (Figure 1.1.14b). us 1.0 2.2 19

. . . Euro area -0.2 13 -0.6
Weighed effects from within and without

) ) Japan -0.3 2.8 23

T.he. pr.ecedmg a-nalysm suggests that .external factors may play Indis 4 83 6
dissimilar roles in recent slowdowns in the PRC and India. oRC 00 o .7
One way of illustrating this difference is through the following ' - -
calculations derived from forecast errors and revisions between PRC = People’s Republic of China, US = United States.
the ADO 2011 Update and the ADO 2012 Update (Table 1.1.1). source: Asian Development Outlook database.

Realized GDP growth in 2011 turned out to be weaker by
1.0% in the US, 0.2% in the euro area, 0.3% in Japan, and
1.4% in India than forecast in the ADO 2011 Update. Similarly, growth
expectations for 2012 have been revised downward since the ADO
2011 Update.

Interpreting the differences between the realized and the predicted
growth rates for 2011 as negative shocks to GDP in the US, the euro area,
Japan, and India, and invoking the estimated spillovers, provides an
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illustrative measure of the relative importance of internal and external
factors in driving the slowdown in the two Asian giants.

As international spillovers into India are weak, internal factors
account for most of India’s slowdown. For the PRC, however,
external spillovers are sizable. The negative shocks in the
PRC’s large trading partners may cause the PRC's GDP to
contract by about 0.9% in 2012. External factors can be seen
as accounting for 2/3 of the forecast revision in PRC's GDP

1.1.15 Spillover effects into the PRC
[JJ/N [ IND [ Others

WeurR [Jus

Contribution of

large trading
growth between the two ADO Updates (Figure 1.1.15). partners:0.9%
This illustration of cross-country spillovers in recent - (nciuding

internal): 0.5%

developments in India and the PRC does not inform about
the relative importance of domestic and foreign shocks in
explaining output volatility in general.

External and internal shocks commingle in causing - -3

fl . . he hi ical Drop in growth 2011 Drop in growth 2012
Output uctuations. Decomposmg the historica Output EUR = Austria, Belgium, Finland, France, Germany, Italy, the Netherlands, and
Variations ln the Asian giants based on their geographic Spain, GDP = gross domestic product, IND = India, JPN = Japan, PRC = People's
L. hat i 1£ . dri Republic of China, US = United States.

origin suggests that internal factors are important drivers Note: Numbers may not sum precisely because of rounding.
of output fluctuations in both the PRC and India, albeit to
varying degrees (Box 1.1.5). Shocks originating from Europe
and the US play significantly lesser roles.

Source: ADB estimates.

1.1.5 Relative importance of internal and external shocks to Asia’s giants

hints at the need for economic reform, not least to the
service sector.

The box figure shows the relative contributions of shocks
from different geographic sources to the volatility of
output in the PRC and India for a horizon of 4 quarters

after impact. Shocks sum all types of disruption—financial, Relative contributions of shocks to GDP change 1 year after

GDP, price, and others—as summarized by Dees et al.
(2007).

A large share of GDP fluctuation in the two giants is
explained by domestic shocks. Although external shocks
have some bearing on GDP volatility in India, domestic
shocks account for 75% of variation in output. In the PRC,
internal shocks are less dominant but still account for
more than 40% of variation.

This observation reinforces two messages. The first
message is that countries that are more open, like the
PRC, are more susceptible to external developments
than less-open countries like India. A favorable external
environment with buoyant global demand for exports
accelerates GDP growth more in open economies than
others. Conversely, when gloomy prospects in the global
economy weaken export demand, limited openness shields
countries. The second message is that the degree to which
domestic factors drive GDP fluctuations in the two giants

impact, by geographic source
[ Own shocks

[J EUR + US shocks ] Shocks from restof the world

%
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_ _ 60
144

_ _ 40
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17.7

. . ,_0
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EUR = Austria, Belgium, Finland, France, Germany, Italy, the Netherlands, and
Spain, GDP = gross domestic product, IND = India, PRC = People's Republic of
China, US = United States.

Source: ADB estimates.
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Risks to the outlook

The outlook in this Update assumes soft demand from the US and Europe
for the region’s exports and weakening growth momentum in the PRC and
India. However, even this gloomy view may turn out to be too optimistic.

Both Europe and the US harbor powerful risks that could drag down
growth in emerging Asia’s GDP further through diminished demand for
the region’s exports. New stress emanating from sovereign debt markets
could deepen the recession in the euro area. Failure in the US to extend
expiring fiscal programs into 2013 could further erode private demand
and cause the US economy to contract. The damage to emerging Asia
from such negative developments could be amplified by volatility in
capital flows. Even without a major global event, capital flows may turn
volatile as investors change their perception about economic prospects in
the euro area or the US.

Risks from a major global shock

To quantify the implications of a major global event on emerging Asia, two
scenarios are derived from the global projection model GPM6Commodities
(see Box 1.1.2). The first scenario considers the effects of severe financial
market stress in the euro area. The second studies a large fiscal contraction
in the US.

Shock from a systemic euro event

As in 2011, the European sovereign debt crisis has continued to upset global
financial markets in 2012. A plethora of European and global summits has
spurred some promising action, such as a road map to full banking union
and changes in the rules of the European Stability Mechanism. However,
no definite plan that would remove the underlying structural problems of
the currency union has been adopted. Even the decision by the European
Central Bank (ECB) to intervene directly in sovereign debt markets

with the goal of keeping interest rates for affected countries manageable
will bring only temporary relief. If the highly indebted economies of
southern Europe fail to implement market-oriented reforms that can raise
long-term growth prospects, financial market participants may continue

to invest elsewhere or demand higher risk premiums. Although the ECB
left the volume and duration of its interventions unspecified to bolster

the effectiveness of its plan, opposition to ECB activities, particularly in
Germany, limits the window of opportunity for European policy makers to
shape the future of the euro area.

Against this backdrop, the first scenario plays out the consequences
of major tensions in the European banking sector. The scenario assumes
that the ECB cannot prevent the crisis through market interventions
because of political resistance in northern Europe, the risk composition
of its balance sheet, or the sheer magnitude of the event. Financial market
stress in Europe is assumed to reach by the end of 2012 the intensity seen
during the Lehman crisis in 2008, and then to ebb gradually in 2013.
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In contrast to 2008, when financial market stress in the US spilled
massively into Japan and Europe through undermined confidence, direct
financial spillovers in the present scenario are assumed to be more
limited because financial markets in Europe are dominated by Europeans
and the current crisis has evolved slowly enough to allow banks to realign
their portfolios to limit spillovers. Severe deterioration in
financial conditions drives the euro area into a deep and 1.2.1 Alternative scenarios: annual real GDP growth
prolonged recession. Table 1.2.1 summarizes the effects on .
) ) ] ) ) United States
GDP growth in major economic regions in 2012 and 2013. EU financial fiscal cliff ADO 2072
Euro area GDP growth drops by 0.4 percentage points in stress (deviation (deviation from Update
2012 and by a whopping 1.7 percentage points in 2013 relative fioimlkes<line/ MCasslhe baseline
to the baseline forecast. As the US and Japan have close 2013~ 2013
_ i i ) Jap ) Area 2012 2013 (w/oQE) (W/QE) 2012 2013
financial and trade links with Europe, the economic prospects
. i Euro area -04 =7/ -0.3 -0.3 -0.6 0.5
of these two countries are severely affected. In addition, '
steep euro depreciation further weakens the competitiveness Sl SRR e i 19 21
of the US and Japan against exports from the euro area. I LY A2 e A8 2
The transmission of the shock through financial and goods Emerging Asia 04  -08  -08  -09 6.3 7.0
markets is reinforced by the assumed erosion of investor and Latin America 02~ -05  -08  -08 3.1 41
consumer confidence. Relative to the baseline, GDP growth in  Remaining
countries -0.6 -1.5 -1.0 -1.0 2.0 2.1

the US and Japan declines by 0.3 percentage points in 2012 and
by about 1 percentage point in 2013.

The effects on emerging Asia are also powerful
(Figure 1.2.1). As the region depends heavily on US

1.2.1 Alternative scenarios: effect on emerging Asia

a. GDP growth, emerging Asia

ADO = Asian Development Outlook, EU = European Union, QE = quantitative
easing, w/ = with, w/o = without.

Source: ADB estimates using the global projection model.

c. Interest rate, emerging Asia
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ADO = Asian Development Outlook, EU = European Union, GDP = gross domestic product, US = United States.
Source: ADB estimates using the global projection model.
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and European demand for its exports, growth in the region drops 1.2.2 Fiscal restraint under current law

by 0.4 percentage points relative to the baseline in 2012 and by 0.8 in 2013

percentage points in 2013. In this demand-driven scenario, the output gap Change in

in emerging Asia turns distinctly negative, moderating inflation in the St

region below baseline projections. The scenario assumes that monetary M
. C . . 1. . Measure % GDP $ billion

and fiscal policies in emerging Asia follow their historical patterns.

Interest rates in emerging Asia would be about 1% lower. However, lower Unemployment insurance 14 2

inflation would give Asian central banks room to deviate from their lisiclie dinug e el 02 5

historical policy rules and pursue additional monetary easing. Affordable Care Act 0.1 18

Emergency unemployment 0.2 34

Shock from the US fiscal cliff compensation

After the financial market turmoil in 2008-2009, US policy makers Medicare payments 01 10

implemented numerous fiscal programs to soften the impact of the Other expiring provisions 17 269

subsequent recession. Many of these temporary measures have been Source: Congressional Budget Office 2012.

extended over the years but only after prolonged political standoffs.
Today, stimulus measures amounting to roughly 4% of the US GDP are
scheduled to expire at the beginning of 2013 (Table 1.2.2).

Despite deepening division between the US political parties during
this presidential election year, several income tax and unemployment
provisions are assumed to be extended. Other measures amounting to
1.7% of GDP, however, are assumed to be eliminated. The baseline GDP
growth forecast for the US already reflects this view. However, complete
gridlock in Washington cannot be ruled out. Therefore, the second
scenario assumes that none of expiring measures will be extended,
causing a severe fiscal contraction (the “fiscal cliff”). The results for this
scenario are also displayed in Table 1.2.1.

The fiscal contraction is frontloaded in the first half of 2013, causing
US GDP growth to drop by 2.5 percentage points, from 2.1% to —0.4%.
Relative to the historical performance of the US economy, the effects of
the fiscal contraction are amplified by the inability of monetary policy
makers to push short-term nominal interest rates below the zero bound.

Weaker US demand transmits to the rest of the world predominantly
through lower US imports. Given its export dependence, emerging Asia
would see its growth prospects diminished by 0.8 percentage points
in 2013. The detailed responses in the region’s GDP growth, output
gaps, inflation, and interest rates resemble those of the first scenario
(Figure 1.2.1).

In contrast to the first scenario, the realization of the US fiscal cliff
is felt as strongly in Latin America as in emerging Asia. Although the
euro area and Japan see their growth rates cut under the US fiscal cliff
scenario, the impact on these industrial countries is only half that on the
emerging world.

If the Federal Reserve were to engage in more aggressive quantitative
easing to soften the impact of the fiscal contraction, the drop in US
growth could be limited to 2.2 percentage points relative to the baseline.
Although US trading partners would benefit from this attempt to keep
the decline in US activity under control, quantitative easing would bring
about dollar depreciation. Consequently, US exporters would become
more competitive and put additional pressure on exporters elsewhere.
The effects of the fiscal cliff on countries other than the US turn out to
be roughly the same with or without quantitative easing.
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Risks from capital flow volatility

Either a systemic event in the euro area or the realization of the fiscal
cliff in the US would affect capital flows to emerging Asia. If investor
confidence were to drop and risk premiums to increase, capital might
leave the region for conventional safe havens. Deleveraging by banks
under balance sheet pressures would further bleed the region financially.
Even without a major event in Europe or the US, capital markets in the
region remain vulnerable to sudden swings in investor sentiment caused

by news from the major industrial economies (Box 1.2.1).

1.2.1 Capital flows erratic

A prolonged period of large-scale monetary
accommodation in the major industrial economies has
accompanied volatile investor sentiment and associated
cross-border flows. Asian economies weathered the
unprecedented collapse in international capital flows

between 2007 and 2009. After a short-lived capital outflow

at the height of the 2008 financial crisis, macroeconomic
management in the region had to contend with a surge
in capital inflows in liquid asset categories. Since then,
alternating optimism and pessimism about the strength
of economic recovery in Europe and the US have been

1 Quarterly capital flows, emerging Asia
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Taipei,China; and Thailand.
Source: ADB estimates based on data from CEIC Data Company
(accessed 10 September 2012).

responsible for the bouncing around of net private
capital flows (Box figure 1).

Moves by regional central banks and the European Central
Bank toward monetary easing have improved funding
conditions for Asia banks, which have been reporting tight
credit arising from the situation in Europe. The foreign claims
of euro area banks on emerging Asia dropped toward the end
of 2011 but have edged up since (Box figure 2). Nonetheless,
deleveraging by European or regional banks in response to
rising shares of nonperforming assets still poses a potential
threat to emerging Asia’s macroeconomic stability.

2 Foreign claims of reporting banks in the euro area to
selected economies in developing Asia
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Source: Bank for International Settlements. http://www.bis.org

(accessed 3 September 2012).
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Policy options in
uncertain times

Most governments in developing Asia enjoy latitude for applying
fiscal policy to counter slow growth, as they did in 2008-2009.
The best option now for the region as a whole, though, is to wait
and see if new shocks materialize to cause further economic
deceleration that would warrant such measures. However, policy
makers may need to reconsider their assumptions about the
efficacy of various fiscal policy options.

Looking ahead, policy makers should also consider the
evidence that the days of relatively easy export-led growth are

numbered, if not already past. Future growth will need to be better

balanced between internal and external sources by, among other
strategies, fostering more vibrant service sectors.

Policy absent further shocks

Absent major deviations from the ADO 2012 baseline forecast,
developing Asia has no urgent regionwide need to pursue
countercyclical macroeconomic policies. Output gaps generally
hover around zero, leaving little rationale for propping up
demand through policy stimulus. At the same time, inflation has
moderated after a spurt in 2011 when prices for food and energy
developed strong momentum. For the time being, a wait-and-see
strategy is advised—along with some fine-tuning.

Although headline inflation remains high in a few economies,
notably in South Asia and Viet Nam, price pressures have eased
by more than expected, tracking lower demand pressures and
commodity prices (See Annex: Gl