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Presentation outline

@ Recent GVC developments



With trade and GVCs slowing, COVID-19 shocks further fueled

speculations of a reconfiguration

World and ASEAN+3: Annual Trade
(Percent of GDP; Percent of final products)
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Sources: Mirodout and Nordstrom (2020); UNCTAD; World Bank; and AMRO staff calculations.
Note: Trade refers to the sum of exports and imports. Import intensity of production is defined as the ratio of GVC-related imports to the
output of the final products.

ASEAN+3: GVC Participation
(Percent of total exports, 3-year moving average)
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The triple shocks of natural disasters, trade tensions, and COVID-19 have, over time, raised numerous concerns that globalization is in retreat and GVCs would be reconfigured. 

GVCs have flourished since the establishment of the WTO, with many economies signing bilateral and regional trade agreements to promote their exports. For one, GVCs have played a critical role in driving Asia’s industrialization and economic development since the 1960‒70s.

The rapid expansion of GVCs rode on the virtues of globalization such as comparative advantage, allocative efficiency, and cost minimization, enabled by technological advances that led to a sharp drop in costs of transportation and telecommunication, benefitting households and businesses across the world.

However, the global trading environment changed after the GFC and the 2010 European sovereign debt crisis. Especially after 2010, global and regional trade as percent of GDP (left-hand side figure) declined, as well as GVC participation as in the ASEAN+3 (right-hand side figure), and FDI. This could be for two reasons:

First, non-equity modes of investments (NEMs) became increasingly the method for GVC outsourcing more than direct investments. While manufacturing investments declined globally, technology MNEs increased their investments abroad. Unlike manufacturing industries, however, these new MNEs could reach the global market while being asset-light and without expending huge capital abroad. 

Second, the factors that encouraged and propelled the growth of GVC offshoring, such as open trade policies, low labor and logistics costs, and technology, have started to move in the opposite direction, in the form of increasing protectionism and emerging populist movements.  

The criticisms against GVCs were only compounded by COVID-19’s disruptions to global supply chains, which highlighted the vulnerability of interconnectedness. 




Rising protectionism and the call of reshoring are already shifting

GVCs away from host economies

World Trade Organization: TBT and SPS Notifications and
Effectively Applied Tariff Rates
(Percent; Number of notifications)

15 1,200
13
900
11
600
9
300
5 | | | | 111 i
1995 2000 2005 2010 2015

s TBT (RHS) mmm SPS (RHS) — Effectively applied tariff

Sources: Autor, Mindell and Reynolds (2020).
Note: TBT = technical barriers to trade; SPS = sanitary and phytosanitary.
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Note: Data for China and India refer to the average nominal annual wage of all units; for Indonesia, average net wages of employees; for
the Philippines, the legislated daily wage rate; for Singapore the average resident monthly earnings of Industry; for Thailand, the average
monthly wages per person; for the United States, the minimum hourly wage rate; and for Vietham, the average monthly earnings.

3


Presenter
Presentation Notes
Evidence also shows that anti-globalization sentiments and protectionism are on the rise, although these are increasingly in a different form.

In goods trade, this is evident in the rise of non-tariff trade measures such as technical barriers to trade (TBT) or sanitary and phytosanitary (SPS) measures, which often seek to compensate for the diminished market protection brought about by years of tariff decline (left-hand side figure). In general, more protectionist government measures have been observed globally in recent years.

The pandemic likewise heightened interest among governments and foreign companies for reshoring, which could reconfigure existing global supply chains. For example, labor costs in Asia, especially in China, have also risen faster than in other economies, diminishing a major attraction for offshoring (right-hand side figure). Years of MNEs’ outsourcing, along with advances in technology, are perceived to have led to job losses and rising income inequality, as economies such as the United States. This ultimately aggravates the political and popular pressure to onshore jobs and bring GVCs back home, pulling away from traditional host economies like the ASEAN+3. 


Reshoring poses a risk to FDI, which has helped increase ASEAN+3’s

domestic value-added activity

Sources of Value-added in Exports
(Percent of total value-added exports)
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Sources: Asian Development Bank; and AMRO staff calculations.
Note: ROW = rest of the world.

United States: Sales of MNE affiliates vs. Direct Exports
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Reshoring could also have a negative impact on the region’s FDI outlook, as well as to the region’s value-added exports. 

The bulk of the value-added in ASEAN+3 economies’ exports are contributed by the domestic economy, or DVA (left-hand side figure). FDI has been key to the growth of DVA of the region, because the activities of the subsidiaries and affiliates of MNEs are part of the domestic economy and thus counted in this indicator. And even if MNEs do not have direct investments in the economy, their contractual relationships with local suppliers would likewise stimulate domestic economic activities. 

The correlation between aggregate FDI inflows and DVA exports is positive, and this is also true in specific sector investments; for example, DVA exports of automobiles or garments have shown increases over time as a result of GVC-related investments. 

The important role of FDI and foreign affiliates in domestic GVC activities (and thus growth in DVA) can also be observed when comparing the growth of affiliates’ sales in the domestic economy with direct exports. 

For example, the direct exports of the United States to China pale in comparison to the domestic sales of their subsidiaries and affiliates (right-hand side figure). In particular, the sales of US foreign affiliates in China have been on an upward trend since 1998, increasing seven– or eightfold respectively from 1998 to 2014–18, in contrast to the much slower growth of US exports. 
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ASEAN+3 in post-pandemic GVCs



Shifting GVCs away from the ASEAN+3 will prove to be difficult

Demand Side: ASEAN+3’s Large Consumer Market
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Several arguments against GVC reconfiguration, however, are for maintaining the status quo. 

First, Asia, led by China, is one of the fastest-growing regions in the world—it is expected that by 2030, more than 70 percent of the Chinese population could be middle-class consumers (up from only 3 percent in 2000). ASEAN’s middle class is also projected to reach 163 million households by 2030, up from about 80 million a few years ago. 

By 2030, the ASEAN+3 region could account for 42 percent of global urban consumption growth (top left-hand side figure), with China doubling its consumption of luxury goods to CNY 1.23 trillion by 2025—or some 40 percent of the global luxury goods market (bottom left-hand side figure). And because proximity to consumers is an important consideration for GVC location, it would make sense to locate supply chains closer to the fast-growing markets of China and the rest of ASEAN+3.

Second, the deep supply chains and ecosystem in China are difficult to replace and replicate in just a few years (right-hand side figure). Over time, this might be possible, but the “stickiness” of GVC investments and relationships points to difficulties ahead for alternative GVC strategies. This stickiness among GVC participants is due to sunk investment costs, including the matching and search costs expended to find the right suppliers and buyers. 
Once a partnership is established, complex exchange of intellectual property, designs, technology, or even credit in some cases, occur. These exchanges require trust that is built over time through repeated interactions among GVC participants, making up for the weak legal environment that often exists in many emerging markets.


Only a few consider a “China de-risking” strategy as key in building

supply chain resilience

McKinsey & Company Corporate Survey: Planned Actions to Build Resilience
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Backup production sites
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Source: McKinsey & Company.

Notes: SKUs = stock-keeping units. Global supply chain leaders and business executives’ surveys from May to December 2020.
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Business surveys, like planned investment announcements, also point to ambiguous future directions for the reconfiguration of GVCs. 

More importantly, multinational surveys in the aftermath of the pandemic show that companies are keen to employ multiple resilience strategies, instead of merely moving geographically. An August 2020 McKinsey & Company survey suggests dual sourcing, increasing inventory of critical products, nearshoring, and regionalizing the supply chains as among the top options (left-hand side figure).

Further, no evidence has emerged of any large-scale withdrawal from China. In fact, many companies appear to remain bullish about China, although tempered by ongoing US–China tensions.

In two McKinsey & Company surveys of companies in China in 2020 (bottom right-hand side figure):
79 percent reported no change in investment allocations, suggesting plans for neither relocation nor reshoring
Those who plan to increase investment in China decreased from 47.2 percent in 2019 to 29 percent in 2020, likely due to the heightened US–China tensions
When asked about their de-risking plans under the Biden administration, only 5.6 percent will “commence, continue or consider a China de-risking strategy”. 


.

Inward relocations remain strong, with foreign firms in China showing

Increasing interest in ASEAN

ASEAN+3: Relocation Announcements by Sector, 2020-21
(Number of projects)
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Sources: Orbis Crossborder; and AMRO staff calculations.
Notes: HQ = headquarters; R&D = research and development. Logistics and distribution include transportation.
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While some cross-border relocation movements have been observed globally, no evidence has as yet emerged of wholesale GVC restructuring or transfer away from the ASEAN+3 region. In fact, more relocation investment announcements continue to flow towards the region, across several industries, and mostly in manufacturing (left-hand side figure). 

China, in particular, have become a top source of investment announcements towards the ASEAN+3 region. A deeper look into the investor companies in China, however, shows that in recent years, about half of the project announcements that originated from China to ASEAN were made by foreign enterprises that were based in China (right-hand side figure), rather than by Chinese enterprises. 

These foreign China-based investing enterprises were also mostly Asian-owned, suggesting growing intraregional interest. Further, their projects were mostly geared toward their home economies, which could be “round-tripping”, and maybe due to these firms trying to take advantage of attractive investment incentives in their home markets.



Even with the likely reconfiguration, ASEAN+3 remains an attractive
location compared to peers

Heatmap for GVC “Transferability”
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Sources: Asia Regional Integration Center, ADB; International Labour Organization; World Economic Forum; World Bank; World Trade Organization; United Nations International Telecommunication Union; United Nations Population
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Notes: The overall Transferability index is a simple average of the nine indicators for each economy. The greener the color, the higher its relative z-score and the greater the GVC transferability to that economy or location; the redder,
the lower the attractiveness for GVC relocation. See “Which GVC Sectors can be Easily Reconfigured?” in AREO 2021 for details.



Presenter
Presentation Notes
If reconfiguration takes place, the key considerations for location would still be factors such as labor costs, infrastructure quality, ICT development, skilled labor availability, and market size. 

Based on these factors, ASEAN+3 economies compare well with those in other regions. The “Transferability” index show relatively high scores for most ASEAN+3 economies, compared to those in Latin America, Africa, or emerging Europe. Eastern Europe’s infrastructure, labor quality, and ICT development provide the region with a significant advantage as possible locations for GVCs, but its labor costs are relatively high. 

Within the ASEAN+3, Malaysia and China score the highest, but Malaysia’s labor costs are relatively high, in the same league as Thailand, and to a lesser extent, Brunei Darussalam. Indonesia’s advantage is its large market size but it lags in other indicators. Similarly, the Philippines’ advantage is its low labor costs, but it could gain higher scores if it accelerates its program for infrastructure development, including ICT.

--------
Technical notes: Underlying data are calculated z-scores for a group of 46 developing economies, with the above a selected subset. 
Data for institutions, infrastructure, labor skills, and IPR protection are from the World Economic Forum’s scores for each particular indicator, as of 2019. 
Market size refers to latest data point for private consumption (as percent of GDP) from the World Bank World Development Indicators. 
ICT development is from the United Nations ICT Development Index, as of 2017. 
Labor cost refers to the mean nominal monthly earnings of all employees, at purchasing power parity in 2017 (international dollars, as of the latest year) from the International Labor Organization and national authorities, where applicable. Labor cost for India refers to the average monthly earnings for the manufacturing sector, while for Mauritius, it is the designated minimum wage. 
Trade agreements refer to the absolute number of agreements the economy is a signatory of. 
Labor availability refers to the ratio of the working-age population (ages 20– 64 years old) to the overall population as of 2020, based on the United Nations Population Division. 
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The pandemic accelerated the flight to digital, a behavior unlikely to

be reversed

Selected ASEAN+3 Economies: Retail and Online Sales
(Percent year-over-year, 3-month moving average)
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Note: Retail sales exclude online sales.

Number of Active ASEAN Users of Telemedicine Platforms, 2020
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The COVID-19 pandemic has, inadvertently, accelerated the “flight to digital.” Many technology platforms that are being used widely during the pandemic—such as e-commerce, videoconferencing, cloud services, remote working, among others—have been available for some time but were not widely used and diffused, especially in non-urban areas or with businesses that operate more traditionally. 

The pandemic has managed to put an end to any hesitation in using these technologies and accelerated its wide adoption and diffusion among households and firms. A well-known example of technology adoption is evident in the unprecedented growth of e-commerce and other online businesses in the past year. As expected in the ASEAN+3 region, while physical retail sales plunged during the pandemic, online sales soared (left-hand side figure).

Another example is the growth in users of digital services. For example, social distancing and lockdown measures prompted patient-doctor consultations to be conducted online during the pandemic, giving a boost to telemedicine operators. Telemedicine users in the ASEAN countries have increased fourfold since the middle of 2020, reportedly attracting new investments into the sector (right-hand side figure).


GVCs will increasingly be driven by technology, from production to
trade to finance

Technology in Trade and Supply Chain Finance
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Many technologies, adoption of which have been accelerated by COVID-19, have even direct applications for global supply chains and for facilitating global trade, including blockchain technology, artificial intelligence and big data, 3D printing, and financial technology for trade financing, among others. 

The change in behavior towards digital consumption is unlikely to be reversed. Post-pandemic, the outlook for digital service consumption is highly positive, especially as more consumers and businesses become increasingly comfortable using new digital platforms. As such, technology is now a key factor determining the reconfiguration of supply chains. 

However, full deployment of new technologies—and benefitting from these—will require the region to develop and install the necessary hard and soft infrastructures, especially for ICT. This would require strong bilateral, or multilateral, cooperation,  in order to promote and accelerate digital inclusion in the region.


But US—China tech tensions, and global standards competition, could
lead to technology bifurcation

United States and China; Selected Tech Measures and Selected Economies: Shares in 5G Standard Essential Patents
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Sources: Ferracane and Lee-Makiyama (2017); various media articles; and AMRO staff. Sources: AMRO staff.
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However, technological progress and adoption could be hindered by a possible tech bifurcation, resulting the ongoing tech competition between China and the United States. Compared to the war in goods, the tensions between United States and China are perhaps most intense in the technology space. China’s capacity in developing competing technologies that can either narrow or overtake America’s technological leadership has led to the recent heightening of tensions between the two.

Technology-related measures implemented by both the United States and China range from export restrictions to outright bans, licensing, investment restrictions, and domestic regulations that have the effect of restricting or prohibiting imports or acquisitions of certain strategic technologies (left-hand side figure). 

Tech tensions will also have an impact in future global standards setting. The huge benefits accruing to the global standard setter help explain the large financial support that some governments are providing for 5G research and development, for building infrastructure, as well as for influencing global standards in 5G and other advanced technologies. Efforts appear to be paying off for China in the patent race (right-hand side figure). 

Patents help dictate industry standards; owning a significant portion of the patents in the underlying technology, say in 5G, allows the holder a guaranteed stream royalties and security advantage, among others.


The semiconductor sector is a significant area of strain

First stage
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Source: Adapted from Kotasthane and Seth (2020).
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However, the measures imposed so far by both sides suggest that the semiconductor space is/will be a significant area of strain, and it is where the United States currently has a marked advantage.

China has long depended on the semiconductor supply chain by importing advanced chips from foreign semiconductor companies. However, United States has now imposed restrictions on the sale of semiconductors and key equipment to China’s tech companies. This has set back China’s efforts to develop advanced technologies based on the semiconductor.  






The impact of tech bifurcation will take time to be fully resolved

Short-term Impact of Bifurcated Technology

Dual or multiple Lack of inter-
standards in operability of
operation devices

Network effects
No seamless ecoLnoosriigfs of Create a
connection scale and future “winner-takes-

R&D most” outcome

Loss of Efficiency

Sources: AMRO staff. Sources: AMRO staff.

Huge benefits
for “first mover”
and can dictate

a global
standard

By obtaining the

‘architectural franchise’

Long-term Impact of Bifurcated Technology

By lowering the switching
costs from one tech
standard to another

Technology
itself will solve
the multiplicity

of standards

15


Presenter
Presentation Notes
The impact of technology bifurcation, if it emerges, will be most significant in the short term.

In the short term, the global market might have to work with different devices that are compatible with only one or the other technology standard. This will limit the compatibility and communication among all 5G devices, which will be divided into different groups, with each group of devices aligned with the same standard. This has important ramifications for the Internet of Things wherein different devices need to communicate with each other. Such bifurcation can result in a loss of economies of scale and efficiency (left-hand side figure).  

In the long term, as what we have seen happen with other technologies, the switching cost to migrate from one standard to another is likely to decrease over time, as interface technologies are developed to overcome the problem of incompatibility (right-hand side figure). In industries that exhibit network effects, for example 5G, it is possible that one of them could eventually emerge as the dominant technology and the industry standard-setter in the long term. 

Ultimately, divergent technology standards will not stymy the global advance in new technologies for long. 

While technology bifurcation can exist in the short term, developments in technology itself—such as tech interfaces—will likely solve the incompatibility issue, making the differences in technology standards inconsequential in the long term. Nonetheless, what will be most concerning are problems that are harder to resolve, such as those that are rooted in data regulation, data security, or more recently, geopolitics. 


Key takeaways

No evidence so far of wholesale reshoring, nearshoring or transfers of
manufacturing out of the ASEAN+3 region.

The region remains an attractive location for GVCs in the case of a
reconfiguration, given “sticky” GVC investments.

The pandemic-induced “flight to digital” could see GVCs powered by new
technology, in the areas of trade, logistics and finance.

Tech tensions can result in technology bifurcation and stymie new innovations,
but over time, technology itself can solve the problem of divergent standards.


Presenter
Presentation Notes
With increasing concerns that globalization in retreat, some cross-border relocation movements have been observed globally. However, no evidence has as yet emerged of wholesale GVC restructuring or transfer away from China and from the ASEAN+3 region. 

In fact, the ASEAN+3 region remains a highly attractive location for MNEs, given its rapidly growing middle-class consumers and dynamic growth prospects. Attractive labor costs aside, the region also fares relatively well in terms of infrastructure quality, skilled labor availability, and technological absorption, which makes it a good candidate in alternative GVC strategies, such as China+1.

The pandemic accelerated the “flight to digital”, a behavior unlikely to be reversed in the future. The outlook for digital consumption is strong, including for many technologies that have direct applications in GVCs. For the ASEAN+3 to take advantage of this development, this would require tilting the balance from building generic to building digital infrastructure, such as telecommunications equipment for 5G networks, vocational schools for IT, and regulatory frameworks catering to the needs of the digital economy.

The current tech tensions between the United States and China have led to concerns over the emergence of two competing technologies and a bifurcated technology world. But while technology bifurcation can exist in the short term, developments in technology itself—such as tech interfaces—will make the differences in technology standards inconsequential in the long term.
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