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Structure of Presentation

* Overview

* Challenges and Opportunities for ASEAN SMEs
e SMEs, Inclusive and Trade

* SMEs and Global Value Chain

* Policy Discussions



ASEAN: Production Power House of
Asia
Connectivity and opportunities for

)
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Introduction: ASEAN Successful Story but also Rebalancing — Growth Potential is
slowing down
(does not include US-China Trade War — 0.5 to 1% of Global Growth to fall)

Potential Growth of GDP per Capital for Selected ASIAN Countries to 2015-2050

2008-2014 2015-2020
Cambodia 5.8 4.3
China 8.3 1.7
Hong Kong 23 1.2
India 5.6 5.5
Indonesia 4.5 4.4
Korea 2.9 2.3
Philippines 5.5 5.0
Singapore 2.5 1.9
Taiwan 3.0 1.9
Thailand 2.9 2.4
Vietham 49 4.0

Source: ADB Economic Outlook 2016



Opportunities

* ASEAN is a large market with growing middle-income: Population of
625 million (EU 507 million)

* GDP (current prices) around USS2.4 trillion (average past 5 years)

* FDI is around US$122.4 billion (average past 5 years)

* Merchandise Trade is around USS2.5 trillion (average past 5 years)

e Growth rate is around 5.1% (average past 5 years) (CLMV is around
7.0%)
e Large untapped resources in the region: Greater Mekong Region
* Emerging ASEAN countries: Vietnam, Philippines, Indonesia

* Emerging ASEAN LDCs: Cambodia and Lao PDR —releasing large resources for
trade

e Large Movement of labor in the region: Unskilled labor



Opportunities

* Regionally integrated through GVC activities: GVC activities are strong
 Large trading block — AEC, RCEP, CPTPP, APEC, FTAPP

* Pro-Business

 ASEAN Connectivity with hard and soft infrastructure

 Stable institutions and human capital development (??)



New Policy Challenges for Micro-foundations in Asia

* Several Challenges are emerging in Asia: Questions on economic and trade
liberalization

Rising inequality

Rising Wage gap between the skilled and unskilled

Middle skills are disappearing— Polarization of skills

n

New economics terms: “working poor”, “middle-income trap”, outsourcing,
Global Production Value-Chain, “demographic dividend”

* Inclusive growth: PPP, social enterprise and entrepreneurs
* Moving from Skills development to Task — importance of training
* Aging population and demographic dividend



SMEs in ASEAN (Selected Years): (a) Important for employment but weak in
trade and investments; (b) SMEs are mostly in Service Sectors

Share of Total Establishments Share of Total Employment Share of GDP Share of Total Exports

Country

Share Year Share Year Share  Year Share Year

Brunei Darussalam 98.2% 2010 58% 2008 23% 2008 - -

Cambodia 99.8% 2011 72.9% 2011 - - - -
Indonesia 99.9%* 2011 97.2% 2011 58% 2011 16.4% 2011

Lao PDR 99.9% 2006 81.4% 2006 - - - -
Malaysia 97.3% 2011 57.4% 2012 327% 2012 19% 2010

Myanmar - - - - - - - -
Philippines 99.6% 2011 61% 2011 36% 2006 10% 2010

Singapore 99.4% 2012 68% 2012 45% 2012 - .
Thailand 99.8% 2012 76.7% 2011 37% 2011 29.9% 2011

Viet Nam 97.5% 2011 51.7% 2011 - - - -

Source: Economic Research Institute for ASEAN and East Asia (ERIA), 2014, “- ASEAN SME Policy Index 2014:
Towards Competitive and Innovative ASEAN SME’s™, Jakarta, https://www.oecd.org/globalrelations/regionalapproaches
/ASEAN%20SME%20Policy%20Index%2014 .pdf.



Policy challenge 1: Innovation and Regional Integration

* Impact of agglomeration and fragmentation are occurring at the same
time due to information and telecommunication technologies

* Agglomeration — clustering of key activities that create externalities;
close distance and technology creates agglomeration and externalities
(information technologies — space technologies)

* Fragmentation — breaking down of key activities and long-distance and
technology creates fragmentation (telecommunication technologies)

* Technology affecting agglomeration and fragmentation could be the
same or different

* This affects policy design and implementation



Global Production Value Chain: “Unbundling”

* Since 1980s, East Asia and ASEAN are involvedin the second-stage
unbundling

 Some ASEAN countries are still at the second stage unbundling

* The “third” stage unbundlingis coming and ASEAN has to develop key
policy framework



The tier structure of utilizing global value chains
in ASEAN and developing East Asia Tier 1b

Tﬁ@[f' 1@ A Create innovation
Tier 2 "

Form industrial Urban amenities
Tier 3 agglomeration: || Attract/nurture
Participate in Accelerate human resources
production networks technology
(the 2" unbundling: transfer/spillover
Hook up with global Jump-start
va It‘:e c(jf;gm)s (the 1<t industrialization with
i unbundiing): machinery industries
Under-developed resource- y
economy before based/labor-intensive
industrialization industries

Source: ERIA (2015).
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The evolution of the 2" unbundling

Production networks
(“networks”; fragmentation and agglomeration;
intra-firm in short distance, arm’s length in long distance)

Cross-border production sharing
(back-and-forth; intra-firm)
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Figure 1 Overcoming distance and the evolution of unbundlings

Pre- The 1st The 2nd The 3
globalized unbundling unbundling unbundling
world (0) (1) (2) (3)
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High
High

Face-to-face costs

Person-wise

(A taskis
(An industry is fragmented, b-to-c
fragmented) c-to-c matching

Industry-wise Task-wise

Autarky (Production and
consumption are
fragmented)

easier)

ears of do ance 1820-1990 1990-2015

Source: The ERIA-IDE-JETRO Team.




The 3" unbundling

A task is unbundled

Face-to-face costs get lower. I
A task can be unbundled; b-to-c/c-to-c matching becomes easier.
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Competing and Complementary Technologies: Informationtechnologies (IT) and
Communication Technologies (CT)

Information technology (e.g., Al, Industry 4.0) is likely to reduce the
number of tasks and generate concentration forces.

Communication technology (e.g., smartphone and beyond)
overcomes distance and generate dispersion forces.

Newly developed economies should capture dispersion forces.
— must establish an “innovation hub” and open the window to the most
advanced innovation in the world.

Platforms vs. applications

— Platforms: network effects (economies of scale); low entry cost and
rapid technological changes

— Applications: opportunities huge; enhance preparedness for
innovation (infrastructure, human capital, market, ...)

— Infant industry protection argument may work, but too strong
intervention must be costly for businesses and consumers.
Policy matters
— Hard infrastructure, R&D stock, human capital, ...

— Back-up policies: free flow of data, data localization, consumer
protection, privacy, competition, taxation, cyber-security, free from
government...



Productivity (Multi-Factor Productivity Growth) in ASEAN: Declining and lack innovation —
smaller firms less productivity; important for trade and competitiveness
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Note: Multi-factor productivity data not available for Brunei Darussalam, Lao PDR or Myanmar. Annual growth in
multi-factor productivity in Viet Nam for the period 2008-13 averaged zero.
Source: OECD (2017-EO), based on APO (2015), APO Productivity Database 2015, www.apo-
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1. Example: Low Rate of Returns to Education in Laos
and Cambodia: “Missing Centre — Hollowing out”
effects in Education system, Lao PDR higher — even
with economic growth e 55 Rote o Retums e Invesment i EcationinSleted ASEAN G 4 250

Figure 5A: Rate to Investment in Education for Cambodia (%): 1997-2008 2008
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° Cambodia Indonesia Lao PDR Malaysia Philippines Thailand
M Extra year of schooling 5.06 10.8 6.2 12 8.3 12.9
. B Primary 9 15.1 14.1 9.5 9.4 104
0 M Secondary 3.2 10.2 5.4 9.9 59 13.1
Extra year of schooling Primary Secondary Teritary Teritary 16.6 113 7.1 22 22.4 21.5

Source: Montenegro and Patrinos, 2014 Source: Montenegro and Patrinos, 2014



“Missing Centre” Problem

* The low rate of returns on investment in secondary level education
and large share of labor force with primary school education (labor

supply decisions) clearly reflects industrial structural problems and
labor market mismatch.

e “Missing Centre” problem s also due to lack of Medium sized local
enterprises to link large and small industries in Laos and Cambodia —
lack of entrepreneurship

* Thisis critical issue the government needs to address



Observation 2: Rising Share of Services Sector in Asia

Figure 2: Share of Agriculture, Industry, and Services Sectors to GDP
for Selected Asian Countries, 2000-2013

Agriculture Industry Services

2000 2013 2000 2013 2000 2013
China 151 100 459 439 390 46.1
Hong Kong 0.1 0.1 12.6 7.0 87.3 93.0
Korea 4.4 23 381 386 575 59.1
India 234 184 262 247 505 57.0
Brunei 1.0 0.7 63.7 682 353 31.0
Cambodia 379 338 230 257 391 40.5
Indonesia 156 144 459 457 38.5 39.9
Laos 485 300 191 300 324 40.0
Malaysia 8.3 9.4 46.8 410 449 49.6
Myanmar 572 369 9.7 26.5 33.1 36.7
The Philippines 140 112 345 311 51.6 57.7
Singapore 0.1 0.0 348 251 65.1 74.9
Thailand 8.5 106 36.8  40.1 54.7 49.3
Viet Nam 245 184 367 383 387 43.3

Source: Asian Development Bank Statistics Database.
19



Rising Services Trade in ASEAN: Services are
becoming tradable

Figure 4: ASEAN Export and Import of Services: 2005-2011 (USS Billion)
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Services liberalization will improve productivity through competition

Log labour productivity
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3. Industrial agglomerations and services

Agglomeration for arm’s-
length transactions

Local firms have opportunities
to have business relationships
with multinationals;
technology transfer and
process innovation.

Contribution of services

— Urban/suburban transport,
large-scale port/airport

— Reduction in transaction costs

— Harmonization/convergence
of economic institutions

Evolution of production networks

Technology transfer and process innovation

Industrial agglomeration

Local
supplier

| Technology

. L (i)
Universi ties Technology i Tedhnology Foreign
- - Local firm H— — >
institutes nnovatiop.
i
. ® Technology Technology

Buyer
(multinational)

Source: ERIA (2015, forthcoming).



4. Urban amenities and services

Product innovation

To be fully advanced

economies, urban amenities are

needed.

(i) the presence of a rich variety of
services and consumer goods

(ii) aesthetics and physical setting

(iii) good public services
(iv) speed

Glaeser, Kolko, and Saiz (2001)

By attracting/nurturing

intellectuals, step up to product

innovation.

Contribution of services
— Everywhere.

— Possibly engine of growth.

Source: ERIA (2015, forthcoming).
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data from 2014 or latest available as of March 2015.

Source: ERIA (2015, forthcoming).
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5. Digital Transformation: Important for SMEs and GVC — Only
large firms able to participate
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Observation 7. Participation and Position are
driven by Major Cities in a GVC— ASEAN LDCs




Figure 1: Economic activity in Australia is concentrated in and near
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Policy Discussion 1: Importance of Service sector and
Servicification

* Services trade and Global Production Value Chain: Mapping of
services to GVC (top priority), services GVC (tourism, financial
services, professional services, educational services, logistics, etc.)

* Trade, Structural Adjustments in the Economy and Productivity
growth — Shifting to services sector

* Services trade, Employment, incomes and upgrading — Importance of
regional and global GVC: services and manufacturing linkages

 Distribution of value added and inclusive growth with emphasis on
trade liberalization— (a) importance of human capital, (b) institutions,
(c) SMEs, (d) hard and soft infrastructure

* Adjustment to globalisation



Policy discussion 2: Human Capital Development is the Key and
complements SME development

* Human Capital development isimportant and have to gender neutral
 Two components: (1) Education and (2) Training and Re-tooling

* Educationis the flow of human capital and it adds to the stock

* Training and re-tooling are important to maintain the stock

* However, in fragmented growth we will experience greater destruction
then creations in jobs — greater creation of new types of jobs leading to
greater depreciation of human capital

* Need to develop a model for “Learning for All” (see the website for
http://www.skillsfuture.sg/)

* Portfolio of human capital will allow workers to undertake value-added
tasks, which is increasingly becoming important for Global Value-Chain
Activities

. ghis allows them to diversity their skills and ride the fragmented growth

etter




University education is not at technical and engineering for Cambodia,
Laos, Myanmar, Vietnam and also Indonesia (ADB Statistical Database)

Figure 16: Majors of University Graduates
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Policy Discussion: Skills, GVC and Aid for Trade

* Skillsand vocational training is important and should start early to
emphasize life-long learning

» Skillsand vocation training as alternative to formal education
* Invest in the infrastructure for skills and vocational training

* Public Private Partnership is very important in education and training—
the returns are more to the business

* Improving the skills of females are critical for higher social and economic
returns



Policy Discussion 3: Developing SMEs for Trade

* There are great opportunitiesto develop local SMEs by pushing them
into regional activities —integration and buildinginto the regional
supply chain mapping

 Original Equipment Manufacturer (OEM)

e Tier 1 Supplier —Supplying components directly tothe OEM

* Tier 2 Supplier—Supplying to Tier 1 supplier

* Tier 3 Supplier—Supplying toTier 2 supplier —machines components, etc.

* Tier 4 Supplier — basic raw materials such as steel, glass, etc. to higher tier
suppliers

* Example: OEM orders Alternator — Tier 1 Supplier: Supplier of Alternator will
order copper wire — Tier 2 Supplier: Copper Wire supplier need copper — Tier
3 Supplier: Supply of copper

e Financial Inclusion
 SME SEZs and Incubators to support Venture Capital Funds



Development of SMEs in the Agricultural
Sector: GVC

* Developmentof Agricultural sector and productivity:
e Development of human capital in Agriculture— Agriculture University,
diffusion of technology in agriculture

* Developmentof service linkages and agricultural services in GVC

* Developmentof soft and hard infrastructure linking agriculture to
urban activities: (a) dry ports, (b) warehousing and cold storage, (c)
market information to farmers, (d) market structure: agricultural

cooperatives



Policy Discussion 4: Institutional Reforms — Policies
to improve business investment behaviour

e Alignment of industrial policy with education policy is important
e to sustain and increase the returns to education
* To reduce any mismatchinthe labour market and reduce the skills gap
* Coordinate between Ministries
* Coordinate with business, unions and government — Tripartism and PPP

* Information gap: Need to collect more information on training and
skills education



Policy Discussions 5: Important to address behind
border issues — Aid for Trade

e Expansion and standardization of primary and secondary school
education to larger part of the economy (Urban and Rural Sectors)

* Important of e-learning and e-education as part of narrowing the digital divide
and digital education

* Network economy is important

e Curriculum reform to emphasize basic reading, writing and
arithmetic skills (English language is important) — countries with
commercial language tends to well in trade liberalization such as
Malaysia and Philippines

* Investment in connectivity such as soft and hard infrastructure is
important



Policy Discussion 5: Aid for Trade Matters

* Industrial and educational policies must complement and forward
looking
* Industrial policies determine demand for skills
* Derived demand from growth of sectors
* ldentify growth for SMEs
* Educational policies (formal education and Continuing education
(CET)) determine supply of skills and human capital
* Lagging and accumulated over time

* Skill gap and mismatch
 Demand for skills is greater than Supply of skills

* Workers do not have the necessary skills to meet the industrial
demand for skills

* Adjustment to higher value-added sectors could lead to skills
mismatch



Policy Discussion 6: Trade and Trade
Agreements are important

* Australia-Singapore Comprehensive Strategic Partnership (CSP) — setting
the stage for next stage of unbundling

* Development of services sectors: Greater liberalization of services sectors
in terms of addressingthe key investment issues that hinder services trade
growth in terms of national treatment and market access. In particular, CSP
will address the development of e-Commerce services, educational
services, financial services and telecommunication services.

* Educational liberalization has very positive impact on human capital
development — RMIT at Vietnam, Monash University at Malaysia

* Movement of people: The ability for business personsto move across
bordersis an integral feature of modern business

* Framework for Mutual Recognition of Skills and Education



Trade and Trade Agreements are important

* |dentify and address the “behind-border-issues such as
* institutional alignments and cooperationin R&D and technologies,
 commercializing technologies,

* entrepreneurial activities and SME activities in terms of “business launching”
pads,

* institutional alignmentsin technology partnership: e-commerce regulations,
institutional alignments in telecommunications services,

» greater transparency for investments,

* best practices for data management systems

e Regulation and information and data sharing platforms,
* national treatment of investments,

e government procurements, e-procurements,

* paperless trading



Challenges: Trade and Domestic capacity and

linkages
* Impact on MSMEs
* SMEs and MSMEs utilization rate of FTAs are very low (Tambunan and

Chandra, 2014)

e Lack of information and technical know-how on how to use the
FTAS

* Not able to network with foreign exporters
* High compliance cost

* Overlapping FTAs to establish ROOs

* ComplexROOs



Policy Discussion 7: Cities and Increasing the Economic Space

* As the Cities matures, the constraints of City-State hinder further
growth of the economy

* Need to increase the economic space of City-State by increasing the
urban amenities and connectedness to regional and global activities

 The ASEAN and East Asian will be important and identify new
economic space in the region — ASEAN Connectivity will give a big
push for SME developmentin the region

* More flexible movement of people
e Efficient Cities are important for next stage of services development



Policy Discussions: Summary

* Need new industrial policy to unbundle new activities and task

* Need to manaﬁe disruptions and creations — how to recognize technologies as
disruptions and creations

* Need to manage service linkages and agglomeration and fragmentation

* Need to manage human capital to undertake different task: need labor policy
for future skills and to understand future occupations; mismatch problems

* Need new SME policies
* Information as “oil” of the new economy and also to regulate information

* Need to understand the behavior of producers and consumers and this is a
difficult policy question

* Need new soft and hard infrastructure for connectivity: need people to people
connectivity



