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INTRODUCTION

Economic integration and cocperation in Asia has traditionally been more markst-driven and
institution-lite, The Asian Financial Crisis {AFC) in 1997/98 and the Great Recession in
2008 changed that. As the number of -Free Trade Agreement (FTA) in Asia increases,

intraregional trade has infensified and it continues to grow. In the financial side, the
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cross-border holding of financial assets is still low but began to expand especially since
2008,

1o this shorl manuscript 1 will first evaluate Asie’s integration in trade and financial
sector before looking at the progress of regional cooperation. The subsequent section looks
at the risk sharing among countries in the region. By using some standard meagures, it is
shown that the degree of risk sharing in Asia has been limited, making the benefits of
regional insegration so far to be questioned. I will then provide my critical assessment on

the concept of regienal integration and cooperation.

TRADE INTEGRATION

Trade integration has progressed significantly in Asia driven mainly by market forces. The
emergence of cross-border production networks and China’s tise as a manufacturing and
export base further strengthened the integration!.  The preliferation of FTAs, egpecially
afier the AFC, also contribules to the process. But for long it has been the unilateral
fiberalization policies that have played a major tole I Asia  Then came the Lehman
collapse in 2008. This changed the world’s economic landscape. The impact of 2 sharp
fall in world trade during the crisis was partipuiarly severe in export-oriented economies
such as Japan, Korea, PRC, Malaysia, Singapore, and Thailand,  Industrial countries
including the US are fmportant markets for their final goods exports Asia’s intraregicnal
wade was mainly i intermediate goods. Production network emerped strongly along with
such a trade pattern.

With the declining role of the United States and the European Unjon’s preoceupation
with its own financial crisis and unification process, it would be ill-advised for Asia to
continue relying on markes in these countries for their final goods exports, With the
falling demand from ihe slow-growing industrial countries, intraregional irade in final goods

is expacted to inctease, Recent dafa after 2007confirm this (Table 2.1,
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Notice the oppesite trend of the relative share of Asian trade with other Asian
countries and other emerging market economies (increasing) viz the Asian trade with the
US and EU (declining). In these kind of circumstances, {reer trade among Asian countries
(and other emerging market economies) is a reasonable solution that will simultanecusly
lower the global imbalances. It is therefore important for the region to dismantle any
barriers fo infraregional trade. Here, the proliferation of FTAs among Asian countries is
elpful 2 '

No less important is the stability of innaregional exchange rates. Evidence has shawﬂ
that stable intraregional rates can help foster intraregional traded. But external forces can
bring mete volatility. The second round of quantitative easing (QE2) by the US Federal
Reserve aimed at preventing a possible deflationary spiral al a time of fiscal policy
paralysis, is adding more pressures for capital to flow out from the US. Even before QF2
the interest rates in the US and other industrial countries were already low, triggering a

wave of capital oulflows where a substantial amount of them flowed into emerging Asia
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with its high returns, robust growth, stable macroeconorric conditions, and strong currencies.

This brings me to the topie of financial integration,

FINANCIAL INTEGRATION g

The extent of financial integration in Asia romains limited (even mote so when counfries
in South Asia is included). Asian economies have closer financial linkages with developed
cosntries rather than among themselves, although infraregional financial flows began to
increase afier the Greai Recession in 2008.

Based on fhe intraregional comrelation matrix for stock.gnd bonds, it is revealed that
from the pre to post AFC the intraregional correlation of most ASEAN countries’stock
market increased except for Indonesia.  The correlation s -relatively high during tne post
AFC especially between the Philippines and Vietnam, befween Tndonesia and Singapare,
and between Malaysia and Singapore (there is also a strong correlation with India). In the
case of ASEAN-China, the highest correlation is with Vietnam, although it is also not
insignificant with Singapore and Indonesia,  After 2008 the region’s . steck market
correlation increases, as most extra regional market became fess attractive and some even
went into difficulty. Tn the case of bonds market,’ the mtraleglonal correlation is weaker.

Another indicator often used to proxy financial intsgrafion is the correlation of real
intetest rales. Here shows that Asia is bardly ‘fntegfatéd. The correlation coefficents are
sither small or negative. One of-the sources of negative correlation s the fact that in
some small countries {¢.g, Myanmar, Lao DDR) the real interest rates have been negative
piven the refatively high inflation rate. By 2009, however, the real interest rates in all
countries (except Myanmar due to lack of data) tumed positive, although the monetaty
policy integration in the region continues to be low.

Some analysts may evaluats the regional financial integration fmm different
perspectives, i.¢., looking af the cross- -border hoidmg of financial agsets. Data show that

cross-border equity invesiment among Asian countries increased from 106 to 23.6 percent,
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or US$38 to US$3TI billion, from 2001 to 2010. US investors invested about 24.1
petcent of its equity investment in Asia, while EU-15 invested around 12.1 pércent by end
of 2010{Tables 22 and 2.3). Among investors in Asia, those in Indonesia, Singapore,
Malaysia and Korea are e most regional-bias in equify investment, although with fhe
exception of Singapqre the pair of cross-border investment has been concenfréted in only
few  countries; e, Indonesia—lndia,, Malaysia-Singapore-Hong  Kong, China, and
Korea-PRC-Hong Keng, China. A significant increase of investment by regional investors
has -taken place in India, jumping from a quarter of a billion to afmost USSZS billion.
Singapore an investors have been particularly atfracted to the Indian market, and more
recenily Indoncsian investors have begun to follow suit

In the debt market, the size of Asian cross-border holding increased from 4.2 percent
in 2001 to 7.2 percent in 2010, or USE53 fo 1U8$233 hiflion, of which shori-term debt

gecount for a larper share. The lack of regional bias-is clearest in the case of Japanese

- -investors, who invested only 1.1 percent of their total debt portfolio investment in Asia,

while Korean investors about 8.8 percent, down from 21 percent in 2001 (see Tables 2.4
and 2.5), By end of 2010, investors from Thailand are the most regional bias with respect
to debt investment. Their exposute in Asia is roughly 71.1 percent, mostly in Korea
Malaysia is ranked the second, 54.3 percent, also mostly in Korea. -

Assessing Asim Economic ntegration with Cautionary Netes 21



Table 2.2 Asiq cross border equity securifies investmen! (in willion USD) ‘ Table 2.4 Asia cross border debit securities invesiment (in miflion USD)
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Although CR shiare of their fotal investment US and EU1S exposure in the Asian

debt market is smaller than in equity invesiment (majority of this is in Fapan); the size of
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their total investment in Asia far exceeded that of Asian investors themselves. By the end
of 2010, the exposure of US and EUIS investors in the Asian equity market reached more
than US$1.1 and US$0.8 trillion, respectively, compared to the infra-Asian investment of
only US$373 billion. In the debt market, the FU15% exposure in Asia (US$342 billion)
was not only larger than that of the US (US$ 127 billion), but it also exceeded the
infra-Asian investment {(US$233 billion).

makers during the Burozone crisis.

This has raised concern among Asian policy

~ Broken dowm into short-term and long-term debt, most cross bordet debt within the
region is long-term with a total intra-Asian value of USB150 billion in 2010, where Hong
Kong, China (US$15 billion), Japan (US$13 billion} and Singapore (USS10 billion)
dominate. In the case of short-ferm debt, where total jntra-Asian value amounts to US$45
billion, Singapore and Thailand’s investments in Korca take the lead (US$3.8 and US$3.S
biflion, respectively). In general, non-Asian investors hold more long-term than short-term
debt in the region. , .

Why is there a lack of regional bias? What are the most critical criteria that regional
investors use in their investment decision? Garcia-Herreto, Wooldridge, and Yang (2009)
looked into the issue of why Asian foreign investment is concentrated in financial markets
outside of the region instead of in Asian markets - analyzing empirically the -geographical
composition of the cross-border portfolio holdings of mote than 40 source countries.
| By conducting field surveys covering 69, tespondents in 10 countries from March to
mid-May 2011 using the method of the Analytic Hierarchy Process (AHP), it is found that
the primary driver for Asian investors to invest outside home country’s bond market is also

fo improve overall retums. Lowering portfolio--ﬁsks is in a close second, followed by

improving portéolio- diversification. We also segregated the respondents info high-yield and

low-yield investors’. categories. The field survey reveals that high-yield investors prioritize

higher absolute retums more significantly than reducing risk - compared with the total

sample. The wider the gap between retun and risk. the more reluctant high-yield investors

in doing infra-tegional investment as domestic yields provide the highest  returns in the
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region.. Meanwhile, the gap between return and risk for low-yield investors is minimal -
an indication of & more conservative investing approach as minimizing risk s almost as
important &s chasing higher retums. This explains the limited investment of low-vield
investors in high-yield countries. Diversification - despife being important in reducing
correlation in the items in a portfolio basket - is the least important motivational factor for
infra-regional investment. Investors in the reglon believe that bond returns in the ASEAN
region are highly correlated,

. Low-yield investors (mostly Japanese) place great value to liquidity compared with

k3

other mvestors - tiliing the total sample to favor this factor. It is vital for these investors
that markets in which they plan to invest have ample liquidity as well as the necessary
depth to execue trade views or portfolio rebaiancing with ease and precision,  The
magnitude of funds these investors can deploy prevents' them from participatiﬁg in small

high-yield markets without adversely affecting prices. Thus, any added benefit of investing

& intrerregionally in high-yield markets is difficult to achieve upon implementation.  Further,

low-yield investors believe that during crises liqufdity vanishes first in high-yield markets.

They cannct immediately liquidaie their holdings, resulting in huge losses.

. Meanwhile, high-yield investors (mostly Indonesians) attach more importance o the
- rlsk—remm profile of the investment on 4 stand-alone - and on an aggregate basis - with
rgspect to their portfolio holdings.  These investors are willing to allocate their portfolios
in. regionai'investment if it shows higher risk-adjusted returns compared with their domestic
market Since these investors-opetate in high-yield countries already, they are not attracted
IIl mvestmg outside" their home markes.

The emphasis on hquidlty by low-yield investors reinforces their conservatlve biag, and
they are likely 1o foregn higher  risk-adjusted returns  for higher liquidity. Meanwhile,
iugh -yield investors showed more rational aggressiveness in thefr investment chmces since
they carefully study the risk-refurrt profile of the invesiments that interest them,

. Finally, investors addressed structural issues in executmg mtra—regmnal investments.

Opemness and «ading - barriers were- given almost equal importance, fo]lowed by a

Assessing Asian Economic Integration vith Cautionary Notes 25



challenging regulatory framework and transparency of governance. Low-yield investors’
bigs towards openness can be viewed in the context of their preference for liquidity in the
investment factors.  Since these investors value liquidity, they are on the look out for any
form of explicit or implicit capital control. Restricting capital flows prevents execufion of
frade views and portfolio rebalancing resulting in lower risk-adjusted return.  For example,
if the Japanese investor has a target price, he will liquidate the investment once the target
is achieved and return fo his local-curency. If the farget couniry imposes capital conirol,
the investor will not be able to liquidate his holdings and execuie his investment strategy

with precision.

REGIONAL COOPERATION

Coincidently or not, Asia’s stronger integration in trade than in finance has been in line
with the fact that regional cooperation in trade is ahead aﬁduhiﬁiﬂr_lgrdgrioﬁgef”}i'i_s—tb'ruj than
cooperation in finance, Numerous things have been proposed, tried, and implemented in
tegional trade cooperation. What the region may now need o shift to is the "second
generation” of cooperation that focuses on behind-the-border bavriers (institutional or
regnlatory deficiencies, protection to sensitive sectors etc). This is more difficult than the
"first generation" cooperation (dealing with tariff-related issues) because it is more sensitive
o domestic =polki'tif:al affairs. T is importaléx:t to ﬂdte, however, that we have to be more
careful in contrasting the Westphalian idea of government defining sovereigniy, as strongly
held by most Asian countries in many regional agreemens, with the ‘celebrated’concept of

regional cooperation, 1 will discuss further this issue in the noxt section.

Tt is the regional cooperation in financial sector that is lack behind, yet increasingly-

more important in Asia given what happens in the curment global economic sphers.  Let
me begin with the background. Disappointed with the TME-driven policy during the AFC
in 1997, a number of countries initiated regional cooperation to deak with future ctisis.

The early proposel to set up an Asian Monetary Fund (AMF) was shelved becavse of the
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rejection of the United States and the IMF who argued that it would be an wnnecessary
duplication since the IMF can confinue functioning as a lender of last- resort through its
Supplementary Reserve Facility (SR¥) and Contingent Credit Line (CCL).  The
counter-argument, however, pointed to the fact that the severity of Asian crisis required fast
and large amount of disbursement of liquidity support shat put serfous consiraints on the
IMF to act in a timely manner with sufficient financial resoufcest,

The episede, however, did nof stop governments in the region from pursuing its efforts
fo- sttengthen the cooperation. In May 2000, they declared the Chiang Mai Tnitiative
(CMI) that effectively expanded the swap arrangements among ASEAN countries to include
Japan, PRC and Korea (hence the ferm ASEAN+3)S. Infended to focus on closer
cooperation and concrete regional financial arrangement, the proposal stipulaled the
importance of regional surveillance and monitoring, particularly of capital flows, and the

need fo complete a network of Bilateral Swap Arrangements (BSA) that would provide

-------- liguidity support for member countries when needed. Although the name Asian Monetary

-Fund was no longer used in order to avoid a further conflict, all the above components

are essentially similar to what constitutes the IME’s standard tasks,  Following intense
discussions, Finance Ministers and Centrai Bank Governors of ASEAN+3 and the Monetary
Authority of Hong Kong, China dectared that the expanded CMI, which is called the

- Chiang Mai Initiative Multilateralization (CMIM), became effective in March 2010.For crisis
prevention, they stressed the importance of enhancing market confidence by raising the

committed amount within the CMIM framework (currently § 120 billion), and to collaborate
with the IMF particularly on the swrveillance workS, As the new crisis prevention
.mechanism will apply ‘only for member countries with strong policy track records, questions

were raised how to deal with those counfries that would .mot be qualified. for it. The

s(ifference of designs betwsen the IME’s traditional Stand-By Awrangements -(SBA) and the

Elexible Credit Line (FCL) was also highlighted, where the latter may help overcome the
IMF stigma which remains widespread tnroughout the region.
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On April 2010, ASEAN+3 finance ministers agreed fo establish an independent
regional surveillance unit, ASEAN+3 Macroeconomic Research Office (AMR() to monitor
macroeconomic and financial conditions, to detect emerging vulnerabilities, and to support
the CMIM decision-making. Not meant to replace the IMF, this Singapore-based office
can and will play a crucial role for the fumre of CMIM, as long as it 18 credible,
The effectivencss of CMIM also depends on whether the

AMRO can perform the regional surveillance work effectively.

competent, and independent.

Aother important development in regional cooperation is the establishment of Asian
Bond Market Tnitiative: (ABMI). Through this Initiative the ASEAN+3 officials - intend to
develop and integrate the region's bond markets where the underlying - objective is to
promote the utilization of the region’s savings for investment within the region and the
The ABMI has contributed to the

remarkable growth and development of the region's bond markets since its inception in

resilience of the economies to external shocks.

2003 and is expected to further confribute to their integration.” There"are""curr'ehtly*.

discussions about expanding the Initiative beyond bond markets v include stock markets,
essentially scafing up ABMI to ACMI (Asian Capital Market Initiative), despité CONCEIns
over a possible duplication of the. efforts.

Within the context of ABMI, Credlt Guarantee and Investment Facﬂlty (CGIF). was set
up in May 2010 as a trust fund of ADB with an initial capital of US$700 million - (the
ADB contributes $130 million as paid in capital).” The main function of the CGIF is to
provide credit enhancement to allow the region’s marginal issuets fo issue local currency
bonds and larget issvers to issue across national border by overcoming the sovereign credit
ceiting, In the future, the CGIF could develop further as an investment. facility. ~ CGIF is
expected fo-be operational in early 2012

Recently, ASEAN+3 finance ministers have endorsed to study three posssble areas for

future cooperation; i) inftastructure financing, 1) disaster Tisk- insurance, and iii) using local
currencies for the regional trade settlement. Infrastructure financing was discussed in the

ASEAN+3 working group meeting on 14 September this year (a seminar on e issue s
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‘presswre on exchange rtates to appreciate.

planned to be held in November), while Japan’s Ministry of Finance (JMOF) will organize
discussions on disaster risk insurance in October. The issue of regional frade settlement is
planned to be held in Korea also this year. One of the sticking issues on infrastruciure is
about financing; either fo increase fhe resources for multilateral financial institutions to
provide significantly larger lending for infrasiructure, or to establish a new mechanism to
channel resources for‘infrastructure development. |

Next is cooperation in macroeconomic affairs. With spillovers from national policies
(e.g, capital controls of various forms fo espond fo increased capital flows and current
global economic problems)and the growing interdependence among region’s economies, the
next step for regional cooperation could possibly be in macroeconomic policy. Given the
potential spillover effects and externalities of any unilateral policy, Asia can benefit from a
stronger mechanism of macroeconomic moniforing, information sharing, and even ir. policy

cooperation. ~ One of the omerging issues that increasingly needs coordination and

. ~—cooperation - i on maintaining exchange rate stability, particularly the stability of

infraregional exchange rate to support the intre-Asian trade.
with. the rebalancing efforfs as stressed by the G20

This will also be consistent
The modality of cooperation,
however, remains to be explored.

- Following the collapse of Lehman, capital inflows into Asia surged, exerting strong
The resulting doliar depreciation and Asian

- cueencies’appreciation led many countries fo respond by either imposing capital conirols or

ogiducting exchange rate intervention. This makes efforts to mainfain stability of
infraregional exchange rates more difficuls, but at the same Gime it opens up the possibility
of policy coordination.ilndeed, some couniries in ASEANH3 have initiated a series of
discussions and policy dialogues on this issus”. The phenomenon of a sudden stop (as
happened in 1997) is another source of coneetn, '

ooiBut. the difficulty in finding an acceptable modality of cooperation due to the diversity
of .cxchange regimes and associafed political sensitivity may have put off any formal

arrangement from ‘emerging. A classic case of the prisoner’s dilemma thus prevails.
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Indeed, since the nature of cooperation in Asia has been traditionally institution-lite, and

individual countries always tend o put a huge weight on the value of national sovereignty,

cooperation began only informally through dialogues and discussions among policy makers,
aliowing mutual understanding about the potential spillover effects of national policies.
Only afier greater frust among member couniries is established, & deeper form of
cooperationcan be pursued. There is a whole spectrum of options to select, ranging from
a baskel system thet can be designed to avoid the "N-17 problem, to Bretton Woods-like
sysiems whete countries directly peg their currencies fo ‘each other and let them float
jointly against ofher currencies, say, the US doflar. The latter is similar to what happened
in Turope before a common currency was adopted and managed by a supranational body,
the ECB. The rates against 4 regional basket (e.g., the Asian Monetary Unit, AMU) as a
yeference zone can 4lso be considered, where certain deviafions from it will trigger some
policy measures. |

Asia is likely to shy away from a stong form of cooperation "o~ other ~forms-that
require strong ipsiitutions such as monetary union or common curency. The cument
sovereign deht crisis in Furope made the benedit of having such arrangements more
doubtfsl.  Asia also doss not have a pood track record of institution-heavy sconomic
cooperation®.  An alfernative approach maybe o assess policies that have been taken by
goverments throughout the region before offering alternative cooperative policies. Building
on fhe region’s recent experience of capital controls 4o deal with massive inflows of capital
and realizing the political seasitivity of the issue, member countries can then pradually

move to more formal exchange rate cooperation.

RISK SBARING

The effect of financial integration on economic growth has been well dooumented, more so
than the effect of mtegratlon on mternatlonal risk sharing. = Theoretically, the consumption

growth Tate in countries participating in mtegratmn will be cross-sectionally independent of
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-——prowih: rafes in-those variables across pairs of countries.

idiosyncratic variables as financial infegration incteases (Cochrane, 1991). The key factor
If intesregional or infernational capital markets are well integrated,
"As argued by Obstfeld (1994),
individuals will invest more in high.sisk and high refums assets if the risk can be shared

or diversitied.

is greater insurance,

countries can insure agatnst idiosyncratic shocks.

By looking at the impact of financial integration on macroeconemic volatility (one of
the indicators of risk sharing), Prasad, Rogoff, Wei and Kose (2003) shows that for more
financial integraied developing countries, the consumption volatility relati\lfe fo GDP
volatility has increased. Looking at seven developed countries in East Asia, Brouwer and
Dungey (undated) tested for Granger-causality between growth rates in consumption,
investment and GDP between countries, and found that despite the evidence of common
trends and factors, the patierns Vof commonality differ between these variables’. Most of
the pairs of data do not reject the null hypothesis that thete is no causalify between
Thus, there is lttle evidence of
an East Asian business cycle. The authors used these results to advance an argument that
there is a scope for policy action fo advance integration. The large idiosyncrasy
component especially of investment, they argued, suggest that there will be large gains
from further integration and cooperation that deepen investment links in the region.

Since the work of Backus, Kehoe and Kydland (1992), there has heen a ﬁumber of
studies to examine the presence of full risk shering using cross-country income and
consumption correlations. Most of these studies found that the hypothesis of perfect risk
sharing fends to be rejected.  Attention has therefore been focused on investigating the
incompleteness of risk Eharing by focking at the extent of consumption smoothing,

’ By.ﬁsmg data from 1994q1 to 2006ql, ! find no support for consumption smoothing
ﬁbrfg’iix East Asian countries. The coefficients either have a wrong sign or are
fisigrificant (Table 2.6% indicates a 10 percent significant level). Within ASEAN, only for

Meldysia and Thailand the coefficients are positive and significant. Even when the period

“is split into before and after the AFC the results are gemerally the same: no evidence of
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consumption smootning. If the integration in the region is more global, as argued by
some observers, this result is not suprising. But when individual country is paired with
Japan or with the US the results are generally the same, ie., no evidence of consumption

smoothing (available upon request)!d.

Table 2.6 Consumption smoothing among East Asion cowntries

Alog(C,) = o+ fAlog(C, ) + yAlog(Y, ) + e i =1.2,...,R

With all -countries Within Asean
C Y

Japan (008 0977
. Indonesia 0.09 0.96*

Korea R A i L2# -

Malaysia -0.04 1.13# : 0.

Phitippines 4,04 0.98* 003 LOL*

Thailand -0.08% LO7# : Q07 -~ — -086F

With all countries

Before crisis : During and after crisis
1994q1-195792 ' 199743-2006q1
Japan 0.04 (.99* ‘ 0.01 0.95*
Indenesia 0.23* 0.95 -0.05 0,98
Korea 0.01 0.91% -0.20% 1.20%
Malzysia 0,02 1.18%. ) 0.2+ 043%
Philippines 0004 1954 ol 101+

Thailand .05 Cps9 001 . Lbst

. The results for investment show that there are slightly more co-movements, The

coefficients are significant for Indonesia and Thailand, and with respect fo ASEAN-4 the‘

cocfficient for the Philippines has also become significant. But there is no improvement in
co-movements after the crisis (Table 2.7). The significant results for all ASEAN-4 during
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and after the AFC when Singapore is used as the reference country reflect the aggressive

move of Singapore in investing in the neighboring countries during the last fow years!1,

Table 2.7 Investment co-movements among East Asian coumtries

Alog(1,)=a + pAlog(l,, )+ yAlog(¥, ) +e,,i=12,..,.R

With all couniries Within Asean
' [ Y I Y
Tapan 0.008* C0hIE
Indonesia 0.9% 1.26% 1,18% 0.62*
Korea 0.1 174 )
© Malaysia 0.08 1.83* 401 193%
< Philippines  -0.04 L1 0,16% 0.78*
o Thailand 0.51% 1.5 045% 1.56%
With all countries
Before Crisis e Duiing and After Crisis
: C1994gl-09972 - 19973200651
¢ v fpmn 0.22 078 006¢ 097+
" Dndonesia .08 144 451 1.55*
0,01 Lis* -0.03 1.74*
0.6 076 -0.15 201%
ho* 0.7 0.23 091*

0.02 115% 058 154

With Singapore**

Refore crisis During and affer crisis

1994q1-1997q2 1997¢3-2006q1

.75 .59 LN KL 4.58*
303 T 14R 2910% 257
pines 0.0 . 04 1.06* 095+

" Thaland L12 L54* 239 233

it

'{mtroiiing for invesiment and consumption, the calculation for GDP indicates that

iere - are strong ‘co-movements during the period of observation, except for Indonesia.
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Most of the improved co-movements occur duting and after the AFC, except for Thailand.
A simitar trend is observed for the co-movements within ASEAN-4. Thus, there is an
indication of greater synchronization of business cycles among these countries.

By using simple 10-year moving corelations between GDP growth of individual
ASBAN+3 members and the group (excluding the individual member) for 1989-2003, it
was also found that the GDP correlations among Fast Astan countries increased after the
financial crisis.  On the other hand, with a few exceptions, co-movements with the US
declined. Interestingly, by imposing an external shock from the US and a regional shock
from Korea and Thailand, it is found that the responses in East Asian countries in terms
of industrial production became more pronounced in the post-ctisis period.

Al in all, while the level of Bast Asian financial integration may have increased, ifs
benefits in terms of consumption and investment risk sharing have been limited. Even the
advantage of having greater resifience fo external shock, that couid be potentially reaped
from greater synchronization of business cyclss, has not been-evident: -The mismatch can
be caused by several factors, ranging from substantial share of domestic equity market as a
source of finance (French and Poferba, 1991), time horizon and measufement  €Tors
(Canova & Ravn, 1996), consumption endowment uncertainty (Obstfeld, 1994a; Mendozs,
1995), to limited size of capital flows and higher sovereign default (Bai & Zhang, 2005).

With evidence showing that risk sharing across countries is far from perfect, alternative
measures of welfare gains have beendeveloped. Onme of such measures uses the
permanent percentage increase in expected consumption by utilizing the information about
mismatch factors mentioned above, the degree of risk aversion, and the elasticify of
substitution between traded and non-traded goods {van Wincoop, 1999).  Assuming that
preferences are additively separable in {radables and non-tradables, and risk sharing with
respect to non-tradables is not possible, Figute 1 shows the welfare gains from the risk
sharig (see Appendix for the formula). As it turns out, even with this approach the gains
are small for el ASEAN countries. Even for Japan and China the geins are only over
1.5 and less-than 3 percent, respectively
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16 Appendlx the welfare gam will be larger the longer the time horizon, and when some
he variables can change over-time (endogenous) Thus lookmg at the glass half full,
gh'the level of risk sharing in the region is so far limited, the prospective benef ts

creased ﬂnanclal mtegra’ﬂon could be targe as the level of risk sharing increases,

iy

CRHICAL ASSESSMENT

..end this manuscript with my. critical assessment on the concept of regional

Adeeper integration desirable? 1 would argue that it's net always. We often

i _-heard an_assertion about the benefits of integration especially when a new agenda of

Egogeyqtmn to strengthen integration is being promoted, e.g., risk sharing, locked-in
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domestic reform, positive spillover, ease of market penatration, division of labor, etc.!2
What is missing in the analysis is the systomatic evaluation of the risks {beyond a standard
risk sharing discussed in the preceding scction) that often arise. Examples abound showing
the contagion and rapid transmission of financial crisis in one couﬁtry to another, especially
when they are all integrated due to either geographical proximity or regional arangement,

Take the case of regional financial amangement that can lead to further financial
integration. As I have shown elsewhere, the benefits and oppottunities of closer and
formal regional financial cooperation with a single curtency (basket)system in Asia is large,
and it can lead to stronger regional integration. However, when the costs and the risks
are taken info account, including those that are intangible, such an mahgement becomes
unfaverable!3. -

Even after running some sensilivity fests the results remain robust. Cleasly, neglecting

the risks and costs of regional cooperation could have lod to wrong conclusions and

- misguided policy recommendations ‘ e e e

Another caution is with regards to the ultimate goal of regional cooperation and
integration.  Like any policy and strategy, the goal has to be welfare improvement,
especially-for the largest segment of society. To evaluate whether or not a regionﬁl trade
agreement is beneficial, measures related to the volume and composmon of trade maybe
used as the indicators. This, however, should only be a part of the story. The extent to
which changes in those indicators result i the improvement o deterloratlon of 2 numher
of socio-economic indicators ought to be gauged as well. True, the fatter may not be the
direct focus of the frade amangement agende, but from fhe overall development goal
perspectives, missing this part of the siory mﬁy make the policy and strategy upsustainable.
Worse it may pose a serious risk of misguided policy.

My ofher critical assessment is on the notion that individual countries would be beﬁer
off to cooperate in order to foster regional intepration, That is, collective regional pohmas
are supefior than unilateral-policies. I have no serious .problem with the logic, but to

derive from it that unilateral policies will not have any ‘benefit for the region is misleading,
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Or, to say that unless individual countries cooperate something bad will happen, that is
farfetched. My suspicion is that, we often think of an integrated regional économy like

global economy, implying a regional or global commons. By participating in & regjonal

coopetation or agreeing on some tegional agenda we think we will proviae benefits fo the

whole region. Bven leaving aside the risks of infegration as discussed carlier, this is the

wiong way to thick, Couniries commit to a regional agenda because it provides

opportunity and allows them to allocate their own resources more efficiently. . If they fail
to see so, and decide not to participate, no disasirous ouicome for the region Wili emerge
(this is very different than the regional or global commons case as in climate change
affair). On the other hand, if unilateral policies improve a couniry’s economic
performance, it is not difficult to imagine the positive spillover impact of it on the region’s
economy. In the case of trade and financial integration, if countries adopt policies th;lt are
good for themselves instead of signing up for regional cooperation, they will have more
___robust and_stable economic growth, which by itself is advantageous for the whole region,
wBven in today’s more globalized world, nation states remain dominant, where
democratic deliberation is still largely organized around it. Fach countrj/ has the right fo
s own regulatory arrangements and instifutions. In view of regional inﬁyation
ooperation, it Js important to provide national or domestic policy space in order fo
___'é.intq:gr_l}_._the integrity of domestic institutions!4. Filled in with the right measures, the
'blicy space can contribute.positively 1o the regional economy. The key principle here is,
' n}{fﬂ{g Jciear and transparent that the unilateral policy and the national deliberation are taken
'based on facts and evidence, e, for welfare improvements. The agenda of regional
' couperatlon can then focus on the rules and monitoring -that will ensure more effective
unplementatmn and that ‘the negative splllover is minimized (act as a safeguard). This

a3

ppﬁagﬂl} gf, regional cooperafion may also improve the quality of the national deliberation,
glaalgg\g it more effective to achieve the ultimate goal of welfare improvement.
az, 1 case of cross border holding of financial assefs comes to mind. As discussed

i@ﬁl@?fr_athe size of such cross-_border flows in Asia is relatively. small. . In the case of
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fixed income assets, even after fhe regional initiative (ABMI) bas been implemented, the
size remains small. But the market in individual couniries grew significantly, providing the
necessary altematives of investment and ways {0 raise long term fund. More importantly,
this can avoid the potential maturity mismatch. Since the growing market is in local
currency, this will also avoid the curtency mismatch (double mismatch played a central role
in the 1997 AFC). It was domestic national policy that spurred this development. While
a strong fived income market in individual countries js welfare-improving, it also spells
favotably fo regional bond market and the regional economy.

This issue of asscciating regional integration with regional/global commons is a
less-explored frontier. 1 suggest that if policy makers really want to be more reafistic
about the concept of development, govetnance and integration, and to. focus more on the
welfare improvement as the ultimate goal, which they should, this type of evaluation has to
be conducted.

CONCLUDING REMARKS

in the Asian context, regional cooperation and integration have bect more market-driven
than institution-driven. Signs began to emerge, however, that this may change in the post
1997 Asian Financial Crisis and 2008 Greai Recession. True, that the rising infraregional
trade and increased integeation may havezoccurted irespecive of the 1997 and 2008 event,
but judging flom the rate of acceleration those two events acts abmost like a structural
break. The timing is more than just serendipity.

The fact that trade infegration is stronger than financial integration, is already expected.
By extension, the rapid growth of intraregional trade after 2008 will lead to greater

financial integration, is also expected. But the question is, how much integration we want

to have. If market dictates that the current level can go further higher, which I believe

that is the case for Asia at this stage specially for the financial iftegration, policies can

and should faciliate such a frend, eg, trade facilitation, standardization, payment
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seitlement, efc. But if even with these policies and various regional initiafives the
integration remains lmited, [ would argue let's be it There is nothing Wrong with it,
gspecially when the resulting degree of risk sharing from imiegration is Ii.mited. Like
anything else, tegional infegration can provide benefits but & can also be Acostiy and risky
(look what happens with the Eurozane).

At the end of the day, regional cooperation should be dlrected towards deepening and
broadenmg the benefits of human development, narrowing the development gap between
and within countries, and advancing common interests in a global-rule setting. More ofien

than not, these can bedone more effectively and realistically through domestic national

‘policies.  Absent -of regional cooperation and integration does neither reducs the intrinsic

“beriefits of such policies for the individual countries nor cause disaster for the "regional

economy {uniike in the concept of tegionaliglobal commons). Such benefits can even

ke the whole region better off  Risk sharing being a clear reward of increased

“infegration is a sound and valid concept. But that is an ideal sitvation. A growing

jirriber of evidence including in Asia has shown that the degree of risk sharing given an

.. idiosyncratic shock in a more integrated regional economy has neither improved nor high.

The impact of regional integration must be predicaied not on an ideal world but on the
ould-as it is. '
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APPENDIX. WELFARE GAINS FROM RISK SHARING

Consider the following éxpected utility:

—ar(car) df
Y

where & is the rate of risk-aversion, cyis the consumption of tradables by residents of
couniry 1, and & is time hotizon, Assuming consumption endowment of tradables, ¥,
follows a -random walk, shen if there is no risk sharing at all the expected uiflity would be

(van Wincoop, 1999):
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T\1-8 e HE-1) p-0.5863)|T
67 m) 1-e X !

1-6 “a+(6-1)(p-0.5607)

. -

fii WEich the welfare gain is;

~(r-p)h

vl - A(r = ) 1_—6_7;:5‘5;;]

5. the risk-adjusted growth rate of consumption, # is the risk-free adjusteci interest
: _1s the discount rate.

'. atmg the welfare gains for Fast Asian couniries, some of the employed
uss are taken from Kim, Kim and Wang (2004), and following van Wincoop
sk}aversion parameter is sef to 3. The tisk-free real interest rate /=2.62 is
fom the éverage risk-free rate of ASEAN+3,

duchon network hag afso played an important role in forging the region’s productivity,

greements that cover all Asia are still elvsive, and in some cases the pace of
ains questionable.

colja ge, interregional rates started to become more volatile and intraregional trade fell,
it o note that greater intraregianal exchange rafe stability can also help reduce policy
b, however, fo the region’s advantage if flexibility of their currencies against non-regional
maintained. The flexibility Is imporiant for managing external shocks and furtber capital

int-was the far foo small supplementary support from the IMF to Thailand and Indonesia
97 crisis. ‘The disbursement of financial support was also net timely, because it was done
,tranches See Azis, 1J (2009), Crisis, Complexity and Conflict, Bmerald- London

ion: of Southeast Asian Nations (ASEAN) wes founded on Aug. 1967. It is
and economic organization of 10 countries located in Southeast Asia. The latest important
FAN that will affect the economic infegration ameng member couniries is fo establish the
iic: Community (AEC), infended to integrate member countries’ economies by 2015,

nt-arangements, a couniry can draw up o 20% of s quota for vp to six months
i sibjected to IMF conditionality. Some argued that this may discourage member countries
e te facility, and therefore it is now under review.
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1| 7 Because the PRC’s trade balance with most ASEAN countries is in deficit, a scenario of simultancous
! exchange rate adjusiment through cooperation will alsa make ihe realignment of the Chinese Yuan easier,
It may be more effective than pressuring a country to adopt a parficular exchange system.

¥ Even during the Great Depression of 2008, the CMI facility was not used
% The couniries covered are; Ausiralia, Japan, US.A, Kores, Singapore, Taiwan, and Hong Kong-China

1 As » comparison, although statistically and economically different from unity, the consumption
; correlations in Ewopean countries are higher then in other regions. This suggests that more risk
; sharing is toking place within the EEC. See Backus, Kydland and Kehoe (1992), Deverewr, Gregory
; and Smith (£992), and Canova and Ravn {1996). As expected, a more substantial risk sharing usually
R exists among sub-national regions due o greater physical mobility, common language, currency and
i insiitutions, and befter insurance within a country. See, among others, Kalemii-Ozcan, Scrensen and
Yasha (2003).

i 1 Using cither Japan or the U.S as the reference country does nof result In improved co-movemerds after

i the AFC,

] 12 Tn some cases, cooperation and integration are promoted for polifical reasons and trust building, Even
if that is the case, the resulting political windfall can lead to significant economic benzfits.

13 See Twan J. Azis, "Articulating the Benefits and Costs of Regional Financial Artangement in East Asia,”
in Simorangkir (ed) Global Imbolances and Thelr Impoct on Emerging Market Keonomies: Issues and
Chollenges, Bank [ndonesin, Jekarta, 2004; and Twan J.  Azis"A Regional Cooperation To Support
Finarcial Crisis Managemeni and Prevention: An Application of A Model With Uncertainty . and
Feedback Influences," International Jownal of Oreanizational Analysis,2005, Vol 13, No 3

4 A similar principle applied to the concept of plobatization is propased by DaniRodrik in his article
"The Globalization Paradox," Making K, August 24, 2011.
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