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Abstract

We develop indicators to measure the degree of economic integration and cooperation among
East Asian economies and compare these with similar measures for other regions. Our indicators
cover regional integration in trade, investment, financial assets, and people-to-people exchange.
We also analyze measures of regional cooperation such as the density of free trade agreements
and official policy dialogues. We find that in various Asian groupings, and especially in a group
of 16 integrating Asian economies, interdependence in trade, direct investment, financial flows,
and other forms of economic and social exchange has increased significantly over time, and now
approaches that in the European Union. Nonetheless, Asia’s official cooperation remains weak
and formal regional institutions remain relatively underdeveloped. To provide insight into the
causes of this discrepancy, we also develop quantitative measures of political and cultural
similarity of nations, and find that Asian countries have relatively low levels of political and
cultural proximity compared to regions such as Europe. The diversity of political interests and
cultural values may have hindered more intense cooperation among Asian economies in the past.
But if regional economic and social interactions continue to grow, requirements for joint
decision-making are also likely to expand, leading to stronger frameworks of official cooperation.

Keywords: Regional integration, economic cooperation, East Asia

JEL Classification: F15, F36



Introduction

As globalization becomes an increasingly prominent feature of the world economy, why should
countries continue to look to their neighbors first before dealing with partners located outside
their regions? Indeed, as technological advances in transportation and telecommunications reduce
economic barriers to exchanging goods, services, and factors of production, physical distance
should become increasingly less relevant for economic transactions. Yet evidence suggests that
the importance of distance is not declining, but is increasing for some types of transactions.
Economies seem as prone as ever to integrate within their own regions.' Thus, globalization, the
main story of our time, needs to be understood in parallel with a lesser-known process that is best
described as “global regionalization”.

The persistent importance of distance in international transactions could be explained by several
factors. One possible explanation involves the homogenization of technology: as technology
diffuses rapidly, specialized products do not need to be sourced from distant locations, but can be
found within an economy’s own region. A second explanation is based on coordination costs. The
fragmentation of production has resulted in a greater need for human capital to coordinate
production processes. But such use of human capital increases travel costs, which include
airfares, per-diems, and accommodation costs, and also the increasing value of time (not to
mention discomfort) associated with travel. Such transport costs may have increased, not
decreased, and reducing travel distance remains an important factor pushing for regional
interdependence. A third explanation is related to similarities in social values, religious beliefs,
and political interests, which affect economic decisions and create a preference for regional
exchanges if the degree of similarity increases. All these factors of course do not stop long-
distance economic transactions from happening, but they may explain why short-distance
exchanges remain and, perhaps, are becoming more attractive.

One of the unique features of Asian economic growth is the transmission of the development
process—through market forces as well as government policies—from more- to less-advanced
countries. In this context, a unique nexus of trade and investment flows developed, eventually
creating strong regional production networks and a vibrant regional economy. But the region’s
financial systems remained inefficient and poorly integrated. The correction came with the
financial crisis of 1997/98, a major economic shock for the entire region. The crisis spawned a
wide range of initiatives for regional cooperation including new regional forums, dialogue, and
initiatives. The ASEAN+3* group, created in response to the crisis, established an Economic

' Distance coefficients in gravity equations seem to have increased rather than decreased. This has been

found from time to time by authors interested in trade models (for example, Frankel 1997; Leamer
1993), but more recently research has begun to look more directly at the effect of distance (Coe et al.
2002).

The following definition of regional groups or trade blocks is used in this paper: (i) Association of
Southeast Asian Nations (ASEAN) includes Brunei Darussalam, Cambodia, Lao People’s Democratic
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Review and Policy Dialogue to strengthen regional surveillance and crisis-prevention, and the
Chiang Mai Initiative, to shield members’ currencies from potential crisis by providing short-term
liquidity support through swap arrangements. The Asian Bond Markets Initiative was also
established to stimulate the development of local-currency bond markets and, more generally, to
improve the efficiency of Asian capital markets. An Asian Bond Fund was also launched. A
recent Asian Development Bank (ADB 2008) study provides a detailed analysis of the emergence
of Asian regionalism after the 1997/98 crisis.

This paper develops quantitative economic indicators to assess the extent of market integration
and to track the development of intergovernmental cooperation and regional institutions in Asia.
While the focus of the paper is on Asia, the integration and cooperation process—and its
evolution—is observed from a comparative perspective. Although Asian regionalism has its own
distinctive logic and characteristics, interdependence indicators for other regions—especially
those of the European Union (EU)—represent useful international benchmarks for measuring
Asia’s progress in various dimensions. In this paper, the economies included in the definition of
Asia vary according to data availability, the type of indicator that is being analyzed, and the needs
of regional comparisons.

Several previous studies have also attempted to develop composite indicators for regional
integration and cooperation (Dreher 2006, Chen and Woo 2008). One important criterion used in
these studies is regional price convergence, under the assumption that the law of one price sets a
theoretical standard for perfect market integration. Other measures include economic
convergence, such as a reduction in the intraregional income gap across countries, or common
structural changes, as hallmarks of economic integration.’

The aim of this paper is to study how regional economic integration occurs by observing the
evolution of different indicators of regional interaction in areas such as production and
investment, finance, macroeconomic links, and people to people exchanges. We use a variety of
indicators including intraregional trade and investment shares, correlation of equity prices in the
region’s stock markets, correlation of gross domestic product across regional economies,

Republic, Indonesia, Malaysia, Myanmar, Philippines, Singapore, Thailand, and Viet Nam; (ii)
ASEAN+3 includes ASEAN countries plus People’s Republic of China, Japan, and Republic of Korea;
(iii) East Asia Summit (EAS) includes ASEAN+3 countries plus Australia, India, and New Zealand,
(iv) Mercado Comun del Sur (MERCOSUR), or Southern Common Market, includes Argentina,
Brazil, Paraguay, and Uruguay as founding members, Bolivia, Chile, Colombia, Ecuador, and Peru as
associate members, and Venezuela, which has signed a membership agreement in 2006, but is
currently waiting to become a full member, as its entry has yet to be ratified by Brazil and Paraguay;
(v) North America Free Trade Agreement (NAFTA), includes Canada, Mexico, and the United States;
(vi) Integrating Asia-16 (IA-16) includes ASEAN+3 countries plus Hong Kong, China; India; and
Taipei,China; (vii) European Union-15 (EU-15) includes Austria, Belgium, Denmark, Finland, France,
Germany, Greece, Ireland, Italy, Luxembourg, Netherlands, Portugal, Spain, Sweden, and the United
Kingdom.

For example, Qin (2008) uses this approach to analyze the case for a currency union among ASEAN+3
countries.
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intraregional flows of tourism. We also assess changes in income gaps across economies in the
region as regional economic integration promotes convergence of income levels among regional
members.

We measure an important dimension of regional policy cooperation using the density of free trade
agreements as a proxy, and discuss the evolution and functions of Asia’s growing number of
regional forums for policy dialogue and coordination. Finally, we develop empirical measures of
the degree of political and cultural similarities among Asian economies, and compare these
measures with those of other regions. While several previous studies have addressed these issues,
we are not aware of any systematic empirical research on political and cultural proximity in the
context of Asian integration.

In section 2, we develop quantitative indicators to measure the degree of regional integration in
trade, investment, financial assets, and tourist exchange, and then compare them across regions.
Section 3 discusses the indicators of regional policy cooperation. Section 4 summarizes
quantitative indicators of Asian integration and cooperation before and after the 1997/98 financial
crisis, and compares them with the EU. In section 5 we develop indicators to measure the degree
of political and cultural similarity and ask whether similarity in political regimes, foreign policy
interests, and religious beliefs plays a role in facilitating regional cooperation. Concluding
remarks follow in Section 6.

Measuring Market Integration

A succinct way to measure globalization is the trade/gross domestic product (GDP) ratio,
measured as the sum of the US dollar value of total exports and total imports over the region’s
GDP. Over time, this ratio tends to increase for all major world regions including Asia, Europe,
and America.

But Asia’s ratio is increasing faster than other regions and—using this indicator—Asia surpassed
Europe in 2006 as the most globally integrated region in the world (Figure 1). For Asia, various
sub-regional groups—including the Association of Southeast Asian Nations (ASEAN),
ASEAN+3, the East Asia Summit (EAS), and Integrating Asia (IA)—show rapid globalization.
This trend may be explained by the adoption of the so-called Flying Geese Model, the creation of
regional production networks through production and trade fragmentation, and the related
expansion of exports to serve the world markets.

Trade of Asian economies has developed both within the region and with economies outside
Asia: it has not been diverted from the rest of the world. Figure 2 shows that, over the last 40
years, Asia’s trade with world trading blocs such as the EU, North American Free Trade
Agreement (NAFTA), and Mercado Comun del Sur (MERCOSUR) has increased relative to
Asia’s GDP, not merely in absolute terms. For instance, Asia’s trade with the EU increased from
2% of its GDP in 1967 to 8% in 2007. At the same time, Asia’s trade increased from 4% to 9% of
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its GDP for the same period for NAFTA and from 3.5% in 1967 to more than 11% in 2007 with
the rest of the world that is countries outside IA, EU, NAFTA, and MERCOSUR.*

Figure 1: Trade/GDP Ratio of Major World Regions

Long-term trend: 1960-2007

140

percent

0 +—T———

1960 1965 1970 1975 1980 1985 1990
= ASEAN ASEAN+3 EAS

1995 2000 2005

= EU-15 == Integrating Asia-16 === MERCOSUR = NAFTA

Authors' computations based on data sourced from: International Monetary Fund, Direction of Trade Statistics (June
2008); CEIC Data Company Ltd. (June 2008); and World Bank, World Development Indicators (July 2008).

Similar patterns are observed for the other regions. The results can be provided upon request.
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Figure 2: Integrating Asia’s Increasing Trade Links

Trade of Integrating Asia-16 as percentage of GDP by destination
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Authors' computations based on data sourced from: International Monetary Fund, Direction of Trade Statistics (August
2008); and World Bank, World Development Indicators (August 2008).

Integrating Asia-16 includes: Brunei Darussalam; Cambodia; People’s Republic of China; Hong Kong, China; India;
Indonesia; Japan; Republic of Korea; Lao PDR; Malaysia; Myanmar; Philippines; Singapore; Taipei,China; Thailand;
and Viet Nam.

Trade Integration

The two measures that are commonly used to examine the extent of regional interdependence are
the share of intraregional trade over total trade, or intraregional trade share (IT Share), and the
intensity with which a region trades with itself compared with its trade with the rest of the world,
or intraregional trade intensity (IT Intensity). The IT Share is a more straightforward measure of
interdependence, as it shows the relative importance of internal (intraregional) versus external
trade dependence. The IT Intensity is a more sophisticated measure showing the region’s bias for
trading within itself, that is, among partners located within the region. In both measures, total
trade is defined as the US dollar value of exports plus imports.
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s

The intraregional trade share of region “i” is defined as

IT Share; = (X;; + M) / (X;. + M)

where

Xi; = exports of region i to region i;

M;; = imports of region i from region i;

X;. = total exports of region i; and

M;. = total imports of region i.
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Figure 3: Intraregional Trade Shares of Major World Regions

Long-term trend: 1950-2007
ASEAN+3

EAS \—
| ASEAN //\’X/—

AN MERCOSUR

< ~ N0

NAFTA Integrating Asia-16

1950 1953 1956 1959 1962 1965 1968 1971 1974 1977 1980 1983 1986 1989 1992 1995 1998 2001 2004 2007

Authors' computations based on data sourced from: International Monetary Fund, Direction of Trade Statistics (June
2008); and CEIC Data Company Ltd. (June 2008).

For a definition of Integrating Asia (16), see note to Figure 2. EAS = East Asia Summit.

(1)
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Figure 3 shows the long-term trend of IT shares for four major world regions. While the shares
tend to increase over time for all regions, the share for IA has been increasing particularly fast
—in 2007 it surpassed 52%, quite close to the EU’s 58% share. In summary, Asia today is as
broadly interdependent as Europe is, although Asia’s share was only about half of the EU’s in the
early 1980s.

s

The intraregional trade intensity of region “i” is defined as

IT Intensity; = (X;+M,) / (X.+M..) (2)

(X.H+M.) /(X.+M..)

Where

X.; = total exports of region i to the world;

M.; = total imports of the region to the world;

X.. = total world exports; and M.. is total world imports.

Figure 4: Intraregional Trade Intensities of Major World Regions

Long-term trend: 1950-2007
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Authors' computations based on data sourced from: International Monetary Fund, Direction of Trade Statistics (June
2008); and CEIC Data Company Ltd. (June 2008).
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The evolution of intraregional trade intensities for the four regions is shown in Figure 4.
Intensities tend to rise when the share of the region’s trade within itself rises faster than its share
of world markets, not simply because the region has a larger weight in the world economy and
trade. Latin American countries belonging to MERCOSUR are outliers mainly because their
weight on total world trade is much smaller than that of the three other regions (EU, Asia,
NAFTA), which makes their denominator increase. However, as MERCOSUR economies
become more integrated with the global economy and increase their trade with the rest of the
world, their intraregional trade intensity eventually declines. This trend is also observed in Asia.
The intraregional trade intensity for IA declined rapidly until the mid-1980s, as IA’s share of total
world trade increased and IA economies traded more intensively with non-Asian economies than
among themselves. However, while this general trend continues, the speed of decline has slowed
substantially during the past several decades. This can be explained by the growth in fragmented
trade and production and the creation of regional production networks, as well as the increase in
Asia’s share of total world trade. This trend contrasts with the experiences of the EU and
NAFTA: while their intraregional trade intensities are also increasing, their bias for regional trade
is rising at the same time that their share in world trade is declining.

All in all, the trends of trade/GDP ratios, the intraregional trade shares, and intraregional trade
intensities show that Asia is following a pattern of “open regionalism”, that is, one that does not
discriminate against non-regional members. In other words, increasing regional interdependence
for Asian economies is happening together with integration with world markets and the global
economy. While this is also common to other major regions in the world, it is more pronounced
in Asia.

Foreign Direct Investment

Another measure of the extent to which national markets are integrated regionally and globally is
given by foreign direct investment (FDI). However, unlike trade data, FDI data are less
comparable over time and across countries. National authorities in charge of issuing licenses for
manufacturing operations—or agencies such as boards of investment or industrial development
authorities—are usually the best sources for data on FDI. They typically classify ownership by
nationality. But these data are very difficult to compare across countries because, for example,
individual classifications followed over the years tend to change. Instead, balance of payments
statistics, where FDI is included under the capital account, are a better source for cross-country
and time-series comparisons. Unfortunately, it is difficult to get consistent data showing FDI
inflows and outflows by country of origin and destination over the years.

Bilateral FDI data are weaker than other bilateral data. The International Monetary Fund (IMF) is
undertaking a survey, similar to the Coordinated Portfolio Investment Survey (CPIS), to provide
reliable measures of bilateral FDI. But the results of this survey are not expected to be available
for a long time. In this paper we use balance of payments data collected by the United Nations
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Conference on Trade and Development (UNCTAD) from national sources. They have anomalies,
and usually don’t add up to reported national totals (for example, Malaysia).

These data show that IA’s reliance on intraregional investment is high, similar to that of Europe
(Figure 5). In terms of the two-way investment flows—inflows plus outflows—in 2003, 64% of
IA’s FDI flows were regional, with a similar share for Europe (75%). Both Japan and Hong
Kong, China have Asia-focused FDI investment portfolios and are Asia’s two largest investors.
Each accounts for about one-third of regional outward investments (all other economies
accounting for the remaining third), although Hong Kong, China data may be subject to “round-
tripping” with the People’s Republic of China (PRC). In general, the intraregional share of FDI in
the flows of smaller groups (ASEAN, MERCOSUR) is not very pronounced.

In general, the FDI regional share coefficients seem to be rising, but the data are variable and the
period too short to allow strong conclusions. Besides, the observed period includes the economic
slowdown that began in 2000. Despite the data limitations, the principal findings we can draw
from this analysis are as follows: (i) intraregional FDI in Asia is high, comparable to levels in
North America and Europe; (ii) the intraregional share of FDI may be rising gently over time, in
Asia as well as in other regions; (iii) and because Asia’s FDI patterns are dominated by a few
large investors, they could change rapidly—for example, as the business environment makes it
possible to eliminate round-tripping through Hong Kong, China, the PRC tends to become a more
important investor.

Figure 5: FDI Inflows and Outflows, Intraregional Share

80%

60%

40%

20%

0% T T T
1998 1999 2000 2001 2002 2003

=== ASEAN === ASEAN+3 = [A-16 EAS =—— NAFTA == EU-15 =— MERCOSUR

Authors' computations based on data sourced from United Nations Conference on Trade and Development,
available: www.unctaf.org
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Financial Integration

Two types of measure are often used to assess the extent of financial market integration: price
indicators—to measure the degree to which the price of the same financials asset is equalized
across countries—and quantity indicators to measure financial asset cross-border trade volume
and holdings.

To have a closer look at price indicators of financial integration, we examine cross-country
correlations of financial asset returns by constructing the degree of co-movement of stock prices.
When financial markets become more integrated we expect market movements of stock prices to
become more closely associated with each other. Figure 6 shows the average of pairwise
correlation coefficients of quarterly changes in stock price index in different regions. To calculate
the correlation coefficients, we use quarterly data on stock exchange indexes, averaging daily
data from Bloomberg® and convert these indexes from national currencies into US dollars.

Figure 6: Pair-wise Equity Prices Correlations (Intraregional),

Simple Average

0.8
0.69
0.7 1 0.65 [ earlier
| 0.60 0.57 O3 1999-2007
0.6 0.54
0.49 Earlier period:
0.5 0.46 EU (92-98)
0.4
030 NAFTA (80-98)
0.3 MERCOSUR (90-98)
0.2
0.1
0.0
MERCOSUR Integrating Asia-10 EU-15 NAFTA

Authors' computations based on data sourced from Bloomberg, available: www.bloomberg.com
Integrating Asia-10 includes: People’s Republic of China; Hong Kong, China; Japan; Republic of Korea;
Malaysia; Indonesia; Philippines; Singapore; Taipei,China; and Thailand.

5 Available: www.bloomberg.com
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The results of this analysis show that the value of the correlation coefficients before and after the
1997/98 crisis increases considerably for all regions, especially for MERCOSUR.® The average
value of the equity prices correlation for IA economies, in particular, increases from 0.46 during
1992-1998 to 0.54 during 1999-2007. However, this result alone cannot be used as an indicator
of increased financial integration, as the stronger correlation among Asian stock exchange
indexes may be due to an increased correlation between Asian indexes and indexes outside the
region, which is simply reflected in the intraregional values. But as we observe that bilateral
correlations between Asian stock indexes are generally higher than those with the US—before
and after the 1997/98 financial crisis—and that bilateral correlations between Asian stock indexes
have increased before and after the crisis in about 80% of cases, we conclude that Asian financial
integration—as measured by price indicators—is growing.

Table 1 shows cross-border holdings of total international portfolio assets and liabilities in major
world regions. The IMF Data are from the Coordinated Portfolio Investment Survey. In 2006, the
share of financial assets (liabilities) held intraregionally by IA economies was a mere 9.6%
(11.1%) in 2006. But for Integrating Asian economies excluding Japan, the intraregional share of
assets (liabilities) increased to 25.3% (16.8%) in the same year.” Although these ratios are not
particularly high, especially when Japan is included in the analysis, it is interesting to observe that
they have increased from 2001. In particular, the share of intra-regional assets (liabilities) within
Integrating Asia was only 5.6% (10.1%) in 2001, or 15.0% (13.7% for liabilities) when Japan is
excluded. We conclude, therefore, that intraregional financial integration in Asia as measured by
quantity indicators is growing—although it is still quite low—especially when Japan is excluded
from the region. An international comparison shows further that although IA is far from matching
the financial integration of the EU—the ratio for intra-EU assets (liabilities) holdings was 61.7%
(62.3%) in 2006—generally, the intraregional shares of international financial assets for
Integrating Asia are higher in magnitude than those in Latin America and comparable to
those in NAFTA.

® The differences across regions in the periods available before 1997 and the lack of data for some

countries, may partially account for the different performances. For instance, of the 10 MERCOSUR
countries data are available only for only six countries (Argentina, Brazil, Chile, Colombia, Peru,
Venezuela), and data of the 16 integrating Asian economies are available only for 10 economies
(People’s Republic of China; Hong Kong, China; India; Indonesia; Japan; Republic of Korea;
Malaysia; Philippines; Singapore; and Thailand).

The picture changes substantially depending on Japan’s inclusion. Japan is by far not only the largest holder of
financial assets and liabilities in Asia, but also its financial flows with the rest of the world have a strong bias in
favor of non-Asian destinations, especially the US.
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Table 1: Intra-regional Portfolio Investment (US$ Billion)

Assets invested in

Liabilities received from

iegl:zrrljing TA15 (IA-16 Total 1A15 (IA-16 Total
country Japan IA-16 US Assets Japan IA-16 US Liabilities
less Japan) less Japan)
2001
IA-15 (IA-16
48.6 20.0 68.6 63.6 324.8 48.6 21.8 70.4 132.2 354.0

less Japan)
Share (%) 15.0 6.2 21.1 19.6 100.0 13.7 6.1 19.9 37.4 100.0
Japan 217 n.a. 21.7  490.2 1,289.8 20.0 n.a. 20.0 197.8 5423
Share (%) 1.7 n.a. 1.7 38.0 100.0 3.7 n.a. 3.7 36.5 100.0
1A-16 70.3 20.0 90.3 553.8 1,614.6 68.6 21.8 90.4 330.1 896.3
Share (%) 4.4 1.2 5.6 343 100.0 7.7 2.4 10.1 36.8 100.0
2006
1A15 (IA-16

237.9 282  266.6 136.8 941.9 238.4 50.7 289.1 516.9 1,415.5
less Japan)
Share (%) 253 3.0 28.3 14.5 100.0 16.8 3.6 20.4 36.5 100.0
Japan 50.6 n.a. 50.6  797.6 2,343.5 28.2 n.a. 28.2 585.6 1,434.9
Share (%) 22 n.a. 22 34.0 100.0 2.0 n.a. 2.0 40.8 100.0
IA-16 288.5 28.2 3167 9344 3,285.3 266.7 50.7 3174 1,1024 2,850.4
Share (%) 8.8 0.9 9.6 28.4 100.0 9.4 1.8 11.1 38.7 100.0
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Memo Items (Intra-regional Shares, %)

Assets Liabilities

Regions

2001 2006 2001 2006
Integrating Asia-16 5.6 9.6 10.1 11.1
IA15 (IA-16 less Japan) 15.0 253 13.7 16.8
ASEAN 11.0 10.4 11.8 9.4
ASEAN+3 3.1 3.7 5.9 4.3
East Asia Summit 5.7 7.2 9.1 6.9
EU-15 60.0 61.7 57.1 62.3
MERCOSUR 5.6 4.5 1.0 1.4
NAFTA 16.2 13.9 11.8 12.8

n.a. = not available. IA = Integrating Asia, US = United States. Integrating Asia-16 includes Brunei Darussalam; Cambodia; People’s

Republic of China; Hong Kong, China; India; Indonesia; Japan; Republic of Korea; Lao People’s Democratic Republic; Malaysia; Myanmar;
Philippines; Singapore; Taipei,China; Thailand; and Viet Nam. Authors’ computations based on IMF 2007. Coordinated Portfolio Investment
Survey. Available: www.imf.org/external/np/sta/pi/cpis/html

Output Correlation as a Measure of Macroeconomic Interdependence

As A economies develop closer links in trade and finance, the importance of their markets as
drivers of regional economic activity increases. Based on the findings shown in the previous
sections, one would therefore expect the macroeconomic interdependence among Asian
economies to have increased in recent years. Indeed, this is increasingly so as Asian economies
have become more and more subject to similar shocks originating within and outside the region.
The ADB (2008) Emerging Asian Regionalism (EAR) study provides enough evidence that
intraregional trade among integrating Asian economies is mostly intra-industry (parts and
components, or intermediate products in the same industry), suggesting that when industry-
specific shocks hit the region, they will tend to propagate quickly across economies. Moreover, as
integrating Asian economies remain largely dependent on exports (especially of final products) to
outside regions, a demand shock from the US or Europe will tend to hit Asian economies in a
similar way. Several studies suggest that business cycle synchronization greatly increased among
Asian countries after the 1997/98 crisis (see ADB 2008, page 153).
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In order to discuss the extent of deepening macroeconomic interdependence in Asia, Europe, and
North America, we calculate the output correlation of 1A, EU, and NAFTA for the period 1983—
2005. The results are shown in Figure 7. Data are available only for 11 IA economies (People’s
Republic of China; Hong Kong, China; India; Indonesia; Japan; Republic of Korea [Korea];
Malaysia; Philippines; Singapore; Taipei,China; and Thailand). We take the natural logarithm of
quarterly GDP data in local currency from Oxford Economics® and apply the Baxter-King method
to derive the data cyclical component by filtering the data from short-term fluctuations and the
long-term trend. We then conduct the correlation using a 12-quarter moving average using the
filtered cyclical component of GDP and nominal GDP values of individual economies as weights.
Based on data availability, we run the correlation from the first quarter (Q1) of 1983 until Q4
2005, as the Baxter-King filter drops the last 12 observations and we estimate the GDP values
until Q4 2008 (at the time of writing, actual GDP data were available until Q2 2008).

Figure 7: Output Correlation of Integrating Asia-11, EU-15, and NAFTA with Themselves

1.0 5

- Asial1 =——EU15 NAFTA
0.8 + /\

v /\

0.6 1 ’
0.4 - \
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-0.6 Authors' computations based on data sourced from Oxford Economics 2008. Forecasting and Analysis, available at:
www.oef.com/OE_FA IntMac.asp. Integrating Asia-11 includes: People’s Republic of China; Hong Kong, China; India;
Indonesia; Japan; Korea; Malaysia; Philippines; Singapore; Taipei,China; and Thailand.

The results of the output correlation exercise show that macroeconomic links among integrating
Asian economies have increased considerably since the Asian financial crisis of 1997/98.

& See www.oef.com
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Although the sharp increase shown in Figure 7 in the correlation at the end of the 1990s is largely
due to the impact of the Asian financial crisis on the real economy, we also observe that the
average correlation before and after the crisis has increased substantially. In the last decade, the
degree of macroeconomic interdependence among integrating Asian economies is comparable
with the EU and NAFTA.

As emphasized in ADB (2008), the correlation of Asian GDP with the EU and NAFTA has also
increased in recent years, as Asian trade expanded with both European and North American
countries that are Asia's major trading partners and Asian trade (Figure 8). We conclude therefore

that Asian economies are becoming increasingly interdependent among themselves as well as
with the EU and NAFTA.

Figure 8: Output Correlation of Integrating Asia-11 with:
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Authors' computations based on data sourced from Oxford Economics 2008. Forecasting and Analysis, available at:
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People-to-People Exchange

As production networks link Asia together, labor flows in the region increase together with the
creation of new employment opportunities. Intraregional labor migration is induced by the
expanding gaps in levels of economic development, incomes, population dynamics, skill
imbalances, and policies designed to regulate the flow of people from suppliers to recipients of
labor flows. Anecdotal evidence suggests that labor migration flows and, more generally, people-
to-people exchange, have greatly increased among Asian economies in recent years (Chia 2006).

But it is difficult to gain a clear picture of the labor migration flows from and to Asian countries,
and particularly within the region. There is no good data set quantifying labor flows across
countries over the years in a consistent manner. Collecting information on intraregional flows is
even more challenging. A recent study which gathers information for various national sources
suggests that there may be some 15 million East Asian workers abroad and about 12 million
foreign workers in East Asia (Hugo, 2008). Key exporters of labor are the Philippines, Indonesia,
Myanmar, Thailand, and Viet Nam, while key recipients are Hong Kong, China; Japan;
Singapore; and Malaysia.

Due to the lack of consistent and comparable information on labor migration, we construct a
measure of intraregional flows of tourism (Figure 9), using data from the World Tourism
Organization, as a proxy of a regional people-to-people exchange indicator. Several countries did
not report data for 2006, and when possible, these holes were filled by extrapolating the 3-year
growth of the flows from 2002-2006. Tourism shares move slowly and have substantial
intraregional bias. Thus, the share of intraregional arrivals ranges from around half of ASEAN
inflows to three-quarters of NAFTA inflows.

Figure 9: Intraregional Shares of Tourism, Two-way Flows
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Source: United Nations World Tourism Organization. Yearbook of Tourism Statistics (various years).

Available: www.un.wto.org. For a definition of Integrating Asia-16, see note to Figure 2. 16| P
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The data have been netted of Macao, China-Hong Kong, China-PRC flows (in other words, those
tourism flows are treated as if they were movements of people inside the PRC). If those data are
included, then the high visitor counts between PRC and Hong Kong, China—which often involve
very short visits for commercial purposes—dominate Asian statistics and generate very high, yet
biased intraregional tourism flows. To be sure, similar phenomena do occur in Europe and North
America, but these are smaller relative to the overall tourism flows in those regions and therefore
do not impact the results as extensively.

Variations among regions are not very pronounced: NAFTA and EU have two-way flow shares in
the low 60% range, while Asian groups and MERCOSUR have shares in the mid 50% range. In
recent years, however, the two-way tourism flow shares for NAFTA and EU have been falling
while Asian shares have been rising—in other words, intra-regional tourism flows are converging
across regions, and they are likely to meet in another three or four years if extrapolated linearly.

Intraregional Income Gap

As economies within the same region become more integrated, the income gap between rich and
poor economies tend to reduce. Many studies have shown how the income gap between European
economies inside the EU has shrunk much faster than between those outside the EU. Empirical
studies usually find that increased economic integration and regional openness leads to an
increased converge of income levels, as factors of production become more mobile. The capacity
of regional groups' members to close the income gap faster than non-members has been a main
reason for the new members of the EU to apply for membership.’

The rapid growth in regional integration occurred among Asian economies during the last two
decades is reflected in a pronounced decline of the intraregional income gap, which happened at a
much faster speed than in Europe and the Americas. Table 2 shows the evolution of total
population, GDP, and GDP per capita of economies in Asia, Europe (EU-15) and the Americas
(NAFTA and MERCOSUR). From these figures we calculate four different income indicators on
intraregional income gap (Table 3). "Gap I" is the ratio between the highest and the lowest GDP
per capita in each of the three regions (Asia, Europe, and the Americas), while "Gap II" shows the
ratio between the largest GDP per capita in the region and the region's average. As the economies
with the largest or smallest GDP per capita in each region are often "outliers" and may not
necessarily serve as good proxies for the intraregional income distribution, we have calculated
two more ratios to include the average of the 3 economies with the largest (smallest) GDP per
capita in each region. "Gap III" measures the ratios between the 3 economies in each region with
the highest and lowest GDP per capita in each region, while "Gap IV" is the ratio between the 3
economies with the highest GDP per capita and the region's average.

® See Fisher, Sahay, Vegh (1988), Barbone and Zalduendo (1996), Dorrucci, et. al (2002), and
Vamvakidis (2008).
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The historical evolution of the intraregional income gaps in Asia, Europe, and the Americas
during the last two decades is shown in Figure 10. While the order of magnitude across the four
gaps (Gap I, II, III, and IV) varies substantially, the figures clearly shows how the income gap in
Asia has been declining decreasing much faster in Asia than in Europe and the Americas. This
trend supports the conclusion drawn so far by observing other indicators of economic integration,
i.e. that during the last couple of decades Asia's integration has proceeded at a fast pace, which is
generally higher than that observed in Europe and the Americas.

Figure 10: Declining Intraregional Income Gap in Asia
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Indicators of Regional Policy Cooperation

Against the background of intensifying regional relationships, regional intergovernmental
cooperation efforts have substantially intensified. The form of this cooperation has varied across
and even within world regions, ranging from formal agreements designed to lead the integration
process, to informal measures to manage the consequences of integration. It has involved
increasingly frequent consultations on regional issues, ranging across all levels of government.
Today, most regional heads of state have multiple, scheduled opportunities to meet each year, and
their ministers and national agencies’ executives meet frequently in various forums. In Asia, these
forums range from independent regional organizations such as the Executives’ Meetings of East
Asia-Pacific Central Banks (EMEAP), to those conducted in the framework of regional
organizations such as ASEAN, ASEAN+3, Asia-Europe Meeting ASEM), or Asia-Pacific
Economic Cooperation (APEC), and even regional forums organized by global institutions such
as United Nations (UN) agencies and the Bank for International Settlements (BIS).

Alongside intensifying regional consultations, formal methods of cooperation have also
deepened. This has been true in many areas of governance. In finance it has ranged from the
unprecedented currency union established in Europe, to more limited measures such as the
liquidity assistance facilities set up by the Chiang Mai Initiative and new initiatives to establish a
Bank of the South in Latin America. Regional organizations have also emerged to discuss and
develop standards for products, environmental issues, education, and many other areas of
economic activity. And importantly, a wide range of initiatives has been launched to liberalize
trade and investment on a regional or bilateral basis.

Just as the range of policy cooperation initiatives is wide, so is the range of measures to track its
progress. In this section, we focus on a single, formal index of regional cooperation, and
complement it with a broader, qualitative discussion of the progress of cooperation specifically in
the Asian region. The formal measure is based on free trade agreements (FTA) that have been
notified to the World Trade Organization (WTO). Such agreements now exist in all major regions
of the world, and indeed are approaching full coverage of each regional economy. The qualitative
discussion reviews the status and function of the many cooperative mechanisms that have
emerged in Asia in recent years.

Trade Agreements

Table 4 shows a summary of FTA initiatives involving at least one of the 16 IA economies, being
proposed, negotiated, or already concluded. As of 30 June 2008, the 16 IA economies had
concluded 48 FTAs, while the number of FTAs under negotiation or proposed involving these
economies was 47 and 42 respectively. Of these 137 FTAs, only 30 (or about 20%) concerned
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negotiating bodies (either individual economies or groups) located within the IA region, while
104 involved at least one negotiating body located outside IA.

Table 4: Integrating Asia’s Free Trade Agreements (FTA) (as of 30 June 2008)

Negotiating Body Concluded Neg:t(ii:tl;on Proposed Total inside IA outside IA
ASEAN 3 3 0 6 4 2
Brunei Darussalam 3 0 4 7 3 4
Cambodia 1 0 2 3 2 1
China, People's Rep. of 8 5 10 23 8 15
Hong Kong, China 1 1 0 2 1 1
India 9 10 12 31 8 23
Indonesia 3 1 6 10 4 6
Japan 8 7 4 19 12 7
Korea, Republic of 6 5 11 22 9 13
Lao PDR 3 0 2 5 3 2
Malaysia 4 5 4 13 5 8
Myanmar 1 1 2 4 2 2
Philippines 2 0 4 6 3 3
Singapore 12 9 5 26 6 20
Taipei,China 4 2 1 7 0 7
Thailand 6 6 6 18 7 11
Viet Nam 1 2 2 5 3 2
TOTAL (*) 48 47 42 137 30 107

(*) The total avoids double-counting and does not correspond to the vertical sum of FTA by status.

Concluded = Signed and/or under implementation.

Under negotiation = Under negotiation with or without a signed framework agreement.

Proposed = Involved parties are considering creating an agreement, establishing joint study-groups or joint taskforces and/or
conducting feasibility studies for an agreement.

Data sourced from Asia Regional Integration Centre, 2008. Available: www.aric.adb.org
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A formal index of trade policy cooperation can be developed by constructing a “Trade
Agreements Matrix” (TRAM) similar to a bilateral trade matrix, that is, a matrix with cells that
indicate whether or not there is an FTA in effect between the economies identified in the
corresponding rows and columns. A summary indicator can then be calculated as the percentage
of all possible bilateral cells covered by an FTA:

T6= Y2, n;/ N(N-1) for ij € G (3)
where

T denotes the trade agreement index for group G
n; is equal to 1 if i and j have an FTA and zero otherwise
N is the number of countries in G

The index reaches 100% when all economies in G are covered by a regional FTA or have all
possible bilateral agreements among them. Using information available at the WTO on the
number of agreements that have been notified by the various negotiating bodies, we construct the
index shown in Figure 11. The index shows that EU-15 achieved 100% in 1986'°, NAFTA in
1993, and ASEAN in 2000. MERCOSUR (Venezuela) and the various “ASEAN-plus”
arrangements are not yet there.

Figure 11: FTA Density Indicator
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Authors' computations based on data sourced from the World Trade Organization (www.wto.org) and Asian Regional
Integration Center (www.aric.adb.org) IA-16 = Integrating Asia-16: for a definition see note to Figure 2.

"% Tt should be noted that the index for Europe-30, which includes the current 27 EU member countries
plus Iceland, Norway, and Switzerland, hasn’t reached unity yet, although it is very close to it (97%).

29|Page



These calculations encompass both bilateral FTAs linking two countries (negotiating bodies) and
FTAs that link two countries (negotiating bodies) as part of a larger, plurilateral agreement. Even
if these two types of FTAs were otherwise equivalent, their economic effects could still differ due
to “rules of origin” (ROQOs) that are normally written into FTAs to limit trade concessions to
products primarily produced within signatory countries. Thus, a country may have bilateral FTAs,
say, with both the PRC and the Republic of Korea, but a product produced by the two together
may not qualify for FTA treatment under either bilateral agreement. In technical terms, the value-
added of partners in different FT As does not usually cumulate in determining whether the product
originates within either FTA. By contrast, a plurilateral agreement usually allows “cumulation”.
Were it not for this difference, a TRAM matrix filled with bilateral agreements would be
equivalent to a plurilateral regional FTA.

As noted above, the TRAM matrix on which these calculations are based was developed
primarily on the basis of WTO data on agreements that have been notified to the WTO, and an
FTA is entered in the matrix based on the date on which it took effect. One exception to this
general rule is that FTAs concluded in 2008 were also included in the matrix, based on recent
information from the ADB’s Asia Regional Integration Center FTA database. Not all of these
agreements had taken effect as of 2008, and in some cases they have not even been ratified by all
signatory countries.

IA-16 has a high level of trade policy cooperation by this measure, comparable to that of the EU-
15 in the early 1980s. ASEAN, which is at the core of Asian cooperation efforts, completed its
FTA internal agreements in 2000, and it is in the process of deepening them though a blueprint
designed to create an ASEAN Community by 2015. ASEAN has now also established FTAs with
PRC, India, Japan, and Korea, and so the IA TRAM is now full, except for agreements among the
latter four countries.

Figure 10 clearly indicates the sequential pattern of trade and investment cooperation across
world regions. Europe was followed by South America, then by North America, then by Asia. It
also shows that South American trade policy cooperation proceeded more slowly than other
initiatives, once it was underway. Initially, South American agreements moved along two
separate tracks, with an FTA among the north Andean countries, and an FTA among the
MERCOSUR countries. In 2004 these tracks were merged to establish a single South American
group, which is now nearly complete pending the admission of Venezuela into MERCOSUR.

Trade policy cooperation in Asia, though it began later, has moved more rapidly than in Europe
and the Americas. But the FTA agreements concluded in Asia are often not as deep or wide-
ranging in their initial coverage as agreements have tended to be in Europe and the Americas.
One reason for this is that Asian agreements typically envision multiple rounds of negotiations,
and thus have a built-in mechanism for generating improvements over time. Agreements
elsewhere tend to be larger and deeper, but are less frequently reopened and improved, either with
respect to new partners or sector coverage.
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Regional Policy Forums

Trade agreements are only part of the complex fabric of regional cooperation. For example, the
ADB (2008) study identifies 14 major groups that now help to manage varied requirements of
cooperation among the 16 TA economies. The first of these organizations—ASEAN—came into
existence in 1967, and seven more were started in the following 30 years. Since the 1997/98
crisis, six more have been established, nearly doubling the forums available for regional
economic cooperation. In addition, several existing groups (especially ASEAN) have been
substantially strengthened over the years.

As the number of organizations facilitating cooperation has increased, so has the range of their
activities. In addition to the general regional groupings, specialized institutions have emerged to
address financial issues, including three with somewhat overlapping memberships to facilitate
dialogue among central bank officials. The forums differ substantially in scale, from the
expansive 28-member Asia Cooperation Dialogue to the Brunei Darussalam-Indonesia-Malaysia-
Philippines-East-ASEAN Growth Area (BIMP-EAGA), for example, which comprises only some
provinces of its member countries.

A summary of the different areas in which the groups cooperate is provided in Table 5. It is
interesting to note that the functions vary systematically with the scale of different groupings.
Large forums tend to concentrate on national and international issues, including major trends in
the region’s political and economic relations, finance, and trade, while the smaller ones have
more focused agendas dealing with issues such as transport, energy, environment and agriculture.
There is, nevertheless, considerable functional overlap among them—for example, nearly every
forum deals with trade. It is, however, reasonable to suspect that real overlap is more limited, in
that groups concentrate their activities on narrower initiatives than the formal announcements
suggest. And while duplication and competition among groups could be wasteful, it also provides
incentive for groups to compete in the services they offer—that is, to be proactive and efficient in
finding approaches that benefit their members.

Potentially more important than the scope of cooperation is its intensity—the degree to which
cooperation leads to better outcomes. Table 6 summarizes various types of regional cooperation
groups in the area of financial and macroeconomic cooperation in Asia, which typically involves
information exchange and policy dialogue. But cooperation built on binding or contractual
frameworks is still lacking. Ultimately, strengthening regional policy cooperation in Asia will
require nurturing stronger regional institutions.
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Summary of Indicators of Asian Regionalism

To assess the extent of Asian regionalism and its evolution over the last few decades, we draw from the
data and results discussed in the previous sections to compare the values of selected market integration
and regional cooperation indicators for IA with those of the EU and observe how these indicators have
evolved over time, before and after the 1997/98 Asian financial crisis. Figure 12 shows the result of this
comparison, where the value of the indicators for IA is expressed in percent of EU values.

Figure 12: Regionalism Indicators (IA as a % of EU)

Equity Correlation
100
8
60
Intraregional Trade 40 Intraregional
Share 20 Tourism
FTA Density GDP Correlation

— before '97 — after '97

Authors’ calculations based on data shown in Figures 3, 6, 7, 9, and 10.
The number of economies included in Integrating Asia varies according to data availability.

The figure reveals some striking characteristics of Asian integration: first, IA is quickly approaching EU
benchmarks, and second, it is doing so across a wide range of indicators, which all have more or less
reached 80% of levels in the EU. In this exercise we use the intraregional trade share as a proxy of
production integration; the correlation among the region’s stock price indexes as a proxy of financial
integration, the correlation among quarterly GDP growth rates to observe the extent of macroeconomic
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interdependence; the intraregional share of the two-way flow of tourism as a proxy of people-to-people
interactions, and the index of FTA density as an indicator of intergovernmental policy cooperation.

Several points should be noted. To start with, the assessment of the degree of regional integration and
cooperation can depend critically on the choice of indicators. For example, the degree of integration of
Asian financial markets is quite high, comparable to that of European markets, when it is measured by
equity price correlation. But using a quantity measure of intraregional financial asset holdings, the degree
of financial integration in Asia turns out to be much lower than that of Europe. The structures and
efficiency of financial markets also differ substantially between the two regions. It is therefore difficult to
reach a clear conclusion on the gap between Asia and Europe in terms of financial integration. The
intraregional share of the two-way flow of tourism is used for a proxy of people-to-people interactions,
but it doesn’t measure the degree of labor market integration, which would be of greater interest for
economic policy discussions. The extent of regional integration in labor markets in Asia is lower than that
of Europe. In Asia, the degree of integration in financial and labor markets falls behind that of trade and
investment.

Of course, these comparisons should not be viewed as suggesting that Asia is following a European path
to economic integration. Indeed, as the next section will show, Asia is much less homogeneous than
Europe. This can help to explain why Asia has developed its own distinct path toward economic
regionalism and why intergovernmental cooperation is evolving more slowly in Asia than it did in
Europe.

Toward Greater Cooperation in Asia: Similarity Measures

As Section 2 made it clear, Asian economies, especially the 16 economies that have been integrating more
closely during the last decade, are increasingly interconnected through markets. The indicators introduced
above show that the degree of regional integration in trade, direct investment, financial markets, and other
forms of economic and social interactions have increased over time. Notably, some forms of economic
interdependence—particularly trade and production networks—are deeper in Asia today than they were in
Europe in the early stages of European regionalism in the 1960s or 1970s.

But Asia falls far behind Europe in the extent of intergovernmental cooperation. Over the last decade,
there have been various new initiatives of intergovernmental cooperation attempting to foster market-led
integration and to create regional public goods aimed at increasing macroeconomic and financial stability.
Regional policy dialogue at all levels has greatly deepened. But, as shown in Section 3, Asia’s official
cooperation is still week and formal regional institutions remain relatively underdeveloped.
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Can Asian regionalism move forward? Deeper integration necessitates further official cooperation in the
region. The case for greater intergovernmental cooperation in Asia is compelling (ADB, 2008, Chapter 7).
The integration of Asia’s production networks and the proliferation of FTAs beg for further cooperation
in trade policy. Enhanced intergovernmental dialogue is needed to further strengthen regional financial
monitoring, supervision of financial institutions, and ultimately increase regional resilience against future
financial crises. Macroeconomic policy cooperation is also needed to manage increasing macroeconomic
interdependence more effectively. The region also needs mechanisms to manage regional public goods in
areas such as health, environment, and safety.

Ultimately, intensified cooperation requires stronger regional institutions. Because Asian regionalism is
“institution-lite”, the creation of some new mechanisms and institutions would help intensify cooperation
in the region. For example, creating an Asian Secretariat for Economic Cooperation that addresses
macroeconomic and financial issues and develops effective mechanisms to respond to shocks and crises
in global and regional markets could provide adequate professional expertise to facilitate a deeper and
more formal cooperation among the region’s central banks, finance ministries, and other agencies as well
(ADB 2008).

Building consensus among Asian economies, especially the larger and more powerful ones, remains a
major challenge. Asian economies share many common objectives, but they also have different priorities.
Differences are often amplified by history, culture, and politics. To a certain extent, regional cooperation
requires the sacrifice of national authority to regional institutions. Participation in an extreme form of
monetary policy cooperation—such as a common currency, for example—implies that member countries
delegate their monetary policy to an anchor country’s central bank or a new regional central bank. The
benefit would be in the higher gains that member countries receive from shared regional sovereignty.

Developing a more formal institutional framework is a process involving not only economic decisions,
but also critical political decisions by participating countries. Indeed, negotiations to form new regional
institutions necessitate political, ideological, and social affinity among members. If countries have similar
ideological preferences over economic policy objectives as well as political and cultural values, they will
likely be more willing to accept neighbors’ policies and to cooperate with each other.

It is the political, cultural, and social differences between Asian countries that are often seen as the
ultimate barrier hindering the process of cooperation and integration. The experience of the EU over the
past half century demonstrates that regional integration encompasses political, social, and cultural factors
that are fundamental in building bridges across diverse societies. Social and cultural proximity among
European countries with common political goals has undoubtedly facilitated closer cooperation and
institutional development.

Similarity of Political Interests

There is no perfect measure of the degree of political similarity between nations. There are attempts to
measure the similarity of state preferences/interests among two states (dyads) based on the extent to
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which they have common foreign policy interests. Since the pioneering work of Bueno de Mesquita
(1975), the similarity of states’ alliance policies is used as a common measure. However, data on states’
formal security-alliance may not always provide enough information to gauge accurately the similarity of
states’ common political interests. A number of different data sources such as UN votes, diplomatic
missions, and disputes are also suggested to measure states’ policy positions in common.

We use data on voting at the UN to construct the measure of political proximity between two countries.
This is based on the fraction of the votes that they cast on the same side in the UN General Assembly.'' In
doing so, we assume that when the UN voting pattern of nations is more alike, their political interests are
more similar.

Our measure of similarity is the ‘S’ index or the ‘affinity of nations’ index (Signorino and Ritter 1999).
When state i’s and j s UN vote portfolio are P; and P;, respectively, the similarity index S is defined by

S(P.P,)=1-2d(P,P,)/d"™ @

where
d (P, P;) is the sum of metric distance between votes by dyad members; and
d™ is the maximum possible distance for those votes.'>

The similarity index ranges between -1 (most dissimilar) and 1 (most similar).

Similarity of Political Institutions

Political factors that affect the process of negotiation and cooperation include the characteristics of
political institutions such as democracy. A nation with a fully institutionalized democracy would have
difficulty fully engaging with a hereditary monarchy. We assume that the more similar the characteristics
of political regimes among two states, the more likely it will be for the authorities to agree on the process

" We use data on UN roll-call votes on resolution in the United Nations General Assembly collected by Erik

Voeten (www9.georgetown.edu/faculty/ev42/UNvoting.htm). Alesina and Dollar (2000) and Barro and Lee
(2005) used the UN voting data to investigate the influence of the US and major power countries on foreign-aid
and IMF lending decisions.

N
We adopt the countries’ votes absolute distance matrix, which is commonly used: d (xl. , X /.) = Z|xi -y /.‘ . The votes
1

are coded as 1 for “yes” or approval for an issue, 2 for “abstain” and 3 for “no” or disapproval for an issue.
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and form of cooperative arrangements among them."? For measurement, we use the ‘S’ index for political
regimes, which takes values in the interval [-1,+1], and measures the average distance between two states’
political regimes. The raw data used in this analysis is from the Polity IV database,'* which assesses the
characteristics of countries’ regime authority, ranging from full autocracy (-10), to full democracy (+10).

Similarity of Religion

People would cooperate more easily and intensively with friends than with strangers. Familiarity with the
culture and social values of neighbors or sharing the same culture and values can play an important role in
fostering regional cooperation. Cultural and religious dissimilarities are often argued to lead to interstate
conflict. Some authors believe that since the end of the Cold War, conflicts between different civilizations
have been increasing."

We construct a measure of religious similarity to assess the extent to which two countries share similar
cultural values and religious beliefs. We use a measure of religious similarity between dyads based on
four major world religions (Christianity, Islam, Buddhism, and Hinduism). '® The index is similar to the
‘S’ index and defined as:

4
1->

k=1

RF-R*

®)

k k . .. . . . . .
where R/ and R; denote the fraction of the religion k in the population of country i and j respectively.

The index, which ranges between -1 (most dissimilar) and +1 (most similar), measures the similarity and
dissimilarity notably only in four major religions. In other words, the dyads of countries which have small
population shares in all four major religions assume an index value very close to 1 (most similar),
regardless of their difference in other religions and the percentage of the population that is classified as

3 One can argue that states with high levels of democratic political institutions would find it easier to agree on
benefits of cooperation and the processes of joint decision-making. However, the democratic process
necessitates more discussion and majority support from the public and the legislature in making major decisions
such as joining a new regional institution. Even autocratic regimes can have a stronger collaboration (for
example, the former Soviet bloc and the PRC-North Korea alliance). It seems that more important to
coordination and cooperation is not the level of democracy of states but the similarity of their political regimes.

The Polity IV Project (Political Regime Characteristics and Transitions, 1800—2004), under the direction of
Monty G. Marshall at George Mason University, carries data and analysis through 2006 (www.cidem.umd.edu/

polity/data/).
'S Huntington (1996).

'® The raw data comes from Barret et al. (2001) and Barro (2006).

41|Page



nonreligious. For simplicity, we assume that the inter-country differences in nonreligious population and
in the population professing other religions do not influence the process of policy coordination and
cooperation between countries.'’

Trends of Regional Political and Cultural Similarity

Figures 13—15 present the measures of political and cultural similarity by region and country groups for
the years 1960, 1980, and 2000.

Figure 13 shows that according to the UN vote measure, the political affinities among Asian economies
increased substantially since 1960. The average value of similarity of political interests between the pairs
of ASEAN economies jumped from 0.41 in 1960 to 0.92 in 2000. The current level of political proximity
in ASEAN is quite high, comparable to that existing in the EU. The degree of similarity of political
interests among ASEAN+3, EAS, or IA is on average lower than that among ASEAN economies. This
reflects the relatively low degree of political proximity existing between ASEAN member countries and
other Asian countries. In fact, in 2000, the average of political proximity for ASEAN economies was 0.56
with Japan, 0.58 with Korea, and 0.76 with India. In contrast, the level of political proximity between the
ASEAN members and PRC was relatively high, 0.88."

Figure 13: Similarity of Political Interest
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IA-15 includes: Brunei Darussalam; Cambodia; People’s Republic of China; Hong Kong, China; India; Japan; Korea; Lao
People’s Democratic Republic; Malaysia; Indonesia; Philippines; Singapore; Taipei,China; Thailand; and Viet Nam.
Authors’ calculations based on data sourced from United Nations General Assembly, originally collected by Erik Voeten.
Available: www.georgetown.edu/faculty/ev42/UNvoting.htm

Different religions can have different effects on people’s attitudes towards non-religious or other religion
population. See Guiso et al. (2003).

In 2000 the average political proximity of ASEAN members with Australia and New Zealand was, respectively,
0.51 and 0.57.
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It should also be noted that the quite low degree of political proximity within NAFTA (0.09 in 2000),
primarily reflects the US tendency to vote independently from the majority of other UN member
countries, including Canada (0.15) and Mexico (-0.36), on resolutions such as those related to the Israel-
Palestine conflicts.

Figure 14 shows the changes in the similarity index of political regimes for each regional group. Asia has
relatively lower degree of political institution similarity compared with Europe, NAFTA, or
MERCOSUR, because it includes countries at considerably different stages of development of democratic
institutions. This is also remarkably true for ASEAN, whose index was only 0.22 in 2000, compared with
0.99 for the EU, 0.87 for NAFTA and 0.82 for MERCOSUR." The degree of political proximity among
ASEAN+3 economies further declines to 0.19, reflecting the wider diversity of political regimes between
the PRC and Japan (or Korea).

Figure 14: Similarity of Political Regimes
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For a definition of IA-15, see figure 12, Authors’ calculations based on data resources from the Polity IV Project, under the direction of Monty G.
Marshall at George Mason University. Available www.cidem.umd.edu/polity/data/

¥ For ASEAN group, the degree of political similarity declined in 1980s. In some ASEAN economies such as Lao
PDR and the Philippines, political institutions became more autocratic during the 1980s. Since many ASEAN
economies did have autocratic political regimes at that time, the deterioration of democracy in some countries
contributed to the increase in the degree of regional political similarity in ASEAN.
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Finally, Figure 15 depicts the heterogeneous culture present in Asia, compared with other regions. In
2000, the average intraregional religious proximity index was only 0.03 for ASEAN and 0.09 for the
IA15, compared with 0.87 for the EU. Although the figure does not show individual countries’ values, it
is interesting to report that among EAS members, the PRC has a relatively high level of religious
proximity with the other countries (0.31), while the lowest level is registered for India (-0.41).

Figure 15: Religious Similarity
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Are Asian Countries Too Different Politically and Culturally?

The three similarity indexes included in this paper show that Asian countries have indeed lower levels of
political and cultural proximity among themselves compared with other regions, especially Europe. The
lower political proximity in Asia may imply that it may be difficult for Asian countries to bring together
the political will to cooperate toward the formation of new regional institutions. However, Asia’s (and
especially ASEAN’s) level of similarity of political interests has increased rapidly over time, and the
average of intraregional political proximity for Asia in the year 2000 is higher than that for Europe in
1980. This suggests that the lack of political proximity may not necessarily be an insurmountable barrier
to developing deeper official cooperation in Asia. At the same time, it is likely that political proximity
will increase over time if Asian markets continue to integrate and if governments and related agencies
continue to conduct effective policy dialogue. As countries gain confidence in the benefits of concerted
action and the processes of joint decision-making, their political similarity is destined to increase.

On the other hand, the indexes of similarity of political regimes among the pairs of Asian countries do not
show any convergence, and remain quite low over time. The diverse stage of development of political
institutions may indeed be a barrier to intensified cooperation. However, As Asian economies maintain
rapid growth, increased economic prosperity will call for greater political freedom and accordingly
greater change in political regimes. If the political change happens over time, political institutions in
Asian countries will become more similar, converging to a more democratic regime.

The measure of religious similarity we adopt in this paper shows that the level of cultural and social
proximity among Asian countries is currently low. It would be difficult to predict any substantial change
in this measure for the next few decades, although the trend of increasing social interactions and labor
mobility may help to mix different religions and cultures over time.

Concluding Remarks

The main findings of this study are that economic interdependence has been generally rising in Asia in the
last decade and is approaching European levels, especially in trade and investment. Regional integration
has greatly increased within a group of 16 ‘integrating’ Asian economies including the 10 ASEAN
members, the ‘plus-three’ countries (PRC, Japan, Korea), as well as Hong Kong, China; India; and
Taipei, China. We also find that increasing market interdependence is not limited to the development of
regional production networks via trade and foreign direct investment, but also encompasses financial
flows, synchronization of business cycles, and other forms of economic and social exchange.

Nonetheless, despite significant progress in regional economic integration, cooperation among Asian
governments remains weak and official institutions for regional cooperation are relatively
underdeveloped. While this discrepancy between integration and cooperation has been widely noted, this
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study is one of the first to propose a partial explanation by finding that quantitative measures of political
and cultural proximity for Asian countries are relatively low in comparison with those for other regions,
particularly Europe.

Although the conclusions of this study are based on a comprehensive analysis of extensive quantitative
indicators, there is still considerable room for improving its empirical base. We would benefit, for
instance, from a better proxy for intraregional labor flows. We also need more work on separating
regional from global co-movements in the correlation analysis of macroeconomic trends. Our indicator
for policy cooperation (the trade agreements matrix) needs to be improved and complemented with
indicators for regional cooperation on financial and social issues. And we will need to develop better
ways to combine various indicators for regional integration and cooperation in an aggregate measure.
Similarity measures could be improved by adding other variables that reveal social and political
preferences as well as educational backgrounds. All this could help to build firmer foundations for
examining interactions between regional integration and cooperation in Asia.

Some policy implications can be also drawn from our study. Asian economies may need to be more pro-
active in building institutional capabilities for economic policy cooperation than countries in some other
regions, since political and social connections among them are less likely to drive the process of
cooperation than elsewhere. Although there is no need for Asia to emulate Europe in developing a large
body of regional institutions, the current institutional setting in Asia remains shallow and not well
coordinated. In particular, the difficulties and delays Asia is showing in providing a coordinated regional
response to the ongoing global financial turmoil may reflect weak formal institutions, especially with
regard to the provision of technical expertise and the capacity to take initiatives in time of crisis. In part,
based on this logic, ADB’s Emerging Asian Regionalism (2008) study proposes several new mechanisms,
such as the creation of an Asian Secretariat for Economic Cooperation or an Asian Financial Stability
Dialogue to help plan, coordinate, and implement regional economic policies.
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