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INTRODUCTION 

INTERNATIONAL ECONOMIC INTEGRATION AND ASIA: 
AN OVERVIEW 

Michael G. Plummer and Erik Jones 

The trend towards regionalism in Asia is no longer particularly new. 
True, the ASEAN Free-Trade Area (AFTA), formed in 1992, was the 
only major formal economic integration accord in East Asia in the 1990s, 
and even AFTA has not been completely implemented yet, with the 
newer ASEAN Member Countries still having a long way to go. In fact, 
there have been only a few relatively small accords (such as the Japan-
Singapore and Singapore-United States free-trade areas) that have 
actually been substantially in effect since 2002. But no doubt this was the 
calm before the storm. Now a plethora of regional accords have either 
been signed or are in the works. And these accords are no longer the 
minor bilateral agreements that have been much debated over the past 
few years; some are major arrangements indeed. The ASEAN-China 
agreement of November 2004 is one example. Others range from 
ambitious proposals coming out of Japan to ASEAN+3 (that is, ASEAN, 
China, Japan, and South Korea) initiatives to smaller free-trade areas 
such as the Thailand-Australia free-trade area. 

Certainly, bilateral and regional accords, consistent with the letter of 
the WTO but denounced by many as being against its spirit, are 
reshaping the emerging commercial policy of East Asia and will 
constitute an important part of its future. Such accords are also moving 
beyond the traditional confines of real-sector integration to embrace 
financial cooperation as well. In fact, the link between trade and finance 
has become increasingly appreciated in the international economic 
literature. History has taught that the failure to allow sufficiently for 

1 



2 Michael G. Plummer and Erik Jones 

financial aspects of trade integration can do much to undermine the 
sustainability of an agreement. 

In this book, which is a compilation of works of some of the most 
influential scholars in the area of Asian economic integration and global 
economic cooperation, we have two major goals: (1) to consider the 
implications for Asia of global bilateral and plurilateral accords, both 
within and outside of Asia; and (2) to identify some of the key lessons 
that regionalism outside of Asia, particularly in Europe, may hold for the 
fledgling Asian economic integration trend. In approaching the topic of 
East Asian regionalism in this way, we attempt to augment our 
understanding of what the trend implies, suggest how it can best be 
directed, evaluate the economic costs and benefits of various agreements 
in the works, and draw lessons from the rest of the world in configuring 
the process. 

In this introduction, we present a quick review of economic 
integration in East Asia (Section 1), followed in Section 2 by a brief 
review of lessons that might be gleaned from the oft-cited European 
experience, as well as a statistical overview of economic links between 
Europe and Asia. A synopsis of the chapters included in the volume is 
offered in Section 3. 

An Overview of East Asian Integration1 

There have been many excellent surveys of regional economic 
integration in Asia (e.g., Kawai in this volume, Naya 2002, Asian 
Development Bank 2002). ASEAN tends to stand at the core of Asian 
integration, at least from an institutional perspective. We provide in this 
section a brief contextual review of this evolution. As AFTA and free-
trade areas (FTAs) between ASEAN Member Countries and outside 
partners dominate the trend towards regionalism in Asia, our focus is on 
ASEAN. 

Briefly, we would first suggest several factors influencing the 
regionalism trend in East Asia that stem directly from the Asian 
Financial Crisis, including: (1) the obvious contagion relationships, 

1 This section borrows from Naya and Plummer (2005). 



International Economic Integration and Asia 3 

which demonstrated the policy externalities across countries in ASEAN 
and the Asian Newly Industrialized Economics (NIEs);2 (2) major 
disappointment with respect to the US reaction to the Crisis, leaving the 
feeling of 'being in it alone together'; (3) the lack of progress in the Asia 
Pacific Economic Cooperation (APEC) organization in achieving closer 
trade and financial cooperation, as well as associated development 
assistance cooperation; (4) Japan's offer to create an Asian Monetary 
Fund during the Crisis — opposed by the IMF and the United States — 
gave the impression that Japan wanted to be pro-active in the region; (5) 
arguably, China's decision not to devalue during this period also created 
a sense of solidarity; (6) the 'New Miyazawa Plan,' launched in October 
1998 which dedicated $30 billion to help spur recovery in East Asia (and 
deemed highly successful);3 and (7) the policies promulgated by the IMF 
to solve the Crisis were deemed inappropriate, giving greater credibility 
to the 'Asian approach.' 

Hence, the Crisis itself set the stage for serious and durable East 
Asian regionalism. There are many other internal and external forces at 
work that have expedited the process, such as the rise of regionalism 
globally and its potential negative effects on the region; the successful 
example of the Single Market Program in Europe and, eventually, 
monetary union; general pessimism regarding what can be achieved at 
the WTO in light of failure to move forward at the Seattle and Cancun 
WTO Ministerials; and the potential inherent benefits of FTAs.4 

Table 1.1 gives a chronology of the most significant Asian initiatives 
that have developed over time. Despite the many early agreements in 
ASEAN's history that were mainly political and token in nature, its first 
major initiative was AFTA (1992).5 However, in true ASEAN fashion, 

2 The NIEs are composed of South Korea, Singapore, Taipei, China, and Hong Kong, China 
3 Kawai, this volume. 
4 The WTO Ministerial meeting in Hong Kong in December 2005 prepared the 
framework for what seemed to be a possible accord under the Doha Development 
Agenda. However, the negotiators failed to meet their self-imposed deadline of April 
2006 and at the time of this writing, no agreement is in sight. 
5 For example, the Preferential Trading Agreement (PTA), was a positive-list approach to 
trade liberalization with small margins of preference and limited product coverage, expanded 
somewhat during the 1980s but with no real impact on trade. Industrial cooperation, such 
as the ASEAN Industrial Project (AIP) system, never really got off the ground. 
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rather than commit to regional integration in sensitive areas, the specifics 
of AFTA were left somewhat ambiguous, with the agreement 
committing the ASEAN Member Countries to free trade in manufactures 
over a 15-year timeframe. Also, the definition of 'free trade' was loose, 
as it included tariffs in the range of 0-5 percent, rather than the 
traditional zero percent.6 After the original agreement, ASEAN 
broadened the scope of goods covered by AFTA and the period of 
implementation has been shortened such that AFTA was technically in 
full effect for the original Member Countries (Indonesia, Malaysia, the 
Philippines, Singapore and Thailand) and Brunei Darussalam in 2004, 
though there continue to be transitional periods for products on the 
temporary exclusion lists (e.g., sensitive products such as rice and 
automobiles in some cases) and some country-specific implementation 
problems in certain areas. The original target for full implementation was 
2006 for Vietnam, 2008 for Laos and Myanmar, and 2010 for Cambodia. 
Recently, ASEAN decided to speed up the process such that AFTA will 
be fully completed in 2007. ASEAN has also made important strides in 
the area of investment cooperation, e.g., in the form of ASEAN 'one-stop 
investment centers' and the ASEAN Investment Area (ALA). These 
efforts at industrial cooperation have been designed with essentially the 
same goal in mind as AFTA: reduce transactions costs associated with 
intra-regional economic interaction. 

In November 2002 the ASEAN Heads of Government proposed that 
the region should consider the possibility of creating an 'ASEAN 
Economic Community' (AEC) by 2020, with even more recent proposals 
to move up the date to 2015. This explicitly put the European experience 
front and center in terms of design, even if the ASEAN leaders have in 
mind an Economic Community with ASEAN characteristics. The 
ASEAN leaders agreed, at the Bali ASEAN Summit in October 2003, to 
create a region in which goods, services, capital and skilled labor would 
flow freely, though the details remain to be worked out. 

6 In fact, this range of tariffs probably contradicts the requirements spelled out in Article 
XXIV of the GATT/WTO, but as was noted earlier ASEAN benefits from the Enabling 
Clause, which has always freed it from these constraints. 
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The reasons behind the decision to create the AEC are many, 
including: (1) the desire to create a post-AFTA agenda that would be 
comprehensive; (2) the perceived need to deepen economic integration in 
ASEAN in light of the new international commercial environment, 
especially the dominance of FT As; (3) the possibility that bilateral FT As 
could actually jeopardize ASEAN integration since all Member 
Countries were free to pursue their own commercial-policy agenda; and 
(4) the recognition since the Asian Crisis that cooperation in the real and 
financial sectors must be extended concomitantly, and that free flows of 
skilled labor will be necessary to do this.7 

In addition to an ebb in progress related to the APEC 'Bogor Vision' 
of open trade and investment, there have been several events that have 
shifted the ASEAN focus to its East Asian neighbors. First, even with the 
successful APEC Summits at Blake Island and Bogor, the East Asian 
Economic Grouping (EAEG) concept never faded away. On the contrary, 
it began to grow in substance. Strangely, the initiative came from 
ASEAN's effort to expand economic cooperation with the EU, but the 
EU's desire to deal with all of East Asia led to ASEAN's asking China, 
South Korea, and Japan to participate. The first Asia-Europe Meeting 
(ASEM) was held in Bangkok in March 1996, and officials from 
ASEAN and the rest of East Asia met with EU representatives — a 
format which was regularized and continues to date. Even though the 
initial impetus for these meetings was economic cooperation with the 
EU, the significance for East Asian regionalism lies in that these 
meetings brought officials from ASEAN, China, South Korea, and Japan 
together, to discuss issues of economic cooperation. In 1997, these 
meetings culminated in an informal summit of the APT Heads of State in 
Kuala Lumpur. 

The original 'Miyazawa Plan' was initiated by Japan during the Asian 
Crisis to create an Asian Monetary Fund to supplement the IMF. It was 
opposed by the IMF and the United States, but eventually led to the 
establishment of currency swap arrangements among East Asian 
countries (essentially bilateral swaps between Japan and individual 

7 The free flow of all labor, including unskilled labor, was deemed too politically difficult 
to consider in the AEC. 
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countries) during the annual meeting of the Asian Development Bank in 
May 2000 (the 'Chiang Mai Agreement'). 

However, financial integration in general is a complicated process. 
Usually it occurs well into the process of regional integration, as 
suggested by the experiences of the EU and the creation of the euro 
(discussed below), which was only possible after decades of a customs 
union and a common market. Because the benefits of monetary 
cooperation are less clear — particularly in the Asian case, since 
exchange rate stability among Asian countries is of limited value for the 
many countries that trade heavily outside the region — and the political 
benefits are far less obvious than in the EU case, countries have begun to 
focus more on FTAs, at least as a first step. 

The lack of influence of APEC in the Asian Financial Crisis has 
served to solidify East Asia's move in favor of an APT approach. The 
current spate of agreements, however, have not been extended to the 
entire APT, but rather have come more from ASEAN to individual 
countries. For example, the completion of the China-ASEAN joint FTA 
study in the summer of 2001 prompted Japan to quickly initiate a study 
of its own with ASEAN. One month later, at the 2001 APT meeting in 
November, ASEAN and China announced their intention to negotiate a 
free trade area within 10 years (the agreement was formalized in a 
Framework Agreement in December 2004). At the end of 2005, the first 
East Asian Summit was held. 

In short, regional economic cooperation accords in Asia have been 
booming; in addition to the FTAs cited above, many more are being 
currently negotiated. This has led to many concerns regarding the 
potential significance of this trend to the multilateral trade system and 
'open regionalism' in the region. President Kuroda of the Asian 
Development Bank has expressed concern for an Asian 'noodle bowl' 
effect, that is, the possibility that these accords will evolve in such a way 
as to be incompatible and deleterious to trade and investment in the 
region. But regardless of whether or not the trend is positive for the 
regional and global Good, it has become a 'fact on the ground' 
meritorious of serious academic study. This book hopes to contribute to 
its analysis. 



Table I.l. Chronology of Asian Integration: ASEA 

Main Points: A S E A N 

P A N E L A 
A S E A N C o n c o r d 
1. Established A S E A N Secretariat 
2. Treaty of Amity: Mutual Respect for 
independence, sovereignty, equality, territorial 
integrity and identity of nations, i.e. non 
inference 
3.Establishment of Zone of Peace, freedom, and 
neutrality 
1. ASEAN Industrial Project agreed upon 
2. Preferential Trading Agreement (PTA) 
1. Accelerate PTA 
2. Accelerate and make more flexible ASEAN 
Industrial Joint Venture (AUV) 
1. ASEAN Free Trade Area (AFTA) 
2. Common Effective Preferential Tariff (CEPT) 

1. Proposal for ASEAN Vision 2020 

2. ASEAN 2020 presented, a broad long term 
vision for ASEAN in 2020 (with ASEAN 
Economic Community in mind) 
Hanoi Plan of Action adopted to move towards 
Vision 2020: 
1. Advance AFTA to 2002, 9 0 % intra-trade 
subject to 0 -5% tariff 
2. ASEAN Investment Area (AIA)-goal 
investment liberalization within by ASEAN 
2010, outside A S E A N by 2020 
3. ASEAN Surveillance 
4. Eminent Persons Group (EPG) proposed to 
come up with plan for A S E A N Vision 2020 

A S E A N 
Summit 

1"-Bali 

2"a-Kuala 
Lumpur 
3M-Manila 

4m-S ingapore 

5m-Bangkok 
1st informal-
Jakarta 
2 n a informal-
Kuala Lumpur 

6m- Hanoi 

Year 

1976 

1977 

1987 

1992 

1995 
1996 

1997 

1998 

A P T 
Summi 

l ' - K u a 
Lumpu 

2"a-Han 



Table 1.1 (Continued) 

P A N E L B 
EPG develops plan for Vision 2020: 
1. Concern that ASEAN not effective 
in responding to Asian Crisis, so 
proposed financial cooperation. 
2. Speed up AFT A 
3. Accelerate AIA 
4. To respond to surge of China, need 
to become more competitive, attract 
investment, faster integration, and 
promote IT 
Adopted Initiative for ASEAN 
Integration (IAI): 
1. Framework for more developed 
ASEAN members to assist those less-
developed members in need 
2. Focus on factors to enhance 
competitiveness for new economy: 
education, skills development, and 
work training 
-Challenges facing ASEAN: 
Declining FDI, erosion of 
co mp etiti venes s. 
-Road map for Integration for 
ASEAN to achieve 2020 
-Go beyond AFTA and ALA by 
deepening market liberalization for 
both trade and investment 

-AEC end goal of Vision 2020 

-Vientiane Action Plan 
-Australia attends for 1st time 

3 r d informal-
Manila 

4 t h informal-
Singapore 

V^-Brunei 

S^-Phnom 
Penh 
c^-Bali 
10 th-
Vietianne 

1999 

2000 

2001 

2002 

2003 
2004 

3 rd-Manila 

4" -
Singapore 

S^-Brunei 

6m-Phnom 
Penh 
Sl^-Bali 
10m-
Vietianne 

Notes: In 1998, 1999 and 2000 China speeches always contain idea of giving advic 
of other countries, like Japan and Korea. 

Source: Adopted from Naya and Plummer (2005). 
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The EU and Asia: Lessons and Statistics 

The EU is widely believed to be the most successful example of regional 
economic integration created in the post-World War II period. Given the 
rise in East Asian regionalism reviewed above, it seems natural to 
consider to what degree the EU experience might be applicable to 
'widening' and 'deepening' of economic integration in Asia. Moreover, 
the sheer size of the EU in the global economy renders it extremely 
important to the export-oriented developing countries of East Asia. 
Hence the reason why many of the contributions to this volume consider 
both 'lessons and links' associated with the EU-Asian relationship. 

To begin, we note that the East Asian status quo today is very 
different from the origins of integration in Europe. First, the 
contemporary global marketplace is much more open. The GATT/WTO 
rounds as well as unilateral liberalization have led to extensive 
reductions in trade barriers and to huge increases in international capital 
flows (including foreign direct investment [FDI]). In turn, this openness 
suggests that the costs of using regional integration as a form of 
'fortress,' that is, to maximize trade diversion, are consequently much 
higher than they were in the past, as separating the regional economy 
from the global production chain has become too costly. 

Second, regionalism globally has grown by leaps and bounds — 
particularly recently; trade groupings reported to the WTO come to well 
over 200, with a majority being established after 1995. East Asia has 
been negatively affected by economic integration in its largest markets 
(United States, EU) by recent integration schemes and, hence, is 
apprehensive regarding new initiatives, such as the enlargement of the 
EU to include Central and Eastern Europe and the Free Trade Area of the 
Americas (FTAA) proposal.8 Thus, the recent decisions to engage in 
horizontal and vertical integration stems both from the EU example of 
success as well as a defensive reaction to integration elsewhere. It may 
also be an example of 'the flag following trade,' rather than 'trade 
following the flag' (as in the case of the EU). 

For example, the Single Market Program had a significantly negative impact on Asian 
exports and NAFTA seems to have hurt certain export sectors (see Kreinin and Plummer 
2002). 
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The differences are not only evident in comparisons across time. They 
also show up in comparisons across countries and regions. The 
expansion of the EU to include the 10 Central and Eastern European 
countries in May 2004 is the first time that the EU embraced 
'transitional' countries; prior to that date all 15 EU countries were 
developed countries. East Asia, on the other hand, features developed; 
'dynamic Asian economies'; middle-income developing countries; and 
least-developed countries. The Asian Development Bank in its Asian 
Development Outlook 2002 notes that the coefficient of variation 
(standard deviation divided by the mean) on income levels within 
ASEAN was 1.61 in 2000, whereas the corresponding figure for the EU 
was 0.6. Economic-integration initiatives are far more complicated and 
risky in such an environment.9 

The EU is also more integrated than East Asia. As of 2004, intra-
Asian trade came to slightly less than one-half of total trade (48 
percent).10 This is far less than the two-third share of intra-Western 
Europe trade, although somewhat higher than intra-NAFTA trade (40 
percent) and significantly higher than intra-Latin American trade (17 
percent). As intra-regional trade in Asia has evolved as part of a 
regionalization process and the EU has been pushed by a series of policy-
driven discriminatory initiatives (beginning with the European Coal and 
Steel Community and the European Payments Union and continuing on 
to the Treaty of Rome, the Single Market Program, and Economic and 
Monetary Union), it is, perhaps, unfair to make a direct comparison of 
Western Europe and East Asia as 'natural' economic blocs. Indeed, 
double-density measures, in which intra-regional trade is normalized by 
shares in global trade, tend to be higher in the context of East Asia, 
ranging in 2000 from 1.4 to 2.2 in the case of EU countries and 2.6 to 5.5 
in the original ASEAN countries. 

Hence, at least at the level of intra-regional trade, the EU and the East 
Asian situations are arguably similar in terms of statistical indicators. But 
this is not true at the subregional context, where most economic-

9 See, for example, ADB (2002) for a discussion of related issues. 
10 Trade data cited in this section derive from IMF, Direction of Trade Statistics, various 
issues. 
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integration initiatives are taking place. Intra-ASEAN trade came to only 
about one-fourth of total regional trade, and there is not an obvious trend 
in terms of changing shares: since 1990, intra-regional exports have 
fluctuated between one-fifth and one-fourth of total trade, and intra-
regional imports have been slightly lower.11 This underscores the fact 
that ASEAN could never presume to use an inward-looking regional 
approach in order to develop, as the EU did in the 1950s and 1960s: the 
region is just too small and dependent on the rest of the world. A 
'Fortress ASEAN' would be a disaster, a reality that the ASEAN leaders 
appreciate as they have always stressed 'open regionalism' in their 
initiatives.12 

Regarding the 'links' between the EU and East Asia, Western Europe 
is Asia's third most important trading partner, after Asia itself and North 
America. While trade with the United States is almost 50 percent higher 
than trade with the EU, at 17 percent the EU share in Asian trade is 
significant and constitutes a key market for Asian exports. In fact, from 
the perspective of the structure of trade, Asian exports to the EU tend to 
be in the region's most dynamic areas, especially electrical machinery, 
electronics, and transport equipment (SITC 7).13 For all East Asian 
countries save Indonesia and Vietnam, SITC 7 is the largest sector for 
exports to the EU at the 1-digit level, and in most cases it constitutes 
greater than half of all exports, even in resource-abundant countries such 
as Malaysia and the Philippines. Moreover, in all cases save Singapore 
— where SITC 7 already constituted over three-fourths of total exports 
to the EU — the share of SITC has grown significantly since 1995, in 
some cases spectacularly (e.g., in the Philippines from 39 percent to 76 
percent). In sum, the EU is a key market in terms of quantity and quality, 
even if it is not the largest. 

The same can be said of FDI flows. Promoting FDI as a means of 
attracting (non-debt creating) long-term capital flows, foreign exchange, 
access to foreign markets, and technology transfer is a high priority for 

11 This discrepancy comes, inter alia, from much double-counting in intra-regional 
ASEAN trade, e.g., in the area of petroleum-related trade. 
12 'Open regionalism' is a term developed in the context of APEC in which regional 
initiatives are all non-discriminatory vis-a-vis third parties. 
13 The data summarized in this section come from Plummer (2002). 
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all Asian countries from the least to the most developed, and in most 
cases is thought to have played a salient role in economic growth 
performance.14 Regional economic integration accords such as AFT A 
can promote FDI inflows through reductions in transactions costs (be 
they border or non-border in origin). In doing so, they establish an 
attractive business environment within which multinationals can profit 
from a vertical division of labor, as well as facilitate the emergence of 
multinationals within the developing region itself. EU integration 
constitutes an excellent example of how this process can work. 

The EU continues to be an important supplier of FDI to East Asia.15 

In the early-mid 1990s, the United States and Japan each exported more 
FDI to ASEAN than the combined EU-4, in some years signficantly 
more so. However, recent FDI data suggest an increasing European 
presence in ASEAN; EU-4 FDI outflows to ASEAN exceeded both 
Japanese and U.S. FDI outflows to the region in 1999, and exceeded U.S. 
FDI outflows in 2000. 

In terms of FDI stocks, the major EU countries in 1999 had much 
smaller positions compared to the United States and Japan.1 Among the 
EU countries, the United Kingdom had the largest FDI stock in ASEAN 
($6.3 billion), followed by Germany ($6 billion) and France ($3.6 
billion). This compares with U.S. and Japanese positions of $46 billion 
and $21 billion, respectively. However, over the 1990-1999 period, EU 
FDI stocks grew fairly impressively. In fact, in terms of US dollars, the 
growth in German outward FDI stock in ASEAN was, at 302 percent, the 
fastest of all these countries. The U.S. outward FDI stock grew by 293 
percent and French FDI stocks by 109 percent, whereas the stock of the 
United Kingdom and Japan actually fell by 15 percent and 24 percent, 
respectively. 

14 Certain high-growth countries, especially Japan and South Korea, did not actively 
promote FDI during their respective high-growth phases. However, today they have 
placed an emphasis on promoting FDI inflows. 
15 This discussion is drawn from Plummer (2002). 
16 The data for this paragraph were taken from OECD, International Direct Investment 
Statistics 2001 (CD-Rom, 1980-2000), with author's adjustments to convert to U.S. 
dollars in the case of the EU countries and Japan. 
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Overview of the Book 

The starting point for our analysis is the burst of integration activity both 
within and involving the Asian region. In Chapter 1, Masahiro Kawai 
provides an unblinkered assessment of what has been accomplished and 
what remains to be achieved. He argues that much of Asian regionalism 
has been triggered both by competitive forces and by the examples of 
regionalism elsewhere. Kawai describes past milestones and then goes on 
to explain how existing impediments can be surmounted. Here he 
focuses not only on issues related to trade, finance, and exchanges, but 
also on the biggest questions of trust and leadership. He concludes that 
Asian regionalism will develop as Asian economic interdependence 
continues to deepen. Nevertheless, he cautions that Asian leaders must 
work hard to develop a shared vision of their regional future, and they 
must also be sure to ensure that this vision is shared by the public as 
well. 

Any vision of Asian regionalism must rest on an understanding of 
the most appropriate sequencing for formal integration. The standard 
presumption is to start with trade. However, this presumption may not be 
best for Asia. In Chapter 2, Richard Pomfret examines the relative failure 
of Asian trade integration and contrasts that with the real potential for 
integration in the monetary domain. Although Pomfret is careful to note 
the difficulties that such monetary integration would entail, he is 
optimistic that progress in forming an Asian currency region would 
stimulate progress in trade integration as well. The biggest challenge, of 
course, will be the larger Asian countries — and particularly China, 
which remains committed to the use of capital controls. Nevertheless, 
Pomfret concludes that monetary integration would be more likely to 
lead trade integration in Asia than the other way around. 

Both Kawai and Pomfret note the influence of the European example 
on the development of Asian Regionalism. In Chapter 3, James 
Angresano considers what lessons Europe may hold for Asia. His 
analysis focuses on the prospects for further deepening relations between 
ASEAN, China, Korea, and Japan (ASEAN+3). As with both Kawai and 
Pomfret, however, Angresano gives particular emphasis to China and 
Japan. He argues that while European experience reveals the importance 
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of political commitment, it does not provide a clear institutional blueprint 
that the Asian countries should strive to adapt. Instead, Angresano 
cautions against transplanting institutions out of context and he stresses 
that Asian regionalism should emerge from the pattern of Asian 
development. This argument is not a hand-wave at cultural relativism. 
Rather it is an explanation of where institutions matter and why. In this 
sense, Angresano's analysis dovetails with Kawai and Pomfret: He 
reinforces the call for political vision and leadership and yet remains 
open to the eventuality that Asian regionalism will develop in its own 
fashion. 

The next two chapters focus on particular aspects of Asian 
regionalism. In Chapter 4, Reid Click and Michael Plummer draw 
attention to the co-integration of stock market performance to ask 
whether further institutional integration is warranted. They focus on 
five stock markets — Indonesia, Malaysia, Philippines, Singapore, and 
Thailand — representing the original members of ASEAN. And they find 
that these markets are not completely segmented by national boundaries. 
Indeed, the level of co-integration is such, Click and Plummer argue, that 
further formal integration is not only feasible but also desirable because 
there is less diversification benefit from investing in separate national 
markets and a common regional market would offer greater liquidity. 

The prospects for an Asian currency union is the subject of Chapter 5. 
Taking the example of European monetary integration and now eurozone 
enlargement, Sergio Rossi questions whether the institutions and 
processes used to create a single currency in Europe could be applied to 
Asia. Rossi is sceptical. Although he admits to the arbitrariness of some 
of the criteria used for convergence in the European case, he also notes 
the importance of dynamics related to relative levels of development and 
productivity growth — specifically the Balassa-Samuelson effect. His 
scepticism has been expressed by the European Council as well. At 
its June 2006 summit in Brussels, the European Council rejected 
Lithuania's bid to join the single currency, citing an expected 
acceleration of Lithuanian price inflation as justification. Although five 
of the Central and East European member states formally protested this 
decision, the underlying logic is widely accepted. As Lithuania catches 
up to EU productivity levels, it should be expected to experience 
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relatively higher rates of domestic price inflation. This same logic 
applies to the Asian countries. As Rossi notes, the productivity 
differentials across Asia are even larger than across Europe, and so the 
obstacles to forming a stable monetary union are greater as well. 

The next three papers look at relations between Europe and Asia. In 
Chapter 6, Hiro Lee and Dominique van der Mensbrugghe use a 
computable general equilibrium (CGE) model to analyze the impact of 
European Union enlargement both within Europe and on the Asian 
region. They find that while the Central and East European countries will 
benefit from joining the EU, the ASEAN region will face greater 
competition in those sectors where the new member states are 
competitive — 'processed food, textiles, apparel and transport 
equipment'. And while the effect will be small, it will also be 
concentrated on the 'low and lower-middle income countries of ASEAN 
and China'. 

Chapter 7 looks away from the East Asian region to focus on the 
impact of Europe on the countries of South Asia. The South Asian region 
is often ignored in discussions of Asian regionalism because it has made 
so little progress in terms of formal regional integration. As Jonathon 
Moses and Maggi Brigham demonstrate, it may also be ignored because 
its economic relationship with Europe is so marginal. Through a careful 
review of the data for trade, investment, and migration, Moses and 
Brigham reveal how little the countries of South Asia interact with the 
countries of Europe. As a result, they suggest, the two regions not only 
lose the potential gains from their interaction, but also the potential 
stimulus this might have for South Asia economic and political 
development. Moses and Brigham place particular emphasis on the 
possibilities for increased migration as a source of developmental 
stimulus. However, they are careful to note that such migration would 
require a substantial change both in economic thinking about 
development and in political thinking about relations between Europe 
and the outside world. 

The economic relationship between Europe and South Asia is weak. 
By contrast, the economic relationship between Europe and the South 
Mediterranean is very strong. If it is true, as Moses and Brigham argue, 



16 Michael G. Plummer and Erik Jones 

that a strong North-South economic relationship provides a useful engine 
for development, then the effects should be evident in the Mediterranean. 
The Mediterranean example could also offer important lessons as to how 
the countries of East Asia should structure their economic relations with 
the North — and with Europe. This is the logic behind Chapter 8, where 
Nicolas Peridy compares the external trade policies of the Mediterranean 
countries with those of ASEAN. Peridy finds that the preferential trading 
arrangements between the Mediterranean countries and Europe have 
added considerably to Mediterranean growth. Therefore he argues that 
the ASEAN countries will do well to strike similar deals with their 
wealthier major trading partners — specifically, Japan, Australia, and 
New Zealand. 

Economic development is not guaranteed even with close relations 
between rich countries and poor. Moreover, this is true within geographic 
regions as well as between them. In Chapter 9, Mary Farrell examines 
the transfer mechanisms in the European Union in order to foster 
economic convergence and promote political cohesion. Her goal is to 
draw lessons from the experience of Ireland and Spain for consideration 
in the context of ASEAN — which, if anything, is even more 
economically diverse than the EU. She finds that while the amount of 
transfers made into both countries was considerable, the evidence does 
not show a large impact either on the reduction of unemployment or on 
the acceleration of economic growth. On the contrary, where there has 
been either success or failure, the determinants are more likely to be 
found in domestic politics than in international transfers or regional 
integration. 

By implication, ASEAN would do well to focus more attention on the 
need for domestic structural adjustment than on the development of 
common redistributive institutions. That said, however, Farrell does note 
the success of EU transfer mechanisms in purely political terms. 
Although such instruments may not have fostered real changes in 
underlying economic performance, they did generate popular support for 
European integration in both Ireland and Spain by underscoring the 
solidarity of the region as a whole. This finding brings us back to the 
point made initially in the chapter by Kawai. Integration requires a 
common vision of the future, it requires leadership, and it requires 
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political unity. Whatever their economic effectiveness, common transfer 
mechanisms provide one means of demonstrating that politics matters. 

The primacy of politics is the subject of Chapter 10. J. David 
Richardson and Craig Parsons examine the history of market integration 
in Europe and North America in order to map the determinants for 
political success. Their findings mirror closely the issues raised by 
Kawai. However, they go farther to insist on the need for regional 
institutions, common regulatory authorities, and independent judicial 
enforcement. Such factors have been conspicuously absent in Asia, 
Richardson and Parsons note. However, they were absent in Europe 
before the start of European integration as well. And where Europe 
benefited from the example of the United States, Asia can learn from 
Europe. Hence there is more reason for optimism with regard to Asian 
regionalism than the history of regional integration in Asia might 
suggest. To be successful, however, the project will have to be political 
as well as economic, formal and institutional as well as indirect or 
market-driven. 

In conclusion, these papers provide an overview of Asian regionalism 
that is dynamic and distinctive, innovative and yet still familiar. They 
also point to two challenges for the future. One is to ensure that Asia 
remains open to the world at large. The other is to guarantee that the 
fruits of Asian regionalism are evenly distributed among the participating 
countries themselves. Such challenges must be considered in any vision 
for the future of Asia. We hope that in some small way, these essays will 
help provoke the necessary consideration. 
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CHAPTER 1 

EAST ASIAN ECONOMIC REGIONALISM: PROGRESS AND 
CHALLENGES 

Masahiro Kawai1 

Over the last two decades, the East Asian economies have liberalized 
substantially foreign trade and direct investment (FDI) regimes within 
the frameworks of GATTAVTO and APEC. The resulting expansion of 
trade and FDI has become the engine of economic growth and develop
ment in East Asia. Since the early 1990s, emerging East Asia has also 
liberalized its financial system and capital accounts. The consequent fi
nancial openness has contributed to rapid economic growth by attracting 
both long-term and short-term capital and, together with trade and FDI 
openness, deepened market-driven economic interdependence in East 
Asia. But it added financial vulnerabilities, culminating in the form of a 
financial crisis in 1997-98. 

Following the crisis, the East Asian economies have embarked 
on various initiatives for economic regionalism in the areas of 
trade/investment and money/finance. The crisis prompted the regional 
economies which were increasingly interdependent to realize the impor
tance of economic cooperation among themselves and to make efforts to 
institutionalize such interdependence. For example, Japan and Singapore 
concluded an economic partnership agreement (EPA), and many official 
discussions and negotiations for bilateral and sub-regional free trade 
agreements (FTAs) — such as Japan-Korea EPA, China-ASEAN FTA 
and Japan-ASEAN EPA — are currently underway. In the financial area, 
the ASEAN+3 members — comprising ASEAN, China, Japan and Korea 
— began to undertake the Chiang Mai Initiative, economic surveillance 
and policy dialogue, and the Asian bond market development initiative. 

1 The author is grateful to Michael Plummer for advice on the paper and to Steven Green 
for editorial assistance. He also acknowledges financial support under Grant-in-Aid for 
Scientific Research (B-l6330058) provided by the Japan Society for the Promotion of 
Science. 
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The organization of the paper is as follows. Section 1 discusses the 
logic of recent economic regionalism in East Asia, emphasizing the im
portance of increasing economic interdependence among the regional 
economies and the lack of regional institutions and mechanisms that 
match such interdependence. It emphasizes the surprising extent to which 
the regional economies are integrated through trade, FDI and finance and 
are interdependent in macroeconomic cycles. Section 2 considers (past 
and present) economic cooperation initiatives in Asia, followed in Sec
tion 3 by a closer analysis of the issues and challenges for closer eco
nomic regionalism — or greater institutionalization of regional economic 
integration in East Asia — that can potentially lead to the creation of an 
East Asian Economic Community. Section 4 provides concluding re
marks, arguing that deeper economic integration in trade, investment and 
finance and further institutionalization of such integration can mutually 
reinforce each other. Trust building and political leadership are essential 
to transforming the current drive for economic regionalism into a much 
higher level of integration. 

The Logic of Economic Regionalism in East Asia 

The most fundamental rationale behind the emergence of recent 
economic regionalism is the deepening of regional economic 
interdependence in East Asia. Economic regionalism, through various 
types of policy coordination, can resolve the 'collective action' problem 
by internalizing externalities and spill-over effects that arise from inter
dependence. 

The East Asia region has long enjoyed market-driven integration 
through trade and FDI, while embracing a multilateral liberalization 
framework under the GATTAVTO and, more recently, open regionalism 
through Asia-Pacific Economic Cooperation (APEC). The region has 
avoided discriminatory trade practices. FDI flows to the East Asian 
economies, driven initially by Japanese multinational corporations after 
the Plaza Accord in the mid-1980s, have generated intra-industry trade 
within the region and have contributed to deeper economic integration. 
More recently, NIEs and some middle-income ASEAN countries have 



East Asian Economic Regionalism 21 

become active as investors, particularly in China, whose rise as a large 
trading nation has also strengthened trade — particularly intra-industry 
trade — linkages among the East Asian economies, many of which are 
generated by multinationals. 

The degree of regional economic integration through trade in East 
Asia has been rising fast over the last twenty-five years. Table 1.1a 
summarizes changes in the share of intra-regional trade for various 
groupings in the world over the period 1980 to 2004. The table demon
strates that intra-regional trade as a share of East Asia's total trade has 
risen from 22 percent in 1980 to 44 percent in 2004 (excluding Japan) or 
from 35 percent to 55 percent over the same period (including Japan). 
Now almost 55 percent of East Asia's trade is with itself. The recent 
share of intra-regional trade within East Asia is still lower than that in the 
European Union-15 (62 percent), but exceeds that of the North American 
Free Trade Area (46 percent) in 2004. 

Table 1.1b summarizes changes in the intra-regional trade intensity 
indexes for the same groupings over the same period.2 The table demon
strates that within East Asia, whether including Japan or not, the trade 
intensity indexes, at around 2.3, is higher than those for the EU (1.7), 
though it is lower than that for NAFTA (2.7) in 2004. This observation 
confirms that the degree of regional economic integration through trade 
in East Asia is quite high and comparable to levels seen in NAFTA or the 
EU. It must be emphasized that intra-East Asia trade has expanded rap
idly but not at the expense of extra-regional trade. This suggests that East 
Asia continues to maintain export competitiveness vis-a-vis countries 
outside the region. 

2 The advantage of using trade intensity indexes over trade shares is that the former 
control for a region's relative size in world trade and, hence, present a better measure of 
closeness of the economies within a region. However, a small regional group tends to 
have a high trade intensity index. 



Table 1.1a. Intra-Regional Trade Share(a) (in perce 

Regions 

East Asia-15, including Japan'11 

Emerging East Asia-14(c) 

NIEs-4 

ASEAN-1000 

NAFTA 

MERCOSUR 

Old European Union-15 

New European Union-25 

1980 

34.6 
22.1 

6.4 

18.0 

33.8 

11.1 

60.7 

61.3 

1985 

37.1 
27.5 

6.5 

20.3 

38.7 

7.2 

59.8 

59.8 

1990 

43.1 
32.9 

11.9 

18.9 

37.9 

10.9 

66.2 

67.0 

1995 

52.0 
39.2 

15.5 

24.1 

43.2 

19.2 

64.2 

67.4 

2000 

52.2 
40.7 

15.5 

24.7 

48.8 

20.3 

62.3 

66.8 

2 

5 
4 

1 

2 

4 

1 

6 

6 

Note: (a) The intra-regional trade share is defined as: Xii/{(Xi. + X.j)/2} 
of region i to region i, Xj. represents total exports of region i to the w 
exports of the world to region i. 
(b) The trade intensity index is defined as: [Xii/{(Xi. + X.i)/2}]/[{( 
represents total world exports 
(c) East Asia-15 includes Emerging East Asia-14 and Japan. Emergin 
Asian NIEs (Hong Kong, Korea, Singapore and Taiwan), nine ASEAN 
Indonesia, Laos, Malaysia, Myanmar, Philippines, Thailand and Vietn 
includes Singapore. 
(d) Computation is based on exporting countries' export data, excep 
importers' import data are used when necessary. 

Source: Computed from IMF, Direction of Trade Statistics; CEIC database. 
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Regions 

East Asia-15, including Japan<cl 

Emerging East Asia-14<c| 

NIEs-4 

ASEAN-10<C) 

NAFTA 

MERCOSUR 

Old European Union-15 

New European Union-25 

1980 

2.6 
3.2 

1.9 

4.8 

2.1 

6.6 

1.5 

1.5 

1985 

2.3 
3.3 

1.5 

5.7 

2.0 

4.9 

1.6 

1.6 

1990 

2.2 
2.7 

1.5 

4.4 

2.1 

9.7 

1.5 

1.5 

1995 

2.1 
2.3 

1.5 

3.7 

2.4 

13.2 

1.7 

1.7 

2000 

2.2 
2.3 

1.6 

4.0 

2.2 

14.8 

1.7 

1.8 

200 

2. 
2. 

1. 

4. 

2. 

13. 

1. 

1.7 

Note: (a) The intra-regional trade share is defined as: Xii/{(Xi. + X.,)/2| where Xi 
i to region i, Xi. represents total exports of region i to the world, and X.i re 
world to region i. 
(b) The trade intensity index is defined as: [Xii/{(Xi. + X.i)/2}]/[{(Xi. + X.i)/ 
total world exports 
(c) East Asia-15 includes Emerging East Asia-14 and Japan. Emerging East 
NIEs (Hong Kong, Korea, Singapore and Taiwan), nine ASEAN mem 
Indonesia, Laos, Malaysia, Myanmar, Philippines, Thailand and Vietnam 
includes Singapore. 
(d) Computation is based on exporting countries' export data, except f 
importers' import data are used when necessary. 

Source: Computed from IMF, Direction of Trade Statistics; CEIC database. 
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The recent rise in Asian NIEs' investment contributes to the integration 
of the East Asian economies through FDI and FDI-driven trade. East 
Asia has seen the formation of an 'FDI-trade nexus' — mutual rein
forcement between FDI and trade. An underlying determinant of the 
FDI-trade nexus is the establishment of regional production networks 
and supply chains by multinational corporations. These networks have 
promoted intra-regional division of labor in East Asia through fragmenta
tion of the production process into different sub-processes located in dif
ferent countries based on comparative advantage — relative factor pro
portions and technological capabilities. This strategy has stimulated ver
tical intra-industry trade in parts, components, semi-finished and finished 
products.3 Its important implication is that large inflows of FDI to emerg
ing East Asia have stimulated the region's engagement with trade, in a 
way that reflects the individual economies' stages of industrial develop
ment. More recently China has also begun to participate in such activities 
in an explosive way. 

Market-driven financial integration has also been underway as a re
sult of the increased deregulation of the financial system, opening of fi
nancial services to foreign institutions, and liberalization of the capital 
account in the East Asian economies. Commercial banks have extended 
cross-border loans to banks and corporations throughout the region, and 
such banks have contributed to a closely connected banking sector within 
East Asia. Opening of securities markets, particularly equity markets, has 
attracted foreign portfolio capital inflows. Active commercial bank loans 
and portfolio flows have linked the economies in the region financially, 
creating positive correlations of asset price movements within the region. 
At least part of the contagion of currency crises in the region in 1997 was 
a reflection of such financial linkages. 

Macroeconomic interdependence within the region has recently be
come stronger, as evidenced by a simultaneous contraction of economic 
activity throughout East Asia in 1998 and a simultaneous expansion in 
1999-2000. Though the regional economies may have been affected by 
some common global factors such as US economic cycles and informa-

3 See Athukorala (2003), Kawai and Urata (2004) and Kawai (2004a). 
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tion technology (IT) stock price movements, many of the recent, syn
chronized economic activities in the region can be attributed to strong 
macroeconomic interdependence. 

Cross-country correlation analyses of major macroeconomic variables 
— such as real GDP growth rates, real private consumption, real fixed 
investment, and price inflation rates — over the last twenty-five years 
indicate that macroeconomic activities of the East Asian economies are 
generally highly correlated with each other, with the exception of China. 
Table 1.2 is a summary of factor loadings obtained from the first princi
pal components of East Asian economies' variables.4 The table indicates 
that Japan's real activity variables are more highly correlated with those 
of emerging East Asia than are US activity variables. On the other hand, 
inflation rates of the United States and Japan are equally highly corre
lated with those of emerging East Asia. This suggests that the degree of 
emerging East Asia's real economic interdependence with Japan is 
greater than with the United States, while the degrees of its nominal in
terdependence with Japan and the United States are equally strong. An 
important reason for this is that the United States is subject to supply 
shocks that are different from those affecting East Asia, while it has tra
ditionally provided a nominal anchor role for East Asia through the lat-
ter's currency pegging to the U.S. dollar.5 In view of the rising trade and 
FDI integration in East Asia, there is a growing need for setting up more 
formal institutional mechanisms for trade and investment facilitation, 
harmonization of rules, standards and procedures, and dispute settle
ments. The deepening macroeconomic and financial interdependence 
also suggests a need for conceited efforts to internalize externalities and 
spillover effects, because macroeconomic/financial developments and 
policies of one country can easily affect other countries' performance and 
developments. 

4 See Kawai and Motonishi (2004) for details. 
5 Earlier studies by Eichengreen and Bayoumi (1999) found that, in terms of supply 
shocks, some East Asian nations were just as closely connected with one another as 
European countries were. In terms of demand shocks, ASEAN countries were also 
reasonably connected. See also Bayoumi and Eichengreen (1994) and Bayoumi, 
Eichengreen and Mauro (2000). Using more recent data, Kawai and Motonishi (2004) 
confirm that many East Asian economies are subject to largely symmetric supply shocks. 



Table 1.2. Correlation Coefficients between the First Principal Co 
Asia and the Individual Economy Data (1980-2002) 

Panel A 
Countries/ 
Regions 

China 

Taiwan 

Hong Kong 

Singapore 

Malaysia 

Thailand 

Philippines 

Indonesia 

Real 
GDP 

0.07 

0.51 

0.74 

0.77 

0.90 

0.89 

0.33 

0.89 

Real 
Con. 

-0.14 

0.28 

0.63 

0.76 

0.87 

0.92 

0.31 

0.65 

Real 
Inv. 

-0.26 

0.28 

0.58 

0.59 

0.95 

0.88 

0.55 

0.89 

Real 
Mon. 
Supply 
-0.22 

0.28 

0.41 

0.04 

0.53 

0.69 

0.77 

0.61 

Real 
Price 

-

0.71 

-

-

-

-

0.91 

-

St. Real Ef 
Ex. Rate 

0.43 

0.72 

0.48 

0.77 

0.81 

0.80 

0.81 

0.86 

Notes: (a) The figures are correlation coefficients between the first principal co 
and the original, log first-differenced series of individual countries. 
(b) In this analysis, East Asia includes Japan, Korea, China, Taiw 
Malaysia, Thailand, Philippines, and Indonesia. 

Source: Table 5 from Kawai and Motonishi (2004). 
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Panel B 
Countries/ 
Regions 

China 

Taiwan 

Hong Kong 

Singapore 

Malaysia 

Thailand 

Philippines 

Indonesia 

Real 
GDP 

0.07 

0.51 

0.74 

0.77 

0.90 

0.89 

0.33 

0.89 

Real 
Con. 

-0.14 

0.28 

0.63 

0.76 

0.87 

0.92 

0.31 

0.65 

Real 
Inv. 

-0.26 

0.28 

0.58 

0.59 

0.95 

0.88 

0.55 

0.89 

Real 
Mon. 
Supply 
-0.22 

0.28 

0.41 

0.04 

0.53 

0.69 

0.77 

0.61 

Real 
Price 

-

0.71 

-

-

-

-

0.91 

-

St. Real Eff. 
Ex. Rate 

0.43 

0.72 

0.48 

0.77 

0.81 

0.80 

0.81 

0.86 

Notes: (a) The figures are correlation coefficients between the first principal comp 
and the original, log first-differenced series of individual countries. 
(b) In this analysis, East Asia includes Japan, Korea, China, Taiwan, 
Malaysia, Thailand, Philippines, and Indonesia. 

Source: Table 5 from Kawai and Motonishi (2004). 
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It makes sense for such interdependent regional economies to institution
alize de facto integration through the establishment of regional frame
works for trade and investment liberalization and macroeconomic and 
financial management. Given that one country's turbulence, shocks and 
crises could be easily transmitted to other economies within the same re
gion, it is critical to establish financial safety nets. Joint action among 
such economies would be easier because they are small in number — so 
the transactions cost for collective action is small — and tend to face 
similar shocks and similar policy challenges. 

Response to Economic Regionalism in Europe and North America 

The initiatives for economic regionalism represent the efforts of East 
Asian economies toward greater institutionalization of de facto economic 
integration — particularly through trade and FDI. They have made these 
efforts essentially for three reasons: 

• As a defensive response to the proliferation of regional trade 
arrangements (RTAs) elsewhere — particularly in Europe and the 
Western Hemisphere — and due to their dissatisfaction with slow 
progress on trade/investment liberalization at the global and 
trans-regional levels; 

• Due to their willingness to enhance productivity and international 
competitiveness through exploitation of scale economies and dynamic 
efficiency; and 

• For promotion of deeper integration and institution building at the 
regional level. 

Regionalism elsewhere — including the formation of an economic and 
monetary union in Europe and the European Union's expansion to the 
east as well as the success of NAFTA and its move to the Free Trade 
Area of the Americas (FTAA) in the Western Hemisphere — is the first 
factor that has motivated the East Asian economies to pursue regional 
trade arrangements. There had already been 184 RTAs reported to the 
WTO for the whole world by 2003. Governments in East Asia fear that 
unless they strengthen their own regional trade arrangements, they would 
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be disadvantaged in global competition and multilateral negotiations. 
They have increasingly realized the importance of uniting themselves to 
gain bargaining power vis-a-vis the European Union, the United States 
and other groupings. The slow progress on the WTO/Doha liberalization 
process and the perceived ineffectiveness of the APEC process have 
stoked these fears. 

Policymakers in East Asia are increasingly of the view that they need 
to secure a bigger market within their own region so that scale economies 
and dynamic efficiency gains can be exploited. They believe East Asia's 
RTAs can help raise both productivity and international competitiveness. 
In addition, these RTAs are perceived as facilitating trade and invest
ment, promoting harmonization of rules-making, standard-setting and 
procedures, and providing dispute resolution mechanisms, particularly in 
the areas of services, labor mobility, investment, competition policy, in
tellectual property rights, contingency protection and rules of origin — 
areas in which it is difficult to make substantial progress in a multilateral 
framework (OECD 2003). This effort is basically one of institution build
ing for further deepening of trade and investment integration. 

Response to the Financial Crisis 

While the most fundamental driving force behind the recent move to 
closer economic regionalism in the money/finance area is the deepening 
of economic interdependence in the region, the impact of the Asian fi
nancial crisis cannot be neglected. There are also several other reasons 
for recent financial cooperation in the region: 

• The hard lesson learnt from the Asian financial crisis of 1997-98, i.e., 
the need to establish regional 'self-help' mechanisms for effective 
prevention, management and resolution of regional financial crises; 

• Dissatisfaction with the existing global financial arrangement gov
erned by the IMF; and 

• Regional financial stability as a basis for global financial stability as 
well as the region's willingness to increase the Asian voice in, and for, 
global financial management. 
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The Asian financial crisis has taught an important lesson, which is 
that there is a clear need for effective prevention, management and reso
lution of financial crises and contagion. The global initiative for the new 
international financial architecture that intends to strengthen the interna
tional financial system in this regard has been unsatisfactory and disap
pointing. The national efforts to strengthen individual economic funda
mentals, to reduce the likelihood of home-grown crises and to increase 
domestic resilience to crises and contagion — particularly through the 
ROSCs — take time to bear fruit.6 In addition, the East Asian economies 
have been dissatisfied with the way the IMF handled the crisis, particu
larly in Thailand and Indonesia. Hence, the general sentiment in East 
Asia has been that the regional economies must establish their own 'self-
help' mechanisms through systematic macroeconomic and financial co
operation for prevention and management of possible crises in the future. 
Such cooperation should include information exchange, policy dialogue, 
a regional liquidity support arrangement, and joint policymaking in cer
tain critical areas, such as exchange rate policy coordination. 

There are some proactive responses to the crisis. Since regional fi
nancial stability is a basis for global financial stability, effective regional 
financial cooperation is an obvious benefit not only for the regional 
economies but also for the global community. In this sense East Asian 
regional financial cooperation is consistent with, and even strengthens, 
the IMF's global role. At the same time, given the perceived imbalance 
and unfairness in the current distribution of IMF quotas, which is unreal-

6 One of the principal tools for strengthening national policies and institutions has been 
the development of international best practices in macroeconomic policy areas, financial 
sector regulation and supervision, and capital market infrastructure. These best practices 
are presented by the Reports on the Observance of Standards and Codes (ROSCs), which 
cover twelve areas: Macroeconomic policy area — monetary and financial policy 
transparency, fiscal transparency, and special data dissemination standard (SDDS) in 
addition to the general data dissemination system (GDDS); Financial sector regulation 
and supervision — banking supervision, securities regulation, insurance supervision, 
payments systems, and anti-money laundering; and Capital market infrastructure — 
corporate governance, accounting standards, auditing standards, and insolvency and 
creditor rights. An important instrument is the Financial Sector Assessment Program 
(FSAP) supported jointly by the IMF and the World Bank. 
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istically skewed against East Asia, regional policymakers have a sincere 
desire to make their voice heard in global financial management. Indeed 
they believe they can play a greater role by joining their forces together. 

Initiatives for Economic Regionalism 

Following the unsatisfactory progress of the Uruguay Round Ministerial 
meeting in December 1990, Malaysian Prime Minister Mohamad Ma
hathir proposed the formation of a regional trade grouping — comprised 
of ASEAN countries, Japan, China, Korea and Hong Kong. This group 
of economies was called the 'East Asian Economic Group (EAEG).' Ob
jectives behind his proposal were to establish a regional trade arrange
ment for the group in response to the emergence of preferential regional 
trade arrangements elsewhere, including in North America, and to exer
cise a global impact on trade issues, like the Cairns Group. In October 
1991, ASEAN Economic Ministers considered Mahathir's proposal as 
useful and renamed the grouping as the 'East Asian Economic Caucus 
(EAEC)' which would facilitate discussions on regional economic issues. 

However, the United States objected to the EAEG/EAEC proposal on 
the ground that it could divide the Asia-Pacific, by excluding the United 
States, and reduce the effectiveness of the trade/investment liberalization 
process within APEC. Japan showed hesitation in supporting the pro
posal because of its consideration of US opposition — Japan had trade 
conflicts with the United States and did not wish to make the bilateral re
lationship worse — as well as because of the strategic priority it placed 
on the APEC process. China also took a cautious approach. Interest in the 
EAEG/EAEC proposal waned eventually in the absence of support from 
key countries in Northeast Asia.7 But when the leaders of Japan, China 
and Korea were invited to the informal ASEAN Leaders' meeting in De
cember 1997, in the midst of the Asian financial crisis, the de facto 
ASEAN+3 process began. Hence, the EAEG/EAEC proposal can be 
considered a precursor to the ASEAN+3 process, because membership of 

7 Nonetheless, this proposal was not completely forgotten. When the Asia-Europe 
Meeting (ASEM) was created in 1996, the Asian participants were essentially 
EAEG/EAEC economies. 
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the latter overlaps that of the former. 
Following the success of the August 1997 meeting in Tokyo to agree 

on a much-needed financial support package for crisis-affected Thailand, 
Japan, with support from South Korea and the ASEAN countries that 
participated in the Thai package, proposed in September to establish an 
Asian Monetary Fund (AMF) to supplement IMF resources for crisis 
prevention and resolution. Its idea was to pool foreign exchange reserves 
of the East Asian economies that can be mobilized to deter currency 
speculation or to contain a currency crisis in a member economy. It was 
said that as much as US$100 billion would be mobilized. The United 
States and the IMF opposed this proposition on grounds of moral hazard 
and duplication. They argued that an East Asian country hit by a currency 
crisis would bypass the tough conditionality of the IMF and receive easy 
money from the AMF, thereby creating potential for moral hazard; and 
that an AMF would be redundant in the presence of an effective global 
crisis manager, the IMF. Without China's support, the idea had to be 
aborted.8 

Another example, which was highly successful, was the so-called 
'New Miyazawa Initiative' which contributed to the resolution of the 
Asian financial crisis. In October 1998, Japan pledged US$30 billion to 
support the economic recovery of the crisis-affected countries. Half of 
the pledged amount was dedicated to short-term financial needs during 
the process of implementing economic restructuring and reform, while 
the rest was earmarked for medium- and long-term reforms. Part of 
short-term financial support was dedicated to currency swap arrange-

In November 1997 the East Asian economies, together with the United States, Canada, 
Australia and New Zealand, agreed to establish the so-called 'Manila Framework Group.' 
Many, but not all, of the MFG member economies participated in the Thai financial 
package. Its objective was to develop a concerted framework for Asia-Pacific financial 
cooperation in order to restore and enhance the prospects for financial stability in the 
region. Its initiatives included the establishment of a new mechanism for regional 
surveillance to complement IMF surveillance; enhancement of economic and technical 
cooperation, particularly in strengthening domestic financial systems and regulatory 
capacities; strengthening the IMF's capacity to respond to financial crises; and 
development of a cooperative financing arrangement for the region to complement IMF 
resources. However, the MFG was dissolved in November 2004 after six years of 
meetings among finance ministry and central bank deputies. 
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ments with Korea (US$5.0 billion) and Malaysia (US$2.5 billion). The 
initiative provided major assistance for restructuring corporate debt, re
forming financial sectors, strengthening social safety nets, generating 
employment, and addressing the credit crunch. A commitment to provide 
a large amount of resources helped stabilize the regional markets and 
economies, thereby facilitating the recovery process. It is important to 
mention that the short-term financial support provided to Korea and Ma
laysia became a model for bilateral currency swap arrangements under 
the Chiang Mai Initiative. 

Trade and Investment Initiatives 

Recently, many governments in East Asia have promoted bilateral and 
regional trade arrangements. Notably, Japan recently implemented a bi
lateral economic partnership agreement (EPA) with Singapore in No
vember 2002,9 and has concluded another one with Mexico. In response 
to the Japan-Singapore negotiation, China and ASEAN began official 
negotiations to complete a free trade agreement (FTA) by 2010 with ad
vanced ASEAN members and by 2015 with less advanced members. 
They have already implemented the 'early harvest' measures since Janu
ary 2004.10 Japan and ASEAN agreed to begin negotiations in 2005 on an 
EPA with a view to achieve free trade by 2012. Korea has also agreed on 
a similar negotiation with ASEAN to be completed by 2009. Japan has 
begun bilateral negotiations for EPAs with Korea, Malaysia, Thailand, 
and the Philippines — it may also begin negotiations with Indonesia. In 
this sense, there have been domino and bandwagon effects among Japan, 
China and Korea in their drive for regional FTAs/EPAs with ASEAN. 

9 More precisely, the Japan-Singapore agreement is called the 'Agreement between Japan 
and the Republic of Singapore for a New-Age Economic Partnership (JSEPA)' and goes 
beyond a conventional free trade agreement. 
10 'Early harvest' refers to provisions of the 'Framework Agreement on China-ASEAN 
Comprehensive Economic Cooperation,' intended to liberalize, before the full completion 
of the FTA, tariffs in priority sectors of interest and implement other trade and 
investment facilitation deemed to generate immediate benefits to ASEAN and China. 
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Table 1.3. FTA/EPA Initiatives in East Asia (as of April 2006) 

Panel A 
In Effect 

Asia-Pacific Trade 
Agreement (1976) 
Laos-Thailand (1991) 
ASEAN FT A (1992) 
Singapore-New Zealand 
(Jan. 2001) 
Japan-Singapore (Nov. 
2002) 
Singapore-Australia (2003) 

Singapore-EFTA (Jan. 
2003) 
Singapore-USA (Jan. 
2004) 
Singapore-Jordan (2004) 
China-Hong Kong (Jan. 
2004) 
China-Macao (Jan. 2004) 

Under Official Negotiation 

Singapore-Mexico (July 2000) 

Singapore-Canada (Jan. 2002) 
Singapore-Chile 
Singapore-P3 (CER, Chile) 

Hong Kong-New Zealand (Nov. 
2000) 
Japan-Philippines (a.c. Nov. 
2004) 
Japan-Malaysia (signed Dec. 
2005) 
Japan-Thailand (a.c. Aug. 2005) 

Japan-Korea (Dec. 2003) 
Japan-ASEAN (Nov. 2005) 

Japan-Indonesia (July 2005) 

Under 
Consultation/Study 
Japan-Australia 

Japan-Chile 
Japan-India 
Japan-S witzerland 

Japan-China-Korea 

China-India 

Korea-Australia 

Korea-New Zealand 

Korea-India 
Korea-USA 

Korea-MERCOSUR 

Panel B 
In Effect 

Korea-Chile (April 2004) 

Thailand-India (Sep. 2004) 
Thailand-Australia (Jan. 
2005) 
Japan-Mexico (April 2005) 
China-ASEAN (July 2005) 
Singapore-India (Aug. 
2005) 
Thailand-New Zealand 
(2005) 
Korea-Singapore (2006) 
Korea-EFTA (2006) 
China-Chile (2006) 
Singapore-Panama (2006) 
Korea-ASEAN (July 2006) 

Under Official Negotiation 

China-New Zealand (Dec. 
2004) 
China-Australia (May 2005) 
Korea-Canada (July 2005) 

Korea-Mexico (early 2006) 
Korea-USA 
Thailand-Bahrain (signed) 

Thailand-Peru (agreed April 
2004) 
Thailand-USA (June 2004) 
Malaysia-Australia (May 2005) 
Malaysia-New Zealand 
Malaysia-USA 
ASEAN-India (Jan. 2004) 
ASEAN-CER (Feb. 2005) 
ASEAN-Australia-New 
Zealand 

Under 
ConsultationyStudy 
Korea-China 

Singapore-Taiwan 
ASEAN-EU 

Malaysia-India 
Indonesia-India 

Notes: The shaded arrangements are those within East Asia (ASEAN+3, 
Taiwan and Hong Kong). 

Source: An updated version of Table 1.7 in Fukasaku, Kawai, Plummer and 
Trzeciak-Duval (2005). 
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China has also proposed an FTA among China, Japan and Korea. A re
gion-wide FTA for ASEAN+3, including China, Japan and Korea, has 
also been proposed.11 Table 1.3 summarizes the recent initiatives for 
FTAs and EPAs by the East Asian economies. 

One of the interesting features of the East Asian drive toward regional 
and bilateral trade arrangements is that these economies have also con
cluded, or have been negotiating, FTAs/EPAs with countries or groups 
outside of East Asia. For example, Japan has concluded negotiations with 
Mexico. Korea has put into effect its FTA with Chile. Singapore has im
plemented a closer economic partnership agreement (CEPA) with New 
Zealand and Australia as well as FTAs with the European Free Trade 
Area (EFTA) and the United States. It is currently negotiating with Mex
ico and Canada. Thailand has put into effect an FTA with Australia and is 
negotiating one with the United States and with India. ASEAN as a 
group has begun negotiations with India and is also considering similar 
negotiations with the United States and the European Union. These at
tempts suggest that the economies in the region wish to maintain open 
trading relations with other parts of the world rather than become in
ward-looking. 

East Asia's move to regional trade arrangements symbolizes a 
change in its long-standing policy of pursuing trade liberalization only in 
a global or trans-regional framework based on the WTO and APEC — 
apart from ASEAN which has formed the ASEAN Free Trade Area 
(AFTA). The region has decided to shift its trade policy to a three-track 
approach based on global (WTO-based) cum trans-regional (APEC-
based), regional (within ASEAN+3), and bilateral liberalization. For East 
Asian economies, regional and bilateral liberalization is an attempt to 
achieve deeper integration with their trading partners on a formal basis, 
going beyond reductions in border restrictions — i.e., pursuing invest
ment liberalization, promoting greater competition in the domestic mar
ket, and harmonizing standards and procedures. 

11 However, no timeframe is set for negotiations. Japan is indeed cautious about such an 
arrangement with China at this point. Its official view is that before negotiating on an 
FTA/EPA, It believes that China must clearly show its compliance with all the 
commitments made in WTO accession negotiations. 
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Three Pillars of Financial Regionalism 

The East Asian economies have also embarked on initiatives for regional 
financial arrangements. Such initiatives are founded on three major pil
lars: 

• Creation of a regional liquidity support facility through the Chiang 
Mai Initiative; 

• Establishment of economic surveillance, particularly through the 
ASEAN+3 Economic Review and Policy Dialogue process; and 

• Development of Asian bond markets. 

The hallmark liquidity support facility in East Asia is the Chiang Mai 
Initiative (CMI), which is designed to reduce the risk of liquidity crises 
or manage regional currency attacks, contagion and crises once they oc
cur. The Asian financial crisis highlighted the importance of establishing 
an effective financing facility so that the economies in the region can 
prevent currency crises or respond effectively to crises once they occur in 
a world of increased financial globalization. The finance ministers of 
ASEAN+3 who met in Chiang Mai in May 2000 agreed to establish a re
gional network of swap arrangements for its members, thus embarking 
on the so-called CMI.12 The CMI is comprised of two elements — the 
expansion of the existing ASEAN Swap Arrangement (ASA), in both 
amounts and membership, and the creation of a new network of bilateral 
swap arrangements (BSAs) among ASEAN+3 members.13 By March 
2006, seventeen BSAs had been concluded in line with the main princi
ples, amounting to a total of US$71.5 billion excluding the commitments 

12 ASEAN+3 was formed in April 1999. Stubbs (2002) takes the view that the ASEAN+3 
will rise as a major regional and international player. See Kawai (2002a) and Kuroda and 
Kawai (2002). 
13 The ASEAN Swap Arrangement (ASA), established among the members of the origi
nal ASEAN-5 in August 1977 with a total facility of US$100 million, was augmented to a 
total of US$200 million in 1978. Under the CMI, ASA membership was extended to in
clude all ASEAN members, and its facility was further augmented to US$1 billion. 
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made under the New Miyazawa Initiative, and US$79 billion including 
these commitments (Table 1.4).14 This signified the conclusion of all 
conceivable BSAs at the time, and no further BSA negotiation is cur
rently under way. 

One of the important features of CMI BSA is that members request
ing liquidity support can immediately obtain short-term financial assis
tance for the first 10 percent of the facility. The remaining 90 percent is 
provided to the requesting member under an IMF program. Linking CMI 
liquidity support to an IMF program — and hence its conditionality — is 
designed to address the concern that balance of payments difficulties 
may be due to fundamental problems, rather than a mere panic and herd 
behavior by investors, and that the potential moral hazard problem could 
be non-negligible in the absence of tough IMF conditionality. The gen
eral view is that, due to the region's limited capacity to produce and en
force effective adjustment policies, the CMI members will have to rely 
on the IMF, at least for the time being.15 

Establishing processes for regional economic surveillance and policy 
dialogue is an obvious first step for meaningful financial cooperation. 
Economic surveillance involves not only analyses of macroeconomic and 
financial conditions and policies of member economies but also identifi
cation of vulnerable aspects of the economy and finance as well as ap
propriate policy responses. This process requires frank and candid ex
changes of views and policy dialogue among other member economies, 
and will hopefully induce good policies through peer pressure. 

For calculation purposes, the amounts of two-way BSAs are doubled. The amount that 
Japan committed under the New Miyazawa Initiative totals US$7.5 billion — or US$5 
billion with South Korea and US$2.5 billion with Malaysia. Note that Brunei, Cambodia, 
Laos, Myanmar and Vietnam are not part of BSAs, though they are ASA members. 
15 On the other hand, some ASEAN+3 members, such as Malaysia, believe that the CMI 
should not be linked to IMF programs. 



Table 1.4. Progress on BSAs under the Chiang Mai Initiative 

BSAs 
Japan-South Korea 

Japan-Thailand 

Japan-Philippines 
Japan-Malaysia 
China-Thailand 
Japan-China 
China-South Korea 
South Korea-Thailand 
South Korea-Malaysia 
South Korea-Philippines 
China-Malaysia 
Japan-Indonesia 
China-Philippines 
Japan-Singapore 

South Korea-Indonesia 
China-Indonesia 
Japan-South Korea 

Currencies 
USD/Won or USD/Yen 

USD/Baht or USD/Yen 

USD/Peso 
USD/Ringgit 
USD/Baht 
Yen/Renminbi or Renminib/Yen 
Renminbi-Won or Won/Renminbi 
USD/Baht or USD/Won 
USD/Ringgit or USD/Won 
USD/Peso or USD/Won 
USD/Ringgit 
USD/Rupiah 
Renminbi/Peso 
USD/Singapore Dollar 
USD/Yen 
USD/Rupiah or USD/Won 
USD/Rupiah 
Yen/Won or Won/Yen 

Conclusion Dates 
July 4, 2001/May 27, 2 

July 30, 2001/March7, 
2005 
August 27, 2001 
October 5, 2001 
December 6, 2001 
March 28, 2002 
June 24, 2002/May 27, 
June 25, 2002/Dec 12, 
July 26, 2002/Oct 14, 2 
Aug 9, 2002/Oct 17, 20 
October 9, 2002 
Feb 17, 2003/Aug 31, 2 
August 29, 2003 
Nov 10, 2003/Nov 8, 2 

Dec 24, 2003 
Dec 30, 2003/Oct 17, 2 
February 24, 2006 

Notes: (a) The amount excludes US$5.0 billion committed (on June 17, 1999) under t 
(b) The amount excludes US$2.5 billion committed (on August 18, 1999) unde 
(c) The amounts are US dollar equivalents. 
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There are several mechanisms for regional information sharing, policy 
dialogue, and economic surveillance. ASEAN+3 finance ministers 
agreed in May 2000 to introduce an ASEAN+3 Economic Review and 
Policy Dialogue (ERPD) process, which turned out to be the most impor
tant mechanism of all.16 Its first surveillance meeting was held in April 
2002. The purpose of this process is to strengthen policy dialogue, coor
dination and collaboration on the financial, monetary and fiscal issues of 
common interest. Its primary focus is on global and regional economic 
monitoring, individual country monitoring, macroeconomic risk assess
ment and management, and banking and financial system conditions. 
Steps have been taken for cooperation in monitoring short-tem capital 
flows and developing a regional early-warning system to assess regional 
financial vulnerabilities, with a view to preventing financial crises in the 
future. However, this process has not yet been as effective as it should 
be. There is no clear linkage between surveillance and CMI. There is no 
independent, professional organization that prepares comprehensive ana
lyses or assessments or identifies issues for discussion. 7 

Initiatives have been taken to develop Asian bond markets in view of 
the need to channel a vast pool of savings to long-term investment for 
growth and development within the region. This effort reflects the recog
nition that the financial system in East Asia has been too dependent on 
bank financing domestically and on foreign-currency financing exter
nally and, hence, needs to be strengthened through the development of 
national and regional capital, in particular of bond, markets. Develop
ment of well-functioning, local-currency denominated bond markets is 
expected to reduce incentives for banks and corporations to rely on bank 
financing and/or external borrowing. It is expected to mitigate the 'dou
ble mismatch' problem of international capital markets — i.e., of cur
rency and maturity mismatches. 

The EMEAP-led central bank process established an Asian Bond 

Other major mechanisms include the ASEAN Surveillance Process, EMEAP 
(Executives Meeting of East Asia-Pacific Central Banks), and trans-regional forums such 
as Asia-Pacific Economic Cooperation (APEC) and Asia-Europe Meeting (ASEM). 
17 The Asian Development Bank provides some data on developing member economies. 
The IMF used to play the role of a secretariat for the MFG. 
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Fund (ABF) in June 2003 to facilitate bond issuance. The idea behind the 
process is to help expand the bond market through the demand side by 
purchasing sovereign or quasi-sovereign bonds using foreign exchange 
reserves. So far, only U.S. dollar-denominated bonds have been pur
chased. Given the recognition that local-currency denominated bonds 
need to be promoted in order to address the issue of the 'double mis
match,' the central bankers have introduced ABF-2 (December 2004), 
which involves purchases of Asian-currency denominated bonds. The 
ASEAN+3 Finance Minister process has undertaken the Asian Bond 
Market Initiative (ABMI) to develop local currency denominated bonds 
through the demand side since August 2003. One of its aims is to estab
lish a market infrastructure for bond market development — including 
the establishment of a regional bond guarantee agency, the strengthening 
of regional rating agencies and the promotion of secondary markets — 
and to encourage bond issues denominated in a basket of Asian curren
cies. 

East Asian Economic Community 

One of the recent, most significant developments is the agreement by 
East Asian Leaders in Vientiane in November 2004 that they would make 
efforts to form an 'East Asian Community' and hold an East Asian Sum
mit for this purpose. The idea of creating an 'East Asian Community' 
was proposed by East Asia Vision Group (2001). The Vision Group rec
ommended: (a) economic cooperation; (b) financial cooperation; (c) po
litical and security cooperation; (d) environmental cooperation; (e) social 
and cultural cooperation; and (f) institutional cooperation. A core com
ponent of these recommendations that is relevant to trade/investment in
tegration and international financial management is (a) and (b). 

Economic cooperation includes the following first four items and fi
nancial cooperation includes the last three items: 

• Establishment of the East Asian Free Trade Area (EAFTA) and liber
alization of trade well ahead of the APEC Bogor Goal; 

• Expansion of the Framework Agreement on an ASEAN Investment 
Area to all of East Asia; 
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• Promotion of development and technological cooperation among 
regional countries, particularly to provide assistance to less developed 
countries; 

• Realization of a knowledge-based economy and the establishment of 
future-oriented economic structure; 

• Establishment of a self-help regional facility for financial coopera
tion; 

• Adoption of a better exchange rate coordination mechanism 
consistent with both financial stability and economic development; 
and 

• Strengthening of the regional monitoring and surveillance process 
within East Asia to supplement IMF global surveillance and Article 
IV consultation measures. 

The Vision Group essentially envisions the progressive integration of 
the East Asian economies, ultimately leading to an East Asian economic 
community. Once a region-wide FTA is formed and institutions for inter
national financial management and exchange rate coordination are estab
lished, the basic foundation of an East Asian economic community will 
have been provided. Thus the Vision Group has offered an important 
long-term vision of the economic future of East Asia. 

The ASEAN+3 government officials responded to the Vision Group's 
recommendations by submitting their report to the ASEAN+3 Summit 
meeting (East Asia Study Group 2002). They have taken most of the rec
ommendations and laid out some concrete implementable measures in 
the short run as well as some goals in the medium- and long-term. Their 
views are summarized by the following statements: 

• East Asian cooperation is inevitable and necessary; 
• Deeper integration of an East Asian community is beneficial and 

desirable; and 
• Integration in East Asia will evolve over time as we consolidate the 

coherence, efficiency, and progress of the ASEAN+3 framework. 
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Challenges for Closer Economic Regionalism in East Asia 

If an East Asian economic community is to be created, the region must 
become a single market. A starting point for this would be to establish a 
single East Asia-wide FTA, which should evolve to an East Asian cus
toms union and a common market. Establishing a single East Asia-wide 
FTA, however, is no easy task once there is a proliferation of many dif
ferent FTAs/EPAs in the region. Each FTA/EPA may have different rules 
of origin and external tariffs. One challenge is how to avoid the so-called 
'spaghetti bowl' effect by ensuring consistency across different trade ar
rangements. To make the task easier, each FTA/EPA should have trans
parent, simple rules with regard to external tariffs, exclusion lists, rules 
of origin, and harmonization of standards, procedures and regulations. 
Convergence towards identical rules and common tariff rates, rules and 
standards is highly desirable. 

A second area is financial regionalism. The ASEAN+3 countries have 
been reviewing the CMI since May 2004, including the amount, modality 
and IMF linkages. The total amount covered by the CMI is limited in 
view of the potential size of speculative capital flows and, hence, should 
be increased substantially perhaps by as much as ten times the current 
size. Over the medium term, its bilateral nature may be modified to be
come centralized and multilateral in order to make its joint activation ef
fective and prompt in the event of a crisis.18 Again over the medium 
term, the degree of the CMI's linkage to IMF programs may be reduced 
or even eliminated as the quality of economic surveillance is improved. 
In this sense, CMI and surveillance are inter-linked. Over the short term, 
the central issue is how to improve the effectiveness and quality of sur
veillance within ASEAN+3, along the line of the G-7 and OECD proc
esses (Economic Policy Committee, Economic Development and Review 
Committee, and Working Party No. 3). One way to strengthen regional 
surveillance would be to set up a competent Secretariat, whose primary 
role would be to assist the ASEAN+3 surveillance process by providing 
high-quality and in-depth economic reviews and assessments, timely 
identification of emerging issues and vulnerabilities affecting the region, 

18 Rajan and Siregan (2004) go one step further and propose to establish a centralized 
reserve pooling system. 
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and effective policy advice. This secretariat must have adequate profes
sional staff to monitor regional capital flows and financial and exchange 
market developments, update early warning indicators, and analyze re
gional and country economic conditions. 

To develop Asian-currency denominated bond markets, sufficient in
centives must be created on the part of both investors and issuers. Corpo
rate governance of potential issuers needs to be enhanced, and well-
designed national and regional market infrastructure needs to be devel
oped, including disclosure requirements, accounting and auditing stan
dards, rating agencies, depository and clearance systems and insolvency 
procedures for bond defaults. An important challenge will be how to 
strike the right balance between the efficient development of local-
currency bond markets and the effective management of capital accounts. 
The reason for this is that well-functioning bond markets would require 
an open capital account, which can be an important source of financial 
instability. 

A third area is exchange rate policy. A variety of exchange rate re
gimes exist in East Asia, but no concrete steps have been taken so far to 
initiate exchange rate policy coordination. Given a rising degree of eco
nomic interdependence among the East Asian economies through trade, 
investment and financial flows, it is increasingly important to maintain 
intra-regional exchange rate stability, which requires closer policy coor
dination among the financial and monetary authorities in the region. One 
country's exchange rate adjustment can have serious, competitive impli
cations for neighboring economies — hence the need for coordination on 
exchange rate policies. Essentially, intra-regional exchange rate stability 
is a public good for regional growth and economic stability. Another rea
son for regional policy coordination is the fact that crisis contagion tends 
to be concentrated, and economic spill-overs tend to be significant, 
within a region. 

East Asia's exchange rate policy coordination may evolve in three 
stages:19 

See Montiel (2004) for an excellent review. 
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• Loose policy coordination: information coordination, initial institu
tional coordination, and resource coordination; 

• Tight policy coordination: macroeconomic and exchange rate policy 
coordination for intra-regional exchange rate stabilization; and 

• Complete policy coordination: economic and monetary union with a 
single currency. 

First, regional policymakers can strengthen information coordination, 
particularly on policy dialogue and surveillance. This dialogue should 
focus on exchange market developments, capital flows, foreign exchange 
reserves, and monetary, fiscal policy and exchange rate policies. In the 
current context, the regional authorities need to discuss such issues as 
foreign exchange reserve management, impact of a possible exit of the 
Chinese RMB from a U.S. dollar peg, and policies to facilitate smooth 
adjustments of trans-Pacific payments imbalances. 

Policymakers should begin institutional coordination, including the 
creation of a regional common unit of account, or the Asian Currency 
Unit (ACU), and the adoption of a G-3 currency basket system. The 
ACU can be created by constructing a basket of regional currencies that 
include 13 currencies for ASEAN+3. Just like the European Currency 
Unit (ECU) under the EMS (1979-98), the weights of the regional cur
rencies would reflect the relative importance of the countries in the re
gion. The ACU could be used to denominate economic transactions (cur
rent and capital accounts) and asset stocks (foreign exchange reserves 
and cross-border bonds) and to measure the degree of each currency's 
exchange rate deviation from the regional average. In addition, the 
emerging economies in East Asia may adopt a common G-3 currency 
basket system. For them, because of their increasingly interdependent na
ture, a certain degree of intra-regional exchange rate stability is clearly 
desirable, while at the same time maintaining extra-regional exchange 
rate stability. This can be achieved by individual economy each using a 
common basket of G-3 currencies — the U.S. dollar, the euro and the 
Japanese yen — as a reference for exchange rate stabilization. The rea
son is that with diverse economic relationships with the United States, 
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Japan and the European Union, the region's economies would be able to 
achieve a reasonable degree of exchange rate stability, on an effective 
basis, by adopting a well-balanced G-3 currency basket which would 
provide a better buffer to an economy due to yen/dollar and yen/euro rate 
volatility.20 The degree of exchange rate stabilization can be left to an 
economy's specific conditions and preferences. Adoption of a common 
currency basket within emerging East Asia — and loosely or tightly sta
bilizing each exchange rate to such a basket — would provide a benefit 
of maintaining relative stability of intra-regional as well as extra-regional 
exchange rates.21 

Before moving to the second stage, region's policymakers may con
sider strengthening resource coordination. This involves expanding the 
CMI into a centralized, multilaterally administered arrangement with 
substantially larger stocks of resources than are presently available.22 

This expanded reserve pooling arrangement will be increasingly inde
pendent of IMF programs and, hence, require alternative conditionality 
to be developed for currency crises. With a centrally administered CMI 
with its own secretariat, the ASEAN+3 countries will have effectively 

In the post-crisis period, Korea and Thailand appear to be shifting to a de facto 
currency basket system, a la Singapore. See Kawai (2002b). McKinnon (2000, 2001), 
however, takes the view that the East Asian economies have resurrected the U.S. dollar 
standard system. See Kawai (2004a) who aruges for the adoption of a G-3 currency 
basket system. 
21 This approach is consistent with what Goldstein (2002) calls 'managed floating plus.' 
A 'managed float' is a system with occasional intervention to limit excessive short-term 
fluctuations in exchange rates without being accompanied by a publicly announced 
exchange rate target, and a 'plus' is inflation targeting and aggressive measures to reduce 
currency mismatches. Our approach is to adopt a G-3 currency basket as an exchange rate 
reference in the context of 'managed floating plus,' a la Williamson (1999, 2000, 2001). 
Even when a G-3 currency basket system is desirable for the region as a whole, however, 
it may not be easy for any single economy to move unilaterally away from the current, 
U.S. dollar-centered exchange rate arrangement to a new arrangement in which the 
relative weight of the dollar is smaller and that of the yen and euro larger. When 
neighboring countries stabilize their exchange rates primarily against the U.S. dollar, 
there may not be much incentive for any one country to unilaterally alter its exchange 
rate policy, which demonstrates a potential 'collective action' problem associated with a 
move to a G-3 currency basket arrangement (Ogawa and Ito 2002). Overcoming this 
problem requires a conceited move among the economies concerned. 
22 Rajan and Siregan (2004) propose to establish a centralized reserve pooling system. 
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established an Asian Monetary Fund (AMF). The region should be in a 
position to address the earlier concern that an AMF that could lend too 
generously with too little conditionality might create a moral hazard for 
the government at the receiving end as well as for investors with stakes 
in the countries in question.23 It is therefore essential to improve eco
nomic surveillance, acquire capacity to formulate appropriate adjustment 
policy in the event of a liquidity crisis and, to the extent necessary, en
force effective private sector involvement. 

Second, as the region becomes more integrated, it exhibits greater 
economic and political convergence, and hence is better prepared for a 
more permanent commitment to economic policy coordination, more 
formal institutions capable of supporting intra-regional exchange rate 
stability need to be built. In the second stage of exchange rate policy co
ordination, two approaches are possible. A realistic approach is a multi-
track approach where several groups of economies in East Asia — like 
Japan and Korea, or Singapore, Malaysia and Brunei — that are close 
enough may initiate sub-regional currency stabilization schemes a la 
European Snake or ERM. This approach might be more realistic because 
economies that are ready can go ahead for closer monetary and exchange 
rate policy coordination, and latecomers will gradually catch up with the 
forerunners. To help sustain either approach, systematic macroeconomic 
policy coordination is essential — particularly monetary and fiscal policy 
rules — to make the stabilization system credible. 

Finally, in the last stage the region may establish economic and 
monetary union with a common currency, like the euro regime. A com
mon currency arrangement, however, cannot be expected in the very near 
future because of the lack of political commitments, political and eco
nomic convergence, and deeper complementary institutions.24 Such an 
arrangement would require member economies' readiness to accept com
plete coordination of monetary policy — and closer coordination of other 
economic policies — long before its implementation. 

Nonetheless, Rapkin (2001) takes a pessimistic view of an AMF. 
See Wyploz (2004) for the importance of institutional integration for a currency union. 
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Overcoming Impediments to Closer Economic Regionalism 

There are four possible impediments to deepening economic integration 
and advancing economic regionalism in East Asia: 

• East Asia's global orientation in trade, FDI, money and finance — its 
openness to North America and Europe; 

• Concern about possible conflict with global economic systems 
governed by the WTO and the IMF — fear of protectionism, dis
crimination, trade diversion and proliferation of financial crises; 

• Diversity and heterogeneity in economic, financial and social devel
opments within East Asia — differences in per capita incomes, indus
trial and financial structures, and domestic institutional and human 
capacities; 

• Lack of political consensus for closer economic regionalism. 

Sceptics might argue that East Asia is more closely integrated with 
the United States and Europe than with regional economies and that the 
region can gain more from further integration with the global market 
than with the regional market. Hence, forming an East Asia-wide RTA, 
with the United States and Europe excluded, is not a commendable idea 
because they are still important markets for the region's final products. 
The belief is that the expansion of intra-regional trade in East Asia, sup
ported by FDI, has been made possible by open markets in the United 
States and Europe that have been absorbing East Asian finished products. 
In the money and finance area, the region's global orientation provides 
greater risk sharing for smooth consumption. The region's economies are 
also still highly dependent on the U.S. dollar for exchange rate stabiliza
tion, trade invoicing, external asset holding, foreign exchange reserve 
holding, and external liabilities. 

The corollary of this view would be that global frameworks of 
trade/investment liberalization and of international financial management 
would be more important for East Asia than are regional frameworks. 
This implies that trade and investment liberalization within the WTO, or 
at least within APEC, would be more desirable than through regional 
FTAs. This argument tends to be supported by those who cast doubt 
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about East Asian trade regionalism because it might undermine the WTO 
principle of maintaining a liberal, non-discriminatory, and multilateral 
trading system.25 It also implies that international financial management 
under the IMF's umbrella, rather than under a regional financial ar
rangement, would be more beneficial to East Asia. 

One of the most serious challenges is that the East Asian economies 
are quite diverse and varied in their economic systems and stages of fi
nancial and social developments — such as per capita income levels, in
dustrial and financial structures, trade openness and patterns, scope and 
extent of exchange and capital controls, institutional and human capaci
ties, and health and other social conditions.26 Diversity and heterogeneity 
imply that low-income countries — where market infrastructure is insuf
ficiently developed — will be slow in trade, investment and financial lib
eralization and market opening and, hence, it will be difficult to integrate 
themselves with the rest of East Asia at a fast pace. This constitutes an 
obvious impediment to economic regionalism for the whole of East Asia. 
In addition, given such economic diversity and heterogeneity, economies 
in the region have different policy objectives and priorities and desire to 
maintain national sovereignty over economic policies. In order for the 
economies to take joint action at the regional level, there must be sub
stantial economic convergence. 

Finally, one might argue that there is no political consensus for eco
nomic integration within East Asia due to differences in political sys
tems, 'history' issues and the lack of mutual trust. No single economic 
power plays a dominant role in East Asia similar to that of the United 
States in the Western Hemisphere, nor does any bipolar relationship exist 
similar to the Franco-German alliance in Western Europe. Japan has 
been mired in economic stagnation over the last decade and China, while 
recently emerging as an economic power, has yet to achieve transition to 
a market economy and, more fundamentally, political transition. 

Lloyd (2002) argues that bilateralism/FTAs will likely lead toward, and not impede, 
multilateralism, while Brown, Deardorff and Stern (2003) continue to believe in superior
ity of multilateralism. 
26 Ravenhill (2001) argues that diversity of membership and conflicts of power and 
interest sharply limit potential for cooperation in East Asia, while Terada (2003) provides 
a constructive and relatively optimistic account of the regional grouping. 
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It is useful to point out that some of these impediments are real, but 
they are not insurmountable. There is no doubt that global frameworks 
for trade/investment liberalization (WTO) and international financial 
management (IMF) remain important. Yet there is room for regional 
frameworks to play complementary roles. In the trade and investment 
area, the United States is no longer the most dominant economic partner 
for many East Asian economies, and the regional markets for final prod
ucts are expanding fast. Large part of inward FDI flows in the region 
now originates from within the region. In addition, East Asia is in no way 
inward looking as evidenced by the fact that many of them are negotiat
ing on FTAs with countries outside of the region and are at the same time 
focusing on domestic structural reforms, higher productivity and eco
nomic growth, thus minimizing trade diversion effects. The East Asian 
approach is to regard the WTO principle — and APEC principles — as 
the basic infrastructure for international trade rules and achieve greater 
liberalization beyond the commitments of the WTO and APEC — called 
the 'WTO-plus' or 'APEC-plus' approach. 

In the money and finance area, regional policymakers have found it 
absolutely necessary to manage financial globalization through various 
measures, including the strengthening of a regional financial architecture. 
They have also found the cost of excessive reliance on the U.S. dollar 
very high, so that they have embarked on measures to increase the use of 
regional currencies such as the Asian bond market development. These 
regional efforts are not a substitute for, but a complement of, global and 
national efforts for crisis prevention, management and resolution. 

Diversity and heterogeneity are not the ultimate impediments to eco
nomic regionalism, but a lack of political will could be. One clear obser
vation is that, despite heterogeneity and differences in economic and so
cial systems among the countries in the region, they have increasingly 
come to realize that the economic logic for strengthening regional 
frameworks for trade/investment integration and international financial 
management is overriding. They have found the large benefit of eco
nomic integration and its institutionalization to outweigh the costs of not 
doing so. It is extremely important to raise the economic basis of poor 
members within East Asia to encourage them to grow. For the time be-
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ing, a realistic approach would be a multi-track approach: Countries that 
are ready for deeper integration and closer cooperation may negotiate on 
RTAs and financial arrangements, while those countries not ready are 
advised to pursue structural, institutional and governance reforms — 
with assistance from Japan, Korea, advanced ASEAN members and mul
tilateral development banks — to enable them to from further liberaliza
tion and integration. As these low-income countries catch up with their 
more advanced peers, they can start participating in closer economic re
gionalism. 

Trust Building and Leadership 

On the issue of political consensus, it is important to point out that the 
region's governments have initiated efforts to form an 'East Asian Com
munity,' whose important component is an East Asian economic commu
nity. Though a unified ASEAN remains as an important key player in 
East Asia,27 Japan and China are the most important drivers and they 
must form a solid bipolar alliance and joint leadership. For this purpose, 
they need to resolve the issues impeding deeper economic integration be
tween them and to re-establish mutual trust.28 Without this, the region 
cannot make meaningful progress on economic regionalism that may 
eventually lead to an East Asian economic community. 

It is important to realize that China is changing rapidly in its approach 
to regional economic cooperation. The payoff of such a policy appears 
high for China because its economic growth depends on the favorable 
prospect of the regional economies, political stability, and peace and se
curity. Its FTA initiative with ASEAN is one important sign of its will
ingness to deepen its economic, as well as political, relationship with its 
Southeast Asian neighbors. Its active engagement with the CMI and sur
veillance is another sign. China faces two big challenges. First, transition 
from a plan to a market must be achieved. In particular, further liberaliza
tion of trade, investment and capital accounts is crucial for its integration 

27 Ba (2003) argues that while important differences remain, the relationship between 
China and ASEAN has improved markedly over the past decade. 
28 Rozman (2002) argues that China continues to see Japan as a partner and a rival, 
struggling to balance between the two. 
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with the regional and global economy, which needs to be pursued in a 
cautious, well-sequenced way. Second, its political system transition 
must be achieved in an orderly way for the stability of not only China but 
also of East Asia and the World. 

The absence of a solid, region-wide security arrangement with mili
tary functions may make it difficult for the region's economies to deepen 
economic cooperation, including initiatives for the creation of a region-
wide FTA and formal financial institutions, and eventually an East Asian 
economic community. This absence may be partly attributed to the dif
ference in political systems, the lack of common culture, religion, value, 
shared history, and mutual trust across East Asia. Many of these points 
are valid. However, a convergence toward similar political systems will 
inevitably take pace as China and other communist countries continue to 
pursue market-based structural reforms and achieve economic develop
ment and further integration with the global and regional economies, be
cause these will encourage them to move toward more democratic socie
ties. 

It is essential that Japan and China, the two economic powers in the 
region, work together for closer economic regionalism. To some extent, 
healthy rivalry between the two major powers is desirable as long as it 
enhances market-driven competition and does not impede mutual trust 
and sense of community in East Asia. The two countries must jointly 
work hard on key issues: 

• Japan and China must resolve the 'history' issue permanently so that 
the two countries can rebuild mutual trust for greater economic inte
gration. 

• Japan and China must cooperate as bipolar partners to nurture emerg
ing economic regionalism in East Asia particularly on trade, invest
ment, and financial issues. Such regionalism includes the formation of 
an East Asia-wide FTA, a zone of stable Asian currencies, and even
tually an 'East Asia Economic Community.' 

• Japan and China need to strengthen various types of economic 
policy dialogue including, for example, investment rules, protection 
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of intellectual property rights, macroeconomic policy management, 
food and energy security, etc. 

This is entirely possible if both sides take bold and forward-looking 
political gestures. 

Concluding Remarks 

This paper has demonstrated that the East Asian economies have 
achieved strong economic interdependence, particularly through domes
tic structural reforms, external liberalization and market-driven integra
tion with the global and regional economies. Expansion of foreign trade, 
direct investment and financial flows has created a 'naturally' integrated 
economic zone in East Asia. Reflecting the rising economic interdepend
ence and in response to the traumatic financial crisis of 1997-98, East 
Asia has embarked on various initiatives for economic regionalism. Such 
initiatives include the formation of several bilateral FTAs, the beginning 
of negotiations for regional FTAs, the establishment of a regional surveil
lance mechanism, the introduction of a regional liquidity support system 
(CMI) and Asian bond market development. These essentially entail the 
formal institutionalization of de facto economic integration and interde
pendence in East Asia in a way that complements global frameworks of 
the WTO and the IMF. 

There are several challenges for the region. First, the regional econo
mies should accelerate negotiations on bilateral and regional FTAs — 
such as a Japan-Korea EPA, Japan-ASEAN EPA, China-ASEAN FTA 
and Korea-ASEAN FTA — which provide a critical basis for further in
tegration and interdependence. Such regional trade agreements need to 
avoid the counterproductive 'spaghetti bowl' effect, by ensuring coher
ence of rules, standards and procedures across different FTAs in the re
gion, and maintain WTO consistency — and even strengthen the WTO 
framework by pursuing an outward-oriented, 'WTO-plus' approach. This 
requires substantial structural reforms on the part of all economies, in
cluding in both manufacturing and agricultural sectors. This is particu
larly the case with ASEAN: Its middle-income member states must re-
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form their economies to cope with greater international competition, par
ticularly vis-a-vis China, while its low-income members must pursue in
stitutional and governance reforms to enable them to benefit from trade 
and FDI openness. 

Second, the regional economies need to make further progress in the 
money and finance area, by strengthening the liquidity provision mecha
nism (CMI), the policy dialogue and economic surveillance process, and 
Asian bond market development initiatives. It is crucial to enhance the 
functioning of the CMI on the occasion of its review starting in May 
2004 through: the enlargement of its size by as much as ten times the 
current commitment; multilateralization and joint activation of the cur
rency swap arrangements; reduction of its IMF linkages with enhanced 
economic surveillance; and greater use of Asian currencies for swap ar
rangements. For such reforms, however, the region must address the ear
lier concern that an AMF that could lend too generously with too little 
conditionality might create a moral hazard for the government at the re
ceiving end as well as for investors with stakes in the countries in ques
tion. It is therefore essential to make the surveillance process effective, 
improve the regional capacity to formulate appropriate adjustment policy 
in the event of liquidity crisis and, to the extent necessary, enforce effec
tive private sector involvement. Once these efforts are made, East Asia 
will have effectively established an Asian Monetary Fund that can con
tribute to regional financial stability without creating fears of moral haz
ard. 

Third, it is time to initiate exchange rate policy coordination because 
there has not been much progress in this area. The first step would be for 
the regional economies to discuss exchange rate issues as part of an en
hanced surveillance process. The next task is to introduce a G-3 currency 
basket arrangement based on the Japanese yen, the US dollar and the 
euro among the emerging East Asian economies. The third task is to in
troduce a regional common unit of account in East Asia — an Asian Cur
rency Unit (ACU) — whose weights should reflect the relative impor
tance of the regional economies. It would be useful for ASEAN+3 to dis
cuss member countries' exchange rate deviations from the regional aver
age in reference to the ACU. Once the region (or a group of countries in 



54 Masahiro Kawai 

the region) becomes more integrated over time, exhibits greater eco
nomic and political convergence, and hence is better prepared for a more 
permanent commitment to economic policy coordination, more formal 
institutions capable of supporting intra-regional exchange rate stability 
— such as an 'Asian Snake' or an 'Asian ERM' — need to be built, per
haps on a multi-track basis. 

Finally, it is important to overcome various impediments to closer 
economic regionalism. Some of the impediments will become less seri
ous as economic interdependence deepens in the region, while others re
quire fundamental efforts such as integrating ASEAN late-comers with 
the regional and global markets. The region must nurture the sense of 
mutual trust and community by developing a long-term vision for the po
litical and economic future of East Asia and having such a vision shared 
by the general public in the region. One vision for a future East Asian 
economic community would be a full-fledged economic and monetary 
union with a single currency like the euro zone. Japan and China must 
assume joint leadership toward East Asian economic integration by per
manently resolving, and putting behind, the 'history' issue. 
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CHAPTER 2 

SEQUENCING REGIONAL INTEGRATION IN ASIA* 

Richard Pomfret 

Europe, the Americas, Sub-Saharan Africa, the Arab world and Austral
asia have all seen efforts towards regional integration in the last half 
century, but in East Asia the only regional integration has been in South-
East Asia and that has made only limited progress.1 This history has led 
to claims that Asia missed out on the benefits from regional integration, 
and since 1997 there have been proposals for Asian regional integration. 
The distinctive feature of the proposals is in their sequencing, which 
starts with monetary integration, in contrast to conventional views of 
regional integration, which start with trade and place monetary integra
tion near the end of the process. 

Despite the lack of policy-driven integration in East Asia, regional 
interdependence has grown substantially. Fukasaku (1992) describes the 
increase in intra-Asian trade in the second half of the twentieth century, 
as the region's economies grew faster than world trade and hence pro
vided the fastest growing markets for one another's exports. More re
cently, Kawai (2005) has emphasised the combination of external trade 

* Earlier versions of this chapter were presented at the Singapore Economic Review 50th 

Anniversary Conference on 4—6 August 2005 in Singapore, the Claremont Regional Inte
gration Workshop in Claremont CA on 25 February 2005 (a revised version was published 
as Pomfret, 2005a), and at the East Asian Economic Association conference in Hong Kong 
on 13-14 November 2004. I am grateful to James Dean, Medhi Krongkaew, and other par
ticipants at these meetings for helpful suggestions. For comments on earlier drafts, I am 
also grateful to Paul Bowles, Ian McDonald and Ramkishen Rajan. 
1 In this chapter the terms regionalism and regional trade integration are used to describe 
a policy-driven process of economic integration, in contrast to market-driven regionali-
zation. 
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liberalization, domestic structural reform, and market-driven integration 
(led by Japanese multinational corporations after the 1985 currency re
alignments) in promoting intra-regional trade, direct foreign investment 
and financial flows within East Asia, and hence creating a 'naturally' 
integrated economic zone. Rajan (2005) identifies a similar process 
emerging between India and China since the turn of the century. 

Against this backdrop, a variety of approaches to establishing more 
formal institutions for regional integration have been proposed. The 
most dramatic were the calls, following the 1997 Crisis, for an Asian 
Monetary Fund or even for Asian currency union (Pomfret 2003). Al
though none of these proposals has yet made substantial progress, mone
tary cooperation has increased and proposals for quasi-monetary union, 
ie. less than a full-blown currency union, remain plausible (Kwack 
2005).2 Although negotiations on free trade agreements covering various 
combinations of Asian countries are taking place simultaneously, the 
distinguishing feature of East Asian regionalism continues to be a focus 
on monetary agreements. This is in contrast to the priority given to trade 
in mainstream economic thinking on the sequencing of regional integra
tion. 

The first section of the chapter examines whether East Asia missed 
out from not participating in the waves of regional trading arrangements 
during the second half of the twentieth century. Section 2 reviews the 
steps towards regional integration in East Asia since 1997. The third sec
tion assesses the validity of a sequence which puts monetary integration 
before trade integration. The fourth section analyses the obstacles to re
gional integration, both in the conventional trade-first sequence and in 
the Asian money-first sequence, addressing the issue of why so many 
proposed regional trading arrangements or currency unions amount to 
nothing. Section 5 applies the analysis to East Asia, and the final section 
draws conclusions about the prospects for regional integration in Asia. 

2 This view is, however, not universal among leading Asian economists. Nasution (2005, 
441) concludes that a regional currency is 'neither desirable nor feasible'. 
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Regional Integration 1947-1997 — Did Asia Miss Out? 

A paradox of the global trading system regulated by the General Agree
ment on Tariffs and Trade (GATT) and its successor the World Trade 
Organization (WTO) is that, despite the non-discrimination principle 
enshrined in the first article of the GATT, discriminatory trading ar
rangements have flourished. Such arrangements are permitted under the 
GATT/WTO rules, notably under Article XXIV on customs unions and 
the Enabling Clause for special treatment for developing countries, but 
the conditions for these exceptions have seldom been fully met in prac
tice. Many of these arrangements have aimed at promoting regional inte
gration, in apparent conflict with the commitment to multilateralism 
made by countries acceding to the GATT/WTO. 

Since the GATT was signed in 1947, three waves of regionalism 
have swept the world trading system. During the 1950s and 1960s the 
'rush to discrimination' was led by Western Europe, which founded the 
only substantial new customs union of the second half of the twentieth 
century and also established a complex network of preferential arrange
ments with other trade partners.3 The European customs union was taken 
as a model by groups of developing countries in Africa, the Caribbean, 
Central America, and South America, but even the most promising of 
these arrangements, the East African Community and the Central Ameri
can Common Market, collapsed during the 1970s. 

The first wave of regionalism was resisted by the USA, which re
mained committed to the multilateral system, and was receding in the 
1970s as the European Union became established as a single actor in the 
global trading system. Successful conclusion of multilateral trade nego
tiations in the 1961-4 Kennedy Round, in which the members of the 
European customs union negotiated with a single voice for the first time, 
and in the 1973-9 Tokyo Round, which first seriously addressed the is
sue of non-tariff barriers to trade, sent important signals of the leading 
trading nations' commitment to multilateralism. 

3 For more details on the trading arrangements mentioned in this paper, see Pomfret 
(2001) and Pomfret (2006). 
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A second wave of regionalism was initiated by the United States' de
partures from the GATT nondiscrimination principle in the first half of 
the 1980s and peaked with the North American Free Trade Agreement 
(NAFTA) negotiations in the early 1990s, which coincided with the 
European Union's 1992 project for completing the internal EU market. 
Although NAFTA was signed and implemented, the EU completed its 
1992 program and Australia and New Zealand deepened their free trade 
area into the Closer Economic Relations (CER), the major trading na
tions reaffirmed their commitment to the non-discrimination principle 
with the successful conclusion of the 1986-94 Uruguay Round of multi
lateral trade negotiations and the establishment in 1995 of the World 
Trade Organization as the successor to the GATT. 

As in the first wave, there was a demonstration effect as groups of 
developing countries worried about the need to establish and strengthen 
their own regional groupings.4 The geographical scope was wider than in 
the first wave as Latin American regional arrangements such as Merco
sur and African customs union in various overlapping incarnations were 
joined by Asian regional organizations. Among the regional organiza
tions introducing tariff preferences in the 1980s or early 1990s were the 
Economic Cooperation Organization (ECO), the South Asian Associa
tion for Regional Cooperation (SAARC) and the Association of South
east Asian Nations (ASEAN). 

In the opening years of the twenty-first century, a third wave of dis
criminatory trading arrangements has been gathering force. This is led 
by Asian countries, which had previously been the strongest bulwarks of 
non-discrimination — Japan and South Korea within the WTO and 
China and Taiwan outside the WTO — who were joined, especially un
der the G.W. Bush administration, by the USA. The collapse of the 1999 
WTO meetings in Seattle and the diminishing significance of APEC (in
cluding the half-hearted attempt by the USA to kick-start further trade 
liberalization at the 1999 APEC summit through its P5 initiative with 
Australia, Chile, New Zealand and Singapore) led to new approaches to 

4 Although it was outside the ambit of the WTO, the biggest change in this period was the 
collapse of a very large regional arrangement, the Soviet-led Council for Mutual Eco
nomic Assistance. 
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trade liberalization in the Asia-Pacific region. Bilateral negotiations 
were begun in 1999/2000 by Japan with Singapore, South Korea, Can
ada and Mexico, by South Korea with Chile and New Zealand as well as 
with Japan, and by Singapore with New Zealand (concluded in 2000), 
Australia, Canada and other countries.5 

Although the third wave is seen as a recrudescence of regionalism, 
many of the bilaterals are not regional. Thailand under Thaksin, for ex
ample, began its policy of negotiating bilateral trade agreements with 
Bahrain and Australia, before moving on to the USA and Japan; this pat
tern is weakening Thailand's regional trading arrangements by eroding 
preferential treatment negotiated within ASEAN. South Korea's bilater
als started with Chile and New Zealand, willing collocutors, but hardly 
regional neighbours and never likely to generate large bilateral trade 
flows.6 

As with the second wave, which was characterized by proponents as 
a 'new regionalism', the third wave has novel features. With respect to 
tariffs and some non-tariff barriers to trade, the post-Uruguay-Round 
bar is lower, so effective discrimination requires focus on other aspects. 
The bilateral agreement negotiated between Singapore and Japan in 
2000 focused on areas such as financial services, capital flows and coor
dination of regulatory systems, which are analytically more difficult ar
eas, often with inherently less transparency than the traditional trade bar
riers of tariffs or quotas. Although negotiations towards bilateral trade 
agreements are mushrooming in the Asia-Pacific region, the agree
ments' coverage and actual implementation are often limited.7 

5 On the genesis of the new bilateral agreements see Rajan, Sen and Siregar (2001). 
Bonapace (2004) provides an assessment of agreements in the Asia-Pacific region. 
6 The embracement of bilateral trade agreements by the USA since 2000 has also been 
global rather than regional, and often driven by a desire to identify and reward political 
allies rather than by economic considerations. 
7 In general, it is difficult to monitor the progress of these bilateral negotiations. Many 
countries have long had bilateral arrangements on double taxation, coordinated strategies 
to fight money laundering and other financial matters without making the claims to be 
furthering liberalization that the recent bilateral negotiations have attracted. Some nego
tiations appear to be driven by a desire for progress on a single contentious issue, eg. 
China has demanded as a precondition for entering into a FTA with Australia that it be 
granted market economy status by Australia. Singapore and Japan could happily leave 
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Whether regional/bilateral agreements are becoming a major feature 
of the global trading system (as opposed to a major preoccupation of 
trade negotiators) is not as obvious as many observers seem to believe. It 
is often asserted that, because the number of regional trading arrange
ments (RTAs) reached an all-time high in the early 2000s, regionalism is 
more prevalent than ever. Such counting is nonsense because some ar
rangements are obviously far more important than others and some are 
totally inconsequential. One reason for the rapid increase in the number 
of RTAs during the 1990s was the proliferation of bilateral and plurilat
eral free trade agreements among countries of the former Council for 
Mutual Economic Assistance; these were primarily a response to re
gional disintegration, rather than a trend towards regionalism. Another 
illustration of the meaninglessness of such measures occurred in 2004 
when the number of arrangements registered with the WTO declined by 
about a fifth, mainly due to the accession of eight eastern European 
countries to the EU;8 their web of bilateral trading arrangements and 
preferential agreements with the EU became redundant, although with 
their incorporation into the EU customs union the degree of regionalism 
was increased. In contrast, it is arguable that, despite the increased atten
tion being paid to regional arrangements, the hold of multilateralism is 
stronger than ever as practically all trading nations have now acceded to 
the WTO, with lower trade barriers and stronger trade dispute settlement 
procedures. 

Perceptions do, however, matter. Supporters of closer economic inte
gration in Asia are concerned that Asia has been left behind in a global 
movement to regionalism represented by an expanded European Union 
and a putative Free Trade Area of the Americas.9 Whether Asian coun-

agriculture outside their bilateral, but omitting agriculture is more contentious when they 
negotiate with a country like Thailand. Similarly, the US refusal to include sugar in its 
'free trade' agreement with Australia greatly reduced the trade-creating potential of the 
agreement. 
8 As a result of the EU enlargement in 2004 the number of RTAs fell from 285 to 229, 
see the World Bank Global Economic Prospects 2005, p.53, n. 1. 
9 'Clearly, the Asian FTA effort is a belated example of a trend that has been widespread 
throughout the world for some time. Regionalism has become a critical part of the new 
international trade order. The world has seen a surge in regional arrangements since the 
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tries suffered from their minimal participation in the first two waves of 
regionalism is an issue which can be analysed by examining the conse
quences of those RTAs which did occur. 

The customs unions agreed among developing countries in the 1950s 
and 1960s all failed because they were based on a regional form of im
port substitution. This inevitably led to conflict over trade diversion, as 
each member wanted a regional market for its own inefficient industries, 
but was unwilling to buy the expensive or poor quality import-
substitutes being developed by their partners. The only East Asian at
tempt at such a strategy, ASEAN's promotion of Asean Industrial Pro
jects, broke down for the same reason in the early 1980s. The European 
customs union had similar strains, especially with respect to farm prod
ucts, but the political will for greater economic union overcame these 
trade-diversion costs even in large net economic losers from membership 
such as the United Kingdom or the Scandinavian countries.10 

In the second wave of regionalism, supporters of NAFTA, the CER 
or the deeper EU argued that these were new forms of regionalism going 
into areas, such as increasing-returns industries, service activities, or 
policy harmonization, where the analysis of trade creation and trade di
version due to Viner (1950) was inapplicable. For the other RTAs of the 
1980s and early 1990s, however, the practical outcomes were minimal 
for much the same reasons as in the first wave; each partner was unwill
ing to grant other partners non-trivial preferential access to its own pro
tected markets. The Asian RTAs were especially ineffective. The two 
largest economies in SAARC, India and Pakistan, withheld MFN treat
ment from one another. ECO was in abeyance while Iran was at war with 
Iraq. Most studies find minimal effects on trade for SAARC and ECO or 
for ASEAN (Greenaway and Milner 2002: 577). 

early 1990s. The GATT-WTO has been notified of over 250 regional trading agreements 
up to December 2002' (Naya, 2004, 4). 
10 The UK, Denmark and Sweden remain, however, notably more sceptical of economic 
union than most other EU members, a position reflected in their remaining outside the 
euro zone. Pomfret (1986) reviews the trade diversion due to policies towards agricul
ture, cars, steel, and textiles and clothing in the European customs union. 
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Despite the novel features of the third wave of regionalism, the thrust 
of the analysis of the first two waves remains valid. Even in the new ar
eas, multilateral non-discriminatory trade liberalization is usually the 
best approach not only from a cosmopolitan global perspective, but also 
for the net economic welfare of the participants in regional arrange
ments. The lack of transparency and selective coverage of many bilateral 
agreements make it more likely, given the political economy of trade 
policy, that trade-creating opportunities will be passed over because they 
hurt domestic producers while trade diversion will be permitted. Such 
selectivity might facilitate reaching agreement, but, as happened with 
most of the first wave RTAs, it will undermine the sustainability of the 
new bilaterals. 

In sum, despite the appearance of rampant regionalism, the vast ma
jority of RTAs signed during the second half of the twentieth century 
ended in the trashcan. The only significant exceptions were the EU, 
NAFTA and perhaps the CER and Mercosur. The first two of these are 
important because they involve most of the largest trading nations, but 
they are also special cases, as will be argued below. For all other RTAs 
the economic costs of trade diversion fuelled breakdown. For the Asian 
countries which did not participate in RTAs, this assessment implies that 
they did not miss out. Indeed, given the stellar trade-led economic per
formance of the East Asian economies which embraced multilateralism, 
it is difficult to imagine how their economies could have performed 
much better under alternative trade regimes, and easy to imagine how 
they could have fared worse. 

Regional Integration in East Asia 1997-2005 

The emergence of Asian regionalism can be dated from 1997, and was 
partly in reaction to perceived shortcomings of the role of the multilateral 
institutions, especially the International Monetary Fund, during and after 
the 1997 Asian Crisis. In contrast to the previous modest steps towards 
regional trading arrangements by the East Asian countries, regional co
operation in monetary issues received enthusiastic support from some 
governments. The lead in proposing new institutional responses was 
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taken by Japan, which floated the idea of an Asian Monetary Fund 
(AMF) at the ASEM Finance Ministers' meeting in Bangkok in Septem
ber 1997.n Substantive progress in monetary coordination (eg. the 2000 
Chiang Mai Initiative) was accompanied by calls from some quarters for 
more drastic monetary integration. The head of the Hong Kong Mone
tary Authority, Joseph Yam, raised the possibility of an Asian currency 
unit and the Philippine President Joseph Estrada put the issue on the 
Agenda of the 1999 ASEAN summit, and several academics, including 
Robert Mundell, advocated creation of an Asian euro.12 

The AMF proposal received some support from policymakers outside 
Japan, but made little progress. Some of the suggested functions for the 
AMF could be handled within existing institutions; the regional surveil
lance role, for example, was taken on by the Asian Development Bank 
(ADB).13 The fundamental reason for the AMF's lack of progress, how-

11 The Asia-Europe Meeting (ASEM) format was proposed by the EU, which wanted a 
dialogue with the ASEAN countries plus China, Japan and South Korea., and the first 
ASEM summit was held in 1996. The Asian participant list revived the East Asian Eco
nomic Caucus grouping, proposed by Malaysia in 1990 and subsequently overshadowed 
by APEC because other countries, notably the USA and Australia, feared that the EAEC 
would be the nucleus for an East Asian regional trading arrangement. Instead, in the late 
1990s, the group's members, now called the ASEAN+3, formed the nucleus of Asian 
monetary coordination. 
12 For references see Henning (2002) and Eichengreen (2004). More limited currency 
union has also been considered, especially within Southeast Asia (Madhur, 2002). The 
adoption of a common currency by twelve EU members, whose outcome became assured 
in late 1990s and was sealed by the issue of euro banknotes in January 2002, was a posi
tive stimulus. Seeing the euro as evidence of a pattern towards currency consolidation is, 
however, a selective reading of the European experience as Eastern Europe was undergo
ing a dramatic monetary disunion as the Czechoslovak, Yugoslav and Soviet currency 
areas all disintegrated. Europe had more currencies in 2002 than it had a dozen years 
earlier (Pomfret, 2003). 
13 The IMF's surveillance mechanism is bilateral, so that when the ASEAN countries 
proposed a surveillance process in 1998 the regional nature of their proposal was innova
tive. The ASEAN Surveillance Process became operational in March 1999 with a coordi
nating unit at the ASEAN Secretariat in Jakarta and national units in the ten member 
countries (Manupipatpong, 2002, 112-5). At a meeting in Sydney in March 1999 the 
Australian government proposed that a regional surveillance information facility be based 
at the ADB in Manila, and provided financial assistance through AusAID. Staff of the 
ADB's Regional Economic Monitoring Unit prepare the Asia Recovery Report twice a 
year and maintain a website at http://www.adb.org/REMU/aric.asp. 

http://www.adb.org/REMU/aric.asp
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ever, was the opposition from other IMF members, notably the USA, to 
duplication of roles.14 

A weaker version of the AMF proposal emerged at a meeting of 
Asia-Pacific finance ministers and central bankers in Manila in Novem
ber 1997. The fourteen economies represented in Manila were the first 
six ASEAN members, China, Hong Kong, Japan, South Korea, Austra
lia, New Zealand, Canada and the USA. The Manila Framework called 
for a regional surveillance mechanism, enhanced economic and technical 
cooperation in strengthening domestic financial systems and their regu
lation, and measures to strengthen the IMF's response to financial crises. 
Although the topics are reminiscent of Japan's AMF proposals, the tone 
is in terms of supplementing the central role of the IMF. 

Support within the region has been mixed. China's role was espe
cially crucial, as it switched from backing the US position in 1997-8 to 
participating in regional initiatives after 1999.15 China supported the 
IMF's approach to the 1997 crisis and its 'mainstay' role was acknowl
edged at the December 1998 APEC summit in Kuala Lumpur. China, 
however, felt that it received little practical reward, and relations with 
the USA soured in the first half of 1999 over the US intervention in 
Kosovo and bombing of the Chinese embassy in Belgrade. 

The most important forum for regional financing arrangements 
emerged out of meetings begun in March 1999 among the ASEAN+3 
group of the ten ASEAN countries plus China, Japan and South Korea. 
At a meeting of the thirteen countries' finance ministers in Chiang Mai 
in May 2000 a regional financing arrangement was established with one 

14 The following paragraphs draw on Henning (2002), Manupipatpong (2002) and Mu-
rase (2002) for information about the various developments and on Bird and Rajan 
(2002) for policy options raised in the process. In 2000 the Bank for International Set
tlements (BIS) established an Asian office in Hong Kong, which could be seen as provid
ing an established international institution to address proposals for an Asian body in ar
eas beyond the IMF's normal competencies; the BIS manages the Asian Bond Fund. 
15 Bowles (2002) contrasts the coolness of Jiang Zemin's visit to Japan in December 
1998 with the conciliatory nature of Zhu Rongji's visit in October 2000. Although there 
is strong evidence of China's willingness to play a leadership role in Asian regionalism 
since the 1997 crisis, some commentators (eg. Medeiros and Fravel, 2003) interpret 
China's more active diplomatic engagement since the mid-1990s in a global rather than a 
regional context. 
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billion US dollars in commitments. The Chiang Mai Initiative (CMI), 
which became effective in November 2000, allows countries to swap 
their local currencies for major international currencies for up to six 
months and for up to twice their committed amount. The CMI is framed 
in terms of supplementing the IMF's role insofar as countries seeking 
liquidity support must also look for IMF assistance, although bilateral 
swaps under the CMI are not conditional on IMF negotiations being 
completed. By March 2002 six bilateral swaps, worth $14 billion, had 
been concluded under the CMI (Manupipatpong 2002: 118), and by the 
end of 2003 this had increased to sixteen bilateral swaps amounting to 
$35.5 billion (Wang 2004: 944). 

The CMI has the potential to evolve into the role foreseen for the 
AMF as lender of last resort in crises. CMI commitments already super
sede those of its predecessor, the ASEAN swap arrangement, which had 
been in place since 1977 but at its maximum the facility only amounted 
to $200 million. With combined reserves of around $800 billion, the 
ASEAN+3 countries have resources which dwarf the assistance given in 
1997-8. The ambiguous relationship to IMF financing could be inter
preted as a step towards creating a competing institution, although from 
the participating countries' public pronouncements it is unclear how far 
some of them are willing to see the CMI evolve towards an AMF. The 
relationship of the CMI to the Manila Framework also remains unclear. 
Although garnering fewer headlines, the Manila Framework remains in 
place and raises questions of coordinating activities under the CMI and 
financial activities involving Australia, Canada, New Zealand, the USA 
and the ASEAN+3. 

Monetary policy and exchange rate coordination is less advanced. A 
case is often made for exchange rate fixity to forestall competitive de
valuations by countries competing with one another across a range of 
traded goods and also to encourage direct foreign investment. In the 
years before 1997 such fixity was more or less maintained among the 
ASEAN countries, China, Hong Kong, South Korea and Taiwan by their 
de facto pegs to the US dollar, but this led to, disastrous in some cases, 
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swings against the yen.16 Despite the experience of 1997-8, the attrac
tion of a dollar peg seems to remain strong in these countries. McKinnon 
(2004: 326) points out that by early 2004 'the day-to-day volatility of 
each country's dollar exchange rate is not significantly different from its 
precrisis level'. Moreover, in all East Asian countries' trade except Ja
pan, the US dollar is the dominant invoice currency (McKinnon 2005). 
The simplest solution to the competitive devaluation threat would be 
region-wide pegs to the dollar, or even dollarization, and McKinnon and 
Schnabl (2002) conclude that East Asia is a 'natural dollar zone'. For 
many Asians, however, it is unacceptable to have monetary policy de
termined in the USA, and they see a common currency as the best solu
tion. 

Another potential benefit of a larger currency area is reduction of the 
required level of forex reserves, because offsetting shocks would reduce 
the need for a lender of last resort (Stockman 2001). A single currency is 
also advocated as allowing the East Asian countries to speak with a sin
gle voice in international financial fora.17 Despite these benefits and the 
long-attested finding that East Asia satisfies some of the criteria identi
fied in the optimal currency area literature at least as well as Western 
Europe (Goto and Hamada 1994), many obstacles to Asian monetary 
union remain. 

Can Monetary Union Lead Regional Integration? 

Regional integration theory for at least the last sixty years has focused on 
trade integration. In the 1980s the concept of deep integration went beyond 
trade with its focus on policy harmonization, which came to include mone
tary integration, but it presupposed trade integration as the first step in 
the regional integration sequence. The five levels of integration devel
oped in the early 1960s by Bela Balassa (1961) — preferential trading 
arrangements, free trade area, customs union, common market, economic 

16 The third currency phenomenon, as it applies to Southeast Asian countries, is analysed 
by Bird and Rajan (2002b). 
17 This point, which addresses Japanese concern about its low voting weight in the IMF, 
has also been raised by Korean economists (Oh and Harvie, 2001, 261). 
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union — are often treated as a sequencing pattern towards closer integra
tion as well as a taxonomy of deeper and deeper integration.18 When dis
cussion of monetary integration began in East Asia after 1997, it was in 
the absence of trade integration, and some proponents saw monetary in
tegration as a step towards promoting trade integration by differentially 
facilitating intra-regional trade flows.19 This priority to monetary inte
gration turns the Balassa sequence on its head (Pomfret 2005a). 

The two theoretical literatures dealing with trade and monetary inte
gration (customs union theory and optimal currency area theory) devel
oped along distinct tracks. In optimal currency area (OCA) theory, the 
choice of currency domain involves a cost-benefit analysis trading off 
microeconomic efficiency against macroeconomic flexibility (Krugman 
1993: 4). A common currency by lowering transactions costs increases 
microeconomic efficiency, but at some point the marginal gains in effi
ciency from a larger currency area may be offset by the benefits from 
having an independent monetary policy. For Mundell (1961) this point is 
where factor mobility ceases to provide an alternative adjustment mecha
nism. McKinnon (1963) emphasised the degree of openness because in a 
less open economy money illusion permits the exchange rate to be an 
effective policy instrument. Kenen (1969) and others lengthened the list 
of criteria which might be relevant,20 but the emphasis remained on es-

A free trade area (FTA) is where the preferential tariffs are zero on trade among signa
tories, a customs union is an FTA + common external tariffs, a common market is a cus
toms union + free internal movement of capital and labour, and an economic union is a 
common market + common economic policies. 
19 Wang (2004, 952-4) starts his discussion of the sequencing issue by observing that: 
'The euro area pursued trade integration first, but from a theoretical point of view there is 
no clear reason for this. . . .Furthermore, there are many good reasons for forming a 
monetary union before a FTA'. The European trade-first emphasis reflected the historical 
conditions during the Bretton Woods era of fixed exchange rates, when monetary factors 
were not an obstacle to trade but tariffs were high; the 1957 Rome Treaty which estab
lished the EU customs union did not mention monetary integration. In contrast, the Mer
cosur free trade area suffered major problems in the 1990s and 2000s from exchange rate 
volatility between Argentina and Brazil 
20 Alesina and Barro (2002) argue that the trade-off might be mediated by history and by 
geography, but otherwise their criteria are similar to those in the survey by Tower and 
Willett (1976) or in the textbook treatment of de Grauwe (2000). Pomfret (2005c) re
views the literature. 
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tablishing the geographical boundaries at which macro policy becomes 
effective. 

The main benefit from a common currency (or fixed exchange rates) 
is lower transactions costs. This has long been accepted as the over
whelming argument for mini states (eg. Luxembourg or Brunei) not to 
have independent currencies. The argument becomes less potent as the 
currency area becomes large enough to have well-functioning forex (in
cluding forward) markets, and the threshold at which this occurs seems 
to be quite low. A second benefit from a common currency is that in lar
ger currency areas disturbances are likely to be offsetting, so that ex
change rate changes are smaller, with less feedback on domestic prices.21 

The main disadvantage of adopting a common currency is the loss of 
monetary independence. Eichengreen (1990) compared the adjustment 
mechanism in US states to that in independent countries. If oil prices 
fall, output will decline and unemployment will increase in Texas, and 
the government might like to either increase the money supply, in order 
to reduce interest rates and stimulate investment, or devalue, in order to 
encourage non-oil exports and import-competing activities, but the state 
can do neither. The lack of policy independence is, however, not a big 
cost for Texas. Although the Texan economy will shrink, the adjustment 
problem for individuals will be mitigated because the unemployed capi
tal and labour can move to other states. Moreover, in a very open econ
omy like Texas, devaluation would not have much impact because prices 
and wages immediately increase to wipe out any competitive advantage. 
Hence Texas as a US state satisfies the Mundell and McKinnon criteria 
for being in an OCA. 

The outcome of the western European policy debate was the estab
lishment of the euro as a common currency, but the process did not par
allel predictions of the OCA literature.22 Although over time the EU did 

21 The greater price stability is usually ascribed to random shocks being offsetting. Other 
mechanisms include reduction in weights of outliers in the CPI and reduction in the ratio 
of trade (or rather transactions denominated in, potentially volatile, foreign currencies) to 
GDP. 
22 Attempts to quantify and synthesise the OCA criteria in the 1970s, such as Kreinin and 
Heller (1974), predicted that Sweden and Switzerland were among the top candidates for 
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experience greater factor mobility and more open national economies, 
the pace of monetary integration did not follow these trends, and in the 
endgame capital controls were abolished as a step towards monetary un
ion rather than monetary union being driven by greater factor mobility 
(Pomfret 2003). Meanwhile, during the 1990s eastern Europe witnessed 
substantial monetary disunion as several currency areas disintegrated, 
despite high levels of economic integration (including factor mobility 
and the absence of money illusion) among their members. 

How to explain these outcomes? Monetary union not only reduces 
private transactions costs, but also public sector transactions costs. As 
the EU moves closer to a federal state, it is too difficult to make common 
polices if internal exchange rates fluctuate. This was first apparent in 
trying to manage the common agricultural policy after the collapse of the 
first effort at monetary union in 1976, and this led speedily to a renewed 
effort to fix internal exchange rates through the European Monetary Sys
tem which started operation in 1979 (Pomfret 1991; Basevi and Grassi 
1993). On the other hand, monetary union is impossible among countries 
wishing to pursue differing monetary policies. That is why the EU's first 
effort collapsed in the early 1970s; the large EU members wanted to ad
dress problems raised by oil crisis and recession through differing mone
tary policies and the fixed exchange rate system (the Snake) collapsed. 
After the political dissolution of Czechoslovakia, Yugoslavia and the 
Soviet Union, disagreements arose over the conduct of monetary policy 
which made a common currency unsustainable in each case (Pomfret 
2003). In the European experience of the 1990s, the crucial issues con
cerned who determines the conduct of monetary and fiscal policy, rather 
than the effectiveness of macro policy as emphasized in OCA theory. 

On the benefit side, although it is plausible that a common currency 
reduces transactions costs, there are no convincing empirical estimates 
of the magnitude of the savings. The Commission of the European Com
munities (1990) in measuring the 'costs of non-Europe' estimated large 
benefits from completing the EU's internal market and from monetary 

adoption of a European common currency and Italy was one of the countries which least 
satisfied the OCA criteria (Pomfret, 2004). 
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union, but the exercise was clearly biased in the direction of finding such 
benefits in order to justify the policies. Krugman (1993) drew attention 
to the absence of serious consideration of the nature or magnitude of 
transactions costs in debates over the international financial system. 
Frankel and Rose (1998) analysed the two-way causality between eco
nomic integration and monetary union, arguing that a common currency 
promotes closer trade links and more synchronized cycles.23 One aspect 
of that paper was addressed in greater depth by Rose (2000), who found 
that the impact of monetary union on trade was much larger than the im
pact of fixed exchange rates. 

Rose (2000), using a gravity model with a currency union dummy 
and a large dataset (33,903 bilateral trade observations for 186 countries 
in 1970, 1975, 1980, 1985 and 1990), found that currency union has a 
large effect on bilateral trade. Many economists expected the effect to be 
small because currency conversion costs are low and estimates of the 
effect of exchange rate volatility on trade are small (Alesina, Barro and 
Tenreyro 2002: 18), but Rose estimated that, ceteris paribus, a common 
currency more than triples bilateral trade. Because Rose follows an ad
mirable open-access policy with his data, the results could be replicated 
or challenged very quickly by other researchers. 

Rose's sample is smaller than it might appear; of his 33,903 observa
tions, only 320 are classified as 'within currency union' trade and most 
of these involve a tiny economy and a much larger neighbour. Several 
authors (Persson 2001; Kenen 2001; Nitsch 2004a) have shown that the 
countries in currency unions are not from a random draw; currency union 
members are smaller and more open than their natural comparators, and 
history (usually in the form of colonial background) matters. When the 
currency union members are matched with similar countries which are 

This is not a theoretical result, but a hypothesis to be tested empirically. More bilateral 
trade could promote inter-industry specialization and less synchronized cycles, but, using 
various measures of bilateral trade intensity and cycle synchronization for twenty-one 
developed economies, Frankel and Rose find a robust positive relationship between the 
two variables. They interpret this finding as evidence that a common currency promotes 
bilateral trade and also increases cycle synchronization. The context of Frankel and 
Rose's paper was to show why actual currency areas always seem to fit OCA criteria 
better than potential currency areas; in this view, the OCA criteria are endogenous. 
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not in a currency union, the differential impact on trade is much smaller 
than when the currency union members are part of a global dataset. Rose 
and Engel (2002) also argue that members of currency unions are differ
ent, but their case is that currency unions are more integrated with one 
another than similar pairs of countries with independent currencies. 
When Rose and van Wincoop (2001) introduce country-specific trade 
resistance measures into their gravity model; the currency union effect 
on trade is smaller than in Rose (2000), but still substantial. Lopez-
Cordova and Meissner (2003), in a study of trade in 1870-1910, find 
similar quantitative effects to those which Rose found for 1970-90, and 
they conclude that 'It is reasonable to assert that bilateral trade would be 
about 3.30 times larger when both countries belonged to a monetary un-
ion.'24 

Alesina, Barro and Tenreyro (2002 Table 8) and Rose (2002) sum
marize the empirical literature. In the nineteen studies covered by the 
meta-analysis in Rose (2002), the average effect of currency union is to 
more than double trade among the members, and this is robust to varia
tions in sample composition and time period, whether fixed or random 
effects models are used, and to the exclusion of the six studies involving 
Rose himself. In their less formal analysis of fourteen studies, Alesina et 
al. reach essentially the same conclusion; the empirical results are het
erogeneous, but the trade coefficient is usually statistically significant, 
and the median estimate of the trade effect is 100 percent. In sum, the 
cross-section and panel gravity models find that a common currency 
stimulates trade. Although the magnitude of the common currency effect 
is still debated, the finding that it is large and statistically significant 
seems to be robust. The cross-section studies may, however, fail to ad
dress the key policy issue: what happens to trade when countries adopt a 
common currency or when a currency union dissolves? 

Analysing time series data for correlations between changing cur
rency union status and bilateral trade flows, Glick and Rose (2002) esti-

Flandreau and Maurel (2001) and Estevadeordal, Frantz and Taylor (2003) also utilize 
nineteenth century data. 
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mate that dissolution of a currency union halves bilateral trade. Cur
rency union break-up is, however, usually associated with other events 
which disrupt trade. Over two-thirds of the sixty cases of post-1947 cur
rency union dissolutions in the Glick-Rose dataset broke up within a 
decade of the end of a colonial relationship (Nitsch 2003).26 Even ab
stracting from non-monetary causes of trade disruption, the specific na
ture of a currency union dissolution and its accompanying monetary ar
rangements may be more important than a simple generalizable mecha
nism of currency union dissolution reducing trade. Schoor (2003) identi
fies a 15-20 percent decline in CIS trade as being due to the collapse of 
the ruble zone in 1992-3, but he ascribes this decline mainly to the need 
for bilateral balancing; if the ruble zone had been replaced by converti
ble national currencies, as in the Baltic countries, then there would have 
been no trade loss. In tranquil currency union changes, notably Ireland's 
secession from its currency union with the UK in 1979 and subsequent 
participation in the process leading to the euro, the impact on bilateral 
trade is unclear. Thom and Walsh (2002) find that breaking the currency 
union did not have an adverse impact on Ireland-UK trade, while 
Fitzsimmons, Hogan and Neary (1999) find that trade between Ulster 
and Ireland is greater than predicted by a standard gravity model despite 
the absence of a common currency after 1979. 

The impact on bilateral trade of currency area dissolution and of cur
rency area formation may not be symmetric. For the 'East Asian se
quence' the key issue is whether currency area formation boosts trade. 
The difficulty in providing an empirical answer to this question is that 
the sole example for over a century of large countries abandoning mone
tary independence in favour of a common currency is the euro. Episodes 
of currency union formation other than the euro have been studied, but 
they involve unbalanced currency unions or small economies and are of 

In an earlier time series analysis, Pakko and Wall (2001) found a negative but statisti
cally insignificant trade effect, but their dataset was based on 1970-90, when there were 
few cases of currency union exit and entry. The dataset used by Glick and Rose goes back 
to 1948 and contains more cases of exit or entry. 
26 The end of the ruble zone, which is not in the dataset, would increase the percentage 
still further. 
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limited relevance to any substantial East Asian currency union. Nitsch 
(2004b) reports his research on the Belgium-Luxembourg currency un
ion, where he found no measurable change in bilateral trade after adop
tion of the common currency when other factors are taken into account. 
Nitsch (2004b) analyses the trade effects of currency union on the three 
countries which entered the CFA franc zone in the 1980s and 1990s; 
Mali suffered a big decline in trade with other CFA countries, Equatorial 
Guinea experienced a big increase in such trade, and Guinea-Bissau's 
trade was largely unchanged, although this may be partly due to the lat-
ter's more recent accession (1997, as opposed to 1984 for the other two 
countries). The net effect of adopting the CFA currency depends entirely 
on how the three cases are weighted. 

The euro's trade impact can be estimated by fitting pre- and post-
euro values to a model whose coefficients have been estimated inde
pendently. Rose and van Wincoop (2001), using coefficients from their 
gravity model with country-specific trade resistance measures, estimate 
that adoption of the euro will boost trade among the Euroland countries 
by 59 percent, but like any gravity model this may be confounding other 
determinants of bilateral trade flows in the currency union coefficient.27 

Alternatively, the euro's impact can be estimated by comparing actual 
trade flows after currency union with counterfactual flows which would 
have occurred if national currencies still existed. Micco et al. (2003) find 
a moderate increase in intra-Euroland trade during the first four years of 
the common currency. Faruqee (2004) reaches a similar conclusion, with 
the euro raising intra-Euroland trade by around ten percent on most 
specifications, and most of the impact concentrated in 2001 and 2002. 
These results reinforce the impression that introduction of the euro had a 
positive effect on bilateral trade, although the impact is more modest 
than that predicted on the basis of gravity model analysis. 

Maurel (2004) analyses the impact of European monetary integration 
on bilateral intra-European trade by applying a gravity-type model to a 

Rose and van Wincoop observe that in a simpler gravity model the predicted increase 
in trade due to the euro is 250-400 percent. Their trade resistance measures pick up some 
of the non-currency-union determinants of trade, but may not be picking it all up (or 
may be picking up too much). 
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panel of 26 European countries' trade from 1990 to 2000. The dataset 
allows her to discriminate among EU members and non-members and 
among a variety of exchange rate regimes. Maurel's conclusion is that 
current account imbalances and their financing are a constraint on the 
volume of trade. Currency union is associated with reduction of capital 
market imperfections and reducing or removing the financing constraint, 
but the constraint could also be relaxed by fiscal coordination within 
other monetary settings. As case studies illustrating the argument, she 
points to the Baltic countries which actively used fiscal policy to address 
current account imbalances. This argument is similar to the analysis by 
Flandreau and Maurel (2001) of trade integration in nineteenth century 
Europe. It is also similar to the argument by Schoors (2003) that the dis
solution of the ruble zone was associated with disruption of trade among 
countries whose balance of payments financing was impeded by the lim
ited convertibility of their national currencies, but currency union disso
lution did not disrupt trade of countries with convertible currencies (the 
Baltic case again). The implication is that currency union can promote 
trade integration by reducing the current account constraint, but there are 
alternative routes to the same destination. 

If East Asia adopted a common currency, would it have the effect of 
strengthening regional economic ties? The literature inspired by Rose 
suggests that this is possible given the large impact of a common cur
rency on bilateral trade flows, but doubts linger as to whether the gravity 
model analysis identifies the effects of forming a currency union or picks 
up other effects in the currency union dummy. If the key constraint on 
trade is the current account balance, then monetary union could promote 
regional trade, but other measures to reduce capital market imperfections 
which hamper current account disequilibrium, such as creation of Asian 
bond markets, could play the same role.28 The case study literature on the 
trade effects of currency union formation provides little empirical evi-

2 This may be an argument for greater integration by Asian countries into global finan
cial markets, centred in the USA and Europe, rather than for regional financial market 
development. Proponents of the Asian Bond Initiative argue that there is regional bias as 
well as home bias in financial markets (Wang, 2004, 947), but there is little empirical 
evidence on this. 
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dence either way and is too sparse to be conclusive, mainly because 
there have been so few cases of currency union among large countries in 
the last century and the prime example, the euro, was too long in prepa
ration29 and too recent in implementation to provide simple conclusions. 
Some authors have suggested that globalization and factors such as the 
growth of e-commerce have reduced the usefulness of minor currencies 
to their holders (von Furstenbeg 2002; Costa Storti and de Grauwe 
2002),30 but there has been no attempt to determine whether the transac
tions costs of small currency areas have been rising. In sum, there is a 
presumption from both theory and empirical work that monetary union 
promotes bilateral trade, but the foundations for this conclusion remain 
fairly weak and the magnitude of the effect is unclear. 

What are the Obstacles to Regional Integration? 

The choice between regionalism and multilateralism is full of paradoxes. 
Although most of the world's nations have now signed on to the non
discriminatory liberal trade and monetary regimes of the WTO and IMF, 
their governments frequently sign regional agreements. Despite the po
litical economy forces encouraging politicians to embark on preferential 
trade policies or other regional integration schemes, strong economic 
forces work in favour of adherence to the non-discrimination principle. 
Of the many plans for regional trading arrangements the majority have 
failed to come to fruition, and among those that did most failed to sur
vive long or exercise a significant economic influence. 

The ambiguity in RTA outcomes reflects the classic insight by Viner 
(1950) that any discriminatory trade policy, such as a customs union or 
free trade area, is by its nature second-best. One distortion is removed, 

The adoption of the euro was preceded by a lengthy transition period during the exis
tence of the European Monetary System which began in 1979 and especially after the 
Maastricht agreement of the early 1990s. The introduction of the single currency offi
cially occurred on 1st January 1999, but for many people only became tangible with the 
appearance of euro notes and coins on lsl January 2002. 
30 Arnone and Bandiera (2004) argue that electronic money will increase the size of 
OCAs by undermining the efficacy of monetary policy, but conclude that the current 
level of e-money use does not pose such a threat. 
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the differential treatment between a member's domestic products and 
products from other member countries of the union, but a new distortion 
is introduced between imports from member and non-member countries 
which were previously treated equally. The trade creation and trade di
version effects work in opposite directions to leave the direction of 
change in welfare of the country joining a customs union and of the 
world theoretically ambiguous. Thus, although a discriminatory tariff 
reduction, as in a customs union or free trade area, may be welfare-
improving, the presumption is that removal of trade barriers on a non
discriminatory basis would be first-best. Vested interests may lobby for 
tailor-made RTAs that avoid increased competition for domestic produc
ers, but this excision of trade creation only increases the likelihood that 
the RTA will have a net negative effect and will ultimately fail.31 

Politicians are often attracted to discriminatory trading agreements 
for political reasons. Signing a preferential trade agreement is a politi
cally cheap way of signalling friendship. Perhaps the most egregious 
case in the last half century has been the EU's use of trade preferences 
as a substitute for its lack of a common foreign policy.32 This approach led 
to a complex pyramid of preferences, which left most partners feeling 
hard done by relative to some other country, and any preferences which 
threatened EU producers tended to be removed. This last feature also 
characterized the Generalized System of Preferences for developing 
countries, which was introduced in 1971 under the slogan of encouraging 
trade rather than providing aid to poor countries, but whose economic 
impact was small. Reciprocal agreements like free trade areas or customs 
unions appear less easy to renege on than unilateral preferences, but they 
do not have a good record of surviving. Customs unions require agree
ment on the common external tariff and on the sharing of customs reve
nues, which reach to the heart of public policy. Free trade areas are easier 

31 Trade diversion, where the source of imports is transferred from a third country to a 
regional partner, contributes to regional integration without harming established domestic 
producers, but consumers (including buyers of intermediate products like steel) suffer 
from discriminatory policies favouring producers who are not the world's most efficient 
suppliers. 
32 Presidents of Soviet successor states have had an incredible propensity to sign RTAs 
which are often inconsistent and are never implemented (Pomfret, 2005b). 
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to agree on, but it is difficult to prevent trade deflection, so that the ap
pearance of policy autonomy towards imports from non-member coun
tries is a mirage.33 

Some customs unions have survived, but apart from enclaves and 
other ministates (such as San Marino or Monaco in Europe), they are 
uncommon. The single example in recent decades is the EU, where the 
customs union and other common policies, which are partially funded 
from the customs revenues, are steps towards some kind of political as
sociation. In this respect the EU resembles the nation-building exercises 
of the nineteenth century in Italy, Canada, Germany and Australia, rather 
than the theoretical model of a customs union among independent na
tions. 

Long-lasting free trade areas are even rarer. Perhaps the most suc
cessful were the European Free Trade Area (EFTA) and the Central 
European Free Trade Area (CEFTA), for both of which the main role 
was as a way-station en route to most members joining the EU. The best 
known free trade area is that between the USA and Canada, which 
evolved into NAFTA when Mexico joined. The US-Canada agreement 
was special insofar as these were two of the most integrated economies 
in the world, with low external tariffs and duties of less than five percent 
on most bilateral trade; removing intra-FTA tariffs facilitated trade with 
little impact on tariff revenue or on economic activity, and low external 
tariffs made trade deflection unlikely. NAFTA was a more complex 
agreement, reflected in its 900 pages. It is in many respects an example 
of managed bilateral trade with complex rules to protect special interests 
and, although barriers are fairly low in all three member countries, trade 
within NAFTA is not free — that would have required a one page 
agreement. The same caveat applies to the many 'free trade areas' agreed 
upon elsewhere. In South Asia and Southeast Asia 'free trade areas' have 
been announced (SAFTA and AFTA) which have restrictions on trade 
among members. There are very few true free trade areas (ie. with zero 

Simple transhipment through the least protected market can be regulated by rules of 
origin. However, if prices are lower in that market and domestic production exists, then 
domestic goods will be deflected to higher tariff markets within the FTA. 
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tariffs on trade among members and autonomous trade policies towards 
non-members) in the world.34 

The bilateral trade agreements in the third wave of regionalism are 
similar to the pseudo free trade areas in that they are selective in cover
age. Such selectivity tends to favour excluding products where trade 
creation is likely, because producer lobbies will resist threats to their 
competitive position. The ensuing trade diversion bias means that the 
agreement will have net negative effects for the signatories, and for the 
world. Viner's analysis explains why economic forces work against such 
arrangements in practice. The situation is more difficult to analyse when 
services or non-trade measures are included in the agreement, but a non
discriminatory policy is often first-best and the design of bilateral agree
ments is likely to be captured by vested interests. 

For all of these reasons RTAs are rarely economically beneficial, and 
tend only to survive when there are over-riding pressures for fuller eco
nomic integration (as in the EU) or when liberal external trade policies 
make the costs minor (as with NAFTA or the CER). This conclusion 
reinforces the presumption that East Asian countries did not suffer from 
not participating in RTAs. 

What are the obstacles to monetary integration? One lesson from the 
recent history of monetary union and disunion in Europe is that the OCA 
literature provides little practical guide to the prospects for monetary union 
because it assumes a background of optimum monetary policy. The east
ern European and former Soviet Union experience indicated that a cur
rency union without appropriate monetary policy instruments is a far 
worse evil than the higher transactions costs from independent curren
cies, even when the independent currency covers a small national econ
omy. Western European monetary union also stalled on the monetary 

The CER has internal free trade, but the external tariffs of Australia and New Zealand 
are now so low that there is little opportunity for trade deflection. EFTA, now consisting 
of Iceland, Liechtenstein, Norway and Switzerland, only makes sense as a free trade area 
in the context of EFTA members' participation in the European Economic Area with the 
25 EU members. The stability of this arrangement, whereby EFTA members get the bene
fits of free access to the European market without the political elements of EU member
ship, depends upon the will of the EU - and on the EFTA countries' relative economic 
insignificance. 
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policy hurdle in the 1970s and only overcame the hurdle when, in the 
1990s most, but not all, of the EU members accepted the loss of sover
eignty inherent in a common central bank. 

Monetary union also tends to imbed some degree of fiscal policy co
operation. Kenen (1969) argued that in federal states such as the USA or 
Canada regional idiosyncratic shocks generate automatic and prompt 
redistribution via fiscal rules, and other federal systems all embody some 
degree of fiscal insurance.35 In the EU the problems of operating com
mon fiscal policies when members' contributions and benefits fluctuated 
with volatile bilateral exchange rate changes were a critical reason for 
maintaining the momentum for monetary union in 1977-8 and later. This 
is the problem of transactions costs in public finance identified by 
Helleiner as a major reason for creating national monies in the nine
teenth century.36 

The close nexus between currency union and both monetary policy 
and fiscal policy highlights the difficulty in agreeing on currency union 
among independent countries. Indeed, the global experience for over a 
century indicates a rule of one country-one currency (Pomfret 2005c). 
Even in large and diverse countries fiscal pressures lead to a single na
tional currency. For very small states private sector transactions costs 
may have dictated adoption of another country's currency, and for poor 

Eichengreen (2004), however, rejects this as a 'pseudo precondition' for monetary 
union, by which he seems to mean that it is helpful but not strictly necessary. 
36 Helleiner (2003) is one of the most perceptive critics of the inadequacy of OCA theory 
in capturing actual monetary arrangements. Explaining currency domains in pure political 
terms, as part of the Westphalian nation state system or for national identity, will not do 
either; territorial currencies were only established in the 1815-1914 period, long after the 
first emergence of the nation state. Technical change in minting coins and printing notes 
in large standardized and hard-to-counterfeit batches was a precondition, but national 
motives varied. Helleiner focuses on four motives: the macropolicy motive of OCA the
ory, creating national identity, and the desire to reduce transactions costs in the private 
sector and in public finance. The transactions costs motives became more important as 
the monetized economy spread to the working classes and as the state took on more func
tions and cast its revenue net more widely. These are motives with an economic dimen
sion, which, together with the crucial technical change in using steam presses to mint 
coins, are firmly rooted in the historical situation following the industrial revolution. 
Helleiner's explanation of the timing of the formation of monetary domains contrasts 
with the predictive incapacity of OCA theory. 
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countries a neo-imperial power may have been able to offer inducements 
to operate under its monetary umbrella, but otherwise each country had 
its own currency. 

Application to East Asia 

The East Asian countries stood apart from the waves of regional trading 
arrangements in the second half of the twentieth century. ASEAN was 
the only RTA in the region, and it has had little impact on trade. North
east Asia was characterized by the non-participation in RTAs by Japan 
or China or South Korea (or Taiwan or Hong Kong). At the end of the 
century proposals for regional integration became stronger, and they fo
cused on monetary integration, reversing the conventional view of mone
tary integration being a final step in economic integration after integra
tion of goods and factor markets. 

Advocates of a common Asian currency point to the advantages of 
exchange rate stability, a more effective lender of last resort and a single 
voice in global monetary fora, but they have not addressed the institu
tional question of how the common exchange rate is determined (and 
hence how monetary policy is conducted for the entire currency area), 
who would determine when the lender of last resort acts, and who would 
speak with the single voice. 

The short-run practical obstacles to monetary union are illustrated by 
Eichengreen (2004), who lists four real preconditions for monetary un
ion, in contrast to pseudo conditions such as numerical deficit ceilings or 
convergence criteria: 

• the capacity to delegate monetary policy to an international institu
tion, which should be accountable, representative, efficient and effec
tive; 

• a culture of monetary policy transparency; 
• open capital accounts; 
• a common transmission mechanism from monetary policy to the 

economy. 
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The 1997 crisis exposed the variation and weakness of East Asian fi
nancial systems, which means that the transmission mechanism will dif
fer from country to country and even if the participating countries agree 
on monetary policy goals (eg. an inflation target) the effect of monetary 
policy instruments will vary across countries.7 There is very little trans
parency in the region's central banks, many of whom claim to peg to a 
basket but do not reveal the contents of the basket, which seems to 
change over time. Political cultures would need to change in many of the 
Asian countries, including some of the large ones, if the second condi
tion is to obtain. 

Several of the East Asian countries restrict capital mobility in some 
way, but the most important is China, whose current stance is that capital 
flows are being freed as a preliminary to introducing more exchange rate 
flexibility. The basic problem is the unhealthy state of China's banking 
sector, and the official fear that greater exchange rate flexibility would 
be followed by capital flight and currency collapse. As Prasad et al. 
(2005) argue, currency collapse is more likely if the authorities put capi
tal account liberalization first, because capital outflow will put unbear
able pressure on the exchange rate, much as happened to the Asian coun
tries with fixed exchange rates in 1997. That scenario could well induce 
a return to capital controls. Meanwhile, the true equilibrium value of the 
yuan is becoming more and more opaque, and China has artificially low 
interest rates which encourage excessive bank lending and inefficient 
investment. Given China's pivotal role in the ASEAN+3, any further 
move towards monetary union will have to await China sorting out its 
own macroeconomic policy dilemmas. 

Most distant of all is the prospect of agreeing on an international 
monetary policy institution. If the European Union is becoming a territo
rial unit as Germany or Italy or Canada did in the nineteenth century and 
this was a significant motive behind the introduction of the euro, then it 
is sui generis in the current world economy and the euro cannot be seen 
as a harbinger of further monetary unions. This analysis has implications 

37 Pobre (2004), using quarterly data for 1981-2000 from Korea, the Philippines and 
Thailand, finds significant differences between the three countries in the magnitude and 
speed of reaction to monetary shocks. 



88 Richard Pomfret 

for the prospects for monetary union in East Asia insofar as discussing 
the matter as a technical one of economic benefits versus economic costs 
misses the point of whether any of the independent countries, apart from 
the very small states are willing to cede national autonomy over mone
tary and part of fiscal policy to a supranational institution.38 

This last point is often invoked to say that for monetary union 'eco
nomics matters but politics matters more' (Benjamin Cohen in Salvatore, 
Dean and Willett 2003), but such dichotomous generalizations are just as 
oversimplified as the OCA literature. Successful regional integration 
faces the economic obstacles described above and requires political de
cisions on (a) sharing control over monetary and fiscal policy and (b) the 
domain over which this sharing will occur. 

The question of sharing sovereignty is often phrased in terms of how 
would the huge variations in economic and demographic size be dealt 
with and, assuming that China and Japan would be likely to have the 
largest weight, what are the prospects for genuine trust and cooperation 
in the near future. The role of former enemies France and Germany in 
European integration was crucial, in part because both accepted the 
higher goal of cementing peace by economic integration. The continuing 
antipathy between China and Japan on many levels (highlighted by the 
riots at the 2004 Asian soccer championship finals when Japan defeated 
China in Beijing and the April 2005 protests in China about Japanese 
history books) suggests how different the Asian situation today is to that 
of Europe half a century ago. Relations between South Korea and Japan 
are also far from warm. Widespread opposition in both China and Korea 
to Japan obtaining a permanent seat on the UN Security Council is an 
example of regional non-cooperation. 

Although the recent push towards Asian regionalism has been in the 
ASEAN+3 framework, the question of what constitutes the Asian region 

Currently Brunei has ceded monetary policy authority to Singapore and Timor Leste 
uses the US dollar. Future developments could include a baht zone, incorporating Laos, 
or a Greater China currency zone with monetary policy determined in Beijing, but it is 
difficult to imagine many other Asian examples. The new members of the EU in 2004 
were willing to accept eventual adoption of the euro as a condition for EU membership, 
because they had similar monetary policy goals to existing EU members and because they 
recognized that they were joining a union with common policies. 
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remains open. Should South Asia be included? If India continues to grow 
rapidly, it could provide a counterweight to China and Japan, which may 
make decision-making easier. If India is included, should the other South 
Asian countries be part of the currency area? Perhaps here, the euro zone 
does provide a lesson, in that membership could be voluntary and as 
long as the core countries agree (France/Germany or China/Japan), then 
the monetary union has critical mass. 

The aim is not to predict future alignments, but simply to point out 
that the geographical boundaries of Asian regionalism remain fluid. To 
the southeast it is unclear where 'Asia' ends. In the early 1990s under 
Keating Australia moved substantially closer to its East Asian 
neighbours, but since 1996 under Howard it appeared to move away, 
although there have been recent signs of this being reversed.39 In terms 
of GDP if not population, Australia could also be a significant counter
weight to the China/Japan core, much as in Euroland Italy and Spain are 
large enough to provide a balance against Franco-German hegemony. 

Conclusion 

The regional integration agenda in East Asia was kick-started by the 
post-1997 currency union debate. Although bilateral trade negotiations 
have been flourishing in the first half of the present decade, in terms of 
integrating the broader regional economy they have been limited in terms 
of both geographical and sectoral coverage and have been bewildering in 
their bilateral rather than truly regional format.40 Monetary agreements, 

Closer relations were fostered by economic complementarity as Australia provided 
coal, iron and other primary products to the fast-growing economies of Northeast Asia. 
Relations with Malaysia were tetchy, reflected in the controversy in the late 1980s and 
early 1990s over whether the EAEC or APEC should be the vehicle for regional coopera
tion. The bad relations were reinforced by Australian participation in the invasion of Iraq, 
although they appear to be better under Abdullah Badawi than under Mahathir 
Mohamad. Australia-Indonesia relations soured when Australia led the UN peacekeeping 
force to East Timor in 1999, but they also may be improving under Susilo Bambang 
Yudhoyono. 
40 Scollay and Gilbert (2001) emphasised the tangled web nature of the new wave of 
bilaterals in Asia, and the pattern has if anything become more confused and less region
ally integrated since they wrote. Desker (2004) has a more positive view of the potential 
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the Chiang Mai Initiative in particular, have been more concrete and po
tentially far-reaching. The urgency of pursuing regional initiatives to
wards monetary integration has been underlined since the turn of the 
century by a feeling that reform of the international financial architec
ture and the IMF, which was in the air after the 1997 Asian Crisis has 
now gone off the G8 radar screen (Wang 2004: 940). This juxtaposition 
raises the question of whether Asian economic integration could be led 
by monetary integration, with trade integration being pulled along later. 

This paper argues that there is evidence to support the claim that 
monetary union can facilitate bilateral trade and hence be a first step to
wards regional integration. However, monetary integration is difficult, 
because actual currency union involves far more than simply satisfying 
conditions set out in OCA theory. Even from a short-run technical per
spective, key East Asian countries need to reform their financial sectors 
and change macroeconomic policy cultures before monetary union 
would work. More fundamentally, the close nexus between currency un
ion and both monetary policy and fiscal policy highlights the distance 
that East Asia has to go before an Asian currency union is seriously on 
the political agenda. Monetary policy has to be ceded to a single central 
bank (or equivalently to a rigid rule). Moreover some degree of fiscal 
insurance may be necessary to convince all countries of the benefits. 
Yet, in East Asia the political will to give up national autonomy over 
macro policies is far away. The situation where an Asian supranational 
authority would operate a budget on a par with that of the European 
Commission seems even more distant. 

of trade agreements to create a 'lattice network' across East Asia, and also to improve the 
security situation. 
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CHAPTER 3 

ASEAN+3: IS AN ECONOMIC COMMUNITY IN 
THEIR FUTURE? 

James Angresano 

'Behind the economic importance [of the China-ASEAN Free Trade 
Area membership] is the deeper political implications caused by trade 
liberalization between ASEAN and the PRC, or it will be difficult to an
swer, for example, why Japan, ASEAN's oldest dialogue partner that 
has a huge economic scale and close economic ties with both Southeast 
Asia and mainland China, has not been in the game [prior to 2002]. 
Hence, the above-mentioned questions can not be answered solely from 
an economic perspective' (Huang 2001). 

ASEAN1 currently is at numerous stages of political and economic inte
gration and cooperation both among its members, and between ASEAN 
and the three large northeast Asian countries (China, Japan and South 
Korea), as well as with other Asian, European and North American coun
tries. ASEAN is the core member of the Asia Pacific Economic Coopera
tion Forum (APEC), an extra-regional forum designed to build a Pacific 
community. ASEAN has also created the ASEAN regional forum to dis
cuss political and security issues with the USA, China, Russia, France, 
and Britain. ASEAN has expanded its economic horizons through initiat
ing the Asia-Europe Summit Meeting. Of special interest are the ongo
ing discussions to widen integration by formalizing closer trade and 
monetary relations among ASEAN and three of its 'dialog partners:' 

1 ASEAN members include Brunei, Cambodia, Indonesia, Laos, Malaysia, Myanmar, 
Thailand, the Philippines, Singapore, and Vietnam. 
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China, Japan, and South Korea (this partnership is hereafter referred to as 
ASEAN+3). These discussions began in 2002 when ASEAN leaders 
began studying the feasibility of forming an ASEAN Economic Commu
nity by 2020 that would include these three neighboring economic 
powers. 

The European Union (EU) began with a series of agreements among 
only six countries with the common political and economic objectives of 
establishing closer trade relations so as to foster common economic in
terests that would supplant political and military competition (Wyplosz 
2001: 151). The EU's post-1951 experience indicates that favorable eco
nomic growth and development has occurred concurrent with EU inte
gration, and analysts argue that integration has contributed quite posi
tively to this successful performance.2 European integration has included 
such market-oriented reforms as reduced tariff and non-tariff barriers, 
easier cross-border transport, a stronger competition policy, and a com
mon currency. This success makes the issue of whether some features of 
the EU development and integration experience offer lessons for ASEAN 
+3 integration. Authorities considering the feasibility of forming the 
ASEAN+3 Economic Community can broaden their understanding of 
integration's implications for ASEAN members by studying the Euro
pean Union development and integration experience to see if it might 
offer them useful lessons. 

This chapter will argue that EU integration offers ASEAN+3 political 
and security lessons concerning the maintenance of regional stability. 
There are also both positive and negative lessons pertaining to political 
and economic issues and indications that there can be limits to integra
tion beyond which some members, whose economies' performance trend 
is unfavorable, might object to proposals for deeper and wider integra
tion. However, the existence of some specific lessons does not mean 
that the EU provides any institutional blueprint for deeper and wider 
integration that ASEAN+3 could seek to emulate. This is due to the 
'contextual specificity' of institutions. In fact, ASEAN+3 policy makers 
have consistently demonstrated a clear understanding that it is unwise to 
transplant in a wholesale manner institutions and corresponding rules 

2 This will be discussed in Section Two. 
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from another economy — particularly a Western economy — to their 
own country and expect favorable outcomes to ensue. 

This chapter utilizes an evolutionary-institutional perspective for ana
lyzing some integration and development cases.3 Section One examines 
the EU's development and integration experience — particularly the 
relationship between the deepening and widening of integration and the 
economy's performance — and recent controversies over proposals to 
deepen and widen EU integration further. This description of the EU ex
perience will elucidate lessons that may be useful for ASEAN authori
ties. The same is the case for the following section which presents com
mon aspects of the Japanese and Chinese development experiences. It is 
noted that neither of these countries was integrated politically or eco
nomically with any other country as they developed. This isolation may 
explain the two countries' cautious response to recent invitations to inte
grate with ASEAN. In Section Three the evolution of ASEAN, its eco
nomic performance, and its evolving political and economic relationships 
with China, Japan and South Korea are presented. The chapter concludes 
by suggesting lessons the EU integration experience provides for 
ASEAN+3. 

The EU Development and Integration Experience 

Integration of EU members was part of a development strategy with mul
tiple goals, especially the strong desire to improve political relations 
among members so as to reduce nationalism and the likelihood of war. 
However, at the time of the European Coal and Steel Community's in
ception in 1951 there was little economic theory upon which to base in
stitutions and rules pertaining to integration.4 Member country authorities 

3 For a detailed treatment of this perspective see Angresano, 1996. 
4 Early writers looked upon discriminatory trade arrangements from the point of view of 
the nation granting the preference. Adam Smith had argued in favor of preferential trade 
agreements on a bilateral basis, arguing that the recipient of preferential treatment could 
benefit. Robert Torrens argued that benefits could be derived for a nation from discrimi
natory trade policies if it could establish a 'nationally optimum tariff along the lines of a 
price-discriminating monopolist. In 1950 Jacob Viner's pioneering work identified that 
preferential trade arrangements could have both benefits (trade creation) and costs (trade 
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and their advisors chose to adopt some unique supranational institutions 
and rules for integration in response to their particular historical, politi
cal, and socio-economic conditions. They did not adhere to any blueprint 
for development and integration such as the model of a 'free market 
economy.' Since 1951 the EU has simultaneously been one economy and 
between 6 and 25 member state economies. Both the EU and its mem
bers are continually evolving: although integration has deepened and 
widened, each participating economy's degree and pace of political, eco
nomic, and social integration has varied. 

The commitment to integrate was stimulated by centuries of war and 
the underdeveloped state of European economies after World War Two.5 

The French were at the center of the integration process. They sought a 
Franco-German rapprochement that would not impose harsh economic 
suppression on Germany (which had been the case with the Treaty of 
Versailles penalties), thereby avoiding adverse economic effects on 
Germany's natural trading partners along its western and southern bor
ders. The Benelux countries and Italy endorsed the French position. The 
political, economic and social challenges that ensued from the subse
quent decision to form the European Coal and Steel Community (ECSC) 
required authorities from these six countries to design appropriate institu
tions and corresponding rules. United States defense spending, by guar
anteeing the military protection necessitated by the Cold War, obviated 
the necessity for the ECSC to allocate substantial resources toward 
common institutions for its own military defense. The USA aid facili
tated the establishment of supranational institutions that would achieve 
the community's political, security and economic objectives. 

diversion), and consequently global welfare needed to be considered in evaluating the net 
economic impact of economic integration among nations. For further discussion see 
Pomfret, 2001: 176-182. 
5 One scholar notes that 'Walter Hallstein, the first president of the Community, fre
quently said that the common market was in politics, not in business. That is, the com
mon market was primarily formed not to gain the considerable economic advantages 
envisioned, but to meet the political challenges of post war Europe. A political solution to 
Franco-German animosity had to be found; a European effort to face up to the Soviet 
military-strategic challenge was a necessity; and a way to fend off American economic 
domination was considered essential. Although not the only factor, the European Com
munity was important in achieving all these goals' (Krause 1999: 5-6). 
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Subsidiary to the political and security objectives was the desire 
among smaller ECSC members to realize anticipated dynamic benefits of 
integration, particularly economies of scale. Prior to the French and 
Dutch rejection of the proposed EU Constitution in 2005, larger mem
bers had been giving higher priority to establishing institutions and rules 
designed to promote deeper and wider integration for purposes of main
taining stability and security. Meanwhile smaller EU members, in hopes 
that deeper integration would benefit them, have emphasized establish
ment of institutions that would promote greater economic integration and 
unilateralization of trade negotiations. Without any comparable integra
tion case, and armed with only modest economic theory pertaining to 
integration, ECSC authorities developed a new philosophical basis for 
their integrated economy. They drew heavily on the contextual, prag
matic philosophy of Robert Schuman, who proposed a supranational 
principal institution, the High Authority, to address primary political, 
security, and economic problems. The Schuman proposal, by giving the 
ECSC control over iron ore and coal, made it materially impossible for a 
war to occur between France and Germany. 

Over the past five decades the philosophy towards integration has re
flected shifting attitudes among member nation authorities towards the 
efficacy of centralized supranational and state institutions — versus 
markets — for resolving pressing political, economic and social prob
lems. While some members held a bias in favor of economic manage
ment, state intervention, and increased government expenditures, others 
advocated less centralized control and greater reliance upon market 
forces. Since the early 1990s the dominant philosophy shifted in favor of 
market forces, as is evident in the removal of many internal trade barriers 
to permit a freer flow of resources within the integrated economy, and in 
the adoption of a single currency — albeit at the price of greater feder
alization of the EU. 

On the other hand, leading EU authorities have also maintained some 
protective barriers, particularly towards agricultural interests, that have 
created a deadlock in the most recent round of WTO trade negotiations. 
At the center of the dispute are EU farmers, particularly those from 
France, who receive about Euro 50 billion in annual subsidies. They re-
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main 'vehemently opposed' to reductions in the current system of subsi
dies (Wright 2005). As a result, the EU's position at the WTO appears 
quite contradictory to some observers, being simultaneously a regional 
trading arrangement striving to deepen integration for economic benefits 
and a trading bloc that resists reducing protective barriers that deny its 
citizens lower priced goods and export opportunities to non EU nations.6 

One observer argues that the EU's refusal to reduce agricultural protec
tion beyond what it proposed at WTO trade negotiations in 2003 is 'a 
signal of the declining relevance of an aging continent whose arrogance 
is a transparent mask for fear' (Bowring 2005). 

EU authorities have defended the usefulness of centrally controlled 
common policies not only for agriculture, but for transport, social, and 
regional purposes in achieving greater political, economic, and social 
integration. Jacques Delors describes the philosophy underlying the es
tablishment of common policies, contending that integration of European 
countries was to be 'an instrument not merely to promote economic ends, 
but [also] like Jean Monnet argued . . . [to provide] a stepping stone to 
the creation of a democratic socialist European super state that [would] 
be able to maintain the cultural identity of European civilization against 
the capitalist threat of the USA and Japan and the Communist threat of 
the USSR' (Price 1989: 40). In this regard EU authorities have been sup
ported by social concerns stemming from a social structure that, in con
trast to ASEAN+3, has considerable trade and professional union mem
bership, which strongly favors significant redistribution policies and job 
security. 

Institutional adaptation to the deepening and widening of integration, 
a reflection of EU leaders' willingness to compromise so as to reconcile 
differences among members, has coincided with the need for an execu
tive branch (Commission), principal decision-making body (Council), 
arbiter for disputes (Court), democratically elected consultative body 
(Parliament), and, most recently, monetary control and policy (European 
Central Bank). These idiosyncratic institutions have been designed to 
address such challenges of governance as maintaining static consistency 

6 The EU does not stand alone in its unwillingness to maintain agricultural barriers. Ja
pan, South Korea, and the United States retain high barriers as well. 
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(satisfied by the Court) as well as dynamic stability. The latter has been 
problematic due to the massive institutional adaptations necessitated by 
the distributional implications of enlargement. 

Among the rules governing ownership and control of EU resources 
have been the numerous discriminatory external trade agreements be
tween the EU and non-members. Given its growing bargaining power 
from an enlarged economy, in virtually every case of 'preferential trade 
agreements' the EU has been effective in setting tariffs and antidumping 
duties on what EU analysts considered to be 'unfairly cheap' imports of 
what the EU classifies as 'sensitive products' — especially cereals, 
dairy products, sugar, and footwear products. In the case of agreements 
with poor countries, it appears that EU preferential trade agreements 
have contained far more form than substance, with relatively modest 
benefits offered to selected non-EU members (e.g., North African coun
tries), while trade diversion has been experienced by these non-EU coun
tries in some cases.7 This is primarily due to the EU's imposing tariffs 
and anti-dumping measures well above the world average on textiles and 
clothing products, as well as on 'sensitive' agricultural products.8 

As one economy the EU has featured regulated markets that are pro
tected, which in some cases have been in violation of GATT or WTO 
principles. The EU has extended most favored nation status to only six 
countries, from which it receives about one third of its imports, with a 
wide range of tariff rates and other conditions imposed on the rest of the 
world according to the political and social relationship between each 
country and the EU (Sapir 1998). A case in point is the 1993 'banana 
regime', which created a single EU market in bananas. Some non-EU 
member banana producers suffered from a discriminatory preferential 

7See ECPDM (1999), and Stevens and Kennan (2000). EU trade barriers imposed against 
poorer countries typically have been highest for products that poorer countries have a 
comparative advantage producing. In the case of Egypt, changes in market share of Egyp
tian exports over time indicates that there has been slower export growth, and even a 
decline, for products that Egypt is relatively more efficient at producing due to EU non-
tariff barriers. See Ghoneim (2000). 
8 One criticism of EU trade policy is that it is a 'hub and spoke approach' whereby its 
preferential agreements with poorer countries 'ensures an open door for European ex
porters in expanding foreign markets' but may be 'welfare deteriorating' for the poorer 
countries who sign such agreements (Busse 2001). 
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trade agreement that allocated production quotas to overseas territories 
(an EU historical legacy) eligible to receive EU Common Agricultural 
Policy price supports (Pomfret 2001: 132). The EU can counter criticism 
of its trade restrictions by pointing to its listed tariffs as being perhaps 
the lowest of any major economy in the world. However, coinciding with 
the reduction of EU tariffs have been rising non-tariff barriers — par
ticularly the greater use of anti-dumping measures. 

The degree to which integration has contributed favorably or unfa
vorably to both freer worldwide trade and the performance of the EU 
economy has been the subject of numerous studies. Each study has at
tempted to isolate one of the following effects that EU integration has 
had on both EU member countries and the rest of the world:9 trade crea
tion and trade diversion; dynamic effects such as economies of scale and 
productivity; foreign direct investment; changes in intra-EU regional dis
parities; reduced transactions costs; macroeconomic stability; enlarge
ment; bargaining power of the EU in GATT and WTO negotiations; and 
costs born by non-EU countries. In addition, attempts have been made to 
identify non-economic benefits and costs EU members have realized 
from integration. 

Most evidence indicates that integration has contributed to a net posi
tive trade creation for the EU, although there are conflicting estimates of 
the extent to which trade creation has or has not outweighed trade diver
sion, measured in terms of either relative magnitudes or the net magni
tude of the change in costs on newly traded or diverted goods (Kreinin 
1972; Balassa 1975; Robson 1984; Pomfret 1997; Panagariya 2000). It 
appears that the positive static welfare effects have been modest (i.e., a 
small net trade creation effect).10 There also is convincing evidence that 
EU integration has positively affected medium-term economic growth 
through improving an investment climate that attracts capital formation, 
which, in turn, promotes greater worker productivity and higher rates of 

9 Two methodological approaches typically have been taken. One relies upon counterfac-
tual analysis within a partial or general equilibrium model framework, while the other 
concerns ex post studies using gravity equations (see Panagariya 2000: 325). 
10 Baldwin and Venables (1995) argue that the reason for the 'modest' positive welfare 
effects post 1992 is that there were already no tariffs on internal trade, and thus trade 
creation did not occur after completion of the internal market. 
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economic growth (Baldwin and Wyplosz 2003). The experience of Ire
land, Portugal and Spain post accession to the EU supports this conclu
sion, as does a comparison of the growth rates of EU members France, 
Germany and Italy versus non-member UK between 1950 and 1973. 
Such was not the case for Greece, however, although this has been at
tributed to that country's poor macroeconomic policies (Baldwin and 
Wyplosz 2003). 

While dynamic effects such as increased economies of scale, higher 
worker productivity and lower production costs were realized after the 
formation of the European Economic Community in 1957, no convincing 
study has identified the causal effect of European integration. This is due 
to the problem of distinguishing correlation from causality as researchers 
seek to 'disentangle the effect of the regional integration from other 
changes in the economy' (Baldwin and Venables 1995). Due to this 
problem most methodologies analyzing the effects of EU integration do 
not attempt to include dynamic effects.11 Nevertheless, two noteworthy 
studies (Cecchini 1988; Gasiorek, Smith and Venables 1988) forecast 
substantial dynamic effects from the integration of national markets into 
a single European market in 1992, with the 'main source of potential 
gain appearing] to be scale induced reductions in average cost' (Gasio
rek, Smith and Venables 1992).12 Further, empirical and theoretical stud
ies for Canada (Wonnacott, Wonnacott 1967; Cox, Harris 1985) attribut
ing the realization of economies of scale to integration have been con
vincing. This is not surprising, given that the Canadian-USA example is 
a classic small nation-large nation case in which the small nation would 
be expected to benefit substantially from integration due to its becoming 
able to achieve greater economies of scale. 

The effect of EU integration on productivity benefits and increases in 
foreign direct investment has also been difficult to identify, although cor
relations between deeper integration and modest positive indicators for 
both factors throughout the EU have been observed. Some analysts argue 

11 Analytical techniques used in an attempt to isolate the effects of integration include 
computable equilibrium models and econometric evaluations, each of which has strengths 
and weaknesses. 
12 These gains were attributed to the competitive-inducing effects of integration which 
reduced the degree of imperfect competition throughout the EU. 
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that the stimulus for foreign direct investment throughout the EU during 
the 1980s was the fear among investors from non-EU countries that 'For
tress Europe' would impose greater barriers to such investment after the 
completion of the internal market. Some reduction in regional disparities 
within the EU, however, can be attributed to the establishment of the So
cial, Structural and Regional Funds designed to achieve that purpose. 
There is also evidence of some convergence of per capita national in
comes among the ECSC members (Ben-David 1993). 

Greater macroeconomic stability is attributable in part to greater in-
tra-EU trade which has reduced external economic dependence and ad
verse effects from external shocks (Letiche 2000: 276).13 In addition, 
there is expanding recognition that 'the relationship between monetary 
integration and economic integration (and political integration) is two-
way and mutually reinforcing' (Pomfret 2003). Although the literature is 
still in an early stage, it has been anticipated that the single currency may 
yield many benefits. One is the potential to promote internal trade by 
modest amounts due to expected reduced transactions costs (some esti
mate as much as 0.4 percent of the EU GDP) and greater exchange-rate 
stability (Rose 2000). It is also expected that an additional benefit from 
the single currency will be to induce a greater degree of fiscal policy co
operation. A third benefit is that a common currency may be the 'best 
solution' for the threat of competitive devaluation (Pomfret 2003). Fi
nally, evidence indicates that integration to the economic and monetary 
union level has contributed to reducing the cost of capital for firms in the 
euro area (Bris et al. 2004). 

There have been consistent findings concerning the impact of 
enlargement. Following each of the three pre 2004 enlargements there 
was a modest negative welfare effect on existing members from the 
Common Agricultural Policy, the magnitude of the effect depending 
upon the size of members' agricultural sector. Another finding is that 
trade diversion effects encountered by the three new Mediterranean 

13 In support of this conclusion Letiche (2000: 276) points out that in 1950 the average 
ratio of exports to GDP of the ECSC and EC members was about 35 percent but that by 
2000 this percentage had declined to 15 percent (both percentages include intra-union 
trade). 
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members in the 1980s also were due to the Common Agricultural Policy 
(Pomfret 2001: 264, 277). Awareness of these costs associated with inte
gration, as well as anticipated non economic costs of integrating with 
other countries, could induce newer entrants to the EU to seek larger 
economic incentives than had prior accession countries (Baldwin 1995). 
On the other hand, the 2004 enlargement has stimulated fears in France, 
Germany and the Netherlands that further increases in their respective 
unemployment rates will ensue due to anticipated loss of jobs to workers 
from the new Central and East European members. For support, critics 
point to substantial wage differentials between these three countries' la
bor markets and those in the 10 new members (e.g., labor costs are esti
mated to be six times greater in Germany than in neighboring Poland in 
certain industries). 

Integration appears to have enhanced the EU's ability to gain an ad
vantage in bilateral agreements with smaller economies, as well as in 
worldwide negotiations. In GATT and WTO rounds of negotiations the 
EU's ability to use its bargaining power to further its own interests at the 
expense of the rest of the world has been most apparent in its ability to 
maintain the restrictive Common Agricultural Policy. Studies also indi
cate that the deepening and widening of EU integration have contributed 
to a more vigorous use of anti-dumping claims against non-EU members 
(Eeckout 1997; Hindley and Messerlin 1993). EU external policies, in
cluding preferential trade arrangements between the EU and its 'overseas 
territories', the trade restrictions and subsidies associated with the Com
mon Agricultural Policy, and other features of the EU's RTA, have led 
some analysts to argue that the benefits of EU integration have come at 
the expense of the rest of the world (Sampson and Snape 1980). Some 
Asian countries believe they have suffered the effects of trade diversion 
(Plummer and Jones 2004: 831; Lee 2003; Geithner and Nankani 2002). 
EU non-tariff barriers have contributed to trade diversion and mitigated 
gains for countries such as Egypt from its bilateral agreement with the 
EU. One study concerning Egypt's bilateral agreement with the EU 
demonstrates a declining market share of Egyptian exports following the 
implemenation of the agreement, particularly products for which Egypt 
enjoys a comparative advantage vis-a-vis the EU (Ghoneim 2000). 
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Concerning non-economic effects integration, EU analysts seem to 
agree that the EU's integration experience has provided an example to 
the rest of the world that political and economic integration can promote 
a better sense of community while contributing to the realization of sub
stantial political, security, and social benefits. After millennia of wars, 
EU members have been at peace with one another for over 50 years. Pro
viding fewer resources for security has enabled EU members to provide 
their citizens with extensive social insurance and welfare schemes that 
have contributed significantly to the alleviation of poverty and to a high 
Human Development Index in most member nations. Although there are 
some non-economic costs born by new EU members during accession 
(Baldwin 1995), these appear to have been outweighed in Europe by 
positive non-economic effects of integration. For example, feelings of 
nationalism and regional hostility, while difficult to quantify, appear to 
have diminished substantially throughout the EU over the past half cen
tury. 

On the other hand, offsetting the material and non economic benefits 
attributed to EU integration is the political reality that deeper and wider 
integration conflicts with the nation state's desire for self determination 
while democratic politics is driven by interest groups who seek to di
rectly affect policy decisions. This condition has created a 'political 
trilemma' for the world economy in general and the EU in particular. 
Dani Rodrik argues that this trilemma exists because deeper economic 
integration, the nation state, and democratic politics are 'mutually in
compatible' (Rodrik 2002). This is relevant for some EU members who 
believe that deeper integration of economies to the point where the exis
tence of unregulated markets without sufficient compensation for those 
adversely affected by external economic forces, combined with adher
ence to rules such as those imposed by the EMU Maastrict requirements 
has placed their policy makers in a 'golden straightjacket' (Rodrik 2002). 
The French and Dutch rejections of the EU Constitution appear to be a 
reaction to this emerging belief. 

The inability of France, Germany, and Italy to adhere to the 3 percent 
of GDP Maastricht budget deficit convergence rule, combined with per
sistent unemployment and low growth in these countries, has become a 
source of friction within the EU. Some Italian critics have called for the 
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nation to leave the EMU and reintroduce the lira to enable Italian policy 
makers to have discretionary monetary policy available as a macroeco-
nomic policy tool. The French have been particularly aggressive in blam
ing economic liberalization created by deeper and wider global and EU 
integration for their economic problems as well as for their perceived 
loss of some social and cultural identity. In response to recent attempts 
by foreign firms to acquire French firms (e.g., PepsiCo's pursuit of Da-
none) the government announced that it was planning to identify '10 
strategic sectors' that it would protect from foreign takeover, even if such 
a move was in violation of EU freedom of capital movement rules (Bow-
ley 2005). These reactions reflect the growing realization throughout the 
larger original 15 EU members that '[t]he liberal regime within Europe, 
combined with the protectionist regime toward the rest of the world, 
worked pretty well when we could dictate the terms of trade . . . One of 
the things that we have had to realize in the age of globalization is that 
that is no longer the case' (Bowley 2005). As is the case for France, Italy 
and the Netherlands, two Asian economic powers, Japan and China, are 
adjusting their attitudes towards integration in the face of globalization 
pressures — albeit in a different direction. 

The Development Experience of Japan and China 

Although Japan's development experience (early 1950s — early 1990s), 
as well as that of China after 1949 have distinctive aspects,14 common 
features will be discussed below — particularly as they pertain to atti
tudes towards European-style integration. These features include bold 
decisions implemented quickly, particularly innovative and pragmatic 
development policies guided by the state and a lengthy (at least 
25-year) period of rapid GDP, export, and FDI growth that did not coin
cide with political and economic integration. Neither Japan nor China 
had favorable political or economic experiences with Western nations 
prior to the early 1950s. Their respective colonial and neocolonial rela
tionships with Europe and the USA reinforced their inward-looking insti-

For a detailed treatment of the Japanese and Chinese development experiences from 
the evolutionary-institutional perspective see Angresano 1996 and 2003. 
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tution building and development strategies. Both countries have bor
rowed and purchased Western technology freely, but have grafted this 
technology carefully onto their cultures without adopting European val
ues.15 Japan was able to do this despite the influence of the Occupation 
Authority on institutional change and the country's 1946-1952 develop
ment strategy. Post-1949 China carefully studied the development ex
periences of both Western and Eastern Europe and Latin America — 
particularly where World Bank and IMF policies had been introduced, 
before choosing their innovative development strategy that countered the 
standard recipe advocated by these international financial agencies (An
gresano 2005). 

Both countries have demonstrated a considerable unwillingness to 
give up sovereignty for integration purposes. A strong preference in both 
countries for close economic relations with an insider network and the 
ability to form what are in effect viable cartels have further discouraged 
political or economic integration except for unilateral trade relations and 
the encouragement (particularly in China) of foreign direct investment. 
In both cases, this preference is grounded in ethnocentric social attitudes 
common to both countries, which include a desire to maintain cultural 
homogeneity, and in each country's historical experiences with Western 
colonial powers. Japan suffered the humiliating effects of USA gunboat 
diplomacy in the mid 19th century. Similarly, China's experience with 
the 1840-41 Opium War and with colonial powers who carved the coun
try into colonies and forcibly imposed 'unequal treaties' influenced its 
decision to close its economy throughout the 1949-1978 period (Chow 
2002). One-party control in China and the continual political control held 
by the Liberal Democratic Party in Japan (1952-1994) provided the po
litical stability and power to establish and maintain international eco
nomic policies that promoted economic, social and political interests, 
albeit with the sacrifice of some economic efficiency. For Japan and 
China (as well as for ASEAN members) the achievement of favorable 

15 Japanese and Chinese policy makers are very familiar with European economies and 
integration, particularly because many students of economics and agency workers (Minis
try of International Trade and Industry, Committee for Restructuring the Economic Sys
tem) attended universities in Europe, especially Oxford and Cambridge. 
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economic performance without substantive political reform during their 
respective growth and development periods since the mid 1950s has 
demonstrated that — quite contrary to the aquis communitaire of the 
EU — political reform may not be necessary for economic growth and 
development. 

Most Japanese and Chinese principal institutions and working rules 
that were implemented during their bursts of development had few coun
terparts outside their countries. Particularly distinctive were Japan's Min
istry of International Trade and Industry, keiretsu, Postal Savings Bank, 
and sogo shosha and China's township and village enterprises and spe
cial economic zones (whose rules differed radically from those applied to 
the rest of the economy). In both countries the unique institutional devel
opment corresponded to the needs of their respective initial economic 
and political realities, especially by being compatible with ruling author
ity interests. China in particular 'highlights the context-specificity of 
what worked and what did not' (Qian 2003: 331). The importance and 
effectiveness of the unique institutions in advancing economic develop
ment reinforced Japan's and China's aversion to integration, suprana
tional institutions, and the modification of domestic institutions and 
rules.16 

Perhaps the most significant common feature of these economies has 
been state guidance of the economy with strong central decision-making. 
Any foreign ownership of assets was based upon rules established on 
Japanese or Chinese terms. Strong state guidance permitted the gradual 
introduction of market-oriented economic activities and facilitated means 
of inducing high savings and investment rates, controlling the allocation 
of credit, and minimizing capital flight. Pragmatism (essentially, the 
adoption of whatever worked and preference for common sense and ex
perience over ideologies or abstract theoretical economic models) was a 

16 As in Japan and China, there were contextually specific institutions in EU nations that 
contributed favorably to each member's post 1945 rapid growth period. These included 
corporatist wage bargaining (particularly in Sweden), the Planning Commission which 
facilitated indicative planning (France), and corporatism as in Germany where the Coun
cil of Economic Experts recommended a gradualist growth strategy involving a social 
contract between the major macroeconomic actors: the government, central bank, unions, 
and employers. 
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consistent characteristic of both countries' development strategies. In 
each case the state played a development role in devising a pragmatic 
strategy based upon strong state-private sector cooperation, allocation of 
investment funds, and protection from foreign competition through rules 
pertaining to trade and foreign direct investment. In Japan's case state 
authorities were receptive to advice from private sector leaders. 

The dramatic and unprecedented economic performance of each 
economy is well documented, particularly the average annual real GDP 
growth rate of 10 percent in Japan during 1955-1970 (OECD 1989) and 
over 9 percent in China since 1978 (Chow 2002), as well as substantial 
reductions in the incidence of poverty. Although there were radical dif
ferences between property rights in the two countries, both development 
strategies promoted the institutions, rules, and incentives that stimulated 
rates of innovation and investment to generate unprecedented rates of 
sustained GDP growth.17 Initial success stimulated a circular and cumu
lative causation process that first accelerated, and then helped sustain 
economic growth and development. 

It has been argued that China has 'integrated' into the global econ
omy through foreign direct investment, gradually opening its economy 
prior to its WTO entry, and has made market access and tariff commit
ments to the WTO that 'exceed those made by any member that has 
joined the WTO since 1995' (Prybla 2003). Similarly, analysts point out 
that Japan has become a more 'open' economy than any other OECD 
economy.18 Nevertheless, for both countries the favorable development 
experiences can in no way be attributed to European-style integration. A 
case in point is that the high percentage of China's poverty reduction had 
occurred by the mid 1980s, and this reduction has been attributed to agri
cultural growth. There has been only a modest reduction in poverty since 
the dramatic early 1990s increases in foreign trade and investment 
(Bardhan 2005). For political and economic reasons, however, both 

Analysis of cross-country variation in growth point to the importance of 'institutions, 
geography, economic and political structures, policies and governance' as the key con
tributing factors to such differences (Wacziarg 2002; Rodrik et al. 2002; Qian 2003). 
18 This assertion was made by Erik Ramstetter, Chief, Research Division, International 
Centre for the Study of East Asian Development. 
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countries have taken steps in recent years towards integration with their 
Southeast Asian neighbors and with the WTO (see following section). 

Among the common factors credited with contributing to the impres
sive performance of the Japanese and Chinese economies were the high 
priority given to education; low population growth rates; the avoidance 
of the European problem of rising government expenditures as a percent
age of GDP (which has considerably reduced investment and job creation 
within the EU); the ability to take advantage of the product life cycle for 
goods in which each country had a comparative or competitive advan
tage; an ethnic-cultural-linguistic feature that promoted homogeneity and 
respect for authority; high rates of investment in infrastructure; and (in 
China post 1993) foreign direct investment.19 The Japanese and Chinese 
experiences, because they succeeded while differing materially from 
Western strategies, demonstrate an important lesson in economic growth 
analysis. The lesson is that 'there is no miracle cure, and that achieving 
high rates of growth requires the confluence of many specific policies 
and hard to satisfy conditions' (Wacziarg 2002: 916-917). The reverse is 
also true: when non-Asian countries have tried to implement the Japa
nese and Chinese development strategy, they typically have been unsuc
cessful. The experiences also demonstrate that achievement of political 
security and economic development have been experienced by countries 
that until recent years avoided political and economic integration. 

The Evolution of ASEAN and ASEAN+3 

Political factors partly explain the modest degree of integration achieved 
among the ASEAN+3 countries by 2005. Nearly all of these countries 
have 'not been characterized by close associations among its very diverse 
peoples and political systems, but by political fragmentation and external 
interference and domination' (Frost 1990: 2). In contrast to the EU there 

If the behavior of foreign direct investors is any indication of improved institutions, 
China's development strategy and policies merit considerable attention, especially given 
the meteoric rise in FDI there as China has become the world's largest FDI recipient, and 
it ranks second in a recent FDI confidence survey. 
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has not been close cohesion fostered by any 'Asian' solidarity.20 Politi
cally, there has been little experience with parliamentary democracy in a 
Western sense. Rather, one party has tended to dominate each system 
within a hierarchical authoritarian political structure with particular em
phasis placed upon maintenance of political stability and continuity. 
Unlike Europe where the impetus for integration was 'generated by the 
wish to overcome lasting contention amongst the founding members', the 
underlying motivation for the creation of ASEAN was driven by 'exter
nal factors . . . of a political [and security] nature' (Gramegna 1997). 
During the early 1960s anti-communist fears concerning potential Viet
nam aggression were particularly strong. In 1967 when their respective 
political stability was believed to be at risk Indonesia, Malaysia, the Phil
ippines, Singapore, and Thailand formed The Association of Southeast 
Asian Nations (ASEAN) in response to a perceived military threat from 
Vietnam. This fear was heightened in the mid 1970s due to the power 
void created by the USA departure from Vietnam. Also threatened by 
insurgency movements, the five founding members greatly desired to 
promote regional peace, stability, and security and avoid balkanization. 
In this respect ASEAN was similar to the early years of European inte
gration when the ECSC was 'held together by political fear' (Krause 
1999: 5) rather than by a desire to benefit from economic integration. 
Some of this fear has since been alleviated. At the First ASEAN Summit 
in 1976 members signed the Treaty of Amity and Cooperation (TAC), a 
non-aggression pact aimed at promoting regional stability; in 1993 the 
ASEAN Regional Forum was established to foster dialogue and consul
tation on political and security issues while building confidence in pre
ventive diplomacy for the region;21 and enlargement has widened inte
gration to include ten members, among them Vietnam which became an 
ASEAN member in 1995. 

From its inception ASEAN was not established to pursue suprana
tional objectives, and its leaders insisted that economic and political mat-

Some of my Chinese and Japanese students have commented that 'Asian' is an Ameri
can political term and that people in Southeast Asian countries identify almost exclu
sively with national interests and culture. 
21 In addition to ASEAN members participants include Australia, Canada, China, the 
European Union, and the USA, among other countries. 
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ters be kept separate. Consequently, economic interests of ASEAN 
members remained national. While there was no attempt to pursue eco
nomic integration in the European sense, members were not averse to 
modest forms of economic cooperation. There was, however, an under
standing that ASEAN cooperative ventures should focus on national de
velopment as the primary means for regional economic development. 
Thus, in its first decades the organization exhibited few characteristics of 
economic integration. Some believe that the token economic cooperation 
that did exist was only a cover for ASEAN's anti-communist political 
intentions, although the oil shock of 1973 briefly stimulated some inter
est in more substantive economic cooperation. There was, however, 'no 
economic content until the 1977 summit, and the trade preferences and 
coordinated industrial policies introduced then and during the early 
1980s proved ineffective' (Pomfret 2001: 102). 

The general lack of interest in substantive political and economic in
tegration is indicated by ASEAN's organizational structure. Unlike the 
EU, ASEAN's (modest) political and economic cooperation have oc
curred 'without relying on an institutional framework' designed to foster 
integration (The Japan Times 2003). From its inception ASEAN, as an 
administrative body, has been quite decentralized so as not to interfere 
with member nations' desire for political independence.22 ASEAN's in
stitutions have been 'consciously kept diffuse, decentralized, and under 
national control' (Palmer and Reckford 1987: 109).23 ASEAN nations' 
leaders have expressed no interest in any 'institutional frameworks that 
might give potential Asian superpowers . . . a major voice in their na
tional affairs' (Letiche 2000: 285). The lack of interest in building supra
national institutions is also due to the fear that such institutions, in creat
ing a higher level of governance, provide prime vehicles for corruption 
and the abuse of power. There are no politically integrated groups, and 

It has been noted that during the Singapore Foreign Minister's recollection of the first 
meeting in 1967 he stated that 'at that time we ourselves having launched ASEAN, were 
not quite sure where it was going or whether it was going anywhere at all' (Frost 1990: 
5). 
23 Until the Third Summit of 1987 there was no Secretary General of ASEAN. Rather, an 
undistinguished diplomat held the position of Secreatry General of the ASEAN Secre
tariat, and thus was essentially a 'mailbox' rather than a person of authority. 
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therefore no counterpart to the EU Court of Justice or Parliament. The 
ASEAN Secretariat staff numbers just over 100, as opposed to the 
roughly 24,000 staff members employed by the European Commission. 
Overall, ASEAN's principal institutions and their impact upon members' 
economies make it clear that 'ASEAN is certainly not the Treaty of 
Rome' (Palmer and Reckford 1987: 37), and that ASEAN was not insti
tuted for economic reasons. 

ASEAN's structure has been described as being that of a 'pure inter
governmental organization' without a large bureaucratic decision making 
body. In a manner consistent with member nations' preference for grad
ual, pragmatic changes and the value placed on maintaining their own 
sovereignty, ASEAN's decisions are made by members' foreign minis
ters on the basis of consensus or unanimity. Each ASEAN member 'has 
learned to respect each other's political system and domestic affairs and 
appreciate the fact that no single state has the right to impose its will on 
fellow members' (Gramenga 1997). One observer describes ASEAN de
cision making as similar to the 'the Malay cultural practice of consulta
tion and consensus building as an operational process . . . and includes 
the hardened policy of non-interference in the internal affairs of fellow 
members' state affairs' (Jones 2004: 141). The result has been modest 
and gradual progress, 'in keeping with the style of the participants' 
(Palmer and Reckford 1987: 47). However, such a consensus building 
process bent on non interference has meant that decisions are made 
through agreement with the lowest common denominator. 

The emphasis placed on its own national policies by each member 
towards trade, agricultural production, state-owned enterprises, foreign 
investment, and joint ventures limited the extent of economic coopera
tion during ASEAN's first two decades when intra ASEAN trade re
mained low (about 15 percent). Economic integration efforts were mod
est and fairly ineffective. During the late 1970s members' import substi
tution policies mitigated intra-ASEAN trade, which, as a percentage of 
members' total trade, actually declined by 1989 to under 10 percent if re-
exporting from Singapore is not included (Pomfret 2001: 300). Another 
factor limiting expansion of intra-ASEAN trade until very recently is 
that the ASEAN+3 nations 'still view themselves as distinct and com
petitive' (Letiche 2000: 285). Even though member countries' economies 
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have been complementary, until the past few years it was an inter
industry type of complementarities producing inter-industry goods such 
as oil, rubber and other natural resources. Further, ASEAN member 
economies are relatively small and their foreign trade orientation (about 
two thirds of this trade) has been towards richer trading partners outside 
of the region, such as Japan, the USA and the EU.24 Thus, unlike that of 
EU members, the composition of output and trade orientation of ASEAN 
economies limited the potential gains from economic integration. At
tempts by ASEAN members' policy makers to establish cooperative in
dustrial strategies to create vertically integrated ASEAN industries were 
unsuccessful. For example, when Malaysia sought to establish its own 
automobile industry, it effectively ended the attempt to promote com
plementary production in the auto industry throughout ASEAN. 

While the performance of the individual economies of ASEAN's 
original members improved dramatically in terms of standard economic 
indicators from ASEAN's formation until the late 1990s, little credit has 
been given to integration for contributing appreciably to that success. 
One analyst argues that '[t]he economic importance of the association 
[ASEAN], however, could be said to derive more from the rapid growth 
and development performance of some of its member economies than the 
collective strength and cohesion of the association itself (Chaterjee 
1990: 58). It appears that policy shifts towards export promotion, devel
opment of labor-intensive industries (particularly electronics), and for
eign direct investment from the USA and Japan deserve much credit. The 
major success attributable to integration has been the achievement of 
greater political and regional stability. The combination of ASEAN's 
formation, the TAC, and the USA departure from the region in the 
mid 1970s have coincided with an absence of aggression throughout the 
region over the past four decades. This stability has had positive eco
nomic benefits. In the case of Japanese investors, the maintenance of a 
'relatively stable political climate' (Daquila 2002: 10) has been the most 
important factor stimulating their FDI throughout ASEAN countries. 

It has been estimated that EU exports to NEAC plus ASEAN trade with the EU will be 
about 10 percent of the EU's total shortly after the 2004 accession, while NEAC and 
ASEAN exports to the enlarged EU are predicted to about 20 percent (Lee 2003). 
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Even though during the early 1980s ASEAN integration resembled 
that of the EU more than that of any other integrated group of economies, 
by the mid 1990s ASEAN remained less integrated than NAFTA as 
members retained inward-looking protective measures vis-a-vis one an
other. The success of export promotion policies stimulating individual 
members' economic growth and development contributed to a 1992 pro
posal for integrating deeper by forming the ASEAN Free Trade Area 
(AFTA). AFTA was intended to reduce tariffs on all trade among mem
bers to less than 5 percent within fifteen years, albeit with the innumer
able exclusions upon which each member nation insisted. Few substan
tive reforms occurred, however, until 1997 when the Asian financial cri
sis coincided with a worldwide recession to affect ASEAN member ex
ports adversely. These negative events stimulated a change in ASEAN 
members' attitudes in favor of deepening integration through closer fi
nancial cooperation and trade relations. The attitudinal change was due 
in part to collective dissatisfaction with both the timing of the IMF's re
sponse to the crisis and what Asian countries believed to be inappropriate 
loan conditions imposed by the IMF. This dissatisfaction spurred Asian 
economic authorities to conclude that without closer financial coopera
tion 'their financial markets and institutions were insufficiently prepared 
to manage globalized capital flows' (Wang and Anderson 2003: 89) and 
thus individual members were unable to prevent the loss of confidence 
that stimulated capital flight. Japan and the EU25 provided funds for 
technical advice and to study the implications of some integrated finan
cial arrangements. 

In May 2000, ASEAN members' finance ministers signed the Chiang 
Mai Initiative, along with the finance ministers from China, Japan and 
South Korea. This agreement indicated a willingness on the part of these 
three Asian economic powers to cooperate with ASEAN for the estab
lishment of a regional framework for monetary and financial coopera
tion. The Chiang Mai Initiative was designed to strengthen the countries' 

To assist Asian countries in recovering from the 1997 financial crisis, and to mitigate 
the chances for a similar recurrence, the EU established The Asian-Europe Meeting 
(ASEM) Trust fund at the World Bank. This fund provided the means to obtain expert 
financial advice and technical assistance for strapped Asian countries desiring to restruc
ture their financial sector {Single Market News 1998). 
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financial systems by mitigating problems ensuing from unfavorable bal
ance of payments and short-term liquidity conditions. It expanded an ex
isting currency-swap network by increasing the size of the swap ar
rangements and creating a larger network of bilateral swap agreements 
among the ASEAN+3 countries (Wang and Andersen 2003: 90). Under 
the agreement countries were permitted 'to swap their local currencies 
for major international currencies for up to six months and for up to 
twice their committed amount' (Pomfret 2003). Since then not only has 
this initiative contributed to greater exchange rate and financial stability 
in the region, but it has sent signals to financial markets that confidence 
and liquidity problems inherent before and during the 1997 crisis have 
been significantly reduced by the ASEAN+3 monetary cooperation.26 

This successful outcome, for which credit has been given to the 'will 
and vision of its leaders' (Gramenga 1997), encouraged ASEAN+3 fi
nance ministers during the spring of 2005 to pursue closer financial co
operation. It was agreed to enhance the economic surveillance process, 
adopt a closer, collective decision making process towards bilateral swap 
arrangements, to increase the size of available swaps by up to 100 per
cent from $1 billion to $2 billion, and to double the size of the swaps 
(from 10 percent to 20 percent) that could be withdrawn without them 
coming under an IMF program. ASEAN members, however, are not pre
pared to pursue formation of a monetary union with a single currency, 
although 'economically it is rather close to fulfill[ing] the criteria of con
vergence.' As a result, ASEAN members are now in position to peg their 
currency among themselves, while 'float[ing] their respective currencies 
with the rest of the world' (Mittal 2004). 

After 1997 ASEAN authorities also began more serious pursuit of 
closer economic relations among themselves. The impetus to work to
wards overcoming fears that such relations would lead to conflicts 
among members' special interests groups27 came from other factors be
sides the financial crisis. ASEAN members also were reacting to per-

Confidence has been strengthened due to the regional monetary cooperation by the 
significant amount of combined foreign exchange reserves (about $800 billion) held by 
ASEAN+3 (Pomfret 2003). 
27 Such as those which have arisen in NAFTA between lumber and wheat producers in 
the United States and Canada. 
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ceived bullying tactics used for decades by the World Bank, IMF and 
USA to influence ASEAN members' economic agenda, believing that 
collective action was more likely to enable members to attain their goals 
(Tourk 2004: 884). Improved political stability and the institutionaliza
tion of the ASEAN summit meetings (to occur every three years) con
tributed to speeding up the implementation of harmonized standards con
cerning some traded goods (e.g., electrical and electronic products), envi
ronmental cooperation, and trade and investment liberalization measures 
envisioned in the AFTA agreement (Daquila 2002). 

There has been considerable integration success in the achievement of 
closer environmental protection cooperation for monitoring cross border 
pollution, better coordination of efforts to reduce haze pollution, and im
proved management of water resource and fisheries. Since the late 1990s 
the growth of FDI throughout ASEAN has exceeded the world average 
as ASEAN members were the recipients of more than $25 billion FDI in 
2004. Intra ASEAN trade has increased, albeit modestly, to account for 
almost 23 percent of members' total foreign trade.28 To increase this per
centage ASEAN authorities will need to reduce obstacles inhibiting 
higher incidences of intra ASEAN trade that include large differences in 
members' tariff structures, the Western orientation of ASEAN members' 
trade, and only modest support for preferential trading schemes intro
duced throughout the region. 

ASEAN leaders have openly declared their intention to overcome 
these obstacles by satisfying these agreements through 'fast track accel
eration of regional integration' (Joint Media Statement of the Thirty-
Seventh ASEAN Economic Ministers Meeting 2005). The agreements 
include (1) completing the measures proposed in the AFTA agreement, 
especially those pertaining to greater intra-regional trade liberalization 
through preferential trading arrangements and a common effective pref
erential tariff; (2) implementing measures to liberalize trade in services 
and increase intra ASEAN investment through the provisions contained 
in the ASEAN Investment Area scheme; and (3) promoting the 

A high proportion of intra ASEAN trade continues to be between Singapore and Ma
laysia and between Singapore and Indonesia. Singapore offers its port and other services 
needed by Malaysia for its exports in exchange for basis resources from Malaysia Singa
pore needs, particularly water. 
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ASEAN Industrial Cooperation scheme which permits joint ventures be
tween ASEAN nationals and foreign investors whose products or ser
vices will be given tariff preferences. For some agreements the timetable 
has been accelerated, as in the case of tariff reductions where the more 
economically advanced ASEAN members have agreed to remove import 
tariffs for products in 11 priority sectors by 2007 which would be 3 years 
ahead of schedule. 

According to the AFTA agreement the deadline for tariff reduction 
was first set for 2008. However, after enlargement which included Viet
nam, Laos, Cambodia, and Myanmar, the deadline was moved forward to 
2003, and later to 2000.29 In the year 2002 the Initiative on ASEAN Inte
gration was launched. It included unilateral and voluntary tariff reduc
tion, particularly by the older ASEAN members. An ASEAN fund in 
excess of $55 million was established to assist new members in areas 
such as infrastructure, human resource development, information and 
communications technology, and regional economic integration. Despite 
these provisions to deepen integration, since 2002 AFTA has been more 
of a preferential trade area with lower tariffs among its members relative 
to the rest of the world than a free trade area that eliminates tariffs and 
non-tariff barriers on goods produced by members for intra-AFTA trade. 

Nevertheless, consideration of forming an East Asian Community 
that would be comprised of all Southeast Asian countries, China, Japan 
and South Korea began in 2002. Each of these three economic powers 
soon made it clear thereafter that they were not interested in integrating 
to such a degree, particularly in an economic union that would include 
both of its two main northeast Asia rivals. Undeterred, a year later 
ASEAN members signed an agreement designed to achieve an ASEAN 
Economic Community by 2020 that would be similar to the EU. This 
economic community would be based upon economic cooperation, po
litical and security cooperation, and socio-cultural cooperation. 

In the meantime ASEAN has continued to pursue establishment of 
closer political, financial and economic ties through proposals that would 
establish three separate free trade areas between ASEAN and China 
(ACFTA), Japan, and South Korea. Among factors motivating ASEAN+3 

This decision was negated by the 1997 finanical crisis. 
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authorities to consider integrating have been the threats of rising protec
tionist provisions and disputes within the WTO that have stalled world 
trade negotiations, the 2004 EU enlargement and fears of more trade di
version effects,30 the continued North Korean threat to regional stability, 
the desire by each of the 3 Northeast Asian countries not to be left out if 
ASEAN were to reach a integration agreement with either or both of its 
Northeast Asian rivals, and perhaps the conclusion reached by some ana
lysts that in order for ASEAN to realize the benefits offered by a free 
trade area, a 'major economic power' able to be the dominant consumer 
of the products exported by other members is required as a member (The 
Japan Times 2005). 

ASEAN and Chinese authorities signed the ASEAN-China Free 
Trade Area (ACFTA) agreement in 2004. ACFTA's potential political 
importance lies in its being a sign that the 'historical feud and political 
clashes between ASEAN member states and the PRC are no longer one 
of the most important factors influencing ASEAN-PRC relations' 
(Huang 2001). China sees ACFTA as a means to marginalize Taiwan, 
thereby serving as a peaceful means of eventual reunification. Further, 
Chinese authorities may believe ACFTA provides a means for China to 
replace Japan and South Korea as the dominant political and economic 
power in Southeast Asia. ACFTA is intended to serve as a means to not 
only improve links with trade and foreign direct investment through lib
eralizing rules for bilateral trade, investment and services among ACFTA 
members, but to yield substantial economic benefits to both China, which 
is now ASEAN's fifth largest trading partner, and ASEAN which is 
China's sixth largest trading partner. From an economic perspective Chi
nese cooperation with ASEAN creates a trading arrangement with a 
population that exceeds $1.85 billion, GDP of more than $2 trillion, and 
a pre-FTA trade volume of about $1.2 trillion. The Chinese anticipate 
ACFTA would 'promote intra-ethnic trade between mainland Chinese 
and overseas Chinese living in ASEAN countries through existing busi-

30 One study indicates that the trade diversion effects on ASEAN and NEAC from the 
2004 EU enlargement will be very modest, although the textiles and apparel and the ser
vices sectors will suffer the most (Lee 2003). 
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ness networks. Such networks [give] ACFTA a unique Chinese charac
teristic as a regional cooperative framework' (Youn 2003). 

Both ASEAN and China expect economic benefits through trade 
creation, higher GDP growth and greater productive efficiency resulting 
from intensified domestic competition, and a wider range of internal in
dustrial complementarities. Prior to 2002 there were estimates that due to 
the complementarity of the ASEAN and Chinese economies, reduced 
trade and investment barriers would boost ASEAN GDP by 1 percent if 
bilateral trade with China achieves its potential to grow to 50 percent 
(Hang 2001), while also stimulating intra ACFTA trade and FDI. This 
positive forecast was realistic. In 2002 ASEAN-China trade 'jumped by 
31.8 percent to a record high 54.8 billion US dollars' (China.org 2003), 
and has continued to increase — growing by 25 percent from mid 2004 
to mid 2005. Meanwhile China's FDI into ASEAN increased from $189 
million in 2003 to over $225 million in 2004 (Joint Media Statement of 
the Thirty-Seventh ASEAN Economic Ministers Meeting 2005). 

The ACFTA programs implemented to enhance mutual benefits indi
cate a strong commitment to deeper integration between ASEAN and 
China. The Early Harvest Program that was introduced in 2004 lowered 
tariffs below average AFTA levels for some traded products such as live 
animals, meat, fish, dairy produce, vegetables, fruits and nuts. A lo
cal/cumulative content requirement agreement has been reached whereby 
a 40 percent minimum is required. Perhaps in response to this require
ment the ACFTA agreement now also includes a dispute settlement 
mechanism that is to be implemented by the end of 2005. 

The progress towards ASEAN integration with Japan has been con
siderably slower than with China even though Japanese attitudes towards 
integration have shifted in recent years — partly driven by geopolitical 
interests that includes its desire to protect the independence of Taiwan. 
Japan did officially propose formation of a free trade agreement with 
ASEAN in early 2002. This proposal remains under study with slow pro
gress towards achieving a substantive agreement. Japan and ASEAN 
have signed a Common Economic Partnership agreement to increase 
trade through liberalizing trade terms, and ASEAN authorities encour
aged Japan to consider accession to the TAC. Meanwhile the two sides 

http://China.org
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are pooling experts to study the feasibility of an ASEAN-Japan free 
trade area. Substantive progress remains elusive in this regard as well. 
One reason is that Japan appears to favor bilateral trade agreements over 
a regional trading arrangement. The country signed an 'Economic 
Agreement for a New Age Partnership' with Singapore in 2002, Japan's 
first bilateral free trade agreement. In 2004 Japan concluded a bilateral 
FTA with Mexico, and 'is now actively pursuing FTA negotiations with 
Thailand, Malaysia, the Philippines and South Korea' (Tourk 2004: 876). 

Except for closer financial ties ensuing from the Chiang Mai Initia
tive, there has been very modest substantive trade and security agree
ments between ASEAN and South Korea. This has been due to South 
Korea's preference for the multilateral trade negotiation framework over 
regional economic blocs, as South Korea has maintained its commit
ments to trade liberalization at the global level. However, the country is 
becoming more open minded to integration in the face of changing pat
terns of FDI, deeper and wider ASEAN integration, and the potential to 
use ASEAN membership as a foreign policy tool to boost regional politi
cal power as growing distrust of the USA spreads throughout the region 
in the wake of the war with Iraq.31 South Korea's and Japan's growing 
interest in considering integration, as well as the formation of ACFTA, 
lends credence to the vision of an East Asian Community. Those East 
Asian authorities interested in pursuing this possibility can use the re
spective experiences of EU development and integration, and Japanese 
and Chinese development, to draw some useful lessons. 

Lessons and Conclusions 

The EU experience offers ASEAN+3 a number of integration lessons. 
Some are positive lessons indicating actual and potential benefits from 
wider and deeper integration that could make integration more appealing 
to ASEAN+3. Given that the original intent of European integration 

31 To gain experience with the effects of integration South Korea formed a free trade area 
with Chile in 2002. In the face of considerable agricultural and labor union resistance 
within South Korea the degree of trade liberalization between the two countries has thus 
far been modest. 
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was a political project to avoid war, the first lesson is that deeper and 
wider integration contributed to the reduction of hostility, heightened 
political security, and thereby enhanced overall regional stability. This 
lesson is relevant to ASEAN, since like the EU, ASEAN members initi
ated integration for political and security reasons. One analyst argues that 
for ASEAN to realize this integration benefit to a greater degree 'as re
gional identity evolves, nationalist sentiments must be reduced' (Cheow 
2005). However, for the ASEAN+3 countries molding any 'Asian iden
tity' will be difficult. This is partly due to 'historical, territorial and po
litical disputes, [which have been contributing to] a wave of nationalism 
[that] is sweeping Japan, the Koreas and China' (Cheow 2005). On the 
other hand if such disputes can be reconciled there is another lesson 
ASEAN+3 can learn from the EU (and NAFTA as well). This is that in
tegration can serve as a foreign policy instrument. Some observers be
lieve that ASEAN's agreement to establish ACFTA follows from this 
lesson, as they recognize China's key position in defusing the North Ko
rean threat. 

There are positive economic lessons from the EU experience. Among 
them is the reasonable expectation that positive net static trade creation 
effects will ensue post integration, albeit at the expense of non-members. 
ASEAN+3 members could avoid more trade diversion by increasing 
intra ASEAN+3 trade, and this can be accomplished through deeper 
trade and wider integration. ASEAN+3 countries believe they have paid 
the price of trade diversion that has resulted from EU integration and the 
formation of NAFTA (especially from rules of origin), and therefore 
these countries may see integration at a loose free trade area level as a 
means for self-defense against the growing trend toward RTAs with 
strong countervailing power in worldwide trade negotiations. 

Before ASEAN+3 members could expect to enjoy trade creation 
benefits to the same degree as the EU, however, intra ASEAN+3 trade 
would need to rise well above its current level of roughly 25 percent to 
approximate the more than 65 percent of intra 'community' trade engaged 
in by the EU. Some recent decisions by individual ASEAN members do 
not appear encouraging in this regard as fragmentation has been occur
ring. For example, some ASEAN countries are taking the bilateral free 
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trade area approach by forming bilateral free trade agreements (e.g. Sin
gapore entering into a free trade area with New Zealand). This has 
prompted leaders from Malaysia and Indonesia to protest that 'Singa
pore's bilateral trade talks would undermine ASEAN unity' (Daquila 
2002). Another positive economic lesson is that there is a correlation be
tween the deepening and widening of integration and dynamic economic 
benefits. In particular, based upon the EU's influence at WTO negotia
tions ASEAN+3's bargaining power in trade negotiations should be ex
pected to increase considerably. 

One analyst argues that EU monetary cooperation offers lessons to 
ASEAN+3 that 'have more applicability . . . than is customarily recog
nized' (Letiche 2000: 277). There are the widely recognized benefits of 
reduction in transactions costs and inducement to higher levels of FDI 
after currency instability among the 12 EMU was eliminated. Further, it 
has been argued that monetary cooperation that includes a common cur
rency also would increase the bargaining power of ASEAN+3 in interna
tional financial and trade negotiation meetings, as well as being the 'best 
solution' to the threat of competitive devaluation (Pomfret 2003). 

There are some qualifications that merit consideration before assum
ing that the positive lessons from the EMU should stimulate ASEAN+3 
members to consider pursuing such a deep degree of integration. The 
first is that the main EU objective in forming a monetary union has been 
exchange rate stability among its members in order to achieve deeper 
trade integration. ASEAN+3 is more interested in exchange rate stability 
vis a vis the rest of the world, and to achieve it with a 'minimum of 
rules' (Wyplosz 2001), than with exchange rate stability within the re
gion. Second, the sequence followed by the EU has been (1) the estab
lishment of common trade agreements, with (2) supernational institutions 
offering proposals and taking responsibility for dispute settlement, fol
lowed by (3) earlier means to achieve exchange rate stabilization (the 
European Monetary System), then (4) rules permitting a freer flow of 
capital across borders was implemented, and finally (5) the formation of 
EMU (Chino 2002). Thus, it was closer trade relations that necessitated 
closer monetary cooperation. ASEAN's sequence since 1997 has been a 
desire to avoid another financial crisis by stabilizing their exchange rates 
through the type of monetary cooperation contained in the Chiang Mai 
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Initiative, with only modest regional trade agreements. Perhaps a lesson 
ASEAN+3 authorities can draw is that, given that its objectives, needs 
and acceptable means (in terms of the degree of political integration it 
will endure) differ substantively from those of the EU, they should 'pur
sue a sequence oriented to its own needs and circumstances' (Chino 
2002). In pursuing this sequence they can also consider the final EMU 
lesson, namely that it took the EU over four decades to establish a suc
cessful monetary union and the corresponding institutions required. One 
analyst notes that 'given the political and economic fragility of ASEAN 
countries it might take them much longer' (Mittal 2004). 

There are also some negative lessons from the EU integration experi
ence that could make deeper and wider integration less appealing to 
ASEAN+3 authorities. The first is that the EU experience indicates that 
considerable political and policy maker integration (with a strong will
ingness to compromise and adapt to differences among member nations) 
is required to form a successful EMU, as well as to achieve other benefits 
offered by integration (Plummer and Jones 2004: 841). Further, there is a 
corresponding loss of individual member sovereignty and identity from 
integrating at the monetary union level. However, the political differ
ences among the ASEAN+3 nations, and the requirement that they 
abandon their sovereignty considerably by giving up macroeconomic 
policy independence in exchange for agreeing to the monetary rules im
posed by a central bank while adopting a single currency, reduce the net 
benefits (and likelihood) of their moving to such a level in the near fu
ture. Unfortunately for the region 'there are no historical grounds to be
lieve that East Asian economies will experience any such political unifi
cation,' nor that its citizens would be able and willing to 'forge common 
bonds that transcend nationality' with other member nations (Mittal 
2004). 

The second negative lesson from the ASEAN+3 viewpoint is that 
'institution building is crucial' (Chino 2002). Deeper and wider integra
tion requires a highly developed supranational institutional structure. 
ASEAN alone does not have such a structure, nor is there any indication 
that there is the political will to develop one. Rather, ASEAN+3 authori
ties may use the recent rejection of the EU Constitution to resist 
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integrated institutions, as Rodrik's 'trilemma' would predict. That is, 
these authorities may conclude that there are limits to integration beyond 
which some members, whose economies' performance trends and fiscal 
balances are unfavorable, will strongly object to proposals for deeper and 
wider integration. ASEAN+3 authorities might prefer to avoid Rodrik's 
'golden straight)acket' that rules such as the EMU convergence criteria 
would impose if applied too strictly to members of a monetary union. 

There is a also a negative lesson from the EU's aloof, elitist, and 
'technocratic' decision making process concentrated at the ministerial 
level without widespread public support — namely that 'the EU devel
oped a 'democratic deficit', resulting in the well-known disaffection 
among many electorates in Western Europe [e.g., the French and Dutch] 
that have stymied more comprehensive political integration and mone
tary unification' (Sunchindah 2005). However, this problem may not be 
serious for most ASEAN+3 countries since strong democratic input is 
rarely a feature of their political or economic policy decision making. 

The final negative lesson, however, poses a serious inhibiting factor 
to ASEAN's current members willingness to integrate with the three East 
Asian countries. It is that wider integration will result in reduced political 
power for the original ASEAN members over integration rules. Once 
again the French and Dutch rejection of the EU Constitution is relevant. 
These two countries were among the six original founding members, 
'who remember when the EU was a small, tightly knit entity' and fear a 
growing inability to exert their influence in a much larger European Un
ion (Cheow 2005). 

How ASEAN+3 authorities weigh these lessons and decide if there 
will be net benefits (or costs) from deeper and wider integration will in
fluence the path integration follows in the region. Benefits from reduced 
regional tension and the likelihood of war, trade creation, some dynamic 
economic effects, and the lower transactions costs and greater exchange 
rate stability from monetary cooperation may not outweigh their per
ceived costs of deeper and wider integration. These costs include those 
associated with deeper political integration, creating supranational insti-
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tutions while giving up some sovereignty in the process, and facing 
reduced macroeconomic policy instruments if much closer monetary co
operation was established. There are two other factors that might limit 
the appeal of deeper and wider integration throughout the region. One is 
that the positive development indicators experienced by individual 
ASEAN+3 economies have not been attributed to integration — particu
larly in Japan and China. Rather, analysts have pointed to export promo
tion, foreign direct investment, and building culturally specific institu
tions as being the main factors enabling the economies of Japan and 
China to develop while protecting their respective sensitive interests, and 
without having to integrate for bargaining purposes. Second, ASEAN+3 
authorities are (unlike the EU) not interested in using integration as a 
means to achieve economies of scale or to aid their agricultural sectors 
because these are not problems for them, in the same way that they were 
for the original EU members. 

It would therefore be reasonable to expect that the net effect of the in
tegration provided by the EU experience could encourage ASEAN+3 
authorities to pursue modest deepening and widening of integration lim
ited to a loose free trade agreement, environmental cooperation, and 
closer monetary cooperation that focuses on stabilizing members ex
change rates vis a vis the ROW. A pertinent EU lesson is relevant, 
namely that deepening and widening of economic integration 'is always 
easier during good economic times,' so that ASEAN+3 authorities must 
'choose the 'correct' moment to launch its regional project and proceed 
decisively during good economic times' (Cheow 2005). It is also reason
able to expect ASEAN+3 authorities to conclude that the considerable 
loss of sovereignty is not worth the economic benefits that significantly 
deeper and wider integration could be expected to yield. However, con
sidering some potential economic benefits and the threat of regional po
litical instability, ASEAN authorities appear likely to pursue more inte
grated security cooperation (within the context of TAC) that will encom-

This forecast is further supported by the strong desire among these countries to pre
serve their sovereignty. The aversion to increased political integration is evident in the 
steadfast insistence upon the separation of political and economic issues in ASEAN ne
gotiations. 
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pass China, Japan, and South Korea. To gain political support from their 
constituents for such integration they can point to appropriate lessons 
drawn from the EU integration experience. 

Progress towards achieving the goals of ACFTA and movement to
ward an ASEAN+3 Community can be expected to evolve slowly, and 
simultaneously, although at different paces, as chosen institutional re
sponses to regional economic and political problems. In any case, each 
country's economic, political and cultural interests, rather than any 
ASEAN+3 solidarity comparable to that in Europe, will drive the future 
path of integration in the region. The final outcome of integration among 
ASEAN+3 ultimately will be determined by the political will and eco
nomic objectives of concerned political authorities. 
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CHAPTER 4 

STOCK MARKET PERFORMANCE IN ASEAN: IS 
INSTITUTIONAL INTEGRATION WARRANTED? 

Reid W. Click and Michael G. Plummer1 

All countries of the Association of Southeast Asian Nations (ASEAN) 
grouping, from the most to the least developed, have been working 
diligently to enhance the strength, efficiency, and depth of their financial 
systems. Development of the financial sector has been a salient policy 
goal of most member-states at least since the mid-1980s, but the urgency 
and determination with which ASEAN governments have focused on 
capital-market reform has increased dramatically with the advent of the 
Asian Currency Crisis in July 1997. ASEAN leaders now place financial 
reform among their most important and pressing economic policy goals. 
The proposal to create an ASEAN Economic Community (AEC) in 2002 
had financial development and integration at its heart. 

Since the financial systems of all ASEAN countries are mainly based 
on banking, reform in this area has been the most crucial, especially 
because it was the banking sector that bore the brunt of the financial 
crisis. ASEAN countries have been trying to diversify their heavy 
reliance on the banking sector in favor of other financial intermediation 
vehicles, including equity and fixed-income markets. It is only natural 
for banks to play an even more central role in developing countries than 

This paper was initiated while the authors were Visiting Researchers at The 
International Center for the Study of East Asian Development (ICSEAD) in Kitakyushu, 
Japan. It draws substantially from Click, Reid W. and Michael G. Plummer, 2005, 'Stock 
Market Integration in ASEAN,' Journal of Asian Economics 16(1), 5-28. We are grateful 
for financial support from ICSEAD during this period and for valuable comments from 
Eric Ramstetter, Kiyotaka Sato, Oleksandr Movshuk, Atsuko Matsuoka, and other 
seminar participants at ICSEAD. We are also grateful for comments from participants at 
the 2003 Southern Economics Association meetings. 
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they do in developed countries. The information asymmetry that exists 
between borrowers and lenders, with borrowers having much more 
information than lenders, is more pronounced in the case of developing 
countries, and this constitutes one reason why banks need to play a 
prominent role especially at the early stages of development.2 Moreover, 
given the economies of scale related to fixed income and equity markets 
and complications related to enabling financial infrastructure, 
diversification of capital markets can be difficult. However, a one-pillar, 
bank-dominated financial system holds many risks, including possible 
efficiency losses and increased systemic risk. Importantly, it limits the 
way in which a financial system can price risk efficiently, and reduces 
the options open to investors and borrowers. Hence, the development of 
alternative markets could be extremely important for the long-run growth 
and development of the financial sector, as well as the entire economy. 

This paper examines stock market integration in Indonesia, Malaysia, 
the Philippines, Singapore, and Thailand in the aftermath of the Asian 
financial crisis. These five countries are the original members of 
ASEAN, which now also includes Brunei Darussalam, Cambodia, Laos, 
Myanmar, and Vietnam. Over the past few years, ASEAN member 
countries have made tremendous progress in forming a free trade area 
and investment zone — witness the ASEAN Free Trade Area (AFTA) 
and the ASEAN Investment Area (ALA). As part of the process of 
creating the AEC, the region is now examining the possibility of capital 
market integration for national bond markets and stock markets alike. 
ASEAN countries, in fact, are beginning to discuss the feasibility of a 
currency union as well, which suggests that the countries are interested in 
multilateral approaches to many regional economic and financial issues. 
The five original ASEAN countries (the ASEAN-5) are the most likely 
candidates to undertake integrative measures first, and therefore provide 
the focus for this paper. 

Integration in the ASEAN capital markets may include initiatives to 
coordinate the five national capital markets that already exist, or at an 
extreme may involve the creation of supranational regional bond and 

2 As markets develop, information becomes more open and standardized, and financial 
systems become more transparent, this asymmetry becomes less important and 
development of other forms of finance more appropriate. 
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stock exchanges.3 The issue is integration as opposed to capital market 
development more generally, although one motivation for integration is 
typically to foster development of the market. ASEAN policymakers are 
weighing the benefits of financial market integration in the same way as 
European Union policymakers prior to monetary unification. With 
respect to unification in Europe, Kleimeier and Sander (2000) point out 
that there are really two kinds of benefits: first, benefits of regional 
integration of the type studied in the Cecchini Report (Cecchini 1988); 
and second, benefits of integrating the region with global financial 
markets. Although Kleimeier and Sander (2000) examine banking, the 
point is generalizable to stock and bond markets as well. ASEAN policy 
makers are naturally wondering what gains might be available to their 
region. 

Interest in stock market integration arises primarily because financial 
theory suggests that an integrated regional stock market is more efficient 
than segmented national capital markets. Capital market efficiency in 
Southeast Asia has become even more important after the Asian financial 
crisis of 1997-1998, so we focus on the post-crisis period to-date, using 
high-frequency data. Southeast Asian countries are specifically seeking 
to reduce the traditional dependence of firms on bank loans rather than 
bond and stock issuances, and at the same time are seeking new capital 
from outside the region. 

With an integrated regional stock market, investors from all member 
countries will be able to allocate capital to the locations in the region 
where it is the most productive. With more cross-border flows of funds, 
additional trading in individual securities will improve the liquidity of 
the stock markets, which will in turn lower the cost of capital for firms 
seeking capital and lower the transaction costs investors incur. These 
suggest a more efficient allocation of capital within the region. 

From the perspective of a portfolio investor outside the region, stock 
market integration suggests that separate markets move together and 
have high correlations, so there is less benefit from portfolio 

3 A separate paper (Plummer and Click, 2005) examines the bond markets (and see the 
references therein). This paper uniquely focuses on stock markets. 
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diversification across countries. However, an integrated regional stock 
exchange will be more appealing to investors from outside the region 
who would find investment in the region easier or more justifiable. As 
shares become more liquid and transaction costs fall, fund managers 
become increasingly willing to take positions in the stocks. In addition, 
outside investors may take notice of the regional stock exchange instead 
of dismissing a collection of small national exchanges: the whole (one 
regional stock exchange) might be greater than the sum of the parts 
(individual country exchanges). For example, Freeman (2000) makes the 
argument that total equity market capitalization is important to 
investment managers outside the region: 'Institutional investors with 
global portfolios may simply dispense altogether with equity markets 
that have low asset allocation recommendations, as resources — such as 
research — are limited (p. 2).' He suggests that, except for Malaysia and 
Singapore, equity markets in Southeast Asia may be edging toward 
irrelevance, and that one way to overcome the problem is to band 
together. Thus, an integrated stock market within the ASEAN-5 will help 
link the region with the world stock markets and bring more capital into 
the countries from abroad. This will allow ASEAN companies to expand 
their shareholder base and lower their cost of capital even further. 

In addition to interest from policy makers and investment 
practitioners, stock market integration also carries interest from an 
academic perspective. Recent advances in time series analysis allow 
investigation of 'long run' equilibrium among stock markets using the 
methods of cointegration. As Kasa (1992) points out, stock markets that 
are cointegrated have a long-run relationship, so long-run correlations of 
returns are higher than short-run correlations typically examined. If n 
variables have p cointegrating relationships, they have n-p common 
trends. When n-p = 1, as in the case of the five developed-country stock 
indices investigated in Kasa (1992), correlations of returns converge to 
unity and there is no diversification potential in the long-run. In this 
situation, the individual stock markets are completely and perfectly 
integrated. However, Richards (1995) points out that a major reason for 
the findings in Kasa (1992) is an inappropriately long lag length used in 
the estimation process. With shorter lags, Richards (1995) finds that the 
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five developed-country stock indices are not cointegrated, leaving a full 
set of n (= 5) common trends. In this situation, the individual stock 
markets are completely segmented. 

Following Kasa (1992) — and, to a lesser extent, Richards (1995) — 
the technique of multivariate cointegration has been used extensively to 
study financial market integration around the world. For example, 
Corhay, Tourani Rad, and Urbain (1993) examine integration in five 
European stock markets over the period 1975-1991 and find one 
cointegrating vector. Chung and Liu (1994) consider a system including 
the US and five East Asian markets (Japan, Taiwan, Hong Kong, 
Singapore, and South Korea) over the period 1985-1992 and find two 
cointegration relationships. This and other studies of stock market 
integration in Asia are surveyed below. Recently, in what is apparently 
the only study of Latin America, Chen, Firth, and Rui (2002) apply the 
technique to study integration among Argentina, Brazil, Chile, Colombia, 
Mexico, and Venezuela over the period 1995-2000 and find that there is 
generally just one cointegrating vector. 

This paper specifically considers whether the stock markets of 
Indonesia, Malaysia, the Philippines, Singapore, and Thailand are 
currently cointegrated. We examine the period after the Asian financial 
crisis, specifically July 1, 1998 through December 31, 2002, in order to 
consider the recent experiences of the ASEAN-5 markets rather than a 
long history.4 The database thus suffers from being a short four-and-a-
half year span of time from which to extract a long-run relationship, but 
also has the advantage of being a well-defined period during which we 
can reasonably say that there have been few structural breaks or shifts in 
the data. Since this is financial market data rather than macroeconomic 
data, four-and-a-half years should be a long enough time span to uncover 
the long-run equilibrium; financial markets are typically thought to 
achieve equilibrium quite quickly in contrast to macroeconomic markets 
characterized by price/wage stickiness, long-term contracts, adjustment 
costs, and other rigidities. 

4 For a thorough analysis of the pre-crisis period 1986-1996, see Sharma and 
Wongbangpo (2002). 
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There are three key features in our modeling strategy. One is that we 
consider both daily data and weekly (Friday or end-of-week) data over 
this period in order to examine what happens as analysts move from 
higher-frequency to lower-frequency data. In particular, we consider 
whether the lower-frequency data contains less noise and relatively more 
information to estimate a long-run relationship. A second feature is that 
we consider data denominated in local currencies, in US dollars, and in 
Japanese yen. Analysis is often done in local currencies, but investors 
outside the ASEAN countries have to convert local currency returns into 
their home currencies, of which the dollar and the yen are the most 
widely used. In the period before the Asian financial crisis, the ASEAN 
countries were typically pegging their exchange rates to the US dollar. 
This meant that the choice of local currency versus the US dollar did not 
matter much, but the stock market values denominated in yen were of 
course sensitive to fluctuations in the yen/dollar exchange rate. Currency 
issues have become more important in the aftermath of the Asian 
financial crisis, as countries have allowed their currencies to float against 
the US dollar (with the notable exception of Malaysia, discussed below). 
A third feature is that we carefully examine the lag structures of the 
models, and estimate cointegrating relationships in models with differing 
lag lengths. This allows us to determine whether our results are sensitive 
to the number of lags chosen. 

With five stock market variables, the number of common trends (n-p) 
can range from one to five, and this range forms something of a 
continuum from perfect integration to complete segmentation.5 If the 
stock markets are not cointegrated, resulting in five common trends, we 
infer that they are nationally segmented in the economic sense, and are 
not yet suitable for a supranational regional stock market. However, if 
these stock markets are cointegrated in the econometric sense, we infer 
that they are integrated in the economic sense. If the number of common 
trends is more than one, we conclude that there is a degree of 

5 Rangvid (2001) points this out by proposing that an increasing number of cointegrating 
relationships indicates that stock markets become more integrated over time because they 
are being increasingly driven by the same common stochastic trends. 
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interdependence somewhat short of complete convergence, so policy 
initiatives to further integrate the stock markets are appropriate. If the 
number of common trends is exactly one, we conclude that the stock 
markets are completely, perfectly integrated and are ready for the 
establishment of a supranational regional stock market. 

The empirical results in this paper demonstrate that the ASEAN-5 
stock markets in the period after the Asian financial crisis are 
cointegrated whether analyzed using daily data or weekly data, and 
whether analyzed in local currencies, the US dollar, or the Japanese yen. 
In addition, the finding does not depend on the number of lags used in 
estimation once a relevant range of lags is determined. The stock markets 
are thus not completely segmented by national borders. However, there is 
only one cointegrating vector among the five stock markets, leaving four 
common trends among the five variables. The ASEAN-5 stock markets 
are thus integrated in the economic sense, but integration is far from 
complete. Once again, this finding is robust to the frequency of the data, 
the currency denomination considered, and the lag lengths chosen. 
Perhaps surprisingly, the coefficients in the cointegrating vectors are 
remarkably similar across all forms of the model, suggesting that data 
frequency, currency denomination, and lag length have relatively little 
impact on the long-run equilibrium estimated. We therefore qualitatively 
examine and discuss the cointegrating vector in some depth, and 
conclude that the coefficients are reasonable for the stock markets being 
considered. On a policy level, we suggest that initiatives to further 
integrate the stock markets are feasible, and in fact desirable. From the 
perspective of the international portfolio investor, benefits of 
international portfolio diversification across the five markets are reduced 
but not eliminated. 

This paper is organized into four sections. After this introduction, 
Section 2 provides background on stock markets and integration in 
ASEAN. The first subsection considers public policies pertaining to 
ASEAN stock markets, with an emphasis on integrative efforts, and the 
second subsection surveys the academic literature on Southeast Asian 
stock market integration. Section 3 then considers the empirical analysis 
of stock market integration in ASEAN after the Asian financial crisis. 
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The subsections consider data sources, short-run correlations of returns, 
unit root tests, lag length tests, and, most importantly, cointegration 
results. The final section is the conclusion. 

Background 

The stock markets of the ASEAN-5 countries generally have market 
capitalizations in line with their stages of development. Using 2000 
data, Singapore and Malaysia have market capitalizations as a percent of 
gross domestic product quite similar to the United States; 165.7 percent 
and 130.4 percent, respectively, versus 153.5 percent for the U.S. The 
Philippines, where stock market capitalization is 69.9 percent of GDP, is 
quite similar to the level of Japan, at 65.2 percent. Thailand and 
Indonesia are the smallest markets, at 24.1 percent and 17.5 percent, 
respectively, but not out of line with emerging markets around the world. 
These figures suggest that there is a general level of equity market 
development that may be conducive to integration. In contrast, the stock 
markets of Brunei Darussalam, Cambodia, Laos, Myanmar, and Vietnam 
are either under-developed or non-existent. 

Public Policies on ASEAN Stock Markets 

Attempts to coordinate ASEAN stock markets are not new. Wellons 
(1997: 28) points out that the ASEAN-5 countries agreed to form the 
Federation of ASEAN Stock Exchanges in 1978, but never followed 
through. The Singapore and Malaysian stock markets were fairly well 
linked at this time, as many Malaysian registered companies traded on 
the Stock Exchange of Singapore (SES). However, financial crises in 
Singapore during 1985-1986 spilled over into Malaysia, and actually 
caused dis-integration of the stock markets. 

6 Data on stock market capitalization come from the Standard & Poor's Emerging Stock 
Markets Factbook 2001. The market capitalizations of the markets are as follows: 
Singapore, $152 billion; Malaysia, $117 billion; the Philippines, $52 billion; Thailand, 
$29 billion; and Indonesia, $27 billion. For comparison, the market capitalizations of the 
U.S. and Japan are $15,104 billion and $3,157 billion, respectively. Data on GDP come 
from the World Development Indicators of the World Bank. 
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In 1989 the government of Malaysia delisted Malaysian companies 
from the SES. The decision to delist first appeared in the budget speech 
of the Minister of Finance on October 27, 1989. Sun, Tang, and Tong 
(2002) report that: 

He cited the need for the KLSE [Kuala Lumpur Stock Exchange] 
to develop its own identity and to become a leading regional 
finance center. To achieve that, a total separation from the SES 
could not be avoided. The second reason, as cited by the Minister, 
was to minimize the high correlation between the two markets. 
The Malaysian government has long been wary of developments 
in Singapore affecting the KLSE. 

Similarly, according to Bank Negara Malaysia (1999), the 'move 
represented the Government's effort to develop the domestic capital 
market by establishing KLSE as an independent exchange, to confine 
dealings in Malaysian counters to the local exchange, to attract 
international investors as well as to reduce the market's vulnerability to 
unfavorable developments on the SES (p. 316).' In response to the 
Malaysian government's action, the SES almost immediately announced 
a similar delisting of Singaporean companies from the Malaysian Stock 
Exchange and a plan to develop an over-the-counter market to trade 
Malaysian stocks. The over-the-counter market, known as CLOB 
International, actually functioned up until September 1998, when the 
government of Malaysia announced that all dealings in shares listed on 
the exchange must be done through the KLSE or one recognized by 
KLSE.7 

Wellons (1997) also points out that the Singapore Declaration of 
1992 'raised the prospect of stronger capital market cooperation as part 
of an effort to direct ASEAN economic cooperation (p. 28).' More 
generally, presidents of stock exchanges in the region call for 

7 For more on the 1989 delistings and the history of CLOB, see Sun, Tang, and Tong 
(2002). 
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cooperation from time to time to facilitate cross-border trading. 'In 1993, 
for example, the SES president said that the time had come to promote 
intra-ASEAN markets. He saw the opportunity to cross-list and trade a 
handful of larger stocks on markets throughout ASEAN, (p. 28)' In 1995, 
'the president of the Thai exchange urged closer cooperation among 
exchanges in the region (p. 28)' to boost poor trading volumes. And, 
according to Freeman (2000), the governor of the Bank of Thailand 
'proposed a joint venture between the Bangkok, Kuala Lumpur and 
Singapore equity markets (p. 9)' in 2000. 

The dream of a regional stock market in ASEAN has not come to 
fruition, and there are reasons to believe that markets remain 
institutionally segmented. In particular, Malaysia's imposition of 
selective currency and capital controls in dealing with Asian financial 
crisis (which went into effect on September 1, 1998) suggested that the 
stock market in Malaysia, which had been well integrated with 
Singapore, would be separated from both world and regional stock 
markets.8 The exchange controls eliminated access to the ringgit by non
residents from sources in Malaysia and abroad, effectively closing down 
the offshore ringgit market.9 The ringgit was also pegged to the US 
dollar at the same time, and the peg has been successfully maintained 
since then. Some capital controls have been relaxed, suggesting that the 
Malaysian stock market is not completely segmented from world and 
regional stock markets. Initially, capital controls required foreigners to 
hold stocks for at least 12 months, but this was replaced with a 10 
percent repatriation levy in February 1999. The KLSE was dropped from 
the Morgan Stanley Capital International index in late 1998, but was re-
added at the end of May 2000. Currently, the Philippines has the most 
extensive capital controls on portfolio investments of the ASEAN-5, 
generally imposing a ceiling on foreign ownership of 40 percent and in 
some cases requiring a separate class of shares (Standard & Poor's, 2001). 

See Kaplan and Rodrik (2001) and Johnson and Mitton (2003) for discussion of the 
Malaysian capital controls. Kaplan and Rodrik (2001) confirm Malaysia's segmentation 
and compare economic indicators in Malaysia to those in Korea and Thailand (two 
countries which did not adopt capital controls). Johnson and Mitton (2003) show that the 
capital controls provided a screen behind which favored firms could be supported. 
9 For more on this, see Bank Negara Malaysia (1999). 
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Academic Literature 

The issue of stock market integration in Southeast Asia has also been 
studied in the academic empirical finance literature, particularly using 
the techniques of cointegration. The main issue being addressed is 
whether individual stock markets are highly (positively) correlated, 
although more recently the issue has been recast to address 'contagion' 
across markets. There are several other aspects being examined as part of 
this general issue. One considers what the appropriate econometric 
technique for examining the correlations should be. A second addresses 
the time period to examine, and whether there have been changes over 
time such as convergence of markets or structural breaks or shifts in 
relationships (such as those related to liberalization of equity markets or 
to financial crises). A third is whether the empirical analysis should be 
conducted in the local currencies, US dollars, Japanese yen, or some 
other unit. A fourth is whether the local markets are influenced by the 
U.S. market, or the Japanese market, or both. 

Taken together, the conclusions in the literature regarding the 
integration of Southeast Asian stock markets are contradictory. This 
might be partially attributable to different methodologies, even when 
using cointegration techniques. Since several studies have examined 
Asian stock markets in the light provided by Kasa (1992), we restrict our 
focus to these. Conflicting and inconclusive results are still apparent, due 
in part to the wide range of sample periods and sampling frequencies 
considered; the selection of countries considered; and the exact modeling 
strategy being implemented. 

The earliest study of Asian stock market integration utilizing 
multivariate cointegration is probably Chung and Liu (1994), 
investigating the U.S., Japan, Taiwan, Hong Kong, Singapore, and South 
Korea. Using weekly data denominated in local currencies over the 
period 1/7/85-5/18/92, they find 1, 2, and 4 cointegrating vectors in 
models with 12, 24, and 36 lags, respectively, noting that 'the number of 
cointegrating relationships is sensitive to the choice of lag length (p. 
248).' After inspection of each model's forecasting performance (rather 
than inspection of the lag structure), they settle on the model with 24 lags 
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and two cointegrating vectors. 
DeFusco, Geppert, and Tsetsekos (1996) examine weekly data for 

January 1989-May 1995 denominated in U.S. dollars. They conclude 
that there is no cointegration in a block of Asia-Pacific countries 
consisting of U.S., Korea, Philippines, Taiwan, Malaysia, and Thailand. 
They also conclude that there is no cointegration in the other two other 
regions they examine, thus capital markets are segmented. 

Masih and Masih (1999) use daily data over 2/14/92-6/19/97 
denominated in real US dollars (although they do not explain the 
conversion to real values for daily data). They find cointegration in a 
block of OECD and Asian countries including the United States, Japan, 
UK, Germany, Singapore, Malaysia, Hong Kong, and Thailand, but 
conclude that there is at most one cointegrating vector, leaving seven 
independent common stochastic trends. 

Manning (2002) examines both weekly and quarterly data over 
January 1988-February 1999, denominated in both local currency and in 
US dollars. The system includes Hong Kong, Indonesia, Japan, South 
Korea, Malaysia, Philippines, Singapore, and Thailand, and alternately 
includes/excludes the United States. The general conclusion is that there 
are two common trends, indicating 'partial convergence' of the indices. 

Phylaktis and Ravazzolo (2005) examine monthly data for January 
1980-December 1998 (split into two periods: 1980-1989 and 1990-
1998) denominated in local currency, US dollars, and real US dollars. 
The sample consists of the United States, Japan, Hong Kong, South 
Korea, Malaysia, Singapore, Taiwan, and Thailand, and cointegration is 
found for both subperiods in all units of measurement. However, 
relatively few countries participate in the cointegrating vectors. This 
leads Phylaktis and Ravazzolo to conclude that the stock markets under 
investigation are not linked. A subsystem consisting of Taiwan, 
Thailand, Japan, and the United States seems to reveal the strongest 
financial integration. In this subsystem, the estimated common trends 
suggest that the United States has influence in the Pacific Rim, but that 
Japan and — interestingly — Thailand play more significant roles. 

Sharma and Wongbangpo (2002) examine monthly data from January 
1986 through December 1996 for the ASEAN-5 markets denominated in 
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local currencies. They find a long-run cointegrating relationship among 
the stock markets of Indonesia, Malaysia, Singapore, and Thailand, but 
conclude that the Philippine market does not share the relationship. 
Furthermore, there is only one cointegrating vector among the four 
markets, leaving three common trends. One particularly interesting 
finding is that Malaysia and Singapore move together one-for-one in the 
cointegrating vector, ostensibly because of the distribution of inward 
foreign direct investment flows, the strength of trade between the two 
economies, the geographical proximity, and cultural factors (p. 307). 

Taking these five studies together, it is certainly not clear what to 
expect for stock market integration in ASEAN in the aftermath of the 
Asian financial crisis. A few additional studies use cointegration 
techniques to determine whether the local markets are influenced by the 
US market, or the Japanese market, or both, and generally add to the 
confusion (see Fernandez-Serrano and Sosvilla-Rivero 2001, Jang and 
Sul 2002,10 and Darrat and Zhong 2002). In addition, VAR approaches 
using differenced data without a cointegrating constraint offer even more 
positions. Two such studies are worth mentioning. 

Dekker, Sen, and Young (2001) use daily data in local currencies and 
US dollars over the period 1987-1998 in ten-variable VARs to examine 
linkages among US, Japan, and eight other countries' stock markets 
including Malaysia, Philippines, Singapore, and Thailand. The results 
indicate that the four ASEAN markets are linked to the US market, 
which exerts a great deal of influence, but that the Japanese market is 
segmented. Furthermore, the Malaysian, Singapore, and Hong Kong 
markets are closely linked, but the Philippine and Thai markets are 
segmented. 

Tan and Tse (2002) use daily data in local currencies over 1988-2000 
in a nine-variable VAR to examine the linkages among US, Japan, and 

Jang and Sul (2002) also offer bivariate cointegration tests among the three ASEAN-5 
markets studied. Thailand and Indonesia are cointegrated during the crisis and well after 
the crisis; Thailand and Singapore are cointegrated immediately after the crisis and 
maybe well after the crisis; Indonesia and Singapore may be cointegrated before the crisis 
but not during or afterwards. 
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seven Asian stock markets including Malaysia, Philippines, Singapore, 
and Thailand. By truncating the data at the end of 1996 and restarting the 
data in mid-1998 to create a pre-crisis and post-crisis comparison, they 
find that markets appear to be more integrated after the crisis than before, 
and that Asian markets are most heavily influenced by the United States 
but that the influence of Japan is increasing. The most noteworthy effect 
among the ASEAN-5 is that Malaysia is apparently an outlier; Malaysia 
is less affected by the United States and Japan after the crisis, which can 
be attributed to the influence of its capital and currency controls, but 
Singapore and Malaysia still affect each other strongly, which can be 
attributed to geographic proximity, economic linkages, and structural 
symmetry. 

Empirical Examination 

This section considers the empirical characteristics of the ASEAN-5 
stock indices. The indices themselves, denominated in local currencies, 
are considered first. However, the indices are also converted into US 
dollars and into Japanese yen in order to have the indices in common 
currency units.11 The distinction between local currency comparisons and 
common currency comparisons deserves some discussion. There is a 
preference for looking at the relationships among the local currency 
indices when the only question is whether the local currency indices 
themselves are interdependent. Theoretically, however, this is a 
comparison of dissimilar units (currencies), and if the units themselves 
behave differently (as would be the case when inflation rates are 
different across currencies or when real exchange rate changes alter the 
relative values of currency units) then conclusions may not be valid. 
Hence, there are compelling reasons to convert the stock price indices 
into a common measuring unit, but that raises the question as to which 
currency should be chosen. 

The typical analysis of markets using a common currency considers 

11 We cannot convert from nominal currency units to real currency units because price 
level data do not exist at daily or weekly frequency. However, the stock market and 
exchange rate data are not materially influenced by inflation during the short time period 
under consideration, so such an adjustment would not be essential anyway. 
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the behavior of stock indices from the perspective of an outside investor 
who values the portfolio in terms of US dollars or other home currency. 
These converted series implicitly represent the sum of the returns on two 
assets: the stock index and the currency. This raises the possibility that 
some portion of interdependence across (local-currency-denominated) 
domestic markets will not be captured if exchange rates offset economic 
shocks that in reality tie the domestic markets together. From the 
perspective of the outside investor, however, the dollar value of the stock 
is what matters, and an unhedged foreign stock is precisely an asset 
containing both the local currency stock index and the dollar/local 
currency exchange rate. This combination thus accounts for any stock 
market changes that are in fact induced by exchange rate changes, which 
would be important to outside investors.12 However, the conversion to a 
common currency also raises the possibility that the converted indices 
will uncover interdependence simply based on the behavior of the 
outside currency, such as general depreciation of the dollar against all 
local currencies. Hence, the choice of outside currency may affect the 
results, which suggests that we try more than one. We have furthermore 
not abandoned our interest in the local currency indices, as the indices 
denominated in local currencies are obtainable when the currency 
component is hedged with an offsetting position in foreign currency 
derivatives. 

On conceptual grounds, we thus have an interest in examining stock 
market integration in both local currencies and in a common outside 
currency, and furthermore in more than one common outside currency. 
During the period under investigation, the ASEAN currencies were 
generally floating against the US dollar, with the notable exception of the 
Malaysian ringgit (which was pegged to the US dollar). The Japanese 
yen is the dominant Asian currency in the region. In order to ensure that 
our results are not influenced by the behavior of the US dollar, or by 
the ringgit peg to the US dollar, we therefore consider the Japanese 
yen as the logical alternative common currency. Our analysis thus 

In other words, some of the movements in the stock price index might reflect the 
foreign exchange exposure of listed firms. For more on this, see Chapter 7 of Click and 
Coval (2002). 
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simultaneously considers local currency stock indices, the US dollar 
value of the local currency indices, and the Japanese yen value of the 
local currency indices. 

The data consist of daily stock index quotes in local currencies over 
the four-and-a-half-year period from July 1, 1998 through December 31, 
2002, for a total of 1175 observations. From this, we also consider 
weekly stock index data by taking the Friday (or other end of week) 
observations over the same period, for a total of 235 observations. We 
begin with mid-1998 because the bulk of the Asian financial crisis had 
ended by then. The data are from Datastream, and represent composite 
stock price indices in Indonesia, Malaysia, Philippines, Singapore, and 
Thailand. We convert the local currency index into US dollars [Japanese 
yen] by multiplying the local currency index level by the dollars-per-
foreign-currency [yen-per-foreign-currency] exchange rate, also obtained 
from Datastream. 

Table 4.1 presents the simple correlation coefficients among the five 
stock markets. Panel A utilizes the daily data and Panel B utilizes the 
weekly data, and within each panel is a matrix for correlations of data 
denominated in local currency units, US dollars, and Japanese yen. 
Overall, the correlations are not very high — averaging just 0.336. 
Comparing the daily correlations to the weekly correlations suggests that 
correlations may be higher for the weekly data; the average correlation 
for the daily data is 0.294 and the average for the weekly data is 0.379. 
Among the 30 correlations, only 4 are lower in the weekly data than in 
the daily data. Although we do not know whether this difference is 
statistically significant, it seems plausible that correlations among the 
five stock markets rise when moving from higher-frequency to lower-
frequency data. 

Tan and Tse (2002) use mid-1998 as the beginning of the post-crisis period. The crisis 
may or may not have been 'over' at that date, however. Jang and Sul (2002) begin the 
post-crisis period earlier, on February 1, 1998, because the Thai, Indonesian, and Korean 
currencies reached record lows in January. Additional adjustments were yet to come, 
such as Malaysian currency and capital controls introduced September 1,1998. 
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Table 4.1. Short-run Correlations of Stock Index Returns (1 July 1998 
through 31 December 2002) 

Panel A: Daily Data 
Local Currency 

Malaysia 

Philippines 

Singapore 

Thailand 

Indonesia 

0.17 

0.25 

0.27 

0.28 

Malaysia 

0.14 

0.29 

0.28 

Ph ilippines 

0.28 

0.28 

Singapore 

0.43 

U.S. Dollars 

Malaysia 

Philippines 

Singapore 

Thailand 

Indonesia 
0.19 

0.27 

0.26 

0.30 

Malaysia 

0.14 

0.25 

0.26 

Philippines 

0.28 

0.32 

Singapore 

0.44 

Japanese Yen 

Malaysia 

Philippines 

Singapore 

Thailand 

Indonesia 
0.26 

0.32 

0.31 

0.33 

Malaysia 

0.27 

0.37 

0.34 

Philippines 

0.38 

0.38 

Singapore 

0.48 

Panel B: Weekly Data 
Local Currency 

Malaysia 

Philippines 

Singapore 

Thailand 

Indonesia 
0.22 

0.36 

0.30 

0.44 

Malaysia 

0.26 

0.27 

0.28 

Ph ilippines 

0.37 

0.50 

Singapore 

0.56 

U.S. Dollars 

Malaysia 

Philippines 

Singapore 

Thailand 

Indonesia 

0.20 

0.42 

0.36 

0.46 

Malaysia 

0.25 

0.25 

0.27 

Philippines 

0.40 

0.54 

Singapore 

0.59 

Japanese Yen 

Malaysia 

Philippines 

Singapore 

Thailand 

Indonesia 
0.21 

0.41 

0.35 

0.45 

Malaysia 

0.34 

0.36 

0.32 

Philippines 

0.47 

0.55 

Singapore 

0.60 
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The concern that correlations will converge to unity in the long run is 
precisely the motivation for using cointegration analysis to examine the 
long run relationship. 

In preparation for cointegration analysis, the univariate properties of 
the stock index data need to be examined to verify whether the data 
series are nonstationary, or contain a unit root. Table 4.2 presents 
Augmented Dickey-Fuller (ADF) and Phillips-Perron tests allowing for 
a constant in the regression but no time trend. Once again, Panel A 
utilizes daily data and Panel B utilizes weekly data. The tests suggest that 
all of the series contain unit roots; the hypothesis of a unit root cannot be 
rejected at the 5 percent level for any of the 60 tests (and cannot be 
rejected at the 10 percent level for 58 of the tests). The number of lags 
utilized in the reported ADF tests is chosen using the Akaike Information 
Criterion, but the unit root finding is really invariant to the number of 
lags chosen. The number of lags in the reported Phillips-Perron tests is 
set to four, but again the results are invariant to the number of lags 
chosen. Since all series are nonstationary, cointegration analysis is 
appropriate. 

The number of lags in the vector autoregression (VAR) used to 
estimate the cointegrating relationship is an important issue because the 
number of lags has been shown to affect the number of cointegrating 
vectors detected (e.g., Richards 1995). Table 4.3 thus presents lag length 
tests from VARs of different orders. It considers the Akaike Information 
Criterion (AIC), the Schwartz Bayesian Criterion (SBC), and Likelihood 
Ratio Tests of exclusion restrictions on incremental lags that are 
distributed %2 with 25 degrees of freedom. 

With daily data (analyzed in Panel A), most statistics suggest that 
only one lag is appropriate in the VAR. The AIC indicates that some 
additional information may be captured around the one week lag: the 
minimum AIC occurs at 6 days of lags for the estimation in local 
currency and 5 days of lags for estimation in U.S. dollars and Japanese 
yen. However, the SBC achieves minima at one lag in all three daily 
models, and the likelihood ratio tests indicate that no additional lags 
beyond the first are statistically significant. 
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Table 4.2. Unit Root Tests (1 July 1998 through 31 December 2002) 

Panel A: Daily Data 

Local Currencies 

U.S. dollars 

Japanese yen 

Indonesia 

Malaysia 

Philippines 

Singapore 

Thailand 

Indonesia 

Malaysia 

Philippines 

Singapore 

Thailand 

Indonesia 

Malaysia 

Philippines 

Singapore 

Thailand 

lags 

1 

15 

10 

1 

19 

1 

5 

11 

1 

2 

23 

5 

11 

1 

12 

ADF test 

y 

-1.19 

-2.10 

-1.24 

-1.56 

-2.46 

-1.25 

-2.12 

-0.92 

-1.43 

-1.96 

-1.81 

-2.21 

-1.12 

-1.50 

-2.27 

P 

0.998 

0.995 

0.998 

0.997 

0.992 

0.998 

0.995 

0.999 

0.997 

0.995 

0.996 

0.993 

0.998 

0.996 

0.993 

Phillips-Perron test 

\ 

-1.19 

-1.92 

-0.70 

-1.57 

-2.23 

-1.23 

-2.08 

-0.39 

-1.44 

-1.87 

-1.27 

-2.15 

-0.68 

-1.54 

-1.90 

P 

0.998 

0.995 

0.999 

0.997 

0.994 

0.998 

0.995 

0.997 

0.997 

0.996 

0.998 

0.993 

0.999 

0.996 

0.995 
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Table 4.2 {Continued) 

Panel B: Weekly Data 

Local Currencies 

U.S. dollars 

Japanese yen 

Indonesia 

Malaysia 

Philippines 

Singapore 

Thailand 

Indonesia 

Malaysia 

Philippines 

Singapore 

Thailand 

Indonesia 

Malaysia 

Philippines 

Singapore 

Thailand 

lags 

7 

2 

2 

1 

4 

2 

7 

2 

1 

4 

3 

7 

2 

1 

4 

/IDF to( 

T„ 

-1.57 

-2.18 

-1.35 

-1.60 

-2.35 

-1.48 

-2.83* 

-0.92 

-1.52 

-2.09 

-1.71 

-2.79* 

-1.14 

-1.68 

-1.99 

P 

0.983 

0.976 

0.986 

0.984 

0.960 

0.984 

0.968 

0.993 

0.985 

0.970 

0.981 

0.957 

0.990 

0.976 

0.968 

Phillips 

% 

-1.32 

-2.03 

-1.13 

-1.63 

-2.40 

-1.43 

-2.14 

-0.75 

-1.55 

-2.05 

-1.50 

-2.17 

-1.04 

-1.61 

-2.05 

Perron test 

P 

0.988 

0.979 

0.993 

0.984 

0.964 

0.987 

0.977 

0.997 

0.986 

0.974 

0.986 

0.970 

0.994 

0.978 

0.971 

* significant at the 10% level; ** significant at the 5% level; *** significant at the 1% level 
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In addition to the likelihood ratio tests reported in Table 4.2, we also 
calculated likelihood ratio tests of 5 lags versus 1 lag and 6 lags versus 1 
lag, yet still cannot reject the null hypothesis that coefficients on the 
blocks of additional lags are null hypothesis that coefficients on the 
blocks of additional lags are jointly zero.14 We therefore estimate the 
cointegrating vector in two different VARs — one with 1 lag and another 
with 5 lags — in order to see what effect the number of lags might have 
on the cointegration analysis. 

We examine weekly data because we are interested in the effects of 
moving from higher-frequency to lower-frequency data. However, it is 
also somewhat more appropriate given that daily data may reveal some 
information at the one week lag but not before then. Utilizing weekly 
data may therefore be a more parsimonious way to estimate a VAR and 
cointegrating relationships. The lag length tests of weekly data reported 
in Panel B of Table 4.3 are broadly consistent with the daily data, but 
with some reversals of particular tests. With the weekly data, both the 
AIC and the SBC indicate that only one lag is appropriate. However, the 
likelihood ratio tests suggest that two lags may be appropriate for the 
local currency model and three lags might be appropriate for the dollar 
and yen models. In fact, likelihood tests of 3 lags versus 1 lag reject the 
hypothesis that coefficients on the blocks of additional lags are jointly 
zero for all three models. In local currency %2(50) = 74.23, which is 
significant at the 5 percent level. In US dollars, %2(50) = 72.52, which is 
significant at the 5 percent level. And in Japanese yen, y?(5Q)) = 78.69, 
which is significant at the 1 percent level. As a result, we estimate the 
cointegrating vector using the weekly data in three different VARs — 1 
lag, 2 lags, and 3 lags — to see once again what effect the number of lags 
might have on the cointegration analysis. 

14 The likelihood ratio test of 5 lags versus 1 lag is distributed X2(100) and the likelihood 
ratio test of 6 lags versus 1 lag is distributed %2(125). The critical values for the 90 
percent confidence level are 118 and 140, respectively. For local currency, x2(100) = 
46.90 and X2(125) = 64.02. For U.S. dollars, x2(100) = 44.00 and X2(125) = 48.55. For 
Japanese yen, x2(100) = 38.71 and X2(125) = 43.63. 
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Table 4.3. Lag Length Tests (1 July 1998 through 31 December 2002) 

Panel A: Daily Data 

Local Currency 

U.S. Dollar 

Japanese Yen 

lags 

10 

9 

8 

7 

6 

5 

4 

3 

2 

1 

10 

9 

8 

7 

6 

5 

4 

3 

2 

1 

10 

9 

8 

7 

6 

5 

4 

3 

2 

1 

=- Information Criteria 

AIC 

-48292 

-48313 

-48299 

-48314 

-48336# 

-48328 

-48317 

-48332 

-48324 

-48262 

-47043 

-47046 

-47032 

-47063 

-47080 

-47082# 

-47065 

-47080 

-47074 

-46992 

-46641 

-46651 

-46643 

-46670 

-46679 

-46682# 

-46659 

-46670 

-46663 

-46631 

SBC 

-46990 

-47146 

-47261 

-47406 

-47551 

-47669 

-47784 

-47927 

-48044 

-48110* 

-45751 

-45880 

-45993 

-46150 

-46295 

-46423 

-46534 

-46675 

-46795 

-46840* 

-45348 

-45485 

-45604 

-45757 

-45893 

-46023 

-46127 

-46265 

-46385 

-46479* 

=== Likelihood Ratio Tests === 

comparison 

11 vs. 10 lags 

10 vs. 9 lags 

9 vs. 8 lags 

8 vs. 7 lags 

7 vs. 6 lags 

6 vs.5 lags 

5 vs.4 lags 

4 vs. 3 lags 

3 vs.2 lags 

2 vs. 1 lag 

11 vs. 10 lags 

10vs.9lags 

9 vs. 8 lags 

8 vs. 7 lags 

7 vs. 6 lags 

6 vs.5 lags 

5 vs.4 lags 

4 vs.3 lags 

3 vs.2 lags 

2 vs. 1 lag 

11 vs. 10 lags 

10 vs. 9 lags 

9 vs. 8 lags 

8 vs.7 lags 

7 vs. 6 lags 

6 vs.5 lags 

5 vs. 4 lags 

4 vs. 3 lags 

3 vs. 2 lags 

2 vs. 1 lag 

X2(25) 
1.91 

4.05 

1.89 

9.12 

8.12 

17.32 

10.24 

8.16 

7.94 

20.95 

2.51 

7.96 

5.63 

2.13 

3.52 

4.74 

9.05 

3.16 

2.25 

29.95 

4.55 

5.97 

7.14 

3.80 

8.06 

5.09 

9.08 

4.71 

2.18 

23.07 
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Table 4.3 (Continued) 

Panel B: Weekly Data 

Local Currency 

U.S. Dollar 

Japanese Yen 

lags 

4 

3 

2 

1 

4 

3 

2 

1 

4 

3 

2 

1 

== Information Criteria 

AIC 

-7779 

-7797 

-7808 

-7817# 

-7495 

-7516 

-7521 

-7538# 

-7424 

-7450 

-7455 

-7465# 

SBC 

-7415 

-7521 

-7618 

-7714# 

-7132 

-7239 

-7331 

-7434# 

-7061 

-7173 

-7265 

-7362# 

=== Likelihood Ratio Tests === 

comparison 

5 vs. 4 lags 

4 vs. 3 lags 

3 vs. 2 lags 

2 vs.l lag 

5 vs. 4 lags 

4 vs. 3 lags 

3 vs.2 lags 

2 vs.l lag 

5 vs.4 lags 

4 vs. 3 lags 

3 vs. 2 lags 

2 vs.l lag 

X2(25) 

23.11 

28.46 

36.61* 

38.48** 

25.82 

26.67 

41.31" 

31.92 

21.26 

22.53 

41.82** 

37.72* 

# denotes minimum value 
•significant at the 10% level; ** significant at the 5% level; *** significant at the 1% level 

Having established the unit root characteristics of the data and 
identified relevant ranges for lag length, we are ready to proceed with the 
examination of cointegration. In this section, we consider two inter
related pairs of questions. First, are the ASEAN-5 stock markets 
cointegrated? If so, how many cointegrating relationships are there? To 
answer these questions, we rely on the Xmax and A .̂ace statistics. The A™,* 
statistic tests the null hypothesis that the number of cointegrating vectors 
is r (ranging from 0 to 4) against the alternative of r+/cointegrating 
vectors. The X0iCe statistic tests the null hypothesis that the number of 
distinct cointegrating vectors is less than or equal to r against a general 
alternative. 

Conditional on finding cointegrating relationships, the second pair 
of questions considers the cointegrating vectors. Which countries 
participate in the cointegrating relationships? What are the coefficients in 
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the cointegrating vectors, and do they have reasonable magnitudes for 
interpretation? To answer these, we first conduct individual exclusion 
tests of the null hypothesis that the coefficient on a variable in the 
cointegrating vector is zero. These tests are distributed %2 with one 
degree of freedom. For any coefficients that are statistically significant, 
we qualitatively assess the magnitudes for economic significance. 

Table 4.4 reports the results of the cointegration analysis. Panel A 
again considers daily data, and reports the results for VARs with 1 lag 
and with 5 lags. Panel B again considers weekly data, and reports the 
results for VARs with 1, 2, and 3 lags. Within each panel and lag length, 
models are estimated using the three currency denominations: local 
currencies, the dollar, and the yen. There are thus 15 VARs estimated, 
and the results are astonishingly consistent across all versions. 

Tests for cointegration utilize both the X^* and Xaiice statistics, 
reported on the left of the various tables. Models denominated in local 
currencies are estimated without a constant in the cointegrating vector 
because an exclusion test of the hypothesis that the constant is zero could 
not reject the null for any of the specifications. Models denominated in 
US dollars and yen are estimated with a constant in the cointegrating 
vector because exclusion tests of the hypothesis that the constant is zero 
reject the null for all of the specifications. The inclusion of a constant in 
the cointegrating vector alters the critical values of the 'kTmK and Xa-ace 
statistics; we use Table B of Enders (1995: 420) for both sets of critical 
values. Taken together, the Timax and X .̂ace statistics consistently (and 
somewhat overwhelmingly) indicate that there is only one cointegrating 
vector regardless of data frequency, currency denomination, and lag 
length. 

Since cointegration determines whether the different stock markets 
have a long run relationship, coefficients in the cointegrating vector can 
tell us how the stock markets are related in the long run. To the right of 
the Xrmx and A ĉe statistics, the cointegrating vectors are reported along 
with exclusion tests of each variable. The reported cointegrating vectors 
(only one for each model) are normalized around Indonesia; in addition 
to being the first country alphabetically, it is also the smallest stock 
market and cointegrating vectors might be usefully interpreted in that 
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context. Taken together, the coefficients appear remarkably similar 
across all versions of the model. As mentioned above, one difference 
among the models is that the local currency versions exclude a constant 
from the cointegrating vector while the US dollar and yen versions 
include a constant.15 Another difference between the local currency 
models and the US dollar and yen models is that the coefficients in the 
former are generally a bit larger in absolute value than the coefficients in 
the latter. Since we cannot say whether these differences are statistically 
significant, we consider the qualitative implications of all models taken 
together. The exclusion tests of the variables suggest that each variable 
indeed participates in the long-run cointegrating vector; no country's 
stock market index should be removed from the analysis. Note that this is 
in contrast to the results in Sharma and Wongbangpo (2002), which 
suggest that the Philippine market should be excluded from the analysis. 

Since the cointegrating vectors are all normalized around Indonesia, 
we can easily rewrite the cointegrating vector as if the Indonesian stock 
index were the dependent variable and all other variables were 
independent variables. Since the coefficients are similar across all 
models, we consider a representative cointegrating vector: 

INDON = -3.1 MALAY- 1.8 PH1L1 + 3.3 S1NGA + 3.3 THAIL 

which is, in fact, simply a collection of the average coefficients across 
the fifteen models. The long-run relationship suggests that a 1 percent 
increase in the Malaysian stock index lowers the Indonesian index by 3.1 
percent, and a 1 percent increase in the Philippine stock index lowers the 
Indonesian index by 1.8 percent. Similarly, a 1 percent increase in the 
Singapore or Thai stock index increases the Indonesian index by 3.3 
percent. 

The table reveals that the constant in the US dollar models is between 7.9 and 8.9, 
averaging 8.7. The yen models have a constant ranging from 13.0 to 15.2, averaging 14.2. 
Not much importance can be attributed to these, as they are simply constants in the levels 
of the stock market indexes, so we do not consider them further. 



Table 4.4. Analysis of Cointegration (1 July 1998 through 3 

Panel A: Daily Data 

VAR with 1 Lag (1 day) 

= Cointegration Tests - • Cointegratin 
Model 

Local Currency 

U.S. Dollar 

Japanese Yen 

Ho 

r=0 

r=l 

r=2 

r=3 

r=4 

r=0 

r=l 

i=2 

i=3 

r=4 

i=0 

r=l 

r=2 

r=3 

r=4 

Kaax 

75.19*** 

18.38 

10.03 

8.30 

1.13 

74.82*** 

12.76 

9.97 

8.05 

2.07 

62.50*** 

13.08 

8.61 

5.12 

2.67 

Ho 

r=0 

r<l 

r<2 

i<3 

nS4 

i=0 

I < 1 

r<2 

i<3 

r<4 

r=0 

I<1 

r<2 

r<3 

r<4 

^-crace 

113.03*** 

37.84 

19.46 

9.43 

1.13 

107.68*** 

32.86 

10.12 

2.07 

91.97*** 

29.48 

16.40 

7.79 

2.67 

Indonesia 

1.000 
(8.60***) 

1.000 
(12.37***) 

1.000 
(15.17***) 

Malaysia 

3.792 
(35.16***) 

3.199 
(41.92***) 

2.715 
(31.78***) 

Philipp 

2.01 
(9.42* 

1.72 
(20.93* 

1.42 
(14.59* 



Table 4.4 (Continued) 

VAR with 5 Lags (5 days) 
= Cointegration Tests - - Cointegrating 

Model 

Local Currency 

U.S. Dollar 

Japanese Yen 

Ho 

r=0 

r=l 

r=2 

r=3 

r=4 

r=0 

r=l 

r=2 

r=3 

r=4 

r=0 

r=l 

r=2 

r=3 

r=4 

Knax 

66.62*** 

17.80 

9.09 

8.01 

0.78 

59.90*** 

13.95 

9.92 

7.97 

2.39 

53.17*** 

13.39 

7.81 

6.10 

2.81 

H„ 

r=0 

r<l 

r<2 

nS3 

r<4 

r=0 

r<l 

r<2 

r<3 

r<4 

r=0 

r<l 

r<2 

r<3 

r<4 

A^aee 

102.30*i 

35.68 

17.88 

8.79 

0.78 

94.13** 

34.23 

20.28 

10.36 

2.39 

83.28** 

30.11 

16.72 

8.91 

2.81 

Indonesia 

1.000 
(8.89***) 

1.000 
(13.75***) 

Malaysia 

3.581 
(29.57***) 

Philippin 

1.994 
(9.42*** 

2.548 
(24.37*** 

1.429 
(13.18** 

1.000 
(13.03***) 

2.671 
(28.35***) 

1.500 
(16.00** 
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Panel B: Weekly Data 

VAR with 1 Lag (1 week) 

Model 

Local Currency 

U.S. Dollar 

Japanese Yen 

Ho 

r=0 

r=l 

r=2 

r=3 

r=4 

r=0 

r=l 

r=2 

r=3 

r=4 

r=0 

r=l 

r=2 

r=3 

r=4 

:==== Cointeg, 

K» 
78.57*** 

21.20 

10.10 

8.18 

0.70 

74.08*** 

15.13 

9.98 

8.78 

2.11 

63.80*** 

14.08 

7.93 

6.44 

2.78 

ration Tests 
Ho 

r=0 

r<l 

r<2 

r<3 

r<4 

r=0 

rfil 

r<2 

r<3 

r<4 

r=0 

r<l 

r<2 

r<3 

r<4 

^-trace 

118.75*** 

40.17 

18.97 

8.87 

0.70 

110.09*** 

36.00 

20.87 

10.89 

2.11 

95.03*** 

31.23 

17.15 

9.22 

2.78 

Indonesia 

1.000 
(8.45***) 

1.000 
(13.36***) 

1.000 
(14.10***) 

Malaysia 

3.995 
(36.81***) 

3.015 
(38.88***) 

2.905 
(32.96***) 

= Cointegrati 
Philipp 

2.33 
(12.15 

1.75 
(22.63 

1.69 
(18.87* 
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VAR with 2 Lags (2 weeks) 

Model 

Local Currency 

U.S. Dollar 

Japanese Yen 

Ho 

r=0 

r=l 

r=2 

r=3 

r=4 

r=0 

r=l 

r=2 

r=3 

r=4 

r=0 

r=l 

r=2 

r=3 

r=4 

= Cointeg 

\nax 

50.86*** 

18.73 

10.14 

7.10 

0.32 

52.79*** 

15.84 

11.52 

7.52 

2.05 

47.77*** 

14.73 

8.72 

6.24 

2.30 

ration Tests 
Ho 

r=0 

r<l 

r<2 

r<3 

r<4 

r=0 

nSl 

r<2 

r<3 

r<4 

r=0 

r<l 

r<2 

r<3 

r<4 

= === = 
^•trace 

87.15*** 

36.29 

17.56 

7.41 

0.32 

89.71*** 

36.92 

21.08 

9.57 

2.05 

79.77** 

32.00 

17.27 

8.55 

2.30 

Indonesia 

1.000 
(8.70***) 

1.000 
('.4.72***) 

1.000 
(15.58***) 

Malaysia 

3.150 
(20.31***) 

2.428 
(24.25***) 

2.289 
(20.85***) 

= Cointegrating 
Philippine 

1.762 
(7.13*** 

1.315 
(13.44*** 

1.218 
(10.21*** 



Table 4.4 (Continued) 

VAR with 3 Lags (3 weeks) 
= Cointegration Tests - - Cointegrating 

Model 

Local Currency 

U.S. Dollar 

Japanese Yen 

Ho 

r=0 

r=l 

r=2 

r=3 

r=4 

r=0 

r=l 

r=2 

r=3 

r=4 

r=0 

r=l 

r=2 

r=3 

r=4 

^ m a x 

49.09*** 

23.43 

12.17 

7.28 

0.20 

44.94*** 

18.72 

10.50 

6.64 

1.81 

42.22*** 

17.01 

8.30 

6.73 

1.78 

Ho 

r=0 

r<l 

r<2 

r<3 

r<4 

r=0 

r<l 

r<2 

r<3 

r<4 

r=0 

r<l 

r<2 

r<3 

r<4 

" t race 

92.17** 

43.08 

19.65 

7.48 

0.20 

82.62*' 

37.68 

18.96 

8.46 

1.81 

76.04*' 

33.82 

16.81 

8.51 

1.78 

Indonesia 

1.000 
(5.70**) 

1.000 
(8.83***) 

1.000 
(6.72***) 

Malaysia 

4.010 
(19.50***) 

3.041 
(21.14**' 

3.774 
(22.46***) 

Philippin 

2.436 
8.96** 

1.769 
(14.37** 

2.310 
(15.85** 

* significant at the 10% level; ** significant at the 5% level; *** significant at the 1% level 
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Since Indonesia is the smallest market, the (rather large) coefficients 
appear reasonable because they suggest that Indonesia is heavily 
influenced by the largest markets (Malaysia, Singapore, and Thailand) 
and somewhat less influenced by the smaller Philippine market. 
Admittedly, the high magnitude of the coefficient on Thailand is 
somewhat puzzling, but is consistent with results in Phylaktis and 
Ravazzolo (2005) concerning the influence of Thailand. 

It is particularly interesting that Indonesia is inversely related to 
Malaysia and the Philippines, as economic integration usually implies 
that markets move together with a positive correlation coefficient. 
However, there are some circumstances in which markets will be 
systematically inversely related; a macroeconomic shock which is 
favorable for Malaysia and the Philippines but unfavorable for Indonesia 
will produce such a result. One such shock might be an oil price shock. 
Indonesia is the region's largest oil exporter and the Philippines imports 
more oil as a percent of GDP than any other country in Southeast Asia, 
so perhaps it is not surprising that Indonesia and the Philippines are 
inversely related. The oil story cannot be comprehensive, however, as 
Malaysia also exports oil but is empirically negatively related to 
Indonesia, and both Singapore and Thailand import oil but are 
empirically positively related to Indonesia. To further complicate the 
interactions, Singapore refines a great deal of both Malaysian and 
Indonesian oil. However, other shocks most likely provide part of the 
explanation. For example, with integrated markets a productivity shock 
in one country that induces capital inflows (outflows) from (to) the other 
countries would cause stock prices to move in opposite directions. Note 
that the markets of Malaysia and the Philippines are also negatively 
related to each other, which might again be explained by oil shocks. On 
the whole, then, inverse relationships may not be too disturbing. 

To convey the sense of proportions, as well as consider another 
perspective, we can re-normalize the cointegrating vectors around a 
different country. We briefly consider normalization around Singapore, 
the largest market. The representative cointegrating vector can be 
rewritten: 
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SINGA = 0.3 INDON + 0.9 MALAY + 0.5 PHILI -1.0 THAIL 

and reinterpreted. By virtue of the fact that Singapore and Thailand have 
the same coefficient in the cointegrating vector, Thailand (the second 
smallest market) can be easily substituted for Singapore. Thus, the 
Singapore and Thai stock indices are positively affected by the 
Indonesian, Malaysian, and Philippine indexes with fairly reasonable 
magnitudes. For example, a 1 percent increase in the Malaysian market is 
associated with 0.9 percent increase in the Singapore and Thai markets. 
Thus, Malaysia and Singapore move approximately one-to-one with each 
other, and Malaysia and Thailand move approximately one-to-one with 
each other. The Singapore and Thai markets are less affected by changes 
in the Philippine and Indonesian markets. Finally, a 1 percent increase in 
the Thai stock market is associated with a 1 percent decrease in the 
Singapore stock market, and vice versa. The fact that Thailand and 
Singapore move one-to-one inversely with each other again seems 
puzzling, but probably reflects structural asymmetries and shocks which 
are favorable for Thailand and unfavorable for Singapore (and vice 
versa). For example, Thailand has a large agricultural sector and 
Singapore does not, so agricultural price shocks will have opposite 
effects in Thailand and Singapore.16 

Taken together, the results of cointegration analysis convincingly 
reveal that the ASEAN-5 stock markets are cointegrated, and have only 
one cointegrating relationship. In addition, all five countries participate 
in the cointegrating relationship. Finally, the magnitudes of the 
coefficients in the cointegrating vector are all reasonable, although some 
puzzles remain. One puzzle is with regard to the magnitude associated 
with Thailand, an otherwise small market. This effect has been detected 
by previous researchers (primarily Phylaktis and Ravazzolo 2005), but 
there is still no clear explanation. Another puzzle involves inverse 
relationships among some market pairs, since the main idea was that 
markets would move together with a positive association. Although a 
story about oil shocks works well between Indonesia and the Philippines 
(and possibly between Malaysia and the Philippines), there must be other 

For more on structural asymmetries, see Plummer (2003). 
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shocks with asymmetric effects in the markets between Indonesia and 
Malaysia and between Singapore and Thailand. 

It is worth pointing out once again that these results are completely 
robust to the frequency of the data (daily versus weekly), the currency 
denomination examined (local currencies, US dollars, or yen), and the 
number of lags chosen for the VAR (within an appropriate range 
indicated in pre-testing). Such consistent results are rare in time series 
studies of this type, but may not be too surprising in this particular case. 
It is intuitively appealing that cointegration is able to pick out a long run 
relationship equally well from daily and weekly data. Similarly, it is 
intuitively appealing that the currency denomination does not matter. 
Although somewhat surprising on theoretical and institutional grounds, 
the finding most likely reflects a strong relationship in the underlying 
stock markets which is not substantially altered when the effects of 
exchange rates are included. Finally, it is also appealing that the 
cointegrating relationship is reasonably invariant to small changes in the 
number of lags utilized in the VAR. This suggests that we can have some 
confidence in the cointegrating relationship, in contrast to what the 
debate between Kasa (1992) and Richards (1995) might suggest. 

Conclusion 

The empirical results in this paper demonstrate that the stock markets of 
Indonesia, Malaysia, Philippines, Singapore, and Thailand in the period 
after the Asian financial crisis (July 1, 1998 through December 31, 2002) 
are cointegrated whether analyzed using daily data or weekly data, and 
whether analyzed in local currencies, the US dollar, or the Japanese yen. 
In addition, the finding does not depend on the number of lags used in 
estimation over a reasonable range. The stock markets are thus not 
completely segmented by national borders. However, there is only one 
cointegrating vector among the five stock markets, leaving four common 
trends among the five variables. We therefore conclude that ASEAN-5 
stock markets are integrated in the economic sense, but that integration is 
not complete. Exclusion tests of the variables suggest that each country 
index participates in the long-run cointegrating vector, so no market 
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should be removed from the analysis. In addition, the coefficients in the 
cointegrating vector are remarkably similar across all versions of the 
models, and are reasonable in magnitude and interpretation. 

One implication of cointegration is that there is less long-run 
diversification benefit from investing in all five countries than the short-
run correlation coefficients indicate. On a policy level, cointegration 
suggests that initiatives to further integrate the stock markets are quite 
feasible, and in fact desirable from the standpoint of efficiency. In 
particular, since there is less long-run diversification benefit from 
investing across all five countries, a regional stock exchange will nudge 
investors to spread their money into smaller markets where they 
otherwise may not. In fact, investors from outside the region may value 
the benefits of a regional stock exchange (such as higher liquidity and 
lower transaction costs) and allocate more capital to the region than they 
otherwise would. This will allow ASEAN companies to expand their 
shareholder base and lower their cost of capital. 

From the stock market perspective, regional integration suggests that 
even currency unification would be feasible. Although this issue needs to 
consider other financial and macroeconomic issues as well,17 the point 
here is that efficient flows of capital across borders within the region 
have the capacity to mitigate the effects of any asymmetric 
macroeconomic shocks. The inverse relationships in cointegrating 
vectors among some stock market pairs suggest that such cross-border 
flows are already occurring. Stock market integration is thus an 
important component of overall economic integration and might be a 
useful precondition for monetary unification. 

For more on the issue of ASEAN currency unification, see Eichengreen and Bayoumi 
(1999), Bayoumi, Eichengreen, and Mauro (2000), Bayoumi and Mauro (2001), Ling 
(2001), Zhang, Sato, and McAleer (2001), Madhur (2002), and Plummer and Click 
(2005). These studies typically examine the nature of national aggregate supply shocks to 
determine whether they are positively correlated across countries (and thus more 
characteristic of an optimal currency area). 
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CHAPTER 5 

THE INSTITUTION OF A SINGLE CURRENCY AREA: 
LESSONS FOR ASIA FROM THE EUROPEAN 

MONETARY UNION* 

Sergio Rossi 

The financial crises that hit Asia at the end of the last millennium have 
raised concern about the best way to avoid the recurrence of these crises, 
and the related costs, in the future. As a matter of fact, even with the 
financial aid provided by the International Monetary Fund (IMF) — 
which in the case of South Korea (1997) amounted to 1,939 percent of 
this country's quota — the socio-economic costs of the Asian crisis 
could not be avoided. These costs mostly occurred in terms of output 
losses (owing to misallocation and under-utilization of resources), which 
aggravated the rates of unemployment in the countries hit by the crisis. 
In the own words of an IMF official, '[the Fund was] surprised by the 
speed and virulence with which the crisis spread to many countries in the 
region. The experience revealed the IMF had not kept up with the rapid 
developments in international capital markets' (Dawson 2002 Internet). 
Failure of the IMF to foresee this crisis, and to deal with it effectively, 
has induced a number of calls for regional monetary and financial 
cooperation in (part of) the Asiatic continent. The suggested forms of 
cooperation are multifaceted. They range from financial liberalization in 
order to facilitate cross-border transactions as well as international 

* The first draft of this chapter was presented at the SAIS/ICSEAD Workshop on 'EU-
Asia Links and Lessons', Johns Hopkins University, Bologna, May 12, 2003. The author 
would like to thank Erik Jones, Michael G. Plummer, and workshop participants for 
helpful comments. Valuable research assistance by Dante Caprara is also gratefully 
acknowledged. The usual disclaimer applies. 
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settlements, to more intensive forms of cooperation, and collaboration, 
like exchange rate coordination (including regional basket pegs or a 
regionally-harmonized fluctuation band for the exchange rates) (Rajan 
2005). 

Today, in fact, there are many different exchange rate regimes in 
Asia, ranging from hard pegs to floating rates, all of which have the 
potential to lead to financial instability and turmoil. Fixed exchange 
rates, hard pegs, and currency boards entail the risk of inflexibility, and 
could elicit many socio-economic costs for the countries pursuing one of 
these strategies, when they face asymmetric shocks in respect of the 
currency area to which they are linked. Indeed, as Grieve Smith (1999: 
231) observes, '[t]he Asian crisis highlighted the difficulties which arise 
when smaller countries peg or stabilise their currencies against a major 
national currency, such as the dollar. Such a tie may involve an unwanted 
and inappropriate appreciation when the major currency itself appreciates 
as the dollar did against the yen from mid-1995.' On the other hand, 
intermediate exchange rate regimes such as a crawling band or a 
managed float may provoke financial instability in those emerging or 
developing economies where capital movements vis-a-vis the rest of the 
world are already almost totally free. A free float, however, does not 
represent a valid alternative either, because this regime is affected by 
exchange rate volatility, which raises the exchange-rate risk premium 
and therefore decreases potential capital inflows (largely in the form of 
foreign direct investment) to the detriment of the country's economic 
development. In addition, 'flexible exchange rates cannot protect banks 
against panic by external creditors who hold short-term claims 
denominated in foreign currency. This was the case in Asia to a 
significant extent. Therefore, a flexible exchange rate system would have 
provided only limited protection' (Wagner 2001: 11). In a nutshell, the 
available exchange rate strategies are costly and can affect economic 
performance negatively, owing to the resulting instability of the financial 
system. 

As a matter of fact, with the rising degree of interdependence among 
(South-East) Asian economies through trade, investment, and capital 
flows, exchange rate stability has become an issue of growing 
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importance, and today a form of policy coordination is necessary. This 
chapter explores the most ambitious form of monetary and financial 
coordination in (South-East) Asia, that is, full monetary union with a 
single currency and a common monetary policy decided by an 
independent, supranational central bank like the monetary authority of 
the European Monetary Union (EMU). Indeed, the idea of an Asian 
Monetary Union (AMU) is in the air and has been discussed since the 
immediate aftermath of the 1997-8 financial crisis that hit this region 
(see Chung 1999, and Xie and Yam 1999). At the Asian Development 
Bank Annual Meetings in Jeju (South Korea) on May 15-17, 2004, 
Haruhiko Kuroda, then Special Advisor to the Japanese Cabinet and at 
the time of writing President of the Asian Development Bank (ADB), 
went as far as presenting a five-stage project for the adoption of a single 
Asian currency (Mallet 2004). The idea of the AMU has also been 
endorsed by the former president of the ADB, Todao Chino, in an 
interview with the Wall Street Journal (June 8, 2004). In this connection, 
the past and the present of the EMU can surely provide some lessons 
worth learning for (South-East) Asia, and the AMU, in order to avoid as 
far as possible some of the economic problems that affect today the euro 
area. 

In fact, the reasons for Asian monetary integration are not only 
economic, but also political and institutional. Indeed, this kind of 
integration among countries is likely not only to prevent the recurrence 
of a financial crisis, and to better manage it should it occur, but also to 
pull together a number of countries and strengthen their political as well 
as institutional links, to avoid political conflicts and institutional 
disputes. As a matter of fact, the ultimate objective of the European 
Economic Community Treaty signed in Rome on March 25, 1957 was to 
avoid the occurrence of further conflicts between France and Germany, 
notably by making them sit at the same institutional table and thus 
leading them to collaborate on a number of economic, political, and 
institutional issues (see Angresano 2004: 911-12). Today, as Henning 
(2002: 9) points out, '[ajlthough the Cold War is over in Europe, many 
political conflicts in Asia remain unresolved. Regional cooperation can 
nonetheless limit the damage to economic relations when political 
conflict breaks out. By raising the economic cost of political disputes, 
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moreover, such cooperation provides additional incentives for peaceful 
resolution of conflicts.' 

This chapter explores the economic situation (and performance) of 
European Union (EU) countries right before their monetary integration 
into the single currency area named after the euro, and compares it to the 
situation of the same countries after some years of membership in the 
EMU. It notably argues that fulfilling the EMU criteria consistently over 
the years requires huge efforts by would-be member countries, and this 
could give rise to important costs in terms of output and employment 
losses. The possibility that present EMU countries would have to bear 
part of these costs — by increasing transfers to and diminishing subsidies 
from the EU budget — cannot be ruled out either, with the risk of 
provoking tensions within the whole EU, in particular as regards the 
'one-size-fits-all' monetary policy decisions of the European Central 
Bank (ECB). These issues are certainly of interest for other projects of 
regional monetary and financial integration that are likely to be 
implemented in a not too distant future outside Europe, particularly in 
Asia (or even in Latin America). Despite their European setting, the 
problems we discuss in this chapter could indeed occur in any part of the 
world where monetary union is or will be a political goal that countries 
may want to reach along the EMU path accomplished so far. It is 
therefore important to study the lessons that can be drawn from the 
EMU, to take stock of this experience in order to avoid coming across 
the same problems elsewhere. 

The structure of this chapter is as follows. The next section briefly 
recalls the criteria for EMU membership, and notes the economic 
performance of the current EMU countries at the time of their entry into 
the single-currency area as well as in the recent past. The second section 
discusses and elaborates on a number of critical issues in the 
operationalization of this area, in particular the loopholes and 
shortcomings of the EMU convergence criteria that have led a number of 
countries to adhere to Euroland even though their economies were not 
really converging as required by the spirit of the criteria enshrined in the 
EU Treaty. The third section addresses some economic problems that are 
likely to occur if the ten new member countries of the EU are to join the 
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euro area in this decade or even in the next. After reviewing the current 
economic situation of these countries, this section asks whether the 
required nominal convergence to adopt the euro in these countries is 
likely to increase real divergence between the new and the old EU 
countries, which would put territorial cohesion at risk at the level of the 
EU as a whole. In this section we also consider the exchange rate 
arrangement that the EU-10 countries have to comply with, in order for 
them to respect the relevant convergence criterion, and we then discuss 
the risks for financial instability that this arrangement could elicit for the 
same set of countries. The last section concludes and offers some final 
remarks. 

The Maastricht Criteria for EMU Membership and 
Economic Performance 

The criteria ruling membership in the EMU were ratified by the 
European Council meeting in Maastricht on February 7, 1992, and 
concern macroeconomic convergence between participating countries 
assessed with respect to nominal magnitudes. These criteria, known as 
the Maastricht criteria, are laid down in Article 121.1 of the EU Treaty 
and specified in two annexed protocols (see European Commission 
1999). 

• The criterion on price stability stipulates that a country has a price 
performance that is sustainable and an average rate of inflation, 
measured by the Harmonized Index of Consumer Prices (HICP) and 
observed over a period of one year before the EMU entry test, that 
does not exceed by more than 1.5 percentage points that of, at most, 
the three best performing EU countries in terms of price stability. 

• The twofold criteria on the government budgetary position stipulate 
that at the time of examination a country should not trespass the 
benchmark of 3 percent for the ratio of the planned or actual 
government deficit to GDP, and of 60 percent for the ratio of 
government debt to GDP. 

• The criterion on participation in the Exchange Rate Mechanism 
(ERM) of the European Monetary System (EMS) means that a 
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country has respected the so-called normal fluctuation margins 
provided for by this mechanism without severe tensions for at least 
two years before the examination. 

• The criterion on the convergence of interest rates stipulates that, 
observed over a period of one year before the examination, a country 
has had an average nominal long-term interest rate that does not 
exceed by more than 2 percentage points that of, at most, the three 
best performing EU countries in terms of price stability. 

Today, it is widely acknowledged that in the 1990s the economic 
convergence among current euro-area member countries was nominal 
only, and also that it was not much better than the present situation of 
would-be EMU countries in this respect. As a matter of fact, in the 
second half of the 1990s the first-round EMU countries converged 
nominally on measured inflation rates, interest rates and the general 
government position in respect of GDP, but did not show the same 
progress towards real convergence, measured with respect to the annual 
growth rate of real GDP, per capita GDP, unemployment rates, and 
output gaps. 'This was the major omission of the Maastricht Treaty, 
which is preoccupied by "nominal" as opposed to "real" convergence' 
(Bayoumi et al., 2000: 144). This situation does not seem to have 
changed much since the euro changeover. As empirical evidence shows, 
within the euro area real variables did not converge over the last six 
years (Figures 1 and 2). In fact, if there is convergence, this is towards 
lower growth rates of real GDP, and a persistent high rate of 
unemployment. 

We may thus ask if the nominal convergence observed during the 
process of European monetary union can be deemed sufficient to 
guarantee the orderly working of a single-currency area, and to integrate 
would-be member countries with no disturbances coming from the 
integration process. Let us consider this question more closely. 
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Figure 5.2. Unemployment Rates in the EU-15 Countri 
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The Operationalization of the European Monetary Union 

Both the institution and working of a single-currency area integrating a 
number of still heterogeneous countries such as those of the EU raise a 
number of issues in terms of choices, strategies, and risks for the whole 
political economy of monetary union. Let us consider first the criteria for 
EMU membership, before turning our attention to the issue of the lack of 
real convergence and its effects on monetary policy making by the ECB. 

The Loopholes Embedded in the Convergence Criteria 

The whole process of European monetary union has been characterized, 
first of all, by a 'measurement deficit' that does not help assess the 
observance of the Maastricht criteria. As a matter of fact, the data used 
for assessing the actual degree of nominal economic convergence 
between EU member countries are collected by the national statistical 
offices of the latter countries. Harmonization of these data by Eurostat is 
still under way but is not yet fully satisfactory, particularly as regards the 
so-called stock-flow adjustment (Eurostat 2005b). This is so much so 
that the relevant figures for evaluating, say, fiscal sustainability in line 
with the Maastricht parameters are not necessarily defined in a way 
consistent with the EU definitions laid down in the 1995 European 
System of Accounts (see Eurostat 1996). For example, in some of 
today's EMU member countries, privatization revenues — which 
Eurostat now excludes from the calculations to assess nominal economic 
convergence according to the Maastricht criteria — helped reduce the 
general government deficit below the 3 percent threshold with respect to 
GDP. These revenues might now accrue to the transition economies of 
the new EU member countries, which might be interested in privatizing a 
number of public enterprises in order to facilitate the respect of the 
convergence criteria for euro adoption. 

Once all privatization programmes are over, however, a EU country's 
government will lose the corresponding revenues and might need to 
promote other initiatives in order to keep up with the convergence 
requirements. This could lead would-be EMU countries to behave 
strategically, namely, to implement a series of accounting fiddles in order 
for them to enter the euro area by cooking the books during the 
examination period. Indeed, this gimmick with official figures would be 
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neither new nor unexpected. As shown by Dafflon and Rossi (1999), a 
number of the first-round EU countries entering the single-currency area 
on January 1, 1999 smoothed the Maastricht convergence process by 
cooking the books of the relevant year (1997) when their entry test was 
carried out. In fact, as Figure 5.3 clearly shows, since the euro replaced 
their national currencies (in 1999), several EMU countries have been 
experiencing a relative deterioration of their fiscal magnitudes with 
respect to GDP. Over the last six years, in a number of EMU countries 
fiscal deficits moved steadily towards the 3 percent ceiling, infringing it 
in many important cases. 'Presently, five out of 12 euro area Member 
States are subject to EDPs [excessive deficit procedures]' (European 
Central Bank 2005: 72). This is even more worrying for the future of the 
EMU since the revisions of and amendments to the Stability and Growth 
Pact (SGP) decided by the European Council meeting in Brussels on 
March 22-23, 2005 released the EMU straitjacket for the member 
countries' fiscal policy. In particular, the current interpretation of the 
SGP states that the EU, 'by taking account of the characteristics of the 
economy of each Member State, [...] should allow room for budgetary 
manoeuvre, in particular taking into account the needs for public 
investment' (ECOFIN 2005: 9). 

Within the EU there seems therefore to exist a strong political will 
among current member States to support EMU despite the lack of fiscal 
discipline measured by the Maastricht parameters and required by the 
original SGP as well as by the ECB (see Eichengreen and Bayoumi 
1999, and European Central Bank 2005). This is so much so that, 'as 
shown by recent experience, there are still weaknesses in the 
compilation, reporting and publication of budgetary statistics' (European 
Commission 2003: 2). As a result, loopholes that keep softening 
the fiscal constraints and therefore facilitate the respect of the 
relevant convergence criteria are still available to (would-be) euro-area 
countries. 



Figure 5.3. Government Deficit (or Surplus) as a % of GDP in the EU-15 
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A second example of this ad hoc operationalization of monetary union in 
Europe relates to the Maastricht criterion on exchange rate stability. 
Before the turmoil on foreign exchange markets in the 1990s, the so-
called normal fluctuation margins of the ERM (I) were defined at ±2.25 
percent around bilateral central rates. On account of the relative 
exchange rate stability that EMS currencies showed over the period 
1987-92, the definition of such a narrow fluctuation band did not 
represent a real danger to the credibility, and feasibility, of the whole 
EMU project. In fact, despite the volatility of some EMS currencies in 
foreign exchange markets during the first half of the 1980s (when in 
some cases many bilateral exchange rates approached, or even reached, 
the upper or lower limits set by the ERM agreement), neither the 
European Commission nor EU officials ever proposed an enlargement of 
the fluctuation band to soften this external constraint on the member 
countries' economic policies — on the contrary, many economists 
emphasized the need to abide by these margins and, if necessary, to 
proceed with a realignment of the bilateral central rates with respect to 
the ECU. 

Yet, after the currency crises of the first half of the 1990s that 
affected the EU economy (notably the British pound in 1992), and 
following the 'Lamfalussy proposal' of December 1994, in 1995 EU 
officials broadened the definition of the ERM 'normal' margins to ±15 
percent, first around the bilateral central rates (ERM I) then around the 
euro central rate (ERM II). Besides recognizing a de facto breakdown of 
the ERM I and signalling to financial market speculators the intention 
not to intervene in the foreign exchange market in case of a new currency 
crisis, the enlargement of the band in 1995 also served to enlarge the 
first-round group of EU countries meeting the convergence criterion on 
exchange rate stability. Indeed, since the relevant data for assessing the 
respect of this criterion were those of the period 1995-7, the enlargement 
of the normal fluctuation band was instrumental in implementing the 
EMU on January 1, 1999 with a critical mass of EU countries. One 
therefore cannot deny that this wide, yet 'normal', fluctuation band might 
serve to facilitate the entry of new EU member countries in the euro area, 
even though their exchange rates might be rather volatile over the next 
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years on account of the transition process still going on within their 
economies. This is an issue to which we shall return in the fourth section, 
in connection with financial liberalization. 

A third example of the shortcomings of the nominal convergence 
criteria concerns the requirement of price stability. Eurostat has been 
working for many years on a proper measure of inflation in the single 
currency area, taking stock also of the measurement problems 
encountered by national consumer price indices (CPIs) all around the 
world (see Diewert 2002, and Wynne and Rodrfguez-Palenzuela 2002). 
As a result, a so-called Harmonized Index of Consumer Prices has been 
developed and put to practical use for assessing this criterion, and serves 
today as a prominent monetary-policy indicator in the euro area. To be 
sure, Eurostat aims at 'harmonizing' the extent and weighting of the 
representative items that enter the bundle of consumer goods and 
services surveyed for evaluating the price of the HICP basket and its 
variations over time (see European Commission and Eurostat 2001). This 
objective, in fact, has been driven by the wish to reduce to a minimum, if 
not eliminate, the item categories (for instance homeownership) that 
either pose difficult analytical problems for the measurement of inflation 
or might jeopardize the ultimate target of the single monetary policy, i.e., 
price stability in the euro area. As Figure 5.4 shows, however, this 
practice has made it easier for a number of current EMU countries to 
fulfil the relevant convergence criterion when their entry test was carried 
out (in 1997). Time-series analysis and cross-country comparisons also 
show that HICP figures often indicate lower price increases than national 
CPIs do for the 15 old member countries of the EU (see Table 5.1a and 
Table 5.1b). 

No one can deny that the same phenomenon may occur with respect 
to the ten new EU member countries, since the inflation convergence 
criterion is based on HICP figures, not on national CPIs. This 
phenomenon, however, does no justice to the economic philosophy 
behind the convergence criteria laid down in the EU Treaty. To be true, 
there is a considerable discrepancy between theory and practice of the 
whole EMU process. So far, in fact, it would seem that only nominal 
interest rate figures were not manipulated for EMU membership 
purposes, but on this point further research is needed. 



Figure 5.4. Annual Inflation Rates in 1997 in the EU-15 Countrie 

Sources: Eurostat, OECD, and national central banks. 
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Table 5.1a. Average Annual Inflation Rates in the E 
Measured by National CPIs and HICPs (1997-2000) 

Country 

Austria 
Belgium 
Denmark 
Finland 
France 
Germany 
Greece 
Ireland 
Italy 
Luxembourg 
Netherlands 
Portugal 
Spain 
Sweden 
United Kingdom 

Benchmark 
EU-12 
EU-15 

1997 
CP 
I 
1.3 
1.6 
2.2 
1.2 
1.2 
1.9 
5.5 
1.6 
2.0 
1.4 
2.2 
2.3 
2.0 
0.7 
3.1 

2.5 
2.0 
2.0 

HIC 
P 
1.2 
1.5 
1.9 
1.2 
1.3 
1.5 
5.4 
1.2 
1.9 
1.4 
1.9 
1.9 
1.9 
1.8 
1.8 

2.7 
1.7 
1.7 

1998 
CP 
I 

0.9 
1.0 
1.8 
1.4 
0.6 
0.9 
4.8 
2.4 
2.0 
1.0 
2.0 
2.8 
1.8 

-
0.3 
3.4 
1.9 
1.8 
1.8 

Sources: Eurostat and national central banks 
Protocol on the convergence 
for the United King 
own calculations. 

HIC 
P 
0.8 
0.9 
1.3 
1.4 
0.7 
0.6 
4.5 
2.1 
2.0 
1.0 
1.8 
2.2 
1.8 
1.0 
1.6 

2.2 
1.2 
1.3 

1999 
CP 
I 

0.6 
1.1 
2.5 
1.2 
0.5 
0.6 
2.6 
1.6 
1.7 
1.0 
2.2 
2.3 
2.3 
0.5 
1.5 

2.0 
1.5 
1.5 

The benchmark 

HIC 
P 
0.5 
1.1 
2.1 
1.3 
0.6 
0.6 
2.1 
2.5 
1.7 
1.0 
2.0 
2.2 
2.2 
0.6 
1.3 

2.1 
1.1 
1.2 

200 
CPI 

2.3 
2.5 
2.9 
3.0 
1.7 
1.5 
3.2 
5.6 
2.5 
3.2 
2.4 
2.9 
3.4 
0.9 
3.0 

2.9 
2.8 
2.7 

H 

is calculated accor 
criteria referred to in Article 121 of the EU Treaty. 

dom's CPI. EU-12 covers the euro area. EU-12 and EU-15 CP 



Table 5.1b. Average Annual Inflation Rates in the EU-15 Cou 
National CPIs and HICPs (2001-2004) 

Country 

Austria 
Belgium 
Denmark 
Finland 
France 
Germany 
Greece 
Ireland 
Italy 
Luxembourg 
Netherlands 
Portugal 
Spain 
Sweden 
United Kingdom 
Benchmark 
EU-12 
EU-15 

2001 
CPI 

2.7 
2.5 
2.3 
2.6 
1.6 
2.0 
3.4 
4.9 
2.8 
2.7 
4.2 
4.4 
3.6 
2.4 
1.8 
3.3 
3.1 
2.9 

HICP 

2.3 
2.4 
2.3 
2.7 
1.8 
1.9 
3.7 
4.0 
2.3 
2.4 
5.1 
4.4 
2.8 
2.7 
1.2 
3.1 
2.4 
2.2 

2002 
CPI 

1.8 
1.6 
2.4 
1.6 
1.9 
1.4 
3.6 
4.7 
2.5 
2.1 
3.3 
3.6 
3.5 
2.2 
1.7 
3.0 
2.6 
2.5 

HICP 

1.7 
1.6 
2.4 
2.0 
1.9 
1.3 
3.9 
4.7 
2.6 
2.1 
3.9 
3.7 
3.6 
2.0 
1.3 
3.0 
2.3 
2.1 

2003 
CPI 

1.4 
1.6 
2.1 
0.9 
2.1 
1.0 
3.6 
3.5 
2.7 
2.0 
2.1 
3.3 
3.0 
1.9 
2.9 
2.6 
2.3 
2.3 

HICP 

1.3 
1.5 
2.0 
1.3 
2.2 
1.0 
3.4 
4.0 
2.8 
2.5 
2.2 
3.3 
3.1 
2.3 
1.4 
2.7 
2.1 
2.0 

2004 
CPI 

2.1 
2.1 
1.2 
0.2 
2.1 
1.7 
2.9 
2.2 
2.2 
2.2 
1.2 
2.4 
3.0 
0.4 
3.0 
2.1 
2.0 
1.9 

HICP 

2.0 
1.9 
0.9 
0.1 
2.3 
1.8 
3.0 
2.3 
2.3 
3.2 
1.4 
2.5 
3.1 
1.0 
1.3 
2.2 
2.1 
2.0 

C 

Sources: Eurostat and national central banks. The benchmark is calculated according to A 
convergence criteria referred to in Article 121 of the EU Treaty. RPIX figures are used for th 
12 covers the euro area. EU-12 and EU-15 CPI data are based on our own calculations. 
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On the whole, the picture on the fulfilment of the nominal convergence 
criteria by the first-round EMU countries appears rather gloomy. One 
may wonder what would have been the actual extent of the euro area if 
these ad hoc alleviating interventions and loopholes had not occurred (or 
if they had occurred less systematically). Be that as it may, there is no 
reason to think of, or to allow for, the institution of (another) regional 
monetary union on the same grounds. Indeed, the enlargement of the 
euro area will not take place in the same vein. As a matter of fact, 
various calls within the EU-15 have made it clear that the EMU 
convergence process of the new EU member countries will be strictly 
monitored with respect to the convergence criteria for full EMU 
membership.1 This limits, or even annihilates, the possibility of 
implementing accounting fudges, and raises a serious concern about the 
real chances for the new EU countries to enter the EMU by 2008-10, that 
is, after the two-year period enshrined in the EU Treaty before new EU 
member countries may adopt the euro has elapsed. 

The Definition of Price Stability: Maastricht versus ECB 

Assuming that the loopholes embedded in the Maastricht criteria are 
avoided, or at list limited to some extent, there are some other problems 
that have to be addressed by the EMU institutions. To illustrate one of 
these problems, let us focus here again on the criterion of price stability, 
which is also the primary (not to say unique) objective of the single 
monetary policy of the ECB. 

In 2004, the three best-performing EU countries with respect to the 
Maastricht criterion on price stability were Denmark, Finland, and 
Sweden, with an unweighted average rate of inflation equal to 0.7 
percent. This means a benchmark value of 2.2 percent for the relevant 
convergence criterion. In this respect, however, some remarks are in 
order. First, as Buiter and Grafe (2002) point out, one may wonder 

1 EU-15 denotes those countries that were members of the EU already before its May 
2004 enlargement (Austria, Belgium, Denmark, Finland, France, Germany, Greece, 
Ireland, Italy, Luxembourg, the Netherlands, Portugal, Spain, Sweden, and the United 
Kingdom). 
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whether requiring inflation rates convergence before entering a single-
currency area 'puts the cart before the horse', since monetary union is the 
means par excellence for reducing measured inflation-rate differentials 
among participating countries. Secondly, as the single monetary policy 
does not align national inflation rates absolutely, national differences 
remain in the HICP-measured inflation rates that may justify using the 
average inflation rate of the whole euro area — rather than the 
benchmark provided for in the EU Treaty — for assessing price stability 
in the ten new EU member countries as a precondition for them to adopt 
the euro. Thirdly, 'in the pursuit of price stability the ECB aims to 
maintain the inflation rate below, but close to, 2 percent over the medium 
term' (European Central Bank 2003a: 79). Indeed, the ECB does not 
consider the arithmetics of the price stability criterion enshrined in the 
EU Treaty, but aims at hitting the 2 percent targeted rate of inflation 
from below. 

All these remarks point to the need to revise the price stability 
criterion for euro adoption, and to consider the average inflation rate of 
the whole euro area instead of referring to the three best-performing EU 
countries (Begg et al. 2003: 57; Kenen and Meade 2003: 4-5). Indeed, 
the European Commission made a first step in this direction in its 
Convergence Report 2000, when, in assessing the price stability 
performance of Greece, it acknowledged that '[it] seems desirable that 
the assessment of "a high degree of price stability" should also take into 
consideration the price stability performance of the euro area as well as 
the ECB's definition of price stability. This is all the more so since the 
euro and the euro area economy constitute the economically relevant 
benchmarks to which countries aiming to join the euro should orient their 
convergence efforts' (European Commission 2000: 53). 

In April 2004, the month before the last EU enlargement took place, 
the euro-area average rate of inflation was 2.0 percent (Eurostat 2004). If 
this rate were used as the benchmark for the price stability criterion on 
which adoption of the euro is assessed, a country might abandon its 
currency if it has an inflation rate, as measured by the HICP, equal to or 
lower than 3.5 percent. In that same month, by contrast, the average 
inflation rate of the three best-performing EU countries (Austria, 
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Finland, and the Netherlands) was 0.9 percent: this means that the 
relevant convergence criterion would prevent a country from adopting 
the euro if it has a rate of inflation higher than 2.4 percent. This rate, in 
fact, is close to the price stability definition of the ECB, and is even 
lower than the year-to-year inflation rates that three euro-area member 
countries reported in April 2004 (namely, Greece, Luxembourg, and 
Spain). At the time of writing, the three best-performing EU countries in 
respect of the EMU price stability criterion are Cyprus, Finland, and 
Sweden, whose average rate of inflation is 1.0 percent. This means a 
benchmark value for fulfilling the price stability criterion equal to 2.5 
percent. In fact, no less than one third of the present EMU countries are 
currently above this value, the highest being the inflation rate in Greece 
(3.9 percent in July 2005 on a year-to-year basis). 

Some Further Problems for the Enlargement of the Euro Area 

Consider first the situation in the ten new members of the EU (EU-10) 
with respect to nominal macroeconomic convergence according to the 
Maastricht criteria (Table 5.2a and Table 5.2b). 

Over the last five years (2000-4), none of the ten new EU countries 
satisfied all EMU criteria, although a number of countries satisfied at 
least one criterion, and often more than that. The criteria most often 
satisfied concern the general government position in respect of GDP. 
Several EU-10 countries have a deficit-to-GDP ratio below the 3 percent 
ceiling required by the EU Treaty, and in most of these countries public 
debt is considerably lower than the 60 percent benchmark with respect to 
GDP. Indeed, in a number of would-be EMU countries the data on 
general government debt and deficits over the period 2000-4 are closer 
to the Maastricht thresholds than they were for a number of today's euro-
area member countries in the years preceding their 1997 examination. 
Nevertheless, we should not forget that most EU-10 countries still need 
to modernize and develop their infrastructure to achieve full transition to 
a market-based economy. This is bound to require very high levels of 
public investment in these countries, which probably increase their 
public deficits and debt in the years to come. 
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As a result, the assessment of the respect of the public finance criteria 
(and in particular the deficit-to-GDP ratio) might shift for some EU-10 
countries. Further, their enormous public investment needs could also 
lead to some price increases in the short run, owing to an upward 
pressure on real interest rates induced by an increased public sector 
borrowing requirement. This would indeed slow down the convergence 
path to price stability in some of the EU-10 countries, also on account of 
the transition process that many would-be EMU countries are still 
undergoing. Finally, although the data on long-term nominal rates of 
interest in the EU-10 countries are not yet fully comparable with those of 
present EMU countries, mainly because long-term capital markets are 
still insufficiently developed in the former group of countries, we can 
suppose that a certain degree of interest rate convergence has already 
taken place between the two groups of EU countries. This trend may be 
ascribed to the growing importance of the new EU countries' public 
sector debt traded in euro markets, with respect to debt securities issued 
in their local currencies. As the ECB indicates in its December 2004 
survey of bond markets, in fact, government securities traded in euro 
markets have become an interesting option for new EU countries like 
Lithuania (62 percent of public debt issues in 2003), Slovenia (53 
percent), Estonia (47 percent), and Latvia (40 percent), that is, those EU-
10 countries that are more converging in the sense of the EU Treaty (see 
European Central Bank 2004). 

Now, when one considers real economic convergence of the new EU 
countries with respect to the EMU, the picture looks worse than the 
scenario depicted by the state of nominal convergence (Table 5.3). 

If we measure economic performance in terms of per capita GDP, 
only Cyprus and Slovenia have reached a degree of prosperity matching 
or slightly exceeding that of the economically weakest EMU member 
countries (Greece and Portugal). In 2004, in the former two countries per 
capita GDP was, respectively, 81.2 percent and 77.9 percent of the EU 
average when measured at PPP exchange rates, but these figures might 
even be lower when current exchange rates are taken into account. The 
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majority of the new EU countries are at any rate far below this level, 
with approximately two thirds of the EU average GDP per head.2 As 
many authors explain, this income gap is the result of an economic 
development differential between present and prospective EMU member 
countries (Berger 2002, European Central Bank 2003b, and Angeloni et 
al. 2005). For instance, in the new EU countries agricultural employment 
is on average three times larger than in current EMU countries (13.2 
percent and 4.4 percent respectively in 2004), Poland with 18.0 percent 
having the highest rate of agricultural employment with respect to total 
employment (Eurostat 2005a). As Angeloni et al. (2005: 12) point out, 'a 
higher level of development tends to be associated with a smaller share 
of agriculture in aggregate output and a larger share of services'. Indeed, 
agriculture accounts for a significantly larger share in the EU-10, and 
services represent a much smaller share, than in the euro area. Another 
clear sign of the big differential in economic development between the 
EMU and the EU-10 is the higher share of food and non-alcoholic drinks 
in household expenditure as well as the lower level of infrastructure in 
the latter group of countries than in the EMU (Eurostat 2003). 
Unemployment rates, overall as well as for the young (aged 25 or less), 
are also a sign of the difficult situation experienced today by several new 
EU member countries. In 2004, the measured unemployment rate in the 
EU-10 countries was between 5.0 percent (Cyprus) and 18.8 percent 
(Poland): five new EU countries have unemployment rates below or just 
around the EU average rate (9.0 percent), while the other five new EU 
countries are largely above this rate, approaching the double in Poland 
and the Slovak Republic. The unemployment figures are even more 
worrying for the under-25s, because in some of the EU-10 countries one 
young out of five is unemployed (one young out of three in Poland and in 
the Slovak Republic). 

By contrast, if we consider the growth rate of real GDP, many new 
EU countries have on average (2000-4) a better record than euro-area 

2 The poorest would-be EMU countries are Estonia, Latvia, Lithuania, and Poland, whose 
level of per capita GDP is considerably lower than the EU average and, in some cases, 
does not even reach half of that level. 
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member countries: in the former group of countries the growth rates of 
GDP at constant prices are higher than in the latter group by nearly 2 
percentage points on average. We must not overlook the fact, however, 
that GDP figures are still very tiny in a number of highly-populated EU-
10 countries (in Poland, for instance). In addition, their economic 
structure is not yet similar to that of present EMU countries, and in a 
number of areas (like competition policies, corporate governance, 
financial law, and banking supervision) the EU-10 countries still lack 
appropriate institutions. In this respect, as the European Central Bank 
(2002: 53—4) emphasizes, '[although different income levels as well 
as different economic structures can, in principle, be compatible 
with eventual participation in Monetary Union, advancing real 
macroeconomic convergence with the euro area — in terms of both per 
capita income levels and economic structures — is desirable. This will 
foster economic cohesion within EMU, promote integration among 
Member States, and help in reducing the risks and effects of asymmetric 
shocks' (see also Angeloni et al. 2005). 

Nominal Convergence at the Expense of Real Divergence? 

One cannot rule out that, by fudging and/or implementing drastic 
economic policies that call for enormous sacrifices (largely in terms of 
employment and output losses) for their population over the next years, 
some would-be EMU countries could be able to converge in nominal 
terms when their EMU entry test will be carried out. Even these 
nominally converging countries, however, will probably still diverge in 
real as well as structural terms from the EMU member countries, which 
could make their participation in the euro area problematic. For instance, 
those new EU countries that can meet all criteria for full EMU 
membership may still experience a rapid structural change of their 
economy as a result of their ongoing transition to a market-based system. 
This would make it difficult to assess the level at which their exchange 
rates are to be irrevocably fixed against the euro. This level, in fact, 
might soon prove to be inadequate. 'Also, a newcomer with an 
insufficient degree of structural convergence and economic and financial 
integration with the EU will be more likely to suffer asymmetric shocks 
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with respect to the EMU area' (Temprano-Arroyo and Feldman 1998: 
23). In fact, a country's premature accession to the single-currency area 
that was not supported by real as well as nominal macroeconomic 
convergence may pose substantial risks to all member countries, with the 
result of provoking tensions in economic policy making. As Schwartz 
(2001: 16) points out, '[relatively less-well-off members stand to lose a 
share of social and regional transfers to the new poorer countries. 
Farmers of the present member countries will have to sacrifice some of 
their subsidies from the Common Agricultural Policy to extend subsidies 
to farmers of the new member countries. Inflation may seem a cure-all 
for these tensions. Will the ECB stand firm?' 

To be sure, if within the (enlarged) euro area real convergence is 
insufficient, it will be extremely difficult for the single monetary policy 
to do justice, at the same time, to the needs of both present and 
prospective EMU member countries. The different stages in economic 
development reached by these two groups of countries will indeed bring 
about tensions in monetary policy making at the ECB. Hence, the 'one-
size-fits-air interest rate policy oriented towards the needs of the euro 
area as a whole might be hampered on account of extensive country 
heterogeneity. Further, as has already been observed for present euro-
area countries (Suardi 2001), with heterogeneous cross-country 
responses the single monetary policy itself could induce idiosyncratic 
business cycles across the EMU. As a result, the income gap between the 
two groups of EMU countries (that is, present and prospective euro-area 
member countries) might increase, slowing down the speed of the 
catching-up process rather than doing the opposite. Also, if the ECB felt 
obliged to intervene in an attempt to counteract a major shock in one 
euro-area country, it might in fact increase cyclical divergence between 
its members, and thus hinder the synchronization of the business cycle 
across the EMU. Indeed, 'most NMS [new EU member countries] are 
still significantly diverse as to the size and nature of the economic shocks 
to their business cycles. While for some countries the cycles and the 
underlying shocks seem to be strongly correlated with the euro area, in 
many other cases no stable co-movements can be detected. In addition, 
with few exceptions, most NMS exhibit a generally low speed of 
adjustment to shocks' (Angeloni et al. 2005: 18). 
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In order for would-be EMU countries to enter the single-currency 
area without creating unbearable economic (policy) disturbances within 
it, therefore, these countries have to make huge efforts during their 'pre-
ins' period, to achieve a high degree of sustainable macroeconomic 
convergence, both as defined in Article 121 of the EU Treaty and with 
respect to real magnitudes. Moreover, these efforts are to be provided 
also after joining the EMU, as required by the SGP under the cover of 
so-called stability programmes. Let us consider therefore the likely 
scenarios for would-be EMU countries on their road to euro-area 
membership, before turning to the risks of financial instability with 
respect to the exchange rate arrangement at the disposal of these ('pre-
ins') countries. 

The first scenario is that a number of would-be EMU countries decide 
to make those efforts required to converge nominally, and succeed, in the 
reference year when the EU assesses their performance in relation to the 
criteria for full EMU membership. In this case, these new EU countries 
may accept, and be able, to undergo a process of sharp structural 
adjustment of their transition economies within the next few years, in 
order to meet the convergence criteria in (say) 2008 — assuming this is 
the reference year for the assessment of economic convergence in line 
with the EU Treaty. The EMU entry test having been passed in (say) 
2008, these countries will still have to prove, and to make sure, that they 
can endure nominal as well as real convergence with the EMU economy 
— by then possibly embracing no less than 20 countries — if they want 
to avert tensions in monetary and economic policy making. This might 
prove to be much more difficult than the entry test, as the latter is merely 
based on a year or two of converging efforts and results. In fact, enduring 
nominal convergence may require from would-be EMU countries an 
abrupt reduction of government expenditures — with all the ensuing 
negative effects on infrastructures and institutions, for instance the 
ageing-related pension schemes — as well as a widespread restructuring 
of their corporate sector — with dramatic consequences on local labour 
markets, which in some new EU countries have already been suffering 
from a severe increase in unemployment rates during recent years (see 
Table 5.3). Alternatively, new EU countries may content themselves to 
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have entered the euro area in the year when they converged nominally, 
and then, once in this area, begin to care more about their real and 
structural reforms, probably at the expense of nominal convergence. Yet, 
'the Eurosystem has emphasised that advancing real convergence should 
be done in parallel with — and not at the expense of — nominal 
convergence, understood as the gradual lowering of inflation rates 
towards levels compatible with price stability' (European Central Bank 
2002: 54). In fact, for the present EMU countries the process of real 
convergence has been rather slow before as well as after their entry in the 
single-currency area (see Figure 5.1). This conclusion might apply to the 
new EU countries as well. It would mean that the EMU process of 
nominal convergence can be undertaken with some success only at the 
expense of accepting (an increasing degree of) real divergence among the 
countries participating to the EMU. 

The second scenario for prospective EMU countries, therefore, is that 
these countries are neither willing nor able to undertake the convergence 
process required by the EU Treaty to join the single-currency area in this 
decade or even in the next. To be sure, the EU-10 countries aim first and 
foremost at catching up the income gap between them and the EMU, in 
order to improve the well-being of their population through a higher per 
capita GDP. Now, as the European Central Bank (2002: 54) 
acknowledges, '[t]he sheer size of the income gap suggests that even 
with the wider growth differentials, the process of convergence in 
income levels may extend well beyond the date of EU accession or euro 
area membership'. If so, then what? The official position of the European 
Commission is inflexible: countries not fulfilling the criteria for full 
EMU membership will remain outside the euro area with the status of 
EMU member countries with a derogation ('pre-ins'), but will also be 
required to submit convergence programmes on a regular basis. So, in 
the very long run, when these countries are converging in the sense of the 
EU Treaty, they will become part of the single-currency area too, 
although this process may take decades to complete and may thus lose 
much of its significance for the further construction of Europe. 
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It is in this connection that the choice of the exchange rate regime to help 
prospective EMU countries prevent financial instability in the presence 
of fully liberalized capital flows becomes relevant on their road to 
monetary integration with the euro area. Let us address this issue in the 
remainder of this chapter. 

The ERMII and the Risks of Financial Instability 

It cannot be denied that currency crises are a major source of disruption 
for the new EU countries on their road towards full EMU membership. 
In fact, exchange rate volatility (as measured by the standard deviation in 
the nominal exchange rate) tends to reduce trade growth and decreases 
the level of trade considerably (see Anderton and Skudelny 2001). The 
chances for the new EU countries to bridge the income gap with respect 
to the euro area are therefore smaller in case of exchange rate volatility, 
since in this case the existing commercial ties with the foreign sector 
cannot contribute to output growth and economic development as 
they should in order to catch up with present EMU countries. Further, 
as pointed out in the literature integrating analyses of banking and 
currency crises — the so-called 'twin crises' — there are important 
complementarities between bank insolvency and currency instability, so 
much so that causation may run in either direction (see Sbracia and 
Zaghini 2001). Indeed, the current reforms of domestic settlement 
systems in transition economies to implement a real-time gross 
settlement (RTGS) protocol for large-value transactions are an important 
step to reduce settlement and systemic risks within them and to limit 
output losses during a banking crisis (see Bank for International 
Settlements 2000, 2001, and Banca d'Italia 2002). This step in turn helps 
reduce the risks of a financial crisis that could eventually lead to a 
currency depreciation, or turmoil, such as the Mexican, Asian, and 
Russian crises of the second half of the 1990s and the more recent 
Argentinean crisis. 

Now, being predominantly small open economies with strong 
commercial and financial ties with the euro area (in respect also of the 
currency denomination of the financial instruments used in a framework 
where capital account transactions have largely been liberalized), the 
EU-10 countries have a strong interest in stabilizing the exchange rates 
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of their currencies against the euro. For these countries 'the choice of the 
exchange rate strategy is key, as it provides the framework within which 
monetary policy can continue to be geared towards price stability, while 
real convergence may proceed without being hampered by undue 
exchange rate movements' (European Central Bank 2003b: 120). 

The new EU countries are currently debating over the most 
appropriate exchange rate arrangement in order for them to integrate 
eventually into the euro area, elaborating on the most convenient timing 
of entry in the ERM II, within which they have to remain for at least two 
years before they may adopt the euro — as far as the two-year qualifying 
period is applied strictly (Table 5.4).3 

The ERM II is meant to help its member countries achieve exchange 
rate stability and foster macroeconomic convergence with the euro-area 
countries. In fact, most new EU countries 'regard ERM II as an 
institutional requirement for the adoption of the euro that cannot be 
avoided, but whose appropriateness as an exchange rate policy 
framework is questionable' (Backe and Thimann 2004: 6). Generally 
speaking, these countries consider that participation in the ERM II offers 
at best little value-added and is subject to risks of speculative attacks that 
can be disruptive to their economy as well as to their convergence 
efforts. They would cite in support of this argument the 1992-3 ERM-I 
crisis, which began with an attack on the Italian lira and quickly affected 
other EMS currencies such as the British pound and the French franc. 

3 Baldwin et al. (2000) note that this qualifying period for euro adoption may be skipped 
if the exchange rate criterion is interpreted loosely (as was done for Finland, Italy, and 
Greece; see Buiter and Grafe, 2002: 28-30) and if, by contrast with present euro-area 
countries, there is no changeover period. 



Table 5.4. Exchange Rate Regimes, and Plans for ERM-II Entry and Euro 

Country 

Cyprus 
Czech Republic 
Estonia 
Hungary 
Latvia 
Lithuania 
Malta 
Poland 
Slovak Republic 
Slovenia 

Exchange rate regime 
(as of September 2005) 

ERM-II member 
managed float 
ERM-II member 
peg to the euro with a ±15% band 
ERM-II member 
ERM-II member 
ERM-II member 
free float 
managed float 
ERM-II member 

Entry into the ERM II 

May 2005 
not announced 
June 2004 
not announced 
May 2005 
June 2004 
May 2005 
not announced 
2006 
June 2004 

Source: European Central Bank. 
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More recently, Hungary — which 'shadows' the ERM II by pegging the 
forint to the euro within a horizontal fluctuation band (±15 percent 
around central parity), but which also has an inflation target (between 3 
and 5 percent by end-2005) — faced a policy dilemma between its 
inflation targeting strategy and its exchange rate strategy, owing to 
intense currency speculation and volatile capital flows during much of 
2003^4, which showed the inconsistency between its exchange rate 
target and its inflation target. Indeed, this dilemma poses a real problem, 
since productivity in the tradable-goods sector has been growing faster in 
Central European countries like Hungary than in the EU-15, putting an 
upward pressure on the Hungarian price level via an increase in money 
wages (the Balassa-Samuelson effect).4 A similar problem stems also 
from the obligation for the EMU member countries with a derogation 
(the so-called 'pre-ins') to satisfy both the convergence criterion on price 
stability and that on exchange rate stability before joining the euro area 
(Kenen and Meade 2003, and Eichengreen 2005). 

In fact, participation of a 'pre-ins' country in the ERM II cannot be 
deemed enough to avoid exchange rate fluctuation and speculation. As 
pointed out by Wagner (2001: 14), '[sjticking to the ERM-II may prove 
to be too costly for countries that are directly hit by a speculative attack 
as well as for neighbour countries hit by negative spillovers'. In 
particular, participation in the ERM II may expose a country to the risk 
of exchange rate crises that could be very damaging for its economy and 
further delay its adoption of the euro (Kenen and Meade 2003: 2). This is 
so much so that the ECB has no legal obligation to intervene in order to 
keep an ERM-II participating currency within the so-called normal 
fluctuation band, if this intervention might conflict with the objective of 
maintaining price stability in the euro area.5 This could pose problems 

4 The Balassa-Samuelson effect reflects the rise in the relative price of non-tradable 
goods owing to lower productivity growth in this sector compared to that in the tradable-
goods sector. 
5 Under the ERM I the obligation to stabilize exchange rates was borne jointly by the 
strong and weak currency member countries. Under the ERM II, by contrast, this 
obligation resides primarily with the government of the country concerned: the ECB has 
no legal obligation to intervene. This puts all the risks to ERM-II participating countries, 
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for those new EU member countries that participate in the ERM II: 
market speculators will be tracking the progress made by these countries 
in meeting the convergence criteria to adopt the euro. If they do not see 
satisfactory progress in this respect, they will bet against convergence by 
selling ERM-II currencies. Further, the Balassa-Samuelson effect and 
free capital inflows and outflows from the new EU countries are likely to 
affect the exchange rate stability of their currencies, and to increase 
tensions in the ERM II. As a matter of fact, the large current account 
deficits as a percentage of GDP that several new EU countries 
experience — which have been financed by large net capital inflows 
(mainly in the form of foreign direct investment) — point to the need of 
enough exchange rate flexibility. This is so much so that these countries 
have not yet observed comparable inflows of portfolio investment, which 
tend to be more volatile. Indeed, 'the volatility of portfolio flows and of 
other short-term capital flows has been a major cause of the currency and 
financial crises that have beset many emerging-market countries in 
recent years, and it is widely agreed that insufficient exchange rate 
flexibility has been a root cause of their vulnerability to that volatility' 
(Kenen and Meade 2003: 9). 

As the new EU countries dismantle the few remaining restrictions on 
capital flows, as required by the acquis communautaire, they are very 
likely to attract large amounts of portfolio investment, especially if they 
(have to) adopt an exchange rate regime that stimulates costless one-way 
bets by market speculators. In fact, as Begg et al. (2003: 6-7) point out in 
their review of financial crises in the 1990s, the inception as well as the 
virulence of the 1992-3 ERM-I crisis was due to the narrow (±2.25 
percent) fluctuation band combined with the lifting of capital controls 
and the related increase in the size and volatility of capital flows as a 
result of the 1986 European Single Act. In their own words, '[t]he 

which have the onus of imposing the hardships required to have discipline and respect the 
ERM-II fluctuation margins. See Article 3.1 of the 'Agreement of 1 September 1998 
between the European Central Bank and the national central banks of the Member States 
outside the euro area laying down the operating procedures for an exchange rate 
mechanism in stage three of economic and monetary union', Official Journal of the 
European Communities, C 345, 13.11.1998, pp. 6-12. 
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combination of full capital mobility and a requirement to participate in 
ERM-II may entail an interim period in which accession countries face 
enhanced vulnerability to capital flows before the eventual safety of 
monetary union is available' (Begg et al. 2003: vii). The challenge for 
the new member countries of the EU is thus to come to grips with the 
likelihood of large speculative capital inflows under the ERM-II regime, 
particularly in the period preceding their changeover to the European 
single currency. 

All in all, the exchange rate question is still open and asks what kind 
of arrangement should the new EU countries implement if they really 
want to enter the EMU without increasing (the risks of) financial 
instability and breakdown. The answer might consist in a case-by-case 
assessment in light of both economic conditions and path of reform 
undertaken by each of the EU-10 countries. In fact, these countries need 
an exchange rate agreement that helps them accelerate the catching-up 
process in respect of the EU-15, both in nominal and real terms. 'On the 
one hand, a high degree of exchange rate flexibility may reduce the 
burden on policy-makers, freeing up room for manoeuvre that can be 
used to attain domestic policy targets. On the other hand, excessive 
exchange rate volatility may be a hindrance to the convergence process 
itself, by undermining the effort to stabilise market expectations. Striking 
the correct balance can be particularly complex' (Angeloni et al. 2005: 
29). 

Conclusion 

This chapter has investigated a number of shortcomings of the monetary 
union process undertaken by present euro-area countries, as well as some 
open issues for the EMU, in order to point out what lessons we can learn 
for the institution of a single-currency area in some other parts of the 
world. These lessons can indeed be instructive for the setting up of other 
regional monetary unions around the world, particularly in Asia, which is 
still a very heterogeneous continent (more than Europe) as considered 
from an economic point of view. 
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This chapter has shown that the operationalization of European 
monetary union suffers from a number of pitfalls in both the definition 
and application of the relevant criteria, which allow for a considerable 
room for manoeuvre and accounting fiddles. Indeed, as recently pointed 
out by Eichengreen (2005), among the institutional requirements for 
monetary union one should distinguish preconditions from 'pseudo 
preconditions', the latter being either superfluous or counterproductive. 
Among the pseudo preconditions, Eichengreen (2005) includes nominal 
convergence criteria, public deficit ceilings, and sanctions and fines for 
those countries trespassing them. This chapter also pointed out that for 
the new EU countries the nominal criteria for full EMU membership may 
not be easy to satisfy, if these criteria are applied rigorously over time. 
This is so much so that the process of real convergence cannot be 
neglected at all, and should in fact go ahead together with the respect of 
the nominal convergence criteria. In this chapter we also pointed out that 
the EMU criteria may lead to pitfalls and dangers if the EU-10 countries 
try to fudge them by taking advantage of some 'measurement deficits' 
enshrined in EU legislation. 

Indeed, the most worrying danger of applying the monetary union 
strategy laid down in Maastricht to the EU-10 countries would consist in 
output and employment losses for these countries — before as well as 
after their full integration in the euro area — if would-be EMU countries 
raise their policy rates of interest to abide by the Maastricht nominal 
convergence requirements (particularly as regards inflation rates and 
public deficits and debt) at the expense of employment and output 
growth. In fact, increasing unemployment in these countries would run 
counter to the interests of the EU as a whole, because it would imply 
more intra-EU transfers to pay for social security and reduce regional 
unemployment disparities across the euro area. Following the 
enlargement of this area, the economies of the EU-10 countries would 
surely have to bear part of these costs in order for them to integrate 
Euroland. This burden, however, ought to be avoided if the process of 
nominal as well as real macroeconomic convergence is to have any 
meaning at all, and in order not to completely jeopardize the single 
interest rate policy of the ECB when the euro area is eventually enlarged 
to include some, if not all, prospective EMU countries among the EU-10. 
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To be sure, among the new EU countries there are different levels of 
regional development, which makes the conduct of common 
macroeconomic policies (not only monetary policy) a very difficult and 
challenging task. 

This last conclusion is particularly noteworthy for Asia, and even 
more so for South-East Asia, which 'features developed; "dynamic Asian 
economies"; middle-income developing countries; and least-developed 
countries' (Jones and Plummer 2004: 831). As Jones and Plummer 
(2004) point out, the coefficient of variation on income levels within the 
Association of South-East Asian Nations (ASEAN)6 is higher than in the 
EU. Figures are farther apart if we consider all the geographic and 
institutional groupings that exist in Asia (Asian Development Bank, 
2005). If we just consider 'emerging Asia' — comprising China, Hong 
Kong, India, Indonesia, Malaysia, Philippines, Singapore, South Korea, 
Taiwan, and Thailand — three very different groups of economies can be 
readily identified: Hong Kong and Singapore, with per capita incomes 
exceeding 20,000 US dollars in 2004, South Korea and Taiwan, with per 
capita incomes around 12,000 US dollars in 2004, and the remaining 
countries, with per capita incomes of 4,000 US dollars or less in the same 
year (among which India still has the lowest per capita income level 
despite its rapid economic growth in recent years).7 

In fact, a monetary union of Asian countries, notably within the 
ASEAN, is neither possible nor advisable along the same path that led to 
the European single currency: political as well as economic divergences 
— more intensive in South-East Asia than within the European Union — 
point to the necessity to search for alternative strategies for Asian 
monetary integration. In particular, financial liberalization and 
international capital mobility in emerging market economies might prove 
to be incompatible with exchange rate stability, not to say with exchange 
rate fixity and adoption of a single currency. 

6 The ASEAN comprises Brunei Darussalam, Cambodia, Indonesia, Lao People's 
Democratic Republic, Malaysia, Myanmar, Philippines, Singapore, Thailand, and 
Vietnam. 
7 Data are from the World Bank (Development Indicators) and the ADB (Key Indicators). 
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CHAPTER 6 

DEEP INTEGRATION AND ITS IMPACTS ON NON-MEMBERS: 
EU ENLARGEMENT AND EAST ASIA* 

Hiro Lee and Dominique van der Mensbrugghe 

As the Iron Curtain fell in the early 1990s, it was clearly expected at the 
outset that many of the Central and Eastern European countries (CEECs) 
would join their Western counterparts in an enlarged EU, but the 
question was when. The moment arrived in 2004 with 8 CEECs — the 
Czech Republic, Estonia, Hungary, Latvia, Lithuania, Poland, Slovakia, 
and Slovenia — along with Cyprus and Malta joined the world's biggest 
customs union. It was the largest expansion of the EU in terms of the 
number of countries, jumping in a single bound from 15 to 25 countries, 
and also increasing dramatically the number of different customs and 
languages. The process of integration started well before actual accession, 
with all acceding countries transforming their domestic and external 
policies to align with the EU's so-called acquis. In a next phase, 
Romania and Bulgaria are scheduled to follow suit in January 2007. 
Croatia, Macedonia and Turkey have received the candidate status from 
the European Commission and are expected to become members at some 
future dates. 

The 2004 enlargement of the EU was preceded by the establishment 
of the 'Single Market,' which called for removal of all intra-EU barriers 
to the movement of goods, services, people and capital by 1992 (Baldwin 

We are grateful to Eric Fisher, Erik Jones, Eric D. Ramstetter, and particularly Michael 
G. Plummer for helpful comments on earlier versions. The authors are solely responsible 
for any remaining errors. The usual disclaimer applies; i.e. the views expressed herein do 
not necessarily reflect the views of our respective institutions. 
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and Venables 1995). Although it has not been completely implemented, 
trade barriers on most goods and services within the EU have largely 
been eliminated, and establishments of EU firms, financial institutions 
and other service providers have proliferated — through mergers, 
acquisitions and cross-border investments — in the past 15 years. 
The past negotiations among the member countries have included 
harmonization of standards, coordinating regulatory requirements, and 
cooperation in migration policy matters. Of course, the foundation of the 
EU itself was based on EU-wide regulation of entire sectors — coal and 
steel initially — but even more importantly agriculture. 

In 2004, the 10 new member states only represented 4.7 percent of 
the combined $12.8 trillion economy consisting of the 25 member states, 
though 16 percent of the combined population of 457 million. Thus, 
there is a 4 to 1 ratio in per capita incomes between EU-15 and the 10 
new member states.1 Bulgaria, Romania, Croatia, Macedonia and Turkey 
are somewhat smaller in economic importance, but contain a population 
of 108 million, compared with 74 million for the 10 new member states. 
Despite the relatively small economic size of the new member, acceding 
and candidate countries, this type of deep integration can have non-
negligible effects on countries outside of the preferential zone as the 
reduction in barriers across partners leads to a re-orientation of trade. 

Empirical evidence on benefits and costs of the EU and other regional 
integration agreements (RIAs) suggests that trade creation dominates 
trade diversion in almost all RIAs (Robinson and Thierfelder 1999). The 
positive effect on economic welfare resulting from eastern enlargement 
of the EU is supported by Baldwin et al. (1997), Keuschnigg and Kohler 
(2002), and Kohler (2004). Lejour, de Mooij and Nahuis (2004) evaluate 
the effects of EU enlargement by taking into consideration three policy 
aspects: the creation of a larger customs union, the enlargement of the 
internal market, and free movement of labor. When all three aspects are 
combined, GDP per capita of CEECs is predicted to increase by more 
than 8 percent in the long run. By contrast, GDP per capita of the present 
EU members is predicted to increase by only about 0.1 percent. Fuller et 

1 The average per capita GDPs of the EU-15 and the new member states were 
respectively $31,974 and $8,094 in 2004. 
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al. (2002) analyze the impact of accession of three CEECs (Czech 
Republic, Hungary and Poland) on agricultural markets and find that 
domestic prices of many agricultural commodities increase dramatically 
in the three CEECs while those in the EU decrease moderately. The 
CEECs' exports to third countries decline, but the impact on world 
agricultural markets is limited. Using a gravity equation, Nahuis (2004) 
estimates the impact of EU enlargement on the internal market for 
different industries and different countries. Not surprisingly, the impact 
of accession is highly asymmetric across industries and the accession 
countries would have to experience large adjustments, which necessitate 
a flexible labor market. 

Based on empirical evidence, Deardorff and Stern (2004) suggest that 
the effect of European integration on long-run growth rates is minimal. 
Using a theoretical model of trade with increasing returns to scale, they 
show that the current members that are able to expand into the 
increasing-returns sector would realize gains in income from the 
enlargement of the EU. By contrast, the acceding countries' gains would 
be limited because they initially specialize in the constant-returns sector. 
While their theoretical model provides good insights into what might 
take place when increasing returns to scale play an important role in 
manufacturing, their model appears too simple to predict what might 
actually happen to economic welfare of the current and acceding 
countries resulting from EU enlargement. 

For East Asian countries, the EU is an extremely important export 
market. Thus, whether the accession of CEECs to the EU would result in 
reductions of their exports to the EU is a great concern for them. Using a 
dynamic global computable general equilibrium (CGE) model, we 
evaluate the effects of EU enlargement on economic welfare, trade flows 
and sectoral output of the EU-15, the 10 new member states, the 
acceding and candidate countries, and East Asian countries, paying 
particularly close attention to the implications for East Asia. 

The rest of the chapter is organized as follows. The next section 
provides an overview of the model, followed by a description of the 
baseline and policy scenarios in section 2. Section 3 presents the 
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assessments of computational results and policy implications. The final 
section summarizes the main conclusions. 

Overview of the Model 

A CGE model is an empirical tool that is well suited to evaluating 
policies that have regional and sectoral ramifications. First, it captures 
extensive indirect effects, such as inter-industry linkages between sectors 
and trade linkages between countries and regions. Second, it can evaluate 
the effect of removing trade barriers on resource allocation and structural 
adjustment in each country. Third, it can detail the impacts on both 
member and nonmember countries and thereby better elucidate 
implications for the negotiating environment. Thus, a CGE model is an 
ideal tool to examine the impact of EU enlargement on the current 
members, the acceding countries, and the East Asian economies. 

The model used in this study is based on the dynamic global CGE 
model developed by van der Mensbrugghe (2003). All sectors are 
assumed to be perfectly competitive and to operate under constant 
returns to scale.2 Production in each sector is modeled by a series of 
nested constant elasticity of substitution (CES) production functions, 
which are intended to represent the different substitution and 
complementarity relations across the various inputs in each sector. Labor 
can have three different skill levels: unskilled, skilled, and highly skilled. 
The first two are substitutable and combined in a CES aggregation 
function as a single labor bundle. Highly skilled labor is combined with 
capital to form a physical plus human capital bundle. 

In each period, the supply of primary factors — capital, labor, and 
land — is generally predetermined. The supply of land is assumed to be 
sensitive to the contemporaneous price of land, however. Land is 
assumed to be partially mobile across agricultural sectors. Thus rates of 

2 The assumption of constant returns to scale is a simplification and generally biases 
downwards the gains from trade reform because expansion of trade provides scale 
efficiencies. The introduction of scale economies raises a number of important issues, 
each of which could significantly modify the results, but we prefer to leave them out of 
the current study. They include the lack of data on the minimum efficient scale and the 
specification of market structure (e.g., Cournot versus Bertrand competition), the number 
of firms, conjectural variations, and whether there is free entry and exit. 
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return are sector-specific, but sectoral land supply reacts to changes in 
relative rates of return. Some of the natural resource sectors also have a 
sector-specific factor whose contemporaneous supply is price sensitive. 
The model includes adjustment rigidities. An important feature is the 
distinction between old and new capital goods. In addition, capital is 
assumed to be partially mobile, reflecting differences in the marketability 
of capital goods across sectors. Labor and population growth are 
exogenous. Labor within each skill category is perfectly mobile across 
sectors. 

All income generated by economic activity is assumed to be 
distributed to consumers. A single representative consumer (or 
household) allocates optimally his/her disposable income among the 
consumer goods and saving. The consumption/saving decision is static: 
saving is treated as a good and its amount is determined simultaneously 
with the demands for the other goods. The price of saving is set 
arbitrarily equal to the average price of consumer goods. Investment is 
driven by aggregate saving, or the sum of household, government, and 
foreign savings. We assume that foreign saving is exogenous and that the 
ratio of government expenditures to GDP remains constant in each 
region over time. 

Products are differentiated by region of origin and modeled as 
imperfect substitutes. On the import side, this is reflected by the 
implementation of the so-called Armington assumption, where a nested-
CES specification is used to incorporate imperfect substitution of 
imported goods with respect to domestically produced goods. At the top 
level, agents choose the optimal combination of an aggregate import 
bundle and demand for the domestically produced good. At the second 
level, agents choose the optimal combination of imports across all 
trading partners. A symmetric specification is used to model export 
supply, the latter being implemented with nested constant elasticity of 
transformation (CET) functions. 

Tariffs are fully bilateral and the model captures both direct and 
indirect trade and transportation costs. The CIF price of imports into 
region r' originating in region r, WPM r . •, is given by 

WPMrt,.j = (l + Cry,i)wpEry,i/^,r;i 0 ) 
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where WPEryt is the FOB price of commodity i in region r for 
exporting to region r'. Between the originating port in region r and the 
destination port in region r\ the price of the commodity is adjusted by a 
trade and transport margin represented by the ad valorem adjustment 
Cr,r\i- The model also allows for non-monetary trade and transport cost, 
which is represented by the efficiency parameter Xryti? In our model, an 
increase in Aryj represents a reduction in trade-related risk, lower 
administrative barriers to trade (e.g., customs procedures) and/or a fall in 
technical barrier (e.g., mutual recognition of product standards). Most of 
the data used in the model come from the GTAP database, version 5.4, 
which provides 1997 data on input-output, value added, final demand, 
bilateral trade, tax and subsidy data for 78 regions and 57 sectors.4 

For the purpose of the present study, the database is aggregated into 
10 regions and 15 sectors as shown in Table 6.1. The present and 
prospective future EU member states are divided into three regions: (i) 
EU-15, (ii) the countries that became EU members in 2004 (CEEC-10 
hereafter), and (iii) the acceding and candidate countries (Bulgaria, 
Romania, Croatia and Turkey: BRCT). Macedonia is excluded from the 
third region because it is aggregated into the rest of the world in the 
GTAP 5.4 database. In addition, we have chosen to aggregate the 
acceding countries (Bulgaria and Romania) and the two candidate 
countries (Croatia and Turkey) because each pair's trade with the present 
EU members is extremely small relative to the total EU trade. 

3 This type of cost is referred to as 'iceberg' transport cost. If Xryti is equal to 0.9 for 
some transport node, it implies that if 100 units leave port r, the destination port, r\ 
receives only 90 units. Iceberg transport costs were developed by Samuelson (1952) 
based on a concept developed earlier by von Thiinen. More recently, these have been 
used in work by Helpman and Krugman (1985) and Fujita, Krugman and Venables 
(1999). 
4 Dimaranan and McDougall (2002) give detailed descriptions of the GTAP database, 
version 5.0. The number of regions is increased from 66 to 78 in Version 5.4, which 
disaggregates the Central and Eastern European regions into single countries (with some 
exceptions). 
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The Baseline and Policy Scenarios 

To assess the implications of the enlargement of the EU, we first 
establish a baseline, which shows the path of each economy in the 
absence of enlargement over the period 1997-2015. In the baseline, 
several key variables, including GDP growth rates, population and labor 
supply, are predetermined by the exogenous assumptions. Projections of 
real GDP, population and labor supply are broadly consistent with the 
World Bank's long-term forecast. 

Several assumptions underline the calibration of productivity. 
Agricultural productivity is fixed and is assumed uniform across factors 
of production. Sectoral productivity (outside of agriculture) is assumed to 
be labor-augmenting and is composed of three components: a uniform 
economy-wide factor that is calibrated to achieve the given GDP target, a 
sector-specific factor related to openness, and a constant shifter. The 
sector-specific factor intended to capture openness-sensitive changes in 
productivity, %iM is given by 

Xut = hi (2) 

where £,,, is exports of commodity i, XUt is output of commodity /, $,, is a 
shift parameter, and 77, is the elasticity of productivity with respect to 
openness. <piit is calibrated in the baseline scenario so that the trade-
sensitive portion of sectoral productivity is some share of total 
productivity.5 

5 Three main channels have been identified linking openness with productivity: imports 
of technology-laden intermediate inputs (for example fertilizers in agriculture), imports 
of capital goods, and export market penetration (with the requirement to produce to a 
higher standard than at home to be able to penetrate new markets; expanding foreign 
markets can also lead to scale economies). Much empirical work is ongoing trying to 
identify the extent to which each one of these channels operates. At a macro level, there 
are to some extent observationally equivalent to the extent that current account balances 
are more or less exogenous, de Melo and Robinson (1990) and Dessus, Fukasaku and 
Safadi (1999) take an approach similar to ours. Das, Roberts and Tybout (2001) have 
explored some firm-level characteristics of export supply response. 



A. Regional Aggregation 

Table 6.1. Regional and Sectoral Aggregati 

Countries/Regions 

EU-15 

CEEC-10 (new members) 

Acceding and candidate 
countries (BRCT)a) 

Japan 
China 
Asian NIEs 
ASEANW 

United States 
Other developed countries 

Rest of world 

Corresponding economies/regions in the GTAP datab 

Austria, Belgium, Denmark, Finland, France, German 
Greece, Ireland, Italy, Luxembourg, Netherlands, Port 
Cyprus, the Czech Republic, Estonia, Hungary, Latvia 
Poland, Slovakia and Slovenia 
Bulgaria, Romania, Croatia and Turkey 

Japan 
China and Hong Kong 
Korea, Taiwan and Singapore 
Indonesia, Malaysia, Philippines, Thailand and Vietna 
United States 
Australia, Canada, Iceland, Liechtenstein, New Zealan 
Switzerland 
All the other economies/regions 



Table 6.1 (Continued) 

B. Sectoral Aggregation 

Sectors 

Crops 

Other agriculture 

Natural resources 
Energy 

Processed food 
Textiles 
Apparel 
Chemical products 
Metals and products 
Machinery 
Electronic equip. 
Transport equip. 
Other manufactures 

Construction 
Services 

Corresponding commodities/sectors in the GTAP datab 

Paddy rice, wheat, cereal grains n.e.s., vegetables and f 
sugar cane and sugar beet, plant-based fibers, crops n.e 
Bovine cattle, sheep and goats, animal products n.e.s., r 
silk-worm cocoons, fishing 
Forestry, minerals 
Coal, oil, gas, petroleum and coal products, electricity, 
Distribution 
Food products, beverages and tobacco products 
Textiles 
Wearing apparel, leather products 
Chemical, rubber and plastic products 
Iron and steel, nonferrous metals, metal products 
Machinery 
Electronic equipment 
Motor vehicles and parts, other transport equipment 
Wood products, paper products, publishing, non-metall 
other manufactures 
Construction, water distribution 
Trade, transport, communication, financial services, oth 

'' Excludes Macedonia because it is aggregated into the rest of the world in the GTAP data 

'' Excludes Brunei, Cambodia, Laos and Myanmar because they are aggregated into 
excluded because it is included in Asian NIEs. 

Source: GTAP database, Version 5.4. 
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Ideally, the baseline should include policies that are already agreed upon, 
such as Uruguay Round commitments and China's WTO accession. 
Because our baseline does not include these policy commitments, we 
need to be cautious when interpreting policy results. However, with the 
exception of the textile and apparel sectors, the incorporation of post-
Uruguay Round tariff rates and China's post-WTO accession tariff rates 
in the baseline is likely to change our results only slightly for several 
reasons. First, because the EU's tariff rates on industrial products were 
already quite low in 1997, additional reductions in the tariff rates 
committed under the Uruguay Round are relatively small.6 Second, given 
that the main reference period used (1986-88) for tariffication of 
nontariff measures corresponds to peak farm protection in the EU, it 
makes effective agricultural liberalization minimal for the Union 
(Messerlin 2001). Third, post-Uruguay Round average tariff rates are 
only slightly lower than the average tariff rates in 1995 for CEECs 
(Francois and Strutt 1999).7 Fourth, the omission of China's WTO 
accession from the baseline is likely to have only a minimal effect on the 
consequences of EU enlargement because China's trade policy remains 
unchanged in our policy scenarios. 

Table 6.2 provides the export shares by product category for the 10 
regions of the model for the year 1997. With the exception of crops in 
the acceding and candidate countries (BRCT), agricultural products and 
natural resources constitute small export shares of the EU-15, CEEC-10 
and BRCT. 

6 Although the EU maintains significant tariff peaks in some so-called sensitive sectors, 
their impacts are hard to assess at the level of aggregation of our model. However, not 
incorporating the Uruguay Round's Agreement on Textiles and Clothing (ATC), which 
gradually phased out import quotas on textiles and apparel between January 1995 and 
December 2004, in the baseline scenario is likely to overestimate the effects of EU 
enlargement, particularly for the textile and apparel sectors. 
7 Francois and Strutt (1999) provide post-Uruguay Round average tariff rates for 45 
regions and 50 product categories for the GTAP version 4 database. 



Table 6.2. Export Shares by Product Category, 199 

Sector 

Crops 
Other agriculture 
Natural resources 
Energy 
Processed food 
Textiles 
Apparel 
Chemical products 
Metals and products 
Machinery 
Electronic equipment 
Transport equipment 
Other manufactures 
Construction 
Services 
All sectors 

EU-15 

1.5 
0.5 
0.3 
2.4 
6.1 
2.9 
2.7 

12.6 
6.9 

17.7 
7.5 

12.0 
8.9 
0.8 

17.3 
100.0 

CEEC-10 

1.1 
0.7 
0.7 
5.9 
5.6 
3.2 
6.0 
8.7 

10.2 
13.1 
5.2 
8.4 

11.4 
1.1 

18.5 
100.0 

BRCT 

4.5 
0.5 
0.8 
2.1 
4.4 
9.2 

13.3 
5.7 
9.5 
5.7 
1.2 
2.5 
6.2 
3.4 

30.9 
100.0 

Japan 

0.0 
0.0 
0.0 
0.3 
0.6 
1.5 
0.3 
8.4 
5.9 

25.8 
21.7 
18.8 
3.6 
1.4 

11.7 
100.0 

China 

1.3 
0.8 
0.3 
1.9 
2.9 
8.2 

18.0 
6.1 
5.0 

12.3 
12.8 

1.6 
12.5 
0.3 

16.0 
100.0 

Region 

Asian 
NIEs 

0.2 
0.2 
0.1 
2.9 
1.4 
6.4 
2.5 
8.5 
6.5 

12.8 
34.6 

5.9 
4.5 
0.1 

13.2 
100.0 

Source: GTAP database, version 5.4. 
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The products with relatively high export shares are machinery (17.7 
percent), chemical products (12.6 percent) and transport equipment (12.0 
percent) for the EU-15, machinery (13.1 percent), other manufactures 
(11.4 percent) and metals and products (10.2 percent) for the CEEC-10, 
and apparel (13.3 percent), metals and products (9.5 percent) and textiles 
(9.2 percent) for BRCT.8 

The most striking difference in the export patterns between the three 
(present and prospective future) EU regions and four East Asian regions 
is the export orientation of electronic equipment. The export shares of 
this product are 34.6 percent in Asian NIEs, 29.6 percent in ASEAN, 
21.7 percent in Japan and 12.8 percent in China, which are significantly 
greater than 7.5 percent in the EU-15, 5.2 percent in the CEEC-10 and 
1.2 percent in BRCT. For the rest of the products in which the export 
shares are relatively high in at least one of the East Asian regions, they 
are also relatively high in at least one of the EU regions — e.g., apparel 
in China (18.0 percent), machinery in Japan (25.8 percent), Asian NIEs 
(12.8 percent) and China (12.8 percent), transport equipment in Japan 
(18.8 percent), and other manufactures in China (12.5 percent). 

Although not shown in the table, 56.1 percent of the EU-15's exports 
in 1997 went to the other EU-15 countries, 3.9 percent of its exports 
went to the CEEC-10, 1.7 percent to BRCT, and 10.9 percent to the four 
East Asian regions. In the same year, 55.6 percent of the CEEC-10's 
exports and 50.0 percent of BRCT's exports were destined to the EU-15 
market. While 19.2 percent of East Asia's exports were shipped to the 
EU-15, its exports to the CEEC-10 and BRCT were, respectively, only 
0.8 and 0.5 percent of total exports. Hence, changes in East Asia's 
exports to the new member states and the acceding and candidate 
countries resulting from EU enlargement would have an extremely small 
impact. By contrast, if East Asia's exports to the EU-15 were to be 
reduced substantially, it might lead to significant trade adjustments. 

To assess the consequences of EU enlargement, we consider four 
policy scenarios. In scenario 1, we assume that the EU-15 and the CEEC-

8 The export shares of the aggregated services are large in all regions mainly because the 
services sector includes the trade sector. 
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10 will remove bilateral tariffs and the latter will adopt the EU's 
common external tariffs (CET) with respect to third countries over the 
1998-2005 period.9 This is followed by the elimination of bilateral tariffs 
between the EU-25 and the acceding and candidate countries (BRCT) 
and the adoption of CET by BRCT over the 2005-2015 period. In this 
scenario, we assume that the sector-specific productivity factors related 
to openness (j£,,) are fixed at the baseline levels. In scenario 2, we extend 
scenario 1 by reducing iceberg or non-monetary trade costs (e.g., 
administrative and technical barriers) between the EU-15 and the CEEC-
10 by 5 percent over the 1998-2005 period, followed by the same rate of 
reduction in these costs between the EU-25 and BRCT over the 2005-
2015 period.10 Again, we fix Xu a t t n e baseline levels. Scenario 3 is the 
same as scenario 2 except that Xut are now endogenous and determined 
by equation (2). We set 77, = 0.75 in agricultural sectors and 77, = 1.0 in all 
other sectors. 

With respect to adoption of the Common Agricultural Policy (CAP), 
there will eventually be full integration of the enlarged EU within a 
transition period. We assume that the CEEC-10 and subsequently BRCT 
will adopt the EU's external tariffs on agricultural products as they do on 
all other products. After the adoption of CET, these regions' tariff rates 
of agricultural products to third countries would increase. The 
controversial part is whether direct payments would be extended to 
agricultural producers in these regions. In addition, the new member 
states are required to implement supply controls. Because the issues of 

9 The bilateral tariffs on most manufacturing products between the EU-15 and CEECs 
were largely removed before the CEEC-10 became new members in 2004. In addition, 
the CEEC-10 started changing their tariff structures to conform to the EU's CET before 
2004. To the extent that the process had already been initiated, the estimated effects of 
EU enlargement reported in this study include those resulting from the changes in the 
tariff structures between 1997 and 2004. 
10 Smith and Venables (1988) use a 2.5 percent reduction in intra-EU trade cost in their 
study of the Single Market program's possible pro-competitive effects. Keuschnigg and 
Kohler (2002) and Madsen and Sorensen (2002) use a 5 percent reduction in real trade 
cost between EU-15 and CEECs, whereas Baldwin et al. (1997) assume a 10 percent 
reduction in real trade cost. We use a 5 percent reduction in scenarios 2 and 3, but report 
the welfare results with three different values of the trade efficiency parameter (2.5, 5 and 
10 percent) in Table 6.7. 
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direct payments and supply controls have been investigated elsewhere 
(e.g., Fuller et al. 2002), we do not incorporate them in this study. It 
should be reminded, however, that the omission of the production quotas 
is likely to overestimate the new member countries' exports of 
agricultural products and processed food to the present EU members. In 
its recent proposed changes to the CAP, the EU continues to move away 
from a system of direct price support towards income support through 
so-called decoupled payments. Part of the motivation of these changes is 
to make the CAP more WTO-friendly, though the extent of decoupling 
is still widely debated both within and outside of the EU. It would be 
perhaps logical that over the longer term, the EU may consider devolving 
agricultural income support back towards national governments if it truly 
becomes direct income support. 

It is also beyond the scope of this study to model the movement of 
labor between the EU-15 and CEECs, which is incorporated in the study 
by Lejour, de Mooij and Nahuis (2004). They find that GDP per capita 
increases in CEECs by 0.6-1.1 percent and decreases slightly in the EU-
15, whereas GDP decreases in CEECs (because of the labor outflow) and 
increases in the EU-15.11 

Results 

Aggregate income gains and/or losses summarize the extent to which 
trade distortions are hindering growth prospects and the ability of 
economies to use the gains to help those whose income could potentially 
decline. We compared the EU enlargement scenario with the baseline 
situation in the terminal year, 2015, using Hicksian equivalent variation 
(EV) as the welfare measure. This represents the income consumers 
would be willing to forego to achieve post-EU enlargement well-being 
compared to baseline well-being at baseline prices. The model uses the 
extended linear expenditure system (ELES), which incorporates savings 

"World Bank (2006) is largely devoted to the movement of workers from developing to 
developed countries and the development impacts of remittances. While the aggregate 
gains from labor movements are relatively small, the migrants themselves gain 
significantly because of the huge wage differentials, and the sending countries can benefit 
substantially from remittances. The gains increase with the level of remittances because 
migrant households can benefit from the lower prices in their home countries. 
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in the consumer's utility function (Lluch 1973; Howe 1975). The ELES 
expenditure function is easy to evaluate at each point in time. 

Table 6.3 presents the welfare results for the four policy scenarios as 
deviations in equivalent variations (EVs) from the baseline in 2015. In 
scenario 1, EVs of the CEEC-10 and the acceding and candidate 
countries (BRCT) increase by $9.8 billion (2.15 percent) and $2.4 billion 
(0.59 percent), respectively, whereas EV of the EU-15 increases only 
very slightly in percentage terms (0.04 percent). These estimates include 
the effects of the removal of bilateral tariffs between the EU-15 and 
CEECs that has already taken place since 1997. In many products CEEC-
10 and BRCT's exports to the EU-15 increase significantly, replacing 
some of the East Asian exports and causing trade diversion in products in 
which East Asian countries have a competitive advantage. All four 
regions in East Asia (Japan, China, Asian NIEs and ASEAN) incur 
losses in welfare, but they are extremely small. China's loss is larger than 
the other three regions because of a relatively large fall in the exports of 
wearing apparel and leather products, where 15 percent of its exports 
were shipped to the EU in 1997. When a 5 percent reduction in trade 
costs between the EU-15 and CEECs is added (scenario 2), the 
magnitudes of welfare gains for the EU-15, CEEC-10 and BRCT 
increase by a factor of 4.4, 3.7 and 4.3, respectively. A greater access of 
the internal market resulting from a reduction in trade-related risk and 
lower administrative and technical barriers would further facilitate trade 
among the three regions. While it would increase welfare losses of East 
Asian regions slightly, the world welfare gain increases five-fold in 
scenario 2 compared with scenario 1 ($53.6 billion versus $10.9 billion). 
Thus, trade creation resulting from a reduction in trade costs between the 
EU-15 and CEECs is likely to be far greater than trade diversion.12 

12 It should be noted that while trade creation always raises welfare, trade diversion may 
or may not reduce welfare. 



Table 6.3. Effects on Welfare (deviations in equivalent variations fro 

A. Absolute Deviations (US$ billion in 1997 prices) 

Region 

EU-15 
CEEC-10 
Acceding and candidate 
countries (BRCT) 
Japan 
China 
Asian NIEs 
ASEAN 
United States 
Other developed countries 
Rest of world 

Enlarged EU 
East Asia 
Other regions 
World 

Scenario 1 

4.50 
9.75 
2.35 

-0.48 
-2.04 
-0.32 
-0.87 
-0.45 
-0.20 
-1.33 

16.61 
-3.72 
-1.98 
10.91 

Scenario 2 

19.86 
35.97 
10.19 

-1.15 
-3.19 
-1.20 
-1.26 
-1.56 
-0.83 
-3.19 

66.02 
-6.80 
-5.59 
53.63 



Table 6.3 {Continued) 

B. Percent Deviations 

Region 

EU-15 
CEEC-10 
Acceding and candidate 
countries (BRCT) 
Japan 
China 
Asian NJEs 
ASEAN 
United States 
Other developed countries 
Rest of world 

Enlarged EU 
East Asia 
Other regions 
World 

Scenario 1 

0.04 
2.15 
0.59 

-0.01 
-0.07 
-0.02 
-0.09 
0.00 

-0.01 
-0.02 

0.14 
-0.03 
-0.01 
0.02 

Scenario 

0.19 
7.93 
2.54 

-0.02 
-0.11 
-0.07 
-0.12 
-0.01 
-0.04 
-0.05 

0.57 
-0.06 
-0.03 
0.12 

Definitions of scenarios: 
Scenario 1: the removal of bilateral tariffs between the EU-15 and the CEEC-10 and the adoption 
the 1998-2005 period. This is followed by the elimination of bilateral tariffs between the EU-
countries (BRCT) and the adoption of CET by BRCT over the 2005-2015 period. The sector-sp 
openness (&,) are fixed at the baseline levels. 

Scenario 2: Scenario 1 plus a 5 percent reduction in non-monetary trade costs between the EU-
2005 period, followed by the same reduction in these costs between the EU-25 and BRCT over th 
the baseline levels. 

Scenario 3: Same as scenario 2 except that Xu are endogenous and determined by equation (2). 
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In the next scenario, we allow the sector-specific productivity factors to 
change in response to changes in sectoral export-output ratios. A 
comparison of the results in scenario 3 with those in scenario 2 shows 
that endogenizing Xu leads to an increase in welfare gains for the EU-15 
and BRCT, but not for the CEEC-10. It should be noted that the CEEC-
10's welfare and real GDP gains are larger under scenario 3 in earlier 
years (e.g., before 2005). Its export growth in some of the products 
becomes smaller after the latecomers (BRCT) accede to the EU and their 
exports to the Union increase significantly. In 2015, the CEEC-10's 
export-output ratios become smaller in scenario 3 than in scenario 2 in 
a number of sectors, including natural resources, energy, chemical 
products, metals and products, machinery, electronic equipment, other 
manufactures and services, which altogether account for a large share of 
GDP.13 

The East Asian region as a whole no longer suffers from a welfare 
loss under scenario 3 because the export-output ratios increase slightly in 
some of the key sectors, particularly in Japan and China. For example, 
Japan's export-output ratios in machinery, electronic equipment and 
services are slightly larger in scenario 3 than in scenario 2. This is 
primarily caused by an increase in exports to the EU-15, whose welfare 
and real GDP gains are larger when productivity is endogenous. The 
world welfare gain also increases when productivity becomes 
endogenous ($75.6 billion versus $53.6 billion). 

Table 6.7 presents the sensitivity of a change in the trade efficiency 
parameter Xry± on economic welfare. A change in trade efficiency 
between the EU-15 and CEECs has a large impact on their welfare gains. 
For example, the CEEC-10's welfare gains increase from 6.9 percent to 
12.4 percent when a trade cost reduction is increased from 5 percent to 
10 percent. By contrast, economic welfare of the four East Asian regions 
is barely affected by the change in the value of Aryj. 

13 The relative decline in productivity is a possible consequence of our specification. Its 
plausibility depends on whether productivity changes are derived from scale economies 
— in which case a decline is possible if output declines, or whether one believes 
productivity is more driven from learning by doing, R&D, and imitating best practice. In 
the case of the latter, productivity — once achieved — is less likely to decline. 
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Table 6.4 summarizes world trade flow adjustments resulting from 
EU accession in scenario 3, which combines an enlargement of the 
customs union and a 5 percent reduction in trade costs among the EU-15, 
CEEC-10 and BRCT assuming endogenous productivity. The 
adjustments are expressed as percent deviations from the baseline for the 
year 2015. Not surprisingly, intraregional trade within the enlarged EU 
would increase drastically. For example, the EU-15's exports to the 
CEEC-10 and BRCT would be 52.4 and 42.3 percent higher, whereas the 
CEEC-10 and BRCT's exports to the EU-15 would be 74.8 and 53.9 
percent higher, under this scenario compared with the baseline in 2015. 
The reductions in East Asian countries' exports to the EU-15 appear to 
be relatively small in percentage terms. In order to determine whether the 
accession of CEECs to the EU would induce substantial trade diversion 
in some products, however, it is necessary to examine the results on trade 
flows by product category. 

Table 6.5 provides trade flow adjustments for eight selected products 
under scenario 3 in 2015. The results are reported for three aggregate 
regions (enlarged EU, East Asia, and other regions) as well as for the 
world. In four of the eight products (i.e., processed food, textiles, apparel 
and transport equipment), East Asia's exports to the enlarged EU region 
decline substantially.14 The most notable sector is apparel, where its 
exports to the EU-29 (the EU-15, CEEC-10 and BRCT) would decline 
by 25.3 percent. Among East Asian countries, China would be 
particularly hit hard by a drastic fall in apparel exports because of its 
relatively large export share of this product (Table 6.2). 

In many products, East Asia's exports to the EU-29 are affected very 
little. For example, its exports of metals and products and electronic 
equipment to an enlarged EU would decline by only 0.2 and 1.0 percent, 
respectively. Other products with small reductions in East Asia's exports 
to the EU-29 include chemical products and machinery. 

Although not included in Table 6.5, EU enlargement would also lead to significant 
trade diversion in 'other agriculture.' 



Table 6.4. World Trade Flow Adjustments under Scenario 3 (percent deviatio 

Exporting region 

EU-15 
CEEC-10 
Acceding and candidate 
countries (BRCT) 
Japan 
China 
Asian NEs 
ASEAN 
United States 
Other developed countries 
Rest of world 

Enlarged EU 
East Asia 
Other regions 
World 

EU-15 

-3.2 
74.8 
53.9 

-1.4 
-4.6 
-1.4 
-2.2 
-1.1 
•0.8 
-1.8 

3.4 
-2.6 
-1.3 
1.2 

CEEC-10 

52.4 
23.9 
54.7 

2.8 
6.5 

-1.0 
6.3 
7.4 
7.0 
0.6 

48.0 
3.2 
3.3 

33.8 

BRCT 

42.3 
19.2 
49.3 

-18.7 
-3.8 

-10.3 
-11.4 
-2.2 
-2.9 
-1.2 

40.8 
-10.2 
-1.7 
21.1 

Japan 

-0.3 
-24.3 
-10.1 

0.4 
0.0 
0.1 
0.1 
0.0 
0.3 

-1.9 
0.2 
0.1 

-0.3 

Importing region 

China 

-0.8 
-22.1 
-8.7 

-0.1 
-0.1 
-0.3 
-0.2 
-0.2 
-0.5 
-0.2 

-1.5 
-0.2 
-0.3 
-0.4 

Asian 
NIEs 

-0.7 
-20.5 
-10.0 

-0.1 
0.3 
-0.1 
0.0 
-0.1 
-0.2 
0.1 

-1.8 
0.0 
-0.1 
-0.3 

AS 



Table 6.5. Trade Flow Adjustments for Selected Products und 
deviations from the baseline for the year 2015) 

Panel A 

Exporting 
region 

Enlarged EU 
East Asia 
Other regions 
World 

Enlarged 
EU 

1.9 
2.3 
2.7 
2.4 

Natural 

East 
Asia 

-3.8 
0.1 

-0.2 
-0.2 

Importing region and sector 

resources 

Other 
regions 

-5.5 
0.6 
0.3 

-0.3 

World 

-0.1 
0.5 
0.9 
0.7 

Enlarged 
EU 

15.2 
-9.0 
-5.5 
9.2 

Panel B 

Exporting 
region 

Enlarged EU 
East Asia 
Other regions 
World 

Enlarged 
EU 

14.9 
-8.6 
-8.8 
7.8 

Importing region and sector 

Textiles 

East 
Asia 

-0.6 
-1.5 
-1.7 
-1.5 

Other 
regions 

0.6 
-1.0 
-1.3 
-0.7 

World 

10.7 
-2.1 
-3.3 
1.9 

Enlarged 
EU 

54.1 
-25.3 
-30.5 
13.8 



Table 6.5 (Continued) 

Panel C 

Exporting 
region 

Enlarged EU 
East Asia 
Other regions 
World 

Enlarged 
EU 

6.4 
-0.2 
-1.1 
4.2 

Importing region 

Metals and products 

East 
Asia 

-3.1 
0.2 
0.0 

-0.3 

Other 
regions 

-2.3 
0.4 
0.2 

-0.4 

World 

3.5 
0.2 

-0.2 
1.3 

and sector 

Ele 

Enlarged 
EU 

4.7 
-1.0 
-1.4 
1.8 

Panel D 

Exporting 
region 

Enlarged EU 
East Asia 
Other regions 
World 

Enlarged 
EU 

15.1 
-11.7 
-13.7 

8.2 

Importing region 

Transport equipment 

East 
Asia 

0.0 
-0.2 
-0.8 
-0.4 

Other 
regions 

1.0 
-0.3 
-0.5 
-0.1 

World 

10.8 
-2.6 
-2.6 
3.2 

and sector 

Enlarged 
EU 

5.2 
0.7 
0.0 
3.5 

O 
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In natural resources and other manufactures, its exports to an enlarged 
EU are predicted to increase by 2.3 and 0.7 percent, respectively.15 

Although not shown in Table 6.5, East Asia's exports to the EU-29 are 
predicted to increase somewhat in three other product groups: crops, 
energy and services. Thus, the impact of EU enlargement on East Asia's 
trade adjustments is quite small for a large number of products. 

Effects on Sectoral Output 

While the aggregate welfare and trade results are of interest in 
themselves, the most useful results are at the industry level, where 
structural adjustments and resource reallocations occur in response to 
policy changes. Because sectoral interests can exert significant influence 
on policy negotiations, the sectoral results would be most important for 
political economy considerations. In this section we examine the effects 
of EU enlargement on sectoral output. 

Table 6.6 summarizes output adjustments for the 15 sectors under 
scenario 3 in 2015. Before examining the results, it should be noted that 
the effects on textiles and apparel might be overstated because we did not 
incorporate the Uruguay Round's Agreement on Textiles and Clothing in 
the baseline scenario. Overall, sectoral output adjustments are very large 
for the CEEC-10 and BRCT mainly because these regions depend very 
heavily upon trade with the EU-15, which increases drastically as they 
accede to the Union. By contrast, sectoral adjustments are substantially 
smaller for the EU-15 because its trade with the CEEC-10 and BRCT 
constitutes only 5-6 percent of its total trade. 

The magnitude and direction of changes in sectoral output depend 
upon a number of factors, including pre-accession tariff rates and ad 
valorem equivalents of nontariff barriers, the export-output ratios, the 
import-demand ratios, and the elasticities of substitution between 
domestic and imported products. The trade barriers in 1997 were 
relatively high in crops, other agriculture, processed food, textiles and 
apparel. In the CEEC-10, the export-output ratios in the same year were 

As shown in Table 6.2, the export shares of natural resources are extremely small in all 
EU and East Asian regions. Thus, a 2.3 percent increase in East Asia's exports to the EU-
29 is negligible. 
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relatively high in electronic equipment (57 percent), apparel (53 percent), 
machinery (52 percent), textiles (43 percent) and transport equipment (43 
percent), whereas the import-demand ratios for the same year were 
relatively high in electronic equipment (64 percent), machinery (63 
percent), textiles (55 percent), transport equipment (50 percent) and 
chemical products (48 percent). In BRCT, the export-output ratios were 
highest in apparel (56 percent), followed by textiles (36 percent), 
machinery (24 percent) and metals and products (21 percent), whereas 
the import-demand ratios were highest in machinery (57 percent), 
followed by electronic equipment (36 percent), transport equipment (36 
percent) and textiles (29 percent). 

In both the CEEC-10 and BRCT, the apparel sector would expand 
substantially largely because the EU-15, CEEC-10 and BRCT all had 
relatively high pre-accession protection rates and both regions have a 
comparative advantage in this sector vis-a-vis the EU-15. Output of 
textiles in BRCT would increase significantly for the same reasons, but 
that in the CEEC-10 would also increase despite the fact that it does not 
appear to have comparative advantage in textiles. A relatively large 
increase in output of textiles in the CEEC-10 may be explained by a 
relatively large reduction in the price of imported textile materials 
(intermediate inputs) resulting from the removal of trade barriers on 
imports from the EU-15 and BRCT, leading to substantial domestic cost 
reductions and increased competitiveness. 

The sectors that would experience contractions in output usually 
result from large import penetrations within the enlarged EU. For 
example, output of transport equipment in BRCT would decrease 
substantially mainly because its imports, which are more than four times 
its exports, are predicted to increase drastically following the accession. 
Another important factor is that an increase in demand for capital and 
labor in the expanding sectors would bid up factor prices. The services 
sector in the CEEC-10 and BRCT would contract primarily because of 
increases in factor prices. 
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Turning to sectoral output adjustments in the four East Asian regions, we 
find that percentage changes in output exceed 1 percent only in the 
textiles and apparel sectors in China, Asian NIEs and ASEAN. In all 
other sectors, output adjustments are less than 1 percent. Because the 
effects of EU enlargement on sectoral output in East Asian countries are 
extremely small, industry lobbies from these countries are likely to sit 
quietly. 

Concluding Remarks 

In this chapter, we have used a dynamic CGE model to examine the 
consequences of EU enlargement on economic welfare, trade flows and 
sectoral output of the EU-15, the new member states, the acceding and 
candidate countries, and East Asian countries. A standard result in this 
class of analysis is that the poorer and smaller region in the formation of 
a free trade area or customs union tends to gain significantly more in 
overall welfare than the larger and richer region. The impact on the 
existing EU-15 yields at best an increase of 0.3 percent of real income, 
whereas the impact on the CEEC-10 varies from 2.2 to 7.9 percent gains, 
and on the BRCT countries from 0.6 to 3.0 percent gains. Our policy 
scenarios exclude the impact of increased capital mobility, which — as 
in the case of Mexico's joining NAFTA, or Spain and Portugal joining 
the EU — may have much greater effects than the removal of tariffs. 
However, it will be difficult to identify this impact precisely because 
much of the capital movement into Eastern Europe can also be attributed 
to the region's transition to a market economy. The welfare effects on 
non-member economies are small, though ASEAN and possibly China 
— perhaps the greatest direct competitors with East European producers 
— will be harmed the most. 

The results also show that the reduction in frictional trade barriers 
could be more important at the macro-level than tariffs themselves. For 
the CEEC-10 and BRCT, the welfare gains increase by a factor of 3.7 
and 4.3 respectively when a 5 percent reduction in frictional trade costs 
are incorporated in the policy-reform scenario, and even greater impacts 
occur with a more significant reduction in these costs. The incorporation 
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of a linkage between productivity and openness has a more modest 
impact and is an area that would require more detailed sectoral and firm-
level analysis. 

The results clearly indicate that East Asia will lose export revenues 
— particularly in the enlarged EU-29, but also globally. The sectors 
facing the greatest threat are those where Central and Eastern Europe is 
likely to be very competitive with East Asian producers — processed 
food, textiles, apparel and transport equipment. This will mostly affect 
the low- and lower middle-income countries of ASEAN and China. East 
Asian exporters will hold up well in metals and metal products and 
electronic equipment — the latter, of course, is the high-growth sector 
globally, with linkages to high productivity growth. 

* * * 

Table 6.7. Appendix — Sensitivity of Changes in the Trade Efficiency 
Parameter to the Welfare Results for Scenario 3 (percent deviations from the 
baseline in 2015) 

Region 

EU-15 
CEEC-10 
Acceding and candidate 
countries (BRCT) 
Japan 
China 
Asian NIEs 
ASEAN 
United States 
Other developed countries 
Rest of world 

Enlarged EU 
East Asia 
Other regions 
World 

2.5% 

0.16 
4.33 
1.91 

0.02 
0.01 
0.00 

-0.10 
0.05 
0.00 

-0.01 

0.38 
0.00 
0.02 
0.11 

Trade cost reduction 

5% 

0.25 
6.90 
2.95 

0.02 
0.01 

-0.01 
-0.11 
0.06 
0.00 

-0.02 

0.60 
0.00 
0.03 
0.17 

10% 

0.44 
12.36 
5.16 

0.03 
0.02 

-0.03 
-0.14 
0.08 

-0.01 
-0.04 

1.07 
0.00 
0.03 
0.29 
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CHAPTER 7 

SMALL CHANGE: A CRITICAL EXAMINATION OF THE 
ECONOMIC RELATIONSHIP BETWEEN SOUTH ASIA AND 

THE EUROPEAN UNION 

Jonathon W. Moses and Maggi Brigham* 

South Asia constitutes one of the world's poorest regions. By contrast, 
the European Union (EU) is one of the richest. This chapter examines the 
nature of the economic relationship between these two different regions 
from the perspective of South Asia. In other words, we examine how 
South Asia's economic relationship with the EU contributes to economic 
growth and the alleviation of widespread poverty. 

National policies for economic growth and development in South 
Asia today rest, in large part, on three pillars: trade, investment and mi
gration. This has not always been the case, as South Asian markets were 
relatively protected before the mid 1980s. While individual countries 
could liberalize even more, South Asia as a whole has strived to develop 
export platforms that can better exploit their comparative advantages; 
they have liberalized domestic capital markets with an eye at encourag
ing foreign investors; and they have actively encouraged short-term labor 
emigration. All in all, countries in South Asia rely increasingly on for
eign labor-, capital- and goods markets as a means for reducing domestic 
poverty and high unemployment levels while encouraging economic 
growth and development. As one of the richest regions of the world, we 
might expect the EU to figure prominently in the development designs of 
South Asian policy-makers. Although it is unreasonable to expect the EU 
to bear responsibility for South Asian poverty and underdevelopment, we 

* We acknowledge the helpful comments of Indra de Soysa. Obviously, any errors or 
shortcomings that remain herein are our own doing. 
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assume that it has a moral commitment to open its markets, in order that 
South Asia might pull itself out of its poverty. This commitment should 
be especially strong, given the colonial ties that once bound South Asia 
to Europe's individual member states. Unfortunately, our study reveals a 
remarkably modest role played by EU-markets in accommodating South 
Asia's exports. 

This study proceeds in five steps. We begin with some theoretical re
flection. While policy-makers in South Asia recognize that migration 
complements trade and investment as important tools in each country's 
development basket, economic theoreticians — true to form — cannot 
agree whether migration complements (or substitutes for) trade and fi
nancial flows. This section discusses how we might conceptualize the 
relationship between different types of economic integration and their 
effect on development. 

The main body of the paper is empirical and is itself divided into four 
parts. The first part describes South Asia with a brief overview of eco
nomic conditions in the individual countries that make up the region: 
Bangladesh, Bhutan, India, the Maldives, Nepal, Pakistan and Sri Lanka. 
As the quality of data varies substantially across countries, the remaining 
sections will mostly discuss developments with reference to the first four 
countries. This discussion is separated into three distinct categories: 
trade, investment and migration. 

Theoretical Backdrop 

Trade-based approaches to economic development are increasingly 
common, so we see little point in describing the posited mechanisms that 
link international trade to national economic development.1 Our more 
immediate concern is to sketch the ways in which economists perceive of 
the role played by migration in this process, as migration has become 
increasingly important in recent years. Despite this increased importance, 
migration's role in international factor price equalization and/or for the 
process of development is under theorized and studied. 

1 For a review, see McCulloch, Winter and Cetera (2001). 
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In this light, there are two theoretical perspectives from which we 
might survey the nature of South Asia's economic relationship to the 
European Union. The first is more common and is already familiar to 
most students of economics: neo-Ricardian trade theory associated with 
Eli Heckscher, Bertil Ohlin and Paul Samuelson. We call this a trade-
based approach to economic development, and it arguably dominates 
today's development agenda. The second approach is less familiar and 
more radical: a migration-based approach to development. 

Due to the general nature of this project (comparing two diverse re
gions), the lack of systematic data across countries, and the remarkable 
dearth of economic exchange between the two regions, these theoretical 
approaches will not be tested in any rigorous fashion in the pages that 
follow. Rather, we use these approaches to guide an empirical descrip
tion of the relationship between these two regions and to help us better 
understand why policy-makers in South Asia today, if often implicitly, 
employ both approaches in their drive to economic development. 

Trade-Based Frameworks 

In a now classic paper, Mundell (1957) used a Heckscher-Ohlin frame
work to show how trade and international factor mobility could substitute 
for one another. While this neo-Ricardian framework has proved ineffec
tive at explaining the bulk of world trade (among industrialized coun
tries), it does an adequate job of explaining North-South trade. This, in 
itself, has provided great comfort to academics and policy-makers in the 
developed world, as it has legitimized the erection of substantial barriers 
to immigration from the developing world. In short, international trade is 
seen as a tide that can lift all boats (both rich and poor) on the basis of 
comparative advantage. Because of this, international migration is un
necessary: trade itself can reduce the rich-poor wage differentials that are 
often assumed to drive international migration. Similar substitution ef
fects are seen to exist between trade and capital flows. 

On the other hand, several authors have shown that by changing some 
of the underlying assumptions in the Heckscher-Ohlin framework, mi
gration, trade and capital flows (including foreign aid) could complement 
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one another.2 While some of these assumed conditions would seem more 
relevant to understanding North-North trade (e.g., economies of scale 
and sector-specific technological differences), others are directly relevant 
to understanding North-South relations (e.g., the potential costs of migra
tion and constraints on credit). For example, under the conditions de
scribed by Markusen (1983), free trade without factor mobility does not 
bring about factor-price equalization, as the relatively high-priced factor 
in each country is the one used intensively in the goods being exported. 
Hence, factor mobility is seen to increase the supply of the factor that is 
used intensively in the goods being exported, which results in an increase 
in the volume of trade.3 

Indeed, the Heckscher-Ohlin framework (with migration costs and 
financing constraints) does seem to explain the sort of trade flows, mi
gration flows and wage convergence that occurred in the Atlantic econ
omy prior to World War I. The recent work by a handful of economic 
historians has documented the remarkable convergence of European and 
American wages that resulted from economic integration across all three 
fronts (trade, investment and migration).4 

To conclude, trade-based approaches assume that economic integra
tion will benefit both rich and poor countries and each recognizes that 
different groups will benefit (and suffer) from increased integration. 
These approaches differ in terms of the role played by factor mobility as 
a complement to trade. For some, trade by itself may be insufficient for 
economic development. 

Migration-Based Frameworks 

Another, more radical, approach focuses squarely on the role of migra
tion for alleviating economic and political ailments in the developing 
world. As this approach is largely inspired by the historical accounts of 

2 This issue is examined in Markusen (1983) and Wong (1983). See also Jones and Neary 
(1994), Razin and Sadka (1995), Markusen and Melvin (1981), and Markusen and Svens-
son (1985). 
3 Alternatively, factor mobility is seen to decrease the supply of the factor that is used 
intensively in the goods being imported into a country. 
4 E.g., Hatton and Williamson (1992) and O'Rourke and Williamson (1995); Williamson 
(1995); and O'Rourke, Taylor and Williamson (1996). 
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economic convergence prior to WWI (described above), it tends to as
sume (implicitly) that migration complements trade and investment. Its 
focus, however, is on the relative lack of international migration in the 
postwar period, and how this may have stifled the potential development 
benefits from trade. 

Generally, migration can influence international development in four 
inter-related ways. First, international migration allows for a more effi
cient matching of international supplies and demand for labor. This gen
erates enormous efficiency gains internationally, as described in the 
paragraph that follows. Second, emigration tightens the sending country 
labor markets (albeit often at the regional, not national, level), strength
ening the bargaining position of the labor that remains.5 Third, immigrant 
labor provides a large and dependable source of development capital in 
the form of remittances. Finally, returning migrants bring capital, skills 
and market access that benefit the sending economy.6 

One wing of this approach is highly stylized and draws from the in
fluential (and provocative) work by Hamilton and Whalley (1984) to 
show the potential economic gains from a more liberal international mi
gration system. Using computable general equilibrium models, recent 
work has suggested that the efficiency gains from free migration could 
absolutely dwarf the gains from other, more traditional, development 
approaches.7 For example, Moses and Letnes (2004) find that even a 
small liberalization of international migration restrictions can yield sub-

5 The logic here is akin to that of the Nobel laureate, Arthur Lewis' (1954) two-sector 
approach, but backwards. Lewis was interested in how to attract labor from the agricul
tural to the industrial sector (and how high industrial wages had to be in order to do this). 
In this context we are interested in how much wages in the sending country need to in
crease in order to stave off potential emigration. 
6 The traditional argument for countering international migration builds on posited 'brain 
drain' effects. However, recent work suggests that these concerns may be exaggerated. 
Either way, most migration from South Asia is in the form of unskilled labor, where 
concerns about brain drain are not particularly relevant. Conversely, the recent hyperbole 
about 'outsourcing' to India in the 2004 US presidential elections suggest that South 
Asian concerns about brain drain may be overblown. For more on development and 
migration, see Massey (1988) and Skeldon (1997). For a brief introduction to the new 
revisionist work on brain drain, see Faini (2005). 
7 E.g., Winters (2002); Iregui (2005); and Moses and Letnes (2004, 2005). 
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stantial gains: they estimate that a 10 percent increase in international 
migration corresponds to an efficiency gain of about 774 billion (1998) 
dollars! 

This section is meant to show how migration can be seen as an inte
gral part of South Asia's development strategy, and to illustrate how 
some theoretical frameworks have managed to ignore the subject for so 
long. Recently, policy-makers and academics alike have come to recog
nize the significant and stabilizing role played by migration remittances 
(see, e.g., Kapur and McHale 2003 and World Bank 2003) and interna
tional organizations have come to embrace the potential of temporary 
migration (e.g., the WTO has introduced temporary migration to the 
international trade agenda — so-called Mode 4 trade). 

South Asia and its Relationship to the EU 

The Asian Development Bank describes South Asia in terms of eight 
states: Afghanistan, Bangladesh, Bhutan, India, Maldives, Nepal, Paki
stan and Sri Lanka. With the exception of Afghanistan, these states are 
the signatories of the South Asian Association for Regional Cooperation 
(SAARC), which was formed in 1985 to promote economic, social and 
cultural development across the region. 

Poverty is the most common (and obvious) defining characteristic of 
the countries of South Asia. In addition, the region's sheer demographic 
size draws attention. The countries of South Asia constitute 22.5 percent 
of the world's population, totaling 1,395 million people (see Table 7.1). 
However, among this group there are important differences separating 
the most populous (India) from the least populous (the Maldives) states. 
Worst, the region's population is growing at almost twice the rate of the 
world's annual average. Indeed, only Sri Lanka seems to have turned the 
demographic corner, while Bangladesh and India have only recently 
entered the fertility-declining phase of the demographic transition. 



Table 7.1. General Economic Features 

Afghanistan 

Bangladesh 

Bhutan 

India 

Maldives 

Nepal 

Pakistan 

Sri Lanka 

South Asia 

WORLD 

Millions 

21.8 

131.2 

0.7 

1,055.0 

0.3 

23.7 

143.7 

19.0 

1,395.4 

6,198.3 

Population, 

% world 

0.35 

2.12 

0.01 

17.02 

0.00 

0.38 

2.32 

0.31 

22.51 

100.00 

2002 

Annual growth 
rate, 2001-2 

1.7 

1.5 

2.4 

1.8 

1.6 

2.0 

2.2 

1.5 

1.8 

1.0 

GDP gr 

1994-97 

-
4.6 

6.3 

7.7 

7.6 

5.6 

5.3 

4.8 

7.1 

Sources: Asian Development Bank (2004b); and RIS (2004: 21). 
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Over the past decade or so, the South Asian economies have embarked 
upon major reforms aimed at liberalizing their external (and, increas
ingly, their domestic) sectors. While the relationship between these re
forms and economic growth is complicated and unclear,8 what is clear is 
that the annual GDP growth rate in South Asia has declined over the 
same period: averaging 7.1 percent annually in the period 1994-97, fal
ling to 5.2 percent in the 1997-2001 period, and falling further to 4.6 
percent in most recent years.9 In 2001, the aggregate GDP for the 
SAARC region was €711 billion, or €538/capita (DG TRADE 2002). 

Consequently, the region suffers from a dismal human development 
profile, as exhibited in Table 7.2: about 41 percent of the region's popu
lation finds itself below the income poverty line, as defined by 1 
US$/day (1993 PPP US$). About one third of the populations of Bangla
desh, Pakistan and India are estimated to live below the poverty level, as 
defined in each country. Indeed, on average, South Asian countries rank 
relatively low on the UNDP's Human Development Index (HDI): only 
the Maldives, Sri Lanka and India are defined as Medium Human Devel
opment countries, the others find themselves toward the bottom of the 
UNDP's HDI country ranking (i.e., in the category 'Low Human Devel
opment'). 

The result is a regional population mired in poverty and facing a 
number of intimidating challenges. These include an enormous popula
tion (of 1.4 billion people, 60 percent of whom are working-age); a labor 
force participation rate that is only about 60 percent of the working age 
group; employment growth rates across the region that are lower than 
both GDP and labor force growth rates (and a labor market that is char
acterized by pervasive unemployment, especially among the young and 
educated); and the region continues to be swamped by poverty and illit
eracy (Mahbub Ul Haq Human Development Centre 2004). 

8 See Round and Whalley (2002) for a discussion of the potential linkage mechanisms 
between trade liberalization and poverty reduction in South Asia. 
9 Recent projections by the World Bank suggest that this trend will change in the near 
future, because — in part — of the influence of massive remittance inflows (World Bank 
2003). 



Table 7.2. Human Development Profiles 

Population below income poverty line (%) 
• $1 a day (1993 PPP US$) 1983-2000 
• national poverty line 1997-2000 

Population without access to health service, 1995 
• number (millions) 
• % of total population 

Population without access to safe water, 2000 
• number (millions) 
• % of total population 

Population without access to sanitation, 2000 
• number (millions) 
• % of total population 

Dliterate adults, 2000 
• number (millions) 
• % of total adult population 

Illiterate female adults, 2000 
• number (millions) 
• % of total adult female population 

Child malnutrition (weight for age), 2000 
• % of children under 5 

Under 5 mortality rate (per 1000 live births), 2000 
People living with HIV/AIDS, 2001 

• Adult (% age 1-49) 
UNDP Human Development Index, 2002 

• Score 
• Ranking 

India 

44.2 
26.1 

143 
15 

122 
12 

700 
69 

434 
42.8 

270 
55 

47 
96 

0.79 

.577 
124 

Pakistan 

31 
34 

63 
45 

17 
12 

54 
39 

78 
56.8 

48 
72 

38 
110 

0.11 

.499 
138 

Bangladesh 

29.1 
35.6 

68 
55 

4 
3 

61 
47 

76 
58.7 

44 
70 

61 
82 

<0.1 

.478 
145 

Nepal 

37.7 
42 

-
5 
19 

18 
73 

14 
58.2 

9 
76 

47 
100 

0.49 

.49 
142 

Sri Lanka 

6.6 
25 

1.3 
7 

3 
17 

3.2 
17 

1.6 
8.4 

1 
11 

33 
19 

<0.1 

.741 
89 

Bhut 

-
-

0.6 
35 

0.8 
38 

0.7 
31 

-
-

-
-

-
100 

<0. 

.49 
140 

Source: RIS (2004: 94); UNDP (2002). 

Notes: See original sources for further clarification and detail. 
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The Relationship Defined 

This paper addresses the nature of the economic relationship between 
South Asia and the European Union. To be perfectly honest, it is an ex
aggeration (or perhaps premature) to speak of a relationship here. There 
are remarkably few formal links at the level of regional organizations 
(although nation-state links, steeped in history, continue to be important 
for individual member states in both regions). As we shall discuss in the 
empirical section that follows, the level of economic integration between 
these two regions is surprisingly small.10 Having said this, the EU has 
made official offers of assistance and cooperation,11 and SAARC coun
tries depend increasingly on the export markets of the world, including 
(but not confined to) those of EU-member states. 

Indeed, Europe's institutional attention seems to be placed elsewhere 
in Asia. In the early 1990s, as the Asian tiger economies began to experi
ence double-digit economic growth, Europe's interest in Asia increased 
phenomenally. Within the EU, at a number of levels, one could find a 
growing awareness of the need to intensify and deepen Europe's rela
tionship with Asia on a number of fronts (economic, political, strategic, 
etc.). Toward that end, the European Commission submitted a communi
cation to the Council of Ministers on the need for a new Asian strategy in 

On the other hand, this level of integration is not too surprising when we consider that 
the SAARC countries themselves have not come very far in their own internal economic 
integration. 
11 Of course, the European Union has maintained cooperation agreements with SAARC 
member countries before the formation of SAARC. At the formation of SAARC, the 
European Parliament (EP) expressed its intention for economic cooperation. In October 
1988, the EP adopted a resolution in which it called the Commission to contact the 
SAARC institution and the member countries in order to examine possibilities of coop
eration and completing a cooperation agreement with SAARC. SAARC countries, how
ever, showed little interest at the time, arguing that they needed to establish better links 
within the region before establishing them with third parties (Quddus 2001: 66). As a 
consequence, the EU's relationship to SAARC is limited to signing a 1996 Memorandum 
of Understanding with the SAARC Secretariat, offering them technical assistance. There 
were two main results of this otherwise limited co-operation: the inclusion of SAARC in 
the General System of Preferences (GSP) Cumulative Clause of the Rules of Origin and 
an exploratory mission in the autumn of 1999 to launch an assistance program ('Assisting 
SAARCs Integration Process'). 
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order to maintain Europe's leading role in the world economy (European 
Commission 1994). 

These concerns were heightened when the Asia Pacific Economic 
Council (APEC) held its first summit in Seattle, in 1993. When it was 
launched in 1989, APEC had been largely ignored by Europe. Now that 
world leaders were gathering to discuss Asia's economic potential, 
Europe saw itself increasingly isolated from developments in Asia. In
deed, the European Commission sought, but did not receive, formal rep
resentation at the Seattle summit. 

Europe's response to this institutional lacuna was the 1996 launching 
of the Asia Europe Meeting (ASEM), which brought together 26 Euro
pean and Asian partners in a dialogue that covers political, economic and 
cultural affairs.12 For us, the most noteworthy aspect of the ASEM is the 
absence of representation from any South Asian countries. Although the 
ASEM is meant to capture and strengthen Europe's relationship to Asia, 
South Asia is not included amongst its members. 

This paper describes the nature of the economic relationship between 
the European Union and the states of South Asia, all of whom find them
selves outside of the ASEM framework. Unfortunately, the neglect of 
this relationship is not confined to regional agreements such as the 
ASEM. There is surprisingly little work done, and data collected, on the 
nature of the economic relationship between South Asia and Europe. As 
a result, the remainder of the paper is largely descriptive and exploratory. 

Trade 

Since the mid 1980s, the liberalization of foreign trade has become a 
fundamental part of South Asia's economic development strategy; each 
country in the region undertook unprecedented reforms. This new em
phasis is clearly shown in the reduction of tariff rates across South Asia 

On the European side the membership includes the European Commission and the 
(then) 15 Member States of the European Union — Austria, Belgium, Denmark, Finland, 
France, Germany, Greece, Ireland, Italy, Luxembourg, Netherlands, Portugal, Spain, 
Sweden and the United Kingdom. The Asian side has ten partners, seven from South East 
Asia - Brunei, Indonesia, Malaysia, the Philippines, Singapore, Thailand and Vietnam 
and three from East Asia — China, Japan and the Republic of Korea. See O'Brien (2001) 
for a description and overview. 



254 Jonathon W. Moses and Maggi Brigham 

during the 1990s (RIS 2004: 19), as well as in the region's growing trade 
shares. While trade represented just 41.2 percent of South Asia's GDP in 
the mid 1980s, it rose to over 71.4 percent in the new millennium. Of 
course, these aggregate figures conceal large differences across the re
gion: differences that we should expect to see with country size (i.e., 
smaller countries such as the Maldives and Bhutan rely much more heav
ily on trade than does the largest country, India). The general picture, 
however, is one of a region that has become increasingly integrated in 
the world's trading economy. 

These rising trade shares resulted from an unprecedented growth in 
the value of both exports and imports across South Asia since 1992 
(combined with a drop in GDP as shown in Table 7.3, below). Over the 
past twenty years, SAARC member countries have managed to increase 
their level of both imports (from 17,509 million ECU/euros in 1980 to 
83,940 million in 2001) and exports (from 9,046 million ECU/euros in 
1980 to 72,268 million in 2001). In doing so, the region's share of world 
trade has improved (while its share of world imports has dropped from 
1.7 percent to 1.5 percent, the region's share of world exports has actu
ally increased from 0.9 percent to 1.4 percent) (DG TRADE 2002). 
While the growth is encouraging, it totals to a pittance: a world export 
share of 1.4 percent is not very encouraging for a region that is home to 
about 23 percent of the world's population!13 

Unfortunately, the European share of South Asia's exports is only a 
little bit larger. According to the EU's statistical yearbook of external EU 
trade (European Communities 2002), only four countries from South 
Asia have any measurable trading relationship with EU member states: 
India, Pakistan, Bangladesh and Sri Lanka, and the extent of these rela
tionships are shown in Table 7.4. 

13 Given the enormous size of India's domestic market, and the region's traditional em
phasis on inward-looking development strategies, it is somewhat misleading to use world 
per capita trade shares. Having said this, however, the region's world trade share is still 
remarkably small. 
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Table 7.3. South Asian Trade Shares (as % of GDP) 

Bangladesh 

Bhutan 

India 

Maldives 

Nepal 

Pakistan 

Sri Lanka 

SAARC average 

1985-87 

24.7 

61.5 

14.1 

60.3 

31.9 

34.0 

61.9 

41.2 

1990-92 

19.8 

75.1 

18.8 

88.5 

36.3 

37.5 

68.4 

49.2 

1996-98 

30.5 

76.2 

25.5 

167.1 

59.6 

36.4 

79.2 

67.8 

2000-2001 

35.5 

89.5 

29.8 

168.9 

55.1 

35.8 

85.4 

71.4 

Source: RIS (2004). 

Table 7.4. EU Trade with South Asia (million ECU/Euros, and % share in 
parentheses) 

India 

Pakistan 

Bangladesh 

Sri Lanka 

S Asian total 

Total EU 

1980 

2,432 

(1.10) 

929 

(0.40) 

349 

(0.10) 

298 

(0.10) 

3,918 

(1.86) 

211,124 

Exports 
1990 

6,408 

(1.60) 

1,528 

(0.30) 

416 

(0.10) 

368 

(0.00) 

8,720 

(2.23) 

390,555 

2000 

13,384 

(1.40) 

1,918 

(0.20) 

701 

(0.00) 

1,580 

(0.10) 

17,583 

(1.87) 

942,044 

1980 

1,840 

(0.60) 

465 

(0.10) 

157 

(0.00) 

234 

(0.00) 

2,696 

(1.01) 

268,036 

Imports 
1990 

4,765 

(1.00) 

1,555 

(0.30) 

523 

(0.10) 

479 

(0.10) 

7,322 

(1.67) 

439,411 

2000 

12,372 

(1.10) 

2,621 

(0.20) 

3,091 

(0.20) 

1,907 

(0.10) 

19,991 

(1.93) 

1,033,436 

Source: European Communities (2002: Table 2B). 
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The largest European trade partner, India, captured just 1.1 percent of 
Europe's imports in the year 2000. Indeed, together, South Asian states 
delivered just under 2.0 percent of Europe's imports in the year 2000 
(and imported about the same amount from Europe!). In 2003, when we 
can measure the European market in terms of 25 member states (EU25), 
the SAARC share has remained about the same: 2.5 percent of EU25's 
imports and 2.2 percent of EU25's exports (DG TRADE 2004). 

Table 7.5 provides a glimpse of how European markets play an im
portant, but not the sole, destination for South Asian exports. As a whole, 
in the year 2002, European markets captured just 25.3 percent of South 
Asian exports to the world. However, this share has dropped from where 
it was a decade earlier in 1990 (29.9 percent). The US share of South 
Asian exports, by contrast, have grown significantly over the same pe
riod, from 16.3 percent to 24.7 percent, with sizeable increases across all 
countries (the exception being Bangladesh, where the US share actually 
fell).14 

When we break down this trade into product groups, we see that 
European countries tend to import mostly textiles and clothing from 
South Asia (worth €10,598 million in 2001), followed by agricultural 
products (worth €2,134 million in 2001), chemical products, machinery, 
transportation material and energy. Even in the sector where South Asian 
imports to Europe are strongest (textiles and clothing), SAARC imports 
constituted only 14.5 percent of the EU's total import of these products 
(DG TRADE 2002). Two years later, with the European market extended 
to include 25 member states, SAARC s share has, if anything, gotten 
worse. While the regional balance of trade in transport, energy and 
chemical products has stayed about the same, the trade deficits in South 
Asia's most important export sectors (textiles and clothing, machinery 
and agricultural products) has gotten worse (DG TRADE 2004). 

14 To give the reader a rough indicator of the relative size of these two important markets, 
the US GDP in 2001 was US$11.2 trillion (in current prices), while the comparative 
figure for the EU15 was $8.7 trillion. See 
http://www.eurunion.org/profile/EUUSStats.htm. 

http://www.eurunion.org/profile/EUUSStats.htm


Table 7.5. Direction of South Asian Exports (% of t 

To: 
From: 
Afghanistan 
Bangladesh 
Bhutan 
India 
Maldives 
Nepal 
Pakistan 
Sri Lanka 
South Asia 

DMCs 
1990 
14.3 
8.6 
-

11.3 
38.5 
11.6 
17.2 
9.1 
12.3 

2002 
57.6 
4.7 
-

16.4 
28.9 
49.7 
15.6 
7.5 
15.2 

China 
1990 
0.4 
1.5 
-

0.1 
0.0 
2.3 
1.2 
0.2 
0.4 

2002 
0.1 
0.2 

-
4.2 
0.0 
0.9 
2.4 
0.2 
3.3 

Japan 
1990 
1.5 
3.9 
-

9.3 
8.5 
0.8 
8.2 
5.4 
8.4 

2002 
1.6 
1.0 
-

3.8 
7.5 
1.1 
1.4 
3.5 
3.2 

US 
1990 
3.4 
30.5 

-
15.1 
24.2 
23.4 
12.4 
25.9 
16.3 

2002 
4.3 
27.6 

-
22.9 
50.7 
28.0 
24.5 
40.8 
24.7 

Source: Asian Development Bank (2004a: 287, Table All) . 

Note: DMC stands for "Developing Member Country" of the Asian Development Bank. 
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For its part, the EU exports a variety of goods to SAARC countries, in
cluding machinery (€4,733 million in 2001) and chemical products 
(€2,039 million in 2001), followed by transportation material, agricul
tural products, textiles and clothing, and energy (DG TRADE 2002). As 
we saw on the import side of the equation, the South Asian market is not 
very important for European exporters: it constitutes less than 2 percent 
of the total export share in any one of these product groups. Still, in the 
area of machinery, transport and chemical products, the EU exports more 
than it imports from South Asia. 

To get a better picture of the character of South Asian export trade to 
the EU, we can briefly trace developments in the textile and garments 
sector — the fastest growing export sector in South Asia. This develop
ment has been encouraged by changing domestic policies (often in re
sponse to international pressure for liberalization) as well as international 
agreements (such as the Multi-Fibre Arrangement [MFA]) that provide 
some limited access to developed country markets. In addition, South 
Asia was able to move upstream to fill a niche left vacant by the first 
generation of garment exporters who had lost their labor-cost advantage 
when they developed into Newly Industrialized Countries. 

As a result of this happy coincidence of events, South Asian export 
earnings from textiles and garments have been growing faster than the 
region's total export growth since the mid 1980s. For most South Asian 
economies, the textile and garment sector emerged as the mainstay of 
industrial growth and employment creation. This development shows the 
importance of market access for South Asian exports as a potential de
velopment tool. It also shows how South Asian countries have been able 
to exploit their comparative advantage in cheap labor when provided 
with that market access. While the EU (along with the US) are the main 
export markets for most of these readymade garment products, this sec
tion has shown how South Asia's access to these markets remains re
markably limited. 

Capital Flows and Investments 

For many years, South Asia was the poster child for foreign aid from the 
industrialized world (Sobhan 2004). Between 1980 and 2001, $17 billion 
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worth of Official Development Assistance (ODA) flowed into South 
Asia, as shown in Table 7,6. In recent years, however, these flows — in 
both per capita and percent of GDP terms — have declined significantly, 
as has South Asia's share of the world's ODA. As is common elsewhere, 
these developments reflect the changing perspectives of aid donors, and a 
new emphasis on the role of private capital to meet developing country 
needs. 

Until quite recently, international investors were not particularly in
terested in investing in South Asia — neither were they particularly wel
come. Before the 1990s, Foreign Direct Investment (FDI) flows were 
miniscule, and the level of portfolio investment was even smaller be
cause of the region's capital account restrictions and relatively underde
veloped capital markets. As the countries of South Asia began to pursue 
more liberal and open economic policies in the mid 1990s, many of 
which were driven by international donors and their institutional agents 
(see appendix to IPSSL 2000), more FDI began to flow into these coun
tries. 

Under these new conditions, where developing countries compete 
over world FDI flows, South Asia has managed to increase its level of 
FDI substantially. Still, its level and share of world (and even developing 
world) FDI remains quite small. As evidenced in Table 7.7, South Asia 
attracted about 4.58 billion dollars worth of FDI in 2002, but this was 
just 0.7 percent of total global flows (and most of this went to India). 
This table also reveals that South Asia relies much less than the world (or 
developing country) average on FDI as a share of its gross fixed capital 
supplies. Indeed, only Pakistan seemed capable of attracting as much as 
10 percent (the developing world's average) of its investment needs from 
foreign suppliers in 2002. 

While the conditions for FDI appear to be improving in South Asia, 
none of these countries scored well on the UNCTAD's Inward FDI Per
formance Index ranking (1999-2001), which ranks countries by the FDI 
they receive relative to their economic size (see UNCTAD 2003). In this 
ranking of 140 countries, Belgium and Luxembourg tops the list (1), 
while countries such as Surinam (140) and Gabon (139) find themselves 
at the bottom. 
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Table 7.6. Official Development Assistance (ODA) 

Bangladesh 
Bhutan 
India 
Maldives 
Nepal 
Pakistan 
Sri Lanka 
Total S. Asia 
S. Asia as % of 
world total ODA 

Total ODA (millions USD) 
1980 
1,282 

8 
2,147 

-
163 

1,130 
390 

5,120 
18.50 

1990 
210 
47 

1,586 

-
429 

1,152 
665 

6,174 
12.58 

2001 
1,023.9 

59.2 
1,705.4 

25 
388.1 

1,938.2 
330.2 

6,032.1 
11.73 

Per capita 
1990 
19.7 
32.7 
1.9 
-

22.7 
10.3 
39.1 
5.4 
-

ODA ($) 
2001 
7.3 
27.9 
1.7 

83.2 
16.1 
13.2 
17.6 
4.2 
-

ODA as 
1990 
7.0 
16.5 
0.4 
9.8 
11.7 
2.8 
9.1 
1.1 
-

% of GDP 
2001 
2.2 
11.1 
0.4 
4.3 
7.0 
3.3 
2.1 
0.8 
-

Source: Sobhan (2004). 

Table 7.7. Foreign Direct Investment (FDI) Inflows 

Bangladesh 
Bhutan 
India 
Maldives 
Nepal 
Pakistan 
Sri Lanka 
South Asia 
Developing countries 
World 

Annual average 1991-96 
Millions % Gross fixed 

USD capital formation 
8 0.1 
1 0.6 

1,085 1.3 
8 8.5 
8 0.9 

501 5.3 
125 4.6 

1,736 3.04 
91,502 6.5 
254,326 4.4 

Millions 
USD 
45 
-

3,449 
12 
10 
823 
242 

4,581 
162,415 
651,188 

2002 
% Gross fixed 

capital formation 
0.4 
0.2 
3.2 
6.5 
0.9 
10.7 
6.6 
4.07 
10.5 
12.2 

% world 
total 
0.0 
-

0.5 
0.0 
0.1 
0.1 
0.0 
0.7 
24.9 
100 

Source: RIS (2004: 40, Tables 5.1 and 5.2). 

It is closer to this end of the ranking that the countries of South Asia find 
themselves: Sri Lanka ranks best (111), while Nepal does worst (with 
130), with the other countries placed somewhere in between. 

As with the trade figures, we find that Europe does play a role in sup
plying FDI to South Asia (along with the US). In Table 7.8 we have 
ranked the most important investors in five South Asian countries. In this 
ranking we see the predominant role played by the United States (except 
in the cases of Nepal and Sri Lanka): the US delivered about a third of all 
FDI to Pakistan and Bangladesh, and a fifth of India's FDI supply. The 
measure of the EU share is illustrative of the EU's larger relationship to 
South Asia, as it is a composite indicator of member state activity in this 
area (i.e., it is based on investments originating in Germany, the UK, 
France, the Netherlands, Italy, Denmark, Sweden, Belgium and Luxem-
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bourg). The EU presence is strongest in Pakistan (delivering 32.8 percent 
of all FDI) and Bangladesh (25.8 percent), with the United Kingdom 
supplying the lion's share of this investment in both countries. 

We began this paper by suggesting that it was reasonable to depict the 
European Union as a world region that was relatively rich in capital, and 
that South Asia could be characterized as a region rich in labor (but poor 
in capital). Given this depiction, it is rather disappointing to see such a 
small share of FDI coming from EU-member states (or, for that matter, 
from the richer countries altogether). It is unreasonable to place the sole 
blame for this rather dismal showing on European or American markets. 
Obviously, the South Asian economies could improve their attractiveness 
to international investors. Still, this section shows how difficult and prob
lematic it is for countries in South Asia to rely on FDI as an engine for 
economic growth and development — just as the previous section 
showed with regard to trade. 

Table 7.8. Leading Investors in South Asia 

Source 
USA 
EU 
Japan 
Korea, Rep. 
Hong Kong 
Singapore 
Malaysia 

Australia 
China PR 
Mauritius 
Bermuda 
Philippines 
New Zealand 
UAE 
Intra-SAARC 
Others 
Non-industrial, 
total 

Bangladesh 
29.5 
25.8 
7.6 
2.8 
7.5 
5.9 
-
-

1.3 
-
-
-
-
-

3.9 
15.7 
37.1 

India 
22.1 
16.1 
4.4 
4.5 

2.75 
3.0 

10.4 

.04 
36.71 
54.4 

Nepal 
4.4 
9.3 
6.1 

2.1 

7.5 

14.6 
9.6 
2.1 

37.6 
6.7 

78.1 

Pakistan 
41.6 
32.8 
15 
1.6 

1.6 
Na 
7.4 
10.6 

Sri Lanka 

11.9 
11.6 
32.7 
11.9 
6.4 

15.0 

2.1 
8.4 

61.5 

Source: IPSSL (2000: 15-16, Table 7). 

Note: Investment amounts are in terms of percentages, based on the top ten investors in each 
country as reported by different national authorities. See the original source for details. For the EU-
share, we combined the 9 EU states that were represented in the top ten categories (Germany, UK, 
France, Netherlands, Italy, Denmark, Sweden, Belgium and Luxembourg). Of course, the EU-share 
may be larger, as other EU-member states may have contributed. Non-industrial totals are the total 
percentage, minus investment shares from the US, EU, Japan, Australia and New Zealand. 



262 Jonathon W. Moses and Maggi Brigham 

Migration 

Despite significant attempts at reform and a push to exploit international 
markets, trade and investments have proven insufficient for meeting the 
region's development needs. As a result, the region has been drawn, in
creasingly, to the potential offered by international migration. Thus far, 
we have seen that the EU's share of South Asian trade and investment 
needs is remarkably small. Given the possibility that labor flows may 
actually complement trade and capital flows, the European Union could 
provide an outlet for some of South Asia's migrant workers. This could 
also benefit Europe: its total population is only growing because of the 
net inflow of international migrants (in the year 2000, these totaled 
680,000) (Eurostat 2002: 1), and there are growing concerns in Europe 
about the shortage of young workers to pay for future pension schemes. 

On the South Asian side of the equation there is also a realization of 
the role that emigration can play in national development strategies. In
dicative of this realization is the recent claim by the (then) Bangladeshi 
Prime Minister, Sheikh Hasina, that the solution to the country's prob
lems of poverty lay in migration: 'We'll send them to Amer
ica. . .Globalization will take that problem away, as you free up all factors 
of production, also labour. There'll be free movement, country to coun
try. Globalization in its purest form should not have any boundaries, so 
small countries with big populations should be able to send population to 
countries with big boundaries and small populations. Already, we have 
nearly two million working abroad' {Migration News [June 2001], cited 
in Watkins and Nurick 2002: 68). Indeed, Islam (1995: 360) holds that, 
'The export of manpower and the resultant in-flow of remittances have 
largely been acclaimed as the crucial factors in keeping the Bangladeshi 
economy afloat in recent years'. 

And South Asians are definitely on the move. Emigration is pervasive 
to the region, and the remittances it generates are one of the most impor
tant sources of foreign exchange for each South Asian economy. Across 
the region, countries have benefited considerably from migration and 
they are positioning themselves to exploit these markets all the more in 
the near future. Only India seems to have seen a serious decline in its 
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number of registered emigrants recently, as witnessed in Figure 7.1 be
low. 

Sri Lanka and Bangladesh have the region's most explicit and active 
emigration policies.15 Sri Lanka has introduced a range of policies and 
institutions that encourage and actively support migrants leaving to look 
for work. The result has been a rapid growth in the number of migrants 
(especially female migrants)16 and a growth in the importance of remit
tances to the Sri Lankan economy. Bangladesh also encourages emigra
tion actively, but here we find a large number of people who are choos
ing to (or are forced to) migrate illegally as well. On the other hand, In
dia and Pakistan employ a more 'hands-off policy stance with respect to 
emigration: they have largely removed restrictions to emigration and do 
relatively little to support and protect migrants once they leave the coun
try. 

Figure 7.1 draws on data collected largely by Wickramasekera (2002: 
15) to show the size and trends of recent emigration from the largest 
states in South Asia: Bangladesh, India, Pakistan and Sri Lanka. Here we 
see that the annual outflow of migrants has been increasing phenome
nally over the past three decades, although it has appeared to drop off in 
India and Bangladesh in the most recent years (recent data for the other 
countries was more difficult to obtain). As we shall see below, events in 
the Gulf region have a significant impact on these trends. 

This outflow in people corresponds to a rise in annual remittances, as 
shown in the Table 7.9. Because of the patchy nature of this data, cross-
national and temporal comparisons are tricky. Still, we see a phenomenal 
rise in the amount of remittances that are returning home to each South 
Asian country from their emigrant workers abroad. This trend is clearly 

15 See IOM (2003) and Watkins and Nurick (2002) for useful descriptions of national 
sending country policies. 
16 Countries in South Asia have responded in different ways to the demand for women 
migrants. US AID in Bangladesh has estimated that between 10-20,000 women and chil
dren are trafficked from the country to India, Pakistan and the Middle East each year 
to work in the sex trade, as domestic labor, or as camel jockeys and beggars 
(USAID/Bangladesh website, cited in Watkins and Nurick 2002: 76). As a result, Bang
ladesh has actually banned the travel of unskilled women workers overseas. Sri Lanka, on 
the other hand, has actively nurtured (and monitored) the market for female labor over
seas in countries such as the Philippines and Indonesia. 
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evident in Figure 7.2, which provides a longer time series of Indian re
mittances since the mid 1980s. 

In fact, a recent World Bank report, Global Development Finance 
2003, noted that home remittances are a hugely important source of de
velopment capital and foreign reserves across South Asia: in Sri Lanka, 
remittances account for over ten percent of GDP; in Nepal, it would be 
appear, the economy would be in dire straits but for remittances; India 
was the world's second-largest recipient of remittances worldwide; in 
Pakistan, remittances tripled between 2001 and 2003; and in Bangladesh, 
remittance flows increased by nearly 50 percent during the same time 
period. In 2001, Indian workers abroad sent home a remarkable US$10 
billion in remittances! 

Indeed, as a region, the size of workers' remittances dwarfs other 
sources of external financing, as shown in Table 7.10. In 2002, the region 
of South Asia received $16 billion in remittances. This is the second 
highest among developing country regions and equals 2.5 percent of the 
region's GDP. More significantly, this injection of capital dwarfed more 
traditional sources of foreign investment (and touched different lives): 
cf., the 5 billion dollars that entered the region (net) in terms of foreign 
direct investments, and/or the 0.8 billion dollars of portfolio equity in
flows. 

But this bonanza of foreign exchange is not coming mostly from 
Europe. Indeed, it would seem that Europe has little room for South 
Asian migrants. In 2000, the European stock of foreign population from 
these countries was almost non existent, except for in the UK, Italy and 
Denmark. In the UK, because of its colonial ties, there was a fairly sig
nificant stock of Indians (132,000), Pakistanis (82,000), Bangladeshis 
(70,000) and Sri Lankans (50,000), representing several years of previ
ous immigration. Indeed, these four nationalities captured about 13 per
cent of the foreign population in the UK (SOPEMI 2003: B.1.5). Yet 
recent flows are relatively small: in 2001, only 33,700 Indians and 
13,800 Pakistanis immigrated to the UK, representing 10 percent and 4 
percent of the total immigrant inflows that year (flows from the other 
countries were not large enough to score in the top ten) (SOPEMI 2003: 
39, chart 1.3). 
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Figure 7.2. India's Remittances, 1985-200 
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Table 7.9. Average Annual Remittances (US$ billions), Selected Ye 

Bangladesh 
India 
Nepal 
Pakistan 
Sri Lanka 

1977 
.079 
.934 

-
.868 
.018 

1980 
.339 

2.757 
-

2.038 
.152 

1986 
.502 

2.469 
-

2.525 
.292 

1990 
.779 

2.384 
-

1.997 
.401 

1995 
1.202 
6.223 
.057 
1.712 
.801 

1999 
1.807 

11.124 
.443 
1.06 
1.068 

Sources: Watkins and Nurick (2002: 11-12) for 1977-1999, respective central banks for m 

Table 7.10. South Asian External Financing Sources (US$ 

1997 1998 1999 2 
Worker remittances 
Net inward FDI 
Net inward portfolio equity flows 

14.6 
4.9 
2.9 

13.3 
3.5 
-0.6 

15.1 
3.1 
2.4 

Source: World Bank (2003: 185, Table a6). 



Table 7.11. Average Annual Number of Migrant Workers and Shar 

Bangladesh 
• 
• 
• 
• 

India 
• 
• 
• 

Number of clearances (land) 
% Gulf (western Asia) 
% Other Asia 
% Outside Asia 

Number of clearances 
% Gulf (western Asia) 
% Other countries 

Pakistan 
• 
• 
• 
• 

Number of clearances 
% Gulf (Western Asia) 
% Other Asia 
% Outside Asia 

Sri Lanka 
• 
• 
• 
• 

Number of clearances 
% Gulf (Western Asia) 
% Other Asia 
% Outside Asia 

1980-84 

53,000 
92.0 
1.0 
7.0 

223,500 
92.4 
7.6 

124,500 
97.2 
0.0 
2.7 

31,300 
-
-
-

1980-89 

78,000 
95.9 
0.5 
3.6 

139,800 
95.8 
4.2 

76,800 
99.9 
0.0 
0.1 

18900 
94.5 
4.3 
1.2 

Source: IOM (2003: 16). 

Note: Average annual number of migrant workers originating in each country; "1995 
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In Italy, the South Asian immigration figures were much smaller and 
confined to Sri Lanka (33,700) and India (30,300), totaling just 5 percent 
of the stock of foreign population in 2000. In Denmark, 7,100 Pakistanis 
made up less than 3 percent of the total stock of foreigners in the year 
2000. In neither country did South Asians make a noticeable dent on the 
immigration inflow statistics for that year (SOPEMI2003). 

As evidenced in Table 7.11 (above), the vast majority of emigrants 
from these countries are going to the Gulf region, with only very small 
shares going to regions 'outside Asia'. Saudi Arabia hosts (by far) the 
greatest number of migrants from Bangladesh, India, Pakistan and Sri 
Lanka, while Kuwait, the UAE and Oman struggle over second, third and 
fourth positions. The majority of Nepalis are still going to traditional 
destinations such as India, but increasing numbers of Nepalese migrants 
are heading for the Gulf. Most early emigration from Pakistan went to 
the UK, but this began to dry up in the mid 1970s. Since that time, Paki
stan has relied almost entirely on migration to Western Asia or the Mid
dle East. The figures for Bangladesh, India and Sri Lanka from the 1980s 
also show the growing importance of other destinations in Asia (e.g., 
Malaysia), though these are still relatively small. 

What these emigration figures reveal is a remarkable, mostly un
tapped, development potential. South Asian labor markets are swamped, 
and a significant number of their workers are willing to work abroad to 
improve their circumstances. Indeed, worker remittances have become 
the most stable and significant source of investment and aid in these 
countries, and yet most of these remittances are coming from non-
European and non-American markets. It is in these markets that we find 
the greatest potential for South Asia to exploit its comparative advantage 
in cheap labor.17 Obviously, this will require a significant change of atti
tude in the developed world. 

By pointing to the economic potential of emigration and remittances, we do not mean 
to belittle the social and human costs associated with migration, in both sender and re
ceiver countries. These can be considerable. Our point-of-departure is the improved 
welfare of the poor in developing countries, and we assume that it is better for the poor, 
themselves, to decide which is worse: to live in an area mired in poverty and with little 
economic recourse, or to escape to a labor market that can put food on the family's table. 
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Conclusion 

This empirical overview of South Asia's economic relationship to the 
European Union has revealed a remarkably small web of interconnec
tions. Despite strong historical ties that have linked individual countries 
in both regions, today's economic ties are hardly sufficient to pull South 
Asia from the poverty in which it is mired. There is simply not enough 
economic exchange between the two regions to make any noticeable 
difference in South Asia. 

Still, two cautious conclusions might be drawn from this review. 
First, there is much room for improvement across all three fronts of eco
nomic integration. South Asian exporters have shown themselves com
petitive in exporting labor-intensive manufactured goods, when provided 
with market access. They have also — increasingly — managed to attract 
more foreign capital to the region. Finally, emigrant remittances are pro
viding a much needed injection of foreign capital. If continued, these 
trends are encouraging. By providing greater market access and informa
tion about market opportunities in South Asia, the European Union can 
offer continued opportunities for South Asian economic development. 

Second, more attention might be paid to the role of migration in help
ing poor countries escape from their poverty. Policy-makers in South 
Asia seem to recognize the importance of migration as one arm of a three 
pronged strategy for development and poverty reduction. Increased trade 
and foreign direct investment are the others. Recent developments in 
economic theory and a growing realization among international policy
makers (and their host institutions) provide hope that migration may one 
day join trade and FDI as an equal partner in the triumvirate of develop
ment policy options. 
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CHAPTER 8 

THE EFFECTS OF NORTH-SOUTH REGIONAL TRADE 
POLICIES: A COMPARISON OF MEDITERRANEAN 

COUNTRIES WITH ASEAN* 

Nicolas Peridy 

Mediterranean countries have been enjoying a long standing economic 
integration experience with Northern countries, namely the European 
Union. This experience started in the 70s with a EU preferential tariff 
treatment for a selection of Mediterranean exports. Thereafter, the EU-
Mediterranean integration process was progressively extended by addi
tional trade preferences. More recently, the Barcelona conference (1995) 
gave rise to the Euro-Mediterranean agreement (Euromed), which pro
vides for greater cooperation and the completion of a free trade area 
(FTA) between the EU and these countries. Finally, the 2003 European 
Neighborhood policy reinforces this North-South cooperation: it aims at 
providing the four freedoms (goods, services, capital and people) within 
the Euro-Mediterranean area. 

This far-reaching integration process strengthened the political, eco
nomic, cultural and human links between Europe and its Mediterranean 
partners. As an example, the EU share with regards to Mediterranean 
countries' exports reached 43 percent in 2002. This share remained re
markably stable during the past three decades. 

Asian countries generally have not implemented such regional ar
rangements with Northern countries. They rather tended to liberalize 
their trade and economic structure within the multilateral trading system. 
In recent years however, as multilateral negotiations seemed to stall, they 
started negotiating free trade arrangements as a means of fostering trade 

We are grateful to Michael Plummer for helpful comments and suggestions. 
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and economic development. In particular, the ASEAN FTA (AFTA) was 
established in 1992 to eliminate tariff barriers among Southeast Asian 
countries. As a first step, the agreement on the Common Effective Pref
erential Tariff (CEPT) required that tariff rates levied on a wide range of 
products traded within the region be reduced to no more than five per
cent. In addition, quantitative restrictions and other non tariff barriers 
(NTBs) were to be eliminated. In 2003, ASEAN countries went further 
by initiating the ASEAN economic community process (AEC), which 
provides for the completion of a single market within the region by 
2020. In addition, a free trade agreement was signed between Singapore 
and Japan, and similar arrangements are expected to be completed be
tween the ASEAN and developed countries, namely the USA, Australia, 
New Zealand, in addition to Japan. 

This paper compares the North-South regional policy experienced by 
Mediterranean countries with the on-going ASEAN integration process. 
One major question relates to the lessons ASEAN countries may draw 
from the EU-Mediterranean integration process. Such an issue is moti
vated by the fact that ASEAN and Mediterranean countries present some 
similarities, in terms of size, economic development, trade and trade 
policies. These similarities are investigated in the first section. The sec
ond section is devoted to the assessment of the EU-Mediterranean re
gional agreements. In particular, one major issue consists in appraising 
whether Mediterranean countries have actually gained from the EU trade 
preferences since the 70s. This issue will be dealt with through the esti
mation of a trade model, which combines the new trade theory, initiated 
by Helpman and Krugman (1985), and recent theoretical developments 
related to trade costs (Anderson and van Wincoop 2003, 2005; Deardorff 
2004). Several model specifications will be estimated, including a gener
alized fixed effect model (with exporter, importer, time and bilateral spe
cific effects), a Hausman and Taylor Random effect model, as well as a 
dynamic Arellano, Bond and Bover's GMM model. 

1 Although it is not clear exactly what the AEC will ultimately look like, it will be more 
modest than the Single Market Program (SMP). As an example, the AEC provides for the 
free movement of business persons and skilled labour only, as stated during the 9th 
ASEAN summit. 
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The main result indicates that Mediterranean countries' exports to the 
EU have significantly increased thanks to the successive preferential 
agreements: the gross trade creation is estimated to be about 20-26 per
cent of actual exports, depending on the model specification. 

The concluding section focuses on the implications of the EU-
Mediterranean regional integration experience for the ASEAN on-going 
integration process with Northern countries. 

ASEAN and Mediterranean Countries: Similarities and Differences 
in the Regional Integration Process 

This section intends to compare ASEAN and Mediterranean countries in 
terms of trade policy. The selected Mediterranean countries are all the 
non-EU Mediterranean partners which have concluded a preferential re
gional agreement with the EU, namely: Algeria, Morocco, Tunisia, 
Egypt, Israel, Turkey, Lebanon, Jordan and Syria.2 

As a first comparison, it is striking to observe that Mediterranean and 
ASEAN countries present some similarities in terms of economic size, 
development and macroeconomic performance. For example, the overall 
GDP is estimated to be equal to 613 and 882 billion US$ for Mediterra
nean and ASEAN countries respectively (Table 8.1). Similarly, the an
nual real GDP growth is also very close in these two economic areas: 
+3.4 percent for the Mediterranean and +3.0 percent for the ASEAN 
countries (during the 1996-2004 period). GDP per capita is also similar 
($2423 and $1611 respectively), as well as variations in per capita in
comes within each area (1.41 and 1.63 respectively for the coefficient of 
variation). 

2 Although Palestinian autonomous territories have also concluded a regional agreement 
with the EU, there is a lack of data concerning these territories. For this reason, they are 
not included in the present analysis. In addition, Middle-East countries are also excluded, 
since they are not concerned by the preferential trade schemes with the EU, except in the 
Generalized System of Preferences (GSP) framework. 



Table 8.1. Basic Indicators for Mediterranean and AS 

Export zone: 
Mediterranean countries, of which: 
Turkey 
Israel 
Egypt 
Algeria 
Morocco 
Tunisia 
Syria 
Lebanon 
Jordan 

ASEAN, of which: 
Indonesia 
Thailand 
Malaysia 
Singapore 
The Philippines 
Viet Nam 
Myanmar 
Brunei Darussalam 
Cambodia 
Laos 

Population 
million 

246.1 
67.3 
6.0 

73.3 
32.3 
31.2 
9.8 

17.2 
3.7 
5.3 

547.0 
231.3 
63.6 
22.7 

4.5 
83.0 
80.6 
42.3 
0.4 

12.9 
5.8 

GDP (billion US$) 
constant price 

547.2 
204.2 
104.4 
82.3 
51.4 
43.8 
25.3 
14.3 
12.9 
8.5 

794.0 
224.4 
182.4 
116.8 
113.6 
95.4 
31.6 
17.2 
6.1 
4.0 
2.7 

GDP per 
constant price 

222 
303 

1731 
112 
159 
140 
257 
83 

351 
160 

145 
97 

286 
515 

2550 
114 
39 
40 

1740 
30 
45 

Sources: 
- International Monetary Fund : International Financial Statistics (2004). 
- CEPII: CHELEM (Harmonized Accounts on the World Economy), vol. 5.2 (2003). 
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In this connection, it must be stressed that Mediterranean and ASEAN 
countries are, together with SPARTECA,3 the preferential trading areas 
in the world with the highest GDP per capita's coefficient of variation 
across members.4 For instance, some countries display more than $15000 
per capita (Israel, Singapore, Brunei), whereas some other are below 
$1500 (Syria, Morocco, Egypt, Indonesia, the Philippines, Vietnam, 
Myanmar, Laos and Cambodia). 

Other similarities may be found in these countries' multilateral trade 
policies. Indeed, most of them progressively liberalized their economies 
over the past three decades, and joined the WTO (Table 8.2). The Medi
terranean and ASEAN countries which have not yet joined the WTO are 
Algeria, Syria, Lebanon, as well as Laos and Vietnam. In the same way, 
ASEAN and Mediterranean countries enjoy a similar export/head ratio 
($476 and $738 per head respectively), with again some differences 
within each area. 

Finally, some aspects of the recent ASEAN and Mediterranean re
gional policies are also similar. A first aspect is the move towards further 
economic integration within each of these two areas: for example, the 
progressive implementation of the AFTA and the move towards a single 
market (through the AEC) are striking examples of recent economic in
tegration within the ASEAN area. In the same way, on 25 February 
2004, a free trade agreement was concluded between Jordan, Egypt, Mo
rocco and Tunisia. This agreement, known as the Agadir declaration, is 
the first step towards economic and social integration in the Arab Medi
terranean world.5 Further integration is expected with the implementation 
of GAFTA (Greater Arab Free Trade Area), which now include 16 Arab 
countries. It is mainly aimed at removing tariff and non tariff barriers to 
trade within the Arab area. 

3 South Pacific Regional Trade and Economic Cooperation Agreement. 
4 Coefficients of variation are for example equal to 0.6 for MERCOSUR, 0.7 for the An
dean Pact and NAFTA, 1.2 for APEC and 0.3 for the EU (Asian Development Bank, 
2002). 
5 In fact, there have been some unsuccessful attempts in the past. In particular, the Arab 
Maghreb Union (AMU) agreement, concluded in 1988 between Algeria, Morocco, Tuni
sia, Lybia and Mauritania, has never been applied. 



Table 8.2. Key Trade Figures for Mediterranean and AS 

TOTAL Med it. Countries, of which: 
Turkey 
Israel 
Algeria 
Morocco 
Tunisia 
Syria 

Egypt 
Jordan 
Lebanon 

TOTAL ASEAN, of which: 
Singapore 
Malaysia 
Thailand 
Indonesia 
The Philippines 
Brunei 
Vietnam 
Myanmar 

Cambodia 
Laos 

Year of 
GATT accession 

1951 
1962 

-
1987 
1990 

1970 
2000 

1973 
1957 
1982 
1950 
1979 
1993 

1948 
2004 

Total exports 
(mio US$) 

117018.9 
35761.9 
29511.4 
22031.3 

7850.3 
6874.2 
6230.1 
5100.4 
2770.0 
889.3 

400742.1 
125177.0 
93281.2 
65113.2 
57158.7 
35208.1 

3719.8 
16706.0 
2316.9 
1750.1 
311.1 

Exports/head 
US$ 

475.6 
531.3 

4894.1 
682.5 
251.9 
700.3 
363.1 
69.6 

522.0 
241.8 

738.4 
28110.7 

4116.2 
1023.1 
247.1 
424.2 

10597.7 
207.3 
54.8 

135.8 
53.8 

Sources: 

- United Nations Statistics Division: COMTRADE. 

- OECD : Monthly Statistics of International Trade, vol. 1 (2004). 

- CEPII: CHELEM (Harmonized Accounts on the World Economy), vol. 5.2 (2003). 
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A second common aspect is the recent extension of regional integration 
to new partners: in the ASEAN case, we find many examples, amongst 
which the ASEAN-China Free Trade Initiative,6 the ASEAN-Japan 
Comprehensive Economic Partnership, the ASEAN+3 (China, Japan and 
Korea) Framework, the ASEAN-Australia-New Zealand move towards 
a FTA, as well as the Comprehensive Economic Cooperation with India. 
Additional economic cooperation agreements have also been concluded 
with Russia and Korea (2005).7 ASEA countries also concluded the En
terprise for ASEAN Initiative (EAI) with the USA in 2002. The latter of
fers the prospect of bilateral FTAs with the USA to be in force within a 
decade, after several steps have been concluded, namely: The WTO's ac
cession for the remaining non signatory countries; the conclusion of 
Trade and Investment Framework Agreements (TIFAs), which intend to 
progressively reduce discriminating trade and FDI barriers.8 The final 
step is the implementation of bilateral FTAs, as was the case with Singa-

9 

pore. 
In the same way, Mediterranean countries extended their regional ar

rangements: Indeed, some of them concluded a free trade agreement with 
the USA, such as Jordan (2002) and Morocco (2004). These agreements 
are all part of the MEFTA (Middle-East Free Trade Area) program with 
the USA, which has more recently included Bahrain (2006), Oman 
(2005) as well as the United Arab Emirates (negotiations launched in 
March 2005). At the same time, Egypt, Tunisia and Algeria signed the 
U.S.-Middle-East free trade initiative,10 which provides for the imple
mentation of TIFAs as a first step towards the completion of a FTA with 
the USA. Hence, the economic integration process with the USA is very 
similar for Mediterranean and ASEAN countries. 

6 The agreement, concluded in 2002, provides for the completion of a FTA between 
ASEAN countries and China by 2012. 
7 Consult the ASEAN website (http://www.aseansec.org) for more details regarding on
going integration projects. 
8 TIFAs have recently been concluded with Indonesia, Philippines, and Thailand. 
9 Consult http://www.ustr.gov/new/fta for a detailed description of these agreements. 
10 Together with Kuwait, Qatar, Saudi Arabia and Yemen. 

http://www.aseansec.org
http://www.ustr.gov/new/fta


282 Nicolas Peridy 

These new regional arrangements are motivated by the present im
passe and missed deadlines in the multilateral negotiations (especially 
Cancun). In particular, the lack of multilateral trade liberalization regard
ing agriculture greatly restricts these countries' market access. This is a 
rationale for regional negotiations, as a means of opening more success
fully Northern agricultural markets. Although the '2004 July Package' 
and the 2005 Hong-Kong agreement provide some improvements regard
ing the Doha Agenda Work Programme,11 negotiations at a regional level 
still remain an alternative for further trade liberalization. 

Another specific rationale for Mediterranean countries is the enlarge
ment of the EU to Cyprus, Malta as well as Eastern European countries. 
These countries, which are competing with non-EU Mediterranean coun
tries, now represent a more important economic threat. For example, as 
they are now protected by the common agricultural policy (CAP), the 
non-EU Mediterranean preferential margin is eroded. This further moti
vates these countries to diversify their market access towards other 
Northern countries, in particular the USA. In addition, the prospect of the 
opening negotiations for Turkey's accession into the EU reinforces this 
motivation. 

Despite these similarities in terms of economic performance and trade 
policy, ASEAN and Mediterranean countries very much differ in their 
regional policy experience regarding Northern countries: Indeed, 
ASEAN countries have not had any regional agreement for decades. On 
the contrary, Mediterranean countries have been enjoying a long time 
preferential trade policy experience with the EU. Indeed, the first ar
rangements, known as the Association Agreements, were concluded in 
the late 60s with selected Mediterranean countries, including Morocco 
and Tunisia (in addition to Greece and Spain). These agreements pro
vided a free access for these countries' manufactured goods in the Euro-

11 The main trade provisions of the 'July package', concern agriculture, especially cotton, 
as well as improving market access for industrial products (refer to the decision adopted 
by the General Council on 31 July 2004, WT/L/579). In the same way, the 2005 Hong-
Kong summit provided an agreement concerning the removal of agricultural export sub
sidies by 2013. However, no concrete agreement was achieved regarding services as well 
as tariffs for industrial products. 
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pean Economic Community (EEC). In addition, half agricultural ex
ports were granted reductions in the EEC common external tariff (CET), 
provided the observance of a reference price. 

In 1972, the EEC implemented the Global Mediterranean Policy 
(GMP). It was aimed at extending non discriminating tariff concessions 
across all Mediterranean countries. A second objective was to extend the 
scope of the existing agreements to non trading aspects, including finan
cial aid and technical cooperation. As a consequence, the EEC concluded 
'Cooperation Agreements' with all Mediterranean countries from 1973 to 
1980. From a trade point of view, the main improvement concerned agri
cultural products: new products were granted tariff concessions, includ
ing wine, fruit and vegetables. Thus, 80 percent of agricultural exports 
were covered by this new agreement. However, these exports were also 
subject to protectionist measures imposed by the CAP (minimum prices, 
countervailing taxes, restricted export calendars, etc.). 

An additional step was reached after the accession of Spain and Por
tugal into the EC. These countries' exports, which very much competed 
with non European Mediterranean countries, were all granted an unre
stricted access into the EC, including the most sensitive agricultural 
products. In order to reduce the tariff discrimination within the Mediter
ranean region, the EC concluded a new wave of arrangements, known as 
'Adaptation Agreements'. They provided for removal of all tariffs' for 
non EC Mediterranean countries. Thus, in 1993, at the end of the transi
tion period, no tariff was charged any longer on Mediterranean exports. 
However, the non tariff barriers (NTBs) related to the CAP were not re
moved for these countries. In particular, the persistence of countervailing 
taxes, import calendars, minima prices and the other CAP regulations 
continued to restrict these exports' access into the EC. 

The last agreement was reached in 1995, at the Barcelona confer
ence. This Euro-Mediterranean (Euromed) scheme initiated the imple
mentation of a FTA between the EU and Mediterranean countries (to be 
completed by 2010). In addition to political and security aspects, further 

12 Except cork, which was still subject to the Common External Tariff (CET), and refined 
petroleum products, which enjoyed duty-free access within the limit of a quota. 
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cooperation was also carried out between these two economic areas, in
cluding financial, technical, and education fields. However, the scope of 
this agreement was reduced because the EU still refused to remove the 
NTBs concerning agricultural products. Future negotiations are expected 
in order to solve this problem. 

The Euromed agreement progressively came into effect in Tunisia 
(1998), Israel (2000), Morocco (2000), Jordan (2002), Lebanon (2003) 
and Egypt (2004). The European Parliament ratified the agreement with 
Algeria in 2002. Negotiations were also recently concluded with Syria 
(2004). For these two countries however, the agreements concluded are 
still not in force. 

In addition, special agreements were signed with European Mediter
ranean candidates, namely Cyprus, Malta and Turkey. All these countries 
completed a customs union with the EU before their accession. In May 
2004, Cyprus and Malta joined the EU, whereas the customs union 
agreement with Turkey is still in force. However, the latter does not fully 
include agricultural products, as in the Euromed agreement. 

To sum up, the long standing regional integration experience between 
the EU and its Mediterranean partners contrasts with the ASEAN tradi
tional lack of regional policy with Northern countries. This may explain 
the sharp difference in the Northern countries' export shares between 
these two economic areas: for example, we calculate from Table 8.2 that 
the EU, the USA and Japan account together for more than 60 percent of 
Mediterranean countries exports, whereas they only represent 38 percent 
of ASEAN countries' exports. This difference is greatly due to the EU 
share regarding Mediterranean exports (43 percent), against only 12 per
cent with regards to ASEAN. Of course, part of this difference may be 
explained by the geographic proximity between Mediterranean countries 
and Europe, as well as by the large size of the EU market. However, we 
suspect that these factors alone cannot explain such a big difference in 
the EU share between Mediterranean and ASEAN countries. In fact, the 
EU-Mediterranean countries' regional integration experience may have 
played a major role. As a comparison, Japan's share regarding ASEAN 
exports is only equal to 10.7 percent. Given a comparable geographical 
proximity, this share is much less important than the EU market share 
with regards to Mediterranean countries. 
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The next section explores further this issue, by proposing a model 
which intends to quantify the trade effects of the EU-Mediterranean inte
gration. 

The Mediterranean Regional Integration Experience with the 
European Union: An Econometric Assessment 

Although there is an extensive literature concerning this issue,13 the 
model proposed here is the first attempt to apply some new trade theory 
aspects to Mediterranean countries: Indeed, the model used here com
bines the new trade theory (NTT), initiated by Helpman and Krugman 
(1985), and recent theoretical developments related to trade costs, as de
scribed in Anderson and van Wincoop (2003, 2004), as well as Deardorff 
(2004). Therefore, the equation proposed here is the following: 

In EXPijt = a0 + ax In SGDPiJt +a2\n DGDPijt + a3 In SIMIijt 

+ a4\nDISTy +a5\nBORD^ + a6 InREGijt + an InLANGtj + Ay 

+ Pi + Yj+St+£jt (1) 

The first line of Equation (1) corresponds to the basic NTT formula
tion: The exports from country i to country j in year t depend on several 
variables. The first is country size (SGDP), which reflects the sum of 
country i's and country j ' s GDP. 0C\ is expected to be positive whatever 
the nature of trade (inter or intra-industrial). Bilateral exports also de
pend on the difference in factor endowment (DGDP), which is measured 
by the difference in GDP per capita between country i and j in absolute 
value. A positive sign for <% fits a standard HOS framework, whereas a 
negative sign rather supports the Linder hypothesis. Finally, exports may 
be determined by the similarity in country size (SEVII), with a positive 

13 See for instance Martinez-Zarzoso (2003), Dessus, Devlin and Safadi (2001) as well as 
Fontagne and Peridy (1997). 
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parameter value expected from the NTT.14 This first line equation thus 
corresponds to a generalized gravity equation, which may be used to test 
most trade theories, including Ricardian, Hecksher-Ohlin and monopo
listic competition frameworks (Evenett and Keller 2002, Haveman and 
Hummels 2004) or the reciprocal dumping model (Feenstra, Markusen 
and Rose 2001). 

The second line in equation (1) includes bilateral trade costs (or bene
fits): The first cost is the standard geographical distance between country 
i and country j (DIST). It is measured by the great circle distance be
tween capitals. BORD is another bilateral trade cost, which reflects bor
der effects. It accounts for the trade resistance across countries as com
pared to trade within countries. It is measured by a dummy variable, 
which is equal to 1 for trade within a country and e for trade across coun
tries.15 REG denotes the regional arrangements between the EU and 
Mediterranean countries and LANG the common language between two 
countries. These two variables are measured with dummies. The last bi
lateral trade cost is Â : It reflects any time-invariant bilateral specific ef
fect (cultural, political), which leads to a deviation of normal propensity 
to trade for any bilateral flow. It may be considered as fixed or random, 
depending on the econometric specification. 

The third line essentially accounts for multilateral trade costs, as 
theoretically justified by Feenstra (2002) and Anderson and Van Win-
coop (2003, 2004): Pi measures any specific exporter effects regarding all 

14 Following Helpman (1987), it may be measured as follows: 

S1MI„, = In GDP, 
GDP + GDPu GDP^+GDPj, j 

with 0<SIMI<0.5. 
15 Taking internal trade flows into account requires the calculation of internal export 
flows (Xu) and internal distance (D;J). The former is calculated by using the difference 
between country i' GDP and its overall exports. In the same way, the latter has been 
measured following Head and Mayer (2002): 

^YLy^' 
assuming that economic activity is evenly distributed within a country (Sj denotes the size 
of country i). 



The Effects of North-South Regional Trade Policies 287 

import destinations, whereas Yj denotes specific importer effects, what
ever the export origin.16 Finally, 8t reflects specific time effects, which 
account for business cycles as well as changes in openness across all 
countries. As for Xy, the multilateral specific effects may be considered 
as fixed or random. It must be pointed out that the inclusion of all these 
specific effects (bilateral, multilateral and time) is not only justified from 
a theoretical point of view, but also from an econometric point of view, 
as shown in Egger and Pfaffermayr (2003) as well as Baltagi, Egger and 
Pfaffermayr (2003). 

Equation (1) has been estimated for the Mediterranean countries de
scribed in section l,17 with 42 selected partner countries. The latter in
clude OECD countries (except Eastern European countries), South Af
rica, Brazil, Argentina, Chile, India, Hong Kong, Singapore, Taiwan, 
Malaysia, Philippines, Thailand, China, as well as Mediterranean coun
tries. Together, they account for more than 90 percent of the Mediterra
nean countries' exports. For the time period 1975-2003, the dataset con
tains 8526 observations, including 294 bilateral trade flows. 

The main data sources are as follows: OECD Monthly Statistics of 
International Trade (Trade by Country, annual, vol.1, 2006); OECD In
ternational Direct Investment Yearbook (2003), United Nations 
(COMTRADE), as well as CEPII (CHELEM: Harmonized Accounts on 
the World Economy 2004). 

Several specifications are presented in Table 8.3. For all of them, the 
heteroskedasticity corrected variance-covariance matrix has been ap
plied. The LM test clearly rejects the standard OLS specification, 
whereas the Hausman test tends to reject the random effects model 
(REM) in favour of the fixed effects model (FEM). 

It may also be shown that these country-specific effects also reflect prices, as shown in 
Feenstra (2002), as well as Anderson and van Wincoop (2004). 
17 Except Lebanon and Syria due to the delays in the conclusion of the Euromed agree
ment, and the small amount of trade with the EU. 



Table 8.3. Estimation Results 

SGDP 
DGDP 
SIMI 
LDIST 
BORD 
REG 
LANG2 
ONE 
lagged exports 
specific effects (F-tests): 
exporter 
importer 
time 
bilateral 
Gross trade creation (%) 
r-squared 
AIC 
Log Likelihood 
LM-Test 
Hausman 
autocorr (Rho coeff) 
Eigenvalue 

(1)OLS 
1.711*** 
0.065*** 
-0.194* 
-1.285*** 
-5.051*** 
1.641*** 
0.375*** 
-3.569*** 
-

-
-
-
-
-
0.54 
1.77 
-18201 
-
-
0.83 
54.5 

(2) FEM 
1.865*** 
1.366*** 
0.365* 
-
-
0.308*** 
-
"-19.411*** 
-

101.27'" 
109.88*" 
89.56"* 
96.25*** 
26.5 
0.85 
0.75 
-13855 
54120*** 
89.95*** 
0.58 
-

Static 
(3) REM 
2.945*** 
1.410**** 
0.134* 
-1.574*** 
-4.311*** 
0.222*** 
0.333* 
"-15.299***" 
-

-
-
-
-
20.0 
0.85 
0.75 
-13903 
37862*** 
-
0.59 
-

(4) HTM 
2.988*** 
1.435*** 
0.328*** 
-0.601** 
-4.039** 
0.227*** 
0.347*** 
-19.01** 
-

-
-
-
-
20.3 

* significant at a 1% level; ** significant at a 5% level; * significant at a 10% level 
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In the first column, the F-tests for fixed effects are presented. They in
clude the importer, exporter, time and bilateral effects. All of them are 
highly significant. This strongly justifies their inclusion in the model, as 
suggested by Egger and Pfaffermayr (2003). 

However, since this model cannot take into account time-invariant 
variables (distance, border, and language), REMs are also estimated, 
with both uncorrelated and correlated error structures (column 3 and 4).18 

In the latter case, a Hausman and Taylor model (HTM) is estimated in 
three steps: we first selected the variables potentially correlated with the 
random effects. Secondly, we used deviations from group means to con
sistently estimate parameters of the time-varying independent variables. 
This has been carried out through LSDV. From this estimation, we used 
group means residuals as the dependent variable, regressed on the time-
invariant variables, in order to provide a consistent estimator of the pa
rameters of the latter. This has been implemented through 2SLS. We fi
nally used the residual variance in this regression to calculate the Haus
man and Taylor estimators, through Weighted Instrumental Variable re
gression. 

All the static specifications generally provide significant and similar 
parameter estimates. For example, the country size parameter is always 
positive and significant at a 1 percent level. In the same way, differences 
in GDP per capita are significant and positive. This unsurprisingly sup
ports the HOS theoretical framework, since our dataset mainly includes 
South-North bilateral trade flows. The similarity in country size is also 
generally positive and significant, in line with the new trade theory. With 
regards to bilateral trade resistance variables, they also present the ex
pected sign. In particular, with a border parameter coefficient which is 
equal to -4 or -5, it seems that Mediterranean countries face large border 
effects. This suggests rather high trade costs in these countries, as com
pared with OECD countries.19 Finally, the common language and re
gional dummies are also significant and present the expected sign. 

As suggested by Egger (2004). 
19 As a matter of fact, Feenstra (2002), Anderson and Wincoop (2003), Chen (2004) and 
Peridy (2005) find border coefficients which are generally close to -2 for the main OECD 
countries. 
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Looking at the specific effects estimated in the FEM (Table 8.4) most 
Mediterranean countries show overall exporter effects (p;) which are 
close to zero. This indicates that these countries do not present any spe
cific export performance as compared with the other exporting countries. 
The two exceptions are Algeria (with a much below average exporter ef
fect), and Israel, which enjoy on the contrary an above average export 
performance. The bilateral effects (Xy) are generally high with EU coun
tries, and much lower with the USA, Canada and Japan.20 This indicates 
the strong time-invariant cultural and historical ties between the EU and 
Mediterranean countries, independently of the trade agreement, which 
may have varied over time.21 

The final specification corresponds to the dynamic estimation, which 
is presented in column (5) of Table 8.3. The lagged dependent variable 
accounts for habit persistence in trade flows. However, the introduction 
of this variable may introduce a bias due to the correlation with the com
posite disturbance terms. Due to the likely existence of a simultaneity 
bias, the most appropriate method of estimation appears to be GMM. We 
thus applied the corresponding Arellano, Bond and Bover's (ABB) esti
mator (Arellano and Bond 1998; Arellano and Bover 1995). In order to 
compare the dynamic parameter's magnitude with their static counter
part, long run parameters have been calculated (last column). These pa
rameters are generally close to those observed in the static specifications, 
especially the REM. 

We now turn to the effects of the EU regional policy regarding Medi
terranean countries. These effects are clearly significant, whatever the 
specification. Moreover, there are only minor differences in the magni
tude of the regional dummy coefficient: for instance, in the static ver
sions of the model, the minimum regional dummy parameter is equal to 
0.222 (REM) and the maximum value is 0.308 (FEM). 

20 The only exception is Israel, which also has high bilateral effects with these countries. 
21 This is especially due to the various enlargements of the EU during the considered time 
period. Indeed, all the new members adopted the preferential EU tariff policy regarding 
Mediterranean countries as they joined the EU. This was the case of Greece in 1981, then 
Portugal and Spain in 1986, and finally Austria, Sweden and Finland in 1995. 



Table 8.4. The Bilateral Fixed Effects between Mediterranean Countri 

bilateral effects (Ajj) 
France 
Belgium-Lux 
Germany 
Italy 
The Netherlands 
The UK 
Ireland 
Denmark 
Spain 
Greece 
Portugal 
USA 
Canada 
Japan 
All countries (fii) 

Algeria 
0,86 
1,28 
1,90 
1,12 
1,36 
0,97 
0,68 
0,65 
0,06 
0,57 
0,57 

-0,12 
-1,31 
-1,40 
-1,15 

Morocco 
2,36 
3,48 
2,52 
2,10 
3,13 
2,86 
2,24 
1,48 
2,07 
1,58 
1,28 
0,04 
0,51 
1,83 
0,85 

Tunisia 
2,96 
2,20 
2,37 
2,93 
2,65 
1,14 

-2,45 
-1,06 
0,00 
0,77 
0,00 
2,30 
0,54 

-0,50 
-0,62 

Egypt 
3,14 
2,32 
1,80 
1,62 
1,78 
1,46 
1,26 
0,46 
0,49 
1,28 
0,88 

-0,46 
-0,21 
0,62 
0,18 

Jorda 
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The only exception is the OLS specification, which gives a parameter 
value equal to 1.641. However, the OLS does not take into account any 
specific effect referred to above, and notably the bilateral effects. Conse
quently, it seems reasonable to think that part of these effects are cap
tured in the regional parameter, which is thus overestimated. 

To go further in this analysis, we can calculate the gross trade crea
tion due to the EU preferential agreements regarding Mediterranean 
countries. To that end, we rewrite equation (1) as: 

In EXP., = In HEXPijt + a6 In REGijt (2) 

where lnHEXP,jt reflects the hypothetical exports from Mediterranean 
countries to the EU, assuming no regional agreement: 

In HEXPijt =aQ+ax In SGDPijt + a2 In DGDPijt + a3 In SIMIijt 

+ ar4InDISTtj +a5\nBORDtj + a7 InLANGy + Xtj 

+ Pi + yj+St+£jt ( 3 ) 

We then define the gross trade creation as the difference between actual 
and hypothetical exports from Mediterranean countries to the EU: 

G = EXPijl-HEXPijt (4) 

Replacing HEXPijt from equation (4) into equation (2) and giving REGijt 

the value corresponding to the preferential case (REG;jt=e), we find: 

In EXPijt = ln(EXPijt - G) + a6 In e (5) 

This allows us to derive G: 

G = EXPijt 

( 
1 -

1 
(6) 

From this equation and the parameters a6 estimated previously, we can 
calculate that over the period 1975-2003, the EU trade preferences 
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granted to Mediterranean countries increased these countries' exports by 
about 20 percent-26 percent in the static versions, and by 35 percent in 
the dynamic one (Table 8.3). These results highlight that the gross trade 
creation due to the EU-Mediterranean partnership has been significant. 

Additional insight may be provided by the calculation of the gross 
trade creation at various periods of time. This has been implemented 
through the estimation of the various models for any successive 5-year 
period. All the estimations indicate that the trade preference impact has 
become progressively lower. For example, Figure 8.1 describes the cal
culations for the HTM model. From 1980 to 2000, the gross trade crea
tion decreased from 27.4 percent to 8.3 percent. This decrease may be 
due to several factors: the first is the restrictive EU trade policy regarding 
Mediterranean agricultural exports. A second reason may be found in the 
removal of the multi-fibre agreement (MFA). This agreement, which dis
criminated textile imports from most countries, except the Mediterranean 
area, provided a positive relative preference margin for the latter.22 Fi
nally, the conclusion of free trade agreements with Eastern European 
countries in the early 90s also eroded Mediterranean countries' trade 
preferences. 

However, the trade impact of the EU policy remains significant, even 
recently. In addition, the conclusion of the Euromed agreement should 
stop the preference erosion in the future, unless the market access of 
Mediterranean agricultural products remains restricted for a long time. 

22 Although MEN A countries' textile exports were in fact restricted by Voluntary Export 
Restraints (VERs), the latter instrument was less restrictive than the MFA. This is why 
MENA countries traditionally enjoyed a positive relative preferential margin for textile 
products. 



294 Nicolas Peridy 

Figure 8.1. The Effects of the EU-Mediterranean Countries' Preferential Agree
ments: A Calculation of the Gross Trade Creation (percent of actual exports) 

Concluding Remarks 

This paper investigated the trade effects of the EU-Mediterranean agree
ments. It has been shown that these agreements have significantly in
creased Mediterranean countries' exports to the EU: The gross trade 
creation is estimated to be equal to 20-26 percent of actual exports, de
pending on the model specification. As a consequence, the observed high 
EU share regarding Mediterranean exports, which is equal to 43.1 per
cent, is greatly influenced by these agreements. Substracting the gross 
trade creation (in value) from actual exports, allows to recalculate the EU 
share assuming no agreement between the EU and Mediterranean coun
tries. This share is estimated to be in the middle range between 31.0 per
cent to 34.1 percent, which is significantly below the current EU share. 

The ASEAN countries do not enjoy such a regional integration ex
perience with Northern countries. However, the recent regional initia
tives with Japan, the USA, Australia and New-Zealand may also offer 
significant trade prospects, given the similarities between ASEAN and 
Mediterranean countries. These similarities primarily concern the trade 
agreements' contents with their Northern partners, i.e. the progressive 
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implementation of a free trade area. But they also concern the size, the 
economic development and their recent macroeconomic performance, as 
shown in section 2. Finally, the geographic proximity between ASEAN 
countries and Japan, Australia and New-Zealand is not very different 
from that between Mediterranean countries and the EU. 

In these conditions, the conclusion of free trade agreement between 
ASEAN countries and their most developed partners may also increase 
these partners' market share with regards to ASEAN countries. Further 
investigation would however be needed in order to assess more accu
rately the potential impact of these new trade agreements with ASEAN 
countries. 
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CHAPTER 9 

RECONCILING THE TENSIONS BETWEEN REGIONAL 
INTEGRATION AND COHESION 

Mary Farrell 

Within the European Union, the member states have long accepted the 
possibility that uneven development can be a feature of the process of 
integration. It is almost inevitable that in dismantling the barriers to trade 
and competition, so as to create an integrated area, competitive forces 
will be unleashed that result in an uneven distribution of the costs and 
benefits. For one thing, an enlarged economic space means that some 
industries and firms can compete while others lose out once there is 
greater competition. The resulting inequality can shape the overall fea
tures of the regional arena, as much as that of specific firms and sectors. 
In other words, regions as well as firms and industrial sectors must be 
able to compete in the enlarged market. In the case of lagging regions, 
the lower levels of economic development may act as a draw upon the 
ability to compete and to attract resources for development. 

If regions with lower levels of growth and per capita income cannot 
also share in the benefits of integration, then a strong case can be made 
for effective redistributive mechanisms that compensate for losing out to 
more competitive regions. In the context of regional integration, there is 
also a convincing political argument for a regional (redistributive) policy, 
to harness the support of political actors and thereby facilitate the process 
of regional integration. It is easy to lose sight of the fact that regional 
economic integration depends to a fundamental level on the continued 
political commitment of governments, political authorities and other so
cietal actors. 

299 
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This chapter examines the impact of the European Union's Structural 
Funds on regional cohesion in two of the member states — Spain and 
Ireland. The choice of countries may seem somewhat odd, since they 
appear to be quite dissimilar in many respects. Irish accession to the then 
European Community in 1973 (alongside Britain and Denmark) preceded 
that of Spain by more than a decade. Spain is a country of some 40 mil
lion people, and the second largest country of the EU. By contrast, Ire
land, with a population of 3.7 million, is significantly smaller in terms of 
both population and also physical size. 

On accession, Ireland had a large agricultural sector with a small and 
poorly developed manufacturing and services sector. Since the country 
was heavily dependent on trade with Britain, with over 80 percent of ex
ports destined for the British market, Ireland had little choice but to join 
the European Community along with its major trading partner. Prior to 
1973 Britain and Ireland shared a Free Trade Area, and this meant that 
Anglo-Irish commercial transactions were subject to duty-free status. 
Post-1973, any future trade with Britain would be subject to the imposi
tion of the common external tariff, unless Ireland also joined the EC. 

Both Spain and Ireland joined the European Union with low levels of 
economic development, and disparities in regional development. Infla
tion and high unemployment levels were persistent features of both 
economies, as was high emigration. Regional disparities in both income 
and output levels meant that the national per capita income in each coun
try was well below the average for the EU as a whole. It was this gap 
between the national level and the EU, together with the persistent re
gional disparities that provided the basis for eligibility under the Struc
tural Funds, the EU's principal instrument for regional redistribution. 

This chapter offers an account of the impact of the Structural Funds 
on economic and social cohesion, and looks at the re-distributive effect 
of the EU's regional policy examination in the two countries. The fol
lowing section offers a brief review of the theoretical contribution from 
regional integration theory, and considers the extent to which the empiri
cal evidence supports the predictions of the classical integration theory. 
This is followed by a description of the principles and mode of operation 
of the Structural Funds in Section 2. Sections 3 and 4 set out the national 
context and the nature of regional development in the two countries. In 
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Section 5, the chapter reviews the convergence and cohesion in the two 
countries, and assesses the reasons why divergence remained for long a 
feature of the Spanish experience with European integration despite the 
country being the principal recipient of European Union financial trans
fers. The concluding section refers to the contemporary debate on the 
future of the EU's regional policy, and considers the implications for the 
Structural Funds and the potential for cohesion in the context of Euro
pean enlargement. The chapter ends with a consideration of the broader 
lessons and challenges for integration between small and large countries 
in the context of Asian regional integration. 

Regional Integration — What the Theory Says 

The literature on regional integration offers a fairly clear-cut analysis of 
the costs and benefits that result from the decision by a group of coun
tries to remove all obstacles to trade among themselves, and to establish 
certain elements of cooperation and coordination. However, there is less 
agreement over the precise impact on individual countries, and how this 
might vary over time. 

The creation of a single (integrated) economic space, spanning and 
over-lapping the national political boundaries of the member countries, is 
expected to give rise to economies of scale, greater efficiency and larger 
output. Increased levels of competition in the integrated market create 
pressures on national firms and national economic sectors to be more 
competitive, to offer lower prices and better quality products. Technol
ogy also plays a decisive role, in helping firms to become more competi
tive through the incorporation of new processes and methods. Technol
ogy can also be a driver of further integration. 

In addition to these advantages of regional integration, further bene
fits are predicted for deeper levels of integration — the common market 
and economic union bring positive gains as a result of co-ordinating eco
nomic policies. It should be possible for participating countries to 
achieve economies of scale from policy co-ordination, and by combining 
their efforts to deal with economic problems of inflation, unemployment 
and growth. Traditional theory also predicts that factor mobility across 
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national borders leads to higher national incomes — and hence greater 
prosperity. 

With all of these possible advantages that accrue to economic sectors 
and to political units it may seem surprising that after many years of in
tegration such positive outcomes are not always to be observed. Is inte
gration theory wrong, or at least failing to live up to its predictive capa
bility? Like neo-classical economics of the market, the predictions of 
integration theory rests on several assumptions and these determine the 
likelihood of the predicted outcomes. In the first instance, the possible 
gains from integration relate to the resource reallocation that follows on 
from the integration process, and are therefore of a short-term static na
ture. What the theory fails to take sufficient account of is the long-term 
or dynamic effects that result from the new environment — investment 
decisions, new technologies, the effects on output and employment, as 
well as the long-term growth effects. 

The other aspect of integration theory relates to the fact that what it 
promises is possible economic gains. But there is no guarantee that these 
can ever be realised in full. Regional integration can result in losses 
rather than gains, and the losses (measured in terms of output, employ
ment, income, social inequality) can be unevenly spread across different 
regions. 

The EU cohesion policy is aimed at reducing regional inequalities 
and promoting the development of the lagging regions (European Com
mission 2001). From the evidence to date, there is no indication that re
gional disparities are being eliminated. On the contrary, many member 
states have experienced an increase in the disparities between regions 
within states (European Commission 2003). Recently, the Structural 
Funds have come under criticism from a number of quarters (Economist 
2003; Midelfart-Knarvik and Overman 2002). However, there are good 
reasons for a cohesion policy as part of a regional integration arrange
ment. These reasons can be located in the economic and political 
spheres, and have general validity in any regional integration arrange
ment between states with different levels of economic development. 

The economic case for cohesion policy rests with the nature of mar
kets and the allocation of resources under integration (El-Agraa 2001). 
The literature tends to support either a convergence or a divergence the-
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sis, and much of the debate around the Structural Funds is similarly di
vided. Classical Ricardian trade theory, for instance, supports the con
vergence thesis, and assumes that factor mobility will operate to bring 
about equilibrium, acting as a correcting mechanism with regard to re
gional inequalities. The theory suggests that factor endowment is not so 
important, and that integration will lead to a rearrangement of economic 
activity, with investment and innovation going to the low-cost areas 
while labour flows to the high-cost areas. In the process, regional dispari
ties will even out and therefore intervention is not needed. Similarly, 
neo-classical growth theories support the notion of convergence, based 
upon the market as a mechanism of reallocation. In this viewpoint also, 
there is no need for development policies. However, neo-classical mar
kets are ideal types that behave according to the theory only when certain 
key assumptions hold — which is frequently not the case in real world 
situations. 

On the other hand, regional disparities are evident in regional integra
tion arrangements around the world. The reasons may vary, and it is im
portant to consider each case in order to understand and identify the ap
propriate policy implications. However, there are some general causal 
factors likely to be found in any region: an inherited economic situation, 
manifested in lower than average per capita GDP; the quality and quan
tity of human capital, where the aim must be to ensure skilled labour, and 
to match the skills with the demand for labour; the quality and accessibil
ity of the infrastructure endowment; the capacity for generating and as
similating innovation; the nature of the sectoral structure, including the 
mix of industries and the number of leading-edge sectors. 

Contemporary endogenous growth theory and new economic geogra
phy reflect the view that greater accessibility, higher skills, and a greater 
capacity to generate and assimilate innovation will lead to the concentra
tion of economic activity (Barro and Sala-i-Martin 1995; Krugman 
1991). So, it is not desirable to rely on the market to effect a reallocation 
of resources in order to eliminate regional disparities. The implication of 
these theoretical perspectives is that some public intervention in the form 
of a regional policy is needed — and all the more so in the context of 
regional integration where geography, history, and politics combine to-
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gether in an area likely to be characterised by significant spatial inequali
ties (Cheshire and Magrini 2001; Boldrin and Canova 2001). 

The political argument in support of cohesion policy can be consid
ered as part of the criteria for judging what makes regional integration 
work. Cooperation between sovereign states, and involving non-state 
actors, will be most sustainable where there is a political commitment 
towards cooperation even when this involves costs and burdens in adjust
ing to the new arrangements. This holds true even more for those states 
that may be less able to bear the costs. A sound regional integration 
process emerges only slowly; it is effectively a long-term strategy. Fur
thermore, the benefits may only be realised over the long-term while the 
costs can all too be apparent in the early stages of integration. Therefore, 
states and non-state actors are more likely to bear the costs in the knowl
edge that cooperation will produce results, and not just for the more 
prosperous or more powerful in the group. 

EU Structural Funds 

The origins of the EU Structural Funds are to be found in the Treaty of 
Rome. The preamble of the founding treaty set out the commitment of 
the states to 'ensure their harmonious development by reducing the dif
ferences existing between the various regions and the backwardness of 
the less favoured regions'. Although this statement was subsequently 
regarded as a commitment to regional policy, the Treaty did not contain 
any substantive provision for regional policy. Rather, the core common 
policies foreseen then were confined to the areas of competition, agricul
ture, and trade. 

However, in the mid-1970s, the European Regional Development 
Fund was established as an embryonic regional policy, with a limited 
budget. A decade later, the Single European Act provided the impetus for 
a more substantive regional policy, introducing the concept of 'economic 
and social cohesion'. The SEA took the lead from the original clause in 
the Treaty of Rome, declaring 'in order to promote its overall harmoni
ous development, the Community shall develop and pursue its actions 
leading to a strengthening of its economic and social cohesion. In par
ticular the community shall aim at reducing the disparities between the 
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various regions and the backwardness of the least favoured regions, in
cluding rural areas' (Art. 158 — revised Treaty). 

The system for regional support received a further boost with the de
cision in 1989 to double the amount of funding allocated to regional pol
icy and to amalgamate the different initiatives under the one umbrella of 
the Structural Funds. In 1992, the EU agreed to the creation of a Cohe
sion Fund to support the four poorest member states (Spain, Portugal, 
Greece and Ireland) in their efforts towards economic convergence as 
part of the preparation for economic and monetary union. Together, the 
Structural and Cohesion Funds represent the EU's regional policy. 
Commonly known as cohesion policy, it entails the funding of infrastruc
ture and employment projects in lagging regions of the EU member 
states. In financial terms, cohesion policy involves the distribution of 
more than 35 billion euro annually, making it the second most important 
EU policy in budgetary terms, after the Common Agricultural Policy. 

The Structural Funds are allocated according to three 'objectives': 

• Objective 1 is aimed at regions whose development is lagging behind, 
with a per capita GDP of less than 75 percent of the EU average. 

• Objective 2 is aimed at the economic and social restructuring of re
gions dependent on industries in decline, agriculture, fishery, or areas 
suffering from problems related to urbanis action. In order to qualify 
for Objective 2 funding industrial regions must have an unemploy
ment rate above the EU average, a higher percentage of jobs in the 
industrial sector than the EU average, and a decline in industrial em
ployment. In addition, regions must not be eligible for Objective 1 
support. 

• Objective 3 is aimed at modernising education and increasing em
ployment. Any region can qualify for Objective 3 funding, provided it 
does not receive Objective 1 funding. 

Most of the Structural Funds expenditure has been concentrated in the 
Objective 1 Regions. In effect, the targeting of financial resources (under 
the combined Structural and Cohesion Funds) in the less advantaged re
gions of the EU has meant that European development support through-
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out the 1990s represented an addition to the national GDP of around 3.5 
percent for Portugal, between 2.5 percent and 3 percent in Greece and 
Ireland, and around 3 percent for Spain. 

The overall aim of regional policy was to promote cohesion and con
vergence. A crucial role was played by the European Commission in fos
tering a particular model of partnership between the supranational Euro
pean Commission, the national governments and the sub-national au
thorities in the member states. The multi-level partnership involved dif
ferent actors in regional policy — its formulation and implementation — 
by encouraging the national governments and their regional authorities to 
work together in preparing regional development plans. The Commission 
held the view that only projects forming part of a coherent regional de
velopment plan would be financed under the Structural Funds. In effect, 
the European authorities sought to influence the member states so as to 
effect closer collaboration among the different levels of government, and 
a more effective coordination of initiatives for regional development. 

The European Commission's role was enhanced by the introduction 
of the concept of cohesion in the Single European Act, and the increased 
expenditure allocated to the Structural Funds. In the actual implementa
tion of cohesion policy, the Commission adopted four key principles as 
part of the strategic programme: the concentration of measures around 
certain priority objectives; partnership, involving cooperation between 
the Commission and the most appropriate authority at national, regional, 
and local level in each member state; additionally, such that EU funds 
would supplement, rather than replace, national funding; and, program
ming, whereby multi-annual and multi-activity programmes were 
funded, rather than discrete, individual projects (Allen 2000). 

The Treaty of Rome had recognised in the preamble the importance 
of even development, and regional growth based upon equality rather 
than disparities for certain regions. Two decades later, the idea that all 
countries and regions should share in the growth associated with the Sin
gle European Market was linked to the recognition that this could only 
happen with targeted intervention. 
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Ireland — Experience in the EU 

For Ireland, membership of the European Union brought modernisation 
in both the economic and social spheres (O'Donnell 2002). Though the 
EC was less important as a large market for domestic firms, the Euro
pean market proved an attraction for the large number of foreign firms 
that decided to locate in Ireland. Domestic firms were less interested, 
initially, in the European market since indigenous industry was charac
terised by small and medium-sized firms with a preference for the na
tional and local markets. By the 1990s, however, a substantial number of 
'new economy' enterprises were also targeting the European market. 

More generally, the experience of participation in EU decision
making had a positive effect on the political system and especially the 
quality of government decisions and strategies. Public policy was in
creasingly framed in the context of the shifting priorities of the European 
Union — but without abandoning the sense of what constituted the na
tional priorities and strategies for development. In addition, European 
Union accession gave a strong impetus to more clear-cut strategic direc
tion across the policy spectrum. 

Ireland joined the European Community in 1973, together with Brit
ain and Denmark. But it did not begin to exhibit any signs of significant 
economic growth for almost twenty years after its accession. The 1980s. 
was a decade of severe economic and political crisis, and there was a 
growing disquiet over the inability of the government to find lasting so
lutions to continued high unemployment, low growth and persistent emi
gration. The economy was characterised by a dual nature, with a mix of 
indigenous industry and a growing presence of foreign-owned firms. 
Significant differences existed between the two economic groups. 

Indigenous industry was dominated by the small firms in traditional 
manufacturing and service activities, oriented to the domestic market and 
with low technological intensity. The foreign-owned sector was charac
terised by multi-nationals in the high-tech sectors (notably pharmaceuti
cals and informatics-technology), oriented to the export market. Between 
1987 and 1997, the foreign-owned sector continued to increase their 
share of manufacturing output, employment, and exports as against the 
share of indigenous industry. Foreign investment, in the form of mainly 
US multinational corporations, was attracted to Ireland by a combination 
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of the attractive low-taxation policy of the government, and the prospects 
of being able to supply the large European market from a low-cost loca
tion within the EU, where there was a ready supply of low-wage and 
high-skilled workers. 

It is perhaps not surprising that the European Commission initiative 
to launch the Single Market programme was so well received by the po
litical and economic community. The Single Market was expected to 
bring opportunities and benefits — but the economy would have to main
tain competitiveness, and the government believed to achieve this it was 
essential to have a strong wage bargaining system, with restrictions on 
the public spending. In large measure, the combination of the European 
internal market, the Structural Funds, and the move to European mone
tary integration all exerted positive effects on the economic system. 

The positive effects did not come all at once. Rather, there was a sig
nificant time lag between accession (1973), the EU decision to imple
ment the Single Market (1986), the reform of the Structural Funds (1988) 
and the declaration of the EU's intention to go ahead with monetary un
ion (1992). The Irish economy was showing slow growth in the early 
1990s, just as the other European economies were sharing a period of 
recession. The real take-off in economic growth occurred from the end of 
1995, and the next seven years exhibited growth rates far in excess of the 
European average. 

A key question is what role did European integration, and particularly 
the Structural Funds play in the remarkable economic progress since the 
mid-1990s. A second, and related question is to what extent have the 
economic benefits been evenly distributed across regions and groups. 
There was general agreement among the political and economic interest 
groups that the European internal market could bring benefits and oppor
tunities for Irish economic interests. Ireland, like Spain, was optimistic 
regarding the positive benefits that could accrue to the domestic econ
omy as a result of this newest phase of integration. 

A study published in 1992 suggested that Irish GNP would grow by 
as much as four percent (Bradley et al. 1992). Later studies were more 
cautious in their assessment of the impact on small, open economies in 
the European periphery (ESRI 1997). It was suggested that the impact 
could vary, with certain sectors benefiting in terms of employment and 
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output while other sectors were threatened with decline. However, even 
with the downward revisions made in the light of ex-post estimates, it 
was still expected that the Single Market could add 3.5 percent to the 
country's economic growth (Barry et al. 2001). 

Despite these positive expectations about the impact of the Single 
Market, Ireland was the recipient of large allocations under the Structural 
Funds. From 1989 to 2000 the annual receipts from the structural funds 
averaged around 2.6 percent of GDP. The majority of the financial sup
port was intended for three main target areas: physical infrastructure; 
human resource development; and private sector development, especially 
investment and innovation activities. A little over one-third of the total 
Structural Funds receipts were allocated to physical infrastructure in
vestment, followed by around 28 percent going to human resource de
velopment. Ultimately, the anticipated effect of these expenditures on the 
physical and human capital resource is the longer-term increase in pro
ductivity and profitability. 

The question is whether the national output would have increased in 
any event, due to the overall positive effects of the Single Market Pro
gramme, even without the Structural Funds. However, research suggests 
that the long-run impact from the EU-funded programmes contributed to 
an increase of the national output, estimated at between 1 percent (ESRI) 
and 2 percent (Honohan 1997). By the end of the 1990s, Ireland was 
widely considered the success story of the EU, while Spain still had 
many difficulties in catching up to its neighbouring member states. 

Spain — Experience in the EU 

Spain was, like Ireland, a peripheral state within the European Union. 
Both countries placed a strong emphasis on the export sector; although in 
neither country did the domestic sectors enjoy a competitive advantage. 
Historically, both countries shared poor employment performance, high 
emigration, and a tendency towards inflationary pressures in the macro-
economy. However, Spain differed from the smaller country in a number 
of respects. It had a larger domestic economy, dominated by small and 
medium sized firms, with low technological intensity and a high depend
ence on foreign technology. Ireland's economy was significantly smaller, 
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with a mix of manufacturing and services, and a heavy reliance on for
eign investment 

Research has shown that peripheral economies may experience nega
tive effects in certain sectors, in the context of regional integration and 
the trade liberalisation that comes with it (Krugman and Venables 1990). 
In the Spanish case, there was a further claim to back up the national en
titlement for funding under the EU programme. This was based on the 
significant regional disparities that existed within the country, and the 
gap in output and income levels in comparison with the EU average. 

In the decade before its accession to the European Community, Spain 
had experienced both national and regional (ie. sub-national) economic 
growth rate, and a closing of the gap between the prosperous and less 
well-off regions in the country. However, this process of catch-up slowed 
in the 1980s, so that in the second half of the decade the disparities be
tween regions widened. Even the high growth rates in the early years of 
membership, supported by an influx of foreign direct investment and 
high consumer spending, were unable to exert an appreciable impact in 
terms of regional convergence. 

The inter-regional gap can be explained in part by the quite distinct 
differences in economic structures, in the levels of technological devel
opment, and in the quality of each region's stock of physical and techno
logical infrastructure (Cuadrado Roura 1998). The less-developed re
gions faced a vicious circle, whereby inadequate levels of technological 
capability and of research and development spending were reflected in an 
industrial base of low technological intensity. This low-tech industrial 
structure combined with limited investment in human capital to produce 
growth rates below those achieved by the more advanced regions. 

Spain's regional autonomous communities were established under the 
Constitution signed in 1978, giving rise to the new democratic state. The 
model of decentralisation was created in the recognition of the distinctive 
regional identities that existed and, to make it work, provision was made 
for a system of inter-regional transfers under the control of the central 
government. In Ireland, geographical and historical factors had resulted 
in a centralised model of government. And, for the purposes of the Struc
tural Funds the country was treated as one region. Spain, on the other 
hand, had seventeen regions with diverse (and diverging) levels of de-
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velopment, measured in terms of both the national and the European av
erage. 

When it joined the European Community in 1986, per capita income 
in Spain was just under 70 percent of the European average. By 2003, the 
national per capita income had reached 83 percent of the EU average — 
and still well below that of its neighbour, France. In the intervening pe
riod, regional growth rates also continued to diverge and there was very 
little upward movement of the regions classified with Objective 1 status. 
During the programming period 1994-99, Spain received a little more 
than half of the Cohesion Fund, and altogether about one quarter of the 
structural funds allocation — making it the largest beneficiary in abso
lute terms. 

What was the impact upon cohesion? The assessment of the outcome 
inevitably depends upon how it is measured, and also upon the perspec
tive of the assessor. The optimist will highlight the slow but steady rise 
in the national per capita income. But by the end of the 1990s, ten of the 
Spanish regions remained below the 75 percent threshold — thereby re
taining their classification as lagging regions. Regional unemployment 
rates were also diverging, varying from 10.5 percent (Navarra) to 29 per
cent in Andalucia and Extremadura — a difference of twenty percentage 
points between the highest and the lowest rates. 

There was no clear link between the proportion of Structural Funds 
received and the level of unemployment. Andalucia consistently received 
over twenty percent of the funds, four times as much as Extremadura, yet 
both held the worst rates of unemployment in 1998. In absolute terms, 
four regions that received substantial shares of the Structural Funds 
throughout the period 1986-95 (Castille and Leon, Galicia, Castilla-La 
Mancha, and Canary islands) continued to have high unemployment rates 
up to the time of Spain's entry into European monetary union. 

The Spanish government undertook its own assessment of the macro-
economic effects of the Structural Funds (reported in Fernandez 
Martinez 1997), which suggested that the gross domestic product would 
have been 0.7 percent less on average over the period 1989-93, and 0.97 
percent less between 1994-96 in the absence of the Structural Funds. 
Private investment and employment would have been lower, and unem
ployment higher, without the Structural Funds. The strongest effects 
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were, according to the government's estimates, on total national invest
ment, national demand, exports, and imports. However, unemployment 
was one of the variables least affected by the Structural Funds, despite 
the stated objective of the programme to reduce unemployment in those 
regions most adversely affected by joblessness. The results of the gov
ernment's assessment suggested, moreover, that though the Structural 
Funds contributed to aggregate demand, raised income, and increased the 
demand for imports, there was a limited effect on unemployment. 

What were the funds used for? In the Spanish case, the priorities were 
infrastructure, transport, and the environment. A second priority was 
business and tourism support, with human capital ranked third. In placing 
more emphasis upon the allocation of structural fund support on infra
structure development rather than upgrading the quality of its human 
capital resource base, it may be that the national and regional authorities 
side-stepped an opportunity to create the conditions for sustained em
ployment growth. 

Comparing the Outcomes 

Both Spain and Ireland were major beneficiaries of the financial transfers 
under the Structural Funds, with Spain receiving the largest amount in 
absolute terms, while on a per capita basis Ireland benefited the most. 
However, by the second half of the 1990s the Irish economic growth 
rates far exceeded those in the EU as a whole with an average annual 
growth rate of 8.7 percent for the period 1993-1998. Between 1987 and 
2000, Irish GNP grew by 140 percent, compared to 40 percent in the US 
and 35 percent in the EU 15 (Barry et al. 2001). By 1997, the Irish per 
capita GDP had exceeded the EU average. So, growth rates produced a 
notable degree of convergence in income levels during the 1990s. The 
same degree of convergence was not evident in the Spanish case. Despite 
steady growth after accession, the Spanish per capita income was just 
under 84 percent of the EU average in 2003. 

Does this mean that cohesion did not take place, and that the EU's 
principal policy instrument, the Structural Funds, failed to deliver the 
main objective? The answer is not so clear-cut, despite the evidence pro
duced by the European Commission for the most recent progress report 
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on cohesion. In the Irish case, there were improvements in growth, and 
also in income and employment levels. Until 2000, the country was 
treated as one single region for the purposes of the Structural Funds pro
gramme. After that date, the Irish government opted to create two re
gions in an effort to preserve the entitlement to future funding, though 
only one of those regions was eligible for financial support. 

In Spain, regional disparities in income, output, and employment ac
tually increased. Although some regions, notably Madrid and Navarre, 
succeeded in attaining growth and income levels above the European 
average, the majority of the regions failed to improve their position vis
a-vis either the fast-growing regions elsewhere in Spain or in the Euro
pean Union as a whole. 

To what should we attribute the difference in the impact and experi
ence of the two countries? Part of the explanation lies in the institutional 
differences and policy decisions taken in each country. Spain is a large 
country, with a great diversity in climate, topography, and regional de
velopment levels that reflect the historical pattern of industrialisation. 
Much of the traditional manufacturing industry has been subjected to 
intense pressures for reform in the face of increased international compe
tition. Even with the structural shifts over the past three decades, and a 
services sector that accounts for a greater share of output and employ
ment than agriculture or manufacturing combined, these structural 
changes have not made any impact in reducing the regional disparities 
across the country. Instead, the fastest-growing regions (including Ma
drid, Canary Islands, the north-east, and the Balearic islands) actually 
added to regional divergence. 

Like Ireland, Spain was a magnet for foreign direct investment (FDI) 
in the years immediately following its accession to the EU. But these 
increased investment levels failed to generate improved competitiveness 
and a sustained capacity for higher productivity. And, in the first half of 
the 1990s the inward investment slowed as the EU economy entered re
cession. From the mid-1990s outflows of investment increased in vol
ume, particularly to Latin America — mainly targeting the telecommuni
cations and banking sectors. 

Recent literature has emphasised the importance of endogenous fac
tors such as the accumulation of skills and technological innovation, as 
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well as physical infrastructure, together with localised collective learn
ing, in contributing to economic growth (Lucas 1988; Rivera-Batiz and 
Romer 1991; Romer 1986, 1990). However, models of localised endoge
nous growth indicate that market integration favours the growing regions 
that are already in the forefront of the development process, and thus in
tegration can foster regional disparities and divergence. Capital and la
bour tend to move to existing prosperous and competitive regions, rein
forcing increasing returns and cumulative growth in those areas (Bertola 
1993; Martin 2001). 

Between 1986 and 1996, the policy of the Spanish Socialist-led gov
ernment was directed at a number of objectives — price stability, eco
nomic growth, and the reduction of unemployment — with regional de
velopment and growth predicated on continued growth of the national 
economy, supplemented by the financial transfers from the European 
Structural Funds. From 1996 onwards, the Partido Popular government 
of Jose Maria Aznar supported economic liberalisation both at home and 
in the European Union. It also followed a restrictive fiscal policy in line 
with the conditions imposed on all countries in the euro zone. Under the 
Partido Popular government, the privatisation programme was intensified 
while public spending was increasingly restricted. 

The conditions of monetary integration challenged the commitment 
of both the central and regional governments in the seventeen autono
mous communities. The receipts under the Structural Funds were there
fore an important resource for the policy of regional development, par
ticularly since national public spending was being curtailed. Indeed, 
throughout the 1990s regional income levels exceeded output largely due 
to those transfers. Receipts under the Structural Funds were mainly used 
to finance major infrastructure projects, particularly road and railway 
investments, as well as investments directed at urban renewal and cul
tural and civic centres. One result of these investments was the stimula
tion of a boom in the construction industry. 

Nonetheless, productivity was not improved since Spanish industry 
invested little in research and development. Most companies were either 
small or medium-sized and had little capital at their disposal to invest in 
research. A second reason for low productivity may be found in the edu
cational attainment of the workforce. Although the quality of the Spanish 
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university system is comparable to international standards, there remains 
a deficit in education and training. This is reflected in the fact that Span
ish investment in educational measures is 40 percent below the EU aver
age. Many people are either highly qualified or very poorly qualified, but 
remarkably few people have attained an intermediate level of education. 
Geographical and sectoral mobility of labour is low and, added to the 
wide-ranging skills deficit, the result is high unemployment at regional 
levels. 

The broader picture as far as Spain is concerned suggests a reliance 
on the Structural Funds for investment in physical infrastructure. But, as 
the literature on endogenous growth suggests, there is an important role 
for other factors, notably human capital and technology. These have ei
ther been neglected or regarded as of secondary importance in Spanish 
government policy since the 1980s. 

The Irish government also invested heavily in physical infrastructure, 
and particularly in new highways. Similar to Spain, the construction in
dustry boomed and house price inflation became a matter of concern in 
the second half of the 1990s. However, the economic boom of the 1990s 
cannot be attributed solely to the multiplier effect of the Structural Funds 
expenditure. The Irish state played a key role through the particular pol
icy choices made in the areas of education and industrial policy, main
tained consistently by the different governments from the 1980s (Kirby 
2002). 

The Irish state had devised a long-term strategy to attract multina
tional corporations, selecting those enterprises in leading-edge sectors 
such as information and communications technologies, and pharmaceuti
cals — high-tech enterprises producing high value-added output for ex
port markets. Multinational corporations were attracted to Ireland by a 
large range of government incentives, including a low corporation tax 
rate (12 percent, compared to the European average of around 32 per
cent), a generally favourable (liberal) environment for business, and a 
low-cost, high-skilled workforce. 

The Irish education system was instrumental in producing graduates 
with the skills that were in demand from the sectors targeted by the gov
ernment. Hence, education policy complemented the industrial policy as 
part of the long-term strategy for development. By the 1990s, the multi-
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national corporations (predominantly of US origin), and mainly in the IT 
and pharmaceuticals sectors) employed over 40 percent of the total work
force, and accounted for almost 90 percent of exports. This combination 
of government policy and the EU Structural Funds produced favourable 
conditions to stimulate economic growth — and an effective set of con
ditions for endogenous growth based upon investment, human capital, 
technology, and physical infrastructure. 

However, this is not to suggest that each country is permanently 
locked into its particular model of cohesion and development. The Irish 
economy began to slow down with a growth rate of 4 percent in 2003. 
The exceptional and rapid growth rates in recent years have produced 
new social inequalities and an increase in the level of poverty. Although 
there has been an increase in the absolute standard of living, many peo
ple are relatively (and absolutely) worse off, and the effect is to reduce 
the cohesion levels. 

The slowdown in the global (and US) economy since 2000, and the 
reversal in the information technology sector adversely affected the Irish 
economic situation. A growing number of plant closures were announced 
in the half decade of the new millennium, with a fall in the number of 
jobs being created in the sectors involved. Indeed, recent experience 
highlights the risks of the Irish strategy with its heavy reliance on foreign 
investment in a limited number of sectors and an almost total dominance 
of investors from one country, the United States. Also, as a small, open 
economy, Ireland is exposed to the vagaries of the international eco
nomic system, and a slowdown in global output and demand will exert a 
negative impact upon the economic well-being of the country. In this 
regard, it may be observed that the capacity for endogenous growth is 
ultimately limited by an exogenous factor — namely, the strength of in
ternational demand. 

The challenge facing the Irish government is how to ensure sustained 
(if lower) growth rates in the future, given that the country will no longer 
receive significant contributions from the Structural Funds. With the ex
tremely difficult negotiations for the next round of the EU budget (cover
ing the period 2006-2013) highlighting the tensions among the now-
enlarged European Union, Ireland will most likely become a net con
tributor to the budget. The country will also face keen competition from 
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the Eastern European states as low-cost locations for foreign direct in
vestment, so national policy must remain focused upon preserving com
petitiveness on several fronts at the same time. The current low rate of 
corporation tax set by the Irish government gives the country a competi
tive advantage in attracting foreign investment, but it also invites criti
cism from the European Commission as a distortion of the Single Mar
ket. For the moment, the Irish corporation tax remains, but so do the 
pressures from the EU authorities to raise it to EU levels on order to 
avoid distorting competition. 

The Irish government clearly foresees the continuation of its role in 
managing regional economic development. The National Development 
Plan 2000-2006 provided for a total of 51 billion euro (made up of pri
vate, public and EU funds) for investment in services, social housing, 
education, roads and public transport, and rural development). The EU 
contribution to this will amount to €6 billion, with much of the invest
ment to be undertaken by public-private partnership arrangements. In an 
era of slower growth and the increased uncertainties in the wake of the 
EU enlargement and in the international economy generally, the Irish 
government will be obliged to use the National Development Plan as a 
means towards social inclusion, combining solidarity with equality to a 
degree that did not occur during the height of the economic boom. 

Spanish progress towards the European level as measured by the 
principal economic indicator of per capita GDP was slow (Farrell 2001). 
In 2004, the country came close to the European average, with a per cap
ita income at 98 percent of that in the EU-25. Taking other indicators 
into consideration, however, the process of convergence has some way to 
go yet. Within the country, growth rates continue to show divergence 
between the regions. Employment levels remain below those of the other 
leading member states, and regional employment growth varies signifi
cantly as does the quality of labour. There is a need for more public in
vestment in education, research and technological innovation, as well as 
in more active labour market policies. Yet, Spain must also comply with 
the requirements on public spending levels within the context of mone
tary integration. For now, the government is relying upon market-led 
growth to deliver regional cohesion when in fact growth may be depend-
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ent upon certain prerequisites that can only be put in place through in
creased public spending. 

European enlargement has affected how the Structural Funds will be 
distributed over the coming period, and the Spanish share of these funds 
will decline. Although Ireland will receive less in the future due to the 
fact that the country's growth rate has placed it outside the eligibility 
band, in the Spanish case eligibility is likely to be affected more by de
fault (and a statistical convergence). EU enlargement meant the acces
sion of eastern European states with lower levels of economic develop
ment, and this produces the effect of reducing the average per capita in
come in the EU-25. 

In addition, enlargement will produce a geographical shift in the pat
tern of disparities, with a quarter of the total EU population (116 million 
people) living in regions with per capita GDP below 75 percent of the 
EU average, as against 18 percent in the former EU-15. If current eligi
bility criteria for Objective 1 Structural Funds are maintained, only 3 of 
the 10 Spanish Objective 1 regions that currently receive support will 
continue to do so in 2007. Spain would also lose the assistance which it 
receives under the Cohesion Funds (Martin, Herce, Sosvilla-Rivero, and 
Velasquez 2002). 

More generally, EU cohesion policy can be judged a success in po
litical terms. It emerged in the context of demands for redistributive 
measures to counter the pressures anticipated from the deepening of inte
gration, such as the Single Market programme, and the subsequent 
agreement to create a monetary union. Both these decisions were ex
pected to create pressures for individual countries, from the greater com
petition likely to arise with the implementation of the Single Market pro
gramme to the restrictions on the public finances with the introduction of 
the euro. European cohesion policy (embodied in the Structural and Co
hesion Funds) provided a means to alleviate the pressures on the poorer 
and weaker countries associated with the deepening of integration. It was 
also an instrument for securing the political support of those countries 
and groups less likely to see the immediate benefits of further integra
tion. And, for the European Commission it was a way to extend its influ
ence to interest groups at the sub-national level and in the process to 
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widen and consolidate the political community around European integra
tion. 

Lessons for Regional Cohesion Elsewhere? 

Regional integration develops on the basis of cooperation between sov
ereign states that pursue common interests through collective action. On 
this basis, regional integration need not preclude the continued pursuit of 
individual national interests or impinge upon national sovereignty. Es
sentially, such cooperation evolves over time, propelled by the political 
commitment of diverse actors to extend the scope of joint decision
making into new areas and policies. However, while the logic of coop
eration may be accepted to a greater or lesser degree by all participants, 
the willingness to cooperate is tempered by the recognition that there are 
costs as well as benefits. The asymmetrical impact of integration often 
reflects the asymmetrical nature of the regional cooperation arrangement 
itself. 

The Association of South East Asian Nations (ASEAN) is one such 
asymmetrical form of regionalism. There are significant differences in 
economic and political structures, population, levels of development, and 
degree of integration with the rest of the world, among the ASEAN 
members. Such differences affect not only the potential to cooperate, but 
also the capacity to absorb the integrative outcomes. For smaller and 
less-developed countries, a key question is how to ensure that liberalisa
tion and openness, consequent upon regional economic integration, does 
not prejudice national and regional development. For ASEAN, the shift 
from regional security community towards the ASEAN Free Trade Area, 
and perhaps ultimately some form of monetary cooperation, prompts a 
serious consideration of how to deepen regional integration while avoid
ing the imposition of serious adjustment costs on weaker regions and 
economic sectors in what would become a more open and competitive 
environment. 

The question is important because it raises issues that extend beyond 
the implementation of regional agreements to include more political con
siderations regarding the nature of regional institutional arrangements, 
and the effect that these might have upon national political structures. 
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Nonetheless, the next step in ASEAN's regional integration is condi
tional upon maintaining the political commitment of each member coun
try, and in large measure such commitment is more likely if all coun
tries/regions can benefit (even if some benefit more than others) while 
the weaker countries (and the weaker regions within those countries) can 
access redistributive mechanisms to compensate for adjustment costs. 

Would an ASEAN Structural Fund facilitate adjustment and promote 
convergence among the member countries? What lessons, if any, can be 
derived from the study of the EU's Structural Funds? And, can we infer 
any useful guide for the ASEAN context? The European Structural 
Funds has both proponents and critics. The critics argue that the funds 
have failed to correct regional imbalances, and instead merely serve to 
distort the allocation of resources as firms and regional (sub-national) 
authorities make decisions in order to obtain financial transfers from the 
European Commission, instead of being guided by efficiency and other 
market-led criteria. Proponents stress the need for a long-term strategy in 
the pursuit of convergence and cohesion, and argue that already there are 
signs of such convergence. Moreover, the policy has already created a 
greater awareness of the need for strategic and coordinated regional 
planning, bringing together sub-national, national, and European authori
ties to address regional inequalities in a comprehensive manner. 

However, as the cases examined in this chapter have shown, financial 
transfers alone will not reduce regional disparities, and certainly not in 
the short-term. These funds were important as supplementary financing 
mechanisms to fund infrastructural investments in the countries con
cerned. But other factors also played a crucial role in regional develop
ment. In particular, the quality of the productive resources and the nature 
of the national government policy, within a broader strategic framework 
for development and growth, were critical success factors. Somewhat 
ironically, the European Commission itself has stressed the importance 
of national policies in the task of promoting cohesion — but this is not so 
surprising in the light of the fact that public expenditure by the member 
states amounts to on average 47 percent of the GDP of the European Un
ion, while the budget allocated to cohesion policy is less than 0.4 percent 
(European Commission 2004). 
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The particular combination of policy measures adopted by the Irish 
government, extending back to the 1980s, was central to setting the con
ditions for growth — a policy mix that combined interventionism with 
liberalisation, strategically-oriented industrial and education policies, 
together with policies that fostered a favourable climate for business, and 
especially for foreign direct investment. Moreover, this mix blended well 
with the institutional arrangements and locally-specific factors. The size 
of the economy, the nature of the economic system, and other variables 
such as population, the place of technology and the role of education all 
affect the capacity for convergence and cohesion. 

Research suggests that domestic institutions have an important role to 
play in development, and that governments are not helpless in the face of 
globalisation or increasing international interdependence (Weiss 2003). 
But we must also be careful about assuming that models can be exported, 
or indeed that there is a one-size-fits-all solution to regional growth and 
development. The Irish model may only be appropriate for a particular 
set of circumstances, political context, or a particular time frame. Simi
larly, the European model may work well in the context of the institu
tional arrangements of the EU-15, but not an EU-25. 

A Structural Fund for ASEAN to support the processes of regional in
tegration in the weaker countries would require complementary measures 
on the part of the ASEAN member states. On its own, a Structural Fund 
does not constitute a panacea for regional inequalities, nor will it neces
sarily promote convergence and cohesion under regional integration. Its 
success depends upon the effective co-ordination with national pro
grammes that carefully reflect the developmental needs and the institu
tional arrangements in each member state. 

Significantly, a Structural Fund can play a crucial role at the political 
level in fostering and maintaining the support for regional integration, 
and to facilitate deeper integration. National politicians can lend support 
more readily to programmes that provide financial support for local ini
tiatives that have high visibility. These kinds of programmes represent 
little challenge to concerns over national sovereignty, whether in Europe, 
Asia, or other parts of the world. Ultimately, this may be the most impor
tant contribution of a Structural Fund in any regional arrangement char
acterised by asymmetrical relations among the participating countries. 
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CHAPTER 10 

LESSONS FOR ASIA? LEGITIMACY AND QUASI-
DEMOCRATIC MECHANISMS IN EUROPEAN AND 

AMERICAN MARKET INTEGRATION 

Craig Parsons and J. David Richardson1 

No regions anywhere in the world today come as close as the 'United' 
States and the European Union to a 'single market' within their territory. 
Most border-based measures restricting commercial activities have 
shrunk to a minimum or disappeared altogether, unleashing unparalleled 
prosperity on both continents. Asian nations, especially East Asian na
tions,2 are consciously being drawn in the same single-market direction, 
both in internal nation-building (especially China and Indonesia) and in 
regional market integration.3 

Yet the most striking success of US and EU history is not actually 
commercial! It is the legitimacy and public support for the single-market 
experiment that is firmly grounded in the United States and evolving fit
fully in Europe. Even if the recent failure of the EU constitution opens a 

1 The authors appreciate greatly Michael Plummer's critical comments on an earlier draft. 
2 For recent treatments, see Bergsten and Park (2002), Lloyd and Lee (2001), Scollay and 
Gilbert (2001), Yusuf et al. (2003), and World Bank (2005). We will conceive of East 
Asia as China, Japan, the Koreas, and the members of the Association of Southeast Asian 
Nations (ASEAN). 
3 It is already clear that we are initially blurring two distinct types of market integration 
for nation-states — within-border and across-border. The two are not unrelated. The 
thinking of current Chinese leaders, for example, is that external integration can encour
age domestic reform that includes breaking down barriers to internal integration. We 
think ultimately that such a combined analysis will not blur, but rather clarify the feasible 
and necessary regulatory, political, and social supports for market integration to be 
legitimate. 
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more troubled chapter in the EU story, there is little question that it will 
remain a regional integration project of unique scope, depth, and solidity. 

Legitimacy is the key to sustained market integration. We have ar
gued elsewhere that there is a necessary nexus between social stability, 
political participation, and legitimacy on the one hand and the growth of 
a single market on the other. A mixture of treaties, institutions, and sym
bols serve as mediators of the legitimacy nexus. 

We have also argued that the content of the nexus includes certain 
necessary and ubiquitous elements (like courts that implement commer
cial law), whereas the historical mechanisms by which legitimacy is at
tained are far more varied (and often only quasi-democratic). 

In this paper we will argue that East Asia still lacks some important 
content that is necessary for broadly legitimate market integration, but 
that certain views of European and American experience suggest that 
political-diplomatic mechanisms are indeed available for Asians to pur
sue this goal. We make the somewhat ironic observation that quasi-
democratic accounts of EU and US history — that portray the legitimiza
tion of their integration as historically difficult and surprising — make it 
more plausible to extrapolate optimistic lessons for Asia's future. 

Asian market integration is, of course, not yet very well developed, 
though it is deepening rapidly. The administrative and diplomatic prac
tices that might help to legitimize such integration are even less extant. 
Broad popular assent to growing regional intra-dependence is hardly ar
ticulated anywhere, and completely absent in the least democratic Asian 
polities. Popular anxiety, protest, and resistance more than occasionally 
punctuate the rapidly shifting economic trends.5 

Government and business elites who have initiated deepening East 
Asian integration have two design challenges: designing the ancillary 
thresholds for business regulation that are the necessary props to making 
an Asian single market sustainable, and steering the political-diplomatic 
mechanisms that help Asia transition from a traditional development re-

4 Frost et al. (2002). 
5 Chinese and Indonesian workers and farmers have mounted well-publicized protests, 
meanwhile other Asian media are full of fears that Chinese competition will 'hollow out' 
key export-oriented sectors. 
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gime of national economic polities and priorities to a regime of region
ally well-managed economic interdependence. 

This paper draw lessons from recent EU experiences, in the light of 
more distant US experiences, and applies them to Asian internal and re
gional integration. Though widely separated in time, shape, and culture, 
the US and EU undertook many similar initiatives, in roughly similar 
sequences, to reach regional market integration. These initiatives sketch 
a common content in the construction of regulatory and administrative 
structures that Asians might take as a guide to their similar aspirations. 
Another more complex set of lessons concern the mechanisms by which 
the US and the EU legitimized market integration. East Asia might or 
might not legitimize in the same ways. 

After a relatively brief overview of the historical contents lessons, we 
focus most of our attention on the issue of mechanisms.6 But we need to 
begin with more precision in our terms. 

Background Clarifications and Distinctions 

In suggesting that market integration depends on a range of social and 
political supports, we stake out ground between two old and active 
scholarly literatures on 'embeddedness' and 'exceptionalism.' 

We borrow from, yet confront, a large literature that sees market inte
gration as a 'natural,' spontaneous evolution that propels itself forward 
despite (and to the detriment of) social, political, or cultural constructs. 
Such views are most visible today in the widespread notion that global 
market integration is an unstoppable process that is sweeping aside 
states, national cultures, and other barriers. We side with Karl Polanyi in 
rejecting this view in favor of a more 'embedded' view of economic in
tegration.7 Enduringly successful market integration in the past has pro
ceeded only with the help of social and political supports; future regional 
or global market integration will depend on finding such extra-economic 
supports as well. 

6 For a more complete treatment of the 'contents' lessons especially, see Frost et al 
(2002). 
7 Polanyi (1944). 
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We also confront a large literature that portrays either the American 
or the European experiences as special, so special as to be fundamentally 
unique, in suggesting that there are historical parallels and potentially 
generalizable lessons in these socio-political formulae for market integra
tion. We accept many of this literature's insights on 'American excep-
tionalism' and on the idiosyncratic geopolitical and ideological founda
tions of postwar 'Europeanism.' But we believe that these cases are far 
from fully unique. Many of their background conditions may arise else
where, and variations on some of their socio-political responses may be 
reproducible as well. 

Three terms are crucial to our discussion: legitimacy, market integra
tion, and mechanisms. 

• Legitimacy, as we conceive it, does not simply mean broad popular
ity. The legitimacy of policies or institutions matters most precisely 
when they do not enjoy much immediate popularity — and yet 
people still choose to respect them. We try hard to avoid falling 
into the kind of tautology that has bedeviled political theorists (and 
particularly liberal theorists) at least since Locke, who saw 'tacit 
consent' simplistically wherever there was no active revolt.8 Our 
more selective definition encompasses the relative freedom and 
capacities of most citizens to formulate and express their views to 
begin with, as individuals and as social groups. The more citizens 
have the legal freedom and organizational resources to compose and 
express informed views, and the less sustained challenges arise to the 
fundamental frameworks of particular institutions or policies, the 
more confidently we can call those institutions or policies 'legiti
mate.'9 We add importantly that legitimacy can arise either through 
active assent (where actors with input into a decision give conscious 

Our criticism here is largely at the level of definitions. Locke and many other liberals 
have often been accused of overlooking the variety of factors other than real approval that 
may produce apparent consent (collective action problems that block mobilization, subtle 
repression, hegemonic ideology, etc.), but we expect most liberal thinkers would readily 
accept our extended definition. 
9 Our conception of legitimacy is close to that adopted by Nicolaidis and Howse (2001), 
p.4, in their comparative EU-US treatment of federalism. 
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endorsement) or through attenuated assent (where actors without an 
immediate voice in a decision rationalize it as necessary or even de
sirable as time goes by). These active and attenuated mechanisms can 
reach similar endpoints — creating policies or institutions which go 
unchallenged despite later opportunities to question them — but do so 
through very different legitimizing means. 

• Market integration, as we conceive it, does not mean simply price 
arbitrage. Our more sophisticated definition encompasses the conver
gence across regions of: production technologies10 (around 'best-
practice'); menus of diverse varieties of goods and services; the 
prices and costs of each variety; and basic contestability conditions 
for those pioneering new or cheaper techniques and varieties. In 
services our conception includes corporate, financial, and labor 
services — market integration for these implies cross-border mergers 
and other direct investment, lending and borrowing, and migration. 
By convergence of varieties we mean increased region-wide avail
ability of comparable qualities of goods and services,11 as well as a 
rationalization of the array of qualities available, including regulariza-
tion of technical standards for the differentiated goods and services 
available. 

• Mechanisms, as we conceive them, describe the socio-political 
processes by which the legitimacy of market integration is 
achieved. We distinguish three, which we label pluralism, commer
cialism, and developmentalism. Pluralistic mechanisms are funda-

Production technologies are menus of production and management methods, not a sin-
gle-method-to-fit-all. The specific methods chosen in various regions reflect weather, 
environment, culture, availability of types of labor and other inputs, and other local con
ditions. By including management methods, we are subsuming corporate governance 
under technologies; convergence of varieties of corporate governance is then one of the 
markers of integration, too. 
11 This increased availability of comparable varieties would be presumably reflected in 
increased shares of so-called two-way 'intra-industry trade' as a share of total trade 
(which would itself rise relative to output). See Venables and Winters (2002), Table 4.1, 
for the growth of intra-industry trade within the EU. See Plummer (2003) and Yusuf et al. 
(2003) for evidence on the growth of this kind of trade within East Asia. 
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mentally bottom-up processes of bargains between market 'winners' 
and 'losers.' Winners and losers negotiate consent that involves com
pensatory payoffs to attract broad support and legitimacy. The 
frameworks that bolster market integration are thus viewed as legiti
mate by majority coalitions, and remain stably in place over time for 
the same reason. Under commercialist mechanisms, market integra
tion is an aggressive agenda allying business and the state. In a ver
sion of Polanyi's 'double movement,'12 top-down pressure provokes 
bottom-up resistance from the rest of society, which objects broadly 
to the social dislocations of the market. The state and business con
cede some market-mitigating palliatives to these opponents, but also 
baldly impose much of their agenda. Developmentalism describes 
even more top-down mechanisms in which market integration is a 
vehicle for state-building. Politicians or government officials lead 
these accounts; even big business is lukewarm about market integra
tion. State-builders extract support for single markets from most so
cietal actors, including business, but the impetus and broad form of 
those projects aim for political integration and centralization of 
power, not for economic incentives. 

Pluralistic mechanisms, of course, lead to negotiated legitimacy (ac
tive assent); the others have elements of forced assent and attenuated res
ignation. Under the other mechanisms, to the extent that the resultant 
partly-embedded market appears eventually to achieve broad societal 
assent, this reflects a fait accompli that gains 'taken for granted' status 
over time more than genuine approval. Current legitimacy is thus to 
some degree a product of resignation or reluctant concession. 

Our paper will address a key historical issue — whether historical EU 
(and US) legitimizing transitions were mostly consistent with the first 

12 Polanyi argued that human societies tended to embed markets deeply in social norms 
and institutions. When an attempt was made to create a 'modern market society' in 19th 

century Europe — organizing society by market rules rather than the reverse — this 
brought an accelerating destruction of the basic social fabric, provoking widespread so
cial reactions. Polanyi thus saw a 'double movement' in the creation of any modern mar
ket: steps to free markets from social impediments would be countered by reactions from 
society. Polanyi (1944). 
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view or rather with the second or third. To pose our issue more provoca
tively using modern caricatures: Does EU (and US) history 'feel' more 
like its own mythology (often view 1) or more like post-Meiji Japanese 
history (a stereotype of view 2) or modern Malaysian history (a stereo
type of view 3)? 

We will answer that EU and US history is relevant for Asian regional 
integration in revealing that at least some elements of 'coerced legitimi
zation' at some stage is familiar if not necessary. 

It is also worth noting that there are other forms of regional economic 
integration than the market integration that we have just defined and on 
which we focus. Each alternative has distinctive legitimacy questions 
attached to it: imperial or colonial integration;13 planned, often scale-
based integration such as that practiced within the Soviet Union; early 
20th-century cartelized integration in which corporate national champions 
are left free to divide global market territories; and 'ethnic network inte
gration' in which family and keiretsu/chaebol networks and diasporas 
link economies in informal ways.14 We ignore the first three alternative 
forms of economic integration because they seem not to have delivered 
the significant benefits that market integration has delivered to the EU 
and the US, making moot the issues of sustaining or legitimating them. 

Ethnic network integration is a more serious alternative, as argued in 
a growing literature on postwar Asian growth.15 But this sort of integra
tion seems much less amenable to policy manipulation than the market 
form. Either a region has ethnic networks or it does not. And our reading 
of modern Asian single-market initiatives is that they are increasingly 
premised on the belief that ethnic market integration has gone as far as it 
can go, and more formal, organized initiatives are the next step.16 If so, 
then US and European histories may be all the more relevant to Asia. 

13 Examples of each are, respectively, 19th-century colonial integration and the 20th-
century Council for Mutual Economic Assistance (CEMA) centered on the Soviet Union; 
14Katzenstein(1997). 
15 Rauch and Trindade (2002), Bergsten and Choi (2003). 
16 Thus ASEAN formalized a commitment to trade liberalization in its mid-1990s, AFTA 
Agreement, and is extending it with China. The Chiang Mai was a formalization of offi
cial-reserve lines of credit among central banks. Within China, the next mid-decade Five-
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In that spirit, we review EU history below, with US history as a back
drop. We emphasize the various mechanisms by which growing market 
integration was legitimized, and highlight contrasting historical accounts 
that debate their relative importance. We then discuss our putative his
torical 'lessons' and in the last section of the paper apply them to grow
ing Asian market integration. 

Capsule Histories: Content and Mechanisms 

We see significant parallels between the substantive arrangements that 
gradually legitimized 'single markets' in the US and the EU. Europe has 
used the US in part as a model. But historical parallels in legitimizing 
content do not necessarily mean that these frameworks arose by identical 
legitimizing mechanisms on both sides of the Atlantic, nor that Asia will 
copy the mechanisms of either case. To the extent that the US and the 
EU arrived at much the same structures to legitimize market integration, 
different routes may have brought them to that place. Even if Asia were 
to end up reproducing market-supporting arrangements similar to those 
in the US or Europe, it might arrive at that outcome by a new set of 
mechanisms. And the ultimate legitimacy of Asian market integration 
may correspondingly differ in character and intensity. 

To set out our backdrop, we begin by sketching the relatively uncon-
troversial record of the legitimizing content of US market integration 
over time, and then point to debates over its driving mechanisms. Then 
we discuss the content and contested mechanisms of European market 
integration in considerably more detail. 

Backdrop: Content and Mechanisms of US Market Integration17 

A thumbnail sketch of the content of US market integration begins with a 
fragmented economy and the promising but ambiguous institutional 
framework of the Constitution. It starts to change as falling transaction 
costs facilitate greater integration on the ground, which engender politi-

Year Plan formalizes banking and company law, competition and bankruptcy policy. See 
Kahler (2000) for explanations of the move toward formalization. 
17 See Frost et al. (2002) for a more detailed treatment. 
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cal battles over regulation and jurisdiction. The early resolutions tend to 
favor big business and an untrammeled free market, but in the face of 
broad political pressure a variety of market-mitigating measures are con
structed in the late 19th and early 20th centuries. 

To be more specific, for much of the first half of the 19th century the 
US economy was poorly integrated. Rather than displaying broad and 
diffuse patterns of domestic exchange, economic activity was mostly 
either localized in fairly distinct regions or flowed through parallel net
works to ports for export. Mountains, settlement gaps (empty geographi
cal spaces bounded by 'the frontier'), and a lack of navigable rivers kept 
markets quite separate from each other. 

Variation in state-level regulation further encouraged economic frag
mentation. As a reaction to the pervasive trade disputes under the Arti
cles of Confederation, the US Constitution had given the federal gov
ernment broad power to regulate commerce. But it also authorized states 
to maintain distinct regulation for health, safety, or welfare reasons. 
Combined with a decentralized monetary system — the federal govern
ment had the sole legal authority to coin and regulate money, but no 
mandate for a single currency — the early American regulatory frame
work provided openings for an agenda of national market integration, but 
did not immediately challenge the fragmented status quo. 

As the mid-century approached, however, slow change in economic 
and regulatory patterns began to accelerate. First the canals and then, 
even more strongly, the telecommunications and railroad booms, fol
lowed by internal migration, merged markets that had been local and re
gional. With improved technology and infrastructure came the growth of 
cross-frontier trade and 'national'18 corporations now able to contemplate 
profitable sales and division of labor across a wider geographical scope. 
Firms began consolidating and 'competing in one another's back yards' 
with similar ('best-practice') production techniques and product arrays, 
whose prices gradually converged from region to region. Vertical inte
gration, facilitated by refinements in best-practice corporate governance 

One could provocatively call them 'trans-national' with only a tiny rhetorical spin. The 
corporate form of governance blossomed during this era, for example, displacing less 
formal family ownership and partnerships. 
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made regions increasingly inter-dependent, as did the rationalization of 
national finance and insurance. 

The basic facts about the regulatory and institutional responses to 
these American integration trends are familiar.19 The chartering of na
tional banks and banknotes after 1863 began to reduce monetary chaos 
— replacing the 8,000 or so state-chartered banks that had been issuing 
different notes as of 1860. Business actors mobilized to seek favorable 
regulation (or the lack of it) at the national level. In parallel, a growing 
'social reform' movement emerged to seek national fixes for 'robber-
baron' capitalism and corrupt machine politics. They were amply cata
lyzed by 'muckraking' journalists, pamphleteers ('mugwumps'), and 
novelists of the era.20 Regulatory experiments at the state and local levels 
were quickly superseded by federal government counterparts, including 
the Interstate Commerce Act, the Sherman and Clayton antitrust acts, the 
Interstate Commerce Commission, and the Federal Trade Commission. 
Though initially symbolic because the Supreme Court limited their ap
plication and because American political institutions lacked any tradition 
of rational public administration,21 the eventual result was a broad 
framework of regulatory laws and institutions. Waiting in the wings were 
ensuing re-distributive innovations in fiscal and social policies provoked 
by growing inequality of wealth, rural-urban dislocation, and immigra
tion. 

The broader political agenda attached to these economic regulations 
included pressure for direct primaries and election of Senators, women's 
suffrage, civil-service reform, and procedures for initiative, referendum 
and recall. There is little disagreement over the basic sequence of Ameri
can market growth and reform in this period. There is considerable dis
agreement over the mechanisms that generated the story and their respec
tive emphases and causal links. 

One account emphasizes pluralism. American market integration 
generated broad resistance from elements of society that benefited only 

19 Civic and political institutions also were revolutionized in response to market integra
tion. See Frost et al. (2002). 
20 Hofstadter (1955) and Wiebe (1967) are two classic and complementary accounts. 
21 See Bensel (2000) on the first, Skowronek (1982) on the second, and our further dis
cussion of both in the 'mechanisms' sub-section below. 
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marginally or who actually seemed to lose — for example, farmers, 
squeezed between the late-1800s decline in agricultural prices and the 
rise in the price of credit and manufactured inputs. Open, flexible democ
racy enabled bargaining and policy responses that re-distributed these 
gains adequately enough to enlist the legitimate consent of most of the 
populace. Fogel (2000) and McGerr (2003), for examples, emphasize 
pluralistic mechanisms and the catalytic role of a radically-crusading, 
progressive-Christian middle class. 

Bensel (2000), however, in treating the same historical content, em
phasizes the primal importance of the post-Civil-War 'national' project 
— the construction of an economically prosperous yet legitimately de
mocratic nation state. In Bensel's view, which combines our commer-
cialist and developmentalist mechanisms, national market integration 
was first and foremost a political construction. The US Supreme Court 
and the business-backed Republican Party (that maintained the Court) 
were the political agents (the Presidency and the whole Executive Branch 
were still weak). Pro-business, pro-development internal transportation 
systems were enabled by land grants, sympathetic regulatory policies, 
and the hard-fought battle for a single, gold-based 'hard' currency. The 
Supreme Court was 'packed' with justices who vigilantly defended the 
rights of commercial firms to be treated the same as persons with respect 
to property rights and who struck down state regulatory challenges to 
unfettered markets on the constitutional grounds that the Federal Gov
ernment controls inter-state commerce. Yet legitimacy could not be ne
glected in American democracy — parties (especially the Republicans) 
'purchased' popular acquiescence (however fitfully) by raising tariffs 
against foreign manufactures, then irregularly re-distributing the tariff 
revenues as needed to win grudging acceptance. The tariffs maintained 
Northern support, and their re-distribution placated the South and West. 
In Bensel's account, the legitimacy of the national project to develop 
prosperous internal market integration was essentially bought from 
above, not born from below.22 

Skowronek (1982) and Cohen (2002), in treating the same history, emphasize the roles 
of other elites as well as business. Skowronek focuses on elite 'reformers' of the army, 
civil service, and early federal regulatory bureaucracy. Cohen (2002) focuses especially 
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The Content and Mechanisms ofEU Market Integration 

Market integration happened faster in some American sectors than in 
others (transportation, finance). The same has been true of Europe. The 
European Coal and Steel Community (ECSC), set up in 1952, amounted 
to a sectoral experiment in more institutionally centralized and substan
tively deeper market integration. The goal of full sectoral liberalization 
was supported by a social fund for payoffs to losers and a variety of other 
conditional safeguards, and embedded in an autonomous market regula
tor (the High Authority), a court, a political assembly, and an intergov
ernmental organ (the Council of Ministers). Competition (antitrust) law 
was the High Authority's key policy tool to integrate and rationalize 
these sectors. 

As is familiar, the ECSC birthed an institutionally centralized, multi-
sectoral experiment, also with well-developed mechanisms for adjudica
tion and side-payments to losers. The largest continental economies ex
tended the ECSC institutional framework into a general Common Market 
in the European Economic Community (EEC) in 1958. A court, assem
bly, and intergovernmental body again flanked an autonomous market 
regulator (now the European Commission) for which competition policy 
remained a key integrative tool. 

To the social fund was added a promise, realized in the 1960s, for a 
much larger set of compensatory payoffs to farmers23 (the Common Ag
ricultural Policy, CAP). The other major development of the 1960s 
(though little recognized at the time) was judicial: the EEC's European 
Court of Justice declared itself supreme to national law, resolving (by 
unchallenged fiat) ambiguities in the EEC treaty. Within this framework 
the EEC achieved full customs union in the early 1970s. British acces
sion encouraged still another set of payoffs to losers; since it received 
few CAP subsidies: EEC 'structural funds' would go largely to British 
deindustrialized areas. These funds were then greatly expanded with the 

on elite liberal intellectuals who mediated the reconciliation of 'economic consolidation' 
and an 'active liberal state' - in our language 'who articulated the legitimization of na
tional economic integration.' This way of describing late-19th and early 20th-century 
American history will have a close likeness to the 'institutional' account of European 
Union development, described below. 
23 Farmers were also the key societal group needing compensation in the 19th-century US. 
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accession of Greece, Spain, and Portugal in the 1980s, all of which in
sisted on adjustment money before opening themselves to single-market 
EEC competition. 

The 1980s and 1990s brought the addition of monetary cooperation 
and later monetary union, much deeper market integration (now inclusive 
of many services), further extension of payoff mechanisms, and a 
strengthening of institutional rules and democratic accountability. Long-
running attempts to mitigate intra-EEC exchange-rate fluctuation finally 
resulted in enduring cooperation after the European Monetary System 
(EMS) deal of 1979.24 In the mid-1980s the EEC added an ambitious 
new 'Single Market 1992' agenda of elimination of non-tariff barriers, 
harmonization of standards, and capital liberalization — again to be po
liced by an aggressive competition policy. More majority voting in the 
Council of Ministers decreased the political obstacles to this push. A few 
short years later the member-states agreed on a schedule for monetary 
union (though with an 'opt-out' clause for the less enthusiastic mem
bers). With these massive integrative commitments the poorer members 
successfully demanded hugely increased payoffs in the Structural Funds, 
which doubled in 1988 and again in 1992. Richer actors insisted that 
monetary union be accompanied by significantly greater powers for the 
EEC assembly — now known as the European Parliament — a new 'so
cial protocol' on working conditions, and stronger environmental stan
dards.25 

This basic 'content' changed little in the later 1990s. Negotiations 
over the accession of twelve mostly post-communist states seemed to 
threaten the EU payoff systems — the cost of extending the CAP and 
Structural Funds to the east looked prohibitive — but clever formulae 
were found to preserve the benefits to current members while offering 

Although it was not until 1983 that it was clear that the EMS would endure. 
25 Support for these additional elements varied across the larger, richer EU countries, 
however. The German government championed a stronger European Parliament and en
vironmental policies as the key accompaniment to economic integration; the French gov
ernment saw social-policy coordination as the most important flanking element; and the 
British saw neither monetary union itself nor any of these additional policies as necessary 
for market integration. 
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more modest subsidies to new members. Mechanisms of majority vot
ing among member-states and Parliamentary influence were slightly 
strengthened in the treaty modifications of 1997 and 2000 that readied 
the institutions for larger membership. Further-reaching reforms were 
envisioned in the 'constitution' proposal of 2003-2005, but they foun
dered in what have been widely interpreted as 'protest votes' by French 
and Dutch citizens who were as much disillusioned with their own na
tional leaders and problems as with any aspect of the EU. 

That today's deeply-integrated EU developed this content in this ba
sic sequence of events is a matter of widely accepted historical record. 

Why and how this framework appeared, however, is much more con
tested — and is critical to how we interpret the lessons of this story for 
legitimizing market integration, and to whether we find them relevant for 
Asia. 

Just how did the EU's socio-political scaffolding around its single 
market appear? 

The dominant view — what we call the pluralistic mechanism, and 
what its proponents call a 'liberal' account — is that this legitimizing 
scaffolding emerged from a set of pluralistic deals between those who 
stood to profit from market integration and those who stood to lose. 
Elaborate institutions were required to pay off the losers and to make 
credible such long-term commitments to openness and cooperation. 27 

The most competitive farmers mobilized in similar ways to European 
business, but the preponderance of small, uncompetitive farming in 
Europe focused agricultural arrangements on protection at the EU's bor
der and internal subsidies more than on true liberalization. The choice of 
the formally institutionalized, legally elaborate EEC framework, while 
important to signal the binding nature of its economic deals, was also 
partly dictated by the leverage of the least competitive actors — notably 

26 Structural Funds, for example, had previously been distributed according to a region's 
level of poverty relative to EU averages. This had resulted in Greece, Spain, Portugal, 
and Ireland receiving as much as 4 percent of their GDP annually from the EU. To cut 
down subsidies to the East while preserving the appearance of fairness, the Commission 
proposed that Structural Fund benefits be capped at 4 percent of any member's GDP — 
which in the much poorer East meant much smaller payments than the original formula. 
27 Moravcsik (1998); Milward (1992). 
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the French — who accepted liberalization only given multilateral mecha
nisms to craft strong and elaborate regulation, safeguards, and payoffs. 
The same pluralistic logic in a context of still-greater interdependence 
explains the concomitant moves to the deeper 'Single Market 1992' pro
gram in the 1980s and to the strengthening of institutional rules and pay
offs. 

At each step of this pluralistic account, deeper market integration ac
quired broad legitimacy by striking a balance between liberalization and 
measures mitigating its social effects. EU market integration derived its 
main legitimacy from the support of interest groups who cared about its 
policies. Of course, as Moravcsik argues (2002), this legitimacy depends 
to a certain degree on citizen disinterest in the EU's main technical re
sponsibilities — but citizens are generally uninterested in detailed regu
latory and monetary policy-making in all modern polities. If we factor in 
the disinterest of most citizens in many of the EU's main tasks, the over
all pattern of the creation of the EU and its current workings look quite 
democratic. 

This first view sees the EU institutional framework as the series of 
ancillary bargains that were politically necessary to satisfy interest-group 
demands, some for market integration, some to be better insulated from 
its effects — delivering side-payments and enhancing the credibility of 
policy cooperation. 

A second, more commercialist, view sees the European institutional 
framework itself as a calculated mechanism to foment 'ever deeper' re
gional market integration, a mechanism propelled by Euro-societal inter
est groups, especially business. According to 'institutionalist' scholars in 
the tradition of Ernst Haas, these societal interests in regional integration 
were encouraged to develop by the channeling effects of early institu
tional innovations.28 The choice for strongly institutionalized, legalized 
international frameworks in the ECSC and EEC treaties created a gov
ernance arena in which pro-integration business and other societal actors 
could step beyond their national-government guardians, connecting 
transnationally with like-minded actors to press for change in restrictive 
national rules. Even more important, the treaties created potentially pow-

Haas (1958); Sandholtz and Stone-Sweet (1998). 
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erful 'supranational' allies for pro-integration actors: the executive Euro
pean Commission and the European Court of Justice (ECJ). The Com
mission built coalitions of pro-integration groups to pressure national 
governments to facilitate integration and delegate more power to the 
European level; the ECJ asserted its own supremacy over national law 
and moved systematically to strike down national impediments to trans
national exchange. 

The effective result was an expanding alliance between supranational 
entrepreneurs and business actors to advance a fairly revolutionary 
agenda of national deregulation with some EU-wide 'reregulation.'29 The 
Commission also allied strategically with certain market 'losers' where 
their demands could also result in transfers of power to the European 
level — most notably in agriculture.30 Big business found it easier than 
other kinds of domestic actors to organize in effective transnational 
groups, such as the European Roundtable of Industrialists (ERT). In the 
episode that epitomizes this second, commercialist view of the mecha
nisms of EU integration, the ERT allied with Commission President 
Jacques Delors to champion the deregulatory '1992' agenda.31 

This account emphasizes the lopsided shape of the EU project with 
respect to broad domestic interests and national democratic representa
tion. In a new international arena about which grass-roots publics and 
even national governments were ill-informed, European political econ
omy was commandeered by a coalition of business actors who champi
oned 'Europe' out of genuine interest in free markets and supranational 
actors who championed free markets instrumentally — in the interest of 
increasing their own cosmopolitan authority.32 Workers and their unions 
in particular were left out of what became a largely neo-liberal commer
cial project.33 

In terms of legitimacy, this second view is more problematic than the 
first. While it too sees the EU project as founded on interest-group de
mands, the unintended consequences of institutional evolutions at its 

29Majone(1994). 
30 Lindberg (1963); Lindberg and Scheingold (1970). 
31 Cowles (1994). 
32 Jabko (1999). 
33 Schmitter and Streeck (1993); Fligstein and McNichol (1998). 
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heart have advantaged certain domestic interests over others. To the ex
tent that national leaders represent broadly the interests of domestic ma
jorities, this emphasis on dynamics that increasingly escape national con
trol suggests an impaired democratic process. Institutionahst analysts of 
the EU have thus tended to see a growing 'democratic deficit' in the in
tegration process.34 Much of the European population has participated 
little in the supranational-subnational project that ensued, outside of pe
riodic ratification votes on new EU treaties. 

This does not necessarily mean the EU is in danger of serious mobili
zation against its legitimacy. These scholars also see institution-building 
as so difficult to reverse that grass-roots populations and narrowly na
tional actors tend to resign themselves to an institutional fait accompli, 
reorienting their strategies within the new framework. Furthermore, this 
school offers a deeper normative justification for the legitimacy of this 
integrative process. It claims (or implies) that many European citizens 
and national leaders did not fully learn the 20*-century lesson that nar
rowly national sovereignty leads to war, and so blocked a more direct 
and democratic-pluralistic route to integration. Only a more surreptitious, 
incremental, enlightened-elite process could carry Europeans to peace 
and prosperity in a regional union.35 

In the second view, business and other elites were important as en-
ablers and mediators, but not necessarily as catalysts (the metaphor of the 
third view of mechanisms). A third view of EU history goes much fur
ther in challenging the bottom-up portrayal of the EU as the product of 
pluralistic mechanisms for legitimizing market integration. In this view, 
the construction of the EU was led by a minority of national political el
ites who were ideologically committed to the development of suprana
tional European institution-building.36 Market integration was even more 
a by-product of a top-down political agenda than in the commercialist-
institutionalist account. If growing structural interdependence oriented 
many postwar Europeans toward wider market integration, it did not 
spontaneously orient them toward the unusually strong European institu-

Schmitter (2000); (Hix 1998). 
Monnet (1976). 
Parsons (2002, 2003). 
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tions that made unusually deep market integration possible. Only a top-
down ideological crusade for the development of European institutions 
carried Europe to such profound integration. 

The early 1950s saw a new debate over the appropriate institutional 
format for European cooperation. Elites' positions in this debate did not 
initially correspond to their positions in markets or their preferences for 
other policies. Scattered voices from right, left, and center called for a 
wide range of cooperative projects in a quasi-federal supranational for
mat; others preferred to address the same policy problems through more 
standard multilateral cooperation without major delegations of national 
power. Still others in the same political groups insisted the cooperation 
was best pursued without any major European forum at all, through tradi
tional bilateral relationships. Elections and coalition-building, however, 
continued to operate along other cleavages (largely right-left issues). 
Thus on the occasions when pro-supranational leaders gained national 
power, this was due to their support on other, cross-cutting issues. 
Though they were never elected with a mandate for supranational initia
tives, their support on other issues gave them the autonomy to pursue 
that agenda. 

This agenda of supranational institutional development then some
times led these leaders to endorse deeper market integration as a vehicle 
to supranationality. Left-wing leaders like Guy Mollet (the French pre
mier who championed the EEC treaty of 1957) or Francois Mitterrand 
(the French president who led the push to the SEA and EMU in the 
1980s and 1990s) stood out from their socialist allies not in favoring 
freer markets, but in favoring more supranational institutions. They re
luctantly accepted freer trade, deregulation, and eventually a monetarist 
single currency because these policies connected strongly to a federal-
style institutional format. Institutional agendas also trumped substantive 
policy preferences in the other direction: many actors who championed 
free markets and monetarism ultimately argued for less substantive inte
gration because they opposed supranationality (Margaret Thatcher, for 
example).37 

37 Thatcher led the shift to deregulation in the 1980s but strongly opposed any new treaty 
commitments in the Single European Act. Despite a strong commitment to monetarism, 



Lessons for Asia? 343 

This compromise was also forced on European business throughout 
the postwar period. Many business actors preferred freer trade and de
regulation, but they generally opposed the creation of supranational insti
tutions to manage that economic agenda. Yet to get the market prizes 
they really wanted, they were willing to learn to live with the unwelcome 
institutional costs that the supranational enthusiasts pressed on them.38 

On this Euro-developmentalist view, then, the remarkable extent of 
market integration in the EU resulted from an elite project of political 
integration and centralization of authority. Economic integration was 
merely a convenient instrument for a Europe-wide state-building enter
prise. Increasingly interdependent economies focused debates around 
economic integration, but even some of the most interdependent business 
actors did not see deep economic 'union' as the necessary response to 
simple interdependence (which was, after all, concurrently happening at 
the global level). Ultimately the debate was resolved in favor of a single 
market and currency only due to an institutional agenda that gained the 
support of key national leaders in addition to cosmopolitan elites. 

This account connects even more poorly to norms of democratic le
gitimacy. European publics have never understood the major alternatives 
within these debates, making the EU 'the pure product of a modern form 
of enlightened despotism.'39 At best, European publics granted certain 
leaders the autonomy — never the mandate — to push for supranational 
projects. The apparent legitimacy of today's EU thus reflects ex post 
consent to a fait accompli rather than genuine achievment of consensus, 
much less approval. Neither voters nor business really knew what 
choices were being made, and generally were not asked. Among the con
trarian elites who opposed this construction of a massive new legal and 
institutional framework (Jacques Chirac being the most prominent to-

she rejected European monetary cooperation to the point of ending her career over inter
nal British fights on joining the EMS. Thatcher (1993). 
38 Business also tended to be agnostic about the benefits of monetary cooperation and 
union. In France, though the French government led the push to EMU, business ex
pressed no clear preference for or against a single currency . See De Boissieu and Pisani-
Ferry (1998); Coutu (1993). 
39 Vedrine (1996), 298. 
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day), most have today concluded that the costs of dismantling it would 
be prohibitive. 

Lessons 

The skeptical reader may still say that the American and postwar Euro
pean histories are mostly context-specific, unsuitable for comparison 
with each other, without lessons beyond themselves, certainly not be
yond 'the West,' and so on.40 And the wise man might say that particu
larly with reference to the mechanisms of market integration, there is so 
much debate that lessons can hardly be drawn about either of these cases, 
let alone both of them. 

We are not so skeptical or fatalistic. We grant the challenges of em
pirical complexity and academic disagreement, and they certainly en
courage us to tread carefully. Yet in the content and basic sequence of 
integration-legitimizing we see substantial similarities. Even within 
mechanisms, we believe that an inclusive-middle-ground view that in
corporates insights from each strand of scholarly argument can produce 
valuable observations. 

We develop these contentions below. In the next section we discuss 
their implications for legitimizing internal and regional East Asian mar
ket integration. 

Content Lessons 

We see important principles, institutions, and regulatory protocols in the 
EU's history (and the US's also) that suggest the core content of an 
agenda for socially-embedded, legitimate market integration. 

Relative political centralization. At the broadest level, both the US 
and the EU created substantial union-level institutions with mandates and 
some resources independent from the constituent units. This may seem a 
thin parallel — the considerable differences between the two institutional 
frameworks are noted below — but it is a fundamental one: among large 

40 Wallace (1994), Ch. 2 passim, for example, who emphasizes the 'particularities' of EU 
experience. 
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regional markets, the US and EU stand out for the early creation of rela
tively substantial administrative centers. 

Hierarchies of law, with central judicial jurisdiction. Early in their 
market-building process both created formally independent union-level 
courts with the power of final adjudication. This observation too needs 
qualification, since both in the US and the EU the final supremacy of 
union-level courts was actually ambiguous in the original institutional 
arrangements. The courts themselves had to make rulings that clarified 
their own power, and other actors had to accept those rulings. But rela
tive to other regions, the US and the EU stand out for the early estab
lishment of powerful federal courts that then defended (and sometimes 
aggressively pushed) market integration. 

Centralized market facilitation institutions. From the outset, both the 
US and the EU made central competition (antitrust) institutions founda
tional to union-level pressure for rationalization of unit-level policies. 
Rather than disputing the merits of unit-level policies, centralized repre
sentatives and courts simply addressed whether or not they formed a bar
rier to cross-border competition within and among members. Likewise 
both adopted increasingly strong union-wide standards-setting institu
tions — explicit procedures for setting threshold standards for products, 
production standards, intellectual (and other) property, and labor rela
tions. Both applied mutual recognition principles for threshold product 
standards across members. Regulatory centralization was, however, sof
tened by leaving services and professional standards to unit-level differ
entiation. 

Subsidiarity. Both elaborated principles of 'subsidiarity' between un
ion-wide and local regulation (and politics), with responsibilities left to 
the unit level that were not explicitly given to the union. This was formal 
in the US constitution; the foundation of the EU in diplomatic treaties 
arguably made such a formal statement unnecessary (since it was obvi
ous that anything not delegated to the EU remained with the member-
states), but the Maastricht Treaty formalized this rule to eliminate all 
doubt. 

Border non-discrimination. Both the US and the EU made clear and 
formal commitments to internal single markets in their founding docu
ments, and located ultimate authority over single-market issues at the 
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union level. Single markets imply that all policies apply even-handedly 
to unit-level suppliers and demanders from any member unit. In both 
cases this original commitment was softened by the retention of unit-
level rights in health, safety, culture, welfare, and some services, leaving 
it to courts to adjudicate between these 'exceptions' and market-building 
at the union level. 

Explicit membership. Both formalized membership in the union 
through explicit accession procedures at the unit level and internal and 
external migration law at the level of individuals. 

Common external commercial policy. Both made commercial policy 
toward non-members a union-level responsibility early on. This is par
ticularly striking because it would seem to limit either the legitimacy or 
the integration momentum of currently popular regional free trade 
agreements (i.e., those without common external policies). As the histo
ries suggest, such common external border policies helped redistribute 
the gains from market integration within the members in a legitimacy-
enhancing way. 

Symbolic fiscal redistribution? Both the EU and the US adopted sys
tems of geographically-redistributive transfers relatively early in the sin
gle-market process, but achieved major market integration without large-
scale fiscal redistribution (in excess of 0.5 percent of GDP). Substantial 
redistributive policies only developed well after most of US market inte
gration was accomplished, and have yet to develop in the EU. 

Single Currency? Both only adopted a single currency only after their 
earliest push towards market integration and after market-facilitation and 
judicial-centralization devices were in place. Still, more centralized 
monetary systems clearly consolidated and extended market integration 
in both cases. Much market integration can occur without a single cur
rency, but it seems to contribute strongly to later-phase deepening and 
stability. 

We appreciate that there are also enormous differences in the princi
ples and institutions by which the EU and US 'embedded' their single 
markets; indeed we discuss them in some detail elsewhere (Frost et al. 
2002). These 'instructive differences' nevertheless imply the 'lesson' 
that even when the final destination is similar, there are multiple routes 
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to legitimate market integration, routes that depend on the challenges and 
pressures faced by the integrating units. The US case proceeded from 
much more promising pre-conditions (stronger initial central institutions, 
stronger cultural affinities and shared identity, a Zeitgeist of classical 
liberalism, and primitive pre-existing unit-level institutional and regula
tory barriers), and built a market without much pressure from global 
forces to do so. The EU single-market project confronted much more 
significant obstacles on all these scores, but was encouraged to tackle 
them by much stronger global pressures and by the imitative power of 
the American example. It also circumvented some important obstacles 
with the innovation of a 'regulatory state' model that allowed for mini
mal organizational change in elaborate national administrations. 

Overall, despite differences, we think the US and EU cases sketch a 
fairly robust common profile for the regulatory-institutional frameworks 
in which successful market integration can be politically sustained.41 

Mechanisms Lessons 

Drawing lessons about the mechanisms by which market integration be
came legitimized is considerably more complex than pointing out paral
lels in the content of the ultimate legitimizing scaffold. But if we take a 
very pragmatic, middle-ground position — converging on a view that 
accepts basic insights from all three prominent accounts of historical 
mechanisms — we find that lessons begin to emerge. Given the incen
tives to hyperbole in academic debates, such a middle-ground view has 
the additional virtue of probably being correct. 

To the extent that we do attribute some plausibility to the more top-
down, non-pluralistic mechanisms to legitimate integration, however, our 
lessons should not simply focus on what 'worked' in the long run. These 
top-down mechanisms generate at least some conflict between our basic 
normative stance in favor of market integration and our distinct prefer-

41 Other comparisons of US and EU histories ask different and broader questions, e.g., 
about how the US and EU developed as polities overall. In these comparisons, there may 
be fewer commonalities. Alberta Sbragia, for example, goes so far as to suggest that the 
EU formed in a 'mirror image' process from the US or other federations, with the latter 
centralizing sovereignty in foreign affairs and then gradually developing internal author
ity. See Sbragia (2002); Egan (forthcoming). 
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ence for democratic processes. No matter what the long-term economic 
and political success of a market integration project, it is problematic to 
endorse as a 'lesson' a mechanism that reaches that outcome through 
undemocratic processes, or that only develops legitimacy through ma
nipulated consensus and widespread resignation to fait accompli. We 
would not want to advise other regions to ignore or minimally placate 
their populations. 

That said, our belief in the positive benefits of market integration 
(when properly embedded) justifies in some cases the partial insulation 
of policy processes from broad democratic input. Thus our 'inclusive 
middle ground' view of the mechanisms tries to emphasize first those 
steps that look most likely to attract broad democratic support, but we 
also note that certain aspects of market-building seem to proceed best 
(and can justifiably proceed) with some top-down leadership and insula
tion. 

One thing that makes this task slightly easier is that we think EU and 
US historical experience reduces the uncertainties of future single-market 
legitimization. Pursuing market integration in a world where the US and 
EU have already succeeded is different from doing so prior to these pio
neering cases. Much of the historical opposition to market arrangements 
derived from their uncertainties, or from exaggerated claims about their 
likely negative consequences. Now that the US and the EU markets have 
been largely successful, they have solidified their own support internally, 
and other regions that have them as models may face less uncertainty (or 
may at least believe that they face less uncertainty). In other words, even 
if certain elements of market integration emerged in partly undemocratic 
(or a-democratic) ways in the US and/or the EU, similar arrangements 
may be feasible democratically today. In our view some commentaries 
have exaggerated how much the failure of the EU constitution changes 
this situation.42 The existing EU architecture is not in danger of major 
revision, and especially in international perspective it is still perceived as 
a remarkable success story. 

42 For example, see 'EU Lessons for East Asian Regionalism,' Japan Times, June 25, 
2005. 
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We present these lessons in two groups, corresponding to our most 
democratic and less democratic legitimizing mechanisms. 

Lessons from the pluralistic/bottom-up view of legitimizing mechanisms 
Sectoral experimentation is often an acceptable beginning. When market 
integration on the ground begins in piecemeal, sectoral ways, it is often 
more palatable to broad publics. The most natural candidate sectors are 
those with relatively high and rising intrasectoral interdependence be
cause market integration projects in those sectors are most visibly prom-
• • 43 

ising. 
Some strategic protectionism may bind special interests together in 

democratic coalitions that in turn advance liberalization overall. Advanc
ing market integration across many sectors may require effectively anti-
market regional arrangements in other sectors. That seems to be the core 
of the argument for the EU's historical agricultural protectionism and for 
the high American manufactures tariffs in the 19th century. 

Integration proceeds best in sectors or economies with relatively 
evenly-distributed bargaining power. Where one central actor is much 
more powerful than others — or sometimes much weaker, as French 
business was perceived in the 1950s — it can dictate the terms. Some
times such asymmetries deter less powerful actors from agreeing to inte
grative deals at all; this risk was apparent in small-state/large-state de
bates over early US federalism, and in consistent European fears of a 
German-dominated EU. Asymmetrical situations are likely to reach suc
cessful bargaining outcomes only when extended to multiple issues that 
allow for trade-offs across arenas with different power dynamics. 

Sub-national experimentation through the sequential identification of 'Special Eco
nomic Zones' for integration has many of the same advantages as sectoral experimenta
tion, though it was not a part of either the American or European experience. 
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Lessons from the commercialist-developmentalist and institutional-elitist 
views of legitimizing mechanisms 
Institutional isolation can help. The creation of union-level institutional 
actors with some independent resources and decision-making ability can 
lead to the generation of integrative ideas, entrepreneurial leadership, and 
potentially new coalitions in favor of integration down the line. 

Independent courts are key. Union-level courts are probably the sin
gle most important institutional feature of a market-integration project. 
They create an arena which attracts and privileges the interests of actors 
who prefer more market integration, and mechanisms by which these 
actors can move forward without a great deal of political attention. To 
the extent that they do attract political attention, they can often make 
bold decisions that are protected from opposition by the legitimacy of 
law (which has separate bases from the legitimacy of public participation 
and endorsement).44 

Support for market integration depends on embeddedness and vision. 
Market projects advance best with ideological justifications that can ap
peal to many causes. Both US and EU leaders effectively hooked techni
cal steps of market integration to larger (and less redistributively-
divisive) debates or projects about identity, security, effectiveness in the 
world, and moral righteousness. 

Support for market integration can also be built indirectly. Market 
projects are likely to work best where market-building leaders build solid 
support on other issues. Leaders who can be maintained in office due to 
coalitional support for other agendas are best able to make the redistribu-
tively-difficult commitments market-building may require. Taken to
gether with the preceding point, this amounts to the advice that leaders 
make market integration part of a much broader political program. 

Applying the Lessons to Asia? 

In the large and growing literature on Asian regionalism and integration, 
the notion of potential lessons from the EU experience (if not from the 
American one) is a common refrain. Many economists have also argued 

Burley and Mattli (1993). 
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that at least some of the foundations for strong regional integration are 
present in East Asia. Michael Plummer and Jeffrey Frankel have docu
mented the rapid growth in intraregional Asian trade in the past several 
decades, as well as a trade bias toward an increasing intraregional orien
tation.45 John Williamson argues that China, Hong Kong, Indonesia, Ko
rea, Malaysia, the Philippines, Singapore, Taiwan, and Thailand are 'a 
natural monetary grouping like the EMS countries are widely agreed to 
be.'46 In terms of broader social foundations, Manoranjan Dutta suggests 
'The pan-Asian culture and civilization is as real as the concept of pan-
European culture and civilization.'47 Several recent articles offer well-
elaborated calls for further development of ASEAN, APEC, SAARC, or 
other groupings toward a longer-term 'Asian Economic Community' or 
'Asian Union,' replete with references to the EU model.48 Many observ
ers also note the Japanese shift in recent years from regional skepticism 
to leadership in ASEAN and other regional formats. Coupled with in
creasing openness from Beijing, some experts hint, leadership for more 
substantial Asian integration might materialize in coming decades. 

But we argue here that Asian market integration will be quite ordi
nary without more formal, institutionalized judicial and regulatory sup
ports -— the main theme of this article. Others seem to agree.49 For ex
ample, Henning observes that though the Chiang Mai Initiative (CMI) of 
May 2000 for currency swaps and other financial cooperation in the 
'ASEAN +3' format is a promising step, it only brings cooperation to a 
level that was 'a common feature of international financial relations in 
the last half of the twentieth century' more broadly.50 Eichengreen and 
Bayoumi observe that relative to Western Europe, Asian economies are 

45 Plummer (2003); Frankel (1997). 
46 Williamson (1996). 
47 Dutta (2002). 
48 Khan and Khan (2003); Dutta (2002). 
49 Plummer points out, 'Asian regional integration over this [recent] period is unique in a 
global context as it is driven almost exclusively through informal, market-led initiatives, 
rather than policy initiatives through preferential-trading arrangements,' but goes on to 
note that 'While intra-regional trade has been increasing, there is no evidence that intra
regional financial transactions have risen, at a time when finance has been shown to be 
the Achilles' Heel of regional development.' Plummer (2003), 267. 
50 See Henning (2002). 
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more heterogeneous in basic structural conditions, vary considerably in 
levels of openness and regulation, and follow potentially divergent ex
change-rate strategies.51 

Some commentators are even more pessimistic about the prospects 
for Asian regionalism, and for the applicability of EU lessons to it. Peter 
Katzenstein is representative in noting that, '[T]he history of formal re
gional institutions in Asia is a history of failures so conspicuous, in com
parison to Europe, that they beg for explanation.'52 He argues that while 
World War II oriented some Europeans toward 'supranational' integra
tion projects, 'National liberation struggles, the heady experience of a 
new-found sovereignty, and the overwhelming domestic pressures that 
poor, nonindustrialized societies and economies put on weak state insti
tutions made international integration an implausible political option in 
Asia,' and led Asian nations to favor looser, more ethnically-based ties 
and to dislike formal institutions. American alliance and economic poli
cies in Asia, unlike those in Europe, further oriented the region toward 
bilateralism rather than multilateralism.54 Even without American med
dling, the existence of two radically different powers in Asia (Japan and 
China) seems a particularly unfavorable constellation for regional pro
jects.55 Katzenstein sums up the pessimists' case: 'International power 
and norms as well as domestic state structures mitigate against the crea
tion of a closed form of Asian regionalism under either Japanese or Chi
nese leadership. Conditions favor instead an open Asian regionalism. Its 
economic form will be network-like. Its political shape will be mul-
ticephalic. And its political definition will remain contested.'56 

Such a conclusion is probably inevitable if we ask what kind or de
gree of economic integration is most likely in Asia. To this question we 

51 Eichengreen and Bayoumi (1996); Robert Mundell (2003, 5) suggests that monetary 
cooperation in Asia will be more difficult than in Europe in the 1970s because 'the insti
tutional, economic, and political groundwork had already been laid in Europe, whereas 
very little exists at the present time in Asia.' 
52 Katzenstein (1997), 3. See also Rozman (2004). 
53 Katzenstein (1997), 21. 
54 For an implicit contrast see Weber (1992). 
55 For largely negative assessments see Cowhey (1995); Higgott (1995); Dent and Huang 
(2002). 
56 Katzenstein (1997), 41; see also Katzenstein (forthcoming). 
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would give the same basic answer offered in most of the literature: the 
most likely kind of integration in Asia is 'open' or 'soft' integration that 
relies largely on informal interaction and ethnic networks. 

But in contrast to some who endorse an informal path to intensive co
operation and integration, we claim that such integration would be undis
tinguished in its economic benefits and limited in its momentum.57 It 
would reach a mild plateau and stagnate. Looking at the array of Euro
pean and American supports that appear to have given broad legitimacy 
to deep market integration in the long run (whatever the immediate 
mechanisms that set them up), we fear that 'open' or 'soft' Asian region
alism is not truly an alternative path to the same beneficial outcomes. 
Informal, ethnic-network integration may be able to create wealth — the 
record of Japanese production networks and the Greater Chinese dias
pora is hard to deny — but is likely to do so in the most politically and 
socially conservative of ways, without explicit political decision-making 
that can be accountable, without many cohesive market-mitigating poli
cies, and with a tendency to inequality unlimited by any potential for re
distribution. This in turn will limit the substantive degree of economic 
integration in the long run, both because central institutions facilitate 
deep market-building in functional terms and because the lack of such 
institutions leaves socio-political tensions unresolved. 

But our aspiration is not to evaluate the likelihood of Asian reproduc
tion of US or EU models of market integration. We want to consider 
whether lessons from those Atlantic models may be relevant to an alter
native Asia. Asking that looser question — might Asia be able to imitate 
substantial elements of the US or EU experiences? — admits the possi
bility of some positive lessons. 

We would not want to call Asian imitation of the EU likely, but in 
1950 it would not have been very reasonable to call today's EU a likely 
outcome. The potential for meaningful parallels is strengthened notably 
by the 'commercialist' and 'developmentalist' mechanisms that we have 
highlighted in EU and US history, acknowledgement of which is the ma
jor novelty of this article relative to the rest of the literature on compara
tive regionalism. These more top-down accounts have more than a little 

For carefully optimistic claims about informal regionalization, see Pempel (2005). 
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Asian resonance. They suggest to varying degrees that neither western 
Europe nor the United States initially had much spontaneous, 'bottom-
up' pressure for a major continental market-building project. Elite initia
tive and institutional insulation from politics circumvented or overcame 
broad resistance and major obstacles. We do not contest the basic gist of 
the literature on comparative regionalism — that by most measures, ob
stacles are larger and more numerous in Asia than we can see in any rea
sonable interpretation of American or European history. We simply 
claim that institutional projects can start small and have major effects, 
and that committed leadership can push through remarkable changes. 

Learning and diffusion from varied regional cases further encourages 
this qualified optimism. One of the instructive differences between the 
US and EU cases is that the US pioneered new ground, while the EU had 
the immensely successful US model as an inspiration (and as an actor 
giving substantive encouragement and support). We suggested that this is 
one reason why the EU reached deep regional market integration despite 
confronting more substantial obstacles than did the US. This special is
sue itself shows why it is reasonable to think that the same logic will ap
ply even more strongly to Asia: many Asian actors today are explicitly 
looking to the EU as a model. The EU is also reaching out as an actor to 
advance this process, as is the US in some ways.58 

Our ironic conclusion, then, is that by paying attention to accounts 
that see EU and US market integration as more contested and difficult, 
we arrive at somewhat greater optimism about the long-term potential for 
broadly-supported, legitimate market integration in Asia. The path to 
such an outcome seems unlikely to follow from an open, inclusive, bot
tom-up set of bargains; nor will it be the spontaneous instinct of most 
actors in Asia today (or tomorrow). Yet we see good reasons to think that 
it was neither as inclusive nor as spontaneous in the EU and US as the 
common wisdom on these cases suggests. Strangely enough, strong lead
ership informed by the real EU and US models, rather than their myths, 
could eventually have the effect of installing an Asian facsimile of plural
istic, rule-bound, democratic-capitalist polities. 

Yeo (2003); Gilson (2002). 
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