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Ever since the 1997 Asian financial crisis, the nations of East Asia bave found a
"’ renewed political focus: regional economic cooperation. It has been close to ten

years since the financial catastrophe, and it has brought tremendous change,
not just for certain countries, but for the region as a whole. The distrust of foreign

capital, although still prevalent, has diminished. Certain markets were opened

up through vigorous restructuring, consolidation, and then through expansion.

41 As elsewbere in the world, growth in the information technology (IT) sector belped
gl" i boost many economies, while the emergence of China as the region’s economic
)% engine has, and will stay, at the forefront of everyone’s mind for years to come.

Although economic growth in East Asia has recently been robust, it shows signs

é 1 of slowing down due to cyclical issues, higher oil prices, and other factors. There

b i are still many issues East Asia needs to tackle, including the elimination of deep

v political mistrust toward one another, the ongoing need for an even more stable

) ;O, Sfinancial market, and a continuation of government and institutional assistance
)

when a crisis similar to the one in 1997 bappens again. How should the region
proceed bereon? What kind of roadmap should East Asia follow in order to

strengthen its financial and monetary cooperation and integration?

X 4
- To answer some of these questions, on September 12, 2005, the Center on Japanese
KL) Economy and Business invited Mr. Harubiko Kuroda, President of the Asian
ﬂ) Development Bank to Columbia Business School, to outline some of bis thoughts
; ‘ i

and suggestions on regional economic cooperation. This program was co-sponsored

by the APEC Study Center of Columbia University.
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I. INTRODUCTION

s a former professor, I

fondly recall my teaching
years because I enjoyed the
really objective, independent,
and free discussions one can
have at that setting. At interna-
tional meetings, each national
representative or international
organization has its own inter-
ests and views that are inherited
from their long history. But at a
university, you can really have
free and dynamic discussions.
So, today, although I'm a repre-
sentative of the Asian Develop-
ment Bank (ADB), I would like
to speak rather freely and would
very much welcome any ques-
tions and comments on my
views and my presentation.

I'll speak on two things
today, two things that are, of
course, interrelated. One is the
recent economic assessment
or recent economic outlook
of East Asia, including, most
importantly, China and Japan.
The other is the economic inte-
gration in the region and the
steps required to make further
progress in this area.

Il. EAST ASIAN ECONOMIC
OUTLOOK

I et me start with a broad
economic overview. Last

year, East Asia posted its highest
gross domestic product (GDP)
growth rate since the 1997
Asian financial crisis. Buoyed
by strong growth in the United
States, improved growth in
Japan and the European Union,
and the recovery in the infor-
mation technology (IT) sector,
the region registered an aver-
age growth of 7.6 percent,
which is extremely high. I men-
tion the IT sector because it's a
sector that is now really impor-
tant. This is true not only for
Japan, but also for countries
like the Philippines, Malaysia,
Singapore, and even Thailand,
where the IT sector is very
closely tied to their respective
economies than in the rest of
East Asia. That said, this year
the IT expansion can be seen
as less buoyant, and major
industrial economies are in the
mist of a general slowdown.
The global IT market has soft-
ened somewhat compared to
2004, while oil prices have sky-
rocketed by 75 percent since
January.

In the current environment,
we expect East Asian GDP
growth to be somewhat slower
in 2005. But the rate of growth
will still be robust, at about 6.9
percent. That is the broad
regional picture, but within it,
there is considerable variation
among various countries. China
will continue to be the fastest
growing economy, with growth
of 9.2 percent, followed by
Vietnam, Laos, Indonesia, and
Malaysia. If we exclude China
from the forecast, East Asia’s
average GDP growth this year
is around 4.3 percent.

Looking ahead, we expect
an average growth rate for the
region of about 7 percent in

2006. China shows few signs of
slowing, and expectations are
that it will grow by almost 8
percent in each of the next two
years. Excluding China, the
average GDP growth for the
region next year is forecasted
to pick up to about 5 percent.

It is well worth noting that
these forecasts are subject to a
number of major regional and
global risks. They would be,
among others, the global pay-
ments imbalance, the ongoing
possibility of a hard landing for
China, a possible significant
increase in long-term interest
rates, the ever-present potential
for a major health pandemic
such as the Avian flu, and, of
course, persistently high and
volatile oil prices.

I won't go into detail on all
these points. However, I should
point out that as a large net
importer of oil, Asia is quite
vulnerable to rising oil prices.
So far, the impact on growth in
most East Asian countries has
been rather limited. But further
increases could significantly
reduce East Asian growth,
particularly in Thailand, the
Philippines, Korea, and, to a
lesser extent, China.

High oil prices also create
additional fiscal burdens on
those countries that subsidize
or directly control the retail
price of oil products. We are
seeing signs of this in a number
of countries, including Indonesia,
Malaysia, Thailand, and Vietnam.
These countries are now taking
significant steps to lessen their
reliance on subsidy bills, recog-
nizing that the long-term costs
of subsidizing oil products out-
weigh the short-term benefits.
Thailand has recently completely
removed subsidies, but other

We expect an
average growth
rate for the region
of about 7 percent
in 2000.

—Haruhiko Kuroda
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The 1997 crisis
forced countries
in the region to
recognize their
growing economic
independence.

—Haruhiko Kuroda

countries are taking a more
gradual approach.

Indonesia and the Philippines
have also announced a number
of administrative controls, such
as limiting working hours to
reduce fuel consumption.
These measures may provide a
degree of temporary relief, but
since it appears that higher oil
prices may be here to stay for
some time, or even for some
years, the need for a more per-
manent solution is now urgent.
Tax policies to encourage more
sustainable energy use, the
creation of an efficient and
competitive energy sector,
along with comprehensive
transportation policies, and a
build-up of strategic reserves
are necessary to manage this
major challenge, not just for
each country, but also for Asia
as a whole.

With a number of significant
risks in the forecast, countries
in East Asia will need to shore
up their fiscal positions and
tighten their monetary policies
to sustain high growth. Success-
ful implementation of structural
reforms also remains a priority.
Stronger financial systems will
help countries achieve currency
and financial stability and
enable the management of pri-
vate capital flows on a sound
basis. Financial and corporate
sector restructuring is also
needed to improve local invest-
ment conditions for overall
economic efficiency and com-
petitiveness.

lll. REGIONAL MONETARY AND
FINANCIAL COOPERATION

et’s now talk about current
L regional monetary and
financial cooperation in East

Asia. As countries deal with
these challenges on a national
level, they are also working
together for a greater regional
economic integration. This is
another way to build up a strong
resilience to a crisis and spread
the benefits of growth to more
people in more countries.

Up until the 1997 financial
crisis, regional economic integra-
tion in East Asia was primarily
the result of market forces
and private-sector investment.
Government-led economic
cooperation initiatives were
few and limited to cross-border
infrastructure, trade, and invest-
ments. The Greater Mekong
Subregional Cooperation
Program was one such initia-
tive. With ADB support, this
program brought the countries
of Cambodia, China, Laos,
Myanmar, Thailand, and
Vietnam together to enhance
economic relations. Another
example is the Association
of South East Asian Nations
(ASEAN) Free Trade Area,
which aims to reduce tariffs
and promote prosperity among
ASEAN countries.

The 1997 crisis forced coun-
tries in the region to recognize
their growing economic inter-
dependence. This recognition,
along with slow progress in
multilateralism, the popularity
of regionalism elsewhere, and
weakness in the international
financial architecture, led gov-
ernments to extend existing
regional cooperative efforts to
include policy dialogue, money,
and finance.

ASEAN+3 (China, Japan,
Korea) has played a lead role
in this effort. The members
of ASEAN+3 have worked to
strengthen the region’s resili-

ency through several measures,
which include a regional
economic review and policy
dialogue processes that work as
a regional surveillance mecha-
nism, the Chiang Mai Initiative,
which provides liquidity sup-
port during times of crisis, and
several regional initiatives to
develop bond markets. Recently,
the ASEAN+3 finance ministers
agreed to double the size of
existing bilateral swaps under
the Chiang Mai Initiative. They
also agreed to significantly
increase the amount of swaps
that can be disbursed without
International Monetary Fund
(IMF)-supported programs. In
addition, they adopted a collec-
tive decision-making system for
activating financial resources
when needed. This is a step
toward multilateralization.

I believe that monetary and
financial cooperation in East
Asia has now reached a critical
stage. It is important that
progress continues in order to
secure the gains the region has
made. It is also worth noting
that intraregional trade in East
Asia has grown from less than
35 percent of total trade in 1980
to 54 percent in 2003. This is a
lower proportion than the EU,
but higher than North American
Free Trade Agreement’s (NAFTA)
46 percent. With trade integra-
tion of this magnitude, the
region could reap significant
benefits from enhanced regional
cooperation in money and
finance.

IV. NEXT STEPS

ow should the region
H proceed hereon? What
kind of roadmap should
East Asia follow in order to
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strengthen its financial and
monetary cooperation and inte-
gration?

At this stage, there isn’'t a
standard roadmap or strategy,
but let me offer a few sugges-
tions by drawing on the
research of both the ADB and
the ASEAN+3 Research Group.
Let me add that these sugges-
tions are not, by any means,
consensus ideas among
ASEAN+3 members.

First, the regional arrange-
ment for liquidity support should
be strengthened. Despite the
recent expansion of the Chiang
Mai Initiative, the total size of
support that can be made avail-
able to a country in a financial
crisis is relatively small. The
total right now is about 40 bil-
lion dollars, and there’s an
agreement to double that amount
to 80 billion dollars. A financial
crisis a country could face might
be very large. That means that
even the 80 billion dollar amount
might be too little, especially
when you remember what hap-
pened in countries like Indonesia.
This can be increased by ear-
marking a percentage of
foreign exchange reserves
owned by member countries
for a centralized regional
reserve pool. This could then
be quickly disbursed to avoid a
potential financial crisis like the
one we saw in Indonesia.

Second, the ASEAN+3
Economic Review and Policy
Dialogue needs to be strength-
ened to avoid regional financial
crisis and ensure financial
safety. At this stage, although
ASEAN+3’s Economy Review
and Policy Dialogue exists, it is
still weak. I think these Asian
countries may be more willing
to engage in sound policy dia-

logue in a regional setting where
they have greater control,
rather than in a global format
where they have less control.

A regional setting may also
be advantageous since there
will be substantial common
issues among the economies in
the region, especially as inter-
dependence within the region
grows. Stronger regional sur-
veillance can complement and
contribute to the economic sur-
veillance done on the global
level. It will also increase the
likelihood of detecting vulnera-
bilities in a timely manner.

Regional surveillance also
requires the commitment by
member countries to discuss
policies of other members
frankly. And as in any coopera-
tive effort, they must also
surrender some or even a small
degree of sovereignty over
policies for the good of the
region. Strengthening the
current arrangement would
perhaps call for the establish-
ment of an independent entity,
such as a regional policy dia-
logue body.

During a recent meeting
organized by the IMF in
Singapore, Asian ministers
mentioned the necessity of
strengthening regional surveil-
lance. It is very interesting that
countries from East Asia, partic-
ularly from ASEAN, are now
insisting on a stronger regional
surveillance system that would
assist their own, and the overall
Asian, economy. Another
important issue is exchange
rate cooperation in the region.
Under increased interdepend-
ence, even the smallest change
in exchange rates could signifi-
cantly disrupt trade and financial
flows. So far, there hasn’t been

a clear regional initiative in

this area, but there are some
encouraging signs. For example,
on July 21 of this year, China
and Malaysia joined Singapore
in adopting a managed floating
exchange rate regime with ref-
erence to a basket of currencies.
Other countries may also even-
tually consider adopting the
basket currency regime in order
to promote greater exchange
rate stability, since this would
be beneficial to intraregional
trade.

One of the most fundamen-
tal causes of the 1997 financial
crisis was overreliance on the
banking sector as a source of
financing, coupled with debt
maturity and currency mis-
matches. In order to address
this issue and to mobilize the
region’s vast pool of savings
for investment in the region,
ASEAN+3 implemented the
Asian Bond Markets Initiative.
As part of the initiative, ADB
established Asian Bonds Online,
which contains a lot of infor-
mation on all markets in the
region.

In 2004, ADB debuted local
currency bonds in India and
Malaysia to further assist with
bond market development.
These transactions represent
the first bond issue by a foreign
entity in the respective markets.
In May of this year, we issued
local currency bonds in Thai
baht, and we plan to expand
this program to other countries
such as China, as well. This
will not only enhance liquidity,
but also help ensure increased
investment in Asia and the
Pacific.

Finally, the region should
continue to promote intrare-
gional trade. Cooperation in

1t is very interesting
that countries from
East Asia are now
insisting on a
stronger regional
surveillance system
that would assist
their own, and
the overall Asian,
economy.

—Haruhbiko Kuroda
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At the national
level, there is
much to be done
in many countries
to consolidate
and build on
recent progress.

—Haruhbiko Kuroda

trade, as well as in money and
finance are two sides of the
same coin. As of last year, there
were more than 30 free trade
agreements (FTAs) under nego-
tiation. These agreements can
extend beyond tariff reductions
to include property rights and
labor mobility issues. One
example is the recently signed
India-Singapore comprehensive
economic cooperation agree-
ment, which covers trade in
goods, services, investments,
technology, education, air serv-
ices, and human resources.

While bilateral and regional
agreements are largely benefi-
cial, they should be building
blocks—not stumbling blocks—
to global trade integration.
Many people say that if you
have inconsistent bilateral
agreements, they will pose
too many challenges to overall
global trade. FTAs vary in
scope, so their proliferation
poses challenges, as well as
opportunities. ADB has initi-
ated a study of FTAs in Asia
that will recommend ways to
harmonize with these agree-
ments and with the World
Trade Organization’s (WTO)
guidelines on global trade.
Although institutions like the
ADB are basically development
banks and aid countries with
long-term financial assistance,
and we are not in the business
of negotiating trade issues, I
must say that trade and finance
are intertwined. Trade issues
should also be seriously studied
and discussed within institu-
tions like the ADB.

Although many East Asian
nations are currently at a differ-
ent level of economic develop-
ment, the previously mentioned
multitrack, or multispeed,

approach would enhance
regional integration. Agreements
in money and finance would
mutually support trade issues,
and those nations on a fast
track could bring others on
board.

V. CONCLUSION

believe that East Asia’s future
I growth will remain positive
despite certain risks. At the
national level, there is much to
be done in many countries to
consolidate and build on recent
progress. The ADB will con-
tinue to work with developing
countries in the region to
strengthen fundamentals and
provide a climate for continued
growth and prosperity.

At the regional level, I see
cooperation and integration
playing an increasing role as
countries become more and
more engaged in the global
economy. In my view, a deeper
and broader integration within
Asia and with the global econ-
omy is crucial. If you look at
countries in the region that are
growing quickly, they are part
of the global economy. In this
context, economic integration
becomes even more important.
A deeper and broader integra-
tion within Asia and the world
allows countries to build on
common strengths and reduce
risks in a cooperative, systemic
way, thus extending the bene-
fits of growth more equally
across the region. This process
builds trust, enhances eco-
nomic growth, and provides an
impetus for lasting stability and
peace. As a regional develop-
ment bank president, I
emphasize ADB’s role as a cata-
lyst and coordinator of these

efforts that will continuously
move this agenda forward.

DISCUSSION

HUGH PATRICK

overnments and develop-

ment banks can and
should play important roles
in developing the policies and
institutions that support the
deepening of East Asian eco-
nomic integration. As Mr.
Kuroda noted, the degree of
economic integration among
these countries in the region
has become a very important
and significant part of their
total story as rapidly growing
developing economies. I there-
fore have a few questions.
How can Japan exercise lead-
ership in East Asia when it
continues to protect its agricul-
ture and health care sectors
and persist with its protection-
ist policies? Also, China and
Japan are rivals, as well as
cooperative leaders in East
Asia. How can they work
together when political rela-
tionships are so poor? Third,
I also believe there is a dis-
junction between East Asia’s
financial cooperation reflected
in ASEAN+3 and the FTA
agreements that are on a com-
pletely separate (bilateral or
subregional) track. How can
these two separate tracks be
brought together? As far as
ASEAN+3 is concerned, the
membership to this group is
political and exclusionary.
Where does the United States
stand? What about Taiwan?

East Asian economic coop-

eration is predominantly a
long-term process, and one of
the most important aspects is
the exchange of information.
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It is an educational process for
government officials and politi-
cal leaders to learn about other
countries. You learn a lot
through this dialogue, and I
think that it has to occur before
you can engage in any sort of
subsequent agreements with
significant economic content.
Thus far the focus appropri-
ately, I think, has been on the
policy dialogue process without
much economic content. My
own concern is that it may take
some considerable time before
East Asian countries come to
trust each other enough to do
the sorts of things that you say
they have to do.

HARUHIKO KURODA
To start with the agricultural
issue, the United States,
Canada, and Australia all have
competitive agricultural sectors.
However, European countries,
along with Japan and Korea,
have a less competitive advan-
tage, and this creates huge
problems.

In Japan, agriculture is really
concentrated on a few products,
such as rice. The price of rice
in Japan is perhaps seven or
eight times higher than it is in
the United States. In addition,
the farmers in Japan are aging
very rapidly, and they are find-
ing it hard to get successors,
since their sons and daughters
are not taking over their busi-
nesses. So, at some stage, there
will be dramatic decline in the
number of farmers, and the
government is expecting this
change. It is trying to reduce
agricultural subsidies and find
other ways to assist farmers.

So in time, the agricultural issue
could become less problematic.

Health care is another major
issue. As the nation rapidly ages,
Japan will need more health
care workers in a massive way.
Thus, the big issue for Japanese
FTAs is how many of these for-
eign workers would be allowed
to come in. The initial agree-
ments that have been made
only allow a small number to
come work in Japan, but a sub-
stantial expansion of all Japanese
markets is required, and I believe
it is only a matter of time.

The issue about China and
Japan is quite difficult. The two
countries are not looking at
each other and instead are
looking toward the United
States. The Chinese are very
attracted to anything American:
the way of life, the way of
managing companies, etc. For
example, many Chinese people
are increasingly commuting by
car and not via public trans-
portation. Indeed, the Japanese
are also very attracted to U.S.
culture, music, movies, and
way of life. In the end, the
Japanese, particularly young
Japanese, do not know much
about Chinese culture or politics.

For instance, when I was
a high school student, I studied
a bit of Chinese history, litera-
ture, and poetry, but that isn’t
mandatory in Japanese high
schools anymore. Thus many
Japanese high school students
do not know much about
Chinese culture and instead
concentrate on American cul-
ture. I think the Chinese and
Japanese cultures are moving
further away from each other,
and it’s going to be a big chal-
lenge to bridge that gap for the
younger generation, especially
in politics.

Harubhbiko Kuroda and Hugh Patrick

It is true that the current
status of financial and trade
cooperation in Asia is more
bilateral than regional. But I
hold the view that trade agree-
ments will eventually become
regional. Perhaps ASEAN+3 will
expand to ASEAN+5 or 6, to
include Japan, China, Korea,
Australia, New Zealand, and
India. This kind of regional
trade agreement would be pos-
sible and likely in the long run.
I also believe that the ASEAN+3
framework is not only about
trade, but now extends to
include almost every corner of
policy like finance, trade, for-
eign policy issues, the environ-
ment, and so on. I don’t believe
that ASEAN+3 is exclusive, and
it can, and does, include many
other countries as well.

Finally, I believe that East
Asian regionalism is a process
that got started only after the
1997 currency crisis. It’s been
less than ten years, and yet
there’s been quite an improve-
ment in financial, trade and
investment cooperation. This
is an on-going process and will
take many years to develop,
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I don’t think you
always need
the political

groundwork to be
laid first in order to
achieve economic
cooperation and
integration.

—Haruhbiko Kuroda

but through this process, mutual
trust can be achieved in East
Asia.

QUESTION

'm a Columbia M.B.A.

student and director and
owner of a private institute in
Cambodia. We are currently
working on irrigation projects
and have some questions about
the oversight of special project
funds. What's the difference
between the oversight of funds
from specific countries and
ones that are pooled within the
ADB? How much oversight is
needed to encourage better
Asian cooperation?

HARUHIKO KURODA

rom the ADB’s perspective,

we would like to have
multidonor funds, where vari-
ous countries pool money
together for a particular proj-
ect. However, there are many
member countries that insist
a specific fund be from only
one country, so that the donor
country’s officials have a say in
how that money will be man-
aged. The World Bank used
to have several hundred funds
that it managed, and most
were one-donor funds. But to
monitor the original objective
and then the allocation and
usage and to oversee the end
result of the project using
these funds turns out to be a
tricky thing. ADB is currently
reviewing policies and prac-
tices for donor funds.

QUESTION

ou mentioned that China
Yis following the U.S. eco-
nomic model. Can’t you say the

same for Japan in the last two
or three years? I'm specifically
talking about Japan dealing
with its bank loan problems
and engaging in corporate
restructuring. It seems to me
that it is also trying to duplicate
existing financial laws in the
United States.

HARUHIKO KURODA

think it’s quite natural,

because countries tend to
follow the most successful
financial example they see.
The U.S. had its share of finan-
cial problems before, but now
it boasts one of the most effi-
cient, competitive financial sec-
tors in the world. So whenever
other countries face long-term
financial problems, they tend
to learn from the U.S. example.
Both Japan and Korea did.

QUESTION
You talk about economic
cooperation between Asian
countries, but with East Asian
nations, aren’t they, in the short
term, in competition with each
other?

HARUHIKO KURODA

f we look at Europe, the

British, German, French,
and Italian economies are all,
of course, competing with one
another. However, they were
all able to develop a common
marketplace at the same time.
You can also say the same for
Canada and the United States,
especially about the auto indus-
try. So, I don’t think East Asia
is any different. In the region,
Japan and Korea are very com-
petitive in certain sectors but
not with everything.

QUESTION

\ ){ 7 ill you comment on the
steps needed to realize

Asian peace and economic

development at the same time?

HARUHIKO KURODA

any people draw lessons

from the European
model. They have argued that
after World War II, Germany
and France could have pre-
vented the creation of a single
market and currency system
because of their mutual distrust
toward one another. Political
rapprochement between
the two countries made the
European integration possible.
I don’t think you always need
the political groundwork to be
laid first in order to achieve
economic cooperation and
integration. I think the gradual
cooperative effort between the
two countries was really more
grassroots; it came from the
general public. Look at China
now. Japan is currently its
largest trading partner, and that
was built without overwhelm-
ing political trust. I believe this
is so because trust exists, both
on an individual and group
level. T mean, after all, both
Japan and China have been
able to co-exist for thousands
of years. Of course there were
many tragedies that occurred
within that timeframe. But I am
hopeful that peace in the region
will continue and believe
progress has been made.
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