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Regional Institutions and the
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1. INTRODUCTION

SEA change in East Asian perceptions of the international economic

system is causing a determined thrust toward deeper East Asian integration
through regional financial and trade institutions. The financial crisis of 1997-98
contributed to this change by revealing weaknesses in the international financial
architecture at the same time that it bared weaknesses in domestic policies and
institutions in East Asia. Many East Asians felt the existing international financial
system failed to provide them with adequate prescriptions or aid at a time of great
need. In response, governments are intensifying regional policy cooperation and
have begun to develop regional institutional capacity to head off future financial
crises and manage them if they occur. This change in perceptions of the
international economic system has been reinforced by paralysis in the World
Trade Organisation (WTO). The failure of governments to launch a new round of
multilateral trade negotiations at the November 1999 WTO ministerial meeting in
Seattle is helping to propel regional approaches to trade liberalisation.

Deeper integration in East Asia is a potentially substantial development, which

will influence the future shape of the international economic system. In Section 2,
| review the primary factors contributing to the financial crisis and discuss the
implications for policy makers in East Asia, in a context of diminished
confidence in global institutions. The emphasis is on macroeconomic policy
management, structural reforms, changing incentive systems, overhauling crisis
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managemengndthe nextstepsfor tradeliberalisation.l alsocomparethe policy
lessonsEast Asians have drawn from the crisis with thosein the mainstream
literature. In Section 3, | analyse three main trends that underlie deeper
integration: proliferation of bilateral and regional free trade arrangements
(FTAs), developmenbf regionalfinancial arrangement$RFASs) and movement
toward a regional crisis preventionand managementapability. In Section4, |
raise key questionsaboutthe effectivenessand broaderinternationalimpact of
theseregionaltrends.To be effective, new arrangementsvill require commit-
mentto rulesandregimesthatenhancerospectfor growthandstability albeitat
the cost of someindependencén domesticpolicy. In the final section,| offer
someconcludingthoughts Not a singlecrisis economyturnedinward despitethe
painful adjustmentsequiredin the wakeof thefinancial crisis. This commitment
to opennesshouldbe embeddedn new regionalinstitutions.

2. THE FINANCIAL CRISISAND ITS IMPLICATIONS

East Asians were the early and natural globalisersin that market forces
encouragedcross-borde networks through which goods, services, capital,
information and people have flowed. Two ‘new’ factors have been added,
however — technology and policies. The information and communicatios
technology(ICT) revolutionis changingthe waysbusinesss done.ICT hasbeen
appliedfirst andfastestin the financial sector.Privatecapital now flows rapidly
aroundthe globe. Capital marketsare the channelsfor transmittingeconomic
disturbance acrossbordersand regions.In this kind of world, countriesthat
attend diligently to the fundamentals(in the past that would have implied
exchangerate stability) can be overwhelmedby short-termcapital surgesand
reversals.Hence,the role of policy — to build infrastructur& public goods,to
reduce obstaclesto cross-borderflows, and also to improve the safety and
soundnessf financial systems.

Until recently,EastAsianintegration,bothwithin the regionandwith therest
of theworld, waslargely marketdriven.In 1998, intra-regionalexportsaveraged
over 44 per cent of the regionaltotal* (Table 1) and rangedfrom the heavy
dependencef Australia, Indonesiaand New Zealandon intra-regionalmarkets
(with sharesover 50 per cent) to Japanwhosesharewas just 35 per cent. FDI
flows to emergingeconomiesthat originate within the region (including from
JapanYyangefrom ashigh as80 percentof thetotal in Chinato aslittle as30 per
centin the Philippines(Table 2). Productionnetworksof both indigenousfirms
and multinationalsunderpintheselinkages.The latter slice up the value chain,

! According to IMF, Direction of Trade, 1998 WTO data indicate intra-Asian destinations
accountedor 44.6 per centof total exportsin 1998,down from 50.9 per centin 1995.
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TABLE 1
Intra-regionalTrade (Distribution of Exports,Asial2),1998
(per centshares)

New Total

China S.Korea Japan H.K. Taiwan Indoresia Malaysia Philippines Singapre Thaland Australa Zealard Asial2 ROW Export

China 0.0 34 16.2 211 2.1 0.6 0.9 0.8 2.1 0.6 1.3 0.1 49.3 50.7 1000
S. Korea 9.0 0.0 93 7.0 3.9 1.3 2.7 2.1 3.1 0.3 2.1 0.2 41.0 59.0 1000
Japan 5.2 4.0 0.0 58 6.6 1.1 2.4 1.9 3.8 2.4 2.1 0.3 355 645 1000
Hong Kong 345 1.0 53 0.0 25 0.3 0.8 1.0 2.3 0.8 1.3 0.2 49.9 50.1 1000
Taiwan 0.8 1.3 84 224 0.0 1.2 2.1 2.4 2.9 17 0.2 15 449 551 1000
Indoresia 4.2 52 177 34 3.4 0.0 2.7 1.2 10.8 15 3.8 0.2 54,2 45.8 1000
Malaysia 2.7 23 105 4.6 4.1 14 0.0 1.6 16.9 3.2 2.3 0.3 49.9 50.1 1000
Philippines 1.2 1.7 144 45 6.0 0.4 3.9 0.0 6.2 2.1 0.6 0.1 40.9 59.1 1000
Singapre 3.7 2.3 6.6 8.4 4.3 0.0 15.2 2.2 0.0 3.8 2.9 0.3 49.8 50.2 1000
Thailard 3.2 11 137 51 3.2 1.8 3.3 1.4 8.6 0.0 1.8 0.2 435 56.5 1000
Australia 4.2 6.9 195 40 4.8 2.4 2.0 1.2 3.7 1.4 0.0 6.3 56.4 43.6 1000
New Zealard 29 31 133 27 2.3 0.7 1.8 1.2 15 1.1 20.9 0.0 51.6 48.4 1000
Asial2 7.7 2.7 79 85 4.0 0.9 2.9 1.6 4.1 1.7 1.9 0.6 445 555 1000
ROW 1.2 1.1 35 1.0 1.0 0.2 0.4 0.3 0.9 0.4 0.8 0.1 11.1 88.9 1000
Total Import 2.8 1.5 46 29 1.8 0.4 1.1 0.6 1.7 0.7 1.1 0.2 19.5 80.5 1000

Souce: IMF (1998.
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TABLE 2
Inward FDI Stocks,SelectedEastAsian Economies1980and 1994
(percentageshares)
Host Economy United States Japan EastAsia Others
China
1986 16.8 10.7 61.7 10.8
1994 8.1 8.0 74.0 9.5
Hong Kong
1984 53.7 21.0 2.1 23.2
1994 31.6 325 10.1 21.8
Indonesia
1980 4.7 37.5 13.7 441
1994 4.4 15.8 36.6 43.2
Malaysia
1986 10.3 25.7 23.7 40.3
1993 6.2 33.7 36.8 23.3
Philippines
1980 54.6 16.8 5.4 23.2
1994 38.2 18.2 10.9 32.7
Singapore
1980 225 11.7 19.6 46.2
1994 17.9 215 13.0 47.6
Taiwan
1980 35.0 18.6 30.3 16.1
1994 26.1 28.2 21.0 24.7
Thailand
1980 35.6 28.9 17.5 18.0
1994 17.1 30.9 33.0 19.0

SourcesDobsonandChia (1997, p. 8); APEC EconomicCommittee(1995)andunpublisheddata
from Industry Canada.

allocating productionto locationswith comparativeadvantageand outsourcing
the productionof both goodsand serviceswithin the region (Dobsonand Chia,
1997;andFeenstrd 999).Theseactivitiesincreasedhe opennessandintegration
of economiesut alsoincreasedr/ulnerability to externalshocks.

a. StylizedFacts Aboutthe Financial Crisis

A commoncauseof the EastAsian criseswashigh ratiosof short-termprivate
sectordebtto internationalreservegRodrik andVelasco,1999; and Dobsonand
Hufbauer,2001). The financial criseswere characterisedy significantvolatility
in short-termcapitalflows, particularlybankdebt(Table3), from or to (in thecase
of capital flight) internationalfinancial centres.International capital had been
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TABLE 3
Net Capital Flows to EmergingMarkets,1990-2000

EmergingMarkets 1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000
Total private capital inflows (net) 47.7 1238 1193 1819 1528 193.3 2121 149.2 64.3 68.3 1185
Bankloansand other (net) 11.9 55.6 32.7 115 (35.5) 55.4 16.3 (57.6) (103.5) (71.8) (50.1)
Portfolio investment(net) 17.4 36.9 51.1 113.6 105.6 41.2 80.8 66.8 36.7 21.6 40.2
Foreigndirect investment(net) 18.4 31.3 35.5 56.8 82.6 96.7 115.0 1400 131.0 1185 1284
Net official flows 26.6 36.5 22.3 20.1 1.8 26.0 (0.9) 24.4 41.1 9.4 (2.4)

Total Flows Average

EmergingMarkets 1990-2000 Deviation

Total private capital inflows (net) 1,431.2 43.4

Bank loansand other (net) (135.1) 43.8

Portfolio investment(net) 611.9 28.6

Foreigndirect investment(net) 954.2 15.3

Net official flows 204.9 18.1

Souce: IMF (Variousyeas).
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plentiful for severalreasonsRatesof returnin the OECD economiedell in the
1990sasinflation andinterestratesdropped making ratesof returnin emerging
markets relatively more attractive to investors. In the OECD economies,
intensifying competitionin the financial sector spurredconsolidation,creating
globalmega-firmsparticularlyamongthe banks With OECD populationsageing,
wealth managementunds are proliferating (as are new financial instruments).
Geographial diversificationis a way to managedhe riskstheselarge capitalpools
face.Modestportfolio reallocationby thesemega-institutims canhavesignificant
impactson liquidity and currencyvolatility in emergingmarkets.Althoughiit is
well known that residentsalso contributedto financial volatility throughcapital
flight, magnitudesare difficult to measuredueto datalimitations.

The crisesweretriggeredby different combinationsof macroeconomipolicy
mistakes,ncentive problemsand structuralweaknesses:

« Macroeconomicpolicy in the crisis-proneeconomiesin SoutheastAsia
(IndonesiaMalaysia, Thailand,Philippines)wascharacterisetyy fixed-but-
adjustableexchangeate pegsthatwereincompatiblewith monetarypolicy
independencand capital mobility (the openeconomytrilemma)? Central
banksmaintainedthe formal or de facto pegslong after they shouldhave
beenrevisedto reflect changingeconomicfundamentalsCurrencycrises
subsequentlyturned into banking and economiccrises, in part because
borrowersn foreigncurrencyandinvestorsalike assumedherewasneither
exchangerate nor interestrate risk. Defenceof the pegsrequired high
interest rates that pushed highly-leveraged business borrowers into
insolvency,taking jobs, incomeand outputwith them.

« Structuralweaknessemmfluencedvulnerability. Domesticfinancial systems,
dominatedby banksand debt finance, were slow to adaptto the added
externally-generaterisks of mobile capital. Lacking accesgo otherforms
of domesticfinance than bank debt, many corporationsbecamehighly
leveragedduring the high growth years.Someborrowedheavily abroadin
unhedgedoreign currencies.Somegovernmentslso biasedpolicies and
incentivesto favour foreign over domesticcapital (for example,Thailand
taxed foreign capital more lightly than other forms and South Korea
restrictedFDI inflows but encouragedoreign debt).

« Existingincentivesystemsontributedto debtorandcreditormoral hazard.
Both debtorsandcreditorsassumedhat eitherthe nationalcentralbanksor
the IMF (or both) would act as lender of last resortin a crisis. On the
creditor side, the 1988 Basel Capital Accord was responsiblefor a short-
term debt bias. The risk weight on short-term interbank lending, for

2 The open economy trilemma recognisesthat an economy can tolerate only two of three
objectives:mobile capital,exchangeate stability and monetarypolicy independencdt mustgive
up one of theseobjectivesto ensureachievemenof the othertwo.
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example,requiredlending banksto allocateonly 1.6 per cent of capital
requirementso suchloans.Onthedebtorside,centralbankshadpreviously
bailedout bankingsystemsvhentheygotinto troubleandwereexpectedo
do soin future.

During the crisis, internationalcrisis managementeflecteda one-size-fits-all
approachyet the private sectornatureof the crisis andthe implicationsof bank-
dominatedfinancial systemsand highly leveragedbusinesssystemsnaturally
raisedquestionsboutalternativemeasuresuchascapitalcontrolsandaregional
lenderof last resort. The IMF role is being re-evaluatedMuch hassincebeen
doneto createframeworksthat will increasethe safety and soundnes®f the
internationalffinancial system Nationalbankregulatorscooperateglobally at the
Bank for International Settlements(BIS) and other regulators cooperatein
designingguidelinesof bestpracticein the FinancialStability Forum(FSF).But
scepticismpersistsabouthow well theseinnovationsservethe interestsof East
Asiansin reducingtheir vulnerability to internationaleconomicshocks.

b. Implicationsfor Policy

The crisis of confidencein the globalinstitutionsfor tradeandfinancehavea
number of implications with respectto macroeconomigpolicy management,
structuralreforms, reforms of incentive systems crisis managemenand trade
liberalisation — for domesticpolicy makers for regionalcooperatiorandfor the
internationalsystem.

(i) Macroeconomigolicy management

Most market-basedEast Asian economies (with the exception of the
Philippines)haveestablishedstrongrecordsof prudentmacroeconomigolicies
with low inflation, stableinterestratesand exchangeratesandfiscal prudence.
Since the financial turmoil subsidedhigh interestrates have come down and
exchangerateshave stabilised,but large debt overhangsand fiscal imbalances
persistasfinancial and non-financal firms are restructuredand recapitalisedor
closed.Thus,oneof the main concernsn the immediatefuture is the impact of
fiscal consolidationon investment.Furthermore,since the crises, most of the
region’s central banks are managingtheir floating exchangerates, with the
exceptionof China, Hong Kong and Malaysia's fixed rate regimes.Managed
floating allowscentralbanksto rebuildtheir foreignreservegTable4), onefactor
(but not the only one)that is recognisedo have discouragedspeculatordrom
attackingTaiwanandSingaporealuringthe crisis. Managedloating is alsoa way
to resolve the open economytrilemma; acceptingthe mobile capital that is
attractedto good performers,but stabilising exchangeratesto preserveexport
competitivaness.
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TABLE 4
Asian EconomiesChangesn Reserves1992-2001
(billions of US dollars)

1992 1993 1994 1995 1996 1997 1998 1999 2000 2001

Asia

Crisis countrie 18.1 206 6.1 185 54 -305 521 445 17.2 20.3
Other Asian emerging 6.6 16.6 47.3 27.6 448 46.7 18.2 159 329 40.2
marketeconomie$

Notes:
1 IndonesiaKorea, Malaysia,the Philippines,and Thailand.
2 IncludesKorea, Singapore and Taiwan Provinceof China.No datafor Hong Kong SAR are available.

Source IMF (2000).

Some consensuss emergingthat a combinationof managedfloating and
temporarycapitalcontrolsis afeasibleandappropriatesetof measureto respond
to financial volatility, at leastin the absenceof more far reachinginstitutional
changes,such as monetary integration, that would eliminate exchangerate
volatility. Critics of one-size-fits-allarguethat temporarycapital controls and
privatesectorsolutionsto restructuraunsustainableebtprofileswould havebeen
more appropriatein the East Asian crises (Wade and Veneroso,1998; De
Gregorioet al., 1999; and Stiglitz, 1999). Indeed,temporaryprudential capital
controls have gained more respectability in the wake of the Malaysian
experience.But even the Malaysiansstressthat such controls must be well
designedand usedwith greatcareto buy breathingspacefor structuralreform
sincethey can be costly. Controlson outflows can undermineconfidencein a
financial systemby trapping capital and unintentionally spurring capital flight.
Controlsoninflows, suchastaxeson internationalkransactionscanraisethe cost
of suchborrowing andlengthenits term.

(ii) Structuralreforms

Weak financial systemsand weak corporate governancewere two major
sourcef structuralweaknessAs economiesbecomemore complex,they need
stronger financial systemsthat permit saversand investorsto interact with
confidencewith borrowersandissuersnot known to them. This requiresstrong
banks,diversified institutional frameworksthat supply financial instrumentsof
longer durationsuchas bondsand commercialpaper,and flows of transparent
informationandpaymentsandsettlemenarrangementthatmakedeepandliquid
financial marketspossible.

Strongersystemswill requirestrongersupervisoryoversightand enforcement
of prudentialstandardsgreationof adequatenfrastructure accountingandlegal
frameworksthat promote transparencyand better corporate governancethat
promotesintegrity andfairness.Thereare severalconstraintsOneis the lack of
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trained manpower.Another is the lack of independentupervisorsand vested
interestdn existingsystemsEastAsianfinancial sectorshaveimproved,but still
trail bestinternationalpractice®

Oneof the quickestwaysto improvepracticesprovidenewskills andmodern
risk managemenproductss to increasdoreign participationin nationalfinancial
systemsForeigninstitutionsfan the winds of competitionand innovation;they
diversify the financial systemandintroduceinstitutionsthat reflect the stringent
regulatoryregimesof their homecountries Foreignparticipationis increasingn
an ad hoc way in Thailand, South Korea and Japanas authoritieslook to
foreignersto help recapitaliseand modernisetheir financial institutions;thereis
still along way to go.

The magnitudeandnatureof corporatedistresgndicatesthatbetterbankruptcy
proceduresare also requiredto speedrestorationof corporatefinancial health.
Beyond that, stronger more transparentcorporate governanceseemsto be
indicated, particularly for firms engagingin internationalbusinesswith better
representatin of the interestsof minority shareholders.

(i) Incentivesystems

This issueis at the heartof debatesaboutfinancial architecturebecauseof
concernsaboutmoralhazard- wheremarketparticipantdakegreaterisksif they
think they will be bailed out thanthey would if therewere no suchexpectation.
Ontheonesideareadvocate®f leavingmarketsalone.Theyemphasis¢he basic
principle of a well functioning economy- that thosewho take risks shouldbe
allowedto gainor lose (InternationalFinanciallnstitution Advisory Commission
(IFIAC), 2000). They believethat marketforces, not centralbanksor the IMF
actingaslenderof last resort,shouldresolvefinancial crises.On the otherside
are thosewho believe that leaving adjustmentto the marketsalone exactstoo
high asocialcost.But if official institutionsintervenetheirinterventionanustbe
carefully designedand applied(Council on ForeignRelations,1999). Accepting
the secondposition,creditormoralhazardcanbereducedoy removingregulatory
distortions, such as those in the 1988 Basel Capital Accord that bias credit
allocation decisionstowards short-term debt, and by creating a transparent
framework for involving creditorsin resolving crises(Eichengreen2000; and

3 SouthKoreahascreatedan independensupervisoryagencybut hasleft somekey functionsin
the Financeministry. ThailandandIndonesiahaveleft supervisionin the centralbanks,neitherof
which is independen{Claessengt al., 1999).

4 Highly leveragedfirms, dependenbn domesticand foreign borrowing, have slowedrecovery.
Debtrestructuringtakesseveralforms: throughnegotiationsbetweencreditors(usuallybanks)and
debtorsin restructuring or workout arrangementsthrough bankruptcy proceedings,through
transfersof bad assetsto state-ownedassetmanagementagenciesand through the outright
nationalisatiorof banksweigheddown by non-performingoans.Assetmanagemenbrganisations
arenow significantholdersof corporateassetsn IndonesiaSouthKoreaandMalaysia(Claessens
etal., 1999).
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DobsonandHufbauer,2001).Borrowermoral hazardcanbe reducedby, among
otherthings, strengtheninghe oversightandtransparencyf domesticfinancial
systemssothatfinancialinstitutionsimprovetheir ability to evaluateandmonitor
risk (Goldstein,1998).

(iv) Overhaulingcrisis management

Overhauling crisis managemenimachineryrequiresfirst that governments
decidewhatthe IMF, which is at the heartof the globalfinancial system should
do. Even the advocatesof market-ledadjustmentacceptthat an international
institution is necessaryA consensuss emergingthat the IMF shouldbecome
morefocused- on crisispreventiornthroughits basicsurveillancemandateandon
crisis managemenas a facilitator and arbiter amonggovernmentsand private
sectorplayers(Kohler, 2000). Supplyingunlimited liquidity shouldnot be at the
heart of its mandate.Instead,it should provide ‘working capital’ to keep an
economyfunctioningwhile it restructurests obligationsandfixes policy errors
(Dobsonand Hufbauer,2001).

(v) Tradeliberalisation

While greateropennesshas made the international financial systemmore
crisis-prone the internationaltrading system— long a sourceof opennessand
stability — seemsto be losing its liberalising momentum.The give and take of
tariff reductionson goodshasbeenexhaustedSincethe end of the cold war,
trade policy in the United Stateshas drifted. The Presidentlacks fast track
authority (wherebycongressauthoriseghe executivebranchto negotiatetrade
agreementsand agreesto approvethem on an up-or-down vote) considered
essentialfor US participationin multilateral negotiations.Differencesamong
major governmentgpreventedthe launchingof the WTO millennium round of
multilateral negotiationsin Seattlein 1999 (Hufbauer,1999). The presenceof
thousands of demonstrators protesting the WTQO’s perceived role in
‘globalisationi did not help. But the centrallessonis that the OECD countries’
commitmentto trade liberalisation is flagging. They have plucked the low
hangingfruit in previousrounds.Now they must addressentrencheddomestic
interestsif they areto tackle agriculturaltrade and such sensitivetopics as the
environmentJabour standardsaind socialissues.

East Asia's export-led growth has been highly dependenton trade
liberalisationin the major OECD economieslf this sourceof growthmomentum
declinesor is uncertain,othersourcesmustbe found. Oneis growthin domestic
demandThe otheris to acceleratehe APEC-sponsoretiberalisationprocessy
pursuingsub-regionaFTAs (SRTAs).The only WTO membersvho arenot part
of a regionaltradearrangemenare Japanand SouthKorea.Long committedto
the WTO for historicalreasonsJapaneseolicy beganan unprecedentedhift in
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1998whenJapaninitiated severabilateralnegotiationsBy early2001,a number
of studiesof andcommitmentgo negotiateSRTAshadproliferatedin theregion.
Asis arguedbelow, thetwo tradeapproachearenot mutually exclusive.Lack of

US participationand leadershipat the global level is seento makethe second
routeimperative,both asa contingencyplan andasstrategicpressureon the US

Congressaandthe new US presidenf

c. Lessond-rom the Crisis in ComparativePerspective

EastAsianshavedrawntheir own lessongrom thecrisis. It is worth notingthe
similarities and differences between these lessonsand those drawn in the
mainstreamliterature. With respectto finance, critics of mainstreamsolutions
cited earlieremphasiséhe region’sdiversity of economicsystemsand levels of
economicdevelopmentn consideringhow to reducethe risks of integratinginto
theworld economy.They emphasis¢éendenciesowardgreatedeveraging(given
the dominanceof banksin immature financial systems),relationship-based
transactions(given the role of corporateand family groups)and producer-
oriented and interventionist industrial and financial policies. While many
recognisethe needto remove structural obstaclesto the operationof market
forces,theseare changeghat cannotrealistically be madeovernight.

Contributorsto the literature on finance and developmentemphasisethe
benefitsof modernand diversefinancial institutionsand systemshat facilitate
capitalaccumulationandincreasethe efficiency with which capital is allocated
(Levine, 1997; Demirguc-Kunt and Levine, 1999; and others). International
financialinstability hasincreasedhowever,asthebarriersto cross-bordecapital
flows have declined (Goldstein, 1998; and Lindgren et al., 1996). The
international institutional structures for reducing financial instability are
incomplete(Rogoff, 1999) but the sine qua non of reducinginstability is strong
domesticfinancial systems(Caprio and Honohan,1999; Dobsonand Jacquet,
1998;andothers).The crisis hasalsodemonstratethatfinancial liberalisationof
emergingmarket economiesmust be sequencedFinancial systemsshould be
modernisedand strengthenedbefore substantiakcapital accountliberalisationis
undertaken(Johnstonet al., 1999; Dobson and Jacquet,1998; and others).
Furthermore someeven questionthe benefitsof capital accountliberalisation
(Bhagwati,1998).

East Asians are also debatingregional financial arrangemets that include
building the infrastructure for more efficient intermediation of their own
substantialsavings. They are debatingways to reduce their vulnerability to
volatility in world capital markets through managedfloating exchangerate

5 Hufbauer(1999) lists the political issuesthat make the United States,not the EU, the major
stumblingblock to launchingthe new global round.
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regimes,temporaryprudential capital controls, a regional lender of last resort
capability,and closermacroeconomigolicy cooperation

Thesechoiceswill have an impact on the internationaleconomy.Regional
financial arrangementsvill not necessarilybe discriminatory, but they could
createdistortionsin internationalcapitalmarkets.The mainstreantonsensuspr
example,has concludedthat exchangerate arrangementshould be floating or
institutionally fixed. Intermediatesolutions,it is argued,will attractspeculative
activity and volatility. Significant voices disagree, however, arguing for
intermediatesolutionssuch as managedfoating or basketpegs,dependingon
a country’scircumstance$Frankel,1999;and Williamson, 2000)° Thereis also
consideral# scepticismthat capital controls can be administeredin ways that
avoid seriousdistortions(Edwards,1999). And thosewho favour lenderof last
resortfacilities arguethey shouldbe international(Fisher,1999).

More concernis voiced aboutregionaltradingarrangementbecausat is not
clear that thesewill be non-discriminatory Krueger (1999) surveysthe debate
over whetherpreferentialtrading arrangementgPTAS) are building blocks or
stumblingblocksto global tradeliberalisation.The empiricalevidenceon PTAs
indicatesthey aretrade-creatingGovernmentslsousethemasa deviceto ‘lock
in” domesticreformsand as strategicthreatsto encouragdaggardsbackto the
multilateral bargainingtable. PTAs arealsochannelsdy which governmentgan
move faster and in innovative ways that are not possiblein the increasingly
cumbersora multilateral rounds. Producersuse PTAs to accelerate tariff
reductionson intermediategoods.

Stumblingblock proponenteemphasiseéhe dangersof trade diversion. They
preferunilateralliberalisationto preferentialarrangementandpreferto seetrade
ministers focus their scarceresourceson multilateral liberalisation. Krueger
pointsout that mostsophisticateanodelsof the costsandbenefitsof PTAsshow
that they createtrade. There are few other empirical studieson which to base
conclusions.She concludesthat PTAs are hereto stay and the challengeis to
make them compatible with multilateral liberalisation. As is well known,
unilateralliberalisationhasbeena commonpracticein EastAsia. More recently,
APECmemberdavecommittedto freetradein theregionby 2010for developed
economiesand by 2020for the less-develope@conomies.

In summary,while EastAsianshave drawn somedifferent lessonsfor their
financial policiesandfinancial arrangementthanthosedrawnin the mainstream
literaturethereare alsonumerousareasof agreement particularly with respect
to the needto strengthendomesticfinancial systemsand with respectto the
advantagesf PTAs. The outlinesof theseregionalarrangementare the subject
of the next section.

6 Seealso MOF Japan2000, a joint DiscussionPaperpreparedby the Japanesend French
Treasuriesn late 2000.
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3. HOW IS DEEPERINTEGRATION TAKING PLACE?

East Asian scepticismabout some of the lessonsdrawn in the mainstream
literatureis buttressedy their growing economicclout in the world economy.
They accountfor a third of world output and they are leading traders. Their
centralbanksown much of the world’s internationalreserves;Japanand China
aloneaccountfor roughly $450billion (Economist2000).Thesestrengthsanbe
turnedto advantagen reducingtheir vulnerability to externalshocks— andin
reshapingthe internationalsystem.How will theseinitiatives play out? How
shouldtheyplay out sothattheybenefitboththeregionandinternationakystem?

The crisis wasa catalystfor regionalfinancial initiatives both for ‘plumbing’
(infrastructureandarchitectureWith respecto the plumbing,sincemuchof the
region’ssignificantsavingsareintermediatedn world moneycentressubstantial
infrastructue is requiredto strengtherthe region’sability to intermediatédts own
savingsmore efficiently.

With respectto the architecture,cooperativeregional mechanismsare also
neededo promoteclosermonetarycooperationrand possibleregionalmonetary
integration. The rationalefor closerregional financial cooperationis develop-
mental. Bad macro performance as well as structuralweaknesse# national
financial systemsgcanspill overto neighbouringeconomieghroughinterestrates
andcapitalflows, exchangeatesand capitalandtradeflows, aswell asthrough
migratoryflows. It helpsto havea handon the policy leversof one’sneighbours
throughsurveillancediscussionsand throughtechnicalassistancdor institution
building. Investmentsin closer relationshipsalso pay off in terms of early
warningsof future crisesandin cooperativemanagemenof crises.

ASEAN is East Asia’s longest-standig regional grouping. It has had
consideral# difficulty in achievingclosereconomiccooperatiorbecauseof its
traditionalprinciple of non-interferene. In the 1990sit hasnegotiatedhe Asean
FreeTradeArea (AFTA). Implementatbn hasslowedto a crawl sincethe crisis,
however,becausef Indonesia’spolitical and economicturmoil and becauseof
Malaysianresistancdo tariff reductionsin the auto sector(Yeoh, 2000). More
recentlyASEAN hasinitiated a studyof deepeiintegrationwith the Australiaand
New ZealandCloserEconomicRelationship(CER). The ‘ASEAN+3’ grouping
(the ASEAN 10 plus China, South Korea and Japan)is developing closer
cooperationon a rangeof regionalissuesBut the ‘3’ arethe prime movers.

A steadyimpetusfor tradeliberalisationanddevelopmenhasalsocomefrom
the non-governmentasector.Track 2 forumsdatebackmorethanthirty yearsto
the founding of the Pacific Trade and Development(PAFTAD) network. This
network of trade and developmentscholarshasprovidedintellectual leadership
throughits regularconferencesnd throughthe participationof its membersn
other groups such as the PECC (Pacific Economic CooperationConference).
PECCalsohasa long history of servingasa networkandforum for scholarsthe
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privatesectorandgovernmentsit contributesusefulanalyticinputsandperiodic
blueprintsfor liberalisationof tradeand FDI. Anotherforum is PBEC (Pacific
Basin Economic Committee) which is composedof private sector members.
ABAC (Asian BusinessAdvisory Committee)is an official part of the APEC
systemand providesprivate sectoradviceto APEC leaders.

Comparabldrack2 financialgroupsdo not yet exist. Oneof thereasonss that
thereis no acceptedeaderbecauseof the historical legacy of mistrustamong
Japan,China, and South Korea. Japanhas the largesteconomybut lacks an
internationalsedcurrencyandthe strongfinancialinstitutionsthatarerequiredto
intermediatemobile capital efficiently.

Instead, official regional financial institutions have evolved largely from
initiatives involving the United States.Prior to the crises,therewere two official
forums. One is the APEC Finance Ministers (which some would not see as
regional).lt dealswith a plethoraof issuesrom socialsafetynetsto capitalflows.
The secondofficial grouping is a network of central banks, the Executives’
Meeting of East Asian and Pacific Central Banks (EMEAP) which Japanand
Australia organisedin the early 1990s. This group has no secretariatand is
organisedeach year by one of the participating central banks. Despite its
informality, it hasa solid recordof technicalcooperatiorto developbestpractice
templatesandtheinfrastructurenecessarjor closercentralbankcooperatiorin the
region.Its technicalgroupsare closely patternedon the lines of thoseat the Bank
for InternationalSettlementswhich implicitly providesmandatesstructuresand
benchmarkghat work well. In addition, somemonetaryauthoritiesare working
intensivelyto developbilateralcross-bordeclearingandpaymentsnechanismsn
their initial stagesthesearrangementsre hub-and-spokén nature,but as more
bilaterallinkagesarebuilt theywill matureinto broademetworksthatwill increase
the efficiency of financial transactionswithin the region.

Sincethecrisis,the Manila FrameworkGroup(MFG) hasalsometregularly.It
was proposedby the United Statesand conveneda numberof APEC members
(including some non-Asians) before the 1997 APEC Leaders’ Meeting in
Vancouverto addresscrisis issuesandto fill the vacuumleft by the failure of
Japan’s Asian Monetary Fund proposal. MFG has also initiated regular
macroeconomicurveillancediscussionsat senior official levels and discusses
internationalfinancial architecturassuessuchasthe dollar-yenfluctuationsand
the role of HLIs (highly leveragednstitutionsor hedgefunds).

More recently East Asians have become increasingly serious about the
ASEAN+3 grouping.This is the samegroupingoriginally proposedsomeyears
ago by the Malaysian Prime Minister as the potentially exclusive East Asian
EconomicCaucusReintroducedn a moreneutralway in the wake of the crisis,
ASEAN+3 hasheldleaders’summitsandwork is underway, chairedby aformer
SouthKoreanforeign minister,on a ‘vision’ for the group.The potentialagenda
of the ASEAN+3 is ambitious,with trade,finance,early warning mechanisms,
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andhumansecurityamongthe top itemson its list. Membershipis still anissue,
with respectto Taiwan and other countriesaroundthe Pacific. As indicated
earlier,the moving forcesbehindthis groupingarethe NortheastAsians— Japan,
SouthKoreaandChina.They havethe financial clout andthe resolveto develop
their own mechanismgor preventingand managingfuture financial crises;their
leadergecognisefor very differentreasonsthe needfor contingencyplansin the
eventof continuedparalysisat the WTO.

In the wake of the financial crisis and the failure at Seattle,three strategic
initiatives have been taken that will influence the international economic
architecture

« Bilateralandsub-regionatradeagreement§~TAs) to build freetradein the
region;

» Regionalfinancial arrangement$RFAs) to reducevulnerability to capital
flows and exchangerate volatility; and

» regionalcrisis preventionand managemenimechanismghat build on the
region’sfinancial strengths.

a. Trade— Bilateral and Sub-regionalFTAs

A numberof trade-liberalisingnitiatives arein variousstatesof play (Table
5), rangingfrom the well-establishedAFTA to seriousstudy of a Japan-South
Korea FTA. Thesecould eventuallybe linked into a region-widearrangement.
The implications of these potential arrangementanay not always be fully
understoody their proposersso considerablestudyis probablyrequiredbefore
formal negotiationsbegin. Free trade arrangementsfor example, make little
economic sense between two economies with complementey industrial
structuresThe gainsfrom liberalisationareto be realisedfrom reducingtariffs
and the many technical barriers that prevent specialisationand intra-industry
trade.This is especiallytrue in servicesln addition,suchagreementsvill not be
WTO-complant unlessthey aim to free up tradein essentiallyall sectorson a
non-discrimiratory basis.

As Table 5 indicates,the list of proposalds a long one,but only a few have
beenimplemented.Two countries,Singaporeand Japanare major movers.One
of Singapore’'sobjectivesin pursuing FTAs with neighbourssuch as New
Zealandand Japanand non-neighboursuchas Canadais to createan incentive
for its foot-dragging AFTA partnersto become more serious about faster
implementdéion of AFTA. Another objectiveis strategic:to headoff concerns
aboutadiscriminatoryblock by stimulatingcross-regionlaies. Japarseeksa new
form of gaiatsu(foreign pressurejo stimulateneededdlomesticreforms.Japaris
alsoconcernedo breakits senseof isolation, createdby the severityof its own
domesticcrisis andby its inability to projecteffectiveleadershign the regional
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TABLE 5
Sub-regionalTrading ArrangementsAPEC Members,2000

Being studied
Japan-SoutiKorea (1998)
Japan-Mexicq1998)
Japan-Canad@000)
‘P-5’ feelers(US, SingaporeNew Zealand,Australia, Chile)
NortheastAsia researchinitiative (China, SouthKorea, Japan)(1998)
AFTA-CER TaskForce
Singapore-Canad@000)
Singapore-US2001)
Korea-Chile(2000)
‘Asian’ FTA (2001)

Negotiation
Singapore-Japa2000)

Agreement Signed
Mexico-EU (1999)
Singapore-NewZealand(2000)

Agreement Implemented
AFTA (1993)
Canada-Chilg1996)

Source:author.

crisis. Discussionsvith Singaporearemovingquickly in partbecauseagriculture
is an insignificant item in bilateral trade. While the Singapore-NewZealand
agreements betweentwo very small economieg, that betweenSingaporeand
Japanis potentially significant, judging by the report of an official binational
studygroupthatlaid the groundworkfor negotiation$ This reportrecommends
negotiationof the elementof a freetradeagreemenfreductionof tariff andnon-
tariff barriers; creationof dispute resolution mechanismsijnclusion of goods,
services, investment, intellectual property, government procurement and
competition policy). It also containsproposalsto break new ground through
bilateral cooperationon a wide rangeof ‘new’ issuesin electroniccommerce,
multi-media, scienceand technologyandtradeand investmentpromotion.
TheJapan-Singagenegotiationwill setasignificantprecedenbecausef the
new groundit proposedo cover. It could provide a flexible structurefor future
Japanesbilateralnegotiationsaswell asprovidea usefulWTO-consisentmodel
thatotherscouldadapt.Of course muchdepend®nwhatis actuallyproducecdoy
the imminent negotiations.First, Japanis hamperedin theseinitiatives by its
agricultureand forestry lobbies. Excluding thesesectorsfrom the negotiations
would seta dangerougprecedenthat would probablydoom any other Japanese

7 Evenso, the agreementtself is a textbookexample.
8 SeeJapan-Singapor&conomicAgreementor a NewAgePartnership JointStudyGroupReport
(Septembe000).
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free tradeinitiatives® Second a key aspectof the study group reportthat could

set anotherprecedents dispute settlement.One recommendation- for inter-

governmentatonsultation®n interpretatiorof the agreemenandfor monitoring

progresson bilateral cooperation— is unlikely to be controversial. Another

recommendtion to formalise the two countries’respectiveAlternative Dispute

Resolutionmechanismss a creativeandalsorelatively uncontroversiabne.But

the third recommendabn is for ‘Government-to-Gogrnmentdisputesettlement
procedures’lt is moretroublesoméecausdt is essentiato the credibility of any

frameworkbut it is the leastexplicit.

b. MonetaryIntegration— RegionalFinancial Arrangements

The road to monetaryintegrationis a very long one but governmentshave
decidedto beginthe trip. Sub-regionafinancial arrangementdeganinformally
in the ASEAN economiesvhen severalcentralbanksagreedto currencyswap
agreementsn 1996-97.Theseagreementsad relatively little effect during the
crisis,but cooperativearrangemets took a majorleapforwardwhentheideawas
expandedand formalised among ASEAN+3 central banks in May 2000.
ASEAN+3 central bank governorsand finance ministers agreedto work out
currency swap arrangementamong central banksin Northeastand Southeast
Asia. This initiative, known as the Network of Bilateral Swap Arrangements
(NBSA), will supplementthe reservesof such countriesas Singaporewith
JapaneseSouthKoreanand Chineseforeign exchangereserveghat otherscan
call uponin a crisis. Such an arrangementwill replacea looser schemeof
repurchaseagreementsDetails of the schemeare being worked out for quick
activationanddisbursemenof swapswith associatediecisionmakingstructures
and a systemof monitoring and surveillanceof membereconomies(see, for
example, MOF, 2000). While this network will take sometime to become
operational the magnitudeof resourcedeing discussednformally, upwardsof
$60 billion, suggesthe mechanisncould haveconsiderablelout.*®

Work is also underway on arrangements$o increasethe region’s ability to
intermediateits substantialsaving. Some EMEAP membercentral banks are
working on bilateral paymentsand clearancemechanismdor specific financial
instrumentghat could eventuallygrow into regionalnetworks.

The economicfeasibility of region-widemonetaryintegrationis understudy.
Existing studiessuggestthat the degreeof economicintegrationnecessaryor

9 Japaris alsotalking to countriessuchasAustraliawhich havesubstantiahgriculturesectorswith
the aim of liberalisingeconomicrelationsin areasotherthanagriculture.Suchtalks areseento be
E)art of new economicpartnershipsbut not asFTAs.

0 Countriesproviding swapresourceould deposita certainshareof their total commitmentsijn
their own currenciesor in US dollars, at an operatingagencyfrom which they would be paid
interest.
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smoothadjustmento externalshocksundera unified monetaryregimedoesnot

yet exist. Bayoumi and Eichengreen1994) identified Japan,South Korea and
Taiwanto be one possibleregional groupingand Hong Kong SAR, Indonesia,
Malaysia, Singaporeand possibly Thailandto be another.Note that Chinawas
not seento be part of any grouping. Kwan (1998) studied the possibility of

monetaryunion using the yen asthe commoncurrency.Kohsaka(2001) found

that the East Asian economiesadjustedto simulated aggregatesupply and
demandshocksin a mannersimilar to the Europeareconomiesthe implication

beingthattherisksin the Asian economiesgdissimilarasthey are,are not much
different thanthosewith which the Europeansare now confronted.

Thesetheoreticalanalysesaylittle aboutinstitutionalandpolitical feasibility.
To realise the benefits of monetary union, countries must have similar
macroeconomicpolicy objectives. Their central banks should have some
institutional similarities and be independenbf political pressureThey should
have similar economicstructures;trade and capital marketsshould be closely
integrated and labour must be mobile. While trade and investment flows
increasinglylink the Asian economies financial intermediationis still under-
developedjabour movementsare restricted;central banksare not independent;
andgovernmentsstill guardnationalsovereigntyclosely.

There are someintermediateoptions,however.One s to work towardssub-
regional monetary integration involving subsetsof economieswith similar
industrial structuresand institutions. Another is to introduce an intermediate
exchangerate regime suchas a commonbasketpeg (Williamson, 2000) or an
Asian currency unit, ACU (Ito et al., 1999). Indeed, a former Philippines
Presidenthas already called for the ACU. In the intermediateexchangerate
regime, economiesvould choosean appropriatebasketof currenciesbasedon
tradeshareswith their majortrading partnersandpegto thatandto eachother’s
currency.The commonbasketpegwould sufferfrom someof the sameproblems
of defactopegsin thatboththeyenandUS dollar sharesvould belargein sucha
basket.The ACU is moreflexible in that, like the ECU beforeit, eachcountry
would pegto this commoncurrencyunit.

In summarywhile region-widemonetaryintegrationis not on the cardsin the
shortterm,somesignificantstepstowardsclosermonetarycooperatiorhavebeen
takenby policy makersthatwill strengtherregionalfinancial infrastructwe and
build sharedunderstandingecessaryor collectiveeffortsto preventandmanage
crises.

c. RegionalCrisis Preventionand Management

Regionalarrangementfor crisis preventionand managemerndllow for public
intervention in the short term and a determinedeffort to deepenfinancial
integrationandcooperatiorthroughsub-regionafinancialagreementg thelong
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term. Malaysia’s experiencewith selectiveand temporarycapital controls has
provided support for short-term intervention by small open export-oriented
economieswith floating exchangerates that are overwhelmedby volatile
international capital flows. Many economiesare practising managedfloating,
allowing them to build up reservepositionsthat speculatorshave to respect.
Macroeconomignonitoringandcooperatiorincludesearly warningindicatorsin
surveillanceof economigoerformane andpolicies.Assistances beingorganised
for countriesthat get into trouble becauseof external financial shocks.The
Miyazawa Plan, which replacedthe Asian Monetary Fund proposal,assisteca
numberof crisis countriesand guarantee$oreign borrowing by somecountries.
Many structural weaknessesmentioned above, will remain, particularly in
domesticfinancial systemsand corporategovernanceTheywill taketime to fix
and needto be addresse@nd monitoredon an ongoingbasis.

4. WILL THE NEW REGIONALISM SUCCEED?

EastAsianintegrationhada definingimpacton the world economyin the past
decadeas the region becamean economicgrowth pole in the world economy.
Will deeperintegrationin East Asia have a further defining impact on the
internationaleconomicsystemand its institutions? The foregoing analysis of
regionalinitiatives suggestdour concernghat needto be addressed.

« Are bilateral and sub-regionaltrade initiatives filling a ‘liberalisation
vacuum’ created by paralysisat the WTO, to be abandonedif WTO
momentumis restored?

Early restorationof WTO momentumwould slow the regional trend, but this

seemaunlikely becauseof the depthof disagreementsamongthe large players
and betweenthe developing countriesand the industrialisedcountries. What

seemsmore likely to slow things down is confusionin Japanesérade policy.

While anhistoricpolicy shift seemgo haveoccurred exceptingagriculturein the

Japan-Singagre agreementcould be an ominous precedentfor other FTAs.

Furthermoregnthusiasnfor thesebilateralagreementsvill dependon business
supportlIf aplethoraof bilateraltradeagreementsprout,eachwith its ownrules

of origin anddisputesettlemeniproceduresbusinessnay pressfor reductionof

barriersamonglargerareasto simplify thesearrangementsr for a returnto the

WTO.

o Will regional surveillance mechanisms ‘add value’ in preventing
internationalcrises?

Experiencehasshownthat effective surveillancerelies on peerpressureduring
goodtimes and requires‘interference’,in the form of constructivecriticism of
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eachother’'seconomicperformanceandpolicies— aswell asconditionsin return
for financial assistance- to thosethat getinto trouble. Peersmustbe willing to
supply constructivecriticism andthosein potentialor actualdifficulty mustbe
willing to acceptobjectiveanalysis.Unlessgovernmentsarewilling to enterinto
this kind of give andtake, the regionalmechanisnmwill simply becomeanother
overlay of officialdom.

o Will East Asians do things differently (such as restricting certain
internationalprivate sectorfinancial players;making liberal useof capital
controls;imposingweakerconditionson troubledeconomies}hanthe rest
of the world?

Substantially different approachesto financial developmentor to crisis
managemenyill invite arbitrageandcreatedistortionsin capitalmarkets Weak
conditionalitywill simply delaythe necessargtrengtheningf domestidinancial
systemsEastAsianeconomieglid not turn their backson world capital markets
in the recent crises; but international experiencedemonstrateshat strong
financial and corporategovernancesystemsare essentialto withstandexternal
financial shocks.

« How durablewill be the ASEAN+3 political and institutional framework
for crisis preventionand management?

The ASEAN+3 initiatives will have to be integratedby skilful leadersand
broughtto life by somesort of administrativemechanismEuropearexperience
strongly suggeststhe importance of a political framework for economic
integration. Asia’s history and diversity is suchthat there is no grand vision
comparableto the Franco-Geaman vision of integrationto end Europeanwars.
The Asian customof consensusndincrementalimm suggestshe needfor strong
leadershipirom a country suchasIndonesiaor Thailand,or from a coalition of
leaderswith legitimacy, supportand longevity. Gyohten (2000) proposesan
intermediatestepto addresshesedifficulties. He suggestéaunchinga coregroup
of economicallyhomogeneougmarket-orientedountriessuchas Japan,South
Korea, Singapore Australia, New Zealand,Hong Kong and Taiwan (the latter
two if Chinaagrees}o demonstratéow regionalcooperatiormight work, before
attemptingclosercooperatioramonga more heterogeneaigroup.

The administrativeissuesare not insignificant oneseither. How will monetary
cooperatiorandotherforms of economiccooperatiorbeintegratednto a coherent
whole? Can this be done incrementaly and in a pragmatic way? East Asian
aversionto internationalbureaucracys evidentin the minimalistarrangementfor
APEC. Yet implementinga granddesignfor integrationsuchas Europe’s,while
basedon political consensus;equireda ‘centre’ with permanengexpertise.

Chinawill beamajorfactorin theanswergo thesequestionsn threerespects.
First, stable relationshipsamong China, Japan,and the United Stateswill be
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necessaryor a regionalinitiative to be successfullf this trilateral relationship
destabilisesregionalefforts will be submergedy geopoliticalissues Sincethe
1997-98crises,supportfrom the NortheastAsians— South Korea, Japanand
China— hasbeenthe driving force behind ASEAN+3 initiatives. Despiteold
antagonism, leaders of the three economies have demonstrated their
commitmentto cooperateon regionalissues.Second,China’s internal balance
will affectits neighboursChinafaceshugechallengego transformits largestate-
ownedenterprise¢SOES)into profitable enterprisesThe continuedproblemsof
the SOEswill influenceits objectivesof modernisingts financialinstitutionsand
building a safe and soundprivate banking system.Exacerbationof its internal
problems will divert attention from its international pursuits and regional
spilloverscould befelt, particularlythroughthe increasinglycloseintra-regional
trading arrangements- andthroughthe financial systemif thereis a significant
effective exchangerate devaluation.Third, onceit accededo the WTO, China
will haveto decidewhereit will focus.lIt is possiblethat WTO obligationswill
crowd out regionalmattersand regionalrelationshipscould suffer.

5. CONCLUSION

A seachangehasoccurredin EastAsia. Deeperintegration— beginningwith
sub-regionhtrade and financial arrangementand with mechanismgo prevent
and managefinancial crises— could have a significant impact on the world
economicsystem.t would be a mistaketo under-estimat¢he catalyticeffectsof
thefinancial crisisandthedifficulties of theWTO on Asiandeterminatiorinever
again’ to be asdependenbn outsidersas at the outsetof the 1997-98crisis.

Theway forwardwill be unevenanduncertainasmostdevelopmentagfforts
of this naturetendto be. It is unlikely thatanyoneor two Asianleaderswill have
the legitimacyto provide a blueprint or overall leadershigthat are seento have
beencritical factorsin Europe’sdeepeilintegration.An incrementaprocesdased
on consensuss morelikely. Sucha processs boundto be time consumingand
inward looking, but it shouldnot be comparedunfavourablywith the European
vision to endtheir wars.

Deeperintegrationin EastAsia doesnot occurin a vacuum.Both Europeand
the United Stateswhich havemanagedhe world economyfor the past50 years,
arelikely to perceivediscriminatoryarrangementasa direct challengeto which
theymayreactin unpredictablendunanticipatedvays.Thusit will beimportant
thatEastAsiansview their processn a broadstrategiccontext.Priority shouldbe
accordedthe necessityto explain and interpret proposedarrangementgo the
EuropeanUnion andthe United StatesMore priority alsoshouldbe accordedo
cross-regionaFTAs, suchasthosewith Chile, Mexico, Canadaandthe United
Statedlisted in Table5.
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Closerregional monetarycooperation,if it is successfulwill havea major
impact on the leadershiprole and prescriptionsof the IMF. Regionaltrading
arrangementsvill reducethe clout of the WTO asthe global trade negotiation
forum. But theseorganisationsshould not be duplicatedon a regional basis.
Instead, both the IMF and the WTO should be the global coordinating
mechanismsamong the world’'s major regions as well as the generatorsand
arbitersof universalprinciples,norms,rules and standards.

To ensureregional arrangementsre building blocks rather than stumbling
blocksin the global systemsomebasicprinciplesare essential:

» Preservehe principle of openregionalism.

» Be opento the region. Australia and New Zealand,like Indonesia,send
more than 50 per cent of their exportsto other economiesn the region.
They are increasingly closely integrated with their neighbours. The
ASEAN+3 shouldbe an ASEAN+5.

« Trade agreementsamong neighbours,or with more distant economies,
shouldbe WTO- and APEC-consistent.

« Financialarrangementandmacroeconomicooperatiorshouldbelinked to
the IMF. World capital markets are so tightly intertwined that certain
marketstrying to operatewith different rules will create arbitrage and
distortions.Effective regionalsurveillancewill help to bring peerpressure
to bearin time to head off problemsthat could build into crises. But
financialcriseswill still occurandtheywill be systemidn nature requiring
either a global institution, resourcesand managementor very well-
developedglobal coordinationamongregionalmechanisms.

In conclusion, these principles, if observed, will enhanceinternational
acceptanceand effectivenessof the regional initiatives. Just as the crisis
economies persisted with their outward orientations despite the painful
adjustmentsrequiredin the wake of the crisis, the commitmentto openness
which hasservedthe region so well over the yearsshouldbe embeddedn any
new regionalinstitutions.
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