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Comments on Chapter 3—Managing Macroeconomic Interdependence
Comment 1: Business Cycle Synchronization

1.
The author correctly points out that there is no “theoretical presumption that greater intra-regional trade intensity necessarily leads to greater regional business cycle synchronization” (page 16). What can be said with certainty is that the intensification of intra-Asian trade and the synchronization of Asian business cycles are closely intertwined.  
2.
Theoretically, rising trade can lead to a greater or weaker synchronization of aggregate demand depending on whether trade patterns are competing or complementary across two or more countries. 

3.
Accordingly, we should be able to test the following three hypotheses in the context of the current chapter:

H1:
Whether some countries are relatively closed (exports + imports as share of GDP), have limited inflows of FDI and hence, are unlikely to be influenced at present by rising trade (i.e. India?).
H2:
Whether some countries have complementary trade structures such as (i) exporting of commodities to fuel manufacturing activity or (ii) are part of region-wide value chains (i.e., intra-industry trade). Trade between Indonesia and perhaps Malaysia with PRC may perhaps be candidates for the first category. Thailand, Malaysia, and the Philippines supplying components to PRC and other countries in Asia may fall in the second category.  

H3:
Whether some countries are competing with others, alone or as part of regional value chains (i.e., inter-industry trade). Japan, Korea, Taipei,China, Hong Kong, China, and Singapore could be potential candidates under this category.

4.
H1 would likely reflect little synchronization of business cycles. H2 would likely reflect greater synchronization of business cycles and H3 could lead to weaker synchronization or even idiosyncratic business cycles.  

5.
The approach adopted in this chapter based on simple cross country correlations of GDP and industrial production (Tables 3.4 and 3.5) is not particularly clear. More specifically, the weaker GDP correlation between Asia 7 countries during the more recent sub-sample appears rather counter-intuitive.  

6.
Accordingly, in order to test these three hypotheses and place a check on the counter-intuitive result, we suggest estimating the following equation for each country:
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where yj is annual growth in real output in country j, REA1 is Rest of East Asia 1 including Indonesia, Malaysia, Philippines, and Thailand and REA2 includes Hong Kong, China, Korea, Taipei,China, and Singapore. This equation could be tested across two time frames and, due to limited observations after the crisis, may require testing period for example 1980–1996 and 1990–2006. See McKinnon and Schnabl (2003) for more details of a rather similar approach including addressing multicollinearity problems.    
Comment 2 – On Other Indicators of Nominal Convergence
7.
While the chapter is not expected to address details on sources of inflation or variations in interest rates, it would be useful if there could be a discussion on whether there are signs of nominal converge on inflation and interest rates across countries in the region. Figure 3.2 provides a trend of average inflation across selected countries. However, it does not provide for an understanding of how individual countries fare. Accordingly, we suggest introducing a table presenting standard deviations (or variance) of each country against an average of a core group of countries comprising those having standard deviations (or variances) below a certain threshold. One could then compare two time frames and, on the basis of the results, point towards indications of nominal convergence. This could be similarly repeated for interest rates.   
Comment 3 – On the Drivers of Trade and Integration in Asia
8.
The chapter focuses on whether there is evidence of greater integration in Asia or a subgroup of Asia. However it does not address some of the stylized facts behind the intensification of intra regional trade. While supposedly part of these stylized facts or drivers are to be discussed under Chapter 7 on Deepening Asian Integration it may be useful to bring out some of these drivers to further motivate this chapter. The author is referred to the section on The Drivers of Trade and Integration in Asia (pgs. 269–275) in the Asian Development Outlook (ADO) 2006 for a summary of these drivers.     
Comment 4 – On Consistency of Messages
9.
Section 1.2 discusses the sources of growth. The focus appears to be on anecdotes of increasing importance of domestic demand as a driver of growth. However this should be carefully assessed. Asia’s success is and will be associated with increasing openness and trade. Indeed as recently as ADO2007, the message is clear that domestic demand continues to account for a rather small share of Asia’s total exports.  There was also a detailed analysis under ADO2005 on Export of Domestic Demand Led Growth in Developing Asia that also concluded that there were limited signs of domestic demand led growth in a sample of countries in the region. 

Comment 5 – On the Monetary Framework

10.
One of the motivations of the chapter is whether the current framework of monetary and exchange rate policies adequate for the challenges of an increasingly interdependent region? This is an important question. However, apart from Table 3.3 there is at present little discussion in the main text to address this question. An interesting sub-question—which may serve to provide some direction in this area—is whether the advent of inflation targeting frameworks in Korea, Philippines, Thailand and Indonesia has led to improvements in inflation stabilization and whether any nominal convergence in inflation can be explained by this change in framework?  
11.
Another interesting question is the degree of credit overhang across economies in the region and whether there are similar trends across the monetary policy cycle. Based on the standard quantity theory of money, money gap measures may be estimated to assess the gap between growth of broad money and nominal GDP. Related to this, is there the potential for an anchor central bank in the region? Indeed, apart from the dollar peg countries in the region, are the tightening cycles in other countries following, for example, the Fed? Finally, can we expect Bank of Japan to step up and eventually play a role of anchor central bank in the region once the deflationary pressures are fully overcome and a more conventional monetary policy is introduced?        
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