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Foreword

The vision of an integrated, poverty-free, prosperous, and peaceful Asia and the Pacific motivates Asian Development
Bank (ADB) support for regional cooperation and integration (RCI) initiatives. In the wake of the 2008/09 global
financial crisis, a “new normal” has emerged, with both the US and eurozone facing a prolonged period of structural
reform due to poor economic fundamentals. The new normal stresses the need for Asia to rebalance its sources of
growth toward domestic and regional demand. Asia’s robust growth—despite the recession in the eurozone and
anemic recovery in the US—is in part due to increased RCI. Asia’s increasing importance in the global economy and its
need to respond to crises without disrupting its economic transformation underscores the importance of RCl for the
region’s sustained economic prosperity.

Indeed, RCl holds huge potential benefits for Asia and the Pacific. Deeper trade, better developed and integrated
financial markets, seamless logistics and infrastructure are the foundations for new, sustainable and more inclusive
growth. Better coordinated macroeconomic, financial, and trade policies are the parameters that help drive a more
efficient and welfare-oriented Asia. Yet, RCl initiatives also carry costs and risks, particularly for smaller countries.

Asia and the Pacific has been a leader in RCl. Many subregional groupings have emerged to collaborate in boosting
development for shared prosperity. ADB has supported RCl initiatives since the late 1980s, initially through knowledge
sharing and, beginning in the mid-1990s, through technical assistance and loans focused on regional integration in
the Greater Mekong Subregion and subsequently in East Asia, Southeast Asia, Central Asia, and South Asia.

A comprehensive and coherent approach was needed. The Board of Directors approved the RCl strategy in July 2006,
detailing ADB’s role as catalyst, coordinator, and knowledge leader of RCl in Asia and the Pacific. In April 2008, ADB
unveiled Strategy 2020, which identified regional integration as one of its three development agendas (along with
inclusive growth and environmentally sustainable growth), with RCl as a core specialization and operational area.

Paralleling these efforts, ADB established the Office of Regional Economic Integration (OREI) in April 2005, to
coordinate and support RCl initiatives by serving as a knowledge center and raising ADB’s profile as a key player
in policy consultation and institutional capacity building for developing member countries as well as regional and
subregional groups.

Given the still evolving nature of ADB’s RCl work, the Asian Economic Integration Monitor (AEIM) represents a significant
milestone. This new semiannual series combines two important elements of ADB'’s knowledge portfolio—regional
economic and financial monitoring and RCl assessment. Intended to keep track of the region’s progress, the AEIM
reviews recent economic performance, assesses new RCl developments in Asia and the Pacific and its subregions,
and—in a special section—analyzes initiatives or events that will affect the process of cooperation and integration.

The AEIM evolved from the Asia Economic Monitor (AEM), which—since December 2001—continued the work of the
Asia Recovery Report in monitoring the impact of the 1997/98 Asian financial crisis and policy response. The AEIM
expands its coverage to all of Asia and the Pacific.



The AEIM also continues the work of a trilogy of studies conducted jointly by the Asian Development Bank (ADB) and
ADB Institute—Emerging Asian Regionalism: A Partnership for Shared Prosperity (2008); Infrastructure for a Seamless
Asia (2009); and Institutions for Regional Integration: Toward an Asian Economic Community (2010). The trilogy analyzes
the process and progress of integration in promoting the vision of an integrated Asian economic community. By
monitoring the region’s progress and sharing knowledge on RCl, the AEIM will help the region reach that goal in a
manner that balances the benefits and costs of integration.

We hope the AEIM will promote knowledge sharing throughout Asia and the Pacific and its subregions. It supports
both our thematic and sector work, and provides new research and analysis to help build partnerships among
policymakers, regional and global think tanks, and regional institutions.

Haruhiko Kuroda
President, Asian Development Bank

Foreword | July 2012
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HIGHLIGHTS

Regional Economic Update

The external environment for Asia has worsened
given Europe’s continuing sovereign debt and
banking crisis, and the weak United States (US)
economic recovery.

The weak external environment plus slower growth
in the People’s Republic of China (PRC) and India
have lowered growth projections for developing Asia;
GDP growth now forecast at 6.6% in 2012 and 7.1%

in 2013.

The economic outlook for developing Asia is
subject to three major risks: (i) a deepening
eurozone recession and slower growth in the US;
(ii) destabilizing capital flows; and (jii) a larger-than-
expected slowdown in the PRC.

Asian countries should stand ready to take fiscal and
monetary measures in case the eurozone financial
crisis spreads more globally.

Asia needs to continue its economic transformation
in a“new normal” environment where advanced
economies are undergoing long-term restructuring—
and thus slower growth.

Progress in Regional Cooperation
and Integration

With the global economy immersed in double-track
growth—emerging economies expanding faster than
advanced countries—Asia is forging ahead in part
due to increased regional integration.

Asia is leading growth in global trade through
increased openness, with intraregional and “South-
South”trade growing faster than trade with traditional
markets in the US and Europe.

The depth of trade integration varies across
subregions, with the emphasis on intermediate goods
trade reflecting expanding regional production
networks.

e Cooperation in trade policy has developed most

effectively in Asia through a combination of unilateral
actions. But some regional free trade agreements
(FTAs) also help foster intraregional trade flows, with
the number of FTAs involving at least one Asian
country dramatically increasing over the past decade.
The degree of trade integration will likely increase.

Asia’s financial integration lags behind trade
integration. The region’s financial markets remain
more integrated through global markets than among
themselves, but signs since the 2008/09 global

crisis show financial integration has accelerated; yet
subregional variations remain significant.

With double-track growth and greater cooperation to
ease cross-border flows within the region, the degree
of financial integration in Asia is likely to increase.

As financial integration can also raise the risk

of contagion in the event of a shock, regional
cooperation is needed to manage the process. Given
the uncertainty in global financial conditions—and
the growing risks of a contagion-driven crisis, even for
Asia—existing cooperation on financial safety nets
needs to be strengthened.

The 2008/09 global financial crisis provided further
impetus to regional macroeconomic and financial
cooperation in Asia—through dialogue processes,
regional financial safety nets, and developing bond
markets.

Internationalizing the renminbi is likely to boost
regional cooperation and integration, particularly in
East and Southeast Asia.

Together with national financial market deepening,
greater financial integration can support the need
to better intermediate Asia’s vast savings within the
region to help close the infrastructure gap.

Indeed, Asia’s infrastructure gap is huge, requiring
more cross-border connectivity to strengthen
intraregional trade and regional demand.



e In addition to physical infrastructure, for effective
connectivity Asia needs to strengthen its soft
infrastructure—policy, legal, regulatory and
institutional frameworks, along with systems and
procedures.

e International transmigration—including labor
mobility within Asia—is increasingly important
as migrants contribute to growth both in host
economies and via remittances back home.

e Migrant stock data show that, while increasing
between 2000 and 2010, intraregional migration
remains low; Asian migrants increasingly move to
countries outside Asia.

Regional Integration: A Balanced View
e Like any policy and strategy, the goal of integration

must be an improvement in welfare and quality-of-
life—both within and across countries.

e Regional integration can expand markets and input

sources, better allocating resources across the region,
thus accelerating economic growth. It can also
improve risk-sharing. But there are also downside
risks, ranging from potential contagion to growing
income inequality and polarization.

While the level of Asia’s financial integration may have
increased, its benefits in terms of consumption and
investment risk sharing have been limited. Closer
economic links helped reduce income disparities
across Asia, but inequality within countries has risen.
Large portions of Asia’s population do not benefit
from increased prosperity.

e The cascading effect of the ongoing eurozone crisis

is a vivid reminder of the contagion risk of systems
overly integrated, where some pre-conditions are not
in place.

While collective regional policies have their merit,
unilateral policies can benefit individual countries
and the region; it remains important to use national
policies to maintain the integrity of domestic
institutions.

2 July 2012 | Asian Economic Integration Monitor
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