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I would first like to thank the organizers of our conference, ECFIN and the ADB, for inviting 

me. It is indeed an honor and privilege for me to participate in this stimulating discussion on 

economic integration in Europe and Asia and to share comments among a very distinguished 

group of economists. 

 

The presentation of the two papers that we have just heard this afternoon describe cogently 

the extent of economic integration that has occurred in Asia and the challenges for furthering 

this integration, including eventually achieving monetary integration. I broadly agree with 

the analysis contained in these papers and thus limit my comments to a few points for 

emphasis.  

 

First a quick look back. In retrospect, the Asian financial crisis proved to be a temporary 

setback, albeit its economic and social costs were very high. Its hallmark was the sudden 

reversal of investor sentiment and abrupt withdrawal of international capital. Doubts about 

the soundness of financial institutions and corporates spread quickly across borders, creating 
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a vicious circle of capital outflows, plummeting exchange rates, and crippling balance-sheet 

effects in the crisis-struck countries. 

 

The turn around in the economies was remarkable. Governments in the region adjusted 

policies, the international financial community provided support, and steps were taken to 

coordinate private sector financing. Confidence eventually recovered and capital starting 

returning. By 2003, GDP in all crisis countries had surpassed its pre-crisis level.  

 

Without a doubt, Asia today is among the star performers in the global economy. The region 

turned crisis into opportunity. Policy cooperation is gaining traction, and initiatives like the 

Chiang Mai Initiative (the reserve pooling arrangement) and the Asian Bond Markets 

Initiative provide a welcome measure of self-insurance and commonality of purpose. 

Intraregional trade has grown rapidly, with the development of complex supply chains 

centered on China. Indeed, the share of emerging Asia in world trade flows reached 34 

percent in 2006, up sharply from 21 percent in 1990. With deepening financial and trade 

connections inside and outside the region, Asia’s economic vitality 10 years after the crisis 

stands out. 

 

The key to today’s dynamism has been more appropriate macroeconomic policies and 

comprehensive reforms in the financial and corporate sectors. More flexible exchange rate 

regimes have cushioned external shocks and international reserves have increased 

enormously; inflation targeting has provided a monetary anchor in many cases; and fiscal 

policies have taken on a longer-term perspective to safeguard debt sustainability. 
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In view of the advances in financial integration and intraregional trade, many observers of 

Asia, including the authors of the papers presented today, recommend the eventual adoption 

of a regional common currency and the establishment of an Asian monetary union, following 

the model of the EMU. Europe’s experience shows that a monetary union imposes stringent 

demands on policy coordination and institutional building, thus necessitating strong political 

will. Virtually all analysts, including Mr. de Lecea and Mr. Kawai, clearly observe that the 

political relationships in Asia are not sufficiently mature to support the creation of a tightly 

coordinated regional system. Other obstacles include a lack of common institutions, widely 

different economic structures, and uneven development patters. Differences in production 

patterns are particularly problematic because they increase the likelihood of asymmetric 

shocks that call for different monetary responses at the national level. Given these 

circumstances, a monetary union for Asia remains a distant goal. That said, the policy 

requirements for a strong regional economy support convergence of economic conditions 

among its members. 

 

At present, Asian economies are probably best served by exchange rate systems with 

adequate flexibility to cushion against country-specific shocks. Although some aspects of 

financial integration may not be possible in the absence of a common currency, flexible 

exchange rate systems can facilitate ongoing efforts to foster closer economic ties. North 

America’s experiences with its free trade agreement, NAFTA,  underscores the benefits of 

flexible exchange rates and monetary policies targeting low inflation, provided excess 

volatility of exchange rates can be contained. Despite fluctuations in their bilateral exchange 
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rates, North American countries have developed highly articulated supply chains, large 

intraregional FDI flows, open capital accounts, and stable financial systems. 

 

Mr. de Lecea and Mr. Kawai’s conclusions on the serious impediments for the formation of 

an East Asia-wide single currency are apt. Namely, the diversity of economic and political 

systems and of economic and financial developments, lack of political commitments and 

supporting institutions, are all major obstacles. In preparing for EMU, the European 

economies committed themselves to stable exchange rates for several years. These 

commitments, which implied a willingness to adjust monetary policies appropriately, had 

credibility in the markets because of the strong political commitment to establish EMU. 

 

Since the end of the Bretton Woods system, the monetary policies of the dominant 

economies have been mainly committed to domestic objectives. How true this is today as the 

resolution of global imbalances has proceeded slowly and given concerns that a disorderly 

adjustment process may be underway. The political basis of European integration cannot be 

underestimated, nor the time it took to get there. 

 

While the immediate outlook for Asia is for continued strong growth, the region does face 

numerous challenges to assure itself of a bright future over the longer run. We in the Fund 

have highlighted four specific challenges. 

 

First, there is a need to rebalance growth. Asia continues to rely heavily on net exports as an 

engine of growth. Over time, greater reliance on domestic demand will be needed to assure a 
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more balanced and sustainable pattern of growth. For the region excluding China, continued 

relatively weak investment following the sharp decline after the Asia crisis lies behind the 

continued large current account surplus. While the causes of the weakness in investment are 

not fully clear, additional actions to strengthen the investment climate are desirable. These 

include further improving corporate governance and legal frameworks, broadening and 

deepening financial systems, and enhancing macroeconomic policy frameworks.  

 

China faces a different problem. Investment has grown rapidly but savings have grown even 

faster. China needs to encourage consumption. Reforms to strengthen social safety nets, 

reorient public spending toward social areas, and improve financial intermediation are 

urgently needed to help strengthen consumption.  

 

The process of rebalancing growth is likely to be accompanied by an appreciation of real 

exchange rates. This will be facilitated by greater exchange rate flexibility in the region. 

However, the still limited flexibility in China makes it more difficult for other countries to 

allow their exchange rates to strengthen. 

 

Second, Asia needs to continue to adapt to shifting patterns of production and exports around 

the region and globally. The development of complex supply chains in the region centered on 

China is familiar. Production of other countries in the region has moved up the value added 

chain. 
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A third challenge is coping with volatile capital flows. As well as increasing in scale, gross 

capital flows in the region have also become more volatile. Particular concerns here are that 

surges in inflows can put strong upward pressure on currencies; can provide additional 

loanable funds in the financial sector, potentially contributing to asset bubbles; and perhaps 

most importantly, can create a risk that funds might flow out more quickly than they came in. 

 

Capital controls are very difficult to use in practice. The best short-run policy response 

appears to be a combination of exchange rate flexibility, and limited sterilized intervention to 

smooth exchange rate movements. Over the longer term, further steps to develop and deepen 

financial markets, including regional financial integration, will help. Further liberalization of 

restrictions on outflows, as warranted by the pace of financial market reform, can also 

support deeper integration and potentially offset swings in capital inflows. 

 

A fourth challenge is responding to inequality, which has been rising steadily across the 

region. China, for example, displays a more skewed income distribution than the U.S. or 

Russia. Sound macroeconomic management which is necessary for sustainable growth is of 

course required. Policies are also needed to address inequality more directly. These include 

greater and more effective spending on education and infrastructure. But they also include, as 

mentioned earlier, strengthening of social safety nets, labor market reforms that facilitate 

hiring, and greater access to financial markets to empower the poor and improve economic 

efficiency. 

 

Thank you.        
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