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Questions

What is the current degree of Asian financial
integration?

Can financial integration help Asia rebalancer?

What are the benefits and costs to each country, in
terms of risk sharing and contagion?

How to maximize the benefits of financial integration
without raising the costs?



Quantity-based measures of financial
integration

Portfolio flows
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The Degree of Financial Integration in Asia

Outside financial centers, financial integration in Asia is limited:
relative to world average
relative to trade integration
after controlling for standard push and pull factors

both intra- and inter-regionally
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A Catalyst for Rebalancing?

Financial integration can foster rebalancing by:

Inducing greater competition in banking sector, easing
HH’s financing constraints

Lowering liquidity premium in bond market and
increasing investment (e.g. ABMI)

Fostering financial innovation, lessening the need for
precautionary savings



Financial Integration and CA Balances

Augmented macro balance regression

Estimation of Augmented Macroeconomic Balance Approach 5 o 5 5 o o
CA implications of closing integration gaps

Dependent variable: current account to GDP

Variable Original Z score Model Trade-Financial
Macrobalance Mode!' Intensity Modlel

Constant -0.001 -0.006
(-0.159) (-0.880)
Relative old age dependency -0.108 -0.008
(-1.197) (-0.108)
Relative population growth 0613
(-1.324)
Relafive income growth 0.7119 -0. -0.733
(-2.030) -1, (-2.498)

-0.8%

Qil trade halance 0.383 } 0.398
(5.303) } (6.158)
Relative fiscal balance 0.265 ) 0.266
(1.590) : (2.162)

Initial net foreign assets 0.051 ) 0.053
(4.791) i (4472)
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Vietnam
Australia
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Zscore

Trade to financial intensity ratio 0.004
2.005

Number of _observations 698
Adjusted R® } 0473

Taiwan POC
Philippines
New Zealand
Singapore

Hong Kong SAR

Note: t-statistic in brackets
"Vitek (2010)




Is There a Tradeoff to Financial
Integration?



Red CIliff Battle

Seeing the ships are all connected, Zhou Yu set the ships ablaze,
Cao Cao chained his ﬂgg)@(ﬁ?%% SR A st erastto stabilize the fleet

against waves and reduce seasickness in his navy.
w

Will financial integration bring about ‘risk-sharing” benefits

that make up for the ‘contagion’ costs?



Risk-sharing

There is perfect risk sharing between 2 countries if all
idiosyncratic risks are diversified

Intuitively, consumption growth is equalized because
shocks are shared (under some preferences)

In asset pricing model, perfect risk sharing implies
equality of the stochastic discount factors (SDFs)

1=E(M'R)
' . Mr=M"

1=E(M’R)

Brandt-Cochrane-SantaClara (2006) proposed a risk sharing metric:
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Extracting SDFs

Adopt price-based approach to extracting SDFs

Stock market data do not suffice, need multidimensional bond
prices

Standard affine term structure model:

State X, =p+ KX, +Xg
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SDFs
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BCS Matrix

Hong Kong _ Taiiwan . ) I . e .
cAR Korea  Singapore Frvinceof Indonesia  Malaysia Philippines Thoiland  China india

Ching
Hong Kong SAR 0.182
Korea 0.193

singapore 0.076

'[: i\'ii n Prowince of 0.076
Chinz

Indonesia 0.102 -0,022

Malaysia 0.186 0.221

Philippines -0.123 0.007

Thailand 0.173 0.098

China -0.099 -0.111 0.131

India -0.029 0.055 -0.004 0.045

us 0.025 0.127 0.137 0.201 -0.054 0.166

E

EU 0.011 0.101 0.177 0.063 0.037 0.212 0.338

NIEs ASEAN 4 US &EU
NIEs 0.095
ASEAN 4 0.107 0.094
US & EU 0.190 0.093 0.338




Contagion

Contagion 1s not correlation of asset prices

Define contagion as ‘tail-event’ spillover in stock
markets

Taﬂ corre.latlon . ret, = a + B ret,_, + ret] + ¢
via quantile regression

Conta'glor-l Contag,” =~ (VaR] — Median’)
from j to 1 | "
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ontag matrix

Hang Kon Taiw . . . P = i . . -
Japan ong 9 Korea Singapore e Indonesia Malaysia  Philippines Thatland China 1 J NIEs ASEAN US&EY

Average
Japan 3 -4.511 .570 y 452 -1552 -3.308 -2.434 -3.092
Hong Kong SAR 3.3 -4.473 -3.861 -3.087
Korea

Singapare

Indonesia
Malaysia

ilippines
Thailand 2 2 7 3.019 2. 13 -2.693
China 198 463 32 -0.561 -0.210
India : E : 7 -1.687 -1.879

-0.980 -1.8%9

-2.016
Average 2.65 4 a7 3. . -
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Is There a Tradeoff?

e (thers =~ MEs ~ ASEAN wm [United States Fit (all]

Contagion index

Fit (Ul &)
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Some Individual Countries Results

Hong Kong SAR Singapore Korea
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How to improve the terms of tradeoffs?

BCS = F(Contag, Context)

More integration Better integration

Context may include

1. Greater integration leads to better integration (nonlinear
effect)

2. Financial market developments
3.  Size of economic shocks

4. Macroeconomic policy
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Quantifying the role of contextual factors

Table 7: Determinants of Intra-Regional Risk Sharing

OLS Fixed effects Random effects
int -0.023 -0.156 -0.041
(0.008)#* (0.052)#%% (0.018)%%*
oji(st_gdp) 0.029 0.042 -0.062
(0.139) (0.101)
oji(ip) 0.217 0.216
(0.066)*** (0.066)***
() 0.142 0.145 0.138
(0.074)%* (0.073)%#* (0.074)%**
Constant -1.275 0.316 -1.114
(0.152)%% (0.660) (0.286)#*
22 0.26 0.27 0.07
N 408 408 408
Source: Authors’ calculations.
@ Standard errors are in parentheses. **
1%, 5% and 10% respectively. Random effects estimation uses Wallace-Hussain
method to compute component variances.
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Concluding Remarks

Making the most of financial integration requires a
collective etfort

Getting it right would not only improve economic
resilience, but also strengthen domestic sources of
growth

The way forward:
More rather than less financial integration

Harmonization of legal and institutional infrastructures

Alignment of macroeconomic policy objectives



THANK YOU.
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