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1. Background  

According to the OCA literature (due to R. Mundell): facing similar shocks 

important, among other criteria, is a pre-condition.   

What is the current status of business cycle synchronisation in East Asia?      

Any evidence of decoupling?  How important is the regional cycle?   

Gravity theory and evidence suggest high correlations between countries with 

geographic, income, cultural, and institutional proximities, not trade! 

But, East Asia is so heterogeneous in terms of per capita income, geographic 

proximity, industrial structure, language (culture) and institutions. 

i. High, Middle and Low income countries co-exist 

ii. North East vs South East 

iii. Greater China (mainland China, HK China and Taiwan) 
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Trade and Financial integration in East Asia a key issue; policymakers stepping 

up discussion on financial integration, e.g. Chiang Mai Initiative. 

Given the Eurozone crisis, should a future Asian monetary union be completely 

ruled out?  

Need theoretical and empirical research. 

In theoretical research, dynamic stochastic general equilibrium (DSGE) model 

is the analytical framework (e.g. Smets and Wouters (2003, 2007)) 

In empirical research, correct modelling of unobservable (global, regional and 

country-specific) shocks is important: dynamic time series models with features 

such as Bayesian, unobserved components (state space), or non-linearity.  
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2. Our study 

Utilises a factor-augmented vector autoregressive model (FA VAR) model, due 

to Stock and Watson (2005), to overcome shortcomings of standard VAR 

approach. 

Why? Data rich environment. But shocks are unobservable.  

Identify global, regional and idiosyncratic real and nominal shocks affecting 

ASEAN5 + greater China, Japan and Korea.    

Estimate how they respond to different shocks to infer the possibility of 

coordinated policy responses.  

Comparable to Bagliano and Morana (2009) on Europe and US. 
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3. Modelling approach 

Dynamic Factor Model (DFM) 
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Structural FAVAR  

       ( ) ( )t t tX B L C L∗ ∗= +ξ ψ    

tξ  = structural regional or global factor shocks, and tψ  country specific idiosyncratic shocks. 

 

Identify and estimate the following shocks: 

Oil, World Demand, Regional Demand, Regional Relative Price, Regional Nominal    
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4. Data and Results 

 

ASEAN5 (namely, Indonesia, Malaysia, Singapore, Thailand and the Philippines), 

greater China (i.e. China, Hong Kong and Taiwan), Japan and Korea.   

Quarterly data on real GDP, real exchange rate, CPI inflation, M1 growth, real 

exports and real imports for 1993:1 – 2010:4.   

Oil price index (energy price proxy), US GDP and the aggregate European GDP (i.e. 

world GDP proxy) 
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Figure 4.5: Impulse Responses to Idiosyncratic shocks 

(a) Responses of GDP to Idiosyncratic factors                                            (b) Responses of INF to Idiosyncratic factors 
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(c) Responses of EXT to Idiosyncratic factors                                                    (d)   Responses of IMT to Idiosyncratic factors 
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Forecast error variance decomposition 
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5. Conclusion 

Regional and global factors explain the bulk of fluctuations in East Asia 

Except for two or three outliers, more synchronised than Europe prior to 1990 

(e.g. Bayoumi and Eichengreen (1991)) 

But, synchronised macroeconomic responses are only one (very crude) of the 

pre-conditions. See Europe!  Note Shocks can differ ex post from ex ante. 

Fiscal policy put aside, very limited labour mobility is another obstacle. 

Possibly two or more monetary zones to start with, based on geographical      

and economic proximities. (Alan Meltzer’s proposal for the troubled EMU) 

FP cannot be separated from MP! More so in times of crisis! 

Integration should occur sequentially and gradually. Getting the order of 

integration right is important. 


