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Abstract

The ASEAN + 3 (China, Japan, and Korea) Financial Ministers’ Meeting
established the Chiang Mai Initiative (CMI)} to strengthen a regional financial
cooperation in East Asia. A surveillance process under the CMI is important for a
purpose of preventing a currency crisis while a network of bilateral currency swap
agreements are contributed to managing currency crises. The ASEAN + 3 Financial
Ministers’ Meeting organized a research group who studied a Regional Monetary
Unit (RMU) for surveillance over exchange rates. Deviation Indicators of each of
East Asian currencies based on the RMU should be useful for the surveillance over
misalignment of the intra-regional exchange rates among East Asian currencies.
The RMU might be a first step toward a single common currency in East Asia in the
long-term future while we have to take gradual and multi-step process toward it.
This paper is to consider a multi-step process toward a common currency in East
Asia as well as the RMU as the first step. Moreover, it considers a role of the

Japanese yen in the multi-step process.
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1. Introduction

Under the Chiang Mai Initiatives (CMI), a network of biléteral currency swap
arrangements has been developed among ASEAN + 3 (China, Japan, and Korea} in
order to manage a currency crisis in East Asia in the future. This is regarded as a
form of regional financial cooperation in East Asia. The CMI are expected to give
the East Asian -countries momentum to activate policy dialogues in a field of
regional monetary arrangements among the countries. The regional monetary
arrangements will include a common currency area in East Asia in the future.
Accordingly, a regional monetary integration is expected to be an important topic in
policy dialogue among East Asian countries in the future.

Qur experience of the Asian currency cfisis gives us an important lesson that de
facto dollar peg was dangerous for East Asian countries that have strong economic
relationship with not only the United States but also Europe and intra-regional
countries. The de facto dollar peg was one of the important factors that caused the
currency crisis in East Asian countries because it accelerate fluctuation of exchange
rates against all of the currencies except for the US dollar although it contributed to
stabilization of the exchange rate against the US dollar. It follows that if we
establish a common currency area in Kast Asia, we should create a common
currency that has linkages with not such a single major currency as the US dollar
but a currency basket corﬂposed of several outsiders’ currencies. The currency
basket may be composed of mainly the US dollar and the euro.

On one hand, the EU has created a single common currency, the euro, which
was based on the European Currency Unit (ECU). In the case of the ECU, member

country currencies were linked with the ECU consisted of the member country



currencies while the ECU was floating against the US dollar and the Japanese yen.
The common currency for East Asia would be a basket currency which is consisted
of intra-regional currencies or East Asian currencies if East Asian countries
followed the European experience to adopt a multi-step approach toward a common
currency in East Asia.

When we consider a common currency area in East Asia,.we should investigate
whether East Asia is an optimum currency area. Bayoumi, Eichengreen, and Mauro
(2000) used a structural VAR model to conduct an empirical analysis on an optimum
currency area in East Asia. On the other hand, Kawasaki and Ogawa (2006) and
Ogawa and Kawasaki (2008) used a Generalized Purchasing Power Parity (G-PPP)
model to analyze the issue. We explain analytical results based on the latter method
to investigate which part of East Asia will be able to create a common currency
region while we specify what is used as an anchor currency.

This paper consists of the following sections. Next section places stress on
creation of a common currency basket for East Asian counties in order to resolve a
kind of coordination failure in exchange rate policies among East Asian countries.
In section 3, we overview the trade linkage among East Asian countries and refer
the current progress of FTA agreements. In section 4, we review the feasibility of a
common currency area in East Asia. We explain an empirical analysis on the
possibility of optimum currency area for East Asia conducted by Ogawa and
Kawasaki (2008) in section 5. In section 6, we consider how to promote a common
currency basket system to an Asian Currency Union. We suggest steps toward a
common currency basket system in East Asia in Section 7. In the final section, we

summarize our consideration on an Asian currency union.



2. Coordination failure in exchange rate polices

Some empirical researches found that a currency basket system would
contribute to stabilizing trade balances and capital flows for East Asian countries.
Ito, Ogawa, and Sasaki (1998) estimated optimal weights on the US dollar and the
Japanese yen in a currency basket, which stabilize fluctuations of trade balances for
East Asian countries before the Asian currency crisis. Results of the estimation
showed that the optimal weights on the US dollar were smaller than their actual
weights that were estimated by Frankel and Wei (1994) and Kawai and Akiyama
(1998). It implies that it was not a de facto dollar peg system but a currency basket
peg system that would have stabilized fluctuations of their trade balances.

Ogawa and Sun (2001) simulated capital inflows to three crisis-hit countries,
which include Thailand, Indonesia, and Korea, under a currency basket peg system
where weights on the US dollar and the Japanese yen had been 50%: 50% in a
currency basket. Results of the simulation concluded that the de facto dollar peg
system stimulated capital inflows to the crisis-hit countries before the Asian
currency crisis.

We should consider why the monetary authorities of East Asian countries
tended to choose a de facto dollar peg system rather than a currency basket peg
system. In fact, linkages of East Asian countries to the US dollar recently have.
returned to as high level as before the Asian currency crisis as McKinnon (2000)
and Ogawa (2002) pointed out. A reason why the monetary authorities are unwilling

to adopt a currency basket peg system is related with a kind of coordination failure.!

1 Bénassy-Quéré (1999) and Ohno (1999) analyzed how the monetary authorities peg



Ogawa and Ito (2000) used a two-country model to examine theoretically an
optimal exchange rate regime for East Asian countries that export goods to the
United States, Japan, and neighboring countries in order to minimize fluctuations
of their trade balances, in the situation where the yen-dollar exchange rate
fluctuates. It was shown how an East Asian country’s choice of the exchange rate
regime (or weights in the currency basket) is dependent on the neighboring
country’s. The dollar weights in the currency baskets of the two countries are
determined as a Nash equilibrium. In general, there are multiple equilibriums and
moreover a “coordination failure” may result in a situation.

Suppose that all of the monetary authorities in East Asian countries, in fact,
have kept the de facto dollar peg system. Consequently, the exchange rates of their
home currencies vis-a-vis the US dollar have been kept almost fixed while the
exchange rates of the home currencies vis-a-vis other major currencies which
mclude the Japanese yen have been fluctuating. On one hand, if the monetary
authorities of a country shift their exchange rate policy from the de facto dollar peg
system to a currency basket peg system, the currency basket peg system increase a
fluctuation of the exchange rate of the home currency vis-a-vis the US dollar while
it reduces a fluctuation of the exchange rate of the home currency vis-a-vis the
Japanese yen.

In a case where the US dollar appreciates against the Japanese yen, the home
currency also appreciates against the Japanese yen while the exchange rate of the
home currency vis-a-vis the US dollar is kept fixed under the dollar peg system. On

the other hand, the home currency appreciates against the Japanese yen less widely

the home currency to the US dollar as a result of a coordination failure.



while the home currency deprgciates against the US dollar under the currency
basket peg system. Therefore, an appreciation of the US dollar against the Japanese
yen makes the home currency appreciate more widely under the dollar peg system
than under the currency basket peg system.

In contrast, in-a case where the US dollar depreciates against the Japanese yen,
the home currency also depreciates against the Japanese yen while the exchange
rate vis-a-vis the US dollal'c is kept fixed under the dollar peg system. On the other
hand, the home currency depreciates against the Japanese yen less widely while the
home currency appreciates against the US dollar under the currency basket peg
system. Therefore, a depreciation of the US dollar makes the home currency
depreciates more widely under the dollar peg system than under the currency
basket peg system.

If there were certainty about future movements in the exchange rates, all of the
monetary authorities would have a rational expectation that they do the same
behavior. If it were certain that the US dollar appreciates against the Japanese yen
in the future, all of the monetary authorities in East Asian countries would have no
hesitation about shifting their exchange rate policy to a currency basket peg systent.
On the other hand, if it ﬁere certain that the US dqllar depreciates against the
Japanese yen in the future, they would have no hesitation about maintaining the
dollar peg system.

However, there is, in reality, an uncertainty about the future movements in the
exchange rate of the US dollar vis-a-vis the Japanese yen. Suppose that alone the
monetary authorities of a country shift their exchange rate policy to the currency

basket peg system while the other monetary authorities of the neighbor countries



keep the dollar peg system. A currency of the country that adopted the currency
basket peg system would appreciate against the currencies of the neighbor
countries if the US dollar depreciated against the Japanese yen. Therefore, under
such an uncertainty, the monetary authorities tends to work out a strategy to "wait
and see" if they are averse to risk.

All of the monetary authorities are likely to take such a strategy to "wait and
see" if they are all risk averse. The situation is a so-called prisoner's dilemma in a
game theory. All of the monetary authorities cannot help but choose to keep the
dollar peg system, which means a Nash equilibrium, even though they should know
that there is a better cooperative solution. Coordination among some of the
monetary authorities in East Asian countries is necessary for shifting the situation
from the Nash equilibrium to a cooperative solution.

A form of coordination is international policy coordination for arrangements of
international monetary system. For example, all of the monetary authorities of the
countries in a regional area might agree on an arrangement that they create a
common currency that consists of a currency basket. They might make references to
the common currency in conducting their exchange rate policy. A rigid arrangement
is that all of the monetary authorities in the regional area peg their home
currencies to the common currency basket. On one hand, one of more flexible
arrangements is that they target the home currencies in a wider band around a
central exchange rate of the home currencies vis-a-vis the common currency basket.

In either case, it is necessary to create a common currency basket that the
monetary authorities of these countries make reference to when they conduct their

exchange rate policies. Such regional currency arrangements might help to prevent



competitive devaluation among the related currencies in a region. If the monetary
authorities of a country devalue its home currency, the devaluation worsens price
competitiveness of products made in neighbor countries. For that reason, the
monetary authority of the other countries should have an incentive to devalue their
home currency, following the first country’s devaluation. The regional currency
arrangements that the monetary authorities in a region make a commitment to a
coordinated exchange rate policy of making references to a common currency basket

would prevent a possible competitive devaluation.

3. Trade linkage and FTA among East Asian countries

Here, we overview current trade linkage and recent movements of Free Trade
Agreement within the region.

Tables 1 and 2 show the share of trade volumes (a sum of imports and exports)
of ASEAN 10 plus 4 (Japan, China, Korea and Hong Kong) by region in 2000 and
2007, respectively. The average share of intra-regional trade volumes in East Asia
increased from 53.4 percent in 2000 to 58.4 percent in 2007. In all East Asian
countries, except China and Vietnam, their intra-regional trade share became
larger.? Besides, the average of trade weights of the East Asian countries with the
United States decreased from 15.8 percent in 2000 to 10.6 in 2007. The average of
trade weights of the East Asian countries with EU countries also decreased from
12.8 percent in 2000 to 10.5 in 2007. These results indicate that the intra-regional

trades are becoming more important in East Asia.

2 Hong Kong has long been a major entrance of Chinese trade. Trade data related to
China and Hong Kong are largely affected by Chinese re-export structure through Hong
Kong.



The ASEAN countries, Japan, Korea, and China suggested establishing an East
Asia Free Trade Area in the ASEAN + 3 (China, Japan, and Korea). Bilateral and
regional free trade agreements are complementary to a multilateral trade
arrangement represented by the WTO. It is expected that bilateral free trade
agreements among East Asian countries would strengthen not only their trade
relationships, but also their capital relationships. Economic agents in East Asian
countries should face in foreign exchange risks of their bilateral exchange rates tHat
impede international trade transactions and direct investments even after we
remove tariff and non-tariff barrier under free trade agreements.

Japan has promoted both bilateral and multilateral regional free trade
agreements with East Asian countries. In April 2008, ASEAN countries and Japan
have completed the signing of the ASEAN-Japan Comprehensive Economic
Partnership (AJCEP). The AJCEP is comprehensive in scope, covering such fields
as trade in goods, trade in services, investment, and economic cooperation. It is
expected that the AJCEP will provide a strong impetus for further invigoration of
tfade and investment in the region. As well as the multilateral regional FTA talk,
Japan has pi"omoted the bilateral EPA agreement, too. Table 3 shows the
Achievement of EPA between Japan and Asian countries so far.

These movements toward bilateral and regional free trade agreements might
gain momentum to form a common currency area in East Asia if East Asian
countries have an international cooperation to stabilize bilateral exchange rates
afnong the countries in an international monetary field. For example, if the free
trade agreements include a clause that government and private sectors in East Asia

should make efforts to use their own currencies in their trade and financial



transactions, the clause might gain momentum to depart from a situation of using
exclusively the US dollar as a settlement currency in their transactions. Moreover,
East Asian countries have another international monetary cooperation that they
can try to create a foreign exchange market for East Asian currencies.

Thus, governments of East Asian countries should try to have bilateral and
regional free trade agreements with many other countries in East Asia including
the international monetary cooperation that contributes to gaining momentum to
form a common currency area in East Asia. The free trade agreements are expected
to contribute to movements toward an Asian currency union through strengthening
trade and financial relationships among East Asian countries as well as through the

direct international monetary cooperation.

4. Common currency basket for East Asian countries

So far we have suggested that East Asian countries should try to resolve the
coordination failure in exchange rate policies. It is one of the solutions that East
Asian countries should form a currency union where economic agents use a common
currency basket as a single common currency unit. Here we consider feasibility of a
common currency area in East Asia by taking into account the demerits of an
international monetary integration that we pointed out in the previous section.

What are conditions where we can use a common currency basket among some
countries? It is clear that optimal weights on currencies in a currency basket should
be almost the same among the counties. The first condition is related with the
"optimality." It is necessary that the monetary authorities have same objectives of

their exchange rate policy among the countries. There is controversy as to whether



the monetary authorities have same objectives of their exchange rate policy among
the countries. In an academic literature we can find different view on what
objectives the monetary authorities should have in conducting their exchange rate
policy.

One of the objectives is to stabilize the real effective exchange rate (Lipschitz
and Sundrarajan (1980)). The objective implicitly implies that the trade balance is
stable as long as the monetary authorities keep the exchange rate stable around the
equilibrium. Another objective is to keep the balance of trade or current accounts at
an optimal level, or to stabilize the trade or current balances (Flanders and
Helpman (1979) and Flanders and Tishler (1981)). Turnovsky (1982) proposed that
the objective was to stabilize domestic income that was a more general objective of
economic policy. For domestic income stabilization, there are policy options other
than the currency basket weights. Bhandari (1985), extending Turnovsky (1982)
considered four criteria or a combination of thereof at the same time. The four
criteria are domestic price-output stability, stability of the domestic prices, reserve
stock stability, and stability of an external competitiveness.

Moreover, it is a question what objectives the monetary authorities in fact have
in conducting their exchange rate policy. They might have objectives that are
different from that supposed in the academic literatﬁre. The monetary authorities
might have adopted the dollar peg system with an objective that_they attract the US
dollar denominated foreign capital to the domestic direct and portfolio mvestments.
They might have been unable to devalue the home currency against the US dollar
because the economy had a large amount of the US dollar denominated foreign

liabilities.
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The second condition is that trade patterns are similar among the countries in a
currency area in some points, given that an objective of the exchange rate policy is
to stabilize their trade balances. As Ito, Ogawa, and Sasaki (1998) pointed out,
optimal weights of currencies in a currency basket depend on shares of the relevant
countries in total exports and total imports and their price elasticities. Therefore, it
is necessary that the shares and 1;he elasticities of exports and imports are similar
among the countries in a currency area.

Kwan (2001) pointed out that some East Asian country economies are
competitive with the Japanese economy in trade structures while other East Asian
country economies are complementary to the Japanese economy. The competitive
relationship means that export products made in an East Asian country compete
with those made in Japan. On one hand, the complementary relationship means
that an East Asian country economy imports capital goods, raw materials, or parts
of machine from Japan. If the home currency of the country that competes with the
Japanese economy depretlziated against the Japanese yen, it would improve price
competitiveness of export products made in the relevant country. On the other hand,
if the home currency of the country that is complementary to the Japanese economy
depreciated against the Japanese yen, it would increase their import prices in terms

of the home currency and, in turn, production costs.

5. Possibility of optimum currency area for East Asia
First, economies would face in costs if a currency union would be formed in a
situation where they do not satisfy conditions for an optimum currency area. The

economies needs costs related with asymmetric shocks because they cannot adjust
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any asymmetric shocks by mal-cing realignments of exchange rates forever.
Asymmetric shocks change their terms of trade among countries in a currency
union. In this situation, the economies would be forced to adjust through changes of
prices. Some countries would receive deflationary pressures while other countries
would receive inflationary pressures. Especially, the deflationary countries would
face in reduction in GDP This would, in turn, increase unemployment in the
countries m a situation of international labor immobility and downward stickiness
of wage rates.

Next, according to the optimum currency area theories, feasibility of a common
currency area in a region depends on whether the region is an optimum currency
area or not. It is pointed out in the optimum currency area theories that some
factors determine an optimal currency area. Mundell (1961) regarded mobility of
labor as a necessity of common currency area while McKinnon (1963) regarded
openness of economy as another necessity. Moreover, symmetry of shocks was
pointed out as a factor for optimal currency area (Bayoumi and Eichengreen (1993)).
It is possible to form an optimal currency area because it is unnecessary to make
intra-regional adjustments in a region where symmetric shocks happen. Symmetry
of supply shocks is focused on be'cause supply shocks have long run effects on GDP
while demand shocks have no long run effects on GDP in a situation where the
natural unemployment hypothesis holds. The supply shocks mean ones that have
effects on production function like productivity shocks and oil price shocks.

Bayoumi, Eichengreen, and Mauro (2000) conducted an empirical analysis on

an optimum currency area in East Asian region?. Correlations were relatively

3 Zhang, Sato, and Mcaleer (2004) used a similar structural VAR method to investigate
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higher among Malaysia, Indonesia, and Singapore. Also, a correlation was higher
between Singapore and Thailand. Therefore, these ASEAN four countries might be
able to form an optimal currency area. Moreover, a supply shock in Japan has a
positive correlation with that in Taiwan, Korea, and Australia. On one hand, it has
lower correlation with ASEAN countries except for Thailand.

Kawasaki and Ogawa (2006) and Ogawa and Kawasaki (2008) used a
Generalized Purchasing Power Parity (G-PPP) model* to analyze an optimum
currency area for East Asia. The G-PPP model is extended from a simple PPP model
by taking into account a fact that it is difficult to hold PPP because
frequently-occurred nominal and real shocks continuously have effects on macro
fundamentals. It is assumed in the G-PPP model that there are common factors
among some bilateral real exchange rates of the home currency vis-a-vis currencies
of foreign countries that the home country has strong economic relationships with.
Thus, the real exchange rates have a stable equilibrium in the Jong run.

The G-PPP model-based analysis on optimum currency area has common
characteristics with the VAR model-based analysis by Bayoumi and Eichengreen
(1993) and Bayoumi, Eichengreen, and Mauro (2000). Both of the analyses
implicitly compared fluctuation patterns of outputs and, in turn, real exchange
rates among the countries. However, symmetry of supply shocks focused by the VAR
model-based analysis is no more than a sufficient condition for an optimum
currency area. Asymmetric shocks do not always prevent countries from forming a
currency union or participating in it. Countries that face in asymmetric shocks form

a currency union if any other factors can adjust disequilibria among their

an optimal currency area for East Asia.
4 The G-PPP theory was developed by Enders and Hurn (1994).
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economies.

Ogawa and Kawasaki (2008) used the dynamic OLS (DOLS) to estimates the
cointegrating vector given that several linear combinations which had cointegration
relationships were found for the basket weight on three major currencies in advance.
The cointegrating vector with endogenous weights in the common currency basket
were estimated specifically for ASEAN 5, ASEAN 5 + China, ASEAN 5 + Japan,
ASEAN 5 + Korea, , ASEAN 5 + China + Japan, ASEAN 5 + China + Korea, ASEAN
5+ Japan + Korea, and ASEAN 5 + Korea + China + Japan.

The- gample for the empirical tests covers a period between January 1987 and
November 2005. Apparently, the sample period includes the data in the period of the
Asian currency crisis. The sample period are divided into a “pre-crisis” period from
January 1987 to June 1997 and a “post-crisis” period from January 1999 to
November 2005. The analysis was conducted for each of eight East Asian countries
(Korea, Singapore, Malaysia, Thailand, the Philippines, Indonesia, China, and
Japan. The real exchange rates were based on the monfhly data of nominal
exchange rates and consumer price indices of the related countries.? The prior euro
was calculated to estimate before 1997 crisis.® These data are from the IMEF,
International Financial Statistics (CD-ROM).7

Table 4 shows the result of the DOLS for the pre-crisis period (from January
1987 to June 1997). In the pre-crisis period, we could not find any combinations

which all the coefficients indicated the significant result among the variables for

5 For the prior euro real exchange rates, we calculated a GDP-weighted average of CPI

6 The method of calculation of the prior euro is provided by the PACIFIC Exchange rate

service of The University of British Colombia (http://fx.sauder.ube.ca/)

7 The Chinese consumer price index is provided by Yu Yongding, the Chinese Academy
of Social Sciences (CASS). We use the official RMB exchange rate in IFS.
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both of rank conditions. While we could find the combinations which three or four
countries‘ could conduct a common exchange rate policy with reference to a common
currency basket composed of three major currencies, we could not assure the
existence of cointegrating vectors in the combinations which included more than
five countries in our earlier works. In the most of cases, the Japanese yen was
excluded from the possible currency area as the rank condition was r= 1. The euro
might be excluded from the basket if we looked at the cases that the rank condition
was r= 2. While we could find significant results for the combination, Indonesia,
Malaysia, the Philippines, Singapore, Thailand, and Korea, while the US dollar and
the Japanese yen worked as an outsider currency in the basket, the euro might be
excluded from the currency basket as well as other combinations. The de facto
dollar peg exchange rate system before the crisis might draw a sharply contrast to
much fluctuation against the Japanese yen or the euro.

Table 5 shows the result of the DOLS for the post-crisis period (from January
1999 to November 2005). All test statistics for the rank condition: r=1 indicated
significant for the combination: ASEAN 5 + Japan, ASEAN 5 + Korea + Japan,
ASEAN 5 + China + Japan. On the other hand, test statistics for r= 2 indicated
insignificant in most cases. It means that the Japanese yen should be included in
the region as the currency which leads the other East Asian currency stable in the
long run. East Asian countries including Japan seem to satisfy the conditions of
optimum currency area in resent years. While test statistics reported here were
dramatically changed from that of post crisis period, these results is consistent with
the recent developments of integration in the region because East Asian countries

have been deepening the inter-relationship in terms of international trade, foreign
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direct investments, and international finance for 1999-2005.

Thus, Ogawa and Kawasaki (2008) obtained the analytical results that there
were only the combinations which three or four countries could conduct a common
exchange rate policy with reference to a common currency basket composed of three
major currencies in the pre-crisis period. In the post-crisis period (from January
1999 to November 2005), combinations such as ASEAN 5 + Japan, ASEAN 5I +
Korea + Japan, ASEAN 5 + China + Japan are an area that the monetary
authorities can conduct a common exchange rate policy with reference to the
common currency basket. Thus, we obtained the analytical results that the
Japanese yen should be included as an endogenous variable in the long run
relationship as well as other East Asian currencies while the Japanese yen worked
exogenously as well as the US dollar and the euro in the system composed of the
East Asian currencies. It implies that it is increasing the possibilities of success in
adopting the common currency basket arrangement into the ASEAN + 3 countries

that include Japan.

6. From a common currency basket to an Asian currency Union

A common currency basket should be composed of currencies of trading partner
countries, given that the objective is to stabilize its real effective exchange rate and,
in turn, its trade balances. A common currency basket for the East Asian countries
might be in fact composed of the US dollar, the Japanese yen, the euro, and
neighbor country currencies from a viewpoint of their trading partner. Under a
common currency basket system, the monetary authorities of countries peg or

target their home currencies to a common currency basket.
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In a rigid system where the monetary authorities peg their home currencies to a
common currency basket, the currencies are pegged with each other. In a more
flexible system where they target their home currencies within an exchange rate
band around a central parity rate against the common currency basket, the
currencies are linked to each other within an exchange rate band. Thus, if they
adopted a common currency basket gystem, their currencies would be linked with
each other at a parity rate or within a band around a central parity rate.

It is more tractable for the monetary authorities to link their home currencies
to a common currency unit that is equivalent with the common currency basket. For
the East Asian ‘countries, a common currency unit might be composed by the US
dollar, the Japanese yen, and the euro as well as the home currencies of the
participating countries (Ito, Ogawa, and Sasaki (1998)). The EU countries adopted
the European Monetary System that their home currencies were linked to a
common currency unit, which is called as the ECU, during a period from 1979 to
1998. The ECU is composed by oﬁly their home currencies of the EMS member
countries. Their home currencies were linked to the ECU with an exchange rate
band. The monetary authorities had obligation to intervene foreign exchange
markets in order to keep exchange rates of the home currency against the other
EMS currencies within an exchange rate band. On one hand, the ECU was floating
against the other major currencies thf;lt included the US dollar and the Japanese
yen.?

A method of adopting a common currency basket system is that the monetary

authorities create a common currency unit which consists of home currencies of

8 Kim, Ryou, and Wang (2000) suggested that the Asian Currency Unit was composed of
only the East Asian currencies including the Japanese yen.
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member countries like the ECU and link their home currencies to the common
currency unit. Moreover, they link the common currency unit to a currency basket
consisted of the US dollar, the Japanese yen, and the curo. This is a two-stage
linkage method.

The monetary authorities of the participating countries have obligation to
intervene in foreign exchange markets in order to link their home currencies to the
common currency unit and, in turn, link their home currencies to each other. At the
same time, the monetary authorities of the participating countries might coordinate
to intervene in foreign exchange markets in order to link the common currency unit
to a currency basket that is composed by the US dollar and the J apahese and so on.
Suéh an intervention is complicated for the monetary authorities. If the
participating countries established an intra-regional institution, it could intervene
in foreign exchange markets in order to link the common currency unit to a
currency basket on behalf of the monefary authorities of the participating country.

Another method is that they create a common currency unit consisted of outside
currencies such as the US dollar and the euro as well as their regional home
currencies and link directly their home currencies to the common currency unit.
This is a direct linkage method. The monetary authorities of the participating
countries have an obligation to intervene directly in foreign exchange markets in
order to link their home currencies to the common currency unit. In this case it is
more difficult to calculate a common currency unit consisted of the US dollar, the
Japanese yen, and the euro as well as their regional home currencies

The two methods might be, in theory, equivalent with each other. However,

which method should be adopted depends on their implementation. It would be
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easier for the monetary authorities of each country to implement the two-step
linkage method if they could establish an intra-regional institution for the
participating countries. The monetary authorities of the participating countries
would target the home currencies to the common currency unit.

Next step is to go forward to a currency union. Why should we go forward to a
currency union in East Asia? What benefi.ts do we expect in a region monetary
mtegration?

One of the benefits of regional monetary integration is to save transaction costs
accompanied with exchanges of different currencies.® Economic agencies need to
spend transaction qosts to exchange different currencies in a situation where they
use their home currencies as a medium of exchange in a region. An international
monetary unification would save this kind of transaction costs. Moreover, network
externalities work in a sense that a function of money as a medium of exchange
" works better the fewer currencies economic agents uses as a medium of exchange.
As for a function as a value measure, fewer currencies in a region would make a
function of value measure more efficient.

East Asian countries have their own home currencies that the monetary
authorities link to the currency unit before they achieve a regional monetary
integration. This situation implies that there leave possibility for the monetary
authorities to realign exchange rates of the home currencies vis-a-vis the common
currency unit or to quit linking their home currencies to the common currency unit.
The possibility might induce speculators to make speculative attacks against

weaker currencies. It is one option for the monetary authorities to make a strong

9 De Grauwe (1992) summarized merits and demerits of international monetary
integration.
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commitment to link their own home currencies to the common currency unit.

The strongest commitment is to participate in a currency union where the
monetary authorities of the participating countries have no option to leave from it.
The strongest commitment would contribute to stability of exchange rate regimes
because the monetary authorities build up their confidence from private economic
agents. The monetary authorities can make the \strong commitment to solve the
so-called peso problem that means that future possibility of exchange rate collapse
increase domestic interest rates in terms of their home currencies through expected
depreciation and risk premium. Accordingly, a currency union contributes to
decrease in domestic interest rates in terms of the home currencies.

Moreover, in reqent years, world economy has a trend to make bilateral and
regional free trade agreements parallel with the WTO system. Movements toward
the free trade area contribute to elimination of some trade obstacles that includes
tariffs and non-tariff barriers. However, economic agents would regard exchange
rate risks as an important trade obstacle after they conclude free trade agreements
with several countries. Even though we use forward contracts to avoid exchange
rate risks, we have to pay some costs for avoiding the exchange rate risks. This is a
kind of transaction costs. In the situation we would face in increased necessity to
eliminate exchange rate risks and the related transacfion costs. Economic agents
would face in no exchange rate risks in a situation of a common currency union
under the strong commitment of future keeping linking their home currencies

against the neighbor countries’ currencies.

7. Steps toward a further regional monetary cooperation in Kast Asia and
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the role of the Japanese yen

We consider steps toward further regional monetary cooperation in East Asia.
We have to consider whether the Japanese yen should be an insider or an outsider
for the further regional monetary cooperation and specifically a regional monetary
unit as a concreteness of the regional monetary cooperation. We expect that the
Japanese yen should play a varying role at each stage toward regional monetary
coordmation in East Asia.l0

In the first step, the monetary authorities of ASEAN+3 start policy dialogue
about exchange rates and exchange rate policies. At that time, the RMU and RMU
deviation indicator should be used to conduct surveillance on the exchange rates
and exchange rate policies as well as domestic macroeconomic policies at the
Economic Review and Policy Dialogue (ERPD) of ASEAN+§ Financial Deputy
Minister’ Meeting. The surveillance process based on the RMU must be conducted
by all of ASEAN + 3 which includes Japan. Accordingly, the Japanese yen should be
included in the RMU.

In the second step, the monetary authorities of ASEAN+2 (China and Korea)
will adopt a managed floating exchange rate system with reference to their own
individual G3 currency baskets for managed floating countries. On one hand, the
monetary authority of Japan might not be included in adopting a G3 currency
basket system because it is difficult for it to have effective intervention in such a
thick foreign exchange market such as dollar/fyen market. At the same time, the
monetary authorities of ASEAN+3 should continue to conduct the surveillance

process by using the RMU deviation indicators.

10 Ogawa and Shimizu (2007).
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In the third step, the monetary authorities of ASEAN+2 will shift to a managed
floating exchange rate system with reference to a common G3 currency basket for
managed floating countries. At the same time, the monetary authorities of
ASEAN+3 should continue to conduct surveillance by using the RMU deviation
indicators. In the second and third steps, the Japanese yen is one of the G3
currencies that the monetary authorities of ASEAN+2 target in conducting their
exchange rate policies.

In the fourth step, some ASEAN+3 countries (what we call “core countries”)
would peg to a common regional currency basket, the RMU, in order to stabilize
intra-regional exchange rates. They should conduct coordinated monetary policies
in order to stabilize intra-regional exchange rates. At that time, the core countries
should be limited to those that adopt the RMU peg system.

In the fifth step, some of ASEAN+3 would introduce a bilateral grid method
based on the RMU to conduct a certain amount of intervention in foreign exchange
markets of the relevant intra-regional exchange rates. An Asian Exchange Rate
Mechanism should be established for their coordinated intervention. This is similar
to the Exchange Rate Mechanism under the EMS prior to the introduction of the
euro.

In the fourth and fifth steps, the currency basket should include the Japanese
yen as an anchor currency. In this case, the Japanese yen should be a regional key
currency in terms of its being a main international currency with convertibility and
conducting disinflationary stance of monetary policy. East Asian currencies should
be linked to a regional anchor and key currency such as the Japanese yen to

stabilize their values and prevent a currency crisis. During the course of future
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monetary union in East Asia, the composition currencies of RMU should be
convertible not only for their current account transactions, but also their capital
account transactions. In addition, their trade volumes or liquidity in foreign
exchange markets also should be relatively high. At the moment, the Japanese yen
i1s only the currency which can be freely traded for non-resident investors without
any restrictions. Both foreign exchange markets of the Japanese yen and the
Japanese yen-denominated bond markets in Japan have higher liquidity compared
with those in other East Asian countries.

It is expected that the RMU could be used not only by the monetary authorities
but also by private sectors. Dammers and McCauley (2006) and Iwata (2005)
indicated that development in private ECU in the financial field begun in the early
1980’s and developed rapidly. Similar to the ECU, the RMU might be used to
denominate regional capital transactions. Iwata (2005) indicated that there were
still rooms for the private RCU composed of main Asian currencies to develop.!?
Then, we could start an RMU composed of only core currencies in the region if we
expect an RMU as a same role like ECU. If we name it “core-RMU”, the criteria to
be a composition currency of “core-RMU” should be considered.

For example, Ogawa and Shimizu (2005) proposed an Asian Monetary Unit
(AMU) as a weighted average of thirteen East Asian currencies (ASEAN10 plus
Japan, China, and Korea) to enhance the monetary authorities’ surveillance

capacity in East Asia.? At the same time, Ogawa and Shimizu (2006) created a

11 Twata (2005) explained that the reason for this prospects were from the lack of
convergence of interest rate and inflation rate within Asian and some restrictions of
capital movements in some Asian countries. He indicated that these circumstances are
similar to that of early development of private ECU from 1979 to 1987.

12 See Appendix: the data of AMU are published on website of the Research Institute of
Economy, Trade and Industry (RIETI, http://www.rieti.go.jp/users/amu/en/index.html).
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core-AMU currency basket, which is composed of some regional currencies with
convertibility in both current and capital accounts, for the private usage especially
in Asian bond markets. In Ogawa and Shimizu (2006), the criteria to choose
composition currencies of core-AMU are indicated. Due to Table 6, only five East
Asian currencies are selected for core-AMU currencies. Table 7 shows the basket
weights of core-AMU. Among them, the Japanese yen'’s share is 58 percent, which is
the highest basket weight. The core-AMU is expected to be a denomination currency
of Asian bond, which might play an important role for investment diversification in
the region. Since the core-AMU denominated Asian bond is supposed to be a stable
investment choice especially for the Japanese investors, we expect that the
Japanese yen and the Japanese investors will play an important roll to create and

promote a core-AMU denominated Asian bond market.

8. Conclusion

This paper suggested that it is necessary to make a regional coordination in
exchange rate policy in order to resolve coordination failure in adopting optimal
exchange rate policy. From this point of view, it follows that we will create a regional
currency union in East Asia in the future. Moreover, a common currency should be
related with a common currency basket which consists of intra-regional curfencies.
The Eurcpean experiences of the ECU provide us with useful information in
considering a common currency unit in East Asia. In the case of East Asian
countries, we have international trade relationship with variety of regions that
include the intra-region, the United States, and the EU. Therefore, a possible

common currency unit in East Asia would consist of intra-regional currencies while
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it is to consider stability of value of the common currency urﬁt against the US dollar
and the euro. It is contrast with the ECU case where the ECU was freely floating
against the US dollar. '
However, it may be questionable to create the Asian Currency Union in the near
future. We face in difficulties in feasibility of a common currency area in East Asia.
We pointed out t\':vo factors: possibilities of regional policy cooperation and an
optimum currency area. Needless to say, the monetary authorities have to intend to
make policy coordination as a premise that they create a common currency area. It
is difficult for them to make regional policy coordination unless they have common
policy objectives. Especially, it is important that they have common objectives in
monetary and exchange rate policies in order to create a common currency area.
Another factor is whethe;' East Asia is an optimum currency area or not. Both
the structural VAR model and the Generalized Purchasing Power Parity (G-PPP)
model obtained the analytical result that some of South East Asian countries will be
able to create a common currency area. However, it is, for the moment, difficult for
all of the East Asian countries to create a common currency area. Of course, because
the results were obtained from the past data, we should not extrapolate future
situation from the results. East Asia might be one common currency region in the

future.
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Table 1: ASEAN10+4’s Trade Volumes and Shares in 2000

(millions of US dollars)

ASEAN+4 EU Countries Us ‘World Total
Trade Share Trade Share Trade Share Trade volume
volume (%) volume (%) volume (%)

Brunei 3465 755 340 74 532 116 4,589
Cambodia 1,175 46.1 326 12,8 772 303 2,547
Hong Kong 247,001 594 50,531 122 61,583] 14.8 415,577
China 211,148 445 71,903 152 74,538| 157 474,383
Indonesia 50,269 52.6 13,166 13.8 11,882 12.4 95,633
Japan 293,580 34.2 128,323| 15.0 216,5231 252 857,938
South Korea 133,825 40.2 41,102 124 67,0921 20.2 332,738
Lao PDR 7951 735 1471  13.6 14 1.3 1,081
. Malaysia 05,790] 53.1 22,8221 127 33,830 18.8 180,358
Myanmar 3,248 64.7 451 = 9.0 462 9.2 5,019
Philippines 31,992 440 10,080( 13.9 17,819 24.5 72,707
Singapore 141,228 51.8 35427 13.0 44,161 16.2 272,679
Thailand 63,109] 482 17,730 135 21,9971 16.8 130,886
Vietnam 17,9021 594 4,359 14.5 1,097 3.6 30,119

Average Share 534 12.8 15.8

(%)

Source: Direction of Trade, IMF.

Each trade volume is the sum of export and import volume in 2000.

ASEAN10+4 include ASEANI1Q countries plus China, HongKong, Japan and Korea.
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Table 2: ASEAN10+4’s Trade Volumes and Shares in 2007

{millions of US dollars)

ASEAN-+4 EU Countries Us World Total
Trade Share Trade Share Trade Share Trade volume
volume (%) volume (%) volume (%)
Brunei 74491 770 417 4.3 537 5.5 9,671
Cambaodia 4980 3526 1,051 11.1 2,516 26.6 9,462
Hong Kong 467371 68.6 66,503 0.8 55,437 8.1 681,565
China 795923 36.6 356,283 164 309,052 14.2 2,175,630
Indonesia 149622 61.3 24,021 9.8 18,484 7.6 244 128
Japan 532836] 399 170,786 12.8 217,839 16.3 1,336,124
South Korea 336,289 462 86,806 119 83,009 114 727,545
Lac PDR 2581 789 209 6.4 34 1.0 3,270
Malaysia 177,159 54.8 40,135 124 43,459 134 323,189
Myanmar 7693 77.5 568 5.7 9 0.1 9,930
Philippines 85262 62.0 12,778 9.3 17,405 12.7 137,419
Singapore 316256f 562 64,783 11.5 59,511 10.6 562,498
Thailand 154278 52.5 33,216 11.3 28,904 9.8 293,805
Vietnam 58326 53.9 15134 140 12,479 11.5 108,132
Average Share 584 105 10.6
(o)

Source: Direction of Trade, IMF,
Each trade volume is the sum of export and import velume in 2007.
ASEAN10+4 include ASEAN10 countries plus China, HongKong, Japan and Korea.
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Table 3: Japan’s FTA (EPA) Achievements with East Asian Countries

Japan-Singapore EPA

in force since Nov.2002

Japan-Philippines EPA

agreement in substance Nov.2004

Japan-Malaysia EPA

agreement in substance May, signed Dec. 2005

Japan-Thailand EPA

agreement in substance Sept. 2005

Japan-Korea EPA

negotiations started in Dec.2003

Japan-Indonesia EPA

agreed to start negotiations in June 2005,
the first round was held in Julv 2005

Vietnam, Brunei

Preliminary talks started in early 2006

Source: Ministry of Finance, Japan
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Appendix: AMU and AMU Deviation Indicator (Ogawa and Shimizu, 2005)

US3=aure/AMU
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<AMU in terms of the US$-euro>

Figure 1. AMU in terms of the US$—euro
(benchmark year=2000/2001, basket weight=2003-2005)
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<Nominal AMU Deviation Indicators>

%) Figure Z, Nominal AMU Deviation Indicators
(benchmark year=2000/2001, basket weight=2003-2005, daily)
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Details about AMU are from RIETI. (http://www.rieti.go.jp/users/amu/en/index.html)
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