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Abstract
This research paper explores the dynamic of financial and monetary integration in East Asia. For more than 20 years, East Asia has built a strong economic linkage, in particulars such as intraregional trade, investment flows and regional division of labour. The close interconnectedness among East Asian countries has created integrated region of economic activities. As a result, the East Asian financial crisis traumatized these economies and strengthened their desire to establish further monetary and financial cooperation among them. 

Various initiatives had been implemented in the region, including the creation of the AMF, the establishment of the ASEAN+3 framework and the initiation of Chiang Mai Initiatives. These initiatives have underlined their desire to integrate economically, particularly in the financial and monetary domains. This paper describes the process of monetary and financial integration in East Asia from 2 perspectives, the first being an economic and monetary process perspective and the second referring to the regional institution and policies convergence perspective. These perspectives will define the materialization of de facto financial and monetary integration taking place in East Asia. This paper will also identify the future desired outcome of monetary and financial integration. The call for a single regional currency has been significantly discussed among various scholars. Therefore the need to formulate an agreed framework of monetary and financial integration is highly recommended.
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Chapter 1 
INTRODUCTION

For over than 2 decades East Asia enjoyed massive development and economic growth. Dramatic increase in terms of economic and human development combined with a high rate of savings brought East Asian experiences as development blueprint model for the other regions. The intensive relationship between trade, investment, the monetary sector, and finance brought about the important logic of moving towards closer economic regionalism, especially in the area of monetary and finance area, where the contagious effect from one country may have harmful consequences for other countries. In addition, the effects of the financial crisis, seen as one of the important backdrops for closer monetary and financial cooperation, cannot be neglected. Various reasons underlie the intensity of financial and monetary cooperation in East Asia. First, the hard lesson learned from East Asia financial crisis. Second, the dissatisfaction toward the western-led international financial body. And last, regional financial stability is very important as a strong foundation in achieving financial stability at the global level (Kawai 2004).

Various initiatives have been established to achieve stronger monetary and financial cooperation. For more than 10 years, East Asia has been working to promote powerful cooperation in the monetary and financial sector. After the catastrophic financial crisis, the proposal to create a regional fund called the Asian Monetary Fund (AMF) has been thrown away by the IMF and US Treasury Department. The issues of moral hazard and duplication function of an international financial institution highlighted the strong opposition from the western countries, in addition to China. At the same time, through different forums, the decision makers of the ASEAN countries established an annual meeting of the ASEAN’s Finance Ministry that manifested itself as the embryo for the ASEAN+3 framework. 
The development of financial and monetary cooperation in East Asia experienced enormous growth, especially through the formation of the ASEAN+3 framework. The importance of ASEAN+3 has gone through important development processes throughout the previous 5 years. Along with the massive development of financial and monetary cooperation, the growing debate regarding the future prospect of financial and monetary integration throughout the region has become very pronounced. There are emerging arguments sceptical in regards to the future of East Asian economic integration due to the high level of economic disparities among these countries. However, there is also growing optimisms about the regional integration in East Asia as a strong initiative that can deepen the regional capacity.

1.1 Research Objectives and Argument 
In the present research I propose to look at the extent, nature and future prospects for monetary integration in the East Asian region. Specifically, the objectives of this research are twofold. Firstly, it attempts to understand the nature and extent of the East Asian monetary integration process by looking at economic, institutional and policy processes taking place in respect of this integration. Secondly, this study aims to consider the speed of the future course of the process and the likelihood of the establishment of a single currency for the region. 

My basic line of argumentation in respect of the above two is (1) that there is an ongoing process of monetary integration and that it has proceed to quite an advance state in economic, institutional and policy coordination terms, and (2) that the integration process is set to accelerate in the near future and result in the creation of a single currency for the region in the near future. 

1.2 Scope and Limitation

Throughout this research, I will focus more on the development of monetary and financial integration process until present time. The importance of monetary and financial cooperation will indicates a deep interdependence among these economies to draw a path towards the monetary and financial integration project. Even though various debates exist on the possibilities of having a common currency within the region, the current development of monetary and financial cooperation reflects the long-term goals set in East Asia. 

Nevertheless, there were some limitation occurred along in the development of this research. Despite the long process of monetary and financial integration in East Asia, there is a need for discussion about the drivers involved. However due to the time constraint and scope of the research, I will not touch upon the drivers of the East Asian monetary and financial integration. In addition, since the development of East Asia integration is an ongoing process, comprehensive official information is limited and influence the data analysis. Similarly, there are limited academic reviews on the development of a single East Asian currency because the process is still in its infancy stage. Therefore this research is going to focus only on the existence of the monetary and financial integration process in the region and have limited analysis on the current progress of the single currency idea. Besides, due to the limited comprehensive information subject to the intraregional capital flow, especially portfolio investment, this focus more on the existence of FDI and have less elaboration in portfolio investment. 

The regional financial market also experienced rapid increased, however due to limited statistical details comprehensive financial market and the remarkable increased in bond market development, the elaboration on East Asian financial market only cover regional bond market development. Furthermore, to accomplish an in depth and coherent research about the East Asian monetary and financial integration process, this research will also present various statistics on comprehensive economic and financial indicators such as the exchange rate movement, intraregional trade, intraregional FDI flows and regional bond market development.
Scope and Limit

1.3 Research Methodology and Data Research
This research is conducted through literature review in order to understand the nature of regional monetary and financial integration in East Asia. This research relies on the analysis with simple statistical techniques and presents the relevant information. I will focus my analysis on related journals, about monetary cooperation, monetary integration, economic integration, and single common currency. In addition to conducting the literature review, I use secondary information through data collection from related literatures, reports, conference papers and various ASEAN related official documents, especially those related to the ASEAN+3 initiatives, such Joint Statement Ministerial Meeting, the IMF Report on International Financial Statistic and Annual Report, the World Bank Development Indicator, UNCTAD and its related document on Asian Development Bank as a regional funding institution that support regional cooperation initiatives. 

In order to present a comprehensive analysis, I will access the process of monetary and financial integration through two approaches, the monetary and economic process, and the regional institutions and policies process. From the monetary and economic process perspective, the alignment of the exchange rate plays an important role in defining the process of monetary integration in the region. The negative overlapping effects of the exchange rate misalignment provoked competitive devaluation in neighbouring countries. Therefore it is important to see the degree of convergence in the exchange rate to indicate the level of integration. The notion of capital flow within the region demonstrated the importance of FDI as engine of growth. Furthermore intraregional capital flows are suitable element suitable to measure the monetary integration process. 

In the area of regional institution and policy coordination in East Asia intraregional government initiatives, regional bond market and macroeconomic policy coordination emerged as key features of monetary integration process. High-level governmental cooperation and various forums have been established in order to promote intensive regional cooperation among these economies. Within the framework of intraregional government cooperation, it includes the establishment of regional bond market as one of the fundamental element in financial integration process. Finally, the important of macroeconomic policy coordination reflects high degree of integration within the region. 

1.4 Research Paper Structure 

The reminder of this research paper will be constructed as follows. Chapter 2 provides a literature review about covering the different views on monetary and financial integration, using the work from various authors about this topic. This section will be divided into 2, the supportive and the doubt view about the existence of the monetary integration process in East Asia, which in turn will provide an overall scope. Various academic debates will highlight this section in context of elaborating the feature of monetary integration, for example exchange rate convergence, intraregional capital flows, regional financial and market institution and macroeconomic policy coordination. Both scepticism and optimism will provide contradictory perspective towards the existence of monetary and financial integration process. 

Chapter 3 provides an overview on the background of the East Asian monetary and financial integration process. This section starts with the rise of East Asian economies and its historical background. Furthermore the importance of ASEAN+3 historical development also will be explained. Finally, various strategies and policies regarding the financial and monetary integration in East Asia will be elaborated, including surveillance mechanism, regional pooling schemes, coordination of the exchange rate and the development of regional bond market. 

Chapter 4 will provide an analytical look at the of the core issues of the monetary integration process in East Asia. I will provide complete analysis regarding to the monetary and financial integration within the East Asian context. In order to present a comprehensive analysis, I will look at the monetary and financial integration process from 2 perspectives, the economic and monetary process perspective and the institution and policy convergence perspective. Each section will provide evidences about the monetary integration process in East Asia will be presented. Chapter 5 will present the summary and conclude this research paper. However the discuss about the future of the monetary and financial integration in East Asia and the feasibility for the creation of a regional single currency in East Asia will be an inevitable part of concluding chapter. At the end, series of policy recommendation about monetary integration roadmap will give advises regarding further step of monetary integration.  

Chapter 2 
LITERATURE REVIEW

This chapter will provide a comprehensive literature review to be used as the analytical tool in identifying the process of monetary integration in East Asia. The academic debate regarding its current development will also be presented in this chapter. Both the believers and the doubters have their own arguments. On the one hand, the doubters of monetary integration process in East Asia have not seen any convergence in economic process among these economies. The discussion about immature institutions and policies coordination also nurture these debates. However, the believers of the integration process confirm that the economic and monetary convergence reflects the notion of monetary and financial integration. This whole process also has been backed up with significant development of regional institution building and policies convergence. 

In this chapter, the academic debate about the monetary and financial integration in East Asia underlies the feature of financial and monetary integration, both economic process and the institutional development with relevant policies. Both criterions engender important barometer to measure this process. El-Agraa mentioned that the monetary integration has two important elements; exchange rate union and market integration. Therefore it is important to look  at the harmonization of economic policies, common foreign exchange reserve pooling mechanism and the creation of regional central bank (El-Agraa 1997). Moreover, in this section, I try to present these monetary integration debates. 

2.1 Is there a process of monetary integration in East Asia? 

The development of the financial and monetary process in East Asian represents complete understanding on monetary and financial integration. It is commonly argued that the East Asian financial crisis was a primary factor in its cooperation. Throughout the development of monetary cooperation, there have been many studies predicting this possibility. While assessing monetary integration, various features should be incorporated within the analysis, for instance the interest rate convergence, capital flow, the regional institution building and the macroeconomic policy coordination. 

This section aims to demonstrate the proponents’ views of monetary integration in East Asia. In the environment of market force integration process, growing interdependence in trade network and FDI flows underline the macroeconomic nexus among economies in the region. With the Increasing level of these relations, various scholars recommend the needs of exchange rate stability. Various scholars agreed that it is important to achieve intraregional exchange rate stability 


(El-Agraa 1997; Kawai 2004; Kawai 2004; Kuroda and Kawai 2004; Park 2004) ADDIN EN.CITE . 

As the notion of exchange rate synchronization is important to represent the monetary integration process, Rana (2006) mentioned various frameworks such as ASEAN Currency and Exchange Rate Mechanism Task Force, the Kobe Research Project of the Asia-Europe Finance Minister and the ASEAN+3 Research Group as principal initiatives to achieve exchange rate policy coordination. In this case, Rana also assured that the integration process in taking place in East Asia, as the region become more and more synchronized (Rana 2006). For instance, when China and Malaysia adopted manage floating exchange rate regime based on currency basket started on July 21st, 2005. This phenomenon proved that the exchange rate policy coordination already take placed within the region (Rana 2006). 

Another recent study by Shimizu (2007) estimated the weight of Chinese renminbi for East Asian currencies (except Singaporean dollar, Brunei dollar and Thai bath) are above 80%. This study shows how prominent the Chinese renmimbi compare to Japanese yen as an important currency in the basket mechanism. For the current moment, it can be argued that Asian currencies nowadays are more influenced by renminbi movement, instead of the dollar or Yen (Ito 2007). In another research, Kim brings about the currency regime convergence in East Asia to managed floating regime. He highlighted the key role of China, Japan and Korea in defining the currency regime in East Asia. Finally he mentioned that countries tend to shift their fixed exchange rate to fully float regime, along with regional financial and capital market development (Kim 2007). 
Being an important key resource of capital flow in East Asia, it is very important to see the notion of FDI as monetary integration indicator. Within the proponents view, intraregional capital flow showed how the region being integrated in the monetary domain. For scholars like Kawai whom did research on monetary integration found the significant degree of FDI integration in East Asia. We can see the nature of international capital flows have evolved throughout history in East Asia. Moreover he argued that the convergence of FDI shows that the region become more integrated. As the largest contributor of FDI inflows to the region, Japan successfully encouraged the distribution of investment through the establishment of regional production network throughout the region (Kawai 2004).

A research conducted by Aminian, Fung and Iizaka, showed that since 1980s the notion of FDI always dominated by European countries. However EA started to strengthen its role as FDI recipient since 1985 that generate 4.5 billion US dollar. This number kept increasing until 1995, few years before the financial crisis. The volume of FDI flows to this region reached 71.8 billion US dollar. The financial crisis in East Asia brought a sharp decline of FDI flows in this region (Aminian, Fung et al. 2007).

The discussion about intraregional capital flow also incorporates portfolio investment and equity market. A study by Rajan demonstrates the dynamic of capital flow, especially the private flow that already took place in emerging Asia since mid 1990s. However the volume experienced massive decline during the East Asian crisis. In that study, Rajan argued that the rate of foreign capital inflows experience increased from average 2.4% of GDP in 1990s to almost 4% in 1996. Although, the rate of capital flow plummeted during the East Asian crisis, by 2003, it recovered (Rajan 2009). Akyuz noted that private capital inflows in Asia since 2003 dominated by equity investment, at about 60%. Within these facts, Akyuz emphasized on the role of China, where the massive amount of capital inflows allocated led to the dramatic increased in Chinese stock prices (Akyuz 2009). 

The increasing interdependence in East Asia brings about the importance of interest rate alignment between these economies. Although there are quite limited numbers of studies regarding to the interest rate movement, several authors found interest rate harmonization among East Asian countries, for example Phylaktis and Anuro. For instance, Phylaktis saw interest rate harmonization in Pacific Basin area that includes Hong Kong, Japan, Singapore and Malaysia thus concluded the concrete integration, both internationally and domestically, within financial market in these 4 countries (Phylaktis 1997) Worked with 2 approaches, Phylaktis also discovered the interest rate convergence in the region and it already moving together since 1970 vis a vis US or Japan. However the intraregional interest rate alignment is still link with global market not with the regional market, especially countries like Taiwan and South Korea (Phylaktis 1997). Another study done by Anoruo et al. demonstrates the regional interest rate properly respond among each other, especially short-term rate. Although there are limited discussions about interest rate linkages in Asia, they concluded that the correlation between Asian market rose significantly (Anoruo, Ramchander et al. 2002). 

Various debates regarding to monetary and financial integration in East Asia always touch upon the formal regional institution. Being highly interconnected in the economic activities, the new established institution is expected to create trade and investment facilitation, rules harmonization, standards and procedure as well as dispute settlements (Kawai 2004). Given the fact of highly connected region, shocks and turbulences can be easily transmitted through various channels. Therefore for author like Kawai understands that it is crucial to establish financial safety-net as a step towards institutional building. The massive development of institutional establishment in East Asia brings various debates about the process of integration in this region (Kawai 2004). 

As important initiative, Henning mentioned the existence of CMI could be recognized as significant initiative and nurture the foundation of regional financial and monetary cooperation (Henning 2002). The establishment of ASEAN+3 underlined the impetus of strong institution in this region. Under the framework of ASEAN+3, CMI already achieved significant progress. The decision to multilateralize the CMI enlightened the process of monetary integration into being. Towards the multilateralization scheme, CMI is believed as the future institution that can serve the function of currency clearing-house, similar to Bank of International Settlement in the future (Katada 2008).

Even though there is less debate about the existence of central bank in East Asia, various scholars already see the possibility of shifting Asian Development Bank (ADB) as regional central bank. Arner, Lejot and Wang argued that ADB has given various support to East Asian financial and monetary cooperation, especially in the absence of strong regional institution (Arner, Lejot et al. 2007). Various discussions have reflected its active engagement to support this regional initiative, from the creation of Asian Bond Market Initiative (ABMI), Chiang Mai Initiative Multilateralization (CMIM) to the idea to launch Asian Currency Unit (ACU). Its participation in terms of putting the agenda of economic integration, financial resource and research activities, also technical assistance demonstrates the enthusiasm of East Asia financial and monetary integration (Arner, Lejot et al. 2007).  

Analysis about monetary integration cannot be detached from the discussion about regional financial market. However, due to the limited discourse about comprehensive regional financial market discussion, the literature debate that discovered only covers the development of regional bond market. Talks about Asian Bond Market Initiative have been very prominent after the East Asian crisis. This crisis has precipitated East Asian government to prioritize on domestic financial reform, especially domestic capital market (Park 2004). Since then, various initiatives to establish regional bond market have been consistently in progress. For instance, under EMEAP (Executive Meeting of East Asia and Pacific Central Banks) and AFDM+3 (ASEAN Finance Deputy Minister), East Asia launched ABI (Asian Bond Initiative) and ABF (Asian Bond Fund) (Park 2004).

A research done by Ghosh (2006) showed that the volume of financial sector, including bank assets, equities, and bonds as share of GDP, were growing more than twofold. Banking sector also experience prominent increased and the equity market in Hong Kong, Singapore and Indonesia more than doubled its size. Ghosh mentioned that the size of aggregate assets, equity and bond market, grew excess the banking sector (Park and Wyplosz 2008). In addition to that, Kawai mentioned about financial system deregulation, opening up financial service to foreign investor, capital account liberalization are various underlying reason of market-driven integration.  Through this, we can see the increasing volume of extended cross-border loans and the openness of securities market that attracts foreign capital inflows. Therefore Kawai strongly argued that macroeconomic interdependence in East Asia become stronger and it showed by the strong correlation between major economic variables – GDP growth rates, real private consumption, real fixed investments and price inflation rate (Kawai 2004). 

Finally, through macroeconomic convergence, East Asia shows strong monetary integration process taken place in the region. For instance, Shanmugaratnam argued that there is de facto monetary policy coordination in the region. The current alignment of exchange rate regime towards more flexible or manage floating reflects the macroeconomic policy harmonization between these economies. Beside that, the adoption of inflation targeting promotes common agreement to achieve stable inflation level. It has brought a certain level of macroeconomic policy convergence among them (Shanmugraratnam 2007). 

2. 2 The doubter’s view of East Asia monetary integration 

Reflecting from the European monetary integration process, it is argued that East Asian monetary integration process has different logic from the European. The absence of trade integration underlined the significant different from European experience (Pomfret 2005; Dieter 2007). However, many scholars still referring East Asian monetary integration process from the European model. Less convergence in economic and monetary process as well as lack of regional formal institution underlined the doubter’s argument about East Asian monetary integration.

The exchange rate argument reappears as countering the believer views. For instance, as opposed to exchange rate convergence in East Asia, Nasution argued that East Asia remains as ‘dollar zone’. The variety in exchange rate regime shows divergence of monetary policy in this region. For instance, Indonesia and Korea officially adopted manage floating exchange rate, however in the reality they continue to manage limited currency movement against the dollar. Together with Thailand, Indonesia and Korea combined their exchange rate regime choice with Inflation targeting policy. While Cambodia and Singapore carry on with managed floating regime, Myanmar and Vietnam continue their strict pegging. Not only that, currency board regime also exist in this region and being adopted by Brunei and Hong Kong (Nasution 2005). And as the most common literature in monetary integration discourse, the notion of Optimum Currency Area (OCA) underlines almost monetary integration research. For instance, Park and Wylposz argued that most empirical research about possibility of monetary integration underlined OCA analysis to define the degree of monetary integration in this region. Based on previous work by Eichengreen and Bayoumi that use exchange rate variability to perform OCA index, it is argued that Hongkong and Singapore will be more benefited than other East Asian countries, by pegging their currencies (Park and Wyplosz 2008). 

The discussion about capital flows within the region also highlights the criteria of monetary integration. Although the regional cross border capital transaction do take place in this region, Park and Wyplosz claimed that East Asia is more internationally integrated than among them. In addition to that, Cowen et al., conclude that East Asian regional transaction in portfolio liabilities only achieved 2.25% share of GDP in 2004. This number is smaller than their transaction to North America and Europe (Cowen, Salgado et al. 2006). Latest update from ADB (2008), in 2006, East Asia has only 10% share of total portfolio asset within the region, however it has almost 30% of its share in the US. The share for portfolio liabilities correspond similar result (ABD 2008).  

 Although the market integration scheme in East Asia showed by the high level of intraregional trade within the region and it had large proportion of overall total trade within the region; however it was argued not comparable to European portion. On the investment side, although FDI inflows from Japan increased in the 1980s, it remained below the size of US FDI flow. According to Henning, the marked driven integration process in East Asia is ambivalent and East Asia need more comprehensive approach that can collaborate market-force type of integration with regional political sphere and institutions (Henning 2002). 
It is argued that East Asian interest rates is getting more and more integrated (Phylaktis 1997; Anoruo, Ramchander et al. 2002), however the variety of interest rate pattern still exist within the region. For instance: we can see strong Fed rate influence in Korea, Singapore, Hong Kong and Thailand. But Indonesia, Malaysia and Philippines still maintained their independence interest rate policy (Bensidoun, Coudert et al. 1997). Inyeob and Kim found that the degree on interest rate integration become stronger, especially after the financial crisis; however this argument only applied to selected group or countries. Therefore both authors highlighted the dominance of US over Japanese in the regional arrangement (Inyeob and Kim 2009). 

Most regional integration literature refers to European experience as the most highly developed regional project among all, and East Asian experience always compared to European history. Being market-led integration, Kenen & Meade claimed that there are ‘institutional deficit’ in its process and even though a lot of initiatives that promoting financial and monetary integration, nevertheless there are no existence of predominant decision making body like in Europe (Kenen and Meade 2008). Both authors acknowledged the development of various trade agreements as an important step, however they pointed the lack of real implication for full-fledge monetary union. For them, the economic benefit always been emphasized without mentioning the existence of single central bank (Kenen and Meade 2008). Another research done by Lee and Yoon, and they tried to map out East Asian roadmap with European experience. However they find lack of agreement in detail roadmap for monetary integration. The idea of establishing exchange rate cooperation needs further development on institutional and political infrastructure. For them, several initiatives such as CMI, ABMI and RCU are not link and developed on individual based (Lee and Yoon 2004) 
Although various regional institutions that have been establish since 1960s, Henning argued that regional institution in East Asia remain fragile. As argued quoted from Haggard (1994) and Kahler (1995), Henning defined regional institution in East Asia did facilitate transnational settlement based on intergovernmental negotiation, however these institutions did not developed into policy-making institution. Therefore for these scholars, East Asia has limited institutional development and the notion of regional integration has not taking place in the region There are possibilities for ASEAN+3 as fundamental regional institution; however, as Henning mentioned that this institution cannot act as backbone of financial and monetary cooperation (Henning 2002).

Park and Wyplosz present monetary and financial integration in East Asia based on the relevance of European experience. They argued that East Asian integration is weakly institutionalized and until now, there are no similar body like in the European counterparts (European Commission, European Parliament, European Council, European Court of Justice and European Central Bank). Finally they argued that the institutional weakness in East Asia only based on intergovernmental arrangement, where they transfer the domestic sovereignty to other participants and not to transnational institutions (Park and Wyplosz 2008). Despite all the economic disparities, there is also lack of political leadership in the region. The political rivalry between Japan and China as hegemonic power make the integration process even more difficult. To sum up, it is necessary for East Asia to improve the regional institution 


(Aminian 2003; Kawai 2004; Kawai 2004; Rhee 2004; Nasution 2005) ADDIN EN.CITE .

The important of bond market underlined the necessity to allocate massive amount of saving in East Asia. However, various scholars express their scepticism regarding to the development of financial market in East Asia and this implies to their doubts about the process of monetary and financial integration process in the region. For instance, Ruffini (2006) expressed the doubt about monetary and financial integration process in East Asia. Ruffini argued, despite the growth of bond market in China, Korea and Thailand, aggregate sizes still limited. Therefore, it dealt with financial market congestions and high degree of capital control in this region leads to financial area fragmentation.  Beside that, there is inadequate empirical evidence about the increase of intraregional financial transactions. Intraregional portfolio investment still underrepresented as compare with the worldwide portfolio flows (Ruffini 2006). 

Despite the high desire to create exchange rate stability in East Asia, various authors doubt there is macroeconomic policy convergence such as, the underdeveloped financial systems, lack of transparency and different degree of economic development emphasize the question macroeconomic policy convergence feasibility. Eichengreen specifically saw lack of political willingness from these countries to create supra-state institution of financial and monetary government and transfer the sovereignty to formulate the policies (Eichengreen 2007). Although East Asian countries committed on macroeconomic policy coordination in global level, however it seems the macroeconomic policy coordination in the regional level lack of its consistency. According to ADB report, Asia experienced underdeveloped financial market and institution; therefore the obstacle to financial integration is greater than the other region. Beside that, the divergence of macroeconomic policy also limits regional financial integration. For instance different exchange rate regime could cause greater currency volatility and weak fiscal position could create bigger obstacle for financial integration (ADB 2009). 
Chapter 3 
BACKGROUND

This chapter will provide an overall background about on the development of monetary and financial cooperation in East Asia through its the latest stage. As argued previously, there is a great progress towards monetary and financial cooperation in East Asia are making enormous progressing. Therefore the current development of various negotiations should be taken into account as important stage step toward monetary integration. In addition to that, discussions on the rise of East Asian Economies, the history of ASEAN+3, and various strategies and policies for monetary integration will be presented as the core of this chapter. 

3.1 The rise of East Asia

For more than the past four decades, East Asia performed tremendous economic growth. Phenomenal growth rate through suitable public policy, macroeconomic stability through export growth orientation, institutional building as the basis for growth, and investment in human and physical capital (Page 1994) were at the heart of the economic growth and development model in East Asia. The massive development of manufacturing industries in High Performing Asian Economies 
 achieved remarkable rates. The average growth real GDP rate was about 9% on an annual basis between the period of 1965 and 1993 and grew faster than Latin America. In 1992, average income per capita in 4 NIEs reached double the size of Latin American economies (Glick and Moreno 1997). In addition to that, various elements also contributed to the success of East Asian experiences such as a high savings and investment rate, macroeconomic discipline, and various good public policies. 

Table 1: Average Annual per Capita GDP Growth (%) 1970-2007
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Sources: World Bank World Development Indicator 2008, calculated by author

China shows impressive economic performance with the average annual per capita GDP growth reaching almost 9%. However, during the East Asian crisis, almost each country experienced sharp decline in its annual per capita GDP. For instance, the average annual per capita growth rate in Indonesia dropped from 6.2% in 1990-1994 to 0.3% in 1995-1999. Thailand also had the same experience, its average annual per capita growth declined sharply from 7.7% in 1990-1994 to 0.4% in 1995-1999. According to the World Bank data, 9 out of 14 countries experienced dramatic decline in their annual GDP per capita growth during 1998, and as the most highly affected countries, Indonesia, Thailand and South Korea experienced the sharpest fall among them all. Even though these countries managed to recover after the financial crisis, it seems that the average GDP per capita growth was not as high as its previous performance, which is average 4 - 5%. 

Despite the traumatic experience from the financial crisis, we can argue that East Asian economic growth over the previous decades was the impact of regional integration through intraregional trade and FDI flows. For instance, Lucas (1993) justified the East Asian miracle was the result of productivity miracle. He explained that human capital accumulation is the motor of this miracle, thus expanding new production task to be large-scale exporters (Ahn and Lee 2007). And it has been prominently argued that the impact of the FDI role to East Asian economies has also become important element, especially the notion of technological spillover. 

Rapid growth of worldwide market is one of the most remarkable rationales of East Asia economic growth. This phenomenon also produced the intensive interconnectedness among East Asian economies. There were enormous increases in average FDI net inflows to the region. China experienced the most rapid growth in terms of volume, in 2006, China received more than 78 billion US dollar, which was a fourfold increment from its average FDI in 1990-1995. And East Asian economies also received high levels of FDI growth, for example Hong Kong with almost 43 billion US dollars (2.1% increase), Thailand received 9 billion US dollar (4.6% increase), and Singapore with more than 24 billion US dollars (3.9% increase). The growth of FDI inflows to the region promotes promoted a high degree of interdependence among these economies. As per 2006, the share of regional FDI in East Asia accounted for more than 12% of FDI worldwide. 

Since the 1990s, the rapid growth of intraregional trade within East Asia heightened the relevance of high degree of interdependence among these economies. In 1980, as the closer economic integration was mainly driven by sharp appreciation of yen, this region also adopted deregulatory policies through the elimination of non-tariff barriers, a reduction of tariff rates and the liberalization of service. In addition, the open economic policies of China also contributed to the deepening of regional economic network. The series of phenomena finally reduce their dependency with the external market, because of the growing income level and strong purchasing power parity (Nasution 2005). In the end, rapid change of economic circumstances required low transaction cost within bigger market. 

In such high level of economic interdependence, intraregional trade increased in its importance. Table 2 and 3 provide changes in share of intraregional export and import for ASEAN+3 countries from1990 to 2006. Table 2 shows that there are share increase of intraregional import within the total import volume for individual countries. The import share experienced moderate growth from 30.6% in 1990 to 44.4% in 2006. As per 2006, as about 44.4% of total East Asia’s import, came from intraregional transaction. 

Table 3 also summarizes the significant growth in intraregional export among these economies. On an average basis, almost each country has more than 20% share of intraregional export from their total export performance. Within ASEAN+3 itself, the share of intraregional export increased moderately, from 29% in 1990 to 34% in 2006. This suggests that East Asia’s share of intraregional trade (export and import) reflect significant evidence of East Asian integration.

[image: image13..pict]Table 2: ASEAN+3 Intraregional Import- 1990-2006

Table 3: ASEAN+3 Intraregional Export- 1990-2006
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As previously discussed, the notion of the trade-FDI relation cannot be segregated. The recent rise on intraregional trade has given rise to FDI flows and vice versa. The mutual reinforcement of trade and FDI reflect as an interdependence nexus underlines the establishment of regional production networks and regional division of labour in East Asia. Big market-push factor increased further utilization of the economies of scale, by the all means production scheme relocation thus promoting the volume of intraregional factor of production mobility, namely capital and high skilled human resources. As argued by Nasution, he mentioned that the increase of intraregional trade transaction also caused by intra-firm and intra-industry trade of intermediary inputs, spare parts, and semi-finished products (Nasution 2005). 

The growing evidence of increasing production scheme fragmentation emerged throughout the region within various sector, from textile to consumer electronic and machinery. The disbursements of these fragmentations are highly mushrooming in East Asia in comparison to the rest of the world (Aminian, Fung et al. 2007).  

Table 4

Average growth rate of total manufactured goods, intermediate goods and final goods (1998-2004)
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Table 4 represents average trade growth in the manufacturing sector during 1998-2004, both from the export and import side. Among Asian countries, the import volume of intermediate goods achieved 14.1% and exceeds import growth rate of final goods, which is 10.5%. On the export side, it reached 12.6% growth in intermediary product export, over the final product export growth rate. North America and EU15 only achieved 5.6% and 6.8% respectively in their import growth and 4.1% and 7.4% respectively on export. This evidence concludes that the high level of growth on intermediary products characterized the fragmentation of the production scheme among East Asian countries in comparison with the other regions. 

To sum up, based on the previous explanation, we can see that high degree of economic interdependence among East Asian countries is the basis for pursuing monetary integration. The notion of massive amount of FDI inflows within the region, the increased volume of intraregional trade and strong linkages in the fragmentation of production scheme reflect the rise of East Asian economies as well-integrated region in the world.  

3.2 The History of ASEAN+3

It is commonly agreed that the East Asian crisis gave strong impetus for the emerging awareness of the integration project within the region. Therefore the establishment of the ASEAN+3 framework highlights the importance of creating strong financial and monetary cooperation among these countries. ASEAN+3 group consists of 10 ASEAN member countries plus Japan, China and South Korea.

As regional-based institution, the development of ASEAN+3 explained by the disapproval of Asian Monetary Fund proposal. In November 1997, the ASEAN leader invited Japanese, Chinese and Korean government leader to their annual summit in Kuala Lumpur. Two years later, these 13 East Asian leaders met again in Manila to formalize the establishment of the ASEAN+3 as a broader framework. Following the ASEAN+3 Joint Statement on East Asia cooperation, these leaders agreed to promote regional cooperation and enhance collaboration in various areas and levels, especially economic, social and political.. 

Quoting from the Joint Statement on East Asian Cooperation 28 November 1999, ASEAN+3 decision makers agreed to enhance its economic cooperation by strengthening efforts at various levels, namely to increase trade and investment, continue structural reform, and strengthen cooperation in order to achieve sustainable economic growth and defence against economic crises. In addition to that, they also emphasized the cooperation in monetary and finance area, reaching an agreement to strengthen policy dialogue, coordination and harmonization on the financial, monetary and fiscal matters, macroeconomic risk management, capital flow monitoring, strengthening the banking and financial system as well as elaborating on the possibility of self-help and support mechanisms. 

The development of ASEAN+3 culminated in the ASEAN+3 finance ministerial summit in Chiang Mai serving as a fundamental base for deeper financial and monetary cooperation. The decision in Chiang Mai, between ASEAN+3 finance ministers and facilitated by ADB declared cooperation in 4 different areas (Henning 2002): capital flows monitoring, regional surveillance mechanism, currency swap networking and personnel training.

Depressing experience from the East Asian crisis increased the their awareness to monitor the capital flows, especially the short-term capital flows. Therefore in Chiang Mai, ASEAN+3 financial authorities agreed to facilitate information exchange as well as enhancing economic reviews and policy dialogue among them. Quoted from Join Ministerial Statement of the ASEAN+3 Finance Ministers Meeting, ASEAN+3 finance and monetary authorities agreed to establish financial cooperation.

“In order to strengthen our self-help and support mechanisms in East Asian through the ASEAN+3 framework, we recognized a need to establish a regional financing arrangement to supplement the existing international facilities. As a start, we agreed to strengthen the existing cooperative frameworks among our monetary authorities through the ‘Chiang Mai Initiative.’ The Initiative involves an expanded ASEAN Swap Arrangement that would include ASEAN countries, and a network of bilateral swap and repurchase agreement facilities among ASEAN countries, China, Japan, and the Republic of Korea.” (The Joint Ministerial Statement ASEAN+3 Finance Minister Meeting, 2000)

The currency swap facilities
, under CMI, are expected to provide new lending facilities to prevent future crisis through the forms of swaps among participating countries, especially to address balance of payment problems and short-term liquidity support. CMI is comprised of networks of bilateral swap arrangements (BSAs) among ASEAN+3 members. CMI allowed 33 BSAs to be implemented, 30 BSAs between each of the ASEAN member and Japan, China and South Korea plus 3 BSAs amongst Japan, China and South Korea. Within this scheme, IMF-link is placed as a macroeconomic and structural adjustment project. Not only that, it is also expected to reduce the moral hazard issue which might happen because of generous lending facilities. 

Annual summits that have been taken place since 2000 have focused on surveillance mechanism, self-help and support mechanisms, international financial reform and short-term capital flows monitoring (Joint Ministerial Statement of the ASEAN+3 Finance Ministers’ Meeting, 9 May 2001, Honolulu, USA). The current development of the ASEAN+3 framework enhanced the multilateralization process of the BSA, increased the volume of the swaps and improved the drawdown mechanism that involved IMF-link conditionality (Joint Ministerial Statement of the ASEAN+3 Finance Ministers’ Meeting, Istanbul, Turkey, 4 May 2005). And finally, the agreed points in Istanbul, subject to the finance and monetary cooperation have been gradually implemented. The latest development on financial and monetary cooperation reflected through various agreements on the multilateralizing of the CMI, including establishing an independent surveillance unit, enhancing ABMI, and proposing technical assistance from ADB. (Joint Media Statement of the 12th ASEAN+3 Finance Ministers’ Meeting, Bali, Indonesia, 3 May 2009). 

3.3 Strategies and Policies for East Asian Monetary Integration

Surveillance Mechanism

As quoted directly from Brouwer and Wang  (2004), “Policy dialogue refers to framework by which policy makers from different countries come together to discuss issues”, and they define surveillance mechanism as “a set of issues by which policy maker not only share information and views on the events and problems of the day, but also can seek collegial advice, insight and support in dealing with domestic and international policy issues” (Brouwer and Wang 2004). East Asia emphasizes the importance of financial and monetary coordination on the basis of policy dialogue and surveillance mechanism as something desirable in achieving the objective of monetary integration. Therefore, as its first development, the Manila Framework Group was created in November 1997 to promote information exchange and as well as manage possible financial crisis through monitoring capital flow through financial market development in the region (Grenville 2004). 

Economic Review and Policy Dialogue have been established under the CMI framework as the most advance form of policy dialogue and surveillance mechanism in East Asia. It also has a defensive mechanism against the crisis as well as the ability to identify a possible crisis early. Through effective implementation of individual and collective based policy target, it is expected to ensure the stability of financial market development and promote economic integration in East Asia. Park (2004) mentioned proposals for surveillance mechanism thorough monitoring activities in several areas covering macroeconomic trends and policy changes, financial market development and structural and institutional changes. The development of a surveillance mechanism is also expected to support various activities including the implementation of agreed common standards, policy changes and reform for countries and economic policy coordination (Park 2004). It can be seen that coordination and collaboration in financial and monetary policy based on common interest is important in strengthening policy dialogue. 

Foreign Exchange Reserve Pooling Mechanism

In response various monetary cooperation initiatives, the ASEAN+3 established the Chiang Mai Initiative as a mechanism to overcome liquidity shortage problems. This regional liquidity support not only reduces the risk of liquidity problem, but also overcomes attacks on currency that can cause contagion and crises. The development of CMI contains 2 elements, the ASEAN Swap Arrangements and the Network of Bilateral Swap Arrangements. As the focal point, CMI is a form of prevention and management for possible future financial crises. Therefore theASEAN+3 keeps continues to coordinate intervention policy and regional currency arrangement to support this idea and establish a regional pooling reserve mechanism (Aminian 2003). In order to provide collective defence against speculative attacks, they agreed to enlarge the size of available regional financial facilities for countries to overcome their liquidity problems (Nasution 2005).

As the fundamental initiative, CMI gave strong incentive to prevent possible financial crises and its trickle down effect on other countries. However its establishment required an independent monitoring and surveillance system to strengthen the institutional framework. The idea of detaching CMI to IMF lending facilities was essential in demonstrating a financial arrangement idea at the region level. If established, the new financial arrangement should be developed with a conditionality designed to discipline the swap requesting countries (Park 2004).

 The establishment of the CMI that started with high capital mobility and flexible exchange rate needs the support from an independent monitoring and surveillance system. This mechanism should incorporate the framework for policy dialogue among decision makers and encounters a moral hazard problem in disciplining borrowing countries with sound macroeconomic policy 
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. CMI showed good exploration to improve the international financial system. It is also important for East Asia to strengthen their financial conditions and to prevent financial crises with early warning mechanisms. The development of regional pooling mechanisms will be successful only with the capacity to improve appropriate policies and strengthen surveillance schemes. 

We can argue that the importance of financial and monetary cooperation encourages extensive progress of CMI’s original plan. Increasing bilateral swap arrangement, establishing regular meeting for monetary and financial authority, exchanging information and reviewing policy, showed the significant progress towards monetary cooperation. 
Exchange Rate Policy Coordination

To present date, there are very less concrete measures established for exchange rate policy coordination. The close interdependence in trade, finance and investments among East Asia economies required exchange rate coordination to solve the global imbalances. The massive inflows of FDI and high level of intra regional trade initiatives support the collective efforts to establish intra regional exchange rate stability.

Various scholars propose different recommendations to East Asia and in pursuing exchange rate stability. Extra regional exchange rate stability, as well as intra regional, can be achieved through various proposals. Before the financial crisis, most of the East Asian countries had a fixed exchange rate regime. However, after the financial crisis, they shifted to a flexible exchange rate regime. Therefore within the region we can see diversity in the exchange rate regime. For example Japan manages a floating rate exchange rate but China fixed its currency vis a vis US dollar. On one hand, Hong Kong and Taiwan adopt currency board regime, yet ASEAN countries implemented a flexible exchange rate regime (Kenen and Meade 2008).

Kawai (Park 2004) proposed 3 stages in exchange rate policy coordination. The first stage is loose policy coordination. At this level, participants are expected to coordinate information and policy dialogue, with a focus on: exchange market development, capital flows, foreign exchange reserve and macroeconomic policy. At this level, financial and monetary authorities can begin with building institutional coordination subject to the stability of the regional exchange rate stability. The creation of the G3 currency basket system (Euro, US dollar and Japanese Yen) or the regional common unit of account (Asian Currency Unit or ACU) have been significantly discussed. The G3 basket system will prevent excessive fluctuation in effective exchange rate from volatile movement. Yet,  ECU under EMS and ACU could be used for both economic and asset stocks (Park 2004).

In the second stage, East Asia is recommended to establish formal institution to support macroeconomic and exchange rate policy coordination. The snake version ala ERM is suggested to a initiate sub-regional currency stabilization scheme. The regional exchange rate mechanism required a longer perspective rather than exchange rate policy coordination, because the former needed stronger commitment from the member countries for closer monetary and exchange rate policy convergence. Therefore for this stage to occur, macroeconomic policy coordination is essentially important, especially monetary and fiscal policy rules. The application of these policies is expected to create credible stabilization schemes (Kawai 2004; Kawai 2004). 

 Finally, the most advanced level of exchange rate management is complete policy coordination seen in the economic and monetary union through the implementation of a single currency. Monetary union can be created through the establishment of monetary and financial governance institutions. In addition, the creation of a common currency required an integrated money market and banking system. Through successful application of two previous stages, the arrangement to have a common currency in the region will be possible. However, due to lack of political commitment, less political and economic convergence, and no strong institution, the monetary union project cannot be expected in the near future. Such monetary union arrangement needs convergence in macroeconomic conditions and similarities in market infrastructure with close coordinated economic policy. These criteria will informs the readiness of member countries to complete coordination of the monetary policy as a part of monetary union at the development level.

Regional Bond Market Initiative

Various initiatives have been taken to establish a substantial bond market in East Asia. The development of a bond market is required to channel a massive amount of regional savings into long-term investment for economic growth and development. The creation of the Asian Bond concept is not new. In the early 1990s, ADB introduced the dollar denominated the “Dragon Bonds”. However this bond was not attracting enough investors because of the low level of liquidity (Tourk 2003).  

With the massive amount of regional savings like in East Asia, the creation of regional bond markets is important in reducing the exposure of maturity mismatch, exchange rate risk and drying out of international liquidity dried up (Tran and Roldos 8-9 June 2003). It is also beneficial to allocate surplus funds, diversify funding sources and improve transparency thus leading to better financial governance (Tourk 2003). This in turn will make the development of a regional bond market in East Asia becomes a reality. Work on the regional bond market, East Asia comprised 2 collaborative efforts of work in the regional bond market, the ASEAN+3 Bond Market Initiative (ABMI) and Asian Bond Fund (led by Executive Meeting of East Asia-Pacific (EMEAP) Central Banks). 

The Asian Bond Market Initiative (ABMI) focuses on the facilitation of a wider range of bond issuers, facilitating the creation of local currency denominated bonds. At the AFDM+3 meeting in Tokyo, November 2002, Korea proposed the creation of the Asian bond market under the ASEAN+3 framework. This plan was highly supported by the other participants and the establishment of six working groups to conduct details on the ABMI scheme (Park 2004). 

The structure of the Asian Bond Fund consists of ABF I and II. ABF I invests in dollar denominated Asian sovereign bonds, while ABF II is designed to acquire local currency denominated bonds. Currently, ABF I focuses on dollar denominated bonds issued by sovereign and quasi sovereign issuers, namely China, Hong Kong, Indonesia, Korea, the Philippines, Malaysia, Singapore and Thailand. Meanwhile, the ABF II scheme is slightly divergent from ABF I. The former opens the possibility of private sector investment. Within this scheme, ABF II consist of the Pan-Asian Bond Index Fund (PAIF), a single bond invested in local currency denominated in EMEAP participant and Fund of Bond Finds (FoBF) two layered scheme with parent funds investing in various country’s sub-funds local currency denominated bonds issued in EMEAP members (Park 2004).

AN ANALYSIS OF EAST ASIA MONETARY INTEGRATION PROCESS

Constructing my arguments from the previous chapter, this chapter will provide comprehensive analysis in regards to the process of monetary integration in East Asia. Align with my literature review, this section divided into two big parts. First of all, I will present evident existence of monetary integration in East Asia through the examination of financial and monetary process within that region. Secondly, I will look into the institutional and policy process as fundamental element for monetary integration process. In order to provide condense explanation, this chapter will elaborate the characteristic that define monetary integration takes place in East Asia. Base on this, we will be able to witness that there is an important process emerged in this. 

4.1 East Asian Monetary Integration from financial and monetary process perspective

In this section I will try to show the process towards monetary integration from financial and monetary process alignment. Financial and monetary processes convergence is an important element of monetary integration process. These processes underline the profound development of monetary integration in this region. This financial and monetary process incorporates 3 areas; exchange rate alignment, capital flows harmonization and interest rate arrangement.
Exchange Rate Alignment
As one important criteria of monetary integration, it is necessary to have convergence in real exchange rate among countries in the region. However various discussions still emerged within recent period about the variety of exchange rate in East Asia. Most exchange rates in East Asia are dominated by 2 different regimes, towards pure Japanese floating regime or strict Chinese peg regime. Therefore many research found it is difficult to achieve exchange rate convergence among these countries.

When the Chinese monetary authority has shifted its exchange rate policy in July 2005, from dollar peg system to managed floating exchange rate regime, it might help these countries to solve some mismatched problems, especially the competitive devaluation problem. This monetary policy shifting shows how important is Chinese role in the region. As the renminbi now become the important currency, regionally and internationally, especially after the internalization of renminbi to settle international trade (EnglishPeopleDailyOnline 2009) it can be argued that East Asia has another option to include Chinese renminbi as one of the currency in the common currency basket.

One important lesson from East Asian crisis is the importance of exchange rate in this region, especially to adapt with neighbour countries exchange rate that influence a country how to choose the exchange rate regime. After the Asian crisis, there were 4 different exchange rate regimes in East Asia. Firstly, the free float like Japan; Second, managed floating with basket currency features like Korea, Singapore, Indonesia, Thailand and Philippines; thirdly dollar peg like Malaysia, Hong Kong and China; lastly, dollarization like Viet Nam, Cambodia, and Lao, currency board like Singapore and Brunei, plus multiple exchange rates with controls like Myanmar (Ito 2007).

Various works has been done in regards to exchange rate convergence in East Asia. As we can see some alignment in exchange rate regime spread among East Asian countries, especially the middle-income ASEAN countries. Most of these countries have adopted managed floating regime, including PRC that has shifted to manage floating regime, thus we can see the tendency to harmonize individual exchange rate with their neighbouring countries has been considered. As reviewed by Spiegel, the shifting to manage exchange rate underlined the meaningful change in Chinese economic system, in which allowed market to play more substantial role and determine the exchange rate regime based on supply and remand (Spiegel 2005). 

It is clearly seen that exchange rate policies can bring about fundamental impact to the neighbouring countries, especially in East Asia that share similar growth model. This implies to the awareness of how neighbouring countries exchange rate policy influence other countries in the region. It can be argued that in the current development of monetary integration, it is clear that the exchange rate policy shifting
 in China created a big impact to East Asia, namely Malaysia. In its exchange rate regime history, Malaysia started floating regime and shifted to fixed exchange rate against the dollar. And right after the China’s exchange rate policy changing, Malaysia immediately moved according to it. Therefore it is valid to argue that China has big influence on Malaysia’s exchange rate policy (Ito 2007).
In order to achieve intraregional exchange rate stability, the creation of  basket currency comprised of external trading partner currencies is desirable, with a narrow band, that the weights roughly reflecting regional average trade weight (Kawai 2004; Ito 2007). IMF Direction of Trade Statistic shows that 66% of total China’s trade with 15 countries amounted as $10 billion in 2004, and in the same year total trade of 22 countries with China accounted for 69% from total China’s trade which more than $5 billion (Spiegel 2005). As stated in ASEM, it would be suitable for East Asia to adopt G3 (Euro, Dollar, Yen) currencies basket, since it is suitable with balance of payment structure (Ito 2007). This idea will be necessary in the context of East Asian monetary integration, in particular when these countries settle international trading transaction with G3 currencies. 

Various studies concluded exchange rate convergence in this region, particularly when China has shifted its monetary policy from strict pegging to manage floating. It is clear that the shift monetary policy has brought significant change in the monetary integration process in the region. This shifting also included changes in its exchange rate policy target, from US dollar peg to currency basket mechanism. Therefore, after the changes, renminbi are expected to be one of the important currencies within the common basket arrangement.   Recent studies about the usage of common basket currency as the most suitable mechanism to move toward monetary integration (Kawai 2004), have brought the idea of exchange rate convergence in East Asia. Therefore, the importance of China as trade partner in the region underlines the reason to have renminbi as one of anchor currency. Beside that, many countries have changed the exchange rate policy out from dollar-based regimes, considering the high volatility of US dollar and the diminishing role of US as trade partner (Kawai 2007).        
As we can see in figure 2, the percentage of exchange rate changes of East Asian currencies with US dollar over 7 years, from 2000-2007 become more converge one with each other. We can see that these currencies converge into the same direction, especially after the period of 2005-2007. By mentioning the degree of convergence among East Asian currencies, it is clear to argue that intraregional exchange rate stability is moving toward the adoption of similar exchange rate regime. Therefore, derived from research by Kawai (Kawai 2007), it is argued that major policy changes is required to achieve exchange rate stability and the adoption of managed floating exchange rate regime to create more flexible regime.

Figure 1: Percentage of Exchange Rate Movement ASEAN+3 countries
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Source: ESCAP Statistical Yearbook for Asia and the Pacific 2008; http://www.unescap.org/stat/data/syb2008/

Taken into account the decreasing importance of US as trade partner for East Asian countries, the benefit using US dollar as anchor currencies is diminishing. For much emerging East Asian countries, namely ASEAN middle-income countries, China and Japan emerged as important trading partner. Therefore due to the necessity of economic partnership of trade and capital inflows, the exchange rate convergence based on similarity of exchange rate regime adoption underlined the degree of convergence among East Asian exchange rate regime.

Finally, we can conclude from previous analysis and fact above that presented a tendency to harmonize the exchange rate through exchange rate policy coordination. For instance, like what have been shown by China and Malaysia. The recommendation of adopting currency basket underlines huge possibility to choose Chinese renminbi as anchor currency and moving their currency tight to renminbi movement. This argument also supported with the advance degree of Chinese trade volume, especially its contribution to intraregional trade transaction.

Capital Flow Harmonization

There has been a significant increase in capital inflows to East Asia, especially after the financial crisis. Both long-term investments such as FDI and portfolio investment flows achieved important growth. As noted from Rajan, that the growth of capital inflows to East Asia experience nearly 47% growth from 2005 to 2006 (Rajan 2007). Two important features of capital flows to East Asia are long-term borrowing and FDI. Although the development of portfolio investment also achieved considerable increased, it play minimal role of capital flow. 

It is argued that intraregional FDI is not a new phenomenon. FDI flows into this region started 3 decades ago. The important of FDI emphasize the role of foreign investment for economic development in this region. Figure 4 shows the movement of intraregional FDI inflows to ASEAN+3 countries from 1990 to 2006.  From 1990 to 1997/1998 FDI inflows to East Asian experienced significant increased. However it plummeted right after the East Asian crisis, although it rose again in 2003. Almost every countries in the region experience gradual increase in their FDI inflows, except Brunei Darussalam that experienced reverse FDI pattern. Total intraregional FDI volume reached nearly 141 billion US dollar in 2004 and keeps growing until it reached 168 billion US dollar. This massive increased showed favourable FDI condition pushed the rising number of merger and acquisition activities in the region. 

In 2008, the FDI flows within the region experienced another significant increased, at about 17% and reached 298 billion US dollar (UNCTAD 2009). Although the FDI inflows within the region experienced varied increased, FDI inflows to China gave significant contribution to the increased FDI to the region. As reported by UNCTAD, the notion of FDI flows in East and South-East Asian countries is intraregional flows. Quoting from UNCTAD report, it can be argued that the intraregional flows within the region are very significant and give fundamental contribution to regional economic integration in East Asia (UNCTAD 2009).  

Figure 2: ASEAN+3 FDI Inflows in billion US dollar (1990-2006)
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Source: World Bank World Development Indicator, 2007

Table 5: FDI Inflows ASEAN+3, 2007
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Source: http://www.unescap.org/stat/data/syb2008/20-Financing-for-development.asp

Table 5 shows the FDI inflows within ASEAN+3 countries. Among ASEAN countries, Singapore held the biggest proportion of FDI inflows, with the proportion of almost 40% from the overall FDI inflows to the region. Thailand, Malaysia and Indonesia were in the second, third and fourth rank with the proportion 15.82%, 13.89% and 11.45% respectively. Surprisingly, Vietnam held 11.14% of total ASEAN FDI inflows. On the other hand, Philippines, as one the ASEAN founding members, only acquired 4.48%. The rest Myanmar, Lao PDR, Cambodia and Brunei counted of less than 2% from total ASEAN FDI inflows. With the existence of 3 Northeast Asian countries, overall FDI inflows to East Asia reached the amount of 229.11 billion US dollar, which is almost double size of total FDI inflows to Latin America and the Carribean with amount of 126.30 billion US dollar (ESCAP 2009). This condition shows highly convergence of FDI inflows in East Asia. 

As reflected from the table, Singapore was the larger FDI contributor for the region. With the capability of performing intermediary trade and shipped to the neighbouring countries or to all over the world, Singapore is a very suitable trading partner, especially for the ASEAN countries. According to UNCTAD data, Singapore also perform R&D function and design centre, for example Malaysian and Indonesian firms which set up centres for both functions in Singapore, because the conducive R&D investment scheme for investors. Beside the role of intermediary trade, the notion of intraregional FDI also emphasize the portrait of ‘efficiency seeking” FDI or “supplier following assembler” (Hiratasuka 2006). For instance, Hiratasuka pointed out that communication industry account for 23% from overall ASEAN intraregional FDI inflows. Singapore, Malaysia, Thailand, the Philippines and China for cheap labour (Hiratasuka 2006)
The role of China as the important participant in the increase of regional FDI flow started from its ‘open-door’ policy in the late 1970s. Despite of the destructive crisis, China was able to increase its FDI inflows through many expectations of deregulation and liberalization according to WTO framework. In 2007, China share of overall East Asia total FDI inflow reached 36,45% (Aminian, Fung et al. 2007). With this evidence, it can be said that the role FDI make use the East Asian endowment of cheap labour force, resources, infrastructure, spare-parts suppliers and friendly environment for investors. Therefore the convergence of FDI in these economies generates similar business cycle within their industry and strong evidence that the integration process is occurred in this region.  

Figure 3 : Intraregional Import from ASEAN+3 (1990-2006)
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Figure 4: Intraregional Export to ASEAN+3 (1990-2006)
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While mentioning the importance of FDI flows and intraregional trade flows, the underlying issue of monetary integration come into existence. It is clear to argue that the monetary and trade integration is mutually reinforcing. In addition to that, being regionally integrated in monetary and financial domain emphasizes the regional convergence process in each economic activity. Figure 2 and 3 show the size of intraregional trade in East Asia. Both ASEAN+3 intraregional export and import experienced significant increased, although in the context of import, it performed higher growth than the export side. 

For more than 10 years, intraregional import experienced significant growth of its total import volume, from 30.6% in 1990 to 44.4% in 2006. This statistic demonstrates increasing number of intraregional import within the region over time and shows the high degree of integration. Currently, more than 44% of total regional imports were done among ASEAN+3 countries themselves. On export side, we can see slight increased, from 29% in 1990 to 34% in 2006. This increased underlined the notion of the fragmentation production scheme in this region. Most middle-income ASEAN countries maintained the intraregional export level above 40% from their total export. This imply to the outsourcing activities that marked the regional division of labour.

One should be highlighted from the evidence is the important of China as main importer of semi-finished goods. This implies to the China’s important role in the product value chain, and currently China is moving up to higher level of production layers, from semi-finished components producer to finished goods producer. Not only that, the statistic present the importance of production structure in middle-income ASEAN countries. A large proportion of intraregional trade demonstrate their position as exporter of semi-finished components, especially for Indonesia, Malaysia, Philippines and Thailand (Aminian, Fung et al. 2007). Therefore, we can say that prominent level of intraregional trade indicates regional integration process among these countries, especially in the context of mutual enforcement relationship between trade and finance. 

By saying this, it is important to look the degree of intraregional trade development to measure the level of monetary integration in East Asia. The notion of exchange rate stability emphasizes both intraregional trade and monetary integration. The desirable needs to avoid competitive devaluation makes the monetary integration is important to support intraregional trade development. Moreover, the degree of intraregional trade development will reduce the transaction and information cost. By the same token, the increased level of intraregional trade will also give rise to degree of openness among these economies, thus will promote the regional monetary integration.  
4.2 East Asian Monetary Integration from institutional and policy process perspective

The combination of East Asian Financial crisis in 1997 and the successful launch of the Euro in 1999 call attention for stronger integration, especially in the area of finance and monetary, that has been perceive as the important genesis of financial crisis. High degree of interconnectedness in intraregional trade and FDI has shown how the region performs such high level of interdependence. With these facts given, it is important to see East Asian development of financial and monetary interdependence from the establishment of regional institution and policy process. 

Regional Monetary and Financial Institution

While US, Europe and China dropped the AMF proposal in the end of 1997; it can be argued that the embryo of establishing regional institution to support regional monetary and financial integration has been put to death. Since then, various institutions have been established to support the idea of financial and monetary integration. Such governmental institutional arrangements were expected to function well, especially (1) to provide lending facilities through regional monetary fund, (2) information exchange and policy dialogue among participants. These initiatives underlined the awareness from participating governments about the important of formalizing regional institution to support the idea of monetary and financial integration in the region.

As the AMF proposal, with the amount of 100 billion US dollar, was not in favour of the US Treasury Department, IMF and China at that time; the interest among ASEAN countries, Japan, China and South Korea, grew stronger, to establish their own self-help mechanism to prevent similar crisis happened in the future (Stubbs 2002). Being the middle-income countries, ASEAN fully realized that they need larger financial support; therefore they invited Japan, China and South Korea and initiated ASEAN+3 as broader framework towards regional integration. The join effort from these East Asian countries demonstrated their discontent with against the US, especially on how they responded to the crisis. Moreover, as a group, they began to institutionalize the common effort through annual leader’s summits and series of ministerial meetings of ASEAN+3 on the aftermath of financial crisis (Nesadurai 2005). Within this framework, ASEAN+3 countries has made remarkable shift in their economic relation among themselves to a certain level that not favoured by the Western (Henning 2002).

Building my argument from Kawai, Henning and Katada work about economic and monetary integration in East Asia, the creation new institution is aimed to create trade and investment facilities, standard procedure and dispute settlement. In addition to that, the establishment of regional liquidity fund is crucial to provide regional safety net to prevent possible future crisis. The idea of creating regional liquidity can be done by pooling foreign exchange reserve, thus translated trough providing swap arrangements among participant 


(Kawai 2004; Kawai 2004; Katada 2008; Henning 2009) ADDIN EN.CITE . Therefore we can see the regional financial and monetary integration building started with the creation of pooling exchange rate mechanism through the establishment of CMI. Furthermore, what we experience from the current implementation reflects the path towards the creation of regional liquidity pooling. Under Chiang Mai Initiatives numerous amounts of signed bilateral swap agreements, are expected to overcome liquidity shortage. As per February 2009, the number of BSA reached 17 agreements with total fund amount of 90 billion US dollar (ADB 2009).

Although at the beginning, the existence of CMI has faced various critiques, subject to the tight linkage with IMF conditionality and the limited volume of swap, however, given the fact that bilateral swap arrangements have taken places, it is a promising step toward monetary integration (Tourk 2003). In addition to that, ASEAN+3 was able to perform an expanded horizon of policy dialogue and information sharing also move toward to higher level of integration (Park 2004). It can be agued that CMI has been the key initiatives toward the closer link of monetary and financial integration. 

Remarkable development towards financial and monetary integration has been materialized in 2004, where 16 Bilateral Swap Agreements have been finalized with total amount of 36.5 billion US dollar. And as compare to other regional forum, no other institutions provide any mutual liquidity support facilities to deal with certain financial crisis. As comparison with the similar arrangement in Europe, that has been created to limit bilateral exchange rate fluctuation, CMI already acquire different rationale from the beginning of its initiation. Under ASEAN+3 ERPD, CMI and mutual surveillance are expected to prevent financial crisis and its spread to the whole region (Park 2004). Not only that, more effective regional financial framework has been initiated in 2005. ASEAN+3 Finance Minister’s Meeting May 2005, in Istambul reconfirmed CMI – as self-help and support mechanism – to be more effective and discipline with two key objectives, specifically short term liquidity shortage and supplement the existing international financing facilities. In this meeting, they addressed several issues such as, to increase the volume of swaps by committed to leverage the number of existing agreement, to finalize new BSAs and to modify one way swap to two way swaps Within this circumstances, they agree to double ASA amount from 1 billion US dollar to 2 billion US dollar. Beside that, the idea of IMF ‘strings-attached’ conditionality was not less important in that meeting. “The size of swaps that could be withdrawn without the IMF-supported program would be increased from the current 10% to 20% in order to better cope with sudden market irregularities while the current framework to complement the international financial arrangements and other disciplined conditions would be firmly maintained.” And finally, they also look for the possibilities to multilateralize the CMI (The Join Ministerial Statement of the 8th ASEAN+3 Finance Minister’s Meeting, Istambul, Turkey, 4 May 2005).

The multilateralization framework development has achieved desirable achievement. For instance, ASEAN+3 participant members finalized to establish self-managed regional foreign exchange pooling mechanism and at the same time reinforce financial and monetary surveillance trough ASEAN+3 Economic Review and Policy Dialogue. This has been occurred in ASEAN+3 Finance and Central Bank Deputies’ Meeting, November 2007, that performed high-level discussion in regards to the multilateralization plan of current BSAs and to increase the volume, as well as borrowing quotas plus payment mechanism and loan conditionality (ADB 2009). For further action, the discussion to strengthen regional financial and monetary cooperation, participant’s monetary authorities agreed on several conditions such as: (i) individual country’s contribution (ii) borrowing accessibility (iii) and surveillance mechanism. In that meeting, they also agreed in the implementation of Chiang Mai Initiatives Multilateralization that go together with independent surveillance unit to support CMIM decision making (The Join Media Statement of the 12th ASEAN Plus Three Finance Minister’s Meeting, Bali, Indonesia, 3 May 2009).

The recent development of regional financial and monetary integration process culminated in the 42nd Annual Meeting Board of Governors ADB, 2-5 May 2009, Bali, Indonesia, where the roadmap towards monetary and financial integration gradually being disclosed. The most important issue for ASEAN+3 members is the enlargement of short-term liquidity facilities efficiencies. These decision makers confirmed their endorsement to leverage the size of CMI from 80 billion US dollar, which has been agreed previously on the 11th ASEAN+3 Finance Minister Meeting, to 120 US dollar. In regards to this new arrangement, Japan, China and South Korea agreed to contribute 80% of the total scheme, and the rest 20% will be borne by ASEAN countries. Both Japan and China agreed to subscribe 38.4 US dollar and Korea also committed to put 19.2 billion US dollar. As a mechanism to address short-term liquidity problem, all ASEAN members also committed to allocate certain amount of money to the regional pooling mechanism. 4 countries, namely Indonesia, Malaysia, Singapore and Thailand committed to contribute 4.76 billion US dollars to the regional pooling. Philippines and Vietnam agreed to borne 3.68 billion US dollars and 1 billion US dollar respectively. Cambodia and Myanmar committed for 0.12 billion and 0.6 billion respectively. Lastly the rest 0.03 billion will be borne by each Brunei and Laos (ChinaView 2009).                                   

ASEAN+3 participants also developed significant progress subject to bilateral relation. For example, Korean Central Bank and Japan central banks reached an agreement to extend the Bilateral Swap Arrangement until February 2010, which supposed to be ended by October 2009. Both parties believed that this effort would develop stability in regional financial markets, since the significant uncertainties remain in the global economy and financial market (Nikkei.com 2009). Other case that shows the significant integration progress is the BSA signing between Indonesia and Japan. Both countries took different approach in which trade facilitation and balance of payment support. The swap amounted 1.5 billion US dollar are part of financing facilities under CMIM to strengthen foreign exchange reserve (AntaraNews 2009). 
Financial Market Institution

The aftermath of East Asian crisis brought about the weakness of domestic capital market. Since the massive outflows of foreign capital, now the region has more priority of domestic financial reform thus develop domestic capital market, especially to support bank-based financial resources within the regional context. Lack of both domestic and regional bond market development are believed as one of the reason of high capital outflows from the region and massive increase of overseas portfolio performance (Park 2004). The development of financial market institution in East Asia experienced significant increased, and the development of regional bond market experienced most tremendous growth. However due to limited information in regards to financial market development, this section will only focus to the growth of regional bond market, as compare to the other financial instruments. 

Various initiatives in regard to regional bond market development and strengthen domestic capital market have became a reality within the regional context, which is the Asian Bond Market Initiative (ABMI) under ASEAN+3 framework, the Asian Bond Fund (ABF) under Executive’s Meeting of East Asia and Pacific Central Banks (EMEAP). Towards the end of 2001, total bond issued by emerging Asian countries in both international and domestic capital market experienced enormous increased and hit 1.1 trillion US dollar (Tourk 2003).  Thus the creation of regional bond market gave light to the join effort to create effective financial support mechanism.

In November 2002, namely in the informal AFDM+3 meeting in Tokyo, Korea proposed the development of bond market in the region. This proposal received a good feedback from the other participating members and realized through the launch of ABMI (Park 2004). The establishment of ABMI in August 2003 underlined the importance of capital market existence to allocate East Asian excessive savings. ABMI aims to promote both domestic and regional bond market through facilitating large variety for the issuer to access the bond market and removing various policy and regulatory impediments related. Beside the creation of ABMI, through another framework, ACD (Asian Cooperative Dialogue), Thailand also gain support to initiate informal and non-institutional regional-based forum in order to exchange information based on mutual interest. Quoting Thailand former Prime Minister about the establishment of regional bond market, “time for Asia to explore the setting up of an Asian bond market to facilitate and trade in a new financial instrument to help maximize the continent’s potential and prevent exploitation of Asia’s savings and foreign reserves by others again its own best interest.” (Chaipravat 2004) in ACD forum he proposed to develop Asian credit rating agency, Asian currency denominated bonds and Asian fund management institution. Succeeding this initiative, in June 2003, a working group to support Asian bond market has been established to take up bond market creation (Park 2004).

We might argue that the development of regional bonds experienced more progress compare to the CMIM development. With its noticeable progress, we can say that government-issuing bonds have been Asian Bond Market. In 2003 local currency-denominated bond outstanding in Emerging East Asian countries experienced sharp incline from 1.4 trillion US dollar to nearly 3.7 trillion in 2008. However the private bond market did not grow as high as the government bond, since its limited access to the region bond market and less variety in maturities (ADB 2009). As the slowed down of international environment, emerging economies also experience slight downfall. Monetary and financial authorities have introduced stimulus packages to strengthen the economy. Within the global economic crisis, Emerging East Asia local currency-denominated bond markets performed relatively well. This condition was highly pushed by China’s growth. In addition to that, with the downsizing of global market, various emerging East Asian’s corporation and banking sector explored local bond market (ADB, 2009).

Figure 5 : East Asia Regional Bond Market Development 1997-2009

[image: image9.wmf]
Source : Asian Bond Monitoring Report September 2006-2009, Asian Development Bank (calculation made by author)

There is continuous growth of Emerging East Asian bond market. Given the fact that there are less than 20% growths from each participant, total volume reached 3.94 trillion US dollar, it means slight increase from 3.69 trillion US dollar (ADB 2009). Figure 5 shows the development of regional bond market in East Asia from 1997-2009. From 1997 to 2003, the size of invested Asian bond market started less than 500 billion US dollar. The number experienced steep increase in 2005 with the volume almost reached 3 trillion US dollar. Even though showed small decrease, it keeps increasing until it hit nearly 4 trillion USD in the first half of 2009. Finally, the growth of Emerging East Asia local currency denominated bond market in end of 2008 accounted for 6.2% of the overall international bond market, as compare to its size in 1996, which only comprised 3.7% (ADB 2009). This evidence roughly presents that the development of regional bond market in East Asia grows align with the comprehensive monetary and financial integration roadmap.

Macroeconomic Policy Coordination
Policy coordination is very fundamental for regional integration, especially in the area of trade, monetary and finance. Exchange rate arrangement and surveillance mechanism are the most important form of policy dialogue for East Asia. In BOAO Forum, it mentioned that the monetary policy convergence occurred in East Asia. Most countries have to cut interest rate and adopt fiscal stimulus package. For instance, Chinese government commit to give 586 billion US dollar fiscal stimulus package for several key sectors. Japan announce 383.1 billion US dollar to expand credit to small enterprise and cash distribution to household. Meanwhile Korea and Malaysia have announced about 207 billion and 2 billion US dollar fiscal stimulus respectively to support private sector activities. Lastly, Thailand and Philippines also committed with 3.35 billion and 6.4 billion US dollar package mostly for education and transportation (ADB 2009). This concerted effort reflected expansionary fiscal policies that have been taken by monetary and financial economies within the region. 

In the context of current economic crisis, East Asia showed high convergence of macroeconomic policy coordination among them. According to Abidin, reducing interest rate, lower reserve and liquidity requirement for banking are the policy response to be taken in the crisis situation (Abidin 2009).  We can see that in order to push up the liquidity and internal consumption, East Asian government were cut off their indicative interest rate that was above 200 basis points. For instance, Japan cut its interest rate from 0.3% to 0.1% in December 2008, South Korea adjusted its interest rate more than 5 times and China cut 216 basis points. In summary, as per July 2009, these economies would adopt expansionary monetary policy without significant interest rate reduction (Abidin 2009).

Recently, Asian central banks decided to slash their interest date subject to global crisis. Together with the Fed, European Central Bank and China Central Bank, they are following similar monetary policy. Countries like Hong Kong, South Korea and Taiwan cut their interest rate significantly. Quoted from CBC News, Korean Central Bank interest rate reached 5% and Taiwanese Central Bank lowered its interest rate down to 3.25% (CBCNews 2008). This consolidated policy action reflects highly integrated region in terms of formulating its interest rate policy.
In summary, we can see the evidence of macroeconomic policy convergence in East Asia, especially the fiscal policy in the condition of highly interconnectedness. The current global crisis brought about intensive convergence of macroeconomic policy in East Asia. Various forums have been initiated in order to conduct policy coordination, especially in the area of exchange rate policy and surveillance mechanism. It is generally known that the currency movement stability is very sensitive for neighbouring countries, especially because they have trade oriented development model. Therefore they need to secure the exchange rate fluctuation in order to manage their intraregional trade and investment flows. East Asia is on the way heading to policy convergence among each other; however given the high degree of interdependence in this region, East Asia needs more effective policy coordination forum, peer review mechanism and surveillance mechanism, just as recommended by various scholars. 

Chapter 5

CONCLUSION

Financial and monetary integration have became very desirable on the aftermath of the financial crisis; this chapter will summarize the monetary integration process in East Asia that characterized by various indicator such as exchange rate alignment and capital flow harmonization, also regional monetary institution, financial market institution and macroeconomic policy coordination. Various never-ending debates regarding to the existence of monetary integration in East Asia have been ongoing for the previous 10 years. However, with the strong economic interdependence background among economies in the region, East Asia shows strong tendency toward monetary integration. Both literatures that support the progress of East Asia monetary integration and doubt the current process have been emphasized in order to provide comprehensive understanding about the current development of East Asia monetary integration. 

This paper has presented the likelihood of monetary integration process in East Asia through some indicators. As one of the important indicators, exchange rate alignment brings necessity to be converged. The significant of exchange rate stability underlined the initial demand for monetary integration. Therefore in order to achieve this objective, it is necessary to converge the exchange rate regime among these economies. In addition to that, the important of Chinese exchange rate policy shifting influenced the neighbouring counties’ exchange rate policy, namely Malaysia. Not only that, the growing initiatives to internationalizing the renminbi brought about its importance as key currencies in the common currency basket system, as advised by various scholars. Beside that, the important of capital flows within the region also experienced significant increased, although the increase in portfolio investment was less significant compare to the FDI growth. Within this context, the role of intraregional trade cannot be detached from the notion of capital flows growth. 

Regional financial and monetary institution also experienced significant increased, as the important feature of monetary integration in East Asia. The initiative to create regional pooling reserve emphasized the backbone of regional monetary integration process. Although there are various critiques addressed to CMI, however East Asian monetary and financial authorities remains continue to multilateralize the current framework. Beside the significant development of regional institution, East Asia also showed considerable progress in macroeconomic policy coordination that expansionary fiscal and monetary policies were adopted in coherent manner across the region. 

The discussion about the creation of East Asian single currency has introduced almost 5 years ago, and it reappears again align with East Asian recovery from the financial crisis. The feasibility of having regional single currency underlines the final outcome of the ongoing monetary integration process. Based on the previous discussion, the rationale of financial and monetary integration is to acquire exchange rate stability, both internally and externally. The reality of high degree of economic interdependence among these economies, makes it is desirable to establish single currency.  
5.1 Will there be a single currency in East Asia? 

Deep economic interdependence among countries in East Asia, especially within the area of foreign trade, triggers the needs for exchange rate stability of exchange rate. As cross border trade activities are very important for its economic growth, therefore exchange rate fluctuation will bring undesirable effect to their growth. With the increasing volume of intraregional trade in East Asia, exchange rate misalignment will dampen the trade, thus exchange rate stability is important to promote intraregional trade and exchange rate fluctuation will provoke competitive devaluation of neighbouring countries’ currencies. Beside the relation with foreign trade, exchange rate stability is also fundamental for FDI. Consequently, in respond to these issues in respond to these issues these, various debates on recommendation and the feasibility to create single currency like Euro currency. 

The idea to establish a singe currency is not new. Since 2005, this idea has been discussed extensively. ASEAN+3 as the core institution stands behind this proposal and is supported by the Asian Development Bank that has high interest in East Asian regional integration. Haruhiko Kuroda, ADB President showed such support through his statement in his lecture at the Asian Institute of Management, Manila with his statement, “I continue to believe that Asia in general, and East Asia in particular, should strive to form a monetary union in the long run.” In this lecture he also pointed out East Asian massive and dynamic growth as well as the increased volume of intraregional trade in which will be hammered from exchange rate mismatch. With the given fact of the fundamental of intraregional trade, he believe that exchange rate stabilization in East Asia will come soon into being and the ultimate goal of single currency. However the political obstacle gives crucial hindrance to this project. But Kuroda remain optimistic that it can be well-handled because the economic benefit from regional integration is fundamental (ADB 2005). 

With full support from ADB, ASEAN+3 confirmed to consider various paths towards regional currency unit (RCU) project through the creation of Asian Currency Unit. ACU or AMU is defined as “basket of 13 currencies of the ASEAN+3 member countries weighted by their relative importance in terms of GDP, trade volume, population, and the degree of capital account liberalization” (Park and Wyplosz 2008). The decision to move toward Asian Currency Unit (ACU) came from ADB initiative and it was formalized in 9th ASEAN+3 Finance Ministerial Meeting in Hyderabad, India, May 2006 that endorsed formal research about the development of regional monetary units (Ruffini 2006). 

The discussion about single currency in East Asia experienced huge obstacle. The absence of political will is one of the most fundamental stumbling blocks for this project. However the research about the feasibility of having single currency remains exist. After 5 years remained as unfeasible project, now the path toward the creation of single currency seems come into being in the near future. As known before, the creation of single currency is the most ambitious regional project from Japan and supported by ADB. In August 2009, Yukio Hatoyama, the Japanese opposition leader at that time finally has called for Asian single currency to strengthen East Asia economic and political linkages by saying, “We should aim to unify currencies in the region and realise an Asian common currency.”  (AFP 2009). Align with his statement, on the following month, in September 2009, Haruhiko Kuroda, ADB President nominated “Asia common” currency as one of international reserve currencies. Quoting his confirmation, “Asia could make the third international currency or Asia-common currency in the near future.” Considering the excessive accumulation of dollar reserve in most countries, it most likely will provoke dollar liquidity crisis. Therefore he also suggest to build multiple currency reserve with global combine with regional liquidity support system(ReutersIndia 2009). 
While the scepticism regarding to the creation of single currency keeps growing, East Asian leaders envisaged the possibility to launch single currency within the region. In the 15th ASEAN Summit, new elected Japanese Prime Minister Yukio Hatoyama expressed his ambition to establish single currency area within Asia. The idea to create an EU-model single currency area in East Asia would change the whole international balance of power significantly. This ambitious plan – the creation of single currency and larger trading bloc – encompassed 16 countries in total; 10 ASEAN member countries, China, Japan, South Korea plus Australia, Japan and India (Latham 2009).


As we recalled back to the AMF proposal by Japan in 1997, China was known as the reason why the proposal has been turned down. As argued by Lipscy, without Chinese support, the AMF proposal was officially extinct (Lipscy, 2003; 96). However, this time, the Japanese highly ambitious proposal obtained China’s support. China’s Assistant Foreign Minister Hu Zhengyue backed up Japanese idea through its encouragement for future East Asian Community that will promote East Asian cooperation (Latham 2009).

To conclude, the current development of monetary integration process in East Asia shows its rapid progress in the context as the reflection of full fledge economic integration. The idea to create single currency has been going on and off for more or less 5 years, thus the recent progress could be the momentum to unite the East Asia under one economic bloc. The 15th ASEAN Summit, October 2009, and continued with East Asia Summit highlighted East Asian desire to form an “EU-style” trading bloc and to create single currency within the next couple of years. Not only that, this progress also brought about a meaningful opportunity for East Asia to lead the world. Finally, with the creation of single currency bloc, it will shift the balance of power in the world, especially the economic power.

In summary, it seems the monetary integration in East Asia is not in distant future. The clear path toward monetary integration has developed remarkably throughout these years. Deep interdependence among economies in the region backed up with close convergence in exchange rate and significant increased in intraregional capital flows marked the regional awareness of integration process. In addition to that, the development of regional financial and monetary institution also achieved outstanding increased, where the implementation of regional formal institution began to take place within the region. Moreover, the future of monetary integration can be seen in the near future, especially after the formal statement from Japanese Prime Minister and has been supported by all economies in the region. Being the new emerging economic power in the world, China start to play important role in the regional political and economical sphere; therefore, Chinese support for the idea of regional single currency strengthen East Asian aspiration for single currency area within the region.  

5.2 Policy recommendation

The progress towards monetary and financial integration in East Asia experienced rapid development. Even though many scholars held doubts on the occurrence of financial and monetary integration in East Asia, the current progress shows that the integration process is taking place in this region. After the formal statement by Japan and supported by China, a way toward monetary integration is not in distance future. The initial idea to establish single Asian currency is fairly ambitious, therefore several recommendations should be considered to achieve desirable final outcome. Currently, various recommendations regarding monetary and financial integration have emerged with its gradual development. Therefore, based on combined work from these scholars (Rana 2006; Kawai 2007), I develop map for monetary and financial integration that consists of 3 degrees of policy coordination - loose policy coordination for the short term, tight policy coordination for medium term and complete policy coordination for long term - that covers 3 aspects; Surveillance Mechanism, Regional Institution Building and exchange rate coordination

Based on combined works done by various scholars who focus on East Asia monetary integration I draw a blueprint of monetary and financial integration in East Asia. This will incorporates 3 important aspect, in which (1) Surveillance Mechanism, (2) Institutional Building that closely related to Reserve Pooling Mechanism, and (3) Exchange rate coordination in 3 stages. 

At the loose policy coordination level, information sharing among the participating counties is a very important issue. Therefore the establishment of the ERPD within an ASEAN+3 framework between Finance Ministers and the Central Bank Government is fundamental in creating to create favourable conditions. As a part of the regional institution building, the multilateralization of CMI appears as a significant starting point for the foreign exchange reserve pooling mechanism. A road to create this regional pooling mechanism required several steps such as, leveraging the BSAs to a multilateral level, enhancing the amount of BSAs, increasing the percentage of automated disbursement fund and eliminating the IMF link. Lastly, as the most fundamental macroeconomic policy, exchange rate policy coordination plays important role in strengthening monetary and financial integration. The adoption of basket currency mechanism is very popular among various authors (Kawai 2004; Kuroda and Kawai 2004). However, there are various debates still emerged on the appointment on which currencies should be appointed as the anchor currency. Knowing that East Asia relies on trade for its growth, it would be better for them to adopt a common G3 currency basket, followed by G3 plus
 and finally apply an ACU
.

At the second level, tight monetary policy coordination, East Asian monetary and financial authorities should be able to fully implement ERPD and CMIM. In support of the continuity of CMIM and ERPD, formal and independent secretariats should be established. In addition, an important step would be the creation of regional entities to develop regional financial markets is also an important step. Lastly, to achieve regional exchange rate stability, various plans should be implemented for instance; setting wide band of parity and maximizing the ACU function as a parallel currency against the domestic currency. It can be done through issuing ACU denominated government and private bonds and encouraging transaction settlements with the ACU. 

Within this level, Kuroda and Kawai, argued that the creation of domestic currency denominated bonds are expected to overcome the double mismatch problem – maturity and currency mismatch – that was believed as the core of East Asian crisis. Align with Park’s argument, this will accommodate massive amount of savings and will be allocated directly to regional long-term investment, without external intermediaries. To conduct this initiative successfully, financial and monetary authorities should collaborate on clearance and settlement, information disclosure, accounting and auditing standard and rating agency. Once this level execute steadily, Asian currency denominated bonds are ready to be circulated among foreign investor. In another word, there should be policy plan synchronization between domestic and regional policy maker (Kuroda and Kawai 2004). It is generally known that high level of savings in East Asia underlines the notion of bond market establishment. In his work, Rhee  (Rhee 2002-2004) agrees with Kuroda and Kawai in regards to the allocation of regional savings without external intermediaries. Therefore the necessity of well-developed domestic bond market is highly desirable. He also emphasizes the function of regional pooling foreign exchange reserve as crisis prevention mechanism. For that reason, the creation of regional bond initiative will accommodate both issues through remodelling regional foreign exchange mechanism alleviating currency and maturity mismatch problems and allocating excess saving on regional level. However he expresses his empirical findings in regards to its feasibility, sustainability and the realities of regional market. 
Finally, East Asia will achieve full monetary and financial integration through the comprehensive development of surveillance mechanism and policy dialogue, regional institution building and exchange rate policy coordination. At the level of complete policy coordination, East Asian monetary and financial authorities should be able to strengthen the role of the central banks committee as a part of the information sharing and policy dialogue working groups. Short-term liquidity support should be well developed with well-converged monetary policies. At this level, they are expected to establish Regional Monetary Institution as an embryo for a regional central bank. Finally, after the successful maximization of ACU, East Asia could establish multilateral framework, similar to the European ERM that is based on the stabilization of the domestic currency against the ACU and issue a single regional currency.

Table 6: East Asia Monetary Integration Roadmap

[image: image10.png]Swrvellnce  Mecumism & Palicy
Dislogue

Instinsional Brulding

‘Exclunge Rate Policy Coordinaion.

Levdl T Loose Palicy Coondimaion
(shorttsm)

[ ————
(e Mistas md Cend Banls
Goveanar)

Ecublisting Beanamic Revien i Foliy
Disloge

[ —
rir—cr.

S —— e R——
snnggnent

Obihedz  te bl s

snngement
[ E—

“Elimbate/iedbee DIF ik

[ ———r
e ————
e sp s oo

1 ey ashat G3

2Cuerey basket G+

3 san Cumarey Uit (0 s

: Tight Poliey Coontimaion
e i tezm)

ol plsnented ERFD by jon B
Dt sl Conal B Governss

[ —r=yTy
R ———
MDA :ERFD

Esublin segonal entiiss 0 sipport
ps—

[ ——————
exctungs e

it and of pusity and s adfsment
miniz ACU St gudeator fox
[ —— i ——
nd g oa of locel csency it
)

Level % Complete Policy Coordimaion
Qong eem)

[ ———

[T ———
monemy poi)

Fully et crte o e ity upport
cumy

Esublih Regonal Morecay stuton
Esubih Regiral Cental Bank that vl
e moretmy polky md te snge
ey

[ ————— TP
o)t bued m o cwmmy
subiiztion o i ACT

o s cmency





The table above is a recommended roadmap for East Asian financial and monetary integration. Although it seems complicated and complex, East Asian monetary integration has moved in a desirable direction. A multi-track approach to achieve full fledge monetary integration is reflected in its current development through 3 layers of monetary integration process – loose policy coordination, tight policy coordination and complete policy coordination (Kawai, 2005;) - East Asia focuses on 3 different components to ensure the achievement of full fledged monetary integration. 

The discussion on exchange rate policy coordination, under the ASEAN+3 framework has been quite pronounced recently, although participating countries still maintain their existing exchange rate system. Nevertheless, through policy coordination, it will strengthen the integration, leading to the building of trust among participant participating countries. In addition, the creation of a common exchange rate mechanism will materialize through a favourable political environment and economical condition. Formal announcement of creating a single currency and a long term vision of East Asian integration provides the early guarantee of long-term cooperation within the region (Lee and Yoon 2004). 

The importance of economic review and policy dialogue among East Asian participating member countries is a possible path toward institutional arrangement. For the time being, information sharing and macroeconomic policy, liquidity fund provision and exchange rate policy coordination are most desirable arrangements in achieving full fledge monetary integration project. Moving towards a single currency is a clear sign of progress in the stability of the exchange rate. Based on the European experience, the adoption of a single currency is a pathway to the process of regional economic integration, and thus may take a lengthy period of time to accomplish the structuring of a common currency mechanism.
In conclusion, it is obvious that East Asian monetary integration follow different path from European experience, however it can be argued that the market driven integration that underlined East Asian experience is much stronger than the political circumstances, like in the EU experience. Both economic and monetary process also regional monetary institution and macroeconomic policy coordination nurturing the feature of East Asia monetary integration. Gradual convergence in the adoption of exchange rate regime points out the importance of exchange rate stability, especially to avoid the currency mismatch. The increased volume of capital flows within the region also marked the high degree of integration within the region, particularly through FDI as fundamental part to boost intraregional trade. Beside that the rapid development of creating regional monetary institution and macroeconomic policy coordination also contribute important characteristic of monetary integration. And as the notion of creating singe currency area within the region has reoccurred in the current situation, it is clear that monetary integration process in East Asia is proceeding in the near future.  
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� The HPAEs consist of Japan, the ‘four tigers’ – Hong Kong, the Republic of Korea, Singapore and Taiwan – and the three new industrializing economies (NIEs) of South East Asia – Indonesia, Malaysia and Thailand (Page, 1994)


� Currency swap is an agreement to exchange one currency for another and to reverse the transaction at a date in the future. These swaps are used widely in the private sector and are also used, though less often, among central banks. (Henning, 2002; 16)


� The People’s Bank of China (PBOC) changed its exchange regime from strict peg dollar based regime to more flexible exchange rate, in which by 2% appreciation against the dollar. It is proven that China managed to fluctuate the renminbi to 2-3% on annual basis


� A G3 plus currency basket is a currency basket comprised of G3 currencies (Euro, Dollar and Yen) and currencies of emerging East Asian currencies (Kawai, 2007)


� ACU is a unit of account in weight basket of East Asian currencies that comprised 13 participating currencies.


� This work is a collaboration of various recommendation from various authors who focus their research on monetary integration, particularly Masahiro Kawai (2007) and Pradumna Rana (2006) 
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