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Abstract:


This paper deals with the important issue of monetary integration in East Asia. It discusses the various types and stages of monetary integration. The paper provides a perspective on the idea of a common currency for East Asia. It addresses the practical issues and considerations. The paper also discusses the question of external monetary independence or co-ordination. The paper looks into an existing currency union in Southeast Asia. Finally, the paper suggests practical approaches towards monetary integration in East Asia.
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Introduction


Picture the world with a single currency. A single currency enhances the role of money as a unit of account and decreases other transaction costs, including the costs of information, search, and calculation. The stability of currencies could in turn promote trade and investment flows. 





The formation of many nation states that has come to issue its own currency implies the multiplicity of currencies. The move to fewer monies involves costs, predominantly the loss of national monetary autonomy. Does a country increase its welfare by adopting the currency of a wider area?





The globalization trend could lead to the emergence of fewer monies, and even the likely emergence of an international monetary system; centered on the US dollar, the Euro dollar, and (to a lesser extent) the Japanese yen. With Europe moving towards a single currency and the possibilities for dollarization of the American contingent, what is the prospect for monetary unification in East Asia? 





The first part of this paper will address the economics of complete monetary union, i.e. a system where countries abolish their national currencies and substitute a common currency. The second part of the paper will discuss the system of incomplete monetary union, in which national authorities maintain their national currencies but agree to some form of monetary coordination exchange rates. The final part of this paper will suggest possibilities towards monetary integration in East Asia.





The Economics of Monetary Integration





The term “monetary integration” is used broadly to refer to both complete and incomplete monetary integration, which range from policy coordination to full unification.





A Complete Monetary Union


In a complete monetary union, there is one money, one central bank, and one monetary policy. The benefits of a common currency under a monetary union include the elimination of transaction costs, such as the costs of information, search, and calculation, and of exchange rate risks. The stability of money as an unit of account could in turn promote trade and investment flows. Though complete monetary integration delivers benefits to the participating members, it also imposes costs. A country relinquishes an instrument of economic policy, i.e. it loses the ability to conduct a national monetary policy. The more the participating economies diverge, and the less flexible their economic structure are, the higher the costs of participating in a monetary union.





While a monetary union implies an agreement to adopt a common currency, a currency area involves two or more currencies fixed to one another. The theory of Optimum Currency Area (OCA) focuses on the characteristics which make a fixed exchange rate system or a single currency more or less desirable. The OCA theory stresses that if a country is highly integrated with a geographic area in factor mobility, financial transactions, and commodity trading and if the country is small, open, and has a diversified production structure, then fixed exchange rates for that area may reconcile internal and external balance more efficiently than flexible exchange rates (Tavlas, George S, 1993�).





The interest in the OCA approach can be attributed to the developments on the international monetary scene; such as the vision of bringing a common European currency to fruition, as well as events in the former Soviet Republic. The OCA approach can be used to help guide nations in their choice of exchange rate regimes, by enumerating the criteria that should be fulfilled and by pointing out the costs and benefits of monetary unification.





A central discussion in the OCA theory is the nature and symmetry of underlying economic disturbances. If the economic disturbances are similar across countries in a region, than the costs of forming a currency union is likely to be relatively minor. While if the underlying disturbances are highly idiosyncratic, the costs of a forming a currency union or adopting a common currency are likely to be very large.





Relevance to East Asia





The preferability to a currency union depends critically on the nature and mix of the shocks to which the large part of the countries are exposed. Thus, a question is whether Asia is a region where country specific shocks prevail or where shocks affect all countries in a rather similar way. Kwan (1998)� provided a brief review of some OCA studies on Asia.





Goto and Hamada (1994)� found that major economic indicators such as money supply, interest rates, CPI, real GNP and the investment to GNP ratio are highly correlated among the Asian countries (excluding Japan) as in West Europe. They also found that real shocks, as measured by the change in investment that cannot be explained by changes in income and interest rates, to be more symmetrical for East Asia than for West Europe. The monetary shocks, as measured by the change in money demand that cannot be explained by changes in income and interest rates, show about the same degree of symmetry for both East Asia and Europe. Based on these results, the authors concluded that East Asia satisfies the criteria of an optimum currency area.  





To test the symmetry of exogenous shocks on East Asian countries, the United States and Japan, Taguchi (1994)� calculates correlation coefficients for interest rates, stock prices and the CPI among major countries in the three regions. He finds that consumer prices in East Asian countries correlate more strongly with the CPI of Japan than of the United States. In contrast, interest rates and stock prices in East Asian countries correlate more strongly with their counterparts in the United States, but the correlation coefficients with the corresponding figures for Japan increased in the latter half of the 1980s. The author concluded that although the criteria of forming an optimum currency area are not fully satisfied at this stage, the possibility of monetary integration may increase as intra-regional economic interdependence continues to deepen. 





Eichengreen and Bayoumi (1996)� estimated the bilateral exchange rate variability for Japan and her principal trading partners, which included eight of the nine East Asian countries, with respect to four OCA characteristics. The authors found that countries that trade more heavily have more stable exchange rates, as do smaller economies, countries whose GDP’s generally fluctuate together, and countries with a more similar composition of exports. However, the study seems to have examined bilateral exchange rate variability based on OCA characteristics, rather than address the issue of whether East Asia is an OCA. 





Incomplete monetary integration





In the world, there exist many monetary arrangements that are created to achieve monetary stability. These monetary arrangements comprise of rules to be followed and the coordination of policy to improve on the stabilization efforts among the participating countries. One of the motivating reasons behind monetary arrangements is the level of intra-region economic interdependence and the desire to maintain stable intra-region exchange rates, while not abolishing national currencies. 





Monetary Coordination & Monetary Stability 


The European monetary experience, is one of the most well known example of our time on a transition from incomplete to complete monetary union (the EMU). The European Monetary System (EMS) was instituted in 1979 by a group of European Community (EC) countries to strengthen the coordination of monetary and economic policies among the members of the Community, to stabilize exchange rates, and to take a new step on the road of monetary unification in Europe. 





The creation of the EMS was a response to the external and internal monetary instability of the late 1970s, and the constant feature of the EMS was the quest for stability. The simplest criterion to use in evaluating the past performance of the EMS is to focus on the external dimension of the participants’ efforts to create ‘a zone of monetary stability’. According to Gros and Thygesen, (1998)�, the increasingly tight management of the exchange rate mechanism led to a reduction in the external element of monetary instability (intra-EMS exchange rate variability) to about one-quarter by 1990. 





Though internal monetary instability (inflation) was reduced at the same time, there is little evidence that the EMS was instrumental (not as a disciplinary device) in achieving this. But the less recognized achievement of the EMS is that it has been an important shock absorber mechanism. The EMS might have been instrumental in providing a stable framework for a coordinated policy response to outside shocks, such as the swings in the US dollar and in the price of oil.





Is there a good economic case for external monetary coordination?


The question of external monetary independence or coordination depends on the country's characteristics and the intensity of intra-regional trade and investment flows. On the one hand, a high level of intra  economic independence implies the desire for exchange rate stability, but on the other, the diversity of regional countries implies some degree of monetary autonomy.





Trend of Intra-Asian Trade and investment flows


A look at exports of the East Asian countries (including Japan) shows that the share of intra-regional trade rose from 30.9% in 1986 to 48.7% in 1996�. In contrast, the share of exports to the United States fell from 34.0% to 22.0% during the same time period. In the sphere of direct foreign investment, in addition to Japan, the Asian NIEs, led by overseas Chinese, have emerged as major investors in the region. In 1995, Japan and the NIES invested an amount 66% above the investments coming from the United States. In 1991, the NIEs have replaced Japan as the biggest buyers of the exports of the ASEAN Four, and they have retained the number one spot since then (Japan Echo, Dec 1997). This means that the ASEAN Four is accumulating more foreign-currency reserves from the NIEs than from any other source.





The intensity of intra-Asian trade and investment flows will be a motivating factor towards greater monetary integration in East Asia. However, the diversity of the region will be a deterring factor in the process. Under such circumstances, the most practical approach would be for East Asia to work towards monetary integration in progressive stages.





Monetary Integration: A shock or gradual approach


Should the adoption of a common currency (i.e. a full monetary union) be all at one stroke, or should the use of a common currency be introduced after a long gradual process of preparation and economic convergence?


Strategy 1: A Shock Approach 


The monetary unification of East and West Germany represents the “shock” approach, i.e. a monetary reform, where the East German mark was replaced by the West German mark, which began legal tender in the whole of Germany. The strong political will to unify the country created the economic conditions (including a unified fiscal system) to make the monetary unification work. When some countries lack a commitment to the ultimate goal of a monetary union, a gradual approach may be adopted.





Strategy 2: A gradual approach towards monetary unification 


The gradual approach makes the steps towards the final stage of monetary union conditional upon the existence of certain economic convergence, the belief that monetary unification is to proceed in stages, especially if the participating economies are less homogenous. The process of gradual economic convergence may however, risk the problem of sustainability during the transition period, especially if the formulated policies are overly rigid and unrealistic.








Charting the East Asian Monetary Blueprint





Most studies recognize that East Asia does not possess the necessary solidarity for a monetary union at present. There are a number of issues working against an union in the near-term, including acute income disparities�. There will be great risks if an Asian monetary union starts from a position in which there is substantial divergence in the economic situations of the various member countries. If the goal of monetary union is worth pursuing, a “gradual” rather than “shock” approach towards monetary unification is recommended, where sufficient progress is made in the field of convergence among the less homogenous economies. Furthermore, it is vitally important for the participating countries to pursue macroeconomic discipline and structural flexibility in the process.





The plan towards monetary integration in East Asia can be divided into varying term goals. The short term goal is to achieve monetary stability, the medium term goal is to attain greater monetary and economic convergence, which act as the preconditions for integration, and the long term goal is the move towards monetary union. The realization of the plan can be carried out in the following stages.





Stage One


Incomplete monetary integration: To achieve external monetary (exchange rate) stability among the Asian countries





The Asian financial crisis has renewed calls for greater monetary coordination and integration. The growing intra-Asian economic interdependence will mean that large fluctuations in intra-Asian exchange rates will become increasingly disruptive, which could lead to efforts to coordinate policies so as to create a zone of external monetary stability.





Exploring the Policy Options:





1.	Option One: a generalized move to a common basket peg with a fluctuation band. Williamson (1996) proposed a common basket peg, where East Asian economies jointly peg to a common currency basket. The logic is that if the countries peg to a single currency, then their effective exchange rate will swing about as a result of changes in exchange rates among third countries (e.g. the dollar-yen rate). If they overcome that by each pegging to a basket that reflects their own trade pattern, then they will find their relative competitive positions vary as a result of the third currency exchange rate. A solution is for all the regional countries is to use a common basket peg, which reflects the average trade pattern.





The agreement to use a common basket peg would allow the members some flexibility in their choice of the exchange rate regimes. Thus Hong Kong could still run a currency board, simply replacing the dollar by the basket as its anchor and China could still operate a rigid peg, while other countries could have much looser policies to the basket, including wide bands.





The growth of intra-Asian trade and investment flows will increase the costs of uncontrolled intra-Asian exchange rate variability. Pegging each of the Asian currencies to a common currency basket is a way of reducing the problem of intra-Asian exchange-rate variability, through an external numerie. The merit of a common basket peg, with pre-announced fluctuation bands, is the consideration of members’ level of economic development and their readiness of participation. The economically stronger economies could maintain a more rigid peg against the common basket, while weaker economies may be allowed a wider fluctuation band around the common currency basket. In this way, members with varying degrees of readiness in monetary participation can retain some form of monetary independence (through the pre-announced fluctuation bands on the common basket peg), while achieving intra-Asian external monetary (exchange rate) stability.   





To consider this option, we will have to address the question of the external numerie; should the common currency basket be based upon the average trade pattern of the Asian economies, or should it be based upon an approximate weighted average of the tri-polar currencies? How should the fluctuation band be established and how wide should the band be?  We do not have the answers now, but unless these questions are sufficiently addressed, should this option be adopted. This option may also begin with a small group of members to introduce a common currency basket against which their currencies should move in certain bands.





2.	Option Two: the move towards currency areas; the fixing of exchange rates without giving up national money





Given the diversity of the Asian economies, a practical approach for East Asia to work towards the goal of a common currency would be through the clustering of smaller currency areas first, and the enlargement of such clusters later. The rationale is that only countries with close trade ties, a fair degree of factor mobility and synchronised business cycles are likely to gain from a currency union. 





The first stage towards an Asian currency goal can begin by extending the existing Brunei-Singapore currency arrangement to Malaysia. As Malaysia has a high degree of social and economic compatibility with Brunei and Singapore, it should be ready to rejoin the currency arrangement with Singapore and Brunei, which it opted out in 1973. The inclusion of Malaysia should benefit all three countries, as they should experience a greater flow of trade and investment. It would also be a good confidence-building measure and should form the basis for a higher degree of monetary cooperation for the region. 





3.		A supplementary option:


In the meantime, Asian countries could consider establishing a regional monetary fund as a useful first step to enhance cooperation in currency stabilization. The establishment of an Asian monetary fund could act as a complementary vehicle to the process of monetary integration. An Asian monetary fund would reflect the shared thinking on currencies and the provision for mutual assistance in crisis management. During the start of the crisis, had a regional monetary fund provided Thailand with prompt and sufficient aid to buoy investor confidence, the crisis could had been averted. 


 


The Asian monetary Fund should be capable of holding consultations on macroeconomic policies, implementing mutual surveillance of national policies and assistance for foreign currency liquidity, based on certain criteria. If the Asian governments are able to cooperate at the level of regional surveillance and pooling of funds, it may act as a prelude to a gradual and evolutionary process towards greater monetary coordination and possibly even integration. 








Stage Two: The transition to monetary union





The convergence of monetary and economic policies 


The purpose of convergence is to reduce the costs of joining a monetary union, by reducing the need for exchange rate adjustment or a differentiated monetary policy as far as possible. A group of similar countries decreases the costs of a monetary union. Countries joining the monetary union should be at broadly similar points of the economic cycle, so that they do not start out needing different degrees of monetary ease or restraint. Second, their economies should respond in broadly similar ways to changes in interest rates. If the transmission mechanism of monetary policy is different, it becomes less likely that a common monetary policy will be appropriate for all members of the union. 





It will be necessary to progressively make the definition and guidelines of economic policy more defined and binding to ensure a sufficient degree of harmonization within and between currency clusters. With increasing policy harmonization and convergence, the move towards monetary union is into the final stages. 





Stage Three: Towards monetary unification





The monetary-union option does not envisage tomorrow; rather, it is something the Asian countries could work towards over the long term. Moving to a full monetary union in without first creating the conditions for its success is like putting the cart before the horse; a major asymmetric shock would result in unbearable pressure within the union because of limited labor mobility and inadequate fiscal redistribution. There is a common understanding that lasting economic convergence is a main prerequisite for a full monetary union. As such, significant degrees of convergence will have to be attained prior to monetary unification. The steps to be taken will be interdependent and will reinforce one another, in particular the development of monetary unification must be based on sufficient progress in the field of convergence and then the unification of economic policies.





The use of a Common Currency within a region avoids the jumpiness of money as an unit of account, and eliminates exchange risks and other transactions costs, which in turn promote trade and investment flows. The use of a Common Currency has an obvious symbolic value for the political cohesion of the region and people. The choice of how to reach the goal of a Common Currency in East Asia will depend on the one hand, on the existing economic conditions, and on the other, the political will behind the move to a monetary union. The Werner Report points out that unless a monetary union is embedded in a political union, the former will probably be doomed to failure. 
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