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Regional Monetary and Financial Integration

in East Asia

1. Introduction

1. This study intends to answer a number of questions or issues

concerning East Asia (EA), as follows.

1.1 What was the trend of international trade and financial
policies in EA before and after the 1997 crisis?

1.2 The extent of exchange rate stability in and foreign

exchange exposure of EA countries.

1.3 What are alternative mechanisms of trade financing or

payment systems? Their pluses and minuses as well as plausibility.
1.4 Common currency and currency index.
1.5 Fund recycling.
1.6 Other modes of regional financial cooperation.
2. Before investigating the above-mentioned items, it is worth
reviewing the rationales behind East Asian financial cooperation. According

to Sussangkarn (2002), the four principal rationales for financial cooperation
among East Asian economies are:-

2.1 To prevent the recurrence of a crisis;
2.2 To better manage a crisis were one to occur;

2.3 To have greater influence in shaping the financial

environment affecting the region; and

2.4 To support the economic integration of the region.



3. Though the recent trend towards globalization and liberalization
has strengthened momentum of competition and growth around the world, it
has also raised the degree of EA’s economic vulnerability, particularly in two
respects, i.e. foreign trade and exchange rate. The following sections will
investigate these two aspects in detail, evaluate how EA countries should
handle them, and examine whether regional financial integration can help

reduce economic vulnerability.
2. Asia and Europe Compared

4, Various consequences of the Asian currency crisis in 1997 and
the launch of the euro in 1999 induce policy-makers to wonder whether
following the footsteps of EU economies would help EA countries avert all
economic troubles. If not, are there any similar paths which will bring about
insulation from shocks to EA economies? Before anything else, it is worth
investigating experience of Europe. Regional economic integration in Europe
has helped EU members achieve a number of “pluses” such as the following.
First, market liberalization and the adoption of a common regulatory
framework together with less transaction costs due to currency union has
broadened the scope of trade and financial flows, resulting in economies of
scale as well as higher efficiency. Second, the currency union has acted as a
powerful catalyst for productive structural changes in the EU, particularly its
financial markets. The euro has become an attractive alternative to the U.S.
dollar for international bond issuance, especially in the corporate sector.
Equity markets also evolve rapidly. Third, in complying with the euro
guideline, member states have increasingly put into place a comprehensive
set of procedures for policy co-ordination. There was a remarkable
convergence of views on the need to follow prudent macroeconomic policies
and implement structural reforms in the markets for goods, labor, and
financial products. Fourth, elimination of exchange rate variability reduces
the risks, promotes greater international trade while enhancing price stability.
Meanwhile, the “minuses” of European integration seem sparse. The only
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obligated common policies are monetary and exchange rate, while budgetary
and structural policies largely remain under the national sovereignty of
member countries. To be examined further are the similarities and
differences between East Asia and Europe.

5. Each member country of both regions is not endowed with well-
diversified natural resources. They thus have a strong common interest in
opening up international trade and finance. Both regions have been hard hit
in the nineties by severe economic, currency, and banking crises. They share
the same ambition to better control the forces of economic and financial
globalization, in order to create a stability-oriented economic and financial
system that promotes high and sustainable growth while improving welfare.
Both regions have complex models of society, which put a high price on the
need to control the forces of globalization. They seek ways and means to
preserve the positive features of complex economic and social models, while
retaining the capacity to change in the midst of rapidly evolving
circumstances.

6. Concurrently, East Asia and Europe are very different in several

respects. Economic diversity is far more pronounced in East Asia, ranging
from countries with highly modern economies to others that are still poor and
with traditional or rural economic structures. In contrast, the European Union
was a much more homogenous economic grouping. According to World
Bank data, in 1999 per capita GNP of the richest (Luxembourg, $ 38,247) was
162% higher than the poorest (Greece, $ 14,595) members of the EU. In
Asia, the difference amounted to 2,001% between the richest (Singapore, $
27,024) and the poorest (Cambodia, $ 1,286). This wider gap in East Asia
than in Europe prevailed both before and after the 1997 crisis (Table 1).
Similarly, East Asian countries differed from each other to a larger extent than
EMU countries regarding trade openness or the proportion of foreign trade in
GDP (Table 2). Besides, East Asian countries were more restrictive than
European countries with respect to capital controls (Table 3). Chances are

thus slim that East Asian countries are ready or willing to share common
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currency in the near future. Because East Asian economic systems, patterns
of trade, and levels of economic development are far more diverse than those
in Europe as mentioned above, it is understandable that East Asian
governments largely hold different preferences with respect to the pace,
extent, and direction of policy actions as well as cooperation. The next item
that deserves attention is the EU experience toward regional integration as

lessons to Asian policy makers.

Table 1 Size of the Economy

GDP Per Capita GNP -
(average of 1995-99 PPP-based Relative size of
Countries 1995-99 in biilion $) current $ per capita GNP

Euroland {12)

Germany 2,243.7 22,746.5 100.0
France 1,478.6 21,789.6 95.8
Italy 1,171.4: 21,4611 94.3
Spain 585.9 16,631.0 73.1
Netherlands 3976 22,573.5 99.2
Belgium 2573 24,035.6 105.7
Austria 218.6 23667.7 104.0
Greece 121.9 14,298.4 62.9
Finland 127.6 21,0371 ’ 92.5
Portugal 110.1 14,946.8 65.7
Ireland 79.8 21,389.2 94.0
Luxembourg 18.3 36,881.2 162.1
U.K. 1,295.4 20,928.8 92.0
Sweden 2432 21,320.0 93.7
Denmark 175.9 24,775.5 108.9
Range 62.9-162.1
East Asia

Japan 4,420.8 24,685.0 100.0
China 870.1 3,147.2 12.7
Korea 442.0 14,716.0 59.6
Thailand 147 .4 6,306.0 255
Indonesia 177.3 2,979.4 12.1
Singapore 87.5 20,082.8 814
Malaysia 88.3 8,015.0 325
Philippines 76.3 3,755.0 15.2
Range 12.1-100.0

Source: Calculated from World Development Indicators 2001, World Bank.
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~ Table 2 Trade Openness = (Exports + Imports)/GDP
= Foreign Trade/GDP, 1995-99

(Percent)

EMU Countries East Asian Countries

Austria 83.0 Japan 19.3
Belgium 142.2 China 40.1
Finland 68.1 Korea 7.7
France 46.4 Thailand 95.6
Germany 52.0 Indonesia 64.5
Ireland 1473 Singapore 317.0
Italy 48.8 Malaysia 197.0
Luxembourg 203.0 Philippines 98.1
Netherlands 102.3

Portugal 64.7

Spain 52.6

Range 46.4-203.0 Range 19.3-317.0

Source: International Financial Statistics, IMF, various issues Statistical Yearbook, 1999,
United Nations.

Table 3 Index of Capital Control and Capital Account Liberalization

Countries - Capital Flows (Ratio to GDP)
1985-89 1994-98
Europe
Austria 0.044 0.105
Bel-Lux 0.132 0.429
Finland 0.054 0.134
France 0.040 0.091
Germany 0.052 0.091
Ireland 0.116 0.774
ltaly 0.019 0.109
Netherlands 0.109 0.239
Portugal 0.036 0.123
Spain 0.031 0.084
Average 0.063 0.217
East Asia
Japan 0.063 0.038
China 0.014 0.060
Korea 0.017 0.047
Thailand 0.025 0.048
Indonesia 0.006 0.039
Singapore 0.150 0.288
Malaysia 0.040 0.051
Philippines 0.013 0.059
Average 0.041 0.079

Source: Seung-Gwan Baek and Chi-Young Song (2002) in Currency Union in East Asia,
KIEP (2002).
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7.  Four major lessons are the following. First, the moves towards
regional integration must be fully compatible with international or muitilateral
agreements. Second, extreme caution is required whenever any currencies
are pegged tc an external anchor. An obvious example in this regard is the
pre-1997 situation, when many Asian currencies were pegged to the US
dollar. Third, policy coordination is unquestionably essential. As
demonstrated during the 1992-93 EMS crisis, even though European
countries were ambitious to unite for the sake of stronger and stabler
economic status, the monetary arrangements (in the context of increasingly
liberal capital movements) were not effective, because they were not
sufficiently backed by coordinated macroeconomic policies and adequate
structural reforms. Fourth, a central agency must be established so as to
monitor and ensure the adoption of policy measures as agreed. These policy
actions cover a broad range of areas including macroeconomic policies,
financial sector, foreign trade regulations, and capital movements. The main
aims of these policy cooperation and monitoring are to reduce financial
vuinerability and to achieve lasting macro-financiai stability. Given large
disparities among members of ASEAN+3, the above-mentioned four lessons
imply that though gradualism may be the only path that can be resorted to,
stringency is unavoidable on the adherence to common rules or agreements.

3. Exchange Rate Stability and Exposure

8. Even since the beginning of the 1990’s waves of globalization
and financial liberalization stimulated East Asian countries’ trade and capital
accounts as well as their financial sectors to a large extent. As shown in
Tables 4 and 5 (Figures 1 and 2), exports/GDP and imports/GDP of countries
in ASEAN+3 grew without much disruption. Meanwhile, liberal capital flows
helped facilitate international trade transactions and enlarged foreign
exchange reserves considerably with respect to imports (Table 6, Figure 3).
Unfortunately, during 1990-96 the exchange rates of countries in ASEAN+3
were firmly tied to the U.S. dollar continually (Table 7, Figure 4), so when
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foreign markets did not accommodate exports while domestic investment
bubbles persisted, current account deficit of ASEAN countries grew perilously
(Table 8, Figure 4) before the Asian financial crisis erupted in 1997.

9. After the controlling authorities in ASEAN decided to float the
exchange rates of their currencies against the U.S. dollar, massive and
dynamic capital flows in the world market generated wild fluctuations of
ASEAN exchange rates. As illustrated in Figure 5, the Thai baht moved from
24 baht /US$ in June 1997 to 52 baht/US$ in January 1998, while the
Indonesian rupiah went from 2,506 rupiah/US$ in July 1997 to 14,228
rupiah/US$ in July 1998.

10. Technically, the extent of exchange rate volatility can be
measured by coefficient of variation (CV) or the ratio of standard deviation to
mean (in percent) during each interval of time. Figure 6 demonstrates that
the degree of exchange rate volatility in East Asia surged ominously after the
1997 currency crisis. Earlier, all monthly CV’s of Indonesia, Thailand, Korea,
and Malaysia stayed well within the range of 0-1.5%. But since mid-1997
their CV’s jumped to record levels: Malaysia 5.5% in January 1998, Thailand
6.1% in March 1998, Korea 16.5% in December 1997, and Indonesia 28.1%
in January 1998. These record high CV’'s immediately suggest that East
Asian transactions with foreigners must have experienced dire difficulties,
since exchange rate uncertainties typically bring about not only risks but also
losses. It is thus worth scrutinizing what are predominant factors which
spurred exchange rate volatility to such a great extent.

11. Ordinarity, market exchange rates are determined by foreign
exchange trading for items or transactions in both current account and capital
account. But capital flows tend to be more volatile, thus exerting more
pressure upon exchange rates, than their current account counterparts. The
main reason why capital flows are highly influential on exchange rates is that
their components include not only trade financing but also capital and
speculative investment.

Pakorn Vichyanond and Chalongphob Sussangkarn 7



12. What makes capital flows fluctuate rapidly and therefore
formidable is that they hinge upon not only exchange rate stability but also
numerous other factors as well as a subjective degree of confidence. For
instance, according to one recent survey, the following seven factors, which
are hardly steady due to mulitifarious interpretations, strongly affect investor

confidence.
12.1  Political stability
12.2 Competence of economic management team

12.3 External accounts, including trade balance, current

account, and balance-of-payments
12.4 Efficiency and stability in the financial system
12.5 Foreign exchange reserves
12.6 Asset quality of financial institutions

12.7 Policy consistency or rigidity

13. Formats of capital flows deserve earnest attention because
different types of capital flows have different degrees of mobility, thus
engendering different impacts upon exchange rate fluctuations. Foreign
direct investment is the least mobile, while portfolio investment and loans
contain growing extent of mobility. In 1990-96, unlike China and Vietnam
where foreign direct investment dominated other types of inflows, ASEAN and
Korea relied heavily upon short-term debts which added a large degree of
mobility to flows of funds across border. As shown in Table 9 and Figure 7,
the short-term portion of external debt outstanding held by ASEAN+3 rose
ominously: Malaysia’s from 12% in 1990 to 27% in 1996, Thailand’s from 29%
to 39%, and Indonesia’s from 15% to 25%, respectively. In the meantime,
reserves lagged behind short-term debts, so the short-term debts/reserves
ratios grew rather alarmingly (Figure 8): Malaysia’s from 19% in 1990 to 40%
in 1996, Thailand's from 58% to 110%, and Indonesia’s from 130% to 167%,
respectively.

8 Regional Monetary and Financial Integration in East Asia



14. Heavy dependence on short-term foreign capital as stated above
led to high vulnerability, as debtor countries had to continually manage their
economies well enough, otherwise lenders’ confidence may be shaken and
unwillingness to roll over maturing debts could easily trigger troubles. Actual
problems emerged in 1997 when Thailand’s export growth came to a halt due
to weak global demand while imports remained buoyant resulting in
threatening current account deficits. Domestic inflation, meanwhile, was
rising, thus reducing the country’s competitiveness in the world market.
Unsurprisingly, lenders and speculators had growing doubts about Thailand’s
debt servicing capacity or creditworthiness. In addition, deteriorating
positions and increasing non-performing loans (NPL) of Thai financial
institutions further weakened foreign investors’ confidence. Such poorer
image together with large foreign exchange exposure brought about waves of
capital outflows to such an extent that the Bank of Thailand found it
impractical to continue defending its long held basket-peg exchange rate
policy. The baht was therefore floated on July 2, 1997. This severe financial
crisis did not attack only Thailand. It spread to several of Thailand's
neighboring countries which also carried heavy foreign exchange net
liabilities, thus demonstrating the reverberating impact of weakening
confidence.

16. A flood of capital outflows reduced net foreign exchange
liabilities or external debts/reserves ratios of ASEAN countries to a
remarkable extent (Table 10, Figure 9). Nevertheless, the volumes of
remaining external debt outstanding remain substantial. One clear-cut lesson
from the Asian financial crisis is that holding considerable currency exposure
can easily cause extreme tension because of powerful exchange risks and

strong competition plus uncertainties in the present world market.

16. Amid such threatening atmosphere, the volume of total ASEAN+3's
trade with the world amounted to a large portion (40%) of world trade (Table
11), and within such sizable trade volume of ASEAN+3, these countries
traded with themselves to a growing extent (Figure 10). So, if intra-ASEAN

Pakorn Vichyanond and Chalongphob Sussangkarn 9



trade can be conducted in local currencies, that should heip significantly
reduce currency exposure. Less currency exposure makes foreign exchange
management less formidable and settling foreign trade in local currency can
help speeding up transactions, thus inviting more private participants. At this
point some critics may question that such “if’ is just a hypothetical statement.
Nonetheless, once they examine currency profiles of trade and financial flows
actually conducted among ASEAN countries, they will discover that the U.S.
dollar was utilized predominantly (Table 12, Figure 11). So resorting to local
currencies as a means to conduct intra-ASEAN trade is a promising
possibility. Furthermore, should such route be adopted, it will immediately
enhance the ability of ASEAN central banks to preserve the exchange rate
stability of their currencies. That is so because at present a sizable portion of
their foreign exchange reserves must be spared to cushion foreign trade
financing. More uses of local currencies in intra-ASEAN trade will enlarge the
central banks’ usable reserves for the sake of exchange rate policy. In short,
that option will help ASEAN central banks conserve, or avoid unnecessary
use of, foreign exchange.

17. Other than the two benefits mentioned above (less currency
exposure and more usable reserves), more use of local currencies in intra-
ASEAN trade will help decrease cross-border foreign exchange settiement via
vehicle or third currencies such as U.S. dollar. That will certainly lower
transaction costs to some extent, thus facilitating more intra-ASEAN trade.

18. While more local currency uses seem likely to generate many
pluses, most traders in intra-ASEAN trade still prefer U.S. dollar. They are
reluctant to accept other ASEAN currencies even though in the past all
ASEAN exchange rates virtually moved in the same direction and proportion
versus U.S. dollar so they became stable towards each other (Table 13,
Figure 12). Traders’ unwillingness or lack of confidence in other ASEAN
currencies is due to several factors, for example, vague perception of

economic prospects and political uncertainties in other ASEAN countries.
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Besides, ASEAN currencies have not yet gained worldwide credibility to such

an extent that they are equally liquid or tradable as U.S. dollar, euro, and yen.

19. Although most private traders in ASEAN hesitate to accept other
ASEAN currencies as a means of payments, ASEAN governments can
cooperate in some payment schemes for the purpose of reducing

dependence on U.S. dollar as a settlement currency.

20. A survey was conducted by Thailand Development Research
Institute in June-July 2000 to find out the possibilities and practicality of using
local currencies in intra-ASEAN trade. Interviewees were representatives
from the Department of International Economic Relations at the Bank of
Thailand, EXIM Bank of Thailand, the Thai Bankers Association, foreign
exchange traders of influential commercial banks, major Aexporters and
importers, research departments of financial institutions, Thai and foreign
academics. The following will elaborate some payment schemes of using
local currencies in intra-ASEAN trade. Examples of those schemes are

netting and generalized barter trade.
4. Netting Settlement

21. Netting represents the process in which payments for imports
and exports are netted in local currency within the country before the éxcess
is brought to settle across border. This process certainly helps pare down the
amounts that need to be paid internationally. Netting has many formats but
the most well-known one is bilateral payment arrangement that Malaysia has
adopted with many of her trading partner countries.

The following countries have signed bilateral payment arrangements
with Malaysia.

Pakorn Vichyanond and Chalongphob Sussangkarn 11



1. lran 2. Venezuela 3. Nigeria

4. Mexico 5.  Mozambiqgue 6. Romania
7. Botswana 8. Zimbabwe 9. Chile

10. Fiji 11. Peru 12. Sudan
13. Algeria 14. Pakistan 15. Seuchelles
16. Tunisia 17. lIraq 18. Vietnam
19. Philippines

22. Bilateral payment arrangement (BPA) is a system of settlement
of financial obligations arising from trade between two countries. It typically
involves four parties, i.e. importers, exporters, commercial banks, and central
banks. The BPA’s opted by Malaysia thus far fall into two categories: Iranian
model, ALAD! model. The Iranian model is based on the agreement (signed
in August 1988) between the Iranian central bank (Bank Markazi Jomhouri
Islami Iran) and the Malaysian central bank (Bank Negara Malaysia). Under
this model, each central bank guarantees payments to exporters of the other
country in the event of default by their respective importers. The ALADI
model is based on the agreement (signed in August 1990) between Banco
Central de Venezuela and Bank Negara Malaysia. Under this model, each
central bank pays its exporters immediately, for sales of goods to the other
country (Figure 13). The exporters receive payments from their central bank
through designated banks in domestic currency. The central banks will settle
the net amount due to each other afterward, on a periodic basis, in U.S.
dollar.

23. The common features of the lranian and ALADI models are the

following:

(a) The two central banks designate a number of commercial
banks for the purpose of issuing and negotiating letters of credit under the
BPA. The arrangement continues to use the existing banking system to
handle trade transactions.

12 Regional Monetary and Financial Integration in East Asia



(b) The central banks are directly involved in the settlements of
financial obligations arising from trade. By guaranteeing or remitting
payments to exporters, the BPA converts commercial risks in trade

transactions into sovereign risks.

24. However, the ALADI model differs from the Iranian model in the
following respect. The ALADI model requires each central bank to pay its
own exporters the domestic currency equivalent to the export proceeds,
through the designated banks. Meanwhile, the importers’ central bank
reimburses the exporters’ central bank and subsequently claim the amount
from the respective importers in the domestic currency equivalent, through
their designated banks (Figure 13). Under the Iranian model, the designated
banks of exporters and importers settle the trade transactions directly among
themselves. Each central bank will play a role or honor its obligations only

when its importers default.

25. The ALADI BPA apparently yields four benefits. First, some
foreign exchange reserves are saved because trade flows cancel each other
before cross-border fund movements are effected. Second, cost saving can
also be achieved due to less conversion between domestic currencies and
foreign exchange. Third, the risk of non-payment to exporters is removed.
Fourth, importers have easier access to banking facilities. Nevertheless,
Malaysia and her trading partners impose some restrictions upon trade
financing via BPA. For instance, only products of Malaysian origin and
trading partners’ origin are eligible. A limited number of commercial banks
are allowed to participate as designated banks in the program. And the limit
for eligibility in financing is at the discretion of designated banks. Prices are
typically quoted by exporters in U.S. dollar. So are net settlements between
central banks at the end of the settlement period.

26. The iatest BPA was between Malaysia and the Philippines. The
Malaysia-Philippines BPA has the settlement period of 3 months and it was
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claimed that along the clearing process there is no exchange risk since the
spot rates are used.

27. Though the above-mentioned BPA may seem attractive, it was
not mainly designed to maximize local currency use in conducting foreign
trade. Instead, its primary objective is to promote trade between Malaysia
and other developing countries where potential for such trade exists but there
are some hindering factors such as lack of direct banking relationship, trade
financing, trade information, business contact. The Malaysian BPA involves
several steps of government intervention and subsidy which can hardly be
acceptable by other ASEAN countries. For instance, when central banks
offer credit-guarantee or release trade-financing credits directly, that means
the central banks bear credit risks on behalf of commercial banks and convert
them into sovereign risks. Such practice not only interferes in the central
banks’ monetary policy but also generates moral hazard upon commercial
banks as well as traders, especially when importers are charged by their
central bank only after the exporters’ central bank already pays its exporters.
In short, the BPA does not particularly aim at using local currencies in
financing international trade. The Malaysian BPA has not been popularly
practiced as a means to use local currencies in trade financing principally
because the central bank of Maiaysia limits the number of commercial banks
which can participate in the BPA, and there are several restrictions on product
origin (to promote local products) before products become eligible. Besides,
the information about availability of BPA is not widespread. On some
occasions, BPA is utilized only when exporters in one country have doubts
about payments from importers in another country. Otherwise, BPA is
neglected. Nonetheless, if BPA is refined to its core, the virtue of netting will
become evident.

28. Pure clearinghouse (PCH) is an intervention-free netting process

through central agencies which offer no credit guarantee and bear no credit
risks. This neutral stance of PCH, as elaborated below, should make it
acceptable to ASEAN member countries. Figure 14 shows that PCH is
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similar to BPA in that importers and exporters, via commercial banks, settle
their payments in local currencies before the net amount is settled across
border in U.S. dollar. However, PCH differs from BPA in four respects, as

follows.

28.1 The PCH in the exporting country will remit payments to
exporters’ commercial banks only after it is informed by the PCH in the
importing country that importers’ commercial banks have already rendered
funds (Figure 15).

28.2 The above item immediately implies that PCH does not
bear credit risks. Neither does it offer any credit guarantee to any importers.

28.3 Since PCH assumes no credit risks, all commercial
banks can participate in this netting plan. In other words, commercial banks
are not screened and granted (or rejected) a privilege status as designated
banks which have access to the netting like BPA. In this regard, all
commercial banks hold the same status (Figure 16). And whether any
commercial banks will collapse or default is the responsibility of their
corresponding central bank, not PCH. This setting will also encourage market
mechanism to function more efficiently. For instance, importers will examine
and select only reliable commercial banks to deal with.

28.4 Central banks are excluded from this netting scheme.
Otherwise, their monetary or exchange rate policies would be interfered.
Commercial banks, on the other hand, are given freedom to participate in the
program or not. The reason why joining the netting program should be
voluntary for commercial banks is that normally commercial banks are
allowed to manage their foreign exchange cash flows aiready. Such function
is equivalent to netting at the micro level. Therefore, netting at the macro
level via PCH should be accessible to commercial banks as an optional
channel to square their unbalanced foreign exchange position or arrive at any
desired status.
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29. Overall, netting via PCH is not meant to interfere with the market
mechanism at all. Instead, it is suggested as a means to achieve two
objectives: reduce the country’s dependence on foreign exchange in funding
foreign trade and payments, capture benefits from pooling and matching
foreign exchange positions of commercial banks or authorized dealers (Figure
17).

30. One important feature that PCH has to consider cautiously is the
settlement period for netting between two countries. Too short a period may
decrease the volume of internal netting (within each country). That lessens
the major merit of this netting program even though short settlement period
will help lower exchange risk and interest rate risk to some extent. On the
contrary, long settlement period will definitely increase the volume of internal
netting and thus minimize cross-border foreign exchange settlement as
desired. However, problems on exchange risk and interest rate risk can
easily emerge and become formidable. In short, there is a trade-off between
the length of settlement period and exchange as well as interest rate risks
(Figure 18).

31. Conceptually, exchange and interest rate risks should be borne
by commercial banks and/or their clients, not PCH. However, such
assignment may become a disincentive for commercial banks to join the
netting program. Thus, a compromise may be reached on how much each
party will agree to be responsible for the concerned risks or their costs of
protection. Partitioning those risks or costs also depends on the structure and
ownership of PCH. A joint venture may suggest division of risks or costs in
the same proportion of ownership.

32. With regard to costs and benefits of PCH, the positive macro
impact is rather unquestionable. ASEAN countries will be able to use less
U.S. dollar or conserve foreign exchange in trade financing. The degree of
PCH's success will be enhanced if the central authorities stipulate that
exporters convert their foreign exchange earnings into focal currency within a
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certain period of time. Meanwhile, the functioning of PCH will not interfere
with central banks’ monetary policies. Besides, netting will help each country
to economize on transaction costs, since a large number of commercial
banks’ requests for financial settlements can be concluded in a single deal
between two PCH'’s (Figure 19). Gains to each micro unit are equally clear-
cut because giving opportunities to commercial banks to pool and match their
long or short foreign exchange positions in domestic markets via PCH will
yield more flexibility to the banks. Moreover, instead of having to contact
many end-points abroad, each commercial bank can process all deals only
once through the PCH. That should help reduce commercial banks’ overhead
cost as remittance fees paid by commercial banks are ordinarily based on the
number of transactions, not amounts of remitted funds. Once commercial
banks can lower their overall transaction costs, they are definitely capable to
lessen their commission fees charged upon their clients. In addition,
commercial banks can curtail their costs of hedging against exchange risks.
Overall, how much PCH will be able to attract the private sector and
commercial banks depends on how much reduction in transaction cost that it

can help achieve.

33. What remains uncertain from the survey is how the cost
reduction will be divided between commercial banks and their customers.
Commercial banks indicate that they are willing to participate in the PCH
program, but the degree of their willingness depends on the degree of
efficiency of how PCH is operated, despite the fact that ASEAN countries are
closer to each other time-zone-wise than to Europe or the U.S. Other than its
overhead and operating costs, the ways that PCH handles exchange risk,
interest rate risk, and maturity mismatch certainly affect the efficiency of its
operation.

34. Similar to the above-mentioned PCH is the Asian Clearing Union
(ACU) which was established in 1975 by central banks in 8 countries
comprising Bangladesh, Bhutan, India, Iran, Myanmar, Nepal, Pakistan, and

Sri Lanka. The ACU represents a simple form of payment arrangement
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whereby payments for intra-regional transactions are settled on a multilateral
basis by the members’ central banks. Its main objective is to facilitate
payments among member countries for eligible transactions, thereby
economizing the use of foreign exchange reserves and transfer costs.
Another consequence is trade promotion among participating countries. Thus
far, the ACU represents a successful mechanism as the total trade among
ACU countries grew from 88 million US dollars in 1975 to 6.8 billion US
dollars in 2000.

35. Other formats of netting or exchange can be done by other
agencies than the PCH and commercial banks. For example, generalized
barter trade may take place in the form of government-to-government (G-to-
G) package deal. Each deal may consist of many commodities traded
together, not necessarily one commodity for another (Figure 20). Besides, in
financial terms the total value of one government’s package may not
necessarily equal that of another government's. In such case, one
government will pay the net balance to another, similar to PCH or BPA. If G-
to-G deals are to be continually opted, each government probably has to
establish an explicit agency to handle the trade exchange and monitor its
progress or obstacles. Other than the G-to-G format, netting can be easily
adopted by multinational corporations (MNC) which have branches in ASEAN
member countries. For instance, the MNC which imports some items from
and exports others to its subsidiaries in other ASEAN countries may net the
amounts of transactions and remit only the excess across border (Figure 21).
This netting is possible for many types of MNC’s, e.g. manufacturing
factories, trading firms. What needs to be done is to give encouragement or
incentives to those MNC'’s to opt for netting. Examples of those incentives

are tax exemptions and special access to potential customers abroad.

5. Direct Quoting and Transactions

36. In the 1997 Asian financial crisis the explicit culprit was the
dollar-pegged exchange rate policy and the dollar centered system. Two
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lessons from this financial turmoil are immediately evident. First, the currency
stability should not be measured in terms of U.S. dollar any more. In other
words, another currency or combination of currencies ought to be adopted as
a reference currency when exchange rate stability is to be measured or
maintained. Second, equilibrating the country’s balance of payments position
is an equally important objective of exchange rate policy as stability.

37. The above-mentioned two lessons suggest that trading between
two ASEAN countries be denominated and settled in local currencies. In
addition, direct quoting and transactions between ASEAN currencies should
be encouraged. These recommendations are based on the following

reasons.

(a) Direct quoting and transactions would lead to the exchange
rates which genuinely reflect balance-of-payments equilibrium. Otherwise,
crossing exchange rates via vehicle currency such as U.S. dollar provides a
channel for fluctuations of vehicle currency’s exchange rate to interfere. In
other words, to use an outcome from crossing may inflict extraneous
disturbances on ASEAN countries’ external transactions and accounts, so

speculations and acute exchange rate volatility may easily arise (Figure 22).

(b) Ordinarily, there is a transaction margin between buying
and selling rates of foreign exchange. One transaction via crossing is
equivalent to two direct transactions, thus entailing two transaction margins.
Consequently, the margin or spread arising from crossing is wider than that
from direct transactions. Roughly speaking, transaction fees could be cut in
half, which would definitely favor importers and exporters when direct

transactions are resorted to.

38. Given that around 20% of ASEAN’s trade is with ASEAN itself,
some parties may argue that, based on the above grounds, it is time to create
or encourage some means to develop direct quoting and transactions
between ASEAN currencies. However, other parties, especially the monetary

authorities, tend to oppose such recommendation. The opponents assert that
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direct transactions would expand offshore local currency (Figure 22). And
once those offshore funds flourish, they could easily generate two adverse
repercussions.  First, they can energize streams of perilous currency
speculation which are hard to subdue in the current arena of dynamic capital
movements. Second, offshore local currency can interfere, distort, or even
nullify monetary policies as conducted by the pertinent authorities. In short,
ASEAN currencies have not “matured” as much as U.S. dollar, euro, and yen
to be traded offshore to a large extent.

6. Forward Market and Exchange Rate Guarantee

39. One factor that can motivate more uses of local currencies in
intra-ASEAN trade is a reduction of exchange rate risk. Therefore, one
means to do so is via forward foreign exchange markets of ASEAN
currencies. Nevertheless, to establish or encourage such markets is an

arduous task due to the following impediments.

(a) Most ASEAN monetary authorities are against offshore
local currencies for the reasons stated above. That obstructs direct quoting
and transactions in both spot and forward markets.

(b) Rarely do any interest rates and exchange rates represent
true benchmark rates which could serve as a reliable basis for calculation of
appropriate premium or discount for forward exchange rates.

(c) Even if the ASEAN forward foreign exchange markets can
be established, immaturity could lead to thin volume of transactions, resulting
in wide swings of premium and discount which discourage traders to
participate in the markets.

40. [n the past, even after the 1997 financial turmoil, there are good
correlations among the levels and variations of ASEAN exchange rates
versus U.S. dollar (Table 13) to the extent that these ASEAN exchange rates
are largely stable versus each other (Figure 12). For instance, between May
1998 and April 2000 the Thai baht’s levels and movements were more than
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70% correlated with those of the Indonesian rupiah. Those correlations were
partly due to contagion effect in the foreign exchange markets. However,
traders in ASEAN countries themselves hardly believe or take these
correlations for granted and rarely accept local currencies of their trading
partners. Their unwillingness is a result of the absence or thinness of direct
trading between ASEAN currencies. Otherwise, the hesitancy persists
because, from traders’ viewpoint, the correlations remain either unnoticed or

unjustified.

41. Some parties or agencies within ASEAN may have enough faith
in the above-mentioned correlations. They may therefore be willing to set up
an exchange rate guarantee fund (ERGF) as a central unit offering forward
covers among ASEAN currencies. This ERGF must be prudently operated so
that the common funds are invested in the direction which harmonizes
expected inflows and outflows of foreign exchange. The services from ERGF,
if efficiently managed, can motivate more uses of ASEAN local currencies as

desired.

42. Nonetheless, three factors may hinder the workability of ERGF.
They are the following.

(@) The actual financial condition within each ASEAN member
country may deviate from expectations and thus shift exchange rates away
from the expected course. That is probable because it depends on each
country’s monetary poticies which are autonomously determined.

(b) Political situation in each country differs from one another
and may vary unexpectedly. Political stability or uncertainty is one crucial
determinant of investor confidence which has immediate impact upon
movements of funds across countries and thus fluctuations of exchange

rates.

(c) Capital mobility in the world markets now involves not only
gigantic amounts of funds but also extremely rapid pace, subject to both
financial and political situations. Consequently, exchange rate volatility may
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occur to such an extent or in such a fashion that the previous high
correlations among ASEAN exchange rate levels and variations may not

prevail any more.

43. The forward market and exchange rate guarantee fund represent
“facilitators” for more uses of local currencies. Though they may not sound
feasible in the short run, they hint at another facilitator, i.e. common currency

or currency index.
7. Common Currency and Currency Index

44. Some people may quote the currency euro in Europe as an
example that since ASEAN countries trade with each other to a growing
extent, they should be able to adopt a single currency. However, detailed
investigation of each ASEAN country’s economic profile reveals that chances
of common currency in ASEAN are slim because macroeconomic features of
each ASEAN member differ from one another’s drastically (Table 14). For
example, in 1998 per capita GDP went from U.S.$ 483 in Indonesia to U.S.$
1,831 in Thailand and U.S.$ 21,807 in Singapore. Such vast gap means
contrasting costs of living and makes currency union rather impractical, as
integrating currencies is equivalent to unifying commodity prices across
border. Similar divergences occur on the inflation and interest rate fronts.
Inflation in 1998 varied from -0.3% in Singapore to 8.1% in Thailand and
58.4% in Indonesia. Meanwhile, deposit interest rates moved from 4.6% in
Singapore to 8.5% in Malaysia and 39.1% in Indonesia.

45. With respect to economic policies, the discretionary measures
that each ASEAN country implemented diverged from each other's
remarkably in terms of timing, direction, and extent. On fiscal measures,
between 1990 and 1997 the Philippines’ government cash balance swung
from -37% of GDP in 1990 to 0% in 1997 while Singapore commanded
continual and substantial fiscal surplus throughout averaging 13% of GDP.

On the money side, different monetary policies of ASEAN members led to
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different paces of credit expansion. In 1990-98 average credit growth ranged
from 14% in Singapore to 33% in the Philippines. These varieties of
implemented economic policies indicate that currency unification is an
extremely difficult task, if possible at all. Each Asian country desires to retain
its autonomy in conducting its own fiscal and monetary policies which may not
be politically consonant with those of other Asian countries. Since East Asian
countries have achieved vastly different levels of economic development, it is
certainly uneasy to persuade them to pursue the same economic
discretionary policies like Western Europe.

46. Although currency integration is not easily achievable, currency
cooperation is a good stepping-stone. For instance, an ASEAN currency
index (ACl) may be constructed to be used as a unit of settlement in the
ASEAN pure clearinghouse (PCH). Since the duty of PCH is to clear net
foreign exchange transactions among ASEAN member countries, it is logical
to adopt ACI, instead of U.S. dollar, as a settlement unit. In other words,
‘internal” affairs should be handled by and denominated in “internal” unit. The
components of AC! therefore consist of ASEAN currencies and the PCH
authorities will announce official exchange rates between ACI and ASEAN
currencies. Variations of these exchange rates are contingent upon trade
imbalances among ASEAN countries, as ACl is an instrument devised to help
equilibrate external positions of ASEAN countries against each other’'s. For
instance, if Thailand experiences an intra-ASEAN balance-of-payments
surplus worth P% of GDP for Q consecutive months, or the three-month
moving average of such balance-of-payments disequilibrium exceeds R% of
GDP for S months, the baht currency will appreciate against ACI by T%. The
reason for equilibrating external positions is that though exchange rate
stability is widely desired to facilitate international trade and capital flows,
such stability may not be sustainable if it engenders disequilibrium to such an
extent that sparks detrimental currency speculation as experienced by
Thailand in 1997. if sustainability is to be achieved, exchange rate should be
linked with equilibrium of economic fundamentais. Nevertheless, it is well

recognized that disequilibrium can often occur on the external accounts of
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ASEAN countries. Consequently, the ACI, which is meant to equilibrate

external positions, may fluctuate and generate some exchange risks.

47. ACI is not to function as another currency. it is meant to be used
only by the pure clearinghouses (PCH) of ASEAN as a unit of conversion or
settlement, not an asset or general medium of exchange like U.S. dollar.
Therefore, even if cross rates via ACl may not correspond with cross rates via
U.S. dollar, arbitrage will not emerge. The objective of ACI is to give correct
market signals so that optimal resource utilization is pursued among ASEAN.
Using the ACI will help ASEAN by reducing currency exposure as settiement
via PCH will be insulated from external disturbances, e.g. extraneous

fluctuations of U.S. dollar exchange rates.

48. The ACI should be constructed in a way that also reflects
purchasing power parity as well as interest rate parity among ASEAN
countries. Possessing such quality, it will suggest both proper production and
consumption patterns in the future. Another reason for ACI is that regional
integration has been widely recognized and has accumulated growing
momentum worldwide, e.g. NAFTA, AFTA, APEC. ACI will therefore facilitate
AFTA in financial settlements. However, uses of ACI should be restricted,
especially at its first stage. For instance, ACI may function as a numeraire in
the generalized barter trade or package deal of exchange stated above. As
for PCH, ACI serves as a unit of credits and debits. But at the very beginning,
it should be experimented as an optional unit of settlement, in addition to U.S.
dollar, among PCH. Choosing the original route of option for ACI will help
avoid disruption among intra-ASEAN trade and also pave the way for gradual!

adjustment.
8. Recommendations on Currency Issues
49. Among all channels to encourage more uses of local currencies

in ASEAN as covered above, the pure clearinghouse (see an example of
PCH in the Annex 1 of this paper) is deemed more appropriate than others
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because it invcolves neither transfer of risks nor distortion of market
mechanism. But it will enable ASEAN to minimize uses of U.S. dollar or other

major currencies as a medium of exchange.

50. The pure clearinghouse could be set up and operated by
government agencies or private entities or joint efforts (Figure 23). Several
parties (e.g. chamber of commerce, commercial banks, central banks) may
be invited as they would share the benefits from netting or the essence of
PCH mechanism. For instance, transaction costs are trimmed while more
foreign exchange reserves become usable. International organizations (e.g.
IMF, World Bank, ADB) represent another group of potential supporters since
they ordinarily have strong interest on financial and exchange rate stability
which can be strengthened by the PCH scheme. Useful advice should be
tapped from foreign organizations’ experts who have had long experience in
dealing with similar clearinghouse to PCH such as CEDELBANK and
Euroclear.

51. To adopt pure clearinghouses for the purpose of netting and
performing cross-border settlements, an international agreement has to be
reached among ASEAN members regarding the length or timing of settlement
period, who will bear the brunt of consequential exchange risk and interest
rate risk, which rates will be used as benchmarks in calculation, and which
parties will contribute to buffer stocks so as to cushion excess payments of
PCH.

52. As financial sectors in different ASEAN countries have achieved
different stagés of development, they do not fit the same recommendations
on PCH. In other words, proper recommendations for each specific ASEAN
member country are likely to be tailor-made, depending upon the current
status and/or problems of its financial sector development. This tailor-made
orientation is also applicable to the roles of central banks, since different
central banks may play different roles or have different discretion in the
course of economic development. In short, the PCH scheme should be
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piloted by the countries which are able, willing, and ready (such as ASEAN 5),
as the scheme has strong potential to generate promising benefits (cost
reduction, more usable foreign exchange reserves, and exchange rate
stability) from more use of local currencies and pooling of foreign exchange

positions of commercial banks or authorized dealers.

53. In the first stage, a very short settlement period (such as one
day) should be adopted in order to minimize exchange risks of ail concerned
parties. After all parties become adequately acquainted with the PCH
system, the settlement period could be lengthened as a means to gain more
netting of foreign trade transactions within each country.

54, Even though all the above-mentioned explanations about PCH
involve only two countries (e.g. Figures 14, 15, 19, 23), the pure
clearinghouse system recommended for ASEAN countries is multilateral
(Figure 24 which is based on actual data in 2000 as presented in Annex 2)
due to the following reasons.

(a) Netting foreign transactions of each country versus those
of all other ASEAN countries via multilateral PCH will raise the frequency of
offsetting.  Otherwise, bilateral PCH will necessitate more time before
offsetting can be achieved.

(b) The multilateral PCH system can help each country’s PCH
avoid liquidity problems which could easily occur if that PCH has to deal with
other countries’ PCHs on a bilateral basis.

(c) Since the Central PCH will clear all settlements of each
country’s PCH by executing only one cross border transaction in each
settlement period, it will certainly entail less transaction costs than the
bilateral PCH system. In other words, the summation of cross border
transactions in the multilateral PCH (after netting) is always fewer than the
summation of cross border transactions in the bilateral PCH (Figure 24 and
Annex 2).
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55. Although the multilateral pure clearinghouse seems to represent
a promising method for regional trade settlements, the following two
precautions deserve careful consideration.

(a) Financial transfers between every member country’s PCH
and central PCH ought to be effected within the same (one) day. In other
words, these PCHs should not be allowed to make transactions by
transferring funds in their accounts abroad such as those in the U.S. or
Europe. This suggestion is meant to avoid time lags which could easily
generate difficulties arising from exchange rate fluctuations.

(b) If some shareholders of pure clearinghouses are traders
(exporters or importers), some conflict of interests may emerge because on
one hand, traders ordinarily wish the PCH to maximize netting so as to raise
the benefit from cost reduction. On the other hand, traders as PCH
shareholders may also desire to maximize their profits from more commission
charges which mean less netting or more frequent transactions. So
organizers of PCH should be careful about who will be proper major
shareholders of PCH.

56. The multiiateral pure clearinghouse as suggested above is
similar to the “trade account” or barter trade which has recently gained
attention from some ASEAN countries, including the less advanced ones
such as Vietnam, Laos, Cambodia, and Myanmar. These countries want to
exchange trade items with their neighbors’ since they currently possess
inadequate purchasing power or foreign exchange reserves. Meanwhile, the
mulitilateral PCH enables not only these poor or underdeveloped countries to
fulfil their wish but also more advanced ASEAN members to undertake
foreign trade by using local currencies.

57. The following diagram shows step-by-step recommendations on
how the PCH system can be set up and operated. Included are new units to
be established and their functions, together with the agencies which should
be responsible for those suggested policy actions.
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Diagram: Pure Clearinghouse

Steps and Functions Responsible Agencies

1. @ Investigate relevant rules and regulations | 1. ASEAN Secretariat
concerning international trade.
® investigate multilateral agreements
governing internationai finance.

Both of these steps are meant to examine
whether the PCH system will engender any
inconsistency or conflict.

2. Set up the PCH system by

2.1 Publicize the system and its intentions to | 2.1 ASEAN Secretariat
commercial banks in and out of ASEAN,
central banks and ministries of finance in
ASEAN, international organizations
(ADB, IBRD, IMF, etc.).

2.2 Organize the central PCH (which 2.2 ASEAN Secretariat in
coordinates functions among various conjunction with
national PCH’s) and its operational and international organizations,
administrative duties, e.g. international e.g. ADB, IBRD, IMF, etc.

transfer of funds.

2.3 Establish a national PCH office in each 2.3 Each country’s central

country which is ready. Inthe initial bank and cooperation with
stage these offices should be one another for the sake of
administered by officials from central consistency within the
banks and/or local banks and/or PCH system

multinational banks.

3. Arrange a system of examining/ 3. ASEAN Secretariat and
monitoring/appraising national PCH’s and member countries’ central
the central PCH for the sake of efficiency banks

and impartiality.

4. Prepare to accommodate new members 4. Central banks of ASEAN
from the remaining ASEAN Countries and countries
to diversify ownership of PCH from central
banks to private entities.
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9. Fund Recycling

58. Other than the various schemes of intraregional payments
aiming at reduction of currency exposure, East Asian (EA) countries should
also pay attention to possible means of fund recycling within the region. if
achieved, such recycling will help lessen EA’s vulnerability to volatility of
funds from outside the region. The primary cause of the 1997 Asian financial
crisis was the abrupt reversal of enormous private capital flows to Asia ($ 110
billion). But that does not mean that EA was going bankrupt. In fact, EA’s
total foreign exchange reserves at that time (the end of 1996) amounted to $
693 billion or more than six times the amount of reversed capital flows. But
those reserves were invested outside of EA, e.g. EU and U.S. Unfortunately,
those investments were recycled back to EA in the form of short-term dollar-
denominated debts which brought about volatility. On the other hand, if
borrowers and lenders lie in the same vicinity and tend to know each other
very well, the degree of risks or debtors’ vulnerability should decline. The
remaining questions are whether the fund recycling within EA is possible at
all, and if so, how it should be done.

59. First, Table 8 and Figure 25 demonstrate that ASEAN+3
altogether has commanded continual and growing aggregate current account
surplus since 1990. In fact, the average surplus more than doubled up from
US$ 92 billion p.a. in 1994-97 or 4 years before the crisis to U.S.$ 206 billion
p.a. in 1998-2001 or 4 years after the crisis. So there are excess funds which
may be recycled within EA. Second, Table 14 and Figure 5 show that annual

values of EA currencies versus U.S. dollar seem to move in a consonant
fashion, particularly after these exchange rates were liberalized in 1997. So
values of these currencies against each other were more or less constant, as
exemplified by baht versus yen in 2000-02 displayed in Figure 26. This little
exchange rate volatility encourages intra-EA borrowing. Third, Table 15 and
Figure 27 indicate that real economic growth rates of countries in EA were
consistent with each other, i.e. rising around the same years and conversely

as well or lying within the same economic cycles. This quality could easily
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facilitate intra-EA borrowing. Fourth, EA is the region that is trading more with
itself. The volume of intra-EA trade climbed from 30% of total EA external
trade in 1997 to 35% in 2001 (Table 16). This implies that trade credits are
certainly usable as one means of fund recycling. Other means are regional

bonds, debentures, equity, and foreign direct investment.

60. However, the progress that EA has achieved on fund recycling
within the region thus far takes the form of expanded swap and repurchase
arrangements among EA central banks to borrow reserves from each other
(e.g. Chiang Mai Initiative). Although this may represent one format of
regional financial cooperation, it only deals with the end point of the process
(Figure 28), i.e. how central banks can handle the circumstance after their
countries’ balances of payments have already encountered severe distress.
The fundamental characteristics of EA as stated above, e.g. intra-EA trade,
indicate that EA can pursue financial cooperation in several other routes ever

since the beginning point of the process, i.e. before the problems emerge.

Those routes should ameliorate the swing of economic cycles and enable EA
governments to better control their economies. Besides, in order to reach
effective management of the situation before problems arise, the fund
recycling within EA should be underiaken not only by public agencies but also
by private enterprises.

61. Direct channels of fund recycling (e.g. bond and equity markets)
should receive special promotion from EA governments. In most EA financial
sectors, bank loans heavily dominate equity and bonds. However,
commercial banks principally rely upon short-term deposits (Figure 29). They
are therefore not well suited to finance long-term investments on a large
scale, as such financing would result in maturity mismatches in their balance
sheets. Maturity mismatching easily makes banks more vulnerable to crisis
or instigates volatility problems upon bank clients. Robust bond and equity
markets help mitigate the maturity mismatch of commercial banks, reduce
financial sector fragility, and provide long-term capital for business investment
more cheaply.
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62. To encourage regional bond markets effectively is definitely not
an easy task. It involves numerous elements or dimensions which are truly
meaningful to lenders and/or borrowers. The following presents some
prerequisites for successful development of intraregional bond markets
(Figure 30).

(a) Stable macroeconomic environment, regarding pace of
economic growth, inflation, interest rates, and exchange
rates.

(b) Healthy government bond market, providing a reliable yield

curve as pricing benchmark for corporate bonds.

(c) No restrictions on foreign investors’ remittance of foreign
exchange, as long as evidence of inflows or outflows can be
presented.

(d) Active and reliable local credit rating agencies, closely
monitoring and evaluating creditworthiness of private as well
as public enterprises in the local markets, and widely
disseminating results.

(e) Cautious surveillance and good corporate governance,
including efficiency of fund usage, market discipline,
transparency, accounting standards, and enforcement of the
regulatory framework (especially on financial and
transaction disclosure).

(f) Complete restructuring of commercial banks and other
powerful financial institutions, since they can function as a
bridge between bond issuers and retail investors.

These prerequisites should help not only in strengthening investor
confidence (which plays a pivotal role in all capital markets) but also in
creating plus maintaining financial stability in the markets (which are often
disturbed after financial liberalization is undertaken or barriers against foreign
investors are lifted).
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63. On top the above-mentioned prerequisites, EA governments
should harmonize (Figure 31) their requirements on bond issuance and
trading, their directions as well as priorities of fiscal/monetary/exchange rate
policies. Otherwise, implementation of those discretionary policies could
easily have adverse repercussions or spill-over effects on corporate bond
markets. Clear-cut examples of such repercussions are crowding-out effects
of colossal government borrowing for financing huge fiscal deficits and
liquidity shortage as a consequence of central bankers’ anti-inflationary or
exchange rate policy. Conversely, issuances and trading of regional bonds
could easily affect the planning and implementation of discretionary economic
policies.

64. Since various conditions must be met before regional bond
markets can be set up and function well, at the very beginning stage EA
countries may resort to three channels (Figure 32). First, cross-border bonds
are initially issued by sovereign authorities such as governments or state
enterprises. Second, EA governments may offer guarantee to private bond
issuers. Third, a special-purpose vehicle called East Asian Fund Recycling
Agency (EAFRA) may be established in order to function as a private ADB.
This EAFRA should help in fund recycling at the initial stage because the
financial crisis has markedly weakened investor confidence to lend directly to
borrowers within EA. Nevertheless, EAFRA needs close collaboration with
pertinent authorities within EA member countries so as to achieve optimal
allocation of borrowed funds.

65. On 2 June 2003 the central banks of 11 Asian economies
(Australia, China, Hong Kong SAR, Indonesia, Japan, Korea, Malaysia, New
Zealand, the Philippines, Singapore, and Thailand) announced the launch of
the Asian Bond Fund (ABF). Approximately U.S.$ 1 billion will be gathered
from these central banks and invested in a basket of liquid U.S. dollar bonds
of major Asian economies (excluding Australia, Japan, and New Zealand).
The Bank for International Settlements (BIS), which has managed fixed

income portfolios for central banks for many years, is given the ABF mandate.
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The BIS stated that “the ABF is a significant step in fostering regional
cooperation in Asia. It will facilitate the re-investment of a small portion of
Asia’s reserves back into the region while at the same time aiding the
development of regional capital markets.” Roughly speaking, the scheme
may sound promising, as Asian countries. which altogether command a
colossal share of global foreign exchange reserves, will in effect recycle their
own buffer stock funds to directly assist their intraregional pariner countries.
However, if further details of allowable operations or restrictions of ABF are
examined, readers may envision certain limitations upon potential benefits to
be gained from the ABF.

66. The ABF’s primary functions are to tap funds from member
central banks and to invest only in U.S. dollar-denominated debts issued by
sovereign Asian units. This specification immediately implies the following

constraints.
(a) Central banks are the only investors.
(b) The borrowed funds can only be used by state agencies.

(c) U.S. dollar is the only currency that can be utilized in

pertinent transactions.

67. Consequently, the ABF is similar to one generalized version of
the previously proposed Asian Monetary Fund (AMF). Aithough the ABF may
be viewed as a positive development of regional bond markets, funds are
recycled in a fairly restricted circle and fashion, i.e. the only investors are
central banks, while the only end-users are state agencies. Meanwhile, local
private corporations are excluded and so are investment options which are
denominated in local regional currencies. Therefore, the ABF does not serve
as an ideal instrument of a well-rounded fund recycling agency (see EAFRA
as stated above in item 64). So further developments of regional bond
markets in East Asia should be explored, while strong attention should be
paid to the roles of private investors as well as borrowers, denominating

currencies, prerequisite conditions (as mentioned in item 62), and possible
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repercussions or interference that intraregional bond transactions may have

upon individual economies within East Asia (as mentioned in item 63).

10. Synopsis

68. To summarize the about-mentioned analysis, ASEAN+3 or EA
countries should try their best at linking their economies together, because
not only do these countries lie within the same vicinity, but the degree of their
interdependence in trade has grown up considerably (intra-EA trade climbing
from 30% of total EA external trade in 1997 to 35% in 2001). Moreover, the
region is certainly able to financially count upon itself, as ASEAN+3 altogether
has commanded continual aggregate current account surplus since 1990. So
ASEAN+3 earns “profits” from the international arena and these “profits” may
be recycled to assist member countries which lag behind others within the

region.

69. The interdependence in trade and aggregate current account
surplus immediately suggests the EA countries should investigate what are
appropriate channels to achieve smooth fund recycling and payment systems
within the region. The ultimate objective of such effort is the enable the
region to prevent, instead of rectify, economic or financial crisis, since past
experiences have clearly demonstrated that to correct economic and financial
problems typically involves numerous tasks plus parties and lengthy periods
of painful adjustments before normaicy returns. It is thus worth undertaking
the most effective means to efficiently integrate EA economies in such a

manner that helps avert dire economic predicaments.

70. Countries with recurrent unbalanced positions on their external
current accounts fall into one of the following categories: the one with current
account surplus, the other with current account deficit. Without capital
transactions and government intervention, the currency of the former will
appreciate in value. If the government wishes to preserve its original

exchange rate, it has to intervene by using local currency to purchase foreign
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exchange. Such intervention enlarges the government's foreign exchange
reserves, so this path of economic policy is sustainable. Examples of
countries in this category are China and Japan, which do not need to depend
on capital inflows at all. Countries in the latter category are at a clear-cut
disadvantage. Without capital inflows and government intervention, their
currencies are likely to depreciate. - If the government intends to uphold its
original exchange rate, it has to sell foreign exchange for local currency.
Such intervention reduces the government’s foreign exchange reserves, s0
this discretionary policy is unsustainable.  Capital inflows or foreign
borrowings by the government and/or private entities are definitely needed.
Otherwise, exchange rate depreciation is inevitable. Countries in this

category are plentiful in ASEAN.

71. What is distressing for countries in the second category is that
capital inflow is a rather complicated issue. It has many formats rahging from
long-term foreign direct investment to short-term borrowings and speculative
portfolio investment. Nevertheless, they all share one common quality, i.e.
they largely hinge upon the level of confidence that foreign investors have in
the recipient countries. The factors that affect investor confidence are
numerous, but the crucial ones are stated in (12), in which external accounts
and foreign exchange reserves matter very much. Therefore, countries with
recurring current account deficits and declining foreign exchange reserves will
undoubtedly be decreasingly able to tap foreign funds to finance balance-of-
payments deficits. Even if they can tap some funds, those funds méy move
out earlier than expected or scheduled. In other words, the capital accounts
of countries in this category are very fragile. So the regional monetary and
financial integration in East Asia by various means as eiaborated above is
meant to mend this fragility and strengthen lenders’ confidence in borrowers’
debt servicing capacity. Fund recycling via many practical channels should
be attempted not only by central banks but also by private entities, as such
efforts will be very belpful in buttressing the growth prospects of vulnerable

economies as well as those of the healthy ones in East Asia.
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Table 4 Exports of Countries in ASEAN+3

(Percent of GDP)

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001
ASEAN 5 | ., T R
Indonesia 23.43 12312 24.29 23.17 2274 23.48 | 2207 | 26.09 52.77 36.26 42.68 39.56
Malaysia 65.43 68.61 67.32 69.12 76.39 80.79  76.34 77.41 96.59 | 106.20 109.07 $89.92
Philippines 18.62 19.50 18.54 20.92 21.04 23.53 24.80 30.71 4511 4492 | 4890 | 43.73
Singapore 149.11 | 14315 | 13566 | 13501 | 140.24 | 14257 | 13855 | 13310 | 13448 | 13979 | 149.80 | 143.00
Thailand 26.73 28.74 28.80 29.12 30.82 33.00 29.90 37.55 47.18 46.35 55.49 55.06
Plus3 - N B - .,
China 13.45 14.74 1483 | 1264 1893 18.29 - 18.38 20.22 19.03 19.64 23.07 22.96
Korea 25.20 23.89 2421 23.74 23.58 25.47 24 .98 2909 ; 4167 | 3575 38.12 35.86
Japan 9.25 8.85 8.75 8.06 8.02 8.10 8.52 9.49 9.49 8.98 9.64 9.26
Table 5 Imports of Countries in ASEAN+3
(Percent of GDP)
1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001

ASEAN R IO o I R R
indonesia 1875 1 19.38 19.25 17.96 18.27 20.24 19.46 21.42 33.47 21.65 2634 | 2403
Malaysia 59.69 67.82 6200 | 6458 74.27 80.91 7252 | 7390 7534 7758 85.70 79.04
Philippines 2762 | 2659 | 2741 | 3237 | 3320 | 3560 | 3849 | 4425 | 4515 | 3841 | 4065 | 3989
Singapore 1563.57 143.41 138.37 139.73 138.30 141.39 136.10 131.91 116.48 126.28 | 137.51 127.97
Thailand 34.64 34.84 32.53 32.55 33.40 37.74 35.12 36.51 32.64 34.91 45 96 47 .58
Plus 3 .. . . . R
China ~11.06 12.55 13.73 14.42 17.59 156.71 16.01 15,10 14.19 16.01 19.88 20.02
Korea 2617 26.20 2477 23.07 2430 26.38 1 27.86 29.76 28.54 28.76 34 47 32.68
Japan 6.98 6.09 5.46 4.87 5.02 561 6.74 7.13 8.39 6.24 7.19 7.57
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Table 6 Reserves/Imports of Countries in ASEAN+3

(Percent
1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001
Indonesia 3477 | 3728 ~39.03 3969 | 3754 - 33.50 41.25 35.88 71.11 86.43 70.61 78.02
Malaysia ’ 37.12 3267 46.98 63.08 45.96 33.08 1 36.93 28.08 47.00 49.81 | 3826 43.79
Philippines ) 7587 26.94 30.33 26.57 2821 2415 31.46 19.99 31.25 4523 | 4297 | 4717
‘Singapore ” 49.28 55.55 5832 | 6001 | 6025 | 58.47 62.08 57.20 78.23 7363 | 62.83 68.77
Thailand 48.28 53.81 58.42 62.51 62.81 58.26 60.48 48.82 80.89 81.34 58.12 60.49
Plus 3 e . ; ,, o
China 71.33 88.31 32.97 26.65 56.22 69.09 81.86 105.07 109.42 89.75 78.66 94.24
Korea 22.38 17.71 21.96 25.36 26.21 25.32 23.48 14.36 57.43 63.35 60.43 74.47
Japan 36.85 33.98 34.47 46.20 52.11 61.71 68.40 71.40 85.62 102.34 103.53 126.09
Table 7 Exchange Rates of Countries in ASEAN+3
(Local currency per U.S. dollar
1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001
Indonesia 1,842.811 1,950.32| 2,02092| 2,087.10| 2,160.75| 2,248.61) 2342.30| 290938 1001360 7,855 15 8,421.77 | 10.260.90
Malaysia 2.70 275 2.55 2.57 2.62 2.50 2.52 2.81 3.92 3.80 3.80 3.80
Philippines 24.31 27.48 25.51 27.12 26.42 25.71 26.22 29.47 40.89 38.09 4419 50.99
Singapore 1.81 1.73 1.63 1.62 1.53 1.42 1.41 1.48 1.67 1.69 1.72 1.79
Thailand 25.59 25.52 25.40 25.32 25.15 24.92 25.34 31.36 41.36 37.81 40.11 44.43
Plus 3
China 478 5.32 5.51 576 8.62 8.35 8.31 8.29 8.28 8.28 8.28 8.28
Korea 707.76 733.35 780.65 802.67 803.45 771.27 804.45 951.29| 1,401.44| 1,188.821 1,130.96| 1,290.99
Japan 14479 134.71 126.65 111.20 102.21 94.06 108.78 120.99 130.91 113.91 107.77 121.53
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Table 8 Current Account of Countries in ASEAN+3

(Milions of U.S. dollars)
=
1990 1991 1992 1993 1994 1995 1996 1897 1998 1999 2000 2001

ASEAN S -10,712

-6,948 -15,708 -17,347 -269 49,747 60,479 55,956 48,769

indonesia -2.988

7.986 :

- 8.401

Singapore 3122

Thailand -7.281

Plus 3 54,072 !

-3.085 -13.654 -14.652 -3.021 14,243 12428 ¢ G213

133,295 104,156 50,122 | 123,150 192,533 152,457

China 11,997 2 7,243 36,963 31,472 21118 20, 17,40

Forea -2.603 i §

Japan 44,078 120.696 106,865

ASEAN+3 43,360

32475 ! 122,681 242,280 | 212.,63¢ | 205598
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Table 9 Short-term External Debts

(Percent of total external debts)

1930 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001
|ASEANS L S IS S SRS ISR SN N —
indonesia | - 1594 | 1800 | 2052 | 2017 | 1805 | 2087 | 2500 | 2414 | 1330 | 1328 | 1596 | o na
Maaysa | 1243 | 12714 | 1818 | 2656 | 2040 | 2118 | 27.90 | 3163 | 1997 | 1435 | 1110 | na
Prippines | 1448 | 1524 | 1592 | 1401 | 1450 | 1395 | 1985 | 2582 | 1489 | 1084 | 1188 | 1155
Singapore | 1951 | 2090 | 2045 | 1783 | 1339 | 1495 | 2018 | 2006 | 1621 | 2280 | 1845 | o na
Thailand 29.62 3313 35.25 43.00 44.53 44.08 39.55 34.49 28.27 2420 18 68 na
Pluss S O [ I AU U ! R S S
China 1685 | 178 | 1901 | 1780 | 740 | 1891 | 1972 | 2145 | 1807 | 1147 | 1146 | na
Korea 30.89 28.19 27.00 2585 43.65 54.32 57.50 39.27 20.23 26.66 30.10 na
(Percent of reserves)
1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001
ASEAN 5 F T R TIISTS [LITITIISTISPOPRURPOITTS NUOUSRNPIOTUPRITS RNPSSTOIIUUUMIUPPIPPIPIN HUSUUTTSVRSOPEUIUTIING RUIUSURNIOUNCORUSPIINE UROPURV PP RRERORURUIRS RUUUVRIURVTUIRTCRNTURT WSO UOTR TSR RRUROROUIRY ST RORTRUPPUIUY VT P TUTIURP ST
Indonesia 13069 | 13965 | 15847 | 14550 | 14741 | 17560 | 16716 | 18892 | 8583 | 7348 | 7734 | ra
Maiaysia 1931 | 1885 | 2098 | 2540 | 2423 | 3044 | 4080 | 7148 | 3299 | 1962 | 1568 | na
Priippines 21612 | 10924 | 9846 | 8504 | 8026 | 6789 | 6785 | 13497 | 6665 | 3827 | 3959 | 3863
Singapore 265 | 267 | 235 | 204 | 175 | 182 | 257 | 388 | 363 | 490 | 389 | na
Thailand 58.31 67.83 69.53 88.97 96.37 119.35 110.27 140.69 100.42 67.33 45.5€ rn.a
PIOSS e ] e S
China 3084 | 2433 | 6484 | 6651 | 3264 | 2036 | 2360 | 2195 | 1865 | 1117 | 1017 | na
Korea 72.85 81.55 69.49 60.21 12313 142,49 195.41 263.62 54.07 46.82 42.06 rn.a.
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Table 10

External Debt Outstanding

(Millions of U.S. dollars)

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001
ASEAN 5
Indonesia 69,872 79,548 88,002 89,172 | 107,824 | 124,398 | 128,937 | 136,161 151,236 | 150,844 | 141,803 n.a.
Malaysia 15,328 17,080 20,018 26,149 30,336 34,343 39,673 47,228 42,409 41,902 41,797 n.a.
Philippines 30,580 32,451 33,005 35,936 39,412 37,829 40,146 45,683 48,266 53,019 50,063 52,355
Singapore 3,772 4,369 4,581 5,523 7,594 8,368 9,803 13,803 14,169 16,514 16,880 n.a.
Thailand 28,095 37,703 41,784 52,638 65,533 | 100,039 | 107,736 | 109,699 | 104,916 96,769 79,675 n.a.
Plus 3
China 55,301 60,259 72,428 85,028 | 100,457 | 118,090 | 128,817 | 146,697 | 154,599 | 154,223 | 149,800 n.a.
Korea 34,968 39,733 44,156 47,202 72,414 85,810 | 115,803 | 136,984 | 139,097 | 130,316 | 134,417 n.a.
(Percent of reserves)
1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001
ASEAN 5
Indonesia 820 776 772 722 817 841 669 783 643 553 485 n.a.
Malaysia 155 155 1156 96 119 144 146 226 165 137 141 na.
Philippines 1,493 717 618 607 553 487 342 523 448 353 333 334
Singapore 14 13 11 11 13 12 13 19 19 21.5 211 n.a.
Thailand 197 205 197 207 2186 271 279 408 355 278 244 n.a.
Plus 3
China 183 136 341 374 188 155 120 102 103 97 89 n.a.
Korea 236 289 257 233 282 262 340 671 267 176 140 n.a.
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Table 11 ASEAN+3's Trade Volume Classified by Destination

[ 1904 | 1995 | 1996 | 1997 | 1998 | 1999 | 2000 | 2001
ASEAN+3 with the World (Millions of U.S. doliars)
Exports 271,994 347,222 357,787 354,874 278,634 327,147 421,937 385,162
Imports 371,893 456,600 471,889 469,666 392,029 462,950 608,905 557,196
Ex+im 643,887 803,822 829.676 824,540 670,663 790,097 1,030,842 942 358
Total World Trade (Millions of U.S. dollars)
Exports 867,210 1,029,498 1,022,959 1,080,789 1,020,593 1,099,696 1,304,395 1,191,401
Imports 763,528 948,153 996,972 980,875 774,867 | 877836 | 1,108,748 1,011,304
Ex+Im 1,630,738 1,977 651 2,019,931 2,061.764 1,795,480 1,977,532 2,413,143 2,202,705
Share (Percent)
Exports 31.36 33.73 34.98 32.83 27.30 | 29.75 32.35 3233
imports 48.71 48.16 47.33 47.88 50.59 52.74 54.92 5510
Ex+lm 39.48 40.65 41.07 39.99 37.35 39.95 42.72 42.78
Source: Direction of Trade 2002, IMF.
Table 12 Currency Composition of Thailand's Exports and Imports
(Percent)
1998 1999
Us$ Yen Baht Others Us$ Yen Baht Others
Exports
USA 97.5 0.0 0.1 2.4 95.2 0.0 1.1 3.7
Japan 83.2 14.1 26 0.1 74.2 18.1 7.5 0.2
EU 89.0 0.0 0.9 10.1 83.2 0.0 1.4 15.4
ASEAN 88.3 1.3 6.5 3.9 94.1 15 27 1.7
Imports
USA. 89.0 0.0 0.1 10.9 85.8 0.4 0.5 13.3
Japan 65.8 32.5 15 0.2 54.4 414 2.1 2.1
EU 61.9 0.0 25 35.6 68.6 0.0 2.8 28.6
ASEAN 88.3 22 3.0 8.5 88.3 3.3 3.7 4.7

(Continued on page 42)
Source: Bank of Thailand.

41 Pakorn Vichyanond and Chalongphob Sussangkarn



Table 12 (Cont.) Commercial Banks' Purchases and Sales of Foreign Exchange in Thailand

(Millions of Baht)

1994 1995 1996 1997 1998 1999
a. Purchases
U.S. dollar 8,044,379 13,206,671 23,626 402 24 821 336 11,217 693 6,556,295
Yen 83,367 102,193 134,709 148,844 260,952 259,119
D.M. 25,476 28,244 26,253 33,811 42 711 39,558
Pound sterling 10,896 10,183 11,444 21,826 20,894 19,659
S. dollar 11,599 11,315 11,096 16,577 14,543 12,714
H.K. dollar 11,018 11,264 10,323 14 947 12,974 9,018
M. dollar 3,419 4714 4778 6,692 8,934 5
Other currencies 28 520 39,593 37,839 40,451 52,319 87,612
Total 8,218,674 13,414,177 23,862,844 25,104,484 11,631,020 6,983,980
b. Sales
U.S. dollar 7,799,008 12,830,990 23,378,849 24 951,152 11,215,030 6,417,060
Yen 188,688 224,929 229,628 251,493 291,008 354,877
D.M. 66,069 85,432 82,407 80,270 63,846 38,663
Pound sterling 22,449 24 301 29,123 41,574 27,794 21,856
S. dollar 28,446 29,294 28,682 31,846 23,937 20,445
H.K. dollar 16,851 13,712 14,222 14,593 10,085 8,388
M. dollar 28,939 17,003 13,732 14,781 8,775 31
Other currencies 76,837 77,674 80,035 88,314 83,337 100,361
Total 8,227,287 13,303,335 23,856,678 25,474,023 11,723,812 6,961,681
(Percent)
a. PurChases ..................................................
________ U.S. dollar 97.9 98.5 939
Yen 10 3.7
Other currencies 0.7 1.6
b. Sa'es ...............
U.S dollar 94 8 964 98.0 97.9 957 92.2
S R D 23l 17 10 1.0 25 ol B
............ EU e 0808 05 08 . 09
Other currencies 1.8 10 0.6 06 1.1 1.9

Source: Bank of Thailand.
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Table 13 Correlation of ASEAN Currencies versus U.S. Dollar

Thailand Malaysia Singapore Philippines indonesia
.............................................. Level e e T O NSO
,,,,,,,,,,,,,,,,,,,,,,, Thaitand e 090 VTN HO PO
............. Malaysia 0.72 o 00
SINGAPOTE 032 . 0.40 L R N
......... Philippines 062 .. L.04s o 013 1.00 S e
Indonesia 0.77 0.73 0.26 034 1.00
O T aL T O O SN SO S
........ Thailand 1,00
Malaysia 0.36 1.00
Singapore ... 0.67 0.42 100 i
Philippines 052 0.12 0.32 100 b
Indonesia 073 0.22 C.57 017 1.00

Period: May 1998 - April 2000
Source: ASEAN Central Banks
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Table 14 Macroeconomic Characteristics of ASEAN+3 Countries

Exchange Rate (per U.S. dollar)

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001

ASEANS

Indonesia 1,842.81 1,950.32 | 2,029.92 | 208710 2,160.75{ 2,248.61 | 2,342.30| 2,909.38 | 10,013.60 | 7,855.15 | 8,421.77 | 10,260.90
Malaysia 2.70 2.75 2.55 2.57 2.62 2.50 2.52 2.81 3.92 3.80 3.80 3.80
Philippines 24.31 27.48 25.51 27.12 26.42 25.71 26.22 29.47 40.89 39.09 4419 50.99
Singapore 1.81 1.73 1.63 1.62 1.53 1.42 1.41 1.48 1.67 1.69 1.72 1.79
Thailand 25.59 25.52 25.40 25.32 25.15 24.92 25.34 31.36 41.36 37.81 40.11 44 .43
Plus 3

China 478 5.32 5.51 5.76 8.62 8.35 8.31 8.29 8.28 8.28 8.28 8.28
Korea 707.76 733.35 780.65 802.67 803.45 771.27 804.45 951291 140144 1,188.82| 1,130.96 | 1,290.99
Japan 144.79 134.71 126.65 111.20 102.21 94.06 108.78 120.99 130.91 113.91 107.77 121.53
Deposit Rate (%)

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001

ASEAN5

Indonesia 17.53 23.32 19.60 14 55 12.53 16.72 17.26 20.01 39.07 25.74 12.50 15.00
Malaysia 5.90 7.18 7.97 7.04 4.94 5.93 7.09 7.78 8.51 412 3.36 3.23
Philippines 19.54 18.80 14.27 9.61 10.54 8.39 9.68 10.19 12.11 8.17 8.31 9.50
Singapore 4.67 463 2.86 2.30 3.00 3.50 3.41 3.47 4.60 1.68 1.71 1.87
Thailand 12.25 13.67 8.88 8.63 8.46 11.58 10.33 10.562 10.65 473 3.29 2.38
Plus 3

China 8.64 7.56 7.56 10.98 10.98 10.98 7.47 567 3.78 2.25 2.25 n.a.
Korea 10.00 10.00 10.00 8.58 8.50 8.83 7.50 10.81 13.29 7.95 7.94 5.80
Japan 3.56 4.14 3.35 2.14 1.70 0.90 0.30 0.30 0.27 0.12 0.07 n.a.

(Continued on page 45)

Source: International Financial Statistics 1999, IMF.
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Inflation (%)

Table 14 (Cont.) Macroeconomic Characteristics of ASEAN+3 Countries

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001
ASEAN 5
Indonesia 78 9.4 75 97 85 94 8.0 6.7 576 20.5 37 115
Malaysia 26 44 4.8 35 37 35 35 27 53 27 15 1.4
Philippines 132 185 86 6.9 8.4 8.0 9.0 58 97 6.7 44 61
Singapare 35 34 2.3 2.3 3.1 17 14 2.0 03 0.0 1.4 1.0
Thailand 59 57 41 34 5.0 58 5.8 56 8.1 03 15 1.7
Puss3 | | T
China 31 35 6.3 14.6 242 16.9 8.3 2.8 0.8 1.4 03 03
 Korea 8.6 93 6.2 48 6.2 45 49 4.4 75 0.8 23 43
Japan 31 32 1.7 1.3 07 -0.1 0.1 1.7 07 0.3 0.7 -0.7

Source: International Financial Statistics 1999 (for data 1990-98) and World Economic Outlook May 2000 (for data 1999), IMF.

Per Capita GDP (U.S. dollars)

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001

ASEAN 5

Indonesia 637.5 706.6 7541 842.3 927.7 1,037.9 1,155.3 1,079.4 466.9 681.2 728.1 877.5
Malaysia 2,432.3 2,648.8 3,106.7 3,420.0 3,703.7 42977 4763.8 46246 3,254.1 3,485.2 3,871.1 3,890.8
Philippines 718.9 711.6 810.8 811.7 9339 1,055.0 1,152.3 1,117.4 870.2 1,018.8 979.2 926.2
Singapore 12,1421 | 13,6451 | 15,190.9 | 17,369.8 | 20,416.6 | 23,538.0 | 24,782.2 | 24,927.7 | 20,976.7 | 20,9213 | 22,456.3 | 20,737.9
Thailand 1,628.3 1,736.5 1,945.4 2,155.0 2,457.5 2,828.6 3,032.4 2,490.0 1,828.9 1,989.9 1,962.1 1,824.8
Plus 3

China 3315 3416 396.3 500.5 448.2 574.0 666.8 7261 768.1 7824 846.5 902.0
Korea 5,892.8 6,818.3 7,194.0 7,823.4 9,017.1 | 10,850.7 | 11,423.0 | 10,360.6 6,829.2 8,665.6 9,763.5 8,917.8
Japan 24,7171 | 28,1005 | 30,561.3 | 35,049.7 | 38,4414 | 421753 | 37,339.2 | 34213.0 | 31,1726 | 35479.4 | 37,560.6 | 32,522.4
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(Continued on page 46)
Source: Key Indicators 1998 (for data from 1990-97), ADB and International Financial Statistics 1999 (for data 1998), IMF.
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Table 14 (Cont.) Macroeconomic Characteristics of ASEAN+3 Countries

Government Cash Balance (% of GDP)

1990 | 1991 1992 | 1993 | 1994 | 1995 | 1996 | 1897 | 1998 | 1998 | 2000 | 2001
ASEAN S FU U R AN N N o “
Indonesia 038 038 | 038 | 061 0.94 222 116 | 067 | 285 | 414 | na
Malaysia 289 | 195 | 082 | o021 | 226 0.84 0.72 235 | 177 | 315 na
Philippines 346 | 212 | 118 | -148 107 058 029 006 | -187 | 375 | -412 | -404
Singapore 977 | 1026 | 1183 | 1395 | 1227 | 1348 | 1471 970 | 1683 | 1041 | 1132 | -030
Thailand 4.90 4.01 2.54 1.76 279 3.22 094 | -032 | 279 | 333 | 220 | -241
Puss T ,. ._ |
China 080 | -112 | 100 | -08 | 123 | 09s | 078 | -078 | 115 | 213 | 279 | -258
Korea | 0es | 161 | -048 061 0.30 0.27 010 | 27 na na_ | na na.

Source: Key indicators 1998 (for data from 1990-97), ADB and International Financiai Statistics 1999 (for data 1998), IMF.
Domestic Credit Growth (% p.a.)

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001
ASEAN S e o b
Indonesia ST WL NS SRR SRS SRR LI - 22 CEI NS SN SN R LIS NG 2B NS

Thaitand
PHUS 3 ............................................................................................................................................................................................................................................
China 24 20 22 46 21 24 25 20 20 12 o n.a.

Source: Key Indicators 1998 (for data from 1990-97), ADB and international Financial Statistics 1999 (for data 1998), IMF.
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Table 15 Real GDP Growth

(Percent)
1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001
ASEAN 5 ‘
Indonesia 7.2 7.0 6.5 6.5 7.5 82 7.8 4.7 -13.1 0.8 4.8 3.4
Malaysia 7 9.0 9.5 8.9 9.9 9.2 9.8 10.0 7.3 -7.4 5.8 8.5 0.6
Philippines 3.0 -0.6 0.3 2.1 4.4 47 58 52 -0.6 3.4 4.0 34
Singapore 9.0 7.1 6.5 127 11.4 8.0 7.7 8.5 -0.1 6.9 10.3 2.0
Thailand 11.2 8.6 8.1 8.3 9.0 9.2 59 -1.4 -10.5 4.4 46 1.8
Plus 3
China N 3.8 9.2 142 13.5 12.7 10.5 9.6 8.8 7.8 7.1 8.0 n.a
Korea 9.0 9.2 54 5.5 8.3 8.9 6.7 5.0 6.7 10.9 9.3 3.0
Japan 48 3.0 0.9 05 1.0 16 3.3 1.9 =11 0.8 1.5 0.1
Table 16 Trade Destinations in 2001
EA’s Exports EA’s Imports Trade balance

to/from min US$ % share min US$ % share min US$ % of GDP

EA 385,162 32 380,203 38 4,959 0.08

us 277,145 23 158,303 16 118,842 1.91

Euro 185,650 16 145,704 14 39,946 0.64

Other 343,444 29 327,094 32 16,350 0.26

Total 1,191,401 100 1,011,304 100 180,097 2.89

EA = Thailand, indonesia, Malaysia, Philippines, Singapore, South Korea, China, and Japan.

Source: Direction of Trade, International Monetary Fund, 2002.
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Figure 1
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Reserves/Imports

%
90

80

70

50

40

1990 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001

Pakorn Vichyanond and Chalongphob Sussangkarn

49



Figure 4
Exchange Rates and Current Account Before the Crisis
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Figure 5

Exchange Rates After the Crisis
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Figure 7
Short-term External Debts Before the Crisis
(% of Total External Debts)
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Figure 8

Short-term External Debts Before the Crisis
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Figure 9
External Debts/Reserves After the Crisis
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Figure 11
Currency Profile of Thailand’s Exports and Imports to ASEAN
in 1998-99
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Figure 12
Exchange Rates of Baht versus Other ASEAN Currencies
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Figure 13
Bilateral Payment Arrangement
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Figure 14
Pure Clearinghouse (PCH)
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Figure 15
Steps within PCH
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Figure 16

Participants in PCH

All commercial banks are allowed.

No central banks are involved.
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Figure 17
Major Features of PCH

No Market Interference

Pure Clearinghouse

Reduce FX Pooling and matching
Financing FX positions
Figure 18

Settlement Period

/\

Short Long
Less  Lower | More Higher
netting XR, IR netting XR, IR
risks risks

Trade-off

Trade-off

Pakorn Vichyanond and Chalongphob Sussangkarn

57



Figure 19

Economizing Transaction Costs via PCH
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Figure 21
Deals between Multinationals
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Figure 23
Bilateral Pure Clearinghouse
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Figure 25
Aggregate Current Account of ASEAN+3
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Figure 27
Real GDP Growth Rates
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Figure 28
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Figure 29

Different Maturity Orientation
Bank Loans — Short-Term

Bonds and Equity ——» Long-Term

Figure 30

Prerequisites for Successful Development
of I ntraregional Bond Markets
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Figure 31

Items to be Harmonized

Requirements on bond issuance
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Directions and priorities of
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Figure 32
Channels at the Beginning Stage
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Annex 1
An Example of a Pure Clearinghouse

Details of the recommended pure clearinghouse (PCH) scheme are
presented below. It will not only describe the working mechanism but also

give a numerical example of PCH between Thailand and Indonesia.

In this hypothetical case, no trade credit is present while other
assumptions and figures are shown in Table 1. Chart 1 demonstrates a
typical trade setttement ordinarily handled by commercial banks. Each
scenario involves 2 days of trade transactions, thus allowing for possible
appreciation or depreciation of baht in the second day. On day 1, Thai export
worth $80 and import worth $100 are processed through Thai bank A and
Thai bank B respectively, resulting in total fund transfer of $180 in 2 cross-
border transactions and a trade deficit of Thailand worth $20. Local Thai
banks (A and B) are assumed to charge their clients (traders) 0.25%
commission on transferred amounts as transaction cost. As for the
commission that their correspondent banks (Citibank and Chase) charge local
banks, although actual charges are based upon the number of transactions
and not the amounts involved, for the sake of simplicity these correspondent
banks are hereby assumed to charge local banks 0.20% commission on
cross-border transferred amounts. A similar event is to occur on day 2 with
total fund transfer of $90 in 2 cross-border transactions and a trade surplus of
Thailand worth $10. Altogether, total fund transfers amount to $270 in 4
cross-border transactions with commission charges calculated in cases
whereby the baht appreciates to 38 baht/US$ or depreciates to 42 baht/US$
in the second day (see Tables 2 and 3).

Under the PCH scheme, the PCH clears trade transactions within
each country first and remits only the trade imbalance across country
afterwards. The duration of settlement by PCH can be either short or long as
desired. In the case of daily settlement as displayed in Chart 2, PCH (Thai)

Pakorn Vichyanond and Chalongphob Sussangkarn €65



sends $20 to PCH (Indo) on day 1 and receives $10 from PCH (Indo) on day
2. Altogether, total fund transfers amount to $30 in 2 cross-border
transactions. These are far less than the ordinary settlement, resuiting in
saving of transaction costs. Moreover, cross-border commission fee is
expected to fall from 0.20% to 0.17% because PCH (Thailand) is a joint
venture among several Thai commercial banks, so they can share the cost of
aggregate PCH cross-border transactions. Besides, PCH (Thailand) and
PCH (Indonesia) could also cooperate upon cost sharing (Table 7).
Consequently, the lower cross-border transaction fee (from 0.20% to 0.17%)
enables commercial banks in each country to reduce their commission
charged upon traders from 0.25% to 0.23%. Overall, the PCH scheme helps
curtail the transaction costs of both commercial banks and traders as shown
in Tables 3, 5 and 6.

Chart 3 shows the case whereby the duration of netting via PCH is
lengthened to 2 days, as many may argue that total trade transactions
between Thailand and Indonesia within 1 day may not be large enough to
such an extent that netting will yield any benefit. In the case of two-day
settlement, the PCH scheme necessitates a buffer stock which cushions
receipts from importers and payments to exports a day before the PCH
settles the accumulated net balance. Chart 3 and Table 2 represent the likely
case that when the duration of PCH settlement is lengthened, the amount
after netting is smaller. So the PCH will not only remit less funds across
border but also entail fewer cross-border transactions. Therefore, transaction
costs are lowered benefiting all parties involved. However, longer duration of
PCH settlement tends to require more buffer stock, especially in countries
which enjoy continual trade surplus.

At this point, it should also be mentioned the PCH generates macro
benefits as well, since less foreign exchange will be needed to fund
international trade transactions, thus buttressing the country’s foreign
exchange reserves which represent an essential ingredient to preserve
stability in the flexible exchange rate system.
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The saving of transaction costs as a result of PCH will occur in both
Thailand and Indonesia no matter how the baht exchange rate moves as
shown in Tables 5 and 6. And the requirement of buffer stock (Table 4) will
not create any difficulty because PCHs in different countries can cooperate
with one another in sharing excess liquidity (received from importers) with
liquidity shortage (because of payments to exporters). Besides, since
commercial banks are primary shareholders of PCH, they can easily support
the buffer stock, or even resort to buffer stock as one channel of lending at
the time of liquidity glut.

The above hypothetical case is expected to demonstrate the benefits
of PCH in both micro (pcoling and netting foreign exchange positions of
commercial banks before undertaking cross-country transactions, thus
lowering transaction costs) and macro (reducing the need of foreign
exchange for trade financing, thus strengthening the country's reserves)
context. In short, these gains from PCH are derived from pooling and
reducting international financial transactions when conducting inter-country
transactions. The above model is also workable in the situation where
international financial intermediaries charge a flat fee ($10-15) per
transaction, instead of a percentage of the amounts involved as assumed
above.
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Table 1

Exchange rate Thai Indonesia
per US.$ Us$ US$ | Assumptions
Day 1 40 Baht Exporter 80 Exporter 100 | 1. No trade credit
10,000 Rupiah Importer -100 Importer -80 | 2. Transaction volume between traders and local commercial banks is in net position
Total fund transfer 180 180 | 3. Each scenario involves 2 days of trade transactions: one with baht appreciation in
Net fund transfer -20 Net 20 the second day, the other with baht depreciation in the second day
Commission fees charged by 4. Transaction cost between local commercial banks and traders is 0.25% of total
Thai banks 0.0025 Indo banks 0.0025 transferred amount
Foreign banks 0.002 Foreign banks 0.002 | 5. Transaction cost between local commercial banks and foreign commercial banks
Exchange rate Thai Indonesia abroad is 0.20% of total transferred amount
Us$ US$ | 6. Under the PCH scheme, transaction cost between iocal commercial banks and
Day 2 traders is reduced to 0.23% of total transferred amount
Appreciate to 38 Baht Exporter 50 Exporter 40 | 7. Transaction cost between PCH and local commercial banks is 0.17% of total
10,000 Rupiah Importer -40 Importer -50 transferred amount
Total fund transfer 90 90 | 8. Thai exporter deals with Thai bank A
Net fund transfer 10 Net -10 1 9. Thai importer deals with Thai bank B
Depreciate to 42 Baht 10. Indonesia exporter deals with indo bank K
10,000 Rupiah 11. Indonesia importer deals with indo bank L
USs$ US$ | 12. Thai bank A and Indo bank L deal via CITI bank
Day 1&2 Net -10 Net 10 | 13. Thai bank B and Indo bank K deal via Chase bank
Commission fees charged by 14. Buffer stock is financed by PCH of each country
Thai banks 0.0023 indo banks 0.0023 | 15. inter-PCH transaction cost is 0.15% of total transferred amount, equally shared by
PCH (Thai) 0.0017 PCH (indo) 0.0017 each country's PCH
Inter PCH 0.00075
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Table 2 Total Fund Transfer

Thailand Indonesia
Ordinary Settlement via PCH Ordinary Settlement via PCH
Settlement 1-day 2-day Settlement 1-day 2-day
$ Baht $ Baht $ Baht $ Rupiah $ Rupiah $ Rupiah
 Baht appreciate 270 10,620 30 1,180 10 380 270 2,700,000 30 300,000 10 100,000
Baht depreciate 270 10,980 30 1,220 10 420 270 2,700,000 30 300,000 10 100,000
Table 3 Commission Charges Collected from Each Party in 2 days
(Thai in baht, indo in rupiah)
Thai Traders Indo Traders Thai bank A Thai bank B Indo bank K Indo bank L
via PCH via PCH . via PCH via PCH via PCH via PCH
Ordinary 1-day | 2-day Ordinary 1-day | 2-day Ordinary 1-day | 2-day Ordinary 1-day | 2-day Ordinary 1-day | 2-day Ordinary i-day | 2-day
case case case case case case
Baht appreciate 26.55 | 2442624426 | 6,750 6,210 | 6,210 102 8.67 8.67 11.04 9.384 | 9.384 2,800 2,380 | 2,380 2,600 2,210 2210
Baht depreciate 2745 | 25254125254 6,750 6,210 | 6,210 106 9.01 9.01 11.36 9.656 | 9.656 2,800 2,380 | 2,380 2,600 2210 | 2,210
Table 4 Buffer Stock for 2-day Settlement via PCH
(Thai in baht, Indo in rupiah)
Thailand Indonesia
Inflows Outflows Net Inflows Outfiows Net
Baht appreciate Day 1 4,000 3,200 800 800,000 1,000,000 -200,000
Day 2 1,520 1,900 -380 500,000 400,000 100,000
Total 5,620 5,100 420 1,300,000 1,400,000 -100,000
Baht depreciate Day 1 4,000 3,200 800 800,000 1,000,000 -200,000
Day 2 1,680 2,100 -420 500,000 400,000 100,000
Total 5,680 5,300 380 1,300,000 1,400,000 -100,000
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Table 5 Saving Derived from PCH (Thailand)

{(baht)
Appreciate Depreciate
Thailand Commission fees Commission fees
Base PCH Saving Base PCH Saving
Traders 26.55 24.426 2.124 27.45 25.254 2.196
Thai Bank A 10.2 8.67 1.53 10.6 9.01 1.59
Thai Bank B 11.04 9.384 1.656 11.36 9.656 1.704
Table 6 Saving Derived from PCH (Indonesia)
(Rupiah)
Appreciate Depreciate
indonesia Commission fees Saving Commission fees Saving
Base PCH Base PCH
Traders 6,750 6,210 540 6,750 6,210 540
Indo Bank K 2,800 2,380 420 2,800 2,380 420
Indo Bank L 2,600 2,210 390 2,600 2,210 390
Table 7 Commission Charged upon Each PCH
PCH (T) PCH (l)
Commission fees 1 day 2 days 1 day 2 days
Baht appreciate 0.885 0.285 225 N
Baht depreciate 0.915 0.315 225 75
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Chart 2
Daily Settlement via PCH
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Chart 3
Two-day Settlement via PCH

Day 1 0.23% 0.17% 0.17% 0.23%
40 baht/$ Exporter (T) | €828~ [Thai bank:Al €—— «—— [indo bank:t| €282 [importer (1)
10,000 rupiah/$ PCH PCH
0.23% (Thai) (Indo) 0.23%
Importer (T) MP Thai bank:B} ~—— ——» |indo bank:K J-O—Oib Exporter (I)
Day 2 0.23% 0.17% 0.17% 0.23%
38 or 40 baht/$ Exporter (T) 4& Thai bank:Al €4—— 4—— |indo bank:L 4—5—-& Importer (1)
10,000 rupiah/$ PCH 108 PCH
——
0.23% (Thai) {Indo) 0.23%
Importer (T} &P Thai bank:B] ——p» —P lindo bank:K —‘*—Qib Exporter (i)

73

Pakorn Vichyanond and Chalongphob Sussangkarn



Annex 2
Trade Balances Among ASEAN 5 Countries

Partners
1997 Thailand | Malaysia | Indonesia | Philippines | Singapore Sum
i H Thailand 0 74 -17 317 3,667 4,041
1 o] Malaysia -74 0 -599 109 9,521 8,957
| S Indonesia 17 599 0] 646 n.a. 1,262
% t Philippines =317 -109 -646 0 -304 -1,376
! S Singapore -3,667 -9,521 n.a. 304 0 -12,884
Partners
1998 Thailand Malaysia | Indonesia | Philippines | Singapore Sum
H Thailand 0 61 -55 223 2,466 2,695
0 Malaysia -61 0 -850 -403 7.789 6,475
s Indonesia 55 850 0 593 n.a. 1,498
t Philippines -223 403 -593 0 570 157
s Singapore -2,466 -7,789 n.a. -570 0 -10,825
Partners
1999 Thailand | Malaysia | Indonesia | Philippines | Singapore Sum
H Thailand 0 -174 -164 9 1,415 1,086
0 Malaysia 174 0 -1,151 -656 8,127 6,494
S Indonesia 164 1,151 0 650 n.a. 1,965
t Phitippines -9 656 -650 0 1,194 1,191
S Singapore -1,415 -8,127 n.a. -1,194 0 -10,736
Partners
2000 Thailand | Malaysia | Indonesia | Philippines | Singapore Sum
H Thailand 0 -159 -24 -178 -209 -570
o} Malaysia 159 0 -1,138 -847 11,085 9,259
S Indonesia 24 1,138 0 578 n.a. 1,740
t Philippines 178 847 -578 0 1,243 1,690
S Singapore 209 -11,085 n.a. -1,243 0 -12,119

Source: Direction of Trade 2000, IMF.
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Annex 3
Comments from the Workshop on PCH

The following are comments from the Workshop on “The Pure
Clearinghouse (PCH) Scheme: Promoting the Use of ASEAN Currencies in
Intra-regional Trade and Business Transactions” sponsored by UNDP and
held in Bangkok, Thailand on 20-21 November 2001. Participants included
central bankers, commercial bankers, exporters, importers, and
representatives of chambers of commerce in ASEAN member countries.

1. The financial sectors in different ASEAN countries have
achieved different stages of development. So the PCH scheme is unlikely to
be applicable to all ASEAN countries. Its usage should be “tailor-made” in
accordance with the prevailing status of each country’s financial sector.

2. Central banks of different countries apparently play different
roles. Therefore, the adoption of PCH should be “tailor-made” as well,
depending upon the policy of each ASEAN member on the role of its central
bank.

3. If exchange risks are to be handled easily and efficiently, the
frequency of netting should be increased as much as possible. In the first
stage of PCH, one-day settlement period is the most attractive.

4. The establishment of PCH should be undertaken as a pilot
project with ASEANSEC acting as a center and coordinating agency. This
PCH should be pursued by ASEAN-6 in a multi-track fashion which hinges
upon each country’s readiness. Several parties in ASEAN (central banks
commercial banks, chambers of commerce) have strong interest in setting up
PCH because they can obtain various benefits from the netting process (e.g.
cost reduction, more usable foreign exchange reserves). International
financial organizations (IMF, IBRD, ADB) will have interest as well since they
favor financial stability, especially with respect to exchange rates. Useful
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advice should be tapped from foreign organizations’ experts who have had
long experience in dealing with similar clearinghouse to PCH such as
CEDELBANK and Euroclear.

5. If the Bilateral Payment Arrangement (BPA) is compared with
PCH, even though they may seem similar, the BPA have numerous
shortcomings such as the following. BPA involves steps of government
intervention and subsidy, e.g. specification of eligible items, credit guarantee,
trade-financing credits extended by central banks, limit on the number of
commercial banks which can participate, generating moral hazard upon

commercial banks as well as traders.

6. PCH should take the following precautions.

(a) Time lag is definitely meaningful in international transfers of
funds. So those transfers shouid not be carried out via New
York accounts or offices. Instead, they should be completed in
one or the same day in ASEAN countries. And the Central PCH
office of multilateral interaction and settlement must be located
only in the ASEAN area.

(b) Some multinational commercial banks have already undertaken
internal netting within themselves.

(c) If some shareholders of pure clearinghouses are traders
(exporters or importers), some conflict of interests may emerge
because on one hand, traders ordinarily wish the PCH to
maximize netting so as to achieve cost reduction. On the other
hand, traders as PCH shareholders may also desire to maximize
their profits from more commission charges which mean less
netting or more frequent transactions. So organizers of the PCH
system should be careful about who will be proper major
shareholders of PCH.
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