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Monetary Mercantilism and Economic Growth in East Asia

Abstract

It is often recognised that competitive or undaredl exchange rate levels matter
for economic development. However, in addition ttee price and cost
competitiveness, volatility affects investment hessa volatile exchange rates
create uncertainty. Governments can use foreigghage management to
stabilize exchange rates at a competitive levebider to foster economic
growth. However, this policy, which | call monetamercantilism, prevents the
development of domestic financial markets. As aseguence, monetary
mercantilism renders emerging economies fragile amderable to financial
crisis. The paper shows that emerging economigssia have been following

monetary mercantilist strategies, even after tharfcial crisis in the late 1990s.
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How can exchange rate policies support economiwiiy®d Neoclassical growth theory would
deny that monetary variables can make a positiveriboition, because economic growth is
determined by real variables like technologicalgpess, productivity and capital accumulation
(Barro, 2001). Only to the degree that nominal exgje rates influence real exchange rates
may they affect economic growth. But if markets kvafficiently, this would only be a
transitory effect. The literature has emphasizedgiowth-impeding effects of distorting real
exchange rates, when price rigidities and incoeststmacroeconomic policies cause
overvaluations (Razin and Collins, 1997). However, for Rodrik 869 disequilibrium
exchange rates can sometimes also make a positightition to industrialisation. In a more
recent paper (2007), he has provided evidence ¢hatncy undervaluationsstimulate
economic growth. This can be explained by a disptignate effect of undervaluations on
tradable goods and governments can therefore esee#h exchange rate as a policy variable.
One of the instruments used for affecting real erge rates is the interaction between
monetary policy, currency interventions and capitaicount management. From this
perspective, nominal exchange rate policies car haportant consequences for economic
growth. However, while the real exchange rate canirberpreted as the relative price of
goods, the nominal exchange rate is an asset p8ueh prices are formed by market
expectations and are subject to considerable libfatinless authorities intervene. High
volatility creates uncertainty to the detrimentgobwth. A growth-supporting exchange rate

policy must therefore focus on the nominal exchaage level, as well as its movements.

According to the orthodox view, flexible exchangates facilitate rapid adjustment to
equilibrium. Fixed exchange rates are consideradosal hazard because the authorities’
commitment to maintain a certain nominal rate waalldw private investors not to face the
full risk of their investment decisions. The Asi@amancial crisis in 1997/8 has been seen as an
example for such misguided exchange rate polidies.IMF therefore recommended after the
crisis that emerging economies in Asia should adopthange rate arrangements, which

“allow substantial exchange rate flexibility” (Mw@sst alt., 2000). Nevertheless, as soon as the

! Professor of Political Economy S.Anna School of/awdced Studies, Pisa and President of the Scientifi
Committee of Centro Europa Ricerche (CER), Rome



crisis was over, most East Asian countries havermetl to pegging to the US dollar
(McKinnon and Schnabl, 2004; see also Figure 3vogel

This fact raises two questions: First, why do smyneountries choose policies, which go
against the consensus of neoclassical economicsRetse a theoretical argument that is
ignored by orthodox policy recommendations? Secordit are the consequences of fixing
exchange rates and what conclusions should be di@wpolicies? In this paper | will focus
on the growth implications of fixed exchange ratgimes. | argue in the first part that a
regime of stable, competitive exchange rates, whicdll monetary mercantilispwill foster
rapid economic growth in the real economy, butilt also impede the emergence of a well-
developed banking system. | then analyse in thergkpart the policies pursued in East Asia,
look at the consequences for the global economy thed recommend greater currency
cooperation between Asia and Europe in order tititite the necessary adjustment of the US
economy. | concentrate on East Asia because dtpislly emerging as the new growth pole in
the world.

The paper was written before the US financial srisbelieve that the collapse of an important
part of the American banking system has actualigfoeced the need for a more efficient

banking system in Asia and therefore confirms #ievance of this analysis.

The economic rational of exchange rate pegging

The emergence of currency blocs

Asia is a major bloc in the world economy, bothiemrms of size and economic growth. Japan,
China, ASEAN and India together represent more thtnrd of the world economy; Asia, the
United States and the European Union cover overetlyuarters of world GDP. With an
(arithmetic) average growth rate of 5.08%, Asia tessed more than half of global economic
growth in 2006, while the US contributed 17% anddpe only 8.19%.

2 Data from CIA Factbook, 2007
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Asia is not only a huge and fast growing econom@aDespite being fairly heterogeneous,
with large differences in per capita income, popata sizes, economic and cultural
developments it is one of the most highly integtatsgions in the world with numerous policy
coordination mechanism. The process of East Asegiation takes place within mainly three
regional frameworks: ASEAR ASEAN+3 (i.e. ASEAN plus Japan, China and Korea) the
East Asia Summit (EAS)India has given priority to South Asian integratimotably through
SAARC, which is economically less developed (Wilsomd Otsuki, 2007). Because of the
growing importance of India in the world economyhéve added India to East Asia
(ASEAN+4) in this study. Asian economic integratioas focused for decades on expanding
regional trade by free trade agreements and fatiild cross-border flows of Foreign Direct
Investment (FDI) by removing obstacles. Since tharfcial crisis in 1997/8, new forms of
monetary integration have also been explored. Thiang Mai Initiative(CMI) launched in
2000 consists of swap arrangements aimed at prayidhort-term liquidity support to
participating ASEAN+3 countries facing balance ayments problems. In 2001, ASEAN+3
Finance ministers agreed ®fonitoring Short-Term Capital Flowly bilaterally exchanging

% Established in 1967, ASEAN now encompasses 10hSBast Asian countries: Brunei, Burma/Myanmar,
Cambodia, Indonesia, Laos, Malaysia, the Philippiigngapore, Thailand and Vietnam. Only the odb
founding members, abbreviated as ASEAN-6, (Thail&idgapore, Indonesia, Malaysia, and the Philiggin
can be considered as emerging market economiée iproper sense.

* For an overview of the different arrangementsBa®pean Commission, 2008



information on cross-border flows. The ASEANE8onomic Review and Policy Dialogue
(ERPD) was created in 2002 to exchange informaiimrconomic situations and policy issues
in the region. TheAsian Bond Markets Initiativd ABMI) in 2002 aimed at developing
regional bond markets in East Asia. As a consequefdhis sustained integration process,
inter-Asian trade flows are now exceeding the ingoare of traditional markets in the United
States and Europe. Half of ASEAN exports go to aedrly 70 % of ASEAN imports come
from ASEAN+4 countries. See Table 1. Asia is asmajor export markets for the United
States, who send 20.7% of their exports there, fandcurope which directs 15% of the
exports outside the European Union into the reghmia is nearly three times more important

than Europe as a foreign supplier to the US maskat,twice as important for Europe.

TABLE 1- Import and export shares for Asian countries (2006)

Export destination

Exporter China Japan Korea India  ASEAN ASEAN+4 USA EU12 RoW World
China 9.5 4.6 15 7.4 229 21.0 14.2 41.8 100.0
Japan 14.3 7.8 0.7 11.8 34.6 22.8 10.8 31.9 100.0
Korea 21.3 8.2 1.7 9.9 41.0 133 10.3 35.3 100.0
India 6.6 2.3 2.0 10.0 20.8 15.0 15.3 48.9 100.0
ASEAN 8.7 10.9 3.7 25 24.8 50.6 13.9 121 23.3 100.0
Usa 5.3 5.8 3.1 1.0 5.5 20.7 15.0 64.2 100.0
EU12 1.9 13 0.7 0.7 1.5 6.1 8.1 59.1 26.7 100.0
EU12external 4.7 3.3 1.7 1.8 3.6 15.0 19.8 65.2
Importer

Import source China Japan Korea India  ASEAN ASEAN+4 Usa EU12

China 20.5 15.7 9.4 11.3 56.9 15.9 5.7

Japan 14.6 16.8 25 12.3 46.2 7.9 24

Korea 113 4.7 2.6 5.0 23.6 25 1.2

India 1.3 0.7 1.2 1.6 4.8 1.2 0.7

ASEAN 113 13.8 9.6 9.7 24.9 69.4 6.0 24

ASEAN+4 38.6 39.7 433 242 55.1 33.6 124

Usa 7.5 12.0 10.9 6.3 10.5 47.2 5.8

EU12 9.6 7.8 8.0 11.8 9.8 47.1 13.2 53.9

Row 443 40.5 37.8 57.6 24.6 53.2 27.9

World 100.0 100.0 100.0 100.0 100.0 100.0 100.0

The emergence of integrated trade areas requineee dorm of exchange rate stability.
Assuming that prices are sticky at least in thertsteo medium term, variations in nominal
exchange rates will cause distortions in relativiegs between tradable goods in different
countries and between tradable and non-tradablelsgaathin a given country. These
distortions affect the allocation of resources. §hwith the increasing integration of goods

markets, monetary integration becomes a more uigsne.

The institutional arrangements for stabilizing exche rates were at the core of the Bretton

Woods System in 1944. Policy makers sought to aundksirable volatility in exchange rates



and prevent competitive devaluations (“beggar teygimbourhood”) that characterized the
inter-war period. When the Bretton Woods systemednich 1971, it was not replaced by a
market-led pure float, but by a new system morer@ppately described akloc-floating
Bloc-floating characterises a world in which regibourrencies are pegged to major anchor
currencies, which float freely against each otliEar the theory and implications of bloc-
floating see Collignon, 2002).

Until the creation of the euro in 1999, the Deutsalk was the main alternative reserve
currency to the US dollar and the anchor for manyepmlicies in the European Monetary
System. Other countries in Latin America and Asatkrelatively fixed unilateral pegs to the
USD. Today, the US dollar bloc is the most impdriaunrency bloc in the world, while many
European and Mediterranean countries have follothed trade flows to the EU, and they
have linked their currencies to the Euro. Someestgieg their currencies to a basket
containing international key currencies mainly doland euro. Although the Japanese yen
may be included in these baskets, it has nevembe@n anchor for other Asian countries on
its own, despite the fact that the Japanese ecommnyat least as important as Germany. The
major difference between Europe and Asia is probti# lack of will for political integration

that was the driving force behind European uniia@a{Eichengreen and Bayoumi, 1999).

Thus, despite the prevailing consensus among edst®mmat exchange rate flexibility is
preferable over fixed rates, few countries let rthairrencies float. After the crisis of the
European Monetary System in 1992, many economgisved that sustainable exchange rate
arrangements tend to corner solutions of eithevarsibly fixed or freely floating exchange
rate regimes. Flexible exchange rates were suppsattrease the autonomy of monetary
policy for countries, which were adopting inflatidargeting. Since then, reality has not
matched theory. Currency boards and dollarizatiamehnot prevented misalignments and
speculative attacks (Argentina has been the mamttapular example), and freely floating
exchange rates are rare. Calvo and Reinhart (2082 shown that many, if not most, less
developed countries fear and resist free floatimg) @eg their currencies to some international
key currency for a multitude of reasons. Bénassgr@uCoeuré and Mignon (2005) have
looked at 225 countries and estimated that duitiegl999-2004 period only 9 countries had
no currency anchor at all; 8 countries had linkeeirt currencies to the Euro, 22 (including
Singapore and Taiwan) pegged to a currency baskek,the rest of the 86 countries they

studied were pegging their exchange rate to thel&J&r. No country attached its currency to



the Japanese yen. A different approached for mig@seurrency blocs was developed by
Fratzscher (2002); he looks at the degrees of raoneiolicy independence of peripheral
currencies from dollar, euro and yen with respeat iiterest rate transmission and
announcement effects of monetary policy surprised &nds Hong Kong, Indonesia,

Malaysia, and Thailand to be dominated by the U&Ihly Singapore has a greater
dependency on the Japanese yen. The euro had noinfajence on Asian currencies during
the sampling period (1992-2001). He also found tlexible exchange rates did not increase
monetary autonomy if countries’ policies lackeddipdity or were highly integrated in the

world economy.

Why do countries peg their currencies? Derived ftbm European example, exchange rate
theories in the 1990s often recommended peggiragltav-inflation key currency in order to
make monetary policy more credible and to impoitegstability. While this may explain why
European countries linked their monetary policyht® Deutschmark in the 1980s and 90s, it is
not a convincing story for US dollar pegs. Inflatioas been lower in Japan and Euroland than
in the US and some dollar peggers, like China and&pore, have lower inflation rates than
the United States. See Table 2. If price stabilitghe objective for exchange rate pegging,
Asia should peg to the yen or the euro. Howevesrettare two other explanations for the
revealed preference for exchange rate stabilitye oelated to trade, the other to the

insufficiently developed banking system in lessaleped countries.

Table 2. Inflation differentials to USA

1990-1997 1998-2007

Japan -1.98 -2.82
Singapore -0.91 -1.85
China 13.74 -1.47
Euro -0.05 -0.63
Thailand 1.88 0.23
India 6.63 2.86
Philipines 6.81 2.92
Korea 21.37 5.52
Indonesia 5.20 12.62



The trade argument for currency pegging

The trade argument is strongest for small open @o@ges. Mussa et alt. (2000) have shown
that bilateral exchange rates with areas repreggiatismall portion of a particular country’s
trade are more volatile than those with a more mgmd trade partner. Especially small
countries stabilize their exchange rates with respe major trade partners. Rose (2000) has
found that the stability of monetary unions hasgmiicant and high impact on increasing
trade volumes, while exchange rate volatility hasegative effect. Exchange rate stability
therefore contributes to economic growth, becatsget expansion requires investment into
production and marketing in domestic and foreignkees> Collignon (2002) has formalized
the argument in a model, where risk adverse investquire higher returns on capital for
investment projects, which are affected by exchaatge volatility. The higher the uncertainty
caused by volatility, the higher the required metand therefore the lower the volume of
investment. Exchange rate volatility is in its etffeomparable to a tax on foreign trade and
investmenf The argument can be extended to domestic investrirarest rates in floating
currency countries are often more volatile thanfiked rate economies (Frankel, 1999;
Eichengreen and Hausmann, 1999). This will comt#itlae development of a long-term bond
market, as these financial assets will have unstatites and uncertainty on future return will
be high. Exchange-rate and interest-rate volatity/lead investors to demand a higher return
on domestic-currency assets, jacking up the letehterest rates and lowering the growth
potential. Therefore, if governments wish to magientheir growth potential, they need to

reduce exchange rate volatility.

However, volatility is only one aspect that affedtsvestment related to transborder
transactions. Théevel of the exchange rate determines relative pricestherefore relative

returns on capital. A competitive exchange ratepkesomestic costs low relative to foreign
prices and increases returns on capital. Growtlaecihg exchange rate strategies must
therefore aim at pegging domestic currencies tathieency of the major trade partner(s) at a

rate that gives them a competitive advantadeodrik (2007) has argued that currency

® Barro (2001) also confirms the importance of inesnt and the openness of the economy for the eratiin
of economic growth.

® Muller and Verschoor, 2007 provide evidence tbat?5% out of 3634 Asian publicly quoted compartfes
return on capital has been significantly affectgekchange rate volatility.

" Assuming same technologies and preference stastthe neutral exchange rate level would be psitha
power parity. In reality, this level is likely teediate from ppp because of different factor prapos in
production and different relative price structuiresifferent economies. For a ppp-based estimatected for
the Balassa-Samuelson effect, see Rodrik, 2007



undervaluations may support growth as the highermewould compensate for institutional
weaknesses or market failure. This is possible. tBatexchange rate-induced competitive
advantage is particularly important when the newestment yields economies of scale, as
New Trade Theory postulates (Helpman, and Krugm&sp). In this case a temporary real
exchange rate distortion will lead to a durablet ealvantage for the new production locations
(Collignon, 1991). Production will not switch baaken the real exchange returns to a more
balanced level and the temporary undervaluaticth®®xchange rate produces the permanent
effect of higher productive capacitiéSustained accelerated economic growth requirds tha
this incentive structure lasts for a consideraleleqal of time. This is an argument in favour of
exchange rate stability, because flexibility woeltminate the growth enhancing distortion
more rapidly. Furthermore, exchange rate volatititgates uncertainty, which would restrain
actual investment (the “option value of waiting’cieases) and the growth effect resulting
from undervaluation could be cancelled. For exangpigng the financial crisis in 1997-98,
export revenues of many East Asian countries did inorease in spite of massive
depreciations of the afflicted economies (Dattagugnd Spilimbergo, 2000). A successful
long term growth strategy therefore requisestable, competitive exchange rd¢eel with
minimal volatility relative to a large potential meet | will call such strategymonetary

mercantilism

The success of a strategy of monetary mercanttisiges crucially on the country’s capacity
to keep domestic prices stable relative to thevegletrade partner(s). A highly elastic supply
of labour may contribute to keeping wage cost press under control, but other
macroeconomic policies must supplement labour ntatieelopments.Provided the right set
of policies keeps inflation low, a fixed exchangder can support rapid economic growth,
because it stabilizes the domestic industry’s cditipeness and reduces the “volatility tax”.
Examples for such development strategies can bedfau Western Europe and Japan after
WWII and more recently in the emerging economie€ast Asia. Figure 2 illustrates the
argument. It shows the level of unit labour costlative to the USA. Under the fixed, but
adjustable regime of Bretton Woods, most Europead the Japanese currency were

competitively undervalued against the USD. Thisegthem a comparative advantage, which

8 This hysteresis effect may be one reason, whyametric studies based on structural VAR models fiiitie
evidence for the impact of exchange rates in the€3e trade balance. See: Yin Zhang, Guanghua 2088,

° During the 1990s theories that used the exchaatgeass a commitment device were prominent. However,
evidence points to the fact that restoring priedidity in high inflation member states of the Epean Monetary
System was achieved by old-fashioned stabilizgtialicies. See Collignon, 1994
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allowed the rapid integration into the world ecoyoi@nce the fixed exchange rate system of
Breton Woods collapséd, Europe’s and Japan‘s high growth rates also vadistBut
monetary mercantilist strategies have also beeoesstul in many other countries (Rodrick,
2007).

These models of competitive exchange rates focub®ievel of the exchange rate for trade
and current account purposes. However, they assmpécitly that the capital stock in
exporting countries is underemployed, so that amuit exports respond flexibly to profit
opportunities without additional investment. Buttlie focus is on trade-relatévestment
and also on FDI, then the issuevalatility becomes crucial, for uncertainty will increase the

required return on new investment projects.

A number of authors have suggested that countrighing to stabilize exchange rates for
trade purposes should peg to a basket of their m@immercial partners (Williamson, 2000,
Ogawa and Ito, 2001; Kawai, 2002). The optimalityhee exchange rate regime is defined as
minimizing the fluctuation of trade balances, wlkey currencies fluctuate exogenously. But
if we consider trade to follow investment decisiotisere is also another argument. If
international key currencies fluctuate, but reglanarencies are pegged to one of them (the
dollar), exchange rates to the other key curreticg éuro) become more volatile and this
uncertainty becomes an obstacle to investment mtef To overcome the uncertainty, a
stronger devaluation relative to the euro is regflim order to raise returns on capital for
Asian exporters and European importers. Of coutss,also clear that if a large number of
currencies in the basket are pegged to a key ayrehe effective exchange rate would
become more stable and this would support econ@rowth provided the real effective
exchange rate is undervalued. However, it can bestihat in order to reduce the “volatility

tax”, a peg to a large single currency is alwaysesior to a basket peg (Collignon, 2003).

The advantage of the mercantilist strategy consistieveloping the supply-side of emerging
economies. By facilitating the integration intoaage global market, it produces economies of
scale and helps to build up skills and productitityough learning by doing. The wealth of

19 Arguably this was caused by American economicciesi during the Vietnam war, but structurally memgt
mercantilism by Europe and Japan contributed ta\therican current account deficits, which madertiie of
the USD in the system unsustainable.

1 Collignon 2002 demonstrates that one of the camseees of bloc floating is higher volatility betweleey
currencies.
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such nations increases rapidly; but the flip-siti¢hs wealth increase is the fact that a large
part of it is held in securities denominated inefgn currency. Monetary mercantilism
therefore prevents the development of deep domistincial markets. This fact can become

a source of financial instability.

Figure2

Relative Unit Labour Cost
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The financial market argument for exchange rategoey

One major difference between developed and emengiaket economies is the depth of
financial markets. While developed economies hagepdand liquid markets, emergent
economies’ financial markets are incomplete. Fikgdrest bond markets are underdeveloped.
Domestic firms tend to be small, lacking well-deng#d accounting systems, so that they are
unable to issue bonds in their own name. Banks midnket power may attempt to stifle the
development of securities markets. Narrow marketaat reach efficient scales of transaction
and are dominated by privileged personal relatiatber than merit. Government bonds
maybe rare, because either virtuous governmentsbalenced budgets, or bad ones have
macroeconomic track records that inhibits potertiayers from making medium- or long-
term commitments. Capital controls also may hantheremergence of efficient financial
markets. The quality of prudential supervision aadulation, the non-existence of a well-
defined yield curve, the absence of institutionaveistors and rating agencies, and the
inadequacy of trading, settlement and clearingesgstall contribute to the weak development
of bond markets. (McKinnon and Schnabl, 2004; Eagjnreen and Luengnaruemitchai, 2004).
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Eichengreen and Hausmann (1999) have called themipleteness in financial markets

“original sin”. This is somewhat strange as thei§ttan concept of an innate predisposition to
sin is not exactly a concept dominating Asian aelfubut it describes quite accurately a
situation in which the domestic currency cannoubed to borrow abroad or to borrow long
term. In other words, foreign investors are notimgl to hold domestic financial assets in their
portfolio and this leads local firms to a “sinfudurrency mismatch. However, this sin is from
the beginning engrained in the underdeveloped Gi@rsystem. Domestic financial markets
could only develop if domestic residents are wilito keep part of their wealth in domestic
securities. But local bond markets are either stexit or illiquid. They put a premium on

holding wealth in domestic currency and therebyvent the development of other financial

products.

Furthermore, without properly functioning bond metsk it is difficult to build forward
exchange markets and provide hedging instrument®dal banks. This is a major reason for
governments to peg their currency to a major irsttomal currency with deep and liquid
markets. By promising to convert domestic curreagginst the key currency, governments
implicitly provide a hedge: while there is no fomdamarket, firms can reasonably count on
changing domestic currency against dollars (anersely) at a foreseeable rate. But this
promise also renders their financial systems feagild vulnerable when hit by shocks. Firms
needing external finance can to choose betweemWworg in foreign currency and borrowing
short term. If companies borrow in dollars to finarprojects that generate domestic currency,
devaluations can thrust them into bankruptcy.niétead, they finance long-term projects with
short-term domestic-currency loans, they may gd iMen interest rates rise, and credits are
not renewed. Unavoidably, investments will suffesni a mismatch between the currency
denomination of assets and liabilities or a maguritsmatch when long-term investments are
financed by short-term loans. These mismatchesodexist because banks and firms lack the
prudence to hedge their exposures. They are thit iifsthe underdevelopment of financial
market, not of moral hazard. The problem is thatoantry whose external liabilities are
denominated in foreign exchange is, by definitionable to hedg¥. Therefore, in order to
cover short term external liabilities denominated dollars, prudent monetary authorities

maintain foreign exchange reserves in dollars.

12 Assuming that there will be someone on the otftr sf the market for foreign currency hedges isieajent
to assuming that the country can borrow abroatsiown currency.
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This strategy is relatively risk-free as long asréhis an excess supply of foreign currency, i.e.
as long as net foreign assets incrdaSpeculative attacks cannot break the peg, asetfteat
bank can always provide domestic currency to satigfmand for its own money. Excess
supply of foreign currency monetizes the domestonemy. To control domestic money
supply and maintain price stability, monetary auties will seek to sterilize the inflow of
foreign capital and domestic interest rates withagn structurally high (Cavoli and Rajan,
2006)M As a consequence, monetary capital (i.e. therdifiee between the financial assets of
the banking system and money) will not increasaiigantly and domestic capital markets
will stagnate, because either domestic credit remabnstrained by high interest rates, or
because money supply increases rapidly. Wealthinetbfas monetary capital (MC) plus
currency, will grow with mercantilist policies, batomestic monetary capital (DMC), i.e.
illiquid wealth denominated in domestic currencyllwiemain stagnant. Yet, domestic
monetary capital is the necessary condition forfthretioning of a fully developed banking
and financial system. The monetary mercantilishtegy will therefore develop the “real”

economy but not domestic financial systems.

MacKinnon and Schnabl (2004) have distinguishesvéen “high-frequency” (i.e. day-to-day
or week-to-week) dollar pegging from “low-frequeidy.e. month-to-month or quarter-to-
quarter). Low-frequency pegging matters for tradel anvestment decisions, but high-
frequency volatility is more relevant in financrabrkets. The return by many countries to soft
dollar pegging after the Asian crisis is most ewidat high frequencies of observation. The
underdevelopment of capital markets in emergingheaoes provides a strong rational for
high-frequency (day-to-day) dollar pegging governtseoffset nonexistent hedges in forward
exchange, by keeping the exchange rate stable wihitd explain why Asian currencies have

returned to exchange rate pegging after the Asmaméial crisis.

But why are Asian countries pegging to th8 dollar? No doubt the historic role of the United
States in East Asia, as well as the size of theadabne in terms of world trade, is a strong
argument. Furthermore, by choosing the USD as timimal anchor, transactions with other

large and volatile currencies, such as the eutbeyen, can be hedged by using the dollar as

13 Of course, the story is much less happy when tiseegcess demand for foreign currency - i.e. wéwrhange
reserves are falling, as Thailand painfully found i 1997.

% The return on foreign exchange reserves is ussabstantially lower than the cost at which thegie sector
can borrow short term money in foreign marketggliti (2006) has calculated that the opportunitgtauf
reserve holding amounts to 2% of developing coestiGDP four times the level of foreign aid of thikole
world.
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the vehicle currenc}’ MacKinnon and Schnabl (2004) and Shioji (2006)ppse that the
choice of the dollar as an anchor currency in As@erived from the high percentage of dollar
denominations in Asian invoicing. This is a reasdeargument, although one should keep in
mind that the choice of an invoicing currency ie tonsequence of the peg rather than the
other way round. The dominant role of the dollaag@ancial vehicle is more likely to have
emerged from the fact that the USD is traded in @nthe deepest and most liquid markets.
But while the dollar may still dominate the foreigrchange market, it represents no longer
unequivocally the biggest financial market in therd. For example the euro-bond market
has already surpassed the US market. (See Talid fbaan analytical framework: Hartman
and Issing, 2002). In principle it is therefore gibfe to imagine that the euro could fulfil

certain functions, which were traditionally resahte the US dollar.

Table?2
The Size of Financial Markets

US dollar Euro Yen
Cross border interbank claims
- stock end-March 2004 (bn USD) 6881.7 6333.8 785.2
Bonds and Notes
- stock end-March 2004 (bn USD) 3200.3 5306 283.1
Stock market capitalisation
-bn USD 2003 11,052.4 3,485.1 2,126.1
- percent of GDP 106.4 52.4 53.2
Foreign exchange markets USD/euro USD/ other cur.
- daily turn over 2001 (bn USD) 354 706
- in percent 33% 67%

Source: BIS, World bank

!5 Note that this is a financial market argument. ffade and capital investment purposes, hedgiritr a
vehicle currency may be much more difficult, if moipossible.
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Strategiesfor monetary integration in Asia
We will now analyse the exchange rate policies yensby the governments of Asian
emerging economies. We first look at evidence fonatary mercantilism from the trade side

and then the banking side and terminate with palmyclusions.

The US-dollar standard in East Asia

East Asian countries have lived for a long timeatS-dollar standard. This regime has
provided them with stability within the region ardcilitated integration into the world
economy by pursuing monetary mercantilism; it seemoehave unravelled during the Asian
currency crisis in 1997/8 and re-emerged in theéye2000s. The Asian crisis had structural
features related to the premature liberalisation capital account restrictions and the
subsequent surge in international capital inflowisich were suddenly reversed in 1997-98. It
was also partly caused by the strong devaluatioth@fJapanese Yen relative to the dollar
(Ogawa and Itao, 2002; McKinnon, and Schnabl, 200®&)ich demonstrates that the
coexistence of two volatile key currencies can pesgous problems for third parti€sThe
IMF has claimed that the policy of pegging to thBJwas the main reason for the Asian
crisis and recommended greater exchange rate iligxibDuring the acute crisis most
countries, with the exception of China and Hong ¢{dmave followed this advice.

When capital flows resurged, Asian authorities me¢d to pegging their currencies to the
dollar, sometimes very strictly, sometimes allowisgme limited volatility. Interestingly
Japanese monetary policy also aligned the yen mlogely to the USD. The unintended

consequence was higher volatility between yen aind. e

'8 Interestingly, the European currency crisis in2 &80 coincided with a strong devaluation in tf&OUrelative
to the Deutschmark. See: S. Collign&urope's Monetary Future (Volume Binter Publishers, London, 1994.
Europeans quickly learned that pegging to a tradiglted basket of currencies is not a solutiomi® problem
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Figure3

Asian bilateral nominal exchange rates to major currencies

Major World Currencies Korea exchange rates China exchange rates
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Figure 3 shows the daily exchange rates betweethtee major currencies US dollar, euro
and yen, as well as the regional Asian currendiis. first vertical line indicates the outbreak
of the Asian financial crisis with the Thai bahtvdkiation in July 1997. The second line
marks the change in Chinese exchange rate managen2005. The grey shaded area after
1999 represents the existence of the euro. Exchatgdlexibility is in general higher for the

key currencies dollar, euro and yen than for spediged local monies. As is well known, the
euro weakened until the late 2001 and appreciagathst the UDS after the Dot-com crisis

reduced the attractiveness of portfolio investnmernbhe USA. The Japanese yen kept a middle
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position between euro and USD prior to the intraducof the euro in 1999. Thereafter, it
first appreciated together with the USD against ¢neo, and then followed the weakening
dollar after 2000. The higher correlation betwe@tiad-euro and yen-euro exchange rates
indicates that Japan chose to align the yen wghu8D rather than the euro. This policy may
have been motivated by the growing weight of Asmarkets for Japanese trade and
investment. In fact, figure 3 reveals that mosteoti\sian currencies, maybe with the
exception of the Singapore dollar and the Korean,viad a tendency to stabilize exchange
rates with the USD. Only after 2005 do they seerae developed a tendency to appreciate

relative to the dollar.

China’s exchange policy is of particular interdstom the mid 1990s until July 2005, the
Chinese currency (Renminbi) was fixed to the USadait a rate of 8.27 RMB to the dollar.
Succumbing to international pressure, the Chinesleoaities changed their currency regime
in 2005, allowing a gradual appreciation with vémyited day-today volatility (Goldstein and
Lardy, 2008):" This change in Chinese exchange management leaseaffother currencies as
well. Malaysia equally gave up its hard peg to tH&D. Others allowed their currencies to
follow the Chinese appreciation and lowered exckarage volatility. Table 3 shows the
coefficients for a regression of local currenciaesseveral major key currencies, including the
RMB after 20052 It reveals that since China changed from hardgofger USD peg in 2005,
allowing a RMB-USD appreciation, India, Singapotke Philippines and Malaysia have
effectively included the Renminbi into their baskéexchange rate pegs.

" Morris Goldstein and Nicolas Lardy, China’s excyamate policy: an overview of some key issues; in:
Debating China's Exchange Rate PoliBgterson Institute for International Economics,&00

'8 The methodology for calculating Table 3 followsifkel and Wei (1994), Benassy-Quere, Agnes andiBeno
Coeure (2001), and McKinnon and Schnabl (2004)giaim“outside” currency—the Swiss franc—as a
numéraire for measuring exchange rate volatilitprof Asian country to detect the composition ofrtbarrency
baskets, i.e., the relative weights used for tHemdgen, euro and RMB in foreign exchange pokcie
Eichengreen (2006) has emphasized that using tigs$mnc will underestimate the real weight of éueo in

the basket.
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Table3

Basket Peg Coefficients for Asian Currencies.
imposing the condition of coefficient equal or larger than zero

China India Korea  Thailand Singapore Philippines Malaysia
4Jan1999-22July2008
usd/SFR 0.8 0.9 0.6 0.7 0.7 14 0.8
euro/SFR 0.4 1.2 1.3 2.0 0.9 2.7 0.5
yen/SFR 0.0 0.0 0.0 0.0 0.0 0.0 0.0
4Jan1999-20 July2005
usd/SFR 1.0 0.9 0.7 0.9 0.9 1.6 1.0
euro/SFR 0.0 1.2 0.7 14 0.6 2.7 0.0
yen/SFR 0.0 0.0 0.0 0.0 0.0 0.0 0.0
2113uly2005-22July2008
usd/SFR 0.4 0.7 1.2 0.5 0.2 0.0 0.3
euro/SFR 0.5 1.8 13 35 0.6 1.6 0.7
yen/SFR 0.0 0.2 0.0 0.0 0.0 0.0 0.0
renminbi/SFR 0.1 0.0 0.0 0.2 0.6 0.3
Source: Bloomberg and own calculations

Figure 4 shows the volatility of exchange ratesth& most important Asian currencies. Most
studies use either fixed period or moving peri@hdard deviations of the growth rates of the
exchange rates as a measure of volatility (log @if§erences). | have preferred to calculate
the conditional standard deviation in a GARCH(Inigdel as our measure for volatility. |
have argued above that volatility is creating utaety and impedes investment. By
definition, foreseeable shocks to exchange ratasotidit this criterion. Furthermore, moving
average representations of annual, quarterly ortimhypdata sets and their standard deviations
are somewhat arbitrary and contain memories ofkshfmr the chosen averaging periddBy
contrast, the GARCH representation indicates thanticipated shocks to exchange rate
dynamics. All our GARCH(1,1) models, using dailyesf’ were significant within the usual

1% error margins.

As for the key currencies we find that the yen-ewntatility is significantly higher than the
yen-USD and also the USD-euro volatility. For mésian currencies day-to-day volatility
relative to the USD has flared up during the cragisl then subsided at the beginning of the
decade, coinciding with the end of the Asian crsml the introduction of the euro. It is

19 Given that all the exchange rates analyzed here it roots, comparing volatilities as the staddteviation
of first log differences over different time per®id not legitimate, as the mean depends on thpleashoice.
203530 observations included after adjustments Bata Bloomberg.
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equally noteworthy that exchange rate volatilitys hacreased across the board after the

subprime crisis in the USA.

Figure4
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As we have argued above, volatility creates unceyawhich would increase required returns

and slow down investment. The relative stabilityl@tal currencies pegged to a monetary

anchor reduces uncertainty with respect to allrotbégional currencies that have chosen a peg

to the same anchor. It therefore supports integrawithin the region and with the anchor
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economy?! For Asia, the USD largely fulfils the function afregional anchor, while the euro
area remains at bay. Japan has drawn the conseqbgnaligning its exchange rate to the
dollar. However, the heightened stability withire thhollar-bloc makes not only the dollar-euro
exchange rate more volat&put also the relation between all Asian curreneies the euro.
The exchange rate uncertainty relative to the ewouold require higher returns on capital in
the Asia-Europe relations. As | have argued abéwan currencies will therefore have to
become more strongly undervalued with respect & dtro than to the USD in order to
compensate for the higher exchange volatility. Astxporters and European importers will
then achieve the required rates of return. Taldapports this statement, showing Asia as the

most important supplier of imports for the Europé&hnion.

Estimating a fully-fledged investment function omerging Asian economies would go
beyond the scope of this paper. However, givenirt@ortance of China for international
capital flows, | have recalculated month-by-montAR&H-volatility of the renminbi and
estimated its impact on monthly foreign direct istveent for China by using an unrestricted
VAR model? Our purpose is to find evidence for a negativatieh with exchange rate
volatility. Figure 5 shows the accumulated respaseurrency devaluations and unforeseen
shocks in volatility relative to the yen and thdlao We find that a devaluation of the RMB
relative to the euro increases Chinese FDI, bueakening relative to the USD lowers it. This
contradictory behaviour may be explained by diff¢rgrategic features: US firms may invest
in China in order to be present in the large domesarket when US exports to China lose
competitiveness, while Europe serves as a finabexjestination for a larger integrated Asian
supply chain (Eichengreen and Hui 2007). Such arlaeation would make sense in the
context where Hongkong, Taiwan, Singapore and Japathe main sources of FDI in China,
although, this hypothesis would need further redearhe relation between Chinese FDI and
the Japanese yen, which fluctuates between euroUsSid, is statistically indeterminate.
Volatility in the RMB-USD, RMB-Yen and the Yen-USBxchange rates lower foreign

investment. Thus, we may conclude that ChineseldeDEfits from exchange rate stability to

2L My argument is here about regional integration broad sense. | am aware that bilateral flowsDifrray be
affected by specific market strategies which cdedl exchange rate volatility to cause higher Fitins wish
to produce for local markets without re-exportiBge Cushman, 1988.

22 For the formal model deriving this insight, sedlignon, 2002.

2 A technically more detailed and sophisticated gsialby Bénassy-Quéré, Fontagné, and Lahréche;R&GL
for 42 countries finds a clear positive relatiomviaen currency devaluations and FDI and a negatiation
between volatility and FDI. Eichengreen and Hui 2@8s0 find a negative relation between bilatexahange
rate volatility and FDI. Both these studies uséedént measures of volatility than our GARCH model.
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the United States and Japan, but with respect togeuthe undervaluation of the exchange

rate compensates for the increased volatility-ieduancertainty. China’s integration into the

world economy benefits from a strategy of monetagrcantilism.

Figure5b
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Another indicator whether a country pursues mowetagrcantilist strategies is the current

account balance. It combines the effects of exahaate stability and undervaluation. Figure

6 shows the current account balance for some Aiantries, for Euroland and for the United
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States. We find Japan, China, Singapore and tesgialegree Korea producing stable current
account surpluses. Thailand, Malaysia, Indonesth the Philippines have embarked on a
similar strategyafter the Asian currency crisis in 1997. But India doed follow such a
policy. What are the consequences of this monetagycantilism for the development of

domestic financial markets?

Figure 6

Current Account Balances

USA current account Euro area current account Japan current account Korea current account
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Asia’s return to original sin

| have argued that monetary mercantilism may helgeivelop the real economy, but not the
financial system. We now look at some evidenceinsiicator for the capacity of a country to
borrow its own currency abroad, and therefore tietbpment of its own financial markets,
is domestic monetary capitaMonetary capital is defined as the differencemMeein financial
assets of the banking system and money (net foraggets plus domestic credit by the

banking system minus money; see Tobin and Gulop8)19f we use a narrow definition of
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money, such as M1, we get a broad measure of ntgnedpital (MC). For our purposes of
measuring the development of capital markets, eemarrow definition of monetary capital
(MC2) is appropriate, using all liquid means of pent (M2). Monetary capital so defined
indicates the amount of financial assets other thaney that wealth owners are willing to
hold. However, this general definition of monetagpital makes no distinction between
currency denominations of financial assets. If aliernative to domestic currency is holding
assets denominated in foreign currency, and if dtimé&nancial markets are underdeveloped,
then monetary capital denominated in domestic mof(@yC) will still be small. We
therefore definedomestic monetary capitads monetary capital minus net foreign assets;

again, this can be calculated narrowly (DMC2) bingdvi2 or more broadly (DMC) by M1.

Figure 7 shows the evolution of monetary capitalsome selected economies in ASidhe
first graph gives the picture for the United Statesa benchmark. Most of monetary capital is
denominated in dollars and this is a sign of thepdand well-functioning financial markets.
Narrow monetary capital (using M2) has doubled fr20n% to more than 40 % of GDP over
the last decade. All our other graphs repeat thieeAcan indicator as a benchmark. In the
Euro area the ratio of MC2 to GDP is twice as highin the USA® Japan went through a
major financial bubble prior to the financial cssin 1996. During those years, monetary
capital inflated to figures twice the Euro areanc®i then they have come down to levels
comparable with the US economy. In the emergingketagconomies of East Asia, monetary
capital (including net foreign assets) is cleaiilsing in countries pursuing an aggressive
monetary mercantilist strategy like Korea, Chinangl Kong and Singapore. In the ASEAN
countries who ran current account deficits prior the crisis and who were therefore
particularly affected by the crisis in 1997, théaaf monetary capital to GDP had a tendency
to come down after 1998, despite the fact that ¢herent account balance improved
considerably. Hence, domestic credit fell after thisis, as trust in local currencies was
undermined. If ever there was hope for redempt@st Asia has returned to original sin. The

adequate policy response has been to switch basktity) pegging the USD.

Narrow domestic monetary capital (DMC2) has alwbgen negative or close to zero in all
countries, with the exception of Thailand, althougthas fallen there, too. In Korea, the

DMC2 position has improved after the crisis, buhaéns negative. Not unexpectedly, narrow

24 All data are from IMF International Financial S8ts.
25 Data for M1 are not available in the IMF IFS.
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domestic capital is also negative for China, Homgé¢(and Singapore, who were less affected
by the 1997/8 crisis, but have pursued the mostesgye mercantilist strategies. While these
countries are accumulating wealth by getting irdegnt into the world economy, the do not
hold this wealth in domestic financial assets;aast they either keep it in foreign currency
(USD) or they monetize domestic financial assets. the Philippines and India, we do not

have data for M2, but the time series for broad M€ significantly below the equivalent US

benchmark and are likely to exhibit similar DMC teas as the other countries. Hence, this
evidence confirm that monetary mercantilism doet dwvelop strong domestic financial

markets. Our data suggest that all East Asian desntwith the obvious exception of Japan,
live in original sin. Under those circumstancesygieg to a key currency is a necessity for

maintaining economic growth.

Figure7

Monetary Capital
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A Eurasian currency bloc?
If monetary mercantilism helps developing the reabnomy in emerging Asia, it has also

consequences for the more developed industrialtdesnThe mirror image of the monetary-
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mercantilist strategy is the rapid deterioratiorthed current account balance in the USA and
increasingly also in Euroland (See Figure 6). Thmefican current account deficit has
reached over 6% of GDP, which given the size ofUlgeeconomy, is huge in absolute terms
and threatens the stability of global financial agmbds markets. Monetary mercantilism

contributes to global imbalances that need to fheséetl.

Adjusting the global economy requires a reductiérthe US deficit by reducing demand
and/or devaluing the USD. If the adjustment meddranis primarily through reduced
consumption and investment in the United Statescfwimay well be the consequence of the
financial crisis), it would harm growth in the wdreconomy, and particularly in East Asia,
unless someone else takes over the role of consafrlest resort. Who could assume this
role? There is no single obvious candidate. Coptiaclaims frequently made in the political
arena that Europe’s growth is demand constrairtesl,Buro area is in fact fairly close to
equilibrium: Inflation is not excessive, fiscal arfis have come down, unemployment has
been falling and the current account is close tariz®. A modest increase in demand might
accelerate European growth, but the effect woutdoedarge enough to make up for reduced
American spending. The real counter part to theduB8ent account deficits is Japan and

China. Both economies could benefit from incread@miestic consumption.

However, exchange rate policies matter for growibrted adjustment policies. A real
depreciation of the USD is necessary to stimulateeAcan exports. But given the large
number of currencies pegged to the US dollar, aedggition of the US real effective exchange
rate implies an appreciation of the Euro as itgenimage (Figure 8). But more than half of
the US current account deficit originates in tradth dollar peggers. Assuming similar price
elasticities, all other currencies, and particyldne euro, would have to appreciate more than
twice as much as they would if the dollar couldréefate against all currencies in order to re-
establish equilibriund® For Europe, appropriate exchange policies aregigtmost difficult

to achieve. The price for the necessary adjustinetiite world economy would essentially be
paid by Europeans. The consequences are loss op&am competitiveness, lower investment
and growth, hence the opposite of what the globahemy needs. The problem, of course, is
embedded in the structure of the world economy laasl little or nothing to do with the

monetary policies pursued by ECB.

26 For a formal model of the consequences of blaatiitg for key currencies and their volatility seellgnon,
2002.
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Figure8

Real effective exchange rates
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What can be done? No doubt, the correction of theecan current account deficit would
require more flexibility in exchange rates relatitee the dollar, especially for East Asian
countries, for it is here that a large part of tH& current account deficit is realised. However,
as pointed out above, more flexibility in bilateetchange rates, i.e. high volatility would
have the effect of a tax on international comméraiad financial transactions. If Asian
countries moved to a free float, this tax would ooty apply to exchanges with the United
States of America; it would destabilize the whotdlat bloc, in particular the growing trade

and financial integration within East Asia.

If the US needs more exchange rate flexibility @cilitate its adjustment process, but local
currencies in Asia require sustained stability éstér development, Asia needs to find a
different currency standard. Given the weaknedeaa financial markets there is no currency
other than the yen that could assume this role. @utbrupt termination of the monetary
mercantilist strategies would throw Asia into tuim&conomic growth would slow down

dramatically, as it did in Europe and Japan aftesient Nixon decided to let the USD float
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in 1971. Productivity would decelerate, unemploym&auld rise. Given the high amount of
non-performing loans in Chinese banks’ balancetsheaemajor financial crisis would follow.

Thus, going cold turkey on flexible exchange rageso option for Asia.

An alternative strategy would be to gradually growt of monetary mercantilism. Asia could
maintain a stable and competitive exchange rateobgctively re-pegging from the US dollar
to either a single currency like the Yen or thedzar to a currency basket. At the same time it
needs to build up domestic financial markets. Ogawd Ito (2002) rightly emphasize the

need for policy coordination amongst Asian econopaidners.

The choice of pegging to a single currency or &éias controversial. Williamson (2000),
Kawai (2002), and Ogawa and Ito (2002) have propaserency baskets for East Asia with
increasing weights of the Japanese yen and the Baodoless in US dollars. Currency baskets
have the advantage that they would stabilize tvaeighted effective exchange rates. But they
do not solve the problem of minimising investmentertainty and exchange rate hedges in
economies with underdeveloped financial marketdlig@@mn, 2003; MacKinnon and Schnabl,
2004).

Choosing either the euro or the yen also has di@ks For many Asian economies, Europe
is more important as a trade partner, Japan asvastor. The share of borrowing from Japan
is higher than euro debt (Collignon, 2007). Peggioghe yen would allow low interest
borrowing from Japan, but it would handicap tradd amvestment with Europe. Pegging to
the euro alone would increase the cost of capitahieg from Japan, but privilege the

penetration of European markets.

These difficulties could be overcome if East As@mrencies would peg ta basket, whose
components have fairly stable exchange rates antlbagselvesFrom a financial stability
point of view, it would contain large proportion$ @uros and yen. In order to support the
adjustment of the US economy, it would significgméduce the weight of the USD. Pegging
to a basket would require two conditions to beropti

1. The basket weights would have to be fairly eqauetoss Asian countries in order to
maintain stability within the Asia bloc.

2. The exchange rates between the basket curresicoedd become more stable than with

respect to the US dollar. This would imply that @a@mnd Europe started coordinating their
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exchange rate policies to achieve grater stalbktyveen yen and euro and let the USD move

flexibly to accomplish the necessary adjustment.

Condition 2 implies a major policy shift for Japavhich has aligned its exchange rate policies
to the USD after the Asian crisis. This policy manse as long as the rest of Asia was
working with a dollar-standard. However, if morexibility is now required to adjust the US

economy, both Japan and the rest of Asia wouldsuff

Re-aligning policies to the euro and improving lat@aacroeconomic policy coordination with
the Euro Area would allow the rest of Asia to con@é their rapid economic growth by
continuing monetary mercantilism, but now with resfpto the Euro-bloc rather than the dollar
zone. Yen-euro stability would allow them to usehbthese currencies as efficient hedging
tools. For the US economy the advantage of a Eamasasket peg solution is also clear: it
would facilitate the reduction of the current aaecbdeficit, without necessarily causing a

severe reduction in domestic demand.

Table 3 has revealed the increasing importance exininbi for ASEAN exchange rate
policies, but as long as China is lacking fully deyped and liquid financial markets, it
remains unable to provide the hedging qualitieessary for an anchor currency. | therefore
do not recommend that other Asian currencies irchind Renminbi into their baskets at this
stage. However, if China also pegs to a yen-euskdiawith minimal fluctuations, regional
exchange rates would be stabilised, and as Chdwisestic financial market is building up,

Renminbi could slowly be included into the Euradiasket.

How feasible is such a policy? Institutionally, theare no barriers: the Treaty of European
Union stipulates that exchange rate policy is aenatf economic and not monetary policy, so
that ECOFIN and the Euro group could agree on poigsues. Asian countries could
unilaterally peg to the Euro or a basket if theyssh. In practice, however, such policy shift
would require preparation by ASEM (the informal &&urope Meeting of 27 EU and 13
Asian countries that provides the forum for highkelepolicy dialogue). However, the most

important ingredient is political will and thisas increasingly rare good in Europe today.

But would the pursuit of Asian monetary mercamilisot come at the expense of economic

growth in Europe and Japan? For Japan a stablgorelaith the euro implies the loss of
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competitive depreciations against the euro, whichlad be the result of following the dollar
weakness during the adjustment process. But it dvook affect the much more important
trade and investment relations with other Asianntoes. Europe benefits from not having to
assume the full brand of the American exchange adpestment, because the burden of this

shift would be shared with Asia.

However, these incentives are not enough to makaelv policy viable. Especially in Europe
many policy makers fear globalisation and compmtitfrom Asia. They blame Asian
monetary mercantilism for the loss of world markbares, European unemployment and the
strains on Europe’s welfare systems (Tremonti, 2008evertheless, these fears are
unfounded. Although it is true that most industsiedl countries have seen a deterioration of
their export shares in the world market (see Fi®@)redevelopment has followed a long term
trend for half a century. In fact it probably refie nothing else but a desirable diversification

of the world’s trade portfolio and the realisatmicomparative advantages.
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Figure9

Export shares in world trade
(net of intra-EU trade)
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That the loss of world market share was not dugatbeconomic performance by industrialist
countries is clear from Figure 10, which shows tinet export to GDP ratio has often risen
despite falling market shares. Foreign trade couteis to higher productivity and economic
growth and by becoming the anchor for Asian mowetaercantilism, Europe will undergo

structural change. It is therefore important thdecuate macro and micro economic policies

facilitate this change, so that welfare costs airémized.

Figure 10
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The export to GDP ratio in major economies
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In this respect, the financial market dimensiorthef yen-euro peg gains crucial importance. A
peg of Asian currencies at competitive rates toEhe would produce results similar to what
has supported US growth for over decade: Asian grsggould accumulate foreign reserves,
particularly in Europe. Behaving prudently, theyukbhave to hold the reserves in euro or
yen. This would stimulate financial markets and downterest rates in long-term capital
markets. It would open Europe up for the opportesiof globalization, while at the same
time fostering the growth that is needed to redusemployment. Monetary policy would

have to remain prudent and conservative in ordgréeent that low interest rates in capital

markets fuel an asset price bubble.
Pegging to Eurasian basket with fairly stable ergearates between the components euro and

yen could be used to build up stronger financiatkeis in Asia. The Chiang Mai Initiative

and the Asian Bond Market Initiative are first exdes of successful regional monetary
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coordination. In this context the idea of creatmgAsian currency unit (ACU), inspired by the
European currency unit (ECU), which was at the abrthe European monetary system during
the 1980s, has been discussed. In Europe privatksbstarted to issue ECU-denominated
bonds, which proved highly attractive in smaller Bw¢mber states with underdeveloped
markets. Similarly, ACU-denominated bonds could rowene some of the weaknesses of
emerging bond markets in Asia. The currency contjposof the ACU would have to include
the Japanese yen, so that these bonds are alsostade in terms of exchange rate and
interest rate volatility with respect to the eufdis should increase their attractiveness and
contribute to the development of deeper and morédifinancial markets in Asi. With the
development of properly functioning financial maskeAsia will also gradually transform

monetary mercantilism into more equilibrium oriehteacroeconomic policies.
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