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The General Case for Cooperation


The case for enhancing and accelerating East Asian (EA) financial cooperation is now sufficiently clear. As many participants of this Working Group at its meeting last year had pointed out, there are two categories of general arguments in support of greater efforts for EA financial cooperation. 


First, the objectives of EA financial cooperation must be pursued as a part of the overall process of EA’s growing economic integration. Since the EA economies have become increasingly more integrated in terms of higher intra-regional trade and more intra-regional FDI flow by market forces, closer financial cooperation must also be an integral part of this process. This is a kind of pro-active argument for cooperation.


Second, many have argued for greater regional financial cooperation as a “defensive move”, especially after the 1997 Asian financial crisis. It is clear that greater EA financial cooperation can reduce the vulnerability of EA economies to another major regional financial shock. Hence many arguments have been advanced in favour of swap arrangements, closer exchange rate coordination, the Asian bond market and so on. These are also the measures recommended by the Chiang Mai Initiative, which are still valid today.


This paper looks at the bigger picture and argues that EA financial cooperation can be an effective means for the region to address the existing global financial imbalances, which are becoming serious.

East Asia’s Role in Global Imbalances


EA economies from Japan and the four East Asian NIEs of Korea, Taiwan, Hong Kong and Singapore, to more recently, China and some ASEAN economies like Malaysia and Thailand, have all experienced high economic growth at near double-digit rates for a sustained period. All these EA economies share two common growth-inducing characteristics as manifested in their high levels of domestic investment matched by equally high levels of domestic savings (well over 30% of their GDP for many EA economies and 48% for China), and the development of a dynamic, export-oriented manufacturing sector (all EA economies have high trade-GDP ratios). These two factors can in fact explain why these EA economies have been able to achieve spectacular growth performance over the decades.


As these open, outward-looking EA economies continue to grow, their exports of manufactured products also rise, mainly destined for the advanced economies of the West, particularly USA. In the process, many EA economies have consistently chalked up huge trade surplus (partly due to their dynamic export growth and partly due to their built-in policies against imports), leading to large current account surplus year after year. In several EA economies, their governments also make strong efforts to attract foreign direct investment (FDI) despite their high domestic savings—FDI is usually promoted not for additional capital supply, but mainly as a vehicle for technology transfer and export development. This results in the growth of “twin surpluses”— surplus in both current and capital accounts, as now being experienced by China. 


Over time, all these EA economies have amassed a large foreign reserves holding, mainly denominated in US dollar. This in turn has led to mounting pressures on the EA economies to revalue their currencies. Hence the currencies of Japan, Korea, Taiwan, Hong Kong, Singapore and more recently, China, have all had their currencies appreciated against the US dollar. It may be noted that exchange rate adjustments between exporting and importing countries are the important self-adjusting and self-equilibrating force in the market-based international economic system.


Unfortunately, automatic market adjustments are not always working effectively and efficiently because of institutional obstacles (a national government intervenes to prevent its currency from adjusting to the full market extent), domestic policy biases (EA economies have many export-biased policies including export subsidies), and the time lag factor for the exchange rate adjustment to produce results. Hence trade frictions have constantly cropped up. 


The US economy, on the other hand, has come to depend on low-priced manufactured imports from EA (USA basically consumes more than it produces). Above all, USA has a very low level of domestic savings. This is aggravated by its domestic fiscal deficits. (President Bush has continued to wage an expensive war while also cut domestic taxes). Consequently, USA, the world’s largest economy, has incurred serious “twin deficits”—current account deficit and fiscal deficit, while the world’s second and fourth largest economies (i.e. Japan and China) have a large current account surplus—and some also have capital account surplus or “twin surpluses”. The global economy is therefore seriously lopsided.

Regional Financial Cooperation to Alleviate Global Imbalances


Global financial imbalances actually work to nobody’s interests. Economists can easily point out that the existence of any imbalance is evidence of market distortion, leading to inefficient utilization of financial resources as well as welfare losses. (China’s huge trade surplus with USA means that Chinese workers toil very hard to produce cheap goods minus the pollution for the consumption of the lucky American consumers. Then, China continues to support US imports of Chinese goods by financing the purchase of low-yielding US Treasury bonds. At the same time, China also imports expensive US capital or American FDI seeking higher returns). Apart from giving rise to frequent trade frictions and protectionism, such a situation is not viable in the long run. There is also the risk of a global financial melt-down. 


The policy remedies are well known. Deficit economies like USA will eventually have to balance their books: they need to do this by increasing domestic savings and tightening their belts instead of continuing to borrow from overseas. But the surplus economies like China and Japan also need to face the challenge of undertaking fundamental macroeconomic policy changes This includes overhauling their time-honoured “export-oriented growth strategies” with greater emphasis on domestic demand and the removal many domestic policy biases toward export promotion and FDI promotion. 


We are arguing that EA economies could also consider stepping up regional financial cooperation as effective measures to alleviate existing global financial imbalances. To begin with, successful EA financial cooperation can lead to increased regional economic interdependence through greater intra-regional trade and investment flows. This will result in the formation of a regional economic growth engine by shifting the major source of growth from the US economy to the EA region. 


Successful regional financial cooperation can also result in the more optimal use of region’s own financial resources. The huge amount of savings in the region can now be more efficiently utilized instead of uneconomically invested outside the region. Ultimately, the region will also achieve a higher degree of “financial self-reliance”, which in turn will reduce the risks of suffering from a global financial shock.


In short, in fulfilling the desirable national and regional goals, successful financial cooperation in EA also carries out a useful global role in terms of alleviating the global financial imbalances. 
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CURRENT ACCOUNT BALANCE, 1996 & 2005 

(In USD Billions)

Source: IMF

Note: Hong Kong data is 1997 instead of 1996
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FOREIGN RESERVES HELD BY EAST ASIAN 

ECONOMIES (As of March 2006)

Source: Individual Country Data 
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FOREIGN HOLDINGS OF US SECURITIES 

(In USD Billions, As of June 2005)

Total = USD 6,863 billion

Source: US Treasury Department
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