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I. Introduction

Since the inception of ASEAN+3 process in 1997, financial cooperation has played an important role in strengthening ASEAN+3 cooperation. Financial cooperation is in fact the first area of cooperation under the ASEAN+3 process, which was found in December 1997 on the heels of the financial crisis. Among current 17 areas of cooperation under the ASEAN+3 process, ASEAN+3 financial cooperation appears to achieve the most tangible progress. This paper summarizes major initiatives under ASEAN+3 financial cooperation and tries to argue that financial cooperation could play a pivotal role in regional integration in East Asia. 
II. Overview of ASEAN+3 Financial Initiatives 
      2.1. Current Initiatives 

   Currently, there are two important initiatives being developed under ASEAN+3 financial cooperation:   
 (1) Chiang Mai Initiative (CMI) was adopted at the AFMM+3 in 2000 in Chiang Mai, Thailand, as a regional self-help mechanism to address short-term liquidity difficulties in the region. It consists of three major components: bilateral swap arrangement, surveillance system, peer review. CMI has constantly been enhanced with an aim to develop an advanced framework of the regional liquidity support arrangement. The Second Phase of the CMI Review initiated in 2004 has now been completed. The total swap size has reached US$75 billion (as of May 2006). Collective decision-making procedure for the swap activation was adopted so that all swap providing countries can simultaneously and promptly provide liquidity support to any party involved in bilateral swap arrangements at times of emergency. 
 (2) Asian Bond Markets Initiative (ABMI) was endorsed at the AFMM+3 in 2003 in Manila, the Philippines, with an aim to develop efficient and liquid bond markets in Asia, enabling better utilization of Asian savings for Asian investments. It would also contribute to the mitigation of currency and maturity mismatches in financing. Concrete progress has been made as indicated by the size of the local currency bond market which has rapidly expanded. ABMI’s major achievements include: 
       (i) local currency-denominated bonds issued by various international and foreign institutions such as Baht-denominated bonds, Peso-denominated bonds, Renminbi-denominated bonds (Panda Bond), and Ringgit-denominated bonds. 

       (ii) local currency-denominated bonds issued through securitization. The issuance of the asset-backed Asian currency-basket bonds and cross-border local currency bonds would contribute to the development of Asian bond markets.
However, for the long-term development of Asian bond markets, it would require the improvement of market infrastructure, including regional credit guarantee and investment mechanism, settlement system, credit ratings, and the Asian Bond Standards.
Table: Size of Local Currency Bond Market in East Asia
	Country
	December 1995
	September 2005

	
	in USD billions
	as a Percentage of GDP
	in USD billions
	as a Percentage of GDP

	China
	66.7
	9.5
	586.3
	12.9

	Hong Kong
	26.4
	18.6
	85.1
	50.9

	Indonesia
	3.2
	1.4
	47.5
	17.5

	Japan
	5,092.1
	105.4
	9,090.2
	194.6

	Republic of Korea
	227.3
	43.8
	626.7
	81.6

	Malaysia
	62.6
	70.5
	116.1
	91.2

	Philippines  
	25.8
	34.7
	38
	40.4

	Singapore
	20.9
	24.8
	82.5
	71.8

	Thailand
	15.3
	9.1
	77.3
	44.7

	Vietnam
	2.9* 
	7.3
	4.3
	9.4

	TOTAL
	5,540.3**
	31.78
	10,754
	61.5


Note *December 2003

        **Nine countries exclude Vietnam

Source: Asian Development Bank

      2.2 Possible Future initiatives: Regional Currency Units  
 An initiative to develop regional monetary units is now underway as a step toward greater financial stability in the region. At the 9th ASEAN+3 Finance Ministers’ Meeting in Hyderabad, India, on 4 May 2006, the Meeting endorsed Japan’s proposal to conduct a research on “Toward greater financial stability in the Asian region: Exploring steps to create regional monetary units”. Although this is just an academic exercise, it has received a lot of attention within and outside the region. The outcome of the research study will be reported to the 10th ASEAN+3 Finance Ministers’ Meeting in Kyoto in 2007.   

III. Role of Financial Cooperation in Regional Integration

While East Asia Free Trade Area (EAFTA) is currently under a feasibility study and unlikely to be realized until FTAs between ASEAN and each of the Plus Three Countries are completed and comes into force, regional integration in East Asia could be led by financial cooperation. One good thing about monetary integration is that the central banks generally supposed to be independent could reach an agreement relatively more easily than national governments that usually have to represent diverse interest groups. Regional integration by trade liberalization is often hampered or even blocked by strong opposition from interest groups affected by free trade agreements. Monetary integration does not necessarily have to be the final stage of regional integration that comes after the liberalization of trade and investment and free movement of people, as in the case of European integration.

While having a common regional currency as in the case of EU is still a long way off for East Asia, it is possible and necessary for East Asian countries to coordinate their exchange rate policies, which would be a major step towards deeper financial integration in the region. It is important to bear in mind that a very important factor behind East Asia’s rapid growth with increasing interdependence has been stable exchange rates. 

A “geese-flying'' pattern of industrial development which used to prevail in most East Asian countries has now been replaced by a production-network pattern. Due to this new pattern of industrial development, triangular trading pattern is now emerging in East Asia whereby technologically-advanced countries like Japan and ROK export sophisticated technology-intensive intermediate goods to China and ASEAN for assembly. The finished products are then exported to the rest of the world.

Under such trading patterns, it is necessary and beneficial to undertake policy coordination to stabilize effective exchange rate in the region through selecting more flexible exchange rate regimes. As pointed out by NEAT Working Group on “East Asia’s role in Resolving the New Global Imbalances” in 2005, this policy coordination could provide three major advantages: 

First, concerted exchange rate changes against even a relatively large drop in the dollar’s value would significantly reduce the magnitude of “effective” exchange rate increases in East Asia.

Second, exchange rate stability would facilitate the flow of FDI and preserve production and distribution networks in the region.

Third, exchange rate coordination may help overcome the so-called “prisoner’s dilemma” problem that prevent individual countries from allowing their exchange rates to rise unilaterally fearing that it could affect their exports. 

Therefore, East Asian countries should seriously consider adopting a multi-currency basket peg system. However, there are two major problems with this system. 

First, whether or not there should be one common basket of currencies applied to all East Asia countries or different baskets whose composition and share of basket currencies is determined by each East Asia countries. 

Second, how to maintain the basket-pegged system. As experienced during the 1997 currency crisis, pegging was not a problem in itself but rather the lack of an intervention mechanism. No East Asian countries are willing to adopt this multi-currency basket system unless they are given a strong commitment from key currency countries. As a result, the only feasible system for East Asian countries would be to construct the basket on the basis of regional currencies. 

Asian Development Bank has already taken an initiative to construct an Asian Currency Unit (ACU) as a weighted index of Asian currencies that could help monitor regional foreign exchange fluctuations. The decision of the 9th ASEAN+3 Finance Ministers’ Meeting in Hyderabad on 4 May 2006 to endorse a research on regional monetary units is the first step toward deeper financial cooperation in East Asia. However, if regional currency units were to be adopted in East Asia, it would require a strong regional back-up mechanism. And this would entail the multilateralization and institutionalization of CMI to serve as a regional support mechanism.  

The idea of pursuing a more closely coordinated regional exchange rate mechanism is in fact not new. It is one of the 26 measures recommended in East Asia Study Group’s Report endorsed at the 6th ASEAN+3 Summit in Cambodia in 2002, but has not never been implemented. This may be owing to the fact that just until recently some ASEAN+3 countries still adopted a fixed exchange rate system, which made it difficult to pursue such the idea at a regional level. 

Lack of leadership may also be a problem as no ASEAN+3 countries are prepared to take the lead in realizing the idea. Moreover, in most countries, exchange rate management is under the purview of a central bank, which is supposed to an independent agency. In the ASEAN+3 process, there are ASEAN+3 Finance Ministers’ Meeting and Deputy Finance Ministers and Deputy Central Bank Governor Meeting, but there is no such forum where the central bankers can discuss only among themselves without the presence of their Finance Ministry colleagues.              

IV. Conclusion 
ASEAN+3 financial cooperation is the most advanced area of cooperation under the ASEAN+3 process. CMI and ABMI are the key initiatives being developed and could be the first foundation for East Asia’s regional integration. Pursuing a more concerted exchange rate mechanism will be a new major challenge for East Asia in light of structural changes in the pattern of industrialization and trade in the region and a long-term decline of the US dollar. The adoption of a regional currency unit would be a step forward to regional exchange rate coordination which needs to be supported by a strong regional back-up mechanism. This could be achieved through the multilateralization of CMI.    
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