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Preface

Northeast Asia is a region that includes the major players of
Asia: China, Japan, and Korea, with productive linkage to resourcerich Russia and to the United States, and is one of the most dynamic
economic regions in the world. This region has shared a common yet
turbulent history over a long period of time. The region also shares
cultural values, traditions, and the medium of communi- cation in
Chinese characters. For the better part of the twentieth century, the
political environment in this region was dominated by tension,
military conflict, and territorial rivalries among the major powers of
China, Japan, Russia, and the United States. If they are not to repeat
past experience in the twenty-first century, the countries of Northeast
Asia will have to learn to harness their economic dynamism and prosper
together in peaceful coexistence. This is a challenge for the three
countries, and initiating concrete functional and economic cooperation
is one way, if not the only way, toward meeting that challenge.
In contrast to the region’s robust economic growth, regional
security has long been fragile, mainly due to geopolitical conditions
that remain as legacies of Cold War conflict. If the countries in
Northeast Asia wish to further their development and prosperity,
they will have to learn to mobilize the full resources of their dynamic
economies and create a region in which peaceful coexistence and
prosperity in common prevail. The premise of this volume is that
initiating a concrete, region-wide project which will enhance economic
cooperation and development is one of the most important steps
toward creating such a region in the twenty-first century.
Northeast Asia is one region of the world where formal regional
machinery such as the European Union or NAFTA has yet to be
established. It may not be ready yet for such machinery, but that does
not mean that the three Northeast Asian countries should not start
promoting region-wide cooperative projects. Korea Institute for International
Economic Policy (KIEP) and the Northeast Asia Economic Forum (NEAEI)
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have been collaborating on the effort toward achieving closer economic
integration in the future, and this volume presents the results of the
project implemented in 2009 on financial cooperation in Northeast Asia
aimed at supporting the establishment of a regional institution for
financing infrastructure investment.
Northeast Asia has a northern subregion that includes North
Korea, Mongolia, the Russian Far East, and the northeastern provinces
of China–an area that is well-endowed with natural and human
resources. This subregion has the potential of becoming an important
source of natural resources for the entire region, and what is needed
is to realize that potential through infrastructure investment. Energy
security and environment is, for example, an important area of
cooperation, as the three major countries are heavily dependent on
energy imports and are highly vulnerable to an energy crisis in the
event of an interruption–especially in the case of oil, natural gas and
minerals imports. Financing requirements for this investment are
likely to be huge, and a regional development bank will be key to
meeting that financing need.
This volume consists of papers, research reports and summaries
of the main conference and several specialized meetings, as well as
affiliated activities, that took place under this project. The results of
this project represent a considerable benefit to the region and have
been carried out in a spirit of cooperation that we esteem.
Dr. Lee-Jay Cho and Dr. Chang Jae Lee would also like to thank
Dr. John Tichotsky, Prof. Takashi Yamamoto and Dr. Ming Liu for
their valuable contributions to planning and coordinating the research
and meetings as well as to the substance of the research undertaken.
Thanks are due to the staff of the NEAEF for their assistance in the
course of successful implementation of this project. We are grateful to
Prof. Erik Im of the University of Hawaii Economics Department for
his editorial review of this volume.

Wook, Chae
President
KIEP
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Introduction and Overview
1)

Lee-Jay Cho*
The Northeast Asia Economic Forum is a regional nongovernmental organization created in 1991 to sponsor and facilitate research,
networking, and dialogue relevant to the economic and social development of Northeast Asia. The Forum is also committed to promoting
understanding and relations among the peoples of Northeast Asia,
North America and Europe.
Northeast Asia Economic Forum’s (NEAEF) year-long cooperative
program with the Korea Institute for International Economic Policy
(KIEP) for 2009 resulted in the publication of this report, Financing for
Regional Integration for Northeast Asia 2009.
In collaboration with KIEP, for the year 2009, the Northeast Asia
Economic Forum focused on a research program and schedule of
expert conferences and meetings that aimed at looking at regional
financial cooperation in the context of functional economic cooperation.
This program included discussion on such themes as cross-border
energy and logistic infrastructure construction, as well as capital
mobilization and institutional structure.
NEAEF held several conferences and meetings where experts
presented papers on several themes relevant to the research agenda.
Specifically, there was considerable attention paid to the potential
creation of a regional multi-lateral bank for cooperation and development. As way of background several topics were developed that
defined the texture, context and environment that a multi-lateral bank
for cooperation and development faces and is likely to face. The
dramatic changes associated with the global financial crisis added an
additional dimension to addressing all of the themes and topics.

* Chairman of the Northeast Asia Economic Forum.
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The Forum’s meetings included:
1) Expert Group Meeting on Financial Issues in Northeast Asia:
Cooperation and Integration for Development Finance held
on May 21-22, 2009 in Honolulu, Hawaii. The meeting included
the following sessions:
a. Session 1: Northeast Asia’s Enhancing Economic Cooperation:
Accelerating Ongoing Functional Economic Integration
b. Session 2: Building a Mechanism for Northeast Asia’s Development Financing: Financing Infrastructure Development Projects
in Northeast Asia
c. Session 3: Current and Prospective International Financial Architecture and its Implications for Regional Financial Arrangements:
Issues and Prospects
d. Session 4: Relevant Features of the Proposed Multilateral Financial
Institution and Issues Facing its Establishment
2) The 18th Annual Northeast Asia Economic Forum included a Special
Session on Regional Financial Cooperation on August 27-28,
2009 in Busan, Korea. This session was entitled, Financial Cooperation in Northeast Asia–Steps Towards a Regional Financial
Institution for Cooperation and Development
Government and non-government participants in this research
program came from all of the Northeast Asian countries (except North
Korea), as well as the United States. The meetings and research
covered in this report took place in China, Japan, Korea, the United
States and the European Union. This ensures that the expertise and
perspectives included in this report are not only national and regional
but also have a global dimension.
In addition several meetings and work-sessions, including work
over the Internet, were engaged to review and discuss this report
and its various policy recommendations.
In November 2009, the Second Meeting of the Board of Directors
of the Research Center for Financial Cooperation in Northeast Asia
was held in Tianjin, China. The main goal of the meeting was to
discuss the establishment of the Northeast Asia Bank for Cooperation
and Development. From this meeting came out a consensus document
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entitled the Nankai Consensus. This document summarized the steps
necessary and an overall strategy to fast-track a Bank proposal for
the region.
In general, the results of the year-long program gave rise to three
main themes born out of the meetings and discussions. The first
theme had its focus on specific issues of regional financial cooperation
within the context of a regional economic environment coping with a
global crisis. The second theme related to mechanisms and structural
architecture needed to actualize a proposed multilateral regional financial
institution. Finally, there was a review of the history, roadmap and
an outline of a specific set of strategies that would need to be
followed in the process of establishing a Northeast Asia Bank for
Cooperation and Development. The structure of this report reflects
the three themes we believe are the result of the year-long program.
The Northeast Asia Economic Forum is grateful for their cooperation
to a number of people from government, research institutes, international
and non-governmental organizations in completing this research.
NEAEF would like especially to thank the Korea Institute for International Economic Policy (KIEP) whose generous support made the
research and activities covered in this report possible. It is the support
and leadership of institutes such as KIEP that facilitated the insightful
analyses and diverse perspectives reported in this volume to reach a
wider audience.
No doubt, more ground work is needed prior to embarking on
the establishment of a regional development bank for Northeast Asia.
However, we believe that a significant knowledge base and a strong
consensus have been built among the regional stakeholders moving
us many steps closer to such a goal. In particular, the work in 2009
carried out under this NEAEF program resulted in a considerable
annual achievement as the papers and discussions in this volume
well demonstrate and paved a way for deeper and wider economic
and financial cooperation in Northeast Asia in the coming years.

Session I
Financing for Regional Economic
Integration for Northeast Asia

Currency and Financial Coordination in
Northeast Asia
2)

Eiji Ogawa*

1. Introduction
The current global financial crisis has developed from the subprime
mortgage problem in the United States. It has accentuated the following
mechanism: financial institutions have been mutually afraid of the
“counterparty risk” in their transactions with each other, especially
with financial institutions with subprime mortgage-backed securities
in the United States and European countries. The increased “counterparty
risks” have been shown as a phenomenon where credit spread (LIBOR
in US dollar minus US’s TB rate) has increased. It has led to the
result that the financial institutions in European countries found
themselves in a difficult position to borrow US dollars. This added
up to a shortfall in US dollar liquidity, which has caused the collapse
of their own currencies.
We have learned a lesson from the global financial crisis, even
though the path for the end to the crisis still is not in sight. Even the
euro, a regional key-currency alternative to the US dollar within
Europe, sharply plummeted against the US dollar during the course
of the financial crisis because it still uses the US dollar for settlements in transactions with countries outside Europe. The East Asian
economy is based on the US dollar-denominated settlement system
not only for transactions outside the region but also for those within
its own region. Had financial institutions in East Asia invested in
subprime mortgage-backed securities much more heavily than they
actually did and get pulled into the financial meltdown like their
European counterparts, the free fall of East Asian currencies would
* Professor of Economics, Hitotsubashi University.
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have been much worse in degree than the euro’s depreciation.
Affected by the global financial crisis, some currencies in East
Asia have been weakening against the US dollar. Before the crisis
these currencies had been relatively appreciating due to a massive
inflow of capital into their countries. A typical example of this is the
South Korean won. On the other hand, the Japanese yen, which had
been weakening against the dollar, has now turned in the appreciating
direction. Moreover, the Chinese yuan has stopped revaluation against
the US dollar although it had gradually revaluing against the US
dollar at almost a constant speed.
An objective of this paper is to investigate recent diverging trends
in East Asian currencies by the empirical analyses of Ogawa and
Yoshimi (2009), which employ both β and σ convergence methods.
The β and σ convergence methods enable us to understand whether
East Asian currencies converge to their weighted average value or
Asian Monetary Unit (AMU).1) If these currencies are not converged,
or the monetary authorities of East Asian countries continue adopting
a variety of exchange rate systems, they may face coordination failure
in exchange rate systems. This situation will likely increase volatility
and misalignment of intra-regional exchange rates in East Asia.
Four recent events are likely to have affected movements of East
Asian currencies in recent years. Firstly, it is said that active international capital flows such as yen carry trades brought about depreciation
of the Japanese yen and appreciation of emerging economy currencies
such as the Korean won and the Thai baht during the period from
2005 to 2007. Secondly, on July 21, 2005 the Chinese government
announced its exchange rate regime reform (RMB reform), which
included shifting the target of its exchange rate policy from the US
dollar to a currency basket as well as revaluation of the Chinese
yuan. After the RMB reform, the Chinese yuan is expected to target
a currency basket similar to those of other East Asian currencies,
some of which have linkages with not only the US dollar but also the
euro and the Japanese yen. Thirdly, the recent subprime mortgage
problem, which became apparent in the summer of 2007, might affect
linkages among the East Asian currencies by changing capital flows
1) The AMU is the weighted average of East Asian currencies and created by
Ogawa and Shimizu (2005).
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in international financial markets. In addition, the Lehman shock of
September 15, 2008 has increased counterparty risks of financial institutions
in inter-bank transaction, which escalate depreciation of the euro and
the Sterling pound. It might affect movements in East Asian currencies,
which include appreciation of the Japanese yen and depreciation of
the Korean won. We divide the whole sample period into five subsample periods based on the above events to investigate any changes
in the movements and convergences of East Asian currencies.
In the next section, we use the methodology of Frankel and Wei
(1994) to investigate actual exchange rate policies conducted by the
monetary authorities of East Asian countries. We analyze linkages of
each of the East Asian currencies with major international currencies
during five sub-sample periods: Period 1 (January 3, 2000 to January
13, 2005), Period 2 (January 14, 2005 to July 20, 2005), Period 3 (July
21, 2005 to August 7, 2007), Period 4 (August 8, 2007 to September
14, 2008), and Period 5 (September 15, 2008 to February 27, 2009). We
observe that some countries target a currency basket while the
monetary authorities of the other countries, including China, still
target stabilization of the home currency against the US dollar only.
In the third section, we use the AMU and AMU Deviation Indicators
to investigate movements of the weighted average value of East
Asian currencies and deviations among them in recent years. A
weighted average of the AMU Deviation Indicator is calculated in
order to investigate recent deviation developments among East Asian
currencies. Deviations are found to have been increasing in recent
years although they temporarily dropped in early 2008. Moreover,
the analytical results on β and σ convergence support these results
although unit root tests are significantly rejected in several alternative
specifications during Period 1.
The fourth section points out coordination failure in exchange
rate systems in East Asia and suggests that East Asian monetary
authorities seek coordination in exchange rate policies. Specifically, all
the ASEAN+3 member countries’ monetary authorities should agree
on an arrangement to create a common unit of account that consists
of a basket of regional currencies for coordinated exchange rate
policy. Also a requisite for the region to create a standing institution
to fulfill the surveillance process by itself is pointed out because of
limitations of the Chiang Mai Initiative, which imposes an IMF link
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to member countries. In the conclusion, we summarize the main
point of the paper.

2. Linkages of East Asian Currencies with Three Main Currencies
Ogawa and Yoshimi (2009) focused on the above-mentioned events
related with exchange rates during an extended sample period to
early 2009.2) Its empirical analysis aims to investigate what linkage
trends each East Asian currency actually has with three major
currencies: the US dollar, the euro, and the Japanese yen. For this
purpose, the empirical analytical method of Frankel and Wei (1994) is
used to analyze these linkages for the five sub-sample periods defined
above. The ASEAN10 countries (Brunei, Cambodia, Indonesia, Laos,
Malaysia, Myanmar, the Philippines, Singapore, Thailand, and Vietnam),
China, and South Korea are covered, although the sample periods for
Cambodia, Laos, and Myanmar cover only the period from 2003 to
early 2009 due to data constraints.
We follow the assumption in Frankel and Wei (1994), using the
Swiss franc as a numeraire in the denomination of exchange rates.
Daily data of exchange rates are used to conduct regression of log
differences of a local currency (in terms of the Swiss franc) on log
differences of the three major currencies (in terms of the Swiss franc)
for each sub-sample period. The regression for each sub-sample
period shows linkages of each East Asian currency with the three
major currencies during the period.3)
The regression equation is as follows:
Δ log e HOME / SFR = a 0 + a1 Δ log eUSD / SFR + a 2 Δ log e EURO / SFR + a3 Δ log e JPY / SFR + ε t

(1)
2) Kawai and Akiyama (1998, 2000) developed a method to investigate exchange
rate policies of East Asian countries. Ogawa and Yoshimi (2007, 2008) used the
methodology of Frankel and Wei (1994) to investigate actual exchange rate
systems and policies conducted by the monetary authorities of East Asian countries
during a period from 1999 to 2007.
3) McKinnon (2001) and Ogawa (2002, 2004) developed a similar method to investigate
the dynamics of the coefficients. Ogawa and Sakane (2006) used the Kalman filter
method to investigate these dynamics for the Chinese yuan.
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where e HOME / SFR : exchange rate of a home currency in terms of the
Swiss franc, eUSD / SFR : exchange rate of the US dollar in terms of the
Swiss franc, e EURO / SFR : exchange rate of the euro in terms of the Swiss
franc, e JPY / SFR : exchange rate of the Japanese yen in terms of the Swiss
franc.
Table 1 shows results of the regression for each of the East Asian
currencies.
The monetary authority of Brunei has been adopting a currency
board backed by the Singapore dollar. Accordingly, the Brunei dollar
should have the same movements as the Singapore dollar. Linkages
of the Brunei dollar with the three major currencies show almost the
same trend as with the Singapore dollar. Among the three major
currencies it has the strongest linkage with the US dollar and the
weakest linkage with the yen. The estimated coefficient on the US
dollar is stable during the sample period. Further, the estimated
coefficient on the euro increases while that on the yen gradually
decreases.
The Cambodian riel was fixed to the US dollar for the entire
analyzed period. Linkage with the US dollar remained at levels
between 0.9104 and 1.0655. Coefficients on the euro and the yen were
not statistically significant during the sample period.
On July 21, 2005, the Chinese government announced that it would
change the Chinese exchange rate system from a dollar-peg system to
a managed floating system with reference to a currency basket.
Linkage of the Chinese yuan with the US dollar was completely
perfect before the announcement, as shown by the coefficients on the
US dollar of 1.0002 in Period 1 and 0.9998 in Period 2. The linkage
with the US dollar decreases to a level of 0.9541 in Period 3. Further,
coefficients on the euro and the yen increase in Period 3 although the
linkage with the euro is not significantly estimated. The coefficients
(between 0.9541 and 1.0002) were much higher than China's trade
shares (about 15 percent) with the United States in recent years.4) The
linkages

4) See Ogawa and Sakane (2006) for details of the Chinese exchange rate system
reform.

24 Financing for Regional Economic Integration for Northeast Asia

Table 1. Linkages of East Asian Currencies to Three Main Currencies
Brunei dollar
Full samples
Period 1
Period 2
Period 3
Period 4
Period 5
Cambodia riel
Full samples
Period 1
Period 2
Period 3
Period 4
Period 5
Chinese yuan
Full samples
Period 1
Period 2
Period 3
Period 4
Period 5
Indonesia yupiah
Full samples
Period 1
Period 2
Period 3
Period 4
Period 5

US dollar
0.7003 ***
(0.0104)
0.7136 ***
(0.0127)
0.5443 ***
(0.0353)
0.6255 ***
(0.0218)
0.6590 ***
(0.0308)
0.7056 ***
(0.0426)
US dollar
0.9714 ***
(0.0226)
0.9699 ***
(0.0333)
0.9949 ***
(0.0761)
0.9104 ***
(0.0414)
1.0655 ***
(0.0633)
0.9492 ***
(0.0731)
US dollar
0.9864 ***
(0.0030)
1.0002 ***
(0.0002)
0.9998 ***
(0.0002)
0.9541 ***
(0.0121)
0.9652 ***
(0.0151)
0.9882 ***
(0.0122)
US dollar
0.9256 ***
(0.0325)
0.9413 ***
(0.0489)
0.8311 ***
(0.0701)
0.6858 ***
(0.0743)
0.8907 ***
(0.0382)
1.0717 ***
(0.1418)

euro
0.2852 ***
(0.0199)
0.0762 ***
(0.0283)
0.0265
(0.0966)
0.3649 ***
(0.0566)
0.4337 ***
(0.0512)
0.3506 ***
(0.0575)
euro
-0.0067
(0.0415)
0.0768
(0.0917)
0.2031
(0.2080)
0.0191
(0.1075)
-0.0416
(0.1053)
-0.0299
(0.0987)
euro
0.0079
(0.0058)
-0.0002
(0.0004)
0.0001
(0.0006)
0.0125
(0.0313)
-0.0128
(0.0251)
0.0320 *
(0.0165)
euro
0.0993
(0.0623)
0.0010
(0.1094)
0.1105
(0.1916)
0.4578 **
(0.1933)
0.2747 ***
(0.0635)
-0.0193
(0.1915)

Japanese yen
0.0817 ***
(0.0086)
0.1785 ***
(0.0108)
0.2636 ***
(0.0375)
0.1356 ***
(0.0195)
-0.0593 **
(0.0249)
-0.0758 **
(0.0299)
Japanese yen
0.0221
(0.0186)
-0.0258
(0.0305)
-0.0226
(0.0809)
0.0367
(0.0371)
0.0022
(0.0512)
0.0517
(0.0514)
Japanese yen
0.0026
(0.0025)
-0.0001
(0.0001)
0.0002
(0.0002)
0.0279 ***
(0.0108)
0.0030
(0.0122)
-0.0099
(0.0086)
Japanese yen
0.0664 **
(0.0269)
0.1227 ***
(0.0419)
0.0885
(0.0745)
0.0086
(0.0665)
-0.0038
(0.0309)
-0.0278
(0.0997)

Adj. R2
0.823
0.872
0.865
0.807
0.811
0.824
Adj. R2
0.713
0.842
0.739
0.628
0.641
0.741
Adj. R2
0.988
1.000
1.000
0.955
0.963
0.990
Adj. R2
0.414
0.393
0.722
0.265
0.809
0.453
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Table 1. Continue
South Korean won US dollar
Full samples
0.7843 ***
(0.0293)
0.8037 ***
Period 1
(0.0287)
Period 2
0.5128 ***
(0.0826)
Period 3
0.7430 ***
(0.0371)
Period 4
0.9392 ***
(0.0761)
0.6409 ***
Period 5
(0.2341)
Laos kip
US dollar
Full samples
0.9472 ***
(0.0163)
0.9749 ***
Period 1
(0.0225)
Period 2
0.9988 ***
(0.0996)
Period 3
0.8770 ***
(0.0356)
Period 4
0.9597 ***
(0.0308)
0.9629 ***
Period 5
(0.0393)
Malaysian ringgit
US dollar
Full samples
0.9431 ***
(0.0099)
1.0013 ***
Period 1
(0.0011)
Period 2
0.9997 ***
(0.0004)
Period 3
0.8699 ***
(0.0356)
Period 4
0.7740 ***
(0.0513)
0.8805 ***
Period 5
(0.0465)
Myanmar kyat
US dollar
Full samples
0.9650 ***
(0.0108)
0.9765 ***
Period 1
(0.0209)
Period 2
1.0006 ***
(0.0241)
Period 3
0.8982 ***
(0.0216)
Period 4
0.9922 ***
(0.0226)
0.9774 ***
Period 5
(0.0378)

euro
0.5669 ***
(0.0563)
-0.0083
(0.0643)
0.0285
(0.2258)
0.3056 ***
(0.0965)
0.5535 ***
(0.1266)
1.1006 ***
(0.3161)
euro
0.0591 **
(0.0299)
-0.0148
(0.0619)
-0.1126
(0.2721)
0.1989 **
(0.0926)
0.0767
(0.0512)
0.0496
(0.0530)
euro
0.1397 ***
(0.0190)
-0.0010
(0.0026)
-0.0009
(0.0010)
0.2713 ***
(0.0924)
0.4411 ***
(0.0854)
0.1501 **
(0.0628)
euro
0.0207
(0.0199)
-0.0082
(0.0575)
0.0304
(0.0658)
0.1309 **
(0.0562)
0.0265
(0.0376)
-0.0049
(0.0510)

Japanese yen
0.0529 **
(0.0242)
0.2361 ***
(0.0246)
0.1963 *
(0.0878)
0.0900 ***
(0.0332)
-0.0802
(0.0615)
-0.1729
(0.1645)
Japanese yen
0.0085
(0.0134)
-0.0248
(0.0206)
-0.0080
(0.1056)
0.0252
(0.0319)
0.0043
(0.0249)
0.0162
(0.0276)
Japanese yen
0.0003
(0.0082)
-0.0005
(0.0010)
0.0005
(0.0004)
0.0333
(0.0318)
0.1090 ***
(0.0415)
-0.0514
(0.0327)
Japanese yen
0.0026
(0.0089)
-0.0163
(0.0191)
-0.0322
(0.0256)
0.0277
(0.0194)
-0.0172
(0.0183)
0.0083
(0.0266)

Adj. R2
0.434
0.635
0.478
0.634
0.576
0.200
Adj. R2
0.821
0.920
0.603
0.691
0.869
0.908
Adj. R2
0.880
0.999
1.000
0.697
0.698
0.845
Adj. R2
0.913
0.931
0.964
0.861
0.926
0.914
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Table 1. Continue
Philippine peso
Full samples
Period 1
Period 2
Period 3
Period 4
Period 5
Singapore dollar
Full samples
Period 1
Period 2
Period 3
Period 4
Period 5
Thai baht
Full samples
Period 1
Period 2
Period 3
Period 4
Period 5
Vietnamese dong
Full samples
Period 1
Period 2
Period 3
Period 4

US dollar
0.9096 ***
(0.0215)
0.9429 ***
(0.0312)
0.7872 ***
(0.0567)
0.8711 ***
(0.0407)
0.8938 ***
(0.0811)
0.8381 ***
(0.0566)
US dollar
0.7156 ***
(0.0108)
0.6900 ***
(0.0121)
0.5056 ***
(0.0346)
0.6416 ***
(0.0202)
0.7362 ***
(0.0323)
0.8246 ***
(0.0565)
US dollar
0.8045 ***
(0.0201)
0.7668 ***
(0.0198)
0.6747 ***
(0.0476)
0.7418 ***
(0.0605)
0.9449 ***
(0.1065)
0.8812 ***
(0.0307)
US dollar
1.0018 ***
(0.0042)
0.9980 ***
(0.0019)
0.9880 ***
(0.0089)
1.0001 ***
(0.0044)
1.0173 ***
(0.0248)

euro
0.1798 ***
(0.0413)
-0.0663
(0.0698)
0.1783
(0.1548)
0.0508
(0.1058)
0.4046 ***
(0.1349)
0.3536 ***
(0.0765)
euro
0.2571 ***
(0.0207)
0.0778 ***
(0.0271)
0.0705
(0.0947)
0.3216 ***
(0.0525)
0.2807 ***
(0.0537)
0.2853 ***
(0.0763)
euro
0.1375 ***
(0.0386)
0.0672
(0.0444)
0.0123
(0.1301)
0.0868
(0.1574)
0.1084
(0.1771)
0.1058 **
(0.0415)
euro
0.0043
(0.0081)
0.0008
(0.0042)
0.0005
(0.0244)
-0.0089
(0.0113)
0.0188
(0.0412)

Japanese yen
0.0399 **
(0.0178)
0.0672 **
(0.0267)
0.1931 ***
(0.0602)
0.0076
(0.0364)
0.0849
(0.0656)
0.0090
(0.0398)
Japanese yen
0.1142 ***
(0.0089)
0.2346 ***
(0.0104)
0.3694 ***
(0.0368)
0.2099 ***
(0.0181)
-0.0773 ***
(0.0261)
-0.1058 ***
(0.0397)
Japanese yen
0.1234 ***
(0.0166)
0.1971 ***
(0.0170)
0.2506 ***
(0.0506)
0.1906 ***
(0.0542)
-0.0067
(0.0861)
0.0003
(0.0216)
Japanese yen
-0.0005
(0.0035)
0.0008
(0.0016)
0.0081
(0.0095)
0.0032
(0.0039)
-0.0067
(0.0200)

Adj. R2
0.607
0.591
0.809
0.608
0.526
0.805
Adj. R2
0.823
0.888
0.882
0.848
0.800
0.763
Adj. R2
0.614
0.762
0.827
0.403
0.348
0.931
Adj. R2
0.978
0.998
0.995
0.994
0.916
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Table 1. Continue
Period 5

1.0064 ***
(0.0311)

-0.0091
(0.0420)

0.0003
(0.0218)

0.943

Notes: * significant level of 10%, ** significant level of 5%, *** significant level of 1%.
Standard deviations are reported between parentheses.
Full samples: 1/3/2000-2/27/2009, Period 1: 1/3/2000-1/13/2005, Period 2: 1/14/
2005-7/20/2005, Period 3: 7/21/2005-8/7/2007, Period 4: 8/8/2007-9/14/2008, Period
5: 9/15/2008-2/27/2009.

of the Chinese yuan with the euro and the yen were statistically
insignificant despite the Chinese government’s announcement of the
exchange rate system reform. This means that the monetary authority
of China has not yet implemented the Chinese government’s
announcement of the exchange rate system reform.
Linkage of the Indonesian rupiah with the US dollar was over
unity in Period 5. It reached the level of 1.0717 in this period.
Coefficients on the euro and the yen were not statistically significant
in most sub-sample periods. The adjusted R2 has been very low over
the sample period especially for Period 1. This implies that the
Indonesian rupiah was influenced by factors other than the three
major currencies.
Linkage of the Korean won with the US dollar decreased in
Period 2. After increasing linkages in the two following sub-sample
periods, the linkage with the US dollar decreased and took a level of
0.6409 in Period 5. In Period 3, linkage with the euro significantly
increased. Further, linkage with the yen is statistically significant in
the first three sub-sample periods, although estimated coefficients are
very low.
The Lao kip was fixed to the US dollar for nearly the entire
analyzed period. Linkage with the US dollar stayed at between 0.8770
and 0.9988. The coefficients on the euro and the yen were not found
to be statistically significant in many cases. Especially, those on the
yen were not significantly estimated in all the sub-sample periods
including the case with full samples.
On July 21, 2005, the monetary authority of Malaysia immediately
followed the Chinese government’s announcement and announced it
would change from a dollar-peg exchange rate system to a managed
floating system with reference to a currency basket. Linkage of the
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Malaysian ringgit with the US dollar takes a level of 1.0013 in Period
1 that is the highest level in all the three sub-sample periods. Linkage
with the US dollar decreased to 0.7740 in Period 4.
The Myanmar kyat was fixed to the US dollar for the entire
analyzed period. Linkages with the US dollar stayed at levels between
0.8982 and 1.0005. The linkages with the euro and the yen were not
statistically significant in most cases.
The Philippine peso had strong linkage with the US dollar
during the sample period. The coefficient on the US dollar was 0.9429
and the highest in Period 1. The Philippine peso has some linkages
with the euro and the yen in the last two and the first two subsample periods, respectively.
It is known that the Monetary Authority of Singapore uses a
currency basket system where it targets the Singapore dollar to a
currency basket that includes its major trading partners’ currencies.
The currency basket system is reflected in an analytical result in
which coefficients on all the three major currencies were statistically
significant over the sample period. The linkage of the Singapore
dollar with the US dollar was relatively high in Period 5 and took a
level of 0.8245.
The Thai baht has strong linkage with the US dollar. The linkage
with the euro is not significant except for Period 5. Further, the
linkage with the Japanese yen is significant in the first three subsample periods.
The monetary authority of Vietnam has focused the exchange rate
of the Vietnamese dong solely on the US dollar during the sample
period. The coefficients on the US dollar are between 0.9880 and
1.0173 during the sample period while those on the euro and the yen
are not significantly estimated. Moreover, the coefficients of determination were almost unity, which implies that fluctuations of the
Vietnamese dong can be explained only by those of the US dollar.
The empirical results show that the East Asian currencies have a
variety of linkages with the three major currencies. It implies the East
Asian countries are adopting various exchange rate policies under the
different exchange rate regimes. Further, we find interesting results
that the Malaysian ringgit has weakened against the US dollar since
the monetary authority of Malaysia followed the monetary authority
of China to in announcing the exchange rate system reforms. On the
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other hand, the monetary authority of China continues to stabilize
the exchange rate of the Chinese yuan against the US dollar. All
three coefficients on the US dollar, the euro, and the yen were
statistically significant for the Brunei dollar and the Singapore dollar
in most of the sub-sample periods, including the case with full
samples. This is because the Brunei dollar follows the Singapore
dollar, which under the currency basket system is targeted to a
basket with currencies of Singapore’s major trading partners.

3. Widening Deviation among East Asian Currencies
3.1. The Deviation Measurement
Next we show deviation measurements of each East Asian currency
from an average of the currencies to investigate widening deviation
among them. Ogawa and Shimizu (2005) created an Asian Monetary
Unit (AMU) as a regional common currency unit for East Asia that
is a weighted average of the East Asian currencies where East Asia
includes the ASEAN10+3 (China, Japan, and South Korea). The
weight of each currency in the basket is based both on countries’
respective shares of GDP measured at purchasing power parity
(PPP), and their trade volumes (the sum of exports and imports) in
the total of sampled countries. These two shares are calculated as the
average of the three years (2004-2006) for which data is available.
Also, an AMU Deviation Indicator is measured for each East Asian
currency's deviation from the AMU.5) The AMU Deviation Indicators
are set at zero during their benchmark period of two years in 2000
and 2001 when trade imbalances of East Asian countries were at their
smallest in the period of 1999-2006.
Figure 1 shows recent movements in nominal exchange rates of
AMU in terms of a US dollar and euro currency basket as well as in
terms of the US dollar and the euro separately. The currency basket
is composed 65 percent of the US dollar and 35 percent of the euro
based on trade shares of the East Asian countries with the United
5) Both the AMU and AMU Deviation Indicators are available at a website of the
Research Institute of Economy, Trade and Industry (http://www.rieti.go.jp/users/
amu/en/index.html).
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Figure 1. Movement of East Asian Currency
AMU in terms of the U.S.$-euro (daily)
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States and the euro area in 2001-2003 in order to reflect the value of
the AMU in terms of major trading partners’ currencies. Figure 1 shows
that the AMU has been gradually depreciating against the currency
basket of the US dollar and the euro before May 2003 when the
AMU depreciated about 10 percent compared with the benchmark
years of 2000 and 2001. However, it reversed its trend to upward
direction and returned to almost the same level as in the benchmark
years (2000-2001) before October 2008. On one hand, the AMU was
gradually appreciating against the US dollar before April 2008 though
it has been depreciating since April 2008. It was gradually depreciating
against the euro before July 2008 though it has rapidly appreciated
since July 2008.
Figure 2 shows movements in deviations of East Asian currencies
against the AMU in terms of nominal exchange rates from the
benchmark years of 2000 and 2001. The Korean won and the Thai
baht have interesting movements in recent years. The Korean won
were overvalued against the AMU, or a weighted average of East
Asian currencies, from the end of 2004 to early 2008. It was overvalued by more than 20 percent compared with the benchmark years
especially from March 2006 to July 2007. However, the Korean won
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Figure 2. Nominal AMU Deviation Indicators (daily)
Nominal AMU Deviation Indicators (daily)

(%)
50
Brunei Darussalam
South Korea
Singapore

40

Cambodia
Laos
Thailand

China P.R.
Malaysia
Vietnam

Indonesia
Myanmar

Japan
Philippines

30
20
10
0
-10
-20

Jan-2009

Jul-2008

Oct-2008

Apr-2008

Jan-2008

Jul-2007

Oct-2007

Apr-2007

Jan-2007

Jul-2006

Oct-2006

Apr-2006

Jan-2006

Jul-2005

Oct-2005

Apr-2005

Jan-2005

Jul-2004

Oct-2004

Apr-2004

Jan-2004

Jul-2003

Oct-2003

Apr-2003

Jan-2003

Jul-2002

Oct-2002

Apr-2002

Jan-2002

Jul-2001

Oct-2001

Apr-2001

Jan-2001

Jul-2000

Oct-2000

Apr-2000

-40

Jan-2000

-30

Source: http://www.rieti.go.jp/users/amu/en/index.html

has been depreciating quickly since the end of 2007. The Thai baht
was appreciating quickly from the end of 2006 to August 2007. It was
overvalued by about 30 percent compared with the benchmark years.
After then, the Thai baht has been depreciating quickly. On the other
hand, the Japanese yen and the Chinese yuan have been appreciating
in recent months.
Figure 3 shows movements in deviations of East Asian currencies
against the AMU in terms of real exchange rates from the benchmark
years. The Real AMU Deviation Indicators of East Asian currencies
were limited within plus 20 percent and minus 10 percent during a
period from 2000 to 2001. The Indonesia rupiah and the Lao kip have
appreciated against the AMU in terms of real exchange rates because
of higher inflation since 2003. The Korean won was overvalued
against the AMU also in terms of real exchange rates due to the
appreciation of the nominal exchange rate from the end of 2004 to
October 2007 although it has been depreciating quickly due to
depreciation of the nominal exchange rate of the Korean won. The
Thai baht has quickly appreciated in terms of real exchange rates
because of the quick appreciation of the nominal exchange rate since
from the end of 2006. On the other hand, the Japanese yen was
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Figure 3. Real AMU Deviation Indicators (monthly)
Real AMU Deviation Indicators (monthly)
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depreciating because of a combination of yen depreciation in terms of
nominal exchange rate and the deflation in prices from January 2005
to July 2007. It recorded that it was undervalued by 30 percent
compared with the benchmark of July 2007. However, the Japanese
yen has been appreciating in terms of real exchange rate since
August 2007.
Figures 4 and 5 show movements in the weighted averages of
the Nominal and Real AMU Deviation Indicators for all of the East
Asian currencies, respectively. The two weighted averages of the
AMU Deviation Indicators are calculated according to the following
equation:
Weighted average of AMU DI =

∑ (w DI )

2

i

i

i ,t

(2)

where DIi,t: AMU Deviation Indicator for currency i at time t and
w i: weight on currency i. The weights are based on the arithmetic of
the GDP measured at PPP and trade shares according to the calculation
of the AMU.
Figure 4 shows that the weighted average of the Nominal AMU
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Figure 4. Weighted Average of Nominal AMU Deviation Indicators
Weighted Average of Nominal AMU Deviation Indicators (daily)
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Deviation Indicator rapidly decreased after it recorded a level of 3.5
percent in January 2002. It stayed at a lower level, between 0.5
percent and 2.0 percent, from May 2002 to December 2004. However,
it increased from January 2005 and reached the level of 4.7 percent in
July 2007. Thereafter it fell to a level of 1.3 percent in March 2008.
The Nominal AMU Deviation Indicator then rapidly increased from
March 2008 and recorded the its highest level of 5.1 percent in
November 2008.
Figure 5 shows that the weighted average of the Real AMU
Deviation Indicator briefly decreased after it recorded at a level of 4.0
percent in February 2002. It stayed between 2.5 percent and 3.2
percent from 2002 to 2004. However, it has been increasing since the
end of 2004 and peaked out with 9.3 percent in July 2007. These
results imply that deviations of East Asian currencies from the AMU
in terms of both nominal and real exchange rates have been, on
average, increasing. However, we have to check the diverging trend
of the AMU formally since the Nominal and Real AMU Deviation
Indicators, respectively, decrease from the mid 2007 to the mid 2008
and since July 2007.

34 Financing for Regional Economic Integration for Northeast Asia

Figure 5. Weighted Average of Real AMU Deviation Indicators
Weighted Average of Real AMU Deviation Indicators (monthly)
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Figure 6. Contribution of Nominal AMU Deviation Indicators
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Source: Authors’ calculations
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Figure 7. Contribution of Real AMU Deviation Indicators
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Contributions of each country’s AMU Deviation Indicator to the
weighted averaged AMU Deviation Indicator are reported in Figures
6 to 7. The contributions are calculated daily for the Nominal AMU
Deviation Indicators and monthly for the Real AMU Deviation
Indicators. Averages of contributions are calculated for each of the
sub-sample periods as well as the full sample period as shown in
Table 2.
Generally speaking, movements in the Japanese yen and the
Chinese yuan have contributed to movements in the weighted
average of the AMU Deviation Indicators before the RMB reform.
After the RMB reform, the Japanese yen and the Korean won
increased their contributions though the Chinese yuan decreased its
contribution. This means that the upward trend of the weighted
average of AMU Deviation Indicators is mainly caused by increasing
deviations of the Japanese yen and the Korean won from the AMU.
The Japanese yen and the Korean won remain to be main contri-
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Table 2. Contribution of AMU Deviation Indicators
(top 3 countries)
Nominal A MU DI
Full samples
J apan
China P .R.
Sout h Korea
P eriod 1
China P .R.
J apan
Indonesia
P eriod 2
J apan
China P .R.
Indonesia
P eriod 3
J apan
Sout h Korea
Indonesia
P eriod 4
J apan
China P .R.
Sout h Korea
P eriod 5
J apan
Sout h Korea
T hailand

60.4%
30.3%
5.2%
49.8%
41.8%
4.1%
99.7%
41.3%
4.0%
83.8%
17.8%
5.3%
74.2%
18.4%
5.3%
81.3%
36.3%
0.7%

R eal A MU DI
Full samples J apan
China P .R.
Sout h Korea
P eriod 1
J apan
China P .R.
Sout h Korea
P eriod 2
China P .R.
Indonesia
Sout h Korea
P eriod 3
J apan
Sout h Korea
Indonesia
P eriod 4
J apan
Sout h Korea
China P .R.
P eriod 5
J apan
Indonesia
P hilippines

58.4%
27.0%
5.2%
70.0%
23.3%
2.5%
284.8%
29.3%
8.1%
100.8%
12.0%
7.1%
86.6%
5.7%
5.2%
99.4%
2.8%
0.2%

Notes: Full samples: 1/3/2000-2/27/2009, Period 1: 1/3/2000-1/13/2005, Period 2:
1/14/ 2005-7/20/2005, Period 3: 7/21/2005-8/7/2007, Period 4: 8/8/2007-9/
14/2008, Period 5: 9/15/2008-2/27/2009.
Source: Authors’ calculations

butors in Period 5 while the contribution of the Chinese yuan is
relatively lower. The Chinese yuan decreased its contribution after
the reform of exchange rate regime because it nearly maintained its
degree of deviation from the AMU though the other countries
increased their deviation after the RMB reform, as shown in Figures
2 and 3. Accordingly, the Chinese exchange rate system reform is not
likely to be a direct factor of decreasing contribution of the Chinese
yuan to the weighted average of the AMU Deviation Indicators.
Rather the dollar pegging system adopted by the Chinese government prior to July 21, 2005 contributed to deviation of the East Asian
currencies.
3.2. β - and σ -convergences of East Asian currencies
The results in the previous section imply that the East Asian
currencies are diverging during the sample period although one can
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also observe the phases in which deviations appear to be reducing.
Ogawa and Yoshimi (2009) used the methods of β - and σ -convergences to investigate statistically whether deviations among the East
Asian currencies are widening. The following equation is estimated in
order to test whether the AMU Deviation Indicators converge among
the East Asian currencies during the sample period and how fast
they are converging if they do.
pi

ΔDI i ,t = μ i + β i DI i ,t −1 + ∑ γ j ΔDI i ,t − j + ε i ,t
j =1

,

(3)

where i and t denote the country and time indices. µi reflects an
idiosyncratic factor in country i and the εi,t denotes exogenous shocks
to the difference of the AMU Deviation Indicators. pi is the lag length
for countryi. A negative βi indicates that the larger a currency’s AMU
Deviation Indicator than the corresponding average of the sample
currencies, the faster its convergence to the average. Further, the size
of βi is a direct measure of the speed of convergence. This method is
called β-convergence test. Equation (3) can be estimated by panel
unit root methods since a negative βi is equivalent to the stationality
of DIi,t. We employ two methods advanced by Levin, Lin and Chu
(2002, LLC hereafter) and Im, Pesaran and Shin (1997, IPS). In the
LLC test, the null and alternative hypotheses are H 0 : βi = β = 0 and
H 1 : β < 0, respectively. While LLC assume homogeneity in βi , IPS
allow βi to differ across countries to avoid the heterogeneity bias. In
the IPS test, H 0 : βi = 0 for all i against the alternative H 1 : βi < 0
for some of i.
To measure the degree of convergence at each point in time and
assess whether DI s are converging to their average level during the
sample period, the following equation is estimated.
pi

Δσ i2,t = κ + ησ i2,t −1 + ∑ λ j Δσ i2,t − j + ν i ,t
j =1

,

(4)

where σ2i,t is variance of the AMU Deviation Indicator in country
i at time t and νi,t denotes exogenous shocks. A negative η indicates
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that the deviation among the AMU Deviation Indicators tend to decrease
when it is high. Equation (4) can be estimated for Augmented
Dickey-Fuller (ADF) unit root test where a negative η suggests that
the sequence of σ2i,t follows stationary process. Thus, the null and
alternative hypotheses are H 0 : η = 0 and H 1 : η < 0, respectively. We
also employ Phillips-Perron (PP) method to allow the autocorrelation
in the stochastic shocks to σ2i,t.
These approaches were proposed by Adam et al. (2002), and we
employ them to investigate convergence or widening deviation among
East Asian currencies. Adam et al. (2002) propose β- and σ-convergence
measurements, which they borrow from the economic growth literature,
to investigate whether interbank interest rate among euro area
countries relative to corresponding German rate have reduced or not.
Ogawa and Kumamoto (2008) also used both the convergence
measurements and showed the more detailed explanation of the
methods. We propose both notions of convergence to assess convergence
among East Asian currencies as the two indicators have different
informational contents. Especially, we can have a situation where
currencies converge in terms of σ -convergence while they diverge in
terms of β -convergence at the same time because the decrease in the
cross-sectional variance among AMU Deviation Indicators does not
necessarily imply mean reversion or convergence of AMU Deviation
Indicators to its benchmark level. Further, β -convergence does not
imply σ -convergence since mean reversion does not imply that the
cross sectional variance decreases over time. In fact, the two tests
generated inconsistent results in some of our estimations.
We focus on effect of the RMB reform, international capital flows
such as yen carry trades, and the global financial crisis on divergence
among the East Asian currencies to divide the full sample period
(January 3, 2000 to February 27, 2009) into the five sub-sample periods
like the above analysis on linkages of each of East Asian currencies
with major international currencies. The five sub-sample period include
Period 1 (January 3, 2000 to January 13, 2005), Period 2 (January 14,
2005 to July 20, 2005), Period 3 (July 21, 2005 to August 7, 2007),
Period 4 (August 8, 2007 to September 14, 2008), and Period 5
(September 15, 2008 to February 27, 2009).
Table 3 reports results of the ADF and PP tests for the averaged
AMU Deviation Indicator and β -convergence tests (LLC and IPS
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tests) and σ -convergence test (ADF and PP tests) for the AMU
Deviation Indicators of East Asian currencies. Lag lengths are
selected based on the SBIC. We cannot reject the null hypothesis that
the averaged AMU Deviation Indicator has unit root in all cases with
the full samples (January 3, 2000 to February 27, 2009). Both the LLC
and IPS tests have a result that they have no β -convergence among
the East Asian currencies. Regarding σ -convergence, we cannot reject
the null hypothesis that the AMU Deviation Indicators of East Asian
currencies have cross-sectional dispersion. Further, these results do
not depend on whether a constant term is included and the choice
between nominal and real data. These empirical results mean that the
East Asian currencies are not converged during the whole sample
period.
Table 3. Estimation Results of Convergence among East Asian
Currencies
Full samples (1/ 3/ 2000-2/ 27/ 2009)
Unit root test for averaged AMU DI
Method
Data
Constant Lag length Obs. Test statistic
ADF
Nominal
×
1 2388
-0.19
○
1 2388
-1.51
Real
×
0
105
0.21
○
0
105
-0.99
Phillips-Perron
Nominal
×
2389
-0.29
○
2389
-1.60
Real
×
105
0.27
○
105
-0.97
β -convergence test for AMU DI
Method
Data
Constant Lag length Obs. Test statistic
Levin, Lin and Chu
Nominal
×
0 to 3 31042
-0.87
○
0 to 3 31042
1.58
Real
×
0 to 1 1151
-1.17
○
0 to 1 1151
0.32
Im, Pesaran and Shin Nominal
○
0 to 3 31042
0.98
Real
○
0 to 1 1151
0.36
σ -convergence test for AMU DI
Method
Data
Constant Lag length Obs. Test statistic
ADF
Nominal
×
0 2389
0.4
○
0 2389
-0.42
Real
×
0
100
0.94
○
0
100
-0.73
Phillips-Perron
Nominal
×
2389
0.46
○
2389
-0.35
Real
×
105
0.67
○
105
-0.97

Prob.
0.62
0.53
0.75
0.76
0.58
0.48
0.76
0.76
Prob.
0.19
0.94
0.12
0.62
0.84
0.64
Prob.
0.80
0.90
0.91
0.83
0.81
0.91
0.86
0.76
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Table 3. Continue
Period 1 (1/ 3/ 2000-1/ 13/ 2005)
Unit root test for averaged AMU DI
Method
Data
Constant Lag length Obs. Test statistic
ADF
Nominal
×
0 1313
-1.28
○
0 1313
-3.1
Real
×
0
59
-0.14
○
0
59
-1.65
Phillips-Perron
Nominal
×
1313
-1.28
○
1313
-3.18
Real
×
59
-0.14
○
59
-1.73
β -convergence test for AMU DI
Method
Data
Constant Lag length Obs. Test statistic
Levin, Lin and Chu
Nominal
×
0 to 2 17062
-3.50
○
0 to 2 17062
-0.09
Real
×
0 to 1
645
-1.23
○
0 to 1
645
-1.69
Im, Pesaran and Shin Nominal
○
0 to 2 17062
-1.17
Real
○
0 to 1
645
-1.19
σ -convergence test for AMU DI
Method
Data
Constant Lag length Obs. Test statistic
ADF
Nominal
×
0 1313
-1.11
○
0 1313
-2.15
Real
×
0
59
1.39
○
0
59
-0.20
Phillips-Perron
Nominal
×
1313
-1.06
○
1313
-2.07
Real
×
59
0.90
○
59
-0.36

**

**

***
**

Prob.
0.18
0.03
0.63
0.45
0.19
0.02
0.63
0.41
Prob.
0.00
0.46
0.11
0.05
0.12
0.12
Prob.
0.24
0.23
0.96
0.93
0.26
0.26
0.90
0.91

Period 2 (1/ 14/ 2005-7/ 20/ 2005)
Unit root test for averaged AMU DI
Method
Data
Constant Lag length Obs. Test statistic
Prob.
ADF
Nominal
×
0
133
-1.32
0.17
○
0
133
-1.30
0.63
Phillips-Perron
Nominal
×
133
-1.36
0.16
○
133
-1.33
0.62
β -convergence test for AMU DI
Method
Data
Constant Lag length Obs. Test statistic
Prob.
Levin, Lin and Chu
Nominal
×
0 1729
-2.34 *** 0.01
○
0 1729
0.88
0.81
Im, Pesaran and Shin Nominal
○
0 1729
0.89
0.81
σ -convergence test for AMU DI
Method
Data
Constant Lag length Obs. Test statistic
Prob.
ADF
Nominal
×
0
133
-0.29
0.77
○
0
133
-1.32
0.62
Phillips-Perron
Nominal
×
133
0.25
0.76
○
133
-1.39
0.58
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Table 3. Continue
Period 3 (7/ 21/ 2005-8/ 7/ 2007)
Unit root test for averaged AMU DI
Method
Data
Constant Lag length Obs. Test statistic
ADF
Nominal
×
1
532
1.41
○
1
532
-1.00
Real
×
0
24
3.24
○
0
24
-0.39
Phillips-Perron
Nominal
×
533
1.45
○
533
-1.14
Real
×
24
3.52
○
24
-0.27
β -convergence test for AMU DI
Method
Data
Constant Lag length Obs. Test statistic
Levin, Lin and Chu
Nominal
×
0 to 2 6917
0.64
○
0 to 2 6917
-0.04
Real
×
0 to 3
253
2.80
○
0 to 2
256
0.03
Im, Pesaran and Shin Nominal
○
0 to 2 6917
0.55
Real
○
0 to 2
256
0.66
σ -convergence test for AMU DI
Method
Data
Constant Lag length Obs. Test statistic
ADF
Nominal
×
1
532
2.00
○
1
532
0.61
Real
×
0
24
2.62
○
0
24
-1.26
Phillips-Perron
Nominal
×
533
2.57
○
533
0.93
Real
×
24
2.43
○
24
-1.34

Period 4 (8/ 8/ 2007-9/ 14/ 2008)
Unit root test for averaged AMU DI
Method
Data
Constant Lag length Obs. Test statistic
ADF
Nominal
×
0
287
-1.01
○
0
287
-2.30
Phillips-Perron
Nominal
×
287
-1.01
○
287
-2.33
β -convergence test for AMU DI
Method
Data
Constant Lag length Obs. Test statistic
Levin, Lin and Chu
Nominal
×
0 to 2 3720
-0.24
○
0 to 1 3722
1.13
Real
×
0 to 1
130
0.52
○
0 to 2
123
-1.29 *
Im, Pesaran and Shin Nominal
○
0 to 1 3722
2.07
Real
○
0 to 2
123
0.59
σ -convergence test for AMU DI
Method
Data
Constant Lag length Obs. Test statistic
ADF
Nominal
×
0
287
-1.47
○
0
287
-1.71
Phillips-Perron
Nominal
×
287
-1.50
○
287
-1.78

Prob.
0.96
0.76
1.00
0.90
0.96
0.70
1.00
0.92
Prob.
0.74
0.48
1.00
0.51
0.71
0.75
Prob.
0.99
0.99
1.00
0.63
1.00
1.00
0.99
0.60

Prob.
0.28
0.17
0.28
0.16
Prob.
0.40
0.87
0.70
0.10
0.98
0.72
Prob.
0.13
0.43
0.12
0.39
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Table 3. Continue
Period 5 (9/ 15/ 2008-2/ 27/ 2009)
Unit root test for averaged AMU DI
Method
Data
Constant Lag length Obs. Test statistic
ADF
Nominal
×
0
119
0.81
○
0
119
-2.03
Phillips-Perron
Nominal
×
119
1.17
○
119
-1.92
β -convergence test for AMU DI
Method
Data
Constant Lag length Obs. Test statistic
Levin, Lin and Chu
Nominal
×
0 to 2 1544
-0.65
○
0 to 1 1545
-1.93 **
Im, Pesaran and Shin Nominal
○
0 to 1 1545
-1.32 *
σ -convergence test for AMU DI
Method
Data
Constant Lag length Obs. Test statistic
ADF
Nominal
×
0
119
0.81
○
0
119
-1.69
Phillips-Perron
Nominal
×
119
1.03
○
119
-1.64

Prob.
0.89
0.27
0.94
0.32
Prob.
0.26
0.03
0.09
Prob.
0.89
0.43
0.92
0.46

Notes: * significant level of 10%, ** significant level of 5%, *** significant level of 1%.
Source: Authors’ calculations.

Table 3 shows that, in Period 1, both the LLC test has a result
that they partially have β -convergence among the East Asian currencies
while we cannot reject the null hypothesis that the AMU Deviation
Indicators of East Asian currencies have cross-sectional dispersion
from the test of σ -convergence.
On the other hand, in Periods 2 to 5, we cannot reject the unit
root hypothesis in the ADF and PP tests for both the weighted
average of AMU Deviation Indicators and σ -convergence while both
of the LLC and IPS tests have a result that they have β -convergence
among the East Asian currencies in few of the estimations. This is
because active international capital flows such as yen carry trades
made the depreciation of the yen and appreciations of the Korean
won and the baht, and pushed the divergence among the sample
currencies. Further this diverging trend is almost stable after the
subprime mortgage problem happened in summer 2007.
The empirical results mean that East Asian currencies do not
converge at least after early 2005 although it is found that they had
β -convergence during the period from 2000 to early 2005 in some of
the estimations.
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4. Necessary for Regional Monetary Coordination
Ogawa and Ito (2002) pointed out possible coordination failure in
choosing an exchange rate system and exchange rate policy in a
game theory framework as long as one country’s choosing the
dollar-peg system has an adverse effect on others’ choosing their own
exchange rate systems through relative price effects. Ogawa (2007)
conducted an empirical analysis on whether the dollar-pegging currencies
adversely affected other East Asian countries’ choices of exchange
rate systems and exchange rate policies. They did not choose a
desirable exchange rate system but rather the de facto dollar-peg
system because the dollar-pegging countries continued to adopt
official or de facto dollar-peg systems. In other words, this has been
coordination failure. Accordingly, it is clear that regional coordination
is needed for a desirable exchange rate regime instead of a formal or
de facto dollar-peg system.
The officially and de facto dollar-pegging countries should adopt
more flexible exchange rate systems such as an intermediate exchange
rate system that consists of both a currency basket and an exchange
rate band. More flexible exchange rate system means not any
free-floating exchange rate system but intermediate exchange rate
systems located between free-floating and dollar-peg exchange rate
systems. Although the monetary authority of China announced that it
would shift to a managed floating exchange rate system with reference
to a currency basket in July 2005, our analysis suggests that China
has kept targeting stabilization of the Chinese yuan against the US
dollar only. An intermediate exchange rate system seems to be
desirable for East Asian countries, particularly China, due to the
following two reasons.
First, under a currency basket system, monetary authorities should
target stabilization of their home currency against not only the US
dollar but a combination of the US dollar, yen, and euro, with a view
toward international trade and foreign direct investment. East Asian
countries have strong economic relationships in terms of international
trade, foreign direct investment, and international finance with East
Asia, Europe, and the United States. Second, under an exchange rate
band system, the monetary authorities set a range in which a currency
is allowed to float freely. An exchange rate band gives a certain
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degree of latitude in monetary policy to the monetary authorities.
It is desirable for East Asian countries to stabilize exchange rates
among intra-regional currencies as well as outside currencies such as
the US dollar and the euro. For this purpose, the monetary authorities
of East Asian countries should coordinate their exchange rate policies
against outside currencies. They should also care about the yen
because Japan plays a larger role in intra-regional economic relations.
The monetary authorities of ASEAN+3 member countries have
been strengthening regional monetary cooperation through the Chiang
Mai Initiative since the Asian Currency Crisis in 1997. Under the
Chiang Mai Initiative, a network of bilateral and multilateral swap
arrangements was established for managing currency crises in
ASEAN+3 countries in 2000. In addition, the monetary authorities are
supposed to conduct a surveillance process for preventing future
currency crises. However, these authorities have no standing institution
for carrying out this process. Instead, they regularly meet as the
Economic Review and Policy Dialogue (ERPD) in the ASEAN+3 Finance
Deputy Ministers Meeting for surveillance of their macroeconomic
performance and they focus only on domestic macroeconomic variables
including GDP, inflation, and soundness of the financial sector.
The monetary authorities of East Asian countries should prevent
biased changes in relative prices caused by US dollar depreciation
under the different exchange rate systems. For the purpose, they have
been trying to coordinate their exchange rate systems and exchange
rate policies. Kawai, Ogawa, and Ito (2004) suggested that first the
monetary authorities of ASEAN+3 should discuss the exchange rate
issue as a part of their surveillance process, in addition to discussion
on domestic macroeconomic policies and the soundness of financial
sector. The exchange rates of these currencies against those of neighboring countries are indeed linked by terms of trade and competitive
prices. Each country in East Asia has strong economic relationships
with the others as well as with the United States and Europe.
The surveillance process in itself might not be sufficiently solid
to preserve regional policy coordination in the long run because the
monetary authorities from each country are not committed to policy
coordination, they only may make limited contributions. A mechanism
is needed that will compel the monetary authorities to be committed
to the long-term regional policy coordination.
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With this coordination it is necessary that all East Asian monetary
authorities agree on an arrangement to create a common unit of
account that consists of a basket of regional currencies. They might
then commit to following the regional common unit of account in
carrying out their exchange rate policy. An East Asian regional
monetary unit could then be referred to in coordinating exchange
rate policies. For this purpose, a common currency unit should be
created in the future.
Affected by the global financial crisis, some currencies in East
Asia have been weakening against the US dollar as it had been
relatively appreciating before the financial crisis began due to a
massive inflow of capital into their countries. A typical example of
this is the Korean won. On the other hand, the Japanese yen, which
had been weakening against the dollar, have now turned in the
appreciating direction. Moreover, the Chinese yuan has stopped
revaluation against the US dollar although it had gradually revaluing
against the US dollar at almost the constant speed since summer of
2008.
The monetary authority of South Korea needs the dollar to stem
the free fall of the Korean won. However, it did not call for the
implementation of any currency swap arrangements under the Chiang
Mai Initiative. Rather it rushed the Federal Reserve Bank of the
United States for help, and concluded a currency swap agreement
and implemented to borrow the dollar from the Federal Reserve
Bank. The government of South Korea did not resort to the regional
currency swap arrangements under the Chiang Mai Initiative because
the Chiang Mai Initiative imposes what it calls IMF (International
Monetary Fund) link as conditionality for their implementation. That
is to say, the government of South Korea has to obtain financial
support from the IMF before it asks for implementation of the currency
swap arrangements under the Chiang Mai Initiative. This requirement
applies to 80 percent of the total amount of the currency swap
arrangements under the Chiang Mai Initiative.6)
6) On the other hand, the latest summit meeting in December 2008 among Japan,
China and South Korea agreed to expand the credit line of the bilateral currency
swap agreement in terms of their own home currencies, which deals with
short-term lending that does not fall under the umbrella of the IMF link.
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Either scrapping or reducing the IMF link enables the nations in
East Asia to take effective cooperative action on regional currency
problems. And, once the IMF’s conditionarities are no longer applicable,
then East Asia has to build up a system to determine whether its
own multilateral swap arrangement can be invoked in responding to
requests from member governments. It also needs to establish a
mechanism to watch if a signatory nation’s economy is being saddled
with a currency crisis. Effective surveillance should be undertaken
regularly as well, thereby preventing a currency crisis. To achieve
these goals, holding meetings such as ERPD once or twice a year is
not enough. It is necessary for the region to create a standing
institution to fulfill these tasks. The Chiang Mai Initiative should
be developed into an institution that has a permanently installed
organization.

5. Conclusion
This paper, which is based on the empirical analyses conducted
by Ogawa and Yoshimi (2009), used the AMU Deviation Indicators of
East Asian currencies to investigate divergence among them in the
recent years. The divergence among the East Asian currencies reflects
in a variety of exchange rate systems among the East Asian countries.
Our empirical results show that linkages with the US dollar have
been weakening since 2001 for some East Asian countries although
we can observe a tendency to strengthen the linkages after the global
financial crisis occurred in summer 2007. The monetary authority of
Singapore appears to have adopted a currency basket which includes
the US dollar, the euro, and the yen. On the other hand, the Chinese
yuan has yet to significantly change in terms of its linkage with the
US dollar. The monetary authority of China continues to stabilize the
exchange rate of the Chinese yuan against the US dollar despite its
announcements of adopting a currency basket system.
Our analytical results show that deviations among the East Asian
currencies have been widening as shown by their AMU Deviation
Indicators and the weighted average of the AMU Deviation Indicators.
The analytical results on β and σ convergences show that the East
Asian currencies have been diverging after early 2005 although they
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had β -convergence during the period from 2000 to early 2005 in
some of the tests. East Asian currencies do not converge at least even
after the RMB reform. It reflected the fact that the monetary authority
of China has substantially no change into a managed floating system
with reference to a currency basket under the RMB reform. On one
hand, active international capital flows such as yen carry trades that
seemed to start early 2005 as well as the recent global financial crisis
have had diverging effects on the East Asian currencies.
The monetary authorities of East Asian countries should prevent
biased changes in relative prices caused by US dollar depreciation
under the different exchange rate systems. For the purpose, they
have been trying to coordinate their exchange rate systems and
exchange rate policies. The regional monetary coordination would be
strengthened by introducing a regional common currency unit and
making surveillance over exchange rate of each of East Asian
currencies based on the regional common currency unit. In addition,
either scrapping or reducing the IMF link under the Chiang Mai
Initiative enables the nations in East Asia to take effective cooperative
action on regional currency problems. And, once the IMF’s conditionarities are no longer applicable, then East Asia has to build up a
system to determine whether its own multilateral swap arrangement
can be invoked in responding to requests from member governments.
To achieve effective surveillance, it is necessary for the region to
create a standing institution to fulfill both prevention and management of currency crisis.
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Will Northeast Asia’s Functional Economic
Integration Lead to Formal Regional Economic
Integration?
7)

Chang Jae Lee*

1. Introduction
In Northeast Asia, functional economic integration seems to have
been proceeded rather robustly for the past two decades. The process
of economic integration in Northeast Asia economic integration has
been one driven by market forces. Although regionalism became a
worldwide phenomenon in the 1990s, given factors specific to Northeast
Asia including historical legacies, and existence of different political
and economic systems, the realization of regionalism in Northeast
Asia has long been considered an impossibility.
However, we have recently witnessed new developments in terms
of institutional economic integration in the region. In particular,
Japan, South Korea and China joined the trend towards worldwide
regionalism and began to form bilateral free trade agreements (FTAs).
Although there is still no FTA among Northeast Asian countries,
given the active FTA policy adopted by the key Northeast Asian
countries, institutional economic integration seems to have become a
reachable goal.
On the other hand, a closer look into functional economic integration
in Northeast Asia shows that some countries and regions have not
actively participated even in functional economic integration. Thus,
in Northeast Asia, in addition to the gap between functional and
institutional economic integration, there exists a gap between the
* Senior Research Fellow, Center for International Development Cooperation, Korea
Institute for International Economic Policy.
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countries in terms of functional economic integration.
Under these circumstances, what can be done to enhance economic
integration in Northeast Asia and achieve a region-wide FTA? In this
paper, after reviewing the current status of functional and institutional
economic integration in Northeast Asia, I will attempt to assess their
prospects for Northeast Asia, and propose concrete ways to reduce
the dual gap–between institutional and functional integration/ between
integration of core countries (China, Japan, Korea) and isolation of
other countries (North Korea, Mongolia, etc)–of economic integration
in Northeast Asia.

2. Functional Economic Integration in Northeast Asia
2.1. Functional Economic Gap in Northeast Asia1)
Northeast Asia consists of three groups of countries and regions.
Group A includes three core Northeast Asian countries, namely,
China, Japan, and South Korea, Group B comprises China’s two
Special Administrative Regions (Hong Kong and Macao) and Taiwan,
while Group C encompasses two countries (North Korea and Mongolia)
and the Russian Far East.2)
As shown in Table 1, the share of the intra-regional trade among
the three countries has risen in general since 1992. It was within
Group A that the most visible increase in the intra-regional trade was
made. The share of intra-regional trade between China, Japan, and
South Korea went up from 14.0 percent in 1992 to 22.2 percent in
2007. During the same period, the trade dependency of Japan and
South Korea on Northeast Asian economies increased substantially.
Thus, although China’s trade dependency on Northeast Asia decreased,
when it comes to the three core Northeast Asian countries, functional
economic integration seems to have proceeded robustly. When Group
B is added, the increase was not very impressive, even though the
absolute level of the share of intra-regional trade rose considerably.
1) Earlier version of this section was presented at the Kanazawa Conference (Lee
2009).
2) We may also include Eastern Siberia or the whole of Siberia.
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Table 1. The Share of Intra-regional Trade
(Unit: %)

Northeast Asia

1992

2000

2007

Group A

14.0

20.3

22.2

Group A+B

37.7

41.5

41.4

Group A+C

15.3

20.7

23.2

Group A+B+C

37.9

41.1

41.1

Note: In Group C, the trade of Russia was used instead of that of the Russian Far East.
Sources: IMF. 2009. Direction of Trade Statistics; Taiwan’s Bureau of Foreign Trade
[online].

Table 2. Trade Dependency of Each Country on Northeast Asian
Economies
(Unit: %)

1992

2000

2007

China

58.1

42.6

37.7

Japan

25.6

32.8

37.6

South Korea

31.9

37.3

42.3

North Korea

61.9

38.5

46.4

Russia

14.3

12.1

10.2

Mongolia

80.0

70.0

77.9

Note and sources: The same as in Table 1.

As for Group C, it did not seem to have contributed to the
increase in the intra-regional trade. During the same period, Russia’s
trade dependency on Northeast Asian economies has been low, while
the trade dependency of North Korea and Mongolia on Northeast
Asia actually decreased, even though the level of their regional trade
dependency has remained high. Therefore, it is difficult to argue that
Group C countries are integrated with Group A countries.
The causes of the low level of integration of Group C countries
comprise of many factors: economic factors such as low degree of
marketization, low level of foreign trade, lack of infrastructure, and
non-economic factors such as security tension (for North Korea), and
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geographic remoteness (for Mongolia and Russia).
Thus, in terms of trade, China, Japan and South Korea constitute
the core group among Northeast Asian countries and regions, while
North Korea, Mongolia and Russian Far East do not seem to be
included in regional economic integration.
2.2. Trade between China, Japan and Korea
The share of intra-regional trade between China, Japan and South
Korea has generally been on the rise. As shown in Figure 1, it soared
from 14.0 percent in 1992 to 19.6 percent in 1996 before diminishing
during the Asian Financial Crisis of 1997-8. It would increase again
and amounted to 24.1 percent in 2004 before decreasing gradually to
22.2 percent in 2007.
Figure 1. Share of Intra-regional Trade between China, Japan and
South Korea

Source: Annex Table 1

As for each Northeast Asian country’s trade dependency on the
other countries, China differs from Japan and South Korea. Japan’s
dependency on China and South Korea increased from 10.2 percent
in 1992 to 23.8 percent in 2007, while South Korea’s regional
dependency rose from 23.4 percent in 31.3 percent in 2007 (see Figure
2). On the other hand, China’s regional dependency soared from 18.2
percent in 1992 to 27.6 percent in 1996 before diminishing gradually
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Figure 2. Share of Intra-regional Trade of China, Japan and South Korea

Source: Annex Table 2

to represent 18.2 percent in 2007. Thus, it was the weakening of
China’s regional dependency that mainly contributed to the recent
decrease of the share of intra-regional trade among the three
Northeast Asian countries.

3. Institutional Economic Integration in Northeast Asia
3.1. Emergence and Proliferation of FTAs in Northeast Asia
Northeast Asia lags far behind other major economic regions in
term of regionalism. It was at the turn of the century that Japan
became the first Northeast Asian country that concluded an FTA.
Then, South Korea and China also jumped on the FTA bandwagon,
and all three countries concluded many bilateral and plurilateral
FTAs within a relatively short period of time.
Japan signed economic partnership agreements (EPAs) with Singapore,
Mexico, Brunei, Indonesia, Malaysia, the Philippines, Thailand, Vietnam,
ASEAN, Chile, and Switzerland. South Korea concluded FTAs with
Chile, Singapore, the EFTA, ASEAN, the United States, and India.
China signed a Closer Economic Partnership Arrangement (CEPA)
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with both Hong Kong and Macao, and an FTA with Chile, Pakistan,
ASEAN, New Zealand, and Singapore.
There are also many ongoing FTA negotiations. South Korea is in
FTA negotiations with Japan, Canada, Mexico, the European Union
(EU), the GCC (Bahrain, Kuwait, Oman, Qatar, Saudi Arabia, the UAE),
Peru, Australia, and New Zealand. Japan is in FTA negotiations with
South Korea, Australia, India, and the GCC, while China is negotiating
FTAs with Australia, the GCC, Iceland, and Peru. In addition, there
are many FTAs under study or preparation involving China, Japan,
or South Korea.
Despite the fact that the three core group countries have pursued
active FTA policies, no tangible progress has been made in terms of
institutional economic integration in Northeast Asia, and there is no
FTA among Northeast Asian countries. In fact, South Korea-Japan
FTA negotiations started in December 2003 and have been stalled
since 2004, while the official tripartite joint study on a Korea-China
FTA, which started in March 2007, has yet to be concluded. Additionally, negotiations on Investment Agreement between China,
Japan, and Korea have been under way since March 2007.
3.2. Recent Developments related to Institutional Economic Integration
in Northeast Asia
The very first mechanism related to Northeast Asian institutional
economic integration was created in November 1999. The leaders of
China, Japan and South Korea got together for the first time in
Manila during the ASEAN+3 (China, Japan and South Korea) Summit
Meeting, and Trilateral Summit Meetings took place regularly within
the framework of ASEAN+3.3) At the first meeting, the leaders of the
three countries agreed on launching a joint study to enhance economic
cooperation between the three countries.
Based on this agreement, the Development Research Center (DRC)
of China, the National Institute for Research Advancement (NIRA)4)
3) In 2005, the Summit was not held due to Prime Minister Koizumi’s visit to
Yasukuni Shrine.
4) Since 2009, the Institute of Developing Economies (IDE-JETRO) is the representative
institution for Japan.
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of Japan, and the Korea Institute for International Economic Policy
(KIEP) began a joint research project in November 2000. During the
first two years, the trilateral joint study was focused on issues of
trade facilitation and investment among the three countries, and the
above three institutions have conducted a series of joint research
work on a China-Japan-Korea FTA since 2003. Each year, the three
institutions presented the policy recommendations based on their joint
research to the leaders of the three countries during the trilateral
summit meeting.
In December 2008, a cornerstone for institutional economic integration seemed to be laid when the first independent Trilateral Summit
Meeting between the leaders of China, Japan and South Korea was
held in Fukuoka, Japan, with the Second Trilateral Summit Meeting
to take place in China in 2009. This Summit, which is organized
independently from the ASEAN+3 framework, provides the first real
opportunity to discuss regional issues in Northeast Asia among the
three key countries. In my view, it has the potential to evolve into a
framework for regional economic integration.
On the other hand, there is another ongoing economic integration
process that seems more active, at least in institutional terms. In the
wake of the Asian Financial Crisis of 1997-8, it was East Asia that has
become the main arena for regional economic integration. The
ASEAN+3 framework has been consolidated with Summit Meetings,
Ministerial Meetings and Senior Officials Meetings. It contributed
especially to financial cooperation among ASEAN+3 countries with
the Chiang Mai Initiative, which was a bilateral currency swap
arrangement, and by agreeing on the Chiang Mai Initiative Multilateralization in May 2009. Furthermore, within the ASEAN+3 framework,
two joint studies have been conducted by experts from ASEAN+3
countries on an East Asia FTA (EAFTA) following the decisions of
the AEM+3 (ASEAN+3 Economic Ministers Meeting).5)

5) The first Joint Expert Group, initiated by the Chinese government, reported to the
AEM+3 in August 2006, and the EAFTA Phase II Study, initiated by the Korean
government, is to submit its report to the AEM+3 in August 2009.
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4. Prospects for a Northeast Asia FTA
As mentioned earlier, there are several ongoing FTAs, which are
at different stages, pertinent to a Northeast Asia FTA. The KoreaJapan FTA negotiations, which started in December 2003, have been
suspended since November 2004, whereas the official tripartite joint
study on a Korea-China FTA is under way. With regard to a ChinaJapan-Korea FTA (CJK FTA), the aforementioned trilateral joint research
has been conducted between the three institutes (DRC/NIRA/KIEP)
since 2003. In addition, considering that the three countries have been
actively pursuing an FTA policy, it is evident that the most likely
way to achieve an FTA for Northeast Asia will be through a CJK
FTA.
Then how do we bring a CJK FTA into being? There exist several
possible scenarios for achieving a CJK FTA. First, the three countries
may make a direct attempt for a CJK FTA. In this case, the ongoing
trilateral joint research could evolve into an official tripartite joint
study followed by negotiations on a CJK FTA. Second, it could be
reached through a series of bilateral FTAs. For instance, a KoreaJapan FTA and a Korea-China FTA, when they are concluded, could
create an environment leading to a CJK FTA. Lastly, a region-wide
FTA in East Asia could be an additional variable, because an EAFTA
could result in creation of a de facto CJK FTA.
Given the current economic and political situation in Northeast
Asia, it is not likely that we will see the formation of a CJK FTA in
the near future. There still exist various obstacles to institutional
economic integration in Northeast Asia. On the one hand, existence
of sensitive sectors, such as agriculture, in Japan and South Korea,
constitutes a major impediment. Moreover, there are many serious
obstacles coming from non-economic factors, such as troubling
historical issues, rivalry between China and Japan, and a lack of
community spirit. In fact, the Japanese government does not seem
ready to pursue a CJK FTA. As for the Korean government, it would
be rather difficult to be involved in CJK FTA negotiations in the
short-run, because Korea must first get the Korea-US FTA ratified,
and finish the negotiations on the Korea-EU FTA. For the same reason,
it may not be easy for the Korean government to begin bilateral FTA
negotiations with either China or Japan for the time being.
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However, since all three countries have already concluded FTAs
with ASEAN, if movements towards a region-wide FTA in East Asia
gain momentum, an EAFTA may even precede a CJK FTA. Although
the three Northeast Asian countries have to decide whether they are
willing to pursue an EAFTA prior to forming a bilateral or trilateral
FTA among Northeast Asian countries, considering that ASEAN has
been in the driver’s seat concerning the process of institutional
economic integration in East Asia, the formation of an EAFTA may
very well depend on the ASEAN countries.
If an EAFTA precedes a CJK FTA, it will be difficult to foresee
whether a de facto CJK FTA thus created will be a positive factor for
institutional economic integration in Northeast Asia by creating a
new momentum, or a negative one by diverting the focus of regional
economic integration from Northeast Asia to East Asia.

5. Future Tasks
In this treatise, I sought to find out whether functional economic
integration will lead to institutional economic integration in Northeast
Asia. A closer look at functional economic integration as well as
institutional economic integration in Northeast Asia shows that the
answer is so far negative. We have seen that there are still no FTAs
between China, Japan and South Korea, in spite of growing trade
inter-dependency among them, and that a CJK FTA, which is a key
element for institutional economic integration in Northeast Asia, is
not likely to be achieved in the near future. Moreover, even functional
economic integration has not proceeded smoothly among all Northeast
Asian countries and regions. In particular, we noted that North
Korea, Mongolia and the Russian Far East remain isolated from
ongoing regional economic integration. Therefore, Northeast Asia
faces a dual task of seeking a CJK FTA in order to achieve institutional
economic integration, and bringing several isolated economies into
Northeast Asian functional economic integration process.
As mentioned earlier, there exist both economic and non-economic
factors that have hampered institutional economic integration.
Considering that sensitive sectors constitute impediments for every
FTA and are not specific to Northeast Asia, non-economic factors
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such as historical legacies, national rivalries and lack of community
spirit seem to be the more serious lingering issues to be dealt with
for achieving a CJK FTA. When it comes to functional economic
integration, aside from the North Korean issue that is closely linked
to the regional security issue, it is the lack of economic infrastructure
including market mechanisms and transportation facilities that
constitutes the most significant obstacle.
Among these obstacles, there is reason to believe that impediments to a CJK FTA are relatively easier to overcome. In addition to
the increasing economic inter-dependency among the three core
countries, there are many issues the three core countries should
cooperate on at sub-regional, regional and global levels. Thus, the
growing need for closer cooperation among them is likely to prevail
over remaining non-economic impediments. Especially, if the leaders
of three countries acknowledge the fact that the remaining obstacles
could be mitigated and overcome by closer economic ties, a CJK FTA
may be realized sooner than many people expect.
On the other hand, the task of reducing the gap between the core
group and the rest in terms of functional economic integration is
likely to take longer, as building economic infrastructure and market
mechanism are tasks that require lots of time. Moreover, there is the
complex and unpredictable North Korean issue.
Therefore, in order to enhance economic integration in Northeast
Asia, our efforts should be focused on institutionalization of regional
economic integration, with the CJK FTA being the initial goal.
However, our institutionalization efforts should not be limited to
forming a CJK FTA. What then should be done aside from working
towards a CJK FTA?
Considering that a CJK FTA is not likely to be achieved in the
near future and that there is still no region-wide body for economic
cooperation, I would like to propose again the establishment of a
regional economic cooperation entity called “Council for Northeast
Asian Economic Cooperation (CNAEC).”6)
Given the economic and political situation in Northeast Asia, the
council would start first with the core Northeast Asian countries–
6) This idea was first published in Lee and Hong (1999) and Lee (2000), and also
discussed in Lee (2003).
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namely China, Japan and South Korea. At the council, the three
countries would discuss various ways to enhance economic cooperation among themselves as well as Northeast Asia as a whole in such
areas as trade, investment, environment, telecommunications, transportation,
energy, finance and macroeconomic policy coordination. At the same
time, the council could serve as a forum where the three countries
would exchange views with the aim of better preparing themselves
for other regional and multilateral economic fora. This council would
not produce any legally binding decisions. It would be a miniature
APEC, and being small in size, it would function more effectively by
concentrating on the regional issues of interest to all three countries.
Once the council is established and meets its initial expectations,
its membership will be open to other regional countries which are
ready to join it. Furthermore, for certain areas of economic cooperation like energy development, countries outside of the region could
be granted special status and participate in the activities of the council.
Thus, in the short-run, this council would help enhance functional
economic integration between China, Japan and South Korea, and
could contribute to institutional economic integration by discussing
the possibilities of forming a CJK FTA. In the mid-term, it would be
instrumental in promoting various investment projects such as energy
development and infrastructure building in hitherto isolated parts of
Northeast Asia, thus narrowing the gap in functional economic
integration in the region. In the long-run, it would help the isolated
countries to join a Northeast Asia FTA.
Lastly, the aforementioned independent trilateral summit meeting
among the leaders of China, Japan and South Korea could provide a
good opportunity for the council to be established in the coming
years. The trilateral summit meeting has just been created at a time
when the role of the three Northeast Asian countries is becoming
crucial in many multi-layered international fora, and a framework
similar to the council will be needed to support the summit meeting.
If the summit is supported by the council, it will surely contribute to
the formation of a CJK FTA, and at the same time to enhancement of
functional economic integration in Northeast Asia.
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Annex
Annex Table 1. Share of Intra-regional Trade between China,
Japan and South Korea
CJK

Northeast Asia

NAFTA

EU

1992

14.0

28.9

39.5

64.7

1993

16.1

28.7

40.9

61.0

1994

17.5

30.0

42.1

61.5

1995

18.6

30.4

41.5

61.9

1996

19.0

30.6

42.8

61.2

1997

18.6

31.0

44.0

60.3

1998

17.4

29.5

45.2

60.7

1999

19.2

30.2

46.4

60.8

2000

20.3

31.4

46.5

58.8

2001

21.2

32.6

46.1

58.5

2002

22.4

34.3

45.6

58.9

2003

23.6

35.8

44.5

59.5

2004

24.1

36.1

43.5

59.0

2005

23.7

35.7

42.8

57.5

2006

22.8

35.1

41.8

56.3

2007

22.2

34.4

40.8

56.7

Source: http://www.unctad.org
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Annex Table 2. Share of Intra-regional Trade of China,
Japan and South Korea
Year

China

Japan

Korea

1992

18.2

10.2

23.4

1993

24.2

11.4

23.6

1994

25.2

12.6

24.8

1995

26.5

13.7

24.8

1996

27.6

14.1

23.3

1997

26.1

13.7

22.9

1998

24.5

12.7

21.0

1999

25.3

14.5

23.7

2000

24.8

15.9

25.1

2001

24.3

17.4

25.6

2002

23.5

19.3

27.4

2003

23.1

21.7

29.7

2004

22.3

23.0

30.8

2005

20.8

23.4

31.7

2006

19.4

23.6

30.9

2007

18.2

23.8

31.3

Source: http://www.unctad.org

Will China’s Rise and Functional Economic
Integration Lead to Formal Regional Economic
Integration?
7)

Chung Lee*

1. Introduction
The emergence of China as a major trading economy since the
late 1970s has brought China and South Korea, two major economies
in Northeast Asia, closer together. Trade between the two has steadily
increased in both volume and variety of goods traded since 1987,
when China and South Korea (henceforth Korea) established a formal
diplomatic relationship. In 1989, for instance, Korea’s merchandise
exports to China amounted to $437 million while its merchandise
imports from China were $1.7 billion. By 2008, Korea’s merchandise
exports to and imports from China grew to $91.4 and $76.9 billion,
respectively. China has also become a major host country for Korea’s
overseas investment: in 2007 alone Korea invested $5.3 billion in
China and by yearend 2008 its total cumulative stock of investment
in China stood at $26.5 billion.
While becoming Korea’s largest trade partner China has also
become Korea’s major competitor in the global markets by gaining a
comparative advantage in many of the manufacturing industries,
especially labor-intensive ones in which Korea used to have the
advantage (Kim and Lee 2007; Nam 2004; Song 2000).1) In fact, China’s
* Associate Dean, School of Social Sciences, University of Hawaii
1) The situation in which Korea now finds itself with respect to China parallels that
in which Japan was before the 1940s. According to Howe (1996), Akamatsu
Kaname characterized the Japanese economy as being challenged by the “newly
industrializing economy” of China but lagging behind the West. Akamatsu saw
Japan’s situation as a transitional phase that required both the domestic and
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gain of comparative advantage in those industries is seen by some
observers in Korea to have put it in a “nutcracker” situation (BoozAllen & Hamilton 1997) or between two “Neighboring Whales” (Digital
Chosun Ilbo, 1/29/07), as it is being squeezed between pricecompetitive China and technologically-advanced Japan. Obviously,
such a situation will be temporary and of short duration if Korea
succeeds in gaining a comparative advantage in technologicallyadvanced sectors and thus is able to sustain economic growth.
Further complicating the economic relationship between the two
economies is that they have become closely interconnected through
cross-border production networks. Korea is now a major supplier of
parts and components in the manufacture of Chinese exports, and its
exports are thus intimately linked to the exports of the latter. This is
a clear sign that international fragmentation of production processes
has been taking place between the two economies and they are
becoming increasingly integrated through cross-border production
networks.
The rest of the paper is organized as follows. Section 2 examines
the trends and characteristics of the overall export structure of the
two economies for 1992 and 2004 and shows that China’s export
structure has “caught up” with that of Korea, its exports displacing
Korean exports to Japan and the United States, Korea’s two major
trading partners. Section 3 reports on the trends and characteristics of
China-Korea bilateral trade, showing that their bilateral trade has
increased more rapidly than their respective trade with the rest of the
world. Section 4 examines trade in parts and components and
cross-border production networks spanning the two economies, and
section 5 looks into Korean investment in China and its effect on
bilateral trade in parts and components. Section 6 concludes the
paper, drawing implications for economic integration in Northeast
Asia.

international processes of adjustment but was made difficult by the West with its
entrenched trading position in East Asia.
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2. Competition in Export Markets2)
How has China’s economic growth affected Korea’s exports to
the rest of the world? In what exports is China catching up with
Korea? To answer questions such as these, we classify exports into
four technology groups–low technology, medium-low technology,
medium-high technology, and high technology products.3) As can be
seen in Table 1, the two countries, especially China, have gone
through major changes in their export structure.
It is clear that China’s exports have shifted from low technology
toward more technologically sophisticated products. In 1992, more
than a half of its manufacturing exports were in low tech products
such as textile, apparel & footwear while the exports of medium-high
and high tech products accounted for only 12.4 and 10.9 percent,
respectively. By 2004, the share of low technology exports declined to
31 percent while the share of medium-high tech and high tech
exports rose to 19.6 and 34.2 percent, respectively. In the high tech
product group it was the computers and office products and radio,
TV and communication equipment that increased the most in terms
of export share between 1992 and 2004. The combined share of these
exports increased from less than 6 to 26 percent between those two
years.4)
During the same period Korea also experienced a steady increase
2) Sections 2 through 5 draw heavily on “Emergence of China and the economy of
South Korea” by Joon-Kyung Kim and Chung H. Lee in Rüdiger Frank et al.
(eds), Korea Yearbook 2007, Brill, Leiden 2008.
3) For this purpose we regroup trade data using the International Standard
Industrial Classification (ISIC). The four technology groups are thus comprised of
the following ISIC sectors; 15~22, 36 and 37 for the low technology group; 23,
25~28 and 351 for the medium-low technology group; 24 (excluding 2423), 29, 31,
34 and 35 (excluding 351 and 353) for the medium-high technology group; and
353, 2423, 30, 32 and 33 for the high technology group. The non-manufacturing
group consists of 01~14.
4) Although computers & office products and radio, TV & communication equipments are classified as high tech products, the technology involved in their
production in China may be of simple assembly type used at plants of foreign
multinational enterprises. Thus “Made in China” is not necessarily the same as
“Made by Chinese.”
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in the export shares of both high and medium-high tech products–
from 25.8 to 39.2 percent and from 20.4 to 35.2 percent, respectively.
Among the high tech products the largest increase took place in
radio, TV and communication equipment–from 8.5 to 15.3 percent–
while the share of automobile exports, one of the medium-high tech
products, more than doubled. In contrast, the shares of both low and
medium-low tech products decreased with the steepest decline taking
place in low tech products. Indeed, the export share of textile,
apparel and footwear alone, which had been Korea’s major export
items up through the early 1990s, decreased from 25.4 percent in
1992 to 6.1 percent in 2004, indicating a rapid decline in Korea’s
comparative advantage in this group of products.
Table 1. Export Distribution and Revealed Comparative Advantage
(RCA) by Technology Group
China
Share (%)

Korea
RCA

Share (%)

RCA

1992 2004 1992 2004 1992 2004 1992 2004
•Manufacturing
High technology & ICT
10.9% 34.2%
products

0.56

1.46 25.8% 39.2%

1.33

1.63

- Aircraft and spacecraft 0.5% 0.1%

0.14

0.07 0.9% 0.2%

0.28

0.11

- Pharmaceuticals

1.3% 0.8%

0.74

0.25 0.4% 0.3%

0.26

0.11

- Computers and Office
products

1.3% 14.9%

0.30

2.85 4.0% 9.0%

0.91

1.73

- Semiconductor,
Electronic Valves

0.8% 3.7%

0.26

0.78 10.6% 11.0%

3.62

2.30

- Radio, TV,
4.5% 11.7%
Communication Equip.

1.24

2.44 8.5% 15.3%

2.31

3.19

- Precision, Medical,
Optical Instru.

2.6% 2.9%

0.75

0.81 1.3% 2.4%

0.39

0.65

Med-High technology

12.4% 19.6%

0.36

0.62 20.4% 35.2%

0.60

1.10

- Electrical Machinery

3.3% 5.6%

0.87

1.35 2.2% 3.2%

0.59

0.77
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Table 1. Continue
- Chemical Products

4.1% 3.9%

0.56

0.49 7.2% 10.2%

0.99

1.26

- Motor vehicle and
Trailer

0.8% 2.0%

0.07

0.20 5.8% 13.6%

0.50

1.33

- Other Transport
Equipment

0.7% 1.0%

1.26

1.87 0.2% 0.2%

0.35

0.29

- Home Appliance &
Machinery Equ.

3.5% 7.1%

0.32

0.80 5.0% 8.0%

0.46

0.91

Med-Low technology

10.7% 12.4%

0.83

1.03 18.7% 17.3%

1.45

1.43

- Shipbuilding and
repairing

0.6% 0.5%

0.61

0.71 5.4% 6.4%

5.77

8.45

- Coke, Petroleum
products

0.9% 0.8%

1.30

1.24 0.2% 0.1%

0.30

0.20

- Rubber and plastic
products

2.0% 2.6%

0.83

1.04 2.8% 2.4%

1.15

0.96

- Non-metallic mineral
products

1.9% 1.7%

1.31

1.36 0.8% 0.6%

0.52

0.44

- Basic & Fabricated
metal products

5.3% 6.7%

0.71

0.98 9.7% 7.7%

1.30

1.12

Low technology

53.4% 31.0%

2.43

1.74 31.6% 8.8%

1.44

0.49

- Textile, Apparel,
Footwear

37.5% 20.6%

4.42

3.13 25.4% 6.1%

2.99

0.92

- Food, Beverages,
Tobacco

6.4% 2.6%

1.08

0.49 2.1% 1.1%

0.35

0.20

- Wood and Paper
products

2.0% 1.6%

0.45

0.51 1.0% 0.6%

0.22

0.19

- Other Misc.
Manufacturing Prod.

7.5% 6.3%

2.43

2.11 3.2% 1.0%

1.03

0.35

11.2% 2.6%

1.34

0.22 1.5% 0.4%

0.18

0.03

•Non-manufacturing
products
Source: UN COMTRADE
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The changes in China’s export structure described above suggest
that it has been following other East Asian countries in the
“catching-up product cycle” development that began with Japan in
the early 20th century. With China catching up with Korea in
industrial development, we would expect a convergence in their
export structure and increased competition for exports in world
markets. To see how the two countries have fared in this competition
we compare the shares of imports from China and Korea for 1992
and 2004 in four markets–the rest of the world, Japan, the United
Figure 1. Import Share of China and Korea in Major Markets
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Figure 2. Import Share of China and Korea in Major Markets: Low and
Medium-Low Technology Industries
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States, and the European Union (Figure 1). Clearly, China made
significant gains in the market share for all products in Japan and the
United States while Korea made no gain at all in the same. In
low-tech industries, China increased its market share in Japan, the
United States, and the EU while Korea’s market share in all those
markets declined absolutely. Even in medium-low tech industries the
same happened except in the EU where Korea made some gain
(Figure 2).
In contrast, in high and medium-high tech products Korea
increased its market share in all the major world markets although,
during the same period, China’s share also increased (Figures 3). It is
difficult to tell whether Korea would have increased its market share
more in the absence of competition from China, but the data
presented so far suggest that, while suffering a loss in market share
in low and medium-low technology products to China, Korea has
managed to increase its market share in high and medium-high tech
products large enough to expand its share of total world exports–
from 2.0 in 1992 to 2.8 percent in 2004. Some of this increase was, as
pointed out in the following section, due to an expansion of trade
between the two countries.
Figure 3. Import Share of China and Korea in Major Markets:
High and Medium-High Technology Industries
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3. China-Korea Bilateral Trade: Growing Interdependence
While Korea has been competing with China in third markets
their bilateral trade has been expanding. In fact, the increase in
Korean exports for the last decade was mainly due to an increase in
its exports to China with its share of Korean exports increasing from
3.5 percent in 1992 to 19.6 percent in 2004 (Table 2). This is as to be
expected since rapid economic growth in China has been accompanied
with a rapid increase in its trade with the rest of the world, including
that with Korea. Thus, what is of greater interest is whether their
bilateral trade has increased more rapidly than their respective trade
with the rest of the world. To answer this question we calculate the
export- and import-intensity indices for China and Korea, respectively,
for the period 1992-2004 (reported in parenthesis in Table 2).5)
Between 1992 and 2004, Korea’s export-intensity with respect to
China rose from 1.6 to 3.2 while its import-intensity remained the
Table 2. Growing Trade interdependency between China and Korea:
Share (%) and Trade Intensity (in parenthesis)
1992

1994

1996

1998

2000

2002

2004

China's share
in Korea's exports

3.5%

6.5%

8.8%

8.3%

10.7%

14.6%

19.6%

(1.6)

(2.4)

(3.3)

(3.2)

(3.1)

(3.2)

(3.2)

China's share
in Korea's imports

4.6%

5.3%

5.7%

6.7%

8.0%

11.4%

13.2%

(2.0)

(1.8)

(1.9)

(1.9)

(2.0)

(2.2)

(2.0)

Korea's share
in China's exports

2.8%

3.6%

5.0%

3.4%

4.5%

4.8%

4.7%

(1.3)

(1.5)

(1.7)

(2.0)

(1.8)

(2.0)

(1.9)

Korea's share
in China's imports

3.3%

6.3%

9.0%

10.7%

10.3%

9.7%

11.1%

(1.6)

(2.7)

(3.6)

(4.2)

(3.7)

(3.6)

(3.7)

Source: UN COMTRADE
5) The export intensity of country A with respect to country B is the ratio of B’s
share of A’s total exports to B’s share of world total imports. If it is greater than
1 it suggests that A is more closely tied with B in trade than the latter is with
the rest of the world. The import intensity index is similarly calculated and has
the same implication.
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same. This increase in the export-intensity with the import-intensity
remaining stable indicates the growing relative importance of China
as Korea’s export destination although not as a source of its imports.
During the same period China’s import-intensity with respect to
Korea increased from 1.6 to 3.7, indicating a growth rate of Chinese
imports from Korea much higher than that from the rest of the world
and the growing importance of Korea as a source of China’s imports.
China’s export-intensity with respect to Korea also increased rapidly
from 1.3 to 1.9, pointing to a bilateral trade that is expanding faster
than their respective trade with the rest of the world.
The growth of bilateral trade between Korea and China is in
itself a sign of increasing functional integration of the two economies
that is more than what the trade data presented in Table 2 suggest.
The fact is that much of the bilateral trade is in parts and
components and the growth in that trade suggests, as will be shown
in the following section, expanding cross-border production networks
spanning the two economies.

4. Trade in Parts and Cross-Border Production Networks
The increase in the export- and import-intensities discussed above,
a measure of expanding bilateral trade between the two economies,
may be due to their geographical proximity, but obviously that alone
cannot account for such a rapid increase. We examine here whether
expanding cross-border production networks have contributed to the
increase in the bilateral trade between the two countries. Expanding
production networks, which may be a consequence of international
fragmentation of production processes, imply increasing parts trade
between the two countries (Gaulier, Lemoine and Ünal-Kensenci
2005; Ando and Kimura 2003).
Tables 3 and 4 report the destinations and sources of parts trade
for Korea and China in 1992 and 2004 for the industries in which
much parts trade takes place. In 1992, China accounted for a meager
0.9 percent of Korea’s total parts exports but in 2004 it accounted for
26.9 percent. Increases in computers & office products; radio, TV and
communication equipment; precision, medical and optical instruments;
and electrical machinery were all from less than 2 percent to more
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than 30 percent. Even in motor vehicles & trailers the increase was
from 0.9 percent in 1992 to 29.7 percent in 2004. This increase in
parts trade, which is much greater than the increase in Korea’s total
exports from 3.5 to 19.6 percent during the same period, is a sign of
the growing importance of parts exports from Korea to China. It also
indicates that China has become a major assembler of parts and
components manufactured in Korea for many of its high and
medium-high tech products and that Korea has become an indirect
beneficiary from China’s growing exports to the world markets. In
contrast, China has yet to become a major supplier of parts for
Table 3. Korea’s Major Parts Trade Partners
China

Japan

USA

EU15

1992 2004 1992 2004 1992 2004 1992 2004
Total Trade
Total Parts Trade

Export

3.5 19.6 15.1

8.5 23.7 16.9 12.8 13.3

Import

4.6 13.2 23.8 20.6 22.4 12.9 12.8 10.5

Export

0.9 26.9 10.5

Import

0.4 12.2 40.3 27.3 29.8 20.1 12.0 12.2

Parts for Computers Export
and Office products Import
Parts for Radio, TV, Export
Communication
Import
Equip.

1.5 31.1 11.2

9.2 31.4 13.4 12.7

5.4 41.8 18.1 26.6 16.3

2.7 42.6 46.5 13.8 34.0 11.4
1.0 39.0 17.4

9.8

5.8 22.1

3.7

4.2

6.3 16.9 10.2

1.1 24.4 65.4 40.6 12.2

9.1

9.6

7.6

3.2

9.0

1.6

Parts for Precision,
Medical, Optical
Inst.

Export

0.9 82.5 18.4

Import

0.2

Parts for Electrical
Machinery

Export

1.8 38.1 16.8

Import

0.5 30.5 53.2 38.2 22.5

Export

0.9 29.7 20.2

Import

0.3

Export

1.9 23.9 15.7 13.9 26.5 13.7 16.0 10.6

Import

0.4

Parts for Motor
Vehicles & Trailers
Parts for Home
Appliance &
Machinery Equip.

Source: UN COMTRADE

5.7 58.8

3.0 39.8 45.0 38.2 20.8 17.9 20.6
9.6 19.6 14.4 13.8

5.0

9.0 15.4 12.3

6.3 27.9 16.8 18.2

8.3

2.2 62.9 33.9 14.9 12.8 15.9 38.3

7.5 39.4 33.7 30.7 21.8 22.9 28.1
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Korea, which increased its parts exports to Korea from 1.3 to 5.2
percent (Table 4).
In 1992, Korea imported parts and components mostly from
Japan, the United States, and Europe–a total of 82.1 percent–while
importing only a miniscule amount–0.4 percent–from China. By
Table 4. China’s Major Parts Trade Partners
Korea

Japan

HK

USA

EU15

1992 2004 1992 2004 1992 2004 1992 2004 1992 2004
Total Trade
Total Parts Trade
Parts for
Computers
and Office
products
Parts for Radio,
TV,
Communication
Equip.

Export

2.8

Import

3.3 11.1 17.0 16.8 25.5

Export

1.3

Import

1.7 12.3 22.3 21.2 33.8

Export

1.6

1.7

Import

1.5

9.1 32.9 18.4 49.8

Export

2.1

9.5 13.2 14.1 73.7 27.7

Import

2.3 18.8 15.2 20.9 53.9

Parts for Precision, Export
Medical, Optical
Import
Inst.

5.2

2.1 11.0

7.2 11.3 54.7 25.9

2.6

8.0 13.5 12.2

8.8 16.3

2.5 10.2

9.4 16.8
5.5 13.4

6.1 19.1 11.6

7.9 73.4 32.1 10.5 19.8 10.7 18.1
2.3

3.8

7.2

4.4

2.3 11.1
4.2

3.1

3.0

1.8 12.3

3.2 14.9 11.0

2.3

2.8 11.9 25.0 53.8 25.3 13.0 16.3

0.1

9.8 26.2 30.4 28.0

0.6

5.8 11.1 14.1 53.7 24.9

3.8 15.7

0.7

8.3 18.0 30.6 42.4

2.8

5.6

Export

1.5

1.9

1.7 27.9 36.4 11.9 11.4

Import

0.2 13.8 46.6 34.8

Parts for Electrical Export
Machinery
Import
Parts for Motor
Vehicles &
Trailers

4.7 13.7 12.4 44.2 17.0 10.1 21.1

Parts for Home
Export
Appliance &
Machinery Equip. Import
Note: HK=Hong Kong
Source: UN COMTRADE

6.6 14.5 11.0
1.0

1.7

4.2

6.2 15.4 30.7

1.1

5.9 23.4 24.8 14.8

8.5 13.1

1.6 19.1 12.5 12.1 11.2

0.0

6.2

2.0 12.0

5.8 18.1 19.7

4.4 38.7 33.2

5.4 17.0 21.2

7.9 18.4

0.9 13.8 12.3 34.3 39.4
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2004, however, imports from the former decreased to 59.6 percent
while those from the latter increased to 12.2 percent. The most
dramatic change took place in computers and office products; radio,
TV and communication equipment; and electrical machinery, their
respective shares of imports from China increasing from 2.7 to 42.6
percent, 1.1 to 24.4 percent, and 0.5 to 30.5 percent. The fact that
these increases took place while the share of parts imports in those
groups from Japan, the United States and EU (with the exception of
computers and office products) decreased is a sign of growing
cross-border production networks between China and Korea and
growing relative importance of China for Korea’s manufacturing
sector.
China’s total parts imports from Korea also increased from 1.7 to
12.3 percent between 1992 and 2004, the most dramatic increase
taking place in radio, TV, communication equipment (from 2.3 to 28.8
percent) and motor vehicles and trailers (from 0.2 to 13.8 percent).
These increases are not as large as the increases in Korea’s parts
imports from China, suggesting that by 2004 Korea became much
more dependent on China for parts and components in the manufacture
of high and medium-high tech products than China has on Korea.
This is probably due to the fact that Korea has transferred some of
parts production to China through direct investment and many of its
parts imported from China are thus those manufactured by Korean
affiliates in China. We investigate this possibility in the following
section by looking into various possible linkages between foreign
direct investment and bilateral trade between Korea and China.

5. Korea’s Investment in China and the Korea-China Bilateral
Trade
In this section we examine how Korea’s direct investment in
China has led to an expansion in parts trade between the two
countries and in bilateral trade as foreign direct investment (FDI)
generally precedes international fragmentation of production processes
or production sharing (Arndt 2004, Jones 2001). As discussed above,
one notable development in economic relations between the two
countries has been the growth of parts trade between Korea and China
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and especially the rapid growth of parts exports from Korea to China,
which has replaced the advanced industrialized countries such as the
United States as the largest destination for Korea’s parts exports.
Here we examine the procurement and sales patterns of affiliates,
as reported in the surveys carried out in 1996 and 2003 by the Korea
Institute for Industrial Economics and Trade (KIET). The 1996 KIET
survey (Ha and Hong 1998) was carried out on a sample of 615
Korean companies (216 large firms and 399 small and medium-sized
firms and their 952 offshore affiliates). The 2003 survey was carried
out on 748 companies all in manufacturing (89 large firms and 659
small and medium-sized firms and their 1050 offshore affiliates)
(KIET and MOCIE 2004). In Table 5 we report the sources of procurement by Korean affiliates by region. We find that between 1996 and
Table 5. Sources of Procurement by Korean Affiliates in
China by Industry
(Unit: % of Total Procurement)

Local
Procurement
1996
Manufacturing

2003

Imports from
Korea
1996

Third Countries

2003

1996

2003

26.5

45.6

64.7

36.9

8.8

17.5

Food and Beverage

78.3

59.6

19.2

21.9

2.6

18.4

Textiles and Apparel

46.0

63.3

53.8

25.7

0.2

11.0

Footwear and Leather

2.6

18.2

94.9

65.6

2.5

16.1

91.8

51.5

8.2

31.7

0.0

16.8

1.0

37.1

62.9

47.3

36.1

15.6

Non-metallic minerals

49.0

93.0

51.0

3.2

0.0

3.8

Basic metals

88.6

9.0

11.4

90.8

0.0

0.2

0.5

41.7

99.5

56.9

0.0

1.4

Machine and equipment

40.9

28.9

49.4

8.9

9.8

62.2

Electronics and
telecomm equipment

13.9

56.5

86.0

36.3

0.1

7.2

Motors and Freight

78.8

40.8

21.2

59.2

0.0

0.0

Paper and Printing
Petroleum and Chemical

Fabricated metals

Sources: Ha and Hong (1998); KIET and MOCIE (2004).

78 Financing for Regional Economic Integration for Northeast Asia

2003 the share of parts and components imported by Korean
manufacturing affiliates in China from Korea decreased from 64.7 to
36.9 percent while the share of local procurement increased from 26.5
to 45.6 percent., suggesting an increasing localization of parts supplies.
The results of the survey indicate that Korean investment in
China has had a positive effect on their bilateral trade although the
share of parts imported from Korea in total procurement by the
affiliates in China has declined. They also point to the fact that FDI
has created extensive backward local linkages in China.
Table 5 also reports the procurement patterns of Korean affiliates
in China by manufacturing industries. Between 1996 and 2003 the
share of imports from Korea in total procurement decreased for most
of industries except for food and beverage, paper and printing, basic
metals, and motors and freight. Electronics and telecommunication
equipment, in particular, decreased from 86.0 percent in 1996 to 36.3
percent in 2003. Except for machinery & equipment industry, the
industries that experienced a decrease in the share of imports from
Korea experienced at the same time an increase in the share of local
procurement between 1996 and 2003. This indicates strong local
backward linkages created by Korean affiliates.
Sales destinations for the output of Korean affiliates in China
vary widely from industry to industry (Table 6). According to the
2003 survey, in paper and printing, petroleum and chemical, basic
metals, and motors and freight more than a half of the affiliate
output was destined for local markets. In contrast, in textiles and
apparel, footwear and leather, fabricated metals, machine and
equipment, and electronics and telecommunication equipment more
than 60 percent of output was exported. Reverse imports–exports
back to Korea–accounted for 17.8 percent of the entire manufacturing
output and was especially large in footwear and leather and in both
non-metallic minerals and basic metals. Exports to third markets were
especially large–at least as much as a half of total output–in textiles
and apparel, footwear and leather, machine and equipment, and
electronics and telecommunication equipment. These are industries
that are either labor-intensive or assemblers of parts imported from
Korea.
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Table 6. Sales Destination of Korean Affiliates in China by Industry
(Unit: % of Total Sales)

Local Sales

Exports to
Korea

Third Countries

1996

2003

1996

2003

1996

2003

22.6

34.2

25.8

17.8

51.6

48.1

Food and Beverage

51.2

43.4

27.4

35.3

21.5

21.2

Textiles and Apparel

47.5

22.4

8.2

28.4

44.4

49.2

Footwear and Leather

1.2

8.7

29.5

31.5

69.3

59.8

13.1

97.3

51.2

0.0

35.7

2.7

0.6

78.4

46.6

10.4

52.8

11.3

Non-metallic minerals

40.0

49.6

57.8

46.4

2.2

4.0

Basic metals

51.3

62.8

23.1

35.3

25.6

1.9

3.5

36.6

25.7

17.4

70.7

46.0

Machine and equipment

51.6

16.1

47.0

6.4

1.4

77.5

Electronics and
telecomm equipment

30.5

32.1

60.7

12.8

8.9

55.1

Motors and Freight

0.5

93.4

3.7

6.4

95.8

0.3

Manufacturing

Paper and Printing
Petroleum and Chemical

Fabricated metals

Sources: Ha and Hong (1998); KIET and MOCIE (2004).

6. Concluding Remarks
China’s rapid economic growth clearly has had a significant impact
on the Korean economy. It has become Korea’s major competitor in
world markets but at the same time has become Korea’s major trade
partner, importing many of intermediate products from Korea for the
manufacture of its own exports to the rest of the world and
supplying Korea with inexpensive consumer goods. Furthermore,
numerous production networks now span the two countries, bringing
their economies closer together and thus leading to economic
integration in Northeast Asia.
There is little doubt that China will continue to catch up with
Korea, and how this catching-up will affect the Korean economy and
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its relationship with China will depend in part on how Korea
responds to this challenge: Korea will have to keep developing new
areas of comparative advantage that will help it sustain economic
growth and benefit from China’s economic growth and deepening
economic integration in the region.
To develop new areas of comparative advantage the Korean
government may select certain industries such as digital TV and
next-generation mobile phones as the new sectors that will lead the
country’s economic growth (Chun 2003). It is not clear, however,
what specific measures the government can institute to promote those
industries. Industrial policies such as those used to promote the
heavy and chemical industries during the 1970s will be, we suspect,
no longer appropriate for the Korean economy of the 21st century
that has become much more technologically advanced than it was in
the 70s. Barring such policies, the government’s role will be limited
to improving the provision of public goods and social infrastructure,
especially to keeping the capital and labor markets flexible and
efficient and to improving its human capital.
The history of world economic primacy shows that the economies
that once held the position of economic primacy subsequently declined
for reasons that were generally unique to each case. In the case of
Venice, for example, which held a world commercial leadership in
1550 but declined to insignificance some years before 1700, the factors
that led to its decline included the competition from Portugal in
spices, Britain in woolens, and the Netherlands and Britain in
shipping; the rigid attitude of guilds and workers; and a leveling- off
of productivity (Kindleberger 1996, p. 65). Spain and the Low
Countries, whose economic growth followed that of Venice, also had
a similar fate but for reasons of their own. Although what brought
about the fall from the position of world economic primacy differed
from case to case there appears to have been one factor common to
all: in each of those cases rigidity eventually took over the vitality
and flexibility that it once had had (Kindleberger 1996, p. 36). What
actually triggered the downfall may have been some uncontrollable
external events, but it was the inability to adapt to and successfully
deal with those external events that ultimately brought about the
downfall. And, that is a lesson that China’s neighbors must learn
from the history of world economic primacy: if their economic growth
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ever falters it will be not because of rapid economic development in
China, which is beyond their control anyway, but because of the loss
of vitality and flexibility in their economies.
Northeast Asia is a region in the world where there is yet to be
a formal institutional arrangement as the EU and NAFTA. Nevertheless, the region is becoming increasingly integrated through the
expansion of trade, investment and production networks, all driven
in part by China’s rapid economic growth. For various historical and
political reasons the region may not be ready yet for a formal
institutional arrangement, but the time for that may come eventually
when the economies in the region become so interdependent that
policy coordination, for one, becomes a necessity for their common
economic prosperity.
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New Regionalism Across the Korea-Japan
Strait: Cross-Border Region Between Busan
and Fukuoka
6)

Jung-Duk Lim*

1. Introduction
Regionalism is a product of time. A paradigm for regional
development changes by time. The goal is simple and clear but the
ideology and the model are differed by time and environment. The
21st century observes a new regionalism against an old regionalism in
various characteristics (Table 1). The power and role of nation state
decline and the function of regions is augmented. In this case, a
region means not only a sub-region under statehood but also
trans-national entity like EU and any other form of organization. In
old regionalism a power of centripetal forces like security and
macro-economy is stressed. In new regionalism a power of centrifugal
force comes into operation and openness of region is emphasized
(Figure 1).
The above argument resulted in the development of mega-city
region (MCR) these days and MCR is a new key word of current
urban development. Another important product of new regionalism
is the concept of cross-border region (CBR). As the power of central
government weakens cross border regions tend to seek more trade
and cooperation in order to maximize economic benefit and to
pursue their own development objective. Europe and other regions in
the world have witnessed the formation of CBR in various forms. For
example, the EU implements strong CBR policies under the program
of INTEREG to assist the forming of CBRs (Table 2). The INTEREG
* Pusan National University
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is a regional policy to facilitate the economic development of peripheral
regions.
CBR is rather a new program in Northeast Asia region because
of geo-political situation in the region when we define the region as
Korea, China, Japan and Russia Far East. Nevertheless a cross-border
economic cooperation program started from early 1990’s in Tumen
river area and three regional economic cooperation programs
including Yellow Sea Rim, East Sea (Japan Sea Rim) and Korea-Japan
Strait are suggested (Kim 2005, for example). All these efforts are a
result of new regionalism.
This paper discusses a cross-border region between Busan
(Southeast Korea) and Fukuoka (Kyushu). It is the first real program
of CBR in Northeast Asia (NEA). A theoretical basis for the CBR is
discussed first. The background and condition of Busan-Fukuoka
(Bu-Fu) CBR is introduced next. The development of Bu-Fu CBR is
introduced next. Suggestion and implication as a conclusion follows
Table 1. A Rise of New Regionalism
Old Regionalism

New Regionalism

Action space

International region

Transnational region

Actor

States and international
bodies (collective
characteristics)

Non-state actors (collective,
social, local, and individual
characteristics)

Goal

Concrete cooperation in
security and economy
(centripetal and protective
characteristics)

Comprehensive and
multi-dimensional societal
procedures (centrifugal and
open characteristics)

Characteristics of
international order

Cold War and bipolar
system

Globalization and
multi-polar system

Characteristics of
governance

Top-down, policy-led
processes

Bottom-up, market-oriented
processes

Source: Based on Lee Chul-Ho (2007), p. 100.
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Figure 1. Mega City Region and its Relations
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2. CBRs in Globalized Economy
In the process of economic spatial reshaping, cities and regions
play a leading role. Their alliance and collaboration armed with
centrifugal force have turned into a new development strategy that
promotes economies of scale and scope. Its domestic process is a
force of agglomeration, while its overseas process amounts to the
formation of super-agglomeration, that is, cross-border region (CBR).
This dual regionalization, both internal and external, is in effect the
two faces of microscopic changes of spatial use within a macroscopic,
integrated economy such as the European Union.
In this context, the scheme of “5+2 economic regions (or wide
economic region)” envisaged by the new administration of Korea is
highly significant. Above the wide economic region a super-structure
named trans-economic region is suggested. This concept could be
compared to a cross-border megacity region (MCR). As far as it aims
at a regional economy which is able to cope with global competition,
it has the potential to develop into a formation of CBR. In particular,
the creation of Dongnam (Southeast) Economic Region around Busan
and its resultant cross-border cooperation with Fukuoka and Kyushu
in Japan are expected to be a touchstone of the new administration’s
regional policy. Cross-border cooperation between Busan and Fukuoka,
which is dramatically accelerated recently, is the first step toward
creating a Korea-Japan Strait Economic Zone (KJSEZ). The proposed
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alliance between the two cities has signaled the beginning of a very
difficult task requiring much effort and time in order to realize a
cross-border economic region.
Table 2. CBRs in Europe and Asia

Name

Europe

East Asia

Euroregion:
EUREGIO, Transmanche,
Øresund, etc.

Local Economic Zones:
South China Economic Zone,
China-Taiwan Economic Zone,
Yellow Sea Rim Economic Zone,
East Sea Rim Economic Zone,
Korea-Japan Strait Zone
Growth Triangles:
SIJORI Region, Tumen River
Region

Total opening of borders Selective opening of borders

Characteristics

Product of supranational
policy

Product of an international
agreement or open door policy

Policy plays a key role

Markets play a key role

Top-down governance
Structure

Bottom-up governance structure

2.1. CBRs in Northeast Asia in Early Days
CBR, spotlighted in East Asia in the 1990s, has been understood
in diverse ways. Watanabe Toshio (1991) first used the expression
“local economic zones” and viewed them as a comprehensive outcome
of external eruptions driven by economic motives of regional
countries having different ideologies. A new economic map of East
Asia was being drawn by local economic zones, where the Newly
Industrialized Economies have played a main role.
Robert Scalapino (1991) called them “natural economic territories,”
where the international division of labor is available between
production elements beyond the barrier of border line and ideology.
Ohmae Kenichi (1993; 1995) viewed them as “region-states.” With the
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understanding that a nation-state is not proper for managing the
nomadic forces of capitalism such as investment, industry, technological
information and consumer trends, he suggested the region-state as an
alternative unit for economic development and cooperation for the
information age.
Since 1990s regional economic cooperation along the Yellow Sea
Rim has been suggested, cities in this area tried to cooperate as an
expression of willingness of economic cooperation (Kim 2005). The
format was mostly a bilateral agreement between two cities. Kitakyushu
initiated a meeting of six cities of Japan, Korea and China to promote
cooperation in the fields of logistics, environment, manufacturing and
tourism. The meeting expanded to ten cities afterwards-Kitakyushu,
Fukuoka and Shimonoseki in Japan, Busan, Ulsan and Incheon in
Korea, Tianjin, Dalian, Yantai and Qingdao in China. And the name
of meeting was changed to Organization of Northeast Asia Development.
However, this meeting is not a multilateral CBR by any means.
Pearl River delta (PRD) could be a case of CBR. But all regions
are in China’s territory, even though Hong Kong and Macau keep
different social system.
The Tumen River free economic zone connecting North Korea,
China and Russia could be a true CBR in NEA. But the project has
been stalled for twenty years by the North Korean unwillingness.
Even if it had succeeded to be a CBR the project might have been a
national project instead of regional cooperation in essence.
2.2. CBRs in Europe
Europe promotes microscopic regionalization centering on CBRs
under the goal of “Europe of Regions” in order to solidify macroscopic
regionalization toward a kind of “United States of Europe.” While
macro-regionalization is the process of state-centric governance based
on supra-nationalism incorporating nations, micro-regionalization is
the process of polycentric governance based on trans-nationalism led
by non-state actors (companies, local governments, NGOs, epistemic
community and individuals). The latter is understood as the new
regionalism.
According to the Association of European Border Regions, there
are about 115 CBRs in Europe. The proliferation of CBRs in Europe

88 Financing for Regional Economic Integration for Northeast Asia

is natural. Given that regional integration is completed when border
lines are no longer binding, CBR is the best way to remove border
lines. As a matter of fact, all of the EU’s borders and the areas
surrounding them are being transformed into CBRs.
The weakening of border lines provides significant meaning to
local actors. A border line becomes a means of development for the
cities and regions in the border areas, while it is a target of invasion
or ignorance for transnational actors at the global level. Since the
centrifugal force of local actors is basically related to economic
development projects, now “a border line is a passing point around
which an exchange space builds up (Postel-Vinay 1996, 210-211).”
2.3. CBRs in Other Areas
CBRs are found in many border areas throughout the world. As
Scalapino (1991) defined they could be natural territories beyond
national boundaries. In order to realize economies of scale and
transaction cost. We can find CBRs in all continents (Perkman 2004).
Most of them, of course, are adjacent areas sharing common boder
line of surface or river. Sometimes the border is separated by sea like
Oresund CBR of Denmark and Sweden (Lim 2009).
The CBR discussed in this paper is rather an unusual case. Busan
and Fukuoka is separated by sea of 200 Km. Until recently a visa
was required to cross the border. However the geo-political and
geo-economic condition has changed significantly. Transportation
technology made the distance not very far as explained in the next
chapter. In the past Korean economy was far behind Japan so that
Korea established free export zone to attract Japanese manufacturing
companies in 1960s like the case of US-Mexico border. Korean
economy has grown to a level to seek the economy of scope and
economy of scale and other benefits of cooperation with Japan.
Instead Japanese economy and economic situation in Kyushu seems
to lose its vitality used to have shown in the past. The visa is no
longer required for travel between Korea and Japan to remove an
institutional barrier for cooperation. China has surged as a big power
in NEA even though its economy is in the stage of fast growing. The
environment friendly to regional cooperation and economic integration
in NEA seems to be maturing. For the genuine economic integration
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there are many more obstacles to overcome including labor market in
the future. But the initiation on the part of Busan to form a CBR
with Fukuoka and Kyushu is an important step.
2.4. Development Stage of CBR
If we define the current development status of Bu-Fu CBR it may
well be still in an early stage as shown in Figure 2. A trade between
countries and regions is the very beginning stage. An institutional
arrangement like sister relation between foreign cities could be the
next step. An institutional development like FTA between countries
will be the next stage. Economic integration as observed in the EU
will be the last stage before becoming a unified state or federal state.
The present stage of Bu-FU CBR is in between cooperation and
institutional development. The Oresund CBR is quite an advanced
case with favorable conditions sharing common labor market and
welfare system in both countries.
Figure 2. Development Stage of CBR
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3. Busan-Fukuoka Cross-Border Region
Figure 3. Busan-Fukuoka (Bu-Fu) CBR
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3.1. Geo-economic Condition of the Korea-Japan Strait Economic
Zone (KJSEZ)
The regional economic integration across the Korea-Japan Strait is
conceived as a step by step process in terms of geographical range.
Figure 4 indicates the spatial process of the formation of the KJSEZ
developing from point to space.
Figure 4. Spatial Layers of Economic Integration of the KJSEZ
Busan Fukuoka

Point

Busan + Ulsan - Fukuoka + Kitakyushu

Line

Southeast Korea(SEK) - Northern Kyushu/Kyushu
Busan + Ulsan + Gyungnam

Space
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If we consider Southeast Korea (SEK) and Kyushu as one
country, its population would be the 45th highest worldwide and its
area 122nd largest worldwide, and its GDP would be the 17th highest
in the world. This exceeds Taiwan and is almost similar to the
Netherlands. In 2005, the combined gross product of the KJSEZ was
1.4 percent of the world GDP. Thus the KJSEZ as a region is in the
top 1 percent of the world economy. In effect, many manufacturing
industries are concentrated in the KJSEZ, where materials industries
(steel, petrochemical) and assembly and processing industries (cars,
semiconductors, general machineries, electric machineries and shipbuilding)
are clustered in this region.
The global enterprise has arranged a large number of major
Table 3. General Economic Features of KJSEZ
Busan
Area

Fukuoka

SEK

Kyushu

763 km²

340 km²

12,342 km²

42,177 km²

Population 3,620,000

1,350,000

7,940,000

13,350,000

GRDP

48,849million
dollar

71,710million
dollar

119,321
million dollar

407,300
million dollar

Industrial
Structure

Primary 1,0%
Secondary
18.0% Tertiary
81.0%

Primary 0.1%
Secondary
15.2% Tertiary
84.7%

Primary 2.4%
Secondary
41.6% Tertiary
56.0%

Primary 2.4%
Secondary
21.3% Tertiary
76.3%

Major
Industries

Harbor,
Logistics, IT,
Visual Arts,
Tourism,
Shipbuilding
parts
machinery, etc.

Automobile,
Foods, Robot,
Recycling, IT,
Semiconductor,
Bio,
Environment
etc.

Busan: Harbor,
Logistics,
Machineries
Ulsan:
Automobile,
Shipbuilding,
Chemical
Industry
Gyeongnam:
Machine parts,
Aerospace

Fukuoka:
Automobile, IT,
Bio
Kitakyushu:
Steal, Machine,
Ceramics
Nagasaki:
Shipbuilding,
Electron,
Machinery
Kumamoto:
Electricity,
Foods, Metal
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industries on a wide scale: Nippon Steel and POSCO in the steel
industry; Toyota Motor Corporation in Kyushu, Nissan Motor Co.,
Hyundai Motor Co., and Renault Samsung Motor Co. in the automobile
industry; Sony, Kyocera, Toshiba and LG Electronics in the semiconductor
and electric machinery industries; and Mitsubishi Heavy Industries
Co., Hyundai Heavy Industries Co., Samsung Heavy Industries Co.,
Daewoo Heavy Industries and Hanjin Heavy Industries & Construction
Co. in the shipbuilding industry.
Between SEK and Kyushu, interspersed with the factories of their
similar enterprises, both regions have the potential to become leaders
in the global manufacturing industries in the future through mutual
cooperation, trade, technical exchange and investment exchange.
However, the direct investment of the enterprise and the outreach
of commercial establishments have been relatively inactive so far. It is
difficult to say that vigorous exchange is taking place. The reason for
this is that most Japanese enterprises has been focused on China and
Southeast Asia, due to the dramatic increase in the labor cost in
Korea after 1987. Among the Korean enterprises that expanded into
Kyushu the majority of them are in the travel industry of transportation industry, such as airline companies. From the point of view of
Korean enterprises, Kyushu market has been less appealing than
other major cities of Japan. However exchange of human resources
has been very active in this area .
3.2. Assets and Opportunities of the KJSEZ
3.2.1. 'Bottom-up regionalization' and intercity cooperation
Major cities and regions of the KJSEZ form multi-layered interurban
networks. First, the East Asia City Conference, which started with the
Yellow Sea Rim Six City Conference in 1991 and expanded in 2000 to
include 10 port cities (Dalian, Qingdao, Tianjin, Yantai, Incheon,
Busan, Ulsan, Kitakyushu, Fukuoka and Shimonoseki), grew into the
level of a ‘city alliance’ by establishing the Organization for East
Asian Economic Development aimed at forming the Yellow Sea Rim
Economic Bloc. Second, the Local Government Meeting for the
Korea-Japan Strait Zone, established in 1992 between four prefectures
of Northern Kyushu (Fukuoka, Saga, Nagasaki and Yamaguchi) and
one metropolitan city and three provinces in Korea’s southern coast
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(Busan, South Gyeongsang Province, South Jeolla Province and Jeju
Island), boasts of a competitive proximity. Third, the Northeast Asia
Regional Government Association, with the participation of six
Northeast Asian countries (Korea, North Korea, China, Mongolia,
Russia and Japan) of 40 cities and provinces, is a city club established
on transverse logic rather than proximity.
Bottom-up regionalization centering on urban networks is the
basis for “governance without government.” Although the interurban
cooperation is focused on human and cultural aspects rather than
economic aspect, it may contribute to nurturing a sense of community
with the potential to reach a regional norm, which compensates the
limits of East Asian formal regionalism lacking inter-government
oversight. Confidence is a cornerstone by which such a cross-border
cooperative body can adopt an open-door policy and maintain a
flexible stance, thereby eventually forming a governance structure
loyal to cross-border agenda (Perkmann 2004; Grix 2001).
3.2.2. Excellent proximity and development of logistical networks
The KJSEZ is located on a platform that could approach two
local economic zones (Yellow Sea Rim Zone and East Sea Rim Zone)
and two development axes (Seoul-Busan and Fukuoka(Kyushu)Tokyo). The region’s proximity, although it is rather too small to
achieve complementarities compared with other local economic
zones, provides advantageous assets such as reducing logistics costs.
The ultimate goal of the cross-border region is to form an
integrated local economic zone or a cross-border free trade area. In
such a case, one of the suggested specific strategies is to establish
network linking free economic zones. Unlike the Yellow Sea Rim
Economic Zone, the KJSEZ may make it relatively easy to create an
integrated, cross-border free trade area through spatial relocation of
industries because the region has relatively well-developed transportation
and logistics networks and symmetrical, free economic zones. Besides,
it could be a good factor for possible systematic integration if key
trade harbors can use their existing bonded functions to lead a
localized network of free zones because the East Asian CBRs
themselves have a vague spatial scope, and it is difficult to establish
a legal status for such an area (Kim et al. 2005, 473-483).
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Figure 5. The Passenger Transport Network Across
the Korea-Japan Strait
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3.2.3. Soft Infrastructure and private sector cooperation
Northeast Asian new regionalism will make progress through an
association of local government-private enterprise-epistemic community.
Private enterprise and the epistemic community are two factors of
soft infrastructure. In fact, the soft infrastructure of the KJSEZ is most
advanced, as the contemporary relationship between the two
countries has made progress.
On the one hand, inter-business exchanges in the KJSEZ have
increased through the Korea-Japan (Kyushu) Economic Exchange Meeting
established in 1993 and the Meeting on Exchange of Economy and
Technology in the Yellow Sea Rim, which started in 2001, although
the central governments play a key role. The Economic Cooperation
Council of the Busan-Fukuoka Region, established on October 20,
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2008, is a real cross-border cooperation body in NEA. At the inaugural
meeting, the two cities agreed to hold a commemorative forum to
promote joint research for the formation of a cross-border region and
to facilitate economic exchanges. They also organized the Asian
Gateway 2011 Committee and agreed to promote a joint tourism
project for organizing the Northeast Asia Tourism Exchange Bloc
(Busan Daily Oct. 21, 2008).
Figure 6. Governance structure of the Busan-Fukuoka CBR
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On the other hand, the Busan-Fukuoka Forum, which began in
2006, is a civilian coalition set up by 11 leaders from the local private
sector in each city. The forum was established with the purpose of
reviewing and proposing policies in a wide range of sectors to
cement friendly and cooperative relations between the two cities. The
forum also became a member of the Economic Cooperation Council
of the Busan-Fukuoka CBR. Currently, a consortium of 24 universities
in two cities is being established as a bridgehead for human resource
exchanges between the two cities.
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In addition, the Busan Civic Group Council, consisting of 42 civic
groups, and the Nippon Korea Citizen Exchange Network Fukuoka,
joined by 29 civic groups in Kyushu, signed the Busan-Fukuoka
(Kyushu) NGO Agreement in October 30, 2008. The civic groups of
the two countries intend to organize the Busan-Fukuoka Economic
Region by setting up a citizen exchange network, running Korea-Japan
culture experience programs, expanding home stays and exchange
programs for teenager, and promoting the establishment of a
large-scale citizen exchange center to support systematic exchanges.

4. Challenges for the Proposed Bu-Fu CBR
4.1. Advancement of Urban Networking and Institutionalization of
Cross-Border Cooperation
Bottom-up regionalization includes both the characteristics and
merits of cross-border cooperation in Northeast Asia. However,
‘informal regionalization’ carried out without ‘formal regionalism’
faces many limitations. The success of cross-border governance
between localities depends on the advancement of urban networking.
In order to improve urban cooperation, it is necessary to solve some
problems, such as establishing an organizational base, setting common
objectives and securing financial and legal autonomy while enhancing
networks of information, transportation and innovation (Lee 2006, 338
Lim 2000). Nonetheless, international cooperation between cities can
hardly go beyond information exchange and friendship, the first
stage of cooperation (Douglass 2000), because high-level cooperation
generally surpasses the jurisdiction of the local government, as with
legislative cooperation.
In this sense, we have to review the meaning of “light institutionalization” of the Sandinavian Øresund CBR. The reason that crossborder cooperation works efficiently despite weak institutionalization
is because the EU exists as a supranational government. However,
the KJSEZ tells a quite different story owing to the absence of a
supranational authority in Northeast Asia. Markus Perkmann (2004)
thinks that if local governments participate in light institutionalization
with a certain level of autonomy, “light institutions” can be a powerful
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means equivalent to formal institutions. In this case, however, the
existence of supranational programs is absolutely needed. He argues
that although supranational support is not a cure-all measure for
encouraging cross-border cooperation, such support is important
because it justifies cross-border cooperation activities.
In this context, the reason why logistical cooperation suggested
by the Organization for East Asian Economic Development could be
evaluated as a successful example for cross-border governance is
because it drew supranational support through the China-JapanKorea Ministerial Conference on Maritime Transport and Logistics,
thereby securing legal and financial support for inter-local logistics
cooperation. The Korea-Japan Supra-Economic Region should also
make efforts to induce cooperation from the central government to
secure a legal foundation for cross-border cooperation as seen in the
EU case. One of the methods for obtaining legitimate cross-border
cooperation without cross-border regime equivalent to governmental
authority is to strengthen cross-border cooperation in the social
sector. It is efficient to support exchanges of civic groups of both
regions, and, through this, spread a sense of identity of cross-border
cooperation among citizens.
4.2. Seeking Complementarities and the ‘economy of labor market’
If the advantage of the Bu-Fu CBR is proximity, the demerit is
that the region is somewhat too small to enjoy the gains which
complementarities provide. In some respect, Busan-SEK and FukuokaKyushu are similar to each other in terms of industrial structure, and
thus, they may have an aspect of competition rather than
complementarities. But, the pattern of division of labor across the
strait, characterized by the R&D of a Japanese mother company and
the production of a Korean subsidiary either in Korea or the third
countries, has been changing (Han 2004; Kim et al. 2005, 195). A new
trend of developing and producing new products by branch firms is
observed in the semiconductor equipments and automobiles/parts
industries. This intensifies the necessity of CBR cooperation and
integration. In the case of Bu-Fu CBR the expansion of consumer
market including cultural activities could be a new horizon removing
the barrier set by the national border. As an example the professional

98 Financing for Regional Economic Integration for Northeast Asia

baseball teams of both cities have held a friendship game in turn
during summer off-season attracting many spectators.
According to a survey conducted in 2004, there is the widespread
recognition that supra-economic regional cooperation linked to the
Korea-Japan FTA is necessary for jointly entering the markets of third
countries such as China and the ASEAN (Kim et al. 2005, 153-188).
As an efficient way of cross-border industrial cooperation, it is good
to make the most of proximity to realize the economy of scale and
seek new complementarities by expanding horizontal division of
labor. Low logistics costs and geographical and technical proximity
make up the competitiveness of the KJSEZ.
In strategic industries, the two regions have in common the
automobiles, environment, bio tech, and robotics industries (refer to
Table 4). The fields expected to have a synergy are the industries of
auto parts, environment, IT, and design. Particularly because the
automobiles and relevant parts industries are clustered in Fukuoka
Prefecture, horizontal division of labor with the SEK region could
expand. Industrial cooperation in the KJSEZ could move toward a
combination of ideas, manpower, capital and technology and the
expansion of markets, and, through this, it could be possible to enter
third countries together (Keum 2008, 118-224).
Furthermore, it is also a method of creating new complementarities to pursue ‘economy of labor market’ by cultivating and
exchanging a skilled workforce and matching it with regional demand,
which was adopted by the Øresund Region. To do this, industryuniversity cooperation should be carried out beyond national borders.
Also, it would be meaningful to find a cross-border business model
based on an extensive survey of specific forms of cooperation
between enterprises of the two countries that have entered the other
side of the KJSEZ.
It is the tourism industry that most easily utilizes the advantages
of proximity. The conditions for cooperation and a base for the
tourism sector have been well established, but the physical, social
and institutional foundations that support the facilitation of exchanges
also influence this (Lim 2006).
The establishment of hard infrastructure for exchanges is a
necessary condition for forming a supra-economic region. To do this,
expanding open skies and low-cost aviation, increasing marine transpor-
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tation and reviewing an undersea tunnel could be considered. Some
way to expand soft infrastructure for exchanges and cooperation
should also be found. In addition to institutional approaches, including
simpler CIQ procedures, the approaches of strengthening industryuniversity cooperation, constructing and developing a knowledge
database, solidifying a consortium of local universities, and gaining a
better understanding of the languages of both regions could, by and
large, contribute to facilitating cross-border cooperation.

5. Conclusion
The bottom-up character of East Asian CBRs makes marketcivilian forces a key player in the process of post-sovereign spatial
transformation around KJSEZ. Therefore efforts should be directed
toward the construction of a soft infrastructure for exchanges and
cooperation. To do this, it is necessary to internalize cross-border
cooperation in the various decision-making processes in regions. It is
also indispensible to induce as many decision makers as possible to
participate in cross-border projects. As for local governments, the
cross-border programs that have been promoted by the existing East
Asia City Conference and the Korea-Japan Strait Coastal Governors’
Meeting, etc., are suggested to be activated more in addition to the
new organization like BU-Fu Economic Cooperation Council.
At present, the biggest limitation faced by cross-border cooperation
is that it has a weak base for legitimacy. Although it is premised that
“input legitimacy” is secured by the framework of local governmentmarket-civilian governance, the absence of a central government
weakens “output legitimacy.” Transnational initiatives of local actors
should be supported by financial autonomy and legal and institutional
legitimacy.
The future development of CBR across the Korea-Japan Strait
depends on three dimensions. Firstly, it is necessary to create a
specific governance structure of a supra-economic region. On the
initial stage, light institutionalization can be a starting point, but a
support from the central government strong enough to provide a
base for legitimacy should be premised. Secondly, another problem is
to induce horizontal strategic integration among various governance
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entities. It is necessary to figure out a method for adjusting the
interests of participants with the single objective of CBR integration.
Thirdly, the issue of spatial institutionalization of the power of
geo-economic and geo-cultural integration in Northeast Asia, where
the force of geopolitical disruptions is strong, eventually triggers the
problem of political mobilization. The issue of forming a CBR is a
re-territorializing process involving the creation of a cooperative
space for cross-border forces (market and society) based on networks,
and this requires a process of unprecedented political discussion
among actors whose countries give priority to territorial uniformity.
Eventually, the Bu-Fu CBR and KJSEZ will be created through
the interactions of these three dimensions. In this context, it is
necessary to closely review dynamic correlations between the
dimensions, while having infinite imagination for the future of the
Bu-Fu CBR and KJSEZ. And this project should be expanded to the
Yellow Sea Economic Integration including regions in Yellow Sea
Rim.
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Global Financial Crisis and Policy Responses
in Korea
7)

Joon-Kyung Kim*
Although the current global crisis has had an adverse impact on
the Korean economy, other major countries have been more severely
affected. In particular, Korean stock market appears to have suffered
from the current crisis but not as severely, in relative terms, as in the
United States, Japan and China (See Figure 1). Its stock prices certainly
declined, with the KOSPI (Korea Composite Stock Price Index) falling
by 44 percent from yearend of 2007 to the end of February 2009. The
decline was due to a surge in capital outflow, largely driven by the
massive withdrawal of foreign debts by financial institutions. The
won/dollar exchange rate consequently fell, the won depreciating by
40 percent between October 2007 and February 2009 to 1,516 won to
the dollar by the end of the period. Since March 2009, stock prices
and foreign exchange rates have rapidly stabilized, thanks to the
increased current account surplus as well as to the expansionary
policy by central banks under the global policy coordination. The
KOSPI increased by 57.4 percent between the end of February and
the end of September 2009, and the won appreciated by 21.4 percent
over the same period.
Korea’s comparatively good performance may be due in part to
the institutional reforms taken by the country in the aftermath of
the 1997 crisis that led to changes in the financial structure of its
corporations and in risk management of its banks. Large corporations
managed to actually reduce their debt leverage ratios and improve
their debt service capacity. It is not surprising then that the Korean
economy has been able to withstand the current global crisis better
than other major economies.
* Korea Development Institute
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Korea did not have as large a housing bubble as the United
States. In fact, in 2001-07 the housing prices rose by 6.7 percent on a
year-on-year basis and in 2008 they registered an increase of 3.1
percent in Korea. Two factors accounted for this moderate increase in
Korea: one was the deflationary effect of economic restructuring after
the 1997 crisis (over the period of 1996–2000), and the other was the
restrictive mortgage-loan regulations that the government introduced
a few years before the current crisis.1) These mortgage loan regulations
contributed greatly to such low delinquency ratio of mortgage loans
in Korea as 0.44 percent in July 2009.
Figure 1. Time Line of Crisis and Stock Price Indices in Korea, the US,
China and Japan (2008. 1. 1 = 100)

1) In 2002, the government began to tighten the loan-to-value (LTV) regulation on
apartments in “speculative areas” with ratios ranging from 40 percent to 70
percent. In August 2005, the regulation on DTI (debt-to-income ratio, which is
the principle and interest payments on total loan to income) was also introduced
to reduce the default risk on housing loans. 40 percent DTI ratio has begun to
be applied to “speculative areas.”
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In spite of this relative stability in the financial market, Korea’s
real economy has suffered much from the current global recession,
which has brought about a severe contraction in its exports. As a
matter of fact, the monthly exports recorded an unprecedented
decline from $41.0 billion in July 2008 to $22.6 billion in January
2009, and improved somewhat to $31.0 billion in August 2009.
Between July 2008 and August 2009 Korea’s exports to China, the
United States, Japan, the EU, and the rest of the world decreased by
14.5, 24.1, 31.4, 34.7, and 25.6 percent, respectively.
As to be expected, this decline in exports has had a direct
negative impact on Korea’s manufacturing sector: the manufacturing
production index fell significantly since November 2008 and its
year-on-year growth rate recorded an 18 percent decrease between
November 2008 and February 2009. Beginning in March, manufacturing
production saw some improvement with minus 6 percent year-onyear growth between March and July 2009. However, during the
same period, SMEs (10 percent) have continued to suffer more than
large firms (4 percent).

1. Korean Government’s Response to the Crisis
The Korean government has taken a number of comprehensive
and preemptive measures to address the actual or potentially adverse
impacts of the crisis. These measures are discussed below, being
cognizant that it is too early yet to tell whether they will succeed in
solving the problems of the crisis.
1.1. Foreign Currency Liquidity Provision
In response to massive outflows of capital–a sum larger than
that during 1997 financial crisis–the Korean government and the
Bank of Korea have set aside $55 billion for the purpose of providing
foreign currency liquidity ($21 billion for trade finance and $34
billion for liquidity provision) during October 2008-February 2009. In
addition, in October 2008 the government set up a three-year $100
billion payment guarantee for foreign currency borrowings by domestic
banks. It also made agreements with the United States (November
2008), Japan and China (December 2008) to establish currency swap
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lines ($30 billion each/$90 billion total).
These measures have significantly alleviated the credit squeeze in
the financial market. The term-loan rollover ratio has increased to
around 90 percent by January 2009 from 50-60 percent in October
2008. In March 2009 the rollover ratio further increased to 106
percent, mainly due to the current account surplus. The banks have
secured enough funding to pay off the loans maturing in loans while
obtaining long-term funds by issuing bonds.
1.2. Policy Interest Rate Cut and Liquidity Provision
To prevent credit crunch upon post-Lehman fallout (September
2008) the Bank of Korea reduced the policy interest rate by 325 base
points–from 5.25 percent to 2.0 percent. To assure liquidity it also
pumped 23.3 trillion won into the banking system through the purchase
of RP (Repurchase Agreement, 16.8 trillion won) and treasury bonds
(1.7 trillion won) and the buyback of the Monetary Stabilization Bond
(0.7 trillion won).
1.3. Large-scale Fiscal Stimulus Package
In response to the fall in aggregate demand the Korean government has adopted expansionary fiscal measures. Specifically, it has
earmarked 51.3 trillion won (5.7 percent of GDP) for a stimulus
package, which includes investment in infrastructure, provision for
social safety net (16 trillion won), and a reduction in corporate and
personal income tax rates (35.3 trillion won).
1.4. Enhanced Support for SMEs
Government credit guarantees to SMEs will increase to 62.6
trillion won at year-end 2009 from 48.9 trillion won at year-end 2008.
Credit guarantees maturing in 2009, which amount to 32.5 trillion
won, will receive an extension. The criteria for credit guarantee
screening will be eased and, moreover, the guarantees that have an
upper limit of one fourth or one third of the sales revenue of a firm
will be raised to one half. In particular, exporting firms, “greengrowth” firms, high-tech firms, and start-up companies will receive
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full guarantee coverage, up from the current 85 percent coverage. In
addition, other SME loans maturing in 2009 will be rolled over.
Since the onset of the global financial crisis, the demand for SME
loans has decreased while the credit risk increased, creating a
precipitous drop in the supply of SME loans by banks (in December
2008 alone the supply of SME loans decreased by 1.8 trillion won).
However, in January 2009, after the implementation of credit
guarantee policy, SME loans increased to 3.1 trillion won.
1.5. Enhancing the Soundness of the Banking System
The government has implemented various policy measures,
including the Bank Recapitalization Fund to expand the credit supply
capacity of banks. The government plans to mobilize 20 trillion won
and has used the Fund to buy subordinated bonds, hybrid loans and
redeemable preferred stock upon banks’ request. The government
also plans to establish the Corporate Restructuring Fund of 40 trillion
won at KAMCO (Korea Asset Management Corporation) to purchase
bad debts and support restructuring. This fund will conduct a role
similar to the Non-Performing Loan Resolution Fund, which was
created during the 1997 financial crisis. As of the end of June 2009,
key soundness indicators of Korean banks, including the BIS ratio
(13.7 percent) and the NPL ratio (1.5 percent), are all in good standing.
1.6. Support for Household Loan/Mortgage Lenders
The Korean government has put in place various measures aimed
at easing household burdens, including 1) guarantee of collateral
supplementation for depreciated value of housing (maximum guarantee
of 100 million won), 2) extension of maturity and grace period of
mortgage loans, 3) exemption of early repayment fees on the transfer
from floating to fixed rate.
1.7. Job Sharing
In order to create new jobs and retain employment the government will spend 60 percent of its budget in the first half of 2009 and
launch the Green New Deal Project, which will invest 50 trillion won
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for the purpose of securing future economic growth and employment.
Youth unemployment is a serious problem in Korea and has spurred
the government to initiate the Youth Internship Program in order to
train unemployed youth for employment in an economy that is
becoming more technologically sophisticated. The government also
plans to revise labor laws and institutions to make the labor market
more flexible and to promote job creation. Specifically, the government
will offer tax credits and financial incentives to companies that are
devising ways to bring about cooperation between labor and management for job-sharing and improved industrial relations. Also, to
address the inequities between regular and non-regular workers, the
government is revising the relevant labor laws and institutions–for
example, by extending the employment of non-regular workers from
two to four years.

2. Implications on the Restructuring of the Korean Economy in
the Post-Global Crisis Era
What will the world economy look like as it emerges from the
current global crisis? It will depend very much on what the leading
economies of the world such as the U.S., the EU, China, Japan, and
India, do. It is difficult to tell what it will be like as we are yet to
emerge from the recession and do not know how these economies
will be restructured in the aftermath of the crisis.
One thing that seems to be certain, however, is that the US
economy will become “de-leveraged” as its saving rate increases and,
as a result, its status as the “demander of last resort” that has served
as a final destination of exports from the rest of the world will
diminish. If this truly happens it will have a profound effect on
many economies in Asia that have relied on exports for their
economic growth. In that event, these countries in Asia including
Korea may not continue with export-oriented policies of the past;
they will have to find new growth strategies and these may include
relying more on domestic demand and expanding exports to non-US
markets.
In anticipation of contraction in the US demand for Asian
manufacturing exports and for reasons relating to its own internal
economic conditions Korea will have to radically restructure its
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economy to improve productivity in lagging sectors in the economy.
Specifically, it will need to improve the productivity of service
industries where small and medium-sized enterprises (SMEs) dominate
and turn them into a new export sector. For economic growth of the
past four decades Korea has relied mainly on manufacturing exports
to advanced industrialized countries. Its service exports have been
minimal although in the 1970s Korea thrived on the export of
construction services to the Middle East and, in recent years, exports
relating to “hanryu”–Korean movies and TV programs–have seen
some popularity in Asian countries. The service sector in general,
however, suffers from low productivity and has been a drag on the
Korean economy.
It goes without saying that in the post-crisis era the Korean
economy will have to become more domestic-demand oriented and
to expand manufacturing exports to non-US markets. In addition, its
service industries with their many SMEs will have to become more
productive and competitive and to become Korea’s new export
sector.

Macroeconomic Challenges and Russian
Energy Policy in North-East Asia Cooperation
2)

Pavel A. Minakir*
The initial idea of North-East Asia (NEA) economic cooperation
had been based on an assumption that there are two basic factors
that made future integration beneficial for all participants of these
“regional integration games”. The first factor is common geopolitical
space, and the second is complementarities of NEA countries in
terms of financial, technological, labor and raw materials resources.
This idea stimulated deep and constructive discussions not only in
NEA countries but also throughout the world expert community.
Now, after twenty years of these discussions, we can with pride
summarize their results. One of the more evident results is official
recognition by many governmental, regional and international bodies
of the idea of NEA economic integration. Furthermore, this recognition
during a historically short period of time resulted in real scaled
projects with very high integration potential in fields of transportation
corridors construction, energy cooperation schemes, and institutional
and humanitarian progress. Third, the NEA economic community is
now one of the respected and visible players on the world economic
scene.
And now we have to take the next step in academic discussions.
We must review the basic idea and recognize that the real presentday NEA integrative community is quite different in comparison to
the starting model.
First of all, we can see the progressive differentiation of NEA
countriesinto two subcommunities: the so-called “industrial core” of
Japan, China and the Republic of Korea (ROK) and the raw materials
* Ph.D., Professor, Active Member, Russian Academy of Science (RAS), Director,
Economic Research Institute, Far-Eastern Branch, RAS.

112 Financing for Regional Economic Integration for Northeast Asia

periphery of the Russian Far East and Mongolia and the economically
collapsing Democratic People’s Republic of Korea (DPRK).
Secondly, we can identify a “financial core”, consisting of Japan
and China with their substantial international reserves, which became
an important factor in dealing with the current world financial crises.
We can also find a financially unstable periphery of the Russian Far
East, Mongolia and DPRK.
Third, there is evident differentiation of institutional approaches
to the integration process. Japan, China and the ROK are now on the
path to integration with ASEAN countries, and this integration, seen
objectively, is much closer than integration within NEA itself.
Other classifications present the situation in different ways, but
the fact of non-unique economic space is not argued. For example,
Dr. Lim Jung-Duk proposed the following architecture of NEA:
Group A–Japan+ROK+China
Group B–Mongolia+North Korea (DPRK)
Group C–Russia
Group D–Hong Kong+Taiwan+Macao
As we can see, in this classification also there are a “core,”
including Japan, the ROK and China, and “periphery,” consisting of
two groups and Russia. Here Russia is indicated as a “special case”
because it is impossible to include Russia as a whole in NEA. In
reality, Russia as a whole is oriented to the Atlantic world. Hence,
the real participant of NEA cooperation is Eastern Russia. In this case
we come back to a periphery consisting of Pacific Russia , Mongolia
and the DPRK.
Therefore, the development pace of the leading NEA countries,
which behave quite rationally, is much higher and the direction of
their movement is more toward East Asian integration (linkage of the
core countries of Japan, China and the ROK) than with NEA economies
as a larger group. This is understandable because the integrative
potential of East Asia is much larger. However, this means that other
participants of the NEA integration game must find ways to include
themselves into the integrative mainstream.
Up to now the way for the Russian Far East seems evident and
connects with a macroeconomic challenge for the NEA core–the
tight linkage between economic growth in the region and the ability
of China to secure stable access to raw materials markets. China truly
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plays the role of “economic growth engine.” That is why assuring the
Chinese economy’s access to raw materials markets, and especially to
energy markets, is the critical point in estimating the future economic
dynamic in NEA. Due to sustainable energy consumption China
could support very high growth rates from 2000 to 2008 and there
are now signs that in the near future elasticity of the Chinese growth
rate by energy consumption volume can be reduced. That is why
Russia can rely more or less firmly on the stable rise of demand on
energy resources in the NEA market and calculate the spreading of
export volume and revenues in Asia. Of course, an important
condition for revitalization of a high growth rate situation in China
is the recovery of stable demand growth in export markets.
The NEA economic core has been formed due to substantial and
stable factors which were extremely important for the Chinese case:
controlled rates of inflation on capital and labor markets; stable
growth of demand on domestic and export markets; sustaining the
levels of price and technological competitiveness; and stable access to
raw material resources for the PRC.
Concerning NEA energy policy it is necessary to take into
account the several important facts. First, over the period from 1998
to 2007 “Big China” doubled its primary energy demand, while NEA
as a whole raised its demand by 64 percent. Second, over the same
period the NEA proportion of total world energy demand increased
from 18.8 percent to 24.8 percent. Third, energy dependence is
persistently high and increasing.
Currently the world financial crisis constructed not a quite new
situation and stressed some new risks for NEA countries both in the
core and periphery.
These risks in terms of the world financial crisis are as follows:
•capital outflow and shrinking stock indices
•falling demand for export products in the global market
•inflation in consumer countries and increasing production costs
in exporting industries due to inflating markets of raw materials
and food
•decoupling of the world economy as a reaction to the global
crisis
•redistribution of financial risks, increased risks for emerging
markets
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•“contagion effect” considerably greater compared to the crisis
of 1991 and 1997
The peculiarity of NEA in terms of the financial crisis is the fact
that the core economies almost did not suffer from the collapse of the
world capital market. Only China has a share of FDI in total capital
investments on the level of 5 percent. At the same time these
countries (except the ROK) have no substantial foreign private debts.
Russia is in a different situation. Russia has the biggest future problems
with investments because of an excessively low investment rate in
previous years (18-22 percent of GDP) and because the Russian economy,
especially the economy of Eastern Russia, is very capital intensive.
At the same time the world financial crisis provides some
opportunities in terms of regional development and integration. These
opportunities include the growing capacity of domestic markets,
sufficient scale of financial capabilities and financial reserves of the
banking systems of East Asian countries, improved economic integration
potential within East Asia and diversification of raw material sources.
It is significant that improvement of economic integration
conditions is connected with East Asia integration, not with the
larger NEA region. Contrary, real differences in economic behavior
within NEA can lead to the deepening of institutional gaps on the
way to NEA integration.
Currently we can see some changes in economic behavior in NEA.
One such change is the difference in approaches to the integration
process in the region, illustrated by the monetary policy differences
between the Japan-China-ROK core and Russia. Another example is
the concerted effort of Japan, China, and the ROK to prevent regional
system collapse, opposed to the isolated strategy of Russia. As a
result of these differences we can identify a deepening institutional
gap on the way to NEA integration.
It is understandable that oil and natural gas in the economy of
the Russian Far East plays a very important role. In the future the
role of gas will increase many times over. To illustrate, the estimations
of the current and future share of gas in total revenue of the Russian
Far East are the following: in 2005 gas accounted for approximately
2.1 percent of total revenue; in 2020 this figure is expected to rise to
approximately 20.5 percent.
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There are several reasons for this situation with oil and gas in
NEA. Over the period from 2008 to 2030 Japan and the ROK are
likely to keep a moderate pace of energy consumption. However,
China will at least double its demand for crude oil and raise its
demand for natural gas many more times over in comparison to its
current regional energy consumption. This means that China’s
dependence on overseas energy will soar.
The total estimations for the increase in NEA imports of crude
oil and natural gas from Russia are as follows:
•NEA Net Crude Oil Import: 471 Mt (2006) → 805-970 Mt (2030)
•NEA Net Natural Gas Import: 113 BCM (2006) → 280-310 BCM
(2030)
These estimations and some scientific conclusions lead us to very
important guidelines to improve the NEA energy policy of Russia.
First, energy imports in NEA are and will continue to be necessary
and inevitable; energy imports from Russia are important for
diversification of energy import sources. Second, Russia is interested
in diversification of international energy markets. NEA could be a
reliable partner for diversifying Russian energy exports. Finally,
Russia has been emphasizing the importance of developing its
Eastern territories, first of all the Russian Far East. Developing energy
resource projects supports “endogenous” economic growth of the
Russian Far East.
For realization of the Russian Asian-Pacific Rim (APR) Policy in
energy support and economic cooperation in NEA the next initiatives
Russia will implement are as follows:
•Enhancement of Arctic and eastern areas in national oil and
gas reserves additions
•Strengthening national control over “strategic resources.”
•Development of energy dialogue between Russia and key NEA
countries.
•Intensification of Russia-NEA energy cooperation contacts, which
has been the case over the 2000s
•Supporting energy project initiatives in Eastern Russia.
Forecasted output of energy in Eastern Russia is as follows:
•2007: oil–15.6 million tons; gas–9.7 BCM; total PE–121.8 million
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TCE
•2020: oil–65.0 million tons; gas–82.0 BCM; total PE–328.0 million
TCE
•2030: oil–70.0 million tons, gas–112.0 BCM; total–430.0 million
TCE
This means that the Russian export of energy to the NEA countries
will increase many times over. Of course, the forecasted NEA share
of the Russian energy resource exports will increase (natural gas to
25 percent, oil to 15 percent and electricity to 20 percent in 2020).
To implement this energy policy Russia will realize very important
energy infrastructure projects in Eastern Russia:
•East Siberia– Pacific Ocean oil pipeline (ESPO project). The 1st
stage of the ESPO of 30 million tons will be completed in the
4th quarter of 2009. The realization of the 2nd stage of an
additional 50 million tons is underway.
•Program on Unified Gas Supply System in East Siberia and the Far
East (UGSS project). UGSS approved by Russian Government in
2007.
•Large-scale project of Russian electricity exports to China (currently
underway). Targeted export volumes up to 60.0 billion kWh
annually.
The implementation of these infrastructure projects, which are
extremely important to NEA, will create a base for future macroeconomic challenges and effective influence of Russian energy policy
in producing much more close economic and social cooperation
between the countries of this region, both in the “core” and the
“periphery.”

China’s Thoughts on the Reform of the
Global Financial System and Asia Financial
Cooperation
3)

Tong Jiadong*

1. Problems in Current International Financial Systems
The major characteristics of current financial regulation systems
can be briefly summarized as the floating exchange rate system and
supervisory defects driven by loose financial regulation and financial
innovation. With the recession of the American economy and everdepreciating US dollar, the fragility of this system has become more
and more apparent.
1.1. The Major Problems Stemming from the US Dollar’s Status as
the World Reserve Currency
The Bretton Woods system established the US dollar as the
dominant world currency. As a national currency the US dollar is
subject to the independent currency policies of the United States, but
as a world currency more macroeconomic policy restraints should be
placed on it. This is the difficult policy position created by the US
dollar’s dual identity. After the breakdown of the Bretton Woods
system, the US dollar gave up its double convertibility. Major countries’
polices entered the era of floating exchange rates, but the US dollar
still serves as the world currency.
The non-convertibility of the US dollar to gold creates more
innovative space for the US dollar. The stability of US dollar value
requires that the US not adopt over-expansive macroeconomic policy,
* Vice President, Nankai University.
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but as a national currency the US dollar will be issued continuously
and devalued in order to stimulate the US economy and solve
financial difficulties. As for the developing countries which can
convert the US dollar there will be a dilemma: to satisfy foreign trade
and international solvency. They want to hold more US currency,
while oversupply of the US dollar, which results in more depreciation,
will lead to more economic shock as holdings increase. This is the
inherent instability of the current international monetary system,
which means that the US imposes an inflation tax on the countries
holding foreign exchange reserves.
Under these circumstances, the same problem will be confronted
if we change the dominant currency. Many countries propose
“diversifying international reserve currency,” which is not easy to
implement. “Diversification” has two meanings: one is increasing the
kinds of international reserve currency, and the other is to reduce the
proportion of the US dollar in the international reserves. The former
will surely increase the cost of international and financial trade. The
feasibility of the latter is dependent much on whether the development
of the economies and financial markets in other currency areas can
catch up with that of the US.
1.2. The Deficiency of International Financial Regulation
Under the gold standard system gold acted as the world currency,
while under the Bretton Woods system the US dollar serves as the
world currency. Under both systems currency innovation is restrained.
After the breakdown of the Bretton Woods system, because of loose
restraints on excess currency issue, it became a normal state that
excess liquidity, periodical inflation and collapse of property prices
exist in the international currency system. Cross-border financial
decision making, supervision and coordination is severely deficient.
The International Monetary Fund (IMF), as one of the most influential
financial institutions, once intensified exchange rate regulation on
developing countries after the Southeast Asian Financial Crisis, but
there is still a supervisory vacuum in regard to developed countries.
Deficient supervision on financial innovation and disunity of
supervisory rules means that instituting cross-border supervision is
an arduous task.
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1.3. The Multiplicity of Global Economic Balance
Under the circumstances of the dominant currency’s instability
and deficient international financial supervision, the global economic
imbalance can be characterized as follows.
Firstly, the American “double deficit” results in imbalance of the
global economy. The first deficit is the huge fiscal shortfall; from 1973
to 2008, the accumulative fiscal deficit reached $5 trillion dollars. The
other deficit is the huge foreign trade imbalance; from 1973 to 2007,
the accumulative trade deficit is $7.5 trillion dollars. The fiscal and
trade deficits make the US issue the US dollar excessively. Countries
around the world enter the American markets of currency, bond,
capital and financial derivatives through foreign exchange reserves
and US dollar capital gained from trade surpluses with the US, while
the US owns capital of different countries through investment and so
on. The above factors result in the vicious cycle in the international
financial framework.
Secondly, the imbalance between the financial economy and the
real economy increases the risks of the financial market. Against the
background of excess liquidity, a large amount of capital surges into
the financial market, which makes the imbalance between financial
sectors and real economy sectors more and more obvious and
jeopardizes the security of the global financial system. In 1999, the
US enacted the Financial Services Modernization Act, further
stimulating the development of the financial derivatives market. On
the other hand, long-term loose monetary policy led to worsening
credit and intensified the financial market bubbles. The imbalance is
due to systematic shortages, which cannot be changed fundamentally.

2. The Progress and Plight of Asian Financial Cooperation
There are already some subtle changes in world patterns. A unified
currency came into being in Europe, the discussion of a unified
Asian foreign currency mechanism also emerged as the time required,
and the East Asian countries signed a MOU regarding mutual funds.
Recently, the governor of the Asian Development Bank proposed
again the Asian crisis development mechanism. Even if limited, such
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international financial cooperation shows some signs of support for
regional financial integration.
2.1. The Progress of Asian Financial Cooperation
The Southeast Asian financial crisis changed the negative attitudes
of Asian governments on regional financial cooperation. Institutional
economic cooperation in Asia is also reflected in the progress of
financial and monetary policies. In this regard, the signing, realization
and expansion of the Chiang Mai Initiative (CMI) is a landmark.
In May, 2000, the “ASEAN 10+3” minister meeting initiated the
CMI. In May, 2007, the establishment of common exchange currency
reserve funds was proposed, which transformed the CMI from a
system based on the bilateral currency swap mechanism to the
multilateral mechanism in order to tackle the foreign exchange
currency crisis. The recent bank meeting announced that the $120
billion Asian regional foreign exchange reserve pool will have been
officially started by the end of 2009.
The other development of East Asian cooperation is the
launching of the Asian bond. In June 2003, the Executives’ Meeting of
East Asian and Pacific Central Banks (EMEAP) announced the official
start of Asian bonds. The plan mainly aims to establish a cooperation
mechanism to prevent and deal with crisis and to promote regional
bond market development. By July 2006, the bond scale evaluated
with local currency reached $2.4 trillion dollars.
2.2. The Plight of Asian Financial Cooperation
The plight of Asian financial cooperation is largely due to US
dollar supremacy; the exchange rate regime pattern pegged to the US
dollar is built on the internal stability regime of East Asian current
account surplus and American current account deficit. The US takes
advantage of East Asian currencies’ high dependency on the US
dollar and forces East Asian countries to consistently input capital to
the US, while East Asia relies on the US for exports and to sustain
the region’s rapid economic development. This balance is the result
of the internal East Asian economies game and the game between
East Asia and the US.
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2.3. Game Between the US and East Asia
After WWII, the US manipulated the Breton Woods system,
gradually establishing the dollarization of the world economy and
forming an international capital environment that is conducive to the
US. Since long ago, East Asian countries have promoted export
through holding down the value of their own currencies to the US
dollar. Although the Asian economy has greatly improved, countries
are still reluctant to revalue their own currencies. On the other hand,
with no choice, the East Asian central banks ignore the risks
associated with enormous long-term accumulated debts and continue
to buy American state bonds to sustain the stability of their own
currencies to the US dollar. Once the US raises interest rates to
reduce deficit, American property prices, especially real estate prices,
will sink into deterioration with a large amount of non-performing
loans, a terrible prediction for East Asian countries whose export
market depends too much on the US.
2.4. The Game Among East Asian Countries
Although many economists blame the inflexible East Asian
pegged exchange rate systems for the 1997 financial crisis, East Asia
still preserved the dollar pegged exchange rate system. The reason is
that economic prosperity in East Asia is largely dependent on
international trade, and bilateral exchange rate stability has become
an important part of export-oriented development strategy and the
essential support of labor division. Most trade and financial
transactions in East Asia are valued with the US dollar and the goal
of stabilizing the exchange rate to the US dollar can prevent the
fluctuation of international competitiveness.
After WWII, the production and trade integration in East Asia
strengthened the interaction of bilateral exchange rate fluctuation
among East Asian economies. Thus, any arbitrary change of exchange
rates of other trade partners will cause trade oscillation. In order to
avoid excess fluctuation of exchange rates, the better idea is to adopt
a common currency peg with trade partners. In turn, if East Asian
economies adopt the same currency pegging to US dollars simultaneously
it will be conducive to regional exchange rate stability as well as
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regional production and trade development.
East Asian emerging economies have similar export product
structures, creating keen competition in labor-intensive products.
Under this circumstance, if a certain Asian economy institutes a new
exchange rate policy based on pegging to a basket of currencies or a
policy of a more flexible exchange rate system while its neighboring
countries still stick to US dollar-pegged exchange rate policies, the
former one will possibly suffer from instability of trade balance for a
certain period of time. As a result, when the neighboring countries
mainly stabilize exchange rates through the US dollar, no emerging
economy will have the momentum to change its exchange rate policy,
which causes the inefficiency of coordinating exchange rates in East
Asia. Under the conditions of insufficient regional cooperation, they
have no alternative but to put up with the US dollar-pegged
exchange rate system.
2.4.1. Chinese Thoughts on International Financial System Reform
From the perspective of a large, responsible country, China actively
takes part in the construction of a new world financial system. The
Chinese government’s thoughts on international financial system
reform mainly focus on the following two points: first, the reform of
the IMF which aims to expand the voice of emerging economies;
second, to advocate building of a new world currency system based
on Special Drawing Rights of the IMF.
2.4.2. The Role of China in Asian Financial Cooperation
Generally speaking, the success of regional financial cooperation
is mainly dependent on the leadership of dominant countries.
European financial cooperation mainly comes from the leadership
of France and Germany. Regional countries should take positions
appropriate to their own economic conditions and development
tendencies. Asian financial cooperation is just starting. With the
leadership of dominant forces, it becomes the prime aim of cooperation
to eliminate skepticism, improve cohesion and bring more tangible
benefits to participating countries.
Asian financial cooperation mainly finds expression in the areas
of policy dialogue, liquidity management, exchange rate and currency
cooperation and integrated financial markets. China has always held
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a positive attitude towards Asian financial cooperation, which can be
demonstrated as follows: 1) frequent participation in ASEAN 10+3
and finance minister cooperation dialogue mechanisms with no effort
spared to improve their capabilities; 2) in terms of liquidity support,
China’s actively promotion of the launch and implementation of CMI,
pushing forward on the unveiling of Asian foreign currency reserves
and undertaking the obligation of 32 percent investment; 3) active
participation and promotion of research in exchange rate and currency
cooperation; 4) encouraging the establishment of an integrated financial
market. The Asian bond initiative proposed in 2003 is further
propelling the local currency and bond markets.
2.4.3. The Significance of RMB Internationalization to Global financial
system Reform and Asian Financial Cooperation
The internationalization and localization of the Chinese RMB
are not only not contradictory but can promote each other. The
internationalization of the RMB can benefit not only China, but also
produce more Asian financial stability and provide immense support
to intensify Asian financial and economic cooperation. To make the
RMB the trade transaction currency in East Asia would help to raise
the RMB’s.
Table 1. The GDP Proportion of the US, the EU, Japan and
China in the World (2007)
Nation

US

EU

Japan

China

Evaluated with US
Dollar current price

25.19

22.49

8.03

5.87

Evaluated with PPP

20.84

16.08

6.51

10.76

Judging from economic power, China is the fourth largest
economy in the world, while in terms of PPP, Chinese aggregate
GDP surpasses that of Japan. But whether a currency can become a
world currency is not dependent merely on economic power, but
more on the comprehensive factors mentioned above.
Firstly, the currency must be stable and its value predictable.
This requires the central bank to have strong capacity of controlling
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inflation and maintaining stability of the currency’s external value. To
achieve this China still needs more time. Secondly, it must be able to
be acquired conveniently. At present, the RMB only realizes the
convertibility of the current account, but that of the capital account is
still limited. The RMB trade market is confined mainly to China, and
limited in the international market. Thirdly, it must have the support
of a mature financial market; at present, the breadth and depth of the
Chinese financial market still lags far behind that of the US and
Japan. Fourthly, it must enjoy a competitive edge in international
labor division and have a wide trade network; China is at the lower
end of the industry chain in global labor division and its trade
network is mainly in the US and Europe. Lastly, the structure of
global currency reflects the changes of relative international economic
and political power. As a developing country, Chinese political
power cannot contend with that of developed countries.
Judged from the above, the RMB is not equipped with the basic
conditions to be internationalized. The RMB acts as the carrier currency
in some private trade but still requires a long time to become an
intervention currency in official trade. The internationalization of the
RMB is a market demand-dominated process rather than governmentdominated one. If RMB internalization is promoted without sufficient
development in the areas mentioned above, the RMB will be apt to
speculation and only serv to speed up the instability of international
financial markets.

3. The Significance of Regional Nongovernmental Financial
Cooperation Promoting Asian Financial Cooperation
International financial system reform and Asian financial cooperation
are complicated and systematic projects that require time to mature.
Forty years after the breakdown of Bretton Woods System, the new
international financial system has yet to take shape. The most
successful experience of regional financial cooperation, the issue of
the Euro, also went through fifty years of effort and experienced the
trade-off process. From the perspective of institutional economics, the
vicissitudes of this system reflect a long process. In this uncertain
time in which the world lacks an international monetary system, we
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need to promote regional currency integration and make up for the
systematic deficiencies brought by insufficient international currency
integration.
However, it can be seen that country-dominated regional financial
cooperation is influenced by unbalanced Asian economies, histories
and systems. The game related to national interests slows change.
However, because non-governmental financial cooperation is dominated
by the market, it is expected to overcome the above-mentioned
systematic obstacles and gain rapid progress. For example, the RMB
clearance of enterprises at home and abroad and the spontaneous
non-governmental currency conversion institutions formed in border
trade exist widely in borders between Shenzhen and Hong Kong
SAR, Zhu Hai and Macau SAR, and Guang Xi Province and Vietnam.
A Northeast Asian Bank is an institution which is in accordance
with common economic and political interests of different parties. It
is dedicated to helping regional developing countries’ infrastructure
construction and natural resources exploitation. Meanwhile, it brings
capital interest from investment to developed countries and promotes
their domestic-related industries’ development. The Northeast Asian
bank is expected to become a carrier of investment and financing and
platform that is conducive to balanced economic development of
different countries.
The current global financial crisis has gradually infected the real
economy. Under the weak dollar, there is no suitable international
financial system managing the excess capital effectively. Countries
promote the economy through improving investment, relaxing credit,
etc., whose strong investment demand can provide enough investees
for the Northeast Asian Bank. This financial crisis has affected the
foreign exchange rate systems of Northeastern Asian countries and
showed the importance of regional financial cooperation. The Northeast
Asian bank can become a management unit for a regional stability
fund, regulate capabilities of countries in tackling financial crisis
through investment, and increase liquidity so as to stabilize the
financial market.

Financing Infrastructure Development Projects:
Case History, Market Realities, and the Future
of Financing Development
4)

John Tichotsky* and Arlon R. Tussing**

1. Trans Alaska Oil Pipeline
The original trans-Alaska oil project had an estimated cost $1
billion. It was the biggest capital project in the world at the time of
its conception and the largest single project financing on Wall Street
at the time. In the end the actual cost of the trans-Alaska pipeline
was $10 billion. With cost overruns of a magnitude of ten, why
wasn’t the project a failure?
The main reason was that at the time of the completion of the
Alaska oil pipeline the oil price run-up to historic highs in the crisis
period of the 1970s. Therefore, the opening of the Trans-Alaska oil
pipeline coincided almost perfectly with the price run-up following
the 1970s energy crisis (See Figure 1). This increase in prices absorbed
the cost overruns ten times the original cost estimate and turned an
absolute disaster into a long-term success.

* Ph.D. (Cantab.), Advisor to the Governor of Chukotka Region.
** Ph.D.
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Figure 1. 1970s Energy Crisis

Notes: The opening of the Trans-Alaska oil pipeline coincided with the price run-up
following the 1970s energy crisis. This increase in prices absorbed the cost
overruns ten times the original cost estimate and turned an absolute disaster
into a long-term success.
Source: BP

Figure 2. Alaska Historic and Projected Production
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Note: Everything other than “Cook Inlet” production flows through the Trans-Alaska
pipeline.
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Figure 3. Real Oil Prices 1980-2008

Alaska oil production exceeded 1.5 million barrels per day from
the 1970s through the 1990s and peaked in 1988 at over 2 million
barrels per day (See Figure 2). Although a large producer by national
and world standards, the volumes are not enough to significantly
impact world market price and Alaska has always been a
“price-taker.”
Success of the Trans-Alaska oil pipeline throughout its lifetime
and the financial success of the State of Alaska is clearly tied to the
relatively stable long-term oil prices of between $10 and $40 per
barrel (real 2008) through the year 2000 (See Figure 3). As oil
production began to decline after 2000, prices averaged consistently
higher and above $40 per barrel. This was particularly beneficial for
the region, the State of Alaska, since the general trend in revenue
was stable, as price increase offset the decrease in volume sold.
Alaska was banned from exporting oil until the 1990s, providing
most of its crude to California refineries. Since the lifting of the
export ban, in any given year, about 5 percent can be exported to
non- California refineries, mostly to Asia (see Figure 4).
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Figure 4. Alaska Crude Transportation System

Figure 5. Proposed 1980s Natural Gas Pipeline
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Figure 6. Natural Gas Nominal Prices 1930-2007

Source: Department of Energy

Eight hundred miles of pipeline from the North Slope Fields to
a major oil terminal in Valdez, loaded onto ships, the oil is delivered
primarily to the US West Coast. It is also shipped to Hawaii and
Asia.

2. Angst
Following the trans-Alaska oil pipeline, in the 1980s, discussion
soon followed of the creation of an Alaska Natural Gas Transportation Project, with the unfortunately ironic acronym of “ANGST.”
Several hundred million dollars in planning were spent. The projects
proposed route followed the oil pipeline until Fairbanks. At
Fairbanks the pipeline route shifted to following the Alaska-Canada
Highway. The project was not constructed.
Why wasn’t it built? Just like the Alaska oil pipeline, the planned
Alaska’s gas pipeline was influenced by price. A good summary of
the reasons the project was not constructed Tussing, 1987. In short,
some of the points were:
The pertinent question in the 21st Century is does North American
Need Another a Large-scale Cross Border Project?
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3. North America Natural Gas Fundamentals
Natural-gas resources actually seems to be more abundant in the
earth’s crust than liquid hydrocarbons (oil), but large amounts natural
gas discovered at great distances from consumption centers, often
in the search for crude oil, and, historically, has frequently been
considered “stranded” in the field behind high transport costs–certainly
more frequently than for the oil.
Crude oil has some significant advantages, which has lead to its
persistence in the energy mix for more than a hundred years. The
creation of marine infrastructure over the years has made it possible
to transport oil without pipelines necessary between countries. This
avoids the negative aspects of trans-national border projects that involve
political deals and security issues. In addition, marine transport has
lead to the creation of a spot market for oil where tankers can
literally switch direction to a different port in mid-shipment, simply
because one port has a higher market price over another.
Natural gas for the most part has relied more greatly on its
transport through pipelines. Almost everywhere piped natural gas
seems to be the most efficient energy source for most stationary
applications in US. Pipeline infrastructure is especially well-developed
in North America and Europe. Maritime transportation for natural
gas exists but it represents a significantly lesser percentage than that
utilized in crude oil transport. In general, the commercial success of
natural gas as a fuel in the region depends on the ability to deliver
it to end-users at a competitive price. This depends in turn on the
ability to aggregate both supply and demand in volumes sufficient to
take advantage of the strong economies of scale that attend transmission
of gases by pipeline.
For LNG markets and delivery of LNG would need to be developed
enough to have a spot-market and compete with pipeline gas. This
only happens for LNG in very specific markets, such as Japan in
Northeast Asia. Liquefied Natural Gas (LNG) market has the capacity
to increase and develop into spot market. Currently majority of LNG
production is captive and dictated by long-term contracts. This has
change in LNG markets to an extent in global markets, but not to the
extent that it has in pipeline gas markets. Pipeline natural gas has
developed into spot market over 20 years, especially in North
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America. Critical to the success of the development of such markets
in North America is that anyone can produce and sell into open
access pipelines. This allows the market to clear.
Large environmental benefits can be anticipated from increasing
natural-gas use relative to expanding the existing fuel mix.

4. “New Energy for America”
With the election of Barack Obama as president a new energy
policy is being developed for the US. In some ways it is anticipated
to be significantly different from the Bush administration policy, in
implementation. An analysis of the stated Bush Administration policy
compared to the stated policy of Obama campaign is not that
different. Recognition of global climate change, increase in renewable,
increasing efficiency and conservation and new technological solutions
such as carbon capture and increase use of nuclear are the stated
direction in both camps.
Upon his election, President Obama promised to, “Invest in
alternative and renewable energy, end our addiction to foreign oil,
Figure 7. Oil imports by Source
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Note: Most “foreign” oil comes from Mexico and Canada and almost as much comes
from Venezuela and Nigeria as the Middle East.
Source: EIA
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address the global climate crisis and create millions of new jobs.”
Of course all US administrations have been focused on the rhetoric
of decreasing oil imports, seen as a symbol for the US solving many
energy problems. However, oil imports continue to rise, now at 60
percent. However, the rhetoric is confusing to the average American
who believes that most oil imports are from the Middle East. In
reality, the US is relatively well-diversified in its imports (See Figure
7). If you look at oil imports by source, you will note that most
“foreign” oil comes from Mexico and Canada and almost as much
comes from Venezuela and Nigeria as the Middle East.
However, the most likely and extremely crucial difference where
the Obama Administration will set itself apart will be in the effort it
expends to implement a “green approach.” Especially, strong will be
the policy imperative to make significant reduction in green house
gas emissions within the context of a global agreement.
The current policy substance in the “New Energy in America”
promises to:
•Help create five million new jobs by strategically investing
$150 billion over the next ten years to catalyze private efforts
to build a clean energy future.
•Within 10 years save more oil than we currently import from
the Middle East and Venezuela combined.
•Put 1 million Plug-In Hybrid cars–cars that can get up to 150
miles per gallon–on the road by 2015, cars that we will work
to make sure are built here in America.
•Ensure 10 percent of our electricity comes from renewable
sources by 2012, and 25 percent by 2025.
•Implement an economy-wide cap-and-trade program to reduce
greenhouse gas emissions 80 percent by 2050.
The priorities are not without their problems.
A $150 billion OVER TEN YEARS is equal to $15 billion a year
investment in a “clean energy future.” Although this seems like a
considerable investment, its scale relative to the size of the industry
can be said to be barely significant. In 2008, $45.22 billion in profits
were made only by Exxon Mobil. The top ten companies earned over
$1.5 trillion in revenue in the US in a single year. So, a government
investment of $150 billion is not in line with the scale of the industry
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for a policy of radical change.
Currently, the environmental and political pressure to increase
share of nuclear and renewable fuels generation to replace dirtier
petroleum and coal sources of fuel is considerable. Whether it
remains so in a low price energy environment is unknown and is
likely to be a key question in the future.
The first major proposal related to energy made by the Obama
Administration has been the recent higher CAFE (Corporate Average
Fuel Economy) Standards- measured in average miles per gallon. The
new CAFE regulations would increase the standards to 39 miles per
gallon by 2016. Further a proposal to put 1 million plug-In hybrid
cars–cars that can get up to 150 miles per gallon–on the road by
2015was made. These kinds of vehicles increase the average price at
$1200 per vehicle in higher cost. In connection with this proposal a
further proposal to ensure 10 percent of US electricity comes from
renewable sources by 2012, and 25 percent by 2025 has been made.
While electric cars are “green,” a more pertinent question is to
ask where does/will the electricity come from? A look at the current
US electricity generation by fuel shows that the majority of electricity
is produced by coal, which continues to be a base fuel within the US
(See Figure 7).
Coal is one of the worst emitters of green house gas emissions.
Natural gas is number two in terms of an energy used for electricity
generation. Natural gas emits green house gases, but half of the
amount that coal produces when burned. It may be realized by the
American public, but has not been until now.
Investment in alternative energies and implementing new
technologies is a long and difficult process. This is clearly not
recognized by the majority of the American people. There needs to
be a recognition that it is a long time to implement a technological
innovation in the area of energy to bring an idea to mass use. It
takes at least 3 years from idea to proto-type. Then, it takes at least
3 years to bring a proto-type to pilot plant stage and at least a
further 2 years from a pilot to mass use of technology. Elections
cycles are much shorter. “Clean Coal” technology is one possible
technology for carbon capture. The current available technology uses
supercritical and ultra-supercritical steam to reduce coal consumption
through the sublimation of coal, the coal goes from solid to gas
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by-passing a liquid phase, at the plant. The USA has not introduced
a single new technology “clean coal” plant while China has introduced
more than forty.
In general, financing the capital investment in new energy sources,
new energy infrastructure or new energy technology requires the
following conditions:
•A promise of an upward trend demand in energy, infrastructure
and technology,
•A promise of an upward trend in prices, that is represented by
greater demand,
•OR much greater volume of demand with falling prices–the
process of commoditization.
None of these conditions are currently being met.
Further, from the list of where new technology and innovation
comes from:
•Large corporation R&D
•Universities and research institutes
•Government laboratories (including military and space programs)
•Entrepreneurs
Probably, the most effective place for revolutionary technology
development is with entrepreneurs, yet that is not the focus of
government funding.

5. Considering Natural Gas in North America and the Alaska
Case Study
Natural gas markets in the US have the “reverse” problem Japan
has in terms of infrastructure. The US has an extensive natural gas
pipeline system (See Figure 8). The US utilizes North American (US
and Canadian) supplies. The US imports very little natural gas as
LNG, unlike Japan.
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Figure 8. The US Natural Gas Pipeline Network is Extensive

Source: EIA

Figure 9. Physical Movement of Natural Gas from Canada

Source: http://www.neb.gc.ca/clf-nsi/rnrgynfmtn/nrgyrprt/trnsprttn/trnsprttnssssmnt
2008/trnsprttnssssmnt2008-eng.html
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US benefits significantly from Canada’s natural gas supply (See
Figure 9). However, low cost natural gas reserves for North America
have been heavily depleted and the North American reserve to
production ratio is about 9 years, on the other hand, the rest of the
world has reserve to production ratio. In other words, as low-cost
North American reserves are depleted how will the United States be
able to tap into the global supply of relatively low cost natural gas?
One clear solution is more LNG terminals to US Markets.
However, more LNG terminals are not really possible because of the
public perception that LNG terminals are extremely dangerous and
could “blow up.” This sentiment is particularly held in the US
Northeast and the West Coast. The reality is the physical properties
of LNG terminals are significantly less volatile than petroleum
refineries. In a liquid state LNG cannot explode easily since the
system cannot access sufficient quantities of oxygen. On the other
hand, when natural gas evaporates the amount of fuel is too
dispersed to ignite. However, the result of effective opposition to
LNG terminals has made it virtually impossible to construct a new
terminal on the West Coast of the United States. One way around the
problem is to build terminals away from population centers and
bring the natural gas in by longer pipelines, an added cost, but a
growing feasible solution to the problem as prices increase. For
example, an LNG terminal was constructed in Baja California, Mexico
where there was little opposition to the project. The gas is then
transported by pipeline into California.
Mexico
US Long-term trend natural gas prices
Another way North America can resolve its need for natural gas
as demand increases is through tapping into Arctic supplies of
natural gas. Two priority areas are the Canadian Mackenzie Valley
and Alaska North Slope gas. Figure 10 shows one possible scenario
of how LNG, Mackenzie and Alaska gas can meet a growing demand
for natural gas. The advantage of arctic gas, is that once the pipeline
infrastructure is constructed to Alberta, the natural gas flows into
existing proven infrastructure.
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Figure 10. Scenario of How LNG, Alaska and Mckenzie Gas Meets
Demand

Most promising has been President Obama’s statement during his
first meeting with the Canadian Premier that he supports the “Prioritize
the Construction of the Alaska Natural Gas Pipeline.”
For comparison, a project of the scale of North Slope to Alberta
is equivalent to most of the proposed Northeast Asian gas pipeline
project. The parameters of the Alaska proposed project is, therefore,
very relevant for Northeast Asia. The Alaska project is all about
scale. The Alaska gas pipeline is now estimated as high as $40
Billion. Proposed pipeline would initially be designed to carry 4.5
Bcf/d of natural gas at an operating pressure of 2,500 psig. The US
federal government current has guarantee (2006) of $18 Billion for 80
percent that now seems too small to support the project at the level
intended by Congress. However, steel and construction costs have
recently also down, so it is not completely clear what the new
equation might be.
Alaska politics has recently become recognized by the national
political scene spurred, among several factors, by Governor Sarah
Palin of Alaska’s bid as the US Republican candidate for vice-president.
Within Alaska, Palin’s energy policy is not focused or coherent. With
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the support of Governor Palin, the Alaska Legislature, including the
support of several Democratic legislators, passed a law entitled the
Alaska Gasline Inducement Act (AGIA) of 2008. This legislation
paved the way for the State of Alaska to approve a special application
for a State of Alaska sanctioned pipeline construction proposal that
comes with a $500 million “grant” from State of Alaska. The only
application to be accepted was one submitted by TransCanada, an
energy transportation company. Ironically, there was no contract with
the producers (BP, Exxon, Conoco-Phillips of oil on the North Slope
of Alaska. It is the producers that actually control and have
ownership of North Slope’s natural gas that they acquired from State
of Alaska through the leasing program. To confuse things further, the
State, with great popular support, is insisting on an in-state pipeline
to deliver natural gas to the southcentral part of the State. As Palin
stated, “Ensuring that Alaskans have affordable energy for decades to
come is one of the most important jobs on my desk right now.”
Instead of sending the natural gas to high-price markets and taking
the money for regional spending, the State is intent on spending
upwards of $3 billion to subsidize gas deliveries to a portion of its
citizens.
Meanwhile, the producers have put forward a competing proposal,
without State support. As former Alaska Senator Ted Stevens stated
on February 9, 2007 in discussing the gas pipeline’s importance to
future development in Alaska: “If it’s done right, I think we will
have a bountiful decade. If not, I think it will be postponed for
another decade.”
There are several critical items to the future of financing a
development project the scale of the Alaska proposed gas pipeline.
At least for the moment in the energy markets in North America
there seems to be a market opportunity for both pipeline and LNG
projects. Low price environment is probably not harmful to a
proposed project as long as there is an anticipation of a sustained
higher price environment and/or increased demand. In the US it is
unlikely that energy price controls would be considered. This is
beneficial for a large-scale proposed project since without price signal
how do you get people to respond?
The key question is where will the money come from for an
energy infrastructure project, like the Alaska proposed gas pipeline.
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Direct participation by government is unlikely. Within the US context
it is unlikely that direct subsidy from government will be available.
Rather, indirect subsidy through loan guarantees. Clearly, the oil
industry is one of the few industries that have large liquid cash
reserves heading out of the economic crisis. Markets financing is
critical to the future of the project. Commercial capital is the lowest
cost. Market financing is able to judge and decide the compatible
degree of risk. Additionally, it is positive that the destination market
is organized, revenue flows are assured. However, market-based
financing requires an integrated financial consideration and
expectations with market realities.
None of the financing structure is being presented at this point.
Project planning needs to have the goal of gas delivery rather than
simple infrastructure construction as the key orientation, what the
State of Alaska seems to have put a premium upon.

6. Conclusions: Current issues for Northeast Asia
Energy infrastructure in Northeast Asia can be considered inadequate
from a market viewpoint. This is different from the prevalent view of
judging Northeast Asia’s energy infrastructure from an “energy
security” approach. Simply put, Northeast Asia energy is constrained
at the level of demand no greater than Year 2002 at historic prices
(Average $15 real 1985). Governments in the region are additionally
stressed by current commitments for economic crisis. Further, private
capital is risk adverse, natural gas prices are down and there is a
“Paradigm shift” in markets.
Some relevant detailed discussion specifically of interest in
Northeast Asia for the future would include issues such as:
•Is multi-lateral worse than bi-lateral? Why avoid Mongolia to
deliver Kovykta Gas to China?
•North Korean Pipeline Corridor?
•Japan has 23 LNG import terminals and South Korea has three.
Why doesn’t Japan have an internal trunk pipeline system like
South Korea?
•Can there be a scenario where North American natural gas
will go to Asia?
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•Finally, the potential of Methane Hydrates.
All of these issues are of great interest to the authors and they
would be very interested in discussing these questions in future
presentations to NEAEF.
Risk factors for Northeast Asia Investment
Risk factors will likely be the main drivers of the cost of capital
and access to capital. Currently, the lack of reliable economic ranking
and the evaluation of financial risk are the principal hurdles in
financing large-scale energy projects in the Northeast Asia, not the
lack of technical and economic feasibility studies.
Elements that make up financial risk include
•Credit risk: the inability or unwillingness of the borrower to
repay the debt;
•Systemic risk or market risk: this includes the risk related to
the overall demand for and price of natural gas;
•Country and regional risk: primarily political risk within and
among the countries and regions involved, and also includes
legal and ownership regimes; Country and regional risk. This
also includes political risk. Country risk also includes the risk
or benefit associated with ownership regimes (i.e. whether
commonly or privately owned and/or developed), policies and
legal conditions that either enhance or deter from investment.
•Currency risk. Most recently demonstrated by the collapse of
the Korean Won.
•Credit risk: Credit risk for the most part is directly related to
the financial structure. It is the supreme hurdle to financing
large scale projects, and is also, historically, the least addressed
issue. Analysis of infrastructure projects needs to develop the
ability to focus on the comparing various financial alternatives
and regimes for proposed infrastructure projects.
Other question include is there a regional risk or mitigation
strategy? Is there a demonstrable market demand? Market demand
for resources is one of the greatest factor in the systemic risk related
to bringing northern resources to market.
Of course the best measure of Northeast Asia demand is price
and it is problematic to predict price.

Financing Infrastructure Development Projects: Case History, Market Realities, and the Future of Financing Development 143

Additionally the direction of analysis for Northeast Asia
infrastructure needs to include:
•identifying barriers for market-based capital,
•identifying multilateral and governmental sources of financing,
•anticipating potential securitization schemes,
•projecting fixed and variable costs to be covered,
•identifying managerial and accounting mechanisms necessary
to track revenues and
costs,
•estimating cost and risk thresh-hold of market-based financing,
•determining cost and risk reduction schemes (e.g. government
and multilateral guarantees),
•identifying and estimating costs of non-market funding alternatives.
Additional suggested reading:
Tussing, Arlon “Will Alaska Gas Ever Get to Market,” U.S. Department
of Energy, Alaskan Gas Utilization Workshop, Fairbanks, Alaska, June 30,
1987.

Session II
Mechanisms and Architecture to Actualize
a Proposed Multilateral Financial
Institution

Steps Towards a Northeast Asia Bank for
*
Cooperation and Development
5)

Hiroshi Watanabe**

1. Presentation
Thank you very much. Good morning, Dr. Cho. I appreciate that
you let me have this opportunity to present my views to the
audience. Before my presentation, as well as other presenters I would
like to thank Tianjin City Government. I am thankful for the warm
hospitality for the last two days at this really wonderful Forum.

2. Issues to be Discussed–Financial Cooperation in Northeast
Asia
I got encouraged by previous presentation of the panelists,
especially the former Korean Minister of Finance and Economy.
Thank you very much. I would like to present my views briefly.
What would be the expected mission for this new financial
institution? Having listened to Dr. Katz and Professor Ma, I would
like to present my views.
The issues need to be discussed not only at this two-day Forum
but also continuously after the Forum: what would be size of this
newly-established financial institution; who would provide capital for
the institution; and what would be its mission?

* This presentation note is produced based on the record taken by Prof. Yasuhiro
Chiba of AkitaKeizaihokaUniversity,Japan. His record in Japanese was translated
into English with the responsibility of the NEAEF secretariat.
** President and CEO, Japan Bank for International Cooperation (JBIC)
Former Vice-Minister of Finance for International Affairs, Japan.
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2.1 Scope and Mandates
Previous presenters already mentioned about the mission. Northeast
Asia region is very rich in natural resources, which are not fully
utilized. The economic power of the region has become strengthened
thanks to the development in the past 10-15 years. The size of GDP
of China, Japan, Korea and Russia is, respectively, 2nd, 3rd, 12th, and
11th in the world. Since all these major countries are located in
Northeast Asia, there is no need to doubt that the region is economically
very powerful. Thus, it is expected to utilize the resources. At the
same time, we need to be realistic and practical. The global economy,
especially the financial markets, is deteriorating and getting worse.
We need to discuss about the institutional arrangement. Actions
by the US and other countries strongly influence the world economy.
We need to look at the direction the world economy is going. Thus,
we need to prepare precisely and delicately. What actions are
needed, which should be implemented in a timely manner? Of course,
the timing is important. As you already know, the oil price has been
declining. It was $165 per barrel three months ago. The volatility still
remains. We need to establish our energy security, fully acknowledging
and understanding our capacity for sustainable development in the
region. Since the commodity prices are not stable, the new financial
institution to be established should contribute to the stabilization of
the prices of energy and natural resources. Later, I would like to
explain other issues.
2.2. Timing
The issue of timing. We are now in the critical period. Many
things are not stable. We need to cooperate to establish regional
stability. This is very important. It is not only an economic issue but
also a political one.
2.3. Size and Participants
The issue of size and participants. Three countries, China, Japan,
and Korea, have been already mentioned. We have to examine how
we can tap other regional members and members outside the region.
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Currently, as you can see, most of the developed economies are in
financially difficult situation. Those economies may envy Northeast
Asia. We need to go campaigning and actively engage with them so
they will participate in our endeavor. If they do not join us, we need
to prepare for other plans, in which we both make use of our
resources as well as others.
2.4. Institution and Management
Funding and financial resources: We will have to examine how
we can utilize our foreign exchange reserves. China has the largest
foreign reserve, followed by Japan, Russia, and Korea. The foreign
reserve is a good financial resource, but we have to think about how
we can fully use these huge foreign reserves. The value of our
reserves would vary if the Euro becomes more appreciated. We have
to prepare for such situation. We will have to establish a system so
that member countries in the region can become sources of funds to
defend the stability of our currencies. Furthermore, this needs to be
announced to countries outside the region. We have to secure the
funds necessary for our Bank, and fully utilize them. While we have
large amount of foreign reserves, we are still short of financial
resources. The infrastructure that we are going to build requires
much larger amount of fund. One country or one financial institution
alone cannot accommodate such financial needs. The private sector
needs to be mobilized. It is necessary to develop and manage a
mechanism where funds can be mobilized from the private sector for
current needs in public projects.
Bond markets in Asia: We have put much effort on this issue for
these several years, and I can see that things are slowly moving
toward the right direction. In spite of the large size, credits in the
region have not been well utilized. “Hot money” flew away from the
region during 1997-98 financial crisis. We need to discuss seriously
how we should utilize these credits, and develop a mechanism to
mobilize them. This mechanism should be applicable for all the
members. The year 2008 is not a good year for the financial markets,
but the markets will recover again after a few years. We have to
actively participate in investment for a bright future that we hope we
will have. If we achieve these, we can be sending a very positive
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message to the world. We will have to do many things to bring
resources in financial markets into our region.
As Dr. Katz mentioned, the Asian Development Bank (ADB)
currently covers Northeast Asian region, but this does not necessarily
mean that economic development of Northeast Asia depends on the
ADB. We need to support development activities of the ADB. China,
Japan, and Korea should all play major roles, and at the same time
should be generous (and/or considerate) to other countries. These are
the challenges to be discussed further and to be overcome. Again, the
three countries should cooperate not only in bringing funds into the
region but also in helping some country in need. China, Japan, and
Korea should not think of only one country, namely their own
country.
Currently, we can say that the US is leading the mechanism of
economic globalization. Northeast Asia can also play a bigger role for
the world. We have to work a lot so that we can achieve sustainable
regional development and play a globally major role. That would
require strong commitment for intra-regional development. We need
more discussion on the role of the public sector, financial institutions,
and the private sector, in each country and among all the member
countries. We need cooperation among different groups including
major stakeholders.
I would like to say more about the mission. With much effort,
this financial institution needs to promote arrangement and implementation
of important projects, for example, such as cross-border projects
involving China and Korean Peninsula, as well as domestic projects.
One country alone cannot promote and achieve such cross-border
projects. It is necessary to coordinate arrangements and implementation.
I expect further discussion for these topics.
I would like to talk about more specific proposals not only for
this region but also for the entire Asia. We need to let Asia develop
as a whole. At the same time, we need to make priorities because we
face with different types of needs while our financial resources are
limited. We will have to put priorities and provide funds according
to the degree of importance. I would like to talk about “P-A-C-E,”
my proposal on four elements.
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3. PACE for Asian Future–Japan’s Proposal for Development
with Quality
3.1. Public Mass-Transportation for Good Urban Living
P is for “Public Mass-Transportation.” We need to establish public
transportation from production places to seaports. Mongolia is
landlocked and lacks seaports. Thus, transporting cargoes is an
essential issue. We have to think about needs and demands in
Mongolia. In China or in Russia, there are backland areas away from
coastlines. These areas have production capacity, but one of their
serious challenges is to transport their products to seaports. Coordination
among cities in Asia is needed to tie production places with seaports.
3.2. Agricultural Renovation for Easing Tight Market
A is for “Agricultural Renovation.” We need to support innovation
and development of agriculture.
3.3. Clean Coal Power Generation for Cleaner Environment
C is for “Clean Coal Power Generation.” We have large amount
of coal reserve in the region. Coal reserve is larger than oil reserve,
and we will have to unitize coal for power generation.
3.4. Educational Investment for Income Redistribution
E is for “Education.” which is another important development
agenda. Korea and China need better institutional arrangement, and
effective institutional arrangement needs stronger mechanism in
education. We observed and practiced in this way for the last several
years. Severe economic downturn will hurt low-income people
without education. We need to give them good education and help
them overcome their challenges.
Thank you very much.

China’s Efforts on Establishing the Northeast
Asia Bank for Cooperation and Development
6)

Wang Shuzu*
Mr. Chairman, distinguished guests, ladies and gentlemen.
Good morning!
The reports of our specialists are very persuasive. They have all
mentioned that this global financial crisis has exposed all the
problems in the current international financial system. However, to
build a new international financial order, an academic plan is not
enough. Different regions should also work out comprehensive
procedures for a gradual transition. I would like to introduce China’s
view on this issue, as well as our efforts to promote international
economic and social development by supporting the establishment of
the Northeast Asia Bank.

1. Approaches to Tackle the Financial Crisis and Reform the
Global Financial System
Since the latter part of last year, the financial crisis that broke out
in the US expanded rapidly and became global. This crisis was
destructive to world economic development and drew special attention
from governments and peoples. Since no country could weather this
storm alone we should pursue cooperation. Amid strengthening
interaction, governments adopted proactive monetary policies to
stimulate their economies toward recovery, and reflected on world
financial systems, trying to figure out ways to reform. Recently, at
the G20 Summit in the US and the UK, at the BOAO Forum in
* Former Vice Mayor of Tianjin Municipal Government and Executive Vice Chairman,
Board of Directors, Research Center for Financial Cooperation in Northeast Asia.
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China, and at the 24th annual meeting of the Asian Development
Bank, President Hu Jintao, Premier Wen Jiabao, and President Zhou
Xiaochuan of the People’s Bank of China have all expressed that we
will strengthen global and regional financial cooperation and promote
mutual benefit. There are three approaches which need our special
attention:
First, they have appealed to promote reform in the international
currency reserve system. Chinese leaders hope that countries can
increase financial regulation and cooperation, strike a balance between
universality and specialty as well as self-regulation and outside
supervision, complete establishment of an international financial supervision system, optimize the governing structures of the International
Monetary Fund (IMF) and World Bank, improve international monetary
systems, better issuance and management mechanisms of reserve
currencies, and maintain comparative stability of rate of major reserve
currencies to promote diversification and rationalization of international
currency systems.
Second, they said we should encourage regional financial
cooperation. Chinese leaders reaffirmed the importance of reinforcing
regional financial cooperation by saying that we should encourage
regional financial cooperation, reinforce mutual enhancement of
regional liquidity, steadfastly promote diversification of international
currency systems, and increase effectiveness of current international
currency systems. They argued that Asian countries should strengthen
financial cooperation, strive to maintain financial stability in Asia and
accelerate the polygonization of the Chiang-Mai Initiative. They
suggested that Asian countries should invest in setting up a joint
stock Asia Infrastructure Investment Bank and Asia Agriculture
Investment Bank, in order to attract foreign investment to accelerate
the region’s economy.
Third, the Chinese leaders stated that we should take concrete
measures to maintain regional financial stability. Proactive promotion
of the Chiang-Mai initiative’s implementation has become a strategic
procedure with the meaning of a milestone in Asia financial
cooperation. In May 2007, we supported the idea raised in the tenth
“ASEAN 10+3” Finance Ministers Meeting to set up a shared foreign
currency reserve fund. Therefore, we transmitted the Chiang-Mai
Initiative, which was previously based on a bilateral currency exchange
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mechanism, to a multilateral mechanism with the aim of solving the
foreign exchange fund shortage. As announced in the last Asian
Development Bank Meeting, the Asia Regional Foreign Exchange
Pool, which holds $120 billion, will be officially opened by the end of
2009. China will contribute to it $38.4 billion, accounting for 32
percent, which will enrich both the content and form of regional
financial cooperation. In 2003, China brought up the idea of the Asia
Bond, which aims to set up a cooperation mechanism to prevent and
fight crisis in Asia, improve the independence and stability of
finance, and promote a regional bond market. China will also set up
the “China-ASEAN Investment Cooperation Fund” with $10 billion to
facilitate regional infrastructure. In addition, China has signed with
different countries and regions in six bilateral currency exchange
agreements of $23.5 billion, six bilateral home currency exchange
agreements of $650 billion, and set up a cooperation and connection
mechanism with the Inter-American Development Bank.
Fourth, Chinese leaders have argued that we should promote the
RMB’s internationalization in a steadfast and orderly fashion. They
believe that to promoting the RMB’s internationalization will not only
benefit China, but also greatly promote financial stability and deepen
financial and economic cooperation in Asia. Establishing the RMB as
a trade settlement currency in East Asia would help to strengthen the
status of the RMB in financial cooperation in the East Asia region,
and that China takes part in this cooperation helps to promote the
establishment of a RMB offshore settlement center and overseas RMB
bond market. However, since China is a responsible big country, it
will not accelerate RMB internationalization when conditions are not
mature, because that will add more instability to international
financial markets. Currently, our main task is to better conditions for
RMB internationalization. Calculated in economic power, China has
become the fourth strongest country in the world; calculated in
purchasing power parity, the total volume of China’s GDP will
surpass that of Japan, accounting for 10.76 percent in the world.
Despite such high rankings, currency power is not determined simply
by economic power, but more by the combination of many factors:
stability of currency value, convenience of access, depth of financial
markets, status in international labor division, width of trade network,
political power and so on. On one hand, China will accelerate reform
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in financial systems and promote financial internationalization; on the
other hand, China will appeal to increase the voices of developing
countries in international organizations, decrease the gap between
political power and economic power, and promote an international
labor division that is beneficial to developing countries.
Recently, China has decided to set up cross-boarder RMB settlement
experimental units in four cities in Shanghai and Guangdong, which
will promote economic and trade relations with neighboring countries
and regions.
In conclusion, China’s attitude is very clear: it hopes that every
country, in the face of global financial crisis, can recognize the situation,
strengthen interaction, support each other and pursue cooperation to
weather the storm together.

2. Promote the Establishment of the Northeast Asia Bank
Twenty years has passed since the Northeast Asia Economic
Forum (NEAEF) proposed to set up a financial institution in Northeast
Asia, and this issue has been negotiated for more than ten years.
After a long period of discussion, more and more people began to
support this idea. Especially, the global financial crisis makes the
foundation of the bank necessary and important. The model of the
Northeast Asia bank that we are examining is obviously different
from the World Bank and Asian Development Bank, which feature
the rich helping the poor. Instead, based on the principle of equality,
mutual assistance and common development, it would be sponsored
by governments or financial institutions with government backgrounds,
and operated under the model of a commercial bank. Fund allocation
would be market-oriented. This new bank model will definitely bring
great influence upon financial cooperation in Northeast Asia. Professor
Ma Junlu, Deputy Director of the Northeast Asia Bank will devote
his discussion to the general framework of this idea. Mr. Zhang
Xiaoyan, Director of the Research Centre of Financial Cooperation in
Northeast Asia, will also be introducing the working map of this
idea. Here I would like to briefly introduce the work carried out by
the Chinese Government and Tianjin Municipality.
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2.1. Tianjin Municipal Government Has Always Held a Positive Attitude
In 1997, Tianjin representatives participated in the Symposium
held in Ulan Bator and got to know the concept of founding the
Northeast Asia bank. From that time on, Tianjin Municipal Government
has realized that it is an important measure to the economic
revitalization of Northeast Asia. Since 1999, the Tianjin municipal
government has taken an active part in the activities of researching
and promoting the Northeast Asia Bank, which mainly include the
following three aspects. First, actively organizing and participating in
all the related international activities, cooperating with the Northeast
Asia Economic Forum over an extended period, and communicating
with the other countries in the Northeast Asia area in a timely
fashion. Second, in order to improve the scientific demonstrative
research set up by Northeast Asian banks in 2007, the vision of
establishing the Northeast Asian Financial Cooperation Research
Centre was put forward. With the energetic agreement and support
of Northeast Economic Forum Chairman Lee-Jay Cho, this centre was
formally established in Tianjin Nankai University on October. 29,
2008 and is proceeding successfully. Third, the Tianjin municipal
government organized the Chinese Experts Group, which including
government officials, academic researchers and bankers. Many of the
experts have experience at the World Bank, IMF and ADB. They
conducted the research, especially on the problems of establishing the
Northeast Asian Bank and the final report will be submitted to
Northeast Asian Economic Forum Annual Conference for further
discussion.
2.2. Chinese Government’s High Regards and Support
In 2005, the Tianjin municipal government requested the State
Council to give permission to set up Co-ordination Group for Related
Issues of Establishment of the Northeast Asian Bank together with
the Ministry of Finance, People’s Bank of China, NDRC, Ministry of
Foreign Affairs, MOFCOM, CBRC, and DRC, and provided a channel
of turning the civil research results into government decisions.
Suggestion of the State Council of the People’s Republic of China on
the Related Issues of Promoting the Development and Opening-up of
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the Tianjin Binhai New Area issued by the State Council in May 2006
confirms Binhai as the trial location for China’s financial reform and
supports Tianjin to make further research in related issues of
establishing the Northeast Asia Bank. Chinese leaders have clearly
expressed support for founding the Northeast Asia Bank at the
previous NEAEF conferences. For instance, at the 17th annual NEAEF
conference, the former Vice President of the CPPCC Dr. Songjian
pointed out that in the context of global expansion of the American
financial crisis, it is of timely and practical significance for countries
in Northeast Asia to discuss growing cooperation in the region and
to fight against challenges with one mind. And at the Research
Centre’s founding ceremony, Professor Jiang Zhenghua, the Vice
Chairman of the NPC Standing Committee, Honorable Board Chairman
of the Research Centre for Financial Cooperation in Northeast Asia,
delivered a speech that stating that it was of remarkable importance
to set up the Northeast Asia Bank, to promote economic cooperation
among countries and develop the region’s economy simultaneously
through financial cooperation in fighting global financial crisis. Here
I will reveal another message that early this April, Premier Wen
Jiabao and Vice Premier Wang Qishan have paid great attention to
the establishment of the Northeast Asia Bank, and now the People’s
Bank of China is doing research on it with CBRC.
2.3. Striving for the Agreement and Support of Sister Cities of Japan
and Korea
The former Mayor of Tianjin City, Dai Xianglong, introduced the
vision of creating the Northeast Asia Bank at the Sister City
Conference attended by 15 sister cities in countries such as Japan and
Korea in 2005, which won the active endorsement of mayors of
participating countries. In November 2008, when attending the Third
Session of the East Asia Economic Development Forum in Korea, the
current Mayor of Tianjin City, Huang Xingguo, put forward the
initiative of pragmatically promoting the formation of the Northeast
Asia Bank and advising experts of the tripartite organization to carry
out pragmatic research so as to achieve results. The participating
representatives agreed with this initiative.
The developments above indicate that China has put great
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energy into the establishment of the Northeast Asia Bank. Meanwhile,
we also know that some political VIPs, financial institutions and
research units of Korea, Japan and the United States have also given
enthusiastic support. For example, we once visited the member of the
National Diet of Japan, Mr. Taro Nakayama, before the meeting. He
always showed an active attitude toward the creation of the
Northeast Asia Bank. Besides, we also know that Dr. Katz is also
much concerned with the establishment of the Northeast Asia Bank
and has put forward some valuable suggestions and advice. All these
show that based on the careful organization of Chairman Lee-Jay
Cho, the research on the establishment of the Northeast Asia Bank
has made a big step forward again.

3. Several Suggestions
In order to speed up the research and promotion work of
establishing the Northeast Asia Bank, I suggest that firstly, experts
should lead in-depth discussions and reach a basic consensus on
several key issues expressed in the Prospectus through this conference
such as the nature of the bank, the proportion of providing funds on
each side and operation mode to make the Prospectus become the
basis on which we implement action. This will play a very important
role in speeding up the process of the establishment of the Northeast
Asia Bank. Secondly, the road map for the research to propel the
creation of the Northeast Asia Bank can be determined through this
conference, which will turn our research findings into substantive
results made by the financial cooperation of countries. Thirdly, the
research on bank design and the work of persuading national
governments into agreeing should be combined together. The
Northeast Asia Economic Forum and the participating representatives
will report the results of this conference to national governments and
struggle for the inclusion of the establishment of the Northeast Asia
Bank in the agenda of the heads of government of Korea, Japan
and China this year to turn the research findings of our nongovernmental organization into governmental decisions and actions.
At last, I want to say that in the context of the international
financial crisis, the significance of financial cooperation in Northeast
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Asia will surely surpass the original intension of collecting funds and
carrying out regional joint development to collectively benefit the
whole region. It will make up the investment gap of multilateral
financial institutions such as the World Bank and Asian Development
Bank and assume the responsibility of realizing the regional currency
diversification, lowering interest rate risk and maintaining regional
financial stability.
My report is finished. Thank you, Mr. Chairman.

Northeast Asian Development Finance
Cooperation: The New Bank and the Support
Network
7)

Chiba Yasuhiro* and Yamamoto Takashi**

1. Recent Trend on Financial Cooperation in Northeast Asia
It has been around 18 years since the argument over the
foundation of the Northeast Asian Development Bank (NEADB), as
well as the design of financial cooperation in Northeast Asia, was
addressed. The construction of financial strategies in Northeast Asia
has been a long, pending issue regarding the economic development
of the area. With the financial crisis originating in the United States,
the shape of Northeast Asian development finance cooperation is
being explored. The track-one Japan-China-ROK Trilateral Summit
was held in December 2008 and a new framework is being sought.
1.1. 17th Northeast Asia Economic Forum
In October 2008, amid the global financial crisis, the 17th Northeast
Asia Economic Forum was held in Tianjin, where concepts and
measures for development finance cooperation in Northeast Asia
were extensively discussed.1) In the concluding statement of the
conference, the establishment of a sub-regional development bank,
* Board Member of Northeast Asian Studies & Exchange Network, Japan.
** Associate Professor of Economics, Akita International University.
1) Ma (2006) proposes to establish a “Northeast Asia Bank,” not “Northeast Asian
Development Bank,” and to locate its headquarters in Binhai New Area of
Tianjin. The operation of the Northeast Asia Bank is proposed to include loan,
equity finance, investment co-financing, project trust, and information and
technical services, and it is wider than the proposed operations of the NEADB.
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the “Northeast Asian Bank for Cooperation and Development (NEABCD),”
was proposed to have a complementary relationship with the Asian
Development Bank, and the “Research Center for Financial Cooperation
in Northeast Asia” was proposed to be established at Nankai University
in Tianjin, China.
1.2. 2nd Northeast Asian Area Cooperation Development International
Forum
In June 2009, Northeast Asian Area Cooperation Development
International Forum was held in Harbin, China, and proposed on
concept of “Northeast Asia Financial Corporation” (NEAFC) establishing
a Northeast Asian version of the International Finance Corporation
(IFC). The IFC is a member institution of the World Bank Group, and
would mostly promote private sector investment by providing
guarantees, participating in development finance through co-financing,
and even by directly executing equity investment in potentially
promising private firms in developing countries.
To make sure that those “new bank” will reflect the genuine
needs in Northeast Asia, it is worth looking at the concept and
proposals, and examining requirements of development finance cooperation
in Northeast Asia

2. Need for Cooperative Framework in Development Finance
Northeast Asia needs institutions of development financial cooperation
as well as development finance support network. Agencies for
development finance cooperation and those for development vision
formulation are both obliged to demonstrate in concrete form that
investment into Northeast Asia would be profitable and/or bring
positive externalities.
Without financial resources, no vision or projects can be realized.
Without development vision, investment will be deterred. Reasons
that the areas with potential development capacity have not received
much direct investment from outside the region include (1) the
region lacks a “regional grand design,” which should demonstrate in
obvious form strategies to construct a Northeast Asian economic network;
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(2) a comprehensive framework for financial resources to upgrade
infrastructure does not exist in Northeast Asia. There are also
problems that must be solved to establish a development finance
mechanism and to optimize economic development of Northeast Asia.
In particular, the DPRK, as seen in the Tumen River Area Development
Programme, has posed a “political difficulty” against the creation of
Northeast Asian development finance schemes.

3. Construction of a Development Financial Support Network
We illustrate the strategic construction of a development finance
support network as a development funding cooperation mechanism
with a development vision.
3.1. Philosophical Framework
The Northeast Asia Symbiosis Area (Figure 1) presents an ideal
Figure 1. Proposed Institutional Framework in Northeast Asia
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design for the future based on peace and substantial financial
resources. Three basic conditions in the design are human life security,
food security, and energy security. The leading actors to maintain
these conditions are the local residents and civil societies. Three
components of this design are the “Northeast Asia Development
Vision” (the grand design for Northeast Asia), the “Northeast Asian
Development Finance Design” (Funds Cooperation System) and the
“Northeast Asia Economy and its Social Development Mechanism”
(Organization for Asian Economic and Social Development). These
provide the complementary supports to the main activities carried
out by the local citizens. This fundamental premise was inspired by
the view in the “global environmental symbiosis area.” The term
“symbiosis area” in this paper means the economically cooperative
area in Northeast Asia. This presentation proposes a “Regional Development Design by Japan, China, and South Korea” as a possible action
plan. It is necessary to re-examine the economic system in Northeast
Asia from the aspect of economic rationality based on cooperative
security.
3.2. Concept for Linked Development Financing
The theoretical outline of financial cooperation in Northeast Asia
(Figure 2) is a road map for the region. The establishment of the new
bank is an essential base for the supply of development fund. The
figure indicates that international financial institutions and each
government must mutually cooperate. The new bank, illustrated as
NEABCD, will play a catalytic role in the development finance
project in Northeast Asia, taking advantage of its capital and trust as
a regional financial institution. As for a strategy to promote the
potential investment demand of Northeast Asia, it is necessary to
induce the capital inflow from the private sector by maintaining the
loan structure and the technical support system based on the
direction of international support organizations.
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Figure 2. Proposed Linked Development Financing
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3.3. Strategic Construction of a Regional Financial Cooperation Scheme2)
In order to implement the grand design for Northeast Asia, we
must build a financial support system. Here, we will make some
observations concerning what system we could use to obtain financial
support. An all-inclusive platform (Figure 3) has to have the
functions not only of planning, adjusting, and monitoring, but also of
2) Discussion on “the Organization for Northeast Asian Economic and Social
Development” and “Grand Design in Northeast Asia” was taken from Nakano
(2003b) and NIRA (2003).
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Figure 3. Organization for Northeast Asian Economic and
Social Development
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providing financial support, we proposed that the Northeast Asia
Economic and Social Development Organization could be established
under the all-inclusive platform for grand design promotion. This
mechanism can have the following three financial support
sub-divisions:
ⅰ) Fund that deals with concessional loans
ⅱ) Facility to deal with private sector capital, investment guarantee,
and CDM
ⅲ) Agency that deals with social development, poverty alleviation,
and micro-finance
These subsystems should not necessarily be centralized in headquarters;
each can be located in any areas of Northeast Asia, andbe supported
by the new bank, NEABCD.
Three major issues need to be handled in Northeast Asia, centered
on the Japan-China-Korea triangle. The first is to build infrastructure
to improve the developing areas of Northeast Asia (Northeast China,
North Korea, Mongolia, and the Russian Far East) where negative
effects of the cold war remain. The second is to create a financial
system that takes into account the lessons of the 1997 East Asian
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currency crisis and 2008-09 global financial crisis. The third is to
strengthen economic and social functions in order to promote stability
on the Korean peninsula.
3.4. Concept of “Organization for Northeast Asian Economic and Social
Development”
One idea is to establish a new international organization to handle
these three issues: an Organization for Northeast Asian Economic and
Social Development, led by Japan, China, and South Korea. By equally
sharing these responsibilities and utilizing their respective comparative
advantages, Japan, China, and South Korea could together serve three
functions: develop Northeast Asian infrastructure in China, act as a
financial mechanism in Japan, and promote stability on the Korean
peninsula through economic and social development.
Two organizations for financial cooperation in Northeast Asia
should be introduced here: the Northeast Asia Development Financing
Council (NADFC) and the Northeast Asia Export Credit Agency
(NAECA). NADFC was inaugurated in May 16, 2004, corollary to the
minutes of understanding, by Korea Development Bank, China Development
Bank, and Mizuho Corporate Bank. NAECA was inaugurated in May,
2005, by Korea Export-Import Bank, China Export-Import Bank, and
Japan Bank for International Cooperation. The formation of NADFC
and NAECA will become an important step toward regional cooperation.
Both are generally regarded as the preliminary components in the
NEADB design, as they represent the cooperative system of the
governmental banks as well as the private banks in Japan, China, and
South Korea. At the same time, these two organizations are expected
to play a part in the co-financial system of the future NEABCD project.

4. Suggestions For Further Discussion
This section aims to suggest the requirements of development
finance cooperation in the area under the following headings: (1) new
direction for international finance cooperation by Japan, (2) additional
beneficiaries for the new mechanism, (3) functions requested for a
new bank, (4) investing and financing cross-border projects, and (5)
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cross-borer cooperation organization.
4.1. New direction for international finance cooperation by Japan
•International finance support of Japan focused on financial
market restoration after the end of “subprime lending bubble”.
•Ultimately, Japanese economic recovery needs global demandside recovery.
•Japanese financial assistance should go to Asian countries,
which may lead the recovery of global demand.
•Extra effects expected in Asian countries with development
potentials, including the Greater Mekong Development Area,
which ADB is supporting actively.
4.2. Additional beneficiaries for the new mechanism
•Japanese regional economic recovery needed
•But cannot rely on subsidies from national government
•Need to mobilize fund from financial markets or international
sources
•Financial methods are limited for local governments
•Can local government be beneficiaries of loans and investment
from the new bank?
•Great news if it is YES.
•Motivation for more political support for the new bank
4.3. Functions requested for a new bank
•Functions should include not only mainstream finance, such as
loans, guarantee, and investment, but also technical assistance.
•Catalyst function is also needed to urge private sector investment,
since projects in Northeast Asian are large.
4.4. Investing and financing cross-border projects
•Even the World Bank and the Asia Development Bank have
limited experience.
•A new bank needs to develop technique for project appraisal
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and supervision for investment and/or loans.
•Real-world case studies are needed for this purpose.
4.5. Cross-border cooperation organization
•“Cross-border cooperation organization” (EU model) for comprehensive
cooperation among municipalities, nations, supranational organizations,
international organizations, and international NPOs.
•EU’s example
•Implementation in Northeast Asia
•Real-world case study: Ferry route project across Sea of Japan
/East Sea
•Investment and financing for transportation infrastructure
•Private-Public partnership
•Investment from local government of four countries and private
firms
•South Korea 51 percent, Russia 17 percent, Japan 16 percent,
China 16%
•Model case for the cross-border development initiatives such as
Busan-Fukuoka Cross-Border Regional Development for project
finance

5. Concluding Remarks
Without going against market economics and globalization, a
control tower can be established to guide the creation of an economic
sphere based on Asian values and cooperation among Japan, China,
and South Korea–under the “Organization for Northeast Asian Economic
and Social Development.” This paper proposes a “Regional Development
Design by Japan, China, and South Korea” and “Northeast Asian
Development Finance Design” as a possible action plan. It will be
more necessary to re-examine the economic system in Northeast Asia
from the aspect of economic rationality based on cooperative security.
Now is the time Northeast Asia had its blueprint for cooperative
security, focusing on multilateral and economic cooperation. Most
important, is the creation of a “symbiotic community” that is able to
meet the challenges of the twenty-first century.
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Proposal for the Roadmap of the Northeast
Asia Bank for Cooperation and Development
3)

Zhang Xiaoyan*
Dear respected Chairman Cho,
Ladies and gentlemen,
Good afternoon!
On behalf of the Research Centre of Northeast Financial Cooperation,
I will first share with everyone present today the initial work we
have done so far as to the preparation for the establishment of
Northeast Asian Cooperative and Development Bank, and put forward
here the roadmap to accelerate its fulfillment for discussion.

1. An Overview of the Preparation for the Establishment of
Northeast Asian Cooperative and Development Bank
In 1991, during the first annual session of the Northeast Asia
Economic Forum held in Tianjin, Dr. Nam Duk-Woo, Former President
of the Republic of Korea, and Mr. Ma Hong, the Former Director of
the Research Center for Development and Reform of the State
Council of China, presented there together the design to establish an
organization of Northeast Asian financial cooperation.
Under the direct leadership of Dr. Cho Lee-Jay, and together
with the continuous exchanges on and discussions about it by many
people of insight from various countries, it has clearly come to a
common understanding the establishment of Northeast Asian Cooperative
and Development Bank (hereafter referred to as “the Bank”) becomes
an important issue of discussion in the many sessions of annual
forums thereafter.
* Director, Research Center of Northeast Asian Finance Cooperation.
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By the end of October, 2008, during the 17th Northeast Asian
Economic Forum in Tianjin, further discussion was carried out
focusing on in-depth economic and financial cooperation in Northeast
Asia, which produced the decision to put into action the establishment of the Bank, and most important of all, the formulation of the
Tianjin Binhai Manifesto.
Until present, the Northeast Asia Economic Forum has held five
sessions of special member meetings on the financial cooperation in
Northeast Asia. I am happy to see that the preparation to establish
the Bank is “progressing from discussions to actions.”
The executive vice governor has just talked about the various
supportive efforts made by the Chinese government as to the establishment of the Bank. It is quite obvious that the Chinese government is
always giving priority to and supporting the regional finance cooperation.
I will take the opportunity here to briefly make an overview of the
efforts made by the Research Centre of Northeast Asian Financial
Cooperation.
First, I shall assess the precious time and opportunity to prepare
the set-up of an international research center for finance cooperation.
In the early October of 2008, Mr. Wang Shuzu and Dr.Stanley
Katz ,upon the invitation by Chairman Cho, met at the University of
Hawaii and conducted a fruitful exchange and discussion on the
establishment of the Research Centre of Northeast Asian Finance
Cooperation. During their meeting, Chairman Cho conveyed the positive
reactions from Japan and the Republic of Korea toward the founding
of the Center.
In late October, under the direction of the Northeast Asia Economic
Forum, the Research Centre of Northeast Asian Finance Cooperation
was officially established. Professor Jiang Zhenghua, Vice Head of the
National People’s Congress Committee, and Chairman Cho unveiled
the plaque for the Centre located at Nankai University, and participated
in the inaugural meeting of the Board of Governors of the Centre,
and the first meeting of the Center’s Advisory Consultancy Committee.
During the meeting, the nominees for management of the Centre
were discussed and approved. Chairman Cho was elected Director of
the Board of Governors, and Mr. Wang Shuzu was elected Executive
Vice Chairman. Dr. Stanley Katz was elected Coordinator of the
Center’s Advisory and Steering Committee. Honorary Chairman, Governors,
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and Advisory Consultants were also elected among the influential
government officials, bankers and scholars from China, Japan and the
Republic of Korea.
In order to make it an international research center of finance
cooperation, as the Director, I have strictly followed the Agreement
of the Centre, and the requirements by the Director and the Executive
Vice Director of the Board of Governors, to give top priority to
Centre’s hardware, that is, to choose a place and construct a building
for experts and scholars from Northeast Asian countries to do research
there. Through our efforts, we have successfully obtained a grant of
8 million yuan RMB from the Tianjin Municipal Government.
In the meantime, we are seizing the time to prepare the draft
version of the agreement on establishing the Bank.
As the central think tank for the Bank, it is advisable for the
Centre to provide special research on the top issues regarding finance
cooperation. Organized and led by Mr. Wang, the Executive Vice
Director, the Center first initiated the Chinese Research Team, which
is under the leadership of Professor Ma, Director of the School of
Economics, Nankai University. Subsequently, topic conferences were
held both in Beijing and Tianjin. Many financial experts, who used to
work in the World Bank, IMF, and ADB, were invited, and
formulated the draft version of the Agreement on Establishing the
Northeast Asian Cooperative and Development Bank.
In the meantime, and by the end of 2008, we summarized all the
efforts made by the Northeast Asia Economic Forum in organizing
the people concerned from China, Japan and Korea to promote
regional finance cooperation, and presented to the State Council the
“Work Report on Promoting the Establishment of Northeast Asian
Cooperative and Development Bank” in the name of the Tianjin
Municipal Government. Major leaders of the State Council have given
it high regard, and requested the Central Government’s financial
regulation departments to study the Work Report and provide
suggestions for further improvement.
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2. Actual Initiative Program and Action Plan Accelerating the
Establishment of the Bank
The present international economic and financial situation brings
a big challenge to every country all over the world. The global
financial turmoil is exerting far-reaching impact on the development
pattern of the world economy and monetary systems, thus more
voices are calling for international monetary diversification.
Therefore, the principle of in-depth regional financial cooperation
set out by leaders of China, Japan and the Republic of Korea will
benefit the regional countries in strengthening their abilities to
prevent financial risks and resist the spread of the financial crisis,
and in exploring and establishing a new international monetary order
as well.
I fully agree with President Tong Jiadong on his ideas with
regard to the reform of the global financial system and financial
cooperation in Asian countries. In addition, I also share his view in
the aspect of the establishment of the Bank consistent with the
common understanding of the international community “to encourage
regional financial cooperation, and to fully make use of rescuing
power with regional capital resources.”
In May of 2009, leaders of ten ASEAN member countries and the
finance ministers of China, Japan, and the Republic of Korea reached
an agreement on the establishment of a foreign exchange reserve
with USD 120 billion in Asian regions. The establishment of such a
reserve serves as a typical example of regional finance cooperation.
The Northeast Asian Cooperative and Development Bank will be an
important attempt to set up such a mechanism.
Therefore, preliminarily presented here is a roadmap of five steps
towards establishing the Bank, based on the consideration of using
the Research Centre of Northeast Asian Finance Cooperation as the
platform to achieve such an objective through internationally
cooperative research.
2.1. To Complete the Fundamental Research Work on the Establishment
of the Bank.
It is a systematic process to establish both a regional and international
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bank, thus research reports on various aspects will be needed to
provide important references for decision-makers of the governments
concerned.
The Research Centre is preparing to set up several working
teams to research different topics. For instance, one team will be
organized and led by the Chinese side. It will, based on the suggestions
and recommendations by representatives participating in this conference,
make amendments to the Agreement Establishing Northeast Asian
Cooperative and Development Bank, and improve the plan of establishing
the Bank.
Another team is suggested to be organized and led by the Japan
Bank for International Cooperation, and will research the Bank’s
organizational structure and the mode of its operation and management.
One more team will be organized and led by the Export-Import
Bank of Korea, or Korea Development Bank, and will research the
demand for and the training of professionals of financial management
to be needed by the Bank.
The last team will be once again organized and led by the
Chinese side, and will research the conditions needed for the location
of the Bank, and study the conditions provided for.
These research reports, once completed, will invite suggestions
from experts of the countries concerned for improvement to reach a
final agreement. We suggest that, directed and coordinated by Chairman
Cho, the basic work of these researchers will be coordinated among
the banks and research organizations of Japan, the Republic of Korea,
the U.S. and other countries and the Research Centre, and hopefully
be finalized around August 2009, which will make the Centre
gradually become an international research center to its true meaning.
2.2. To Present Report to the Government of its Own Regarding the
Preparation Work for the Establishment of the Bank.
We suggest that by around July 2009, the Research Centre, on
behalf of the Northeast Asia Economic Forum, will have worked out
the latest research report on the preparation of the establishment of
the Bank, including together the contents consulted with and agreed
upon by representatives concerned for the establishment of the Bank.
It is hoped that such a research report will be presented by represen-
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tatives to their governments respectively for consideration. Three ways
are suggested to present such report: 1) through the Northeast Asian
Economic Forum; 2) through influential government leaders, or
former officials of the government; and 3) through the entities or
enterprises of the countries which will invest in the Bank.
2.3. To Actively Suggest the Countries put Establishment of the Bank
on their Agendas
In order to transform the common understanding reached by
non-government parties into government decisions, it is necessary
for us to present the series of research reports to the respective
governments. It is suggested that the research results on establishing
the Bank be reported at the Annual Forum to be held this year.
The Forum will formulate a report, and present it officially to the
governments of Northeast Asian countries respectively. The report
should specifically appeal to finance minister meetings or bank president
meetings of China, Japan and the Republic of Korea, through the
bilateral or multilateral exchanges of opinions and suggestions, for
initiating contacts and consultations between governments. In
addition, it should appeal for communication among governments of
Russia and Mongolia and of other countries in the same manner. We
will try our best, hopefully by the end of 2009, to make it a reality
that the respective governments put establishment of the Bank their
agendas, establish the consultancy mechanism of the government
level among the countries concerned, and achieve the cooperation
between the related government departments and the Forum through
cooperative discussion on the establishment of the Bank.
2.4. To Make Lobbying Efforts for Government Support and Approval
of the Proposal to Establish the Bank
It is planned that in May 2010, under the direction of the Forum,
the Research Centre will organize a lobbying group consisting of
experts from the countries concerned to present the Forum’s research
result reports to the related government departments to promote
establishment of the Bank. The Forum will also call a special meeting
in which the Research Centre makes a detailed presentation on the
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necessity and proposal to establish the Bank, with a view to obtain
understanding and support from representatives present of the
countries concerned. Representatives will, with consideration of the
guidance of the Forum and the actual situation of their countries,
consult with governments on investment, try to get the approval
from the government, and, if possible, obtain government support.
2.5. To Facilitate the Work of the Bank’s Prep Group
Around May 2010, it is planned that the Forum will promote the
countries concerned to designate representatives to set up the Bank’s
prep group. As to the Research Centre, it will organize the experts to
carry out further research regarding the matters relevant to the
establishment of the Bank, and to work out a report of constructive
significance.
The five-step roadmap explained above is the preliminary thinking
held by the Research Centre, which will need to be improved and
substantiated in actual practice. In the process of promoting and
accelerating the establishment of the Bank, we sincerely hope that the
Research Centre will achieve active function with the help and
support from government officials, experts and scholars.

Economic Integration of Northeast Asia and
the Function of the Northeast Asia Bank
of Cooperation and Development
4)

Ma Junlu*
The tentative plan to establish the Northeast Asia Bank for
Cooperation and Development (NEABCD) was initiated and first
proposed by Mr. Nam Duk-Woo, the then-Prime Minister of the
Republic of Korea, and Mr. Ma Hong, Director of the Development
Research Center of the State Council of the People’s Republic of
China (PRC) in 1991 during the 1st annual conference of the Northeast
Asia Economic Forum. In 1999, the issue of regional financial
cooperation was intensively discussed during the 9th annual conference
of the Northeast Asia Economic Forum held in Tianjin, and a proposal
was put forward as to the headquarters location of the proposed
NEABCD, which was to be set in Tianjin. Thereafter, the proposal of
establishing the NEABCD has remained an important research topic.
In 2003, the Pacific Economic Cooperation Council (PECC) organized
a conference in Tianjin, during which a common understanding was
reached by the PRC, Japan and the ROK as to co-sponsoring the
establishment of the proposed NEABCD. It was suggested that the
proposed NEABCD should be a joint-stock commercial bank, with
private financial institutions and enterprises as its main shareholders,
seeking profit as its business purpose, and “serving for the economic
development in Northeast Asia” as its business principle. During the
closing of the 17th annual conference of the Northeast Asia Economic
Forum in October, 2008, the participants presented “Tianjin Binhai
Manifesto”, and decided to work out an action plan to prepare the
establishment of the NEABCD.

* Dean, School of Economics, Nankai University.
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1. Functions of the Northeast Asia Bank for Cooperation and
Development
The six countries in Northeast Asia area have strong complementarities
in various aspects, such as in natural resources, industries and trade.
For instance, China has a fast-paced growing market and low-cost
labor resources; Japan and the ROK have a vast surplus capital and
advanced technology and management; Russia has an advantage in
its technology, natural resources and potential market; and Mongolia
and the Democratic People’s Republic of Korea (DPRK) are rich in
their untapped resources. Therefore, the demands of these countries
are different in their process of seeking regional cooperation in terms
of investment, financing, and technology. Furthermore, it is highly
necessary that there should be a multilateral institution or platform
that can balance the interests of the various parties and effectively
allocate capital as well.
1.1. The Northeast Asia Bank for Cooperation and Development
will be Charged with the Following Functions:
ⅰ) To promote and guide the investment of government capital
in order to speed up further development in the Northeast
Asia area;
ⅱ) To provide long-term finance for infrastructure construction
by utilizing the Bank’s own capital, or through fundraising
and obtaining other resources;
ⅲ) To encourage private capital to be invested in those projects
and industries that will be helpful for economic development
through collaborated fundraising;
ⅳ) To cooperate with member countries in making adjustments
in their development policies so as to make better use of
their resources, and push forward in-depth development among
regional countries;
ⅴ) To provide technological support for the projects in terms of
their preliminary work, fundraising, and implementation, including
the priority rights given to special projects and the research
conducted for project organization.
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In addition, the Bank will seek cooperation with countries and
multilateral financial institutions outside the region to introduce
advanced development and investment experience and technology.

2. Models to be Adopted in Fundraising for and Management
of Cross-border Projects
It is commonly understood that cross-border projects involve
many countries in their actual development, which requires the
cooperation of several countries. These projects are usually characterized
as being large-scale, weak in profit-making ability, and having longterm investment return.
Generally, the fundraising for and management of cross-border
projects are undertaken by international or regional cooperative and
development financial institutions such as the World Bank or Asia
Development Bank. The following is a classification of the main types
of fundraising for and management of cross-border projects:
World Bank model: involvement in the projects is usually made
through lending and guarantee, to integrate and push forward the
project’s development.
Asia Development Bank model: its “self-raising fund” model
mainly includes ordinary capital resources, Asia development fund,
technical support, and innovative instruments. The “co-financing” and
“partner fundraising platform” is regarded as its “external” resource
channel. Its management of cross-border projects is executed through
signing relevant financial aid agreements with governments or organizations who receive the aid, supervising project progress, selecting
project advisers, and so on.
American Development Bank model: the American Development
Bank usually concludes that cross-border projects should be aimed at
eliminating poverty, and accelerating regional integration, with a
consideration as well of the project’s total cost and quality. Its
fundraising is achieved through: 1) raising funds internationally; and
2) raising funds in domestic capital markets. Its management of
cross-border projects has adopted new regulatory approaches, and
changed the original vertical monopoly management to horizontal
competitive management.
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African Development Bank Group model: in addition to its own
capital, the funds raised for cross-border projects also comes from
ABEDA, IMF, WADB, EDF, and governments. The financial products
provided for cross-border projects mainly include loans, risk management products, guarantees, and so on. Its management of cross-border
projects is divided into three layers: global layer, country layer, and
project layer.
European Development Bank model: its projects serve the political
purposes of the European Union. Its funds are mainly raised in
international capital markets via bond issuance. Its management of
the projects consists of three processes: financial monitoring, physical
supervision, and post-project evaluation.
Nordic Investment Bank model: its cross-border investment aims
at making loans to developing countries (including countries having
trade relations with Nordic countries), and is more inclined to make
loans to middle-income developing countries. Its loaned funds mainly
include three types: ordinary loans, project investment loans, and
environment investment loans. After signing the loan contract, it
monitors the risks of projects from time to time, and adopts necessary
methods to prevent risk transmission.
Based on the research of determining, financing and managing
the cross-border projects, and with reference to the case studies of
major cross-border projects, it is firmly believed that the establishment
of the Northeast Asia Bank for Cooperation and Development is of
great significance both for the fundraising and management of future
cross-border projects in Northeast Asia.

3. Governance Structure of the Northeast Asia Bank for Cooperation and Development
3.1. Capital and Equity Ratio
The current practice of multilateral financial institutions is to take
the total GDP amount of the region as the chief reference to fix the
total capital amount, i.e. to fix the ratio of the bank’s capital amount
to the total GDP amount of all countries in the region. In our case
the capital amount of the Bank will be mainly determined by taking
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reference to the GDP amounts of all countries in Northeast Asia,
while the investment demand in the region and the orientation of the
Bank will also be considered.
With regard to the following–such as the total GDP amount in
Northeast Asia, the current practice of the capital amount determined
by the membership countries of multilateral financial institutions, the
tremendous investment requirement in Northeast Asia, and the
Bank’s main objective of supplying funds to the basic facilities construction
in the region–we consider setting the ratio of the Bank’s total capital
amount to the GDP amount of all countries in Northeast Asia at 0.5
percent. Therefore, the Bank’s total capital amount will be USD 40
billion.
The equity of the Bank is composed of paid-up capital and callable
capital. The paid-up capital, which is the actual capital every member
country contributes, is the original capital when the Bank starts to
operate; the callable capital are back-up funds which will not be paid
unless the Bank is faced with an emergency or operation crisis.
In order to design the paid-up capital ratio, we must not only
draw from the experiences of other multilateral institutions, but also
take the financing needs and the economic strength in Northeast Asia
into account. The following table shows the paid-up and callable
capital ratio of the major multilateral institutions.
Table 1. Paid-up and Callable Ratios of the Major Multilateral
Institutions
Bank
World Bank

Paid-up Ratio

Callable Ratio

20％

80％

7％

93％

European Development Bank

30％

70％

American Development Bank

4.3％

95.7％

10.1％

89.9％

Asia Development Bank

Nordic Investment Bank

The Bank’s main objective is to supply funds for basic infrastructure
construction in Northeast Asia. These projects generally require huge
amounts of capital and take many years, thus the paid-up capital by
the membership countries should be as much as required for
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completion. In addition, in consideration of the economic strength of
every member country, the paid-up capital ratio will be set at 10
percent.
The detailed subscription approach is as followed:
ⅰ) Provided that the Bank’s total capital is USD 40 billion,
which will be raised by 4 million subscribed shares, each
will be worth USD 10,000.
ⅱ) The Bank’s paid-up capital ratio required is 10 percent, i.e.
total paid-up capital will be USD 4 billion.
ⅲ) Paid-up capital shall be paid within a number of years. Half
of the total amount shall be paid with a freely convertible
currency (e.g. US dollar); the rest may be paid in domestic
currency.
Two principles are critical to the design of the equity ratio
allocated to countries in the Northeast Asia Cooperative and Development Bank: first, equality and mutual benefit; second, the ratio shall
indicate the economic development and the potential development of
the member countries. To design such a ratio, we must first consider
the need to attract funds and import technology from developed
countries, so that a certain number of shares should be distributed to
those countries outside the region; second, we must put the interest
of local countries first, so they should be given the lion’s share. With
regard to the practice of other multilateral financial institutions and
the Bank’s principle objective to better serve the member countries in
Northeast Asia, the equity ratio of member countries in Northeast
Asia shall not be less than 60 percent; the remaining 40 percent shall
be subscribed by multilateral financial institutions or countries
outside the Northeast Asia region.
In designing such ratios, the World Bank and other institutions
use weighted average by taking into account three main economic
indicators: GDP, foreign exchange reserves, and foreign trade volume.
In selecting the economic indicators as reference for designing the
Bank’s equity ratio, on one hand, we should consider the factors of
GDP, foreign exchange reserves and foreign trade volume; on the
other hand, we should focus more on their respective growth rates,
which can show each country’s investment capability, actual economic
condition, and its development potential and interest claim. All of
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these are essential considerations in designing the Bank’s equity ratio
to each member country in Northeast Asia.
To design such a ratio, a comprehensive weighted average will
be used for the calculation of equity ratio allocated to the Bank’s member
countries in the region. It takes into account the three economic
indicators–GDP, foreign exchange reserve and foreign trade volume–
as well as their relevant growth rates. Based on the data from relevant
countries in Northeast Asia between the year 2000 and 2005, the
calculation is as follows:
Table 2. Equity Ratio of Six Member Countries in NEABCD
China

Japan

Korea

Russia

DPRK

Mongolia

30％

30％

14％

16％

4％

6％

In order to accelerate the establishment of the NEABCD, the
assigned governmental representatives of each country in Northeast
Asia are strongly advised to hold negotiations on the related issues
as early as possible. Considering the urgency its establishment, we
can be flexible in negotiation. For instance, the governmental policyoriented financial institutions of each country can hold negotiations
directly with the large publicly-held corporations to quicken the steps
for the NEABCD’s establishment. The governmental policy-oriented
financial institutions in Northeast Asia include the China Development
Bank, China Import and Export Bank, South Korea Development
Bank, South Korea Export and Import Bank, Russia Development
Bank, Development Bank of Japan, etc.
3.2. Capital Operation
At the early phase after the NEABCD’s establishment, because of
the relatively few shareholders and small capital, the main source of
funds will be the contributions of share-holder countries, including
investment from policy-oriented financial institutions and large
enterprises held by government. When the necessary conditions are
met, long-term funds and other funds with long-term character of
member countries can be absorbed directly.
With the increase of NEABCD’s shareholders in number and the
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enlargement of its capital, apart from submissions from shareholders,
other ways such as bond launching, funding and direct loaning can
be considered.
At the start period of the NEABCD’s establishment, due to its
small capital, the main field of capital use is operated by the “agent”
model, i.e. the project funds which are to be invested in Northeast
Asia from other multilateral financial institutions are consigned to
NEABCD. The funds can be received, paid, managed, and used by
the Bank according to the institution’s instructions or special objectives.
The agent businesses include information technology services, loan
transferable services, project consigned agent business, etc.
With the increasing channels of the NEABCD’s capital sources,
other ways of funds operation can be expanded, such as loans, stock
investment, joint financing, fund investment, technology aid and
grant aid.

4. Suggestions for Headquarters and Branch Locations of the
NEABCD
4.1. Analysis of Headquarters Location Selection by other Multilateral
Banks
From the headquarters location selection experiences of other
multilateral financial institutions, the headquarters site criteria of the
Bank should include unparalleled geographical location, convenient
transportation and communication, tremendous economic development
potential, favorable policy, and a stable financial environment.
4.2. Tianjin Binhai New Area to be NEABCD’s Headquarters Location
China has made tremendous achievements since its economic
reform and opening to the outside world. The market economy system
is being established and its open economy continues to develop
rapidly. China has been chosen as the primary world manufacturing
base in the global work allocation system. Further, China’s FDI has
continuously reached high levels around the world over the past few
years. In the aspect of finance system reform, after entry into the
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WTO, China has gradually carried out its finance opening policies
and has made progress in capital market reform and opening,
banking and interest marketing reform, finance regulation system
improvement, foreign exchange system and capital account reform,
and financial market innovation, which will undoubtedly create a
favorable economic and financial environment.
For many years the Tianjin Municipal Government has been
supporting economic cooperation in Northeast Asia, actively pushing
forward regional economic and financial cooperation, especially in
making continuous efforts in the preparatory work for the establishment of the NEABCD. It has successfully arranged meetings and
realized the in-depth discussions by organizations from both central
and local governments on the possibility of establishing the NEABCD.
In 2008, the Research Centre of Northeast Asia Financial Cooperation
was set up in Tianjin. Its founding has witnessed the implementation
of the Tianjin Binhai Manifesto into practice, and will surely play an
important role in speeding up the process of the NEABCD’s establishment.
Tianjin is abundant with various resources and has a strong
footing in the multi-level financial services system, financial regulatory
system, and financial product innovation capability, which will
provide the NEABCD with inclusive companion services.
Recently, the State Council has just approved the enlarged
administrative district of Binhai New Area. The new district government
has already listed financial development as a top priority among
many goals to be achieved.
In addition to the preferential policies given by Chinese government
towards Binhai New Area, the advantageous physical location of
Tianjin will facilitate the NEABCD in stretching its business and
services easily to all countries in the Northeast Asia region.
Locations for NEABCD branches should be decided with suggestions
from member countries
In order to achieve for smooth operation and easy communication,
there should be offices and branches in many countries, especially in
countries where cross-border projects are in process. It is suggested
the set up of branches take the model of commercial banks. As to the
selection of cities, suggestions by member countries should be respected
in line with their vision of financial reform and development.

The Comparison of Large-scale Cross-border
Financing and Project Management
5)

Ma Junlu*

1. Implication and Features of Large-scale Cross-border Financing
Cross-border financing derives from the concept of project
financing. According to the New Pageleifu Monetary and Financial
Dictionary (Vol. 2) project financing is funding for a discontinuous
investment or project that can be easily verified and falls into the
same category or class as other known investments.
While an ordinary investment and financing project takes place
domestically or in a foreign nation, the cross-border financing serves
for the project whose range exceeds the border of a single nation,
that is, the project is completed in more than one nation. This demands
the cooperation of several nations during the implementation process,
and is characterized by its low profitability, long payback period, and
large scale. Further, a cross-border project is mainly financed or
guaranteed by noncommercial large international or regional financial
institution, such as World Bank, Asian Development Bank, etc. The
targets of the cross-border project mainly involve energy, transportation,
environment, education and health, etc. Table 1 listed the major
large-scale cross-border projects funded by current international or
regional financial institution.

* Dean, School of Economics, Nankai University.
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Table 1. Major Large Cross-Border Projects Funded by Current
International or Regional Financial Institution
Name of Bank

Name of Project

World Bank

Nam Theun 2 Hydroelectric Project (NT2)of Laos
Europe-Western China International Transit
Corridor
West African Gas Pipeline

Asian Development
Bank

GMS
Greater Mekong Sub-region Program Central Asian
Regional Economic Cooperation Unit, CAREC
South Asia Sub-regional Economic Cooperation,
SASEC
Indonesia, Malaysia, Thailand Growth Triangle,
IMT-GT
Brunei, Indonesia, Malaysia, Philippines East
ASEAN Growth Area, BIMP-EAGA

Inter-American
Development Bank

Road Integration Plan
Road of Border for Argentina
Electrics Union System for Inter-American

African Development
Bank

Kankan-Kouremale-Bamako Road Project

European Investment
Bank

Trans-European Transport and Energy Networks,
TENs

Nordic Investment
Bank

Submarine Power Cable Between Norway and
Netherlands (the longest one in the world)

2. The Basic Mode of Financing and Project Management of
Large-Scale Cross-border Project
As the completion of large-scale cross-border financing and project
management is mostly achieved by large international or regional
cooperative developing financial institutions, the mode of financing
and project management can be classified briefly into the following
categories according to such criterion:
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2.1. The World Bank Mode
The World Bank always integrates and promotes the cross-border
projects as a way of providing loans and guarantee for the project.
The loan business is mainly provided by IBRD and IDA; while the
guarantee business is mainly completed by MIGA. Usually, the
World Bank acts as the multi-lateral support organization rather than
the sponsor for the large-scale cross-border infrastructure project.
Within cross-border projects in which the World Bank is involved, a
large proportion is supported by providing a guarantee for the projects.
Such a guarantee serves as a complement and support for the other
institutions (such as IBRD, IDA, IFC) and other bank loans, and is
deemed as a “catalyst” for the large-scale cross-border infrastructure
project, for the guaranteed debts often can obtain lower financing
cost and longer period.
In addition, large-scale cross-border infrastructure projects in
which the World Bank is involved are always prone to stimulate and
attract nonofficial private sector to engage in the process, such as to
make the operation and management process robust, elevate the
degree of market capitalization, and introduce competition. A largescale cross-border infrastructure project is often financed by the
Syndicated Loan: (1) in order to obtain a lower loan rate and avoid
foreign exchange risk, provide funds needed for domestic project
management and completion within each nation that can be obtained
from domestic banks; (2) cross-border commercial financial institutions
are mainly responsible for providing dollar loans needed; (3) multilateral
financial institutions serve a dominant role in coordination. On one
hand, they provide a large amount of loans for the project. On the
other hand, in order to attract nonofficial private sector and other
domestic and cross-border financial institutions, the World Bank act
as the guarantor for the project. By using its good reputation and
international impact, the World Bank can elevate the potential of the
project, and strengthen the “leverage” of the attracting more commercial
financial institutions.
2.2. The Asian Development Bank (ADB) Mode
The self-financing capital of ADB mainly includes a common source
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of capital, Asian Development Funds, technical support, and innovation
instrument, among which the common source of capital mainly
depends on the debt issued in the international market. The Asian
Development Funds is the largest special fund submitted to ADB; the
fund of technical support derives from the other special funds which
are also submitted to ADB. “Co-financing” and “Partner Financing
Platform” can be deemed as the “external” funding sources of ADB.
By co-financing the investment of the international institutions, the
provision of loans and appropriation for the project can be achieved;
through the partner financing platform, and a long-term financing
platform for a certain set of projects and field can be established.
Such platform can constantly absorb the investment from the
governments and private sector worldwide, and inject it into the
projects.
The project management of ADB is mainly carried out by different
offices through signing assistant agreements with the assisted
governments and executing agencies, supervising the executing
agencies and project implementing unit, selecting the consultant for
the projects, etc. The Executing Agency (EA) is the institution of the
assisted country responsible for the preparation, promotion, and
supervision of the project, which is often played by the government
or department responsible for different industries and fields of the
assisted country.
Project Implementing Unit (PIU) is the actual implementing institution
for the project, which is responsible for the bidding and management
of the project. Contractor bids according to the rules and a regulation
provided by ADB, International Bidding Rules, local bidding rules,
etc. and participates in the construction of the project, if it succeeds.
2.3. The Inter-American Development Bank Mode
Criteria for Inter-American Development Bank to approve a
cross-border project not only involves the elimination of poverty and
the acceleration of regional integration, but also involves the total
cost and the quality of the project. When the project is in line with
the main principle of the Inter-American Development Bank that
“gathering the power of all the member countries to provide financial
and technical support to the plans of the economy and social
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development of the Latin American countries,” borrowers can apply
for cross-border financing. The process in detail includes: first, borrowers
estimate the total fees of the project and identify the purviews of the
lenders and borrowers; second, borrowers choose a third part which
shares the same kind of business or nonprofit organization as a
project financing consultant; third, borrowers make and issue invitations
to tender; fourth, the Inter-American Development Bank evaluates the
quality and cost for the project applied from the following perspectives:
first, the project must be practical technically, then the evaluation
goes into the phase of price, and finally the total credit is obtained
by weighting the index of the quality and the cost; fifth, the InterAmerican Development Bank invites the company with the highest
total credit to negotiate the details of the contract.
The development of the cross-border financing includes two
directions. First, it includes an international financing component. On
the one hand, it is carried out by issuing new instruments for
financing infrastructure, such as the issue of international stock (such
as ADRs and GDRs). The financing cost of the nation will decrease
as the nation obtains a credit rating from the international rating
agencies. This allows private investors and institutional investors to
enter with capital from pension and insurance funds. On the other
hand, there is also a domestic component initiated by one or several
countries which establish responsible organizations domestically (such
as state administration bodies and national funds). In this case, the
Inter-American Development Bank will associate with other international
financial institutions (such as the World Bank) to finance the projects.
The subsequent management of the projects should be carried out by
the host country. Besides the management function, the Inter-American
Development Bank positively promotes the innovative financial products
by establishing infrastructure funds for cross-border infrastructure
projects, issuing infrastructure bonds, and securitizing and leasing.
Second, there is the role of financing within the domestic capital
market. Considering that residents prefer short-term financing, the
Inter-American Development Bank makes efforts to stimulate the
development of institutional investors (such as pension funds and
insurance agencies), and the supporting market institutions (such as
investment banks and credit rating agencies), so as to finance for the
large amount of funds necessary for cross-border projects.

196 Financing for Regional Economic Integration for Northeast Asia

The Inter-American Development Bank also implements new
methods to supervise the management of the cross-border projects,
and in this way introduces market competition by transforming the
original vertical monopoly management structure into a parallel
competitive structure (e.g. the government introduces private investors
in this way of leasing into the monopoly industries of utilities, water
and electric). The specific ways of this method are mainly related to
the distribution of property rights, including corporatization, lease,
concession contract, fully privatized. The main purpose is to create
efficient way to increase supply and obtain profit.
2.4. The African Development Bank Mode
The approval of cross-border project by the African Development
Bank is usually achieved by the African Development Bank Group
and the countries within the African region that borrow the money
according to the mid-to-long term development strategy and Documentation of operational procedures of (CSP). CSP will consider the result,
urgency and development schedules and poverty reduction goals of
the country. When preparing the CSP, the African Development Bank
Group will negotiate closely with the borrowing country and its
stockholders, including non-governmental societies, non-governmental
organizations, private sectors, and the development partners of the
country. By carrying out economic analysis and multidisciplinary
research, the Bank will analyze the macroeconomy and financial
feature of the country, evaluate its economic environment, as well as
forecast the prospects of its economy.
The source of funding of the African Development Bank includes
not only the bank itself, but also ABEDA, IMF, WADB, EDF and the
governments, etc. The financial products for the cross-border project
provided by The Bank include loans, risk management products,
guarantees, etc.
The guidance provided by the Bank on the financial management
of the cross-border projects involves three phases: the global phase,
national phase and the project phase. Usually, the management for
projects involves three phases: first, the national part, which is
usually managed by countries; second, the Bank will establish IPCC
to manage and assign tasks; third, the Bank will establish a Depart-
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ment Management Committee.
2.5. The European Investment Bank (EIB) Mode
The projects financed by EIB must serve a political target, e.g. in
order to realize the development and integration of the European
Union, the project will establish a large-scale cross-Europe infrastructure
net covering traffic, energy or telecom. Most projects (approximately
90 percent) of EIB take place within the European Union, of which
the goal is to support the development and integration of the region.
Externally, the loans made by the EIB aim mainly at supporting the
development of the cooperative policies for EU as well as its
partners. The funds of EIB are mainly obtained by issuing bonds in
the international capital market, and the bonds are purchased by the
international institutional investors as well as private investors. The
supervision of projects implemented by EIB is carried out from the
beginning of the project to the end, including the implementation, the
operation, and the sign of the contract and the settlement of the
loans. The Bank will supervise the service of the loan-making
process, whether the utility of the fund complies with the target and
prediction. The banks will also gather information on the development
of the project concerned by the sponsors and partners. This will also
guarantee the implementation of the project is in line with the
contract and evaluate the result of the investment. The phases can be
classified into financial supervision, physical inspection and ex-post
evaluation.
2.6. The Nordic Investment Bank (NIB) Mode
The cross-border projects financed by NIB involves more than 30
countries, with the goal of making loans to the privileged projects in
the developing countries (including the countries trade with Northern
Europe), so as to enhance the cooperation among the countries within
Northern Europe, as well as increase the output and export. This is
the overall principle of NIB. The loan-making fields are “Nordic
interested projects,” which are traditional competitive projects in Northern
Europe, including: water and electric, traffic, telecom, papermaking,
feed proceeding, forest products processing industries, fishery food
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processing, industrial modernization, technological processes, etc.
The counterparties of EIB on the loan business fall into the following
categories: sovereign wealth funds (loans made to or guaranteed by
the governments), public entities, municipal governments, enterprises,
and financial institutions (banks). These counterparties comply with
the principles and strategies of EIB. Different counterparties apply
special policies if necessary.
EIB provides privileged loans for the projects involve companies
or firms in two or more Nordic countries. Such Nordic cooperation
can be either joint venture or long-term cooperation. Practically,
instead of strictly demanding for two or more Nordic countries to
participate, EIB provides loans to the Nordic suppliers who can
provide the commodities and services for the projects, or establish
joint venture firms in borrowing countries. The loans of EIB can be
classified to three categories: ordinary loans, Project Investment Loans
(PIL), and MIL. EIB applies different credit policies according to
different loan categories.
The loan period of EIB is usually 10-13 years (with the extension
period of 2-5 years), and the rate is calculated by funding cost plus
spread (LIBOR plus a spread of 0.5 percent), or apply fixed rate with
a commitment fee rate of 0.5 percent. The loans can be made in
the form of U.S. dollar, Euro or special drawing rights, which all
depends on the borrowers. The participation of EIB is limited to
accomplishing the financing responsibility, and supervising the utility
of the loans in order to guarantee the funds all go to the authorized
projects. During the operation of each financing business, EIB must
commit to the regulations associated with the equal competitive
purchasing and bidding procedure.
Upon the approval of EIB, the Bank can supervise the implementation of the project after signing the documents as well as the pay
commitments, and apply proper measures to control risks and
prevent the contagious effects.

3. Case Study in the Management of Large Scale Cross-border
Projects
The Nam Theun 2 project is an outstanding example of how a
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large scale cross-border project can be worked out through working
with the private sector and multilateral organisations for sustainable
development with a strong focus on economic, social, and environment
requirements. NT2 is recognized by independent experts as having
the potential to greatly contribute to the country's development
objectives.
NT2 is forecast to generate average annual revenues of US$80
million to the Lao PDR in the form of taxes, royalty charges and
dividends over the life of the concession. Over the period of operation
income revenues will amount to more than US$2 billion. At the end
of the concession, the Project will be transferred to the Government
free of charge with all revenues thereafter accruing to the Lao state.

35%

15%

25%
25%

Nam Theun 2 Power
Company Limited，NTPC公司

Notes: 以是为NTPC提供贷款的金融机构, 或是为借款提供担保的金融机构:
Internationl Banks: ANZ Bank, BNP Paribas, Bank of Tokyo Mitsubishi, Calyon, Fortis
Bank, ING, KBC, SG and Standard Chartered.
Thai Commercial Bank: Bangkok Bank, Bank of Ayudhya, KASIKORNBANK, Krung
Thai Bank, Siam City Bank, Siam Commercial Bank and Thai Military Bank.
Bilateral or multilateral policy banks: World bank(IDA or MIGA), ABD, AFD(Agence
Française de Développement), Nordic Investment Bank(NIB), Thai Exim Bank, Proparco.
Guarantor and Export Loan Institutes: IDA, ABD, MIGA, Coface of France, EKN of
Sweden, GIEK of Norway.
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NT2 will be one of the largest single sources of foreign exchange
income to Lao PDR.
To optimize the use of these revenues, the World Bank, other
multilateral institutions and the government are working together to
establish and ensure that the project's revenues will effectively serve
the long-term development of the country.
The government has agreed with the World Bank to implement
a Poverty Reduction Fund that is being initially sourced from International
Development Agency funds, and then from the government's taxes,
royalties and dividend revenues once the Project commences operation.
To manage the projects with total amount of $1.25 billion, the
three initiators and shareholders companies, EDF(share: 35 percent),
ITD (15 percent), EGCO(25 percent), and the Lao Holding State Enterprise
(25 percent) owned by Laos government established Nam Theun 2
Power Company Limited, NTPC to implement the NY2 Project
It is noted that multinational bank and financial institutes cannot
provide loans to NTPC directly because of the political risks in Laos
and Thailand. Hence upon the request from the Laos government,
the world bank provide Guarantee and insurance for the commercial
banks。 The detailed information is provided in table 2.
Table 2. Uses and Sources of Funds for NT2
Uses of Funds
Development Costs
Environmental/Social Costs
Head Construction Contract
Financing Costs
NTPC General and Administrative,
incl. Working Capital
Pre-operating and Other Costs
Total Base Costs
Contingencies
Total Project Cost

Equivalent
US$
（million）

Thai
（million）

US$
（million）

80
0
12,847
4,271

72
49
401
144

74
49
722
250

414

36

46

568
18,180
0
18,180

94
795
200
995

109
1,250
200
1,450
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Table 2. Continue
Sources of Funds

Thai
（million）

US$
（million）

Equivalent
US$
（million）

Equity
EDF（35%）

67

121

122

ITD（15%）

29

52

52

EGCO（持股 25%）

48

86

87

GOL（持股 25%）

48

86

87

Contingent Equity

0

100

100

Total Base Equity

192

345

350

Total Project Equity

192

445

450

债权 Debt
Thai Commercial Lenders

20,000

Commercial Loans covered by

500
200

200

42

42

42

42

42

42

Thai Exim Bank

30

30

Nordic Investment Bank

34

34

ADB OCR Loan

50

50

AFD

30

30

Proparco

30

30

ECA's–Coface, GIEK and EKN
Commercial Loans covered by
ADB PRG（Partial Risk Guarantee）
Commercial Loans covered by
IDA PRG
Commercial Loans covered by
MIGA Guarantees

Total Debt

20,000

500

1,000

Total Project Financing

20,192

945

1,450
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4. Conclusions and Policy Suggestions
Accelerating the establishment of large-scale infrastructures
within the region and integration is necessary for the development of
the region’s economy. However, at present, most planned large-scale
projects involve more than one country or region, and they are
usually cross-border projects. Considering the difference among the
countries in the aspects of political system, economic development,
culture and low system, the financing and project management of
these large-scale projects is more difficult to implement than ordinary
domestic large-scale projects. The regional cooperative development
banks emerge as a solution to the problems associated with
cross-border large-scale projects. The countries within the region of
Northeast Asia also encounter with these problems in pursuing
regional economic integration, typical of other parts of the globe. On
the basis of identifying the cross-border projects as well as briefly
analyzing financing and project management, we apply a specific
case study in order to compare strategies carried out by the major
regional cooperative development banks worldwide. Based on our
preliminary analysis we conclude that it could be beneficial for the
Northeast Asian area to establish a Northeast Cooperative
Development Bank in order to provide guidance for the financing
and project management of large-scale cross-border projects in the
future.

Analyzing a Strategy for Development Finance
Cooperation in Northeast Asia
6)

Yamamoto Takashi*
Development finance has been one of the most important
elements in promoting sustainable development in Northeast Asian
region. Many areas in the region have not experienced rapid and
high growth in spite of its growth potential. The diversity of the
region would become an engine of economic development once
proper institutional arrangement and physical infrastructure is
established. Constructing and maintaining new physical infrastructure
will require more financial resources, in addition to careful planning
and appropriate management. This article discusses possible development finance cooperation in Northeast Asia. A new international
financial institution, the Northeast Asia Development Bank (NEADB),
was proposed to fill the financial gap between regional capital
demand and possible supply of capital from private sector, donors
for bilateral assistance, and multilateral financial institutions. This
article analyzes the proposed NEADB, various responses to the
proposal, and possible measures for the establishment of the NEADB.

1. Capital Demand in Northeast Asia
Efforts have already been taken to estimate the volume of capital
demand in Northeast Asia, while international development finance
institutes have not released their estimates.1) Choo (2004) estimates
* Associate Professor, Akita National University.
1) The World Bank, the Asian Development Bank, and the Japan Bank for
International Cooperation published a joint research report, Connecting East Asia:
a New Framework for Infrastructure, in March 2005 and estimated the capital
demand for infrastructure development. The study, however, focuses on the
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the amount of capital demand for developing infrastructure in
Northeast Asia. His estimate shows that social capital demand for
infrastructure development in Northeast Asia will be 1,588.6 billion
dollars over the next ten years, with 1,345 billion dollars for PRC,
154.6 billion for South Korea, 15.2 billion for North Korea, and 73.8
billion for Mongolia and Far Eastern part of Russia. He also estimates
the size of development financing demand, defined as the required
fund for the development projects which are not fully funded by
fiscal expenditure and domestic financing. His estimate shows that
the development financing demand in Northeast Asia will be
approximately 10 percent of the total capital demand for infrastructure
development, because foreign investment and loans from private
sectors are available. Still, the size of development financing demand
in the region in total reaches 161 billion dollars over the next ten
years, with 81 billion for PRC, 27.9 billion for South Korea, 15.2
billion for North Korea, and 36.9 billion for Mongolia and Far
Eastern Russia.
Choo (2004) finds that existing international financial institutions
could not provide enough funds for the region. In 2003, the World
Bank provided 1.15 billion to Northeast Asian countries. ADB
provided 5.67 billion to the region in the same year. Japanese Official
Development Assistance (ODA), most prominent source of bilateral
financial assistance, would not be reliable in the near future, because
(1) Japan will terminate its ODA programs to PRC in 2008, and (2)
financial assistance to Russia and North Korea would not occur until
the diplomatic issues, such as territorial dispute with Russia and
kidnapping by North Korea, will resolve. He also finds that both the
World Bank and ADB allocate their assistance for human resources
development, poverty fighting, and preservation of environment.
Funding for infrastructure development is not promising from the
World Bank and ADB because it is not on their priority lists.

developing countries of the East Asia and Pacific region, which are members of
both the Asian Development Bank and the World Bank. Therefore, capital
demand of DPRK and Far Eastern Russia is not covered by the study.
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2. Proposal for the Northeast Asian Development Bank (NEADB)
The need for development financing mechanism has been recognized
among government officials and scholars since late 1980s, responding
to a growing need for development projects funding. The establishment
of a new regional development bank, Northeast Asian Development
Bank (NEADB), was first proposed in 1991 and continuously discussed
afterwards. The following table shows the chronology of discussion
on the proposed NEADB.
Table 1. Chronology of discussions on the proposed Northeast Asian
Development Bank
Year

Place

Event

Beijing

Development finance was on the agenda at the seminar
on the economic cooperation in Northeast Asia, co-organized
by Asia Pacific Institute in China and the East-West
Center (US).

1990

Seoul

Duck Woo Nam (former prime minister of South Korea)
raised the necessity of a regional development bank in
Northeast Asia at an international seminar on the new
order in East Asia, hosted by Dong-a Ilbo.

1991

Tianjin,
China

Nam proposed the establishment of the Northeast Asian
Development Bank (NEADB) in a presentation on the
future of the economic cooperation in Northeast Asia at
the First Northeast Asia Economic Forum.

Honolulu,
US

A team was organized at the East-West Center with
financial support from Korea Sanhak Foundation for the
feasibility study on the establishment of the NEADB.
Burnham O. Campbell (former Chief Economist, Asian
Development Bank) and Hiroshi Kakazu (Professor,
International University of Japan) led the team.

1989

1992

Campbell and Kakazu presented their feasibility study
report at the Fourth Northeast Asia Economic Forum.
Yongpyong, The report contained necessity of the NEADB, estimated
1993
South Korea capital demand in the region, capital investment from
possible member countries, organization and operation
of the Bank.
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Table 1. Continue
1995

1997

Niigata,
Japan

Nam mentioned the necessity of the proposed NEADB
in the keynote address “multilateral cooperation in
Northeast Asia” at the Fifth Northeast Asia Economic
Forum.

S. Stanley Katz (former Vice President, Asian Development
Bank) presented a paper “Capital demand for infrastructure
Ulanbaatar,
development in Northeast Asia–Necessity of the NEADB”
Mongolia
at the Seventh Northeast Asia Economic Forum. His
paper was referred later as the “Katz proposal”.
Yonago,
Japan

The proposal of the NEADB was reviewed at the First
Panel of Development Finance Experts in March. The
review continued at a panel discussion at the Eighth
Northeast Asia Economic Forum in July.

1999

Tianjin,
China

The NEADB proposal was discussed at the session of
development finance in Northeast Asia at the Ninth
Northeast Asia Economic Forum. Tianjin City Government
proposed that the headquarters of the NEADB be located
in Tianjin.

2000

Tianjin,
China

Technical details of the proposed NEADB were discussed
at the Second Panel of Development Finance Experts.
Policy makers and financial experts from Japan, Korea,
US, and China participated.

1998

The NEADB proposal was discussed at the development
finance session at the Tenth Northeast Asia Economic
Changchun,
Forum in April. The government of Changchun City
2001
China
invited the headquarters of the NEADB to be located in
Changchun.
Experts, government officials, and members of the
legislature of Korea, US, and Japan participated in the
Roundtable Meeting on the Establishment of the NEADB
2001 Osaka, Japan
in June. The agenda included the capital demand for
infrastructure development and the necessity of the
NEADB.
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Table 1. Continue

2002

Counterarguments for the proposed
presented at the Eleventh Northeast
Anchorage,
Forum in March, responding to major
US
proposal. The counterarguments included
of the Bank in creating the leverage in

NEADB were
Asia Economic
criticism to the
the effectiveness
capital market.

The Tokyo Foundation supported a research for the
establishment of the NEADB. The result was reported at
the development finance session of the international
2002 Osaka, Japan conference (NEAEF)“Toward the Northeast Asian
Community” in September. Experts and government
officials of China, Korea, Mongolia, Russia, EU, and
Japan presented comments.

2003

2004

2004

Brussels

Technical factors of the NEADB were presented at the
EU and NEA Parliamentarians Roundtable (NEAEF) in
December. Financial experts and parliamentarians from
Japan, Korea, Russia, US and EU participated.

Niigata,
Japan

The joint conference of the Northeast Asia Economic
Conference / Northeast Asia Economic Forum was held
in February. The proposal of NEADB was discussed in
the context of appropriate, feasible options for solving
the finance required for translating the grand design into
reality for Northeast Asia.

Seoul

Options for mobilizing the necessary capital resources
from international financial markets were discussed, and
the need for establishing a Northeast Asian Development
Bank was reaffirmed at the Thirteenth Northeast Asia
Economic Forum in September.

Strategies for cooperation in development finance were
discussed at the Fifteenth Northeast Asia Economic
Khabarovsk, Forum in September. It was proposed that an ad hoc
2006
committee meeting would be held to discuss progress
Russia
towards establishing a Northeast Asian Development
Bank.
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Financial mechanism of the NEADB proposed by Stanley Katz is
straight-forward.2) Its initial capitalization would be decided by its
founding members. The Bank’s capital would be evidenced by shares
of stock that would be made available for subscription by regional
and non-regional shareholders. A specified share of the Bank’s capital
could be reserved for subscribers from the Asia-Pacific region, with
the balance to be made available for subscription by non-regional
countries including the US, EU members, Australia, Canada, New
Zealand. The next table shows the allocation of shares:
Table 2. Allocation of the Share of Northeast Asian
Development Bank3)
(Based on 1995 GDP per capita, with adjustments for externalities)

Japan
Russia
ROK
PRC
Mongolia
DPRK
Taiwan
Other Asian
members
Sub-total Asian
Members
U.S.
E.U. members
Australia
New Zealand

Shares
Capital Amount
Subscribed (No.
Subscribed
& % of Total)
($bn)
300,000 (16%)
3.0
140,000 ( 7%)
1.4
100,000 ( 5%)
1.0
200,000 (10%)
2.0
20,000 ( 1%)
0.2
40,000 ( 2%)
0.4
**
**

Amount
Payable
($bn)
1.5
0.7
0.5
1.0
0.1
0.2
**

Payment
per year
(5yrs, $mn)
300
140
100
200
20
40
**

**

**

**

**

1,200,000 (60%)

12.0

6.0

1,200

200,000 (10%)
**
**
**

2.0
**
**
**

1.0
**
**
**

200
**
**
**

2) Discussion on the structure of the Northeast Asian Development Bank was taken
from Katz (2004).
3) This table was developed by the author based on Ibid.

Analyzing a Strategy for Development Finance Cooperation in Northeast Asia 209

Table 2. Continue
Canada
**
Other non-Asian
**
members
Sub-total
Non-Asian
800,000 (40%)
Members
Total
2,000,000(100%)

**

**

**

**

**

**

8.0

4.0

800

20.0

10.0

2,000

Note: ** Amounts to be determined.
Assumptions: 1. Capitalization of $20 billion evidenced by 2 million shares valued @
$10,000 per share.
2. Sixty percent of shares would be allocated to Asian nations.
3. Japan would subscribe to the same approximate portion of total as
in ADB; USA would subscribe to approximately 10 percent of the
NEADB shares, the same proportion it holds in the EBRD.
4. Paid-in portion of shares of 50 percent; payment of paid-in portion
over five years.

The borrowing-financing arrangement of the NEADB has already
been employed by the World Bank, the Asian Development Bank and
the other regional development Banks for the past several decades.
By using callable capital as collateral, this funding arrangement yields
a large multiplier in terms of the amount of cash paid by shareholders to the Bank compared with the volume of capital the Bank
can borrow in the world’s capital markets and transfer to the region.
Moreover, because of the high quality of the collateral (the creditstanding of the subscribing countries), the NEADB would be able to
secure capital abroad with lower interest rates and longer maturities
than would otherwise be available for infrastructure projects in the
region. It is projected that once it became fully operational, the
NEADB would be able to bring $1 -2 billion each year of additional
financing to the region for infrastructure projects.
One crucial question about the NEADB is the initial membership.
The membership in the proposal includes the “regional” members,
Asian non-regional members, and other non-regional members, but it
does not clearly state whether the NEADB should be founded at first
by regional members or the all the members should jointly establish
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the Bank. Some support a gradual approach that the regional members,
namely China, Japan, and Korea, establish the NEADB at first and
other members could join later. This approach would simplify
negotiation process and save time for the establishment. However, it
would provide an impression that the establishment of the NEADB is
not supported globally, more precisely, by the US and the EU
members. The NEADB expect to raise funds from international capital
markets in Tokyo, New York, and London. Therefore, its success
would not be guaranteed if Japan, the US, and the UK were not
included in initial subscribers.

3. Responses to the Proposal
The proposal of establishing a Northeast Asian Development
Bank obtained various responses, including criticism. Babson (2004)
finds that there are political, financial and administrative reasons to
be skeptical about whether and how quickly an effective institution
could be established. Possible major donors, such as Japan and the
US, have not shown strong interest in the NEADB. On the contrary
to the donors' reluctance, potential beneficiaries shows positive attitude
toward the proposed NEADB. Twu (2003) finds that governments in
PRC, South Korea, Far Eastern Russia, Mongolia, and Taiwan
presented favorable responses for the establishment of the NEADB.
Responses from the major actors in the region are analyzed in this
section.
Japan is not enthusiastic about the proposed Northeast Asian
Development Bank. Japan's reluctance reflects financial, political, and
administrative reasons. Financially, it would be difficult to obtain
investment from the Japanese government, who runs on a budget
deficit. Reduction of administrative costs has been the one of the
public promises of recent administrations. Politically, a supporting
ballot for the proposal can be interpreted as a forward step toward
China-led, not US-led, regional integration of Northeast Asia. National
Intelligence Council (2004) explains “Japan will be challenged to evaluate
its regional status and role. Tokyo may have to choose between
‘balancing' against or ‘bandwagoning' with China.” Administratively,
Japanese officials seemed to prefer a “Northeast Asian Development
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Fund” at the World Bank.4) They have at least three reasons for not
preferring the NEADB. First, the Japanese government finds it
necessary to diversify risks in providing international investment and
loans. It would not be appropriate to establish a development bank
that would solely focus on specific countries and areas. It will be
more acceptable for Japan to let the assistance go through multilateral
organizations. Second, among the proposed members of the NEADB,
Japan seems to be the country that would make a substantial financial
contribution. A unilateral large financial burden would not be
acceptable for the Japanese government, considering the domestic
economic situation. Finally, since Northeast Asia is a delicate region
in terms of political and security issues, diplomatic and security
issues, in addition to the economic rationale, need to be considered in
providing economic assistance, especially for North Korea and Far
Eastern Russia. Currently, Japan does not have formal diplomatic
relations with North Korea, who has been claiming war reparations.
Kidnapping, missile launches, and nuclear development by North
Korea are other unsolved security and diplomatic issues. Territorial
claims over the Kurile Islands remain unsolved and on the
negotiation agenda between Russia and Japan.
China has been enthusiastic about the NEADB. Response from
the national government or its central bank has not been officially
announced, but the government of Tianjin City continuously expresses
eagerness to host the headquarters of the NEADB since 1999. Wan
Shuzu, Vice Chairman of the Standing Committee, the People’s
Congress of Tianjin, proposed that the NEADB headquarters should
be located in Tianjin because the city could provide excellent financial
infrastructure.5) The reasons for their enthusiasm reflect their expectation
that Tianjin can be a financial center in Northeast Asia. Ma (2006)
proposes to establish a “Northeast Asia Bank,” not “Northeast Asian
4) The EBRD has already established the Mongolia Fund. Establishment of such
funds was criticized that financing through such a fund would not provide
sufficient financial resources for development projects because it can only be a
straight pass-through of funds provided by donors. Moreover, donors would not
provide the billions of dollars required annually to fund the region’s infrastructure
needs
5) WanWang Shuzu’s comments at the 15th Northeast Asia Economic Forum on
September 6, 2006 in Khabarovsk.
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Development Bank,” and to locate its headquarters in Binhai New Area
of Tianjin.6)
South Korea has been supportive to the NEADB since 1990s, as
observed by the facts that the concept of the NEADB was proposed
by former South Korean senior officials, but their favorable attitude is
changing recently. Lee (2005) explains that the idea of making South
Korea a Northeast Asian business hub was first adopted as a policy
of the South Korean government in 2002, and that President Roh
Moo-hyun has also chosen a Northeast Asian business hub initiative
as one of the priority policies. South Korean government identified
four targets for the initiative: a logistics hub, a regional financial hub,
national innovation system, and strategic foreign direct investment.
They plan to make Seoul as a major financial center by 2020. However,
the business hub initiative does not include official supports for the
establishment of the NEADB, while South Korea agreed on the Chiang
Mai Initiatives and extended financial and monetary cooperation.
Recent responses from South Korea can be interpreted that South
Koreans would be more interested in filling the financial needs for
development projects in North Korea or in unified Korea than in
establishing the NEADB.
Mongolia favors the NEADB but they are less vocal than China
or Korea. Mongolia would play an important role in negotiation for
the establishment of the NEADB because they have unique diplomatic
relationship with North Korea based on the common diplomatic
strategies to keep good distance from Beijing and Moscow.
One of the European study reports on development finance puts
favorable remarks on the NEADB proposal. The report states “The
NEADB could become a conduct to channel financial and other
resources to support the upgrading of the physical infrastructure and
the human resources in this region, particularly in North Korea. The
NEADB would incorporate countries with substantive interest in the
region including South Korea, Japan, the United States and Russia,
and could be open to Canada and European countries.”7) However,
6) The operation of the Northeast Asia Bank is proposed to include loan, equity
finance, investment co-financing, project trust, and information and technical
services, and it is wider than the proposed operations of the NEADB.
7) p. 129, Sagasti, Bezanson, and Prada (2005).
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the NEADB proposal has been neither officially supported nor denied
from European countries. Glyn Ford, a British member of the European
Parliament, inquired in 2002 whether the European Commission
could indicate how it ensured that the emphasis on Northeast Asia
be actually implemented through the existing International Financial
Institutions (IFIs), in the absence of the NEADB. The European
Commission’s representative answered that it was impossible for the
European Commission to influence the lending policies of the IFIs,
while the European Commission and IFIs could develop synergies
and coordination between their respective cooperation strategies and
activities.8) This official response reflects the neutral position of the
European Commission on the establishment of the NEADB.

4. How will an NEADB be Established?
The establishment of the NEADB requires multinational negotiation
among the concerned countries. The Six-Party Conference would be
the most suitable forum to discuss and improve the proposal for the
NEADB. In addition, the NEADB proposal would provide a bridge
where the function of the Six-Party Conference expands toward
non-security issues. Whether the NEADB proposal is handled favorably
or not, its appearance on the agenda of multilateral institution such
as the Six-Party Conference itself would mark a new step forward.
However, the formation of such framework itself is extremely difficult.
One of the obstacles for creating new regional framework in
Northeast Asia is domestic politics in each country. As Fukuyama
(2005) discusses, hardliners in the US and the North Korea itself may
object to the idea. Potential rivalry among US, PRC, and Japan will
favor hardliners in each government. In spite of the difficulty, a
regional framework which includes members from outside the region
and which contains regional security arrangements could guarantee
Written Question E-2757/02 by Glyn Ford to the European Commission, Official
Journal 155 E, 3/7/2003.
8) Available at http://eur-lex.europa.eu/LexUriServ/LexUriServ.do?uri=CELEX:92002E
2757:EN:HTML 9 Vneshtorgbank is one of the leading universal banks of Russia:
http://www.vtb.ru/eng/web_en.html.
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the “open regionalism” in Northeast Asia.
A “second best” measure should be considered to respond to the
growing capital demand in the region when the establishment of the
NEADB is not a realistic choice. Having observed obstacles before the
establishment of the NEADB, Jaimin Lee of the Export-Import Bank
of Korea proposed to establish the Northeast Asia Cooperation Fund
(NEACF). Lee (2006) proposes that regional government banks would
invest for a joint-venture company for the operation of the NEACF.
He expects that Japan Bank for International Cooperation, Korea
Development Bank, Korea EXIM Bank, China Development Bank,
China EXIM Bank, and Russian Vneshtorgbank would participate in
this arrangement. The NEACF would provide subsidiary funds
(sub-fund) to supply the funds for implementation of development
projects with one sub-fund for one project basis. Each sub-fund
would establish special purpose company for the operation of the
project. The NEACF operates under the concept of project financing.
While it does not clearly indicate how the US, European countries,
and other non-regional Asian members will participate, Lee’s proposal
can be a breakthrough for regional development financing cooperation,
and would be more promising vehicle in attracting funds from
international capital markets.

References
Babson, Bradley O. 2004. “Designing Public Capital Mobilization Strategies
for DPRK.” Paper read at Towards a Peaceful Resolution with
North Korea, February 2004, at Washington D.C.
Choo, Won-Suh. 2004. “Development financing in Northeast Asia: Demand
estimation and suggestion.” Paper read at The 13th Northeast
Asia Economic Forum, September 17, 2004, at Seoul, Korea.
Fukuyama, Francis. 2005. “Re-Envisioning Asia.” Foreign Affairs, 84 (1).
Katz, S. Stanley. 2004. “Development Finance for Northeast Asia”. Paper
read at The Northeast Asia Economic Conference/Northeast
Asia Economic Forum in Niigata, February 2004, Niigata, Japan.
Lee, Chang-jae. 2005. “Korea as a Northeast Asian Business Hub:
Vision and Tasks.” In J. M. Lister, F. Lowe-Lee, S. Rembrandt and
M. Marik eds. The Newly Emerging Asian Order and the Korean

Analyzing a Strategy for Development Finance Cooperation in Northeast Asia 215

Peninsula. Washington, DC: Korea Economic Institute.
Lee, Jaimin. 2006. “Strategic Approach for the Northeast Asian Development
Bank.” Paper read at The 15th Northeast Asia Economic Forum,
September 6, 2006, at Khabarovsk, Russia.
Ma, Junlu. 2006. “Research on the Establishment of the Northeast
Asia Bank.” Paper read at The 15th Northeast Asia Economic
Forum, September 6, 2006, at Khabarovsk, Russia.
National Intelligence Council. 2004. Mapping the Global Future: Report
of the National Intelligence Council's 2020 Project. Washington,
DC: National Intelligence Council.
Sagasti, Francisco, Keith Bezanson, and Fernando Prada. 2005. The Future
of Development Financing: Challenges, Scenarios and Strategic Choices.
Brighton, UK: Institute of Development Studies, University of
Sussex.
Twu, Jaw-Yann et al. 2003. Hokuto Azia Kaihatsu Ginko no Sosetsu to
Nihon no Taigai Keizai Kyoryoku Seisaku (Establishment of Northeast
Asian Development Bank (NEADB) and Japanese Foreign Assistance
Policies). Tokyo: Tokyo Foundation.

Session III
History, Roadmap and Strategy for
Establishing a Northeast Asia Bank for
Cooperation and Development

The Northeast Asian Bank for Cooperation
and Development: From Rhetoric to Reality
9)

Stanley Katz*

1. Introduction
As you all know, a new financial institution for Northeast Asia–
the Northeast Asian Bank for Cooperation and Development–was
first proposed more than a decade ago.
Since then, much time and effort have been devoted, and by
many people, to explaining the purpose of the Bank and the important
contribution it can make to the development of the Northeast Asian
region.
A great deal of this work was done by, or under the auspices of,
the Northeast Asian Economic Forum (NEAF), directed by Dr. Lee-Jay
Cho.
The proposal for a new Bank for Northeast Asia–the only region
of its size and complexity in the world that does not have a
development institution of its own–has gained considerable support
and momentum during the past decade.
The Bank is now supported by officials, bankers and private
citizens in all countries of this region.
The support of the Government of China and of the Tianjin
Municipal Government has been of major importance for the forward
progress of the Bank.
But much remains to be done to transform the Bank from “Rhetoric”
to “Reality.”

* Former Vice President, Asia Development Bank.
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2. Future Program of Work
One of the most important tasks facing participants in this
meeting is to raise the level of understanding and support for the
Bank by senior-level officials, Ministers, and the Heads of State of all
the countries concerned with the future of this region.
But these officials carry a heavy burden, and getting them to
spend their time and attention on the proposed new Bank will not be
easy.
And the opportunities will be limited.
So the Bank’s proponents and supporters must be prepared at all
times with well-organized briefing materials about the Bank.
As you will recall, the three main briefing points are these:
2.1. The Purpose of the Bank:
ⅰ) To accelerate economic and social development in Northeast
Asia by channeling financial resources from overseas to this
region for investments in infrastructure and related developmental
purposes.
ⅱ) To provide technical assistance and advice to countries of the
region in identifying and preparing both national and regional
infrastructure projects in such areas as transportation, pipelines,
energy, and social infrastructure.
ⅲ) To mobilize funds for the exploration and development of the
vast stores of natural resources–mineral, metals, forest products
and others–in China, Japan, Russia and other countries of
the region that remain untapped and undeveloped.
2.2. The Founding Principles of the Bank:
ⅰ) The Bank will be organized and will operate on sound
banking principles. It will be “Asian” in its basic character.
Countries of this region will purchase and hold the major
share of the Bank’s capital and they will have the deciding
votes in determining Bank policies, programs and direction.
ⅱ) The Bank will be multinational, with a minority of its capital
shares to be held by non-regional member nations.
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2.3. Other Issues:
More than a decade ago the financing gap for investments in the
region’s infrastructure was estimated at $2 billion a year. That
amount has increased since then as new investments in pipelines,
tunnels, transport and communication systems, etc. have been identified
and proposed for financing.
Substantial amounts of capital have be invested in the region’s
infrastructure during the past two decade–in ports, harbors, air and
highway transportation, pipelines, etc. But these amounts are far less
than the region’s projected needs and capacity to carry.
The Multilateral Development Banks that are active in the
Northeast Asian region are the Asian Development Bank and World
Bank.
Because of their limited resources and policy reasons, these Banks
have been able to finance only a small proportion of the Northeast
Asian region’s capital requirements in the past.
They cannot be expected to meet more than a small part the
region’s future financing needs
The other main source of financing for the region has been the
private sector.
Private sector financing has covered only a small part of the
region’s investment requirements.
The private sector cannot be counted-on to increase its
infrastructure financing significantly in the future.
Northeast Asia remains the only major economic area of the
word that does not have its own financial institution to intermediate
capital from surplus overseas capital markets to this region and to
provide technical assistance to its region.

3. Changes in the World Economy
Consideration of the Bank’s future must recognize that major
changes have occurred in the international and Asian economies
since the idea of a Development Bank for this region was first raised.
Among the most relevant changes for the perspective of the
proposed Bank are the following:
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China’s economy has experienced unprecedented growth during
the past several decades, and China has become an economic and
financial powerhouse in Asia and the international economy.
Japan, Korea and China have foreign exchange reserves sufficient
to launch the proposed Bank on their own. But they should refrain
from doing so.
For the Bank to be successful, it will require broad international
support and participation by European, North American and other
Asian countries.
America’s role in Asia is diminishing, and the U.S. will not play
as central role in the region’s future economic and financial affairs, or
in the new Bank, as it did in the past, e.g., when the ADB was
established.
The European Economic Community remains interested in Asia
but is presently preoccupied with the current economic situation and
its relationships with East European nations.
International capital markets remain highly liquid. But continuing
uncertainty will continue to be an impediment to securing funding
for a new Bank for Northeast Asia.
This suggests that the Bank’s capitalization should include a
strong amount of paid-in capital.

4. Next Steps
As I mentioned earlier, an important task now facing the Bank ‘s
supporters is to raise the level of understanding of, and support for,
the Bank to the highest possible level of the region’s countries–to
senior policy-level officials, Ministers and Heads of State.
They will all be involved both in determining Northeast Asia’s
economic and commercial future and in deciding on the fate of the
proposed new regional development bank.

5. Needed: A Briefing Document
As has been the case for the development banks established in
earlier years, strong and convincing briefing materials concerning the
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rationale for new Bank will be essential in order to gain the approval
and support of senior government officials from in and outside the
region.
A briefing book, entitled e.g., Report on the Proposed Northeast
Asian Bank for Cooperation and Development, should be prepared as
soon as possible.
The briefing book:
Should identify and summarize the major substantive policy and
organizational issues concerning the founding of the Bank.
It should be succinct, comprehensive and well-written.
It should consist of one detailed, factual, issue-oriented volume
plus an annex of related topics.
As I see it, the briefing Report would serve two main purposes.
The first purpose would be to serve as the basic briefing
document for review and approval by Finance and other Ministers,
and by the Heads of State of the Big 3 Asian Nations.
Assuming approval of the Bank concept and its establishment by
the Big 3 Asian nations, the Ministers of these nations would convene
a larger, multi-country Bank Founding Meeting.
The Big-3 Ministers would invite their counterparts and other
appropriate senior level officials from interested countries from within
and outside the region to participate in the meeting to establishing
and organize the Bank.
The second purpose of the briefing book would then be for use
by the Ministers, et al. of other invited countries for their review in
preparation for the founding meeting on the Bank.
At the multi-national Ministerial-level founding meeting, the Ministers
could consider some of the Bank’s organizational and policy issues,
including, for example:
The total amount and composition (paid-in and callable) of the
Bank’s capital; and the allocation of shares among prospective member
countries,
The location of the Bank’s headquarters and of its satellite offices,
The national origin of the Bank’s president, Vice Presidents and
senior officers; their terms and conditions of office; etc.
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6. Roles of NEA Forum and the Research Center
Te North East Asian Economic Forum is presumably the most
qualified organization in terms of knowledge and experience needed
to prepare the requisite briefing book.
The Forum would, however, require the provision of funds
commensurate with this major undertaking.
Meanwhile, the Research Center for Financial Cooperation in Northeast
Asia, which has been established by the Tianjin authorities, could
undertake, under the Forum’s direction, research and analysis of some
of the key issues that will have to be covered in the briefing
document.
This research will entail visiting and gathering information from
the existing multilateral Development Banks (MDBs), in particular the
Asian Development Bank in Manila and the World Bank in Washington.
The priority issues on which the Research Center could begin
work include the following:
The methods the existing Multilateral Development Banks
(MDBs) use to finance projects that involve a blend of their own
concessional funds and private sector commercial loans.
The methods by which the MDBs organize and structure projects
that involve physical activities across several countries and several
sovereign borrowers.
The need for concessionary lending (a “soft window”) for the Bank’s
least-developed borrowing countries.
The number, staffing, role and responsibilities of the MDBs regional
offices.
The procedures and operating manuals used by the MDBs for
evaluating and extending loans and technical assistance.
The methodology used by the MDBs to monitor the economic,
financial and technical progress of their projects, and the economic
status of their member countries.
I will close by observing as I did before. that, there is still much
work to be done. But it is very gratifying to see the progress that has
been made, particularly during the last several years, in moving the
proposed Bank from Rhetoric to Reality.
Thank you for your attention. And thank you for your invitation
to this meeting.

Summary and Conclusions: Financing for
Regional Economic Integration for Northeast
Asia 2009

Overall the Financing Program resulted in considerable research
about the economic environment of Northeast Asia, in relation to the
global economic crisis. Specifically, much of the research was focused
on how and whether the economic climate was conducive to the
creation of a regional multilateral institution. In general, there is
considerable information that supports that such an institution’s time
has come and could be extremely useful during a period of regional
economic recovery. Moreover, considerable specific work was done
on the actual logistics of putting a Northeast Asian Bank of Cooperation
and Development in place.
In this volume we have included many of the research products,
as well as a selection of documents related to the planning of the
bank, that have come out of the year’s activities.
The Financing Program also consisted of three major activities.
First, an expert group meeting on Financial Issues in Northeast Asia
was held on the 21st and 22nd of May 2009 in Honolulu, Hawaii, USA
to tackle the overall issue of cooperation and integration of development
finance for Northeast Asia. Many of the papers in this volume are
from this meeting. This meeting was subtitled Cooperation and Integration
for Development Finance. Second, there was a special session dedicated
to financing issues in Northeast Asia entitled, Financial Cooperation in
Northeast Asia and Steps towards a Regional Financial Institution for
Cooperation and Development in Northeast Asia. Several papers in this
volume are from this meeting. Finally, the 6th Ad Hoc Committee Meeting
for Establishing the Northeast Asia Bank for Cooperation and
Development was held in Tianjin on 27-28 November 2009. This was
a very specific meeting to discuss the mechanics of moving forward
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the establishment of the proposed regional multilateral institution.
A summary of the main three activities follows.

1. Expert Group on Financial Issues in Northeast Asia Meeting
Results
The major outcome of the expert group meeting (May meeting)
was the implementation of the task set by the NEAEF in its Tianjin
Declaration (28 October 2008) to continue to develop concept materials
to establish a Northeast Asian Bank for Cooperation and Development
(NEABCD). The bank is envisioned as a tool to attract capital for
large-scale, cross-border projects, further the economic and regional
integration of Northeast Asian nations and promote economic development in a socially and environmentally responsible manner.
Prior to the specific discussion of the NEABCD, the Expert
Group presented and discussed broad issues, as well as technical
issues, organized around three broad session topics: regional financial
architecture and arrangements, financing infrastructure development
projects in the region, and the issue of accelerating functional
economic integration within Northeast Asia.
Several themes emerged over two days of presentations and
discussion. First, the experts noted the importance for the region of
institutions and governance as a catalyst for continued economic
integration in the wake of the global financial crisis. Second, the
experts noted the importance of currency stability and noted
significant changes in trade patterns within the region in the wake of
the financial crisis. Third, the experts noted the importance of
considering the interests of the Northeast Asian economies that
excelled in manufacturing (China, Japan and Republic of Korea) as
well as the interests of the Northeast Asian economies that are
resource-oriented (Russian Federation and Mongolia). The issue of
the DPRK’s unique role was also noted. Further, it was pointed out
that significant regional integration was already occurring across
national borders and there were many examples demonstrated in the
various presentations. Fourth, the experts discussed the major issues
of the existing economic environment and the difficulty of attracting
capital for cross-border projects in Northeast Asia. Several of the
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presentations suggested that priority programs in need of financing
are projects that can deliver of energy and other resources in an
environmentally and socially responsible manner to the manufacturing
centers, while at the same time increasing the value-added capacity
of the supply areas. Fifth, current information and data was presented
to provide a best available overview of the issues facing the
economic development of the entire Northeast Asia. Finally, many of
the expert presentations noted that a multilateral financial institution
would be a catalyst for resolving the existing bottleneck and could
develop a solution within a context and framework acceptable to
Northeast Asian nations.
Several experts pointed out that Northeast Asia needed to find a
path to include the US in future discussions, given the election of a
new administration with potentially new approaches and the specific
regional interests where US participation may be particularly relevant
and useful. Several speakers also noted that an institution like the
NEABCD would be welcome by the governments of the countries
within Northeast Asia and could be an excellent response to the
urgent need to efficiently mobilize capital to finance cross-border
infrastructure and development projects.
The Expert Group held a lively discussion of how to encourage
the process of establishing a development bank and providing a
practical framework for the NEAEF to move closer to its overall goal.
The Chinese researching group of the Research Center for Financial
Cooperation in Northeast Asia (“the Research Center”) presented two
significant draft documents as a preliminary point of discussion for
the expert group: An “exploratory study” that described the potential
structure for the NEABCD and a “roadmap” process document for
promoting the NEABCD. The Research Center provided considerable
detail that summarized the Research Center’s efforts in moving the
NEABCD process forward and the preparation of the two primary
documents. Mr. Wang, former Vice Mayor of Tianjin Municipal
Government and the Executive Vice Chairman of the Research Center,
gave a summary of the regional need the establishment of an NEABCD
provided, as well as China’s view of why a regional institution is
necessary. It was recognized that the NEABCD concept has a long
and rich history within the NEAEF process.
Stanley Katz, former Vice President, Asia Development Bank suggested
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that a briefing report (briefing memo) suitable for review by the
countries’ ministers. This briefing report would address and explain
some of the major issues that need to be confronted. It would be
important to have a document that could respond to likely potential
questions regarding the value of the proposed bank. Dr. Cho suggested
that there be prepared a series of reports that deal with major issues.
Other multilateral institutions do not have experience in dealing with
multi-country projects where more than one country carries the debt
(with the notable exception of the Mekong Delta Project). Dr. Katz
stated it would be good to have a technical report that deals with
borrowing structure for financing multi-country projects that described
financial analogs (like a New York/New Jersey tunnel financing). Dr.
Katz suggested a special funds lending program for countries within
Northeast Asia that cannot meet traditional (World Bank, ADB)
terms. Mr. Maeda raised the issue of allowing for the ability of the
institution to have a structure that allows participatory financing
from other multi-lateral institutions or the private sector for crossborder projects. Further, Mr. Maeda added that NEABCD have a
mechanism to allow for the participation of sub-sovereign governments
and authorities; that the NEABCD could act as a catalyst to attracting
other capital; and that the NEABCD could provide viability gap
financing commercial banks cannot provide. Finally, Mr. Maeda stated
that a preliminary list of potential projects be generated as part of the
planning process for the NEABCD. The list should include the
Busan-Fukuoka Cross-Border Cooperation Project and the Infrastructure
project of Southern Mongolia.
There was support for organizing additional meetings of experts
that could work specifically to put together a research plan and
identifying research priorities for the NEABCD that would represent
the many stakeholders and secure governmental support within all
the potential country participants for the NEABCD. There was unanimous
agreement that a considerable amount of work on NEABCD was
carried out in a short time and there was unanimous consent that
works on the NEABCD and the NEABCD process should continue.
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2. Finance Session at the NEAEF Annual Meeting
The next meeting in which the Financing Program was focused
on was during the Northeast Asia Economic Annual Forum (NEAEF).
NEAEF, in partnership with the Busan Metropolitan Government,
convened the 18th annual Northeast Asia Economic Forum meeting in
Busan, Republic of Korea, on 27-28 August 2009. Representatives from
the People’s Republic of China, Japan, Republic of Korea, Russian
Federation, Mongolia and the United States met to take steps toward
greater cooperation and integration among Northeast Asian nations.
A major topic that the participants discussed throughout the
conference was the timing, structure and financing requirements for
establishing a Northeast Asian Bank for Cooperation and Development
(NEABCD). The regional bank is seen as an ideal multilateral vehicle
for capitalizing cross-border infrastructure development projects. The
potential of a multilateral regional bank was seen as a powerful tool
in a recovery environment. The annual conference also provided
another milestone toward a common goal of regional integration
through productive discussion of the vital theme entitled Financial
Cooperation in Northeast Asia and Steps towards a Regional Financial
Institution for Cooperation and Development in Northeast Asia.
A dynamic opening ceremony included a statement delivered on
behalf of President Lee Myung Bak of the Republic of Korea and
noted the importance of the work of the Northeast Asia Economic
Forum in providing direction for future regional economic development,
especially the potential for NEAEF to act as a catalyst for multilateral
functional cooperation. Congratulatory remarks from China, Japan,
Russia, Mongolia, the EU and USA included a statement from the
President of Mongolia. The keynote address was delivered by Dr. Il
Sakong, the Chairman of the Korean International Trade Association
and of the G20 Summit Coordinating Committee of the Office of the
President of the Republic of Korea, who stressed the importance of
Northeast Asia’s role in bringing rapid stability to the global economy.
Issues of financing were paramount in many of the keynote speeches.
The specific session on Financial Cooperation and Development
highlighted the role a Northeast Asian bank would play in the region
in attracting sufficient capital for cross-border projects for Northeast
Asia. It was noted that the NEA is the only region in the world
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without a multi-lateral bank to serve it. It was noted that the NEAEF
would be the ideal organization to organize and prepare relevant
documents for policy makers and the general public. The research
center for financial cooperation under the leadership of NEAEF is
located at Nankai University. The presentations and comments provided
tangible and functional approaches to create a multi-lateral development
bank.

3. Tianjin Meeting
On the 28-29 of November 2009, the second meeting of the Board
of Directors for the Research Center for Financial Cooperation met in
Tianjin.
The main goal of the meeting was to discuss the formation of the
Northeast Asia Bank for Cooperation and Development.
The meeting was co-chaired by Dr. Lee-Jay Cho, Chairman of the
Board of the Research Center and Chairman of Northeast Asia Economic
Forum and Mr. Wang Shuzu, Executive Vice Chairman of the Board
of the Research Center. A prepared written statement by Mr. Jiang
Zhenghua, Honorable Chairman of the Research Center and ViceChairman, Standing Committee of the Fourteenth People's Congress
of China was presented at the opening ceremony. About thirty
participants including the Board of Directors, Senior Advisor and
Financial Experts attended the meeting. In addition, there was a
ribbon-cutting ceremony to commemorate the opening of the new
office and building of the Research Center.
As far as the formation of the Bank, the participants agree that
the time appears ripe to move the Bank proposal forward on a
fast-track basis.
Through a lively discussion of the critical issues on establishing
the Bank, the conference participants have attained a consensus about
the following:
The participants agree that briefing reports would be prepared,
under the guidance of the NEAEF utilizing the Research Center as a
platform, by the existing cooperating research organizations from
China, Japan and Korea.
During the meeting it was suggested that the briefing reports
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should finalize the organizational and operational issues and parameters
such as the Role and justification for the Bank; the size, capitalization
& financial structure of the Bank; the distribution of shares among
regional and non-regional countries; the location of the Bank’s
headquarters and satellite offices; and the nationality of the Bank’s
senior executive officers; the number, the size and composition of the
Board of Directors. Particularly, it was noted that the Bank needed to
focus on the sustainable development of Northeast Asia and place an
emphasis on the following priority areas: large-scale cross border
infrastructure projects; new energy and resource development such as
green growth development; energy conservation and emission reduction;
environment protection and encourage bilateral trade and investment.
At the same time, there was discussion about the possibility and
feasibility of participation of other countries that are not in the
region.
The meeting proposed to identify or develop a consultative
mechanism and create steps and procedures necessary for involving
the relevant Government financial policy institutions to establish the
NEABCD. The meeting also proposed that there be a coordinated
effort and preparation to bring the proposal for NEABCD to key
decision makers in the three countries of China, Japan and Korea.
After this meeting, the Research Center will mobilize the related
research institutes, development financial institutes to join in the
research. Moreover, participants agree to report to governments about
new progress on the project.
In addition to the NEABCD issue, the meeting suggested that an
additional topic be added to the agenda of the 19th NEAEF Conference
in Mongolia where the development banks and the export-import
banks of the three countries present their views for financing
development in Northeast Asia.
During the meeting appreciation was shown for the important
contributions from the Tianjin Municipal Government and Nankai
University, as well as for the efforts made by all the experts in the
establishment of the Research Center.
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4. Overall Conclusion
The overall conclusion is that significant work on understanding
the limits and needs of financing in Northeast Asia has been done,
especially in 2009. It has been a remarkable year, given the global
financial crisis. The need for a cooperative and long-term strategy for
the region is likely the key for regional prosperity. In light of this,
the proposal for the Northeast Asian Bank for Cooperation and
Development is well-timed and an extremely useful tool in securing
long-term stable support for the recovery of the region within a new
global economy.
However, much work lies ahead in realizing the overall goals set
by Northeast Asia Economic Forum. Specifically, The Forum should
accelerate the work of the Financing Program in the coming year,
2010.
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Minzheong Song, Research Director, KT
Digital Media Platform's Role & KT case

14:30–15:00

Commentators
Li Huai Liang, Dean of Media Management School, Communication
University of China
Aosaki Tomoyuki, Tentsu Inc., National Resources Project Office,
Social Project Planning Division
Discussion

15:00–15:15

Coffee Break

15:15–16:30

Closing Session
Chair: Lee-Jay Cho
Summaries by five Session Chairs
Busan Declaration
Closing of the Eighteenth Forum of NEAEF

18:00–20:00

Dinner Reception

Saturday, 29 August 2009
9:00–11:30

Field Trip–Busan City Port

Sunday, 30 August 2009
Morning

Check out of hotel and departure from Busan

AGENDA
The 6th Ad Hoc Committee Meeting for Establishing the Northeast Asia
Bank for Cooperation and Development
Hosted by:
Tianjin Municipal Government, China, 27-28 November 2009
Organized by
The Northeast Asia Economic Forum
In Cooperation with
Japan Bank for International Cooperation (JBIC)
Korea Export-Import Bank
The Korea Institute for International Economic Policy (KIEP)
Hotel to be determined

Friday, 27 November 2009
Check-in the 26th through the morning of the 27th
PM

Reception Dinner/Pre-Meeting Discussion

Saturday, 28 November 2009
9:00–9:30

Opening Ceremony

9:30–12:00

I. Future Research Activities
1. A review of previous meetings by Dr. Cho and Dr. Stanley
Katz’s Memo
2. Role & Justification, why is the NEABCD necessary to meet
NEA financing and technical assistance needs?
3. The size, capitalization & financial structure (paid-in and
callable shares, etc.) of the Bank; the distribution of shares
among regional and non-regional countries
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4. Locations of the Bank’s headquarters and satellite offices
5. Nationality of the Bank’s senior executive officers and size and
composition of the Board of Directors
6. Suggestions for research on methods of identifying, financing
and administering cross-border projects
7. The need for concessional financing (a “soft window”) for leastdeveloped country borrowers of the region.
8. Scope of participation (co-financing, parallel financing, research,
project identification, etc.) by private and public sector banks
and by the economic development agencies of Japan, China
and Korea.
9. Division of labor for implementing the research activities
among the institutions involved in Northeast Asia; and time
frames and deadlines.
10. Others
12:00–1:30
1:30–4:00

LUNCH
II. Implementation and Procedures
1. Prepare the basic working papers which will be the components
of the comprehensive report, (papers to be limited to 3 to 4
pages and appendices with detailed substance)
2. Identifying or developing a consultative mechanism and steps
and procedures necessary for involving the relevant Government
financial policy institutions for establishing NEABCD; and
coordinated efforts and preparations to bring the proposal for
NEABCD to key decision makers in the three countries of
China, Japan and Korea.

4:00–4:15

Coffee Break

4:15–4:45

III. Agenda topic for regional financial cooperation for the 19
Forum conference in Mongolia

th

1. In addition to the NEABCD issue, an additional agenda topic
for regional financial cooperation involving the development
th
banks in the three countries for the 19 NEAEF Conference in
Mongolia. The three institutions can make reports on recent
experience and visions for near-term future.
4:45–5:00

Closing
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