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Since the Asian financial crisis in 1997-98, the East Asian countries have made efforts to guard against the
crisis not only by being self-insured through the accumulation of foreign reserves but also by establishing
a bilateral or regional financial safety net through the pooling of reserves. Holding ample amount of
foreign reserves has proven itself to be useful but it comes with a high price tag. Moreover, in spite of
noticeable achievements in recent years, the regional financial arrangement, namely the CMIM
framework, had not been activated during the global financial crisis in 2007-08. Ironically, the bilateral
currency swaps with the US Federal Reserve Bank played a pivotal role at that time in addressing some
Asian countries’ liquidity shortages.
The crisis in 2007-08 has provoked a recurring discussion about the necessity of transforming the international monetary system and enhancing the alternative or complementary insurance mechanism of regional
financial arrangements to fend off shocks. In the paper, we propose two ways to strengthen a regional
financial arrangement in East Asia to make a practical contribution to the global architecture reform
agenda and to build a resilient economy: (i) establishing a currency arrangement under CMIM framework
to increase the usage of local currencies; and (ii) creating a cooperative framework between the AMRO
and the IMF in the area of surveillance.
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Executive Summary

Since the Asian financial crisis of 1997-98, the East Asian countries have made
efforts to guard against the crisis not only by being self-insured through the
accumulation of foreign reserves but also by establishing a bilateral or regional
financial safety net through the pooling of reserves. Holding ample amount of
foreign reserves has proven itself to be useful but it comes with a high price tag.
Moreover, in spite of noticeable achievements in recent years, the regional financial arrangement, namely the CMIM framework, had not been activated during
the global financial crisis in 2007-08. Ironically, the bilateral currency swaps with
the US Federal Reserve Bank played a pivotal role at that time in addressing some
Asian countries’ liquidity shortages.
The crisis in 2007-08 has provoked a recurring discussion about the necessity of
transforming the international monetary system and enhancing the alternative or
complementary insurance mechanism of regional financial arrangements to fend
off shocks. In the paper, we propose two ways to strengthen a regional financial
arrangement in East Asia to make a practical contribution to the global architecture reform agenda and to build a resilient economy: (i) establishing a currency
arrangement under CMIM framework to increase the usage of local currencies;
and (ii) creating a cooperative framework between the AMRO and the IMF in the
area of surveillance.
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JEL Classification: F3, F4
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Regional Financial Arrangement in East Asia:
Policy Proposal for Strengthening the
Chiang Mai Initiative Multilateralization
Pravin Krishna, Jiyoung Choi, and Tae-Hoon Lim

I. Introduction

The world has been subjected to repeated economic and financial crises especially during the last three decades that can be characterized as a period of deregulation and liberalization. The global crisis in 2008 was the most recent and severe crisis which has undermined market confidence and dampened the economic growth momentum. On the other hand, the crisis offered an opportunity to
reevaluate and reform our system. The IMF and other Bretton Woods institutions have played central roles in providing the global financial safety net, but fell
short of successfully responding to the crisis episodes. Given the high level of
global financial volatility and inadequate mechanisms for crisis mitigation, developing countries have not only implemented their own macroprudential policies
but also accumulated trillions of dollars of foreign reserves. Apart from being
self-insured by accumulating large amounts of foreign reserves, central banks
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have sought to extend swap lines both regionally and globally. In addition, noticeable efforts have been made to search for an “alternative insurance mechanism”
in recent years, notably in Asia and Europe.
As expected, holding large amount of foreign reserves has proven itself to be
useful in fending off shocks. However, such usefulness often comes at a high
cost and diminishing returns, especially when reserves are held largely in one currency. While the IMF has played the most important role as the first line of defense at the global level in providing liquidity support, many countries are still
reluctant to use its facilities due to the associated conditionality and the stigma
effect. Moreover, given the lack of progress in the reform of the IMF governance structure, the demands for alternative insurance mechanism at a national or
regional level have continued to increase.
During the 1997-98 financial crisis, the Asian countries that borrowed from
IMF loan programs experienced the stigma effect. The IMF conditionalities attached to its loans to the countries included drastic fiscal cuts, along with substantive structural reforms, and significant increase in interest rates to stabilize currency markets. The economic and social costs of the adjustment were so high
that they fueled political instability in a number of countries.
Asia’s bitter experience with the IMF during the Asian financial crisis stimulated both an effort to self-insure through accelerated foreign reserve accumulation and to strengthen bilateral or regional instruments in an effort to reduce reliance on the IMF in times of financial crisis. Against this backdrop, the Chiang
Mai Initiative (CMI) was agreed in May 2000 during the ASEAN+3 Finance Ministers Meeting. This initiative was based on a series of bilateral swap arrangements
among the ASEAN-5 and the Plus Three countries, with two core objectives: (i)
to address short-term liquidity difficulties in the region; and (ii) to comple-
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ment/supplement the existing international financial institutions. Substantial progresses have been made on restructuring the CMI framework to a multilateral
arrangement that is designed to collectively remedy liquidity difficulties and to
enhance regional macroeconomic surveillance (Chiang Mai Initiative Multilateralization, CMIM).
Despite the East Asian countries’ effort to establish a regional financial safety
net and impressive progress in this regard, the CMIM was not activated during
the global financial crisis of 2008. Although the global crisis in 2008 was underpinned by the financial crisis in the US, it was ironically the bilateral currency
swaps with the US Federal Reserve Bank that helped some countries in East Asia
like Korea address their liquidity crunches. While it is true that the bilateral currency swaps between Asian countries and the FRB have been helpful in alleviating shocks from the financial crises, such schemes by themselves may not be politically sustainable.
The IMF has played a pivotal role in promoting international monetary cooperation and exchange rate stability as well as in helping countries with balance of
payment difficulties by providing resources. Nevertheless, there have been concerns over the available resources of the Fund, which may not be sufficient to
weather another crisis with a magnitude similar to the 2008 global crisis and its
effectiveness, which is still restrained by prior stigma. In the G20 process, a package of reforms on quotas and governance in the IMF was agreed among the G20
members in 2010, but its implementation has been stalled due to the delay in ratification for the package in the US Congress. Given the situation described, countries which do not have reserve currency status are likely to continue to be selfinsured by accumulating an ample amount of foreign reserves, which would exacerbate the global imbalance problem.
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Against this backdrop, we suggest ways to strengthen a regional financial safety net in East Asia as the second line of defense while complementing and
strengthening existing international monetary and financial systems. Strengthening the regional financial safety net will reduce the need to maintain a large
amount of foreign reserves, make a practical contribution to the International
Monetary System reform agenda, and ultimately build global economic resilience.
The remainder of the paper is organized as follows: Section II provides a motive force for the rest of the paper by evaluating the current status quo of interconnected global economy, and financial markets and risks facing East Asia. Section III reviews inherent weaknesses of the current CMIM framework as a regional financial safety net/architecture. In order to address those challenges encountered by East Asia, Sections IV and V respectively present two approaches
which are: (i) establishment of a multilateral arrangement to promote the use of
local currencies in intra-regional transactions; and (ii) promoting cooperation with
the IMF to enhance regional surveillance. The first approach of promoting the
use of local currencies suggests a three-step process under a new regional currency scheme: Phase I where local currencies are used in regional trade settlements, Phase II where traders and investors are provided with more investment
opportunities for assets in local currencies and creating interbank foreign exchange markets, and Phase III involving full liberalization of the capital account.
Section VI concludes.

II. Considerations on the Status Quo

The very buoyant period in 2000s was unique in that a range of factors coexisted. Economies benefited from globalization, deregulation and financial innovation. A historical increase in global liquidity has been driven by these rapid advances in interconnectedness of the international financial market. The global
liquidity cycle started in 2003 and accelerated from the second half of 2007 when
central banks in most advanced economies lowered their traditional short-term
policy rates in response to the global crisis (IMF GFSR 2010).1 Adding to shortterm interest rates constrained by the zero lower bound, central banks in some
advanced economies have eased monetary conditions through unFigure 1. US Fed Assets
(Unit : USD mn)

Source: US Fed.
1

International Monetary Fund, Global Financial Stability Report(2010), p. 120.
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Figure 2. ECB Base Money
(Unit: Euro mn)

Source: European Central Bank.

precedented large-scale purchases of long-term assets, also known as quantitative
easing (QE) as seen in Figures 1 and 2.
Reflecting an increasingly complex financial system, Han and Lee (2012) suggest
an extended definition of the monetary aggregate (i.e. liquidity) which includes all
financial assets held by the nonfinancial private sector. An increase in liquidity
boosts economic activities as households and corporations can borrow easily to
finance consumptions and investments. Balance sheet expansion through QEs has
supplied further liquidity, which may exceed the actual capacity of the economy.
Han and Lee (2012) measured the gap between financial and physical assets (i.e.
productive capacity) in the US which indicates the difference between what the
economy owes to one part of itself and the ability to repay this debt obligation.
The value of financial assets held by the private sector over the capital stock peaked
in 2007 at USD 7.8 trillion and then decreased, showing a negative gap of USD 2
trillion in 2008. It is found that the excess has increased since 2010 and, in 2013,
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Figure 3. Mesaure of Gap between Financial Assets and Productive Capacity
(Unit: USD bn)

was nearly the same level of 2007, the year just before the Lehman collapse (See
Figure 3).
Balance sheets in advanced economies (US) were adjusted during 2007-2013.
Notably, credit market instruments which capture credit supply and demand from
main agents of economic activity show that, during the pre-crisis period (2000Figure 4. Changes in Credit Market Instruments during 2000-2007
(Unit: in USD bn)

Source: US Fed; and authors’ estimates.
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2007 yrs), they expanded rapidly, driven by financial institutions’ balance sheet
expansion and nonresident supply of funds.2 Household and corporate sector,
followed by the government sector, were the main users of those instruments.
However, post-crisis period (2007-2013 yrs) saw an increase in public sector share
in the financial market.3 The government, followed by the corporate sector, was
the main user of the instruments while monetary authority and, to less extent,
nonresidents were the main sources of the expansion.
Figure 5. Changes in Credit Market Instruments during 2007-2013
(Unit: in USD bn)

Source: US Fed; and authors’ estimates.

As for emerging market economies (EMEs), they were relieved from FX constraints during this buoyant period in 2000s. The current account surplus has widened substantially while ample global liquidity provided EMEs an opportunity to
raise their international reserves by more than their current account surpluses.
Moreover, the associated surge in capital flows to EMEs exhibiting comparatively
2
3

See Figure 4
See Figure 5.
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higher interest rates and stronger economic prospects has posed certain challenges.
Strong capital inflows from international investors searching for yield would have
an impact on domestic financing conditions and put upward pressures on exchange
rates and assets prices in EMEs (Brana et al. 2012; IMF GFSR 2010; Lee 2013b).
As for capital flows, it was not only their magnitude but also their volatility
that was disruptive to EMEs (IMF 2011). Concerns over vulnerabilities to sudden
stops once the global liquidity is unwound have been raised and hence central
banks of EMs have been motivated to pursue or reinforce foreign reserve accumulation.4 In fact, the global financial market has continued to be exposed to
recurring waves of capital flow volatility since May 2013, when the Federal Reserve announced its intention to begin QE tapering. The market has also expected future increases in longer-term interest rates in the US. According to the
IMF World Economic Outlook projections (April 2014), the first U.S. policy rate
increase is expected to occur in the third quarter of 2015.
A growing body of evidence indicates that past financial crises have pushed
affected economies into deep recessions, sharp current account reversals, and
large fiscal costs for structural adjustment or economic recovery. Currency and
maturity mismatches were found as a salient feature in many financial crises, while
off-balance sheet operations of the banking sector were the most visible in others.
According to the database in Laeven and Valencia (2008), Asian countries which
experienced the 1997-1998 financial crisis5 had to pay substantial fiscal costs
associated with crisis management, approximately 32.3 percent of GDP on average.
4

5

See Figure 6 for net private financial flows of emerging markets in percent of world GDP, Figure 7
for official reserve assets of emerging markets in percent of world GDP.
Crisis countries include Indonesia, Korea, Malaysia, Philippines and Thailand. They also found that
banking crisis tend to coincide with currency crisis, which was revealed in the Asian financial crisis.
See Figure 8 for the impact of financial crisis on the East Asian countries.
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Figure 6. Private Financial Flows, Net, in Percent of World GDP
(Unit: %)

Source: IMF WEO (April 2014).

Figure 7. Official Reserve Assets, in Percent of World GDP
(Unit: %)

Source: IMF WEO (April 2014); IFS.

In addition, output losses which are measured as deviations from the trend of 3year pre-crisis GDP were large, averaging about 53.1 percent of GDP during the
first four years of the crisis. As for Latin American countries, the banking crises
which were followed by currency crises led to fiscal costs that amounted to 26.2
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Figure 8. Impact of Financial Crisis on Selected EA Countries

Source: Laeven and Valencia (2008); authors’ calculations.

Figure 9. Impact of Financial Crisis on Selected LA Countries

Source: Laeven and Valencia (2008); authors’ calculations.

percent of GDP on average as well as output losses of 27.9 percent of GDP on
average.6

6

See Figure 9.
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The dollar has maintained its status as the unrivaled international reserve currency with features such as store of value, means of payment, and unit of account. As the euro represented a challenge to the dollar in the early 2000s, periodic obsessions with answering the question whether the dollar might maintain
its matchless status as a reserve currency seemed to resurfaced, but there was no
Figure 10. Composition of Foreign Exchange Reserves (2013 Q4)

Source: IMF COFER.

Table 1. Currency Distribution in Foreign Exchange Transactions
US dollar
Euro

1998

2001

2004

2007

2010

86.8

89.9

88.0

85.6

84.9

-

37.9

37.4

37.0

39.1

Japanese yen

21.7

23.5

20.8

17.2

19.0

Pound sterling

11.0

13.0

16.5

14.9

12.9

Korean won

0.2

0.8

1.1

1.2

1.5

Chinese renminbi

0.0

0.0

0.1

0.5

0.9

Note: Because two currencies are involved in each transaction, the sum of the percentage share of individual
currency is equal to 200 % instead of 100%.
Source: Triennial Central Bank Survey 2010, Bank of International Settlement (BIS).
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no systemic change that reversed the status quo. In spite of their full convertibility, the Yen and the Pound Sterling have not been as widely used as full-fledged
reserve currencies. The rise of China has raised the possibility of the ascendancy
of the RMB to reserve currency status competing with the dollar but the RMB
still offers limited convertibility. Figure 10 shows the currencies which make up
the global foreign reserves while Table 1 presents an overview of the distribution
of currencies traded in foreign exchange markets.
In 2010, through ASEAN+3 accounted for more than 25 percent of global
trade, the two major currencies in the region, namely the Yen and the RMB, are
hardly used in global trade payments at approximately 2.5 and 0.24 percent, respectively (Auboin 2012). As indicated in Table 2, bilateral trade between Korea and
China were predominantly settled by the USD in recent years. More than 40 percent of bilateral trade between Korea and Japan and between China and Japan were
settled by the Yen while shares for the RMB were very small (Lee and Park 2014).
The structure of international trade in Asia may be one of the relevant factors
in the choice of vehicle currency for invoicing and financing of trade. First of all,
a vertical supply chain across the borders centered on China has been pointed out
as an important feature of Asia’s trade. Japan, Korea, China and multinational
Table 2. Use of Currencies in Trade Settlements
Korea/China 1)

Korea/Japan 1)

China/Japan 2)

US dollar

95.1

50.5

52.4

Euro

0.9

0.8

0.4

Japanese yen

1.2

45.6

43.9

Korean won

1.5

3.1

-

Chinese renminbi

1.2

-

0.4

Source: 1) Bank of Korea, 2013 data, 2) Lee and Park (2014), May 2012 data.
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corporations in ASEAN produce technology-intensive intermediate goods and
ship them to China and ASEAN for assembly by relatively low-skilled workers7.
The final goods are then exported throughout the western hemisphere, namely
via “triangular trading structure” (Thorbecke 2010; Thorbecke 2014). As for the
production line for export in the region, supplying prices for parts and components should remain stable in order to maintain the price competitiveness for
finished goods’ exports to the US. Thus, companies which import intermediate
goods for processed export tend to prefer the US dollar as an invoicing currency
for the purpose of hedging the FX risk. In addition, much of Asia’s imports are
oil and other raw materials, which are tend heavily to be priced in dollars as an
international practice. This explains why much of the share of trade is invoiced in
dollars.
Figure 11. China's Imports for Processing
(Unit: USD bn)

Source: Thorbecke (2014).

7

See Figures 11 and 12.
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Figure 12. China’s Processed Exports
(Unit: USD bn)

Source: Thorbecke (2014).

III. Challenges for the CMIM Framework

The initial purpose of the CMI, and later CMIM, was to set up an insurance
mechanism in the region to prevent negative spillovers across the region by swiftly providing liquidity support for a country with BOP problems. Activities to advance the agenda of regional financial integration became visible since the 15th
ASEAN+3 FMCBG meeting in 2012 which requested to undertake a further
study on the use of local currencies for regional trade settlement. The task nevertheless is not to replace the existing International Monetary System but to complement and supplement it by making CMIM more effective as the second line of
defense. There is an urgent need to review the inherent weaknesses of the current CMIM framework and to examine how to enhance the effectiveness of the
framework to fulfill its objectives.
Size of Funds and Financial Structure. The USD 240 billion of available swap
facility under the CMIM framework is small relative to the reserves of China,
Japan or Korea (Appendix Table A.1.). In addition, CMIM funding is based on an
agreement by member countries which earmark their reserves for CMIM use
without contributing paid-in capital. Due to inherent weaknesses, the CMIM has
been criticized over the possibility that it would not be activated promptly enough
to prevent spillovers when a crises strikes. Establishing regional financial safety
net to meaningfully supplement other forms of insurance and to secure market
confidence in the operationalization of CMIM will call for significant increase in
size and strong financial structure backed by paid-in capital.
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Conditionality. Asia’s bitter experience with the IMF loan program during the
Asian crisis of 1997-98 became the motivation for strengthening regional instruments to address financial crisis outside of the IMF. Even if a loan comes from
neighboring countries through a regional instrument, the expectation of repayment is an absolutely essential element for lending, which requires policy adjustments on the borrowers’ side specified at the outset. The tradition of noninterference in one another’s affairs among East Asian countries (referred to as “the
ASEAN way”), however, makes it difficult to criticize neighbors’ policies and
demand adjustments. Under the current CMIM framework, IMF de-linked portion of funds is limited to 30 percent, which reflects the difficulty faced by Asian
countries in conducting surveillance on other’s policies and imposing policy conditionality. The fact that the CMIM was not activated in the global crisis following
the collapse of Lehman Brothers is presumably attributed to the continued reluctance of Asian countries to approach the IMF.
Surveillance Capacity. Enhancing regional surveillance capacity is critical for
full-fledged and well-functioning regional financial arrangements.

The

ASEAN+3 Macroeconomic and Research Office (AMRO) was established as the
regional macroeconomic surveillance unit of CMIM aimed at monitoring and
analyzing regional economies, contributing to detection of risks, implementing
swift remedial actions, and helping the CMIM to make effective decisions. Given
the traditional ideals of the “ASEAN way,” questions remain whether AMRO has
the political authority to develop a specific set of indicators and policies on which
the lending process will be grounded. Moreover, with a limited number of professional staff, it is unlikely that AMRO could undertake critical reviews on thirteen countries’ policies and problems.
Coordination with Other Facilities. While various progresses have been made re-
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cently under the CMIM umbrella, bilateral swap arrangements amongst
ASEAN+3 countries have also been extended. Notably, local currency swap arrangements have been actively established or renewed for the explicit purpose of
facilitating investment and trade between two parties, and safeguarding regional
financial stability. The recent enhancement of bilateral facilities may have led to
the increase in efforts to promote the usage of local currencies in the region and
the world. For example, the PRC signed numerous bilateral RMB-local currency
swap arrangements with central banks of 23 countries and several regions aimed
at providing an adequate amount of short-term RMB liquidity and to promote
investment and trade. The recent extension of bilateral facilities can be used as an
opportunity to strengthen CMIM if we could find ways to create synergies from
two approaches.
Given these challenges, there have been a number of papers on how to improve the effectiveness of CMIM. Siregar and Chabchitrchaidol (2013) underline
the need to integrate the CMIM’s multilateral swap facility with those of the bilateral facilities to address the issue of the limited resources of CMIM. In addition, they emphasize the need to deliberate ex-ante and ex-post conditionalities
while safeguarding against moral hazard and to create an integrated surveillance
process by enhancing the capacity of AMRO. Eichengreen (2010) argues that
there are several challenges for regional financial arrangements for them to become serious alternatives to national reserve accumulations and IMF facility,
namely limited size, limited surveillance, and small possibility of imposing meaningful conditionality associated with loans. Thus, he proposes that countries will
have to ante up real funds and create stand-alone institutions with the capacity to
engage in surveillance.
This paper provides two options to strengthen the CMIM including through
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the following approaches. By contrast with other studies, this paper seeks the approach of exploring more concrete modality for enhancing the effectiveness of
CMIM. The two approaches for enhancing the effectiveness of the CMIM to be
addressed by this research are: (i) to increase size of the fund and improve the
financial structure by establishing a multilateral arrangement to promote the use
of local currencies; and (ii) to facilitate collaboration with the IMF to improve
regional surveillance.

IV. Approach 1: Establishing and Operating an Asian
Currency Scheme

1. Background and Motivation
Excessive dependence on the USD is no longer in the interest of either the
US or East Asia. The dependence has led regional currencies being less flexible
against the USD. Furthermore, such concentration can increase systematic risks
arising from shocks or policy decisions in issuing countries of reserve currencies,
which may not be appropriate for the rest of the world (Lee and Park 2014, Zhou
2009). Although it is the market that chooses the currencies of transactions, policies can be developed to steer the markets’ choices and thereby address the mismatch between transaction and payment in the region. If the East Asian countries are eager to address this issue, establishing a regional currency arrangement
could be a viable option for reducing their heavy dependence on the USD and
lessening any spillovers stemming from advanced economies.
The RMB trade settlement pilot scheme provides an important implication
that full liberalization of the capital account or full financial market opening is
not a precondition for a currency to be used internationally for trade settlements.
Indeed, the pilot program of the RMB trade settlement system has been quite
successful so far since its introduction in July 2009 and its subsequent expansion
of June 2010 (Rhee and Sumulong 2014). The value of RMB trade settlements
has increased tremendously, from CNY 3.6 billion in the second half of 2009 to
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CNY 2.6 trillion in the second half of 2013.8 While the pilot scheme was originally aimed at promoting trade settlement, non-trade related financial transactions
have also been expanded through the legislation and infrastructure in Hong Kong,
China. RMB deposits have swelled from CNY 62.7 billion in December 2009 to
CNY 955.8 billion in May 2014, reflecting market expectations on RMB appreciation and increase in RMB trade settlements.9
China’s strategy for RMB internationalization seems to be expanding offshore
markets while controlling the capital account. China’s 12th Five-Year Plan established in 2011 incorporated the policy of promoting wider use of RMB in crossborder transactions and supporting Hong Kong’s development as an offshore
RMB business center. Aside from the Hong Kong market, other overseas markets which include London, Singapore, and Luxembourg have emerged. In the
wake of the bilateral summit meeting between China and Korea held in July 2014,
Figure 13. Cross-Border RMB Trade Settlement
(Unit: RMB bn)

Source: People’s Bank of China and Hong Kong Monetary Authority.

8
9

See Figure 13.
See Figure 14.
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the two parties agreed to allow direct transactions between the won and the Yuan
and to establish a Yuan clearing system in Korea for this purpose. If the plans
turn out well, Korea will join one of the Yuan hubs.10
Figure 14. RMB Deposit in Hong Kong, China
(Unit: RMB bn, %)

Source: People’s Bank of China and Hong Kong Monetary Authority.

The successful story of the RMB trade settlement pilot project tells us that
ASEAN+3 countries with inconvertible currencies and slow progress in capital
account liberalization can consider joining the type of arrangement for promoting local currencies in trade settlements (Lee and Park 2014; Rhee and Sumulong
2014). Among the ASEAN+3 economies’ currencies, the Yen is the only one that
has been fully internationalized but is not widely used as a full-fledged reserve
currency. The PRC has undertaken the pilot program with a series of measures
10

In October 2014, the Korean government announced follow-up measures for the Korea-China
Summit to stimulate direct won-yuan transactions by increasing yuan-based transactions for trade
settlement and setting up infrastructure to support yuan-denominated financial services.
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for deregulating capital account transactions and allowing for limited access of
foreigners to the domestic financial market. It appears to be difficult for the PRC
to draw back from the pilot program. Rather, it is expected to continue the efforts to internationalize its currency step by step, facing internal resistance to substantial reforms necessary for full RMB internationalization and external pressure
on allowing for the deregulation of capital markets. Korea has made multiple attempts to fully internationalize the Korean Won, but failed to gain political support and continuous momentum to move forward, although much progress has
been made in the Won liberalization at least in terms of unit of account (Rhee
2011). As such, Korea may need to consider participating in a regional scheme
rather than moving forward alone.
Against this background, we take the approach seeking the option for increasing the size of available resources based on a multilateral arrangement within
ASEAN+3 cooperative framework in which participating countries agree to utilize their local currencies in settling intra-regional transactions. The approach
suggested in this study will present a three-step process for enhancing the use of
local currencies under a new regional currency scheme. Each step will be discussed in turn.
2. Phase I: Using Local Currencies in Trade Settlement
Given the variations in the level of currency convertibility and the extent of
capital account liberalization of participating economies, the Phase I would be
more feasible to start, by using the local currencies in trade payments and settlements. Constructing a regional scheme for using local currencies in trade settlement among signing countries will yield substantial returns in alleviating trading
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costs, reducing the excessive dependence on the US dollar, and contributing to
internationalization of their currencies. It is widely accepted that there are inherent benefits of currency internationalization. The benefits include enhanced ability of a country to manage its international investment positions and the related
balance sheet risks, diminishing the exchange risk undertaken by economic agents,
and increased resilience to external shocks. The system of Phase I is built on a
multilateral agreement under the CMIM among the participating countries, in an
institutional and operational framework listed as follows:
1) Guaranteed Convertibility
Under a currency arrangement of the Phase I, it is essential that the governments of participating countries guarantee the convertibility of their currencies as
a medium of exchange in current account transactions, meaning that crossborder trade can be invoiced and settled in the currencies without restrictions. In
addition, central banks need to ensure that there are sufficient supplies of their
local currencies in partner countries to promote payment of trade. As long as
trading companies are able to prove that their holdings of the foreign currencies
are from international trade, central banks have to guarantee the convertibility of
these regional currencies into their own currencies or international reserve currencies at any time. Establishing bilateral or multilateral currency swap lines, in
tandem with or as a component of the CMIM regional currency arrangement for
trade settlement, is thus imperative to address liquidity constraints.
Even with this arrangement, it is exporters and importers in participating
countries that will determine the settlement currency for their transactions. Importers may prefer their national currencies while exporters are likely to prefer
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the currencies which have advantages in stability of exchange rate, transaction
and hedging costs, and convertibility into their own or reserve currencies. In order to ensure competition among the participating currencies or non-member
countries’ currencies, the government should be mindful that the key factor in the
success of the currency scheme will be sustaining the stability of exchange rates
and guaranteeing free access of traders to domestic financial markets to invest
financial assets denominated in their trading partners’ currencies. Conventional
wisdom posits that in order to enhance the potential of local currencies as an
international currency, it is required to liberalize domestic financial markets and to
legalize capital inflows and outflows in the end.
By the criteria of liquidity, depth and openness, however, some countries’ financial markets still have a long way to go before they catch up with those of
other major currencies. The step for providing the opportunities for trading entities to seek exports proceeds in domestic market assets can be gradual. With the
trade settlement promotion by the governments, local currencies will be gradually
accepted as a more stable currency by the private sector, and thus the scope of
the currency arrangement and relevant domestic policies for adjustment will be
able to be further enhanced.
2) Clearing and Settlement System
A well-organized multi-currency clearing and settlement system would be a
key infrastructure in determining the success of such regional currency scheme.
The introduction of the full-blown system at a time will be challenging as member countries have diverse domestic clearing and settlement arrangements and
different business practices. Given this challenge, at the initial stage, the clearing
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and settlement system can be built on one designated clearing bank of each
country with a network of branches established throughout the participating
countries. A branch of a designated clearing bank provides exporters and importers with clearing services, including settlement accounts, deposit and withdrawal
of banknotes, and remittance in all participating currencies. The designated clearing bank manages counter party risk and guarantees contractual performance by
playing the role of central counterparty and, as a settlement agent, intermediating
between local clearing banks and its central bank.
A suggestion for the local currency trade clearing and settlement scheme is
provided in FigureA.1. Under this scheme, Figure A.2 illustrates the case where a
company in Korea wants to import goods from China and settle the payment in
Korean won. In this case, the branch of a designated Chinese bank will have to
open an inter-bank KRW fund transfer account in a designated Korean bank.
The way to transfer funds is by coursing the payment through the designated
bank of Korea that will have to transmit it to the KRW account of the designated bank of China held in the branch of a designated Korean bank in China.
Then, the funds will be channeled through the designated clearing bank of China
and finally transferred to a bank account which an export company in China has.
Both designated clearing banks are responsible for notifying their central banks
about its verification that the cash transaction is actually pertaining to trade settlement and poses no concerns in terms of the currency arrangement and the
regulation of the central bank.
Replicating Lee and Park (2014) with a slightly different set of data, we estimate the potential size of national currencies’ outflows and inflows from a multilateral trade settlement scheme as presented in Tables 3 and 4. Initially, trade settlements might be largely import-oriented, meaning that one-currency flows are

Table 3. Trade Settlements between Member Countries (2012 data)
(Unit: USD mn)

Export Partners (Adjusted for Re-exports through HK)
Country

HK

HK

China

Japan

Korea

Indonesia

Malaysia

Philippines

Thailand

Singapore

Total:

123,810

18,576

7,606

2,674

3,712

2,901

5,384

7,222

171,885

126,788

73,313

34,291

28,756

12,888

24,820

36,937

515,422

66,007

17,765

18,754

11,235

37,486

27,231

363,732

13,563

6,276

7,343

8,468

20,855

263,146

10,996

3,699

5,897

18,444

113,432

3,581

11,711

28,841

124,648

1,904

4,278

28,751

11,301

104,064

China

177,630

Japan

24,662

160,591

Korea

28,265

138,664

39,713

Indonesia

291

24,002

33,715

16,389

Malaysia

6,956

31,566

26,591

8,589

6,812

Philippines

3,699

6,102

8,866

2,196

606

1,099

Thailand

11,827

25,969

23,613

4,528

9,971

12,265

4,590

Singapore

40,454

48,391

18,432

15,482

42,832

50,019

6,772

14,100

Total:

293,784

559,095

296,294

194,111

128,514

131,876

53,010

109,770

Source: IMF DOTS data; CEIC; and authors’ calculation.

236,483
155,109

1,921,563

Table 4. Net Outflows, Inflows and Holdings (2012 data)
(Unit: USD mn)

Currencies
Country

HK

China

Japan

Korea

HK
China

Indonesia

Malaysia

Philippines

Thailand Singapore Net Inflow

2,383
53,819

10,289

Japan

6,086

33,803

Korea

20,659

65,351

Indonesia
Malaysia

3,245

Philippines

797

Thailand

6,443

2,810

6,786

26,294

15,950

2,826

7,837

2,314

4,184

- 121,900

70,894

- 43,673

2,368

13,873

8,799

91,224

67,438

5,147

3,940

5,373

100,469

69,035

3,093

26,052

- 15,081

2,482

18,688

-

797
1,149

Singapore

33,233

11,454

Net Outflow

124,282

114,567

23,787

Source: IMF DOTS data; CEIC; and authors’ calculation.

31,434

Net Holding

2,383

4,075

555

2,686

14,908

24,388

21,178

2,495

2,799

41,134

25,916

25,056

20,613

14,172

7,229

- 24,259
-

5,705

95,547

81,374

420,961

±217,847
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biased in favor of settling the country’s imports rather than invoicing its exports.
Assuming that all trade settlements would take place in respective national currencies and export receipts are received in importing country’s currencies, those
trade settlements result in a net outflow/inflow of national currencies equivalent
to USD 421 billion. About 30 percent of the net outflow of national currencies
will be in HKD (USD 124 billion), followed by RMB (USD 115 billion), Indonesia Rupee (USD 41 billion) and Korean Won (USD 31 billion). In terms of net
flows, more than 60 percent of local currencies will be flowing into Japan, Korea,
and Singapore with the amount equivalent to USD 91 billion, USD 100 billion,
and USD 96 billion, respectively.
As seen in Table 4, a multilateral currency arrangement for allowing conversion up to the amount of inflows of other local currencies into the respective
country will turn in net holdings of local currencies, with an absolute value equivalent of USD 218 billion. Japan, Korea, and Singapore having current account
surpluses against the listed countries will hold a positive net position of local currencies, with an amount equivalent to USD 67 billion, USD 69 billion, and USD
81 billion, respectively. On the other hand, Hong Kong, China and People’s Republic of China will amass local currencies equivalent to USD 122 billion and
USD 43 billion, respectively. The real amounts of net outflows and inflows are
expected to be smaller than the maximum figures shown in Table 4, suggesting
that the total amount of the imbalances between surplus and deficit countries
would be a sufficiently manageable for clearance. It should be noted that these
estimates of local currency flows are for one year period and it would require an
adjustment mechanism that would settle the imbalances over time. More details
on the adjustments mechanism is discussed in the following subsections.
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3) Financial Services Provided
At the initial stage, as for financial vehicles, deposits offered by the clearing
bank would be the most basic financial instrument. Enterprises located in participating countries with genuine trade backgrounds should be able to open other
participating countries’ currency denominated-deposit accounts at the clearing
bank. Such deposit accounts are primarily for dealing with other local currency
receipts and payments related to the settlement of trade transactions with other
enterprises located in other countries. In addition, currency exchange service can be
provided with a limitation in the amount for the service which is based on actual
trade transaction. Two-way remittances can be conducted between the enterprises
outside each country for actual trade transactions.
Lending/Borrowing supported by the central banks of participating countries
within the amounts of swap arrangements can be provided for in trade transactions. For example, an importer in Korea, who wants to make payments for trade
settlement in RMB, may get a loan from a clearing bank branch or any other
agent bank. Such finance is limited to the amount of a corresponding trade transaction and should be paid to the designated clearing bank. The total amount
available for finance would be limited to the size of the currency swap arrangement between relevant two central banks. As most of local currencies are not and
would not be directly transacted at the FX market in Phase I, the loan interest
should be lower than a triangular transaction cost of local currencies through the
US dollar.
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4) Adjust Mechanism for Imbalances
Although the risk exposure could be managed to the extent that local currencies are used in limited fashion in the settlement of current account transactions,
some potential risks remain. The foremost risk would be associated with the fact
that member countries may run deficits or surpluses in their bilateral trades with
other members depending on their trade performances. Chronically one-sided
trade deficits or surpluses need to be addressed through an adjustment mechanism which is agreeable to the members. This is because excessive accumulation
of a particular currency outside the country could put the whole scheme under
strain in the absence of an adjustment mechanism and lead to speculative attacks
on the currency, which threatens the stability of the foreign exchange markets.
At the initial stage, participating countries could agree on a more gradual approach to adjustment by setting a certain limit on accumulation of counterparties’
currencies. For instance, if one member country runs a persistent deficit on its
trade account and is concerned about large outflows of its own currency, imposing a cap on the use of national currency for settling import bills could be an option for addressing this problem. In the current pilot scheme of the PRC, the
government is liable only up to some multiple values of trade-related payments,
which limits the possibility of speculative attacks.
Furthermore, establishing an adjustment mechanism for allowing change local
currencies into a fully convertible currency such as the USD in excess of predetermined threshold can also be considered. For instance, in order to address continued accumulation of local currencies from bilateral trade imbalance between
Korea and China, BOK and PBoC can agree to settle 50 percent of imports
from China in RMB. Once the actual amount of import bills in RMB exceeds the
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threshold, the excessive amount of RMB accumulated in Korea can be balanced
out in terms of US dollars through the adjustment mechanism agreed bilaterally
between two central banks. It is important that member countries of the currency
scheme are comfortable with the level of conversion threshold. The threshold
can be set using the expected trade volume flows calculated by averaging the volume of 2-3 consecutive years.
In addition, the enhanced CMIM multilateral currency swap or the bilateral
swaps among central banks would play a role as borrowing arrangements for
countries suffering from temporary liquidity shortage of a certain currency. For
example, in a case where Japan runs bilateral trade surplus with China, Japan may
end up with holding RMB above the set limit and demand that the excess amount
be settled in yen or other reserve currencies. Under the currency swap arrangement, the People’s Bank of China may draw down yen for the conversion. Furthermore, in order to balance out the net differences in trade settlement, central
banks of participating countries could consent to exchanging their own currencies with other participating countries’ currencies beyond the limits from trade
settlement, and/or to hold sovereign bills and bonds in local currencies for generating liquidity to balance out net differences in trade settlements.
Figure A.3 is an illustration limited to the three countries - China, Japan, and
Korea - showing that the use of RMB in the case of China. Based on 2012 data,
China’s bilateral trade with Japan and Korea will result in outflows of RMB which
are absorbed by Japan and Korea, worth over USD 34 billion and USD 65 billion,
respectively. Supposing the influx of USD 65 billion into Korea, it can be dealt
with in two ways. (i) Either the fund in “Bank A (located in Korea)” from China
can be lent out to domestic residents as part of the bank’s business activities; or
(ii) the fund can be transmitted to an authorized party through an adjustment
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mechanism for rebalancing excessive accumulation of the RMB. In the case of
the former, the fund originally debited to the domestic liability is credited to the
domestic asset by being lent out to the domestic residents. As for the latter, the
authorized party can be the designated bank of China (herewith, Bank B) for
clearance or the central bank of Korea, depending on the structure or procedure
for an adjustment mechanism agreed upon by the parties. If Bank A sends the
fund to the Bank B for adjusting and rebalancing, Bank A credits the fund as the
foreign asset in its balance sheet while Bank B receives the fund and then debits
the fund as a foreign liability. The Bank B now can choose the two ways for managing with this fund. (i) The fund can be lent to a third party; (ii) or it can be sent
to the central bank of China for further clearance and adjustment. If the fund is
sent to the central bank of China, then the amount of the fund will be converted
into the USD.
3. Phase II: Enhancing the Investment Opportunities and Developing
Interbank Foreign Exchange Market
1) Investment Vehicles
Once the system is in operation, local currency-based cross-border trade settlements will be expanded, while swelling offshore deposits and increasing the
demand for offshore lending and borrowing. In order to make the settlement
system more efficient, the opportunities for managing the local currency denominated deposits should not be limited. The availability for other investment instruments for the local currency will be an important aspect of the system to
promote the wider use of a local currency and increase its function as a store of
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value. The participating countries in the currency scheme can take measures to
grow and deepen the offshore market by providing a significant supply of high
quality and liquid local currency denominated assets, such as local currency denominated bonds and investment and asset management products. Supported by
the current Asian Bond Market Initiative (ABMI) of ASEAN+3, participating
countries will be able to jointly issue local currency bonds to provide the market
with more investment opportunities. In addition, the gradual opening of the capital account may need to follow to meet the demand for national currencies of
international investors.
2) Interbank Foreign Exchange Markets
The next step would be to create inter-bank FX markets for the participating
currencies to expand their direct trading. A key success factor to direct trading
market between local currencies is how to secure sufficient supply of liquidity for
an efficient function of the market and thereby reduce the bid-ask spread. As
suggested by Lee and Park (2014), at the early stage, state-owned banks or other
designated non-bank financial institutions could serve as market makers by
providing liquidity and managing transactions costs to facilitate the creation of
onshore and offshore markets.
3) More Advanced Clearing System
Expansion of local currency trade settlements and non-trade transactions
could drive the need for establishing a more advanced clearing system. Introducing a secure and capable transaction settlement platform for local currencies
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would be a viable option, albeit requiring significant costs and harmonized standards for cross-border sending and receiving of payments. Rhee and Sumulong
(2014) present an idea of benchmarking the real-time gross settlement (RTGS)
systems or the Trans-European Automated Real-Time Gross Settlement Express
Transfer (TARFET) system when they were launched at the outset of introducing the euro. The settlement system among eurozone members facilitated immediate and final settlements in euro. They also suggest combining the regional
trade payment settlement system with a government bonds settlement scheme,
which would make good business sense. As asserted, the proposed system may
lead to financial market synergies in that regional repo and derivatives markets
can be created by consolidating securities holdings and government bonds deposited in central securities depositories (CSDs) can be used as collateral, effectively
reducing risks in trade and non-trade related cross-border transactions.
4. Phase III: Full Capital Account Liberalization
The ultimate step is to open the capital account transaction, at least within the
region, allowing for all types of local currency denominated transactions. Amid
higher interconnectedness of global financial markets, the East Asian economies
pursuing the attainment of full liberalization and currency internationalization
would be more likely to be exposed to speculative attacks. However, the East
Asian economies, based on proposed gradual approaches of promoting the wider
use of the national currencies, will reap the long-term benefits, such as development of local currency-denominated offshore capital market and learning experiences for managing capital market opening.
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5. Potential Benefits and Risks
As pointed out by Lee and Park (2014), Japan will benefit from joining this
scheme in that the Yen has an advantageous position over other currencies for
settlement as exporters may prefer it. The currency scheme will also provide
some impetus for China to expedite the pace of RMB internationalization while
taking a leading role in promoting the regional scheme and mitigating the internal
opposition against the RMB internationalization. As a highly open economy and
integrated with the global market, Korea has no choice but to open its financial
market wider and to make the Korean won convertible. Other ASEAN+3 countries can also reap the benefit as they can have more confidence in their currencies, allowing for holding less foreign reserves.
Furthermore, the new currency scheme will enhance the region’s economic
resilience from external shocks. As local currencies are largely accepted within the
region, it is expected that the volatility among bilateral exchange rates of
ASEAN+3 economies’ currencies will be lessened and the flexibility of the
weighted average East Asian currencies against the USD will be increased. Once
Phase III is successfully advanced and thus local currencies are internationally
accepted, volatility of exchange rates will be lessened.
When we investigated the relationship between the turnover of local currencies and exchange rate volatilities, we observe that high local currency turnover is associated with low volatility and that increased turnover is associated
with decreased volatility in the same period as well as the following period. In
measuring the volatility of a currency exchange rate, we utilize excess kurtosis
because traditional volatility measure such as variance does not correctly reflect
the perceived volatilities. Many currencies we considered are under some sort
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of management, and exchange rate changes were smoothed out in normal
times, but there were infrequent yet huge movements in the exchange rate.
Therefore excess kurtosis is a better statistic to capture such tail events and is
considered to be more suitable than variance.
Figure 15. Kurtosis of Daily FX % change × FX Turnover

Source: Authors’ calculation.

Figure 15 shows the negative relationship between the foreign exchange turnover and the excess kurtosis. In addition, we look at change of turnover against
the change of excess kurtosis on Table 5. We see that change of turnover in present and previous period are negatively correlated with the change in kurtosis this
period. However, the same relationship does not hold with change in turnover
next period. This suggests that kurtosis change is likely to be caused or followed
by the change in turnover.
As currencies are used outside of respective issuing countries, participating

44

Regional Financial Arrangement in East Asia

countries may encounter the difficulties that result from currency internationalization, such as complication in monetary management and increase in capital
flow volatility. However, when compared to the strategy of currency internationalization by one country alone, such risks will be much less severe due to the institutional and operational framework under the regional scheme. As discussed in
the subsection on Phase I, potential risk exposures due to chronic one-side trade
deficit or surplus can be managed through the proposed adjustment mechanism.
Also, the gradual approach for using local currencies which will be initiated from
the settlement of trade transactions and then be extended to capital account
transactions will allow the currency scheme to be successfully put in place. The
step-wise process would be able to gain time for the market to adjust the inertia
factor for choosing transaction currencies and for the governmental authority to
enhance its capacity to manage the international investment position and the effect on the balance sheet.
Table 5. Correlation Between Change in Kurtosis and Change in Turnover
ΔKurtosis (t)
ΔTurnover (t-1)

ΔTurnover (t-1)

ΔTurnover (t)

ΔTurnover (t+1)

-0.41

-0.27

-0.06

(0.03)

(0.04)

(0.63)

0.31

0.01

(0.10)

(0.97)

ΔTurnover (t)

0.27
(0.04)

Note: Data on FX rates is from Bloomberg and Turnover is from BIS. In parenthesis are p-values.

V. Approach 2: Addressing the Issue of
Conditionality and Surveillance Capacity

1. Background and Motivation
As pointed out in the previous section, the main challenge of the current
CMIM is how to assure participating countries that sufficient safeguards are in
place. The weakness of lack of capacity might be transitional and temporary before enhancing the ASEAN+3 Macroeconomic Research Office (AMRO)’s roles
and activities or establishing a surveillance institution fully-equipped with human
and capital resources. Considering sheer amount of resources that are required
for establishing a well-functioned surveillance unit, member countries may have
to find an effective way to enhance the collaboration with the IMF to address this
issue. As for the IMF, given its limited available resources for addressing all the
liquidity crises, it is more efficient to set up a mechanism for the ex ante collaboration with other regional financial arrangements in the area of surveillance which
the IMF has lots of knowledge and expertise.
2. Policy Option: Collaboration with the IMF to Enhance Regional Surveillance
Over the last decade, the IMF has encountered recurring demand for monitoring a member’s economic conditions and policies to signal the strength of pol-
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icies with higher frequency and delivery, outside the context of Article IV consultations and IMF arrangements.11 In order to respond to this demand, the IMF
has provided members with special arrangements which serve special purposes
and increase the intensity of the scrutiny of members’ economic policies than
under Article IV consultation procedures, without involving the use of IMF resources. Among these special instruments for this purpose, we note that the following arrangements can be considered as a modality for an ex ante cooperative
surveillance arrangement between the ASEAN+3 CMIM/AMRO and the Fund.
• Enhanced surveillance was developed in 1985 as a signaling device to help members address their debt problems and improve relations with their commercial
creditors in the context of multi-year rescheduling agreements. Enhanced surveillance is undertaken only upon the request from a member country and usually in those cases which the member has a strong record of adjustment under
IMF-supported programs. It does not imply IMF approval or endorsement of
the member’s economic program. In 1993, the application of this arrangement
was broadened to cover any situation where a member would find this arrangement helpful, but the procedure has been rarely used since the early 1990s.
• Staff-Monitored Programs (SMPs) are informal monitoring agreements between
national authorities and IMF staff to monitor the implementation of the authorities’ economic program. It aims at assisting member countries to establish
or reestablish a track record of policy implementation before discussion on an
IMF financial arrangement or IMF emergency assistance. Unlike other Fundsupported programs in form, SMPs are not required to meet upper credit
11

See IMF (2007) and IMF (2012); International Monetary Fund Handbook: Its Functions, Policies,
and Operations (January 2007) and The Handbook of IMF Facilities for LICs (March 2012).
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tranche conditionality standards and to be endorsed by the Executive Board.
They are based on a quantitative macroeconomic framework and structural reform agenda to be monitored through indicative targets and include quarterly
performance benchmarks. The Executive Board has the opportunity to comment on SMPs during Article IV consultation discussions, informal country
matters sessions, or it may also request formal discussion of an SMP that was
submitted to it for information.
As described above, within the IMF’s functions and operations, the CMIM
scheme and the IMF could seek a modality for collaborative surveillance arrangement with the features of informality and close engagements with member
countries. Some modifications of the above special arrangements would be needed because enhanced surveillance has been almost defunct and SMPs tend to be,
12

but not necessarily, used in the LIC

or fragile state context.

This section sketches a suggested outline of possible cooperative arrangements for surveillance between the CMIM and the IMF. We consider two types
of arrangements which correspond to the peace time and the crisis time. The
possible features of the respective arrangement are described as below.

12

In particular, as far as LICs are concerned, SMPs would typically be used when:
institutional capacity, domestic instability, weak economic policy implementation, or absence of financing assurances elevate major concerns over the member’s capacity and/or commitment to implement a UCT-quality program;
• A country’s program associated with a Fund financial arrangement has gone off track but a track
record is still needed to ensure that the national authorities have the capacity and commitment to
achieve the program’s objectives;
• A country’s obligations are in arrears to the Fund, and there is a reasonable prospect that the country can move toward arrears clearance and implement a UCT-quality program.
(See The Handbook of IMF Facilities for LICs (March 2012))
• Inadequate
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1) Peace Time – Monitoring Economic Status Quo and Building a Track
Record
AMRO identifies its mission as “to monitor and analyze regional economies
and to contribute to early detection of risks, swift implementation of remedial
actions and effective decision-making of the CMIM.” In peace time, AMRO may
focus on monitoring the economic status quo of the region as a whole as well as
of individual countries. Currently, AMRO provides consolidated reports on the
macroeconomic assessment of the region and individual member countries on a
quarterly basis. It is clear that AMRO team has comparative advantages in that it
can communicate openly and candidly with officials of individual countries in the
region based on its better understanding of regional circumstances.
Nevertheless, given its resource constraints, it is suggested that AMRO should
continue its engagements in multilateral agencies’ surveillance work. There have
been such engagements between AMRO’s economists and their counterparts in
multilateral institutions including the IMF. AMRO team has hosted the IMF Article IV teams in their office and compared notes on the relevant economies, albeit
on an unofficial and cooperative basis. It can consider greater engagement on a
regular basis in monitoring economic status of the countries in the region. For
instance, a joint-surveillance exercise between the AMRO team and the IMF staff
for ASEAN+3 member countries can be an option for the enhanced cooperation
in monitoring economic status quo, while AMRO’s team mainly focusing on macroeconomic policies and external factors. These interactions would provide the
AMRO team with more opportunities to build its own surveillance capacity for
crisis prevention and research capacity. Also, the IMF can benefit from the expertise and knowledge of AMRO, specifically about regional circumstances and needs.
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2) Crisis Time – Requiring Surveillance & Conditionality
In relation to the current CMIM Crisis Resolution Mechanism (CRM), the
linked portion of the IMF program amounts to 70 percent of each country’s disbursement. This implies that as for any drawing beyond 30 percent of eligible
funds, countries are subject to the IMF program. While avoiding moral hazards,
the ASEAN+3 member countries should be serious about clearly setting up the
conditionality for the drawing portion and ensuring effective sustainable surveillance scheme at the outset. Moreover, during the AFMGM+3 meeting in 2012,
the ASEAN+3 members agreed to introduce Crisis Prevention Function (CPF)
and currently review the effective modality of CPF.
Qualification criteria (ex ante condition or conditions precedent) and conditionality (ex post condition or lending covenants) for the CMIM facility must be
designed to balance the trade-off between the flexibility and accessibility for getting the funds in a quick and timely manner and the necessity for avoiding moral
hazard practices.
Currently, the CMIM has numerous ex-ante conditions which are mandated to
be apply to all borrowing countries. However, given the necessary feature of
providing rapid financial assistance, especially as for the CPF, it can be considered
to provide emergency financing in an automatic way, without or with looser exante conditions than those of enhancing liquidity provision lines by the IMF (i.e.
Flexible Credit Line and Precautionary Credit Line). The only ex-ante condition
for the CPF can be set such that the Executive Level Decision making Body for
CMIM should receive a letter from a requesting country. The letter should outline
its policy plans and commitments to cooperate with the CMIM parties in an effort to find solutions for its financing difficulties and BOP problems.
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Regarding the de-linked portion of the CRM, ex-ante conditions, in other
words qualification criteria for drawing, would be flexible depending on the nature of the problems and the economic fundamentals of the relevant country.
The borrowing country would not be required to strongly meet all the criteria,
but instead some criteria would be met with a minimum standard.
The IMF linkage with any drawing beyond 30 percent of eligible funds implies that the country borrowing funds from the CMIM needs to seek an IMF
support program. As pointed out by Siregar and Chabchitrchaidol (2013), this
plays a role as a “de facto” conditionality. Although the original plan agreed in
2012 AFMGM+3 was to increase the IMF de-linked portion to 40 percent in
2014, subject to review should conditions warrant, the turmoil of international
financial market triggered by QE tapering, seemingly, resulted in deferring the
decision. Yet, the IMF program-linked portion should be reduced more ambitiously as the regional surveillance function becomes effective.
Moreover, rather than keeping the linkage with the IMF loan program, we
suggest considering a cooperative framework between the IMF and the AMRO
for surveillance on the borrowing country. More specifically, if a borrowing
country needs more liquidity beyond 30 percent of eligible funds, the funds
would be released with some ex ante conditions and then the AMRO and the IMF
would set up a special arrangement with the borrowing country. This aims at
monitoring economic policies of the borrowing country and building a track record for sufficiently justifying the IMF support in the upper credit tranche just in
case that the crisis occurred in the borrowing country is not mitigated in the process, which would require more financial assistance. By benchmarking the scope
and coverage of SMPs, the surveillance under the special arrangement for the
above case can be designed to cover the member’s current economic situation
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and outlook; its medium-term policy framework in the macroeconomic, structural, and institutional areas; and its policy objectives for the next two years.13 The
description of the policy objectives would incorporate a quantified annual macroeconomic policy framework, with quarterly or semi-annual quantitative targets.
This arrangement is less likely to result in the perceived “stigma” associated
with receiving IMF money as the additional liquidity support beyond 30 percent
does not require the country to enter into IMF loan program. Rather, the CMIM
provides liquidity for the country up to the eligible funds first in a swift manner
while safeguarding against moral hazard helped by the expertise of the IMF. If
the funds provided by the CMIM were not sufficient enough to mitigate the situation, then the IMF would be able to make the decision whether it supplies the
IMF loan program. Based on the track record of the corresponding country under the special arrangement, it would be possible for the IMF to speed up the
decision-making process. In addition, to address the issue of stigma, the IMF also
needs to enhance the outreach towards a broader set of stakeholders. In this regard, attempts to strengthen the cooperation with regional financial arrangements
including CMIM may contribute to overcome the legacy of the past.

13

Currently, the CMIM facilities’ maturity and total supporting period for the IMF delinked portion is
for six months with three renewals, totaling up to two years in supporting period.

VI. Conclusion

In the wake of the global financial crisis in 2007-08, there is resurgent discussion about the necessity of transforming the international monetary system and
enhancing the regional financial safety net. In the paper, we propose two ways to
strengthen the regional financial arrangement in East Asia to complement the
existing architecture and to make a practical contribution to the agenda of reforming global architecture: (i) establishing a currency arrangement under CMIM
framework to enhance the usage of local currencies; and (ii) creating a cooperative framework between the AMRO and the IMF in the area of surveillance. It is
the market that decides which currency to use for transactions. Yet, the bottom
line of the first proposal with respect to a regional currency arrangement is that
the government can provide a more conducive environment where the market
can function well, allowing regional economies to finance their intra-Asia trade
with their own currencies and then to overcome a chronic surge and shortage of
international liquidity. We suggest a step-by-step process as a practical way of reducing the dominance of one currency while avoiding the risks associated with
premature capital market opening. The second proposal is based on the idea that
the AMRO and the IMF have comparative advantages and thus they can benefit
from pre-determined cooperation framework for regional surveillance.

References

Auboin, Marc. 2012. “Use of Currencies in International Trade: Any Changes in the Picture?” WTO Working Paper No. ERSD-2012-10.
Brana, Sophie, Marie-Louise Djibenou, and Stéphanie Prat. 2012. “Global Excess Liquidity and Asset Prices in Emerging Countries: a PVAR Approach.” LAREFI Working Paper, N. 2012-03. Université Montesquies-Bordeauz IV.
Eichengreen, Barry. 2010. “Regional Funds: Paper tigers or tigers with teeth?” In Regional
and Global Liquidity Arrangements, edited by U. Volz and A. Caliari. Bonn, Germany:
German Development Institute.
Han, Linghui and Il Houng Lee. 2012. “Optimal Liquidity and Economic Stability.” IMF
Working Paper 12/135.
International Monetary Fund. 2007. International Monetary Fund Handbooks: Its Functions,
Policies, and Operations. Washington D.C.: International Monetary Fund.
_____. 2010. “Global Liquidity Expansion: Effects on Receiving Economies and Policy
Response Options.” Global Financial Stability Report, Chapter 4. Washington D.C.:
International Monetary Fund. (April)
_____. 2011. “Recent Experiences in Managing Capital Inflows-Cross-cutting Themes
and Possible Policy Framework.” Washington D.C.: International Monetary Fund.
_____. 2012. The Handbook of IMF Facilities for LICs. Washington D.C.: International
Monetary Fund.
_____. 2014. World Economic Outlook. Washington D.C.: International Monetary Fund.
(April)
Laeven, Luc and Fabian Valencia. 2008. “Systemic Banking Crises: A New Database.”
IMF Working Paper WP/08/224.
Lee, Il Houng. 2013a. “RMB Internationalization and ASEAN+3 Currency Arrangements: Concept Note.” Unpublished Manuscript.
_____. 2013b. “The International Monetary System Reform and Asian Currency Ar-

54

Regional Financial Arrangement in East Asia

rangement.” Seminar at ADBI. (October 16)
Lee, Il Houng and Yung Chul Park, 2014, “Use of National Currencies for Trade Settlement in East Asia: A Proposal.” Asian Development Bank Institute Working Paper Series No. 474.
Rhee, Changyong and Lea Sumulong. 2014. “Regional Settlement Infrastructure and Currency Internationalization: The Case of Asia and the Renminbi.” Asian Development Bank Institute Working Paper Series No. 457.
Rhee, Gwang-Ju. 2011. “The Recent Experience of the Korean Economy with Currency
Internationalization.” BIS Papers No. 61.
Siregar, Reza and Akkharaphol Chabchitrchaidol. 2013. “Enhancing the Effectiveness of
CMIM and AMRO: Selected Immediate Challenges and Tasks.” ADBI Working
Paper No. 403.
Thorbecke, Willem. 2010. “Investigating the Effect of Exchange Rate Changes on China’s
Processed Exports.” ADBI Conference Paper.
_____. 2014. “Rebalancing Trade within East Asian Supply Chains.” RIEIT Discussion
Paper Series 14-E-002. Research Institute of Economy, Trade and Industry.
Zhou, Xiouchuan. 2009. “Reform of the International Monetary System.” People’s Bank
of China. (March)

Appendix

Table A.1. Available Funds under the CMIM vs. Foreign Reserves
Countries

CMIM Contribution
(USD bn)

Share (%)

Plus Three

192.00

80.00

PRC
68.40
28.50
Hong
China
76.80
32.00
Kong
8.40
3.50
China
Japan
76.80
32.00
Korea

38.40

16.00

Purchasing
Multiple

Max Swap Amount
Official
(USD bn)
Reserves*
DeLinked (USD bn)
linked
35.19
82.11
5954.460

0.5

10.26

23.94

4012.667

2.5

1.89

4.41

331.239

0.5

11.52

26.88

1247.650

1

11.52

26.88

362.904

ASEAN

48.00

20.00

37.86

88.34

756.316

Indonesia

9.104

3.793

2.5

6.828

15.932

108.155

Malaysia

9.104

3.793

2.5

6.828

15.932

130.561

Philippines

9.104

3.793

2.5

6.828

15.932

73.155

Singapore

9.104

3.793

2.5

6.828

15.932

273.085

Thailand

9.104

3.793

2.5

6.828

15.932

161.417

Brunei

0.06

0.025

5

0.09

0.21

3.461

Cambodia

0.24

0.100

5

0.36

0.84

5.678

Lao PDR

0.06

0.025

5

0.09

0.21

0.804

Myanmar

0.12

0.050

5

0.18

0.42

N/A

Vietnam

2.00

0.833

5

3.00

7.00

N/A

Total

240.00

100.00

73.05

170.45

Source : International Financial Statistics (IMF), AMRO.
Note (*) : as of August 2014 [except PRC (June 2014), Lao PDR (March 2014)].
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Figure A.1. Proposed Clearing & Settlement Diagram

Source: Authors.
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Figure A.2. Settlement Scheme (Example – Korea’s Importer who Wants to
Pay in KRW)

Source: Authors.
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Figure A.3. An Illustration
2012
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Source: Lee (2013 a).
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국문요약

동아시아 국가들은 1997년 아시아 외환위기 및 2008년 글로벌 금융위기를 겪으면서
위기에 대한 대비로 외환보유고를 축적하는 자구책 이외에 지역금융안전망 구축을 위
한 노력을 기울여왔으나, 위기 시 대비책이 작동하지 않으면서 이에 대한 개선방안 모
색이 필요한 시점이다. 동 연구에서는 동아시아 지역금융안전망 강화를 위한 두 가지
방안을 제안하고 있다. 첫째, 역내 통화의 활용도를 높이는 방안으로 단계적 접근법을
통해 1단계에서는 무역결제 시 역내 통화 사용, 2단계는 역내 통화표시 투자자산 확대
및 역내 통화간 직거래시장 개설, 3단계에서는 자본계정 거래까지 통화사용을 확대하
는 방안을 제시한다. 둘째, 역내 surveillance 역량 강화를 목적으로 IMF와의 협력방안
을 모색한다.
핵심용어: 지역금융협력, 지역통화협력, CMIM, 통화국제화, 무역결제통화
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many research fellows with PhDs in economics from international graduate programs,
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affiliates, the Korea Economic Institute of America (KEI) in Washington, D.C. and the
KIEP Beijing office, which provide crucial and timely information on local economies.
KIEP has been designated by the government as its Center for International Development
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their expertise on individual projects.
KIEP continually strives to increase its coverage and grasp of world economic events,
and expanding cooperative relations has been an important part of these efforts. In
addition to many joint projects in progress KIEP is aiming to become a part of a broad but
close network of the world’s leading research institutes. Considering the rapidly changing
economic landscape of Asia, which is leading to further integration of the world’s
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Pravin Krishna, Jiyoung Choi, and Tae-Hoon Lim
Since the Asian financial crisis in 1997-98, the East Asian countries have made efforts to guard against the
crisis not only by being self-insured through the accumulation of foreign reserves but also by establishing
a bilateral or regional financial safety net through the pooling of reserves. Holding ample amount of
foreign reserves has proven itself to be useful but it comes with a high price tag. Moreover, in spite of
noticeable achievements in recent years, the regional financial arrangement, namely the CMIM
framework, had not been activated during the global financial crisis in 2007-08. Ironically, the bilateral
currency swaps with the US Federal Reserve Bank played a pivotal role at that time in addressing some
Asian countries’ liquidity shortages.
The crisis in 2007-08 has provoked a recurring discussion about the necessity of transforming the international monetary system and enhancing the alternative or complementary insurance mechanism of regional
financial arrangements to fend off shocks. In the paper, we propose two ways to strengthen a regional
financial arrangement in East Asia to make a practical contribution to the global architecture reform
agenda and to build a resilient economy: (i) establishing a currency arrangement under CMIM framework
to increase the usage of local currencies; and (ii) creating a cooperative framework between the AMRO
and the IMF in the area of surveillance.
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