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A Framework of a Currency Basket in East Asian

Monetary Cooperation

N

BH %  #% (Yan Xuewei)

The Asian financial crisis of 1997-98 caused extensive damage in East Asia. This miserable experience
highlighted the necessity of strengthening the regional monetary cooperation, aiming at preventing resurgence
of a financial crisis and maintaining a stable economic growth. An exchange rate system has a significant effect
on our economy and financial market. So far, as regional monetary cooperation in East Asia, choosing an optimal
exchange rate system has gathered attention. In view of the situations of intra-regional trade, at the initial stage
of the cooperation, it is preferable for all the East Asian countries to employ an exchange rate system with a
currency basket, such as BBC (basket, band, and crawl), which would create a good environment for further
developments toward the cooperation.

The most prominent merit of a currency basket system is that it could effectively relieve the impacts
caused by the exchange rate fluctuations among the other currencies and the following structural imbalances,
maintaining the exchange rates of the local currency at a relatively stable level. Moreover, it would not only
help residents and enterprises form a strong consciousness about how to hedge foreign exchange risk, but also
help to nurture the forward market and create different hedging instruments. Furthermore, with the adoption
of a currency basket system, the exchange rates would become more flexible and fluctuate more frequently.
Therefore the exchange rate system would become a more flexible one.

Adopting a currency basket would benefit the five long-standing members of the ASEAN-Indonesia, Malaysia,
the Philippines, Singapore, and Thailand; China, Korea, and Japan; and the recent members of ASEAN, etc.
Comparing a common currency basket with an individual currency basket, there are several advantages in
adopting the former. In particular, insulating the intra-regional trading relationships from outside disturbances,
this would guarantee that exchange rates would be stable and would not disturb the trading relationships among
the East Asian countries. A common currency basket is so useful in stabilizing trade relations within East
Asia. It outperforms individual currency baskets in stabilizing effective exchange rates. It would create a good
environment for further advances toward regional monetary cooperation, which is a desired goal, because it
would presume the stability among the participating currencies. Besides, it would also make it easier for the
East Asian countries to adjust their currency values simultaneously.

The main hindrance to the East Asian monetary cooperation is that China still adopts the de facto dollar
peg. It would increase the exports of China, while decrease those of the other East Asian countries, which is
disadvantageous for the economic growth of each East Asian country, and inconsistent with the purpose of

strengthening the intra-regional economic stability in East Asia. In addition, since the ratios of intra-regional
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trade in East Asia are comparatively high, East Asia needs a cooperating exchange rate system to achieve
internal stability and joint floating against the outside world. Consequently, regional monetary cooperation in
East Asia presupposes that the Chinese yuan could fluctuate more flexibly. Although China declared that it
adopted a managed floating exchange rate system based on market supply and demand with reference to a basket
of currencies in July 2005, the variations of the yuan’s exchange rate vis-a-vis the US dollar are still narrow,
which means that the flexibility of the Chinese yuan is still limited. Therefore, China should adjust its exchange
rate policies, which would be beneficial for the further developments of East Asian monetary cooperation.

In the first place, the Chinese authorities should consider prudently how to operate a managed floating
system with reference to a currency basket and a narrow band. Under the managed floating system, the financial
authorities need not to announce their exchange rate policies. Instead, they need to increase the transparency
afterwards and the responsibility of explanation. Secondly, the Chinese authorities should expand the band to
increase the flexibility of the yuan against the basket currencies, and move to a moderate managed floating
system. The foreign exchange intervention should regulate the sharp fluctuation and admit the long-term trends.
Thirdly, the Chinese authorities should ease capital controls in the forward market and interest rate swap;
weaken the regulations of providing the foreign currency-denominated loans to domestic enterprises and the
regulations of providing the yuan-denominated loans to foreign-capital enterprises. Through these measures, the
yuan would become more flexible and stable so that the economic stability within the region would be enhanced,
and regional monetary cooperation in East Asia would be promoted faster and deeper.
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