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A New NEAT Working Group on
Trade- FDI-Technoloqgy Linkages in East Asia

M.Yoshitomi
President and CRO, RIETI
November 29, 2005

Sponsor: Research Institute of Economy, Trade and Industry (RIETI), Tokyo,
Japan

Theme: Deeper understanding of the characteristics of international trade
structure in East Asia and policies measures to promote further
East Asian economic integration

Motivation: To promote Asian integration through establishing more
appropriate linkages among the trade-FDI-technology structure,
financial and capital flows, and exchange rate policy
coordination in East Asia

Main Issues:

1. Characteristics of production networks in light of comparative
advantage of fragmented production blocks in networks,
intermediate goods, processed exports, technology transfer, and
outsourcing

2. The extent of development of intra-industry vertical trade as
compared with inter-industry vertical trade (e.g., traditional
North-South trade) and inter-industry horizontal trade (e.g.,
automobiles among advanced countries)

3. More exactly identifying international division of labor among China,
ASEAN, NIEs and Japan: the extent of complementary and
substitution among East Asian economies

4. The extent of the importance of trade-FDI linkages in the
aforementioned different types of international division of labor in

33



East Asia

The consistency between FTAs and EPAs on the one hand and the
promotion of East Asian economic integration on the other: how to
promote high quality FTAs and high quality investment treaties in the
context of trade-FDI linkages in East Asia

Identifying policy issues for developing institutional, human, and
physical infrastructure to promote trade-FDI linkages in East Asia
How have the deepening trade-FDI linkages affected financial and
capital flows in East Asia and vice versa?

What exchange rate regime can best facilitate efficient trade-FDI
linkages and production networks in East Asia? What theoretical and
empirical evidence are available?

Would it be desirable to establish mutually more stable exchange rate
relationships among East Asian economies? Why? How could such
mutually stable exchange rate regime be established in East Asia?
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Concept Paper for the NEAT Working Group 2005-2006

Theme: Intra-regional Exchange Rate Stability and Prevention of Financial Crisis in
East Asia

Sub-theme: Enhancement of Regional Economic Surveillance, and Mid- and
Long-term Objectives of Financial and Monetary Integration:
Introduction of a Currency Basket for East Asia and Creation of an
Asian Currency Unit (ACU)

Organizer: Institute for International Monetary Affairs, Japan (IIMA)
http://www.iima.or.jp/english.htm

Director: Tadahiro Asami, Managing Director, IIMA

Co-Director: Takatoshi Ito, Professor, Graduate School of Economics,
University of Tokyo

Members: Eiji Ogawa, Professor, Graduate School of Commerce and Management,
Hitotsubashi University
Tetsuji Murase, Professor, International Center, Kyoto University
Junko Shimizu, COE Research Associate, Institute of Economic Research,
Hitotsubashi University
Naoyoshi Kinukawa, Director, IMA
Kenichiro Matsui, Lead Economist, IIMA

Background and Objective:

There is a growing risk of cross-border financial contagion in an environment of
high capital mobility. Financial instability in one country can quickly spread to
neighboring countries, causing severe economic disruptions. The risk of contagion
is particularly large in a region where economic interdependence is strong. The
contagious nature of financial instability suggests that there will be a strong case
for region-wide cooperation in financial and macroeconomic policies in East Asia
with its rising degree of economic integration.

The Chiang Mai Initiative (CMI) and the Asian Bond Markets Initiative
(ABMI)/Asian Bond Fund (ABF) are promoted in order to enhance financial and
monetary integration and prevent financial crisis in the East Asian region.


http://www.iima.or.jp/english.htm

Furthermore, an Asian Currency Basket and Asian Currency Unit with
intra-regional exchange rate stability also have been risen as mid- and long-term
objectives for the region.

Based on current movements in financial and trade integration in the region, the
Working Group examines the nature and causes of financial instability in the
context of the East Asian economy and seeks to identify areas where regional
cooperation is important to achieve financial stability across the region.

The WG will also discuss and compile opinions and views among the WG
members for enhancing “Intra-regional Exchange Rate Stability and Preventing
Financial Crisis in East Asia.”

The WG will note the achievements of the Research Group which has been
working under the ASEAN+3 Finance Ministers Meeting since 2003 to explore
ways to further strengthen financial cooperation and promote financial stability in
the region. The Working Group will also seek to further measures based on these
achievements.

Main Issues:

A.  The nature and causes of financial instability

4 What are the causes of financial instability, such as disruptions in banking
systems, excessive variations in asset prices, and sudden shifts in capital flows?
[e.g., information asymmetries, weak institutions, expectation shifts under
multiple equilibriums, irrational investors, lack of market liquidity]

4 In what way can financial instability affect economic activities? [e.g.
balance-sheet effects, credit crunch, contractionary devaluation, uncertainty]

L 4 Why does financial instability tend to induce deep recessions particularly in
developing countries?

4 Why is financial instability contagious? What are the transmission channels of
cross-border contagion?

4 How does promoting the transaction of goods, services and human resources
impact the regional financial integration?



B.

Policy implications for regional cooperation

Regional cooperation in financial policy

*
*

Why is strengthening the regulatory framework important for financial stability?
How can an appropriate supervisory framework be established in the country
(i.e., division of labor among ministries, agencies, and central banks; and
definition of these functions) and institutional arrangements be created in the
region?

How does the level of institutional capacity affect the sequencing of financial
liberalization?

What can the region’s authorities do to promote necessary financial reform?

Will the harmonization of financial systems promote financial stability in the
region?

Capital flow enhancement and monitoring

*

*

How can impediments in the form of regulations and market practices be
removed to enhance financial and capital transactions in the region while still
ensuring that external and internal shocks are absorbed?

How important is a regional monitoring system of cross-border capital flows for
the prevention of contagion?

What are the preconditions for such a system to function effectively?

Macroeconomic and exchange rate policy coordination

*

Should the governments in East Asia establish a region-wide coordination
mechanism, including strengthening regional economic surveillance for
macroeconomic and exchange rate policies, in order to achieve regional
financial stability?

If so, what is the appropriate target/reference for such policy coordination?
[exchange rate, inflation rate, or other monetary indicators?] What policy
instruments are needed to achieve the objective?

What are the political and economic preconditions necessary for successful
policy coordination?

Contingent on the success of the above policy coordination, what are the
prerequisites for an Asian currency basket, such as economic condition and
currency composition?

What are the broader conceptions to promote the Asian Currency Unit (ACU) in



the region?
4 Finally, how can a roadmap be created for financial and monetary integration in
the region for the medium to long term?

Schedule

L 4 End of February, 2006: Each CC would send the details of the nominated person
to IIMA, Japan.

4 Early of April, 2006: Notice to hold a workshop in Tokyo is sent to all members
of WG. A preliminary draft for report that covers the main issues above would be
sent to all participants in the WG for comments.

4 Middle of May to end of June, 2006: A workshop is held in Tokyo. A further
discussion would be made on the preliminary report.

L 4 Middle of July 2006: Report is finalized.
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