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EXECUTIVE SUMMARY

This report consists of three major components:

1. Part I - Critical assessment of the current status and trends in the liberalization of financial and capital markets in ASEAN+3 (APT).  This assessment also covers proper sequencing and policy coordination that are needed to facilitate liberalization.

2. Part II - Study of the impact of financial and capital markets liberalization on financial stability and identification of areas where policy coordination is required to minimize any adverse effects of liberalization, especially on exchange rate stability

3. Parts III and IV - Identification of specific modality for policy coordination in the areas identified in (2) and specific measures and guidelines for effective and timely implementation.

The major findings and recommendations in the report are summarized as follows.

EXECUTIVE SUMMARY

1 Financial Liberalization
· Policymakers should attach priority to financial sector reforms to enable ASEAN+3 (APT) countries to utilize their surplus savings more efficiently via greater regional financial intermediation between savers and investors. Apart from promoting greater efficiency and growth, this will help prevent a recurrence of the Asian Currency Crisis.

· Policymakers should accelerate improvements to sovereign APT financial systems. Such efforts should strengthen APT stock exchanges by enhancing liquidity and depth through regional development of online trading, mutual listings etc. Improvements to market microstructure such as longer trading hours, foreign listing and participation are needed.

· Further, the APT countries have to develop their domestic bond markets as well as a regional one.  The domestic bond markets are in a “low liquidity, small size” trap that can be overcome by developing the regional bond market.  This in turn calls for regulatory and institutional changes in the APT countries, as well as the regional coordination of such changes to bring down costs in cross-border transactions. Towards this end, the Asian Bond Fund should be substantially enlarged.

· APT countries must sequence and develop their financial and capital markets by taking into account the hierarchy of the different financial markets in terms of the complexity of risks in each market as well as the inter-linkages among them. It is necessary to enhance the supervisory and regulatory capacity as more risks are injected in the financial system.

· APT countries should give preference to one another in establishing branches of financial institutions.  This will facilitate the development of intra-Asian financial intermediation during the process of liberalization.

2 Capital Account Liberalization
· Policymakers should optimally cascade financial liberalization by simultaneously determining the extent of domestic financial liberalization, the degree of exchange rate flexibility and the scope of capital account liberalization consistent with underlying domestic institutional infrastructures.
· In particular, partial international liberalization would exert pressure to overcome entrenched interest and policy inertia to reforms necessary for the establishment of core institutional infrastructure. At the same time, opening the domestic sector to foreign institutions before full capital account liberalization leads to capacity building. Further, limited exchange rate flexibility leads to broader risk management skills and financial product innovation.

· Policy authorities must operate macroeconomic policies that enable market-based adjustment mechanisms and promote monetary policy independence. Policymakers should keep the real effective exchange rate close to equilibrium value. Central banks should work with fiscal authorities to ensure that fiscal dominance does not undermine its price stability and full employment objectives and to ensure that a system of taxes and transfers are in place to alleviate any potential adverse effects that might arise from financial liberalization.
3 Policy Coordination for Financial and Exchange Rate Stability
· Policymakers must clearly distinguish the three types of risks likely to emerge from capital account liberalization: Type I risks associated with financially underdeveloped economies and transition economies; Type II risks associated with countries which have experienced problems with financial liberalization or managing the open economy trilemma; Type III risks associated with liberalization attempts in economically large countries, i.e. China.
· Policymakers should accelerate reforms to prepare for liberalization in China. Even properly cascaded liberalization in China may generate huge capital flows that are destabilizing to the region should such flows exploit poorly cascaded liberalization programs and institutional vulnerabilities in APT.
· Policymakers should pursue modes of non-monetary policy coordination that promote financial and exchange rate stability. APT policymakers should
- Develop a modern policy research infrastructure that seeks to understand monetary policy transmission mechanisms in APT and to improve microeconomic research on the interplay between firm and household behavior and macroeconomic policies.

- Accelerate financial institutional reforms that reduce costs of and impediments to cross-border transactions, harmonize regional standards and regulations, promote capital market integration,  protect intellectual property & shareholder rights associated with knowledge capital, diffuse innovation, and cross-border corporatism, increase corporate transparency and governance, develop both sovereign and regional bond markets; and deepen APT equity markets through the development of regional online trading and mutual listings.

- Adopt a customized and multi-speed approach to minimize adverse distributional effects from financial integration and capital account liberalization that can utilize sub-regional synergies.

- Develop a vision of regionalism. Internally, APT must prevent competitive manipulations of regional currencies and combat the rise of intra-regional protectionism.  APT must be able to effectively compete with the growing strength of regional economic blocs, such as the EU and NAFTA.

- Increase economic efficiency, intra-regional investment, risk management, equity financing, stable institutions, distribution & access, robustness, productivity and competitiveness. APT should expand intra-regional financial intermediation between savers and investors; widen market access and reduce costs of financial services and instruments, reduce domestic reliance on bank or State-directed credit, improve market microstructure, increase both foreign listings and participation; and improve intra-APT FDI.
- Support cascading of financial liberalization. Form sub-committees to address the three types of liberalization risks to minimize contagion risks and harmonize the lifting of capital controls. APT should consider coordinating the internationalization of financial services before countries fully liberalize their capital accounts.

4 Monetary Policy Coordination & Capital Account Liberalization
· Monetary policy coordination should be guided by a set of benchmarks. Should these ideals fail to be met, participating countries must find some form of accommodation. Examples of accommodations include relaxation of convergence criteria, increases error tolerances, wider acceptable ranges for key variables, and increased flexibility in the timelines to which participating countries should adhere.
· Policymakers should coordinate in a manner that minimizes the risks of currency instability and promotes a reasonable degree of currency flexibility. In doing so, policymakers should distinguish between the exchange rate volatility associated with currency instability and the exchange rate volatility of currency fluctuations. Currency instability reflects the inability of monetary instruments to impact the trend or direction of currency movements, and fundamentally, deep institutional problems and liberalization programs that are inconsistent with the choice of monetary regime, which can then result in dramatic movements of the currency irrespective of underlying fundamentals.  Currency flexibility reflects day-to-day adjustments, secular trends, and the establishment of normal market equilibria which should not be economically, institutionally or politically destabilizing.

· APT should approach the notion of monetary policy coordination as a series of nested sequencing problems that would take APT from status quo sovereign regimes, through increasingly intensive informal modes of monetary policy coordination, on through formal monetary arrangements, and finally to Asian monetary union and the introduction of a single Asian currency.

· APT should aim to maximize the benefits of informal monetary policy coordination. Informal monetary policy coordination should sequence from weak forms of cooperation that emphasize non-monetary coordination and sovereign institutional reforms to more intensive modes of informal coordination that can accelerate the development of deeper regionalism and synchronization, such as the adoption of common policy objectives, and finally to the most intensive mode of informal coordination, the adoption of common policy regimes.

-Intensive modes of informal monetary policy coordination should agree to three primary objectives of monetary policy: price stability, stability of a real sector variable relative to longer-run potential, and financial stability. APT policymakers should then craft a region-wide mandate to specify metrics, intermediate targets, and country-specific tolerances to accommodate the diversity of liberalization in APT. Successful completion of this mode will accelerate the development of regional institutions, standards harmonization, regional surveillance, adjustment mechanisms, and crisis management techniques. 

-The most intensive modes of informal monetary policy coordination should involve the adoption of common policy regimes. We recommend that APT first sequence to a set of BBC regimes and then follow its success by sequencing to a set of flexible inflation-targeting regimes with an explicit exchange rate directive. Given the current prominence of exchange rate management among APT central banks and the operational clarity of BBC regimes, it will be far easier institutionally to adopt a common set of BBC regimes. However, once APT weans itself off of its reliance on export-driven growth, increases intra-Asian demand and investment, sufficiently develops its domestic financial sectors, and upgrades its research infrastructure, APT should then sequence to the common adoption of flexible inflation targeting with an explicit exchange rate directive for financial stability purposes.

· After sequencing through informal modes of monetary policy coordination, should APT then credibly commit to a path of formal monetary policy coordination or future monetary union, regional policymakers must accelerate domestic financial and institutional  reforms, deepen regionalism, and ensure fiscal discipline if formal monetary arrangements are to advance regional stability beyond informal coordination.
-Commitment to formal policy coordination could take the form of a highly disciplined monetary arrangement of Asian Monetary System (AMS) with country-specific parities and adjustable bands based on a currency basket which should reflect the currencies over which APT wishes to stabilize.
-A currency basket centered AMS offers a diversified basis for APT countries to calibrate their currencies, whether that basis is in terms of ex post trade flows or some other weighting scheme. In addition, determining the appropriate currencies, weights, parities, bandwidths and adjustments to the currency basket will likely require the establishment of a regional monetary policy committee that relies on intimate regional dialogue and consensus to ensure that the macroeconomic policies in all APT members work to strengthen the AMS. Further, countries centering on a common basket with country-specific parities and adjustable bands offer fairness and flexibility to countries with weaker institutions and countries in dynamic and fluid stages of economic development. 
-However, the viability of an AMS based on a common basket relies on the credible commitment of all participating countries. APT countries need to “learn how to formally coordinate” since an AMS centered on a common currency basket will rely upon regional consensus and group decision processes. Adherence to an AMS centered on a common currency basket forces institutional and political compliance upon the shoulders of domestic policymakers. Without a compelling exogenous force to ensure implementation, as under a currency anchor, institutional reforms may stall. Hence, APT must sequence formal monetary arrangements like an AMS in a manner that accelerates the development of regional policy institutions.
Part I

Trend Analysis, Sequencing & Policy Coordination
I.1
Introduction 
It is well recognized that strong domestic financial markets can play a key role in economic growth and development. Sound financial institutions and well-functioning markets facilitate the mobilization and efficient allocation of savings, thereby improving productivity and contributing to growth. This is particularly important for Asia in view of the high saving rates of the regional countries. In fact, Asia has been accused of over-saving and contributing to the “global saving glut”. (Bernanke, 2005) This surplus savings have mostly been channeled to the US, helping to finance its huge current account deficit and exacerbating “global imbalances”. This calls for the strengthening of the financial system of the regional countries that would facilitate the unwinding of Asia’s savings-investment imbalance.

The limited development of regional financial markets and their small fragmented nature have also led to a large part of Asian savings being intermediated outside the region. In particular, Asia recycles its capital inflows by purchasing US dollar denominated investment products such as US Treasuries, and the funds return to Asia through US direct and portfolio investment. Fostering domestic financial markets and regional financial integration is important because it facilitates the intermediation of Asian savings within the region, as well as attracts foreign investment in instruments denominated in the domestic currency.

Such alternative sources of funding would reduce Asia’s reliance on foreign currency borrowing and concomitantly, the risk exposure of the region to maturity and currency mismatches. At the same time, the development of regional capital markets also facilitates the development of financial instruments for hedging and risk management purposes. As illustrated by the Asian crisis, weakness in the financial system is a major source of vulnerability to shocks for the region. In this regard, policymakers in Asia should attach priority to financial sector reforms, embarking on financial market liberalization and capital market development.

However, many studies have found empirical evidence that financial development and in particular, financial openness can increase a country’s vulnerability to crisis, see inter alia Rajan (2005) and Kaminsky and Reinhart (2003). To safeguard financial stability, it is thus necessary for the regional countries to adopt a gradual approach to financial sector liberalization based on sequencing and preconditions. Unless the process of liberalization is properly managed, it could provoke destabilizing capital flows and lead to volatile exchange rates. This highlights the need for regional coordination of policy measures during the liberalization process, even though it is the domestic authorities and institutions that are ultimately responsibility for a country’s financial development and stability. 
We turn now to clarify the various concepts which we will use in this report. A financial market is a market where financial assets are exchanged. Capital markets are markets for financial assets with a longer-term maturity, say of more than one year. In this paper, we refer to financial market liberalization or deregulation as eliminating direct allocative pricing to allow market forces to operate, as well as diminishing the role of government in the domestic financial system. By comparison, capital market development refers to the expansion and diversification of financial services and instruments. 
It is also helpful to distinguish between domestic financial deregulation and capital account liberalization, which refers to the removal of capital controls and restrictions on currency convertibility. In fact, the former can sometimes take place without the later. For instance, in the internationalization of financial services, a country could initially allow the local establishment of foreign financial institutions while maintaining some restrictions on short-term cross border capital movement. In this case, inward direct investment is necessary but loans made by the foreign institution would involve domestic capital only. (Kono and Schuknecht, 1999) By contrast, a country which starts permitting foreigners to purchase local stocks or bonds, in effect removes restrictions on capital inflows. Hence, stock market or bond market liberalization can be viewed as a specific element of capital account liberalization.
I.2
Trends in Financial Market Liberalization and Capital Market Development
Based on the experiences of the industrial countries, we can expect financial liberalization to be a long process with setbacks along the way. Nevertheless, the conflicts between a rigidly regulated financial system and the changing economic, political and technological environment serve as strong impetus for financial reforms. The driving forces of financial liberalization include: a more consumer-orientated and market-driven economy; a new political environment stressing benefits of the market system; as well as advances in computer and telecommunication technology that increases the efficiency and availability of financial services and assets. (Cargill and Parker, 2001) These same factors have propelled financial liberalization in the regional countries.
I.2.1
Process of Financial Liberalization 
Following Williamson and Mahar (1998), we assess the trends in financial liberalization in the ASEAN+3 (APT) countries along six dimensions. These are (i) elimination of credit controls; (ii) deregulation of interest rates; (iii) free entry into financial services industry; (iv) bank autonomy; (v) private ownership of banks; and (vi) liberalization of international capital flows. Tables 1A to 1F in the Appendix 1 trace the history of financial deregulation in the APT countries in terms of some key financial policy reforms undertaken along each of the six dimensions respectively.

Start of Financial Liberalization
We observe from the tables that the domestic financial systems in many of the regional countries have undergone considerable liberalization since the late 1970s.  For instance, Malaysia and Indonesia deregulated interest rates determination as well as liberalized capital flows in 1970s. In the 1980s, each country in the region except several Mekong countries, took deregulation measures in almost all six dimensions of liberalization.  For example, Thailand abolished limits on bank credit growth, removed interest rate ceiling, started issuing bank licenses to foreign banks and eased restrictions on inward long-term investments. Countries in the Mekong sub-region began to take liberalization steps only in the late 1980s.  Among these countries, Lao PDR started first by the promulgation of the law on foreign investment and allowing the establishment of private bank in the form of joint venture with the government.
Evolution Along the Six Dimensions

  
By the 1990s, most APT countries allowed credit allocation to respond to market forces and interest-rate controls were mostly eliminated. (see Tables 1A and 1B) However, countries hit by the Asian crisis implemented some regulatory measures to control the amount of non-performing loans (NPLs) that left their banks crippled in 1997-1998.  Three cases in point are Indonesia which restricted bank lending for land purchase or property development; Korea which put in place tougher loan classification guidelines which expanded the definition of NPLs; and Thailand which required its financial institutions to submit their full lending plans.
Entry barriers especially for non-bank financial institutions have largely been removed by now. While the rest of the countries in the region have freed entry into the financial industry as early as late 1970s, most countries in the lower Mekong region started liberalizing entry only recently. (see Table 1C) Nevertheless, the integration that has taken place in Asia is largely amongst the global banks and investment houses rather than domestic banks and financial institutions. The latter still suffers from home bias and regulatory barriers against each other.
It is not straightforward to assess if the state is over-regulating the financial institutions in a particular country. Not only is it difficult in measuring effective control of bank lending decisions by the government, it is also not easy to assess which regulations are necessary for solvency-orientated prudential considerations. (see Table 1D) In any case, various countries took regulatory measures that are directed towards ensuring implementation of strict lending requirements, liquidity risk management and transparent reporting in response to the Asian crisis. From the late 1990s, countries in the lower Mekong region also took actions to limit non-performing loans. 

We observe from Table 1E that important steps have been taken on the privatization of state owned banks, although, in some cases, government ownership of banks occurred due to a banking collapse and bailouts. This became prevalent in Indonesia in the period 1998 – 2001 when 70 banks were closed and 13 nationalized as part of its restructuring program.  In Korea, Malaysia and Philippines, the government encouraged mergers among banks and non-bank financial institutions in order to recover from the aftermath of the Asian crisis.
It is evident from Table 1F that capital account liberalization has not progressed in a smooth fashion in the region, with reversals taking place mostly in the wake of the crisis.  Most countries’ crisis recovery programs involved steps that that reversed some of the earlier liberalization measures. For instance, Malaysia and Thailand, which liberalized its foreign exchange market in the mid-1980s and early 1990s, respectively, re-introduced controls in 1997-1998 to deter currency speculation.

Financial Structure
Although financial repression was widespread in the region in the 1970s, with the notable exceptions of Singapore, the nature of repression differs from that of other regions in several important ways. As pointed out in Stiglitz and Uy (1996), most directed credit in the region was channeled to the private-sector and the directed-credit program was guided by performance criteria, with an aptness to modify credit policies in the event of a failure. Further, the restricted use of outright subsidies, limitation on the proportions of directed credit and effective monitoring also meant comparably fewer distortions to the financial system.

The financial structures of the APT countries were mostly variants of the Japanese financial regime characterized by state-controlled bank credit allocation aimed at increasing capital formation in priority sectors. Before the 1997 Asian financial crisis, many viewed such government intervention in the financial sector as contributing to the region’s substantial economic growth. With the onset of the crisis, however, the same guiding hand of the government was blamed for causing financial distress and proved to be an obstacle to long term growth in the regional countries. (Cargill and Parker, 2001) This adds to the urgency of calls for financial liberalization that increases the commercial orientation of banks as well as for enhancing the role of both domestic and regional capital markets.
I.2.2
Extent of Financial Deregulation
To measure the extent of financial liberalization in the APT countries and trace its evolution over time, we examine a variety of indicators such as reserve ratio, real interest rates, liquidity, private borrowing and bank lending. (Beim and Calomiris, 2000) Subject to data availability, the data series are obtained for each APT country and spans 1980 to 2004. The corresponding series for the US are also included for benchmarking purposes. The time plots for each indicator are presented below, sometimes in two charts when different scales for two sub-groups of countries are required to reveal the trends of the series better.

Reserve Ratio

Each reserve ratio series plotted in Figure 1 is constructed as reserves on bank deposits divided by bank deposits. A low level of this reserve requirement indicates less financial repression. It is clear from Figure 1 that the reserve ratios are on a general downward trend for all countries, suggesting that the APT countries have strived to lower their reserve ratios over the past two decades.  However, in the past five years, only Singapore, Malaysia and Korea managed to maintain reserve ratios equal to or less than that of the US.  Meanwhile, Lao PDR, Thailand, Indonesia, and Philippines managed to cut their reserve ratios by half within the period 1980-2004. By 2004, Cambodia and Myanmar are the most highly reserved countries with reserve ratios close to and exceeding 100% respectively, while Korea and Malaysia have the lowest reserve requirements of around 7%.
The reserve ratio in Indonesia stands out as having declined from a high base of financial repression, but climbing upward continuously after the Asian crisis. When the country was hit by the crisis, its banking system was laden with huge non-performing loans and faced a severe survival test. This halted the country’s move towards financial liberalization and the government was forced to re-enforce some restrictions to regain stability and restore investors’ confidence.
Figure 1: Reserve Ratio
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Source: International Financial Statistics

Country codes:  Cambodia-CAM; China-CHN; Indonesia-IND; Japan-JPN; Korea-KOR; Laos-LAO; Malaysia – MYS; Myanmar-MMR; Philippines-PHL; Singapore-SGP; Thailand-THA; United States of America-USA; and Vietnam-VNM.

Real Rates
Figure 2 shows the real interest rates computed as nominal annual interest rates on deposits adjusted for realized annual inflation. A high value for this measure reflects an absence of low deposit interest rate ceiling and hence, suggests less financial repression. We see from Figure 2 that some countries such as China, Laos, Myanmar and Vietnam experienced episodes of negative real rates but these were not persistent, except in the case of Myanmar. Most other APT countries had offered consistently positive real rates.  While the real rates ratios of the lower-Mekong countries and Myanmar (2nd panel) exhibited a wide range of around 30%, those of the other countries (1st panel) seem to have converge from a range of 10% to 5% over the past two decades.  
Figure 2: Real Rates
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Source: World Development Indicators
Liquidity

Figure 3 displays a measure of relative money holdings constructed as the ratio of M2 to GDP. A high value for this liquidity measure reflects greater financial depth in the economy and is associated with more financial development. The APT countries saw improvements in financial depth as suggested by the general upward trend depicted in Figure 3. However, with the exception of China and Japan, there was a leveling off in the trend in recent years. Nonetheless, liquidity in majority of the countries exceeded that of the US (which was around 60%) in recent years.

Figure 3: Liquidity
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Source: International Financial Statistics
Private Borrowing
The private sector share of borrowing plotted in Figure 4 is computed as claims on private sector divided by total domestic credit. A high value for this measure means a larger portion of borrowing is granted to the private sector which is supposed to reflect a greater extent of private control over capital, thereby signaling less financial repression. However, as mentioned earlier, credit in the APT countries was mostly directed by the government to the private-sector. As a result, the ratios in Figure 4 are high, exceeding 50% except for Myanmar and Indonesia, where private borrowing plummeted immediately after the crisis due to the severe bank liquidity problems resulting from the currency turmoil that swept the country.
Figure 4: Private Borrowing
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Source: International Financial Statistics

Bank Lending

Figure 5 plots the commercial bank share of combined commercial bank and central bank assets. A high value for this bank lending measure supposedly reflects less government involvement in the lending process and hence, less financial repression. Since the government in the APT countries tended to use bank finance as an instrument of industrial policy, it is not surprising that these ratios in Figure 5 are high (above 60%) for all but a few countries like Cambodia and Myanmar.  

Figure 5: Bank Lending
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Source: International Financial Statistics

In sum, the six indicators suggest that the APT countries either have largely liberalized their financial systems or have been moving towards the deregulation of their financial sectors. Even the lower Mekong countries of Cambodia, Laos and Vietnam have made some progress in financial liberalization, as they transit towards market-based economies. Only Myanmar appears to have a repressed financial system.  

I.2.3
Extent of Capital Market Development
The development of domestic capital markets, through the expansion and diversification of financial services and instruments, increases the depth of a country’s financial system. We first assess the current status and trend of stock market development in the region by examining the ratio of stock market capitalization to GDP, equity issues to GDP ratio as well as total value of stocks traded to GDP which are plotted in Figures 6 to 8 respectively. Relevant indicators that apply to the region’s domestic bond market development are public and corporate bond market capitalization to GDP ratios, and the ratios of public and corporate bond market turnover to average amount outstanding. These are plotted in Figures 9 to 12 respectively. For each of these indicators, a higher value suggests a higher level of capital market development. Unfortunately, the availability of data on capital markets is limited both in terms of country coverage and time span. Hence, the charts below exclude several countries like Cambodia, Laos, Myanmar and Vietnam, and the data series all start from around 1988.
Domestic Stock Market Development
By all three measures plotted in Figures 6 to 8, we observe that the regional stock markets have mostly witnessed significant growth over the past decade or so. However, the stock markets in the region are tiered. Malaysia and Singapore appear to form a distinct group from others, having the highest market capitalization ratios of above 150% and highest equity issues of nearly 160% in 2004. In fact, the levels of these indicators even exceed those of the US in recent years. However, in terms of total value of stock traded after the crisis, Korea outperformed the rest of the countries. (see Figure 8)

It is also evident from all the figures that the regional equity markets suffered downturns between 1996 and 1998, but have been on a recovery path after the crisis, except for Indonesia and Philippines. The general upward trends can be attributed to the privatization moves as well as the removal of entry barriers undertaken by the countries in the region in the wake of the crisis.  For instance, Malaysia in 2003 eased the processing of IPOs by reducing the number of processing days and de-mutualised principal securities in 2004. Nevertheless, further improvements in market microstructure such as longer trading hours and wider foreign listing and participation are needed to improve the performance of the regional stock markets. (see De Brouwer and Smiles, 2002)      
Figure 6: Stock Market Capitalization relative to GDP
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Source: World Development Indicators

Figure 7: Equity Issues to GDP Ratio
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Source: World Development Indicators.

Figure 8: Total Value of Stocks Traded to GDP Ratio
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Source: World Development Indicators.

Domestic Bond Market Development
We observe from Figure 9 that the capitalizations of government bond markets in the regional countries, with the exception of Indonesia and Philippines, have more than doubled since the crisis. Similarly, the corporate bond market capitalization in the region--except for China and Indonesia--have been on a general uptrend since 1997, though progress have been somewhat limited compared with the public debt market. (see Figure 10) Malaysia was the lone exception whereby private bond capitalization experienced a rather dramatic rise. This could be attributed to the government’s move to promote corporate bonds as early as October 1997 by establishing the Bond Information and Dissemination system.  It also made efforts to implement a full-disclosure framework and streamlined issuance procedures of its private debt securities in 2000. 

Figure 9: Government Bond Capitalization to GDP Ratio
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Source: www.bis.org/statistics and World Development Indicators.
Figure 10: Corporate Bond Capitalization to GDP Ratio
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In comparison to the stock markets, the regional bond markets were mostly underdeveloped before the crisis. Indeed, the crisis highlighted the need for a more diversified financial system and the importance of supplementing the banking system with the bond market in the APT countries. As a result, policy makers in the region have pushed ahead with bond market development. This includes efforts to establish the (risk free) benchmark yield curve through regular issuance of government bonds; increase supply of investment-grade bonds by strengthening corporate governance and encouraging issuance of corporate bonds; develop primary markets through the appointment of primary dealers; broaden investor base of secondary market by authorizing the participation institutional investors; raise the attractiveness of bonds by providing appropriate tax incentives; and improve market infrastructure by the creation of rating agencies and development of a predictable settlement system.

Despite the recent development of domestic bond markets in the region, we see from Figures 11 and 12 that they suffer from illiquidity. This is not surprising since most regional bond markets remain small by industrialized countries standards and their small size makes for low liquidity. At the same time, the illiquidity of these markets locks in their small size resulting in a “low-level bond market trap”. (pg 7 of Eichengreen, 2004) Empirical studies like Classens et al. (2003) and Eichengreen and Luengnaruemitchai (2004) have shown that market capitalization for both public and private bond markets are very much affected by country size. Hence, one way to grow the bond market beyond a certain scale is to turn to the development of a regional bond market.

Figure 11: Government Bond Turnover Ratio
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Sources:   www.asianbondsonlin.adb.org.com and www.bondsmarket.com
Figure 12: Corporate Bond Turnover Ratio 
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Source:   www.asianbondsonlin.adb.org.com and www.bondsmarket.com
Note:  US data points are within the range 16% - 28%, hence not included in the chart.

Regional Bond Market Development
A major initiative to promote the development of a regional bond market is the launching of Asian Bond Fund (ABF) that entails the pooling of reserves by regional central banks to invest in bonds issued by Asian institutions and traded in Asian markets. In fact, the ABF initiative has been extended from USD denominated bonds (termed ABF I) to include bonds denominated in an Asian currency (termed ABF II). Recently, yuan-denominated bonds have been issued by Chinese treasury bonds and by foreigners (also known as “panda bonds”). Nevertheless, obstacles remain that impede regional cross-border bond investments such as regulatory limits on purchases of foreign debt securities; withholding taxes on interest income of offshore investors; high hedging costs arising from restrictions on foreigner’s access to local currency funding and onshore derivative markets; and high transaction costs due to large bid-offer spreads. (Dwor-Frecaut, 2003)  Further development in the Asian bond market calls for regulatory and institutional changes in individual countries as well as regional initiatives to coordinate such changes.  

I.2.4
Extent of Financial Openness
While it is common for countries to impose capital controls in order to avert or deal with a financial crisis, such restrictions are generally found to hinder a country’s rate of financial development. (Chinn, 2004) In particular, capital controls tend to dampen capital market activities. To measure the intensity of capital controls in the APT countries, we use an index of financial openness constructed by Chinn and Ito (2002). This index is based on a range of regulatory restrictions placed on capital account transactions as reported in the IMF publication Annual Report on Exchange Arrangements and Exchange Restrictions. Table 2 records for the APT countries, the averages of this financial openness measure over each of the past three decades. A higher value signals greater capital account openness.

  It is clear from Table 2 that the APT countries have a wide range of experiences with capital account openness. On one extreme, we have Japan and Singapore as the region’s most financially open countries whose index levels have reached those of the US’ in recent years. On the other, we have countries like Cambodia, China, Laos and Myanmar that still impose heavy restrictions on capital flows. However, both China and Laos are gradually becoming more open over time.  Malaysia and Indonesia stand out as two previously open economies who reinstituted capital controls in the aftermath of the Asian crisis. 
Table 2: Averages of Financial Openness Index
	 
	1970 - 1979
	1980 - 1989
	1990 - 1999
	2000 - 2003

	Cambodia
	-1.711
	0
	-0.130
	-0.515

	China 
	-0.965
	-1.392
	-1.264
	-1.072

	Indonesia
	1.091
	2.418
	2.338
	1.283

	Japan 
	1.047
	2.514
	2.542
	2.682

	Korea
	-0.865
	-0.658
	-0.451
	-0.296

	Lao PDR
	0.238
	-1.640
	-1.169
	-0.775

	Malaysia
	0.663
	2.418
	1.478
	-0.037

	Myanmar
	-1.072
	-1.072
	-1.328
	-1.711

	Philippines 
	-0.904
	-0.968
	0.088
	0.248

	Singapore
	0.311
	2.598
	2.475
	2.682

	Thailand
	-0.037
	-0.037
	-0.037
	-0.037

	Vietnam
	-1.455
	-1.711
	-1.264
	-1.072

	USA
	2.682
	2.682
	2.682
	2.682


Source: Chinn-Ito (2005) financial openness measure.

We complete this section on trend analysis by highlighting that majority of the APT countries has drawn up plans on the development of the financial sector. Various key features of these plans are reported in Table 3 in Appendix 2. In particular, China’s implementation of its WTO commitments will also result in further liberalization of its financial sector.

I.3
Sequencing of Reforms
To minimize financial instability, we advocate a gradual approach to financial liberalization based on the orderly sequencing of reforms. Such sequencing should take into account the specific nature of the economy, especially its capital account openness and prevailing monetary regime. Nevertheless, some general guidelines on the proper sequence of financial liberalization are found in McKinnon (1993): start with fiscal balance; proceed with domestic financial liberalization and development of prudential bank regulation; accompanied by current account liberalization; end with capital account liberalization, with long-term capital flows such as FDI preceding short term flows. We next discuss some key considerations when sequencing financial liberalization and capital market development.

Sound Macroeconomic Policies
It is widely recognized that sound macroeconomic policies have to be in place prior to financial liberalization, as they enhance market confidence in the economy and thereby help to mitigate risks associated with liberalization. (Meyer, 1999) In particular, a commitment to long-run fiscal discipline lowers the risk premium of long-term government bonds. This no doubt aids the creation of deep and liquid markets for public debt instruments. In line with this, APT countries may need to consider the adoption of a treaty equivalent to the Maastricht Treaty which was the precursor of the Euro. The Treaty was later transformed into the Stability Pact. Whether such a treaty should be adopted, and the appropriate exchange rate regime which countries undergoing financial market liberalization should adopt are key issues discussed in part III of this paper. 

Hierarchy of Financial Markets 

 More risks are being injected in the financial system as the domestic financial markets develop, calling for more sophisticated risk-based supervision. This means that we have to consider the hierarchy of the different markets in terms of the complexity of risks in each market as well as the inter-linkages among them. (Karacadag et al, 2003) Specifically, the markets in ascending order of the degree of risks to financial stability are: money market; foreign exchange market; government bond market; markets for corporate bonds and equity, and derivatives market. This hierarchy also reflects the interdependence among markets, whereby the depth of one market determines that of another. Market development should therefore be sequenced according to this hierarchy, and the supervisory and regulatory capacity enhanced at each level of the market hierarchy.

Institutional Reforms
Policy makers have to pay attention to the initial condition of the financial system before embarking on full-fledged financial liberalization. The establishment of robust institutions supporting the financial markets—such as prudential regulation and supervision framework, and corporate governance structure—is a pre-requisite to successful liberalization. According to Eichengreen et al. (1999), the core institutional infrastructure required for well-functioning of the financial markets include: adequate and well-enforced contracts; insolvency procedures; adequate accounting rules; consistent auditing and disclosure practices; and efficient payment system. Moreover, empirical studies such as Fuchs-Schundeln and Funke (2001) and Chinn and Ito (2002), show that the positive growth effects of financial market development and capital account liberalization tended to be larger for countries with higher level of institutional development.    


Nonetheless, as pointed out by Kaminsky and Schmukler (2003), institutional reforms are most likely to occur after rather than before financial liberalization. This is partly because established firms tend to oppose institutional changes for fear of increased competition and in order to safeguard their interest. Hence, partial liberalization is often needed to act as a trigger and add to the urgency of institutional reforms.

Internationalization of Financial Services
In particular, the internationalization of financial services which opens the domestic sector to foreign financial institutions frequently results in capacity building. Importantly, the commercial presence of foreign service providers normally increases the pressure to strengthen supervisory and regulatory framework. This can occur through many channels such as: providing a model of best practices; reducing information gaps and improving transparency; and skill and technology transfer. (Kono and Schuknecht, 1998) Hence, we advocate the lowering of barriers to cross-border provision of certain financial services, especially for regional countries that are not quite ready for full capital account liberalization. When their financial systems are strengthened, these countries could then proceed with easing restrictions on short-term capital flows.   

On the one hand, the opening the domestic sector to foreign competition helps build more robust and efficient financial systems, as well as fosters the development of broader and deeper domestic capital markets. On the other, the entry of foreign financial institution can lead to failure of some domestic financial firms. While the exit of insolvent financial firms is necessary, this could sometimes threaten the systemic stability of the whole financial system. Therefore, it is vital to phase-in financial services trade liberalization to allow the domestic financial institutions time to adjust to the more open environment. At the same time, the removal of undue domestic regulation may be required to minimize the adjustment costs of local financial institutions.    
I.4
Role of Policy Coordination

The above considerations for the sequencing of financial liberalization and capital market development suggest the pertinent role played by regional policy co-ordination. We suggest that the region start with the promotion of weak form of financial cooperation such as knowledge sharing and technical assistance, before tackling stronger forms such as cooperative efforts to level playing grounds for commercial activity and harmonization of standards. Once these intermediate forms of financial integration are well established, the region should move on to creating strong forms of financial integration such as establishing independent regional institutions with regulatory and supervisory oversight.

Technical Assistance
In the first place, the building of market infrastructure—comprising trading system, information system, brokers, clearing and settlement system and registration—necessary for the reduction of transaction costs and settlement risks requires technical expertise. Secondly, the strengthening of risk management and prudential supervision to deal with new risks demands the availability of financial information as well as human capital. However, the lack of accurate financial information and shortages of highly skilled technicians are common obstacles to the development of financial markets. (Brownbridge and Kirkpatrick, 2000) This underscores the need for the regional countries to embark on weak forms of financial cooperation such as technical assistance, training programs, research cooperatives and knowledge sharing.

After all, the level of financial infrastructure varies widely in the region: market infrastructure and institutions are well-developed in countries like Japan and Singapore; mid-ranking for countries like Malaysia, South Korea and Thailand; weak in countries like China, Philippines and Indonesia; and poorly developed for the Mekong region countries. (de Brouwer, 2003) This means that countries with stronger financial infrastructure could provide assistance to those whose financial systems are weaker. Foremost in such form of financial cooperation would be technical assistance to upgrade risk management systems and develop human capital to evaluate and regulate risk.

Widening Market Access 

More market players are needed to develop and deepen financial markets in the region. An expansion through the internationalization of financial services means individual countries have to accept more foreign institutions into their domestic financial markets. This entails the relaxation of non-supervisory restrictions against the access of foreign institutions—while keeping market-consistent regulations—as well as the promotion of level playing grounds for commercial activity. Regulators in the APT countries need to collaborate on improving market access and working out common treatment, perhaps in the context of regional trade agreements.

Supporting Industry Platform
The financial markets in the region are small and fragmented and consequently, tend to under-perform. Regional financial cooperation will bring about faster financial deepening as compared to individual country’s efforts. In particular, developing the domestic capital markets in the APT countries beyond a certain scale entails regional coordination efforts to develop a supporting industry platform. This includes the region’s asset management capabilities; a uniform credit rating system; and pooling of liquidity. (Dwor-Frecaut, 2003) In addition, countries may wish to establish linkages in market infrastructure—such as trading, payment, clearing, settlement and custodian systems—or establish reciprocal market linkage portal service to support cross border trading.

Regulatory Harmonization
On the establishment of a sound institutional environment, it is important for regulators in the APT countries to harmonize standards in the financial systems to at least the adoption of minimum acceptable international standards. The goal is to work towards the adoption of common standards, practices and regulatory framework, perhaps starting with common documentary requirements, simplifying and harmonizing listing and licensing requirements; accounting standards and taxation. (De Brouwer, 2003) Greatly varying regulations and tax provisions in the APT countries impede cross border investment flows. Conversely, the convergence of policies and regulations enriches capital flows within the region. An effective forum is thus needed to provide a platform for regional cooperation and harmonization.

Improving Corporate Governance

Apart from such standard setting function, the regional forum could also serve to apply peer pressure on the APT countries to upgrade their financial infrastructure and improving their corporate governance structure. We highlight the following areas that require improvement: increasing transparency of markets to facilitate private sector monitoring; removing opaque ownership and control structures that contribute to lack of accountability; granting independence to the board of directors; greater disclosure; and stronger enforcement of rules. Such measures are particularly important for the development of corporate bond markets, as increased transparency and improved corporate governance would facilitate the diversification of bond issuance from big companies to medium-sized firms.  However, we acknowledge that the implementation of such changes takes time and should be an ongoing process.

An Asian Financial Institute 

The regional forum should also progress towards monitoring the economic performance in member countries in a regular and systematic way. In fact, it could serve as a precursor to an independent supranational institution with regulatory and supervisory oversight. Examples would include settlement banks, regional trade and financial boards, and perhaps an Asian financial institute along the lines proposed by Barry Eichengreen (2001). These institutions would be supranational by nature, with charters to promote regional growth and stability. It was announced at the recent East Asia summit that ASEAN will start negotiations on a draft charter aimed at strengthening the structure of the group. The charter would transform ASEAN from a loose intergovernmental organization that tackles issues on an informal consensus basis to a supranational one that provides a strong institutional framework.
I.5.
Summary and Policy Recommendations

The APT countries have experienced rapid growth in trade, both in global and in regional terms. In fact, for some countries, intra-regional trade is growing faster: for example, China is rapidly replacing the US as number one trading partner for Japan. Many of the APT countries are also net creditors to the world—particularly to the US, resulting in rising foreign exchange reserves. The problem is that, even while surplus APT savings are invested in the US and other industrial countries, APT relies on FDI as well as shorter-term financing from those countries. Intra-APT financial intermediation is relatively undeveloped. Domestically, most APT countries are overwhelmingly dependent on bank credit or State-directed credit. Moreover, financial and capital markets are thin, making them vulnerable to speculative attacks. The thinness of such markets also creates problems of illiquidity and volatility, which hinders the intermediation process. APT countries are also facing more volatile foreign exchange markets. The Asian Currency Crisis and the recent re-valuation of the Chinese Yuan illustrate the need for greater regional cooperation to prevent competitive devaluations and the rise of protectionism. Currencies of smaller countries tend to be more volatile.

While some progress has been made in liberalizing the regional financial markets, they remain at substantially different levels of development and there is plenty of scope for improving the financial systems in the APT countries.

It is abundantly clear, therefore, that regional efforts must be made:

a. to ensure that financial and capital market integration keeps pace with trade integration. This will, in turn, facilitate more intra-regional trade

b. to enable APT countries to utilize their surplus savings more efficiently via greater regional financial intermediation between savers and investors. In addition to promoting greater efficiency and growth, this will help prevent a recurrence of the Asian Currency Crisis which so devastated several economies.

c. To strengthen APT stock exchanges to enhance liquidity and depth. This can be done through development of regional online trading, mutual listings etc. Equity financing is essential in broadening and deepening regional financial markets. Even the relatively developed domestic stock markets in the region need better market microstructure such as longer trading hours, foreign listing and participation.

d. To help APT countries develop their bond markets as well as a regional one.  The domestic bond markets are in a “low liquidity, small size” trap that can be overcome by developing the regional bond market.  This in turn calls for regulatory and institutional changes in the APT countries, as well as the regional coordination of such changes to bring down costs in cross-border transactions. Towards this end, the Asian Bond Fund should be substantially enlarged.

e. To help each APT country sequence and develop their financial and capital markets. Financial reforms in each country should be sequenced by taking into account the hierarchy of the different financial markets in terms of the complexity of risks in each market as well as the inter-linkages among them. Besides, countries could proceed with the internationalization of financial services before full liberalization of capital account.

f. In the process of liberalization, APT countries should give preference to one another in establishing branches of financial institutions.  This will facilitate the development of intra-Asian financial intermediation.

g. Finally, regional policy co-ordination in the areas of technical assistance, widening market access, establishment of supporting industry platform, regulatory harmonization and improving corporate governance structure are vital for the broadening and deepening of the regional financial markets. Improving the access and reducing the costs of financial services and instruments will certainly bring about more efficient allocation of Asia’s large pool of fund within the region.      

Part II

Impact of Liberalization on Financial and Currency Stability. 
II.1 
Toward Optimal Cascading of Liberalization
The Asian Financial Crisis of 1997-1998 focused attention on the need to manage the sequencing of financial liberalization in emerging markets. Borrowing from an older literature on financial repression, a number of prominent economists established a new consensus regarding the liberalization of financial markets in open economies. Liberalization should begin with the broadening and deepening of the domestic financial sector. Next, liberalization should proceed with increasing the flexibility of the exchange rate. Only then should liberalization proceed to open the capital account. In fact, so devastating were the numerous banking and currency crises in emerging markets throughout the 1980s and 1990s, that some economists openly questioned whether the capital account needed to be opened at all (Rodrik, 1998). 

However, in the years since the Asian Financial Crisis, a number of developments in the academic and policy community have reconsidered the primacy of the classic sequencing model of financial and capital market liberalization. The first development is evidence that global trade and communication conspired to generate capital flows, albeit moderated, in countries which had not yet officially opened their capital accounts (Aizenmann, 2002; 2004, 2005a,b). The second development are growing numbers of policy prescriptions that suggests  not only that domestic financial sector development need not be complete before exchange rates are made flexible, but that it is crucial for exchange rate flexibility to precede the opening of the capital account (Prasad, et al., 2005). The third development is increasing empirical and anecdotal evidence that financial integration increases economic efficiency, the competitiveness of market structure, and knowledge transfers used to boost productivity and innovation. Domestic financial sectors would therefore require some amount of exchange rate flexibility and international capital flows before they can fully develop.

Taken together, it appears that it is not that case that all three dimensions of liberalization (domestic financial sector development, exchange rate flexibility and capital openness) necessarily follows sequentially. Instead, it would seem that all three are perhaps determined together as a single holistic set of interrelated policy decisions. If so, then it is important to recognize that policymakers desirous of maintaining financial stability while embarking on a liberalization program do not ace an optimal sequencing problem, but an optimal cascading problem. An understanding of such requires that policymakers develop a broader and more internally-consistent set of policy prescriptions to manage plans for liberalization. 
II.2 
Background & Context 
Over the past quarter century, the combination of a fixed exchange rate with an open capital account, has proven lethal in small open economies, particularly in emerging markets with weak financial systems and regulatory institutions. The financial and currency crises have occurred with such regularity and impunity that for some countries, repeated crises have institutionalized such a lack of credibility as to taint them with what Eichengreen and Hausmann (1999) have termed “original sin.” Considerable blame for these financial cum currency crises has been placed on improper sequencing of liberalization. In particular, the fault seems to point to policies that opened the capital account prematurely while keeping the exchange rate remained rigid. Such a combination has often led to massive capital inflows that have overwhelmed nascent financial systems, prompting consumption and asset boom-bust cycles. When we further combine a fixed exchange rate and premature opening of the capital account with a weakly structures and regulated domestic financial sector, currency crisis quickly turn into financial crisis and perhaps to full-blown economic and political crisis. Such a scenario plagued Latin America throughout the 1980s and 1990s. It took the crisis of 1997-98 to demonstrate that Asia was also not immune to these same policy inconsistencies.
Sufficiently liberalized and developed domestic financial sectors are necessary to absorb and allocate capital inflows to their most efficient uses. Flexible exchange rates allow necessary international relative price adjustments and help allow asset markets to clear (Obstfeld, 2004b).
 Without either, capital account liberalization is premature and effectively neutralizes the stability benefits of fixed exchange rates. That is does so at a time when the domestic financial infrastructure can ill-afford massive surges and reversals in liquidity and financing, has prompted a number of economists to remind policymakers and professional economists alike of the dangers of the open-economy trilemma.
 Fully-open capital accounts require both domestic financial liberalization and exchange rate flexibility. Given the ill-fated history of liberalized capital accounts in emerging markets, how should a liberalization program ideally unfold?

II.3 
Sequencing vs. Cascading Liberalization 
The optimal sequencing literature pioneered by McKinnon (1973, 1993) among others suggested a simple sequential structure to financial liberalization: first, liberalize the domestic financial sector; second, allow for exchange rate flexibility; third and only then, liberalize the capital account.
 While this simple set of guidelines governing liberalization has become de facto policy of the IMF and elsewhere, optimal sequencing as an analytical and practical policy framework is somewhat misleading. It presupposes a linear path towards full liberalization and implicitly removes all benefits of capital account liberalization in the early stages of financial sector development.
 Optimal sequencing also suggests that exchange rate flexibility should take place after domestic financial liberalization. This suggestion implies that domestic financial liberalization can fully mature without the benefits of the broader risk management skills and increased financial product innovation that would accompany exchange rate flexibility. 
 In addition, optimal sequencing appears to discount how even a small degree of exchange rate flexibility might alleviate the real adjustment costs associated with real and financial shocks.

II.3.1 
Optimal Sequencing 
We find the simple rubric of optimal sequencing to be both empirically unsupportable and potentially misleading to policymakers. Under optimal sequencing, liberalization occurs sequentially. Let Ai ([A1 ,…, An] represent the ith of n different stages of domestic financial sector liberalization. Let Bi ([B1 ,…, Bn] represent the ith of n different degrees of exchange rate flexibility. Here, one can think of B1 as a pegged bilateral exchange rate and Bn as a fully floating exchange rate. Finally, let Ci ([C1 ,…, Cn] represent the ith of n different stages of capital account liberalization. 
A strict interpretation of optimal sequencing suggests the following conceptual framework.


[image: image16]
That is to say, first, a domestic financial sector liberalization program must be developed and implemented, i.e. all n phases of A are completed. Once domestic financial sector liberalization is fully completed, only then should the degree of exchange rate flexibility (given by the vector of B’s) be increased. Since it generally recommended that smaller degrees of flexibility should precede full floats, the exchange rate flexibility dimension of financial liberalization is complete when all n degrees of B are permitted.  Finally, once the domestic financial sector is liberalized (i.e., A has gone from A1 to An) and the exchange rate is fully flexible (i.e., B has gone from B1 to Bn) then and only then, should steps be taken to liberalize the capital account, C. As with domestic financial sector liberalization, capital account liberalization has its baby steps (something closer to C1)--like FDI or long-term investments for infrastructural purposes --, its more advanced—like the full liberalization of short-term portfolio flows to its most fully liberalized and controversial phases, the allowance of short-term speculative flows, such as those from hedge funds (something closer to Cn).
Empirically, sequencing is subject to considerable leakage. Increased global integration and the growth of financial transactions with foreign countries has resulted in capital flows entering and exiting countries. In addition, the growth of global outsourcing and has also contributed considerably to capital flow leakage, through the establishment of foreign subsidiaries, foreign workers, and other entities. As markets grow their trade and develop their domestic financial sectors, there will be some degree of capital flow across borders even with the best of capital controls. 

At the same time, the costs of capital controls enable disparities in productivity and competitiveness between global and insular markets to persist. Global markets are fiercely competitive and offer the truest test of productivity. To expect that domestic financial sectors might develop the same quality and character of global financial markets on their own is perhaps naïve. 

II.3.2 
Optimal Cascading
Instead of promoting optimal sequencing, we instead suggest that policymakers utilize the conceptual framework of optimal cascading in formulating plans to liberalize their capital accounts. The conceptual basis of optimal cascading is quite simple. Under optimal sequencing, decisions regarding the extent of domestic financial liberalization, the degree of exchange rate flexibility and the extent of capital account liberalization are taken jointly. In contrast to optimal sequencing, optimal cascading implements all three dimensions of a liberalization program simultaneously. Let the initial phase of a liberalization program be given by (A1 , B1 , C1), where once again, Ai ([A1 ,…, An] represent the ith of n different stages of domestic financial sector liberalization, Bi ([B1 ,…, Bn] represents the ith of n different degrees of exchange rate flexibility, and Ci ([C1 ,…, Cn] represent the ith of n different stages of capital account liberalization. The design of an optimal cascading program can be represented by the following rubric…
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Under optimal cascading, policymakers must decide on the extent of domestic financial liberalization, the degree of exchange rate flexibility and the extent of capital account liberalization simultaneously. During nascent stages of domestic financial development, rigid exchange rates and heavy capital controls are essential and will minimize the odds of boom-bust cycles and financial crisis.
 However, as the domestic financial sector matures, countries should make attempts to increase exchange rate flexibility, perhaps to a currency basket or to a tightly controlled BBC, and allow for longer term and stable capital inflows that serve to increase productivity, technology transfer and competitiveness.
 In latter stages, domestic financial sector liberalization will need both increased exchange rate flexibility to help with risk management, price stability and later-stage capital account liberalization, such as capital outflows for the purpose of portfolio diversification and the establishment of foreign banking branches and non-bank financial institutions. 

Once such a program is fully mature, then the degree of exchange rate flexibility can be increased further. Mature domestic financial systems will be able to utilize exchange rate volatility to help adjust to shocks, smooth consumption, and help maintain price stability. At the same time, it is unrealistic to expect that domestic financial liberalization can ever fully mature without exposure to global financial markets and capital flows, particularly in countries without a long history of private financial banking and established access to offshore banking. In addition, deeper capital account liberalization will require increased exchange rate flexibility and liberalized domestic financial markets 

Under optimal sequencing, once the domestic financial sector is liberalized and the exchange rate is fully flexible, then and only then, should steps be taken to liberalize the capital account. Under optimal cascading, select liberalization of the capital account and a limited degree of exchange rate flexibility can take place while the domestic financial sector is developing. As the domestic financial sector deepens, increased exchange rate flexibility and an increasingly liberalized capital account will not only be possible but optimal.

II.4 
Optimal Cascading: The Case of China

China’s liberalization program represents the classic case of optimal cascading. From 1994 until late 2005, the yuan was pegged to the US Dollar at a fixed rate of 8.28RMB to US$1. Citing underdeveloped domestic financial markets and legal institutions, the Chinese central bank argued unambiguously that its banking system was not ready to handle a flexible yuan. While the yuan remained fixed to the US dollar, China did not completely restrict capital flows. China has been the recipient of considerable FDI capital flows and other types of capital flows that have leaked in through the considerable presence of foreign branch operations and outsourcing operations. Most recently, the Chinese central bank has allowed the yuan to float within a tight band while at the same time domestic financial sector reforms and a measured relaxation of capital controls continues (Eichengreen, 2005a). These simultaneous and holistic policy choices characterize the measured and gradual face of optimal cascading. 

While it is too early to tell if the specific types of capital account liberalization enacted by China are wise given the stage of domestic sector development and limited degree of exchange rate flexibility, it is clear that China had adopted the prudent and realistic strategy of optimal cascading.

II.5
Sovereign Policy Recommendations

We make five policy recommendations with regards to safeguarding financial stability during a regimen of capital account liberalization. One, we strongly urge APT countries who are in the early stages of their financial liberalization programs to adopt optimal cascading as their operational framework. Unlike optimal sequencing and earlier dogmatic approaches that called for rapid and early liberalization, optimal cascading is a gradualist and holistic approach to liberalization. Not only is it sensitive to the quality of the underlying institutional infrastructure and domestic financial sector development, but open to the reality and benefits of capital account liberalization and exchange rate flexibility.

Two, we urge that countries allow for the degree of exchange rate flexibility ideal for their institutional infrastructure, the extent of their domestic financial sector development and the degree of capital account liberalization. In other words, we argue instead that central banks adopt a risk management approach to exchange rates. For most APT countries, the outstanding policy question is not whether there should be exchange rate flexibility but how much. The determination of optimal flexibility should be contingent on the state of domestic financial sector development and the degree of capital account liberalization that already exists. For those countries at the beginning of their financial liberalization programs, exchange rate flexibility will likely be limited. For countries with fully developed financial sectors and fully liberalized capital accounts, exchange rate flexibility should be increased, though need not take the form of a free float. For many small open economies with high exposure to international trade and capital flows, such an approach suggests a forecast-based managed float.

Three, we urge the emerging markets of APT to make sure the domestic financial sector is sufficiently developed and the exchange rate sufficiently flexible when deciding to lift capital controls. The volatile experience of emerging markets and increasing (and fortunate) dominance of microfounded models has forced many economists to pause at past recommendations of full capital account liberalization. It is not clear to what extent full capital account liberalization is warranted or desired for many emerging markets. Consensus belief suggests that financial integration should allow for better consumption smoothing and increased diversification of risks. However, there is considerable theoretical and empirical evidence that suggests that financial integration of emerging markets has actually led to more volatility and a higher incidence of crises (Gourinchas and Jeanne, 2005). Some economists, most prominently Rodrik (1998), even question whether emerging markets even need current account convertibility.
 Optimal cascading argues that the degree of current account convertibility is inextricably tied to the extent of domestic financial sector development and the degree of exchange rate flexibility. Full convertibility represents a theoretical maximum, Cn. However, unless the prerequisites for full convertibility are satisfied, some degree of capital controls will likely be optimal.

Four, we recommend that policy authorities (a)  keep the real effective exchange rate at or close to its theoretical equilibrium value and (b) keep the real effective exchange rate reasonably stable during the liberalization process. Liberalizing the capital account at a time when the real exchange rate is excessively overvalued or undervalued is likely to threaten plans to make capital account liberalization a smooth series of transitions. If the real exchange rate is overvalued, liberalization may result in capital flight, a build up of cheaply-acquired foreign exchange liabilities, and financial and/or currency crisis. If the real exchange rate is undervalued, liberalization may result in excessive capital inflows, overheating, and an asset and consumption bubble. The former case characterized many of the first generation financial crises in emerging markets. The latter case reflects the worry clouds over China.
 Keeping the real exchange rate level at or close to its equilibrium value will eliminate the additional challenges posed by one-sided bets on the currency. At the same time, the shadow value of the real exchange rate should be reasonably stable during the liberalization process. A wildly fluctuating real exchange rate, such as might be caused by political instability, would likely generate uncertainty over the liberalization process itself. 

Five, we recommend that central banks work together with fiscal authorities to ensure that (a) fiscal dominance does not undermine its price stability and full employment objectives and (b) a system of taxes and transfers are in place to alleviate any potential adverse effects that might arise from financial liberalization. The formulation of monetary policy does not take place in a vacuum. Ambitious liberalization programs that coincide with large fiscal deficits or at a time that the fiscal authorities are unprepared for its potential distributional effects may wreak havoc on perfectly good liberalization plans and undermine institutional credibility for years to come.
 The failure liberalization programs of Latin America were made even more painful by giant fiscal deficits and a sharply skewed system of transfers. Effective and restrained fiscal policies would provide monetary authorities the best chance ensure that liberalization take place within a stable macroeconomic environment.
Part III
Policy Coordination for Financial & Exchange Rate Stability
III.1 
Introduction

In this section, we argue that regional policy coordination can greatly facilitate the cascading of financial liberalization and help promote intra-regional currency stability. Policy coordination will be most effective when it adopts a multi-speed approach, sequences its implementation from informal to formal programs, sequences informal and formal programs from simple to more intensive commitments, and evolves to forms that allow for increased exchange rate flexibility against external currencies and amongst APT currencies. Policy coordination should seek to improve economic efficiency, risk management, stable institutions, distribution & access, robustness, productivity and competitiveness. Policy should create an environment of regionalism, yet implicitly recognize the economic, political, and institutional realities of member countries and clearly distinguish risks to currency stability from capital account liberalization.
III.1.1
Background: Lessons from the Asian Financial Crisis
The Asian Financial Crisis of 1997-98 highlighted the dangers of poorly cascaded liberalization programs and the importance of minimizing the risks endemic to the open economy trilemma.
 Of the policy implications arising from the AFC, a significant number focused on the need for institutional reforms and changes in policy regimes at the sovereign level. There were clear differences in how countries with deep financial sectors, strong regulatory institutions, and credible commitments to sound monetary policy regimes handled the crisis as compared with countries that lacked these characteristics. In Chow, et al. (2005), we argued that the path towards greater intra-regional integration and stability must start with primarily with domestic-level reforms.

However, the fall out from the AFC also made it clear that policy coordination also has an extremely important role to play in avoiding future crises and in promoting further integration and regionalism among APT.  In Chow, et al. (2005), we stressed the importance of accelerating cooperative variants of policy coordination before proceeding with more formal stages of regional institution building and the binding commitments therein. 
III.1.2
Going Forward: Challenges for Coordination
Of the many of the challenges facing APT going forward, financial liberalization and resolution of the open economy trilemma remain among the most daunting. Clearly, policymakers must cascade liberalization policies in a holistic manner consistent with underlying institutional and policy realities. They must do so in a way that does not threaten financial stability, domestic or intra-regional, and which does not jeopardize intra-regional currency stability. Policy coordination can support such efforts. Policy coordination can also help develop a stable environment which can encourage liberalization to cascade optimally and therefore accelerate the benefits from increased integration and regionalism. With more integrated and robust financial markets, more sound liberalization programs, and increased regionalism, policy coordination can evolve to far more intensive forms of cooperation and perhaps even to formal coordination which rely on contractual forms of obligation and commitment. 

Just how far policy coordination should go has much to do with the dangers presented by the open economy trilemma and the progress of liberalization. Informal monetary policy coordination can help countries pool resources and coordinates effort to support the operation of sovereign monetary policies. In its most intensive forms, informal policy cooperation can go a long towards promoting region-wide efficiency and intra-regional currency stability.
By definition, formally-coordinated monetary policy will require that policymakers relinquish some degree of monetary independence. When commitment to coordination is not credible or the domestic financial sector is not sufficiently robust, this lack of monetary independence forces economic adjustment onto real variables and limits the ability of national central banks to ensure financial instability. However, if the commitment to regionalism is credible and permanent and the political and economic contributions of policy coordination can improve upon the benefits offered by sovereign policies alone and resolve negative externalities and inefficiencies among regional economies, then formal monetary policy coordination can improve prospects for intra-regional stability.
The primary challenge appears to be how, if at all, can policy coordination minimize the adverse effects of capital account liberalization on intra-regional currency stability?  To answer this question, we must develop a more comprehensive understanding of the potential risks of liberalization. Only then, can one appreciate where purely sovereign approaches fall short and the specific form of policy coordination that can play a distinct role.
III.2
Risks from Capital Account Liberalization 
Capital account liberalization programs in one or more countries do pose risks for regional stability. For the purposes of APT, we can group these risks according to country type. Type I risks are those associated financially underdeveloped economies and transition economies. Among APT, Type I countries would represent Vietnam, Cambodia, Laos, and Myanmar. Type II risks are those associated with countries which have experienced problems with financial liberalization or managing the open economy trilemma. Among APT, these countries would represent those at the center of the 1997-1998 Asian Financial Crisis those whose institutional integrity and credibility may remain vulnerable to future crises. Among APT, Type II countries would be the Korea and the ASEAN5, i.e. Singapore, Thailand, the Philippines, Malaysia, and Indonesia.
 Type III risks are associated with liberalization attempts in economically large countries. As Japan is already fully liberalized, the only Type III country among APT such would be China. Importantly, Type III risks do not need to arise from failed liberalization per se, but may arise from the sheer size of capital flows coming from perfectly cascaded programs in China.

III.2.1
Type I Risks 

Type I risks would likely manifest in localized terms. Type I countries represent only a small percentage of trade and capital flows within APT. As such, any financial instability that might ensue would be largely isolated within that particular country and with manageable spillovers to larger trading partners within ASEAN5 and APT. For example, failed liberalization in Laos could certainly be felt in Thailand, Laos’s largest trading partner. However, since trade is Laos is only a small fraction of Thailand’s overall trade, one can argue that the fallout would not be destabilizing to the Thai Baht. We contend that Type I risks would not generally lead to intra-regional currency instability,
However, there remains the potential for two regional problems. The first is domestic financial instability so severe that it creates a political vacuum with severe real spillover to neighboring countries. Political implosion of even the smallest and least integrated country can cause instability in a given region. The second is domestic financial instability that generates financial instability in countries of similar type. In this latter scenario, there would be sub-regional contagion as private sector expectations assign the same risk factors to all countries that share similar institutional characteristics. So that financial contagion in Vietnam might spread to Laos and Cambodia, regardless of how well both are cascading their liberalization. Clearly, there is the potential that global financial markets will treat the former Indochinese countries, with arguably similar recent histories and similar institutional features in a similar fashion, regardless of national differences. Moreover, ASEAN5 countries tainted with original sin, an institutionalized lack of credibility with one or more countries, may be susceptible to a stress test. 
III.2.2
Type II Risks 

Type II risks have the potential of creating a second Asian Financial Crises in the ASEAN5 countries and Korea, the same countries at the heart of the drama in AFC. Back in 1997-1998, open capital accounts, fixed and overvalued exchange rates, medium-sized reserves, weak domestic financial and regulatory institutions, and both currency and maturity mismatches enabled global financial markets to place one-sided bets against the currencies, destabilize financial institutions, and facilitate considerable capital outflow from domestic residents. Financial contagion ensued as the crisis spread from Thailand and Korea throughout Southeast Asia. The contagion exploited trade and financial linkages, institutional similarities and their collective designation as emerging markets of similar investment type. 

What are the chances that many of these same elements will not conspire to create a second AFC? After all, the capital accounts of most of these countries remain largely open;
 nominal exchange rates approximate de facto pegs with the US Dollar,
 domestic financial reforms are ongoing;
 and regional regulatory and supervisory institutions are still on the drawing board. Our answer is: slim, at least given the current state of affairs. First and perhaps most importantly, most if not all currencies are viewed as being undervalued. The raison d’etre for massive speculative attacks, overvaluation, is not there. Second, there has been considerable progress on domestic financial reform, corporate governance, increased transparency, and prudential supervision of banks.
 While there is still a long way to go, domestic institutions are no longer as opaque as they were in the 1990s. Moreover, in contrast to ten years ago, early warning systems looking at both macro and financial data have proliferated in the region’s central banks, at the ADB, and among scholars. Finally, there has been a stress-testing and separation of sorts ex post. The global financial community was able to observe how each country’s monetary authorities, financial institutions, corporate sector, and private investors responded to the crisis. Global investors have since learned more about the idiosyncrasies of the region and are less likely to paint broad brush strokes over the whole of Southeast Asia. Increased knowledge of the area is likely to localize any financial contagion in specific countries.

Korea & Thailand
Although among the hardest hit during the AFC, Korea and Thailand have since implemented arguably the most sweeping banking reforms and restructuring programs, albeit with vastly different approaches.
 Both countries’ recovery programs have also included a complete overhaul of their monetary policy regime as part of attempt to restore of global investor confidence. They have both gone to de jure inflation targeting regimes.
Singapore 

Singapore’s prudent use of monetary flexibility and other policy maneuvers during the crisis to increase competition, labor market flexibility, and productivity have enabled Singapore to emerge from the AFC relatively unscathed. In fact, one can argue that the Monetary Authority of Singapore (MAS) may have actually gained more institutional credibility from the AFC. 

Malaysia and the Philippines

Both countries were not fully tested during the AFC. Famously, Malaysia reinstated capital controls during the AFC. While some authors argue that they were imposed too late to be truly effective, it is clear that Malaysia suffered little fallout after capital controls were imposed (Kaplan & Rodrik, 2001). At the same, the Philippines did not enjoy near the boom as did the other ASEAN5 from 1990-96 and therefore have as much opportunity to build up the risks clearly seen in Thailand, Indonesia, and Korea ex post. Should there be an AFC Redux, Malaysia and the Philippines may be among the more vulnerable.

Indonesia
No country was more devastated and for a longer period than Indonesia. The mini currency crisis in August 2005 suggests that institutional credibility remains elusive and that the specter of being tainted with “original sin” is likely. The problems associated with combining a fairly open capital account with weak domestic financial institutions, weak regulatory frameworks, and opaque corporate governance continue to plague Indonesia. These problems persist despite the adoption of de jure inflation targeting to increase exchange rate flexibility. It would appear that Indonesia remains the most vulnerable to financial instability as long as political and financial institutions keep foreign investment low and an open capital account facilitates capital outflow.
Prognoses for Type II Risks
With respect to Type II risks, we make three prognoses. One, the potential impact of poor capital account liberalization on currency stability is likely to be small and localized. Experience with the Asian Financial Crisis of 1997-98 and policy reforms since implemented have increased risk management in the region and made wholesale investor panic in the region less likely. Increased nominal flexibility, the build up of reserves, creation and expansion of the Chiang Mai Initiative, better scrutiny of banking and corporate balance sheets, and the benefits of the experience of 1997-98 suggest that further liberalization poses a far smaller risk the second time around. More likely is the prospect of financial instability in one country with only an attending ripple through the currency markets of trading partners. Importantly, the mini-currency crisis in Indonesia in August 2005 has little effect on intra-regional currency stability and in fact had little impact of intra-regional currency movements in general. Clearly, the financial markets made looked at the 2005 currency crisis solely in terms of Indonesia.
Two, the combination of undervalued nominal currencies, open capital accounts, lack of intra-Asian investment ex-China, excessive savings and weak consumption demand, and slow financial integration is less a recipe for intra-Asian currency instability per se, as it is for future economic malaise. Stronger currencies reduce costs of imported intermediates, enable firms to increase the value added content of their final goods production, increase profit margins, and enable countries to keep a lid on inflation. Increased intra-regional investment and expanded consumption demand will increase growth and help restore some of global imbalances often associated with the global savings glut. Finally, the reduction in the cost of both cross-border transactions and financial intermediation will spur investment which will turn increase trade and demands for more intra-regional investment. The current combination of weaker currencies and slow financial integration serve to reinforce the serious fall off in domestic investment in Asia ex-China since the AFC.
 While it is hard to argue that these factors would lead to more financial instability, they do suggest that expectations of weaker expected growth may conspire with open capital accounts to stress-test the most vulnerable of domestic financial institutions.

Three, perhaps the greatest Type II risk comes not from the prospect of failed liberalization in ASEAN5 or Korea, but from the risks associated with liberalization in China. While the prospects for a strong and stable Asia have never been brighter, the sheer size of the Chinese market poses tremendous challenges to regional financial stability as well as intra-regional currency stability. Since 1994, China has received the bulk of foreign investment into emerging Asia, often to the detriment of industrializing ASEAN countries (Chantasasawat, et al., 2004). In addition, intra-regional trade with China has surged since the Asian Financial Crisis, furthering economic integration with APT (Chow, et al., 2005). The prospect of a financially-liberalized China will generate massive capital flows within Asia. Such a development will bring poses great challenges to the financial infrastructure of even the best planned liberalization programs of the region. Clearly, failed liberalization in Chinese poses great risks to and APT that has rapidly integrated trade with China. However, even proper liberalization can potentially destabilize one or more Type II countries. Large capital flows will exposure those same vulnerabilities still under repair from the AFC of 1997-98.  
III.2.3
Type III Risks 
Type III risks associated with liberalization in China represent the greatest challenge to intra-regional currency stability. Ironically, it is a testimony to the growing importance of China as a global economic force that her policy actions represent both the key to future regional economic prosperity and the biggest threat of destabilization. Owing to her size and growing exports from APT, it is abundantly clear that failed liberalization in China would create considerable turmoil in goods, credit, and currency markets. Opening up the capital account too quickly may lead to massive capital flight as Chinese investors seeking portfolio diversification would have additional reason to remove capital. Improper cascading risks financial panic by exposing underperforming banks and implicitly increasing government liabilities due to moral hazard concerns. China’s rapidly expanding regional imports, her dominance of FDI in emerging Asia, and the growth of her domestic financial sector suggests that failed liberalization and attending problems associated with institutional credibility would have both direct and indirect effects on regional currency stability.

To minimize such risks, China must cascade its financial liberalization very carefully. Her approach should emphasize domestic financial reforms, market-based basis for the level of the exchange rate,
 increased exchange rate flexibility, and a gradual removal of capital controls, especially those that will improve economic efficiency, risk management, productivity and competitiveness. China should also ensure that price stability prevails and fiscal dominance is avoided. Doing so will give China a better opportunity to carry out its liberalization program.

However, what makes China unique in this discussion is that intra-APT currency instability may arise even if Chinese liberalization is cascaded optimally.  Successful financial liberalization in China will generate massive capital flows within APT. If emerging APT domestic financial institutions have not been sufficiently reformed, the risks to countries with open capital accounts and fairly rigid exchange rates may overtime generate conditions similar to the Asian Financial Crisis. In a sense, capital account liberalization in China represents an exogenous force on regional institutional reform efforts. Failure to fully endogenize this force may pose more of a threat to domestic financial stability than domestic factors. Therefore, not only is successfully cascaded liberalization in China essential for regional stability, but the very prospect of financial liberalization in China necessitates that other Asian countries accelerate their own institutional reforms in advance.
 

III.3 
Liberalization & Currency Stabilization: The Potential of Non-Monetary Policy Coordination

Given these potential risks from current account liberalization, what, if anything, can policy coordination do to minimize effects on regional currency stability?   We see eight dimensions in which non-monetary policy coordination can play an important role. One, policy coordination should develop a modern policy research infrastructure. Regional research cooperatives should seek to understand monetary policy transmission mechanisms in APT and to improve microeconomic research on the interplay between firm and household behavior and macroeconomic policies. APT should expand technical assistance on policy implementation, data collection, and risk management. Doing so will provide an invaluable knowledge base to monetary policymakers facing the prospect of a more financially integrated Asia. 
Failure to properly cascade financial liberalization and to manage risks associated with the open-economy trilemma are among the most cited explanations for the Asian Financial Crisis and the financial contagion that followed. With the continued integration and liberalization of both of China and India, there is an urgent need to improve the technical ability of monetary policymakers to use the best available data, economic models, and risk management techniques. Close cooperation over training and sharing and technical expertise can help accelerate the development of these abilities.

Pooling the expense of regional training facilities would go a long way to increase understanding of monetary policy transmission mechanisms. In particular, there is a need to improve microeconomic research on the decision making of firms and individuals. This should greatly improve the forecast-based approaches of modern monetary policy models that increasing numbers of countries are beginning to employ.
 In addition, regional central banks require more intimate knowledge of policy tradeoffs faced by other central banks in order to avoid tit-for-tat actions such as competitive devaluations. This point is crucial given the lack of mature domestic financial systems, regulatory frameworks, and regional surveillance mechanisms. Whether coordination is pursued cooperatively or more formally, APT countries need a better understanding of the risks faced by other members as sovereign, regional, or global conditions change.

Two, policy coordination accelerate financial institutional reforms. Specifically, reforms should reduce costs of and impediments to cross-border transactions, harmonize regional standards and regulations, promote capital market integration,  protect intellectual property & shareholder rights associated with knowledge capital, diffuse innovation, and cross-border corporatism, increase corporate transparency and governance, develop both sovereign and regional bond markets; and deepen APT equity markets through the development of regional online trading and mutual listings. Such efforts will help APT should build for future regionalism and financial integration. APT will be dominated by knowledge capital, diffuse innovation, and cross-border corporatism. Protecting rights in such a world (e.g. intellectual property rights), increasing corporate transparency, and promoting cross-cultural economies will add to stability. These rights include but are not limited to intellectual property rights and shareholder rights. These protections will create an environment will encourage intra-Asian investment and reduce fears of floating (Stulz, 2005). Increased financial and capital market integration will facilitate even more intra-regional trade.
APT should also harmonize the regulatory environment and improve corporate governance in order to deepen and broaden regional financial markets. These efforts will in turn reduce vulnerability to speculative attacks. APT should also develop both sovereign and regional bond markets that are of sufficient size and liquidity and strengthen APT equity markets through the development of regional online trading and mutual listings. 
Three, policy coordination should adopt a multi-speed approach. APT should customize policy coordination to the particular needs and realities of APT members in order to help minimize adverse distributional effects from financial integration and capital account liberalization in a manner that can utilize sub-regional synergies. The economic, political, and institutional diversity of APT suggests that regional integration and liberalization will have non-uniform effects across the region. Moreover, APT diversity suggests different timelines to implement reforms and absorb policy changes. In a real sense, the distributional aspects of policy coordination require “coordination within coordination.” 

To resolve adverse distributional effects, the actual form and sequencing of monetary policy coordination in APT should be customized and shaped by the economic, political, and institutional realities of member countries. Reasonable allowances must be given to those countries which require more tolerance. 
In addition, the actual form and sequencing of monetary policy coordination in APT must follow a multi-speed approach. Some countries are going to need more time to implement reforms than others. Some countries are going to respond to policy coordination in different manners.
While we argue against a splintered approach to APT coordination, sub-regional synergies suggest that regional sub-committees can help facilitate this customization and multi-speed approach. For example, ASEAN5 and Brunei in one group and the former Indochinese countries and Myanmar in another. 
Four, policy coordination should develop a vision of regionalism. Internally, APT must prevent competitive manipulations of regional currencies and prevent the rise of protectionism.  A new regionalism should foster appropriate policy mechanisms to manage future crises, prevent financial destabilization associated with contagion, and protect against political instability risks. APT should form a regional financial crisis committee to improve crisis management and enlarge exiting swap facilities. APT should cooperate on preventing the specter of fiscal dominance in order to allow monetary authorities to independence to pursue its price stability and full employment objectives. APT should ensure that a system of taxes and transfers are in place to alleviate any potential adverse effects that might arise from financial liberalization. Such efforts will reduce the possibility of major political destabilizations or regional in-fighting which might impact upon intra-APT currency stability.

In addition, upgrading regional policy mechanisms and sovereign facilities will be needed to handle the possibility of spillover from open capital accounts and the liberalization process in China and India. APT must establish circuit breakers to ensure that rapid movement of capital do not triggering instability in regional currency arrangements. In the competition for capital flows, sovereign policy actions will have regional consequences, some of which unintended. To counter any potentially destabilizing effects involved with the liberalization of capital flows, APT should work towards ensuring that changes in the volatility of capital flows do not create pockets of undiversifiable risk. Common overnight clearing standards together which well-functioning swap, repo, and overnight markets will ensure smooth transition and responses to market volatility. Strong and unambiguous regional financial institutions, of which the Chiang Mai Initiative was a first-step, can help ensure that regional central banks are credibly committed to the principle of exchange rate stability.

APT should commit to a vision of regionalism and work towards prevention of competitive manipulations of regional currencies and any rise of intra-regional protectionism. 
Externally, APT must be able to effectively compete with the growing strength of regional economic blocs, such as the EU and NAFTA. APT should also develop Asian political and economic power to rival the regional trade blocs of the Americas and Europe. To this aim, APT can establish a platform to support regional industries. Finally, APT countries should give preference to one another in establishing branches of financial institutions.  This accommodation will facilitate the development of intra-Asian financial intermediation during the process of liberalization
Five, policy coordination should help increase economic efficiency, risk management, stable institutions, distribution & access, robustness, productivity and competitiveness. Each of these can help attract intra-APT investment, develop more robust financial stability, and grow regional demand for Asian goods and services. APT can help each country sequence and develop their financial and capital markets by taking into account the hierarchy of the different financial markets in terms of the complexity of risks in each market as well as the inter-linkages among them. These cooperative efforts should create much better prospects for longer-term intra-regional currency stability.
APT should promote intra-regional investment and efficiency by expanding regional financial intermediation between savers and investors. APT should also widen market access and reduce costs of financial services and instruments in order to more efficiently allocate Asia’s surplus savings. APT should also work collectively towards reducing domestic reliance on bank or State-directed credit. APT should increase the attractiveness of equity financing by improving market microstructure, expanding operation hours, and increasing both foreign listings and participation.  Finally, APT should aim to improve intra-APT FDI and financial intermediation.
Six, policy coordination should support the cascading of financial liberalization. APT should form sub-committees to address the three types of liberalization risks in order to minimize contagion risks and harmonize the lifting of capital controls. APT should also consider coordinating the internationalization of financial services before countries fully liberalize their capital accounts.

APT should form sub-committees to address the three types potential risks to currency stability in APT from capital account liberalization: Type I risks in financially underdeveloped and post-transition economies, Type II risks in countries at the center of the 1997-1998 Asian Financial Crisis, and Type III risks to APT associated specifically with financial liberalization in China. 

Policy coordination can help with Type I risks of liberalization by ensuring that both domestic institutional development and exchange rate flexibility are sufficient to handle incremental relaxation of capital controls in the less developed countries of APT. Such efforts should also include systemic monitoring of capital controls in these countries and if necessary assistance to ensure that financial and institutional integrity is maintained.  

Policy coordination can also help with Type II risks of liberalization, those associated with ASEAN5 and Korea. Here, we see three channels for coordination. One, policy coordination should encourage policy actions that would lead to more exchange rate flexibility. The optimal degree of exchange rate flexibility as well as the optimal centering of the level of the exchange rate will clearly vary in a region as diverse as APT. Policy coordination can support sovereign exchange rate flexibility and financial stability by working with member countries to reduce the prospect of excessive exchange rate volatility arising from increasingly open capital accounts. Two, policy coordination can strengthen regional response mechanisms to contain the transmission of financial contagion. Policy coordination should first localize financial instability first and then support sovereign efforts to stabilize financial markets. 
Finally, policy coordination can address Type III risks by preparing for spillover effects from the financial liberalization of China. Increasingly liberalized and open financial markets in China will generate spillover effects whether or not capital liberalization in China is smooth or not. The sheer size of capital flows will expose the weaknesses in both sovereign and regional financial institutions. Policy coordination is needed to advance the cascading of financial liberalization in all of APT for a world of liberalized Chinese markets.

In each case, relaxation of capital controls should take into account the hierarchy of the different financial markets in terms of the complexity of risks in each market as well as the inter-linkages among them. In this process, APT policymakers should coordinate the internationalization of financial services before countries fully liberalize their capital accounts. 
III.4 
Policy Recommendations
· Policymakers must clearly distinguish the three types of risks likely to emerge from capital account liberalization: Type I risks associated with financially underdeveloped economies and transition economies; Type II risks associated with countries which have experienced problems with financial liberalization or managing the open economy trilemma; Type III risks associated with liberalization attempts in economically large countries, i.e. China.
· Policymakers should accelerate reforms to prepare for liberalization in China. Even properly cascaded liberalization in China may generate huge capital flows that are destabilizing to the region should such flows exploit poorly cascaded liberalization programs and institutional vulnerabilities in APT.
· Policymakers should pursue modes of non-monetary policy coordination that promote financial and exchange rate stability. APT policymakers should
- Develop a modern policy research infrastructure that seeks to understand monetary policy transmission mechanisms in APT and to improve microeconomic research on the interplay between firm and household behavior and macroeconomic policies.

- Accelerate financial institutional reforms that reduce costs of and impediments to cross-border transactions, harmonize regional standards and regulations, promote capital market integration,  protect intellectual property & shareholder rights associated with knowledge capital, diffuse innovation, and cross-border corporatism, increase corporate transparency and governance, develop both sovereign and regional bond markets; and deepen APT equity markets through the development of regional online trading and mutual listings.

- Adopt a customized and multi-speed approach to minimize adverse distributional effects from financial integration and capital account liberalization that can utilize sub-regional synergies.

- Develop a vision of regionalism. Internally, APT must prevent competitive manipulations of regional currencies and combat the rise of intra-regional protectionism.  APT must be able to effectively compete with the growing strength of regional economic blocs, such as the EU and NAFTA.

- Increase economic efficiency, intra-regional investment, risk management, equity financing, stable institutions, distribution & access, robustness, productivity and competitiveness. APT should expand intra-regional financial intermediation between savers and investors; widen market access and reduce costs of financial services and instruments, reduce domestic reliance on bank or State-directed credit, improve market microstructure, increase both foreign listings and participation; and improve intra-APT FDI.
- Support cascading of financial liberalization. Form sub-committees to address the three types of liberalization risks to minimize contagion risks and harmonize the lifting of capital controls. APT should consider coordinating the internationalization of financial services before countries fully liberalize their capital accounts.

Part IV
Monetary Policy Coordination & Capital Account Liberalization
IV.1 
Introduction
Given the potential benefits of policy coordination, what alternative arrangements can promote intra-regional currency stability at a time of capital account liberalization? To explore this question, we will first present guiding principles of monetary policy coordination. We then characterize the relevant economic and political realities of APT. We then make the important distinction between currency stability and currency flexibility. Finally, we will explore both informal and formal arrangements for policy coordination and their suitability to APT.

IV.2 
Guiding Principles for Monetary Policy Coordination
In comparing the merits of alternative arrangements of monetary policy coordination, we recommend that policymakers follow a simple set of guiding principles.
 This list comprises a set of ideal benchmarks for countries contemplating participation in a regional monetary arrangement. Should these ideals fail to be met, participating countries must find some form of accommodation. Accommodation can take the form of modifications in the monetary arrangement, such as in convergence criteria, in error tolerances or in acceptable ranges of variables. Accommodation can also take the form of flexibility in the timelines to which participating countries should adhere. These guiding principles are as follows.
1. Participating countries should possess a similar degree of institutional development, particularly with the deepening of respective domestic financial sectors. Regional policy coordination should ensure that resulting exchange rate flexibility or interest rate movements not pose risks to financial stability that are dramatically different across participating countries. 
2. Participating countries should possess sufficient fiscal sophistication to use taxes and transfers to alleviate requisite adjustments and be free from fiscal dominance. Participation in coordinated monetary arrangements demands that countries use fiscal policy to address issues regarding distribution. Implicit in this notion is instrument independence for central banks.
3. Participating countries should offer partner countries a large degree of policy and corporate transparency. Monetary policy does not operate in a vacuum. It will need to respond to pressures from fiscal policy. It must also adequately prepare for the potential of moral hazard fallout from financial and corporate balance sheets. 
4. Participating countries should possess similar trade and capital flow patterns, with expectations that these patterns will persist into the foreseeable future. Ideally, regional monetary policy arrangements, such as formal exchange rate arrangements, will operate more smoothly when operated for countries with similar trade and capital flows. For countries undergoing dramatic structural change, formal monetary policy coordination may offer formidable challenges to the management of those changes. At the same time, such dynamism from a participating country, particularly if influential, presents a separate set of challenges to the monetary arrangement itself. Possible impacts include imprecise forecasting, instrument errors, measurement error and the need to update data collection and weighting more frequently.
5. Participating countries face similar shocks and have similar enough industrial structures, elasticities, and agent behavior such that they respond to these shocks in similar fashion. Countries which have vastly different monetary policy transmission channels will likely require different monetary policy responses and even different monetary policy regimes. Structural changes would reinforce these differentials.
6. The central banks of participating countries should care about the same variables in their loss function and weight these variables in a similar fashion. Common instrument setting might be suboptimal for a given country if microfoundations suggest different optimal regimes or if ad hoc loss functions suggest conflicting policy responses. 
7. Participating countries must be willing to credibly commit to the success of the monetary arrangement and its dominance over purely sovereign objectives. By definition, monetary arrangements require commitment to regional policy making. The primary motivation for these arrangements is to develop the experience, technical skills and regionalism that can lead to successful monetary union.  Provided institutional reforms have been successfully and commitment to monetary policy coordination is credible, adoption of formal monetary arrangements offers participating countries the potential of improving upon the results from purely sovereign policy. Therefore, success of the regional arrangement must trump sovereign concerns even if for a given shock, the sovereign policy response is welfare dominant. 

8. Participating countries must be willing to achieve political consensus over policy prescriptions and must be willing to institute political and economic reforms to ensure continued stability of the monetary arrangement. The potential benefit of regional arrangements can only be realized if there is multilateral cooperation and consensus. Furthermore, as regional economic integration continues, regional monetary arrangements will require that policymakers implement economic and institutional reforms that might otherwise be unnecessary under sovereign monetary policy. Importantly, for some countries, participation in a formal monetary arrangement offers the change to break domestic political strangleholds on monetary policy. For these countries, domestic institutions are so fraught with corruption, nepotism, or bias that some policymakers are willing to join a formal monetary arrangement just order to “borrow” institutional discipline and credibility by having it imposed by regional agreement.

9. Participating countries should have a well-developed economic policy research infrastructure that relies upon micro and macro data and modern economic modeling as a means of supporting the monetary policy arrangement. The most recent NOEM literature emphasizes the endogeneity of optimal monetary policy regimes to underlying microfoundations. However, in APT, such determinations are extremely difficult to make. Data on the economic behavior of households and firms remains very poor or even nonexistent. Furthermore, macroeconometric models at most APT central banks do not incorporate the latest modeling advances. If the state of the economic policy research infrastructure is need of upgrade, then modeling in the context of regional monetary policy coordination is nonexistent. In a formal monetary arrangement, such as an AMS, APT central banks are going to need a far better understanding of the monetary policy transmission than even exists today for sovereign purposes. Developing such an understanding among APT central banks is crucial before daring to embarking into a formal monetary arrangement.
10. Participating countries should cascade their financial liberalization in the same manner and over a similar timeline. Unilateral capital account liberalization within a regional monetary arrangement poses stability risks to the regional currencies and potentially to the monetary arrangement itself. In addition, asymmetries in liberalization will also have distributional impacts that may increase risks to currency stability.

IV.3 
Economic Realities of APT

Given these guiding principles for monetary policy coordination, what are the relevant economic realities of APT?
IV.3.1
Institutional Development
APT economies represent a wide range of institutional development, politically and economically, ranging from Japan, the wealthiest economy in the region and a fully mature constitutional democracy to the former countries of Indochina, the poorest economies in APT with communist or recently post-Communist governments. In between are Asia’s emerging markets, which for the most part are growing lower-middle income countries with relatively new democracies. 

Financially, the range is just as broad. On one end of the spectrum is Japan, a long-time member of the G7 and among the world’s most sophisticated financial markets. On the other end of the spectrum are the former countries of Indochina, whose financial sectors began to develop only in the late 1990s. In between lay the rest of APT, ranging from financially deep countries such as Singapore and Korea to Indonesia, the country hit hardest by the Asian Financial Crisis of 1997-98 and a country that went through a mini-currency crisis as recently as August 2005.

The wide range of institutional development is far in excess of that in Europe before the ERM or before monetary union was first demanded in 1950. Such disparity requires that any regional monetary arrangement among APT explicitly account for the need for multiple speeds and multiple levels of accommodation. 

IV.3.2
Fiscal Policy
Until the Asian Financial Crisis, most APT governments ran modest fiscal surpluses. While private savings rates continue to run high, since 1997-98, the exceptional fiscal restraint over the years has given way to moderate to large fiscal deficits in nearly all APT countries (ADB, 2005).
 While fiscal dominance in most countries is not presently worrisome, fiscal management may become a topic of concern in the not-too-distant future. This concern is seemingly confirmed by empirical findings that economic development and the size of government are positively correlated. 
Aside from fiscal dominance, there is also the issue of sovereign taxes and transfers to support any given regional monetary arrangement. Concerns in the US and Europe over pension reform, social security, and health care costs are likely to be no different in APT as member countries continue to industrialize and integrate. These challenges are likely to be both economic and political in nature. Economic integration, financial liberalization, and formal monetary coordination are going to have significant distributional impacts. APT would be wise to pursue increased research in public economics on how fiscal policies can prepare for such an Asia.
IV.3.3
Transparency
One of the lessons of the Asian Financial Crisis was the need to improve transparency in regional banking systems and with local corporations. While significant reforms have been instituted, full disclosure to private financial markets and to government regulators remains a work in progress. Moreover, the degree of transparency in the region is quite varied. The lack of transparency clouds understanding of monetary transmission and adds considerable uncertainty into the expected dynamics that would arise from regional monetary arrangements. Regional policymakers need to work together to harmonize reporting and accounting standards. The potential to destabilize financial markets is quite serious. Increased integration and financial liberalization is likely to create the incentives for massive wrong doing. Unless regional policymakers draft tighter security and credit regulations, the Enrons, WorldComs, Parmalats, Livedoors, and China Aviation Oils of the world will remain a distinct possibility and potentially sources for system-wide instability. As the IMF pointed out in their latest World Economic Outlook 2005, the single best thing Asia can do to reduce global imbalances and increase intra-Asian investment is to reform the institutional infrastructure that governs finance and trade. 
IV.3.4
Trade and Capital Flows
In contrast to European trade prior to the ERM, international trade of APT countries is well-diversified. In 2003, trade with the US and EU represented significant portions of trade with nearly all APT countries. Exports to the US and the EU represents roughly 30-35% of APT trade (ADB, 2005).
 Such large shares seem to argue against monetary arrangements that seek to harmonize regional currency movements at the expense of increased volatility with US Dollar and the Euro. If the currencies movements are to be limited, the data suggests inclusion of the US Dollar and the Euro in any such arrangement. The practicing of dollar-invoicing (McKinnon & Schnabl, 2004) adds to this suggestion.

However, trade flows are only one consideration for policymakers. Capital flows are another. With the size of the foreign exchange markets dwarfing good markets, it is important to note that the stabilization benefits of monetary independence lies more with asset market equilibrium than with effective expenditure switching in goods markets (Obstfeld, 2004b). The flow of capital in and around Asia is largely in terms of the US Dollar. Optimal risk management then dictates that stabilization of the US dollar rate is given more weight in central bank loss functions. Certainly, the return to de facto USD pegs (i.e. “Bretton Woods II”) imply that regional central banks place great importance on USD stabilization in a manner disproportionate to trade flows. 

Assuming that (a) the USD continues to play a significant role in both goods’ invoicing and capital flows and (b) the United States continues to be purchase the largest share of Asian exports, treatment of USD should feature prominently in any decisions on regional currency arrangement. 

IV.3.5
Economic Structure
Structurally, APT countries can be divided into three basic categories. The former Indochinese countries, Myanmar, and Burma represent heavily centralized economies, with exclusive or heavy state ownership, central planning, and government participation in many features of the market. These countries are at the early stages of their growth curves. The ASEAN5 plus Korea represents a second category of industrial structure: export-driven with either nascent democracies or single party governments with significant democratic features. The third category includes both Japan and China, two large economies with significant domestic trade. Both rely heavily on imported intermediate goods from the ASEAN.

Economic structure will have an impact both on the preferred exchange rate trends and on equilibrium responses to real and monetary shocks. With respect to trends, countries with large pools of unskilled labor and primary goods will benefit from export-friendly exchange rates. However, as countries move “up the value chain” and add more value-added and use imported intermediate goods, stronger exchange rates are beneficial to both price stability and growth. Therefore monetary arrangements in a region with such a large range of economic diversity and dynamism will require flexibility and frequent recalibration and reweighting.

With respect to shocks, economic structure will no doubt determine the propagation of shocks throughout the economy, the nature of welfare effects, and the optimal monetary policy response. As seen in the NOEM literature, economic structure should determine the optimal degree of exchange rate flexibility. Regional monetary arrangements for APT should therefore explicitly address the issues of winners and losers arising from regional stabilization of shocks. 
IV.3.6
Central Bank Loss Functions
The endogeneity of the exchange rate with respect to microfoundations should go a long way in dictating the key variables of sovereign loss functions. While theoretical analysis suggests that these loss functions can be extremely complex (see Batini, et al., 2001), there is appears to be a consensus “short-list” of variables that are of concern to most regional central banks:

· Inflation  (CPI/PPI/WPI)

· Output Growth/Gap or Unit Labor Cost/Unemployment Rate

· Exchange rate/Interest Rate Changes

Essentially, these variables fall into three groups: nominal prices, real factors (labor, productivity, and output), and financial stabilization. While it is conceivable that APT central banks care about the same variables in setting their monetary policy instrument(s), the economic and institutional diversity of APT and the wide range of financial liberalization suggests that the degree of importance and perhaps the lags involved with these variables will vary considerably.
 For example, countries with weak or immature banking systems will be more likely to trade more price and output gap fluctuations for stricter limits on exchange rate or interest rate fluctuations. Regional monetary arrangements among APT will need to build in a generous degree of tolerance to accommodate regional differences.  

IV.3.7
Regionalism
Until recently, APT countries voiced unequivocal support of market-based integration and no interest in European-style regionalism.
 Yet, policy pronouncements from central banks and multilateral bodies have increasingly called for a regional monetary arrangement perhaps as a precursor to Asian monetary union.
 The creation of the Euro, the consolidation of power in trading blocs such as NAFTA and the EU, and the growing trade and financial integration of Asia have increased calls for a pan-Asian response. 
To date, however, there is a noticeable lack of regional institutions in Asia. In terms of trade, regional trade agreements such as an Asian Free Trade Agreement (AFTA) have been superseded by the formation of bilateral Free Trade Agreements (FTA). In terms of international finance, Asian bond initiatives have repeatedly stalled and the formation of an Asian Monetary Fund has been blocked. The one definitive regional construction, the Chiang Mai Initiative, is inadequate in size and appears to serve only a signaling role.
 Moreover, there is no general political consensus that suggests regional concerns should supersede national interests. Rather, the pursuit of effective sovereign stabilization policies appears to preoccupy concerns at regional central banks, regardless of the inevitable challenges posed by prospective financial integration and the financial liberalization of China.
For Asia to make the move toward monetary union by way of formal policy coordination such as an Asian Monetary System (AMS), traditional sovereign metrics of economic health must be replaced with those that emphasize regional health. Necessary steps include a regional institutional infrastructure that can accommodate ongoing financial liberalization. 
Given that central banks have only recently enjoyed monetary policy independence from their own national institutions, adoption of formally-coordinated regional policies may should proceed gradually. However, there is theoretical evidence that suggests that economic structure itself is endogenous to the choice of monetary policy regime (Corsetti & Pesenti, 2005). This literature suggests that provided there is credible and firm commitment, the construction of an Asian monetary system or monetary union may itself generate the regionalism necessary for its maintenance. Yet even this perspective requires that at a minimum, Asian political leaders must begin to define economic successes along regional lines. 

The uncertainty regarding regionalism in Asian policy circles supports arguments in favor a gradualist approach to regionalism, such as “learning to coordinate” or “learning to regionalize.” This interpretation suggests postponing the tightly coordinated policy actions of formal policy coordination in favor of vigorous implementation of the “loose” form of informal coordination. This approach will leave room for independence toward sovereign objectives until sufficient consensus and commitment towards regionalism warrants formal coordination.
 

IV.3.8
Political Cooperation
The prospect of deeper political cooperation is extremely attractive in a region that has had its share of conflict. Recent years of economic malaise in Japan followed by a sharp reduction of investment growth into ASEAN following the Asian Financial Crisis has called into question the sustainability of the Asian Miracle. However, with the explosive emergence of China on both economic and political fronts, Asia has once again emerged as a global economic force. 
Calls for closer intra-Asian political cooperation have perhaps never been greater. Certainly, the political dynamics in the region have been so fluid as to caution against fixed perspectives on political cooperation in Asia. However, what is clear going forward is that Asia has a golden opportunity to establish a culture of political cooperation and regionalism on its own terms. 

Achieving political consensus, structuring the hierarchy of regional institutions and policy committees to promote regional perspectives, and developing a scientific research culture among policymakers will bode well for the success of any regional monetary arrangement.  Expectations of private sector households and firms, including those of international participants, will need to shift focus from a solely sovereign perspective to one in which both national and regional perspectives need to be understood. These developments are all the more necessary given the wide disparity of institutions and degree of financial and capital account liberalization in Asia. Success will increase the credibility of regional monetary arrangements and the increase the likelihood of deeper regional ties.

IV.3.9
Research Infrastructure
As Asian central banks debate the pros and cons of regional monetary arrangements, there is a clear need to upgrade the research infrastructure at most APT central banks and research institutions. Of the key outcomes of the new open economy macroeconomics (NOEM) is the need to understand the link between the microfoundations of economic structure and the monetary policy regime. Yet in-house research in Asia on monetary economics remains almost exclusively based on exchange rate models that remain devoid of microfoundations. Microdata on household and firm behavior, including price indexation, financial frictions, market competitiveness, market failure, habit persistence, risk management, invoicing, exchange-rate pass through, and retail markups, are either kept in house or are simply not collected at all. 

Microeconomic analysis on institutional factors, such as the structure of the banking, social pension systems, and the political economy, are essential in understanding the transmission of monetary policy. The challenges of such an understanding are even more important in a region with a short-history of political representation and such a diversity of financial sector development.
 Greater intimacy with the microeconometrics of economic structure will allow central banks a better chance to understand the tradeoffs and risks they face. Monetary policymakers need to forecast the short-term dynamic adjustment processes in order to properly set their instrument(s). Without such intimacy, monetary policy will continue to operate with a fairly high degree of uncertainty and imprecision.
While the ability to understand the monetary policy transmission channels is certainly essential to the conduct of sovereign monetary policy, it is absolutely crucial were APT to pursue a formal regional monetary arrangement. To effectively weigh alternative monetary arrangements, APT policymakers need to be able to differentiate ex post the impact of policy regimes on agent behavior. Without micro-based behavioral models, micro data, and welfare-theoretic criteria, APT policymakers run the risk of injecting more volatility into regional business cycles and responding in such way that exacerbates shocks.

Finally, in the context of capital account liberalization, understanding the incentives behind capital movements is crucial. Policymakers need to know the driving forces behind both the absorption and distribution of capital inflows and the motivation for capital outflows. Such knowledge will be paramount for the effective management of capital flows. The financial literature examining fear of floating in emerging markets highlights emphatically how institutional and legal realities increase the desire of corporations to borrow in foreign liabilities (Stulz, 2005).
 
The international finance literature is replete with macro-based studies on the monetary policy in Asia. However, micro-based models and data are severely lacking. An upgraded research infrastructure should modernize monetary policy debates in APT into a direction that looks at monetary policy design and management beyond the exchange rate. 

IV.3.10 Cascading Financial Liberalization
APT represents an incredibly wide range of financially liberalized economies.
 On one end are the former Indochinese countries and Myanmar, countries with significant capital controls and weak financial institutions. With capital controls in place, these countries have yet to confront the liberalization dilemma of many emerging markets, but do not possess sufficient financial sector development and monetary control to relax for controls on capital flows in any significant manner. On the other end are Japan and Singapore, arguably APT’s most financially liberalized markets. In between these two extremes are the ASEAN5 countries and Korea, as well as China. 

The ASEAN5 countries and Korea include the countries hit hardest by the Asian Financial Crisis. Most of these countries had liberalized their capital accounts at a time when their financial sectors were not fully developed and their exchanges were pegged to the USD in some fashion.
 Speculators exploited the lethal combination of fixed exchange rates, open capital accounts and weak financial institutions.
 Since the crisis, most ASEAN countries have followed the example of Singapore prior to the crisis by instituting exchange controls.
 Some countries went a step further. Most famously, Malaysia imposed capital controls.
 In addition, several of these countries also proceeded to implement sweeping institutional reforms.
 Finally, many of these countries rewrote their central bank charters to adopt more flexibility de jure, with Indonesia, the Philippines, Thailand and Korea all declaring inflation targeting.
 While it remains to be seen whether exchange rates are flexible enough and the financial sector is sufficiently developed to handle the degree of capital openness in ASEAN5 and Korea, it appears that these countries are closer to principles of optimal cascading in 2006 than they were in 1996.

China represents the most dynamic country on the spectrum. It is also the Asian emerging market that best represents optimal cascading in action. Its cascading is seen by its accelerated financial and regulatory reforms, increased flexibility in the yuan (albeit quite limited at this time), gradual relaxation of capital controls, and continued exchange controls. Although there is a serious debate over the level of the yuan,
 risk management and financial fragility dictates a measured cascading of liberalization that limits exchange rate fluctuations. 

In terms of policy coordination, the diversity and fluidity of domestic and capital account liberalization warrants additional caution. Sovereign monetary authorities should retain a firm grip over cascading liberalization in a manner robust to their specific economic and political reality. A regional monetary arrangement that limits exchange rate fluctuations must somehow allow for different trends and different tolerances of volatility among participating countries. Moreover, distributional effects are likely to be as important as average effects. Without such a focus, a given monetary arrangement would be a hard sell economically and politically or worse, may result in prolonged instability.

IV.4
Risks of Liberalization on Intra-Regional Currency Stability
IV.4.1
Tales of Two Volatilities: Currency Instability and Currency Flexibility
A review of the monetary policy literature suggests an excessively casual and misleading interpretation of the term “stability.” We find it crucial to distinguish between currency instability and currency flexibility. On one hand, currency instability reflects the inability of monetary instruments to impact the trend or direction of currency movements, and fundamentally, deep institutional problems and liberalization programs that are inconsistent with the choice of monetary regime, which can then result in dramatic movements of the currency irrespective of underlying fundamentals. Emerging market crises which featured dramatically tragic collapses in exchange rates and subsequent loss of institutional credibility are clear examples of currency instability.  As demonstrated by the ERM crisis of 1992-93, the specter of currency instability is not limited to emerging markets.

On the other hand, currency flexibility reflects day-to-day adjustments, secular trends, and the establishment of normal market equilibria which should not be economically, institutionally or politically destabilizing in the sense of generating panic, causing regime change, or leading to the absence of markets. The sharp fall of the yen in 1998, while clearly volatile from a statistical perspective, was not unstable in a deeper sense.

The ability to differentiate these two forms of currency movements is absolutely critical. The prevention of currency flexibility via a fixed exchange rate has led to periods of devastating currency instability. Whereas, periods of large currency fluctuations have not necessarily had any impact on currency instability and in a real sense have led to the broadening and deepening of financial markets. We argue that more often than not, exchange rate flexibility is an integral component of exchange rate stability. 
IV.4.2
Capital Account Liberalization & Intra-Regional Currency Stability 
Strictly speaking, there is nothing inherent to capital account liberalization that suggests intra-regional currency instability. Properly cascaded liberalization need not have any destabilizing effects on the matrix of currency prices in the region. Of course, one would and should expect that liberalization will generate winners and losers domestically and regionally such that the nature of currency fluctuations will be affected. Often times, increases in the volatility of currency fluctuations will not only reflect healthy and stable policy regimes, but can serve to reduce welfare-losses from real and monetary shocks. Many countries, of which Singapore is a prime example, have successfully cascaded their liberalization using an appropriate monetary policy regime which if anything served to strengthen the stability of the currency. 

However, poorly planned liberalization programs in one or more countries, particularly in the larger and more regionally-integrated states, can not only lead to currency instability in the region, but lead to a region-wide financial crisis. The Tequila Crisis of 1994-95 and the Asian Financial Crisis of 1997-98 were perfect examples of the failure to reconcile open capital accounts with the exchange rate regime and institutional development of domestic financial sector. Interestingly enough, in a number of currency crises, currency instability was preceded by long periods of limited currency fluctuations. This seeming contradiction underscores the importance of differentiating currency flexibility from currency instability.

Ironically, even properly cascaded liberalization programs can affect intra-regional currency stability. The sheer size of the Chinese economy means that open capital markets in China and ASEAN countries will likely lead to massive intra-regional capital movements. Although a given ASEAN country may be cascading its liberalization in a well constructed manner, the differential between flows and capacity to absorb those flows may expose even the most minimal inconsistency in a liberalization program and its supporting monetary policy regime.  

IV.5 
Alternative Monetary Arrangements and Capital Account Liberalization

Given the potential benefits of policy coordination in APT and the need to cascade liberalization, how do alternative informal and formal regional monetary arrangements compare in the pursuit of intra-regional currency stability? We consider five different forms of monetary policy coordination. First, we discuss at three informal modes of monetary policy coordination: (a) informal policy coordination using status quo regimes, (b) informal policy coordination using common objective variables, and (c) informal policy coordination using common regimes. Second, we discuss at two formal modes of monetary policy coordination: (a) formal policy coordination using a common intra-regional peg within an AMS and (b) formal policy coordination using a common currency basket within an AMS There is of course a long list of candidate regimes. However, these capture the essence of the conceptual challenges and necessary decisions that face APT policymakers going forward. We also abstract away from the details of the basket.
In our qualitative analysis, we explore their suitability to APT given the challenges presented by ongoing capital account liberalization. We argue that APT should approach the notion of monetary policy coordination as a series of nested sequencing problems. 
Informal modes of monetary policy coordination should be vigorously pursued first before any formal monetary arrangements need to be considered. Informal monetary policy coordination should sequence from status quo sovereign regimes through increasingly intensive informal modes of monetary policy coordination. Informal monetary policy coordination offers the majority of benefits suggested by formal monetary arrangements. Informal coordination also places greater emphasis on greater intimacy with one’s own sovereign monetary policy and with efforts to create a common knowledge base and research infrastructure. Improved sovereign stabilization policies and closer informal coordination suggest that formal monetary arrangements are not necessary to achieve intra-regional currency stability.

After sequencing through informal modes of monetary policy coordination, APT would be well positioned to pursue the path toward formal monetary arrangements. Formal monetary arrangements, such as Asian Monetary System (AMS) clearly offer APT the prospect of explicit regional policy institutions and limited regional currency movements. However, should APT then credibly commit to a path of formal monetary policy coordination or future monetary union, regional policymakers must accelerate domestic financial and institutional  reforms, deepen regionalism, and ensure fiscal discipline if formal monetary arrangements are to advance regional stability beyond informal coordination.
Formal coordination itself has its own sequencing problem. Formal policy coordination should sequence from a highly disciplined monetary arrangement toward an arrangement that offers more flexibility versus external currencies and among fellow-APT currencies.  As participating countries develop their domestic financial institutions and cascade their liberalization, policymakers will want to enjoy the stability benefits of for increased exchange rate flexibility. Formal policy coordination should sequence to enables policymakers the adjustment and stability benefits of increased currency flexibility. If a formal monetary arrangement such as an Asian Monetary System is adopted, then we suggest it should evolves from one centered on a currency anchor to one which calibrates on the de facto currency basket, such as an intra-regional ACU or a currency basket that includes non-Asian currencies. Going forward the Japanese Yen and the Chinese Yuan, appear to be among the most likely candidates to be the anchor currency of a future AMS.
 

Finally, the viability of an AMS based on a common basket relies on the credible commitment of all participating countries. APT countries need to “learn how to formally coordinate” since an AMS centered on a common currency basket will rely upon regional consensus and group decision processes. Adherence to an AMS centered on a common currency basket forces institutional and political compliance upon the shoulders of domestic policymakers. Without a compelling exogenous force to ensure implementation, as under a currency anchor, institutional reforms may stall. Hence, APT must sequence formal monetary arrangements like an AMS in a manner that accelerates the development of regional policy institutions.
IV.5.1 
Informal Monetary Policy Coordination
Informal Monetary Policy Coordination Using Status Quo Regimes

The simplest mode of monetary policy coordination would be for APT countries to use their existing policy regimes by following the recommendations in §II.5 while vigorously pursuing all dimensions of non-monetary policy cooperation outlined in §III.3. These recommendations suggest that central banks optimize the current sovereign monetary policy regime and coordinate with other APT central banks on policy reforms that will improve the prospects for efficiency, stability, flexibility, competitiveness, integration, efficacy, intimacy, risk management, productivity, regionalism, and optimally cascaded liberalization. Intensive non-monetary coordination will offer countries a great opportunity to learn about the subtleties of monetary policy coordination and educate policymakers on challenges of successfully achieving monetary union. 

Importantly, greater intra-regional intimacy and cooperation will prepare APT for prospective liberalization in China. The prospect of huge capital flows moving in and out of China to APT necessitates the acceleration of domestic financial reforms in APT. The potential of large flows in and out of China to overwhelm local banking systems suggests the importance of regional bodies which can create shared standards and clearing mechanisms to enable smooth movements of capital. These same flows, whether arising from properly cascaded liberalization or from failed attempts, can potentially create a region-wide financial crisis. 
An integral component of informal monetary policy coordination is the implementation of sovereign institutional reforms and the creation of new regional institutions. Informal monetary policy coordination and intensive non-monetary policy coordination can together increase the ability of financial systems and private firms to absorb these flows. These reforms alone will promote intra-regional currency stability. Additionally, emergency management procedures through an explicit regional institution will help slow the spread of any potential financial contagion that might arise. Even the simplest mode of informal monetary policy coordination can help develop “financial circuit breakers” which can enable policymakers the time to locate the specific cause of a given crisis and the opportunity to find an appropriate resolution. 

Formal arrangements are neither necessary nor sufficient conditions in the creation of an esprit de corps among regional policymakers. Informal yet vigorous cooperation can go a long way in improving sovereign and regional institutions both to handle ongoing financial liberalization and to promote intra-regional currency stability.

Informal Monetary Policy Coordination Using Common Policy Objectives
More explicitly, informal monetary policy coordination could agree to a common set of objective variables. How many variables should central banks seek to stabilize? Which variables? The vast monetary policy literature that has developed over the years points to three primary objectives of monetary policy.
 The first objective and most often mandated in the charters of central banks, is the pursuit of price stability. In support of this perspective, most modern New Keynesian policy models feature an overwhelming weight on price stability in the social welfare loss function (see Woodford, 2003). 
The second objective most commonly voiced involves stabilizing some measure of the real sector. Most commonly this is stated in terms of either the output gap
 or the deviation of employment from its natural rate. Theoretical models tend to give this second objective far less weight than price stability.
 Nevertheless, real side objectives are important, economically as well as politically, particularly in countries where wage rigidities are prevalent. 
The third objective is less well understood theoretically but of great importance to many central bankers: financial stability. While curiously missing from many modern monetary models,
 explicit financial-stability objectives were at the heart of Alan Greenspan’s risk management approach to monetary policy (see Greenspan, 2005). The risk management approach to monetary policy argues that monetary policy management should concern itself not just with average outcomes, but with low probability outcomes. Furthermore, where possible, the Federal Reserve should move to actively neutralize threats from low probability outcomes. Greenspan’s approach focused on maintaining institutional credibility and protecting the American financial system from shocks that might fundamentally erode confidence.
 In a real sense, Greenspan was concerned with the specter of “original sin.”  
A review of the monetary policy literature and central bank pronouncements essentially adopt these three primary objectives of monetary policy: price stability, output gap or unemployment stability, and financial stability.
 
In APT’s emerging markets, the concern with avoiding financial crises is likely the force behind the dominant preoccupation with fluctuations in the exchange rate and the well-known “fear of floating.”  A major challenge for APT central banks is in trying to realize all three objectives simultaneous while managing financial liberalization and institutional reforms. Criticism regarding the inflexibility of APT exchange rates vis-à-vis the US dollar is based on a poor understanding of both theory and reality of APT challenges. At the same time, the AFC of 1997-98 also threw cold water on the idea that APT central banks could operate dollar pegs and open capital accounts without robust underlying institutions.
Informal monetary policy coordination help address the challenges facing APT central banks by helping policymakers craft a region-wide mandate that central banks pursue the same three objectives. Such a mandate might also want to cover probably want to specify metrics, intermediate targets, and country-specific tolerances, particularly given the wide range of financial liberalization in the region. Additionally, ground rules on agreeing to what constitutes long-run levels of the exchange rate would build in elements of determinacy and secular trends.

We argue that this second mode of informal monetary policy coordination should be sequenced following the basic form of informal monetary policy coordination with status quo regimes. This second informal mode of monetary policy coordination goes well beyond information sharing and non-monetary policy coordination. It would require that regional central bankers adopt a common conceptual framework. National central banks would still retain for discretion over regime choice. However, central banks would agree to a shared interpretation on the concept and role of monetary policy. For a region which remains tied to the semantics of Bretton Woods, agreement to a common set of objective variables for monetary policy will require some effort. However, by adopting the same three target objectives, monetary policymakers can better promote intra-regional currency stability. Policy coordination over the cascading of liberalization and the potential spillover effects would be better managed with a common understanding over the objectives of monetary policy.

In addition, with common objectives and a single conceptual framework for monetary policy, APT will be able to accelerate the development of regional institutions, harmonization of standards, regional surveillance, adjustment mechanisms, and crisis management techniques. Each will provide added support to the relation of capital controls. 

Finally, successful adoption of common policy objectives will prepare APT for deeper informal monetary policy coordination. As such, this second mode of informal monetary policy coordination should also be considered integral on the path toward monetary union.
Informal Monetary Policy Coordination Using Common Policy Regimes
In a very influential paper, Benigno and Benigno (2006) showed in a two-country model that the use of inflation targeting in both countries can achieve the same beneficial welfare effects as formal policy coordination. Their findings are consistent with a large literature that emphasizes the dominant benefits of stabilization policies over formal coordination.
 Such findings also suggest a third mode of informal monetary policy coordination: the adoption of common policy regimes throughout the region. Agreeing to the principles of monetary policy coordination, non-monetary forms of policy coordination, a common conceptual framework for monetary policy, and the primary policy objectives will in all likelihood prove far more challenging and time-consuming. Once APT has reached the stage in which it is ready to adopt a common policy regime, the options available will hopefully be well researched, understood, and most likely, not extremely different. Two regimes would appear to have the most receptive audience for this purpose: inflation targeting and the Basket-Band-Crawl (BBC) system.  

Common Policy Regimes: Inflation Targeting
The policy of “inflation-targeting” is defined differently in different circles. We will proceed with a definition suitable for countries sequencing from the adoption of common primary objectives. We will define APT-wide inflation targeting as the adoption of a targeting regime with cares about the stabilization of CPI-inflation around some target, stabilization of the output gap, and stabilization of the real effective exchange rate around its equilibrium value. We choose CPI-inflation as it includes the inflation of imported goods in the consumption basket. This choice is justified by a growing literature that finds that CPI-inflation targeting fares best against alternative regimes across a wide variety of simulations.
 We choose the output gap since it embodies productivity trends, competitiveness, and the fluctuations of real marginal costs.
 Inclusion of the output gap identifies this inflation targeting regime as a flexible inflation targeting regime as opposed to a strict inflation-targeting regime that looks only at price stability. Finally, we choose the deviations from the level of the real effective exchange rate since it implicitly embodies movement of the real exchange rate versus all the currencies of trade partners.
 
While there is a number of alternative open-economy targeting regimes,
 flexible CPI-inflation targeting with an explicit exchange-rate directive
 offers regional central banks a chance to use their instrument(s) to achieve objectives most closely aligned with social welfare.
 This interpretation of inflation targeting is the version most likely to be robust to concerns over financial liberalization and the fear of floating.
  
How would it work?  Sequencing from preceding modes of informal monetary policy coordination, the APT-wide adoption of common CPI-inflation targeting with an explicit exchange-rate directive needs to concern itself with a host of concerns, including the choice of instrument, the weighting matrix of its common targeting variables, perhaps variations on the variables themselves, intermediate and final targets, operational bands around targets, lags, and exchange rate pass-through. Adoption of a common policy regime should not mandate uniform approaches to these dimensions of inflation targeting. However, the common adoption of inflation targeting will provide a natural platform on which to share information and debate approaches.
Choice of Instrument: Most central banks today use the short-term interest rate as the instrument of monetary policy. Other central banks combine this with a secondary instrument such as sterilized intervention. Still others eschew the short-term interest rate for the exchange rate, as is the case for Singapore. And finally, a few central banks still use money supply.

In general central banks must have control over their instrument. In countries where monetary authorities do not have control, the exchange rate might be a poor manner in which to control money markets. In addition, the strong long-run correlations between money supplies and prices breakdown in the shorter run horizons relevant to monetary policymakers. For most countries, poor correlations between the key objective of monetary policy, namely the stabilization of inflation, and money supply, rules out money as the ideal instrument of monetary policy. Countries which use the exchange rate as the policy instrument do so by adding exchange controls in order to maintain control over the instrument.
Weighting Matrix: How should optimal central bankers weight the importance of variables in the targeting regime? This is one of the fundamental design elements of a targeting regime.
 Clearly, the tradeoff among these three primary policy objectives is rooted in the fundamentals of economic structure unique to each economy. APT central bankers should weight these variables according to their own underlying fundamentals. These weights should come out of careful study and be consistent with the economic and political realities of each country. For example, countries with poor financial infrastructure and open capital accounts should put larger weights on exchange rate fluctuations. Countries with well developed financial sectors and open capital accounts, should do the opposite, i.e. allow for more exchange rate flexibility, and put their focus primarily on achieving inflation targets. After some experience with informal monetary policy coordination with common policy regimes, they can move toward trying to cap the volatility of the exchange rate fluctuations at some agreed-upon level.
Variations on Target Variables: In some countries, there may be slight variations in how variables are defined. In other countries, other versions of the same variable, may allow for better monetary control. For example, wholesale prices rather than consumer prices. Adoption of a common regime should still allow for latitude on this level.
Lags: Monetary policy does not impact the output and prices instantaneously. There is a lag from the setting of the instrument to its impact on output and yet another lag from output to prices. At the same time, with the exchange rate as the policy instrument, there are direct effects on prices. The length of these lags is the subject of intensive research, both theoretically and empirically. Not only do lags different greatly among countries, but within countries, the length of these lags change with underlying changes in economic structure. 

Understanding the nature of both sovereign and regional monetary policy transmission is essential for an APT that seeks closer ties and increased integration. The Federal Reserve and ECB each employ hundreds of Ph.D. economists to work on such issues. APT will need a similar effort, especially if monetary union is a future objective.

Intermediate and Final Targets: Since monetary policy operates on inflation with a significant lag, then the monetary policymaker often chooses to target an intermediate variable in the hope of increasing the precision of its control. Central banks need to not only determine these intermediate target variables, but also determine an appropriate quantitative target. For example, the Monetary Authority of Singapore (MAS) uses a trade-weighted index (an NEER) as the intermediate target for future inflation due to its high correlation. 
In addition, as part of the recommendation operation of an inflation targeting regime, central banks will declare a quantitative target or target rage and communicate information to the private sector. For example, in 2004, the European Central Bank targeted 1% inflation and debated on whether or not to increase this target to 2%. While the nature of these inflation targets has their roots in theoretical models, in practice, the setting of a given target is as much art as science.
 
APT central banks need to work together to develop a more intimate and mutual understanding of regional economies. Doing so will help APT central banks better understand not only intra-APT linkages, but how to better to forecast, set and hit their quantitative targets.

Operational Bands: Initially, precise quantitative targets were communicated to the private sector to manage their expectations going forward. However, policymakers found out that when price targets were given, almost always, they would miss those targets. Nowadays, inflation targeting central banks will offer some tolerance along with the target, e.g. 2% inflation in 12 months, +/- 0.6%. Given the plethora of monetary models in most inflation targeting central banks, the communiqués of the quantitative target and tolerance band is once again as much art as science. 
APT banks should work intensively to develop and understanding of how much tolerance would be optimal for each member country. This determination will depend, as always, on the underlying fundamentals and institutions of a country. For example, in Brazil’s first year of inflation targeting, it set a target of 4.5% only to get over 13%.
Exchange Rate Pass-Through: One of hotter areas of open economy research is on determining the nature of how movements in the exchange rate pass through to prices. There are a number of differing theories each of which has implication for the weight to place on the exchange rate fluctuations. One extreme is the argument by Calvo and Reinhart (2002) that pass-through to emerging markets is rapid. This finding suggests that central banks should limit exchange rate fluctuations. On the other extreme are arguments that zero pass through in the short run creates gaps in the law of one price (Devereux & Engel, 2003; Monacelli, 2004). Once again, the policy recommendation is to limited exchange rate fluctuations. However, in his critique of this literature, Obstfeld (2004a,b) points out that even with limited pass-through, exchange rate flexibility is warranted, particularly to equilibrate asset markets. Clearly, much work is to be done with respect to pass-through in APT countries, on both a micro and macro level.

While inflation targeting is the current trend open economy monetary regimes, several authors are quick to point out that efficient and credible operation of inflation targeting requires that numerous conditions be met. These include, central bank independence, freedom from fiscal dominance, policy transparency, a research infrastructure that would enable policymakers to make precise forecasts, and sufficiently developed financial markets.
 These prerequisites suggest that informal monetary policy coordination using inflation targeting should not take place until simpler modes of informal policy coordination (monetary and non-monetary) have been successfully sequenced.
Bernanke (2004) argues that while forecast-based monetary policy represents the frontier, it also requires a sufficiently-sophisticated research staff, sufficiently-sophisticated models and forecasting techniques, and sufficiently-fine data to realize the potential stabilization benefits of inflation targeting. Clearly, the complexity of modern economies would suggest that technical sophistication can be invaluable to the operation of most policy regimes. The operation of economic policy will always benefit from the most advanced techniques, human capital and knowledge base. However, a modern research infrastructure would appear to be essential for forecast-based regimes such as inflation targeting, particularly as the basis of monetary policy coordination.

Common Policy Regimes: BBC
An alternative to inflation targeting would be informally coordinating through the common adoption of a BBC system. Quite literally, a BBC system has three primary components. The basket is the central parity around which exchange rate movements are compared. The band is the amount of tolerance around the basket. The crawl allows the parity to move as productivity and the equilibrium of the basket changes over time. The exchange rate, either nominal or preferably real, is then managed within this system.
While featuring many of the elements of inflation  targeting  such as band around a target variables, an implicit weighting matrix of policy objectives, need for forecasting, lags, and intermediate targets, a BBC regime would put an explicit focus on currency movements, both sovereign and intra-regional. Under inflation targeting, the role of the exchange rate is embedded into a welfare-theoretical framework that emphasizes a broad view of monetary policy. Under a BBC framework, the exchange rate movements are explicitly evaluated by policymakers and clear focus of attention. Moreover, under inflation targeting a breach of target bands is not responded to as dramatically as when exchange rates approach limits on their bands.
To a large degree, an informally coordinated BBC system can be operated to achieve the same objectives as coordinated inflation targeting. For example, Singapore operates its monetary policy in a manner as sort of a hybrid between the two: using a BBC with an adjustable band to track the movement of its instrument, while setting its instrument in a way to hit intermediate targets as a means to control inflation and achieve non-inflationary growth.  The BBC system can also be modified to suit the diversity of financial liberalization among APT. Changes in the band, crawl, and basket can each be shaped for a given country. Finally, the “basket” can be replaced with a more theoretically consistent definition of equilibrium exchange rate.

The differences between the BBC and Inflation targeting as a common regime for informal policy coordination seem to lie along four dimensions. One, the BBC puts the exchange rate front and center while inflation targeting embeds the exchange rate within a broader monetary framework. In theoretical terms, this difference may not be so important. Not only should both be able to achieve the same list of objectives, a BBC system and inflation-targeting regime can be modified to look quite similar. Operationally speaking, however, the explicit prominence of the exchange rate in a BBC framework will focus policy communiqués and market expectations firmly on what the exchange rate is doing. A review of the target zone literature as seen in Krugman (1991) and Svensson (1991), suggests that as with fixed exchange rates, there comes a time when a central bank must decide on whether of not to defend that band. Therefore, as with all fixed exchange rate systems, credible commitment to the regime is of utmost importance. No such line-in-the-sand exists with inflation targeting. That said, some countries, such as Singapore, have been able to operate effective BBCs by not disclosing the quantitative dimensions of the regime.

Two, the BBC is a far easier framework to communicate to the public, particularly in a region driven by exports. This dimension mirrors the debate between forecast-based targeting rules and simple instrument rules (Bernanke, 2004).  Private agents understand the exchange rate, widths of the band, the edges of bands, and shifts in the band. Those same agents are not as clear on the output gap, weighting matrices, the “natural” rate of unemployment (related to “potential” output), intermediate targets, and forecasts. Although the BBC implicitly deals with these factors, its public face of a BBC is far more concrete. 
Three, a BBC framework is easier to operate by central bank staff. It is an extremely tangible regime. It does not require a staff of Ph.D.’s calibrating models, running complex forecasting models that adopt the latest theoretical advances in monetary and econometric theory. Its operation will not require the same level of sophistication, forecasting or data. 

A common BBC regime would also appear to be easier to coordinate owing to its tangibility, particularly on an informal basis. Supporting intervention is easier to justify, although not without cost as it would reveal the edges of the band! The idea of policy intervention at the edges of bands, declared or undeclared, is familiar to APT. Concern over exchange rate levels is also shared regionally, although at times without sufficient attention paid explicitly to welfare implications. 
Four, as we have alluded to, the structure of a BBC potentially invites the prospect of one-sided bets and speculative attacks. Targeting regimes and closely-related simple instrument rules can circumvent such attacks by giving little opportunity to speculate on fixed targets. Historically, BBC regimes have tended to be fairly explicit.
 Certainly, policymakers can built-in such features into a BBC, by blurring the edges of bands, not disclosing them at all or by using the crawl as a way around the hard constraint of the band. 
Common Policy Regimes: Sequencing from BBC to IT
After sequencing monetary policy coordination through the first two simple forms mentioned above, regional policymakers interested in deeper regionalism can decide to adopt common policy regimes. We have suggested the two most popular choices as observed from the choices of central banks: inflation targeting or a basket-band-crawl (BBC) system. Both systems have their pros and cons. Both systems can be sufficiently modified to look like the other. Each is feasible and workable within the context of financial liberalization. Each can offer participating APT members the intra-regional currency stability that comes along credible monetary policy regimes that can support institutional reforms and capital market development.

We recommend that APT first sequence to a set of BBC regimes and then follow its success by sequencing to a set of flexible inflation-targeting regimes with an explicit exchange rate directive. Given the current prominence of exchange rate management among APT central banks and the operational clarity of BBC regimes, it will be far easier institutionally to adopt a common set of BBC regimes. However, once APT weans itself off of its reliance on export-driven growth, increases intra-Asian demand and investment, sufficiently develops its domestic financial sectors, and upgrades its research infrastructure, APT should then sequence to the common adoption of flexible inflation targeting with an explicit exchange rate directive for financial stability purposes. 
Informal Monetary Policy Coordination: Summary
Sequencing policy coordination through each of three modes of informal monetary policy coordination is highly warranted if not necessary. Each mode requires increased intimacy, sophistication, and regionalism. Even if monetary union were deemed undesirable and formal monetary arrangements then unnecessary, informal monetary policy coordination should greatly benefit APT. Through its sequencing, informal monetary policy coordination can bring about a new era of understanding within APT of the interplay between policy regimes, agent behavior and spillover. 
Informal monetary policy coordination is “informal” for good reason. Its constraints are soft. Obligations are neither contractual nor binding. While the political fallout from lack of good faith may be severe, there is no legal mechanism in place to compel central banks to comply. At the same, the lack of hard constraints avoids the problem of incessant realignments and one-sided bets that plagued EMS-1 from 1979-1995.
 To create the rigidity of regional commitment, APT will need to look toward formal monetary arrangements or even monetary union.

IV.5.2 
Formal Monetary Policy Coordination
Once the benefits of informal monetary policy coordination have been full developed and the spirit of regionalism has been sufficiently cultivated, the question arises of whether to pursue formal monetary policy coordination. By formal, we refer to a structured and contractual regional monetary arrangement. To be formal, the regime must obligate participating countries under penalty to set their sovereign instruments in accordance with the sustained health of the regional system. 

The Necessity of Credible Commitments & Supportive Institutional Reforms
It would appear perfectly sensible to sequence directly from informal to formal monetary policy coordination. By design, the sequencing of informal coordination will have generated an invaluable experience of multilateral cooperation. At the same, it will also have developed many of the technical aspects of policy coordination. However, the lessons of modern monetary arrangements, from the operation of 19th century gold standard to the pathway leading to European monetary union, call into question whether formal monetary policy coordination can be held up as a terminal goal for any participating country.  
Formal monetary policy coordination only makes sense if participating countries are credibly committed to both the success of the monetary arrangement and the regional ideals that are reflected by its structure. If formal monetary policy coordination is to succeed, regional policymakers must accelerate domestic financial and institutional reforms, deepen regionalism, and ensure fiscal discipline. If they do not, then formal monetary arrangements may not advance regional stability beyond informal coordination. In fact, if no such commitments exist and no such reforms are instituted, particularly among key countries (for APT, these would be the China, Japan, and Korea), then formal policy coordination would not only run the risk of reducing gains from informal monetary policy coordination but would perhaps serve to increase intra-regional instability.

On this point, the European experience is instructive. Despite a remarkable shared cultural and political history and structurally homogenous economies, Europe struggled all along its fifty-year path toward monetary union. Had there been no firm commitment to the integrity of the EMS as a mechanism for intra-regional monetary policy coordination, then it is unlikely the EMS would have survived its largely unsuccessful initial phases from 1979-1985. Moreover, it is questionable whether participating countries would have been able to survive its experience with the European Monetary System (EMS) or even bothered to join without credible commitment to future monetary union.
 Whether the euro is ultimately deemed a success will be seen in how well Eurozone governments continue to commitment to the ideal of monetary union and implement policies consistent with that commitment. In no way does the introduction of the euro constitute successful monetary union in any permanent sense. With unemployment rates hovering near 10% for the largest Eurozone countries and future ECB hikes anticipated, the EMU and ECB will face its greatest challenges yet.
 
The challenges for formal monetary arrangements in Asia promise to be considerably more challenging. The diversity of Asia will literally require a set of new regional economic and political institutions. Unquestionably, knowledge of the endgame will help sequence the intermediate steps. However, whether the ultimate objective is an AMS-type arrangement or monetary union, it remains imperative that APT sequence formal monetary arrangements like an AMS in a manner that accelerates the development of regional policy institutions. Doing so, offers the best chance for formal monetary arrangements to advance regional stability beyond informal coordination.
Formal Monetary Policy Coordination
In the next three subsections, we will review two formal monetary arrangements that should be sequenced after informal modes of monetary policy coordination have been successful and provided that commitments to the monetary arrangement are credible and requisite institutional reforms are accelerated.  First, we consider a monetary system for Asia based on the second half of the EMS-1 phase of European Monetary System (EMS). This period lasted from 1986 until 1992 and featured the period during which the Deutschemark was the effective anchor.
 The period marked the time that the EMS performed remarkably well in terms of stabilization and convergence. We will consider an Asian Monetary System (AMS) in which the APT countries peg to an anchor currency, which then fluctuates globally. 
Second, we consider an AMS inspired by the latter stages of the EMS. We evaluate a combination of the EMS-1 under its Deutschemark anchor and EMS-2, the final stage beginning in 1999 in which the EMS was centered on the Euro.
 We consider an AMS that centers on a basket of currencies. APT countries can calibrate around the currency basket using a BBC, and then let the basket fluctuate globally.
 As our focus is more on the logic of the system itself, for the time being, we put aside technical discussions on the exact formulation of the basket. We will consider how these two alternative formal monetary arrangements address the issue of intra-regional currency stability amongst APT countries in the midst of capital account liberalization.
Importantly, we make a number of key assumptions throughout. One, we assume APT has successfully sequenced through progressively intensive modes of informal monetary policy coordination. Without this success, arguments for formal monetary arrangements and monetary union are tremendously weakened. Two, we assume that APT has politically committed policies to ensure the success of the monetary arrangement. Once again, we reiterate that without this commitment, formal monetary policy coordination could be potentially destabilizing. Accordingly, we assume that for political reasons, all of the major APT economies will join the AMS. Therefore, we set aside questions of whether certain currencies should remain outside of an AMS. Three, we assume convertibility of the Chinese yuan. Although not the present reality, the convertibility of the yuan is a necessary condition for the whole of APT to sequence to formal monetary policy coordination. 
AMS with Common Anchor Currency
An AMS centered on a common anchor currency offers the chance for APT to largely eliminate intra-regional currency fluctuations, a long-held concern among APT policymakers. APT countries would peg to one currency, in a center-periphery model. The role played by the center currency would be similar to the role played by the British Pound in the late19th century, Deutschemark during the latter half of EMS-1, and the US Dollar under Bretton Woods. 

In each case, the monetary system with a central anchor worked well when leadership of the anchor currency was unquestioned, macroeconomic policies of the anchor countries were unambiguously committed and consistent with the monetary system, and both anchor and peripheral countries were willing to absorb the costs of rigid exchange rates. With the credible commitment of APT as a whole, periphery currencies would no longer suffer from currency risk. The AMS would greatly reduce transaction costs associated with intra-regional trade. As de facto leader, the center currency would be responsible for keeping the real level of its currency close to its effective equilibrium. It would then fluctuate in some manner versus global currencies, including the USD and the euro.

AMS with Common Anchor Currency: Choice of Anchor
Assuming full-convertibility and that the preconditions for formal monetary policy coordination have been met, it seems clear that only two APT currencies have the realistic potential to serve as anchor to an AMS: the Chinese yuan and Japanese yen. 
Until the 1990s, there seemed to be little doubt that if any currency were to anchor Asia’s economic future, the clear consensus would have the Japanese yen.
 Not only had Japan long represented either the largest or second largest recipient of APT exports, but the yen was used more than any other Asian currency for regional trade and capital transactions. 

However, since the 1990s, the dominance of the yen amongst Asian currencies has eroded. Deep and prolonged recession,  loss of monetary control, and a persistence malaise in the banking sector from 1989-2002, diminished the case of the yen to anchor a future AMS with the same leadership shown by the British Pound in the late 19th century or the US Dollar during Bretton Woods. 

As the preeminence of the Yen in Asia began to suffer, the massive expansion of China has focused global attention on the rising importance of the yuan in political and economic deliberations. Already the world’s fourth largest economy, at current real GDP and growth rates, China will surpass Japan as the world’s second largest economy by 2020 if not shortly thereafter.
 At current trends, China will challenge Japan for the leading Asian destination of APT exports well before then. 

The choice of stabilizing with respect to China also makes sense from the standpoint of financial liberalization and integration. China’s entry into global financial markets will likely make the yuan among the world’s most important currencies. Pegging to the yuan would effectively neutralize excessive currency fluctuations. The Asian currencies’ response to the July 2005 revaluation of the yuan seemed to highlight this desire. ASEAN5 currencies appreciated in lock step with the appreciation of the yuan versus the USD, clearly demonstrating the extent to which smaller currencies ware tracking the movement of the yuan. With convertibility and perhaps more political will within the region, the clout of the Chinese yuan will only increase. 
The relative economic size, degree of economic integration with APT countries, and political centrality of China certainly make a compelling case for the Chinese yuan as the anchor currency for a future AMS.

Politically, the choice between the yen and yuan as anchor will present its own set of challenges. While both political and economic trends seem to favor the China yuan, present day realities continue to make a strong case for the Yen, particularly given the robust recovery of the Japanese economy over the past three years. Ultimately, the choice between the two or even perhaps come convex combination of the Yen and the Yuan will hinge on the leadership and commitment either or both can provide to the AMS. Should the anchor currency choose to favor domestic concerns over the integrity of the AMS, as France did in the early years of the EMS and as the US did toward the end of Bretton Woods, then the very survival of the AMS will be at stake. Above all else, an anchor currency must provide formal monetary policy coordination will an anchor. At times, this choice will prove costly. However, if the system is to survive in tact or avoid destabilizing the region, China, Japan or the combination of both will need to serve as guarantor.
AMS with Common Anchor Currency: External Operation
Behavior of a currency anchor vis-à-vis global currency markets will depend on how well the anchor currency manages both the open economy trilemma and her cascading of financial liberalization. Presumably, the anchor currency will continue to place great importance on limiting exchange rate fluctuations. It would then be reasonable to expect that anchor currency will continue to dampen exchange rate fluctuations with the USD at the same time it anchors an AMS. Such an approach would not be altogether inconsistent with properly cascaded liberalization for a country that expects to be developing its financial system for years to come. In all likelihood, APT countries for which US trade will continue to represent a large fraction of overall trade would prefer to see currency fluctuations with the USD limited.
AMS with Common Anchor Currency: Caveats
While an AMS with an anchor currency would appear both feasible and attractive, it does present the same weaknesses common to all fixed currencies. As with any pegged system, the credibility of commitment to the system is all important. The fluidity and dynamism of APT economies suggest frequent reviews of the parities and a deeper intimacy with intra-regional political economy than was the case in Europe.
 Smaller countries having trouble maintaining their pegs to the yuan will be vulnerable to speculative attack. As was the case with the EMS, an AMS with an anchor currency will be susceptible to frequent realignments. 
However, with system-wide commitment to an AMS led by the anchor country, realignments need not destabilize. The key factor in establishing and maintaining this commitment will be leadership of the anchor country. Under the gold standard, Bretton Woods, and the latter stages of the EMS, the anchor currency demonstrated firm commitment to the integrity of the system. When that commitment waned, due to World War I in the case of the gold standard and due to inconsistent macroeconomic policies of the US in the case of Bretton Woods, the monetary arrangement failed. When that commitment is questioned, as was the case during the ERM crisis, commitment to the monetary arrangement was stressed-tested by markets. The anchor currency must be willing to absorb the political and economic costs to the system that at times threatened the EMS. 

In addition, the macroeconomic policies of APT countries must remain consistent with the underlying policy regime if an AMS is to avoid first-generation or second-generation currency crises.
 It is important to note that the stability of the EMS from 1985 until the ERM crisis of 1992-93 stemmed from consistency with current and expected fundamentals. The rejection of the EU by Denmark in 1992 and the tremendous fiscal pressure arising from German reunification created considerable doubt on the plausibility of monetary union in Europe. The resulting confidence crisis triggered massive speculative attacks on the EMS. One can and should expect that an AMS will face many of the same pressures, whether it features an anchor currency or a currency basket. Markets will exploit inconsistencies between the monetary system, sovereign fundamentals, and the credibility of commitment. AMS will be able to promote intra-regional currency stability as long as APT countries are clearly about their commitment to regionalism and they are willing to use the AMS to achieve this aim.

Furthermore, the dynamism and fluidity of trade and development among APT countries suggests frequent realignment. Fixed bilateral rates with other APT countries and stability with the anchor currency limits the amount of adjustment APT can make. In such a scenario, APT currencies may need increased flexibility of the anchor vis-à-vis global currencies or increased flexibility vis-à-vis the anchor. 
Finally, optimal cascading dictates that domestic financial development in peripheral countries will need sufficient exchange rate flexibility and careful liberalization of capital flows. While capital controls are in place, pegging to the anchor can certainly help create a stable environment for domestic financial sector development. However, as that development proceeds, increased exchange rate flexibility will be warranted as capital accounts open. With demands for more exchange rate flexibility and open capital accounts, it would appear that at some stage, an AMS arrangement with a currency anchor might outlive its purpose. At this point, the AMS arrangement should consider sequencing to an AMS which centers on a currency basket with country-specific bands.
AMS with Common Basket
While an AMS with an anchor currency will offer the change for APT to learn to formally coordinate, the path towards increased coordination and prospective monetary union must go through an AMS centered not on one currency, but on a common basket. Regardless of its weighting scheme,
 APT currencies would have some parity to the currency basket and an adjustable band within which central banks can manage their currencies. 

Advantages over an AMS with an Anchor Currency
A common currency basket improves upon a currency anchor in four ways. One, if the common basket is limited to regional currencies, such as with proposals for an ACU, the currency basket can be used to develop regional bond markets in Asia. As with the ECU, an ACU can also form the basis of a future Asian Currency, as the ECU did for the Euro.
  
Two, a currency basket offers a diversified trade-basis for APT to calibrate their currencies. APT policymakers can manage their currencies around their parity with the basket.
 Adjustable bands around basket parities give APT central banks room for some monetary independence, particularly if the bands are wide. At the same time, parities with the currency basket give explicit targets around which APT central banks can coordinate monetary policy with one another.
Three, the construction of the currency basket, the establishment APT parities, and the determination of the adjustability of bands offers more opportunity for intimate regional dialogue and consensus. As was the case with the EMS and the ECU, exchange-rate levels should be kept close to their shadow values. With APT, these bands must be reasonably calibrated to the state of cascading. Clearly, the demands of an AMS with a common currency basket will require a firm commitment from all APT countries to ensure the sustainability of the system. At this stage on the pathway towards monetary union, APT will likely require the establishment of a regional monetary policy committee to keep close tabs on the health of the system and to ensure that the macroeconomic policies in all APT members work to strengthen the AMS. 
Four, centering on a common currency basket with country-specific parities and adjustable bands offers fairness and flexibility to countries with weaker institutions and countries in dynamic and fluid stages of economic development. If it is to remain viable, an AMS must be sufficiently robust to the underlying dynamics of participating countries. Countries with weak financial institutions will be less able to handle liberalized capital flows or volatile exchange rates. Similarly, countries undergoing rapid changes will need an AMS that will grow along with them. An AMS centered on a sufficiently revisable currency basket and which features a matrix of varied and adjustable parities and bands can offer the differentiation needed to sustain a monetary system in such an economically and politically diverse region.

Challenges versus an AMS with an Anchor Currency
At the same time, we also see three potential disadvantages of an AMS centered on a currency basket versus one that features an anchor currency. One, its explicit sophistication requires far more intimacy with the policies and fundamentals of participating countries. Politically speaking, this system would be far more advanced than a system which adopts a single anchor. Leadership will now be based on consensus through a regional monetary policy committee. While beneficial to regionalism in many ways, the wheels of democratic action will at times be slow and unresponsive, even perhaps during times that require decisive action. 

Two, adherence to an AMS centered on a currency basket system forces more discipline and institutional compliance domestically. While this can be beneficial to countries in which institutional reform is easier if exogenously driven,
 the need to modify existing institutions and operating procedures can be politically painful if those reforms are extensive.

Three, there will no longer be an explicit leader whose very weight can compel other countries to implement policies and necessary reforms. With the yuan (yen) as the central currency anchor, China (Japan) can act as guarantors of the system.
 With an AMS that uses a currency basket to coordinate a matrix of varied parities and adjustable bands, no such leader exists.
 Instead, the viability of an AMS based on a common currency basket relies on the credible commitment of all participating countries.

AMS: Summary
As with informal monetary policy coordination, formal monetary policy coordination is itself an optimal sequencing problem. Once APT has first “learned how to formally coordinate” on a currency anchor, it should sequence to a more advanced mode of formal coordination.  An AMS with a common currency basket requires far more sophistication, policy flexibility and regional consensus than would coordination centered on a single currency anchor.
 As APT central banks sequence formal monetary policy coordination, policymakers will need to build appropriate regional institutions. To do so, the European experience will be an invaluable process to dissect and understand.  

However, a clear and unequivocal commitment to the formal monetary arrangement, without successful sequencing of informal monetary policy coordination, and without an acceleration of domestic financial and institutional reforms, deeper regionalism, and fiscal discipline, then it is doubtful whether any form of AMS will be able to advance regional stability beyond informal coordination. In such an environment, APT would be better off to limit its pursuit of intra-regional currency stability to strictly informal modes of monetary policy coordination, as prematurely sequencing from informal to formal monetary policy coordination would be self-defeating.

IV.6 
Policy Recommendations

· Monetary policy coordination should be guided by a set of benchmarks. Should these ideals fail to be met, participating countries must find some form of accommodation. Examples of accommodations include relaxation of convergence criteria, increases error tolerances, wider acceptable ranges for key variables, and increased flexibility in the timelines to which participating countries should adhere.
· Policymakers should coordinate in a manner that minimizes the risks of currency instability and promotes a reasonable degree of currency flexibility. In doing so, policymakers should distinguish between the exchange rate volatility associated with currency instability and the exchange rate volatility of currency fluctuations. Currency instability reflects the inability of monetary instruments to impact the trend or direction of currency movements, and fundamentally, deep institutional problems and liberalization programs that are inconsistent with the choice of monetary regime, which can then result in dramatic movements of the currency irrespective of underlying fundamentals.  Currency flexibility reflects day-to-day adjustments, secular trends, and the establishment of normal market equilibria which should not be economically, institutionally or politically destabilizing.

· APT should approach the notion of monetary policy coordination as a series of nested sequencing problems that would take APT from status quo sovereign regimes, through increasingly intensive informal modes of monetary policy coordination, on through formal monetary arrangements, and finally to Asian monetary union and the introduction of a single Asian currency.

· APT should aim to maximize the benefits of informal monetary policy coordination. Informal monetary policy coordination should sequence from weak forms of cooperation that emphasize non-monetary coordination and sovereign institutional reforms to more intensive modes of informal coordination that can accelerate the development of deeper regionalism and synchronization, such as the adoption of common policy objectives, and finally to the most intensive mode of informal coordination, the adoption of common policy regimes.

-Intensive modes of informal monetary policy coordination should agree to three primary objectives of monetary policy: price stability, stability of a real sector variable relative to longer-run potential, and financial stability. APT policymakers should then craft a region-wide mandate to specify metrics, intermediate targets, and country-specific tolerances to accommodate the diversity of liberalization in APT. Successful completion of this mode will accelerate the development of regional institutions, standards harmonization, regional surveillance, adjustment mechanisms, and crisis management techniques. 

-The most intensive modes of informal monetary policy coordination should involve the adoption of common policy regimes. We recommend that APT first sequence to a set of BBC regimes and then follow its success by sequencing to a set of flexible inflation-targeting regimes with an explicit exchange rate directive. Given the current prominence of exchange rate management among APT central banks and the operational clarity of BBC regimes, it will be far easier institutionally to adopt a common set of BBC regimes. However, once APT weans itself off of its reliance on export-driven growth, increases intra-Asian demand and investment, sufficiently develops its domestic financial sectors, and upgrades its research infrastructure, APT should then sequence to the common adoption of flexible inflation targeting with an explicit exchange rate directive for financial stability purposes.

· After sequencing through informal modes of monetary policy coordination, should APT then credibly commit to a path of formal monetary policy coordination or future monetary union, regional policymakers must accelerate domestic financial and institutional  reforms, deepen regionalism, and ensure fiscal discipline if formal monetary arrangements are to advance regional stability beyond informal coordination.
-Commitment to formal policy coordination could take the form of a highly disciplined monetary arrangement of Asian Monetary System (AMS) with country-specific parities and adjustable bands based on a currency basket which should reflect the currencies over which APT wishes to stabilize.
-A currency basket centered AMS offers a diversified basis for APT countries to calibrate their currencies, whether that basis is in terms of ex post trade flows or some other weighting scheme. In addition, determining the appropriate currencies, weights, parities, bandwidths and adjustments to the currency basket will likely require the establishment of a regional monetary policy committee that relies on intimate regional dialogue and consensus to ensure that the macroeconomic policies in all APT members work to strengthen the AMS. Further, countries centering on a common basket with country-specific parities and adjustable bands offer fairness and flexibility to countries with weaker institutions and countries in dynamic and fluid stages of economic development. 
-However, the viability of an AMS based on a common basket relies on the credible commitment of all participating countries. APT countries need to “learn how to formally coordinate” since an AMS centered on a common currency basket will rely upon regional consensus and group decision processes. Adherence to an AMS centered on a common currency basket forces institutional and political compliance upon the shoulders of domestic policymakers. Without a compelling exogenous force to ensure implementation, as under a currency anchor, institutional reforms may stall. Hence, APT must sequence formal monetary arrangements like an AMS in a manner that accelerates the development of regional policy institutions.
Appendix 1:  Changes in Financial Security Policy (1975-2005)
	

	Table 1A  - Credit Controls

	Country
	Year
	Credit Controls

	Cambodia
	 2002
	Imposed 20% capital adequacy ratio (CAR) on banks to control lending and resolve problems on non-performing loans (NPL).

	China
	1997
	Required finance companies to keep outstanding loans below 75% of total deposits.



	
	1998
	Four state commercial banks were ordered to direct Rmb100 billion towards infrastructure lending.



	
	
	Lowered commercial bank’s reserve ratio from 13% to 8%.  

	
	1999
	Lowered the reserve ratio for commercial banks from 8% to 6%. 

	Indonesia
	1983
	System of bank credit allocation phased out. 

	
	1988
	Reserve requirements lowered to 2% of deposits.  

	
	
	Banks must extend 80% of foreign-currency lending to exporters.

	
	
	Put in place the legal lending limit (LLL), i.e. 20% to a single borrower and 50% to groups of affiliated borrowers.  



	
	1990s
	Banks required to allocate 20% of loans to small businesses.

	
	
	Substantially reduced in scale and scope of liquidity credits.

	
	1993
	Increased bank CAR to 8%.

	
	1995
	Reserve requirement was raised from 2% to 3%.

	
	1997
	Raised the statutory reserve requirement to 5%.

	
	
	Commercial banks are no longer allowed to extend new loans for land purchase or property development, except for low-cost housing.



	
	
	Raised commercial bank’s capital adequacy ratio from 8 to 9%.

	 
	2003
	Lending limit to unrelated parties was set at 20%.

	 
	
	Domestic banks are required to reserve 20% of their total credits for small businesses.

	 
	2004
	Raised lending limits to 30% for loans made to finance public-service projects.


	
	2005
	Raised CAR of anchor banks (banks that can acquire other banks) to 12% (from 8%); set minimum ROA to 1.5%; minimum loan growth of 22%; set maximum load to deposit ratio of 50% and NPL below 5%.



	
	
	Required banks to increase minimum capital to Rp80b by end of 2007 and Rp100b by end of 2010.

	Japan
	1991
	Discontinued window guidance. 

	
	1990s
	Phased out special treatment for priority industries.

	
	1998
	Implemented the Basel-based capital adequacy ratio of at least 8% for banks that operate internationally.  Banks that operate only domestically were required to maintain only a ratio of at least 4%.



	
	2005
	Completely phased-out the blanket deposit insurance with the lifting of full deposit insurance for standard savings account and demand deposits. 



	Korea 
	1980s
	Targeted lending switched from heavy and chemical industries to small and medium-sized firms.

	
	1996
	Phased out most policy-based lending.



	
	1998
	The revised Deposit Insurance Law took effect, limiting government protection of financial assets.

	Country
	Year
	Credit Controls

	Korea, cont.
	1998
	CAR for commercial banks was set at 8%.



	
	2000
	Commercial banks were required to maintain the minimum CAR of 10%.



	
	
	Effected a set of revised loan classification rules, with certain limits placed on “credit allowances” instead of “loans and fixed payment guarantees”, i.e. credit allowances for connected lending cannot exceed 25% of equity capital.  



	Lao PDR
	mid-1988
	Adopted and promulgated decrees on credit policies: stipulated that commercial banks should treat every economic and social sector equally.

	
	2002
	Limited new lending if non-performing loans exceed 15%. 

	
	

	Streamlined approval procedures for the establishment and operation of foreign investments.  

	Malaysia
	1975
	Fifty percent of net lending required to go to priority sectors.
(Regulation quickly reduced to 20% and largely non-binding.)

	
	1980s
	Scope of priority lending reduced.

	 
	1994
	BNM introduced a two-tier structure for commercial banks.

	 
	1996
	BNM introduced a two-tier structure for finance companies and merchant banks.

	 
	1997
	BNM limited the banking system's exposure to the broad property sector at 20% of outstanding loans and to institutional and individual purchases of stocks and shares at 15%.

	 
	1998
	Reserve and liquidity requirements for commercial banks were reduced from 13.5% to 4% and from 17% to 15% of eligible liabilities, respectively.



	
	1999
	BNM took banking measures to promote economic recovery, i.e. default period was increased from 3 to 6 months.

	
	
	Liquidity requirement was replaced by a new liquidity framework which aims to optimize asset management in the secondary market.

	 
	
	Did away with the two-tier banking system.

	 
	2001
	Lifted restrictions on loans for the construction of certain residential properties.

	
	2003
	Allowed non-resident-controlled companies to obtain domestic credit; i.e. (1) any amount of short-term trade financing with an original tenor of 12 months or less, (2) all types of guarantees, and (3) foreign exchange lines.



	
	2004
	Banks and finance companies must extend a minimum of 30% of their loans to ethnic Malays.

	Myanmar
	 
	UN

	Philippines
	1983
	Partly abolished directed credit.  Remaining directed credit shifted to the relevant government agency and extended at market-oriented interest rates.  Commercial banks still dependent on central bank rediscount window.  Reserve requirements lowered.   



	 
	1991
	Banks were required to allot further 10% of their loan portfolio to small and medium-scale enterprises. 

	 
	1993
	Reserve requirements lowered.  

	
	1997
	Set maximum loan exposure to real estate at 20%, or 30% inclusive of loans to finance the acquisition of residential units amounting to no more than P3.5M.  




	Country
	Year
	Credit Controls

	Philippines, cont.
	1999
	Required banks to set aside additional specific reserves of 25% of the secured portion of substandard loans.

	
	2001
	Adopted the risk-based capital adequacy ratio of 10% (higher than the internationally recommended minimum ratio of 8%).

	 
	
	Ordered banks to keep their real estate exposure at not more than 50% of their net worth.

	
	2002
	Government issued guidelines to incorporate market risks in addition to credit risks on the capital adequacy ratio.

	 
	2003
	Granted tax incentives to asset-management companies or special-purpose vehicles acquiring bad loans and idle assets of financial institutions.


	 
	
	Government launched a program which can lend up to P5M to small medium enterprises, payable in 3 to 5 years at 9-12.75%.

	 
	2004
	Further tightened rules on domestic or foreign lending to directors, officers, shareholders and related interests.

	 
	
	Raised reserve requirement on bank deposits from 8% to 10%.

	Singapore
	 
	  --

	Thailand
	1983
	Imposed 18% ceiling on growth in commercial bank private credit.

	
	1984
	Abolished ceiling on commercial bank credit growth.

	
	1985
	Imposed a Bt50M limit on overdraft loan to any person in order to improve the loan structure of commercial banks.


	 
	1991
	Broadened definition of "targeted rural credits" under the rural credit requirement.

	 
	1992
	Further relaxed the rural credit requirement.

	
	1996
	Foreign and other commercial banks are allowed to lend up to 25% of their portfolios to a single client.

	
	
	CARs for commercial banks and finance companies were tightened.  Tier-1 CAR for commercial banks was raised from 5.5% to 6%.  CAR for finance companies was raised from 7 to 7.5%.



	 
	1997
	Financial institutions were required to submit their full lending plans.

	
	
	Increased CAR for finance companies from 7% to 7.5%.



	 
	1998
	Issued loan classification and provisioning rules.

	 
	
	Required local banks to set aside 0.25% of outstanding loans as reserves.

	 
	
	Required provincial branches of commercial banks to allocate a min. of 14% for credit to agriculture and 6% for other small industries.

	 
	2002
	Expanded the definition of non-performing loans. 

	 
	
	Allowed commercial banks to exclude some additional transactions from the 25% single-lending limit.

	
	2005
	Set minimum tier-1 capital requirement of Bt5B for full banks and Bt 250M for retail banks.



	
	
	Set the following lending limits:  Full banks: 25% of tier-1 capital;

Retail Banks:  1) 0.05% of tier-1 capital for clean loans to retial customers; (2) 1% of tier-1 capital for loans with collateral to retial customers; (3) 10% of tier-1 capital for loans to SMEs.



	Vietnam
	 2005
	Raised minimum capital to assets ratio of 8% and gave credit institutions 3 years to comply with the requirement.  



	Table 1B  - Interest Rates

	Country
	Year
	Interest Rates

	Cambodia
	 
	 --

	China 
	1998
	People’s Bank of China (PBC) still regulates lending rates.  Commercial banks were permitted to offer loans at rates up to 20% above and not less than 10% below the official central bank rate.  PBC sets the base lending rate of the entire banking system.



	
	2004
	PBC broadened the band for bank lending rates at 90-200% of the PBC benchmark rate.



	
	
	PBC raised the base lending rate from 5.31% to 5.58% for the first time in 9 years.



	Indonesia
	1978
	Allowed state banks, private and foreign banks to set their own interest rate on time deposits with maturities not exceeding 3 months.



	
	1983
	Freed most deposit and loan rates. 

	
	until 1988
	Some liquidity credit arrangements for priority sectors remained in place.


	
	1991
	Eliminated central-bank guidance.

	 
	1998
	Interest rates on discount facilities were raised to 200% of 7-day Jakarta inter-bank offer rate.



	
	
	Ceiling interest rates for third-party funds was set at 150% of Bank Indonesia Certificate (SBI) rates.



	
	
	One-month SBI interest rate was hiked from 22% to 45%.

	
	
	One-month SBI interest rate was raised to 50%.  

	 
	1999
	Benchmark interest rate fell to low double-digit levels.

	 
	2003
	Benchmark interest rate has fluctuated around a nominal 8-10% rate.

	Japan
	1979
	Began deregulating interest rates.

	
	1985
	Liberalised interest rates on time deposits of 3 months to 2 years with minimum deposit of Y1 billion.



	
	1993
	Eliminated interest rates controls on most fixed-term deposits. 

	
	1994
	Freed non-time deposit rates.

	
	1990s
	Lending rates were market-determined. 

	Korea
	1980s
	Adopted a series of de-control measures which were abandoned later on.



	
	1984
	Allowed banking institutions to decide freely on interest rates on deposits and loans, but must be within the guidelines set by the Governor of the Bank of Korea.



	
	1988
	Deregulated all lending rates, some money market instruments and some long-term deposit rates.



	
	1991
	Liberalised rates on deposits of more than 3 years and short-term rates on bank overdraft loans.



	
	1993
	Liberalised rates on deposits of more than 2 years and rates on all bank lending transactions.



	
	1994
	Liberalised rates on deposits of more than 1 year. 



	
	1995
	Deregulated all interest rates except demand deposits and government-supported lending.



	
	1997
	Ceiling on lending interest rates was raised from 25% to 40%.



	
	1998
	Abolished the ceiling on lending rates.



	
	2004
	Published a new benchmark short-term interest rate (local version of LIBOR).


	Country
	Year
	Interest Rates

	Lao PDR
	mid 1988
	Adopted and promulgated decrees on interest rates:  stipulated that interest rates should be higher than inflation rates, lending rates should be higher than deposit rates, and long-term rates should be higher than short-term rates.



	 
	1991
	Central bank fixed only the minimum interest rates for different sector.



	
	1993
	Removed most of the remaining interest rate controls, except for the minimum savings and maximum loan rates. 

	 
	1996
	Full liberalization when the regulation on the minimum deposit rate was lifted.


	Malaysia
	1978
	Initially liberalized.

	
	1983
	Interests on loans and advances other than those prescribed by maximum ceiling rates law, has been tied to base lending rates of the respective largest commercial banks.

	
	1987
	All financial institutions are free to determine their deposit rates.

	
	1991
	All financial institutions are free to set its lending rates based on its own cost of funds.  



	 
	1998
	BNM slashed its 3-month intervention rate - benchmark for commercial bank lending- from 9.5% to 8% and then to 7.5%.

	 
	2004
	Introduced an interest rate framework based on an overnight policy rate (OPR) as benchmark for domestic borrowing costs; OPR was set at 2.7%.

	 
	
	Set an overnight "operating corridor" of 25 basis points below and above the OPR.

	Myanmar
	1989
	Deregulated interest rate structure whereby interest rate were increased on Treasury bills, Central Bank's bank rate, Treasury Bonds, call deposit rate and interest on loans to farmers.

	Philippines
	1981-1985
	Interest controls mostly phased-out.  (Some controls re-introduced during the financial crisis of 1981-1987.)  Cartel-like interest-rate price fixing remains prevalent.

	
	1998
	Although market-determined with the 91-day T-bills serving as the bellwhether, private bankers agreed to keep interest spreads at 1.5-5% points.



	Singapore
	1975
	Abolished the cartel system of determining interest rates.

	Thailand
	1980
	Freed lending rates of financial institutions from the 15% per annum limit imposed since 1924.

	
	1985
	Encouraged banks to use Bangkok Inter-bank Offered Rate (BIBOR) as benchmark for money market rates.



	
	1987
	Removed separate interest rate ceiling for lending priority sectors

	 
	1989
	Removed interest rate ceiling on time deposits of commercial banks with maturity > 1 year.

	
	1990
	Removed interest rate ceiling on time deposits of commercial banks with maturity < 1 year

	 
	1991
	Removed interest rate ceiling on savings deposit at commercial banks.

	 
	1992
	Removed interest rate ceiling on commercial bank lending.

	 
	1993
	Required commercial banks to announce Minimum Retail Rate as reference lending rates for retail prime borrower.


	Country
	Year
	Interest Rates

	Vietnam
	1992
	Introduced the real positive interest rate principle.

	 
	1996
	Deposit interest rates were liberalized.

	 
	1998
	Lifted the restriction on interest rate margins. 

	 
	2002
	Lending rates were determined through negotiation.

	Table 1C  - Entry Barriers

	Country
	Year
	Entry Barriers

	Cambodia
	1994
	Opened up the banking sector to competition from foreign banks. 



	China
	1996
	Required corporations to have total assets of no less than Rmb1.5 billion (US$180m) and annual profits of no less than Rmb200 million (US$42m) to be able to set up a financial institution. 



	
	
	A financial institution must have a minimum registered asset of Rmb100 million (US$12m).



	
	1998
	Authorized 19 foreign banks to engage in renminbi business in Shanghai and Shenzhen.



	
	1999
	Opened up the secondary debt market.

	
	
	People’s Bank of China proposed to extend the business scope of foreign banks by allowing them to expand into neighboring provinces of Shanghai and Shenzhen.



	
	2000
	China Securities Regulatory Commission (CSRC) issued rules allowing for the introduction of open-end mutual funds.



	
	2002
	Allowed banks to undertake over-the-counter (OTC) trading of treasury bonds.



	
	2003
	Relaxed controls on foreign investment in Chinese banks.  

	
	
	Allowed some foreign banks to perform foreign-currency transactions with local residents and businesses. 



	
	
	Granted UBS of Switzerland and Nomura Securities of Japan the Qualified Foreign Institutional Investor (QFII) status. 



	
	
	Provisional Rules on QFIIs’ Investments in domestic securities requires that commercial banks be among the 100 largest in the world.



	
	
	Launched a pilot program to improve the operations of the rural credit cooperatives.



	
	2004
	The number of Chinese banks with foreign strategic investors doubled and reached 10.



	
	2005
	Opened the insurance market to foreign banks.

	
	
	Granted approval to 27 foreign companies to become QFIIs. 

	
	
	People’s Bank of China (PBC) re-introduced the trading of bond forwards.



	Indonesia
	1988
	Removed the monopoly of state-owned banks over the deposits of state-owned enterprises. 

	
	
	Broadened activities of financial institutions.  

	 
	
	New foreign banks allowed to establish joint ventures.


	
	1992
	Allowed foreigners to buy up to 49% of publicly-listed banks.

	
	
	Minimum paid-up capital raised to Rp50B for private national banks and to Rp100B for foreign joint venture banks.



	Country
	Year
	Entry Barriers

	Indonesia, cont.
	1992
	New foreign ownership of joint venture banks was reduced to 49%.



	
	
	Enacted Pension Funds Act No. 11, provided for the establishment, administration and regulation of pension funds.

	
	1995
	Minimum paid-up capital for finance companies was increased to Rp10B for national private companies, Rp25B for joint ventures, and Rp5 billion for cooperatives.



	
	
	Ministry of Finance (MOF) discontinued issuance of new finance company licenses.



	
	1996
	Allowed banks to conduct derivative transactions on foreign exchange and interest rate.



	
	
	Effected the Capital Market Law, which provided legal basis for direct listing of foreign companies' shares and open-ended mutual-fund operations.



	
	1997
	Authorized pension funds to invest in mutual funds.

	 
	1998
	Lifted branch restrictions on foreign banks.



	
	1999
	Issued a ruling allowing 99% foreign ownership of local banks (previously 49%). 

	 
	2000-2003
	Pension funds grew by 79%.

	 
	2002
	Approved the Sovereign Debt Securities Law which paved the way for the primary sales of Treasury bonds and bills and the development of the domestic bond market.

	 
	
	Allowed Indonesian companies to sell and list foreign-currency denominated debt in domestic market. 

	 
	2004
	Started repurchase market, set the repo rate at 8.4% in March.

	 
	
	Government allowed the regional administrations to sell bonds starting in 2006.

	
	2005
	Opened listed banks to 100% foreign equity ownership.

	
	
	Launched the Master Repurchase Agreement (MRA) to increase repo liquidity and reduce risk in the government bond market.


	Japan
	mid 1980s
	Allowed entry of foreign trust banks and securities companies. 



	
	1993
	Significantly reduced bank specialization requirements.

	
	1996
	Introduced the “Big Bang” reform proposal which aims to eliminate the barriers between commercial banking, the securities business and insurance. 



	
	1998
	Liberalized the off-exchange stock trading and over-the-counter derivatives trade.



	
	1999
	The Financial Supervisory Agency (FSA) began issuing licenses to local and foreign brokerages for its newly launched over-the-counter market for stock options and other derivatives.



	
	
	Completed the phased-in brokerage commission deregulation.

	
	
	Allowed bank’s securities subsidiaries to enter into the brokerage business. 



	
	
	Allowed insurance companies to enter into banking business.  

	
	2001
	Allowed commercial banks to enter the insurance markets. 

	
	2003
	Tokyo International Financial Futures Exchange launched yen-denominated Swapnote futures in association with Euronext.liffe.


	Country
	Year
	Entry Barriers

	Japan, cont.
	2004
	Permitted banks and insurers to use their extensive distribution channels to generate securities sales for their brokerage clients.



	Korea
	1981
	Began to lower entry barriers to domestic and foreign banks.

	
	1982
	Permitted entry of non-bank financial institutions (NBFIs).

	
	1983
	Allowed limited foreign joint ventures.

	
	1986
	Liberalised branching of domestic financial institutions.

	
	1990
	Facilitated the conversion of NBFI to bank status

	
	1991
	Eased restrictions on foreign banks, covering branching, limits on capital, access to local funding, and participation in trust business.



	
	1994
	Allowed the conversion of provincial investment and finance companies to merchant banking corporations.



	
	1997
	Liberalised brokerage commissions. 

	
	1998
	Permitted foreign banks and securities companies to set up subsidiaries in Korea.



	
	
	Opened the bond market to foreign investment; equity market was 55% open on aggregate and was eventually fully opened during the year.



	
	
	Allowed greater foreign ownership of commercial banks.

	
	1999
	Reduced the minimum capital requirement for a retail brokerages from W10 billion to W3 billion.



	
	2003
	Some US entities were allowed to acquire significant stake in local banks, i.e. Lone Star bought 51% of Korea Exchange Bank and Citigroup took over 36.6% stake in KorAm bank.



	
	
	Allowed banks to offer insurance products. 

	
	2004
	US-based Citbank merged with KorAm Bank and became the nationwide commercial bank.



	Lao PDR
	2002
	Lifted restrictions on competition from foreign banks.

	 
	
	Opened up one of state-owned commercial bank to strategic foreign equity partnership.

	Malaysia
	1973
	No new license for foreign banks since 1973.  Some foreign participation in joint ventures permitted recently. 

	 
	1980s
	Allowed no new commercial banks. 

	 
	1990s
	Broadened local bank activities broadened.  

	
	1990s
	Established the Permodalan Nasional Berhad (PNB) to increase indigenous people shareholdings.

	 
	1994
	Permitted foreign currency accounts in selected local banks. 

	
	1995
	Established the Malaysian Venture Capital Association to help boost the country's venture-capital business.

	 
	1996
	Introduced a new principal dealer system to promote trading in the secondary market.

	 
	1997
	Lifted the restriction on some investors to invest in PDS.

	
	
	Began liberalizing the mutual fund industry.

	 
	
	Implemented the Insurance Act (1996) which oversees the licensing and regulation of insurers, insurance brokers and adjusters.

	 
	1998
	Employed open market operations and repurchase operations.



	
	1999
	Established the National Bond Market Committee to regulate and supervise the development of the bond market.

	Country
	Year
	Entry Barriers

	Malaysia, cont.
	2000
	Increased foreign equity limits in stockholding company and financial leasing company from 30% to 49%.

	 
	2001
	Eased entry criteria for offshore banks; i.e. removed the requirement of being among the top 200 banks in the world.

	 
	
	Securities Commission (SC) introduced more flexible terms to facilitate the issue, offer and listing of securities.

	
	
	In line with the Capita Markets Masterplan, the Kuala Lumpur Stock Exchange (KLSE) reduced clearing and transaction fees.

	 
	2002
	Foreign banks were permitted to compete in electronic banking with domestic banks.

	 
	2003
	Implemented measures to attract investors; i.e. capped stamp duty at M$200, standardized the size of a lot of securities to be traded on the exchange to 100.



	 
	
	SC cut the processing for Initial Public Offerings (IPOs) from 6 to 3 months and the "time to market" from 25 to 13 business days.

	
	
	Allowed up to 3 new Islamic banking licenses to qualified foreign players.



	
	2004
	Signed financing agreements with members of the Organization of Islamic Conference.

	
	
	Bank of Negara Malaysia (BNM) issued three new licenses to foreign banks to set up Islamic operations. 



	
	
	BNM issued its first savings bond.



	 
	
	Relaxed restrictive rules on mutual-fund and venture-capital sectors.

	
	2005
	Allowed tax deductions on corporations issuing bonds.



	
	
	Launched the Foreign Trade Stock Exchange (FTSE)/ASEAN indices which mark the ASEAN capital market integration.



	Myanmar
	 
	UN

	Philippines
	1975
	Introduced offshore banking system.  

	 
	1983
	Domestic financial institutions permitted to compete in various markets.  

	
	1990
	Lifted moratorium on the entry of new domestic banks.

	
	1992
	Provided incentive for branching.

	 
	1993
	Lifted restrictions on foreign-bank branching.  

	
	1994
	Granted ten foreign banks full branching licenses. 

	
	1995
	Increased the required minimum paid-in capital for banks.  

	 
	1997
	Allowed banks to offer a hedging mechanism.

	
	1998
	Passed the Financing Company Act promoting the leasing industry by allowing foreigners to own up to 60% of financing companies (up from 40%).

	
	2000
	Enacted amendments to the General Banking Act, facilitating the entry of more foreign banks; allowed up to 100% ownership of a local bank.

	 
	
	Imposed a 90-day holding period for portfolio investment.

	
	
	General Banking Law of 2000 imposed a moratorium on the establishment of new banks and the branch expansion of existing banks, until 2005.



	 
	2003
	Allowed securities to be listed without an initial public offering.


	Country
	Year
	Entry Barriers

	Philippines, cont.
	2004
	Restored the exemption of offshore banking units and bank's foreign currency deposit units from gross receipts tax, documentary stamp taxes and the 15% branch-profits remittance tax.(earlier removed)

	 
	
	Launched (Ayala Corp.) the country's largest-ever peso-denominated bond offering.



	Singapore
	1973
	Only banks established prior to 1973 permitted to collect deposits in Singapore.  

	
	1989-1990
	Deregulated foreign shareholdings in local banks.

	 
	1996
	Only offshore or foreign representative banking licenses available to non-residents. 

	
	1998
	Reduced the minimum paid-up capital of captive insurers from S$1M to S$400,000.

	 
	1998
	Granted tax exemptions to established fund management companies with at least S$5 billion of foreign investors' funds.

	 
	
	Abolished stamp duty on all financial instruments.

	 
	1999
	Removed the 40% foreign shareholding limit in domestic banks.  



	
	
	Increased the Singapore-Dollar lending limits from S$300 to S$500.

	 
	
	Reduced the entry requirements for foreign companies setting up as investment advisers.

	
	
	Issued four (4) qualifying full bank (QFB) licenses to foreign banks.

	 
	
	Lifted restrictions in banking and finance, and allowed up to 100% foreign common equity in other sectors. 

	 
	2001
	Issued another 2 QFB to foreign banks. 

	 
	
	Took steps to develop the asset management industry; i.e. lifted the restriction on the Central Provident Fund Special Account.

	 
	
	Allowed hedge funds to be sold to the public.

	 
	
	Upgraded 16 off-shore banks to whole sale banks.

	
	2003
	Awarded 8 more whole sale banks licenses. 

	 
	2004
	Foreign banks were allowed to negotiate with local banks to let their credit-card members obtain cash advances from local bank's ATM.


	 
	
	Singapore Exchange is forging ties with other stock markets in the Asia-Pacific Region.

	 
	
	23 foreign banks are operating with full banking licenses.

	
	
	Effected the US-Singapore free trade agreement, allowing locally incorporated US banks to negotiate for access to ATM networks. 

	
	2005
	Allowed qualified full banks to establish up to 25 service locations.

	Thailand
	1986
	Loosened branching requirements for domestic banks.

	
	
	Issued 5 new bank licenses to foreign banks and allowed foreign banks to open 2 new branches.

	
	1988
	Encouraged smaller banks to open “mini-branches” in certain regions of the country.

	
	1991
	Raised the minimum amount of assets that each foreign bank must maintain from Bt5M to Bt125M.

	 
	1992
	Widened scope of financial instruments for all financial institutions.
Liberalized the mutual fund market.


	Country
	Year
	Entry Barriers

	Thailand, cont.
	1994
	Allowed commercial banks to invest in any business, or in its shares, of not more than 10% of the total amount of shares issued.

	
	1995
	Finance and securities companies permitted to set up banks outside Bangkok with approval.  

	 
	1996
	Foreign banks were allowed to open as many as three branches.

	 
	1996-1997
	Offshore bond offerings outweighed domestic offerings.

	 
	1997
	Relaxed limits on foreign ownership of domestic financial institutions.

	 
	2001
	Allowed finance companies to offer time deposit accounts, previously restricted to commercial banks.

	 
	
	Approved the first retirement mutual fund.

	 
	2002
	Allowed commercial banks to offer investment advisory services.

	 
	
	Required foreign banks to set tier-1 capital of 7.5% of risk-weighted assets and finance companies, 8%.

	 
	
	Allowed five mutual-fund management companies to establish and manage foreign investment funds of US$200m a year.

	 
	2003
	Allowed finance companies to offer investment and management advisory services.

	 
	2004
	Allowed Thai and multinational companies to operate a treasury center in Thailand to manage foreign-currency funds for a group of companies.

	
	
	Allowed commercial banks to offer factoring, leasing and hire-purchase products, and to invest in collateralized debt obligations.

	 
	
	Shortened the investment period for venture-capital firms to be eligible for income tax breaks to fives years (from seven).



	 
	
	Opened the Agricultural Futures Exchange of Thailand.

	
	
	Allowed majority stakes in insurance companies; although this has not materialized yet as of March 2005.



	
	2005
	Allowed foreign entities to issue Thai bonds.



	
	
	Allowed foreign banks to open 3 – 5 branches as subsidiaries, and maintain a “one presence” status.



	Vietnam
	1990
	Liberalized entry to the banking system.

	
	1994
	Government started issuing 3-year treasury bonds.

	
	
	First issued bank debentures.

	
	
	Established an inter-bank foreign exchange market.

	Table 1D  - Government Regulation of Operations

	Country
	Year
	Government Regulation of Operations

	Cambodia
	1990
	Created the National Bank of Cambodia (NBC). 

	China
	2003
	Set up the China Banking Regulatory Commission (CBRC) to supervise all deposit-taking institutions in China and to assume many functions of the People’s Band of China (PBC).



	
	2004
	Passed a new law on Banking and Regulation and Supervision which outlined the responsibilities and authority of the China Banking Regulatory Commission (CBRC).  CBRC’s main task is to ensure that all banks comply with the 8% minimum CAR and 75% of total deposits ceiling on loans. 



	Country
	Year
	Government Regulation of Operations

	Indonesia
	1988
	Facilitated opening of new branches for existing banks.

	
	1991
	Bank supervision overhauled.  Three years’ experience is required for founders, bank directors, and commissioners; and limits are imposed on the number of senior management with close family ties.



	
	
	Required banks to spend at least 5% of their personnel budget on training.



	
	
	Domestic banks permitted to establish branches overseas.



	
	
	Eased restrictions on bank mergers.



	
	1997
	Introduced capital adequacy, asset quality, management, earning, and liquidity (CAMEL)-rating system for all banks.

	
	1998
	54 commercial and regional development banks were placed under close supervision of the Indonesian Bank Restructuring Authority (IBRA).



	
	
	Tightened loan-loss provisions (LLP) guidelines. 



	
	
	IBRA suspended operations of 7 commercial banks and took over management of 7 others.



	
	1999
	Gave Bank of Indonesia the status of an independent state institution.



	
	2003
	Amended the regulation on the forex activities of non-financial institutions and companies, aimed at a more transparent reporting.

	
	2003
	Required commercial banks and foreign bank branches to submit a risk management action plan. 

	 
	2004
	BI imposed regulations controlling the banks' money supply and liquidity to ensure the country's monetary and currency stability.

	
	2005
	Introduced the Blue Print for Financial System Architecture which aims to create a unified financial institution.  



	
	
	Changed the Board of Commissioners and Board of Directors at Bank Mandiri and Bank Rakyat Indonesia after allegations of improper lending and losses.



	Japan
	1980
	Eased dividend restrictions.

	
	1993
	Eliminated limits on advertising.

	
	1998
	Effected the revised Bank of Japan (BoJ) law which aims to loosen the control of the Ministry of Finance and promote the central bank’s autonomy.



	
	2002
	Introduced the “Financial Revival Programme” aimed at improving the health of the banking sector and other financial institutions.



	Korea
	1980s
	Government abolished or simplified directives regulating personnel, budgeting and other operational matters.



	
	1990s 
	Government abolished most of the regulations related to the internal management of banks with only a few remaining such as restrictions on the issuance debentures in excess of capital, granting of loans in excess of deposits. 



	
	1998
	Launched the Financial Supervisory Commission (FSC) which took over the financial-watchdog functions from the Ministry of Finance and Economy (MOFE).



	
	2004
	Passed a new asset-management law and legislation that liberalized the management of financial assets (i.e. widened the scope of indirect investments to financial derivatives, removed restrictions on portfolio allocation).



	Lao PDR
	1988
	Only a mono-bank existed.  

	 
	1990
	Created the country's central bank - Bank of Lao PDR.


	Country
	Year
	Government Regulation of Operations

	Lao PDR, cont.
	1990
	Created a full two-tier banking system.

	
	2001
	Placed international resident advisors in banks to ensure implementation of strict lending measures.

	
	2003
	Implemented international audit standards to provide an independent assessment of the country’s state-owned commercial banks.

	Malaysia
	1985-1988
	Bank Negara Malaysia (BNM) replaced managers of failed financial institutions during crisis.  

	
	1989
	Introduced a new accounting system for the valuation of bonds.

	
	1998
	Implemented a new set of controls on the banking system; i.e. tightened classification of non-performing loans (NPLs) and suspension of interests on NPLs.



	 
	2002
	Established Islamic Financial Services Board (IFSB) to design common regulatory standards and financial instruments for the global Islamic banking.



	 
	
	Transferred the control over development of financial institutions from various ministries and state agencies to the BNM.

	
	2003
	BNM imposed minimum liquidity requirements on two of the country's active deposit takers.

	Myanmar
	 
	UN

	Philippines
	1980s
	Government continued to exert control over management of Philippine National Bank and Development Bank of the Philippines.

	
	1991
	Liberalised bank branching and ATM restrictions.

	
	1997
	Required banks to keep in liquid assets 30% of the 100% cover for all foreign exchange liabilities of foreign currency deposit units (FCDUs).

	
	
	Reduced the number of installments in arrears from 6 to 3 months for monthly installments and two to one quarter for quarterly installments.

	
	
	Required banks to maintain general loan-loss provisions equal to 2% of the gross loan portfolio.

	 
	1998
	Made the Phil Stock Exchange a "self-regulatory organization (SRO)" authorized to audit the books and records of brokers.

	 
	2003
	Required bank external auditors to report within 15-30 days any finding that would require immediate action, including violations of BSP rules and breach of good corporate governance.

	Singapore
	2001
	Amended the Banking Act which gave banks greater operational flexibility, facilitated risk-focused supervision and strengthened prudential safeguards and corporate governance.

	
	2005
	Amended the Financial Advisers’ Act to broaden the powers of MAS, i.e. allowing it to forbid certain persons from entering into financial advisory services. 



	Thailand
	1985
	Bank of Thailand conducted on-site bank examinations, removed bank directors and officers, restricted transactions between directors and their banks, and brought action against shareholders.



	
	1992
	Permitted banks to underwrite public securities and provide financial consultation and information services.



	
	1997
	No longer allowed the forming of joint finance and securities companies.

	 
	
	Required banks to adhere to international banking standards.


	Country
	Year
	Government Regulation of Operations

	Thailand, cont.
	2000
	Imposed the rule that pension fund assets be managed separately from other investments to avoid potential conflict of interest.

	
	2002
	Expanded the definition of non-performing loans; imposed rules on covers of uncollateralized NPLs.

	 
	
	Issued policy on liquidity risk management for banks and financial institutions.  Held the board of directors responsible for policies on liquidity management.



	 
	
	Provided more flexibility in investment criteria in pension fund management.

	
	2004
	Prohibited fund managers from charging fees below costs.

	
	2005
	Remove the rule requiring banks to open branches in rural areas. 



	
	
	Enforce New Accord Risk Management which must be determined by Bank of Thailand.



	
	
	Allow Bank-parent or holding company structure among banks.



	
	
	Promote Alternative Business Model, to be completed by the Bank of Thailand.



	Vietnam
	1990
	The former mono-bank system was changed into a two-tier system.  Removed the rules on sector specialization of banks. 

	
	2001
	Improved regulatory framework and accounting standards in bank supervision.

	
	
	Strengthened incentives for managers and staff to ensure commercially-based decision-making in state-owned commercial banks.

	Table 1E  - Privatization

	Country
	Year
	Privatization

	Cambodia
	2003
	Announced the partial privatization of its Foreign Trade Bank. 

	China
	1994
	Converted four special state-owned banks into commercial banks and established three policy-based banks. 



	
	2000
	Allowed banks to list on stock markets.

	
	2004
	Government announced the transferred the ownership of US$45 billion of foreign assets to China Construction Bank (CCB) and Bank of China (BOC).



	
	2005
	Sold 9% stake in the CCB to Bank of America. 

	
	
	Government provided financial support to Industrial and Commercial Bank of China (ICBC), China’s largest commercial bank, in order to meet the capital adequacy requirement of 8%.



	Indonesia
	1990
	Privatized the Stock Exchange.

	
	1992
	State banks subject to political interference; changed the status of state-owned banks to that of limited liability companies. 

	
	
	Allowed banks to issue capital to the public.

	
	1998-2001
	Closed 70 banks and nationalised 13 banks as part of its official bank restructuring program.


	Country
	Year
	Privatization

	Indonesia, cont. 
	1999
	Government set up a special division to restructure debts of the leasing industry which were unable to make debt repayments during the Asian crisis.

	
	2002-2003
	Authorities sold controlling, majority stakes in state-owned banks to foreign investors.

	
	2003
	Launched an IPO for significant ownership of national and state-owned banks.



	
	2005
	PT Perusahaan Pengelola Asset (PT PPA), a government-owned asset management company, sold four ex-Indonesia Bank Restructuring Agency (IBRA) banks.


	Japan
	1970s-1990s
	Government controls roughly 15% of financial assets through the postal savings system.  

	
	1997
	Passed a legislation lifting the 52-year old ban on the creation of financial holding companies.  

	
	1998
	Assigned the Deposit Insurance Corp. to mobilize public funds to support the banking sector and boost the capital base of the Japanese banks by up to Y17 trillion

	
	1998
	Nationalised the Long-term Credit Bank.

	
	1998
	Launched the Financial Reconstruction Commission (FRC) to oversee the recapitalization of distressed banks. 

	
	1999
	FRC disbursed a total of Y7.45 trillion for the recapitalisaton of 15 major Japanese banks. 

	
	2003
	Government continued to bail out banks which failed to meet the minimum capital requirements. 



	
	2004
	Introduced the bank-recapitalization law that allows the government to inject public funds into troubled banks.

	Korea
	early 1980s
	Government divested its shares in commercial banks.

	
	1994
	State-owned banks’ share in total financial assets was 13%.

	
	
	Ownership by a single shareholder in a commercial bank was tightened from 8% to 4%.



	
	1997
	Government recapitalized Korea First bank and Seoul Bank.  

	
	
	Encouraged mergers and acquisitions among financial institutions under the Financial Industry Restructuring Act.



	
	2003
	Commercial banks continued to merge to recover from the 1997-1998 financial crises. 



	Lao PDR
	1989
	Allowed the establishment of a private bank, in the form of a joint venture with the government. 

	 
	1991
	Enacted 35 laws that recognized the rights and activities of the private sector.

	Malaysia
	1994
	Share of state-owned banks in total assets of the financial sector 8% (BIS estimate).  Government is the majority shareholder in the country's largest bank and wholly owns the second largest bank.  

	
	1998
	Established a national asset management company, Danaharta, to acquire NPLs and maximize their recovery value.

	
	2002
	Encouraged mergers among brokers by granting universal broker status only to at least three merged brokers.  Universal brokers are allowed to carry out corporate financing activities and to open three new branches.



	
	2004
	Demutualised principal securities market.


	Country
	Year
	Privatization

	Myanmar
	 
	UN

	Philippines
	early 1980s
	Government took over some failed financial institutions. 

	
	Dec-1995
	Government reduced stake in PNB to 47%.

	
	1996
	Government's share of total bank assets was lowered to 22%.  

	
	1998-2000
	Encouraged bank mergers and acquisitions through higher mandatory capital requirements in order to strengthen the financial system after the Asian crisis.



	Singapore
	1999
	Effected the demutualisation and merger of the Stock Exchange of Singapore and the Singapore International Monetary Exchange. 

	Thailand
	1994
	Share of state-owned banks in total assets 7% (BIS estimate).

	 
	1998
	Established the Privatization Committee.

	 
	1998
	Created a fully government-owned bank to preserve the value of domestic assets.


	 
	1998-2004
	Four domestic banks were acquired by foreign investors.

	
	
	Industrial Corp of Thailand, created by special statute in 1959, merged with Thai Military Bank and DBS.

	Vietnam
	1988 
	Separated the functions of the State Bank from those of commercial banks.

	Table 1F  - International Capital Flows

	Country
	Year
	International Capital Flows

	 Cambodia
	1989
	Allowed private sector to establish trading companies with a maximum foreign participation of 49%. 

	 
	1994
	Passed the Law on Investment creating a climate open to foreign investment. 

	 
	2004
	Signed bilateral agreements with several countries to protect and promote foreign investments.

	China 
	1999
	Relaxed borrowing rules on foreign invested enterprises (FEIs) in order to raise foreign investments.



	
	
	Allowed Qualified foreign institutional investors (QFIIs) to purchase A-shares indirectly by buying stakes in mutual funds that invest in A-shares.



	
	2001
	Opened the B-shares traded in US dollars in Shanghai and Honkgong dollars in Shenzen markets to domestic investors with legitimate foreign accounts.



	
	2002
	Introduced a four-tier classification system for foreign investment, defining activities where foreign investment is encouraged, permitted, restricted or banned. 



	
	
	QFIIs were allowed up to 10% ownership in a listed company and must keep investments in China for at least one year; they may remit back the principal in installments of 20%.



	
	2004
	Allowed subsidiaries of multi-national corporations to use surplus funds as foreign-exchange loans to other subsidiaries of the same corporation.

	
	2005
	Expanded countrywide the pilot program of the reform overseas investment foreign exchange regulation.  



	
	
	Increased the annual quota of total foreign exchange for overseas investment of each province or municipality to $5 billion.

	Country
	Year
	International Capital Flows

	China, cont.
	2005
	China Securities Regulatory Commission (CSRC) announced new rules that encourage listed companies to prepare plans for the sale of the state shares.  



	Indonesia
	1971
	Most transactions on the capital account liberalized in 1971.  Some restrictions on inflows remain. 

	 
	1982
	 Abolished the regulation requiring exporters to sell their foreign-exchange earnings to banks abolished.  

	
	1989
	Removed the ceiling for offshore borrowing.

	
	1991
	Offshore borrowing was limited to an aggregate of 30% of capital.

	 
	1992
	Further eased foreign direct investment regulations eased further.  



	
	1994
	Deregulated the legal limit on ceiling for non-residents’ acquisition of listed stocks. 



	 
	1997
	Allowed the rupiah to float freely, with Bank of Indonesia (BI) intervening occasionally.


	  
	1999
	Allowed foreign investors to establish holding companies or to acquire 100% stake in existing ones.



	 
	2000
	BI required domestic banks to submit monthly reports on their forex transactions exceeding US$10,000.

	
	2001
	Government outlawed offshore trading in the rupiah to better control the currency.



	 
	2002
	Tightened the restrictions placed on the import and export of rupiah by citizens and non-citizens. 

	
	
	Passed the Law on Money Laundering Criminal Act to shore up international investor confidence.



	
	2003
	Allowed foreign investors to enter certain sectors (i.e. shipping, fisheries) provided they establish a joint venture with local partners, who have at least 20% capital involvement.

	
	2004
	Allowed 100% foreign equity in most sectors.



	
	
	Established a national team (Tim Nasional Peningkatan Ekspor dan Peningkatan Investi – PEPI) to promote export and investment and to prepare guidelines to open up closed sectors to foreign investors.

 

	
	2005
	Under review is a new law (to replace the 1968 legislation) that would provide equal treatment for local and foreign investors. 



	
	
	No legislation/restriction on foreign borrowing in the domestic market.



	
	
	Loans from abroad to state-owned companies and foreign investment companies are subject to BI approval.

	Japan
	1979
	Eased controls on capital inflows.

	
	1980
	Eased foreign exchange restrictions.

	
	Mid 1980s
	Eased controls on capital outflows.

	
	1995
	Removed remaining restrictions on cross-border transactions.



	
	1999
	Adopted a 3-year program that called for 917 deregulation measures (increased from 624 in the original plan) in foreign direct investments. 

	Korea 
	1979
	Eased controls on foreign borrowing under US$200,000 with maturities less than three years.

	
	1982
	Removed restrictions on foreign borrowing under US$1 million.

	
	1985
	Began to gradually ease controls on outward and inward foreign investments.

	Country
	Year
	International Capital Flows

	Korea, cont.
	1991
	Allowed non-residents who had exchanged convertible bonds into stocks to sell them and use the proceeds to purchase stocks on the Korea Stock Exchange.



	
	1992
	Foreign investors were allowed to invest directly in Korean stocks, subject to general ceilings. 



	
	1993
	Opened to foreigners the securities trust business and investment advising.



	
	
	Allowed residents to invest in overseas securities indirectly through beneficiary certificates.

	
	1994
	Allowed foreigners to purchase government and public bonds issued at international interest rates in the primary market and equity-linked bonds issued by small and medium sized enterprises.



	
	1995
	Abolished ceiling on domestic institutional investors’ overseas portfolio investment. 

	
	1997
	Raised to 100% of the average daily open interest the foreign investment ceilings in the stock-index futures market.



	
	
	Removed the volume limits on foreign issues of convertible bonds and global depositary receipts by domestic companies.



	
	
	Allowed banks, securities companies, merchant banks and leasing companies to borrow funds from overseas for exclusive lending to small and medium-sized firms.



	
	
	Permitted commercial companies to establish commercial banks in foreign countries.



	
	1998
	Removed significant restrictions on inward investments. 



	
	
	Completely liberalized the capital market; i.e. granted foreign investors unlimited access to equity, bonds and money market instruments.  

	
	1998
	Effected the revised Foreign Investment and Foreign Capital Inducement Act which paved the way for hostile takeovers of companies by foreign investors.



	
	
	Removed all restrictions on overseas securities issues. 



	
	1999
	Effected the new Foreign Exchange Transaction Act which liberalized all kinds of current- and capital-account transactions.

	 Lao PDR
	1988
	Adopted and promulgated a law on foreign investment, which was amended in March 1994. 

	 
	1989
	Allowed commercial banks to accept foreign currency deposits. 



	
	2002
	Lifted restrictions on competition from foreign banks and opened up one state-owned commercial bank to strategic foreign equity ownership.



	
	
	Streamlined approval procedures for the establishment and operation of foreign investment.



	Malaysia
	1970s
	Liberalized most of the capital account. 

	 
	Mid-1980s
	Further deregulated inward foreign direct and portfolio investment.  



	 
	1994
	Temporarily re-imposed controls on short-term and portfolio inflows. 

	  
	1998
	Imposed currency controls; ringgit or ringgit-denominated instruments were not allowed to circulate outside Malaysia.



	 
	
	Government introduced measures to curb speculation on foreign currency and to restrict the trading of Malaysian equities.  


	Country
	Year
	International Capital Flows

	Malaysia, cont.
	2000
	Increased the maximum total credit facilities (from 40% to 50%) that could be obtained by non-resident controlled companies from foreign-owned banking institutions.



	 
	2001
	Abolished the 10% exit levy on capital gains repatriated within one year.



	
	
	Released the Capital Markets Masterplan designed to liberalize controls and allow freer foreign participation in the domestic capital markets.  

	
	2002
	Began to issue US-denominated international Islamic bond tradable on an exchange.

	
	2003
	Relaxed some of its exchange controls in line with the country's Capital Markets master plan.

	
	
	Removed the 50% limit on the maximum total credit facilities that could be obtained by non-resident controlled companies (NRCCs) from foreign-owned banking institutions.  



	
	
	Allowed 100% equity holdings in all new manufacturing projects.

	
	
	Allowed residents to invest in investment products linked to foreign currency denominated derivatives offered by licensed banks.



	
	2004
	Consolidated to RM10 m the lending limit to non-residents engaged in business in Malaysia.



	
	
	Allowed licensed banks to extend an aggregate overnight draft facility of RM200 m (from RM 10 m) to a non-resident stock broking company or a non-resident custodian bank to facilitate settlement for purchase of shares of listed shared on the Kuala Lumpur Stock Exchange (KLSE).



	
	
	Allowed licensed banks to retain higher amount of foreign currency funds:

· maximum of US$100 m (previously US$70 m) of export receipts

· maximum of US150,000 (previously US$100,000) for education/employment purposes.  

· any amount of non-export receipts for residents with domestic borrowing (previously need approval).



	
	2005
	Planned to allow 100% foreign equity holding on five broker firms and fund managers. 



	
	
	Allowed investors to invest in foreign securities listed on recognized foreign exchanges.



	
	
	Allowed investors without the need for SC approval secondary trading of non-ringgit bonds.



	
	
	Permitted offerings of foreign shares with SC approval.



	Myanmar
	1988-1989
	Allowed limited foreign ownership in the form of joint ventures.

	
	1990
	Established the Investment Commission which facilitated foreign direct investments.



	
	1993-1994
	Deregulated borrowing with prior authorization.



	
	2005
	Extended a minimum 3-year corporate tax exemption to investment projects in all sectors.



	Philippines
	1970s
	Foreign exchange and investment channeled through the government. 



	 
	after 1983
	Inter-bank foreign-exchange trading limited to thirty minutes per day.  



	
	1991
	Started liberalizing foreign direct investments and loans, with prior approval above certain limit.



	
	1992
	Introduced off-floor trading.




	Country
	Year
	International Capital Flows

	Philippines, cont.
	1992-1993
	Freed capital and dividend remittances.



	
	1994
	Resident companies are required to register foreign borrowing plans through the BSP’s International Operations Department. 



	 
	1992-1995
	Restrictions on all current and most capital transactions eliminated.  General Banking Law of 2000 allowed an unlimited number of foreign banks to own domestic banks and their extensive branch networks.



	
	1997
	Required banks to obtain prior clearance for their sales of non-deliverable forward (NDF) contracts to non-residents (including offshore banking units). 



	
	2000
	Retail Liberalization Act of 2000 opened the retail sector to full foreign ownership, subject to a minimum capital requirement of US$2.5M and other restrictions.



	
	2003
	Required additional documents for the sale of foreign exchange for non-trade purposes.

	 
	
	Launched a US dollar-denominated trading facility allowing stocks listed offshore to be traded in US dollars.

	
	
	Prohibited the sale of foreign exchange to non-residents by non-bank BSP supervised entities.



	 
	2004
	Released rules on alternative trading systems (ATS).

	
	
	Imposed reporting requirements on banks selling foreign exchange for payment of imports.

	
	2004
	Implemented the Road Map for Integration (RIA) as part of the capital account liberalization initiatives in the ASEAN.

	
	2005
	Allowed foreign shareholdings in retail and distribution as well as private construction sectors.

	Singapore
	1978
	Government freed exchange and capital controls.  (Exception: offshore banks may not transact in Singapore dollars.)  

	 
	1998
	Liberalized the "internationalisation" policy of the Singapore dollar.

	
	1999
	Allowed up to five foreign law firms to form joint ventures with local firms to practice Singapore law.

	
	2000
	Government allowed non-residents to borrow S$ freely to invest in S$ financial assets.

	
	2005
	In general, non-resident financial entities are subject to S$5m cap on local currency borrowing.  



	
	
	Singapore’s leading banks began taking steps to expand their presence in Asia. 



	Thailand
	1980s
	Eased restrictions on inward long-term investment.  

	
	1989
	Removed control on outbound capital transfers such as dividend repatriation and interest or principal payment on foreign debts.


	 
	1990s
	Abolished controls on foreign exchange and capital markets.

	
	1990s
	Eased controls on short-term flows and outward investment.  The reserve requirement on short-term foreign borrowing is 7%.  

	
	1991
	Removed controls on private overseas borrowing and repayment.

	 
	1997
	Currency controls introduced to deter currency speculators.  

	 
	
	Imposed informal capital controls limiting foreign exchange transactions in the offshore market.


	Country
	Year
	International Capital Flows

	Thailand, cont.
	2000
	Allowed 100% foreign ownership of selected manufacturing businesses.



	
	2002
	Approved 5 mutual fund management companies to establish and manage foreign investment funds.  

	
	
	Revised rules on net forex positions of financial institutions.  

	 
	2003
	Allowed some institutional investors to invest up to US$500M in certain debt securities issued by non-residents.

	 
	
	Limited short-term borrowing in baht from non-residents by financial institutions to Bt50m per entity.

	
	2004
	Streamlined reporting requirements for foreign transactions.

	
	2005
	Allowed 100% foreign equity ownership for all manufacturing projects.  

	Vietnam
	1977
	Allowed 100% foreign ownership for export-oriented companies.

	
	1980s
	Liberalized its trading regime.  

	
	1988
	Promulgated the Foreign Investment Law.

	
	1996
	Allowed resident companies to borrow from abroad.

	
	2001
	Ratified the Bilateral Agreement with the US; agreements involved financial sector and capital market liberalization. 



	
	
	Decentralized foreign direct investment (FDI) approvals.



	
	2005
	Exempted from import duty for the first five years of operations projects that need imported capital goods.



	Legend (For Tables 1A - 1F):

	UN - no data available

- -   - no entry for that category
	

	
	
	

	Sources (For Tables 1A -1F):

	Alba, P., Hernandez, L. , Klingebiel, D.  Financial Liberalization and the Capital Account:  Thailand 1988-1997.



	Asian Development Bank

	Baharumshah, A.Z., Habibullah, M.S., Hook, L.S.  Regional Coordination of Policy Measures Forward: Financial   

     Market Liberalization and Capital Market Development.



	Central Banks of Indonesia, Malaysia, Philippines, Singapore and Thailand.

	De Brouwer, Gordon.  The liberalisation and integration of domestic financial markets in western pacific economies.  

     Research Discussion Paper, Reserve Bank of Australia, 1995.



	Dufhues, Thomas.  Transformation of the Financial System in Vietnam and its Implications for the Rural Financial 

     Market - An Update.  



	Initiative for Policy Dialogue.  Report on Vietnam Country Dialogue, March 20-23, 2002.  (New York)

	International Monetary Fund Publications.

	Kawai, M. and K. Takayasu.  The Economic Crisis and Banking Sector Restoration in Thailand.  

	The Economic Intelligence Unit

	The World Bank

	Unteroberdoester, Olaf .  Banking Reform in the Lower Mekong Countries, IMF Policy Discussion Paper, 2004.


Appendix 2: Table 2. Future Plans on Financial Sector Development
	Country 
	Credit Controls
	Entry Barriers
	Government Regulations of Operations
	Privatization
	International Capital Flows

	China 
	· People’s Bank of China (PBC) and China Bank Regulatory Commission (CBRC) have been preparing an introduction of a deposit insurance scheme.
	· Plans to allow foreign firms to undertake renminbi-denominated transactions in 2007 (as part of the WTO accession agreement).
· Expects to complete the pilot program to improve the operations of small banking institutions (rural credit cooperatives) in 2007.  


	· CBRC is tasked to ensure that all banks fully comply with capital adequacy requirements by 2007.
	· Subsidy on postal savings deposit (financed by PBC) will be cancelled in 2006.  Postal Savings will be granted banking license to independently engage in lending and other financial services.

· Ongoing recapitalization and IPOs of China’s four State Commercial Banks
	· Initial Public Offerings (IPOs) of Chinese banks  are expected to be concentrated overseas in the coming years. 

	Indonesia 
	· Transition from blanket guarantee scheme to the new limited deposit insurance scheme (through the Indonesia deposit insurance system (LPS), established in 2005).

· Plans to release the CAR standards for Islamic banking in 2007. 


	·  Plans to undertake a study of a single presence policy in bank ownership.


	· Phased implementation of 25 Basel Core Principles for Effective Banking Supervision. 

· Compulsory certification of risk managers.

· Plans to release risk management standards for Islamic banking in 2007. 

· Plans to review Bank Indonesia Regulation on Asset Quality for commercial banks.


	· Government plans to divest more equity but not to fully privatize state-owned banks (i.e. Bank International Indonesia (BII)).
	· Updated the Investment Climate Working Group to improve the country’s investment climate.
· Continues to work on a draft Investment Law which includes provisions on a single law for foreign and domestic investments; on equal treatment of investors, regardless of country of origin; and on repatriation of capital.


	Country 
	Credit Controls
	Entry Barriers
	Government Regulations of Operations
	Privatization
	International Capital Flows

	Japan
	· 
	· In line with Financial Services Agency ’s Program for Further Financial Reform (PFFR), the range of products and services which banks can offer, i.e. mutual funds and insurance products will be broadened. 
	· PFFR includes:

Continued regulatory scrutiny to ensure that loans are properly classified in the balance sheet.
Assess bank’s risk management systems to ensure that loans are properly priced.
Pass a new umbrella law to provide consumer-protection regulation of financial services (Investment Services Law)
· Increasing the role of independent directors in bank governance


	 - Plans of privatizing postal savings and insurance assets by 2007 (in line with PFFR).
	· 

	Korea 
	· 
	· Plans to create a W1trillion venture-capital fund.  
	· The Ministry of Finance and Economy is working to re-organize financial laws to streamline financial sector regulation.  


	
	· 

	Malaysia
	· Part of the Financial Sector Master Plan (FSMP) is to introduce an expanded credit guarantee system.

· FSMP also includes a provision for controlling lending margins among banks.  
	· Part of the FSMP is to encourage competition and allow incumbent foreign banks to set up ATM network.

· In line with the country’s Capital Market Masterplan, 100% foreign ownership will be allowed in future broker companies. 

· Issuance of new licenses for foreign Islamic banks.
	·  In line with FSMP is the development of industry-wide benchmark to encourage performance improvement in the banking sector. 
· Promote disclosure-based initiative to ensure investor access to appropriate information.

	-
	· Increase permitted foreign interests in the country’s Islamic subsidiaries and investment banks. 




	Country 
	Credit Controls
	Entry Barriers
	Government Regulations of Operations
	Privatization
	International Capital Flows

	Philippines
	-
	· Made operational the Fixed Income Exchange (PDEx) and continues to develop it to make it an order-driven exchange.  This is expected to help develop the country’s capital market.


	· Compliance with the International Accounting Standards and adoption of the Basel II capital adequacy standards.  

· Bangko Sentral ng Pilipinas (BSP)’s proposed Core Conduct and Standard Investment Services for universal and commercial banks.*

· Plans to align with international standards regulations on collective investment products.*

*Discussed during the 4th Financial Sector Forum in 2005.

	-
	-

	Singapore 
	-
	· Singapore Exchange proposed new listing rules: requiring two independent directors on a continuous basis, a third director qualified to advise on Singapore law, and a Singapore resident in executive capacity.
· Plans to offer Islamic financial services.  
	· Plans to implement Basel II framework by end of 2007.  Basel II public consultation began in 2005. 


	-
	-


	Country 
	Credit Controls
	Entry Barriers
	Government Regulations of Operations
	Privatization
	International Capital Flows

	Thailand
	· Plans to relax the rule on provincial banks that requires them to lend within its operating region no less than 60% of total deposits.

· In line with its Financial Institutional Development Plan (FIDP), considers introducing a deposit insurance to replace the existing blanket guarantee. 


	· Bond Market Development Plan includes:

a) Issuance of government bond on a regular and systematic basis to develop a benchmark yield curve. 

b) Development of government debt products as an alternative investment for retail investors.

· Issuance of 2nd phase of the ABF Thailand Bond Index Fund in 2006

· Plans to allow foreign entities to issue Thai bonds.

· In line with FIDP, will commence issuance of full-service and restricted bank licenses to new investors in 2007. 

· Plans to launch a derivatives market in 2006.

· Development of an Electronic Bond Exchange.


	· In line with FIDP is to ensure compliance with international reporting standards. 

· Plans to commence the implementation of Basel II in 2008.


	
	· 


Sources:

Asian Development Bank Publications

Central Banks of Indonesia, Malaysia, Philippines, Singapore and Thailand.

International Monetary Fund Publications.

The World Bank Publications.
Note:  Excluded from the Table are Cambodia, Lao PDR and Vietnam due to unavailability of data.
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� Without exchange rate flexibility, economic adjustments will take place in terms of the price level, output or employment, or asset market volatility.


� See Obstfeld, Shambaugh, & Taylor (2004) for a treatise on the open economy trilemma.


� Also see Falvey & Kim (2003) for a survey. 


� These can be substantial, particularly in the areas of increasing competition and productivity, and facilitating technology transfer.


� Prasad, et al (2005) argues that increasing the flexibility of the yuan while China continues with its domestic financial reforms are in China’s best interest. 


� In comparing the experiences of Singapore and Hong Kong during the Asian Financial Crisis, Yip (2005) argues that Singapore’s exchange rate flexibility enabled it to handle the crisis without the steep output losses experienced by Hong Kong.


� Even the least developed of countries permits significant FDI flows.


� See Williamson and Mahar (1998) for a breakdown of different capital flows and their roles in the liberalization programs.  


� Eichengreen (2005a) expresses worry that Chinese efforts to dismantle capital controls may occurring prematurely while efforts to increase flexibility are being implemented too slowly.


� We argue that domestic financial sector development will lag and never quite mature without exposure to international financial markets. Optimal cascading dictates that full convertibility is unlikely to generate maximum results until domestic financial sector development is sufficiently advanced and the exchange rate is sufficiently flexible.


� It should be instructive for Asia to recognize that capital controls were not lifted in Europe until the late 1980s.


� Even after the 2005 revaluation of the CNY, a broad read of the literature suggests the currency remains 15-30% undervalued.


� Eichengreen and Hausmann (1999) coined the term “original sin” to describe the institutionalized lack of credibility that befalls countries which for one reason or another are permanently tarnished in the eyes of international financial markets. 


� The “Open-Economy Trilemma” refers to the idea that monetary policy can only achieve fully two of the following three dimensions: monetary policy independence, fixed exchange rates, and open capital accounts. 


� For the purposes of completeness, we can include Brunei with the ASEAN5 since Brunei pegs 1:1 with the Singapore Dollar.


� See Appendix on Capital Controls


� See McKinnon & Schnabl (2004). Also see Dooley, et al (2004) on the argument that we are witnessing what is in effect Bretton Woods II, as many Asian currencies appear to be de facto pegs to the USD. 


�  IMF World Economic Outlook (2005).


� At a breakfast roundtable at Singapore Management University in October 2005, R. Rajan, Chief Economist at the IMF, argued that financial and corporate institutional reforms in Asia are likely to be the only sustainable way out of the massive global imbalances seen in the 7% US current account deficit and the lack of global investment ex-China and ex-USA.


� See ADB (various years), Asia Recovery Report. Korea adopted a government-led approach to bank restructuring while Thailand adopted primarily a market-based approach. 


� Domestic investment in ASEAN has not grown since 1996. 


� Direct effects would include impacts on real growth rates. Indirect effects would include the redirection of real and financial investments to other markets. 


� There are regional risks associated with mandated undervaluation of the yuan, not the least of which is a strain on higher value-added producers in the region. Ironically, at this point in time, a mandated overvaluation of the yuan might actually be a boon to the region, while at the same time allowing China to lower intermediate costs and increase value added components of production.


� Ironically, the vested interests of the US and Europe in Chinese manufacturing and increasingly in Chinese financial institutions increases the likelihood of collective action to stave of financial instability in China. If so, then the true costs of financial liberalization in China are likely to borne by smaller APT countries.





� These would include all target regimes, including inflation targeting. See Bernanke (2004) for a lucid characterization of forecast-based approaches to monetary policy.


� In explaining the Great Depression, Eichengreen (1992) argued that the various breakdowns of the gold standard from the 1918-1931 stemmed from the inability of European and American central banks to commit to their parities in a credible fashion. 


� These guidelines extend beyond the technical criteria determination of an Optimal Currency Area (OCA) commonly seen in discussions on coordination and union. As outlined in Baldwin and Wyplosz (2004), pp 335-340, these are (i) labor mobility, (ii) Production diversification, (iii) openness, (iv) fiscal transfers, (v) homogenous preferences, and finally, (vi) regionalism vs. nationalism.


� This scenario reflected the opinion of several Swedish policymakers who voted for Swedish acceptance of euro membership in September 2003. Unfortunately for them, Sweden rejected the referendum and with it the idea of the “EU Project.”


� Singapore is the clear exception, running fiscal surpluses that averaged 5.5% of GDP from 2000-2004. The largest fiscal deficits have been run in the former Indochina, the Philippines, and Malaysia, each averaging at least 4% of GDP since 2000.


� Cambodia and Vietnam have the largest share of exports to the US and the EU, 84% and 44% of GDP, respectively. Note that ASEAN, Chinese and Korean exports to Japan is third behind exports to the US and the EU.


� As the new Federal Reserve Chair Ben Bernanke pointed out in his first Humphrey Hawkins testimony (16 Feb 2006), monetary policy does not affect the economy right away but with a lag of anywhere. A common rule of thumb is four quarters from movement of the instrument to affecting aggregate output and another four quarters from output to inflation. 


� See for example, Sakikabra & Yamakawa (2004).


� Coming from ADB, Central Bank officials in Taiwan and China. Also reiterated by Takatoshi Ito in his seminar at Singapore Management University entitled, “Challenges for Japan and ASEAN in Their Regional Integration,” on 13 Feb 2006.


� Swap lines among countries is limited to US$2.5 billion and for several pairs of countries only US$1 billion. A start, but no where near adequate to counter the size of speculative flows! 


� An example of “loose” coordination would be the ERM after the 1992-93 crisis in which exchange rate bands were widened to +/- 15%. While one can argue that at such tolerances, the economic rationale behind the EMS no longer applied, the mere existence of the ERM permitted the regional monetary policy dialogue to continue.


� See the work of Torsten Persson at the Institute for International Economic Studies (IIES) in Stockholm on the interplay between institutions and macroeconomic policy.


� In the case of China, there is considerable interest in trying to estimate the size of portfolio diversification outflows that might leave China with the removal of controls on capital outflows. Understanding the decision faced by households will be integral in these forecasts.


� Inclusion of North Korea and South Asia would complete a full spectrum. 


� It has been argued that the ex post inevitability of the Asian Financial Crisis was delayed by massive real productivity gains, high savings rates, and fiscal discipline.


� Most economists cite the falling yen as the primary cause in generating pressure on regional currencies. However, others point to the devaluation of the Chinese Yuan in 1994 as the possible beginning of a shift in expectations. Chinn (2004a) finds that the fall of the Euro and not the Yen has more explanatory power. We can safely argue that the external factors responsible for the AFC were in fact some combination of weakening in the Euro, Yen, and Yuan as well as the falling growth prospects hit ASEAN and Korea.


� Thanks to Charles Adams for a refresher on this fallout from the Asian Crisis.


� Given that these controls came well after the crisis began, they are not responsible for Ringit movements 12+ months after the crisis began. However, they may have helped the Malaysian Central Bank regain monetary independence in the years that followed.


� Most notably, Korea, Malaysia, and Thailand. See ADB (various years), Asia Recovery Report.


� In the years since the Asian Financial Crisis, the Thai Baht and the Philippine Peso have appeared to repeg to the US Dollar while the Korean Won seems to track the movement of the dollar fairly closely. This movement back to a dollar-centric perspective has prompted many to label this new as Bretton Woods II (see Dooley, et al., 2004).


� The consensus view suggests overvaluation in the range of 15-40% with a median estimate in Oct 2005 of about 18% (from John Cairns, Head of Research at Ideaglobal-Singapore).. Obstfeld and Rogoff (2005) estimate the extent of overvaluation of the yuan at 30-35%. They suggest that the yuan overvaluation, excessive Asian savings, lack of non-US global demand, and US consumption and federal spending habits as a perfect storm of factors that has led to a massive 6.5% US current account deficit and global imbalances that may not be resolved by a “soft landing.”


� Clearly, we assume that at such time, the Chinese Yuan would be fully convertible. This assumption would appear to be reasonable given our recommendations for sequencing informal monetary coordination successfully before considering formal monetary arrangements.


� An example of this are the lessons learned from Singapore’s management of the Asian Financial Crisis. Her use of exchange controls led to a number of countries to beef up their own exchange controls.


� These targeting objectives come directly from a welfare-theoretic understanding of the social loss function. While ad hoc loss functions have been around for some time, it was the publication of Woodford (1999) that signaled a new approach. In a simple closed-economy, dynamic general-equilibrium New Keynesian (NK) model, Woodford used a linear approximation to the utility function of the representative agent to derive an exact representation of the social welfare loss function. This first welfare-theoretic loss function suggested that central banks should be concerned about stabilizing a weighted average of the variance of inflation around its target and the variance of steady-state deviations of real marginal costs. Subsequent writings in Woodford (2003) extend the simple NK model to add the variance of the instrument itself for the purpose of financial market stabilization. 


� Theoretically, it is more accurate to consider this the stability of real marginal costs around their steady state. However, under certain conditions (labor on its supply curve), this deviations are directly proportional to the output gap. This also explains why the emphasis on unit labor costs.


� In the open-economy model of Gali and Monacelli (2005), the weight on inflation stabilization is some forty-three times that of output gap stabilization!! In the calibrated closed-economy NK model with cost-push shocks, Kriz (2004) finds the weight on the output gap is roughly 7-10% that of inflation stabilization.


� An explanation for this glaring omission resides with the fact that most modern models are developed with the US or Europe in mind, where financial market strength and depth is assumed. This reality of the literature is yet another reason for APT to upgrade its research infrastructure: to build models with features of concern to Asia. Rather than try to and directly apply closed-economy results from countries with developed financial markets and robust institutions, APT, particularly ASEAN and Korea should develop an assortment of small, open-economy models that feature incomplete financial markets and underdeveloped institutions.


� The credibility of the Federal Reserve was at very at issue under the tenure of Arthur Burns in the 1970s. See Kliesen (1996).


� Theoretically, one can derive social welfare loss functions with far more variables, particularly in open economy models. See for example, Batini, et al., (2001). While more appealing theoretically, communicating complex targeting operations has implicit costs to central banks who seek to manage private sector expectations. These tradeoffs are a topic of active research.


� See for example Obstfeld (XXX) and XXXXXX


� See for example, Gali and Monacelli (2005) and Sutherland (2002).


� See footnotes 49 & 50.


� One caveat is worth mentioning, unlike inflation and unemployment, it is really an open question as to the optimal degree of exchange rate fluctuations for a given country.


� See for example, the open-economy model of McCallum and Nelson (1998) which focuses on nominal income targeting.


� Svensson (2000) refers to addition of the exchange rate to inflation targeting as “exchange rate targeting.”


� As Svensson (1998) points out, this notion of social welfare is the subset of social welfare that should concern monetary policymakers. More generally, social welfare with include elements such as clean air, enlightenment, spirituality, etc. that are beyond the scope of monetary policy.


� Many economists and policymakers interpret inflation targeting as “strict inflation targeting.” However, as seen in Svensson (2000), Jensen (2002), and Walsh (2003), strict inflation targeting is always dominated by inflation targeting which places some weight on output gap stabilization. With explicit concerns over exchange rate fluctuations, it is reasonable, (although not so well understood theoretically) that exchange rate fluctuations should receive explicit weightage even beyond the exchange rate component of CPI.


� Lars Svensson of Princeton University has long held that the choice of target variables, weight matrix, targets and instrument comprise the fundamentals of targeting design.


� Over the years, 2% inflation has become a favorite rule of thumb.





� A macro study using a micro-founded model can be seen in Ito, et al. (2005).


� See Mishkin (2000) and Calvo and Mishkin (2003).


� As an alternative, participating APT countries can agree to implement a common simple instrument rule. Technically-speaking, these are much easier to implement than forecast-based rules (Bernanke, 2004). However, they are less aligned with the social welfare loss function than targeting regimes (Svensson, 2005). Furthermore, instrument setting is far more sensitive to weights compares with instrument setting for targeting regimes. In general, there is symmetry between the two approaches: an instrument rule can be backed out from each targeting regime However, in terms of operational policy, there are a number of central banks that actually use some sort of targeting, while no central bank implements monetary policy based on a simple rule. For now, we will ignore simple rules, and focus on forecast-based instrument rules, targeting.


� Singaporean officials at the MAS have stated publicly that the public can infer the weights and width of the band. However, by not stating the BBC features explicitly, MAS in effect can decide where and when the line in the sand is drawn.


� Examples: regimes used in Latin America in the 1980s and early 1990s.


� During this period, the EMS realigned eighteen times involving fifty-two currencies! See Baldwin & Wyplosz (2004), p 315.


� When a referendum is brought before an EU country on the future of Europe, there seem to be sharp reactions anecdotally in FX markets. Clearly the ERM crisis was one such event, triggered by the 1992 rejection of the Maastricht Treaty by Denmark. Another was the rejection of the EU Constitution by both France and Holland in May/June 2004. In both cases,  European currencies sold off on the added uncertainty over the future of Europe.


� In France, 2005 unemployment figures are between 9.5-10.0%; In Germany, unemployment is at post-World War I highs of 12.1%. “Standardised” unemployment figures from the OECD gives these as 9.2% and 9.3% respectively. � HYPERLINK "http://www.oecd.org/dataoecd/48/56/35931822.pdf" ��http://www.oecd.org/dataoecd/48/56/35931822.pdf� 


� See Baldwin and Wyplosz (2004) Chapter 13 for an excellent overview of the EMS.


� On the day the euro was official, it was worth one ACU.


� It is important to note that from 1979 until 1999, the EMS was based on the Exchange Rate Mechanism (ERM). In its original format, the ERM was a parity grid without a definitive anchor. Only after its poor performance from 1979-1985 did the EMS move toward an effective Deutschemark anchor.


� In his seminar at SMU, Takatoshi Ito discussed how throughout the 1970s and 1980s, Japan has been reluctant to embrace regionalism.


� Using 2005 figures from the CIA Factbook (2005), for Japan ($4.955 trillion RGDP, 3.1% RGDP growth) & for China ($1.833 trillion RGDP, 9.2% RGDP growth), equality will be reached in 14.8 years.


� As Baldwin and Wyplosz (2004) point out, the early days of the EMS were marked by a de facto power struggle between the French Franc and German Deutschemark. Once it was resolved in favor of the DM (reasonable so as Germany and the Bundesbank were the clear leaders in the European economy), the inquietude of the EMS settled down.


� Due to a long history of trade integration, ECU weights in Europe were reviewed only every five years!!


� For the classic first-generation currency crisis model, see Krugman (1979) or Flood and Garber (1984). For the seminal second-generation crisis model, see Obstfeld (1994).


� Since the ECU was a trade-weighted basket with weights revisable every five years, it is common to see similar proposals for the ACU. However, in an APT with fairly or fully open capital accounts, broader weighting schemes which take into account longer-term capital flows should be used.


� Under informal coordination, policymakers also have the option of creating an ACU. Although it would not go into general circulation, the ACU would serve as a virtual benchmark for a basket of Asian currencies vis-à-vis global currencies. 


� For example, if the Philippines peso is worth 3 ACU’s, the Bangko Sentral can manage the peso with say +/- 5% around 2 ACU/PP.


� In Sweden, voices in support of admission to the EU often cited the desire to use EU labor laws to reduce the power of trade unions under existing Swedish law.


� Of course, the self-discipline of the system anchor is a necessary condition for the sustainability of a monetary system based on an anchor currency. The breakdown of Bretton Woods originated with the inability of US domestic policies to remain consistent with the sustainability of a fixed exchange rate system.


� During the early years of the EMS, a time without a currency anchor, the EMS floundered. However, there are two possible explanations for its poor performance. One, the ECU was not an explicit point of calibration. Two, the matrix of parities was rigid.


� Its closest EMS representation is the period between 1993 and 1999. Coincidentally, this represents a period after the use of the deutschmark as the anchor currency and after the ERM crisis, but before eventual introduction of the euro.
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