


Mechanism for Regional Balance of Payments Support  
 
Programmes for providing regional balance of payments support in Asia have a long 

history. An ASEAN network of currency swaps and repurchase agreements set 
up in 1977 was to provide immediate short-term swap facilities to members 
with temporary international liquidity problems. These arrangements, 
however, proved totally inadequate to help the affected countries during the 
Asian crisis of 1997. The money available (US $200 million) was woefully 
inadequate and reportedly was never used. Immediately after the crisis, Japan 
came forward with a plan for an Asian Monetary Fund (AMF) so as to assist 
in bringing stability to Asian currencies and financial markets. But with a 
lukewarm support from China and vehement opposition from the US and IMF, 
the plan was scrapped a few months later. 

 
The most concrete and currently active regional financial arrangement to come out of 

the Asian crisis was the Chiang Mai Initiative (CMI), agreed on the sidelines of Annual 
Meeting of ADB in 2000. The CMI is a network of swap arrangements which was agreed 
among ASEAN plus Three (APT) countries in May 2000. The CMI has two components:  
(a) ASEAN swap arrangement (ASA) which was expanded from 5 to 10 countries, and 
from US $ 200 million to US$ 1 billion and increased again to US $ 2 billion; and (b) 
networks of Bilateral Swap Arrangements (BSAs) among the three North Asian countries 
(Japan, China, Korea) and one of the three and one of the ASEAN countries. The 
expanded ASA is to be made available for two years and is renewable upon mutual 
agreement of the members. Each member is allowed to draw a maximum of twice its 
commitment from the facility for a period of up to six months with the possibility of a 
further extension of six more months at most. The basic characteristics of the BSAs are as 
follows: 20 per cent of the liquidity can be drawn automatically without conditionality for 
630 days (90 days, renewable 7 times). Interest paid is LIBOR +1.5 per cent for first 180 
days, rising by 50 basis points for each renewal to a maximum of LIBOR +3 percent. 
Importantly the swap providing countries form their own individual opinions on the 
potential swap recipient. Drawing of more than 20 per cent regional liquidity requires the 
country to come under IMF conditionality. 

 
The CMI is an important step in Asian monetary regionalism as it is the first time 

regional countries have pre-committed resources as a means of regional financial 
safeguard. However, it clearly remains a work in progress. In Asia’s current conditions 
with large foreign exchange reserve build-ups, the risks of 1997-98 type financial crisis 
are not high. However, if the balance of payments crisis does emerge in any 
major Asian economy, the support required will be large (in tens of billions 
of dollars) and the present provisions of CMI may be quite inadequate, 
particularly if only 20 per cent of the funds can be utilized without IMF 
programme.  With world-wide disenchantment with IMF conditionality, the 
20 per cent limitation on use of funds under CMI seems anachronistic. 
Similarly, the voluntary nature of bilateral swaps creates an uncertainty 
which is the last thing a country needs in conditions of Balance of Payments 
(BOP) stress. There is a recognition of the need to regionalize (though more 
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commonly referred to as “multilateralize”) the CMI, but little progress has taken place. 
Basically the CMI is no better than the ASEAN currency swap agreements of 1977 which 
prove totally inadequate when the financial crisis struck the region in 1997. A meaningful  
BOP support mechanism in Asia has to be independent of IMF, large in size and truly 
multilateral, an example of which is attempted in this report.  

 
 Asian Bond Market Development 
 
The financial crisis of 1997-98 made apparent significant gaps and weaknesses in 

East Asia’s financial sectors. The contagious nature of the 1997-98 crisis led many 
observers and policy makers to the view that there are positive externalities from 
cooperating to strengthen their individual financial sectors, to develop regional financial 
markets, and to diversify their financial structures away from bank-based systems to bond 
markets.  

 
In this regard two main initiatives have been underway in East Asia. One 

is the Asian Bond Fund (ABF) established by the eleven members of the 
Executives’ Meeting of East Asia-Pacific Central Bank (EMEAP), and the 
other is the Asian Bond Market Initiative (ABMI) by the APT economies. In 
broad terms, the objectives of the ABF are four-fold. First, to diversify debt 
financing from bank lending to bond financing by developing regional 
financial/capital markets by reducing supply side constraints and introducing 
low cost products and by raising investor awareness and broaden investor 
base on the demand side. Second, to encourage a convergence in financial 
and capital market policies and accelerate improvements in financial market 
infrastructures. Third, to recycle regional funds intraregionally and also 
reduce the region’s vulnerability to “fickle” international investors. Fourth, 
to lessen the extent of currency and maturity mismatches (i.e. “double 
mismatches”).  

 
While the ABF is a welcome move for regional financial cooperation, it is 

important not to oversell the initiative. First and foremost is the quantum of funding 
available. The current US$ 2 billion funding of ABF is a drop in the bucket relative to the 
region’s aggregate reserve holdings or infrastructural financing requirements. Second, if 
the supply of good quality sovereigns and quasi-sovereign paper is limited (which 
appears to be the case), it could merely crowd out private bond purchases, 
hence leading to no new net financing.  

 
 Association of Credit Rating Agencies in Asia (ACRAA)  
 
A part of the programme of developing regional financial sector has been the 

programme to improve cooperation among the credit rating agencies of the region. The 
Association of Credit Rating Agencies in Asia (ACRAA) was organized to exchange 
information, experiences, and skills among credit rating agencies in Asia, to enhance 
their role in providing reliable market information. Also, ACRAA aims to undertake 
activities to promote the adoption of best practices and common standards throughout 
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Asia, as well as to promote development of capital markets in Asia and cross-border 
investment throughout the region. 

 
Despite the advantages that are supposed to accrue to regional agencies, they seem to 

perform poorly in timeliness of their rating actions. Accuracy of domestic credit rating 
agencies (DCRAs) rating and quality of rating reports and analysis have also not been 
found high. Despite several years of efforts, the regional/national agencies have not been 
able to provide credible alternatives to international credit rating agencies (ICRAs). 
Perhaps the fundamental problem is lack of political will on the part of regional leaders 
and lack of scale and sophistication required in these agencies to match ICRAs. 

 
Asian Policy Dialogue Forums 
 
The financial crisis of 1997-98 highlighted the risks of inadequate policy coordination among Asian 

countries when interdependence among these countries has increased and there are serious possibilities of 
“contagion” in the financial sector of Asia. It was also widely felt that the policy conditions under the IFI 
support programmes contributed to deepening of the crisis and there was a need for regional mechanisms 
that are more sensitive to and cognizant of the regional realities. Accordingly a series of mechanisms 
have been developed in the region for regional policy dialogue and surveillance. These 
new forums along with some earlier ones for similar purposes are quite large in number 
and they include the following: 

 
� ASEAN Surveillance Process (ASP) 
� ASEAN+3 Surveillance Process 
� Manila Framework Group 
� Asia-Europe Meeting (ASEM) 
� Asia Cooperation Dialogue (ACD) 
� South East Asia, New Zealand and Australia (SEANZA) 
� South East Asian Central Banks (SEACEN) 
� Executive Meeting of East Asia and Pacific Central Banks (EMEAP) 
� Nongovernmental Regional Forums 
 
The proliferation of regional institutions for policy dialogue and research 

presents another example of “noodle bowl” of regional co-operation 
initiatives. There is no central secretariat for coherent analysis and 
dissemination of findings. The limited number of staff available is scattered 
through multiple initiatives with overlapping membership. The capacity of 
the staff is nowhere near the level provided by the international institutions 
working on the same issues. The local culture of avoiding frank discussions 
of the common problems and the lingering trust deficit among the partners 
further limit the effectiveness of these forums.  In practice, the “hub and 
spoke” situation prevails with each country and regional institution relying 
more on dialogue with international institutions and external advisors than 
with each other or on regional advisers. There is no serious discussion in the 
regional forums on today’s major issues of global and regional finance such 
as insurance against disorderly unwinding of global imbalances, exchange 
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rate policy in Asia including external pressures for floating of Chinese Yuan, 
better use of Asian savings for investment in Asia, financial assistance to 
weak and vulnerable states in the region and so on. The international forums 
reflecting the economic power equation of the mid-twentieth century rather 
than of the 21st century still dominate the regional financial dialogue. 

 
Status on Financial Integration of Asia 
 
The current programme of regional financial cooperation have serious limitations  and 

they are reflected in the bottom line results on the degree of financial integration in Asia. 
This is evident both in low levels of cross-border flows of portfolio assets and liabilities 
and in lack of convergence of major financial sector prices. 

 
II. Asian Currency Unit (ACU): Exchange Rate Policy for Regional Integration 
 
Exchange rate policy can play a vital role in either facilitating or hindering regional integration. For 

example, an artificially undervalued exchange rate can neutralize the effects of tariff reductions for trade 
liberalization by making imports costlier while promoting exports. Instability in exchange rate 
movements with regional partners can discourage trade by creating uncertainties in prices in local 
currency. Similar uncertainties can occur when invoicing is done in a currency which is fluctuating in an 
uncertain manner. Lastly, when there are uncertainties about future value of partner’s currency, 
investment in assets denominated in that currency will be discouraged. Thus, for 
promoting regional integration, it is desirable to seek stable and predictable external 
values of national currencies within the region which will facilitate intraregional trade, 
simplify economic decisions, and promote cross-border holdings of local securities. The 
challenge is to design an Asian Currency Unit (ACU) which can help achieve these 
objectives. 

 
ACU as  a Common Regional Currency 
 
It is obvious that these benefits are achieved most fully when there is currency union 

and the history of EURO as a common currency for EU is a testimonial to what can be 
done. However, common currency requires surrender of national authority on internal 
and external monetary policy and presupposes a degree of convergence on inflation target, 
symmetry of macro-economic shocks, labour and capital mobility, conditions which may 
not be there in the Asian context for the foreseeable future. 

 
ACU as a Parallel Regional Currency 
 
The case for parallel currency in Asia was made by Nobel Laureate Robert Mundell 

in several publications including his lecture at ADB in 2001 and has been supported by 
several other economists.  Essentially this is an adoption of the idea of SDR as a 
supplementary currency mooted in the IMF many years ago which unfortunately did not 
take off because of the conflict of interest with veto-power holder in the IMF. Official 
Asian Currency Units (ACUs) would be created in exchange for swaps of a fraction of 
the international reserves of participating central banks. Participating central banks would 
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is a variety of views as to whether US is likely to lose its reserve currency 
status over the medium/long term and what currency could take its place and 
two such contrasting view points are presented in this  report. 

 
In our assessment, there is a serious possibility of the long-term decline in the US$ as 

reserve currency and the assumption of that role by Yuan. However, it is not clear, if that 
situation will be in the best long-term interest of either China or the region. As the 
experience of other reserve currency status holders shows, that status leads to temptations 
of overspending which in the end forces some difficult adjustment. It may be better to 
create a system that minimizes such temptations. For the region too, it will be unfair if the 
most powerful economy in the region appropriates the seigniorage created by financing 
needs of regional and global trade. This situation may increase tension between China 
and its neighbours, which is not healthy for either side. It may be better to follow 
the European example where a regional currency is created and the region 
benefits from the seigniorage rather than only one country. Prevention, rather 
than cure of currency hegemony of one country, is the way going forward. 
And as argued above, this does not require a common currency. A parallel 
currency issued by agreement among the regional partners can serve the 
purpose. With start of ACU as a unit of account, it can gradually move 
toward a parallel currency issued by a regional institution. In allocation of 
this parallel currency,  the developmental needs of weaker states in the region can be 
taken into account much as has been done so successfully in EU with allocation of large 
grants to the new and weaker members of the Union. Perhaps Asia now needs to be bold 
and design a regional financial architecture consonant with its new economic power and 
responsibilities.  

 
Towards a Reserve Bank of Asia  
 
Time may have come to revive the basic idea of an Asian Monetary Fund proposed 

by Japan in 1998 but with appropriate modification to nomenclature and mandate to 
reflect the current needs of the region.  

 
We propose that a new regional financial mechanism perhaps called Reserve Bank of 

Asia (RBA), be established in Asia with authorized capital of, say,  $300 billion, 10 per 
cent of which may be paid-up. A certain small percentage (say 10 per cent) of the 
regional reserves (currently about $3 trillion and increasing at more than 10 per cent per 
year) may be lent by the central banks of Asia the rate that obtains on 30-year US 
Treasury Bills to RBA which will be authorized to invest these resources in global equity indices. 
There is a high probability that RBA will be able to earn at least 5 hundred basis points above the cost of 
its funds and thus have about $15 billion per year to assist development in Asia. Its initial focus could be to 
correct the infrastructure deficits in a public-private partnership mode by filling the financial viability gap 
that the private sector may have in meeting the infrastructure  needs. Using the Indian example, this gap 
can be put at a maximum of 20 per cent of the project cost. In addition, the RBA will be authorized to 
borrow from the markets and lend on projects under Public-Private Partnership (PPP) mode at 
rates and maturity patterns determined by a process of competitive bidding on the 
projects identified by RBA.  With private and public sector enterprises utilizing the 
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capital markets for raising their basic fund requirements, the financial ability of RBA 
should enable it to be a catalyst for more than $100 billion infrastructure investment per 
year in the region, thus meeting about half of the infrastructure funding gap.  

 
The new institution will also provide non-financial assistance to catalyze 

infrastructure projects in the region. More specifically, it will identify and formulate 
infrastructure projects for its clients: public sector, private sector, and public-private joint 
ventures (PPJV) of member countries. It will provide advice and assistance to member 
countries on infrastructure tariff fixation, working out strategies for risk mitigation and 
project financing including early development of construction planning to later stage 
arrangements for permanent financing including securitization, take-out financing and 
liquidity support. It will work with regional and subregional organizations for negotiating 
inter-country issues associated with formulation, implementation and financing of 
regional and cross-border projects.  The funding ability of the RBA will give its technical 
assistance activities a coherence and relevance that is difficult to achieve otherwise. 

 
Private sector will raise its basic funding from the regional capital markets, in 

particular bond markets, which need to be developed further (among other things, by 
linking up with the growing pension funds industry in the region) to intermediate regional 
savings into regional investments. In order to minimize the risks to these bonds from 
fluctuations in regional currencies vis-à-vis US dollar and in relation to each other, these 
bonds may be increasingly denominated in an ACU (much as many transactions of global 
financial institutions are denominated in SDRs) and this unit could be a weighted average 
of major regional currencies. 

 
The proposed programme would be a big boost to private sector in Asia and in the 

developed countries. First, it will provide financial and non-financial assistance for 
private sector investment. Second, it will facilitate raising of funds by private sector in 
Asian financial markets. Third, by switching investment of part of reserves from 
Government securities to stock markets mostly in developed countries, it will help equity 
markets. Lastly by creating demand for supply of infrastructure investment many  of 
which (such as pipelines, and  power grid) will create demand for construction and 
manufacturing industries of sophisticated types , many of which will probably be 
supplied by developed countries including Japan, EU and US.  

 
Additional infrastructure investments will benefit all countries through supply-side 

and demand side benefits noted above. Even for China which has a high rate of 
investment, these programmes, particularly in cross-border investments would be useful 
for increased inclusiveness of their growth and increased energy security.  Many of these 
cross-border projects may be difficult to negotiate and implement by Asian countries 
individually, even for large countries such as China and India. The problem of 
asymmetry of power among neighbours often frustrates cross-border investments. The 
proposed mechanism can play an honest broker role which will help all Asian countries, 
big or small. Above all, the reduced risk of global turmoil emanating from global 
imbalances should be of interest to all major regional players including China, Japan, 
India and Russia. 
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We believe that this mechanism will achieve the objectives of financial cooperation 

more effectively than is likely under the present initiatives. More specifically, it will 
provide: 

 
� A large resource pool and a multilateral mechanism for meeting BOP needs, 

which is an objective of Chiang Mai Initiative. 
� A boost to Asian Currency Unit (ACU) by first using it as a unit of account 

available for invoicing and  for denomination for regional bonds and transactions, 
secondly by using it  as a reference currency,  and thirdly by  issuance of ACU as a 
parallel currency. 

� A mechanism for issuance of regional bonds by governments and 
intergovernmental organizations. 

� Institutional capacity for regional policy dialogue and regional surveillance, and 
� Facilitate orderly correction of “global imbalances”.  
 
 With $300 billion invested largely in equity indices that are liquid, RBA should be 

able to meet the balance of payments needs of Asian countries on a scale bigger than the 
IMF or CMI. In case of BOP needs, RBA will provide up to the contribution of the 
country at interest rates higher (say, 100 basis points) than LIBOR. Higher tranches 
would attract higher interest rates and policy assurances.  

 
 On exchange rate, RBA can construct and publicize an ACU immediately. It can also 

take the second step of issuing and/or underwriting regional bonds issued by regional 
entities soon after its the establishment. The third step of issuing a parallel currency may 
come within a few years. The last step of common currency would be a long-term 
objective for which it is too early to suggest a time frame. 

 
 The use of ACU as a unit of account for regional bonds issued by government 

backed regional enterprises and/or RBA will give a boost to regional bond market 
initiative and help use regional savings for regional investments. ACU-bonds could offer 
the benefit of currency diversification: if one constituent currency lost value against say 
the investor’s home currency, the impact would be limited by its weight in the basket.  

 
The proposed RBA, with reserve capital of more than $300 billion and supporting 

investment of more than $100 billion per year, will be providing financial support bigger 
than all the current IFIs put together. Accordingly, it can also build up technical staff 
bigger than in the IFIs at present. With such sizeable staff capacity, RBA can become a 
central place for economic dialogue and surveillance in Asia that can be an effective 
substitute for IMF, which, in any case, is facing sharply declining business opportunities 
and a need for downsizing. 

 
Lastly, the proposed institution will facilitate an orderly correction of “global 

imbalances” both by diverting global demand towards Asian investment and by 
tightening the external budget constraint on the US.  Additional investment demand of 
over $100 billion per year together with their multiplier and accelerator effects can be 
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expected to create substantial additional effective demand, perhaps to the tune of one-
quarter of the current excess demand of the US (about $800 billion per year). Similarly 
with less of Asian savings available for purchase of US Treasuries, the US authorities 
may be induced to make more serious efforts to reduce their fiscal deficits (in particular 
military expenditures) and the increase in interest rates and reduced liquidity may help 
US households to reduce their excessive consumption. Since the whole process will be 
managed by regional public authorities rather than financial market forces which have a 
tendency to overshoot, it can be a gradual process of “belt-tightening” in the US 
consistent the country’s social and economic stability and Asia’s ability to divert demand 
from exports to the US to regional investment and consumption.    

 
 Leadership for Designing the Regional Financial Architecture 
 
The current international financial system was set up largely at Bretton Woods 

Conference in 1944 in barely three weeks with preparatory work extending over months 
rather than years.  This was possible because, there was a clearly felt need and a clear 
leadership. The memories of ‘beggar thy neighbour’ policies on exchange rate in the 
interwar period were a powerful stimulant to designing a system for exchange rate 
stability. The foreign exchange shortages facing many European countries called for 
balance of payments support mechanisms for the needy. And both required an agency for 
review of macroeconomic policies of the participating countries. The huge funding needs 
for reconstruction for war-ravaged Europe called for a bank for reconstruction to which 
the need for development of underdeveloped economies was added, though as an 
afterthought. But the whole exercise was possible mainly because of the leadership 
provided by the unquestioned economic power of the day, namely, the US, with some 
intellectual support provided by the UK. 

 
In the Asian context, we believe, as argued above, that the felt needs are there for a 

major regional financial institution.  However, there is no clear leader comparable to the 
US at Bretton Woods Conference to translate the need into action. Instead, Asia may look 
to the European example of shared leadership of a few major players in the region. 
Following the EU model, smaller countries will be full partners in contributing to design 
and operation of the regional institution and their interest will be fully protected. But 
effective leadership has to come from a smaller group of countries.  

 
The question of the US reaction to the proposal is of vital importance. As in the case 

of the proposal for Asian Monetary Fund put forth by Japan in 1998, a strong opposition 
from the US may make it difficult for several key players in the Asia to promote the 
proposal. We believe that the proposal made here is in the long-term interest of the US 
The over-borrowings by the US are clearly unsustainable for ever. The US absorption has 
to come close to the US output, sooner or later: the US economy has to land.  The real 
choice is between “hard landing” and “soft landing”. Unless something is done to reduce 
US deficits gradually, a hard landing scenario is highly likely and that will do much 
damage to the US economy as well as the Asian economies. By gradually strengthening 
the external budget constraint on the US and diverting demand from US to Asia, the 
proposed scheme will reduce US deficits without reducing the global demand.  What was 
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done by the UK in handling its sterling balances after the Second World War may also be 
an example to learn from. 

 
The forum of EAS Summit may be used  for designing Asia-wide financial 

cooperation mechanisms, an illustration of which is provided in the report. A committee 
of Asian experts may be commissioned to study this and other proposals for bolder 
programmes of financial cooperation in Asia and if the committee finds the proposals 
promising, India may offer to host an Asia-wide conference (an Asian Bretton Woods 
Conference?) to design a new regional financial architecture.  
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