PROLOGUE

Introduction

Economic Integration occurs when two or more countries join
to?ether to form_a larger economic s?ace. The member countrigs enter
info the integration afrangements with expectation of economic gain,
although they"may pursue political and other interests as well, Currently
the topic of “Regionalism’™ has heen widely discussed and is of the utmost
importance In this age of globalization. The increasing interdependency,
economic, wise, among the regions means that the regional economic
structure Is ?ettmg stronger. Intra-regional trade and investment now play
a crucial role, by helping to locate production according to comparative
advantages and protecting against outside_competitors. Today, In'the age
of Globalization, there isa Severe com?_e_tltlon In the world market. Each
country Is trym?_to be more competitive and have more bargaining
power. So, countries, which have cIose-?eographmaI area and, somehow
similarity in production function, form their own economic integration
with the Tourpose of creating bargaining power and stron?er economic
[eglon. he European Union, by far’the most successful economic
Integration effort, Is at the moment, moving towards the final stage of the

rocess of Complete Economic integration. With the infroduction of the
Euro currency on 14 January 1999, with an aim to completely reonlace the
individual currencies with the single Euro currency in the year 2002, their
prc()jgress towards complete Economic Integration seems to get stronger
and stronger. Meanwhile, other continents”have also formed their own
Integration such as North American Free Trade Arrangement (NAFTA),
Asia Pacific Economic Cooperation Forum (APEC), and Assqciation Of
South East Asian Nations (ASEAN), Their forms of integration are in
different stage, which can be distinguished_into four basic types of formal
regional economic arrangement: “Free Trade Area, Clstom Union,
Common Market, and Economic Union.1

1 Free Trade Area (FTA) is established when a %roup of countries
aholishes restrictions on mutual trade buy each member country
retains It own tariff and quota System on trade with nori-
member countries.

1Appleyard R Dennis, Feld J. Alfred, JR. , "International Economics Trade Theory and

Policy", Third Edition 1998, The McGraw Hill Companies, Inc. p.353-355
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2. Custom Union (CU) is created when a group of countries
removes all restrictions, on mutual trade and also set up a
common system of tariffs and quotas with respect to non-
member countries. _ _

3. Common Market (CM) Is created when a group of countries
removes all restriction on the movement of productive factors
Labor, Capital, and Enterprise. _

4. Economic’ Union (EU) 'is the most comprehensive form of
economic integration, Which can be called "Sln?Ie Market", It
Inclydes all features of a common market but also implies the
unification of economic institution and the coordination of
economic policy throughout all member countries. When an
economic Union adopts a common currency, it has become a
mfotr%etar union. The European Union is thé best example here
of this sfage.

The benefits of the economic integration can be observed from the
success of the EuroPean Union. There"are plenty of opportunities for
specialization_and trade among member “couritries. The economic
Integration will stimulate greater investment in the member countries
form both internal and foreign sources by reducing risk and. uncertainty
because of the larger and stronger economy. Currency stability will take
place and make foreign Investors have more confident with the regional
economic stahility. The positive impact to the integration can be seen
throu_?h the highér members’ living standards, a powerful force for the
multifateral lioeralization, which can lift the members” economic growth
and strengthen economic structure. That will raise both import and export
values by strengthening the export-power and weakening the anti-trade
force of the Import competitors. _ _

Asian countries ‘also, realize the benefits of the formation of
Economic  Integration. The)( b_egian setting_up their _own . economic
Integration, and"had good potential to do so.”Before 1997 &Aman C_r|s|_52,
the Asian economy seems to be_doing so well and having the possibility
to strengthen their own econgmic power through the formation of Asian
economic integration. But with the collapse qf economic and financial
structure that accurred jn mid 1997, the formation of their own economic
Integration was |_mmed|atelg suspended. Each country reduces their trage
and “Investment interdependency with others and tends to be more self-
concerned to protect his or her own country from the crisis. _Intra-regzlonal
trade became less and less in hoth value and quantlt){ In Asian due 1o the
occurrence of Asia crisis. At present, many people talk about "crisis”. But
what is its meaning, and what are its effeCts? In economic terms, “crisis"
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literally translated as "Time of %reat difficulty or danger"2 The cruel
effects of a crisis on an economy have been well documented throughout
the history of mankind. The greatest example, no doubt, Is the Great
Depression of the 1930s, which started in America but spread through
and effected literally the whole world, At the depth of the Great
Depression, the natignal income of the United States plummeted from
$88 hillion to 40 billion, with the output of the American factories
declining by 50 Rercent, which at its worst were operating at 12 percent
of Ifs capaC|t¥. The average weekly wage went from $25.03 to $16.73 and
at the peak otthe deEressmn, unemployment was recorded at 12.8 million
workers out of work3 The economiC crises in Mexico and the current
one in Asia, although not as drastic as that of the 1930s, are two of the
most recent situations.

The crisis In Asia on the surface can be traced back to July 2
1997, when the Thai government decided to float the Thal Baht “after
unsuccessfull1y trying t0 defend it against speculative attacks from, foreign
speculators. This seems to be the Catalyst for the Asian economic crisis
that followed. However, a closer examination of the problem reveals that
the crisis was not brought about only by the floatation of the Thai Baht
alone, but moreover the forced apprecidtion of the Japanese Yen hy the
Americans _in 1985, With the" Yen appreciation, producing. and
ma_nufactu_rm% goods in Japan no longer offer high profit, o to maXimize
their profit, Japanese manufacturers had to relocate their Rroductlo_n
nlants' in other part of Asia, where labor was still relatively cheap. This
phenomenon caused the Asian economy to open up”to Japanese
nvestment, resulting in the untimely an unﬂteﬁared liberalization of
most Asian economigs during the late" 1980s, which also contribute to the
problem, and help brouqht ahout the Asian_ crisis. With the greater
nternational capital mobility in recent times, it has made misalignment
with a fixed exchange rate ‘system, which Is converted into a_ crisis b
speculative - capital ~ flows ‘and speculative = attacks.4 Saying . that,
Institutional ana structural weakness of most of the Asian economies, as
well as non-transparent corporate governance. or mismanagement and
misquided government policies and™market failures are the other main

20xford Advanced Learner's Dictionary, Oxford University Press, p. 282.

3Klingaman, William K., "The Year of The Great Crash 1929". 1989, Harper & Row, 337-351.

4 Ross H McLeod and Ross Garnaut, “East Asia in Crisis: From being a miracle to needing
one?' 1998, p 13.
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factors that helped make the crisis inevitable56 There, are other problems
which are caused bP/ the “moral hazard”, due to_implicit government
guarantees for weakly regulated financial intermediaries. The concept of
moral hazard related to_the market distortions, which is invoked to
explain the Asian crisis, The other issues which should be discussed are
that the East Asian crisis have not only involved excessive investments,
but also unwise investments, the huge real currency depreciation are
likely to cause “large decling In output, and other kind"of market failures
e.g. ‘herd behavior™. The further ‘evidence could be_ found on “herd
Investor behavior” underlying the “contagion” or “domino effect”, which
describe the raﬁld spread Of financial " instability throu%h Fast Asia,
resulting from the fund managers or foreign investors fast loosing their
confident and go with the herd™by withdrawing their investments. And the
hedge fund operations have ténded to afféct these phenomena, with
disastrous consequences for the region. Most of the governments of the
region are still coming to grip and are trying to find" ways to solve the
crisis even at this moment. D
S0 what could be the way out? Government might implement
either Fiscal or Monetary Policy to, stimulate the economy. Monetary
Eolmles must be firm enough to resist excessive currency depreciation.
iscal policies could be implemented by reducing countries' reliance on
external saving and financial sector Weaknesses required particularly
urgent attention probably by taking into account of re-capitalized and re-
struictured banking system. ‘The crisis prevention policies should be well-
sefup and implemented appropriately. When I_ookln? at the causes of the
crisis, as mentjoned earlier the most obvious indicator is that it is caused
by institutional and structural weakness and nontransP]arent Or misquided
government policies. So the rules_and institution which can function more
effectively should be set up, The a_pproerate or transparent policy
requlations and supervision.of information should be.employed at the first
Instance. Another way out is the role of the International Monetary Fund
and the World Bank.” The resources from the IMF may be adeqate to
rovide sufficient liquidity to address current/future crisis of Asia. The
orld Bank, on the other side, plays a major role in structural reforms in
the financial sector. There mlght be more ways to handle the crisis, but
the concept of “Economic Integration”. could well be one outstanding
possibility to manage and handle'the crisis.

5Ha-Joon Chang, Gabriel Paima, and . Hugh Whittaker, “The Asian Crisis: Introduction”.
Cambridge Journal of Economics 1998, volume 22, p. 649-652.
6Jomo K ., "Tigers in Trouble. Financial Governance. Liberalization and Crises in East

Asia”. Hong Kong University Press 1998 p. 4-8
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The. East Asian crisis shows that there are Serious systemic
problems in the ?Iobal_ monetary and financial ar_ran%ements. Economic
and Monetary integration is under consideration in this place. The East
Asian financial crisis has increased, awareness for the need of global
governance of finance and economic integration o as to prevent the
recurrence of similar crises. Asian Economic Integration Is worth
considering for Asia in order to prevent a%amst future crises. . .

From the above discussion of the problems of a crisis, it Is
necessary to study the possibility of the formation of East Asian
economic integration. In additign, examlnmg If the crisis slow down the
Integration process or not, will be valuable. If an Asian Economic
InteQration already exist, the member countries economy would
naturally, be quite st_ronq and stable. This would mean a more’ efficient
economilc and financial structure, which In turn would lead to. more intra-
régional trade. When the economic and financial structure is strong, It
should be enou?h to defend a?am_st any crisis, be It internal or external.
So the study of a central Institution or mechanism and possible in the
form of an Asian Central Bank by using the EuroRean entral Bank as
the model, will provide precious informiation_for the member countries,
and any. other regional grouping, that are interested. in the study of
Economic Integration as asolution and possible prevention of a crisis;



Objectives of the study
1. To study the possibility of the formation of an East Asian Economic

and Monetary Integration by employing the Theory of Optimum-
Currency-Aréa for the monetary side, and supported by the study of
Interdependency for the econonmiic side.

2. To consider whether the crises causes. difficulty in the possible

formation of East Asian economic integration,

Scope of the study

For the purpose of this study, 9 Asian countries will be selected for
their varied characteristics.” The 9 couniries are China, Indonesia,
Ja%a%al\i/llgrl]e(lyma, The Philippines, Singapore, South Korea, Taiwan,
an .

For the. observation of the Interdependency and the pattern or the
correlation of economic activities will be studies through the Trade
Matrix and the comparison among countries S98row rate. The
statistical and qualitative data will cover 1985 to 1993,

For the selected Asian countries OBtlmum-Currency-Area Index, the

statistical and qualitative data will be collected anrually from 1989-

1998 (10 yearg. The variables to be studies are nominal exchange

rate, real output, shares ofaglrlcultural, Industrial and service sectors in

EeFI)a}h_v%tct)_ domestic GDP, bilateral export to domestic GDP, GDP, and
Inflation.



Literature Review

. The study of “Economic Integration” has been widely discussed
since the Increase in regmnal grouping such as The European Union,
Latin America Freg Trade Ared (LAFTA), .and ASEAN 3roupmg._ The
most successful region in Ecanomic Integration as everybody know is the
European Union, Which so far has reached the stage of EConomic and
Monetary Union (EMU), Other regional grougm% sée this opportunity to
form their own Economic Integration due to the benefits over the cost of
forming Economic Inteqraﬂon y.using the European Union’s experience
as theil” example. With The changing ot the European Union, the concept
of “Economic Integration” urges economists to discussion the theory of
Economic Integration and other theories based on Economic Integration
In_more deﬁ)th than ever. There are several studies on the Theory of
“Economic Integration”, which are based on different methodologies. But
most economists share. the same perspective on the.result of their studies
that based upon the evidence avallable, the possibility of the formation of
Asian economic integration is relatively. low and It would take time to
achieve the formation of Monetary Union or Single Currency. In the
study of M_oneta% Integration Of Monetary Union, In othér words,
Common (Smgle% urrency, there are several ways to be implemented or
discussed. Here, T am %om to mention the study of Interdependence of
selected countries and the, Theory of Optimum-Currency-Area in detail.
Hence, this Literature Review will be divided into 3 topics, which are the
possibility of Asian mteq_ranon, the Study of Interdependence of Asian
countries, .and the Optimum-Currency-Area Theory for a clearer
understanding.

Asian Integration

From the sources that had been read in researching this topic, all
the authors conclude that the possibility of forming the. Asian Economic
Interqranon Is relatively low as mentioned above. Georgios Karras 1997%
applied several convergence tests, such as the Neoclassical Growt
Madel, the Production technology, the dispersion of real. GDP per capita
across countries, and some ofher sets of equation, in the study of
convergence In income. His paper addresses the issue by examining the
post-war. convergence experignce of three regional economic areas. the
Association of Southeast Asian Nations (ASEAN), the Europgan Union
(EU),. and the Latin America Free Trade Area (LAFTA). The study
examined whether the economic integration facilitates convergence in per
capita income within the three groups of region or not. His conventional
test for convergence examine the cross-sectional relationship between the
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average real growth rate and be%!nnmg eriod GDP per capita within
ASEAN, EU, and LAFTA, respectively.” A number of different empirical
tests provided evidence that convergence In income per capita has been
the strongest and most rapid in Edropean Union, milder but probably
present In Latin America Freg Trade Area (LAFTA), and nonexistent in
ASEAN. The findings, In fact, are not Inconsistent with divergence
within ASEAN.. The immediate conclusion to be drawn from the restlts is
that the formation or expansion of economic blocs, far from assuring
homogenization among the. country-members, does not even (%uarantee a
radual convergence in their standard of living. He examined that among
these factors have heen the stron?est_ In the EU an
the weakest in ASEAN, S0 theg/ are at least circumstantially consistent
with the EU-LAFTA-ASEAN pattern.7 |
Meanwhile, Richard E. Balwin (1997) studied the causes and the
rogress of regionalism considering the'3 main regional groupings of EU
ATTA, and ASEAN. Baldwin shares Karras’ “view that the reglonal
groupmg can be developed in the region of European and North America
ut 1t is still far fetch for Asian régionalism. Baldwin quotes DeRosa
(1995) that “the ASEAN failed in the attemPt at regional integration due
0 heay)( reliance on administrative protection, and opposition by
Industrigl and agricultural vested interest”. 8As for the reason why Asian
can not hecome a regionalism soon would be that they seem to think that
they do not need a régional grouping for their economic growth, With the
strenPthe_mng of other regional gro_uRlnqs, this is the reason why Asia Is
fast Toosing ‘its trading partners without realizing. In his study; he also
Introduced "the Domino Theo(rjy of Regionalism. “That is, “resurgent
regionalism was caused by idiosyncratic events that were multiplied
many times over by a domino effect. The domino theory cannot explain
all incidents ofregionalism, since some agreements have little to do with
economics. For instance, the theory never tells us why the triggering
incidents of regionalism occurred. ™ In_my poin{ of view, the
regionalism can be explained by the theory of domino effect. Since there

ese three blocs, all

7Georgios Karras, "Economic Integration and Convergence: Lessons from Asia. Europe,
and Latin America". Journal of Economic Integration, Volume 12 Number 4, December 1997, p. 419
432,

8DeRosa (1995) in "The causes of Regionalism” bv Richard E Balwin. The world economy
Volume 20 Number 7, November 1997 p.873.

9Richard E Balwin, “The causes of Regionalism". The world economy Volume 20 Number 7,
November 1997 p.865-888.
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15 an increasing in regionalism, the shacks from domino effect could be
vanished away from the memper of regional roupm? due to their higher
economic force. With the explanation of the domino, the regionalism may
be a powerful force for multilateral liberalization. _
Miss Pimpom Chungsawanant wrote another Faper on the subject
of ASEAN Mo_netarY Integration. Her main_objective, of stu%y 15 the
ossible formation of an ASEAN Monetary System using the European
onetary System (EMS) as a quideline. Shé uséd the theory of Qptimum-
Currencg-Area by considering .4 economic convergence Criteria, which
are the deqree o_f_CaFnaI Mobility, the degree of Openness, the deﬁree of
Product Diversification, and ffie degreg of Inffation Rate, These 4
economic convergence criteria were then employed to study the
P033|b_|l|ty of ASEAN Monetary System (AMS). The result shows that
there is the possibility of convergence only in the Fiscal sector but not yet
In the MonetarY sector due thé fact that each ASEAN countries hdve
different current account deficit and the diversification of growth among
countries. Moreover, there is still an anti-trade on goods and services in
the region, which is the most important obstacle™ in the formation of
ASEAN Monetary Integration. NS _

. Allthree authors, although different intheir approaches to the issue
of integration and employ ditferent methodology, came_to the. same
conclusion that Asia Is not yet capable of forning. the Economic and
Monetary Integration. But in"my point of view, | will further study the
ISSue by using 2 different technigues, which are the Theory of Optimum-
Curr$n_cy-Area and the study of Interdependency of Selected Asian
countries.

The study of Interdependency

_ Re?ardmg the Economic Integration, there might be a number of
different factors that can cause the Integration to succeed rather than fal,
In mY opinion, the study of Interdependency amon% the potential member
countries is a good Indicator to- measure whether the Integration I
feasible or achievable. Yoichi Nakamura and Izumi Matsuzaki Studied on
the topic of “Economic Interde_?endence: Japan, Asia, and the worlg”.
The authors concluded that with the Yen appreciation, It caused the
Japanese to loss their competitiveness. in the world market together with
their high labor cost brmﬁmg up their production cost. So, that is the
reason Why JaPan has to shift their capital and production to invest more
In Asia where there is relatively low labor cost and can lower their cost of
production. This situation has strengthened the interdependence between
Japan and Asia in both trade and economy space and vice versa. In recent
years, as the Japanese Yen has become cheaper; some Japanese
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companies are brl_n?mg their production investment back_home,  that
make the level of interdependency lower, However, there still remains a
big gap in labor cost and the cost’of production between Japan and Asia.
Moreover, Asian countries are maHor A{)Iayers_m the global economy. That
5 the reason why Japan and Asid still maintain the level of
Interdependency bétween them. Interdependency, be it economic
Interdependency, political interdependency or social interdependency, no
matter what form it takes, already m[]jphcate a form of integration no
matter how big or small it may be. David D., Selover and David K,
Round_also stlidied about interdependency in the topic of "Business
Cycle Transmission and Interdependence Between Japan and Australia”.
This paper examines Japanese-Australian economic interdependence over
the_last 34 years (1961.1-1994.4) and attempts to evaluate the extent to
which Japanese business. cycles are transmitted to Australia by using_Co-
mtegi_ratlon error correction model In examining that relationship. "They
mention that economic interdependence and huSiness cycle transmission
are two distinct characteristics of international economic relations. |
. The strengthening of economic interdependency can explain the
W_ssmmt)(]_of Economic Integration among the selected Asian countries.
ith the 1 |ﬁher level of intefdependency between countries, it can |mPIy
that the higher level of interdependency, the higher possibility to form the
Integration or_re_?mnal Ig?]rou_pmg. In another word, the intérdependency
|eads the possibility of the Integration. Hence, | will employ Economit
Interdependency of the selected Asian countries as the first Screening in
the study of possible Economic Integration.

The Theory of Optimum-Currency-Area

The formation of single currency is more suitable for some areas of
the world than for others. At present, fhe European Union has reached the
stage of Economic and Monetary Union (EMU) usmgUhe same currency
- fhe EURO. It could be said that the Eurdpean Union is the most
successful region in the Economic and Monetary Integration. There are
always economic benefits from forming a single currency, which are
saving on the transaction costs of curréncy exchanges, the stability of
currency exchange, the stability of the economy, heaging, and so on.”But
the essential problem still remdins_and has been to find 4 rationale for the
existence of _seRarat_e currencies. The problems can be explained on the
fact that, nel borm? countries may have varY different economic
characteristics” so_ thaf shocks affect them differently. If wages and prices
are not fully flexible and. resources not fully mobile, that might require
separate currencies. So, it Is very important in studying the” theory of
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optimal Currency Area (OCA) whether the region is suitable in forming
asingle currency’or not. _ _
The analysis of a single currency system is based on the studies of
the Optimal Cuirrency Area’ (OCA) théory. 00 The Optimal Currency Area
refers to the area that is optimal to permanently fixed national curencies
among member countries and maintains a flexible exchange rate regime
with fhe rest of the world. The  dy of Optimal Currency Area (OCA)
can be characterized info 2 approachies: First; Cost and Benefit aﬁproach
to a nation part|C|Pat_|ng In"a currency area, and Second; the Pre-
Conditional, characteristics of a national  economy that desires to
participate in a currency union. Here, in this Literature Review, | will
divide the  dy of Optimal Currency Area into 2 subsections. .
First, the Cost and Benefit’ Approach: Let's first consider the
benefits ofa common currency. There are several benefits in formm? the
common currency but the mast outstanding benefit is the desirapility of
exchange rate certainty, which finally bring to the economic stabllgy. he
adoption of a single Currency eliminates exchange-rate risk. De Grauwe
(1997) explained n detail that common c_urrencY Wwould. create both direct
gain and Indirect gain from the elimination of transaction. cost, which Is
one of the benefits to forming common currency. This benefit will
stimulate economic mte_ﬂra_tmn. oreover, by reducing, price uncertainty,
a common currency will improve the allocative effiCiency of the price
mechanism. This will certainly improve welfare of the union. George. .
Tavlas also shares the same View as De Grauwe that exchange raté risk
affects trade in both directions that will tend to reduce a country’ exports
and imports. So, if there is the formation of a common cufrency, the
country’s benefit will be seen through the higher growth of trade and
country’s.economy. De Grauwe also quotes Gruvel ?1981 page 505) that
the_adaption of a“single currency would eliminate the needof firms to
maintain staffto look after _currenc% exchanges within the area. George .
Tavlas (1993) also agree with this benefit to common currency additional
with other bengfits, Which are economizing on exchange reserves thrugh
the pooling of reserves, elimination of speculative caﬁnal flows, withiin
the area, and enlargement of the foreign exchange market vis-a-vis, other
countries, decreasing both the volatility of prices and the ability of
speculator to. influence prices and, thus, to disrupt the conduct of
monetary policy.1L Yoshihide Ishiyama also agrees that the speculative

D Sabhasri Chayodom, “Therov of Optimal Currency Area and the Euro”. Chulalongkorn
Review, Volume 11 Number 41, October-December 1998

N George . Tavias, "The Theory of Optimum Currency Areas Revisited". Finance &
Development, June 1993, Volume 30 Number 2
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capital flows will be completely eliminated and there Is the benefit of
saving on exchange reserves.” Yoshihide Ishiyama quotes Munell
(19733) that there are 6 benefits of a common currency-reserve saving,
a reduction in the cost of financial management, risk Roolmg,
Intermediation, information saving, and innovation. All authors share the
same perspective on the benefits of a common currenc?l. Second, let’s
consider the Cost ofa Common Currency. Georgle . Tavlas, De Grauwe,
and Yoshihide Ishiyama have the same View that the main cost of Jommgl
a monetary union is the loss of Monetary autonomy and” Fiscd
Autonomy.” Another costs to country’s joining' a currency area was the
loss ofthe use of the exchange rate tool, which"could be esReuaIIy Severe
In the event of differentiated term-of-trade shocks among the members of
a currency area.R There is also a long-run trade-off  hetween
unemployment and inflation; a nation pays & high price in joining a
currency” union In that it cannot use monetary policy as a means of
achieving its desired mix between inflation and unemployment. This Is
another Cost of joining a common currency, which is “introduced by
George. . Tavlas (1993?. 7 .

" Second, the Pre-Conditional characteristics; there are several
criteria for an. Optimum Currency Area, which are the degree of factor
mobility, similarity of inflation” rates, the openness and size of the
economy, the degree of commodity diversification, Prjce and wa%e
flexibility, the deﬁree of qoods market Integration, fiscal integration, the
need for'real exchange rate vanabllltx, political factors, and So on. The
first, suggested by Robert Mundell, showed that unless labor and capital
can move freely hetween regions, a shock, which shifts global demand
from the products of one reglon to those of anothér will create
unemployment in the former | wages and prices are rigidity ang its
exchange rate are fixed.B So, the labor should be hlﬁ;hly_mobne within
the area. As a result, the International factor mohility’ IS a necessary
condition for an Optimum Currency Area. Second, Ronald 1. McKinnon
Introduced the openness and size of the economy criteria. He argued that
the effectiveness of exchange rates might. decline with the degree of
openness. This means that the smaller the size and the more openness of
the economy, the more the country tends to be a good candidate to
participate .in a_common currency; Third, the de?ree of commodity
diversification: Peter Kenen (1969) _su?gested that highly diversified
economies are viewed as better candidatés for currency area than less-

Ibid., p.669

Robert A Mundell, “A Theory of Optimum Currency Areas". American Economic Review
(1961)
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diversified economies since the diversification provides some insulation
a?amst a variety of shocks. Fourth, Friedman El 53) discussed the degree
0 8000[3 market mteggatlon. He sug%ested hat countries with similar
production structures e deemed to~De better candidates for currency
areas than are countries whose production structures are markedly
different. Kenen (1969) also discussed about the Fiscal Integration. He
mentioned that the higher the level of fiscal integration between two
areas, the 1greater their ability to smooth out diverse Shocks throu?h fiscal
transfers from a low unermployment region to a h|([1h-unemp oyment
_reglqn. In summary, the traditional approach suggested 4 criteria for
Judging whether redions should form a currency area: mobility of factors
of production, flexipility of prices and wages,. openness to trade and
diversity of production. "Regions that have relah_ve,ly closed economies

narrow product ranges, strong erce and wage rigidities, and low external
mobility of labor and capital should notﬂ?ln monetary union, but should
retain éxchange rate flexibility instead. The recent work on the Theory of
Optimum Currency Area has been modified throu_?_h the study of fime
Inconsistency and credibility problems, labor mobility under conditions
of uncertainty, and exchange rate determination. George . . Tavlas(1993)
15 the.one Who raises an isstie on the time consistency, which concerns the
Inflation expectations and credible commitment of monetary authorities
as a key success ofa currency area. 4 Many economists have analyzed the
further”study of the theory” of Optimal Currency Area. Bayolmi and
Eichengreen’ (1997) constricted the OCA index for European countries
bK using cross-countr?/_data to find the relationship Detween OCA
characteristics of countries and observed the behavior of the, exchan%e
rates. Thefy develop a procedure for app]l%mg the core Implications of the
theory. of optimum ‘currency area. The “key to thelr approach to
operationalizing the th_eorly of optimum currency areas Is to analyze the
determinants Of nominal exchange rate variability. The)g Use their
exchange rate equations to predict"which countries will be best able to
supgor stable exchang{e rates inthe future - equivalently, which are likely
to De best prepared 1o he amongEthe founding members of Europe’s
monetarY union. The results show European countries dividing into three
?roups: hose exhibiting 4 high level of readiness, those witha tendenc

0 converge, and those In_Wwhich little or ng convergence Is evident.
Moreover;” they also identified the possible-founding” members of the
European OCA and pursue further finding Is that to Investigate the

Sabhasri Chayodom, “Therov of Optimal Currency Area and the Euro”. Chulalongkorn
Review, Volume 11 Number 41, October-December 1998
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_sytmb|ott_|c Eglatmnsmp between economic integration and monetary
integration,

: All the above studies can be used to apply to the selected Asian
countries whether there s the possipility In"the formation of Asian
economic integration or not. In this thesis, the work done by Bayoumi
and Eichengreén (1997) will be mainly followed by constructing an OCA
Index for Selected Asian countries Dy using the' same estimation and
forecasting techniques as them.

Tamim Bayoumi, Barry Eichengreen, "Ever closer to heaven? An Optimum-Currencv-Area

index for European countries". European Economic Review, Volume 41 (1997) p. 761-770.
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Research Methodology

The methods that will be employed In this study are both
Descriptive method and Quantitative, & Stafistical Analysis.

_ The. “Descriptive method” will focus on the ASian crisis and the
consideration on the formation of an Asian econgmic integration against
the crisis. The reasons why selected Asian countries have 0r do nof have
the tendency of currency convergence will be mentioned.. The possibility
of an Asian integrationi will be described by the statistical data In the
forms oftables and charts. _

In the “Quantjtative & Statistical Analysis” Section, the
methodologws that will be employed are the study of Economic
Interdependency among selected ASian countries, and the theory of
Optimum-Curréncy-Area through the multiple regression.

The study on the Theory of Optimum-Currency-Area:

The Optimum-Currency-Area Index will be calculated to represent
the measurement of convergénce among selected Asian countries in the
currency area. OCA index IS used to prédict which countries will be best
ahle to ‘support stable exchange rates in the future, and are likely to be
best prepared to be among thé founding member of the monetary union.
In case, the OCA Index 15 small, 1t implies that the convergence” level |s
high. This means that there s the tendency for countries to, Torm a single
cuiTency. The theory of Optimum-Currency-Area in this thesis will
follow the works done by Bayoumi and |c_heng_reen (1997). They
constructed the OCA index that showed the relationship between the Pre-
Conditions, of countries, which the OCA theory states, The purpose of
this study Is to observe the behavior of exchange rate by usm? 4 Cross-
country Gata over a Penod of time and to Investigate ‘the relationship
between economic integration and the monetary intégration. The Theory
of Optimum-Currency-Area will show the resul{ whether selected country
could join the samg currency area or not by running the muIUPIe
regressmn_ and applying.the Ordinary Least Square (OL_S? method to the
OCA est|mat|ngr equation by using the calculated Index and some
collected data. “The Optimurm-Curréncy-Area index of selected Asian
countries will be constructed to observe the relationship of the countries

husmg the equation formulated by Tamim Bayoumi and Barry
Ichengreen.
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The estimating equation is

SD(ij) = Fo+ Pi SD(AYTAY]) +  DISSIMij + 3 TRADEi] + p: SIZEij
+ s (AT + By

where

SD(eij) the standard deviation of the changes in the logarithm of
the annual avergll%e_ bilateral nominal ‘exchange rafe between
Country 1and | This represents the OCA IndeX,

SD(Ayi-Ayj)  the standard deviation of the differences in the logarithm
of real output between countries | and g (difference between
country I And country| real GDP growth rate),

DISSIMij ; the sum of absolute differences in shares of agricultural,
industrial and service sectors in relative to domestic GDP for
countries 1 and | This variable is used to measure the
structure of each Sector,

TRADEIj the average ratio of bilateral exports.to domestic GDP for
the two countries i and | This variable Is used to measure the
degree of openness,

SIZEij the average of Io%arithm ofthe two countries’ GDP. This

variable is used To measure the size of economies of
countries,

D70-1)j  the standard deviation of the difference between country |
and country | CPI inflation,

The variables using in this estimating equation can be written in
mathematical terms:

SDEj) = D (Alog ena .k iz
SD(AyI-Ay)) = SD {(Ayi-Ayj)t}
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DISSIMjj Ithe mean ofthe share of agricultural sector in GDP of
country | - the mean of the share of agricultural sector in
GDP of country j I + I the mean of the share of
manufacturing séctor in GDP ofcountry |- he mean of the

share of manufacturing sector in GDP of country | I+ | the
mean of the share of service sector in GDP ofcountry |- the

mean of the share of service sector in GDP of countryj |

f GDPi GDPj SX jriY

f log GDP i + log GDPj A
tZt

SIZEij L . 2

SD(7rj-Tij)jj = SD {(Tt-Tijx}

The expected result:

The parameters of SD(AYj- A}ij) DISSIMj, SIZE(J and SDi7| 7|j)1%
are expected to be positive i relation to the standard” deviation 0
nominal exchange rates. This can be implied that if

»  SD(Ayj-Ayj) or different in output growth in two, countries Increases;
bllateral exchange rate of them Will oe more volatile.

» DISSIMjj 5the more dissimilarity between countries; the more volatile
ofbllateral exchan?es rate of them

» SIZEjj 5the size of two countries mcreases they are unhkely to gain
from havmg fixed exchan(I;e rate %et er. S|mp%sa| the greater
size, the more volatile of bifateral exchange rate of

' SD(?tE 7iii , the higher the differences |n Inflation rate between
countries; the more'volatile of bilateral exchange rate of them
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The parameter of TRADEI] Is expected to be negative in relation to
%ﬂets%andard deviation of nominal exchange rates. This can be implied
at i
» TRADE;jj , there is the Increasing In trade between two countries, it
will strongly encourage exchange rate stability.

The study ofEconomic Interdependency:

The _ dy of Economic Interdependence among selected Asian
countries will be observed and analyzed throu%_h "Trade Matrix", The
purpose of this  dy is to observe bilateral relationship among, selected
Asian countries, how much country rely on each others in trade space.
Trade and Investment are imporant Indicators  of economic
Interdependence. Once, countries engage in close trading relationship,
this could be implied that two economies are found to"he somewhat
Interdependent to each other. Trade Matrix presents the import and export
bilateral relationship between selected Asian countries.

From both studies above (The study of Economic Interdependency
and  The study on the Theory of Optimum-Currency-Area), the results
will explain the possibility on the formation of Asian economic and
monetary integration. This could answer thefirst objective ofthis thesis.
We will then be able to see whether selected Asian countries are able to
form an Economic Integration or not. Ifnot, the reason why Asia cannot
form an Economic Integration will be mentioned. |fthere is the possibility
in the formation of Asian Economic Integration as the success of the
European Union, that would bring the possibility to address and solve the
problem ofthe member countries or even protect against the crisis in the
region, will be discussed and concluded here.

The study ofpossible ways out ofthe crises:

.. The_ additional ' study will mention, whether the crises cause
difficulty in_the possible formation of Asian economic and monetary
Integration. Because of the cons of the crisis, each country foresees the
opportunity to form. some institutional arrangement with the purpose of
having stronger policies to handle with the Crisis, and even more Is to
protect against the possible crisis inthe e,
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Sources of the Data

©

10.Iﬂ;esrnational Financial Statistics o

Bank of Thailand: Quarterly Bulletin
Chulalongkom University Central Library
Data Stream - _
Delegation of the European Commission of Thailand
Department of European Stugly, ChuIann%kom University
Direction of Trade Statistics Yearbook, International Monetary Fund
Faculty of Economics Library, Chulalongkom University
Faculty of Economics Library, Thammasat University ~
Faculty of Political Sciences L|brar¥, Chulalongkom™University
the International Monetary Fund

1 (.Intgrnet Web-site
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