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ABSTRACT

THE RELATIONSHIP BETWEEN ASEAN CURRENCIES WITH RENMINBI

By

Chong Mui Foon

(This study aimed to examine the possibility of the Chinese Renminbi to be the common
currency for the ASEAN region. For this purpose, this study inspected whether the

Chinese Renminbi has a cointegrating relationship with each of the ASEAN currencies.

In addition, this study also explored the causal impacts between the Chinese Renminbi
and the ASEAN currencies/.”; This study assumed that it i1s appropriate to suggest the
formation of Renminbi bloc in this region if there are cointegrating relationships existing
between the Chinese Renminbi and the ASEAN currencies. The results of this study

proved that there are five ASEAN currencies that cointegrated with the Chinese

Renminbi across all periods. Moreover, the Granger causality tests confirmed the
existence of causal impacts between the Chinese Renminbi and the ASEAN currencies.
The findings of this study implied that the Renminbi bloc is feasible in this area, if China

could grow to be a highly influential country with its speedy growth in the long run.



ABSTRAK

HUBUNGAN ANTARA MATA WANG DI NEGARA-NEGARA ASEAN DENGAN

RENMINBI

Oleh

Chong Mui Foon

Kajian ini mengkaji kemungkinan Renminbi menjadi mata wang bersama bagi negara-
negara ASEAN. Kajian ini menyelidik tentang hubungan antara Renminbi dengan mata
wang di negara-negara ASEAN. Selain itu, kajian ini juga menyelidik tentang kesan
Renminbi terhadap mata wang di negara-negara ASEAN. Kajian ini mengangap bahawa
Renminbi sesuai dijadikan mata wang bersama bagl negara-negara ASEAi\I jika
Renminbi menunjukkan hubungan dengan mata wang di negara-negara ASEAN.

Keputusan dari ujian menunjukkan terdapat lima mata wang bagi negara-negara ASEAN

yang mempunyai hubungan dengan Renminbi dalam semua tempoh masa. D1 samping itu,
Renminbi juga mempunyai kesan terhadap mata wang di negara-negara ASEAN. Oleh itu,
keputusan dari kajian ini menunjukkan Renminbi sesuai dijadikan mata wang bersama di
negara-negara ASEAN jika China menjadt negara yang lebih berpengaruh dan berkuasa

dengan kemajuan yang cepat dalam masa jangka panjang.
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CHAPTER ONE

INTRODUCTION

1.0 Introduction

The economic crisis in 1997 and recent global downturn among Asian economies

disclose that integration endeavor is crucial. There are different types of integration such
as trade integration, investment integration and financial integration. Optimum Currency
Area (OCA) is among the famous financial integrations, which was introduced by
Mundell (1961). OCA is defined as a group of countries that share a single currency in all
transaction process. There are many importance and potential benefits'that can be gained
by a country through the OCA establishment. The main benefit is the reduction of
transaction cost. By using the same currency, there is no apparent need for a country to

exchange their currency when making payment to other countries within the same OCA.

This benefit will directly enhance the trade and investment activities within the area and

the country’s economy is said to be developed rapidly.

Several studies’have found that Asian countries have the potential to form an

optimum currency and therefore establishing OCA. Mundell (2003) stated that Asia has

the potential to be a currency area. Due to the importance of economy integration, a

' See more in Kwan (1998), Mkenda (2001), Huang & Guo (2006), Sahin (2006), Bacha (2008), Ricci
(2008) and Swofford (2008).

* See Zhang, Sato & McAleer (2004), Kwack (2005), Aminian (2005), Huang & Guo (2006), Ahn, Kim &
Chang (2006), Rana (2007), and Swofford (2008).



number of efforts have been initiated. These include ASEAN” Free Trade Area (AFTA)
in 1992 when ASEAN had six members®, ASEAN Investment Area (AIA) in 1998, the
creation of ASEAN plus Three’ in 1999and the Chiang Mai initiative (CMI)° in 2000. In
the fifth ASEAN summit in October 1998, AIA was signed with the aim to ensure
ASEAN is a competitive, conducive and liberal investment area. Greater transparency,
more liberal and competitive regimes and the lower transaction cost among nations will
directly increase the investment activities among the region economies. In short, the
economic crisis in 1997 had encouraged greater regionalism which leads to the formation

of ASEAN plus Three and henceforth the Chiang Mai Initiative (CMI).

Moreover, the conquest of Euro zone' in 1999 has increased the arguments on
currency union and it has also encouraged the emergence of currency blocs in other
regions all over the world. In addition, ithas created interest of Asia in monetary
integration. Euro adoption eliminates the volatility of exchange rates and supported price
transparency. Thus, it increases the trade and makes the countries a more attractive
choice for investment. This is because elimination of unstable exchange rates will lower
the cost and risk of cross-border business. Furthermore, it results in the production of

cheaper goods and services as trade enhancement among the region will lay pressure on

the price. Finally, the economy can achieve growth due to the improvement of the

3 Association of Southeast Asian Nations.

*‘Brunei, Indonesia, Malaysia, The Philippines, Singapore and Thailand.

*ASEAN plus three Northeast Asian countries which are Japan, Korea and China.

° CMI highlights on the bilateral currency swap arrangement (BSAs) among members to overcome the
short-term liquidity difficulties and protect the region from the future crisis.

" Eurozone are first constructed by 11 members of the European Union (EU) that share a single currency
which is Euro. The 11 members included Austria, Belgium, Finland, France, Germany, Ireland, ltaly,
Luxembourg, Netherlands, Portugal and Spain. Eurozone now has 17 members with the addition of Cyprus,
Estonia, Greece, Malta, Slovakia, and Slovenia.
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determinants of the growth, which are trade and investment. Therefore, exchange rate
plays a very significant role for a country since it is a key to link between a domestic
country and a foreign country. For instance, both import and export goods will adjust
through the exchange rate. Due to various effects brought by financial crisis, the success
of Euro zone and the importance of exchange rate for a country, studies on the use of
common currency are popular among researchers. Areas which are widely studied are
related to the possibility of having a common currency for a country and determining

which currency would be the most suitable for an optimum currency region.

However, the recent Euro sovereign debt which started in Greece in the late 2009
raised doubts on whether a single currency can really survive or whether ASEAN
countries still need to initiate a single currency like Euro zone since the fall of Euro and
the debt crisis drove the region to the border of collapse. According to Minescu (2011),

the causes for the Euro debt are due to the speedy growth in the level of debts and the real

estate price enlargement. Greece faced a public debt of more than 100% of Gross
Domestic Product (GDP) before the country joined Euro; Ireland burst the real estate

bubble® in debt around 900% to GDP ratio in 2008 and caused a huge cost to recapitalise
the banking system; Portugal itself experienced large public debt and budget deticit after

joining the Euro in 1999 because it was affected by a steady loss of competiveness in

wages and their worst ever downshift of economy in the 1990s which resulted in
problems of managing the country’s public finance; and Spain experienced the highest
unemployment rate among the major developed countries of Euro zone from 1995 to

2011. Therefore, countries of Euro zone themselves push the region to the crisis.

*The value of the property decreases.



Nevertheless, the European Union (EU) and International Monetary Fund (IMF)
provided financial assistance to Euro zone members that faced difficulty in the crisis
which started in May 2010 by providing them bailout fund. Besides that, there are two
temporary measures that would bailout Euro zone members called the European
Financial Stability Facility (EFSF) created in June 2010 and the European Financial
Stability Mechanism (EFSM) created on 5 January 2011. Yet, these two financial
measures will be expired in 2013. Therefore, the Euro zone finance ministers set up a

permanent bailout fund known as European Stability Mechanism which will begin

operation in 2013 (Minescu, 2011).

Although there is a tough phase for Euro zone at the moment, the achievement
from the Euro adoption are not to be forgotten. The European Commission (EC) reported
that there are achievements of optimum currency formation to the members from 1999 to

2009. According to them, inflation was reported at only around 2% on average within
that period, which saw a drop of more than 1% compared to the 1990s; job opportunities
were increased and achieved nearly 16 million; long-term interest rate fell half the level
of the 1990s: increased trade and foreign direct investment (FDI) among Euro zone
countries by around 5%-15% and 15%-35%, respectively; and the Euro emerged its role

in international level where the use of the Euro in foreign reserves rose 7% in 2007,

Looking through the achievements and benefits from single currency adoption in Euro
zone, the zone is still a good role model for ASEAN countries despite there is a Euro debt
crisis because it provides the region a precious lesson. In fact, the objectives for the

integration in ASEAN are also similar with Europe whereby the region sees tor growth,
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job creation and better crisis management. Therefore, the adoption of a single currency is

believed to be able to drive ASEAN to a higher stage.

The adoption of common currency in Euro zone, although recently few problems
emerged, stimulated a lot of interest in regional monetary integration in some regions
including ASEAN because deeper monetary integration is able to reduce the risk of
financial and exchange rate crises.In this respect, although the task force had been set up -
among the ASEAN countries for deeper integration, not all the countries are ready to
reach the deadlines of the task force. In this view point, more empirical investigations are
needed to validate the suitability of the member countries towards deeper economic
integration agendas. It is noted that one European Union did not actually fulfilled the all
the requirements at the time euro was adopted (Ricci, 2008). The inclusion of those

unprepared or unsuitable countries in the currency zone may have In part led to the recent
episode of the Euro zone sovereign debt crisis. The lesson from the Euro zone crisis,

among others, is to ensure the suitability of countries before forming a currency zone.
The study on the currencies relationships would be one of the foundations or supporting
evidence upon the countries’ suitability. At least 1t could serves as a preliminary
qualifying round to identify the potential ASEAN member countries that can reach the

task force deadlines.

According to Dorrucci, Firpo, Fratzscher and Mongelli (2004), a low level of
exchange rate variability is an important criterion for the formation of single currency as

it will lower the cost of abandoning the exchange rate flexibility and the cost for common



currency adoption. Lim (2005) stipulated that the convergence of exchange rate is one of
the important requirements for monetary integration. The convergence can reduce the
pre-integration levels of divergence among participating countries. Hence, it alleviates
the costs of losing the exchange rate instrument in macroeconomic stabilization after
integration. This is important because members of the currency union are said to generate

fewer costs and greater benefits according to the theory of OCA’.

On the other hand, there are some studies which suggested OCA for ASEAN
despite claims from a few studies that only several countries out of the ten ASEAN
countries can be a starter and are good candidates for the OCA (Bunyaratavejy & Hahn,
2003; Lew & Ku, 2006). Some other pertinent studies also pointed out that the ASEAN
region is suitable for the common currency and suggested that the region should have a
common currency (Madhur, 2002; Agarwal, Penm, Wong & Martin, 2004; Amintan,
2005; Kenan & Meade, 2008). For that reason, this study aims to determine the

possibility for the Chinese Renminbi to serve as the common currency for ASEAN

members.

A majority of previous studies have proposed the Japanese Yen as the common
currency for Asia or East Asia and some even suggested the United States dollar (USD)
(Aggarwal & Mougoue, 1993: 1996; Tse & Ng, 1997, Kwan, 1996; Esaka, 2003;

Bowman, 2003; Lim, 2005; Jeon & Zhang, 2007; Shirono, 2009). However, this study

focus is given to the Chinese Renminbi. There are two reasons why the Renminbi is

>This could be achieved by sharing of a single currency by a group of countries. See Mundell (1961) for
details on OCA.



considered as a better choice. Firstly, even though USD is still the dominant currency, the
currency has been increasingly challenged after the Asian financial crisis in 1997. USD is
claimed to be one of the causes for the Asian financial crisis in which the Asian
currencies are effectively pegged to the US dollar. Besides that, ASEAN countries should
decrease their dependence on the USD in order to develop the region and not to enlarge
United States’ authority. Secondly, previous studies have investigated the possibility of
the Japanese Yen as the common currency because ofJapan being the most developed
country in Asia and Japan itself too was claimed as a country that has an apparent
increase in trade and investment activities with Asia (Kwan, 1998; Bowman, 2003; and
Shirono, 2009). However, China has now emerged as the world’s fastest growing
economic with the 10% average growth rate over the past 30 years and it also surpasses
Japan in 2010 as the world’s second largest economy after United States. On July 21,
2005, the People’s Bank of China announced the reforming of China’s exchange rate
regime. The exchange rate regime was to manage float. This reformation brings China to
the higher stage as Renminbi strengthened after pegging was ended (Bloomberg, 2010).
The total trade and economic cooperation between China and ASEAN had also increased.
The largest trading partner for ASEAN is China since 2009 and ASEAN overtook Japan
as China’s third largest trading partner in 2011. In addition, Fratzscher and Mehl (2011)
pointed out that Chinese Renminbi is prepared to be the dominant currency in Asia.
Therefore, this study intends to focus on the possibility for the Chinese Renminbi to serve

as the common currency for ASEAN members.



Trade cooperation between China and ASEAN can be clearly seen after ASEAN-
China Free Trade Area (ACFTA) agreement was fully implemented in January 2010 for
six ASEAN members namely Brunei, Indonesia, Malaysia, the Philippines, Thailand and
Singapore. This action eliminates the tariffs for 90% of products to zero tariffs. For the
remaining four ASEAN countries °, the move to eliminate tariffs is scheduled to
commence in 2015. In addition, China started trading Malaysia currency (RM) against
the Chinese Renminbi on the domestic foreign exchange market on August 19, 2010.
According to the China Foreign Exchange Trading Centre (CFETC), the purpose of this
step is to promote bilateral trade between China and Malaysia and to facilitate the use of
Chinese Renminbi to settle cross-border trade (Channel News Asia, 2010). Lately, some
economic professors forecast the decline of United States and highlighted the increasing
strength of China. They believe that economic growth of the United States is not as
positive as many have expected; most estimates will place China and United States on the
same level by the early 2020s; and the Chinese Renminbi will be the world’s reserve
currency within two decades. In addition, in order to increase the role of the Chinese
Renminbi in global trade and finance, some steps are taken by the Chinese government to
enhance the international use of the Chinese Renminbi. The ways to promote
international use of the Chinese Renminbi include China permitting the settlement of
trade transaction with the Chinese Renminbi, easing the restrictions on cross-bordet
remittances of the Chinese Renminbi for settlement, permitting the issuance of the
Chinese Renminbi-denominated bonds in Hong Kong and by foreigners in the mainland,

permitting selected banks to ofter ottshore Chinese Renminbi deposit accounts and

'“Cambodia, Laos, Myanmar and Vietnam are referred as CLMV.
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setting up local currency bilateral swap lines with other central banks (Prasad & Ye,

2012).

1.1  Background of the Study

ASEAN and China have accomplished progressive economic growths in the last

decade and both have been claimed as the most dynamic economies in the world (Zhang
and Ow, 1996). Simultaneous trades between ASEAN and China realistically show a hike.

Figure 1.0 shows the ASEAN major trade partners from 1980 to 2009 which include
European Union, United States, Japan, China, South Korea, ASEAN countries and other
countries around the world. Excluding the other countries, Japan is the main trading
partner for ASEAN countries with 25.9% of trade value in 1980. However, the total trade

of ASEAN with South Korea is the least which is only 1.6%. The total trade with China

was quite low at merely 1.8%. Japan retains as a major trading partner for ASEAN in

1990, conversely the trade value decreased to 21.2% of ASEAN total trade. ASEAN
trade with China has shown an increasing trend but the percentage of trade was the least

among other trading partners.

Nonetheless, the trade with China was enlarged between 2000 and 2009 whereby

the enlargement of trade value increased from 4.4% to nearly triple the rate, at 12.0%.
That amount to an annual average growth of 10% over the period of 30 years. Thus, the
trade integration between China and ASEAN is growing at an immersed pace. On the
other hand, the ASEAN trade with Japan has decreased continuously to 10.9% in 2009.

In other words, the key trading partner of ASEAN is replaced by China lately. As shown
9



in Figure 1.0, the trade among ASEAN members has increased from around 16.0% in
1980 to 24.3% in 2009, equivalent to an average growth rate of 1.5% per annum over the

past 30 years. This further implies that ASEAN countries are moving towards integration,

but at a substantially slow rate.

Figure 1.0: The Trade between ASEAN and Its Major Trading Partners, 1980-2009 (%)
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In addition, the Joint Media Statements of the 10" ASEAN Economic Ministers

(AEM) and the Minister of Commerce (MOFCOM) stated that the exports from ASEAN

10



to China have increased 31.9 billion USD from 2009 to 2010. However, the imports from
China to ASEAN have raised 21.1 billion USD within the same period. The bilateral
trade volume between China and ASEAN in 2010 was 292.78 billion USD and this
amount was increased to around 24% in 2011 with the total trade volume between China
and ASEAN reached 362.9 billion USD. In short, ASEAN and China are highly
integrated through trade. As exchange rate is an important determinant for trade,

therefore, implementing a currency bloc in the region may boost trade and indirectly

improve economic growth for the member countries.

1.2 Problem Statement

For the purpose of the monetary integration to be observed and in particular
which currency bloc should be considered for a region, Dorrucci et al. (2004) stated that a
low level of exchange rate variability is an important criterion for the formation of
optimum currency. Besides, Lim (2005) claimed convergence of real exchange rate as
one of the important requirements. Most previous studies concentrated specifically on the
convergence of the exchange rates in Asian countries with the world reserve currency or
in detail, the currency that most used in international transaction such as USD and the

Japanese Yen. For instance, several studies have measured the cointegration of currencies

in Asian economies with the Japanese Yen (Aggarwal & Mougoue, 1993, 1996; and Tse
& Ng, 1997). Azali, Royfaizal, and Lee (2009) showed that the Japanese Yen is highly
suggested as a potential alternative vehicle currency for the Asian region since the

financial integration was strengthened after the crisis. The question of whether it should

11



be dollar bloc or Yen bloc has been examined in Asian economies by Kwan (1998),
Bowman (2003), Esaka (2003), Lim (2005), and Shirono (2009). Australian dollar (Koala)
has also been re-examined by Bowman (2003) as compared with the Japanese Yen on the

currency relationship after the East Asian crisis.

Despite the interest on examining the potential implementation of single currency
in Asia, all previous studies related to the Chinese Renminbi are limited. Shirono (2009)
remains as the only study that has considered Yuan (Chinese Renminbi) bloc as part of
the currency arrangement in East Asia and hence provide supportive empirical evidence.
Thc; author focused on trade and welfare gains to examine the suitability of the Chinese
Renminbi as a common currency for East Asia countries. But, exchange rate 1s examined
in this study because it is an important determinant for trade. The elimination of
variability of exchange rates will promote higher trade. However, does Chinese Renminbi
have a cointegrating relationship with the ASEAN currencies? If the answer is positive,
Chinese Renminbi can be the common currency for the ASEAN region. Therefore, this

study extends the aforementioned works by attempting to test if the Chinese Renminbi

can be a common currency for ASEAN countries in view of currency cointegration.
Three sample periods which are before, during and after global financial crisis were used
to analyse the competitiveness. This study include the period especially after the Global
Financial Crisis (GFC) is to see if there is a change in the cointegtating relationship
between the Chinese Renminbi and each of the ASEAN exchange rates. If Chinese
Renminbi has cointegrated relationship with more ASEAN currencies even after the

global financial crisis, it will be suitable to be a common currency in the region.
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