w28 July 8, 1994

I's Japan Creating a Yen Bl oc?
Jeffrey A. Frankel

Pr of essor of Econom cs
787 Evans Hal

University of California

Ber kel ey, CA 94720 USA

Research Associ ate
Nat i onal Bureau of Econom c Research

This paper is to be the basis of a contribution to the
Acadenmic Conference of the Korea Economic Institute of
America, to be held in Berkeley, California, Septenber 78,
1994. This draft draws heavily on an earlier paper published

in Regionalism and Rivalry: Japan and the U.S. in Pacific
Asia, edited by Jeff Frankel and Ml es Kahler. The aut hor
would like to thank Shang-Jin Wi for extrenely efficient

research assi stance.

Abstract
The paper reaches seven conclusions regarding the Yen
Bl oc that Japan is reputed to be formng in East Asia and the
Paci fi c. (1) Gavity-nmodel estimates of bilateral trade show
that the |level of trade in East Asia is biased intra-
regionally, as it is within the European Conmunity and within
the Western Hem sphere, to a greater extent than can be

expl ai ned naturally by distance. One might call these three
regions "super-natural"™ bl ocs, in contrast to Krugman's
"natural" trade bl ocs. (2) There is no evidence of a speci al
Japan effect. (3) Once one properly accounts for rapid growth

in Asia, the statistics do not bear out a trend toward intra-
regional bias of trade flows. (4) The world's strongest trade
groupi ng, whether judged by rate of change of intra-group bias
or (as of 1990) by level of bias, is the one that includes the
U.S. and Canada with the Asian/Pacific countries, i.e., APEC.
(5) There a bit of evidence of Japanese influence in East

Asia's financial markets. Tokyo appears to have acquired
significant influence over interest rates in a few Asian
countries, though overall its influence is still smaller than

t hat of New York. (6) Sonme of Japan's financial and nonetary
i nfluence takes place through a growing role for the yen, at
t he expense of the dollar. The yen has becone relatively nore
i nportant in exchange rate policies and invoicing of trade and
finance in the region. (7) But this trend is |less the outcone
of Japanese policy-makers' w shes, than of pressure from the
U.S. governnent to internationalize the yen.
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A debate got underway in 1991 over the advantages and

di sadvant ages of a global trend toward three econom c blocs --
the Western Hem sphere, <centered on the United States;
Europe, centered on the European Community; and East Asia,
centered on Japan. Krugman (1991a), Bhagwati (1990, 1992),
and Bergsten (1991), argue that the trend is, on bal ance, bad.
Krugman (1991b) and Lawrence (1991c) argue that it is, on
bal ance, good.* Mpst appear to agree, however, that a trend
toward three blocs is indeed underway.

There is no standardly agreed definition of an "economc
bl oc.”™ A useful definition mght be a group of countries who
are concentrating their trade and financial relationships with
each other, in preference to the rest of the world. One m ght
wish to add to the definition the criterion that this
concentration is the outconme of governnent policy, or at |east
of factors that are non-economic in origin, such as a compn
| anguage or culture. In two out of the three parts of the
world, there have clearly been recent deliberate political
steps toward economi c integration. |In Europe, the previously-
| et hargi ¢ European Econom ¢ Comrunity has burst forth with the
prograns of the Single Market, European Monetary Union, and
nor e. In the Western Hem sphere, we have the Caribbean Basin

Initiative and (nore seriously) the Canadian-U S. Free Trade



Agreenent, followed by the North America Free Trade Area and
Enterprise for the Americas Initiative.?

In East Asia, by contrast, overt preferential trading
arrangenents or other political noves to pronote regional
economic integration are lacking, as has been noted by
others.® The ASEAN countries (Association of SouthEast Asian
Nations), to be sure, are taking steps in the direction of
turning what used to be a regional security group into a free
trade area of sorts. But when Anericans worry, as they are
wont to do, about a trading bloc formng in Asia, it is
generally not ASEAN that concerns them Rather it is the
possibility of an East Asia- or Pacific-w de bloc dom nated by
Japan.

Japan is in fact wunusual anobng nmajor countries in not
havi ng preferenti al t radi ng arrangenents with smal | er
nei ghboring countries. But the hypothesis that has been put
forward is that Japan is formng an economc bloc in the same
way that it runs its econony: by neans of policies that are
inplicit, i ndirect, and invisible. Speci fically, t he
hypothesis is that Japan operates, by nmeans of such
instrunents as flows of aid, foreign direct investnment, and
other forms of finance, to influence its neighbors' trade
toward itself.? This is a hypothesis that should not be

accepted uncritically, but rather needs to be exam ned



enpirically.

After examning some of the relevant statistics, this
paper argues that the evidence of an evolving East Asian trade
bl oc centered on Japan is not as clear as many believe. Trade
bet ween Japan and ot her Asi an countries i ncreased
substantially in the late 1980s. But intra-regional trade
bias did not increase, as it did, for exanple, within the
European Conmunity. The phrase "Yen Bloc" could be
interpreted as referring to the financial and nonetary aspects
inplicit in the words, rather than to trade flows. The second
half of the paper does find a bit of evidence of Japanese
influence in the Pacific via financial and nonetary channel s,
rather than via trade flows. But it does not find evidence
that the country has taken deliberate steps to establish a Yen

Bl oc.

PART I: IS A TRADE BLOC FORM NG I N PACI FI C ASI A?

We nust begin by acknow edging the obvious: the greatly
increased econom c weight of East Asian countries in the
wor | d. The rapid outward-oriented growth of Japan, followed
by the four East Asian NICs (Newy Industrialized Countries)

and nore recently by sone of the other ASEAN countries, is one



of the nobst remarkable and wi dely-remarked trends in the world
econony over the last three decades. But when one asks
whet her a yen bloc is formng in East Asia, one is presumably
aski ng sonmething nore than whether the econonies are getting
| arger, or even whether economc flows anong them are
i ncreasi ng. One nmust ask whether the share of intra-regiona
trade is higher, or increasing nore rapidly, than would be
predi cted based on such factors as the GNP or growth rates of

the countries invol ved.

Adj usting Intra-reqgional Trade for G owth

Table 1 reports three alternative ways of conputing
intra-regional trade bias. The first part of the table is
based on a sinmple breakdown of trade (exports plus inports)
undertaken by countries in East Asia into trade w th other
menbers of the sane regional grouping, versus trade w th other
parts of the world.® For conparison, the anal ogous statistics
are reported for Western Europe (the EC Twelve) and for the
West ern Hem sphere.

The share of intra-regional trade in East Asia increased
from 23 per cent in 1980 to 39 per cent in 1990.
Pronouncenents that a clubbish trade bloc is formng in the
region are usually based on figures such as these. But the

nunbers are deceptive.



All three regions show increasing intra-group trade in
the 1980s. The region that has both the highest and the
fastest-increasing degree of intra-regional trade is not Asia

but the European Community, reaching 47 per cent in 1990.

Quite aside from the conparison with Europe, it is easy
to be msled by intra-regional trade shares such as those
reported in the first three rows of Table 1. If one allows
for the phenomenon that nost of the East Asian countries in
the 1980s experienced rapid growth in total output and trade,
then it is possible that there has in fact been no novenent
toward intra-regional bias in the evolving pattern of trade.
The increase in the intra-regional share of trade that is
observed in Table 1 could be entirely due to the increase in
econom c size of the countries. To take the sinplest case,
i magi ne that there were no intra-regional bias in 1980, that
each East Asian country conducted trade with other East Asian
countries in the sane proportion as the latter's weight in
world trade (25 %9 . Total trade undertaken by Asian countries
increased rapidly over this ten-year period, while total trade
wor | dwi de increased | ess rapidly. Even if there continued to
be no regional bias in 1990, the observed intra-regional share

of trade would have increased by one-third (to 31 % due



solely to the greater weight of Asian countries in the world

econony.

Consider now the nore realistic case where, due to
transportation costs if nothing else, countries within each of
the three groupings undertake trade that is somewhat biased
toward trading partners within their own group (East Asia,
North Anerica, and the European Comrunity). Al t hough East
Asian trade with other parts of the world increased rapidly,
trade with other Asian countries increased even nore rapidly.
Does this nean that the degree of clubbishness or wthin-
region bias intensified over this period? No, it does not.

Even if there was no increase at all in the bias toward intra-

Asian trade, the nmore rapid growth of total trade and output

experienced by Asian countries would show up as a rate of
growth of intra-Asian trade that was faster than the rate of

growth of Asian trade with the rest of the world.

Think of each East Asian country in 1980 as conducting
trade with other East Asian firms in the same proportion as

their weight in world trade (25 %9 nultiplied by a regional

bias termto explain the actual share reported in Table 1 (23
% . Then the regional bias term would have to be .91

(=.23/.25). An unchanged regional bias term nmultiplied by



t he East Asians' 1990 weight in world trade would predict that

the 1990 intra-regional share of trade would be 28 per cent

(.91x.31 =.28). This calculation turns out to explain al nost
all of the increase in the actual intra-regional share (to
.29). Thus, even with this very sinple nmethod of adjustnent,

the East Asian bias toward within-region trade did not rise
much in the 1980s. The inplicit intra-regional bias rose only
from .91 to .93 (=.29/.31), as shown in the mddle rows of

Table 1.°

A Test on Bilateral Trade Fl ows

The anal ysis should be el aborated by use of a systematic
framewor k for measuring what patterns of bilateral trade are
normal around the world: the so-called "gravity" nodel.’ A
dunmmy variable can then be added to represent when both
countries in a given pair belong to the sane regional

groupi ng, and one can check whether the level and tinme trend

in the East Asial/Pacific grouping exceeds that in other
groupi ngs. We do not currently have neasures of historical
political, cultural and linguistic ties. Thus it will be

possible to interpret the dummy variables as reflecting these
factors, rather than necessarily as reflecting discrimnatory
trade policies. Per haps we should not regret the nerging of

these different factors in one term because as noted there



are in any case no overt preferential trading arrangenents on
whi ch theories of a Japanese trading bloc could rely.?

The dependent variable is trade (exports plus inmports),
in log form between pairs of countries in a given year. We
have 63 countries in our data set, so that there are 1,953
data points (=63x62/2) for a given year. There are sone
m ssing values (245 of them in 1985, for exanple), normally
due to levels of trade too small to be recorded.? The
possibility that that the exclusion of these data points n ght
bias the results, or that the results nmight be subject to
het eroscedasticity because country size varies so nmuch, is
considered in Frankel and Wei (1992b). The results appear to

be robust with respect to these probl ens.

One would expect the two nobst inportant factors in
explaining bilateral trade flows to be the geographical
di stance between the two countries, and their econom c size.
These factors are the essence of the gravity nodel, by anal ogy
with the law of gravitational attraction between nasses. A
| arge part of the apparent bias toward intra-regional trade is
certainly due to sinple geographical proximty. | ndeed
Krugman (1991b) suggests that nost of it my be due to
proximty, so that the three trading blocs are welfare-

i nproving "natural" groupings (as distinct from "unnatural”



tradi ng arrangenents between distant trading partners such as
the United States and Israel). Al t hough the inportance of
di stance and transportation costs is clear, there is not a |ot
of theoretical guidance on precisely how they should enter.
We experinment a bit with functional forms. W also add a
dunmmy " Adj acent" variable to indicate when two countries share

a common border.

The basic equation to be estimated is:

The last four explanatory factors are dunmy vari abl es. The
goal, again, is to see how much of the high level of trade
within the East Asian region can be explained by sinple
economic factors common to bilateral trade throughout the
worl d, and how much is left over to be attributed to a speci al

regi onal effect.?'

The practice of entering GNPs in product form is
enpirically well-established in bilateral trade regressions.
It can be easily justified by the nodern theory of trade under
i mperfect conpetition. In addition there is reason to

bel i eve that GNP per capita has a positive effect, for a given



size: as countries beconme nore developed, they tend to

specialize nore and to trade nore. It is also possible that
the infrastructure necessary to conduct trade -- ports,
airports, etc. -- beconmes better-developed with the |evel of

GNP per capita.

The results are reported in Tables 2, 3, and 4. W found
all three variables to be highly significant statistically (>
99% |l evel ). The coefficient on the |Iog of distance was about
-.56, when the adjacency variable (which is also highly
significant statistically) is included at the same tinme. This
means that when the distance between two non-adjacent
countries is higher by 1 per cent, the trade between them
falls by about .56 per cent.?®

We tested for possible non-linearity in the |og-distance
term as it could conceivably be the cause of any apparent
bias toward i ntra-regional trade that is left after
controlling linearly for distance. Quadratic and cubic terns
turned out to be not at all significant. An alternative
specification that fits at least as well as the log is to
include the level of distance and its square. The significant
positive coefficient on the latter confirnms the property of
the log that "trade resistance" increases |less-than-linearly
with distance. The results for the other coefficients are

little affected by the choice of functional form for

10



proximty. We report here only results wusing the log of
di st ance.

The estimated coefficient on GNP per capita is about .29
as of 1980, indicating that richer countries do indeed trade
nore, though this term declines during the 1980s, reaching .08

in 1990. The estimted coefficient for the | og of the product

of the two countries' GNPs is about .75, indicating that,
t hough trade increases with size, it increases |ess-than-
proportionately (holding GNP per <capita constant). Thi s

presumably reflects the wdely-known pattern that small
economes tend to be nore open to international trade than
| arger, nmore diversified, econom es.

If there were nothing to the notion of trading blocs
then these basic variables would soak up all the explanatory
power . There would be nothing left to attribute to a dummy
vari able representing whether two trading partners are both
| ocated in the sane region. 1In this case the level and trend
in intra-regional trade would be due solely to the proximty
of the countries, and to their rapid rate of overall economc
gr owt h. But we found that dumry variables for intra-regiona
trade are statistically significant, both in East Asia and
el sewhere in the world. If two countries are both located in
the Western Hem sphere for exanple, they will trade with each

other by an estimated 70 per cent nmore than they would

11



ot herwi se, even after taking into account distance and the
ot her gravity variables [exp(.53)=1.70]. Intra-regional trade
goes beyond what can be explained by proximty.

The enpirical equation is as yet too far-removed from
t heoretical foundations to allow conclusions to be drawn
regardi ng economc welfare. But it is possible that the
ampunt of intra-regional bias explained by proxinmty, as
conpar ed to explicit or inplicit regi onal t radi ng
arrangenents, is small enough in our results that those
arrangenents are wel fare-reducing. This could be the case if
trade-di version outweighs trade creation. | nspired by
Krugman's (1991a,b) "natural trading bloc" termnology, we
m ght then refer to the observed intra-regional trade bias as
evi dence of "super-natural" trading bl ocs. The issue nerits
future research

VWhen t he boundaries of the Asian bloc are drawn al ong the
lines of those suggested by Malaysian Prime M nister Mhatir
in his proposed East Asian Econom ¢ Caucus, which excludes
Australia and New Zealand (and also China, in the version
tested here), the coefficient on the Asian bloc appears to be
t he strongest and nost significant of any in the world. Even
when the boundaries are drawn in this way, however, there is
no evidence of an increase in the intra-regional bias of Asian

trade during the 1980s: the estimated coefficient actually

12



decreases sonewhat from 1980 to 1990. Thus the gravity
results corroborate the back-of-the-envelope calculation
reported in the preceding section. The precise pattern is a
decrease in the first half of the decade, followed by a very
slight increase in the second half, matching the results of
Petri  (1991).1" None of these changes over tine is
statistically significant.

It is perhaps surprising that the estimted |evel of the
intra-regional trade bias was higher in East Asia as of 1980
than in the other two regions. One possible explanation is
that there has historically been a sort of "trading culture"
in Asia. To the extent that such a culture exists and can be
identified with a particular nation or ethnic group, | find
the overseas Chinese to be a nore plausible factor than the
Japanese. But there are other possible regional effects that
may be showing up spuriously as an East Asian bloc, to be
consi dered bel ow.

Of the three trading blocs, the EEC and the Wstern
Hem sphere are the two that show rapid intensification in the
course of the 1980s. Both show an approxi mate doubling of
their estimated intra-regional bias coefficients. As of 1980,
trade within the EEC is not strong enough -- after holding
constant for the close geographical proximty and high incones

per capita of European countries -- for the bias coefficient

13



of .2 to appear statistically significant. The EEC
coefficient increased rapidly in level and significance in the
first half of the 1980s, reaching about .4 in by 1985, and
continued to increase a bit in the second half. The effect of
two countries being located in Europe per se, when tested,
does not show up as being nearly as strong in nagnitude or
significance as the effect of nenbership in the EC per se.

The Western Hem sphere coefficient experienced all its
increase in the second half of the decade, exceeding .9 by
1990. The rapid increase in the Western Heni sphere intra-
regional bias in the second half of the 1980s is in itself an
i nportant new finding. The recovery of Latin Anerican inports
fromthe United States after the conpression that foll owed the
1982 debt crisis must be part of this phenonenon. The Canada-
U.S. Free Trade Agreenent signed in 1988 nay also be part of
t he expl anati on.

We consider a sequence of nested candidates for trading
bl ocs in the Pacific. The significance of a given bloc effect
turns out to depend on what other blocs are tested at the sane
tine. One logical way to draw the boundaries is to include
all the countries with eastern coasts on the Pacific, as in
the statistics considered in the preceding section. We cal
this grouping "Asian Pacific" in the tables. Its coefficient

and significance |level are both higher than the EAEC dummy.
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When we broaden the bloc-search wider and test for an effect
of APEC (Association of Pacific Econom c Cooperation), which
includes the United States and Canada in with the others, it
is highly significant. The significance of the Asian Pacific
dunmy conpletely di sappears. The EAEC  dummy remai ns
significant in 1980 and 1990, though at a | ower |evel than the
initial results that did not consider any wder Pacific
groupi ngs.

APEC appears to be the <correct place to draw the
boundary. When we test for the broadest definition of a
Pacific bloc, including Latin Anerica, it is not at all
significant, and the other coefficients do not change. (It is
called "Pacific Rinf in the tables.) It remains true that the
intra-regional biases in the EEC and Western Hem sphere bl ocs
each roughly doubled from 1980 to 1990, while intra-regional
bi ases in the Asia and Pacific areas did not increase at all

The only surprising new finding is the APEC effect: the
United States and Canada appear to be full partners in the
Pacific bloc, even while sinultaneously belonging to the
significant but distinct Wstern Hem sphere bloc. The APEC
coefficient is the strongest of any. Its estimate hol ds
relatively steady at 1.3 (1980), 1.0 (1985), and 1.2 (1990).
The inplication is that a pair of APEC countries trade three

tinmes as much as t wo ot herwi se-sim | ar countries
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[exp(1l.2)=3.3]."

One possible explanation for the apparent intra-regiona
trade biases within East Asia and within the APEC grouping is
that transportati on between Pacific Asian countries is nostly
by water, while transportation anong European or Western
Hem sphere countries is nore often overland, and that ocean-
shipping is l|less expensive than shipping by rail or road.
This issue bears further investigation. (Wang (1992) enters
| and distance and water distance separately in a gravity
nodel . She finds a small, though statistically significant,
difference in coefficients.) The issue of water versus | and
transport should not affect results regarding changes in
intraregional trade bias in the 1980s, however, given that the
nature of shipping costs does not appear to have changed over
as short a tine span as five or ten years.

Sever al further questions naturally arise. ASEAN
negotiated a preferential trading arrangement wthin its
menbership in 1977 although serious progress in renoval of
barriers did not get underway until 1987.% In early 1992, the
menbers proclaimed plans for an ASEAN Free Trade Area, albeit
with exenptions for many sectors. Does this grouping
constitute a small bloc nested within the others? W include
in our nmodel a dummy variable for common nmenbership in ASEAN

It turns out to have a significant coefficient only if none
of the broader Asian blocs are included. The conclusion seens

to be that ASEAN is not in fact functioning as a trade bloc.™
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We know that Singapore and Hong Kong are especially open
countries, and engage in a |large anount of entrepot trade. A
dummy variable for these two countries' trade with other Asian
Pacific countries is highly significant when it is included,
as shown in the first row of Table 5. Its presence reduces a
bit the coefficient on the East Asian grouping, but does not
ot herwi se change the results.

We al so know that npst East Asian countries are very open
to trade of all sorts. So we added a dummy variable to
i ndicate when at | east one of the pair of countries is |ocated
in East Asia, to supplenent the dummy variable that indicates
when both are. Its coefficient is significant. It is also
positive, which appears to rule out any "trade-diversion"
effects arising from the existence of the East Asian bloc:
these countries trade an estimated 22 per cent nore with all
parts of the world, other things equal, than do average
countries [exp(.20)=1.22]. The addition of the openness dummy
reduces a bit more the level and significance of the East
Asi an bl oc dummy. |ndeed, when the APEC bl oc dummy and East -
Asi an- openness dummy are both added at the sane tinme, the East
Asian bloc term becones only marginally significant in 1980
and insignificant in 1985 and 1990. There may be no East
Asi an bloc effect at all!

We tried a few nore extensions as well. W disaggregated
trade into manufactured goods, agricultural products, fuels,

and other raw materials. The results changed little. Raw
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materials show the greatest Asian bloc effect if judged by the
estimted coefficient. Manufactures shows the greatest effect
if judged by t-statistics. Desi rabl e ext ensi ons for t he
future, besides further disaggregation, include adding factor
endowment terns.

What about bi | at er al trade bet ween Asi an/ Pacific
countries and Japan in particular? Like intra-regional trade
overall, trade with Japan increased rapidly in the second half
of the 1980s. Mbst of this increase nerely reversed a decline
in the first half of the 1980s however.'” More inportantly,
the recent trend in bilateral trade between Japan and its
nei ghbors can be readily explained as the natural outcone of
the growth in Japanese trade overall and the growth in trade
| evel s attained by other Asian countries overall. Lawr ence
(1991b) has calculated that, out of the 28 percentage point
increase in the market share of Pacific Asian devel oping
countries in Japanese inports from 1985 to 1988, 11 percentage
points is attributable to inproved conpetitiveness (as
reflected in increased exports from Pacific Asia to worl dw de
mar kets), and 18 percentage points is attributable to the
commodity mx of these countries' exports. There is no
residual to be attributed to Japan's devel opnment of speci al
trading relations with other countries in its region.'®

W confirmed this finding (though wthout as yet
deconposi ng trade by commodity) by adding to our gravity nodel

a separate dumry variable for bilateral Asian trade with Japan
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in particular. It was not even renotely statistically
significant in any year, and indeed the point estimte was a
smal | negative nunber, as is shown in Table 5. Thus there was
no evidence that Japan has established or conme to dom nate a
tradi ng bloc in Asia.

To summarize the nost relevant effects, if two countries
both lie within the boundaries of APEC, they trade with each
other a little over three tinmes as nuch as they otherw se
woul d. The nested EAEC bloc is less strong (especially if one
allows also for the openness of East Asian countries), and has
declined a bit in magnitude and significance during the course
of the 1980s. The Western Hem sphere and EC blocs, by
contrast, intensified rapidly during the decade. | ndeed, by
1990, the Western Hem sphere bloc was stronger than the EAEC
bloc, if one takes into account the existence of the APEC
effect. There was never a special Japan effect within Pacific
Asi a.

In short, beyond the evident facts that countries near
each other trade with each other, and that Japan and other
Asi an countries are growing rapidly, there is no evidence that
Japan is concentrating its trade with other Asian countries in
any special way, nor that they are collectively noving toward
a trade bloc in the way that Western Europe and the Western

Hem sphere appear to be. We now turn fromtrade to finance.
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PART I'I. JAPAN S FI NANCI AL | NFLUENCE I N THE REG ON

In the case of financial flows, proximty 1is Iless
important than it is for trade flows. For sonme countries the
buying and selling of foreign exchange and highly-rated bonds
is characterized by the absence of significant governnent
capital controls, transactions costs or information costs. In
such cases, there would be no particular reason to expect
greater capital flows anong close countries than distant ones.

Rat her, each country would be viewed as depositing into the
worl d capital pool, or borrowing fromit, whatever quantity of
funds it wi shed at the going world interest rate. Thus even
if we could obtain reliable data on bilateral capital flows
(which we cannot), and whatever pattern they happened to show,

such statistics would not be particularly interesting.

Tokvo's I nfluence on Reqgional Financial Mrkets

Many Asian countries still have substantial capita
controls, and financial markets that are in other respects
less than fully devel oped. Even financial markets in
Si ngapore and Hong Kong, the nobst open in Asia, retain sone
m nor frictions. Where the links with world capital markets
are obstructed by even small barriers, it is an interesting
question to ask whether those links are stronger with sone

maj or financial centers than with others. This question is
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expl ored econonetrically bel ow

I nformati on costs exist for equities, and for bonds wth
sone risk of default. These costs may be smaller for those
investors who are physically, linguistically, and culturally
close to the nation where the borrower resides. Proximty
clearly matters as well in the case of direct investnent, in
part because nuch of direct investnment is linked to trade, in
part because linguistic and cultural proximty matter for
direct investnent. We Dbegin our consideration of capital

i nks by | ooking at direct investnent.

Foreign Direct |nvestnent

Table 6 shows the standard Mnistry of Finance figures
for Japanese direct investnent. The steady stream of direct
i nvestnment by Japanese firms in East Asia and the Pacific
(including Australia) has received nuch attention. But the
tabl e shows that, whether neasured in terns of annual flows or
cunmul ated stocks, Japan's direct investnent in the region is
approximately equal to its investnent in Europe, and is nuch
less than its investment in North Anerica.®®

It has been argued that once one scales the Table 6
figures for GNP anpong the host countries, an Asian bias to
Japanese direct investment mght indeed appear.®® But if one
scales the FDI figures by the host region's role in world
trade, one finds that Japan's investnment in Asia and Cceani a

is alnobst exactly in proportion to their size. There is no
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regi onal bi as. Its FDI in the United States and Canada, on
the other hand, is nore than tw ce what one would expect from
their share of world trade. Japan's investnent in Europe is
about half the continent's share of trade.

Furthernmore, Ranstetter (1991a, p.95-96; 1991b, p.8-9)
has forcefully pointed out that the standard Mnistry of
Fi nance figures on Japanese foreign direct investnent actually
represent statistics on investnment either approved by or
reported to the governnent, and greatly overstate the extent
of true Japanese investnent in devel oping countries. The nore
accurate bal ance of paynents data from the Bank of Japan show

a smal l er percentage of investnment going to Asia.

Tokvo vs. New York Effects on Asian |Interest Rates

Statistics also exist on Japanese portfolio investnent.
But, in the case of portfolio capital, |ooking at quantity
data is not as informative as |ooking at price data -- that
is, at interest rates. For one thing, the quality of the data
on interest rates is much higher than the quality of the data
on capital flows. For another, the interest rate test is nore
appropriate conceptually. If the potential for arbitrage
keeps the interest rate in a given Asian country closely in
line with, say, Tokyo interest rates, then this constitutes
good evidence of close |links between the two national capital
mar kets, even iif the anmount of actual arbitrage or other

capital flow that takes place within a given period happens to
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be smal |

Many East Asian countries have noved to |iberalize and
internationalize their financial markets over the last ten to
fifteen years.* A nunber of studies have documented Japan's
removal of capital controls over the period 1979-84 by | ooking
at the power of arbitrage to equalize interest rates between
Tokyo and New York or London.?* Australia and New Zeal and,
whi |l e | aggi ng behind Japan, also show signs of |iberalization
during the course of the 1980s.?® Hong Kong and Singapore
regi ster inpressively open financial markets, show ng snaller
interest differentials even than some open European countries
i ke Germany. (Hong Kong has | ong had open capital markets.
Si ngapore undertook a major l|iberalization in 1978, though it
has tried to segnent its donmestic noney market from its
of fshore "Asia dollar market."?) Mal aysia has officially
li beralized, following Singapore,? though its covered
differential has remained consi derably higher.

We can apply a sinple test to the hypothesis that a
particular Asian country is domnated financially by Japan,
versus the alternative hypothesis that ties to capital markets
in the other industrialized countries are equally strong. W
run the following OLS regression to see how the interest rate
in a typical Asian country depends on interest rates in Tokyo
and New Yor k.

- Under the null hypothesis that the country's

financi al mar ket s are insufficiently
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devel oped or liberalized to be directly tied to any foreign
financial markets, the coefficients on foreign interest rates
shoul d be zero. Under the alternative hypothesis that the
country's financial markets are closely tied to those in
Tokyo, the <coefficient on Tokyo interest rates should be
closer to 1 than to 0; and simlarly for New York.?®

Table 7 presents estimates for three-nonth interest rates
in Hong Kong and Singapore, on quarterly data. For the Hong
Kong interest rate, the influence of the New York market
appears very strong. This is not surprising: not only does
t he Col ony have open financial markets, but its currency has
since October 1983 been pegged to the U. S. dollar,? so that
there is nothing to inhibit perfect arbitrage between its
interest rates and U S. interest rates. Nei t her Tokyo,
London, nor Frankfurt, has significant influence in Hong Kong
on average over the sanmple period (from 1976 to 1989). For
the Singapore interest rate, the influence of New York is
again very significant; but now there is also a significant,
t hough smaller, weight on Tokyo. The evidence suggests that
both countries have had open financial markets ever since the
m d-1970s, with New York having the dom nant influence, but
with Tokyo also having a one-quarter effect in the case of
Si ngapor e.

To see whether the influence of the foreign financial
centers changed over the course of the sanple period, we can

allow for tinme trends in the coefficients, also reported in
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Table 7. For Hong Kong, it is clear that London used to have
a strong influence, and equally clear that the British
influence has been dimnishing over tine. For Si ngapore,
there is no sign of change in New York's role, but there is
weak evidence of a gradually increasing role for Tokyo.

The next step is to expand the sanple of countries. Sone
Asi an countries, such as Korea and Taiwan, did not seriously

begin to open their financial markets to external influence by

any foreign center, until the late 1980s. To obtain nore
observations, we now switch to nonthly data. Prelim nary

results for the period 1988-91 found a dom nant role for Tokyo
interest rates in Singapore and Taiwan, a dom nant role for
New York interest rates in Hong Kong and Australia, and
apparently strong roles for both in Korea.?® Tests that also
allowed a role for Frankfurt and London interest rates found
apparently significant effects for the latter in Australia and
New Zeal and. But nost of these results were tainted by high
| evel s of serial correlation.

In Table 8 we use conservative standard errors, to allow
for the problem created by serial correlation. W expand the
set of countries still further, to a set of ten (with three
al ternative measures of the Korean interest rate). The tine
period is Septenmber 1982 to March 1992. The time trends in
the coefficients tell us that New York seens to be gaining
influence at the expense of Tokyo in the English-speaking

countries of the Pacific R m (Australia, Canada, and New
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Zeal and), while the reverse is occurring in a nunber of East
Asi an countries. The observed shift in influence from New
York interest rates to Tokyo interest rates is highly
significant in the case of Indonesia, and somewhat |ess so in
the case of Korea. It is positive but not significant (when
the conservative standard errors are used) for Hong Kong,
Si ngapore and Ml aysi a.

These tests |eave sonme inportant questions unanswered.
Are the barriers that remain between a given country and the
major world financial centers due to currency factors or
country factors? Most of the Asian countries experience
frequent changes in their exchange rates against the yen and
the dollar. Financial markets in a country |ike Singapore
could be very open and yet observed interest rates could
differ from those in Tokyo or New York because of prem uns
meant to conpensate investors for the possibility of changes
in the exchange rate. The question of whether the yen is
pl aying an increasing role in the exchange rate policies of
East Asian countries is an inportant one to address, but it
shoul d be kept distinct from the question whether financial
links to Tokyo (irrespective of currency) are strengthening.

We can take out currency factors by using the forward
exchange market. The necessary data are available for six of
the countries. We sinply express the foreign interest rates
so as to be "covered" or hedged agai nst exchange risk. Doing

so changes the 1988-91 results for Australia and Singapore
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toward a Tokyo effect that is smaller than the New York
ef fect. Most coefficients remain significant, despite the
obvious nulticollinearity between covered U.S. and Japanese
interest rates.?

Returning to the longer 1982-92 tinme period to | ook for
trends in the coefficients of the covered interest rates, we
find that the observed upward trends for Tokyo influence in
Si ngapore and Mal aysia are not statistically significant (when
conservative standard errors are used). Si ngapore, |ike Hong
Kong, rather appears sinmply to obey a covered interest parity
rel ationship vis-a-vis dollar interest rates.*

For six of these countries, there exists another way of
correcting for possible exchange rate changes: direct data on
forecasts of market participants collected in a nonthly survey

by the Currency Forecaster's Digest of Wite Plains, N.Y.?*

One advantage of using the survey responses to neasure
expected exchange rate changes is that the data allow us to
test explicitly whether there exists an exchange risk prem um
that creates an international differential in interest rates
even in the absence of barriers to international capital
flows. Such a differential would be conpensation to risk-

averse investors for holding assets that they view as risky.*

An advantage of the Currency Forecasters' Digest data in
particular is that they are available even for countries |ike
Tai wan and Korea where financial markets are | ess devel oped.

A potential disadvantage is the possibility that survey data
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measure the expectations of market participants inperfectly.
For Singapore, the survey data corroborate the finding
fromthe forward rate data that, once expected depreciation is
elimnated as a factor, the New York effect dom nates the
Tokyo effect. For Korea, the survey data also show that the
Tokyo effect becones smaller than the New York effect. For

Australia and Taiwan, both effects |argely disappear.?*

The Role of the Yen in Asian Exchange Rate Policies

The finding that elimnating exchange rate expectations
from the calculation |eaves Tokyo wth relatively Ilittle
effect on local interest rates in nost of these countries does
not necessarily nmean that the Japanese influence is not
strong. It is possible, rather, that nuch of the influence in
the Pacific comes precisely through the role of the yen. | f
Pacific countries assign high weight to the yen in setting
their exchange rate policies, then their interest rates wl|l
be heavily influenced by Japanese interest rates.

No Asian or Pacific countries have ever pegged their
currencies to the yen in the post-war period. But neither are
there any Pacific countries that the International Monetary
Fund classifies as still pegging to the U S. dollar. (As
already nentioned, Hong Kong pegs to the dollar; but the
Colony is not an official nember of the IM.) Mal aysi a and
Thai |l and, and a nunber of Pacific island countries, officially

peg to a basket of mmjor currencies and are thought to give
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weight to both the dollar and yen, but the weights are not
of ficially announced.

It is interesting to estimate econonetrically the weights
given to the dollar, yen, and other nmmjor currencies in
exchange rate policies of Asian/Pacific countries, especially
those who follow a basket peg but do not officially announce
the weights. This involves regressing changes in the val ue of
the currency in question against changes in the value of the
yen, dollar, etc. (W work in changes rather than |evels,
anong ot her reasons, because exchange rates have been wi dely
observed to behave as unit-root processes.)

There is a nethodological question of what nuneraire
should be used to neasure the value of the currencies. A
sinple solution is to use the SDR as nuneraire. This approach
suffers from the drawback that the SDR is itself a basket of
five major currencies including the dollar and yen. An
alternative approach is to use purchasing power over |ocal
goods (the inverse of the local price level) as the nuneraire.

What ever the nunmeraire, under the null hypothesis that a
particular currency is pegged to the dollar or yen, or to a
wei ghted basket, the regression results should show this
clearly, featuring even a high R. We focus here on the
pur chasi ng power neasure.

Regressi ons of changes in the real value of the Hong Kong
dol l ar against changes in the value of the five mjor

currencies show highly significant coefficients on the U S.
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dollar during the periods 1974-80 and 1984-90 [not reported
here] . The wei ght on the dollar is statistically
i ndi stinguishable from 1 during nost of the latter 7-year
period, and the ~ 0 reaches .96 during the |ast four years.
Occasi onal sub-periods show apparently significant weights on
other currencies (the yen during 1979-81, the franc during
1983-85, and the mark during 1986-88). Overall, however, the
nunbers bear out Hong Kong's peg to the dollar.

Regressions of changes in the real value of the Ml aysian
ringgit against the five major currencies, reported in Table
9a, give a large significant weight to the dollar. Some sub-

periods show a significant weight on the mark, and during

1986-88 even the pound is significant. But the yen is not
significant during any three-year sub-period. The const ant
termis negative (and statistically significant), indicating a

trend depreciation, and the =~ 0 is fairly low, indicating that
t he basket "peg" was | oose (even if one allows for a craw ing
peg) . *

The Si ngapore dollar shows significant weights (of about
.2 each) on the U S. dollar and mark during the period 1974-
77, as reported in Table 9b. The regression for 1977-79 shows
a rough basket peg (- 0=.83) with significant weights of .09 on
the yen, .47 on the dollar, .25 on the mark, and .09 on the
pound. The weight on the dollar dimnishes thereafter, and
the weight on the yen increases. By 1983-85, the yen weight

(at a significant .20) has tenporarily passed the dollar
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wei ght (at a significant .19). From 1986 to 1990 only the
dollar is significant.

The results for the real value of the Thai baht, reported
in Table 9c, show a very close peg to the dollar from 1974 to
1980, whereupon the dollar weight falls sonewhat. Begi nni ng
in 1986, a pattern energes of significant weights on the yen
and pound, in addition to the dollar. During the period 1988-
90, the baht exhibits a close-to-perfect peg ( 0=.99) to a
basket with esti mted weights of .82 on the dollar, .13 on the
yen, .06 on the mark, and .02 on the pound.

Korea also claimed to have a sort of basket peg in the
1980s, but with |arge adjustnents. Regressions of the change
in the real value of the won show a statistically significant
wei ght on the value of the dollar during the period April 1980
to March 1986, with an estimated coefficient of .4 to .5.
(The Canadi an dol |l ar, which was reputed to be included in the
Kor ean basket, also shows up with a significant coefficient of
.2 during part of the period.) There is a significant
constant term (the "alpha") during this period: the value of
the won declined during the early 1980s, whether neasured by
inflation or depreciation, relative to foreign currencies.
The dollar, like the other major currencies, is insignificant
during the period April 1985 to March 1987. Its influence re-
enmerges from April 1986 to March 1988. But then during the
final two-year sub-period, April 1988 to March 1990, the yen

(with a highly significant coefficient estimted at .18)
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suddenly eclipses t he dol I ar (with an i nsi gni ficant
coefficient of .11).%

To summarize, there is some evidence of increased yen
influence in the case of the Singapore dollar in the early
1980s and the Thai baht in the l|late 1980s. The only place
where the yen appears to have becone as inportant as the

dollar is Korea in the period since 1988. %

The Role of the Yen in Reserves and | nvoicing

There is other evidence that the yen is playing an
increasing role in the region. As Table 10 shows, Asian
central banks in the course of the 1980s increased their
hol di ngs of yen from 13.9 per cent of their foreign exchange

reserve portfolios to 17.1 per cent.?¥

Forei gn exchange market
trading in the regional financial centers of Singapore and
Hong Kong, though still overwhel m ngly conducted in dollars,
now shows a nuch higher proportion of trading in yen than is
the case in Europe.®

The yen is also being used nore widely to invoice |ending
and trade in Asia. The countries that incurred |arge
international debts in the 1970s and early 1980s subsequently
shifted the conposition away from doll ar-denom nated debt and
toward yen-denom nated debt. Table 10 shows that the yen
share anong five major Asian debtors nearly doubled between

1980 and 1988, entirely at the expense of the dollar. Tabl e

11 shows that the share of trade denom nated in yen is greater
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in Asia than in other regions, and that there was an
especially rapid increase from 1983 to 1990 in the share of
Asi an inports denomnated in yen.* Overall, however, it nust
be concluded that the role of the yen in East Asia is still

not proportionate to Japan's inportance in trade.

PART 111: CONCLUSI ONS

We may draw ei ght concl usi ons.
(1) The |evel of trade in East Asia, like trade within the
European Community and wthin the Wstern Hem sphere, is
bi ased toward intraregional trade, to a greater extent than
can be explained naturally by distance. By way of contrast to
Krugman's "natural"™ trade blocs, one mght call these three
regions "super-natural"” blocs. (2) There is no evidence of a
special Japan effect wthin Asia. (3) Although growth in
Japan, the four N Cs, and other East Asian countries, 1is
rapidly increasing their weight in world output and trade, the

statistics do not bear out a trend toward intra-regional bias

of trade and direct investnent flows. (5) The intra-regiona
trade bias did increase in Europe in the 1980s, in the Wstern
Hem sphere in the late 1980s, and in the grouping that
includes the U S. and Canada together with the Asian/Pacific
countries, i.e., APEC. (6) The APEC trade grouping appears to

be the world' s strongest, whether judged by rate of change of
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intra-group bias or (as of 1990) by I|level of bias. Far from
bei ng shut out of a strong Asian bloc centered on Japan, the
United States and Canada are in the enviable position of
bel onging to both of the world's two strongest groupings.

(7) There is a bit of evidence of Japanese influence in

the East Asia's financial markets, as opposed to trade. Tokyo

appears to have increasing influence over interest rates in
Si ngapor e, Korea and | ndonesi a. Overal | however, its
influence is still smaller than that of New York. (8) Sone of
Japan's financial influence takes place through a grow ng role
for the yen, at the expense of the dollar. There has been a
gradual increase in the yen's relative inportance in invoicing
of trade and finance in the region, and in some countries'

exchange rate policies.

This still leaves a question raised at the beginning of
this essay. I s Japan undertaking deliberate policy neasures
to increase its nonetary and financial role? Gradual | y-

increasing use of the yen internationally is primarily the
outconme  of private decisions by inporters, exporters,
borrowers and | enders. It is difficult to see signs of
del i berate policy actions taken by the Japanese governnent to
increase its financial and nonetary influence in Asia. To the
contrary, until recently, the Japanese governnent has resisted
what ever tendency there my be for the yen to becone an
international currency in conpetition with the dollar.

It has been the U S. governnent, in the Yen/Dollar
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Agreenent of 1984 and in subsequent negotiations, that has
been pushing Japan to internationalize the yen, to pronote its
worl dwi de use in trade, finance, and central bank policies.*
It has also been the U.S. governnent that has been pushing
Korea and other East Asian NICs to open up their financial
mar ket s, thereby allowi ng Japanese capital and Japanese
financial institutions to enter these countries. |t has again
been the U. S. governnent that has been pushing Korea and
Taiwan to nove away from policies to stabilize the val ue of
their currencies against the dollar.* The increasing role of
the yen in Pacific Asia nmay or nay not be a good idea. But it

is an idea that originated in Washi ngton, not in Tokyo.
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itensity-of-trade indexes.” All find that, once one holds constant for grow
this sinple way, the existing intra-regional bias in Asia did not increase
> 1980s.

See Deardorff (1984, pp.503-04) for a survey of the (short) subject
avity equations. Wang and Wnters (1991) and Ham lton and Wnters (1992) ha
ently applied the gravity nodel to th question of potential Eastern Europe

ade patterns.

Krugman (1991) has nade a crude first pass at applying the gravity node
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> question whether Europe and North Anerica are separate trading blocs, but c
get as far as including other countries, or including a variable f

st ance.

The list of countries, and regi onal groupings, appears in an Appendi Xx.

Details on the data sources, list of countries, groupings, nethod f

puti ng di stances, etc., are avail able on request.

The specification inplies that trade between two equal -sized countries (st
size .5) will be greater than trade between a large and small country (say,
e .9 and .1). This property of nodels with inperfect conpetition is not
yperty of the classical Heckscher-Ohlin theory of conparative advantac
pman (1987) and Hel pman and Krugman (1985, section 1.5). Foundations for t
avity nodel are also offered by Anderson (1979) and other papers surveyed

ardorff (1984, pp.503-06).

The coefficient on the log of distance was about .8 when the adjacer

‘i abl e was not i ncluded.

Petri infers, from the data on intra-regional trade shares, a decrease

st Asian interdependence up to the mddle of the 1980s, followed by a revers

the second half of the decade.
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Ot hers have enphasi zed the high volume of trans-Pacific trade. But it F
an difficult to evaluate such statistics when no account is taken of the
intries' collective size. A higher percentage of economc activity w
1sist of intra-regional trade in a larger region than in a smaller region, ev
2n there is no intra-regional bias, nmerely because smaller regions tend
2ir nature to trade across their boundaries nore than |arger ones. In t

nt, when the unit is the world, 100 per cent of trade is intra-"regional."

Jackson (1991).

In tests simlar to ours, Wang (1992), Wang and Wnters (1991), and Ham It
1 Wnters (1992) found the ASEAN dummy to reflect one of the nobst significa
ading areas in the world. That they did not include a broader dunmy vari ab

intra-Asian trade may explain the difference in results.

Petri 1991.
The enpirical literature on whether Japan is an outlier in its tradi
‘terns, particularly wth respect to inports of mnufactures, incluc

<onhouse (1989), Noland (1991) and Law ence (1991a), anobng ot hers.

See al so Kom ya and Wakasugi (1991).

Ni gel Holloway, "Half-full, half enpty," Far Eastern Econom c Revie
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>ember 1991, p.69.

Frankel (1991a) presents the 1980s evidence for Japan, Australia, I
al and, Si ngapore, Hong Kong and Mal aysi a. Farugee (1991) examines intere
‘ferentials for Korea, Mlaysia, Singapore and Thailand (vis-a-vis yen intere

es in London), but does not take into account exchange rate expectations.

These include OGtani and Tiwari (1981), Ito (1986), and Frankel (1984). T
erest rates in the calculations are covered on the forward exchange
"ocurrency markets so as to avoid exchange ri sk. [ Tests that | ook at rea
overed interest differentials, rather than covered interest differential

>lude Ito (1988) and Fukao and Okubo (1984).]

The frequently |arge negative covered differential that had been observ

Australia up to m d-1983 (see, e.g., Argy, 1987) largely vanished thereafte

See Moreno (1988). Edwards and Khan (1985) includes another test of cover

‘erest parity for Singapore.

Abi din (1986) and dick and Hutchison (1990, p.45).

It should be noted that if capital markets in Tokyo and New York are cl ose

>d to each other, as they indeed are, then nulticollinearity m ght make

‘ficult to obtain statistically significant estinmates. But this does not ne
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it there is anything wong with the test. A finding that the coefficient

2 Tokyo interest rate is statistically greater than 0, or than the coefficie

the New York interest rate, remins valid.

See, e.g., Balassa and WIIliamson (1990, p.32).

Frankel (1991c), Table 4, or NBER Working Paper No. 4050, Table 7.

Table 4 in Frankel (1991c), or Table 7 in NBER Working Paper No. 4050. (1

"bin-Watson statistics inmprove substantially when the forward rates &

>l uded, confirmng that the equation that uses covered interest rates is a nt

yyopriate specification.)

These results are from Tables 12a and 12b in Chinn and Frankel (1992).

The Currency Forecasters' Digest data is proprietary, and was obtained

)scription by the Institute for International Econom cs.

The forward rate data allow us to elimnate factors associated with t
‘rency in which countries' assets are denom nated, but they do not allow us
stinguish between two currency factors: the exchange risk premum &
ectations of depreciation. For the case of Australia, for exanple, t
yjport for covered interest parity suggests that barriers to the novenent

dyital between Sydney and New York are low, and so differences in interest rat
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> due to currency factors. But when the Australian interest rate is observ
exceed the U S. interest rate, is this because the Australian dollar
ifidently expected to depreciate, or is it because investors have no idea wh
> exchange rate will do and demand to be conpensated for this risk? The surv
‘a may be able to distinguish between these two hypot heses, whereas the forwe

e data cannot.

Table 4 in Frankel (1991c), or Table 7 in NBER Working Paper No. 405

T™e trends are estimated in Tables 13a and 13b in Chinn and Frankel (1992).

This turns out to be true of alnobst all currencies worldw de that purpo

be on a basket peg (excluding a peg to the SDR).

The results for the won are reported in Frankel (1992). (Wth val
asured in ternms of purchasing power. Value is nmeasured also in ternms of t
R in a related paper to be published by the Hoover Institution, but t

Jjressions are agai nst the dollar and yen al one.)

Further results on a set of nine East Asian currencies are reported
ankel and Wei (1992a). The I ndonesian rupiah turns out to be the clearest ce
significant yen influence, which is of interest in that Indonesia is also t
e where Japanese interest rates are seen to have the nost strongly increasi

'l uence (Table 8 here).
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The deutsche mark and Swiss franc are the two currencies that suffered t

"gest loss in share in the region.

Tavl as and Ozeki (1992, p.35).

Tavl as and Ozeki (1991, 92) give further statistics and di scussion.

Frankel (1984).

Bal assa and WIlianmson (1987), Noland (1990) and Frankel (1989). Fi nanc

jotiations between the U.S. Treasury and the governnents of Korea and Taiw

"e a response to congressional passage of the 1988 Omi bus Trade Bill
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