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Is a Yen Bloc Forming in Pacific Asia?

Jeffrey A. Frankel

Prof essor of Econom cs Visiting Schol ar

787 Evans Hal | Institute for International Econom cs
University of California 11 Dupont Circle, NW

Ber kel ey, CA 94720 USA Washi ngton, DC 20036 USA

Abstract

The essay reaches three conclusions regarding the Yen
Bl oc that Japan is reputed to be formng in East Asia and the
Paci fi c. (1) Although growth in East Asian countries is
rapidly raising their weight in world output and trade, the
statistics from the 1980s do not bear out a novenment toward
intra-regional bias in trade and direct investnent flows. (2)
There is a bit nore evidence of rising Japanese influence in
the region's financial mar ket s. (3) Mich of Japan's
increasing financial influence takes place via a growi ng role
for the yen in Asian countries' exchange rate policies and
invoicing of trade and finance. But these trends are |less the
del i berate outconme of w shes on the part of Japanese policy-
makers than of pressure from the U S governnment to
internationalize the yen.

This essay was awarded first prize in the 1991 AMEX Bank
Revi ew Awar ds. It is forthcomng in Finance and the

| nternati onal Econony, edited by R OBrien and S. Hewn
Oxford University Press, UK, 1991. The author would like to




t hank Menzi e Chi nn for extremely efficient research
assi stance.



s a Yen Bloc Formng in Pacific Asia?

Japan will be driven to form her own trade and finance
zone in Asia...The way Japan, Inc., operates also
facilitates the formati on of an Asian co-prosperity
zone: governnment and busi ness work hand-in-glove and

busi ness noves jointly...The decision will be made by
consensus, and the rest is routine."” (Dornbusch, 1989,
p.270.)

The question "lIs Japan creating a Yen Bloc in the Pacific

Asi a?" is one of those that is fun to pose, but unclear how to

go about answering. W read daily in the papers that the
answer is "yes": Japan is investing in its neighbor countries
on an unprecedented scale. Japanese subsidiaries in Asia

export goods back to Japan in large quantities, especially raw
materials from Southeast Asia, and factories in Japan are
increasing their exports of advanced nmanufactures to pliant
markets in the rest of Asia. W are told that a self-
contained trading bloc is evolving along this edge of the
Pacific, and the United States and Europe face a choice
between trying to stop the trend, or defensively form ng trade

bl ocs of their own.

After examning some of the relevant statistics, this

essay argues that the evidence of an evolving East Asian trade



bl oc centered on Japan is not so clear. Trade between Japan
and other Asian countries increased substantially in the late
1980s, but intra-regional trade remains nuch snmaller, for
exanple, than trade within the European Conmunity. The
phrase "Yen Bl oc" could, however, be interpreted as referring
to the financial and nmonetary aspects inplicit in the words,
rather than to trade flows. The essay does find evidence of
growi ng Japanese influence in the Pacific via financial and

nonet ary channels, rather than primarily via trade fl ows.

One of the nobst remarkable and wi dely-remarked trends in
the world econony over the last three decades is the rapid
outward-oriented growh of Japan, followed by the four East
Asian NICs (Newly Industrialized Countries) and then by sonme
of the other ASEAN countries (Association of SouthEast Asian
Nat i ons) . But when one asks whether a yen bloc is forming in
East Asia, one is presunably asking sonething nore than
whet her trade and financial flows anong these countries are
increasing in absolute terns. One must ask whether the share
of intra-regional trade and finance is higher, or increasing
nore rapidly, than woul d be predicted based on such factors as
the GNP or growth rates of the countries invol ved.

Then, even if evidence were found that an econom c bl oc

by this criterion was indeed formng, there would remain the



separate question of whether this trend was the outconme of
del i berate Japanese policy neasures. Japan is, in fact,
unusual anong mmjor countries in not having preferential
trading arrangements with smaller countries. As for Japan's
nonetary power in the region, this essay concludes that if its
policy-makers had their way, the internationalized yen m ght

never have been unl eashed.

A Trade Bloc in East Asia?

Tabl e 1 deconposes trade (exports pl us i nports)
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 North
America (the United States, Canada, and Mexico). Al t hough
such statistics depend very much on which years are chosen,
the share of intra-regional trade in East Asia increased from
33 per cent in 1980 to 37 per cent in 1989. Pronouncenent s
that a clubbish trade bloc is forming in the region are
usual ly based on figures such as these. But the nunbers are
decepti ve.

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 59 per cent in 1989. The
share of intra-regional trade in East Asia has not even been
i ncreasi ng appreciably faster than that in North Anmerica.

Quite aside from the conparison with Europe, it is easy
to be msled by intra-regional trade shares such as those
reported in Table 1. If one allows for the phenomenon that
nost of the East Asian countries in the 1980s experienced
rapid growh in total output and trade, then it is likely that
there has in fact been no novenment 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 econonic size of the countries
involved. To take the sinplest case, inagine 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 (15 9.
Total trade undertaken by Asian countries increased by 108 per
cent in dollar ternms over this nine-year period, while tota
trade worl dwi de increased by only 53 per cent. Even if there
continued to be no regional bias in 1989, the observed intra-
regional share of trade would have increased by one-third (to
20 9% due solely to the greater weight of Asian countries in
the worl d econony.

Consider now the nmore 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 America, or the European Community). 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.
As in so-called "gravity nodels", bilateral trade depends on

the sizes of both trading partners.® Even if there was no

increase at all in the bias toward intra-Asian trade, the nore

rapid growth of total trade and output experienced by Asian
countries would show up as a rate of growh 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 firnms in the same proportion as
their weight in world trade (15 9%, multiplied by a regional
bias termto explain the actual share reported in Table 1 (33
% . Then the regional bias term would have to be 2.18

(=.33/.15). An unchanged regional bias term nmultiplied by

! [Krugman (1991) has made a crude first pass at applying
the gravity nodel to the question whether Europe and North
America are separate trading blocs, but did not get as far as
including other countries, or including a variable for
di st ance. ]



t he East Asians' 1989 weight in world trade would predict that
the 1989 intra-regional share of trade would be 44 per cent
(2.18x.20 =.436). The actual intra-regional share, however
did not increase to nearly this level. Thus the East Asian
bias toward within-region trade, far from rising, actually
di m ni shed in the 1980s!
[ V\hat about bi | at er al trade bet ween Asi an/ Pacific
countries and Japan? Like intraregional trade overall, trade
with Japan increased rapidly in the second half of the 1980s.
Most of this increase nerely reversed a decline in the first
hal f of the 1980s however. (Petri, 1991.) DMore 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
|l evel s attained by other Asian countries overall. Lawr ence
(1991) 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 mix of these countries' exports. There is no
residual to be attributed to Japan's devel opment of speci al

trading relations with other countries in its region.]



In short, beyond the evident facts that countries near
each other trade with each other, and that Asian countries are
growing rapidly, there is no evidence that they are
concentrating their trade with each other in any special way,
| et alone that they are noving toward a trade bloc as rapidly

(or as deliberately) as is Western Europe.

The Japanese | nfluence on Financial Flows in East Asia

In the case of financial flows, proximty 1is |ess
inportant than it is for trade flows. For some countries the
buying and selling of foreign exchange and highly-rated bonds
is characterized by the absence of significant governnment
capital controls, transactions costs or information costs. |In
such cases, there would be no particular reason to expect
greater capital flows anpong 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 fl ows,
and what ever pattern they happened to show, such statistics
woul d not be particularly interesting.

Many Asian countries still have substantial capital
controls, and financial markets that are in other respects

less than fully devel oped. Even financi al markets in



Si ngapore and Hong Kong, the npbst open in Asia, retain sone

m nor frictions. VWhere the links with world capital narkets
are obstructed by even small barriers, it is an interesting
guestion to ask whether those links are stronger wth sone
maj or financial centers than with others. This question is

expl ored econonetrically bel ow.

| 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 investnment, in
part because much of direct investnent is linked to trade, in
part because linguistic and cultural proximty matter for
di rect investnent.

Table 2 shows the figures for Japanese direct investnent.

The steady stream of direct investnent by Japanese firns in

East Asia has received nuch attention. But the table shows
that, whether neasured in ternms of annual flows or cunul ated
st ocks, Japan's di rect i nvest nent in the regi on i's
approximately equal to its investnent in Europe, and is nuch
l ess than its investment in North Anerica.?

Simlar statistics exi st on Japanese portfolio

investnent. But, in the case of portfolio capital, |ooking at

> See al so Komiya and Wakasugi (1991).



price data -- that is, at interest rates -- is nore
informative than |ooking at quantity data. For one thing, the
quality of the data on interest rates is nuch 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
Asi an country closely in line with, say, Tokyo interest rates,
then this constitutes good evidence of close |inks between the
two national capital markets, even if the anpount of actual
arbitrage or other capital flow that takes place within a

gi ven period happens to be small.

Tokyo's Influence on Redional Financial Murkets

Many East Asi an countries have i beralized and
internationalized their financial markets over the last ten to
fifteen years.® A nunber of studies have documented Japan's
renoval 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,

while lagging well behind Japan, also show signs of

® Frankel (1991a) presents the 1980s evidence for Japan,
Australia, New Zeal and, Singapore, Hong Kong and Mal aysi a.
These include Oani and Tiwari (1981), Ito (1986), and
Frankel (1984). The interest rates in the calculations are
covered on the forward exchange or Eurocurrency markets so as
to avoi d exchange ri sk



i beralization during the course of the 1980s.®> Hong Kong and
Si ngapore register i mpressively open financial mar ket s,
showing smaller interest differentials even than sone open
Eur opean countries |ike Germany. (Hong Kong has | ong had open
capi tal markets. Si ngapore undertook a mmjor |iberalization
in 1978, though it has tried to segnent its donestic noney
market fromits offshore "Asia dollar market."® Ml aysia has
officially |liberalized, following Singapore,’ though its
covered differential has remai ned considerably higher.

W 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 narkets
in the other industrialized countries are equally strong. W
use the technique of OLS (Ordinary Least Squares) regression

to see how the interest rate in a typical Asian country

depends on interest rates in Tokyo and New York. Under the
null hypothesis that the country's financial markets are
insufficiently devel oped or liberalized to be directly tied to

any foreign financial markets, the coefficients on foreign
interest rates should be zero. Under the alternative

hypothesis that the country's financial markets are closely

® The frequently large negative covered differential that

had been observed for Australia up to md-1983 (see, e.g.,
Argyé 1987) largely vani shed thereafter.
See Moreno (1988). Edwards and Khan (1985) i ncludes
anot her test of covered interest parity for Singapore.
" Abidin (1986) and Gick and Hutchison (1990, p.45).

10



tied to those in Tokyo, the coefficient on Tokyo interest
rates should be closer to 1 than to O0; and simlarly for New
York.®

Table 3 presents estimates for three-nmonth interest rates
in Hong Kong and Si ngapore. For the Hong Kong interest rate,
the influence of the New York market appears very strong;
nei t her Tokyo, London nor Frankfurt has significant influence
on average over the sanple period (from 1976 to 1989). For the
Si ngapore interest rate, the influence of New York is again
very significant; but now there is also a significant, though
smal l er, weight on Tokyo. The evidence suggests that both
countries have had open financial markets ever since the md-
1970s, with New York having the dom nant influence, but wth
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 time trends in the coefficients, also reported in
Tabl e 3. For Hong Kong, it is clear that London used to have

a strong influence, and equally clear that the British

8 It should be noted that if capital markets in Tokyo and
New York are closely tied to each other, as they indeed are
(footnote 3), then multicollinearity mght make it difficult
to obtain statistically significant estimtes. But this does
not nmean that there is anything wong with the test. A
finding that the coefficient on the Tokyo interest rate is
statistically greater than O, or than the coefficient on the
New York interest rate, remains valid.

11



i nfluence has been dimnishing over tine. For Si ngapor e,
there is no sign of change in New York's role, but there is
weak evidence of a role for Frankfurt that has been gradually
di m ni shing over tinme, and of a gradually increasing role for
Tokyo.

Simlar tests were also run for four other Pacific
countries: Australia, New Zealand, Taiwan and Korea (not
reported here, to save space). There is evidence of a London
effect in Australia that has been slowy increasing during the
sanpl e period, and a Frankfurt effect in New Zeal and t hat gave
way to a Tokyo effect late in the sanple period.

For purposes of conparison we can | ook at devel opments in
Europe (also not reported here). Simlar regressions for
European countries show that Frankfurt has, for exanple, a
substantial effect in Switzerland, a rapidly increasing role
in Denmark and Norway, and a significant and increasing role
in Austria.?®

Overall, there is only weak evidence in Table 3 of a
speci al role for Tokyo as a financial center exerting

influence in its part of the world. But during nost of the

° It also has a significantly growing effect in France,
Bel gium Denmark and Spain, if one uses the forward market to
correct for the Ilikelihood of exchange rate changes agai nst
the mark, as discussed bel ow. (In the case of Denmark and
Italy, Frankfurt's gain is at London's expense. London had a
| arge effect in Belgiumand Denmark early in the sanple period
and a large but rapidly dimnishing effect in Italy.)

12



sanple period exam ned, nost Asian countries had not yet
opened their financial nmarkets to external influence by any

foreign center

These first tests |leave sone inportant guestions
unanswer ed. First, what would such tests show for the | ast
three vyears? Econom ¢ relationships have been changing

rapidly in international financial markets. Korea and Tai wan,
for example, have begun to liberalize and internationalize
only very recently. Second, are the barriers that renmain
bet ween a given country and the nmmjor 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. Fi nancial 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 premuns neant to conpensate investors for the
possibility of changes in the exchange rate. The question of
whet her the yen is playing an increasing role in the exchange
rate policies of East Asian countries is an inportant one to
address, but it should be kept distinct from the question
whet her financial links to Tokyo (irrespective of currency)
are strengthening.

Tabl e 4 analyzes the determ nation of interest rates in

five Pacific countries with nonthly data for a nmore recent

13



time period: 1988-91. There is nore evidence of an inportant
role on the part of Tokyo than there was in the earlier
peri od. For Si ngapore, where the influence of Tokyo in Table
3 was less than New York but rising over tine, estimates in
the first row 1, based sinply on interest rates, suggest that
t he Japanese financial center has now surpassed its Anerican
rival . For Taiwan, Tokyo dom nates so strongly that New York
doesn't even seemto matter. For Hong Kong and Australia, on
t he other hand, New York dom nates. For Korea, the two major
financial centers appear to be equally strong.

As noted above, a country could have close financial ties
with a foreign country and yet, if exchange rate changes are

inportant, the sinple regression against the foreign interest

rate would be inappropriately designed to show this
rel ati onship. We can take out currency factors by using the
forward exchange narket. W sinply express the foreign

interest rates so as to be "covered" or hedged against
exchange ri sk. Doing so in Table 4 changes the results for
Australia and Singapore toward a Tokyo effect that is smaller

than the New York effect.'® (Usable forward rate data are not

10 For the case of Australia, the coefficient on the

covered foreign interest rate is close enough to 1 to
constitute statistical support of the hypothesis that "covered
interest parity" holds. That is, capital controls and other
barriers to the novenment of capital between Sydney and New
York are close to zero. (The Durbin-Watson statistics inprove
substantially when the forward rates are included, suggesting
that the equation that uses covered interest rates is a nore

14



avai l abl e for the other countries.)

For four 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, NY.

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.?

approprlate speci fication.)

' The use of such data, obtained originally froma survey
conducted by the AMEX Bank Review and later from surveys
conducted by MVS International and others, was explored by
Frankel and Froot (1987), for the <case of five mgjor
currencies. The Currency Forecasters' Digest data 1is
proprietary, and was obtained by subscription by the Institute
for I nternational Econom cs.

2 The forward rate data allow us to elimnate factors
associated with the currency in which countries' assets are
denom nated, but they do not allow us to distinguish between
two currency factors: the exchange risk premum and
expectati ons of depreciation. For the case of Australia, for
exanpl e, the support for covered interest parity (see footnote
9) suggests that barriers to the novenment of capital between
Sydney and New York are low, and so differences in interest
rates are due to currency factors. But when the Australian
interest rate is observed to exceed the U S. interest rate, is
this because the Australian dollar is confidently expected to
depreciate, or is it because investors have no idea what the
exchange rate will do and demand to be conpensated for this
risk? The survey data my be able to distinguish between
these two hypot heses, whereas the forward rate data cannot.

15



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
nmeasure the expectations of nmarket 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 beconmes smaller than the New York effect.

The Role of the Yen

The finding that elimnating exchange rate expectations
from the calculation |eaves Tokyo with relatively little
effect on local interest rates in nost of these countries does
not nean that the Japanese influence is not strong. It is
likely, rather, that nrmuch of the influence in the Pacific
cones precisely through the role of the yen. If Pacific
countries assign high weight to the yen in setting their
exchange rate policies, then their interest rates wll 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

16



Fund classifies as still pegging to the U S. dollar. (Hong
Kong has since COctober 1983 followed a policy of pegging to
the dollar,® but the colony is not an official member of the
| MF.) Mal aysi a and Thail and, and a nunber of Pacific island
countries, officially peg to a basket of major currencies and
are thought to give heavy weight to both the dollar and yen,
but the weights are not officially announced.

There is other evidence, however, that the yen is playing
an increasing role in the region. As Table 5 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 17.5 per cent.' The yen is also being
used nore widely to invoice trade and finance in Asia. The
countries that incurred |large international debts in the 1970s
and early 1980s subsequently shifted the conposition away from
dol | ar-denom nated debt and toward vyen-denon nated debt.
Table 5 shows that the yen share anong five nmmjor Asian
debtors nearly doubl ed between 1980 and 1988, entirely at the

expense of the dollar.?®

We nmay draw three concl usi ons.

(1) Although growth in Japan, the four N Cs, and other East

13 See Bal assa and W lianmson (1990, p.32).

Y The deutschmark and Swiss franc are the two currencies
that suffered the largest loss in share in the region.

® Tavl as and Ozeki (1991) give further statistics.

17



Asian countries, is rapidly raising their weight in world
out put and trade, the statistics do not bear out a novenent
toward intra-regional bias of trade and direct investnment
flows. (2) There is nore evidence of rising Japanese

influence in the region's financial markets. Tokyo appears to

have recently acquired a dom nant influence over interest
rates in Singapore and Taiwan. It also has inportant and
increasing effects on interest rates el sewhere in the Pacific,
t hough overall its influence is as yet no greater than that of
New York. (3) Mich of Japan's financial influence takes place
through a growing role for the yen, at the expense of the
dol | ar. The yen's inportance in exchange rate policies and
invoicing of trade and finance in the region is increasing.
This still |eaves a question raised at the beginning of
this essay. Are these trends the outcone of deliberate policy
nmeasures on the part of Japan? It is difficult to see, even
with imagination, signs of deliberate policy actions taken by
t he Japanese governnment to increase its financial and nonetary
influence in Asia. To the contrary, at l|east until recently,
t he Japanese governnent has resisted any tendency for the yen
to beconme an international currency in conpetition with the
dol | ar. It has been the U S. governnment, in the Yen/Doll ar
Agreenent of 1984 and in subsequent negotiations, that has

been pushing Japan to internationalize the yen, to pronote its

18



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 kets, 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.

1 Frankel (1984).

7 Bal assa and Wl liamson (1987), Noland (1990) and Frankel
(1989). Fi nanci al negotiations between the U S. Treasury and
the governnents of Korea and Taiwan were a response to
congressi onal passage of the 1988 Omi bus Trade Bill
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