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Abstract 
 
Both before and after the Asian crisis, the dollar has been the dominant anchor and reserve 
currency in East Asia. Due to underdeveloped capital markets and the limited international 
role of their domestic currencies, the East Asian countries (except Japan) are likely to 
continue to stabilize exchange rates and to accumulate international reserves. Yet expectations 
of further dollar depreciation may trigger a re-orientation of exchange rate policies based on 
basket strategies. Rolling econometric estimations of the basket structures in East Asia 
suggest growing weights for the Japanese yen in most East Asian currency baskets. The role 
of the euro as a reserve currency in East Asia remains uncertain. 
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1. More Exchange Rate Flexibility in East Asia? 

 

Before the 1997/98 Asian crisis, the East Asian countries China, Hong Kong, Indonesia, Korea, 

Malaysia, the Philippines, Singapore, Taiwan, and Thailand pursued a common exchange rate 

peg to the US dollar. This (informal) East Asian dollar standard (McKinnon and Schnabl 2004a) 

was beneficial for growth in the region for several reasons. First, it ensured macroeconomic 

stability by bringing the domestic rates of inflation close to the US level. Second, the joint peg to 

the dollar provided low transaction costs not only for trade with the US but also for intra-

regional trade flows, which make up about 50% of overall East Asian trade. Third, exchange rate 

stability provided low transaction costs for short-term and long-term international capital flows.  

 

After the onset of the East Asian crisis, the East Asian dollar standard fell apart. While China, 

Hong Kong, Singapore, and Taiwan kept their exchange rates stable against the dollar, the 

currencies of the crisis countries Indonesia, Korea, Malaysia, the Philippines, and Thailand 

depreciated. The post-crisis policy recommendations for the exchange regimes in East Asia have 

been of diverse natures. Associating exchange rate stability against the dollar with overly low 

risk premia on volatile capital inflows, the IMF recommended (more) exchange rate flexibility 

(Fischer 2001). In contrast, McKinnon and Schnabl (2004a, 2004b) argue that exchange rate 

stabilization per se is not a reason for overinvestment and that even post-crisis, due to the high 

degree of dollarization of international transactions in the region exchange rate stabilization 

against the dollar is fully rational.  

 

A third strand of literature has proposed maintaining exchange rate stability in the region, but 

pegging to more than one anchor currency. According to Williamson (2000, 2005), currency 

basket arrangements would be beneficial for the East Asian countries as they stabilize the 

nominal effective exchange rates. To maintain intra-regional exchange rate stability, Ogawa and 

Ito (2002) have proposed to coordinate the currency baskets in the region. Kawai (2006) argues 

that such coordinated currency baskets based on dollar, yen and euro can be a first step on the 

path towards an Asian monetary union.  

 

While post-crisis East Asian exchange rate volatility against the dollar by and large declined 

(close) to the pre-crisis level, since the year 2005 exchange rate volatility against the dollar has 

increased. This may be due to either rising exchange rate flexibility or due to higher exchange 

rate stability against the yen, the euro, (or other currencies).  
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2. The Rationale for Exchange Rate Stabilization in East Asia 

 

Despite policy recommendations to pursue more exchange rate flexibility, fully flexible 

exchange rates such as between the dollar and the euro are unlikely in East Asia. This is because 

stable exchange rates in East Asia have proved to be beneficial for international trade, 

macroeconomic stability, and international capital flows in the region. 

 

International Trade 

 

Building upon Ricardo, the welfare gains originating in the international partition of labour are 

widely acknowledged. The policy implication is to remove exchange rate volatility to foster 

international trade and welfare. As in East Asia the growth performance has been strongly based 

on international and intra-regional trade, exchange rate stability has played a prominent role for 

economic policy making.  

The impact of exchange rate volatility on trade has both a micro- and macroeconomic dimension. 

From a microeconomic perspective (high frequency) exchange rate volatility – for instance 

measured as day-to-day or week-to-week exchange rate fluctuations – is associated with higher 

costs for international goods and capital transactions because uncertainty is high and hedging 

foreign exchange risk is costly. Indirectly, fixed exchange rates enhance international price 

transparency as consumers can compare prices in different countries more easily. If exchange 

rate volatility is reduced or eliminated, international goods arbitrage enhances efficiency, 

productivity and welfare.  

These microeconomic benefits of exchange rate stabilization have been, for instance, an 

important motivation of the European (monetary) integration process (European Commission 

1990) which can be seen as a role model for East Asian monetary integration (Kawai 2006). In 

East Asia, before and after the Asian crisis, the East Asian countries strongly controlled day-to-

day exchange rate fluctuations as shown in Figure 1. Compared to the freely floating euro/dollar 

rate the daily fluctuations of the East Asian currencies against the dollar were kept – except for 

the Asian crisis period – at a significantly lower levels than the benchmark freely floating euro 

against the dollar. 
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 Figure 1: Exchange Rate Volatility Against the US Dollar, 1990:01-2006:08 (Daily)  
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Source: Bloomberg. Volatility is measured in daily percentage changes against the dollar.
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The macroeconomic dimension arises from the fact that long-term exchange rate fluctuations – 

for instance measured as monthly or yearly changes of the exchange rate level – affect the 

competitiveness of domestic export and import competing industries. In small open economies 

the growth performance can be strongly influenced by long-term fluctuations of the exchange 

rate level. Even large, comparatively closed economies such Japan have proved to be sensitive to 

large exchange rate swings, in particular in the case of appreciation. For instance, McKinnon and 

Ohno (1997) show for Japan that since the early 1970s when the yen became flexible against the 

dollar growth has been strongly slowed down by the appreciation of the Japanese currency.  

 

Macroeconomic Stability 

 

While exchange rate fluctuations can influence the macroeconomic stability of in open economy 

significantly through the trade channel, there are also direct linkages such as via monetary policy 

making. As put forward by McKinnon (1963) pegged exchange rates are an important tool for 

macroeconomic stabilization in small open economies. Assuming that for small economies the 

international price level is given and traded goods make up a high share of the domestically 

consumed goods, exchange rate volatility translates into domestic price level fluctuations. The 

welfare effect of stable exchange rates originates in macroeconomic stability which provides a 

favourable environment for investment and consumption.   

Furthermore, emerging markets and developing countries mostly do not have a history of central 

bank independence and macroeconomic stability. As monetary policy is often a tool to finance 

government expenditure, inflation and depreciation are the result. In this context pegged 

exchange rates provide an important tool to contain inflation tax via both a commitment towards 

exchange rate stability and a disciplining effect on monetary growth (Crocket and Goldstein, 

1976). 

As stressed by McKinnon and Schnabl (2004a) before the Asian crisis the East Asian countries 

pinned down their price levels close to the level of the US by pegging their exchange rates 

commonly to the US dollar. These tight dollar pegs are shown in Figure 2. International and 

intra-regional goods market arbitrage further enhanced the low inflation environment which can 

be seen as a crucial determinant of the (pre-crisis) East Asian economic miracle.  
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         Figure 2: East Asian Exchange Rates against the Dollar, 1990:01-2006:08 
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Source: IMF: IFS, Central Bank of China. Index 1990.01=100. Note different scale for Indonesia. 



Financial Markets 

 
After the Asian crisis, financial markets have gained an increasing role in the discussion about 

the pros and cons of exchange rate stabilization (McKinnon and Schnabl 2004a, McKinnon and 

Schnabl 2004b, De Grauwe and Schnabl 2007). There is both a short-term (microeconomic) and 

a long-term (macroeconomic) perspective which are both based on the fact that underdeveloped 

capital markets (as they are prevalent in emerging markets and developing countries) make 

financials institutions vulnerable to exchange rate fluctuations (Eichengreen and Hausmann 

1999).  

 

With domestic foreign exchange markets being small and illiquid, most international short-term 

payment transactions are denominated in international currency. An active forward market in 

foreign exchange does not exist.1 For this reason the foreign exchange risk of short-term capital 

transactions typically remains un-hedged. Monetary authorities can provide an informal hedge 

for private short-term capital transactions by minimizing daily exchange rate fluctuations. In 

practice, formal or informal limits to daily exchange rate fluctuations defined in terms of percent 

exchange rate changes are established (Chmelarova and Schnabl 2006). These allow private 

banks and enterprises to repay (reclaim) their short-term foreign currency liabilities (assets) with 

minimal exchange rate risk.  

 

At low frequencies of exchange rate volatility, the rationale for exchange rate stabilization in 

debtor countries originates in long-term liability and asset dollarization. If net debt is 

denominated in foreign currency, sharp depreciations increase the liabilities in terms of domestic 

currency. The probability of default and crisis increases. (Long-term) exchange rate stabilization 

is equivalent to reducing default risk on balance sheets (Eichengreen and Hausmann 1999, 

McKinnon and Schnabl 2004a).  

 
Yet also emerging market creditor countries such as China, Taiwan and Russia have an incentive 

to stabilize exchange rates as international assets tend to be denominated in international 

currency. When East Asian investors accumulate assets in US dollars, an appreciation of the 

domestic currency against the dollar would reduce the value of these assets in terms of the 

                                                      
1    If hedging instruments are available, the cost of hedging dollar liabilities, i.e. the premium on buying dollars 

forward with the domestic currency, is high. 

 6



domestic currency. The consequence is “fear of appreciation”, foreign exchange intervention 

and reserve accumulation (McKinnon and Schnabl 2004b).  

 

3. Currency Diversification in International Reserves and Currency Baskets 

 

Given the rationale for exchange rate stabilization in East Asia as discussed above, it seems 

unlikely that East Asian countries will pursue fully flexible exchange rates. This will be the case 

as long as they have not found a way of intra-regional exchange rate stabilization which allows 

them to float commonly against the euro and the dollar. Instead, they will tend to stabilize 

exchange rates in the form of tight or soft pegs based on the smoothing of daily, monthly and 

yearly exchange rate fluctuations.  

 

Figure 3: Exchange Rate Volatility in East Asia and Emerging Europe 
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Source: IMF. Regional exchange rate volatility defined as arithmetic averages of two year 
rolling standard deviations. Emerging Europe comprises 17 (South) Eastern and Central 
European countries. 
 

McKinnon and Schnabl (2004a) have shown that post-Asian crisis most East Asian countries 

have returned to their pre-crisis exchange rate stability against the dollar, at least at high 

frequencies (i.e., day-to-day or week-to-week exchange rate fluctuations). As shown in Figure 3, 

also measured in arithmetic averages of month-to-month percent exchange rate changes post-
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crisis exchange rate volatility against the dollar has declined gradually up to the year 2004. This 

finding is in line with the McKinnon (2005) hypothesis of network externalities in favor of the 

world dollar standard. 

 

3.1 The Risk of One-Sided Dollar Pegs 

 

Although the dollar remains the most important anchor currency in the region, Figure 3 also 

suggests that East Asian exchange rate volatility against the dollar was on the rise in 2005 and 

2006 and is now in average more than exchange rate volatility of the (South) Eastern and Central 

European currencies (emerging Europe) against the euro. This may indicate either a general 

increase in exchange rate volatility as advocated by the IMF (Fischer 2001) or a (gradual) change 

in the anchor currencies. The main alternative anchor currencies are the euro, the Japanese yen or 

both. 

 

Frankel and Chinn (2005) and Galati and Wooldrige (2006) argue that the role of the dollar as an 

international currency may be challenged by the euro, depending on the long-term inflation 

expectations for the US economy. In East Asia, the degree of macroeconomic stabilization, 

which is achieved via exchange rate pegs, hinges not only on domestic efforts to keep the 

exchange rate stable against the anchor currency but also on the monetary policy in the anchor 

country. 

 

While low and stable US inflation has been a crucial prerequisite for the rise of the dollar as an 

international currency, the degree of US price stability has fluctuated over time. Since the late 

1960s, the US dollar has experienced several phases of rising inflation and sustained 

depreciation pressure. During these periods a relatively loose US monetary policy was 

transmitted via reserve accumulation into rising inflationary pressure in countries stabilizing 

their currencies against the US dollar.  

 

Back in the late 1960s and early 1970s, an expansionary fiscal and monetary stance in the US 

contributed to a world-wide increase in inflation, which finally triggered the breakdown of the 

Bretton Woods system. While the European currencies were de-linked from the dollar (thereafter 

stabilizing their exchange rates against the German mark), most countries outside of Europe, for 

instance those in East Asia, continued to peg their currencies more or less tightly to the dollar. 

The international role of the dollar was enhanced by its dominant role as an invoicing currency 

 8



 9

for international trade, the deepness of US capital markets, and the lack of alternative 

international currencies (McKinnon 2005). This has led Dooley, Folkerts-Landau, and Garber 

(2004) to argue that the United States is at the center of what they have called a revived 

(informal) Bretton Woods system. 

 

Reminiscent of the early 1970s, in the new millennium an exceptionally loose fiscal and 

monetary stance under the Bush administration has triggered a discussion about the impact of 

fast reserve accumulation on the countries stabilizing their exchange rates against the dollar. 

When the Federal Reserve kept the interest rate at historically low levels from 2001 to 2004, the 

dollar came under strong depreciation pressure. As many countries continued to stabilize 

exchange rates against the dollar they accumulated (and continue to accumulate) large amounts 

of dollar reserves. Figure 4 shows the substantial degree of reserve accumulation in East Asia, 

which has accelerated in many countries since 2001, most dramatically in China, Korea, 

Malaysia, and Japan. 

 

While fast reserve accumulation has the benefit of strengthening the credibility of the exchange 

rate pegs, it has two main downsides. First, as under fixed exchange rates the scope for 

sterilization of foreign exchange intervention is limited, the East Asian countries have 

experienced fast monetary expansion. Although inflation has been contained in most countries so 

far, the fast growth of monetary aggregates has contributed to surging stock and real estate 

prices. An eventual burst of such “bubbles”, for instance in China, may result in cumbersome 

recessions like those experienced in the Asian crisis countries and in Japan since the early 1990s. 

 

Second, as outlined above for countries with sustained current account surpluses, rising world 

inflation has a negative impact on the real value of export revenues and international dollar 

denominated assets. If, as in the case for many commodity exporting countries, export revenues 

are earned in dollars and spent on imports from the euro area, dollar depreciation against the euro 

erodes the real purchasing power of the dollar denominated earnings. Thus for international 

creditor countries, such as Japan, China, Russia and Taiwan the appreciation of domestic 

currencies reduces the value of these assets in terms of domestic currencies (Section 2) as well as 

in terms of purchasing power in third currencies. 
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   Figure 4: Official Foreign Exchange Reserves in Billions of Dollars, 1980:01-2006:02 (Monthly) 
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The upshot is that, between 2001 and 2004, private and public investors reacted asymmetrically 

to the sustained dollar depreciation. As the sharply rising US current account deficit went along 

with rising current account surpluses in countries stabilizing their exchange rates against the 

dollar, private investors tended to convert dollar positions into domestic currencies, bringing 

their domestic currencies under appreciation pressure. In contrast, the monetary authorities in 

many emerging markets in East Asia, the Middle East, Latin America, and the CIS tended to 

resist this appreciation pressure via foreign exchange intervention. From the perspective of the 

monetary authorities, this “leaning against the wind” in the build-up of international assets was 

fully rational because it shielded the export industries against appreciation and maintained the 

nominal value of the large stocks of international dollar assets. Both factors contribute to 

macroeconomic stability. 

 

In the longer-term, however, the monetary authorities of East Asian countries may change their 

exchange rate targets. If they expect the depreciation of the dollar to continue, they may consider 

reducing the dependency on the dollar as an anchor and reserve currency (Chinn and Frankel 

2005 and Eichengreen 2005). The current expectations about the future value of the US dollar 

hinge on the expected macroeconomic policies in the US. Starting from 2004, the interest rate 

increases of the Federal Reserve helped to sustain the value of the dollar, which appreciated 

against most currencies during 2005. Yet if the US fiscal deficit and the low private savings rate 

are expected to continue, and if a burst of the current “real estate bubble” seems likely, the future 

federal funds rate may be expected to decline again. The implication would be a higher level of 

US inflation and further depreciation pressure on the dollar. 

 

 

3.2 Diversification of Risk 

 

If central banks around the world that have in the past used the dollar as the predominant anchor 

and reserve currency see a significant probability of a sustained dollar decline, they will consider 

reducing their dependency on the US currency (Eichengreen 2005). In contrast to former periods 

of dollar depreciation such as in the 1970s, today the euro has become a viable competitor as an 

anchor and reserve currency (Chinn and Frankel 2005, ECB 2005, Lim 2006). Although the 

integration of the European financial markets is still lagging behind the US, deep and liquid euro 

capital markets provide a broad variety of investment opportunities (Galati and Wooldrige 2006). 

In addition, the European Central Bank may be perceived as more inflation-averse than the 
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Federal Reserve, which would further strengthen the attractiveness of the euro as an international 

currency.2

 

Instead of solely pegging to the dollar, the East Asian countries may peg to a basket of 

currencies for several reasons. Williamson (2000 and 2005) has proposed that a currency basket 

for the East Asian countries should reflect the direction of trade (rather than the currency 

denomination of trade). The benefits would be nominal effective exchange rate stability3 and 

lower fluctuations of overall trade (Gudmundsson 2005). The weights of such a currency basket 

would closely reflect the trade structure of the respective countries, giving substantial weights to 

the dollar, the yen, and the euro as well as to smaller East Asian currencies such as the Korean 

won, the Malaysian ringgit, and the Chinese yuan.4

 

In particular, Japan is one of the most important trading partners of the smaller East Asian 

countries and an important competitor in third markets for the more advanced East Asian 

economies such as Korea and Taiwan. For instance, the strong depreciation of the Japanese yen 

against the dollar after 1995 (when the smaller East Asian countries kept their exchange rates 

tightly pegged to the dollar) contributed to the Asian crisis (McKinnon and Schnabl 2003).  

 

For this reason, Kawai (2002) has proposed that the yen should be given a prominent weight in 

the East Asian currency baskets in order to maintain intra-East Asian exchange rate stability. 

Ogawa and Ito (2002), reflecting the argument of McKinnon and Schnabl (2004a) that the 

common peg of the East Asian currencies to the dollar contributed to the stabilization of intra-

regional exchange rates and thereby fostered intra-regional trade, have proposed a coordination 

of the weights of all East Asian currency baskets. This could be achieved by Williamson’s 

(2005) and Kawai’s (2006) proposition that dollar, yen, and euro should be (by and large) treated 

equally in the East Asian exchange rate strategies. 

 

In addition to this purely trade-oriented approach, there is also a case for pegging to a basket of 

currencies from the point of view of macroeconomic stabilization. As shown above, since 2001 

                                                      
2  Schnabl (2006) shows how the Central Bank of Russia has promoted the role of the euro as anchor, intervention and reserve 

currency since early 2005.  
3  For small countries that have one major trading partner, it makes more sense to peg to only one currency instead of a basket.  
4  In July 2005 China announced a currency basket which claimed to contain dollar, yen and euros as well as a substantial 

number of smaller currencies such as the Korean won, the Thai baht, the Malaysian ringgit, the Russian rouble, the Canadian 
dollar, amongst others. 
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the tight pegs to the dollar in East Asia have contributed to a fast accumulation of foreign 

reserves. With underdeveloped capital markets and free capital flows, the scope for sterilization 

of foreign exchange intervention is limited. The respective expansion of the money supply may 

be regarded as a threat to price and macroeconomic stability. Asset market bubbles may emerge.  

 

Given exchange rate stabilization, the domestic price level can be regarded as a function of the 

price level of the anchor country. In the case of a currency basket, the domestic price level would 

be a function of the price levels of all anchor countries which are represented in the basket. From 

this perspective the East Asian countries would be inclined to give a higher weight to currencies 

which are regarded as particularly stable. The Japanese yen may not qualify as an anchor 

currency as long as the (close to) zero interest rate policy and deflation continue. The euro 

certainly would. 

 

Furthermore, the expectations about the longer-term stability of specific anchor currencies will 

also have an impact on the choice of the currency composition of foreign reserves. In the past, 

the foreign reserves of the East Asian countries were widely considered to be denominated 

mostly in US dollars, as international transactions in East Asia were dollarized and exchange 

rates were stabilized against the dollar. Network externalities matter as governments tend to hold 

reserves in the currency in which they intervene. This is the US dollar as the most important 

international currency in the region. 

 

Nevertheless, if the East Asian central banks expect a further depreciation of the dollar, they may 

wish to diversify their portfolio of international currencies (Eichengreen 2005). Then, it may be 

worth tolerating slightly less market liquidity in the euro capital markets in return for the benefits 

of more diversification. This would imply that higher weights are given to the euro (and the yen). 

This can be achieved with the help of two strategies. First, while pegging against the US dollar 

continues (causing foreign reserves to be accumulated in US dollars), dollar reserves can be 

converted into euro reserves.5 Although the peg against one anchor currency would be 

compatible with a diversification of reserves, the downside of this strategy is that dollar sales 

would put further depreciation pressure on the dollar and therefore would require additional 

foreign exchange intervention. This effect could be avoided if the restructuring of the currency 

                                                      
5  If large countries such as China and Japan would start converting dollars into euros this could have a strong destabilizing 

effect on the dollar. To avoid such an effect, countries may tend to maintain their dollar stocks but built up new reserve 
position in euros.    
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structure of official foreign reserve holdings were to take place in times of dollar appreciation, as 

was the case in 2005. 

 

Although there is no direct need to give different currencies similar proportions as anchor and 

reserve currencies, countries may strive to “harmonize” the currency structure of the foreign 

assets with the weights of the currencies in their intervention baskets. Gudmundsson (2005) 

argues that many central banks use a minimum variance analysis to determine their reserve 

compositions. This implies that reserve structures mirror intervention basket structures in order 

to reduce nominal fluctuations of the value of the international reserves. For instance, Russia had 

given the dollar a weight of 60% in foreign reserves and 65% in the currency basket in mid-

2005, giving the euro weights of 33% and 35%, respectively (Schnabl 2006). 

 

To this end, the desire to diversify the currency denomination of international reserves may 

enhance the role of the euro as an anchor currency. This implies a causal relation between policy 

goals concerning the reserve composition and the desired exchange rate target. Exchange rate 

stabilization based on basket strategies also would allow full hedging of the foreign exchange 

risk of international payments flows, as uncertainty only originates in the exchange rate 

fluctuations between the dollar, the euro, and the yen. For these exchange rate fluctuations, the 

highly developed capital markets in Japan, the US, and the euro area provide sufficient tools for 

hedging the foreign exchange risk. 

 

 

4. Estimation of Baskets Structures 

 

Has the structure of the East Asian currency baskets changed recently as suggested by Kawai 

(2006)? Frankel and Wei (1994) have proposed an OLS estimation which allows for the tracking 

of the structures of undisclosed currency baskets as they prevail in East Asia. The empirical 

analysis of the currency basket structures in East Asia proceeds in two stages. First, we test for 

the basket structures before the Asian crisis, which are expected to reveal a strong US dollar 

weight. Second, based on a rolling window approach, possible changes in basket structures are 

identified. 
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Following Frankel and Wei (1994), an “outside” currency—the Australian dollar6—is used as a 

numéraire for measuring exchange rate volatility in the East Asian currencies (except the yen). 

This volatility can be partitioned into movements in major currencies against the Australian 

dollar. For example, if changes in the Korean won against the Australian dollar are largely 

explained by changes in the US dollar against the Australian dollar, the US dollar has very high 

weight in the Korean currency basket. The exchange rates of each of the nine East Asian 

currencies are regressed on the US dollar, the Japanese yen, and the euro7 with the Australian 

dollar as numéraire: 

 

tEuroAUDYenAUDDollarAUDurrencyAUDEastAsianc ueeee
tt

++++= 4321 αααα  (1) 

 

The multivariate OLS regression8 is based on first differences of logarithms in the exchange rate 

e. The residuals are controlled for heteroscedasticity. The daily data are compiled from 

Bloomberg. The α coefficients represent the weights of the respective currencies in the currency 

basket. If the East Asian currency is closely fixed to one of the major currencies appearing on the 

right hand side of equation (1), the corresponding α coefficient will be close to unity. If a 

coefficient is close to zero, there is no exchange rate stabilization against that particular 

currency. 

 

4.1 The Pre-Crisis Currency Baskets 

 

First, as in McKinnon and Schnabl (2004a) we estimate the composition of East Asian countries’ 

currency baskets for the pre-Asian crisis period, which starts in February 1994 when China 

unified its foreign exchange market and ends in May 1997 before the first major turbulence (869 

observations). Table 1 reports the results, showing the high weights of the dollar in the East 

Asian currency baskets. The estimates for α2 are all close to unity, ranging from 0.82 for the 

Singapore dollar up to 1.00 for the Chinese yuan, the Hong Kong dollar, and the Indonesian 

rupiah. The correlation coefficients (R2) being close to unity indicate that fluctuations of the East 

                                                      
6  In former estimations we used the Swiss franc as a numéraire. Yet since the Swiss franc might be linked to the euro, we use 

the Australian dollar here.   
7  Before January 1999 the euro is represented by the German mark as the most important currency of the European Monetary 

System. 
8  There is no evidence for any co-integrating vector between the four exchange rate levels. 
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Asian currencies’ exchange rates against the Australian dollar can almost fully be explained by 

fluctuations of the dollar against the Australian dollar. 

 

The results show that high dollar weights also can be achieved under a downward crawling peg 

arrangement, as in Indonesia before May 1997. The α2 coefficients of the Korean won, the 

Philippine peso, and the Taiwan dollar are very close to unity with lower, but still large, t-

statistics. For the Thai baht and the Malaysian ringgit, the α2-coefficients are still close to 0.9. 

 

 Table 1: Pre-Asian Crisis East Asian Currency Basket Structures (1.1.1994-30.5.1997)  
 Constant α1 Dollar α2 Yen α3 DM α4 R2  

Chinese Yuan -0.00 

(-1.15) 

1.01*** 

(158.63) 

-0.01 

(-1.48) 

-0.02 

(-1.70) 

0.97 

Hong Kong Dollar 0.00 

(0.30) 

1.00*** 

(454.79) 

0.00 

(0.25) 

-0.01 

(-1.36) 

1.00 

Indonesian Rupiah 0.00 

(3.19) 

1.00*** 

(144.93) 

-0.01 

(-0.92) 

0.01 

(0.85) 

0.97 

Korean Won 0.00 

(1.42) 

0.97*** 

(66.27) 

0.06*** 

(3.31) 

0.01 

(0.29) 

0.93 

Malaysian Ringgit -0.00 

(-1.48) 

0.88*** 

(54.80) 

0.09*** 

(5.30) 

0.01 

(0.45) 

0.90 

Philippine Peso -0.00 

(-0.34) 

0.97*** 

(43.34) 

0.02 

(0.74) 

-0.01 

(-0.45) 

0.86 

Singapore Dollar -0.00 

(-1.32) 

0.82*** 

(34.37) 

0.14*** 

(4.83) 

0.08*** 

(2.97) 

0.86 

New Taiwan Dollar 0.00 

(0.84) 

0.98*** 

(57.30) 

0.03** 

(1.38) 

-0.01 

(-0.54) 

0.93 

Thai Baht -0.00 

(-0.61) 

0.92*** 

(81.25) 

0.08*** 

(5.17) 

-0.01 

(-0.35) 

0.95 

Source: Bloomberg. Daily data. T-Statistics in Parentheses. ** significant at the 5% level. *** 
significant at the 1% level. 869 observations. White heteroscedasticity-consistent standard errors 
& covariance. 
 

Singapore shows the lowest weight for the dollar (82%) and smaller (but highly statistically 

significant) weights for the yen (14%) and the German mark (8%). There is some evidence of 

small weights for the yen in the pre-crisis East Asian currency baskets of Korea (6%), Malaysia 

(9%), Singapore (14%), Taiwan (3%), and Thailand (8%). However, except for Singapore there 
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is no evidence of exchange rate stabilization against the German mark. All in all, before the 

Asian crisis East Asia can be characterized as adhering to an informal dollar standard 

(McKinnon 2005). 

 

4.2 Changing Currency Structures 

 

As outlined in Section 3, after the Asian crisis it has been recommended to increase the weight of 

the Japanese yen in the East Asian currency baskets to minimize macroeconomic turbulence 

caused by bilateral exchange rate fluctuations against the Japanese yen. There may be a rationale 

to include the euro into the currency baskets, not only because of trade linkages with the 

European Union but primarily because of the wish to diversify international reserves. The years 

2005/06 would have been an optimal time for reshuffling the currency structure of international 

reserves as the dollar was strong against the euro due to rising US interest rates. In times of 

dollar appreciation, dollar sales would not trigger a run out of the dollar which would devalue the 

remaining dollar assets. 

 

Using rolling regressions, the country panels in Figure 5 summarize the dollar’s weight in each 

East Asian currency basket since the early 1990s. Based on daily data, the rolling 130-day α2 

coefficients are plotted for each of the East Asian countries (except Japan). A window of 130 

days corresponds to an observation period of six months (5 observations per week). The first 

window starts on January 1, 1990 and ends on June 29, 1990. The α2 coefficient is calculated for 

the first period. Then the window is shifted by one day and the coefficient is calculated again, up 

to August 2006. A value of unity stands for a 100 percent weight of the respective currency in 

the respective currency basket.  

 

Figure 5 shows the time path of the dollar weights in the East Asian currency baskets. For all 

countries, as suggested by Table 1, the weight of the dollar has been very high and (close to) 

unity before the Asian crisis. The Asian crisis is marked by a sharp decline of the α2 coefficient 

in many East Asian countries (except China and Hong Kong). This phenomenon represents the 

crisis and (strong) depreciations of the East Asian currencies. Post-crisis, it seems that the 

weights of the dollar in the East Asian currency baskets have evolved differently.
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 Figure 5: Dollar’s Weight in East Asian Currency Baskets: 130-Trading-Day Rolling Regressions for α2, 1990:01-2006:08 (Daily) 
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Datasource: Bloomberg. 1 corresponds to 100%. Note: A α2-coefficient close to unity shows 100% weight for the dollar in the currency basket. 



First, China and Hong Kong have very stable dollar weights (close) to unity. Officially shifting 

toward a currency basket regime in July 2005, China seems to have decreased the weight of the 

dollar in its basket slightly since then. The sudden decline of the coefficient in the second half 

2005 is due to the one-time 2.1% appreciation of the yuan against the dollar (and other 

currencies) on July 21st 2005. This effect fades out after the July 21st value leaves the estimation 

window in early 2006. Since then, the weight of the dollar seems to have decreased only very 

marginally.  

 

In contrast, in Malaysia, which has allowed for more exchange rate flexibility since July 2005, 

the weight of the dollar seems to have declined significantly. The estimated weight of the dollar 

declined from 100% in early 2005 down to about 80% in August 2006. The trend seems to point 

further downward. For Indonesia, Korea and the Philippines the coefficients are rather volatile. 

This may indicate either high volatility in the foreign exchange market or sudden exchange rate 

changes. Nevertheless, particularly in Korea the weight of the dollar in the currency baskets 

exhibits a strong downward trend. While in the early 1990s the weight of the dollar was close to 

unity, in the year 2006 the weight seems to have declined to about 50%. This indicates a shift in 

the basket structure rather than more exchange rate flexibility, because at the same time the stock 

of Korean foreign reserves increased considerably (Figure 4). 

 

Also for Singapore, Taiwan and Thailand, there seems to be a clear downward trend of the dollar 

weights in the respective currency baskets. While for all three countries the weight was close to 

unity in the early 1990s, by 2006 it was around 80% in Taiwan, 70% in Thailand, and 60% in 

Singapore. For all three countries the trend is pointing downwards.  To this end, Figure 5 

provides evidence that – although the dollar remains the prominent anchor currency in East Asia 

– its role seems to decrease. There is no evidence that this downward trend has faded out 

recently. As the dollar weights in the East Asian currency baskets have become rather 

heterogeneous, intra-regional exchange rate volatility in East Asia is increasing.    

 

The appreciation of the dollar in 2005 provided a good occasion to shift the structure of the 

currency baskets away from the dollar toward the yen or the euro. Estimating the rolling weights 

of both currencies in the East Asian currency baskets are complementary tests for possible 

changing structures. Figure 6 shows the results for the Japanese yen. As shown by McKinnon 

and Schnabl (2003) one major reason for the Asian crisis has been the depreciation of the 

Japanese yen against the US dollar and the East Asian currencies which were pegged to the 
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dollar. To avoid a decline of competitiveness against Japanese exporters in the domestic and 

third markets, the East Asian countries may increase the weights of the Japanese yen to reduce 

long-term exchange rate fluctuations against the Japanese currency.  

 

Figure 6 provides evidence in favor of a growing role of the Japanese yen in the East Asian 

currency baskets.9 Although the α3 coefficients are rather volatile there is a clear upward trend 

for Korea, Singapore, Taiwan and Thailand. In these countries, the yen seems to have gained 

weights between 20% and 30% by 2006. In Malaysia the weight of the yen seems to have 

increased from zero in July 2005 to about 10% in August 2006. In China despite the tight peg to 

the dollar a very small weight seems to be given to the Japanese yen very recently.10 For 

Indonesia and the Philippines no clear trend can be recognized although for Indonesia the α3-

coefficients are significantly higher for the yen after the Asian crisis than before. Hong Kong 

clearly adheres to its tight dollar peg.  

 

All in all, Figure 6 provides evidence of a growing role for the Japanese yen as anchor currency 

in East Asia. The motivation is likely to be driven by strong trade linkages with Japan, concerns 

about competition in third markets (US) and rising attempts to achieve East Asian monetary 

integration.11

 

Finally, the role of the euro in the East Asian currency baskets is traced. In Figure 7, the time 

scale starts in the 1999 when the euro was introduced. Before 1999, as shown in Table 1 (with 

the exception of Singapore) the German mark did not play a major role as an anchor currency in 

East Asia (McKinnon and Schnabl 2004a). Also after January 1999, the rolling window 

estimations do not reveal a specific trend as it is observed for the Japanese yen. For three 

countries, China, Hong Kong and Malaysia, the euro seems not to play any role for the exchange 

rate policies at all.  

 
9  Note the different scale compared to Figure 5.  
10  The spike in mid 2005 captures the one time appreciation against the dollar, rather than a change a higher weight of the yen 

in the currency basket.  
11  Kawai (2006) shows the prospects of East Asian monetary integration. 



 Figure 6: Yen’s Weight in East Asian Currency Baskets, 130-Trading-Day Rolling Regressions for α3, 2005:01-2006:08 (Daily) 
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 Figure 7: Euro’s Weight in East Asian Currency Baskets: 130-Trading-Day Rolling Regressions for α4, 1999:01-2006:08 (Daily) 

0

0.1

0.2

0.3

0.4

0.5

1/1/99 1/1/00 1/1/01 1/1/02 1/1/03 1/1/04 1/1/05 1/1/06  
Chinese Yuan 

0

0.1

0.2

0.3

0.4

0.5

1/1/99 1/1/00 1/1/01 1/1/02 1/1/03 1/1/04 1/1/05 1/1/06  
Hong Kong Dollar 

0

0.1

0.2

0.3

0.4

0.5

1/1/99 1/1/00 1/1/01 1/1/02 1/1/03 1/1/04 1/1/05 1/1/06  
Indonesian Rupiah 

0.0

0.1

0.2

0.3

0.4

0.5

1/1/99 1/1/00 1/1/01 1/1/02 1/1/03 1/1/04 1/1/05 1/1/06  
Korean Won 

0

0.1

0.2

0.3

0.4

0.5

1/1/99 1/1/00 1/1/01 1/1/02 1/1/03 1/1/04 1/1/05 1/1/06  
Malaysian Ringgit 

0

0.1

0.2

0.3

0.4

0.5

1/1/99 1/1/00 1/1/01 1/1/02 1/1/03 1/1/04 1/1/05 1/1/06  
Philippine Peso 

0

0.1

0.2

0.3

0.4

0.5

1/1/99 1/1/00 1/1/01 1/1/02 1/1/03 1/1/04 1/1/05 1/1/06

Thai Baht 

0

0.1

0.2

0.3

0.4

0.5

1/1/99 1/1/00 1/1/01 1/1/02 1/1/03 1/1/04 1/1/05 1/1/06

Singapore Dollar 

0

0.1

0.2

0.3

0.4

0.5

1/1/99 1/1/00 1/1/01 1/1/02 1/1/03 1/1/04 1/1/05 1/1/06  
Taiwan Dollar 

Data source: Bloomberg. 1 corresponds to 100%. 



 

For all other countries there are spikes in the coefficients, which after a certain time period fade 

out again. This may allow two interpretations. First, the spikes represent a certain weight of the 

euro in some East Asian currency baskets. This hypothesis is most likely for Singapore where 

the coefficient is comparatively stable and the German mark turned out significant in previous 

estimations (Table 1). For the other currencies the evidence seems less robust. The spikes may 

represent temporary euro purchases (to change the currency structure of foreign reserves) but not 

changes in the structure of the currency baskets itself. 

 

Finally, to obtain a comprehensive picture of the structure of currency baskets in East Asia, we 

calculate arithmetic averages of the weights of the dollar, the yen, and the euro in the currency 

baskets of the nine East Asian countries (except Japan) during 2005. The result as shown in 

Figure 8 implies a rising weight for the Japanese yen in the East Asian currency baskets but less 

for the euro.  

 

Figure 8: The Changing East Asian Currency Structure in 2005  
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Data Source: Bloomberg. Arithmetic averages of the α-coefficients. 
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5. Conclusion 

 

Before the 1997/98 East Asian crisis, the East Asian countries (except Japan) pegged their 

currencies tightly to the dollar, forming an informal dollar standard.  As the motivations for 

pegging to the dollar—i.e., macroeconomic stabilization, dollar denomination of international 

and intra-regional trade, and capital flows—remained unchanged after the crisis, the East Asian 

countries (except Japan) have returned to their dollar pegs.  

 

However, the sustained depreciation pressure on the US dollar, which can be linked to the rising 

US twin deficits, has led to rising reserve accumulation in US dollars, which constitutes a risk 

for macroeconomic stability. While the successive US interest rate increases since 2004 have put 

a hold on this trend, meanwhile the interest rate peak seems to be reached. Expectations about a 

new decline of US interest rates and a further decline of the dollar may create an incentive to 

further diversify the risk of one-sided dollar pegs based on basket strategies. 

 

In East Asia, the yen and the euro may enter the currency baskets for (partially) different reasons. 

As Japan is a more important trading partner than the euro area and an important competitor in 

third markets, the yen may enter the currency basket to equilibrate intra-East Asian 

competitiveness. In contrast, trade matters less for the euro area, but the role of the euro as a 

macroeconomic anchor and international store of value is growing. While our estimations did not 

find robust evidence in favor of a (growing) role of the euro as an anchor currency in the region 

the role of the euro as a reserve currency in East Asia may be increasing. 
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