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<Abstract> 
 

 

The purpose of this paper is to investigate how the real exchange rate misalignment 

was shown according to the composition of the currency basket, with an emphasis on 

the fact that the real exchange rate misalignment and the stability of the effective 

exchange rate need to be considered when choosing the currency basket. I devised the 

real exchange rate misalignment index and compared the index during the pre-crisis and 

post-crisis. As a result, the real exchange rate misalignment index was smaller in cases 

where the won/dollar exchange rate was pegged to the ACU (Asian Currency Unit) 

basket rather than when it was pegged to the G3 basket during both periods. Therefore, 

it is desirable for the South Korean monetary authority to coordinate its exchange rate 

policies according to the ACU currency basket before the Asian currency union. 
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1. Introduction 

 

East Asian countries have frequently changed their exchange rate system from the 

dollar peg system to the floating exchange rate system since the Asian currency crisis in 

1997. This is because the International Monetary Fund (IMF) suggested that the 

currency value of East Asian countries be properly evaluated in the market.1 After they 

recovered from the aftermath of the currency crisis, however, many East Asian 

countries returned to the exchange rate system similar to the dollar peg system they 

originally had.2 East Asian countries are basically under pressure when they maintain 

their own exchange rate system like a free floating exchange rate system as the foreign 

exchange market is vulnerable to tiny external shocks.3   

Intra-regional financial cooperation has been developing in East Asia countries 

since the Asian currency crisis in 1997. The purpose of regional financial cooperation is 

to prevent a repeat of the currency crisis and to strengthen financial systems within the 

region. Under these circumstances, it is becoming more important to adopt proper 

exchange rate policies among East Asian countries. However, many researchers have 

not been in accord with choosing an appropriate exchange rate system. 

Frankel (1999) lists a variety of exchange rate systems, including a currency basket 

peg system, and discusses the advantages and disadvantages to each system. He 

concludes that the optimal exchange rate system for each country depends on 

circumstances of a particular country and the economic climate of the time, and that no 

single currency regime can be considered best for all circumstances. Rose (2000) argues 

that it might be more challenging to hedge foreign exchange risks in developing 

countries. He suggests it would be better to adopt a common currency to increase 

international trade and investment in goods and services. On the other hand, Yoshino, 

Kaji and Suzuki (2004) consider three exchange rate regimes floating, dollar peg, and 

                                            
1 If a fixed exchange rate system is adopted, exchange rates may be overvalued, which eventually leads to 

a possible currency crisis. 
2 Kawai, Masahiro and Shigeru Akiyama, 2000, "Roles of the World's Major Currencies in Exchange Rate 

Arrangements", Journal of the Japanese and International Economics, pp. 334-387. 
3 Bergsten, C. Fred and Park, Yung Chul, 2001, "Exchange Rate Regimes and Prospects for Financial 

Integration in East Asia“, Working Paper.  
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currency basket peg system. They put forward three policy objectives: GDP stability, 

current account stability, and exchange rate stability. They analyze a loss function for 

each of the policy objectives to find out which exchange rate system could minimize the 

loss function in an economy with external shocks. They came to the conclusion that it 

would be generally most effective to adopt a currency basket peg system in East Asian 

countries. 

As Rose (2000) argues, one of the most effective ways to remove the shocks caused 

by exchange rate volatility is to introduce a currency union that allows intra-regional 

countries to have a single currency, which can fundamentally keep exchange rates of 

intra-regional countries from fluctuating. The East Asia currency union issue has 

become even more important since the European Union created the euro currency. Yet, 

many researchers doubt that such a currency union will happen soon in East Asia. 

Accordingly, one of the most substantive issues the monetary policy authorities of East 

Asian countries have to consider is how to adopt an appropriate exchange rate system 

before creating the currency union.  

The dollar peg system is now being adopted by major economies such as Malaysia 

and Hong Kong, while the free floating exchange rate system is being used by South 

Korea and Japan.4 Some researchers, however, suggested a currency basket peg system 

would be desirable to stabilize exchange rates.5 Williamson (1999), Kawai and Tagagi 

(2000), and Ogawa and Ito (2002) suggest a G3 currency basket composed of three 

major currencies, including the US dollar, the Japanese yen, and the euro. Kawai and 

Takaki (2000) insist that a G3 currency basket system would preserve both exchange 

rate flexibility and stability to promote international trade, foreign direct investments, 

and economic development. Williamson (2005) classifies common currency baskets 

into two groups: the first currency basket includes the currencies of trading partners; 

and the second consists the US dollar, the euro and the Japanese yen. He finds that the 

second scenario would be more effective in stabilizing a real exchange rate. 

                                            

4 Some researchers argue that a managed floating exchange rate is still being operated in South Korea. 

5 Kawai, Masahiro, 2001, "Recommending a Currency Basket System for Emerging East Asia“, presented to the 
conference on "Regional Financial Arrangement in East Asia".  
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Kawai(2007) also argues that if East Asian countries coordinated their currency policies 

in order for exchange rates to come after the G3 basket, it would lead to exchange rate 

stability between the regional countries. Ogawa and Shimizu (2006), however, suggest 

that East Asian counties need an ACU basket peg system and an ACU just like 

European Currency Unit (ECU) in Europe. Wang (2002) also suggests an ACU basket 

peg system. He believes that the G3 currency basket system caused asymmetric shocks 

between Japan and the other East Asian countries.  

As many of the above-mentioned researchers have recommended, the currency 

basket peg system is expected to be used in East Asia before a proposed currency union 

is created. However, there is no consensus for proper currency basket. So far, some 

studies have simply focused on investigating the stabilization of effective exchange 

rates as a method for evaluating the currency basket. However, not only should the 

stability of effective exchange rate be considered when choosing a desirable currency 

basket, but also the real exchange rate misalignment. East Asian countries, particularly, 

suffered from the Asian currency crisis because of the real exchange rate 

overvaluation. 6  Thus, this paper will investigate real exchange rate misalignment 

according to the composition of the currency basket. 

The present paper consists of the following sections. Section 2 classifies some types 

of currency basket systems, and section 3 compares the stability of effective exchange 

rates in each currency basket. In section 4, I investigate real exchange rate misalignment 

and derive the real exchange rate misalignment index. The final section offers 

concluding remarks. 

 

2. Types of currency basket 
   

East Asian countries have different trade structures and worry about the weakening 

of export competitiveness. When they choose a currency basket peg system, it is 

important to investigate the stabilization of effective exchange rates. I classify two 

                                            

6 See Sachs, Tonell and Velasco (2000), and Edwards (1999).  
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different types of currency basket. The first currency basket is composed of outside 

currencies, including the US dollar and the euro. A currency basket consisting of G3 

currencies such as the US dollar, the euro, and the Japanese yen has the advantage of 

stabilizing intra-regional exchange rates and exchange rates against outside countries. 

The other currency basket is composed of intra-regional currencies. The weights of this 

basket would reflect the relative economic importance of the countries in the region, just 

like in the case of the ECU under the EMS (European Monetary System) between 1979 

and 1998. Such a currency basket in East Asia might be named the ACU (Asian 

Currency Unit). ACU is the weighted average of the currencies of Asean (Association 

of Southeast Asian Nations) and South Korea, China, and Japan.7 Since it would take a 

lot of time to create a currency union, Asian countries might need an ACU like the ECU 

in Europe. Some researchers enthusiastically expect the ACU to be created and consider 

that such an initiative would apparently help create a currency union in Asia.8

   Another issue concerning the composition of the currency basket is that the 

monetary authority should decide what aspects to choose between the individual 

currency basket and the common currency basket. The individual currency basket is 

weighted on the basis of individual trade structure. While the currency basket weights 

are increased for the currency of countries that have stronger trade relationships, the 

currency basket weights are decreased for the currency of countries that have weaker 

trade relationships. The common currency basket is that in which all the intra-regional 

countries have equally weights of currency basket. Williamson (2005) compares the 

stabilizing effect on effective exchange rates under both the individual currency basket 

system and the common currency basket system. He finds that the common currency 

basket is more effective in stabilizing effective exchange rates of East Asian currencies. 

Rajan (2002) points out that the common currency basket system might be favorable 

because the possibility of a competitive devaluation would exist if the monetary 

authorities could choose their own individual currency basket. Mori, Kinukawa, Nukaya, 

                                            
7 Ogawa and Shimizu (2006) suggest an Asian Monetary Unit (AMU) that is a weighted average of Asean 
plus-3 (Korea, China and Japan) currencies. Although they call it AMU, the Asian Currency Unit (ACU) 
is the same notion. They devise an AMU Deviation Indicator so that it could measure the degree of each 
currency’s exchange rate deviation from the regional average. 

8 Eichengreen (2006) calls this the “parallel currency approach”. 
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and Hashimoto (2002) recommend a two-step approach. The first step is that each of the 

countries should adopt an individual currency basket system for themselves, and the 

second step is that they should move on to a common currency basket. This is because 

there might be many different obstacles in directly adopting a common currency basket.  

 

3. Currency basket and stabilization of effective exchange rate 
 

This section aims to investigate the stabilization effects of two currency basket peg 

systems on effective exchange rates of East Asian currencies. I compare the effective 

exchange rates of East Asian countries under situations where they are pegged to G3 

currency basket and ACU currency basket. The stability of nominal effective exchange 

rate leads to the stability of real effective exchange rate in most of East Asian countries 

except high-inflation countries such as Indonesia.9 That is, I regard nominal effective 

exchange rate as an effective exchange rate with which to find the stability of East 

Asian currencies.  

As McKinnon (2002) argues, a significant purpose of adopting common currency 

basket is to mitigate trade competitiveness against inter-region countries from the 

shocks of outside currencies. For example, if East Asian countries put a common 

currency basket peg system in operation, the trade competitiveness within the region 

would never be affected by the shocks of outside currencies such as the US dollar or the 

euro. 

Meanwhile, Williamson (2005) examines whether the use of common currency 

basket would provide participating countries with the adequate stability of an effective 

exchange rate. Table 3-1 shows G3 common currency basket weights used by 

Williamson (2005). Ogawa and Shimizu (2006) suppose three different cases under the 

ACU basket peg system in the region: where only one country adopts the ACU basket 

peg system; where Asean countries adopt the ACU basket peg system; and where all of 

the ACU participating countries adopt the ACU basket peg system. Table 3-2 shows the 

                                            
9 Williamson (2005) also uses the nominal effective exchange rate. He explains that the difference 
between a nominal and a real effective exchange rate is simply the difference of the weighted average 
inflation rate among the countries and that it doesn’t make any difference whether a nominal effective 
exchange rate is used or a real effective exchange rate is used because no major countries have high 
inflation rates these days. 
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ACU common currency basket weights in cases where all courtiers adopt the ACU peg 

system. To compare the results, Ogawa and Shimizu (2006) choose the same East Asian 

countries as Williamson (2005) to calculate each nominal effective exchange rate in his 

analysis. 

   Table 3-3 shows the standard deviation of nominal effective exchange rates under 

different pegs through 2000 to 2004.10 The first column shows the standard deviation of 

nominal effective exchange rates of seven East Asian currencies calculated from the 

actual historical experiences. The second column indicates the standard deviation of 

nominal effective exchange rates under the G3 common basket peg system. The third 

column shows the results under the ACU basket peg system. According to these 

analyses, the researchers obtained the following results. First, the G3 basket peg or the 

ACU basket peg system is more effective in reducing fluctuations of nominal effective 

exchange rates than the actual historical experiences. Second, the ACU currency basket 

system reduces the fluctuations of effective exchange rates more effectively for 

Indonesia, the Philippines, South Korea, and Thailand than a common G3 currency 

basket peg system. 

 

Table 3-1: G3 common basket weights for seven East Asian currencies (China, Indonesia, 

Malaysia, the Philippines, Singapore, South Korea and Thailand) 

 

Currencies G3 common basket weight 

US Dollar 40.2 

Euro 31.6 

Yen 28.2 

Notes: G3 common basket weights are from Williamson (2005) 

 

 

Table 3-2: ACU common basket weight for 13 East Asian currencies 

Brunei 0.4 

Cambodia 0.2 

China 34.8 

                                            
10 Nominal effective exchange rates are from IFS. 
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Indonesia 5.1 

Japan 27.8 

South Korea 9.8 

Laos 0.1 

Malaysia 5.3 

Myanmar 0.4 

The Philippines 2.9 

Singapore 6.4 

Thailand 5.1 

Vietnam 1.7 

Notes: ACU common basket are calculated by Ogawa and Shimizu (2006) 

 

Table 3-3: Standard deviation of nominal effective exchange rates under different pegs, 

2000-2004 

 

(1) Actual historical

experience  

(3) ACU common 

basket 
Countries (2) G3 common basket

China 5.21 1.58 3.09 

Indonesia 6.35 3.85 1.78 

Malaysia 5.29 1.58 1.94 

The Philippines 9.55 5.41 1.89 

Singapore 2.54 1.25 2.10 

South Korea 3.32 2.01 1.97 

Thailand 2.92 1.90 1.77 

Notes: The results of (1), (2) are from Williamson (2005) and (3) are calculated by Ogawa and 

Shimizu (2006). 

       

 

4. Real Exchange Rate Misalignment in G3 Currency Basket Peg 

System Versus ACU Currency Basket Peg System 
 

Not only should the stability of effective exchange rate be considered to choose a 

desirable currency basket peg system, but also real exchange rate misalignment. East 
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Asian countries, particularly, suffered from Asian currency crisis because of the real 

exchange rate overvaluation. I use the case of South Korea in this section. I analyze real 

exchange rate misalignment when the South Korean won/dollar exchange rates are 

pegged to the G3 basket and the ACU basket. With this analysis, I draw real exchange 

rate misalignment index and calculate the standard deviation of real exchange rate 

misalignment index in two cases.  

 

A. Real Exchange Rate Misalignment 

 

Edwards (1989) devises a small open economy model and analyzes the effects of 

fundamental variables on the equilibrium real exchange rate. He argues that general 

equilibrium can be maintained only in both domestic and foreign equilibriums, where a 

real exchange rate is defined as an equilibrium exchange rate. He explains that the 

equilibrium changes when there is a change in the fundamental variables as those in 

Equation (1). 

 

(1) Equilibrium real exchange rate = f (terms of trade, capital account,              

trade openness and government expenditures…….) 

 

When equilibrium real exchange rate is higher than the real exchange rate, the real 

exchange rate is overvalued, and when equilibrium real exchange rate is lower than the 

real exchange rate, the real exchange rate is undervalued. Moreover, the real exchange 

rate can be defined in a wide variety of ways. The methods used by Edwards (1989) to 

calculate the real exchange rates are as follows. Real exchange rate is when the price of 

tradables is divided by the price of nontradables. The price of tradables is calculated by 

multiplying nominal exchange rate by the producer price of trade partners. The producer 

prices of trade partners are calculated by trade weights and producer prices of each of 

10 trade partners.11 Nontradables usually use the consumer prices used in South Korea.  

First of all, I investigate what the South Korean won/dollar exchange rate will be 

                                            
11 Ten trade partners and trade weights were set by considering trade volume in 1995 and 2000. 
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12when it is pegged to the G3 basket and the ACU basket respectively.  The G3 basket 

peg nominal exchange rate is calculated by multiplying exchange rates of G3 countries 

vis-à-vis the US dollar by weights that are figured out by Williamson (2005) in Table 

3-1. ACU basket peg nominal exchange rate is calculated by multiplying the exchange 

rates of 13 countries vis-à-vis the US dollar by weights that are figured out by Ogawa 

and Shimizu (2006) in Table 3-2. Figures 4-1 and 4-2 show the G3 basket peg and the 

ACU basket peg nominal exchange rates. 

 

Figure 4-1: G3 basket peg nominal exchange rate of South Korea 
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Figure 4-2: ACU basket peg nominal exchange rate of South Korea 
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12 The euro/US dollar exchange rate has provisionally been presented since 1994, and it was not until 
1999 that it was actually used. Instead, the German mark/US dollar exchange rate was used because there 
was no euro/US dollar exchange rate from 1991 to 1994.  
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Figure 4-1 shows that the nominal exchange rate decreased from 1991 to 1995, 

increased by 2002, and then sharply decreased again. On the other hand, Figure 4-2 

shows that the nominal exchange rate has steadily increased since 1991. That is because 

the currencies of East Asian countries vis-à-vis the US dollar have depreciated since the 

Asian currency crisis.  

When the South Korean won/dollar exchange rates are pegged to the G3 basket and 

the ACU basket, the respective real exchange rate can be described as those in Equation 

(2), (3) below. 

 

(2)  G3 basket real exchange rate = G3 basket peg nominal exchange rate ⅹ producer     

    prices of trade partners ÷ consumer prices of South Korea       

(3)  ACU basket real exchange rate = ACU basket peg nominal exchange rate ⅹ  

    producer prices of trade partners ÷ consumer prices of South Korea 

 

I estimated the real exchange rate misalignment using the methods used by Edwards 

(1999), Soto (1998) and Warner (1997). This method is processed in three stages. I used 

a cointegration test consisting of the real exchange rate and fundamental variables such 

as terms of trade, capital accounts, government consumption, and trade openness. In the 

second stage, I simulated equilibrium real exchange rate by multiplying the long-term 

trend of fundamental variables by coefficients acquired from a cointegration test. In the 

third stage, I calculated the real exchange rate misalignment comparing equilibrium real 

exchange rate with real exchange rate.  

Each variable, such as the real exchange rate, terms of trade, trade openness and 

government consumption, was turned into a natural log value when empirical analysis 

was conducted. To make sure each variable is stationary, I first examined a stationarity 

test. Table 4-1 shows that while all of the level variables are unstable at 99% 

significance level but difference variables are stable.  

.  
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Table 4-1 Stationarity Test 

 
ADF Test Variables 

Log Value of G3 Basket-Real Exchange Rate -2.47 
First Difference of Log Value of G3 Basket-Real 
Exchange Rate -6.72** 

Log Value of ACU Basket-Real Exchange Rate -2.44 
First Difference of Log Value of ACU Basket-Real 
Exchange Rate -4.20** 

Log value of terms of trade -1.78 

First Difference of Log value of terms of trade -7.17** 

Net Capital Flows -5.86** 

First Difference of Net Capital Flows -8.82** 
Log Value of government consumption ratio to GDP 1.75 
First Difference of Log Value of government 
consumption ratio to GDP -4.12** 

Log Value of Trade Openness -2.34 
First Difference of Log Value of Trade Openness -10.41** 

 Notes: 1) The 95%, 99% significance levels of the ADF unit root tests :-2.88, -3.47. 

       2) In the ADF unit root tests, six lags are used. 

       3) * and ** denote statistical significance at the 95% and 99% levels, respectively. 

 

Since each variable was not stable, I analyzed the long-term relationship through the 

Johansen Test. Table 4-2-a shows the results for which G3 basket-real exchange rate, 

terms of trade, capital account, government consumption vis-à-vis GDP and trade 

openness are used. Table 4-2-b shows the results for which ACU basket-real exchange 

rate, terms of trade, capital accounts, government consumptions vis-à-vis GDP and 

trade openness are used. In Table 4-2-a, there was one cointegration relationship at the 

99% significance level and I obtained the same result in Table 4-2-b. The Johansen Test 

indicates coefficient of each fundamental variable reflects the effects on real exchange 

rate. The real exchange rate is normalized by 1 in Table 4-3.  

 

 
Table 4-2: Johansen Test 
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Table 4-2-a: Using G3 basket-real exchange rate 

 

Likelihood Ratio 5% Critical Value 1% Critical Value Hypothesized 
Number of 

Co-integrating 
Equations 

93.46 68.52 76.07 None** 
43.01 47.21 54.46 At most 1* 
23.75 29.68 35.65 At most 2 
10.69 15.41 20.04 At most 3 
2.20  3.76  6.65 At most 4 

Notes: * and ** denote statistical significance at the 95% and 99% levels, respectively. 

 
 

Table 4-2-b: Using ACU basket-real exchange rate 
 

Likelihood Ratio 5% Critical Value 1% Critical Value Hypothesized 
Number of 

Co-integrating 
Equations 

100.93 68.52 76.07 None** 
50.80 42.53 54.46 At most 1* 
19.79 21.42 35.65 At most 2 
5.72 8.21 20.04 At most 3 
1.32  2.18  6.65 At most 4 

Notes: * and ** denote statistical significance at the 95% and 99% levels, respectively. 

 
 

 

Table 4-3: Coefficients of Fundamental Variables  

 

Table 4-3-a: Using G3 basket-real exchange rate 

 

 

Log Value of G3 Basket-Real Exchange 

Rate 
Dependent Variables 

Constant 2.03 
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1.63** 
Log Value of Terms of Trade 

(5.93) 

0.03** 
Net Capital Flows 

(-3.58) 

Log Value of Government Consumption

Ratio to GDP 

2.40** 

(4.28) 

0.48 
Log Value of Trade Openness 

(2.02) 

Periods 1991:01-2006:04 

 
Notes: 1) The Akaike criteria were used to find time lags. 

       2) * and ** denote statistical significance at the 95% and 99% levels, respectively. 

  

Table 4-3-b: Using ACU basket-real exchange rate 

 

Log Value of ACU Basket-Real Exchange 

Rate 
Dependent Variables 

Constant 4.16 

-0.77 
Log Value of Terms of Trade 

(4.50)** 

-0.03** 
Net Capital Flows 

(-6.10) 

Log Value of Government Consumption

Ratio to GDP 

-2.03** 

(-2.13) 

0.15 
Log Value of Trade Openness 

(1.50) 

Periods 1991:01-2006:04 

 
Notes: 1) The Akaike criteria were used to find time lags. 

       2) * and ** denote statistical significance at the 95% and 99% levels, respectively. 

 

Table 4-3-b shows that improvement of terms of trade, capital accounts surplus, and 
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increase of government consumptions caused the real exchange rate to be appreciated, 

which was the same result achieved by Edwards (1989) and Soto (1999). Furthermore, 

these variables had statistical significance at the 95% level. In terms of trade openness, 

however, statistical significance did not exist. On the other hand, Table 4-3-a shows that 

improvement of terms of trade, capital accounts surplus, and increase of government 

consumptions depreciated the real exchange rate. The reason why the influence of the 

fundamental variables on the real exchange rate is different in Table 4-3-b is as follows. 

The G3 basket peg nominal exchange rate does not reflect economic situations of South 

Korea but it does reflect the euro/US dollar and yen/US dollar exchange rates affected 

by economic situations in Europe and Japan. However, the South Korean won/dollar 

currency itself is included in the ACU basket, and currencies of Asian countries against 

the US dollar are similarly affected by foreign shocks. Accordingly, an ACU basket peg 

nominal exchange rate partly reflects South Korean economic situations.  

 

Figure 4-3: Real Exchange Rate Misalignment in Korea 
 

Figure 4-3-a: Case of G3 basket- real exchange rate 
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Notes: The solid line represents the real exchange rate and the dotted line represents the equilibrium real 
exchange rate.  
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Figure 4-3-b: Case of ACU basket-real exchange rate 
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Notes: The solid line represents the real exchange rate and the dotted line represents the equilibrium real 
exchange rate.  

 

 

Figure 4-3 shows whether the real exchange rate of South Korea is overvalued or 

undervalued. Figure 4-3-a shows the case where the South Korean won/dollar exchange 

rate is pegged to G3 basket and Figure 4-3-b shows the case where the South Korean 

won/dollar exchange rate is pegged to the ACU basket. Figure 4-3-b reveals that the real 

exchange rate was overvalued right before the currency crisis in 1997, while Figure 

4-3-a does not reveal that it was overvalued. 

 

B. Real Exchange Rate Misalignment Index 

 

Using the analysis of the real exchange rate misalignment, I developed the real 

exchange rate misalignment index to present numbers that show whether the real 

exchange rate is overvalued or undervalued. Equation (4) is a method Edwards (1999) 

suggests to judge whether or not a real exchange rate is overvalued; it is used by 

subtracting the real exchange rate from equilibrium real exchange rate. In this paper, 

using the above equation, I generate the quarterly data for the real exchange 

misalignment. Those numbers are named the real exchange misalignment index. If the 

index is a positive number, it means that the real exchange rate is overvalued. If the 
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index is a negative number, it means the real exchange rate is undervalued. 

 

(4)  Real Exchange Rate Misalignment Index  

= Equilibrium Real Exchange Rate - Real Exchange Rate 

 

 

Figure 4-4: Real Exchange Rate Misalignment Index in South Korea 

 

Figure 4-4-a: Case of G3 basket-real exchange rate 
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Figure 4-4-b: Case of ACU basket-real exchange rate 
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Figure 4-4 indicates the real exchange rate misalignment index, which is drawn 

from Equation (4). Figure 4-4-a shows the case where the won/dollar exchange rate is 

pegged to the G3 basket, and Figure 4-4-b shows the case where the won/dollar 

exchange rate is pegged to the ACU basket. 

 

 

Table 4-4: The S.D. of the Real Exchange Rate Misalignment Index in South Korea 

 

Case of G3 basket–real

exchange rate 

 Case of ACU basket-real 

exchange rate 
 

1991:01-1997:01 2.32 0.97 

1999:01-2006:02 1.33 0.81 

 

 

Table 4-4 shows the comparison of the real exchange rate misalignment index 

between before the 1997 currency crisis and after the crisis. In the case where the 

won/dollar exchange rate is pegged to the G3 basket, the S.D. of the real exchange rate 

misalignment index is 2.32 before the crisis, and 1.33 after the crisis. In the case where 

the won/dollar exchange rate is pegged to ACU basket, the S.D. of the real exchange 

rate misalignment is 0.97 before the currency crisis, and 0.81 after the crisis. When the 

won/dollar exchange rate is pegged to the ACU basket, the real exchange rate 

misalignment is reduced both before and after the currency crisis. In other words, The 

ACU basket peg system in South Korea reduced the possibility of a currency crisis.  

 

5. Conclusion 

 

Since the currency union was successful in Europe, many researchers have 

suggested that the same system should also be created in Asia. However, before creating 

a currency union, which might take much a lot of time to set up, the currency basket peg 

system is expected to be executed to help create the currency union in a shorter period 

of time. Many researches who have studied the situation have so far mostly focused on 
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how stable the effective exchange rates would be according to the composition of the 

currency basket 

   This paper emphasizes that not only should the stability of the effective exchange 

rates be considered, but also the real exchange rate misalignment. The overvaluation of 

the real exchange rate was one of the significant reasons for the Asian currency crisis. 

Thus, I investigated how the real exchange rate misalignment was shown according to 

composition of the currency basket. In order to conduct more explicit researches, I 

devised a real exchange rate misalignment index and compared the index, which was 

categorized into indexes before and after the currency crisis. As a result, the real 

exchange rate misalignment was reduced in the case where the won/dollar exchange 

rate was pegged to the ACU basket both before and after the currency crisis.  

Definite remarks have not been made about which baskets would be more suitable 

for East Asian countries. Kawai (2007) argues that it was desirable for East Asian 

countries to proceed three steps in order to create a currency union, and that the 

monetary authorities of East Asian countries must make a commitment to a coordinated 

exchange rate policy to stabilize the exchange rate against the G3 basket. Ogawa and 

Shimizu (2006), however, suggest that the ACU currency basket peg system would lead 

to more stability of the effective exchange rate than the G3 basket peg system in East 

Asian countries, including South Korea.  

   I found that the ACU currency basket peg system was more helpful than the G3 

basket peg system in reducing the real exchange rate misalignment in the case of South 

Korea. Therefore, it is desirable for the South Korean monetary authority to coordinate 

currency exchange rate policies against the ACU basket before achieving the Asian 

currency union. This paper does not discuss the real exchange rate misalignment or real 

exchange rate misalignment index of each East Asian country. If research is specifically 

conducted on every East Asian country in the future, we will gain more inclusive 

results. 
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