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A study on intra-regional trade in intermediate goods and the choice of exchange
rate regimes In East Asia

Vu, Tuan Khai
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Over the last few decades, there has emerged an interesting trade structure

in East Asia: Countries in the region trade intermediate goods heavily with themselves while trade
final goods more with the rest of the world. I analyze the implication of this to the choice of
exchange rate regimes for East Asian countries by building a New Open Economy Macroeconomic model
that incorporates intra-regional trade in intermediate goods. I find that in the most realistic
setting in which the US dollar is used as the invoicing currency in trade, a peg to a currency
basket with a dominant weight of the US dollar would be the desirable for East Asian countries
because it helps stabilize their current account. An interesting feature of the model is that it
exhibits a linkage in the production side between East Asian countries in the presence of
intra-regional trade in intermediate goods. 1 go further, using a VAR model, to examine this
theoretical result and find that it is supported by data.
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