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Post Uruguay Round Issues for Asian Developing Countries 
T. N. SRINIVASAN∗

 
 

Abstract 
 

This paper looks at some of the emerging issues since the conclusion of the Uruguay 
Round (UR) in the world trading system from the perspective of developing countries in 
Asia. Two important issues are the linking of trade and the environment, and the 
proposed “social clause” to the WTO charter relating to labor standards. The author 
suggests that developing countries should resist the linking of market access to 
performance in nontrade-related areas and, in particular, the inclusion of the social 
clause. Concern is raised that the commitment to the phaseout of the Multi-Fibre 
Arrangement (MFA) might be reneged and MFA recreated in effect through antidumping 
and safeguard measures. Potential problems with the UR agreement on these measures 
and the dispute settlement mechanism are presented. Institutional reforms in developing 
countries related to global integration and issues of transparency and corruption are 
addressed. A brief discussion of the potential danger for the WTO from proliferating 
preferential regional trading arrangements follows. Finally, the implications of the 
global trading system of recent us legislation are touched upon. Remarks on the proposal 
to negotiate a multilateral investment code under the aegis of the WTO conclude the 
paper.  
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The Final Act embodying all the multilateral and plurilateral agreements of the Uruguay Round (UR) of 
Multilateral Trade Negotiations (MTN), the latest, eighth, and most ambitious of a series of such 
negotiations under the auspices of the General Agreement on Tariffs and Trade (GATT), was signed on 
15 April 1995 in Marrakesh, Morocco by ministers representing 124 governments and the European 
Community. These agreements extended, multilateral rules and disciplines to trade in services, trade 
related aspects of intellectual property rights, and investment measures. They also brought trade in 
agriculture and textiles back to the GATT. The Final Act included the decision to establish a formal 
organization called the World Trade Organization (WTO) “to provide the common institutional 
framework for the conduct of trade relations among its members in matters related to the (Uruguay 
Round) agreements” (GATT 1994, 6). The ministerial representatives affirmed in their declaration that 
“the establishment of the World Trade Organization (WTO) ushers in a new era of global economic 
cooperation, reflecting the widespread desire to operate in a fairer and more open multilateral trading 
system for the benefit and welfare of their peoples” (GATT 1994, iv).  

The WTO, which subsumed the GATT, came formally into being on 1 January 1995. As of 26 
July 1996, it had 123 members and 29 more were negotiating to join (WTO 1996a, 16). A ministerial 
conference of representatives of all the members of the WTO is its decision making body. It has to meet 
at least once in two years. The first ministerial conference is scheduled to meet in Singapore in December 
1996. In his fourth annual Sylvia Ostry lecture, Renato Ruggiero, WTO Director-General described the 
achievements of the WTO during its first 18 months of existence as “a picture of light and shadow, of 
commitments implemented and others which remain still unfinished business” (WTO 1996b, 4). While a 
good start has been made in the implementation of the UR agreements, he rightly stressed that there was 
no room for complacency.  

Among the pictures of light is the functioning of the more effective and credible (compared to 
that of the GATT) dispute settlement mechanism (DSM) of the WTO. Since the start of the WTO, 50 
complaints (18 initiated by the US) came before the Dispute Settlement Body (DSB), and ten or so 
disputes have been settled at the stage of mutual consultation among disputants. Regrettably, the US, 
while proclaiming its intention to bring its auto parts dispute with Japan before WTO’s DSM, in fact 
failed to do so. Fortunately, that dispute was settled by the two parties, and even more significantly, the 
US has taken the complaint of Kodak of US against Fuji of Japan regarding the latter’s practices in the 
Japanese market to the DSB. Also, the US has decided to accept the ruling on its appeal to the Appellate 
Body of the DSM, upholding the finding of the panel that investigated Venezuela’s compliant about US 
standards for reformulated and conventional gasoline. Unlike the situation that prevailed under GATT, 
several developing countries have chosen to take their complaints against some developed countries to the 
DSB of WTO. All these augur well for the DSM of WTO.  

The “shadows” to which Ruggiero referred are the four sectors on which there was a commitment 
to continue negotiations after the conclusion of the UR: financial services, movement of natural persons 
(i.e., those who provide services), basic telecommunications, and maritime transport. In July 1995, the 
negotiations on financial services ended with partial success, viz. an agreement without the participation 
of the US. As in all such GATT-WTO negotiations, each participant makes an “offer” or “concession” of 
measures liberalizing access to its market. The US found the package of offers made by others 
unsatisfactory, and decided to withdraw its offer and not to submit any offer on future access to its 
market. The telecommunications negotiations adjourned on 30 April 1996 without a final agreement, 
again because the US found the offers of others unsatisfactory. Negotiations are to resume in 1997 
starting from results achieved as of 30 April 1996. The US decision came at the final days of negotiations 
and is seen by many as the result of lobbying by Motorola. With respect to maritime transport, the US did 
not even make an initial offer and the negotiations have been postponed to year 2000.11 As to be expected 

 
1 It is no surprise that domestic political considerations, particularly with a presidel1tial election in 1996, had a lot 

to do with this outcome. According to David Sanger (New York Times 8 October 1996, 1), “It took six years and 
endless arm-twisting for American trade negotiators to persuade Japan, Republic of Korea and nearly every 
European nation to end oI)e of the biggest forms of corporate welfare in the world: billions of dollars in 
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from the WTO Director-General, Ruggiero chose not to view these cases as outright failures, since, in his 
view, their remaining unsettled at the end of the UR must mean that “they must be considered hardest 
cases. It is thus no wonder if they could not be settled in one further attempt”! (WTO 1996b, 4). Whether 
these “shadows” should be viewed as temporary setbacks or whether they constitute the first cracks that 
will eventually undermine five decades of steady progress since the end of the Second World War on the 
road toward an open, free, and multilateral trading system, remains to be seen. It is also the case that some 
developing countries feel that they are not ready to open their markets to international competition in 
these areas and might welcome the delay, though, in the long run, they are also likely to be losers if there 
is no agreement.  

Lawrence et al. (1996) argue that the sharp differentiation between domestic and international 
policies related to the barriers at the borders of a country (e.g., tariffs, quotas, and exchange rates) made 
sense when the barriers at the border were high. The exercise of sovereignty over domestic policies 
without regard for effects on other nations did not then lead to serious conflicts. Thus, MTN for the 
reduction of at-the-border barriers could take place, and agreements were reached while leaving domestic 
policies pretty much alone, except for the requirement of national treatment, viz. that once a foreign good 
or enterprise entered the barriers, it was not discriminated against relative to its domestic counterpart in 
the application of domestic policies.  

Eight rounds of MTN have virtually eliminated barriers at the border for most goods in 
industrialized countries. Since the 1980s, many developing countries have also been engaged in a process 
of opening up their economies and reforming their structures. The debt crisis of the early 1980s, that was 
in large part associated with syndicated loans from commercial banks, seems to have become a distant 
memory. There has since been a phenomenal growth in flows of direct and portfolio investment from 
foreign investors into developing countries, with private flows vastly exceeding official capital flows 
(bilateral and multilateral in the early 1990s). Syndicated commercial bank lending has virtually 
disappeared. There were three other relevant developments, two economic and one political. The 
economic ones were the increasing concern around the world over environmental degradation 
(particularly of the atmosphere and the seas) and the revolution in communication and information 
technology. The political development of great consequence was the collapse of the Soviet Union and its 
satellites as well as the trend toward multiparty elections and democracy, not only in Russia and Eastern 
Europe, but also in the developing world.  

With border barriers virtually dismantled and capital markets getting integrated, the possible 
spillover effects of domestic policies, such as those relating to market structure (i.e., antimonopoly 
policies, environmental protection, financial sector policies, etc.) have come to the fore in the 
international arena; with demands at a maximum for harmonization across countries of specific domestic 
policies at a minimum for an agreement, for example, on a “core” set of thresholds with respect to labor, 
environmental, or product standards. Significantly and ominously, there are proposals linking access to 
world markets to the meeting of core thresholds; in other words, for the use of trade sanctions against 
countries failing to meet the thresholds.  

Lawrence et al. (1996) set the alternatives before policymakers in rather dramatic terms: 
 
As the twentieth century comes to a close, three roads to the economic future lie before 
economic policymakers. They can rely on the historical policies of reducing at-the-border 
trade barriers, the agenda of shallow integration. They can seek to harmonize and 
reconcile national differences, the agenda of deeper integration. Or they can reverse 

 
government subsidies for shipbuilders. The subsidies, American shipbuilders said, were making it impossible for 
them to compete and could cost thousands of jobs in shipyards from Maine to California. But nearly two years 
after the deal was struck, and just as most subsidies were supposed to be cut off, the entire deal unraveled when 
Democrats and Republicans in Congress, only weeks from the election, realized that the United States would 
also have to cut off its subsidies for American shipbuilders.”  
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previous liberalization and reassert national autonomy. Which road today’s leaders 
choose will shape the world in which their children and grandchildren live (p. 104),  
 
They identify three possible scenarios. In the first, which they term as “a world of the invisible 

hand”, harmonization of domestic policies will come about through market pressures in a world that is 
well integrated with respect to trade, financial, and technology flows. The second scenario of “global 
fragmentation” is the obverse of global integration—-it is a world in which the trend toward dismantling 
of barriers at the border is reversed and, in fact, such barriers are reerected. The third scenario termed 
“imperial harmonization” is one in which the economic superpowers such as the U8 or ;he European 
Union force harmonization on the less powerful nations of the world.  

Lawrence et al. stress the desirability of achieving a global community of nations that in their 
view “balances openness, diversity, and cohesion”. They argue that openness promotes competition, 
diversity encourages innovation and experimentation and ensures that varying national conditions and 
preferences are not ignored, while cohesion builds trust in one another as well as in international 
institutions. They suggest that a world of nation states organized around functional, regional, and global 
coordinating clubs will achieve such a balance. A functional club would be organized around single or 
related issues such as trade policy, antimonopoly policy, and environmental and labor standards. Regional 
clubs will simultaneously deal with several functional areas that are of interest to countries in a region. 
Finally, one or more international clubs or a club of clubs will coordinate functional and regional clubs, 
initiate new clubs, promote interaction, and settle disputes among clubs.  

While the characterization of Lawrence et al. in terms of a “trinity” of future options of 
policymakers, a “trinity” of possible scenarios of the future evolution of the global economy, and a 
“trinity” of clubs as possible solutions to emerging global problems may be overly dramatic and even 
simplistic in some respects, it nonetheless serves the useful purpose of highlighting the seriousness of 
some of the emerging issues. In what follows, I will look at these issues and also add others not discussed 
by Lawrence et al. from the perspective of developing countries of Asia. The second section is devoted to 
the proposal to include a “social clause” relating to labor standards in the charter of the WTO. The issue 
of trade and the environment, on which a committee of the WTO is already in existence and functioning, 
is the topic of the third section. The fourth section airs concerns whether the Uruguay Round commitment 
to phaseout of the notorious Multi-Fibre Arrangement, governing the trade in textiles and clothing by the 
year 2005, will in fact be kept, and even if it is in a formal sense, whether in effect its restrictive features 
will be recreated through the use of WTO-consistent antidumping (ADM) and safeguard measures (8M). 
The fifth section critically looks at some potential problems with the UR agreement on ADM and 8M as 
well as with the D8M. The sixth section briefly addresses institutional reforms in developing countries 
aimed at maximizing benefits from global integration and, in particular, issues relating to transparency 
and corruption which are emerging as targets for international action. The seventh section briefly 
discusses the potential danger for the future of the WTO from proliferating preferential regional trading 
arrangements. The paper also touches on the disturbing implications for the global trading system of some 
recent legislation (the Helms-Burton and D’Amato Acts) of the US. Brief remarks on the proposal to 
negotiate a multilateral investment code under the aegis of the WTO conclude the paper.  

 
Proposed Social Clause in the Charter of the WTO  

 
The demand that the charter of the WTO should include a “social clause” that would allow 

restrictions to be placed on import of products originating from countries not complying with a specified 
set of minimum labor standards was raised by the US and France after the painful and lengthy 
negotiations of the Uruguay Round had been completed, almost holding the negotiated agreement 
hostage. The agreement was signed, but not without an understanding that the topic of labor standards 
could be discussed by the preparatory committee for the WTO. The minimum standards “typically 
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include freedom of association, collective bargaining, prohibition of forced labor, elimination of 
exploitative child labor and non-discrimination” (Krueger 1996, 1).  

It is becoming clear, according to Ruggiero, that the issues of labor standards, environment, and 
employment “will be the big three issues, as will the integration of developing countries into the trading 
system” at the first Ministerial Meeting in December 1996 of WTO International Herald Tribune 29 July 
1996, 11). Even though Australia, Japan, and ASEAN nations have already expressed their opposition to 
the discussion of issues which are not specifically related to trade such as corruption and social clauses, 
US Secretary of State Warren Christopher has gone on record at the July 1996 meeting of ASEAN that 
the relationship between trade and labor standards would be one of Washington’s priorities besides the 
issue of illicit payments (i.e., corruption) at the Singapore meeting 

The deceptively appealing notion that lower labor standards in a country relative to its trading 
partners confers it an unfair competitive advantage was already present in the charter of the International 
Trade Organization (ITO) negotiated by participant countries in Havana in 1948. Article 7 of the ITO 
stated that “The members recognize that unfair labor conditions, particularly in the production for export, 
create difficulties in international trade, and accordingly, each member shall take whatever action may be 
appropriate and feasible to eliminate such conditions within its territory” (Wilcox 1949, 233). The ITO 
did not come into being and the GATT treaty came to be applied through its Protocol of Provisional 
Application. Except for prohibition of trade goods made with prison labor, the articles of GATT did not 
deal with labor standards. Various administrations in the US, Democrat and Republican, have proposed 
the inclusion of a labor standards article in the GATT, unsuccessfully as it turned out, during several 
rounds of multilateral trade negotiations. Similar proposals have been made by political parties in national 
parliaments in several European countries and also in the European Parliament.  

The Employment, Labor and Social Affairs Committee and the Trade Committee of the 
Organization for Economic Cooperation and Development (OECD) undertook a Joint Study on Trade, 
Employment and Labor Standards at the request of the ministers of member governments of OECD. A 
summary of the report (OECD 1996) points out that  

 
Since the end of the Uruguay Round, the issue of trade and labor standards has come to 
the forefront of the policy agenda. The protracted rise in unemployment in many OECD 
countries and in wage inequality in some countries has led some observers to look for 
external explanations, including claims of unfair trade practices associated with 
competition from firms that allegedly base their comparative advantage on low labor 
standards (p. 3, emphasis added).  
 

Rodrik (1996) states that such claims may be justified.2
It should be noted that the words “unfair”, “exploitative”, and “forced” are repeatedly invoked, 

though not defined with any operational precision, by most participants in the deblate on labor standards. 
The OECD report refers to the argument that some ftabor standards not only reflect basic human rights 
and that all countries in the world should therefore adhere to them, but also observance of these standards 
can stimulate economic development and, therefore, is in the interest of all workers and countries. What is 
more, observance could neutralize protectionist pressures, thus securing support for free trade. If this 
argument were to be true, other than for reasons of market or political failure, such labor standards would 
be observed everywhere! Indeed, the International Labor Organization (ILO), founded as long ago as the 

 
2 He argues that “some of the concerns that labor groups in advanced countries have over low labor standards in 

the developing world are justified ‘“ Such standards can appropriately become a matter for trade policy when 
they are viewed as unfair and exploitative by a wide segment of society in the importing country .., the interests 
of the developing countries are better served by acknowledging the sources of resistance to some of their 
exports-and working around them-than by blithely repeating the free-trade mantra” (Rodrik 1996, 4; emphasis 
added). 
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conclusion of the First World War, has over the past 75 years adopted a series of conventions which set 
international labor standards.3

Nine of the ILO conventions are particularly relevant from the perspective of labor standards. 
These relate to freedom of association such as right to organize (No. 87) and collective bargaining (No. 
98); forced labor (No. 29) and its abolition (No. 105); nondiscrimination in employment and occupation 
(No. 111) and its remuneration (No. 100); employment policy (No. 122); minimum age of employment 
(No. 138); and tripartite (i.e., workers, employers, and government consultation) (No. 144). Interestingly, 
not only OECD countries other than the US have ratified most of the nine conventions, but those two on 
freedom of association and forced labor and nondiscrimination have been ratified by all but a handful of 
countries who are members of ILO.  

The US is not only leading the campaign to include a social clause in the WTO, but has 
reportedly threatened to block agreement on the draft declaration to be adopted by trade ministers at their 
forthcoming Singapore meeting in December 1996 because the current text of the draft does not contain a 
reference to workers’ rights (Financial Times 1996f, 6). The Council of Economic Advisers (CEA) to the 
US President has advanced a sweeping claim of universality and eternity for what they deem to be core 
labor standards viz. “freedom of association, the right to organize and bargain collectively, freedom from 
forced labor, and a minimum age for employment of children” (CEA 1995, 250) by arguing that they 
represent “fundamental human and democratic rights in the work place, rights that should prevail in all 
societies whatever their level of development” (CEA 1995, 250). Ironically, the US has ratified only two 
of the nine conventions mentioned earlier, those on abolition of forced labor and on tripartite consultation 
(World Bank 1995, Table A4). According to Charnovitz (1995, 178), the US has not ratified the 
conventions on freedom of association and the right to organize, nor has it ratified any of the child labor 
conventions. He points out that the US has in fact been a party to only 12 ILO conventions, including five 
in recent years, and this is the worst record of any major industrial nation.  

One of the few quantitative restrictions on imports that is GATT/WTO consistent is a ban on 
imports of products produced by prison labor. Indeed, People’s Republic of China (PRC) has been 
accused of exporting such products. If the ban as well as the accusation against PRC are based on the 
presumption that competitive advantage gained by the use of involuntary prison labor is unfair, then what 
should one make of the activities of UNICOR, a corporation wholly owned by the US Federal 
Government and run by the Bureau of Prisons in the US4 It operates 100 factories, sells over 150 products 
including “prescription glasses, safety eyewear, linens, monogrammed towels, executive office furniture, 
bedroom sets, gloves, brooms and brushes of all kinds, even targets for target practice. They also make 
cables and electronic component parts for Army tanks, jet fighters, and the Patriot missile.” Its gross sales 
in 1995 was around $500 million, of which wages paid to prisoners was about $35 million! According to 
Schwlab, UNICOR Assistant Director of Corporate Management, prisoners are “not covered by Fair 
Labor Standards Act, minimum wage laws. They don’t get retirement benefits, unemployment 
compensation, etc. They’re workers, but they’re not employees.” Besides publicly owned UNICOR, 
private industry has been attracted and allowed to operate within prisons, and as the owner of one such 
private company agreed, it was a fantastic deal all the way around and he liked “the financial advantages 
of a prison business, namely, getting to hire the cream of the crop from a pool of cheap prison labor, not 
to mention the use of ...brand new air-conditioned factory space, rent free.” The cost advantage, of 
UNICOR and any private business operating with prison labor should be obvious. Yet, as the narrator of 
the story put it, without realizing the absurdity of the economic reasoning involved,  

 

 
3 Some of the ILO conventions of the past reflect a dirigiste mindset and are counterproductive. They are not 

relevant and should perhaps be repealed.  
4 The description of the activities of UNICOR and the quotations in this paragraph are taken from the transcript of 

the program “60 Minutes” broadcast by CBS on 20 October 1996. (Transcript prepared by Burrelle’s 
Information Services, Box 7, Livingstone, N.J.)  
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Back in 1934, when Congress created UNICOR, it restricted its sales to one and only one 
customer, the federal government. The reason: to prevent UNICOR’s cheap prison labor 
from undercutting private industry in the commercial marketplace. But Congress also 
armed UNICOR with one big advantage: It gets first crack at the government’s business, 
even at the expense of private companies competing for the same work.  
 
Clearly, the effect of any sale to government by UNICOR displaces what another producer, 

domestic or foreign, would have made! It is irrelevant that UNICOR is not allowed to export or sell to the 
domestic private sector. Yet those in the US and the OECD, who accuse less developed countries with 
lower labor standards than their own as engaging in social dumping, fail to see that the operation of 
UNICOR has the same effect!  

Proposals for a social clause often include a reference to the ILO.55 An ILO Working Party on the 
Social Dimension of the Liberalisation of World Trade reached a consensus that it should not pursue the 
question of trade sanctions and that any discussion of the link between international trade and social 
standards, through a sanction-based social clause, should be suspended. Instead, consistent with ILO’s 
long tradition, the Working Party decided to look at ways to promote core labor standards through 
encouragement, support, and assistance and the means to strengthen ILO’s effectiveness in achieving this 
task. This makes eminent sense.  

Clearly, if there is no universal agreement on a minimum labor standard or set of standards, from 
the fact that the prevailing labor standards in one society happen to be lower than those of another, it does 
not follow that the former is engaging in “unfair” practices or is “exploiting” its labor. This is the crux of 
the issue and not whether individuals “may have preferences not only over outcomes (their ‘consumption 
bundles’) but over the processes through which these outcomes are generated (Rodrik 1996, 32). No 
economist, whether a specialist in trade or not, ever denied that individuals have ethical or moral values. 
However, ~one would claim that one set of values could be deemed superior to another. As such, to the 
extent preference over processes is an expression of such values, lack of recognition of such preferences 
is certainly not “the gap that separates labor advocates from trade economists” (Rodrik 1996, 32). What 
separates the two is the lack of recognition by some labor advocates, first, of the legitimacy of the 
differences in values that often lead to differences in labor standards across societies. Second, they tend to 
underplay the possibility that consumers, by signalling through their market actions rather than through 
actions of their government, bring about changes in prevailing labor standards in theirs as well as in other 
countries. 

Rodrik refers to Sen (1995) in the context of preference over processes. Sen’s discussion of 
processes or procedures critically examines the distinction between consequentialist and deontological 
reasoning founded on procedural fairness. Dasgupta views procedural fairness as in effect 
consequentialist because the fairness of a procedure “rests squarely on previous evaluation of its 
consequences” (Dasgupta 1993, 31). On the other hand, Rawls argues that “pure procedural justice 
obtains when there is no independent criterion for the right result: instead there is a correct or fair 
procedure such that the procedure has been followed” (Rawls 1972, 86). It is hard to see how either view 
is of any relevance to the gap that, in Rodrik’s view, separates labor advocates and trade economists.  

Generations of students have been taught, correctly, that having an opportunity to exchange what 
one produces with one’s resources for what one consumes through trade is equivalent to adding another 

 
5 Such a reference, far from legitimizing the clause or providing a rationale for inclusion in the mandate of WTO, 

in fact  
...puts the Organization at this stage in a difficult situation. First, the ILO has not yet reached a political 
consensus of its IL constituents to identify clearly a core group of conventions or minimum standards-and of 
social charter-to be included in a social clause. Second, the ILO’s supervisory mechanism is based on persuasion 
(i.e., on voluntary compliance with freely accepted international obligations) ...The ILO’s supervisory 
mechanism was not designed to apply sanctions of any kind following non-compliance (Maier 1994, 13; 
emphasis added. 
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technology to the domestic production technology for transforming one’s resources for final consumption. 
From this self-evident proposition, Rodrik argues that since all governments in principle can, and do, 
regulate technological choices in domestic production, “the concern over labor standards is just another 
manifestation of this principle” (Rodrik 1996, 32). Further, “free trade with a lowstandard country would 
be no different than importing workers abroad and allowing them to work under the same poor 
conditions” (p. 11). If a country proscribes “sweat shops” at home to prevent the erosion of labor 
standards elsewhere in the economy, it cannot engage in free trade and import goods produced in “sweat 
shops” abroad.  

These arguments are far from persuasive. First of all, government regulations operate not only 
with respect to labor standards, but also a whole host of other factors that influence cost of production, 
such as building codes, zoning laws etc. The Rodrik principle applied to these imply that if a country 
prohibits certain types of structures (such as buildings that exceed a specified height) or the use of certain 
types of building materials within its territory, then free trade with, and importing the same product from, 
a country which does not have such regulations is no different than producing -, the same product at home 
in a structure that does not meet the regulations. Thus regulations that affect the cost of production of any 
product at home, in principle, could induce home producers to call for restrictions on imports of the same 
product. A moment’s reflection is enough to convince oneself that this opens the door for attempts to 
offset comparative advantage of foreign producers by depicting it as arising from lax regulations relative 
to those prevailing at home.  

Second, one has to examine why, in the absence of regulations, competitive market equilibrium 
standards are likely to be lower. In an economy closed to international trade, if there is no market failure 
of any kind, and workers freely choose their industry/occupation, in equilibrium the wage structure will 
reflect available labor standards as well as the differences in them across industries. As such, regulations 
that raise standards in effect create a disequilibrium and affect comparative costs. This is best seen in the 
case of some labor standard that is above its market clearing level in the absence of regulations, such as 
the minimum wage in the organized manufacturing and in the public sector in some developing countries. 
As long as there is full compliance, clearly there will be an excess supply of labor to the sectors with the 
set minimum wage and thus a disequilibrium. Of course, by rationing jobs in some fashion, the excess 
supply is tackled. But the point is that, in the absence of market failure, a regulated minimum wage or 
labor standard raises the welfare of those who get the job at some cost to the rest of the economy. In this 
situation, the regulation setting the labor standard is simply a redistributive policy. If it is the only feasible 
policy that achieves a presumably socially desired redistribution, then any competition from imports to 
the products of the regulated sector will tend to reduce, if not undermine completely, the intended 
redistribution. In such a case, to maintain the desired redistribution, either import competition has to be 
restricted through trade barriers or the regulations have to be changed at an additional cost to the rest of 
the economy. If the economy cannot affect its terms of trade, maintaining the intended redistribution is 
achieved at the cost of those who consume the products of regulated industry in the former case, and in 
the latter case, at the cost of all who are not employed in the regulated sectors. The cost of maintaining 
redistribution in the face of import competition will be lower in the latter case. Thus, if the only purpose 
of labor standard regulation is domestic redistribution, trade restrictions are not called for.  

It is not very difficult to construct theoretical examples of failures in the labor market and of the 
possibility of multiple equilibria, where the imposition of labor standards could alleviate market failure or 
move the economy to a Pareto superior equilibrium. But the issue is not one of theory, rather its wide 
empirical relevance. Establishing the existence of a significant externality empirically in a convincing and 
econometrically sound fashion is more difficult, and hence rarer, than assertions of such existence. Also, 
it is not enough to show that mandating labor standards would address the failure in labor markets. It has 
to be shown that there are no other more cost-effective means of addressing such failures. If everything 
else fails, a resourceful economist can always think up an uninternalized “externality” and the resultant 
market failure!  
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Krueger (1996) finds from his linear probability regressions that members of US Congress 
representing districts with relatively many unskilled workers, who are most likely to compete with child 
labor, are less likely to support a ban on imports made with child labor. He concludes from this finding 
that lobbying in industrialized countries for linking market access of developing countries to their 
observance of labor standards does not necessarily represent disguised protectionism. But, by the same 
token, it is not necessarily a refutation of the claim that it does. First of all, if a representative did not 
choose to cosponsor the Child Labor Deterrence Act of 1995, it does not imply his or her lack of support 
for the legislation, although, to be fair, cosponsoring could be construed as indicating stronger support. 
Second, since the proportion of eligible voters who actually vote differs across population groups and the 
less educated and unskilled are less likely to vote, their interests might weigh less heavily in the decision 
of the representative to cosponsor or not.6 Third, and most important, even if one accepts Krueger’s 
econometric analysis as valid, as Krueger himself notes, his regressions suggest that those who support 
international labor standards are more likely to support protectionist policies more generally and that 
representatives from districts that have a higher rate of unionization are more likely to be cosponsors.77  

The facts that support for labor standards in developed countries rests in part on genuine moral 
grounds or concern of citizens with children’s welfare in developing countries, and the belief that “unfair” 
labor conditions particularly in export production create difficulties in international trade, are long 
standing, but do not mean that protectionism is not currently the driving force behind the demand for a 
“social” clause in the charter of the WTO.  

First of all, this demand is presently being pushed with great vigor by major developed countries, 
when imports from developing countries are increasingly penetrating their markets. Second, there is a 
curious asymmetry in the contents of the proposed clause: they focus almost exclusively on those labor 
standards which are presumed to be “low” in developing countries and not on those equally plausible ones 
which are absent in many, but not all, developed countries. The asymmetry is unlikely, if the driving force 
behind the social clause is some universal moral concern with labor standards. For example, along with 
the worker’s right to unionize and bargain collectively, one might also include the right to be represented 
in the management of firms, if not a right to a share in the firm’s profits. To take another example, it is 
argued that many developing countries do not enforce their own laws such as those relating to compulsory 
schooling or labor standards. By the same token many developed countries do not enforce their own laws 
on drug use as effectively as their resources would allow. Should the resources devoted to law 

 
6 Whether or not Krueger’s econometric estimates are biased for these reasons depends on the theoretical 

framework underlying the estimating equation. For example, consider a two-stage decision making by a 
representative. At the first stage, the representative decides whether he would vote for any legislation that might 
come up mandating international labor standards. If he decides he would not vote, there is no second stage. If he 
decides that he would vote, then there is a second stage decision whether he would be proactive and cosponsor 
such legislation or not. Under some specifications of explanatory variables and distribution of error terms for 
each decision, a bias could arise in the estimates.  

 Also under certain circumstances, even politicians who ignore workers’ interests might still vote for import 
restriction. For example, consider a specific factors model in which the capital in industries competing with 
imports of products from countries with low labor standards is specific to those industries, and suppose a 
proportion (but not all) of the unskilled labor force is employed in those industries as well. Intensification of 
import competition in these industries will affect the interests of owners of specific factors adversely, while its 
effect on the welfare of unskilled labor is ambiguous. Suppose it is adverse. Then even politicians who ignore 
interests of labor would support import restriction in this case, since it protects the interests capital-specific to 
these industries.  

7 It is argued by some that it is extremely unlikely that union members stand to gain from a ban on imports of 
goods made with child labor because almost all union members do not compete with child labor. However, there 
is a slippery-slope argument on the other side. If the unions did not take a stand on one labor issue, viz. ban on 
imports of goods made with child labor, albeit one in which their members may not have a direct interest, their 
credibility and clout could be weakened on other issues in which their members have a direct interest.  
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enforcement, and given resource and information constraints, the issue of which laws a government 
chooses to enforce effectively and which it does not, becom,e matters for international negotiations?  

The timing of the demand for and contents of the proposed clause, as well as the concern only 
with enforcement of a particular set of laws, viz. those relating to labor standards, all point to only one 
conclusion: that protectionist interests have captured the drive for labor standards. It is extremely essential 
that developing countries together with Australia, Japan and other like-minded industrialized countries 
take a firm stand at the Singapore Ministerial Meeting against the inclusion of a discussion of labor 
standards in the agenda.  

Of course, excluding labor standards from the ambit of WTO does not mean the issue is neither 
important nor relevant for international fora. There is already an international forum for discussing it, the 
ILO. Even the ministers of EU seem to have realized this, when they decided to discuss labor standards at 
the Singapore Ministerial but only to stress that the ILO was the best forum for this (Financial Times 
1996c, 4). However, the main reason why the issue is being pushed in the WTO, rather than the ILO, is 
that while the ILO has no enforcement mechanism for its conventions other than persuasion and technical 
assistance, in the WTO there is the possibility of the use of trade sanctions as a means of enforcement. 
Since trade measures are not necessarily the best instruments of enforcement, a far better alternative than 
including a social clause in the WTO is to seek ways of enhancing the enforcement capabilities of the 
ILO. Clearly, with substantial overlap in the membership of the two organizations, even without a social 
clause in the WTO, if a future ILO enforcement mechanism fails, the members of ILO in their dual 
capacity as members of WTO as well could decide to use trade measures if necessary.  

Finally, there is the danger that if the issue of labor standards is not discussed in an appropriate 
multilateral forum such as the ILO, it will be taken up in other contexts such as bilateral, plurilateral, and 
regional trade agreements.8 For example, as part of the price to get congressional approval in the US of 
the North American Free Trade agreement, Mexico had to agree to a side agreement on labor and 
environmental standards. Since the start of the Uruguay Round, there has been a disturbing and 
unfortunate increase in the number of discriminatory regional trade agreements concluded, as well as 
proposed. Contrary to the expectation of some, the successful conclusion of the Round did not stop this 
trend, rather, there is some evidence of acceleration. Many developing countries are already members or 
eager to become members of such agreements. This eagerness might lead them to accept side agreements 
on labor standards that are not necessarily in their interest. 

 
Trade and the Environment9

 
It is being frequently argued that fair trade or level playing fields constitute a precondition for 

free trade and that, therefore, harmonization of domestic policies across trading countries is necessary 
 

8  I should also mention here some unilateral actions. GATT allows developed countries to offer preferential access 
to their markets to developing countries under the Generalized System of Preferences (GSP). The US and EU 
have conditioned the grant of such preferences to the observance by developing countries of particular labor 
standards that the US and EU deem important. I should add, however, that whether or not its grant is conditional, 
GSP is the analogue of “crumbs from the rich man’s table” which the developing countries could do well 
without.  

Recently, under intense pressure from the US which imports 60 percent of Bangladeshi garments, and 
the ILO, a ban on the use of child labor in the Bangladeshi garment industry came into force on 1 November 
1996. Under an agreement among Bangladesh Garment Manufactures and Exporters Association (BGMEA), 
ILO, and UNICEF, the industry will send 10,£00 child workers to school. Each child will receive a stipend of $8 
per month. The ILO, UNICEF, the US Government, and BGMEA will share the cost. Factories will be opened 
for international inspection and violators of the agreement will be fined. It is unclear whether the stipend merely 
covers the cost of schooling or it includes compensation for lost income to the child’s household. Clearly if it is 
the former, the incentive for the parents to send the child to school rather than to work elsewhere is much less 
(Financial Times 1996e, 24). 

9 This section draws on Bhagwati and Srinivasan (1996). 



- 11 - 
Post-Uruguay Round Issues for Asian Developing Countries 

T.N. Srinivasan 
 

before free trade can be embraced to one’s advantage. This argument is nowhere more manifest and 
compelling in its policy appeal than in the area of environmental standards.  

Both the general view that cross-country intra-industry (CCII) harmonization of environmental 
standards is required if free trade is to be implemented, and the specific proposals currently in vogue to 
implement this view are therefore in need of analytical scrutiny. In reviewing and assessing the demands 
for CCII harmonization of environmental standards, it is customary to make a distinction of analytical 
importance between (i) environmental problems that are intrinsically domestic in nature; and (ii) those 
that are intrinsically international in nature because they inherently involve physical spillovers across 
national borders.  

Thus, if India pollutes a lake that is wholly within its borders, that is an intrinsically domestic 
question. If, however, she pollutes a river that flows into Bangladesh, that is an intrinsically international 
question. So are the well known problems of acid rain, ozone layer depletion, and global warming. These 
latter, intrinsically international problems of the environment raise questions that interface with the trade 
questions both in common and in different ways from the former, intrinsically domestic problems.  

It has become commonplace among some environmentalists to assert that this distinction is of no 
consequence because the intrinsically domestic environmental problems are increasingly seen to have 
transnational impacts. Science has shown, for instance, that aerosol sprays are not just an environmental 
nuisance where used; they endanger the planet! But the fact that science seems occasionally to turn local 
(and partial-equilibrium) environmental impacts into transnational (and general-equilibrium) impacts, is 
no proof that the former are an empty set. We should not be deterred therefore from using this important 
conceptual distinction.  

It would seem, at first glance, that at least the intrinsically domestic environmental problems 
should be matters best left to governments, to domestic solutions and within domestic jurisdictions 
(although transnational, global educational, and lobbying activities by environmental nongovernmental 
organizations or NGOs are compatible with this solution). If a country’s preferred environmental choices 
and solutions (by way of setting pollution standards and taxes) to intrinsically domestic questions are 
different from those of another, why should anyone object to the conduct of free trade between the two on 
the ground that such differences are incompatible with the case for (gains from) free trade? Yet, the fact is 
that they do.  

The objections are directed not merely at free trade, but also at the institutional safeguards and 
practices at the WTO, which are designed to ensure the proper functioning of an open, multilateral trading 
system that embodies the principles of free trade. These objections take mainly four forms:  

 
(a) Unfair Trade. If you do something different, and especially if you do what appears to show less 

concern for the environment than I do in the same industry or sector, this is considered 
tantamount to lack of “level playing fields” and therefore amounts to “unfair trade” by you. Free 
trade, according to this doctrine, is then unacceptable as it requires, as a precondition, fair trade.  

(b) Losing Higher Standards. Then again, the flip side of the fair trade argument is that 
environmentalists fear that if free trade occurs with countries having “lower” environmental 
standards, no matter what the justification is for this situation, the effect will be to lower their 
own standards. This will follow from the political pressure brought to bear on governments to 
lower standards to ensure the survival of their industry. 
An associated argument is that capital will move to countries with lower standards so that 
countries will engage in a race to the bottom, each winding up with lower. standards than desired 
to attract capital from each other.  

(c) Conflicting Ethical Preferences. Environmentalists also often want to impose their ethical 
preferences, considered morally superior, on other nations. Free trade in products that offend 
one’s moral sense (either in themselves or because of the way in which they are produced as in 
the use of purse-seine nets in catching tuna or the leghold straps in hunting for fur) is then 
considered objectionable because either trade in such products should be withheld so as to induce 
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or coerce acceptance of such preferences or such trade should be abandoned, even if it has no 
effective consequence and might even hurt only oneself, simply because one should have no truck 
with the devil.  

 The former argument presumes higher morality on one’s part, which should be spread to other 
nations with lower morality (and with corresponding lack of standards/laws therefore to reflect 
the higher morality). The latter argument seeks no such morally imperial outreach; it simply 
wants no part in complicity with lower morality elsewhere via participating in gainful free trade 
with nations guilty of tolerating such lower morality. In either case, the diversity of standards is 
considered then to be incompatible with the pursuit of free trade.  

(d) Institutional Vulnerability of High Standards to Countries with Low Standards Fearing 
Protectionism. Then, finally the environmentalists fear that they will lose their high standards, not 
because market forces under free trade bias the domestic political equilibrium in favor of lower 
standards or generate a race to the bottom, but because the current institutional arrangements, at 
the WTO in particular, enable the lowstandard countries to object to, and threaten, the high 
standards in other countries by claiming protectionist intent or consequences, for instance.10  
 
Thus, just consider why the first argument concerning the unfair trade of lower CCII standards 

elsewhere has become such a politically salient issue today. It should suffice to note here that the fear is 
that competition will be greater if a rival abroad faces lower burdens of environmental regulations; hence 
the argument follows that this competitive advantage enjoyed by one’s foreign rivals is illegitimate and 
must be countervailed, much like dumping or subsidization is or must be eliminated at the source.  

Thus, the former Senator Boren introduced legislation in the US Congress to countervail social 
dumping allegedly resulting from lower standards abroad, proposing such a measure on that ground that 
some US manufacturers, such as the carbon and steel alloy industry, spend as much as 250 percent more 
on environmental controls as a percentage of gross domestic product than producers do in other countries. 
He saw in this difference an unfair advantage enjoyed by other nations exploiting the environment and 
public health for economic gain.11

Environmental diversity is, contrary to these assertions, perfectly legitimate, and can arise not 
merely because the environment is differently valued between countries in the sense that the utility 
function defined on consumption and pollution abatement is not identical and homothetic, but also 
because of differences in endowments and technology across countries. In fact, even with homothetic 
preferences, income matters; at the same cost of abatement relative to consumption, a country with ten 
times the income of another will spend ten times as much on abatement. Forcing the poor country to 
spend as much on abatement will reduce its welfare substantially. Hence, the common presumption 
driving harmonization and (alternatively) social dumping-countervailing demands, that others with 
different CCII standards are illegitimately and unfairly reducing their costs, is untenable.  

Nonetheless, these demands are part of a general shift to demand to harmonize a great, and 
possibly increasing, number of domestic policies: in labor standards, in technology policy etc. With 
industries everywhere increasingly open to competition, thanks precisely to the postwar success in 
dismantling trade barriers, with multinationals spreading technology freely across countries through direct 
investments, and with capital more free than ever to move across countries, producers now face the 
prospect that their competitive advantage is fragile and that more industries than ever before are 
footloose. There is therefore much more sensitivity to any advantage that one’s rivals abroad may enjoy 
in world competition, and a propensity therefore to look over their shoulders to find reasons why their 
advantage is unfair.  

 
10 The difficulties posed by the WTO for the environmentalists extend to WTO legal procedures, i.e., Dispute 

Settlement Panel findings, in regard to the ethical preference issue as well.  
11 International Pollution Deterrence Act of 1991, Statement of Senator David L. Boren, Senate Finance 

Committee, 25 October 1995.  
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It can be shown (Bhagwati and Srinivasan 1996), however, that the arguments in favor of free 
trade and diversity of environmental standards across countries is essentially robust. This follows from a 
straightforward extension of the proposition that, under standard assumptions ensuring perfect 
competition in all relevant markets, free trade is globally Pareto optimal. Introduction of environx;nental 
externalities (domestic and international) necessitates the use of appropriate taxes, subsidies, and transfers 
to internalize the externality, but does not call for a departure from free trade to achieve a globally Pareto 
optimal outcome. Still some policy problems do arise in the context of trans border externalities.  

Transborder externalities are generally more complex in character than the ones which arise with 
purely domestic pollution and more compelling as well. It may be useful, from a policy viewpoint, to 
distinguish among two cases: (a) a special case where the problem is simplified by assuming a single 
country that pollutes the other, raising questions of response such as the use of trade barriers by the other; 
and (b) a general case where the problem is truly global in character. A good example of the former is US 
transmission of acid rain to Canada; an excellent example of the latter is global warming, to which many 
countries contribute while all are affected by it (though each in different degrees, and all not negatively).  

The case of one-way transmission of pollution and two countries is helpful because it illustrates 
in a simple way the problem raised by transborder externalities concerning the use of second-best trade 
instruments by the injured country when the offending country does not implement a first-best solution 
and uses its jurisdictional autonomy in the spirit of malign neglect. The principal question then is whether 
a country that is being damaged by pollution from another has the right to impose a trade restraint to 
affect the exports, hence production, and pollution, of the other country that comes into one’s area.  

Modifying the WTO rules to explicitly allow for such a possibility arguably makes sense as a 
second-best solution since the offending party refuses to undertake a first-best solution, provided the 
usual caveats about satisfying science tests etc. are taken into account.  

The problem, of course, is that this type of trade remedy is generally likely to be so weak for 
problems like acid rain that one may ask, is it worth modifying the WTO to legitimize such trade actions? 
Thus, take the example of acid rain itself. The generation of acid rain, say in the US, a fraction of which 
comes across to Canada, is geographically concentrated, of course, at the border whereas the Canadian 
import tariff on US products produced with electricity would affect all electricity generation in the US. 
Moreover, the effect on sulfur dioxide generation would be indirect, not direct through a tax on the 
process of electricity production itself. Then again, only a fraction of the acid rain generation effect would 
get into the transmission. The tariff instrument would then be extremely weak and the Canadian gain from 
its use in reducing the loss from the acid rain is outweighed by the reduced gains from trade, i.e., the gains 
from importing cheaper products from the US. Even apart from this consideration, once a trade policy 
remedy is contemplated for an environmental problem, it will be advocated for other problems such as 
alleged human rights violations, endangered species, threats to biodiversity, ad infinitum! It will be seized 
by all who want protection and this danger of sliding down a slippery slope is real.  

The chief policy questions concerning trade policy when global pollution problems are involved 
instead, as with ozone layer depletion and global warming, take a different turn related to the cooperative-
solution-oriented multilateral treaties that are sought to address them. They are essentially tied into 
noncompliance (defection) by members and free riding by nonmembers. The use of trade sanctions to 
secure and enforce compliance automatically turns up on the agenda, because any action by a member of 
a treaty relates to targeted actions (such as reducing chlorofluorocarbons or carbon dioxide emissions) 
that are a public good (in particular, that the benefits are nonexcludable, so that if I incur the cost and do 
something, I cannot exclude you from benefiting from it).  

At the same time, the problem is compounded because the agreement itself has to be legitimate in 
the eyes of those accused of free riding or noncompliance. Before those pejorative epithets are applied 
and punishment prescribed in the form of trade sanctions legitimated at the GATT/WTO, these nations 
have to be satisfied that the agreement being pressed on them is efficient and, especially, that it is 
equitable in burden-sharing. Otherwise, nothing prevents the politically powerful (i.e., the rich nations) 
from devising a treaty that puts an inequitable burden on the politically weak (i.e., the poor nations) and 
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then using the cloak of a multilateral agreement and a new GATT/WTO legitimacy to impose that burden 
with the aid of trade sanctions with a clear conscience, invoking the white man’s burden to secure the 
white man’s gain.  

This is why the policy demand, often made, to alter the GATT/WTO to legitimize trade sanctions 
to contracting parties who remain outside of a treaty, whenever a plurilateral treaty on a global 
environmental problem dictates it, is unlikely to be accepted by the poor nations without safeguards to 
prevent unjust impositions. The spokesmen of the poor countries have been more or less explicit on this 
issue, with justification. These concerns have been recognized by the rich nations.  

Thus, at the Rio Conference of 1992, the Framework Convention on Climate Change set explicit 
goals under which several rich nations agreed to emission level-reduction targets (returning, more or less, 
to 1990 levels), whereas the commitments of the poor countries were contingent on the rich nations 
footing the bill.  

Ultimately, burden-sharing by different formulas related to past emissions, current income, 
current population etc. are inherently arbitrary; they also distribute burdens without regard to efficiency. 
Economists will argue for burden-sharing dictated by cost minimization across countries, for the earth as 
a whole: if Brazilian rain forests must be saved to minimize the cost of a targeted reduction in carbon 
dioxide emissions in the world, while the US keeps guzzling gas because it is too expensive to cut that 
down, then so be it. But then this efficient cooperative solution must not leave Brazil footing the bill! 
Efficient solutions, with the compensation and equitable distribution of the gains from the efficient 
solution, make economic sense.  

A step toward them is the idea of having a market in permits again, at the world level: no country 
may emit carbon dioxide without having bought the necessary permit from a worldwide quota. That 
would ensure efficiency, whereas the distribution of the proceeds from the sold permits would require a 
decision reflecting some multilaterally agreed ethical or equity criteria (e.g., the proceeds may be used for 
refugee resettlement, UN peace keeping operations, aid dispensed to poor nations by UNDP, WHO fight 
against AIDs, etc.). This type of agreement would have the legitimacy that could then provide the 
legitimacy in turn for a WTO rule that permits the use of trade sanctions against free riders.  

 
The Phaseout of the Multi-Fibre Arrangement  

 
Trade in textile fibers, textiles, and clothing is very important for developing economies in 

general and poorer Asian developing economies (ADEs) in particular. The percentage share of 
merchandise exports accounted for by textiles and clothing for the ADEs was as follows in 1993 or 
thereabouts (World Bank 1994; 1995, Table 15): Bangladesh 78, Hong Kong 40, India 30, Indonesia 17, 
Republic of Korea 19, Malaysia 6, Nepal 84, Pakistan 78, Philippines 10, Singapore 4, and Sri Lanka 52. 
As is by now well known, what started out as a short-term agreement in 1961 mainly to restrain the 
growth of Japanese exports of cotton textiles soon became a long-term agreement, and by 1974 expanded 
to include trade in textiles and clothing made with other fibers (natural and manmade). Thus it became the 
Multi-Fibre Arrangement (MFA) under which each exporting country gets and administers a bilaterally 
agreed quota of exports to each market. Over time the MFA had become increasingly restrictive. MFA IV 
expired at the end of 1994.  

The UR agreement envisages the phaseout of MFA in three stages over a period of ten years from 
1 January 1995. During each stage, annual growth in the import quotas on those products that are still 
under restraint will be increased by no less than 16 percent per year over MFA IV in Stage 1 (until 1988), 
by no less than 25 percent over Stage 1 in Stage 2 (1998-2001), and finally by no less than 27 percent 
over Stage 2 in Stage 3 (2002-2004). As soon as the agreement comes into force products which 
accounted for not less than 16 percent of 1990 imports would be integrated into the GATT. At the 
beginning of Stage 2 (later Stage 3) a further 17 percent (later 18 percent) would be integrated. All the 
remaining products would be integrated on 1 January 2005. At each of the first three stages, products are 
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to be chosen from each of the following categories: tops and yarns, fabrics, made-up textile products, and 
clothing.  

The phaseout of MFA is backloaded (in fact, products accounting for as much as 49 percent of 
the value of 1990 imports could still be under quota restrictions as of the end of the 10-year period, i.e., 
on 31 December 2004!). The growth in quotas during the transition period would not only yield 
substantial benefits but could also make lobbying harder for the interest groups opposed to the abolition 
of MFA. They would have to lobby for an extension of the quota system of MFA and for a slowdown in 
the growth of quotas, a difficult task.12 The transitional safeguard mechanism that is part of the agreement 
could be invoked (albeit under restrictive conditions) to slow down the phaseout even further. However, 
quotas imposed under these safeguards have to be terminated by 1 January 2005. As such they could not 
be used to extend the MFA. While substantial opportunities for increasing textiles and clothing exports 
for poorer ADEs, particularly from South Asia, are likely to arise in the coming decade, the political 
economy of textile protectionism in industrialized countries suggests caution. With a decade to go before 
the scheduled abolition of MFA, forces opposed to it could indeed gather enough strength to prevent it. 
There are already some disturbing trends in such a direction.  

The US has recently chosen to impose restrictions on imports from India of women’s and girls’ 
wool coats and woven shirts under the safeguards provision. These restrictions went into effect in April 
1995. The Textiles Monitory Body (TMB) of WTO reviewed the US measures and concluded that with 
regard to women’s and girls’ wool coats from India serious damage had not been demonstrated, while in 
the case of woven shirts and blouses actual threat of serious damage from a substantial increase in imports 
from India had been demonstrated. In October 1995, India requested the TMB to review the two cases 
again, and in November 1995 the TMB reaffirmed its earlier findings on both cases. On 27 March 1996, 
India requested the Dispute Settlement Body (DSB) to establish panels to examine its complaints against 
US restrictions but the US did not agree to India’s requests for panels. The DSB was to meet in April 
1996 to consider India’s requests (WTO 1996d).  

The US restrictions are likely to be the first among many future safeguard actions. Although such 
actions have to be terminated by 1 January 2005, in the interim the damage to developing countries could 
be substantial. A failure to live up to the UR commitments in textiles and apparel would be damaging for 
yet another reason: the developing countries might then revert to their perception that WTO, like GATT, 
largely subserves the interests of the industrialized countries. Indeed at the Singapore Ministerial, 
developing countries would be well advised to raise the issue of the pace of implementation of the UR 
agreement with respect to textiles and apparel. Fortunately, Director-General Ruggiero is aware of the 
dangers of failing to adhere to the agreed pace of implementation of the phaseout of MF A.13

 
Dispute Settlement Mechanism, Safeguard, and Antidumping Measures  
 

Ruggiero has claimed with considerable justification that thus far WTO’s “best achievement is 
the dispute settlement body, which is working, and which is really the heart of the multilateral trading 
system ...and the system is being used by developed countries, not just developing countries” 
(International Herald Tribune 29 July 1996, 11). The WTO dispute settlement system  

 

 
12 I thank Will Martin for drawing my attention to these aspects of quota growth.  
13 In a recent talk, Ruggiero said: “...it is not possible to talk seriously about furthering a relationship of mutual 

confidence with developing countries unless the industrial countries are ready to act courageously in this sector. 
There is considerable anxiety among textile exporting developing ‘countries-who also include some of the least-
developed-that the major importers are not always living up to the spirit of the Uruguay Round agreement, 
whatever their observance of its letter. The developing countries are not seeking to rewrite the rules, but they are 
concerned to have a second integration phase that is more commercially meaningful, and they are anxious about 
what the end-loading or the commitments will mean in terms of the pressures importing countries face when they 
finally come to be implemented” (WTO 1996c, 4).  
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should be a powerful tool for developing countries to enforce the commitments made in 
the Uruguay Round. The obstacles that remain are largely practical: even with assistance 
from the Secretariat, initiating the prosecuting of a case will be burdensome for many 
developing countries, while the existence of disparate economic power may deter 
complaints against major trading nations; disparate power also continues to make the 
sanction of retaliation-more readily available than in the past-next to meaningless for 
many developing countries.  
 
The same powerful, automatic procedures, including the provisions for retaliation, can 
and will be invoked against developing countries (Abbott 1995, 36). 
 
Fortunately Abbott’s fears thus far have not materialized. But as he rightly stresses, from the 

perspective of developing countries, the most important provision in the UR Understanding on Rules and 
Regulations Governing the Settlement of Disputes may be its Article 23 on “strengthening the multilateral 
system”. It generally requires members of WTO to utilize and abide by rules of WTO’s DS when any 
member seeks a redress of violation of WTO rules by another or of nonviolation nullification or 
impairment of the benefits it is entitled to under the WTO agreement. This was meant to preclude the use 
of unilateral procedures, e.g., US actions against several countries, namely India; Republic of Korea; 
Taipei,China; and Thailand, under Section 301 of the US Trade and Competitiveness Act. As noted 
earlier, the US took the unilateral route in its auto parts dispute with Japan. India is again on the “watch 
list” for possible future action under the same Section. Thus unilateral measures like Section 301 which 
are, as Abbott (1995, 32) rightly suggests, “a throwback to power relations” appear to be part of the trade 
landscape in spite of Article 23. This issue should be taken up by developing countries at the Singapore 
Ministerial.  

One of the most serious problems with WTO’s unified DS procedure, which is in principle 
applicable to disputes arising under all the multilateral and plurilateral trading agreements, is that it is 
subject also to DS rules specific to particular agreements such as the Argument on Implementation of 
Article VI of GATT relating to Anti-Dumping Measures (ADMs) and Countervailing Duties. The most 
important article of this agreement, according to Abbott, is its Article 17.6.14

Abbott draws attention to the possibility of an aggressive interpretation of Article 17.6 by WTO 
DS panels, under which they could make their own determination (rather than requiring the complainant 
to demonstrate) of whether the impugned national measure was not based on an “objective and unbiased” 
evaluation of facts, and also could assert its own interpretation of the relevant article of the ADM code as 
the only possible one and deem the national measure as improper if it is different from its own. As Abbott 
rightly cautions, such an interpretation might lead to a crisis in the WTO legal system. In particular, given 
the openness and automaticity of the DS system, complaints that challenge politically entrenched 

 
14 This article “... sets forth a unique ‘standard of review’ for DS panels reviewing national ADMs, as demanded by 

the US in November 1993.  
 Under Art. 17.6, a DS panel may review the facts determined by national ADM authorities, but its review must 

be limited to whether the authorities properly established those facts (an ambiguous phrase not otherwise 
defined) and whether their evaluation of the facts was ‘unbiased and objective.’ If these standards are met, the 
panel may not make different factual findings. The panel is also authorized to interpret the applicable provisions 
of the ADM Code. If the national authorities adopt a ‘permissible’ interpretation of the Code, however, the panel 
must uphold it, even if the panel concludes that a different interpretation is preferable…. 

 Unlike the rest of the Code, which establishes objective rules to govern ADMs, the standard of review attempts 
to carve out an area of national discretion. Unlike the Understanding, which creates a powerful DS procedure, the 
standard of review attempts to limit the authority of WTO DS institutions. The standard of review is based on a 
faulty analogy, to judicial review of administrative decisions within a national legal system. It undercuts an 
important purpose of a global agreement by opening the door to inconsistent national practices. Finally, it sets a 
dangerous precedent by introducing a device that allows states to agree to strong rules in principle while 
retaining the ability to dilute them in practice” (Abbott 1995, 38-9). 
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programs of powerful states could not be excluded. Such complaints, if sustained by the DSB, might lead 
these states “to ignore a DS decision or even withdraw from the WTO rather than abandon the programs” 
(Abbott 1995, 40), thus threatening to undercut the DS system itself.15

With many developing countries dramatically lowering their high tariff and nontariff barriers, it is 
natural that their domestic import-competing sectors might be tempted to bring complaints of dumping by 
their foreign competitors. It may be politically difficult to resist pressures for action under ADM 
provisions of the WTO agreement. But given the “standard legal review” provision of Article 17.6 it is 
possible that such AD measures might be found to be WTO-compatible. If this were to occur 
increasingly, the liberal world trading order of the WTO will be threatened and the developing countries 
will lose not only by their own use of ADM and, more unfortunately, if such use in part leads to a 
weakening of WTO. A reconsideration of ADM Code and its relation to WTO’s DS system is urgent. 
 
Institutional Reforms and Corruption  

 
US Secretary of State Christopher said at the Jakarta meeting of the ASEAN in July 1996 that the 

Singapore Ministerial meeting should confront “the reality of illicit payments” because bribes were 
costing American companies billions of dollars in lost business.16 At the annual meetings of the joint 
Board of Governors of the World Bank and the International Monetary Fund in Washington at the end of 
September 1996, James Wolfenson, World Bank President, called national leaders of developing member 
countries to stamp out the “cancer of corruption” and warned that corruption undermined electoral 
support in developed countries for foreign aid in general and for multilateral lending agencies in 
particular and “diverts resources from the poor to the rich, increases the cost of running businesses, 
distorts public expenditures and deters foreign investors” in developing countries (Financial Times 1996a, 
4). He is reported to have told the governor from Africa that development in their continent was being 
hampered by corruption, nepotism, and a lack of accountability in government. His counterpart in the 
IMF, Managing Director Michael Camdessus, apparently agreed in his speech that “countries must 
demonstrate that they have no tolerance for corruption in any form.” These pronouncements coming close 
to each other raise the prospect that market access as well as development assistance will be conditioned 
on “good governance” in a sense specified by the dominant powers in WTO, the World Bank and the 
IMF.  

Christopher had presumably in mind the fact that US law punishes foreign corrupt practices by 
US companies while other countries do not have such laws, and this places US companies at a 
disadvantage in the competition for trade and investment in developing countries, particularly with 
respect to investment in infrastructure. For example, according to Finance Minister P. Chidambaram, 
India alone requires an investment of $200 billion in infrastructure in the next five years and in his budget 
presented to India’s parliament in July 1996, he proposed the creation of a separate government agency to 
facilitate foreign investment in this sector.  

The US government has identified ten “big emerging markets” (BEMs) and designed a strategy 
for helping US firms to seize opportunities that the markets offer. A study (US Department of Commerce 

 
15 That this concern is a very serious one is illustrated by the fact that former Senator Robert Dole has proposed, “a 

WTO Dispute Settlement Review Commission made up of federal judges. The Commission would review final 
WTO decisions adverse to the US to determine whether the panel or the Appellate Body acted improperly. If the 
Commission made three affirmative decisions in a five-year period, any member of Congress could initiate an 
expedited legislative procedure potentially leading to withdrawal from the WTO. Failure to apply Art. 17.6 is an 
explicit basis for an affirmative decision. The WTO DS institutions will almost certainly try to avoid kicking off 
the WTO era with such a clear challenge to its most powerful member” (Abbott 1995, 40).  

 As yet, such a commission has not been established but the proposal has not been withdrawn either.  
16 It would seem that perceived competitive disadvantage of the US vis-a-vis other developed countries in the 

markets of developing countries, rather than a concern about the deleterious consequences of corruption on 
developing countries, drives the US demand for a discussion of the issue at the Singapore Ministerial.  
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1995) by the US government identified the ten BEMs as Argentina; Brazil; ASEAN (now including 
Vietnam); the Chinese Economic Area (People’s Republic of China, Hong Kong, and Taipei,China); 
India; Mexico; Poland; South Africa; Republic of Korea; and Turkey. The introduction to the BEMs 
study clearly states that in each of the markets 

 
competition will be fierce. But, because many have important state sectors and because 
virtually all are focusing heavily on infrastructure projects that demand involvement of 
local governments US companies will need the US government at their side to win a fair 
hearing. What is more, because of the intensity of foreign competition and the capital 
demands on these economies, our competitors will be public-private partnerships in 
which foreign governments are providing concessionary financing and aggressive 
advocacy to support their companies’ efforts. If we don’t do the same, we will lose not 
only our chance to succeed in these markets but our chance to remain the world’s largest 
economic leader in the next century” (US Department of Commerce 1995, 18; emphasis 
added).  
 
The study goes on to identify the role and policies of the US government in promoting US 

interests in BEMs as follows:  
 
There is an important role for our government to play in helping to stimulate our trade 
with each of the BEMs. The BEMs are unlike our more traditional trading partners, such 
as Great Britain or Germany. There are frequently severe barriers to entering these 
markets, including high tariffs, quotas and protectionist regulatory restrictions. 
Commercial systems, including full respect for intellectual property rights, smoothly 
functioning capital markets and open government procurement procedures, are often still 
developing or lacking altogether. In some of the BEMs, impartial legal systems are 
missing too. And as noted earlier, the nature of the competition we face in these markets 
is dramatically different from what we have been used to.  
 
In these markets, therefore, we can and should help American businesses in a variety of 
ways from securing market access, to providing financing, to supporting US companies 
seeking to win major projects on deals in which foreign governments are helping their 
firms or play an important decision-making role in awarding projects (US Department of 
Commerce 1995, 22).  
 
There is no doubt that other industrialized countries would also mount an aggressive effort to 

support their companies in the competition for investment and trade in the BEM as well as in other 
developing countries. It is essential that developing countries create an appropriate mechanism to deal 
with proposals from foreign companies, particularly those with the implicit or explicit support of their 
powerful governments behind them.  

In this context, some features specific to foreign direct investment in infrastructure have to be 
kept in mind. Such investments usually involve a sizable chunk of capital, are lumpy, take several years to 
complete, and whose output is likely to be sold in markets that are regulated. These imply that there are 
likely to be few potential projects undertaken in a country within any reasonable time horizon, and a 
consortium, rather than a single investor, might have to be involved in financing a project. Lastly, and 
most importantly, failing to conclude an agreement to invest and starting project construction can create 
shortages in the future, since most infrastructural services cannot be imported. The visibility, size, and the 
fact that only a few projects can be undertaken also imply that intrusion of politics into their choice 
cannot be easily avoided.  
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The recent episode relating to the biggest foreign investment ever in India in the state of 
Maharashtra illustrates many of the problems. The investment by Enron, an American company, to build 
and operate a power plant costing $2.8 billion, was approved by the state government then in power and 
the central government. The investor in effect was guaranteed a rate of return of 16 percent by the central 
government, and the price at which power was to be sold by the company to the state’s electricity loan 
was also fixed in the contract. The contract was negotiated with Enron alone, and no competitive bidding 
was called for under India’s fast track procedure for negotiations with foreign investors in power projects. 
This procedure was meant to enlarge electricity generating capacity rapidly so as to fill large anticipated 
shortfalls in power supply. However, the newly elected state government canceled the contract alleging 
(so far unproved) bribery by Enron, and also objected to the high price that Enron was to be paid for its 
supply of power. As the Economist (12 August 1995, 25-6) put it, “In the absence of competitive bidding, 
there was scope for cost-padding and crony capitalism. Accusations of corruption were inevitable, 
justified or not, and Enron’s project bore the brunt, being the biggest of seven such projects, and the first.” 
The Economist also reports that the central government has now wisely changed its power policy and 
decreed competitive bidding for future projects.  

Enron and the state government have since renegotiated the terms, with Enron agreeing to scale 
down the price of power, lower capital costs, and abandon arbitration proceedings that it had initiated. 
Construction was to resume by August 1996. There is no doubt that, if the project had been abandoned, 
there will have been a significant shortfall in future power supply, a shortfall that cannot be eliminated 
since there are no alternative projects that are approved and ready to be implemented. Besides, there is no 
denying that the episode is likely to inhibit foreign investors, at least temporarily.  

It goes without saying that inviting competitive bids, evaluating them, and then awarding a 
contract in a way that is transparent17, and precludes collusion and rigging in the bidding process, requires 
institutional and analytical capabilities that few developing countries are likely to have. While a vigilant 
and free press and the transparency of procedures would certainly help reduce, if not prevent, political and 
administrative corruption in the award of contracts, resisting pressure, not often very subtle, by foreign 
governments is another matter, particularly when the government applying pressure is a powerful one.  

In the final analysis, corruption is a serious domestic political problem involving not only venality 
of and illegal transactions by bureaucrats, businessmen, politicians, and individuals, but it often has a 
connection to the financing of electoral campaigns. It can be addressed only by the domestic 
administrative, judicial and, above all, political processes. The President of the World Bank, in the same 
speech to which reference was made earlier, said as much when he said that the Bank could not intervene 
in the political affairs of its member countries but could only provide “advice, encouragement and 
support”, for example, by barring companies that engage in “corrupt practices” from Bank financial 
contracts (Financial Times 1996a, 4).  

Corruption investigations have recently led to indictments of prominent politicians in several 
developed (e.g., Italy, Japan) as well as developing (e.g., Brazil, India) countries. This is as it should be. 
Raising corruption as an issue affecting international competition for discussion in a multinational forum 
such as the Singapore Ministerial or making loans from multilateral lending agencies conditional on some 
narrow notion of “good governance” are unlikely to generate the domestic political pressures where none 
exist for eradicating corruption and could even be counterproductive.  

Leaving aside corruption, there are other areas in which domestic institutions have to be reformed 
if maximum benefit is to be derived by developing countries from global integration. First of all, greater 
transparency and insulation from the politics of decision making on trade and foreign investment issues 
should be achieved by establishing technical and quasijudicial bodies for making recommendations to the 
government on them. For example, a Trade and Industry Commission could be entrusted with assessing 
proposals for foreign investment, relief from import competition, complaints of dumping etc. The 

 
17 The draft. declaration by trade ministers at the Singapore Ministerial reportedly includes a commitment to 

negotiate an accord on transparency in government procurement. Apparently this was included as a concession to 
the US which believes transparency will curb corruption (Financial Times 1996f). 
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Commission would hold public hearings in which all affected interests (including foreign interests) will 
have an opportunity to present their case. Commissioners will be experienced professionals. The 
conception of Japan’s MITI (Ministry of International Trade and Industry) as an omniscient and 
omnipotent agency that is solely responsible for Japan’s rise to economic superpower status has led some 
to suggest going further and establishing a powerful agency to coordinate decisions of all economic 
ministries. Whether or not MITI indeed was responsible for Japan’s growth, centralization of decisions in 
a single agency is unlikely to be of help in most developing countries.  

The reforms often involve contracting out to the private sector of activities, such as construction 
of roads and other public works, previously directly executed by the public sector. Such a shift, to be 
effective, has to ensure that there is adequate competition among private contractors, and appropriate and 
transparent procedures for evaluation and award of contracts. To take another example, the reform of the 
financial sector often involves removal of controls on lending and deposit rates, and drastically reduces 
the volume of directed credit, i.e., credit allocated in such volume and such terms, and to such sectors (or 
may be even to specified borrowers) as directed by the government. Banks, whether public or private, 
have little room to choose among alternative lending opportunities when interest rates are controlled, and 
the volume of funds either appropriated by the government to itself at zero interest through various 
reserve requirements, or directed by the government to be lent on specified terms, forms an overwhelming 
proportion of the deposit base. But once the reforms are in place, the banks must acquire the capacity to 
evaluate the risks and return from alternating lending opportunities, and, particularly over the longer term, 
the information needed for such an evaluation, and institute procedures for making evaluations routine.  

The next example involves creation of research capacity and institutional structures for managing 
inflows of external capital, particularly of volatile portfolio investment. With the opening up of large 
economies such as Brazil, People’s Republic of China, and India that were earlier closed to foreign 
investment, the volume of private capital flowing to them has increased. On the one hand, such flows, if 
not sterilized by the Central Bank, can lead to an appreciation of the exchange rate and a consequent loss 
of international competitiveness. On the other hand, if they are sterilized (as for example in Brazil), 
domestic interest rates might rise, attracting even more inflows. Also, servicing the additional domestic 
debt from sterilization could exacerbate an already weak fiscal situation. Besides, given the substantial 
volatility of such flows, an adverse shock (not necessarily to the “fundamentals” of the economy) could 
trigger massive outflows. The recent experience of Mexico is instructive in this respect. An appropriate 
level of exchange reserves along with access to credit to accommodate such outflows would be needed if 
a disruptive change in the exchange rate is to be avoided. To analyze how much, if any, of the inflows are 
to be sterilized, and to calculate the “appropriate” level of reserves (and the amount of credit to be held in 
reserve) are issues that would be challenging even to the best trained and experienced decision makers at 
the Central Bank. Whether the central bank can sterilize at all in large part depends on the market for 
government debt. If privately-held stock of public debt is relatively small, and a secondary market for 
debt is absent, sterilization by the central bank through open market operations is infeasible.  

The last example relates to privatization of public enterprises. Some of the enterprises proposed 
to be privatized often have a significant share of the market for their product or may even be monopolies 
(for example, the public utilities such as electric power companies). In such cases, or more generally in 
cases where adequate market competition among private enterprises is unlikely, a framework of 
regulating the market behavior of private firms has to be established prior to privatization. As mentioned 
earlier, domestic regulatory policies are likely to move into the areas of international negotiations, under 
the rubric of competition policies in the next round of MTN under the WTO. Scherer (1994, 92) has 
already proposed the creation of an International Competition Policy Office within the ambit of the WTO. 
Developing countries, which already have a regulatory framework or about to design one as part of their 
reforms, are likely to come under pressure.  

An area of economywide and systemic significance in which innovation and reform would be 
needed in the post-UR world is the legal system and, more broadly, the constitutions of some developing 
countries. Needless to say, as the role of the market expands and foreign suppliers and investors are 
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viewed with enthusiasm rather than suspicion, commercial laws have to be streamlined and made 
transparent. The cost in terms of time and resources needed, not only to meet the legal requirements of 
setting up an establishment, floating equities, or selling commercial paper in the domestic financial 
markets etc., but also to settle any commercial disputes, has to be reduced. In some of the so called 
“transition economies” in which the experience with the market economy is a distant memory and where 
rights to private ownership of means of production had been abolished long ago, the task of creating an 
appropriate legal framework is much broader and more complex than in mixed economies of many 
developing countries.  

There are two other sets of laws that need to be examined from the perspective of their potentially 
being major constraints on the economic liberalization process. These are bankruptcy and labor laws. In 
some of the larger developing countries (e.g., ,India) in which the public sector had been assigned a 
dominant role in the strategy of development and was also expected to be a “model” employer, the laws 
were designed to make it extremely costly for an enterprise to go bankrupt, in both public and private 
sectors. Indeed, those private enterprises which were no longer profitable were taken over by the public 
sector, and run often at greater losses, primarily to ensure the continued employment of their workers. 
Clearly, privatization cannot go very far in such a context without a reform of bankruptcy laws. Related 
issues are laws governing the hiring, firing, job security, wages, fringe benefits etc. of workers. Many 
developing countries have enacted labor laws in imitation of those that are on the statute books of much 
richer developed countries. These do not reflect the economic realities of their own labor market. A labor-
aristocracy consisting of an extremely small proportion of the total labor force employed in the organized 
manufacturing and the public sector including public administration enjoy the benefits confirmed by such 
laws while the bulk of the labor force has no access to such benefits. It is easy to see that such laws, if 
enforced, would raise labor costs beyond what they would have been in an equilibrium of the labor 
market with laws in consonance with the development stage of the country. These have to be drastically 
amended, if not repealed, for such countries to reap the maximum benefits from a liberalized world 
market for labor-intensive manufactures in which they are likely to have a comparative advantage.  

The effects of the changed global economic environment since many developing countries 
liberalized their foreign trade and investment and the conclusion of the UR are already evident in many 
spheres. Two are particularly noteworthy. Flows of portfolio investment (particularly from institutional 
investors in developed countries) to some developing countries have increased significantly. A scramble 
is also under way from foreign investors, including multinationals, to get a piece of the huge investment 
in infrastructure (particularly power transport and telecommunication) that many developing countries 
(including People’s Republic of China and India) are to undertake. A number of institutional innovations 
and reforms are needed to ensure that developing countries benefit from such flows and investment and 
avoid some of the inherent pitfalls.  

The innovations needed for enhancing the capacity of the Central Bank to manage the impact of 
the foreign capital inflows were pointed out earlier. Managing portfolio flows as well as borrowing in 
world capital markets by domestic firms through the so-called global depository receipts require setting 
up institutions (if none exist) for regulation of markets for financial securities as well as reforming 
transactions procedures in such markets. In some developing countries, ostensibly to prevent what is 
deemed to be destructive speculation and speculative bubbles, formal futures trading is prohibited. Of 
course, this does not prevent such trading from taking place informally. After having reformed financial 
markets, established prudential norms, and created appropriate regulatory institutions, the ban on future 
trading or, for that matter, restriction of the creation and sale of new financial products (including 
derivatives) has to be evaluated.  
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Conclusions 
 

The Singapore Ministerial Conference of the WTO’s governing body in December 1996 is its 
first. It is most likely to prove decisive for the future functioning of the WTO and the prospect for the 
continuation, rather than reversal, of the process of global integration through the multilateral process. 
There is enough work for the ministers to do to ensure that the implementation of the UR agreement is on 
track, and to make progress on what was left partially finished in the UR, for them to entertain any new 
business! Yet, according to the Financial Times (1996d), after months of discussions in Geneva, WTO 
members are at odds over what, if anything, the Singapore Ministerial should achieve. Some trade 
diplomats apparently fear that the meeting could be embarrassingly short of substance or become a public 
platform for WTO members’ disagreements.  

Such an unfortunate outcome cannot be ruled out, given the fact that some powerful members of 
the WTO, bowing to domestic protectionist pressures, have already announced their intention to bring up 
for discussion, essentially nontrade-related new issues such as a “social clause” in the mandate of WTO at 
the meeting. The work of WTO’s committee on Trade and Environment will be reviewed at the meeting. 
It is one thing to say, as Director-General Ruggiero did, that the Committee has made a good start on 
integrating “environmental concerns into trade policy analysis in the WTO” and in recognizing that “the 
trade and the trading system have a significant contribution to the promotion of sustainable development” 
(WTO 1996c, 5), and entirely another to recommend an unfortunate link between market access and 
performance with respect to environment.  

Regarding labor standards, Ruggiero sees the emergence of four areas of common ground:  
 
The respect of core labor standards has been agreed by all Members in the Universal 
Declaration of Human Rights; All delegations have recognized the primary role of the 
ILO in international labor issues; The competitive advantage of low-wage countries has 
not been called into question; and no one has opposed statements by major proponents of 
the issue that trade sanctions are not envisaged (WTO 1996c, 6).  
 

But he rightly recognizes that it will not be easy 
 
to agree even on a statement based on these four points. Some delegations argue that a 
reference to these principles could be used by others as a justification for unilateral 
measures. Others are asking why, if we are not envisaging trade sanctions and not 
questioning competitive advantage, we should bring this issue to an organization which 
deals with trade problems on a contractual basis. And I must tell you that a sizeable 
number of delegations strongly oppose any follow-up in the WTO (WTO 1996c, 6; 
emphasis added), 
 
Given the power realities, unless the developing countries are united and vigilant, the demand for 

an unfortunate link between market access and performance with respect to labor and environment might 
yet be put forward at the Singapore Ministerial.  

There is also the issue of the proliferation of preferential trading arrangements under which 
discriminatory trade barriers, based on complex rules of origin that are themselves endogenous responses 
to protectionist interests, are inherent. Unfortunately, many developing countries are actively engaged in 
negotiating their membership in one or more such arrangements. However, the recent reaffirmation of 
their preference for the multilateral approach by the Asian members of APEC at their Osaka meeting in 
November 1995 is an encouraging sign against this trend. Also, the extension of the North American Free 
Trade Area further into the Americas, and its enlargement into a Transatlantic Free Trade Area appears to 
be on hold. 
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Yet, it is an unfortunate fact that the notion that liberalization of trade, even if it is only on a 
preferential basis among members of a group of countries, is always to be applauded is gaining ground.18 
Ruggiero seems to agree:  

 
The regional liberalizing impulse is not in itself cause for alarm among the upholders of 
the multilateral system. Regional initiatives can contribute significantly to the 
development of multilateral rules and commitments; and in regions such as Sub-Saharan 
Africa they m~ be an essential starting-point for integration of least-developed countries 
into the wider global economy. At the most basic level the real split is between 
liberalization, at whatever level, and protectionism. Viewed from this perspective 
regional and multilateral initiatives should be on the same side, mutually supportive and 
reinforcing (WTO 1996b, 10).  
 

But he added, 
 
However the sheer size and ambition of recent regional initiatives means we can no 
longer take this complementarity for granted, if indeed we ever could. We need a clear 
statement of principles, backed up by firm commitments, to ensure that regional schemes 
do not act as a centrifugal force, pulling the multilateral system apart.  
 
The answer is to be found, I suggest, in the principle which some of the newer regional 
groupings have enunciated-Open Regionalism (WTO 1996b, 10).  
 
Ruggiero contrasted two interpretations of Open Regionalism. The first essentially required that 

any regional preferential trade arrangement be consistent with Article XXIV of GATT, 1994, and the 
understanding on its interpretation incorporated in the UR agreements on Trade in Goods. In the second, 

 
... the gradual elimination of internal barriers to trade within a regional grouping will be 
implemented at more or less the same rate and on the same timetable as the lowering of 
barriers toward nonmembers. This would mean that regional liberalization would in 
practice as well as in law be generally consistent with the m.f.n. principle (WTO 1996b, 
11).  
 

He concluded,  
 
The choice between these alternatives is a critical one; they point to very different 
outcomes. In the first case, the point at which we would arrive in no more than 20 to 25 
years would be a division of the trading world into two or three intercontinental 
preferential areas, each with its own rules and with free trade inside the area, but with 
external barriers still existing among the blocs (WTO 1996b, 11).  
 

He clearly expressed his preference for the second, arguing that it  
 
… points toward the gradual convergence of regionalism and multilateralism on the basis 
of shared aims and principles, first and foremost respect of the m.f.n. principle. At the 
end we would have one free global market with rules and disciplines internationally 

 
18 Lawrence Summers, US Undersecretary of the Treasury argued in 1991: “Economists should maintain a strong, 

but rebuttable, presumption in favor of all lateral reductions in trade barriers, whether they be multi-, uni-, bi-, 
tri-, plurilateral. Global liberalization may be best, but regional liberalization is very likely to be good” 
(Bhagwati and Krueger 1995, vii).  
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agreed and applied to all, with the capacity to invoke the respect of the rights and 
obligations to which all had freely subscribed. In such a world there could and must be a 
place for China, Russia and all the other candidates to the WTO (WTO 1996b, 11).  
 
Notwithstanding the director-general’s favored second interpretation, it seems odd, after all, if 

regional liberalization is to be extended on the same timetable “in practice and in law” to nonmember 
countries on an MFN basis, that it would be multilateral and not regional. If that is the case, why would 
any group initiate it on a regional basis in the first place? The concern of the Director-General that mere 
consistency with Article XXIV is not enough to preclude the possibility of a world of warring trade blocs 
is well taken. But to avoid such a possibility steps have to be initiated to strengthen the process of review 
in the WTO of proposed regional agreements.  

A committee on regional trade agreements was established by the General Council of the WTO in 
February 1996. The Committee is to examine 23 proposed agreements presumably for their compatibility 
with the WTO and the General Agreement on Trade and Services (GATS) and, inter alia, “to consider the 
systemic implications of such agreements and regional initiatives for the multilateral trading system and 
the relationship between them, and make appropriate recommendations to the General Council” (WTO 
1996a, 10). The Committee met first during 21-22 May 1996, and further meetings are scheduled before 
the Singapore Ministerial. It is to be seen whether the Committee will have greater success than the 
Working Parties of the GATT had in the past in examining the compatibility of regional agreements with 
Article XXIV, and whether it will resist the temptation to put political compulsions above the need to 
assess the seriousness of the threat posed by such agreement to the principle of nondiscrimination that is 
the foundation of WTO. Even while awaiting the Committee’s report on the systemic implications of 
regional trade agreements, the developing countries could take the initiative in this regard and come up 
with their own proposals at the Singapore Ministerial. In any case, they would do well to pause before 
rushing into any regional PTAs.  

There is another issue with potentially very serious implications on the future of the WTO, viz., 
the Helms-Burton law of the United States under which non-US companies could be sued by private 
parties in US courts for “trafficking” in those assets confiscated by the Cuban government from them, and 
the D’Amato Act which targets foreign investors in Iran and Libya. In the first of his televised debates 
with his opponent Robert Dole in the 1996 presidential elections, President Clinton had this to say about 
the Helms-Burton and the lawsuits that could be filed under it: 

 
Senator Dole is correct. I did give about six months before effective date of the act before 
lawsuits can actually be filed, even though they’re effective now and can be legally 
binding, because I want to change Cuba. And the United States needs help from other 
countries. Nobody in the world agrees with our policy on Cuba now, but this law can be 
used as leverage to get other countries to help us to move Cuba to democracy (New York 
Times 8 October 1996, B9; emphasis added). 
 
It should come as no surprise that the foreign ministers of the European Union have decided to 

pursue in the WTO their complaints against Helms Burton and anti-Cuba laws and their extraterritorial 
reach (Financial Times 1996b). According to the same report, the US has threatened to invoke the 
national security exemption permitted under the WTO rules for these laws. The report points out that  

 
If the US sticks to its guns, a WTO disputes panel will have to decide whether it must 
define the exemption’s scope in order to hear the case. Either way, it faces a difficult 
dilemma. ‘If a panel accepted the US argument, it could open the floodgates for 
defendants in other cases to use national security as an excuse for breaking WTO rules,’ 
said one trade diplomat. That would emasculate the disputes settlement procedures. ‘But 
if a panel found the US defence invalid, it could be accused of over-riding a state’s 
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sovereign right to define its national security interests. Given the current mood of the 
Congress, that would be playing with fire.’ 
 
The developing countries are not directly involved in this dispute. However, if contrary to the 

belief of some diplomats in Geneva, either the US and EU do not settle their differences before a WTO 
dispute settlement panel is set up, or if President Clinton chooses not to defuse the dispute in case of 
reelection, the fallout will surely hurt them, regardless of how the panel resolves the dispute.  

Apparently, the draft ministerial declaration at the Singapore meeting calls for work to begin on 
investment and competition policy, both issues being pushed strongly by the EU (Financial Times 1996f). 
Competition policy involves legal and regulatory frameworks, which, in many developing countries, are 
rudimentary. In any case, for most developing countries, openness to external trade and competition is the 
most effective competition policy. It is premature for them to enter into multilateral codes on this issue 
until they have completed their external trade liberalization.  

With respect to investment, the question is whether the members of WTO should create a 
comprehensive multilateral discipline to govern foreign investment, particularly foreign direct investment 
(FDI).19 To assist the members in analyzing the issues involved, the WTO secretariat recently published a 
report on trade and Fill (WTO 1996e). The report notes the growing importance of Fill as well as its 
geographical concentration, both in terms of countries of origin and of destination:  

 
• During 1986-89 and again in 1995, outflows of Fill grew much more rapidly than world trade. 

Over the period 1973-95, the estimated value of annual Fill outflows multiplied twelve times 
(from $25 billion to $315 billion), while the value of merchandise exports multiplied eight and a 
halftimes (from $575 billion to $4,900 billion).  

• Sales of foreign affiliates of multinational corporations (MNCs) are estimated to exceed the value 
of world trade in goods and services (the latter was $6,100 billion in 1995).  

• Intra-firm trade among MNCs is estimated to account for about one-third of world trade, and 
MNC exports to all other firms for another third, with the remaining one-third accounted for by 
trade among national (non-MNC) firms.  

• Developed countries account for most of the worldwide FDI outflows and inflows, but 
developing countries are becoming more important as host and home countries.  

• The share of the non-OECD countries in worldwide FDI inflows, which decreased in the 1980s, 
increased from nearly 20 to about 35 percent between 1990 and 1995. However, these flows were 
highly concentrated, with 10 countries receiving nearly 80 percent of the total ($78 billion out of 
$102 billion).  

• Nearly one-third of the 10 leading host economies for FDI during 198595 are developing 
economies. China is in fourth place, with Mexico, Singapore, Malaysia, Argentina, Brazil and 
Hong Kong also on the list.  

• Non-OECD countries accounted for 15 percent of worldwide outflows of FDI in 1995, compared 
with only 5 percent in the period 1983-87 (WTO 1996e, 52-3).  
 
The fact that there are economic and institutional linkages between trade and investment is well 

recognized. It is also well-known that not all forms of FDI (e.g., investment that is response to high 
barriers to imports) are necessarily desirable from the perspective of welfare of citizens of host countries. 
Besides, restrictive practices by transnational corporations could also hurt. Of course, beneficial effects 
through technology transfer and expansion of export markets are documented as well. The UR agreement 
on Trade Related Investment Measures and the General Agreement on Trade in Services both represented 
multilateral approaches to some aspects of investment. It is fair to say, however, that the perceived need 
for a framework to protect and promote foreign investment has resulted in a proliferation of bilateral 

 
19 I thank Jagdish Bhagwati for helpful comments on this issue.  
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investment treaties (including some among developing countries), regional initiatives as part of 
preferential trading agreements (e.g., APEC, ASEAN;EU, MERCOSUR, NAFTA), and a few plurilateral 
agreements (e.g., European Energy Charter Treaty). While bringing order to the possible chaos created by 
this proliferation, though a comprehensive multilateral treaty is certainly desirable, it is much too soon to 
initiate negotiations, whether or not they are undertaken under the auspices of the WTO.  

The reasons for caution are several. I will mention just two. First of all, in contrast to trade in 
goods and services, the issue of national sovereignty is involved in a much more direct way in the case of 
foreign investment. Most developing countries became sovereign only after the end of the Second World 
War. It is understandable that they are still very sensitive to agreeing to negotiations that might call for 
them to compromise their sovereignty. However, sensitivity to threats against sovereignty is not unique to 
developing countries. After all, many in the US Congress consider the WTO’s dispute settlement system 
as posing a threat to US sovereignty. More importantly, the failure of the US to sign or ratify several ILO 
conventions has been attributed by Charnovitz (1995, 178) to the fear that ratifying a convention could 
lead to its enforcement by domestic courts, thus superseding any federal or state laws that might be in 
conflict with the convention. Further, many Americans apparently are reluctant to have US policy 
reviewed by any international organization.  

Second, most of the economic and policy analyses relating to transnational companies and Fill 
has been done from the perspective of developed countries. Proposed investment codes, such as that being 
formulated by the OECD, draw on this work. It is natural that issues like right of establishment, 
transparency, national treatment etc. are viewed from the perspective of easing entry of transnationals. On 
the other hand, developing countries are rightly concerned about restrictive practices and potential 
collusive behaviour by transnationals and competition among developing countries to attract them 
through fiscal incentives. Any proposed code has to address the possible ruinous, race-to-the-bottom 
competition through subsidies for it to be attractive to developing countries. After all, with respect to 
goods, trade subsidies (except in agriculture) are against WTO rules. This is not to say of course, that 
race-to-the-bottom is inevitable, and transnationals will necessarily engage in restrictive practices. Yet, in 
the absence of a thorough study of various concerns of developing countries, their rushing into 
negotiations with only codes from organizations of developed countries (e.g., OECD) as negotiating texts 
would not be advisable. Clearly such a study could be undertaken by a body of experts under the aegis of 
the Centre for Transnational Corporations in UNCTAD or some other such organization.  

I would also note that while active efforts to promote free flow of capital across national borders 
through an investment code are being made, there is a curious asymmetry when it comes to labor flows. 
In fact, there is a deafening silence on the part of rich members of WTO when it comes to migration of 
labor across national borders from poor to rich countries. Clearly, if the concern about low labor standards 
in poor countries arises from altruism on the part of citizens of rich countries, such citizens could pressure 
their own governments to lift any restrictions on immigration of workers from countries with poor labor 
standards. This would be a direct and afar more effective means of expressing their concerns than relying 
on the indirect means through linking trade and labor standards in the form of a social clause in the 
mandate of the WTO. Indeed, there is support for lifting such restrictions on moral-philosophical grounds 
as in the writings of John Rawls (1993a). He views freedom of movement and freedom of choice of 
occupation as essential primary goods equivalent to other basic rights and liberties, the entitlement to 
which is not open to political debate and allocation through the political process. While Rawls was 
writing about these freedoms in the context of constitutional essentials of a just society, what should be 
implicit in the very expression of humanitarian concerns about others is a view of the whole human race 
as one society. As such, a natural extension of Rawls’ ideas would treat freedom of movement of humans 
across artificial political boundaries as a basic human right.20

 
20 By accepting existing political boundaries, Rawls himself does not make such an extension in his essay on “Law 

of Peoples” (Rawls 1993b) and is criticized for this failure by Ackerman (1994) who, in his earlier work 
(Ackerman 1971, 89-95, 256-57), argued that while there may be some grounds for restriction on immigration in 
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Abstract 
 

Deepening regional and global economic integration is raising the demand for greater 
international cooperation on domestic resource and environmental policy issues. 
Concerns over competitiveness effects and disguised protectionism have generated 
opposition to this trade and environment linkage. The debate has centered primarily in 
the GATT I WTO, and in trade provisions of multilateral environmental agreements, and 
has the potential to undermine the rules-based trading system on which Asian developing 
countries are particularly dependent. Asian deve 
loping countries have mounted a broad range of responses and initiatives in subregional, 
regional and global fora related to cross-border environmental interactions, reflecting 
the varied nature and scope of environmental concerns, but much remains to be done. 
Greater scientific and socioeconomic research is needed, as is greater dissemination of 
existing knowledge and a clearer delineation of WTO’s mandate. Smaller groupings, 
such as APEC, may be useful fora for initial discussions and activities.  
 

                                                      
∗ Kym Anderson is ProfeBBor at the Department of Economics and Director of the Centre for International Eco- 

nomic Studies, University of Adelaide, South Australia; Douglas Brooks is Economist at the Economics and 
Development Resource Center, Asian Development Bank. The paper has benefited from comments by Gene 
Owens, Prodipto Ghosh, and Bindu Lohani, including three anonymous referees of this journal. Charissa Castillo 
provided valuable research assistance. Remaining errors are solely the authors’ responsibility.  

 
Asian Development Review, vol. 14, no. 1, pp. 29-46  @ 1996 Asian Development Bank  

 



- 30 - 
Economic Integration, Cooperation, and the Asian Environment 

Kym Anderson and Douglas Brooks 
 

The recent acceleration of regional and global integration of national economies has brought with 
it greater scrutiny of domestic policies that affect the competitiveness of industries in the international 
marketplace. Simultaneously, concerns about resource depletion and environmental degradation at 
national, regional, and global levels have been growing rapidly, leading to calls for policies to enforce 
stricter environmental standards. Together these developments have caused an entwining of policies 
relating to trade, foreign investment, and the environment. That entwining has the potential to bring about 
good outcomes in terms of the economy and the environment, but unless it is very carefully managed 
there is considerable risk that both the economy and the environment will suffer.  

Why is the deepening of regional and global economic integration raising the demand for greater 
international cooperation on domestic resource and environmental policy issues? How are growing 
transborder and global environmental concerns to be managed? Under what circumstances (if any) is 
trade policy an appropriate instrument for addressing such concerns? What are the implications for the 
global trading system, for regional trading arrangements, and for their interaction? What should Asian 
countries and regional cooperation efforts do about this development?  

In seeking to address these questions, the present paper is structured as follows. The first section 
looks at why environmental and other social policies are becoming subjected to more international 
scrutiny, both regionally and globally. The second section explains why environmental issues are 
becoming more entwined with trade policy. Section three examines the relationship between economic 
growth, trade, foreign investment, and the environment. The fourth section discusses the nature and extent 
to which GATT/WTO trade policy and the environment are becoming entwined. This is followed by 
projections on what lies ahead for the WTO in its relationship with existing and prospective multilateral 
environmental agreements. The final section of the paper focuses on what Asian developing countries and 
the Asia-Pacific Economic forum (APEC) have been, could, and should be doing in response to these 
developments.  

 
Environmental and Other Social Policies: Under Scrutiny  
 

Social policy differences across countries are to be expected. Partly they reflect per capita income 
differences: as communities become richer, so does their demand for social policies and higher standards. 
Policy differences exist also because of differences in tastes and preferences. Indeed one of the key 
reasons for nationhood is to bring together and distinguish one grouping of people whose preferences are 
more similar to each other than to those of neighboring groups (Alesina and Spolaore 1995). In the case 
of environmental policies, they also reflect differences in per capita endowments of natural resources and 
environmental amenities, and of information about environmental effects of various economic activities. 
Location, too, can matter: countries whose pollution blows off shore may be less concerned with 
controlling emissions than those whose own citizens bear a fuller share of the burden. A diversity of 
social policies therefore is inevitable, and that diversity in turn contributes to differences in countries’ 
comparative advantages in trade and to the gains from trade.  

As economic integration proceeds, though, pressure increases to reduce differences in social 
policies that have economic consequences. This has clearly happened within countries in the course of 
their economic development: numerous local, state or provincial policies/standards have gradually, been 
replaced by national standards and conformance assessment (for the US experience see, for example, 
National Research Council 1995). The motivation is not just to reduce administrative and conformance 
costs. It also results from concerns in high-standard regions that costs of production for some firms and 
industries are higher in their region than in regions with lower standards, causing them to be less 
competitive. These differences become evermore important as traditional barriers to trade and investment 
between regions fall (notably transport and communication costs). Harmonization of those standards 
could go in either direction, however, with winners and losers in each region trying to influence the 
outcome. And there is no reason to presume that overall national economic and social welfare will 
improve because of those social policies being harmonized.  
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Similar forces to those intranational ones are also at work in the international arena. There have 
been substantial reductions in recent decades in traditional barriers to foreign import competition, 
including international transport and communication costs, tariffs, and other governmental border policies 
that inhibit flows of goods, services, and capital across national borders.1 The resulting extra exposure of 
national economies to competition from abroad-in part due to the very success of the General Agreement 
on Tariffs and Trade (GATT) in promoting trade liberalization-has caused attention to focus more sharply 
on domestic policies, including cost-raising social policies and standards, that continue to reduce the 
international competitiveness of some firms and industries in each country (Bhagwati 1996). These 
harmed producers are especially likely to protest when new players with lower standards become 
significant competitors. This has happened increasingly during the past quarter century first with the 
growth of Asia’s newly industrializing economies and then with the opening up of People’s Republic of 
China and numerous other transition and developing countries.  

It has been suggested that one of the driving forces behind regional integration initiatives has 
been the tardiness of the GATT in taking up social policy issues among its large and diverse group of 
contracting parties (Lawrence 1995). Achieving agreement to harmonize social policies and otherwise 
coordinate trade-related and investment-related domestic policy reforms is easier the more similar are the 
per capita incomes, tastes, and preferences of the countries concerned. Hence we observe the formation of 
trade blocs more among similar than disparate economies. We also observe the inclusion of social in 
addition to trade policies more in integration agreements involving richer than poorer countries, 
presumably because the demand for social policies is income elastic, and (b) barriers to international trade 
and investment flows (both natural and governmental) tend to be lower among rich countries than 
between them and poorer countries or among poorer countries.  

When dissimilar countries have sought to join such blocs (e.g., Mediterranean to the European 
Community/European Union, or EC/EU; Mexico to the North Atlantic Free Trade Agreement or 
NAFTA), advocates for higher standards have endeavored to tie market access to the upward 
harmonization of social policies. To a considerable extent they have succeeded in doing so in the EU, and 
seem likely to continue to do that as and when Central and Eastern European countries join the EU. And 
in the case of NAFTA they were also successful after President Clinton came into office, to the extent that 
side agreements on environmental and labor standards were added to the NAFTA in the closing hours of 
its negotiations.  

As for trade outside these blocs, we tend to observe advocates for high standards supporting 
import restrictions on like products from lower standard countries. Why? Because such restrictions 
simultaneously reduce opposition by local firms to the raising of standards at home and increase the 
incentive for foreign firms and their governments to adopt higher standards abroad (out of fear of losing 
market access). However, such uses of trade policy are both discriminatory and protectionist. That brings 
advocates for higher standards both into direct conflict with supporters of liberal world trade and into 
coalition with traditional protectionist interests. Fear of the latter gaining superficial respectability in 
arguing against trade liberalization has led to claims that “social correctness” is becoming the New 
Protectionism (Steil 1994).  

This development concerns Asia’s developing countries for at least three reasons. First, those 
with a comparative advantage in natural resource-intensive and pollution-intensive products may lose 
directly from such trade restrictions. Second, none of them are members of either of the two main trading 
blocs (EU and NAFTA) and so are more vulnerable than members. And third, they could lose in so far as 

 
1 These reductions are reflected in the fact that globally, the volume of merchandise trade has been growing nearly 

twice as fast as the volume of merchandise output (3.9 compared with 2.1 percent per year during 1980-1992), 
and trade in commercial services has grown even faster (raising its share of global exports of goods and 
commercial services from 17 to 21 percent during 1980-1992; see GATT 1994). Global direct and portfolio 
foreign investment, meanwhile, has grown nearly twice as fast as international trade over the past decade or so, 
following the deregulation of many countries’ financial markets and the revolution in communications and data 
transmission. 
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this development undermines the rules-based global trading system on which these countries are 
especially dependent (see below).  

 
Environmental Issues and International Trade and Foreign Investment Policies  

 
The concern to harmonize social policies across countries for reasons of efficiency of 

conformance and/or international competitiveness is only part of the explanation for the call for regional 
and global cooperation on environmental matters. Another important part has to do with the growth in 
transborder and global resource and environmental concerns per se. The list of environmental concerns 
with international or global dimensions has grown rapidly in recent years. In addition to people being 
worried about air, water, soil, and visual pollution at the local, national, and regional levels, some of that 
pollution is believed to be also damaging the environment on a global scale, for example through ozone 
depletion and climate change. Some in rich countries are concerned that these problems will be 
exacerbated as economic growth takes off in newly industrializing countries with lower prices for fossil 
fuels and laxer environmental standards. More and more people also worry about resource depletion, 
species extinction, and animal welfare at the global level, regardless of national boundaries. Ongoing 
integration of the world economy also brings with it new health and safety concerns by consumers of 
imported products. Needless to say, personal values play an important role in debates on these issues. 
Hence there is considerable scope for friction between countries with different preferences, resource 
endowments, incomes, and knowledge about how different activities and policies affect the environment, 
and therefore different perceptions of optimal national and global environmental and resource policies.  

Though they might fluctuate with the business cycle, these heightened concerns for resource 
depletion and the environment are likely to keep growing. One reason is that, even though uncertainties 
remain, the scientific basis for many of these concerns is perceived to be more solid now than was the 
case 20 years ago. Another is that both the world’s population and its real per capita income continue to 
increase at very high rates by historical standards. Unfortunately, though, the supplies of most natural 
resources and environmental services are limited, and markets for many of them are incomplete or 
absent.2 Markets are underdeveloped because of disputed, ambiguous, or nonexistent property rights, or 
because of the high cost of enforcing those rights.  

It is true that the more advanced economies have established institutional structures to help 
handle the tasks of arriving at a social consensus on what are appropriate environmental or sustainable 
development policies for that society, of allocating property rights, and of enforcing policies. The same is 
true in some traditional societies before they begin to “modernize” and their resources come under 
pressure because of declining mortality rates. But it is less true in the newly “modernizing” economies, 
where the world’s population and consumption growth are expected to be concentrated for the foreseeable 
future. Likewise at the multilateral level, cooperative intergovernmental mechanisms in the environmental 
area have only recently begun to be formed and will take some time before they become very effective, 
especially where free-rider problems are rife.  

Thus with sufficient fora yet to be fully developed for multilateral environmental dialogue, and 
with the problems increasingly being perceived as urgent as new scientific evidence becomes available, 
there is a growing interest among environmental groups-especially in the more advanced economies-in 

 
2 This does not apply equally of course to all natural resources and environmental services. Doomsayers have been 

shown to be spectacularly wrong in predicting the exhaustion of minerals and energy raw materials, for example, 
because they have failed to take into account economic feedback mechanisms. Beckerman (1992) notes that the 
cumulative world consumption of many minerals during the past quarter century exceeded “known reserves” at 
the beginning of the period, yet today’s revised “known reserves” nevertheless exceed those of 25 years ago! The 
same cannot be said for tropical hardwoods and some fish species, however, although in these cases there is 
scope to move further from the current “hunter/gatherer” technology to using land or water more intensively in 
planting trees for timber or practicing aquaculture in the same way as agriculture uses land to produce most other 
forms of food and fiber.  
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using one of the few policy instruments apparently available to their governments, namely trade 
restrictions, to influence environmental outcomes both at home and abroad.  

Environmental groups perceive trade policy as a means both of raising national environmental 
standards at home and abroad and of inducing countries to become signatories to and abide by 
international environmental agreements. On the first, these groups are aware that, unless compensated, 
firms will oppose the raising of domestic standards if competitors abroad are not subjected to similar cost 
increases. But since the loss of competitiveness can be offset by import restrictions on products from 
lower-standard countries, such restrictions can at the same time remove opposition by local firms to 
higher standards at home and increase the incentive for foreign firms and their governments to adopt 
higher standards abroad. Not surprisingly, those features make trade policy very attractive to 
environmentalists.  

On the second, with respect to international environmental agreements, a major attraction of trade 
measures is that they can be used effectively as sticks or carrots because they are relatively easy to use 
and are immediate in their impact. Even the threat of trade sanctions can have a rapid and persuasive 
effect in encouraging a country to join an international environmental agreement and subsequently to 
abide by its rules.  

Already we have seen the use of discriminatory trade restrictions affecting particular targeted 
products (for example, in the Montreal Protocol on chlorofluorocarbon [CFC] substances that deplete the 
ozone layer). There have also been proposals to use trade sanctions against unrelated products. These aim 
chiefly at persuading developing countries to adopt stricter environmental standards (for example, threats 
to provide less open access to textile and other markets in industrial countries unless logging is curtailed 
or managed on a more sustainable basis).  

 
Relationships Between Trade, Investment, Development, and the Environment  
 

The standard theory of changing comparative advantages in a growing world economy, which has 
been developed without consideration of environmental concerns, can readily be modified to incorporate 
at least some of those concerns. As espoused by Krueger (1977) and Leamer (1987), this theory suggests 
that when a developing country opens up to international trade, its exports initially will be specialized in 
primary products. This is because its stocks of produced capital relative to natural resources are 
comparatively low. Should those nonnatural capital stocks per worker (including human skills) expand 
more for this country than globally, the country’s comparative advantage will gradually shift from the 
extraction of raw materials (minerals, timber from natural forests) to more capital-intensive and skill- 
intensive activities (particularly manufactures and services)-except in relatively land-abundant countries 
where produced capital and new or newly imported capital-intensive technologies may be employed 
profitably to extract minerals or farm the land. The industrialization will begin at an earlier stage of 
economic development, and the nonprimary exports will initially tend to be more intensive in the use of 
unskilled labor, the more natural resource-poor or densely populated the country. In the case of 
manufactures, the process of upgrading to more capital-intensive production over time leaves room in 
international markets for later-industrializing countries also to begin with labor-intensive export-oriented 
manufacturing.  

If national boundaries were such that there were no international environmental spillovers, and 
there were no global commons, this story need be complicated only slightly to incorporate nonmarketed 
environmental services and pollution byproducts. The complication required is simply to allow for the 
fact that as a country’s per capita income and industrial output grow, the value its citizens place on the 
environment increases. As well, their demands grow for proper valuation of resource depletion and 
environmental degradation, for the assigning and better policing of property rights, and for the 
implementation of costly domestic pollution abatement policies-at least after certain threshold levels of 
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income and/or pollution are reached.3 Beyond those threshold points the severity of such abatement 
policies is likely to be positively correlated with per capita income, population density, and the degree of 
urbanization.  

If all economies were growing equally rapidly, the progressive introduction of national 
environmental taxes and regulations would tend to cause pollution-intensive production processes to 
gradually relocate from wealthier and/or more densely populated countries to developing and/or more 
sparsely populated countries.4 They would also slow or reverse the growth in the quantity demanded of 
products whose consumption is pollutive, and more so in wealthier and/or more densely populated 
countries where taxes on such products would tend to be highest. If more advanced economies are net 
importers (net exporters) of products whose production (consumption) is pollutive, these countries’ 
optimal environmental policies would worsen their terms of trade to the benefit of poorer economies, and 
conversely (Siebert et al. 1980, Anderson 1992a). Thus even countries without (or with unchanged) 
environmental policies will be affected through foreign trade and investment by the development of 
environmental policies that accompany growth in other economies. The extent of international relocation 
of productive activities due to the raising and enforcement of environmental standards should not be 
exaggerated, however. Recent studies suggest the effect of such policies on comparative costs may be 
quite minor.5

The story becomes more complicated, however, when account is taken of policy reactions to 
international environmental problems such as the global commons, species depletion, or animal rights. 
The ban on ivory trade under the Convention on International Trade in Endangered Species (CITES) 
provides an extreme example: the strong revealed comparative advantage that southern American nations 
had in elephant products disappeared when the ban was introduced in 1989 (since the trade was no longer 
possible). Another is the recent ban, adopted under the Basel Convention relating to hazardous waste, on 
exports of so-called hazardous recyclables from industrial to developing countries: that ban threatens the 
growth prospects for recycling industries in developing countries. A third example is the proposed 
limitation on imports into some high-income countries of tropical hardwoods, the aim of which is to 
discourage deforestation. An import ban of this kind would reduce export growth in logs and perhaps 
sawn timber in those developing countries still well endowed with hardwood forests, while improving the 
terms of trade of other net importers of hardwood such as Japan; Republic of Korea; and Taipei,China. In 
addition, the Montreal Protocol on phasing out the use of ozone-depleting CFCs incorporates 
discriminatory trade provisions, designed to limit the relocation from signatory to nonsignatory countries 
of industries producing or using CFCs, as well as encouraging nonsignatories to accede to the Protocol.66 
Then there is the infamous example of the United States ban on the importation of Mexican tuna which 
US authorities deem to have been caught in dolphin-unfriendly nets: domestic US regulations affecting 
the use of dolphin-unfriendly nets on US registered fishing vessels, if implemented alone, would have 
boosted Mexican competitiveness in tuna fishing, but the subsequent ban on tuna imports instead reduced 
it. As is clear in the latter two examples, the motive for trade policy action is often a mixture of national 

 
3 Three recent papers reporting evidence in support of the claim that the demand for implementing and enforcing 

pollution abatement policies is income-elastic are Radetzki (1992), Grossman and Krueger (1993), and 
Grossman (1995).  

4 The term “pollution-intensive production processes” should be broadly interpreted to include activities such as 
mining in pristine areas or leisure services that may attract undesired local or international tourists. The 
presumption is that industries are not affected equally by the progressive raising of environmental standards and 
charges, for otherwise there would be little change in the pattern of acounts trade. 

5 See, for example, Leonard (1988), Low (1992), Jaffe et al. (1995), and Levinson (1996). As well, Tobey (1990) 
finds little evidence of actual changes in patterns of trade specialization in response to the imposition of 
environmental regulations since the 1960s. However, as noted by Hoekman and Leidy (1992), the absence of 
changes in trade patterns may be because import barriers were raised to offset any decline in the competitiveness 
of affected industries.  

6  Alist of the international environmental agreements with trade provisions is provided in GATT (1992, 
Appendix 1) and Esty (1994, Appendix D).  
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competitiveness concerns-especially in wealthier countries (typically not shared to the same extent by 
developing countries}-and concern for the global commons and for animal welfare.  

Two facts therefore need to be recognized. The first is that there are important international 
environmental spillovers beyond the simple transborder ones that can be handled through negotiations 
between governments of affected neighboring countries. Those spillovers are of two sorts: in addition to 
the physical damage our activities can do to the global environment regardless of the location on the 
globe of those activities, there are nonphysical spillovers as well. For example, I may grieve if another 
country’s activities threaten a particular animal or plant species in its jurisdiction. Or I may grieve if I 
believe your desires for higher environmental standards in your country are not being recognized 
sufficiently by your national government (a political market failure). Controversial though such views 
are,7 many people perceive a need for multilateral action to reduce these spillover problems, and that is 
where trade policy measures enter the debate: they are seen by environmentalists as providing powerful 
carrots and/or sticks for attracting signatories and/or penalizing nonsignatories to bilateral or multilateral 
environmental agreements, as well as for encouraging other countries to adopt better national 
environmental policies for the sake of their own citizens and environment.  

The other fact that needs to be recognized is that one country’s environmental policy choice is not 
independent of the choices of other countries. Why? Because the imposition of higher standards or 
pollution charges at home alters the international competitiveness of industries, in particular by harming 
the more pollution-intensive industries. The more their competitors abroad are not subjected to similar 
cost-raising policies, the more such industries would lobby against the imposition of higher standards at 
home. And while it is true that the less-pollutive industries at home would benefit from higher 
environmental standards, they are more diffuse and so are not likely to add much support to the 
environmentalists’ lobbying.  

It was because of this latter fact that trade policy first entered the environmental picture, back in 
the latter 1960s when the first wave of widespread concern for the environment began in industrial 
countries. As already mentioned, environmental groups perceived that, since the loss of competitiveness 
of pollution-intensive industries could be offset by restrictions on imports from lower-standard countries, 
such restrictions could at the same time reduce opposition by such industries to higher standards at home 
and increase the incentive for foreign firms and their governments to adopt higher standards abroad to 
avoid being subjected to anti “eco-dumping” duties.  

The demand for unilateral use of trade policy for this latter reason has grown in two ways over 
time with the internationalization of the global economy. One is that, with the decline in traditional trade 
barriers (tariffs, transport and communication costs, etc.), any given environmental charge is becoming 
relatively more important as a determinant of international competitiveness, ceteris paribus. And the other 
is that, with the 1980s’ deregulation of financial markets and direct foreign investment, the possibilities 
for firms to disinvest in high-standard countries and relocate their capital in lower-standard countries 
(“pollution havens”) have increased markedly. Environmental groups fear this will result in governments 
delaying the introduction or enforcement of environmental policies-and possibly even a lowering of 
standards in a “race to the bottom” in their attempts to attract or retain investments and hence jobs.  

Both types of environmental uses of trade policy-unilaterally, and to increase the workability of 
multilateral environmental agreements-raise potential conflicts of interest between rich and poorer 
countries; and the fact that discriminatory trade measures are increasingly being used to achieve the 
environmental objectives of rich countries, without regard for legitimate economic development concerns 

 
7 Some would argue that nonphysical spillovers are less worthy of consideration than physical spillovers, not least 

because they are less measurable and hence less “objective”. Hence the scope for traditional protectionists 
“capturing” environmentalists concerned with nonphysical spillovers is considerable. Others would counter that 
there is often so much uncertainty about the extent and effects of physical spillovers that they too may be 
subjective and hence qualitatively no different from nonphysical spillovers. The point is that both exist, and we 
see no reason a priori to presume that one is more important than the other in some “willingness-to-pay” or 
popularity sense. 
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of poorer countries, increase the likelihood of environment-related trade disputes. There is even dispute 
over what constitutes the global commons: some argue that a country or region should not have to bow to 
international pressure to preserve endangered species in their territory (or at least not without adequate 
compensation), while others argue that such countries are merely the custodians of those resources for the 
benefit of humankind in general.  

The increasing use of discriminatory trade measures to address environmental issues should 
concern the world at large, and Asia’s developing countries in particular, for at least four reasons. First, 
trade policy measures typically will not be the first-best instruments for achieving environmental 
objectives. This is because trade sanctions or the threat of trade sanctions does not directly affect the root 
cause of the environmental problem. Their use in place of more efficient instruments reduces 
unnecessarily the level and growth of global economic welfare as conventionally measured, and may even 
add to, rather than reduce global environmental degradation and resource depletion.8

The second reason for concern is that producer interest groups and some environmental groups 
are nevertheless finding it mutually advantageous to use environmental arguments in support of their 
claims for unilateral import restrictions, particularly following the costly imposition of stricter 
environmental standards on domestic producers.9 In this sense, the environment can provide a convenient 
additional excuse for raising trade barriers-and one that is socially respectable. Unfortunately, such 
protectionist action reduces real incomes not just at home but elsewhere too, especially in developing and 
natural resource-abundant countries.  

Third, in so far as this can lead to an escalation in trade disputes-as is almost inevitable, 
especially given the North-South dimension involved and the fact that environmental uses of trade policy 
are inherently discriminatory-it could be followed by retaliatory and counterretaliatory action, the end 
result of which would be an undermining of the rules-based open global trading system on which the 
dynamism of Asia’s developing economies continues to depend.  

The fourth reason to be concerned is that there is another important sense in which aspects of 
environmentalism are putting at risk the global trading system: in addition to proposing the use of trade 
restrictions, some environmentalists also oppose trade and investment liberalization. They oppose the 
GATT’s attempts to reduce barriers on at least two grounds: that freer trade means more output and 
income which they presume would mean more resource depletion and degradation of the natural 
environment; and that freer trade and investment encourages the relocation of environmentally degrading 
industries to countries with lower environmental protection standards and/or more fragile natural 
environments, and leads to greater transportation activity which contributes further environmental 
damage.  

Neither of these assertions is unambiguously supported by empirical evidence. The first, that 
income increases mean greater damage to the natural environment, may be true initially for some poorer 
countries (in which case any additional environmental damage has to be weighed against the marginal 
economic benefits of higher incomes for poor people), but once middle-income status is reached people 

 
8 The ban on ivory trade again provides a case in point. By lowering the value of elephant products, the ban 

reduces the incentive for rural Africans to tolerate elephants trampling upon their crops and so ultimately could 
result in more rather than less culling of elephants in some areas. In other areas, the ivory trade ban has reduced 
the value of the animal so much that it is no longer profitable to cull the herd. An unfortunate consequence is that 
bushland in national parks is being decimated by the increased number of elephants, which is of course 
endangering other species (Barbier et at. 1990). 

 Even the threat of trade restrictions can be environmentally counterproductive. The talk of European import bans 
on tropical hardwood logs (together with tariff escalation on timber product imports) has encouraged Indonesia 
to ban log exports. But since felling has been allowed to continue, this policy has lowered the domestic price of 
logs and thereby raised effective assistance to Indonesia’s furniture and other timber-using industries to 
extremely high levels (GATT 1991, 127). At that lower log price and with possibly lower-quality saw-milling 
techniques it is not surprising that less of each tree is now used, leading to nearly as many trees being felled as 
prior to the log export ban. 

9 See the discussion in Hillman and Ursprung (1992) and Hoekman and Leidy (1992).  
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tend to alter their behavior in ways that reduce pressures on the environment. A key change is in family 
size: higher incomes lead in time to lower population growth rates (Baldwin 1995). Along with the 
increased employment opportunities resulting from trade liberalization, this is likely to have a major 
effect in reducing the rate of environmental degradation due to population pressures in developing 
countries. In rural areas it means fewer people denuding hillsides to eke out a subsistence income, while 
in urban areas it means fewer unemployed or underemployed squatters in shanty towns with poor 
sanitation and water.  

Another common behavioral change as economies open up and incomes rise is that the demand 
for education expands, and with more income and education comes more skillful management of all 
resources including the environment, and more forceful demands on governments to improve the 
establishment and policing of private property rights and more stringent environmental policies (Radetzki 
1992, Grossman 1995). As well, the political cost of implementing such policy reforms tends to fall 
because of increased opportunities for businesses to meet stricter standards by acquiring more, cheaper, 
and environmentally benign production processes and products from abroad.  

Third, the increase in the value of poor people’s time in developing countries will alter household 
activities in another way which is especially f important for the environment. Specifically, the relative 
price of wood (in terms of time spent gathering it) for household fuel rises. Since about three quarters of 
the timber harvested in developing countries is used as household fuel, this change could have a major 
beneficial impact in reducing deforestation and carbon dioxide levels.  

The other major assertion by environmentalists, that the global environment is necessarily harmed 
by the relocation of production following trade and investment liberalization, is also questionable. We 
know from the law of comparative advantage that not all industries will be relocated from rich to poor 
countries when the former’s trade barriers are lowered: some industries in the North will expand at the 
expense of those industries in the South, and conversely. In any case, it should not simply be assumed that 
relocating some production to the South necessarily worsens the environment. Recent preliminary 
examinations of the likely environmental effects of reducing government assistance to two of the North’s 
most protected industries, coal and food, reveal that in both cases the global environment may well be 
improved by trade liberalization, especially if complementary environmental policies are in place 
(Anderson 1992b, 1992c, 1995; Steenblik and Coroyannakis 1995). Nor need the risk of environmental 
damage from transport activity increase with trade reform. The lowering of import barriers to processed 
primary products, for example, would allow more raw materials to be processed in resource-rich 
countries, so reducing the bulkiness of shipments. But evidently many more empirical studies are required 
before the more extreme environmental groups will alter their perception of and publicity against 
multilateral trade reform as an environmentally unfriendly activity. 

 
The GATT/WTO and the Environment  
 

At the level at which Asia is economically integrated with the rest of the world through 
international trade, its dominant forum for discussing issues and settling disputes is the GATT, which at 
the beginning of 1995 evolved into the World Trade Organization (WTO). How “green” are the rules of 
the GATT and how have they been adapted over time?10 From the outset the GATT has been a 
conservationist institution in the sense that its purpose has been to reduce trade barriers and thereby 
reduce the inefficiency in the use of the world’s resources.  

The heart of the GATT, agreed to by 23 original contracting parties in 1947 and since then by 
another 100 or so countries, is the nondiscrimination requirements of Articles I and III. These obligate 
parties to treat imports from any GATT contracting party no less favorably than other imports (the “most-
favored-nation” requirement) and no less favorably, after border taxes are paid, than similar domestic 
products (the “national treatment” requirement). Article XX provides exceptions to these general rules, 

 
10. For detailed legal assessments, see for example Hudec (1996) and Esty (1994). 
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however, including provisions for some environmental regulations. Specifically, parts (b) and (g) of 
Article XX allow trade restrictions “necessary to protect human, animal, or plant life or health” and 
“relating to the conservation of exhaustible natural resources if such measures are made effective in 
conjunction with restrictions on domestic production or consumption”, subject to the requirement that 
such restrictions “are not applied in a manner which would constitute a means of arbitrary or unjustifiable 
discrimination between countries where the same conditions prevail, or a disguised restriction on 
international trade”. The latter has been interpreted to mean that the measure must be primarily for a 
conservation purpose (rather than for a mixture of motives) and must be necessary in the sense of being 
the least GATT -inconsistent measure available. These provisos have ensured that the Article has been 
rather narrowly interpreted, which is partly why some environmental groups have felt further greening of 
the GATT is required (Charnovitz 1991, Esty 1994). But there is nothing in the GATT that prevents a 
country adopting production or consumption measures to offset environmental externalities associated 
with either of those sets of activities. And since trade itself is almost never claimed to be the root cause of 
an environmental problem, supporters of the institution see little need to consider trade measures as part 
of the solutions to those problems.  

As already mentioned, widespread public interest in trade and environmental issues first surfaced 
in rich countries in the late 1960s or early 1970s. At that time concern focused mainly on industrial 
pollution within and between neighboring advanced economies. The foreign trade and investment issues 
raised at that time centered on how the imposition of stricter pollution standards at home rather than 
abroad might damage the international competitiveness of the home country’s firms, and how to avoid 
such damage through border protection measures. Where the environmental damage caused by production 
is purely local, the calls by disadvantaged firms for trade restrictions or subsidies to offset the decline in 
their international competitiveness, because standards have been raised, has no economic logic: such 
assistance would tend to offset the desired effect of limiting byproduct pollution.1111 Nor is it reasonable 
to conclude that other countries are engaging in “ecodumping” if the imports they are able to supply are 
produced with laxer environmental standards, if those lower standards are consistent with the preferences 
and natural resource endowments of those exporting countries (e.g., because those countries are poorer 
and/or less densely populated and less urbanized). Even so, claims for protection against “ecodumping” 
have political appeal and may result in higher import barriers or export subsidies than would otherwise be 
the case in advanced economies. Leading up to the UN Conference on the Human Environment held in 
Stockholm in June 1972, the GATT Secretariat produced a background paper on those issues (GATT 
1971), and a Working Group on Environmental Measures and International Trade was established. But no 
significant changes to the GATT occurred during the Tokyo Round as a result of these concerns being 
expressed, and it was two decades before the Working Group met for the first time.  

Trade policy actions are more likely to occur, and to be more difficult to dismiss as inappropriate, 
when environmentalists in such countries view particular damage to the environment as unacceptable 
regardless of the nation in which the damage occurs. This case is even more problematic if the damage is 
not just nonphysical (as with animal rights) but also physical, for then the relocation of production to a 
country with laxer environmental standards may worsen animal welfare, or the environment at home, and 
reduce the profitability of the home firms. The US-Mexico dispute over the use of dolphin-unfriendly nets 
by tuna fishermen again comes to mind. In that case the GATT ruled against the US ban on imports of 
tuna from Mexico, partly because the ban did not discriminate according to which type of net was used, as 
it cannot, because an aspect of the production process rather than the final traded product itself is what is 
considered objectionable. The GATT panel ruled against the ban because to do otherwise would have 
created a huge loophole in the GATT for any country unilaterally to apply trade restrictions as a means of 
imposing its environmental standards on other countries. Such a loophole would work against the main 

 
11 Such protection from import competition cannot be justified on economic efficiency grounds (nor for that matter 

on environmental grounds), because the environmental policy aims to eliminate an unjustifiable (implicit) 
subsidy arising through undervaluation of environmental resources, rather than to add an unjustifiable tax (Snape 
1992).  
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objective of the multilateral trading system which is to provide stable and predictable nondiscriminatory 
market access opportunities through agreed rules and disciplines and bound tariffs on imports.  

Following a lull in interest brought on by the economic disruptions of the 1973-1982 oil-shock 
period, the current wave of public concern for the natural environment, leading up to and following the 
United Nations Conference on Environment and Development (UNCED) held in Brazil in June 1992, is 
much more intense, widespread, and likely to be sustained and to affect a much broader range of countries 
than before the latter 1980s. The Uruguay Round agenda was set by 1986 before the current wave had 
built up, so the trade/environment issue was not a separate item for negotiation. Nor was there an 
environmental impact assessment of the Round as a whole. However, the Working Group on 
Environmental Measures and International Trade that was formed in 1971 was activated for the first time 
in 1991 and has met frequently since then. As well, several of the Uruguay Round agreements contain 
provisions that relate to the environment and build on Articles in the General Agreement.  

The most fundamental provision in the Round is in the Preamble to the agreement to establish the 
World Trade Organization (GATT 1993), which refers to the WTO’s objective as enabling all contracting 
parties the maximum opportunities for:  

 
expanding the production and trade in goods and services, while allowing for the optimal 
use of the world’s resources in accordance with the objective of sustainable development, 
seeking both to protect and preserve the environment and enhance the means for doing so 
in a manner consistent with their respective needs and concerns at different levels of 
economic development (p. 1).  
 
To give initial effect to that, a decision was taken on trade and environment by ministers meeting 

in Marrakesh in April 1994 to sign the Final Act of the Uruguay Round. They agreed to establish a 
Committee on Trade and Environment to report to the first biennial meeting of ministers (in Singapore in 
December 1996). The other main features of the Uruguay Round agreements with environmental 
provisions relate to technical barriers to trade, sanitary and phytosanitary measures, and the agreements 
on subsidies and countervailing duties and on trade-related intellectual property rights. Overall, the trade 
liberalization to result from the Uruguay Round is likely to conserve resources and reduce environmental 
degradation rather than be unfriendly to the natural environment (see Anderson 1996 for details).  
 
GATT/WTO and Multilateral Environmental Agreements  
 

The other way in which trade policy is being called upon to help achieve environmental 
objectives has, as mentioned above, more validity. It is either a carrot or stick to entice countries to sign 
and abide by multilateral environmental agreements. In the case of combatting global environmental 
problems such as ozone depletion or climate change, the free-rider problem arises. One of the more 
obvious and possibly more cost-effective ways to reduce the free-rider problem is to write trade 
provisions into the agreement, as was done in the 1987 Montreal Protocol on reducing the use of CFCs 
and halons to slow down ozone depletion. To date no GATT contracting party has formally objected to 
use of that trade policy. Nor have they to the bans on trade in ivory, rhino horn, and tiger products that are 
part of the Convention on International Trade in Endangered Species (CITES), or to the trade provisions 
in the Basel Convention on trade in hazardous wastes. Conflicts may well arise in the future, however, if 
trade provisions are drafted into more contentious multilateral environmental agreements. (For example, 
attempts to impose a global carbon emissions. tax are met by resistance from fossil fuel exporting 
countries as well as users of such fuels.) That is why this matter figures importantly on the agenda of the 
new WTO Committee on Trade and Environment. Discussions so far in the GATT/WTO have centered 
around the idea of providing waivers on a case-by-case basis or, alternatively, of providing an 
“environmental window” for multilateral environmental agreements within the GATT exceptions clause 
(Article XX).  
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To help assess the appropriate role for trade policy in multilateral environmental agreements, it is 
helpful to recall that supporters of trade liberalization and of environmental protection share a common 
goal: to improve social welfare. They also share a common problem: the need to foster multilateral 
cooperation to fully achieve that objective, because in each sphere (the economy and the environment) 
there is considerable and increasing interdependence among nations. But the two groups differ in the 
important respect that supporters of liberal world trade have understood its virtues for two centuries and 
have been active for more than 50 years in building institutions such as the GATT and WTO to help 
achieve their goal, whereas widespread concerns about the environment are relatively new and supporters 
of environmental protection entered only recently as significant players in international policy arenas.  

Understandably, supporters of liberal trade and the GATT/WTO resent the encroachment of these 
“new kids on the block” onto what they perceive as their hard-won territory, especially when they 
genuinely believe that reducing trade barriers is likely to be environmentally friendly and consistent with 
sustainable development in the long run in the sense that it allows the world to use its resources more 
efficiently.12 Equally, advocates for greater environmental protection are frustrated that international 
agreements as important as those resulting from the GATT’s recent Uruguay Round can be implemented 
without being subject to environmental impact assessments or environmental safeguards.  

Clearly there is scope for greater understanding and altered strategies on both sides. More than 
that, there is the distinct possibility that, by working together, both groups’ objectives will be further 
enhanced-a “win-win” outcome. But such an outcome will require much more than just “greening” the 
GATT/WTO. Some observers believe it may ultimately require a Global Environmental Organization 
(GEO) to set rules, negotiate multilateral agreements, and settle disputes over environmental policies in 
the same way that the GA~ has presided over trade policies for the past five decades (Esty 1994). The 
advantage of a GEO, it has been argued, is that it could redirect environmentalists’ attention away from 
trade policies and toward ensuring the implementation of more appropriate policy instruments for 
achieving environmental objectives, allowing both sets of policies to more effectively contribute toward 
the common goals of sustainable development and improvement in the quality of life. Even so, the issue 
of whether the WTO or the GEO would have precedence would need still to be resolved. It is noteworthy 
that the side agreement to the NAFTA gives a surprising degree of precedence to environmental concerns 
relative to trade concerns. What would be more appropriate is a recognition that where the two are in 
conflict, achieving the optimal welfare-maximizing outcome requires both to compromise somewhat.  

Thus the trade policy community needs to be involved in negotiating multilateral environmental 
agreements that are likely to include trade provisions, and to develop criteria by which WTO members 
could assess in advance the extent to which trade restrictions within such agreements are acceptable. 
Some of the relevant criteria were enunciated at UNCED. It is important to ensure that trade provisions 
are strictly necessary and effective in achieving the environmental objectives involved. For reasons 
outlined earlier, there will often be an alternative, more effective instrument than trade restrictions. Where 
trade instruments are required in the absence of superior policy measures, they should be used only in 
proportion to the size of the associated environmental problem and should be the least trade restrictive 
measure available. The measures ought to be transparent and not be protectionist in impact, and where 
possible be consistent with both the GATT principles of nondiscrimination (most-favored-nation and 
national treatment) and the key environmental principles such as the polluter pays and the precautionary 
principles.  

 

 
12 See the literature review in, for example, Ulph (1994). Liberal traders should acknowledge, however, that 

opening up to trade can lead to overexploitation of common-property resources (e.g., via deforestation of tropical 
forests) in the absence of adequate property rights, environmental charges, and/or policing, in which case there 
may be a second-best case for restricting trade until those problems are resolved (Chichilnisky 1994, Copland 
and Taylor 1995). 
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Response of Asian Developing Countries 
 

The international efforts under way in various subregional, regional, and global fora related to 
cross-border environmental interactions cover a wide range of activities, from capacity building and 
institutional strengthening, to biological research, to the control of cross-border movement of hazardous 
wastes, bans on driftnet fishing, and efforts to slow down global warming and protect the ozone layer. 
Yet, given the urgency of many of the problems and the tendency for international disputes to escalate if 
not resolved, even more needs to be done. We begin by looking at what has been achieved recently in 
Asia, and then examine what else could or should be done.  

 
Subregional and Regional Initiatives13

 
Not all international environmental issues affect all countries. Problems such as acid rain, 

desertification, flooding due to deforestation or siltation, or pollution of a particular watercourse may 
involve only a small set of neighboring countries. Environmental issues like these are best dealt with in a 
regional or even subregional forum. Over the past two decades, as the economic and environmental 
interdependence of developing economies in Asia has increased, so have their efforts toward regional and 
subregional cooperation. While these cooperative efforts primarily are aimed at promoting intraregional 
trade and investment, with beneficial environmental consequences through more efficient resource use, 
they also provide fora for discussing and planning cooperative efforts for sustainable use of the 
environment.  

An example is the APEC. APEC members are committed to “open regionalism”, designed to 
encourage greater openness throughout the global economy as well as in the region. The linkage between 
trade and the environment was identified as a “key facilitation issue” in the Second Report of the APEC 
Eminent Persons Group and the forum members have recently agreed to promote cleaner industrial 
production technologies, convincing companies to meet the ISO 14000 standards. Members who have 
implemented pollution charges to promote sustainable development, such as Malaysia and Indonesia, and 
those with plans for their implementation, such as the Philippines, use the forum to learn from each 
other’s experiences. The APEC energy working group also promotes cleaner and more diversified energy 
sources in its member countries, which account for half of the world’s energy consumption.  

Another example is the Association of Southeast Asian Nations (ASEAN). ASEAN has 
developed a plan of action on the environment and a working group on transboundary pollution that is 
developing procedures to control the cross-border movement of hazardous wastes between member 
countries. The plan of action on the environment aims to strengthen legal and institutional capacities to 
implement international environmental agreements, to harmonize ambient air and river water quality 
standards, and to develop a regional framework for integrating environmental concerns in the decision-
making process of member countries. ASEAN also has a Working Group on Nonconventional Energy 
Research and energy programs with its dialogue partners Australia, Canada, and the United States.  

The South Pacific Forum also has been active in environmental matters. In 1979 it established the 
Forum Fisheries Agency to provide technical assistance to Forum members in developing and managing 
fisheries. It adopted the South Pacific Nuclear Free Zone Treaty, also known as the Treaty of Rarotonga, 
in 1985 and was prominent in protesting the 1995 French nuclear testing in the Pacific. The Treaty has 
since been signed by all of the major nuclear powers. The Forum has also drafted a treaty to ban the 
importation of toxic waste into the region. In 1989 the South Pacific Forum also issued the Tarawa 
Declaration calling for a cessation of driftnet fishing in the South Pacific, which was followed by later 
UN resolutions to the same effect. There is as well a South Pacific Regional Environment Programme 
(SPREP), which undertakes research and monitors and provides information for sustainable management 

 
13 This section draws on Brooks (1995).  
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of natural resources and which has played a key role in negotiation of a Convention for the Protection of 
the Natural Resources and Environment of the South Pacific Region.  

There is also the recently formed Greater Mekong Subregional Working Group on Environment. 
Its purpose is to facilitate cooperation regarding environmental and natural resource management among 
the six Greater Mekong Subregion countries and to address the environmental implications of various 
infrastructure and other projects undertaken in the subregion. It is composed of senior level 
representatives of the national environmental protection agencies of the six countries and reports to the 
Ministerial Conference on Subregional Cooperation. The main activities expected of the Working Group 
include policy advice and guidance on specific subregional environmental programs, overview and advice 
on the Environment Program conducted under the auspices of the Mekong River Commission and other 
externally funded environment programs, guidance on appropriate treatment of environmental issues 
raised by proposed infrastructure and other projects, seeking donor support and coordination for priority 
subregional needs in the environment sector, harmonizing environmental policies which impact on 
neighboring countries, and sharing information on successful approaches to common problems. Other 
cooperative activities in the Greater Mekong Subregion include a subregional environmental monitoring 
and information system technical assistance project, a subregional environmental training and institutional 
strengthening project, and a project on sustainable management of forest resources.  

 
What Asian Developing Countries Can Do  
 

A major concern is the large gaps in the scientific knowledge of environmental interactions. More 
research needs to be done at the national, regional, and global levels, with international cooperation 
playing a key role in exchange of knowledge, technology; and human and financial resources for research 
and dissemination. That some of the newly industrializing economies, such as Republic of Korea, are now 
placing greater emphasis on research and development in industry is an encouraging sign, but much more 
empirical analyses are sorely needed.  

The experiences of the Uruguay Round and of the Inter-governmental Panel on Climate Change 
made clear that empirical studies are far more powerful than abstract arguments in focusing attention on 
the need for policy reform. Those quantitative exercises have provided the world with multisector, 
multicountry models that are capable of being modified to estimate as well the linkages between trade, 
resource depletion, and environmental degradation. A beginning has been made in that direction, but there 
is great scope for further, high-payoff research in this area. Such forward-looking modelling requires the 
inclusion of endogenous behavioral relationships not only for private households and firms but also for 
governments, so as to capture not just the demographic transition but also the transitions in both trade and 
environmental policies that typically accompany per capita income growth. Now is not too early to begin 
if that research is to influence the next round of multilateral trade negotiations, because they are 
scheduled to get under way before the end of this decade. It would also be helpful in APEC trade 
liberalization discussions following the Bogor Declaration of November 1994, for example in 
demonstrating the adverse environmental and economic consequences of excluding agriculture from the 
move toward free trade in APEC by 2020. Since East Asia’s developing economies have more to gain 
than most others from that type of empirical studies, now is the time for them to cooperate in sponsoring 
such analyses, perhaps with the help of regional institutions.  

More research is also needed on the institutional aspects of solving the market failures that often 
result in environmental problems. In practice, the property rights and the tax or subsidy approaches to 
correcting market failures often differ more in emphasis than in substance. Marketable permits for 
pollution emissions have proven to be a useful innovation, but both the range of their application and their 
alternatives need to be more fully developed, particularly for application at an international level. 
International aid for the environment, as with other types of international aid, suffers from problems of 
coordination. .The wide range of nongovernmental, national, and cooperative arrangements undertaking 
action for environmental preservation or improvement can easily lead to inefficient use of scarce 
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resources, something that those concerned about the environment should be particularly wary of. 
International environmental agreements cover a wide range of subjects and are not a new phenomenon, 
and their number has grown rapidly in the past few decades, but generally in a piecemeal way.  

Proposals for a global environmental organization to track and/or coordinate international 
environmental activities, on the order of the WTO, have so far met with a lukewarm response. In part this 
reflects the recentness of widespread international concern for the environment, relative to that for trade 
or some other interests. Similarly, although there are international agreements covering some 
environmentally sensitive areas, there is no organization to set and enforce regulations covering cross-
border environmental effects in the way that national governments can protect their domestic 
environments. A formally structured organization may be unnecessary, but with little coordination in 
efforts and with limited understanding of the environmental interactions on which our lives depend, the 
dangers of neglect may be great. 

The Uruguay Round agreements themselves are good news for Asia’s developing countries. 
However, demands for greater harmonization of domestic environmental policies for conformance and 
competitiveness reasons, coupled with the greening of world politics, are likely to put the WTO and trade 
policy under pressure to perform tasks for which they were not designed and are not well suited-and at a 
time when the WTO needs first to consolidate its role in the world and ensure the implementation of the 
Uruguay Round before moving into these more thorny issues that are only peripherally connected with 
trade.14

The pressure on the WTO to become more entwined with environmental standards is and should 
be of considerable concern to Asia’s developing countries. The reason is not so much that the imposition 
of higher standards themselves would be costly to them. In fact middle-income, mid-standard countries 
may well be net beneficiaries if low-income, low-standard countries were required to raise their standards 
more than them to reach minimum acceptable levels. Even the negative direct effect for low-income 
economies of having to raise their standards could be offset somewhat, at least for the least densely 
populated poor countries, by a terms of trade. improvement if many countries were to raise their standards 
multilaterally. Nonetheless, many developing countries are suspicious of the motives of OECD countries, 
and object to what they perceive as social imperialism and a denial of their national sovereignty. While 
they are not being targeted per se, the fact is that such standards tend to be .applied less in developing 
countries because they are poorer. That, together with the fact that their comparative advantages often are 
in natural resource-intensive and pollution-intensive industries, means those countries are vulnerable 
either to being pressured to enforce stricter standards and/or to facing less market access for their exports 
to stricter-standard countries. Furthermore, should the use of trade policy to try to harmonize standards 
upward lead to trade retaliation and counterretaliation, the end result could be a weakening of the 
multilateral trading system on which Asia’s developing countries depend heavily.  

Since the entwining of environmental issues with trade policy is more likely to tighten than to 
disentangle in the forseeable future, the question arises as to how developing countries ought to respond 
at the global level. One response is to disseminate more widely the sound arguments for not using trade-
restrictive measures to achieve the following environmental objectives: 

 
(a) that differences in standards are a legitimate source of comparative advantage in so far as they 

reflect differences in resource endowments and societies’ preferences and ability to afford the 
good things in life;  

 
14 The suggestion has been made, for example, that the WTO become active in monitoring and enforcing agreed-

upon minimum environmental standards. That presumably would involve environmental standards being 
reviewed as part of the GATT/WTO regular Trade Policy Reviews (TPR). Given that the WTO’s TPR 
mechanism is already stretched to its limit in covering even the major trade policies of contracting parties, such 
an addition to its workload would require a very substantial addition to its resources-not to mention the extra 
burden on those employed in national capitals when the reviews are under way. An even greater potential 
increase in workload would result for the WTO’s dispute settlement mechanism.  
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(b) that standards rise with per capita income and that liberal trade and investment policies promote 
income growth;  

(c) that theory and empirical evidence provide little reason to expect that differences in standards 
contribute significantly to differences in costs of production and hence to trade and investment 
patterns, nor that downward harmonization of standards (a “race to the bottom”) is occurring;15  

(d) that if freer trade were to worsen welfare of, say, low-skilled workers, adjustment assistance 
programs such as retraining subsidies should provide much cheaper solutions than trade 
restrictions, as do nontrade measures such as labelling (“dolphin-friendly tuna”) that allow 
consumers to exercise their preferences through the market;  

(e) that since developing countries have contributed a disproportionately small amount per capita to 
global environmental problems such as the greenhouse effect, they should be compensated 
accordingly for contributing to their solution, rather than have that contribution demanded of 
them under threats of trade sanctions; and  

(f) that the GATT rules-based multilateral trading system is threatened by the risk of environmental 
groups being captured by traditional protectionist groups in high-standard countries, and by the 
risk of resulting trade restrictions and pressure to involuntarily raise standards being used by 
protectionist groups in lower-standard countries to argue against their countries’ export-oriented 
development strategy.  

 
More dialogue and compromise between countries is likely to be needed. One suggestion is if 

developing countries were to commit themselves to enforcing minimum standards and to raising those 
standards over time according to a specified schedule in return for gradual improvements in OECD 
market access over and above commitments bound in the GATT/WTO, vocal interest groups in high-
income countries would be less able to deny that improvements in social standards are positively related 
to income and trade growth. That would be using trade policy as a carrot rather than a stick. (It would, 
however, still entwine environmental standards and trade in a way that might prove unhealthy for the 
global trading system.) Likewise, if developing countries were seen to be enforcing reasonable standards 
especially effectively on their foreign investors, concerns about capital outflows to “pollution havens” 
would be less justifiable. Alternatively or additionally, developing countries could transfer the onus back 
to high-standard countries to insist their firms accede to the same high standards when they invest in 
developing countries as in more advanced economies. Further, anxiety over deforestation could be 
reduced if developing countries were able to demonstrate they can police restrictions on logging and are 
prepared to do so in return for adequate compensation in the form of greater access to OECD markets 
and/or aid (e.g., via the Global Environment Facility). 

Finally, on the role of APEC, since a complete decoupling of environmental issues from trade 
policy seems unlikely in the foreseeable future, it is important for developing countries to consider what 
principles ought to govern the design of trade policies and trade-related environmental policies to ensure 
equitable and sustainable development. Several have been mentioned above. Even if developing countries 
were simply to discuss such a list with higher-standard countries, the resulting dialogue may itself be 
productive in diffusing some of the concerns expressed by environmental groups. APEC, with its diffuse 
but relatively small membership, provides an obvious forum for such discussion before the much larger 
WTO membership debates the issues. In the same spirit, APEC might also begin to monitor trade-related 
environmental measures as part of its overall compilation of trade impediments in the Asian and Pacific 
region. As well, it might actively seek, as a priority in its trade facilitation and liberalization initiatives, 
the removal of trade policies that incidentally harm the environment-again, providing a regional example 
for what might eventually be achievable globally through the WTO. 

 

 
15 Surveys of the relevant theory can be found in Bhagwati and Srinivasan (1996) and Wilson (1996). For empirical 

evidence, see for example Tobey (1990), Low (1992), Jaffe et al. (1995), and Levinson (1996). 
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Abstract 
 

The paper aims at deriving lessons for macroeconomic policy in developing countries in 
response to heavy temporary capital inflows as witnessed in the early 1990s. First, after 
spelling out the major reasons why policymakers should be concerned about cyclical 
inflows, the volatility of different capital-account items {bank lending, foreign direct 
investment, and portfolio flows} is assessed. Second, the recent capital flows are 
compared between Asia and Latin America for similarities and differences. Third, the 
paper discusses for 13 heavy capital importers in Asia and Latin America the extent to 
which they met the prerequisites postulated by the sequencing literature to avoid 
macroeconomic complications of heavy capital inflows, and how they used these external 
savings in light of the debt cycle theory. Finally, the paper draws five policy lessons for 
the next episode of heavy capital inflows: identify the origin of rising foreign exchange 
reserves; identify the limits of foreign debt; discourage above-limit, short-term inflows; 
observe the tradeoff between price stability and competitiveness; and design policies to 
target monetary aggregates and exchange rates, including fiscal policy, sterilized 
intervention, reserve requirements, and exchange rate management.  
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The Nature of Capital Flows in the 1990s 
 

Several econometric studies (reviewed in IMF 1994) suggest that cyclical external factors 
account for some 30 to 50 percent of the variation in private capital flows to developing countries, playing 
a greater role in Latin America than in Asia. The implicit warning that these studies carry, namely that a 
rise in OECD-country interest rates would lead to a halt or even reversal of capital flows, was partly 
confirmed by the $40 billion reserve loss of Mexico and by net outflows from dedicated emerging market 
funds during 1994.  

The macroeconomic adjustment to a sudden reversal of foreign capital flows can be extremely 
painful. There are at least four major reasons why governments and central banks should care about the 
sustainability of capital flows which their economies can tap abroad: 

 
• First, it is increasingly acknowledged that global capital markets suffer from three major 

distortions: the problem of asymmetric information causes herd behavior among investors and, in 
good times, congestion problems; the fact that some market participants are too big to fail causes 
excessive risk taking; and the global financial markets feature multiple equilibria, unrelated to 
“fundamentals”. It is questionable, therefore, whether the financial markets will discipline 
governments into better policies; even if they were to do so, the social and economic costs may be 
excessive.  

• Second, any shortfall in capital inflows will require immediate cutbacks in domestic absorption to 
restore external balance. The savings-investment balance is more likely to be achieved through 
cuts in investment than through higher savings in the short term, compromising future output 
levels. Current output levels fall to the extent that rigidities prevent resource reallocation, so that 
contractionary disabsorption effects outweigh expansionary substitution effects.  

• Third, the expansion of domestic credit connected with unsterilized capital inflows may not be 
sound enough to stand the rise in domestic interest rates and the fall in domestic asset prices that 
go with a reversal of these inflows (Rojas-Suarez and Weisbrod 1994). The resulting breakdown 
of domestic financial institutions provides incentives for monetary expansion and fiscal deficits 
incurred by the public bail-out of ailing banks.  

• Fourth, temporary capital flows may lead to an unsustainable appreciation in the real exchange 
rate. The appreciation is in conflict with development strategies based on the expansion of 
exports and efficient import substitution, which centrally relies on a reliable and competitive 
exchange rate. Overvalued exchange rates cause suboptimal investments which are costly to 
reverse, undermine active trade promotion, export diversification and productivity growth, and 
breed capital flight (Fischer and Reisen 1993). Large swings in real exchange rates, often a result 
of temporary capital flows, have been found to significantly depress machinery and equipment 
investment and thus long run growth performance (Ago sin 1994).  

 
For industrialized countries, Turner (1991) recently examined the volatility of different capital-

account items in order to arrive at a distinction between permanent versus temporary and autonomous 
versus accommodating flows. For the period 1975-1989, the capital flows that were most closely 
correlated with financing requirements were classified as the most accommodating, and the most 
accommodating types of capital flows closely corresponded to the most temporary flows, proxied by their 
standardized variability (coefficient of variation) over the period 1975-1988. Finally, Turner made a 
ranking of four capital-account items, ranging from the most autonomous and permanent to the most 
accommodating and temporary (i.e., volatile) flows:  
(a) long-term bank lending;  
(b) foreign direct investment;  
(c) portfolio investment; and  
(d)  short-term bank flows.  
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A closer inspection of different capital-account items tends to confirm Turner’s results:  
• Long-term bank lending includes essentially syndicated Euro-loans, amounting to more than $200 

billion in 1994. The OECD (1995) reports the average maturity of the recorded euro-credits. A 
striking observation is that the average maturity on these syndicated loans to borrowers from 
OECD countries is shorter than to borrowers from developing countries. During the 1990s, the 
average maturity for OECD borrowers has oscillated between 5 and 6 years, while borrowers 
from developing countries enjoyed average maturities of between 6 and 9 years. The longer 
maturities for developing country borrowers are explained by the high proportion of long-term 
project loans in syndicated lending.  

• Foreign direct investment is largely determined by noncyclical considerations. Being rather 
governed by long-term profitability expectations, it is less subject to sudden shifts in investor 
sentiment. While on an annual basis, large fluctuations of foreign direct investment flows are 
regularly observed, foreign direct investment stocks are largely illiquid and irreversible. Foreign 
direct investment, which is little dependent on financial market sentiment, has bad-weather 
qualities. This observation is reinforced by Mexico’s capital account in 1995, which showed only 
a slightly reduced net inflow of foreign direct investment.  

• Portfolio investment is a mixed bag with respect to its stability. Investment by pension funds and 
life insurance companies can be taken as long-term investment, since these funds follow a buy-
and-hold strategy rather than a trading strategy in the emerging stock markets. Unlike banks and 
most other investors, pension funds and life insurers benefit from regular inflows of funds on a 
contractual basis and from long-term liabilities (with no premature withdrawal of funds), which 
together imply little liquidity risk (Davis 1995). As long as these funds are underinvested in the 
emerging stock markets (as measured by their percentage share in world stock market 
capitalization) and as long as the emerging stock markets display a comparatively low return 
correlation vis-a-vis the OECD stock markets, developing countries can expect further equity-
related capital flows from pension funds and life insurers (Reisen 1994a). In order to tap these 
flows, developing countries must strive for investment grading by the major credit rating 
agencies.  

• Equity-related investment by domestic residents with overseas holdings, by private foreign 
investors, and from managed funds (country funds and mutual funds) are largely governed by 
cyclical determinants and oriented at short-term returns. In the course of the early 1990s, the 
decline in returns on riskless assets in the US and other OECD countries has led, not to an 
acceptance of falling returns, but to a growing tolerance of risk. Mainly via mutual funds, this has 
brought much speculative money to the emerging stock markets. The mutual funds have to 
publish regular (by now, even daily) asset prices and can suffer large redemptions at any time 
when there is bad news. What is more, with the need to have sufficient cash to payoff clients 
redeeming their holdings, a widespread crisis such as what happened after the devaluation of the 
Mexican peso in late 1994 forces fund managers to sell in markets totally unrelated to the origin 
of the crisis.  

• Any other portfolio investment, in particular bond-related, should be considered as volatile. 
Borrowing through corporate or government bonds, the most important component of Latin 
American capital inflows in the 1990s (see below), is largely governed by interest rate 
differentials and thus akin to reversal. The average maturity of Latin American international 
bonds has fallen below 4 years during the 1990s so that a high part of outstanding bonds can be 
fairly rapidly withdrawn; moreover, a concerted response to sustain external financing is difficult 
to organize as claims are dispersed among numerous bond holders (Griffith-Jones 1994).  

• Short-term bank lending and borrowing facilities (such as euro medium-term notes and euro-
commercial paper) are particularly cyclical and volatile. Developing countries interested in 
sustained growth should be wary when firms and banks incur these borrowings.  

•  
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Using quarterly balance-of-payments flow data for changes in net claims of FDI, portfolio equity, 
“long-term” and “short-term” flows, Claessens et al. (1995) find that capital-account labels do not provide 
any information about the volatility of the flow. In particular, they argue that FDI and long-term flows are 
not more persistent than others. However, the primary policy concern here is with reversals of foreign 
investment on a large magnitude, a concern not addressed by Claessens and coauthors who base their 
analysis on quarterly time-series properties of net, rather than gross, inflows.  

 
The 1990s Capital Flows: Asia and Latin America in Perspective 

 
Putting the 1990s surge of capital flows into a broad regional perspective may be useful for two 

reasons: First, Asia and Latin America compete in international capital markets, and second, Asia may 
offer valuable policy lessons to Latin America and vice versa. However, country policies and experiences 
vary within the two regions, requiring to supplement the regional perspective with a more country-
specific analysis.  

Many observers have been drawn to an overly optimistic interpretation on the capital flows of the 
early 1990s by some regularities between Asia and Latin America and by some differences to the flows 
that preceded the debt troubles of the 1980s. Unlike in the 1980s, capital flows were not pulled in by 
deficit-running government budgets and public enterprises, but essentially by private investors and private 
firms. Unlike in the 1980s, when bank lending prevailed in both regions, risk capital has been flowing to 
both regions as portfolio and direct investment. As a share of gross capital flows, FDI rose from 
15 percent during 1978-1982 to 35 percent during 1990-1993 in both regions (see Table 1). Another 
similarity between both regions is the size of net capital flows in terms of their gross domestic products 
and the high percentage share of these net flows that have gone into foreign exchange reserves. But 
beneath the surface, some important differences loom large for the composition and sources of capital 
flows:  

 
• First, although the share of Fill in gross capital inflow is only slightly higher in Asia than in Latin 

America, its nature differs between the two regions. In Latin America it has mainly taken the 
form of debt/equity swaps and privatization, which do not necessarily generate additional capital 
formation. In Asia, by contrast, foreign direct investment has mostly been in the form of 
acquisitions or the setting up of new enterprises (BIS 1994). The different composition of Fill 
may determine its macroeconomic consequences: in Asia it is more likely to add to domestic 
investment and it is also more likely to be skewed toward export production (rather than 
construction of shopping malls, for example) than in Latin America.  
 

Table 1: Two Episodes of High Capital Flows, Asia and Latin America 
(annual averages)  

 
 1979-1982 1990-1993 
 Asia Latin America Asia Latin America 
Gross Capital Inflows, bn $ 
of which (percent) 19.3 36.5 74.7 36.7 
 FDI 15.0 15.1 37.1 33.5 
 Portfolio 3.6 4.9 14.2 68.1 
 Other “long term” 53.9 63.6 21.7 -32.1 
 Other “short term” 27.5 16.4 27.0 30.5 
Net Capital Inflows, bn $ 15.8 26.3 46.6 23.8 
Reserve Accumulation 6.9 0.6 31.0 18.0 
Source: IMF World Economic Outlook 1994; own calculations.  
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• Second, the share and the nature of portfolio flows differ markedly between the Asian ~d Latin 
American capital accounts. In Asia, portfolio flows accounted for just 14.2 percent of gross 
capital inflows, compared with a corresponding percentage share of 68.1 percent in Latin 
America. Around three quarters of portfolio investment to Latin America were borrowings in 
international capital markets, while only a quarter consisted of equity-related flows (Group of 
Thirty 1994). Not only is the equity-related share of portfolio flows higher in Asia than in Latin 
America, but it is also likely to come from more stable sources. Pension funds and insurance 
companies often limit their investment toward those countries which have been assigned 
investment-grade credit ratings by rating agencies such as Moody’s and Standard & Poor’s. 
Currently, only Chile and Colombia in Latin America carry the investment grade stipulated by the 
portfolio allocation guidelines of pension funds, while in Asia the grade is enjoyed by PRC; 
Indonesia; Korea; Malaysia; Taipei,China; and Thailand. This explains why UK pension funds 
(for which such a breakdown is available), had by 1993 invested 4.6 percent of their assets in 
Asia, compared to only 0.6 percent in Latin America.  

• A third difference in the composition of capital flows is that lending classified as “long term” by 
the IMF constitutes a fifth of Asia’s gross inflows while it has been negative in Latin America, 
thanks to Brady-type debt reduction and limited new lending. On the other hand, Latin American 
firms and banks tapped short-term borrowing facilities slightly more than did borrowers from 
Asia.  
 
The fact that it is difficult in practice to distinguish between permanent and temporary capital 

inflows confronts the policymaker in the recipient country with a specific transfer problem. He has to 
make the basic decision whether to accept or resist the capital inflow (Williamson 1994), or how much to 
accept and how much to resist. (A third possibility is to induce a transfer as Mexico did in 1994 by 
offering dollar-linked short-term government paper and by selling foreign exchange reserves to defend 
the exchange rate as investor confidence started to wane.)  

Table 2 shows that on average both regions accepted around half of the transfer accomplished by 
a current account deficit in the balance of payments, while the other half went into the build-up of foreign 
exchange reserves. But the regional averages hide important country differences. In Asia, Indonesia, 
Philippines, and Thailand accepted most of the inflows by running current account deficits; in Latin 
America, Mexico, Argentina and Peru belong to this group. By contrast, Malaysia and Chile have resisted 
most of the transfer by building up foreign exchange reserves (and sterilizing them).  
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Table 2: External Financing of Major Capital Flow Recipients, average 1989-1994 
(percent of GDP) 

 

 Current  Direct 
 account Reserve foreign Net other 
 deficit accumulation investment financing 
 (1) + (2) = (3) + (4) 

China, People’s Rep. of -0.5 0.8 2.6 -2.3 

India 1.5 0.8 0.2 2.1 

Indonesia 2.3 0.8 1.2 1.9 

Korea, Rep. of 0.0 0.4 0.3 0.1 

Malaysia 2.6 6.4 6.9 2.1 

Philippines 4.2 1.8 1.1 4.9 

Thailand 5.8 3.2 2.3 6.7 
Average Asia 2.3 2.0 2.1 2.2 
Argentina 1.5 0.6 1.7 0.4 
Brazil -0.1 1.1 0.3 0.7 
Chile 0.7 3.6 2.5 1.8 
Colombia 0.4 1.5 1.5 0.4 
Mexico 5.3 0.3 1.4 4.2 
Peru 3.3 2.4 0.3 5.4 
Average Latin America 1.4 1.5 1.3 1.6  
Sources: J.P. Morgan Emerging Markets Economic Outlook (December 16,1994); World Bank World 1 Debt Tables 1994; own 
calculations. ‘  
 

Macroeconomic Prerequisites and the Use of Capital Flows 
 

The choice whether to accept or resist the transfer should not only be guided by the composition 
and volatility of capital flows, but can be based on two different economic theories. The first is the 
sequencing literature which recommends linking the acceptance of capital inflows to the progress in 
fiscal and monetary stabilization, domestic financial liberalization, prudential supervision, and trade 
liberalization (Edwards 1990, Fischer and Reisen 1993). Fiscal consolidation is a necessary prerequisite 
because it obviates the temptation to finance unsustainable budget deficits a bit longer thanks to inflows 
and because regular tax revenues obviate the need for governments to rely on the implicit taxation of 
domestic financial intermediation. Moreover, government budgets need to allow for the contingency that 
subsequent capital outflows will force up domestic interest rates that worsen the fiscal balance (Turner 
1995). Low inflation and inflationary expectations prior to heavy capital inflows obviate the temptation to 
use the exchange rate regime (a nominal peg, an active crawl, or a pure float) to help speed up the 
disinflationary process with heavy capital inflows: the costs of misallocation involved by the inevitable 
real currency appreciation which is due to inertial inflation is largely documented (Fischer and Reisen 
1993). The risk that capital flows are skewed toward nontradables is also increased by the extent of price 
distortions in the local economy; to avoid “immiserising” capital inflows (Brecher and Diaz-Alejandro 
1977), domestic financial liberalization, trade liberalization, and solid export diversification had better 
precede a period of heavy capital inflows. Strict regulatory and supervisory policies are important for 
minimizing moral hazard (including corruption, fraud, and excessive risk taking) in the banking system 
and for ensuring the health and viability of domestic banks. We all know, however, that such prudential 
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requirements are rarely fulfilled in the developing world. Turner (1995) argues rightly, therefore, that in 
the absence of strict supervision, developing country banks may need to be better capitalized than they 
need be in the major OECD countries. Well-capitalized banks will be able to withstand the emergence of 
bad debts and sharp fluctuations in real interest rates, and the value of domestic assets held as capital. 
Over longer periods, the FeldsteinHorioka observation of a close match between national investment and 
saving rates does also hold for the developing world. Notwithstanding the tremendous rise in international 
securities transactions and in global foreign exchange trading, the integration of asset markets for the 
broader categories of world saving and wealth remains limited (Reisen 1996). Therefore another 
important prerequisite not emphasized enough in the sequencing debate is a high domestic savings ratio.  

Table 3 shows that Asia (in particular East Asia) and Latin America differed with respect to the 
macroeconomic prerequisites for capital inflows to raise efficiency and growth without compromising 
stability. First, with fragile public finances, Latin America has in the past relied much more than Asia did 
on inflationary finance, as witnessed by seigniorage as a percentage of GDP during the 1970s and 1980s. 
While most of the heavy capital importers had reduced their budget deficits by the early 1990s, at least 
India and Brazil did not yet fulfill the fiscal requirements for sustainable capital inflows for the size of 
their budget deficits, and the Philippines looked fragile for the relative size of her public debt. Second, 
again in striking contrast, the heavy capital flows of the 1990s have coincided with slightly higher 
inflation levels in Asia, while capital flows have gone along with falling inflation levels in Latin America, 
thanks to heavy real appreciation of currencies. Third, prior to the 1990 flows, black market premia in 
Latin America have largely exceeded those in Asia, indicating a higher anti-export bias and the risk of 
immiserising capital inflows in Latin America. Export promotion has been more deeply anchored in Asia 
than in Latin America, as witnessed by the much more dynamic export growth; again this may indicate 
that the damage done to the diversification and fostering of exportable production when volatile real 
exchange rates undermine the confidence in the government’s commitment for active trade promotion is 
much greater in Latin America than in (East) Asia. A final striking difference is the level of gross 
domestic savings. In Asia, they are mostly solidly in the 3D-plus range as a percentage of GDP, in Latin 
America they are far below. Note the important country outliers within the two regions, though (Chile, 
Philippines).  
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Table 3: Prerequisites for the 1990s Episode, 
Asia and Latin America 

 
    Average Export Gross 
    Black Market Growth, Domestic 
 Average Government Public Premium US$ Savings, 
 Seigniorage Budget Debt (Posttrade (Average Average 
 1970-88 1988-93 1994 Reform per annum, 1989-91 
 (% of GDP) (% of GDP) (% of GDP) up to 1992 1980-92) (% of GDP) 
China, People’s Rep. of  n.a. -2.6 n.a. 88.0 11.9 33 
India 1.5 -7.4 45 23.8 5.9 24 
Indonesia 1.4 -0.6 39 8.9 5.6 37 
Korea, Rep. of 1.6 0.5 22 3.0 11.9 36 
Malaysia 1.3 -3.7 58 0.0 11.3 33 
Philippines 1.0 -3.3 96 4.6 3.7 20 
Thailand 1.0 3.3 16 1.2 14.7 34 
Argentina 4.2 -5.9 22 21.1 2.2 19 
Brazil 2.3 -46.9 40 51.7 5.0 24 
Chile 3.7 2.0 18 16.1 5.5 28 
Colombia 2.1 -0.4 22 12.9 12.9 24 
Mexico 3.1 -3.2 32 10.3 1.6 20 
Peru 3.6 -4.0 42 1.1.5 2.5 17 
Sources: Seigniorage: Easterly and Schmidt-Hebbel (1994); Government data: J.P. Morgan Emerging Markets Outlook (December 1994); Black 
Market Premium: Dean, Desai, and Riedel (1994); Exports: World Bank WDR 1994; Savings: World Bank World Debt Tables 1994.  

 
 
The second body of theory on which to base the decision whether to resist or accept inflows is 

derived from the mechanics of the debt cycle. The mobilization of external savings has been the classic 
role for capital flows to developing countries, where the relative capital shortage should offer higher 
returns than in the developed world. According to the debt cycle hypothesis, rarely validated empirically, 
external savings raise domestic investment and growth, which in turn stimulates savings which eventually 
contributes to the elimination of net foreign debt. Such virtuous circle hides five requirements, again 
rarely complied with in practice (Devlin et al. 1994):  

 
• First, external capital flows should consistently augment investment, rather than being diverted to 

consumption.  
• Second, the investment must be efficient. .Third, the country must invest in tradables (or trade-

related infrastructure) in order to be able to create a trade surplus to accommodate the subsequent 
switch in transfers required to service the debt.  

• Fourth, an aggressive domestic savings effort is called for, with the marginal savings rate 
exceeding the country’s average savings rate.  

• Fifth, the virtuous circle requires capital exporters willing to provide stable and predictable flows 
at terms in line with the recipient country’s factor productivity.  

 
Table 4 shows that generally the ingredients for the virtuous circle of capital flows are more 

likely to be found in Asia than in Latin America. Other than in the Philippines, the Asian capital 
importers did not divert external savings into higher consumption (shares of GDP). In particular in India, 
Indonesia, and Thailand, the private sector responded to inflows by augmenting investment (shares of 
GDP), and in Malaysia and again Thailand, government consumption was considerably reduced in the 
wake of capital inflows. By contrast, the Latin American capital importers did divert the flows on 
aggregate into higher consumption shares, with the exception of Chile and Colombia. In Mexico and 
Peru, private consumption boomed, and in Argentina and Brazil government consumption was raised by 
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more than four percentage points of GDP. These findings imply that Latin America, unlike Asia, did not 
raise the marginal savings rate above the average savings rate when capital flows rolled in.  

 
 

Table 4: Macroeconomic Indicators, Asia and Latin America 
(% of GNP) 

 
 Change in Change in 
 private government 
 consumption, consumption,  Real GDP Short-term 
 ave. 1989-93 ave. 1989-93 Equipment growth, external  
 versus versus investment, % p.a. debt, 
 ave. 1985-89 ave. 1985-89 ave. 1989-91 1994 end-1994  
China, People’s Rep. of -1.5 0.1 n.a. 11.5 2.4 
India -4.2 -0.3 12.5 6.0 3.2 
Indonesia -4.3 -0.6 n.a. 7.0 13.2 
Korea, Rep. of -0.7 0.5 12.8 8.0 5.6 
Malaysia 2.0 -1.7 n.a. 8.6 8.6 
Philippines 1.8 1.4 10.6 4.7 12.1 
Thailand -3.7 -1.8 19.3 8.5 15.7 
Argentina -1.1 4.3 3.6 5.8 3.4 
Brazil -2.3 4.0 n.a. 4.3 6.4 
Chile 0.0 -1.7 8.6 6.3 6.7 
Colombia -0.3 0.5 8.2 4.8 5.2 
Mexico 3.6 0.2 9.6 3.1 16.5 
Peru 7.7 -1.7 9.7 12.7 15.0 
Sources: IMF International Financial Statistics, Emerging Markets Investor (March 1995); J.P. Morgan Emerging Markets 
Outlook (December 1994); UN National Accounts.  

 
While since 1988 investment efficiency as measured by incremental capital output ratios is 

reported by the Group of Thirty (1994) as “quite comparable” for the two regions, investment and growth 
rates have been considerably higher in Asia than in Latin America. Machinery and equipment investment, 
rather than construction investment, has not only been shown to explain importantly long-run growth 
performance, i.e., growth rates (Delong and Summers 1991), but also more likely, investment in tradables 
necessary for later debt service. Table 4 displays a striking difference for the two regions here, with 
equipment investment averaging 13.8 percent of GDP over 1989-1991 in Asia, compared to just 
8.8 percent in Latin America.  

Table 5 points to a final striking regional difference in the use and effects of capital inflows. In 
Asia, inflation levels generally increased (with the mild exception of Malaysia and the Philippines), 
reflecting the reluctance of policymakers to accommodate capital inflows with an upward float of the 
exchange rate and the subsequent incapacity to fully control domestic monetary aggregates. In Latin 
America, Argentina, Mexico and Peru used exchange rate policy and capital flows to rapidly lower 
inflation levels; Argentina and Mexico anchored the exchange rate and inflation expectations to the US 
dollar, while Peru followed the domestic monetarist approach with a full float (as did the Philippines). 
The real exchange rate, comparing the exchange rate adjusted rise in local consumer prices relative to the 
United States, appreciated ~ost 70 percent in Argentina and more than 20 percent in the Philippines, 
Brazil, Colombia, Mexico, and Peru over the 1990s.  

The real exchange rate is an important relative price for determining the relative consumption of 
and investment into tradables versus nontradabIes. The real exchange rate thus helps predict future 
problems to generate a trade surplus but it does not, however, indicate changes in current external 
competitiveness which are better denoted by the real effective exchange rate. The latter indicator is an 
index of the country’s trade-weighted average value against the currencies of its principal trading 
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partners, adjusted for relative price changes based on indexes most closely measuring the prices of 
domestically produced finished manufactured goods. With exchange-rate based disinflation or a nominal 
appreciation of the exchange rate, producer prices generally fall more rapidly than do consumer prices 
which include nontradables not exposed to world market competition. Another reason is often the 
consolidation of government budgets implying withdrawal of various subsidies that enter the consumer 
price index but not the producer price index. Finally, any productivity surges will be reflected in falling 
producer prices, but not immediately in falling consumer prices. The real effective exchange rate has 
nowhere appreciated more than 20 percent over the 1990s, quite in contrast to earlier experiences in the 
Southern Cone of Latin America. Note, however, that the relative competitive position has deteriorated in 
Colombia, Chile, and Mexico and, thanks to discretionary devaluation, improved in People’s Republic of 
China and India.  

 
Policy Lessons of the 1990s for the Next Episode of Heavy Inflows 

After a short episode of monetary tightening in the OECD area during the years 1994-1995, 
falling interest rates in OECD countries have not failed to push heavy flows of cyclical money into the 
emerging markets again. This section aims at drawing advice from recent experiences for finance 
ministries and central banks on how to proceed in dealing with the supply of temporary capital.  
 

Table 5: Exchange Rate Regimes and Real Exchange Rates, 1990s 
 

    Real effective  
   Real exchange rate,  
   Exchange Rate’ trade-weighted 
  Annual CPI CPI/US-CPI WPI-based,  
  inflation 1990=100 1990=100  
 FX Regime Dec 92 -Dec 94 Sept 94 Sept 94 
China, People’s Rep. of  Adjustable peg  8.8-27.0  75.9  n.a. 
India  Adjustable peg  8.0-9.4  75.7  78.7  
Indonesia  Passive crawling peg  5.0-10.0  105.3  97.0  
Korea, Rep. of  Managed peg  4.5-6.3  101.6  82.0  
Malaysia  Managed peg  4.9-4.2  108.9  106.2  
Philippines  Managed floating  8.2-7.8  126.9  103.2  
Thailand  Managed peg  3.0-4.6  111.4  98.4  
Argentina  Currency board  17.5-3.4  168.8  107.2  
Brazil  Passive crawling peg  1149-936  130.5  105.4  
Chile  Target zone  12.7-9.0  119.0  115.1  
Colombia  Managed floating  25.1-22.0  133.9  119.5  
Mexico  Active crawling peg  11.9.7.0  122.2  111.6  
Peru  Floating  56.7-16.0  122.0  96.4  
Source: IMF International Financial Statistics, Emerging Markets Investor (November 1994).  

 
Identify the Nature of the Shocks 

 
Let us assume that the authorities first observe a rise in foreign exchange reserves. Such rise must 

not necessarily be due to a flattening of the supply side curve of foreign capital. Frankel (1994) has 
recently analyzed three different sources of the disturbance, i.e., the rise in foreign exchange reserves 
within the traditional IS/LM framework. He distinguishes three sources of rising foreign exchange 
reserves:  
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a) An improvement in the trade balance caused by prior devaluation, as in the Colombian case of the 
early 1990s and as now experienced in Mexico. Improving terms of trade or superior productivity 
growth may also cause reserve inflows through a trade balance surplus.  

b) A domestic monetary disturbance, which can be either a contraction in domestic money supply or 
an increase in demand for money, which could be in response to a domestic exchange-rate-based 
stabilization program.  

c) Finally, as is the focus in this paper, a drop in external interest rates and asset returns, as 
happened in the OECD area at the start of the 1990s.  

 
Frankel (1994) shows convincingly that an attempt to discern the nature of the disturbance is 

likely to be most useful in deciding the appropriate macroeconomic response. An improvement of the 
trade balance that tends to persist will result in appreciation of the real exchange rate, either through 
nominal appreciation of the currency or through monetary accommodation. When the underlying cause of 
the trade imbalance is the excess of domestic spending over production, as in the United States, the trade 
balance can only be restored by adjusting private or public spending through changing savings, budget 
deficits or investment.  

When a rise in foreign exchange reserves results from an increase in demand for money, the 
optimal response is monetary accommodation to that rise in demand. A sterilization attempt would entail 
needlessly high interest rates and a contraction of economic activity. When the shock originates in 
domestic monetary contraction, the optimal response is very much governed by the country’s degree of 
financial openness. A completely open economy will only allow the option to let the currency float 
upward if monetary contraction is to be sustained. But restrictions on short-term inflows open the option 
to avoid nominal appreciation and to sterilize capital inflows in order to keep the money supply on target.  

The final case is an exogenous faU in world interest rates. The resulting capital inflows cause the 
domestic currency to appreciate in real terms, unless there is sterilized intervention on the foreign 
exchange market. The nominal exchange rate appreciates when it is flexible as in Peru and the 
Philippines; the domestic price level rises when the nominal rate is pegged, as happened in Hong Kong 
over the early 1990s. With either fully floating or pegged exchange rates, the real exchange rate 
appreciation resides in the failure of the monetary authorities to supply the mix of assets which foreign 
and domestic investors are now demanding. The authorities do nothing in the floating-rate case; they issue 
money in exchange for foreign assets in the pegged-rate case; they should issue bonds instead, by 
engaging in sterilized intervention (Kenen 1993). Sterilized intervention of the 1990s inflows has been 
practised most aggressively in Chile and Malaysia.  

 
Identify the Limits of Foreign Indebtedness  

 
Only very rough rules of thumb are available to set a prudent limit of the size of capital flows that 

can be accepted (Williamson 1994). While in 1994 many observers started to realize that Mexico’s 
current account deficit was reaching a level that would be unsustainable (8 percent of GDP), there was no 
theory behind such observation. In practice, the intertemporal budget constraint does not help, because 
many poor countries have been allowed to run deficits for an almost unlimited time period. Some capital 
flows, such as foreign direct investment inflows, are less vulnerable to withdrawal and are not debt-
creating; but they cannot be fully ignored either since they also generate a need for foreign exchange 
earnings to service remittances. Economists therefore, when asked to assess prudent limits for current 
account deficits, tend to recur to a debt-dynamics equation:  

 
 dt = dt-1 (i* - n) + ct  (1) 

 
where the debt/GDP ratio rises when the interest rate on existing debt, i*, exceeds GDP growth, n, or by 
the amount of the noninterest current account deficit as a fraction of GDP, ct, The relevant interest rate 
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here is the effective rate, which is the weighted average across all kinds of debt, creditors, and currency 
denominations. Equity-related inflows can be incorporated in principle, by imputing the dividend yield 
rather than the effective interest rate.  

A prudent limit for current account deficits can be derived from here. It is obvious that the size of 
the sustainable deficit depends very much on the effective interest rate and on the country’s growth rate. 
With more concessional flows or equity-related inflows, a bigger deficit ratio can be sustained; the same 
holds for a high-growth country. An often-quoted rule of thumb (Williamson 1994) for the net debt/GDP 
ratio is that it should not exceed 40 percent. Once the country has reached that level, the noninterest 
current account as a fraction of GDP should prudently not (at least for long) exceed the difference 
between its growth rate and the effective interest rate. Here we have a major difference between, say, 
Mexico and Thailand whose current account deficit also reached 8 percent of GDP in 1994. Table 6 gives 
a stylized account of that difference, assuming a debt/GDP ratio of 40 percent (which in fact has been 
reached in both countries).  

Table 6 demonstrates that there is nothing automatically unsustainable about a country running a 
high current account deficit relative to GDP, as long as it is matched by a high growth rate. Inclusive of 
interest payments, Thailand can run a deficit on its current account in the order of 4.6 percent of GDP 
(adding 40 percent of interest payments to the noninterest deficit), while Mexico can only afford a 
current-account deficit of 3.0 percent of GDP to hold the debt/GDP ratio at a constant 40 percent. 
Likewise, a low-income country such as Pakistan can run a higher deficit on its current account than 
Mexico, even when its growth potential is similar, because its average interest cost will be around two 
percentage points lower due to a high share of concessional capital inflows.  

 
Table 6: The Sustainable Debt-Related Current Account Deficit and GDP Growth 

 
        Sustainable 
  [Interest    Real  non-interest 
  service, −  − annual = current 
 0.4 % of external  Dollar  GDP growth  account 
  debt  inflationa  potentiala  deficitb  
  (1)  (2)  (3)  (4) 
Mexico  6.7  3.0  4.5  0.32 
Thailand   6.9  3.0  8.5  1.84 
Source: World Bank World Debt Tables 1994, 1995; own calculations.  
a assumed.  
b on debt-creating flows, with no increase in the debt/GDP ratio.  

 
 
Discourage Above-limit Short-term Inflows  
 

Capital market failures can call for direct measures to discourage capital inflows. In particular 
developing country borrowers are faced with a supply curve of foreign savings that is horizontal until a 
certain net debt position (the level of which is unknown ex ante) but, at some point, turns steeply upward. 
As Chile experienced in the early 1980s and Mexico did now, private market participants do not 
internalize the social cost of their borrowings abroad (Harberger 1985), and that market failure, not unlike 
the congestion externality in road traffic, justifies capital controls on short-term inflows, such as a tax on 
short-term external credits. The underlying paradigm is that the monetary authorities (a) pursue longer-
term objectives than do private agents operating in financial markets, and (b) that they are better informed 
about future macroeconomic trends and their long-term effects on the economy (Zahler 1992). Before 
resorting to capital controls, however, the monetary authorities should eliminate any remaining subsidies 
to inward investment, such as free deposit insurance (Williamson 1994).  
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One cannot be dogmatic on the benefits of completely unrestricted capital flows; even the major 
market participants agree. J.P. Morgan (1995,12) notes in its Emerging Markets Economic Outlook: 
“Most countries in Asia explicitly restrict short-term inflows and limit foreign borrowing by residents. 
The two most successful economies in Latin America-Chile and Colombia-do likewise”.  

Chile, after having phased out the subsidies provided to inward investment by debt-equity swaps, 
imposed a 20 percent reserve requirement against foreign holdings of bank deposits which was raised to 
30 percent in 1992. Further, a tax of 1.2 percent was imposed on short-term external credits. Colombia 
imposed a 3 percent tax on transfers from abroad in 1991. Malaysia reimposed foreign exchange control 
measures in early 1994, limiting banks’ holdings of foreign funds that were not trade-related or intended 
for investment in plant, equipment, er inventory stocks. Thai mutual funds have been prohibited from 
purchasing non-Thai assets. Even Singapore prohibits short or long Singapore dollar positions unless the 
documentation can be produced for the underlying trade transaction, and portfolio controls still apply to 
Singaporean financial institutions.. Korea and Taipei,China have never lifted certain foreign exchange 
controls, and Taipei,China placed a ceiling on foreign holdings of listed Taiwanese shares (Reisen and 
Yeches 1993, Glick and Moreno 1994, Greenwood 1994). Asia also restricts equity inflows more than 
does Latin America, again with the exception of Chile. Table 7 confirms the restrictedness of Asian stock 
markets by comparing the regions’ global market weights (lFC global index) with those where foreigners 
are free to invest (lFC investable index). 
 
 

Table 7: Stock Market Investibility, 1993 
 

 Stock Market Weights (%) within Emerging Markets 
 Global Investable 
Asia  63.7 42.5 
Latin America 31.1 48.8 
Chile 3.5 1.6 
Other Emerging 5.4 8.7 
Source: IFC Emerging Market~ Factbook 1994.  
 
 

Foreign exchange controls, however, have their well-publicized drawbacks. First, if they could be 
enforced effectively, they do so at the cost of interfering with the international integration of financial 
markets; such interference invites misallocation of resources because the country’s residents face other 
prices and returns (generally, lower) for a given asset than do people elsewhere and because the controls 
may preclude the benefits (important in poor countries) of consumption smoothing. Second, the 
effectiveness of capital controls tends to erode over time since people find ways to evade them which in 
turn risks to trigger an ever tighter net of capital controls imposed by the authorities.  
 
Observe the Tradeoff Between Price Stability and Competitiveness  
 

What should be done when stabilization of the domestic price level does not precede an open 
capital account? It is tempting for the monetary authority to either let the currency purely float in order to 
control monetary aggregates or to resort to exchange-rate based disinflation by means of an active crawl 
or by means of a currency-board arrangement. Although theoretically elegant, such exchange-rate regimes 
carry considerable risks of generating an unsustainable overvaluation as a result of volatile capital flows 
(for an early warning on Mexico’s overvaluation, see Reisen 1993a).  

The complication for exchange rate management arises because inflation tends to be built into 
expectations, via implicit (or even explicit) indexation in goods and labor markets. This makes goods 
prices and labor costs sticky, while financial markets tend to be forward-looking. This asymmetry 
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between the labor market and financial markets raises stabilization costs by producing real exchange rate 
overshooting. If the government which wants to bring down inflation firmly believes in domestic 
monetarism, as it did in New Zealand from 1984 to 1988 and recently in Peru, it will dismantle controls 
and opt for a clean float. With a clean float of the exchange rate and no capital controls, the effectiveness 
of monetary policy is enhanced by both domestic demand (tight credit) and foreign demand (strong 
currency). However, the effectiveness of monetary policy has an immediate and often persistent cost in 
terms of external competitiveness (Joumard and Reisen 1992).  

In developing countries exchange rate pegs translate easily into overvalued real exchange rates. 
Capital inflows tend to be powerless to arbitrage away large interest rate differentials vis-a-vis industrial 
countries. To be sure, interest rates embody country risks (higher than in OECD countries) and real 
overvaluation fuels the exchange risk premium. But there are institutional factors, too, which explain the 
much-observed lack of interest rate convergence toward world levels (Fischer 1993).  

With positive nominal interest rate differentials against the world financial markets (reflecting 
microeconomic causes or the ongoing stabilization effort), a credible peg can induce excessive portfolio 
inflows which easily exceed the sterilization capacity of the central bank. The resulting excess demand 
can, in principle, be eliminated by fiscal or income restraint. In many developing (and some industrial) 
countries, however, the opposite is likely to happen because excessive inflows tend to undermine support 
for restrictive policies. When exchange rate pegs help to bring down inflation, the disinflation 
performance is often unsustainable (Larram and Reisen 1994). Exchange rate-based disinflation starts to 
succeed only once the implied overvaluation dampens domestic wages and prices, helped by growing 
unemployment and appreciation. The subsequent correction of excess unemployment and overvaluation 
will inevitably imply a return to higher levels of inflation.  

The high degree of international capital market integration attained over the last 10 years often 
places governments in a situation where they pursue too many targets with too few policy instruments. 
While this dilemma calls for setting clear priorities, it has to be realized that the policy tradeoffs involved 
are radically different from a situation with only limited capital mobility. That change has immediate 
implications for the choice of the appropriate exchange rate regime. In the 1980s still, the policy to anchor 
inflationary expectations on a stable currency (such as the US dollar) was largely guided by the desire to 
raise the credibility of the policymaker. The 1990s have clearly shown, however, that pushing too hard 
(aiming to disinflate too quickly) to establish the credibility of the policymaker may well destroy the 
credibility of the policy. It is thus wise not to be overambitious and singleminded with inflation targets in 
the low-level single-digit rate when capital flows in. The experiences in the early 1980s and 1990s in 
much of Latin America and Asia provide a case for targeting money and real exchange rates 
simultaneously.  

 
Policies to Target Money and Exchange Rates  
 

In view of volatile capital flows, the authorities should (and many do) aim at restraining the 
inflationary and/or risky domestic credit expansion and the unsustainable real exchange rate appreciation 
associated with these flows. In other words, I assume that the authorities will not be prepared to accept 
either a pure float of their currency or an irrevocable currency union-the two extremes between which 
Obstfeld (1995) sees no comfortable middle ground any more with integrated capital markets.  

Neither of these two extremes can appeal to emerging market authorities. Given the thinness of 
their exchange and other financial markets, a pure float seems impracticable for most developing 
countries; domestic monetary aggregates constitute an unreliable anchor for countries under financial 
reform; and flexible exchange rates are likely to overshoot their long-run level with sticky prices. For a 
number of reasons supported by the criteria developed in the theory of optimum currency areas (notably, 
the relatively small degree of regional trade integration) and by the Balassa-Samuelson theory on the 
productivity-related divergence of real exchange rate trends (Reisen and van Trotsenburg 1988), a 



- 61 - 
Managing Volatile Capital Inflows: The Experience of the 1990s 

Helmut Reisen 
 

currency union is not quite yet within sight anywhere in Asia or Latin America. Thus, we are bound to 
occupy the middle ground between these two extremes. What are the options?  

 
• Fiscal policy. With an open capital account, the traditional Mundell assignment has monetary 

policy acquire a comparative advantage in dealing with external balance, while fiscal policy 
serves to maintain internal balance. Fiscal demand management can rely on a macro effect and a 
composition effect (Corbo and Hernandez 1994). By tightening government consumption, the 
interest rate can be lowered and thus choke off some of the capital inflows attracted by positive 
interest differentials. The composition effect also helps to avoid an appreciation of the real 
exchange rate as most of the government consumption tends to be spent more on the nontradable 
sector, unlike private consumption. However, an activist fiscal policy requires sound government 
finances, and the government budget may be too inflexible to adjust to macro policy needs in 
time.  

• Sterilized intervention. When the rise of foreign exchange reserves is identified to originate 
abroad, central banks are advised to absorb such rises (to resist nominal appreciation), while 
simultaneously reducing domestic credit in order to avoid an inflationary increase in the money 
supply (Frankel 1994, Reisen 1994b). As the Mexican authorities learned in 1994, sterilized 
intervention is an asymmetric policy which provides useful short-term relief in the case of 
excessive inflows, but is rapidly ineffective in the case of outflows when foreign exchange re- 
serves fall to zero. Many economists are dismissive of sterilized intervention, however.  
 
First, while there is agreement among economists that nonsterilized intervention Gust as any 

other monetary policy) can affect nominal exchange rates, the effectiveness of sterilized intervention is 
much more controversial. Changing the composition of central bank assets without changing their 
aggregate size, it is often argued, cannot be an effective policy to influence the relative price between two 
monies. Such agnosticism ignores the portfolio-balance channel; in the case of capital inflows, the 
corresponding rise in the central bank’s net foreign assets will be sterilized by a rising supply of domestic 
currency bonds. If domestic and foreign bonds are imperfect substitutes (due to currency or sovereign 
risk), investors will require a higher expected return on domestic bonds to hold their larger outstanding 
stock, and the currency will tend to depreciate. But to the extent that sterilization drives short-term 
interest rates higher, it may perpetuate excessive capital inflows and real appreciation for a while.  

A second objection to sterilized intervention, particularly raised in the Latin American context 
(Calvo, Leiderman, and Reinhart 1993), stems from the alleged fiscal costs. This objection is based on 
two arguments: (a) To dampen the appreciation, the central bank typically has to swap low-yield foreign 
exchange for high-yield domestic bonds; the accumulated interest differential can become an important 
fiscal (or quasi-fiscal) burden. (b) Sterilized intervention deprives the government of a reduction in its 
debt-service burden by preventing the decline in the domestic interest rate that normally accompanies a 
capital inflow. Both arguments are unlikely to hold in present value terms if the capital inflow and 
exchange rate appreciation are correctly assessed as temporary. With risk premiums in domestic interest 
rates sufficiently small, the short-term fiscal losses derived from swapping low-yield foreign exchange for 
high-yield domestic bonds should be partly offset by a subsequent capital gain derived from the 
appreciation of foreign exchange reserves. Governments might also want to follow a suggestion laid out 
by Dornbusch and Park (1995): create low-coupon, local-currency, long-term bonds exclusively for 
foreigners for sterilization purposes to discourage short-term inflows and to lower sterilization costs. 
Finally, the authorities can swap government excess savings (originating, say, in social security funds or 
public enterprises) held with banks into (and out of) government bonds (Reisen 1993b). This practice can 
be considered as a generalized form of sterilized intervention. 

 
• Reserve requirements. By imposing reserve requirements on bank de- posits, the Central Bank 

reduces domestic credit expansion following a capital inflow by directing banks to hold cash or 
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deposits at the central bank. As the reserve requirements-provided they exceed the level of 
reserves voluntarily held by the banks-drive a wedge between lending rates (which rise) and 
savings returns (which drop), they constrain additional inflows of foreign capital as well as the 
quantity of deposits and of loans. Rojas-Suarez and Weisbrod (1994) show that the decision 
whether to sterilize inflows (in the sense described above) or to raise reserve requirements should 
be linked to the strength of the central bank relative to that of the commercial banks as the 
decision implies a choice on where to concentrate resources. They conclude that, with a weak 
banking system, the central bank should opt to sterilize by issuing liabilities directly to the public 
rather than imposing reserve requirements; the latter weaken the banks as borrowers are diverted 
to lenders who may escape such reserve requirements.  

• Some exchange rate flexibility. Except when extremely open and when fighting hyperinflation, 
countries are advised to cope with volatile capital flows through some exchange rate flexibility. 
First, flexible exchange rates will allow to accommodate with nominal appreciation rather than 
with higher inflation the trend appreciation of the real equilibrium exchange rate which reflects 
superior productivity growth and the corresponding rise in relative prices for nontradables (the 
Balassa-Samuelson effect). Second, widening the band of permissible exchange rate fluctuations 
can reinforce the perception of foreign investors and domestic exporters that the inflow-related 
appreciation is temporary. Such perception will dampen short-term inflows by raising the 
currency risk premium in local interest rates while avoiding discouragement of investment in the 
tradable sector. The flexible crawling peg complemented by a wide band has been successfully 
managed in Chile and Israel (Helpman, Leiderman, and Bufman 1994). By contrast, fixed 
exchange rates (including currency board systems) and active crawling pegs are an invitation to 
speculative, self-fulfilling attacks even with restrictive fiscal and monetary policies (Obstfeld 
1995).  
 
In the foreseeable future, the middle ground between a pure float and monetary surrender will 

well be more comfortable for Asia’s and Latin America’s economies than for the members of the 
European Monetary System, as long as capital accounts are not fully open, as there is a general lack of 
access to foreign funds and as governments retain influence on their domestic financial institutions. But 
with heavy capital flows, no single policy will do to simultaneously target money and exchange rates and 
to aim for external as well as internal balance.  
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Abstract 
 
Grameen Bank of Bangladesh is known worldwide for its innovative credit delivery to the 
rural poor. By incorporating group-based lending, mandatory savings and insurance, 
repayment rescheduling in case of disasters, and similar other schemes, it has been able 
to minimize both behavioral and material risks of lending. By 1994, Grameen’s coverage 
had increased to include 50 percent of villages of Bangladesh with more than 2 million 
members (94 percent of whom are women), with a loan recovery rate steadily above 
90 percent. It also has noticeable positive impacts on participants’ economic and social 
well- being, and on the overall income growth and poverty reduction in the village level. 
To become cost-effective, Grameen Bank should not only expand its outreach, but also 
diversify its loan portfolio with more growth-oriented activities. This also requires sound 
macroeconomic policies from the government. Replication of Grameen’s financial model 
is possible with necessary modifications as long as it is social-conscience-driven and its 
operations are transparent.  
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The Grameen Bank of Bangladesh is well-known for its innovative banking for the rural poor, 
who are otherwise excluded from formal banking because they lack physical collateral such as land or 
other immovable property. Grameen Bank practices physical collateral-free lending, relying instead on 
peer monitoring and peer pressure to enforce loan contracts. It also provides members social development 
inputs (e.g., consciousness raising, health and nutrition training) to make the poor both individually and 
socially accountable for their actions which include those toward loan repayment and other financial 
transactions and children’s welfare. Providing access to financial services to the poor, as Grameen Bank 
believes, would help the poor to be self-employed and would generate income, thus freeing themselves 
from poverty. Further, providing social intermediation inputs would help them to be financially and 
socially disciplined.  

Grameen Bank was established in 1983 as a specialized bank. By 1994 it had mobilized more 
than 2 million members, disbursed more than US$1 billion, and mobilized US$306 million from the poor. 
About 94 percent of Grameen Bank’s members are women. Its loan recovery rate has been consistently 
above 90 percent, an outstanding success for a rural-based financial institution compared with the dismal 
recovery rate of 25 percent or so for the country’s commercial and agricultural development banks. Its 
success has attracted worldwide attention and the Grameen model has been replicated both inside and 
outside Bangladesh. Because of Grameen’s innovative program design, outreach to women, and poverty 
reduction potential, development practitioners are increasingly interested in learning more about its 
potential, constraints, and replicability.  

Grameen Bank has been well-studied in terms of its program design and sources of its success as 
a rural financial intermediary (Fuglesang and Chandler 1988, Hossain 1988, Jain 1996, Stiglitz 1990, 
Varian 1990, Wahid 1993); its subsidy dependency (Yaron 1992); its replicability outside Bangladesh 
(Hume 1990); and its impact on the poor and women (Goetz and Gupta 1996, Hossain 1988, Schuler and 
Hashemi 1994). Yet, to date no study has been comprehensive enough to examine the benefits and costs 
of this program, nor been able to identify the causal impacts of Grameen Bank to determine whether the 
program is generating desirable impacts and if so, at what cost. Analysis shows that Grameen Bank is 
heavily subsidized by donors and the government, thus, with its performance conditional upon grants and 
subsidized funds, Grameen Bank possibly cannot survive without subsidy (Bouman and Hospes 1994).11 
The question immediately arises whether a subsidy-free operation of Grameen Bank is at all possible and 
if not, whether the subsidized operation of Grameen Bank is worth supporting. Assessing whether a 
subsidy-free Grameen Bank is possible requires an analysis of Grameen Bank’s cost effectiveness in 
delivering financial services over time. However, no study so far has looked at these dynamic issues of 
self-sustainability. On the other hand, assessing whether a subsidized operation of Grameen Bank is worth 
supporting requires analysis of its cost effectiveness in generating benefits accrued to the poor and 
society. But the impact studies have not looked at these issues at all. Moreover, although program impact 
studies show that the program generates a number of benefits such as income, employment, and other 
socioeconomic outcomes such as lower fertility and higher contraceptive use, the findings are not 
conclusive as they suffer from estimation bias, and it is not clear whether program impacts are causal.  

In fact, without such a study, the long-run effectiveness of a Grameen Bank-type operation which 
finances microenterprises can always be questioned (see, for example, Adams and Yon Pischke 1992). 
That means, if the program benefits are not quantified and substantiated, it may be difficult to justify the 
subsidy that is involved in the operation of Grameen Bank. Similarly, some studies argue that although 
women are the major participants of Grameen Bank, they may not be the principal beneficiaries, as 
majority of them have no control over the loan (Goetz and Gupta 1996, Rahman 1986). Although it may 
be difficult to assess objectively who controls what in the household, one can objectively assess the 
resource allocation between men and women within a household in both production and consumption and 
the program’s impact on women’s welfare.  

 
1  Grameen Bank, “an almost lone jewel in a series of mostly dismal failures, is, after two decades of 

experimenting, still dependent on outside funds to survive” (Bouman and Hospes 1994, 13).  
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A common problem of the impact analysis is the sample selection bias. Because program 
participation is self-selective, program impact studies suffer from such bias and hence, have failed to 
establish the causal effect of program participation on a participant’s own and household welfare. 
Similarly, the exercise that shows Grameen Bank’s subsidy dependence does not go on to show whether a 
subsidy-free Grameen Bank is at all possible and, if so, how. If subsidy is inevitable, then the most 
relevant question is whether the program is cost-effective both in delivering financial services to the poor 
and generating benefits accrued to the poor.  

The paper’s objective is threefold. The first objective is to assess program effects on household 
outcomes (such as consumption, asset accumulation, and poverty reduction) and individual outcomes 
(such as employment and education). Identifying these causal effects would help understand whether a 
credit program such as Grameen Bank produces desirable impacts at the household level that help reduce 
poverty and increase the human capital of the poor, including women.  

The second objective is to identify whether a credit program designed for women raises the 
welfare of a woman and her family and, if so, how. In other words, the objective is whether the identified 
household or intrahousehold effects vary by the gender of the program participant. The third objective is 
to estimate the cost structures of Grameen Bank and examine whether it is self-sustainable. Overall, the 
objective is to find out whether the benefits accrued to program participants justify the economic subsidy 
enjoyed by Grameen Bank and whether the subsidy can be eliminated and, if so, how.  

The program sustainability analysis is based on Grameen Bank data, collected from its aggregate-
level records and from a selected sample of branches. The aggregate program-level data spans the 1985-
1994 period, while the branch-level data were collected from 118 randomly drawn branches for 1985-
1991 (for details, see Khandker, Khalily, and Khan 1995). Household and intrahousehold impacts of 
Grameen Bank and two other programs were carried out based on household survey data of 1,798 
households randomly drawn from 87 villages of Bangladesh. The survey was carried out in 1991/1992. A 
quasi-experimental survey design was used to determine both the independent effect of program 
participation by gender on a number of household and individual outcomes (for details, see Pitt and 
Khandker 1996). A comparison of household-level and individual-level outcomes between program and 
nonprogram villages was carried out for a number of outcomes to see if Grameen Bank has been able to 
benefit beyond the program participating households.  

The paper is structured as follows. The second section presents a description of the Grameen 
Bank, its program design and targeting, and how it addresses the moral hazard problem of lending in a 
rural setting. The third section discusses the financial and institutional development of Grameen Bank to 
see if it is financially viable. This section also examines the nature and extent of subsidy required to 
support Grameen Bank operations. The fourth section estimates whether and how program participants 
benefit from program participation and also, if there is a spillover effect on the village economy. The fifth 
section describes the constraints of Grameen Bank for its expansion in Bangladesh. The sixth section 
discusses the lessons learned for replication outside Bangladesh. The final section concludes the paper.  

 
What is Grameen Bank? 

 
Grameen Concept of Banking 
 

Grameen Bank provides credit to the rural poor, particularly to women, who own less than half an 
acre of land2 or whose assets do not exceed the value of an acre of land. Unlike traditional bank loans, 
Grameen Bank loans are not secured by physical collateral such as land or other immovable property. 
Rather, they are secured by group collateral. Grameen Bank believes that the rural poor, owning too little 
land to support themselves as farmers, can nevertheless make productive use of small loans, borrowed 
without collateral, and that they will repay these loans on time. In Grameen’s view lack of access to credit 

 
2  These people are considered functionally landless in Bangladesh.  
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is the biggest constraint of the rural poor. But with proper and support they can be productively employed 
in income generating activities, including processing and manufacturing, transportation, storing and 
marketing agricultural produce, and raising livestock. Further, Grameen Bank maintains that if the poor 
are provided credit on reasonable terms, they can judge for themselves how best to increase their incomes 
and need only the inputs that they can afford to purchase. Based on these notions, Grameen Bank creates 
the social and financial conditions that enable poor men and women to receive credit from Grameen 
Bank. 

 
Grameen’s Credit Delivery Model  

 
Groups of five, with separate groups for men and women, form the banking units of Grameen 

Bank. Individuals receive loans, but the entire group is liable for repayment: if one member defaults, no 
group member can receive additional credit. Group pressure ensures social and financial discipline among 
Grameen Bank members. However, in order to mitigate the entrenchment of vested interests and 
constellations of power, and to prevent individuals from taking antigroup actions, six to eight groups are 
organized into a community called the “center”. All transactions are openly carried out at the center 
meetings. Such two-tier peer monitoring and transparency in transactions eliminate possible problems of 
group collusion among self selected groups.  

Grameen Bank usually lends small amounts (less than $100) to an individual member for a year. 
The loan is repayable in 50 equal weekly installments which the poor find easy to meet. The loans are 
provided for activities identified and selected by each member of the five-member group, and members 
help each other in selecting the activity.3 Both selection activities and amounts of loans are discussed in 
group and center meetings. Each center is assisted by a Grameen Bank worker, who visits several centers 
on a weekly basis. Groups elect a chairperson to conduct center activities, while each group elects a 
chairperson to conduct the group’s activities. Each member has a chance to be a chairperson in a group or 
a center. Chairpersons of both groups and centers hold office for a year. These positions are purely on a 
voluntary basis.4

 
Savings Mobilization as an Integral Part of Lending  
 

Grameen Bank considers savings mobilization to be an integral part of lending. Each member is 
required to deposit 1 taka (Tk) each week at the weekly group meeting. Members must also contribute 
5 percent of their principal to a “group fund” and 5 taka for each 1,000 taka loan (above an initial 1,000 
taka loan) to an “emergency fund”. The group fund is self-managed and can be used for mutually agreed 
upon purposes. Grameen Bank manages the emergency fund for use as insurance against potential default 
because of death, disability, or other misfortunes. This fund is also used to provide life accident insurance 
to all group members, repay bad debts, and undertake activities that improve the health, skills, education, 
and investment opportunities of group members. On top of mandatory savings, each member is required 
to purchase a Grameen Bank equity share worth Tk 100. 

 

 
3  Grameen Bank’s borrowers are landless and hence, they borrow for rural nonfarm activities. In its early years of 

operation, therefore, agriculture loans were not a major category of its loan portfolio. However, in 1991 due to 
pressure from the borrowers as well as concern for reducing its own cost of operation in the wake of rising wages 
of its staff, Grameen Bank started financing agricultural activities such as crop production. It introduced seasonal 
and family loans which help landless families have access to land on a rental basis for crop cultivation. In 
extremely flood-prone areas in Rangpur in the northwestern part of Bangladesh, Grameen Bank introduced goat 
loans instead of cash loans to help the poor generate income for the family.  

4  For details on Grameen Bank methods, see Fuglesang and Chandler (1988) and Hossain (1988).  
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Addressing Production and Lending Risks 
 

Grameen Bank’s credit delivery and savings mobilization model is designed to tackle both 
behavioral and material risks of lending. Behavioral risk results from asymmetric information and 
imperfect enforcement of loan contracts, which characterize rural credit markets. In contrast, material risk 
of lending is caused by agroclimate and production risk that characterizes production relations in rural 
areas. Both types of risks are sources of poverty and failure of rural financial institutions. Behavioral risk 
of lending emerges when lenders do not have information about the intent of borrowers on loan 
repayment. In a world of incomplete information, it is costly to collect such information about borrowers. 
Lack of access to such information makes lending extremely hazardous. Lenders consider borrowers in 
such an environment riskier and are reluctant to lend. But lack of access to credit means potential 
borrowers become credit-constrained which seriously affects their production and consumption.  

Like behavioral risk, material risk can also create and perpetuate poverty because it involves crop 
failure, and consequently, income and Consumption shortages. As material risk of production causes 
income uncertainty, it creates uncertainty in loan repayment and discourages financial institutions to lend. 
For borrowers, lack of access to credit due to material risk of production means no scope for reduction of 
income risk through investment and consumption smoothing. For lenders, behavioral and material risks 
mean high loan transaction and default costs, making lending unprofitable.  

It is costly to determine the risk of loan default for each borrower (screening problem), to ensure 
that borrowers take actions that facilitate repayment (incentive problem), and to enforce contracts 
(enforcement problem) (Hoff and Stiglitz 1991). The success of a lending institution, therefore, depends 
on how effectively it manages the behavioral risk of lending. The success of a borrower in securing credit 
from a bank depends on how effectively he or she can reduce informational costs of lenders by providing 
information about his or her project. Efficient lending requires minimizing loan transaction costs for 
borrowers and lenders.  

Efficient lending, however, depends on how effectively agroclimatic and environmental risks that 
threaten the profitability of both borrowers and lenders are reduced. The probability of loan default is 
high in risky agroclimatic and underdeveloped regions. Infrastructural investments can reduce such 
agroclimate costs of lending. Without such investments, financial institutions find it difficult to create a 
viable system in an area that is floodprone, has pronounced seasonality, and poorly developed 
infrastructure that cannot minimize production risks and transport costs (Binswanger and Rosenzweig 
1986).  

In order to reduce transaction and loan default costs, commercial and traditional development 
banks introduced collateral requirements and guarantor arrangements for screening borrowers. Traditional 
banks select borrowers on the basis of physical collateral (often worth two to three times that of the loan) 
assuming that credit risk and transaction costs relative to transaction size are inversely related to asset 
ownership. They also limit their operation in areas endowed with risky agroclimates and poor 
infrastructure, avoid lending for seasonally pronounced agriculture, and exclude the assetless poor, who 
are considered to be high-risk.  

Grameen Bank does not pursue such orthodox banking policies. Rather, it has carved out a 
market niche by lending to the poor who live in rural and risky areas and also by lending to support 
seasonally pronounced agriculture production. But Grameen Bank introduced innovative methods to 
minimize both behavioral and material risks of lending. Its group-based lending, i.e., tying credit 
provision to group, not individual, repayment behavior; mandatory savings that improve the financial 
strength of borrowers; mandatory insurance scheme that protects loans against material production risks; 
provision of loan rescheduling in cases of natural disaster; and introduction of seasonal loans combined 
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with nonfarm loans or goat loans, are all geared to minimize risks of lending for both lender and 
borrower.5

 
Introducing Social Development in a Banking Design  
 

Grameen Bank introduces social intermediation as an integral part of financial intermediation to 
improve both social and financial discipline among the poor. Grameen Bank realizes that besides income 
and production risk, lack of financial and social discipline is an important source of poverty. Savings is 
one means of promoting social and financial discipline among the poor. In addition, Grameen Bank has 
developed a comprehensive social development program, outlined by its “sixteen decisions”. These 
decisions are behavioral guidelines that members are expected to follow. For example, they are 
encouraged to plant trees, grow kitchen gardens, raise small families, and build houses and sanitary 
latrines. It mobilizes the poor into groups for training and disseminating information about contraceptives, 
children’s education, health and nutrition, and other socioeconomic indicators of development. For skill 
development, it introduced different training activities according to the needs of members and borrowers.  

As part of its design for social and economic transformation, Grameen Bank actively promotes 
female membership in a society where women are virtually excluded from productive employment 
because of social restrictions. Its objective has become to empower women by enabling them to undertake 
independent income-earning activities. Grameen Bank introduced a housing loan which is specifically 
designed to empower women in household decisionmaking by securing the land titlement of the 
homestead in their name.6

 
Financial Sustainability 

 
Concept of Financial Sustainability 

 
Financial sustainability encompasses the ability of a program to sustain its operation on the basis 

of financial viability. Grameen Bank is financially viable if it can at least equalize the cost per taka lent 
with the price (i.e., the interest rate) it charges to borrowers. The cost of operation includes administrative 
cost, loan default cost, and the cost of raising resources.7 It follows, therefore, that given the interest rate 

 
5 Grameen’s group-based credit delivery scheme has been criticized for the following reasons. First, group 

pressure presses only for repayment and hence, is not supportive when production fails. Second, Grameen Bank 
has failed to attract the very poor, who are basically assetless and do not have the ability to assume risk of loan 
default due to production failure. Third, mandatory savings discourage voluntary savings, while credit is mainly 
for production, and, hence, does not recognize the need for consumption loans. More importantly, skills 
development is a neglected aspect of the Grameen Bank model.  

6 A recent study challenges the notion of women as principal beneficiaries of Grameen Bank (Goetz and Gupta 
1996). It finds that only about 60 percent of women borrowers in Grameen Bank have full control over the loans. 
Of course, this does not follow that women’s food and other entitlements have not increased due to borrowing 
from Grameen Bank. Although it may be difficult to objectively assess who controls what in a family, the more 
objective way to assess whether women are the principal beneficiaries of Grameen Bank is to see whether female 
borrowing increases women’s own consumption, assets ownership, and human capital. 

7  More formally, financial viability is attained if a program charges an interest rate which equals or exceeds the 
cost per unit of principal lent, expressed as:  

 r ≥  (i + α + ρ)/(l- ρ)  
 where  
 r  is the interest rate charged per unit of principal, 
 i  is the cost of borrowing per unit of principal,  
 α  is the expected cost of administering and supervising a loan per unit of principal, and  
 ρ  is the expected default cost per unit of principal.  
 This relationship measures the operational efficiency of a financial institution. 
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of lending, lower costs of loan default, administration, and resource mobilization for on-lending would 
enhance a program’s financial viability. A program is profitable if lending rate exceeds the cost of 
operation per unit of principal; it loses and is subject to financial subsidy if interest rate falls short of 
operational cost; and it breaks even if interest rate equals the cost of operation.  

Loan disbursement and recovery are critical elements for financial viability. While loan size 
determines the extent of cost savings per unit of principal lent because of economies of scale, 
administrative cost and loan recovery rate determine the loan default cost. But the distribution of loans by 
region and activity influences its loan recovery rate, while the lender’s technique used for loan recovery 
can determine loan administrative costs. Grameen’s extensive group-based banking is a high-cost activity. 
Although it helps reduce loan default cost by increasing loan repayment rates among borrowers through 
peer pressure, it increases both supervision and administration costs of lending. In order to reduce costs of 
operation, Grameen Bank relies heavily on subsidized resources (such as grants and concessionary funds) 
for on-lending and institutional development. Reliance on subsidized resources cannot be a permanent 
feature of a financially viable institution. External resource dependence brings in external influence. In 
order to reduce external dependence, a program should not become a conduit for credit delivery. It must 
resort to internal resource mobilization from local markets. In general, savings mobilization is an 
indicator of a program’s capacity for self-finance and hence, independence.  

Financial viability is often misleading for a program such as Grameen Bank. Grameen Bank 
draws a large portion of its resources from grants and concessionary funds and thus, its cost of raising 
resources for on-lending and institutional development is underestimated as it does not reflect the true 
cost of its resources. Hence, financial viability or operational efficiency so measured does not reflect the 
true subsidy dependence of Grameen Bank. What is required then is to estimate the cost of grants and 
concessionary resources in terms of their opportunity costs (Yaron 1992). In other words, it is not enough 
for a program to be financially viable, it also needs to be economically viable if it is to be financially self-
sustainable. A program is economically viable if it can meet the economic cost of funds (the opportunity 
cost) used for credit and other operations with the income it generates from lending. This means the 
program must be financially viable at the market resources level. This is what the economic efficiency of 
a program such as Grameen Bank entails.8

 
Loan Portfolio and Its Growth  

 
In 1994 Grameen Bank’s loan outstanding was Tk 11,226.3 million (US$280 million), about 

seven times higher than the amount in 1989 (Table 1). Among the four major types of loans, the general 
loan (used for income-earning activities) dominated lending, followed by housing loans, technology 
loans, and collective loans. The sectoral share of general loans in 1994 was 35 percent for agriculture, 
16 percent for processing and manufacturing, 26 percent for livestock and fisheries, and 23 percent for 
other activities (including trade, commerce, and peddling). The corresponding sectoral distribution in 
1989 was 29 percent for processing and manufacturing, only 4 percent for agriculture, 42 percent for 
livestock and fisheries, and 25 percent for other activities.  

 
8 More formally, if  τ  represents income per unit of loan portfolio of Grameen Bank, it is economically viable 

(even if it receives subsidized resources for on-lending and institutional development) if  τ  exceeds the net 
subsidy  (η)  per unit of loan portfolio where  η  is defined as the total subsidy (T) per unit of portfolio net of 
profit (π) per unit of portfolio which is expressed as:  

 τ ≥  η =(T – π) 
 where total subsidy per unit of portfolio is expressed as T = (l/LP) Σ (m-ci)Ai. Here, 
 LP  is the total outstanding of loans,  
 m is the common opportunity cost of all type of subsidized resources,  
 ci is the borrowing cost per unit of ith type concessionary or subsidized resource, and  
 Ai is the ith type of subsidized resources. 
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Agricultural lending, therefore, increased dramatically while processing and manufacturing loans 
decreased proportionally since 1991, when Grameen Bank introduced the seasonal loan to support 
seasonal farming activities. Despite Grameen’s increased lending to agriculture, its loan recovery rate has 
not been affected. The recovery rate has been consistently above 90 percent throughout 1989-1994, a 
remarkable success compared with other banks in Bangladesh.  

As savings mobilization is an integral part of Grameen Bank’s lending, its mandatory savings 
mobilization schemes helped to increase cumulative savings (including voluntary deposits) from Tk 1,585 
million (US$40 million) in 1989 to Tk 8,728 million (US$218 million) in 1993 and to Tk 12,232 million 
(US$4306 million) in 1994 (Table 1). Because Grameen Bank’s financial intermediation is very much 
limited to the poor, the amount of involuntary savings has been small (about 30 percent).  

 
Institutional and Membership Growth 

 
Grameen Bank’s achievements are also measured in terms of its development as an institution 

and outreach. By 1994 (after more than ten years of operation) Grameen Bank covered almost half of 
Bangladesh with 1,045 branches and 10,861 employees (Table 2). About 85 percent of the employees 
work in branch offices. Staff productivity has steadily increased over time. A branch staff that served 83 
members in 1990 was able to serve 172 members by 1993 and 186 members in 1994, without a 
corresponding reduction in loan recovery rates. In 1994 an average branch with nine staff served about 
1,928 members, with Tk 10.7 million in loans outstanding, and Tk 11.7 million mobilized as cumulative 
savings. The corresponding figures for 1989 were 1,033 members, Tk 2.4 million loans outstanding, and 
Tk 2.5 million as savings. These statistics clearly show tremendous achievements of Grameen Bank as an 
institution over the years.  

The backbone of this success is staff productivity. Grameen Bank follows the same incentive 
structures as commercial banks in Bangladesh, but its staff selection, training, recruitment, and placement 
processes are highly self-selective because of the commitment and nature of the work required in 
Grameen-type banking. High staff morale is required to bank with and for the poor. After intensive 
training, about 30 percent of the officers and 20 percent of the bank workers drop out rather than accept 
placement in a remote village. The dropout rate is higher for women than for men (Khandker, Khalily, 
and Khan 1995). However, the dropout rate among Grameen Bank staff is quite low, and has declined in 
recent years. In 1989 the dropout rate was 9 percent compared with only 2 percent in 1994 (Table 2). This 
shows that staff must have had both incentives as well as job satisfaction, otherwise, the staff dropout rate 
would have been high.  
 

Table 1: Grameen Bank’s Achievements as a Bank 
 

 Total Loan Share of Share of Share of Share of Sectoral Distribution of  Savings and % of Loan  
Year Outstanding General Housing Collective Technology General Loans  Deposits Voluntary Recovery 
 (million taka) Loan (%) Loan (%) Loan (%) Loan (%) (percentage)  (million taka) Savings Rate  
     Processing  Livestock 
     and Manu- Agri- and 
     facturing culture Fisheries Others 
1989 1,518.9 64.95 30.17 0.66 4.21 28.8 4.1 42.2 24.9 1,585.2 32.6 96.9 
 (46.0)         (64.5) 
1990 1,987.9 63.36 29.16 0.55 6.93 31.3 4.4 42.4 21.9 2,490.4 32.3 95.4 
 (30.9)         (57.1) 
1991 2,640.5 59.69 28.96 0.34 11.01 28.9 4.1 43.8 23.2 3,559.8 33.3 93.0 
 (32.8)         (42.9) 
1992 4,417.7 71.49 26.12 0.24 2.16 18.8 26.7 31.8 22.7 5,260.8 33.9 96.3  
 (67.3)         (47.8) 
1993 8,735.9  69.80 29.17 0.13 0.81 14.0 35.6 28.2 22.2 8,728.4 28.24 99.0a 
 (97.7)         (65.9) 
1994 11,226.3 70.21 29.69 0.10 0.73 15.5 34.9 26.1 23.5 12,231.8 26.67 99.4a 
 (28.5)         (40.1)  
aRepresents figure of the reported recovery rates of the Grameen Bank. 
Note:  Figures in parentheses represent growth rates from preceding year. 
Source:  Khandker, Khalily, and Khan (1995). 
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Table 2: Grameen Bank’s Achievements in Institutional Development 
 

        Average  Average 
        Branch Branch Savings  
 Total Number of Average  Percent Average Average Loan and Deposits Staff  
 Number of Villages Members per Total of Branch Employees Members per Outstanding Mobilized Dropout  
Year Branches Covered Branch Employees Employees per Branch Employee (million taka) (million taka) Rate  
 
1989 641 15,073 1,033.17 8,449 83.59 11.02 93.77 2.37 2.47 9.0 
  (27.94) (42.84) (5.56) (22.57)  
1990 781 19,536 1,113.36 11,964 87.48 13.40 83.03 2.55 3.19 9.0  
 (21.84) (29.61) (7.76) (41.60)  
1991 915 25,248 1,165.49 10,904 83.69 10.09 115.49 2.89 3.89 8.5  
 (17.16) (29.24) (4.68) (-8.85)  
1992 1,015 30,619 1,364.85 10,531 84.81 8.80 159.49 4.35 5.18 7.9  
 (10.93) (21.27) (17.11) (-3.42) 
1993 1,040 33.,667 1,745.11 10,499 84.46 8.53 172.86 8.47 8.39 2.7 
 (2.46) (9.95) (27.86) (-0.30) 
1994 1,1,045 34,913 1,928.35 10,861 84.92 8.87 185.54 10.74 11,71 1.9 
 (0.48) (3.70) (10.50) (3.45) 
Note: Figures in parentheses represent growth rates from preceding year. 
Source: Khandker, Khalily, and Khan (1995).  

 
 
The phenomenal expansion of Grameen Bank during the last decade was partly due to the able 

leadership of its founder, Dr. Muhammad Yunus, and partly to its decentralized management structure 
that professionalizes the management. Over the years, Grameen Bank has effectively institutionalized 
procedures for ensuring administration and management succession so that the system no longer depends 
on the leadership of Dr. Yunus. With the expansion of branch, area, and zonal offices, the leadership 
gradually delegated decisionmaking authority to intermediate administrative units. Unlike other 
hierarchical bureaucracies, Grameen Bank evolved naturally into a decentralized organization as it grew.  

Grameen Bank’s success rests on its outreach to the poor, especially women. By 1994 Grameen 
Bank had mobilized 2 million poor households, of which 92 percent were borrowers (Table 3). Ninety-
four percent of both members and borrowers were women in 1994. Almost all Grameen Bank members 
become borrowers after two to three weeks of training on Grameen Bank procedures. In 1994 women. 
received 93 percent of total loans disbursed and contributed 76 percent of total savings. In the same year 
an average male member’s cumulative savings stood at Tk 17.5 thousand compared with only Tk 3.6 
thousand for female members.9 The average loans outstanding was Tk 6.9 thousand for men and Tk 6.0 
thousand for women.  
 
Financial Growth 
 

As noted earlier, financial strength is measured by profitability and subsidy dependence. Given 
the cost of funds (most of which were foreign grants prior to 1993, when Grameen Bank borrowed a large 
portion of its funds from Bangladesh Bank), Grameen Bank made profits in every year except 1992 
(Table 4). Its financial margin (about 9 percent of its assets), unlike other commercial banks (3 to 
4 percent), is high.10 However, compared with the 25 to 30 percent of total costs that commercial banks 
must spend for administration, the administrative cost of Grameen Bank is about 50 percent of its total 
costs. The interest rate required to break even, given its cost of funds, has always been higher than its 

                                                      
9 This is mainly because of high positive growth in female membership and negative growth in male membership. 

As a result, male members’ mandatory savings (5 percent of the loan amount) is higher than the female 
members’. Also, on average, men borrow more than women. 

10 Financial margin is defined as the interest revenue plus grants minus interest expenses as percentage of average 
assets. 
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average on-lending rate, except in 1993 and 1994. In other words, before 1993, Grameen’s interest 
income did not meet its cost of lending. Since 1993, Grameen Bank has been operationally efficient.  

 
Table 3: Grameen Bank’s Achievements in Reaching the Poor and Women  

 
       Average Average Loan 
       Savings Outstanding Membership 
     Proportion Proportion (thousand (thousand Dropout 
  Proportion  Proportion of Loans of Savings taka) taka) Rate 
  of Women  of Women Outstanding Mobilized  
Year Membership Members Borrowers Borrowers to Women from Women Men Women Men Women Men Women Total 
1989 662,263 .89 648,467 .89 .82 .68 4.63 1.24 3.82 2.16 2.27 3.45 3.32 
 (35.06)  (37.22)  
1990 869,538 .91 852,522 .91 .82 .67 7.21 1.42 4.66 2.10 2.74 4.52 4.36  
 (31.30)  (31.52)  
1991 1,066,426 .93 1,041,630 .92 .80 .68 9.41 1.65 6.68 2.19 3.33 5.03 4.90 
 (22.64)  (22.17)  
1992 1,424,395 .94 1,385,324 .94 .89 .69 11.94 1.80 5.54 3.03 2.38 4.42 4.29 
 (33.57)  (32.10)  
1993 1,814,91  .94 1,682,914 .94 .93 .74 24.55 2.59 6.43 5.11 1.37 2.30 2.24  
 (27.42)  (21.48) 
1994 2,015,130 .94 1,860,674 .94 .93 .76 17.48 3.62 6.91 5.98 6.39 4.50 4.62 
 (11.03)  (10.56)  
Note: Figures in parentheses represent growth rates from preceding year. 
Source: Khandker, Khalily, and Khan (1995).  

 
 

Table 4: Grameen Bank’s Financial and Economic Viability 
 

       Dependency on Savings and 
   Salary Cost Break-even Average On- Subsidy as % Foreign Funds Deposits 
Year Profits Financial as % of Rate of lending Rate of Loans (foreign funds as as % of Loans 
 (million taka) Margin Total Cost Interest of Interest Outstanding % of total funds) Outstanding 
1989 2.26 9.33 40.83 17.64 12.90 21.12 90.76 29.52 
 (93.46) 
1990 10.22 8.77 42.32 20.34 12.90 21.57 93.57 33.32 
 (352.21) 
1991 11.92 9.20 49.73 22.79 16.50 21.12 94.64 29.50 
 (16.63) 
1992 (-5.65) 9.75 50.02 16.50 16.74 16.80 99.93 31.25 
 (-147.40) 
1993 9.56 9.48 44.06 14.85 15.96 11.90 58.12 42.44 
 (269.20) 
1994 21.74 8.43 29.43 16.30 16.51 3.72 3.73 26.13 
 (127.40) 
Note: Figures in parentheses represent growth rates from preceding year. Source: Khandker, Khalily, and Khan (1995).  

 
 
Despite operational inefficiency before 1993, Grameen Bank nevertheless recorded profits, 

largely because of income from sources other than lending. Because the funds for on-lending and 
institutional development were either subsidized loans or grants, they have an opportunity cost. When 
these funds are priced according to the government rate for fixed-term securities of 36 months, Grameen 
Bank was found to enjoy an economic subsidy of 4 to 22 percent per unit of loan outstanding during 
1989-1993. Interestingly, the subsidy per taka loan outstanding has declined consistently: it dropped from 
21 percent in 1989 to 4 percent in 1994. This drop was largely attributable to increased lending and 
membership as well as to an increase in on-lending interest rate (from 16 percent to 20 percent) in 1991. 
The 4 percent drop in subsidy dependence was also due to Grameen’s increasing reliance on market 
resources in 1994 when it borrowed US$150 million from commercial banks at the market rate by issuing 
bonds, of course with government guarantee.  
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Is a subsidy-free Grameen Bank possible? Branch-level cost function estimates suggest that 
economies of scale exist in the operation of Grameen Bank branches (Khandker, Khalily, and Khan 
1995). That is, Grameen Bank can increase lending, membership, and savings mobilization without a 
proportionate increase in cost. Grameen Bank’s increased loan volume in 1993 over 1992 (more than 
70 percent) shows that Grameen Bank is exploiting these economies of scale. Similarly, Grameen Bank 
managed to reduce its dependence on foreign funds from 99.9 percent in 1992 to 58 percent in 1993 and 
4 percent in 1994 by relying more on market and domestic resources. Grameen Bank’s savings and 
deposits mobilization from its members has helped reduce its dependence on external funds for on-
lending. Its incremental savings financed more than 42 percent of its outstanding loans in 1993 and 
26 percent in 1994.  

Nevertheless, such increases in resources mobilized from both internal and external market 
sources were not adequate enough for the Grameen Bank to be subsidy-free by 1994. During the 1989-
1994 period, the average growth of outstanding loans was about 40 percent. If it can sustain such a high 
growth rate of lending, the projection is that Grameen Bank would be subsidy-free by 1998, provided that 
additional lending comes from market sources at market interest rates. Moreover, additional lending 
primarily is geared toward the existing membership as additional membership would cost more than 
additional lending. The pertinent questions are whether there exist demand constraints on lending, given 
local production conditions, and whether there are further economies of scale in the expansion of branch 
level operations.  

 
Grameen Bank’s Socioeconomic Impacts 

 
Impact on Participants: Methodological Issues  
 

Grameen Bank’s ultimate achievements must be measured by the nature and extent of the benefits 
that its members enjoy. After all, Grameen Bank targets the poor with an explicit objective of poverty 
alleviation (Yunus 1983). Thus, Grameen Bank’s achievement as a bank for the poor lies in its success in 
combating poverty and improving the poor’s human resources. Household survey data taken from 24 
villages that had a Grameen Bank branch was compared with data from 15 villages that had no branch or 
similar credit program. The comparison revealed that Grameen Bank placed its programs in poorer areas. 
The percentage of target households (that is, those owning less than 50 decimals of land) in Grameen 
Bank villages was 66 percent compared with 52 percent in nonprogram villages. But not all eligible 
households participate in Grameen Bank even if they have access to bank services. Again household 
survey data from 24 villages show that only about 45 percent of target households participate in villages 
where Grameen Bank operates. This figure is, however, the gross participation rate because not all 
participants stay with Grameen Bank. The data indicates cumulative dropout rate of about 8 percent (i.e., 
about 8 percent of the members that joined the program at some point dropped out),11 making the net 
program participation rate (the gross participation rate adjusted by the dropout rate) about 40 percent.  

What do these members gain from program participation? Does the gender of participation 
matter? Simple comparisons of outcomes between those who participate and those who do not from the 
same village where Grameen works are not methodologically correct. This is due to two potential 
problems-sample selection bias and program placement bias. As noted earlier, Grameen Bank has placed 
its program in villages where the extent of landlessness is higher. As poverty in rural Bangladesh is very 
much dependent on land ownership (Hossain and Sen 1992), the program placement of Grameen Bank 
becomes endogenous to the village and area characteristics. On the other hand, not all eligible households 
participate, a decision contingent upon a host of factors including alternative opportunities available to a 

 
11 The highest dropout rate takes place during the first year of membership. The household survey data show that the 

members’ dropout rate is 30 percent during the first year of membership compared to 4 percent after three years 
of membership. With an average of 3.5 years of program participation, the annual dropout rate is about 2-
3 percent. 
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household for not joining Grameen Bank. The proper way of evaluating program impact, therefore, 
involves both sample selection correction and correction for program placement endogeneity.12

Traditional means of identifying program impact is through the identification of instruments that 
only affect program participation but not household outcomes such as income and consumption. It is 
difficult to find such instruments in practice, however. An approach motivated by demand theory is to use 
the price of credit as an instrument which is the rate of interest charged by Grameen Bank to its 
borrowers. This is not a valid instrument as Grameen Bank does not charge different interest rates to 
different borrowers and hence, rate of interest does not vary across the sample households. Similarly, to 
control for village-level endogeneity of program placement or household-level endogeneity of program 
participation, instruments are required to identify program impacts. Both village-level fixed-effects and 
household-level fixed-effects are ways of controlling for both sources of bias. This requires panel data 
(before and after program intervention and participation) to resolve the endogeneity issues.  

Lack of availability of panel data forces researchers to resort to identification methods such as the 
assumption of normal distribution of error terms and the parametric identification procedure (for details, 
see Pitt and Khandker 1996). Both these methods are, of course, econometric restrictions imposed for 
identification and are not behavioral restrictions based on theory of consumer behavior. When the impact 
of program participation by gender is desirable to estimate, it involves more complications in 
identification for estimation.  

The participant-level impact analysis presented in this paper is based on econometric analysis that 
assesses Grameen’s impact, using the parametric identification method, on a set of household outcomes 
(Pitt and Khandker 1996). The method essentially is based on both village and sample exclusion 
restrictions. Even if villages are not randomly placed with programs, households are excluded based on 
landholding. That means, not all households are eligible to participate in Grameen Bank. Similarly, even 
if a village has a program, it does not necessarily follow that both men and women can participate. In fact, 
in the random drawing of 24 villages with Grameen Bank, only 11 villages have the program available to 
both men and women. These exclusion restrictions (one based on landholding and the other based on 
gender) are elements imposed exogenously by Grameen Bank and are the basis for identifying program 
effects econometrically.  

 
Participant-level Program Impacts  
 

As Table 5 shows, the econometric estimates of program effects suggest that program credit has a 
significant effect on the well-being of poor households. These results are impacts of Grameen Bank 
borrowing on behavioral outcomes, controlling for sample selection bias due to endogeneity of program 

 
12 To show the problem of estimating causal program effect, consider the following. Assume that household 

behavioral outcomes such as income, employment, and consumption (represented as Y) is a function of a set of 
household characteristics (X), a set of village characteristics (Y), the amount of borrowing (C) from Grameen 
Bank, and an error term (ξ ): 

 Y = Xβ + Vγ + Cφ + ξ (1) 
  where ξ contains both household unobserved characteristics, village unobserved characteristics, and a 

random error.  
  Now, borrowing (C) is not exogeneously given but depends on a set of household characteristics (X) 

which also affects Y, the set of village characteristics (V) which partially attract a program to operate in a 
particular village, and an error term ~ containing both household and village unobserved characteristics and 
random errors:  

 C = Xδ + Vλ + ζ (2) 
  Because the error terms contain both household and village unobservable characteristics, both borrowing 

and household outcomes are jointly determined. Even if the error terms are random and do not make (1) and (2) 
jointly determined, still the problem remains: there is no way of identifying the independent and separate impact 
of borrowing (C) on household outcomes (Y) as there is no single variable in (2) that can create an impact of C 
on Y in (1).  
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participation and program placement. Interestingly, program impacts are identifiable by the gender of 
program participants. It is statistically significant that women and men have different preferences and that 
women could use their own preferences, revealed through participation in Grameen Bank, to influence 
household behavioral outcomes. More interestingly, the credit effect is greater when women are the 
program participants. For example, when women are program participants, the credit impact is about 
2.5 percent higher in increasing per capita expenditure compared with male borrowing from Grameen 
Bank. Similarly, the impact of borrowing on girl’s schooling is higher for female than for male 
borrowing. Also a woman’s borrowing from Grameen Bank has helped increase her labor supply to cash 
income earning activities by 10 percent and nonland asset holding by 20 percent. The results clearly 
suggest that credit provided by Grameen Bank is not perfectly fungible within the household.  

Grameen Bank also has important socioeconomic impacts. Again, household data analysis shows 
that male borrowing from Grameen Bank has reduced fertility by 4 percent by increasing contraception 
use by about 37 percent (Table 5).13

 
 

Table 5: Gender Differential Effects of Grameen Bank Borrowing (percentage) 
 

Changes in Indicator Male Borrowing Female Borrowing 
Per capita expenditure 1.8 4.3 
Boys’ schooling  28.4 24.2 
Girls’ schooling 0 18.6 
Recent fertility 3.9 0 
Women’s labor supply 0 10.4 
Women’s nonland assetholding 0 19.9 
Source: Pitt and Khandker (1996).  

 
 
Because of its antipoverty role, Grameen Bank lending has helped reduce poverty among its 

participants. Moderate poverty is 10 percent and extreme poverty is 7 percent lower among program 
participants than among nonparticipants in Grameen villages (Khandker and Chowdhury 1996). 
Similarly, although indebtedness is higher among program participants, their household net worth is 
46 percent higher than that of nonparticipants. The data analysis suggests that it takes 9-10 years for an 
average Grameen Bank household to free itself from poverty by borrowing from and being a member of 
Grameen Bank.14

 

                                                      
13  This is, however, not the case with female borrowing. The finding clearly indicates that family planning 

programs which are usually targeted to women are misplaced if they are not targeted toward the male population 
as well.  

14 Per capita consumption effects of credit show that the marginal return to weekly consumption per capita due to 
female borrowing from Grameen Bank is about 19 percent. The question is, How long would it take for a 
household to get rid of poverty? The per capita expenditure of Grameen Bank borrowers with an average 3.7 
years of program exposure was Tk 4,000. At the required expenditure of Tk 5,270 for being above the poverty 
line, it is estimated that an average Grameen Bank borrower household would take an additional 5 years to get 
out of poverty. Hence, the total years of membership for female borrowers required to rise above the moderate 
poverty line is about 9 years.  
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Aggregate Program Impacts  
 
Other than the direct beneficiaries, there are households in the village that might indirectly benefit 

from program placement. It is also possible that some households might lose as a result of program 
placement.15 It is, therefore, important to calculate the net village-level impact of Grameen Bank program 
placement. The program placement impact is measured by estimating reduced-form regression measuring 
outcomes against independent variables, one of which is the presence of Grameen Bank in a village 
(Table 6).16 The results show that Grameen Bank has helped to increase household income by 29 percent, 
total value of production (both farm and nonfarm) by 56 percent, labor force participation and monthly 
hours worked by 7 percent, and rural wage by 5 percent.17 Also in Grameen Bank villages the level of 
moderate poverty is 20 percent lower and absolute poverty is 75 percent lower than villages without a 
Grameen Bank program. 

 
Table 6: Grameen Bank’s Village-level Impact 

(percentage) 
 

Increase in total income per household 29.4 
Increase in total production per household 55.9 
Increase in labor force participation rate per household 10.1 
Increase in monthly hours worked per household 6.8 
Increase in rural wage 13.5 
Reduction of moderate level povertya 19.8 
Reduction of absolute level povertyb 75.0 
a Moderate level poverty is defined as the proportion of households having income below Tk 5,270 per person. 
b Absolute level poverty is defined as the proportion of households having income below Tk 3,330 per person.  
 

 
 

Cost Effectiveness of Grameen Bank 
 

How much does it cost to set up a program such as Grameen Bank? The economic cost of the 
program which Grameen Bank is not yet able to cover from interest and investment income is the cost of 
program placement. Estimates show that it costs only US$10 to mobilize and lend to a new member. 
Ignoring (for the moment) the socioeconomic benefits that Grameen Bank generates for its members, the 
program’s cost effectiveness, in terms of savings it generates from the poor, can be evaluated. If we 
consider the subsidy that Grameen Bank receives (in the form of grants and low-interest loans) to be a net 
transfer to the poor, we find that a transfer of 1 taka generates 3.6 taka in savings (Khandker, Khalily, and 
Khan 1995). As members are able to survive by saving at this rate (otherwise the annual dropout rate 
would have been much higher than 3 to 5 percent), the social and private benefits must be large enough to 
support such program intervention. The Grameen Bank’s cost effectiveness can also be measured by its 
                                                      
15 It is possible that a Grameen Bank-type operation may only help redistribute rather than add to the village 

income. If this happens, the program is not contributing to improving the total welfare of the village. 
16 The ideal way to identify the village-level impact is to compare outcomes before and after program placement. 

This takes away the problem of program placement endogeneity (Pitt and Khandker 1996). Due to lack of data, 
such a method could not be used. However, our estimation controls for other village-level observable attributes 
that may influence Grameen Bank’s program placement in a village. One of the potential identifiers used here is 
the extent of landlessness in a village. 

17 Note that until recently, Grameen’s loans are for supporting primarily rural nonfarm activities. So, kit is not 
surprising to see the big impact on nonfarm production. The increase in farm production is not as direct as in the 
case of nonfarm production. Increases in nonfarm production create an increase in the demand for farm produce, 
thereby increasing farm production in the process. Increased contraceptive use is a similar result for the spillover 
impact of Grameen Bank placement. 
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poverty alleviation impact. Since it takes about ten years for an average borrower to free his/her family 
from poverty, and since the economic cost of mobilizing and lending to a member is $10 per year, the 
cost of poverty alleviation is only $100. This is a very small price for poverty reduction.  

A Grameen Bank-type program is not, however, ideal for all the poor, as making money through 
self-employment is a difficult job, which calls for entrepreneurship. And not everyone has this ability. For 
this reason, only about 40 percent of the eligible households participate. This is why other targeted 
measures such as income transfer, food-for-work, food price subsidy, employment guarantee scheme, 
broad-based economic growth, and improved access to health, nutrition, and education are required. The 
importance of an effective role by government in designing and implementing such nontargeted credit 
measures is thus hardly overemphasized. But Grameen Bank is highly effective in reaching this 
40 percent because of the self-selection rule imposed through its program design: only those who are 
willing to exert the needed effort to initiate an income-producing activity and are willing to abide by 
Grameen Bank’s rules will participate. At the same time, this self-selection rule reduces the cost of 
financial and social intermediation. As membership cost is the largest component of total cost (Khandker, 
Khalily, and Khan 1995), Grameen Bank would not survive with a high membership dropout rate, which 
is currently only 3-5 percent per year.  

 
Grameen Bank’s Constraints for Expansion 

 
Grameen Bank must expand its activities (membership, lending, and savings mobilization) over 

time to become more cost-effective, especially since it will have to depend more on the market, rather 
than on donors and the government, to finance its lending. But the returns to the activities it finances are 
likely to decrease, given demand constraints, as more people join and undertake similar productive 
activities. As such, including more growth-oriented activities in its loan portfolio and achieving cost 
efficiency will be of major importance as Grameen Bank expands.  

A program-level data analysis shows that Grameen Bank could make profits if it disbursed more 
money for technology loans rather than general and collective loans. Similarly, branches that serve both 
men and women earn higher profits than branches that serve only women. As the average principal for a 
technology loan is relatively larger than that for a general loan (Khandker, Khalily, and Khan 1995) and 
as men borrow more money than women on average (Table 3), increasing the loan amount per borrower 
is one possible way of attaining. both cost efficiency and profitability.18

Grameen Bank’s success must be measured by whether its borrowers “graduate”, or at least cease 
to remain economically dependent on Grameen Bank credit. That is, if they are free from poverty, they 
must have the ability to earn higher incomes, and require larger loans to support a higher level of 
economic activity.19 The ability to borrow more depends on the borrowers’ entrepreneurial skills and the 
market opportunities that they face. Borrowers’ ability to borrow more also can only be realized if 
Grameen Bank is willing and able to meet the increased demand for credit. Given that Grameen Bank is 
currently offering its services to about half of the villages in Bangladesh and that 60 percent of rural 
households are eligible to join Grameen Bank, its current membership (about 25 percent of the eligible 

 
18 Increasing loan amount per borrower is, however, risky by its own sake as it encourages borrowers to assume 

riskier activities, hence affecting profitability. 
19 To Grameen Bank, “graduation” does not mean dropout. As Grameen Bank members hold shares in Grameen 

Bank’s equity, the program dropout only occurs when a member is pushed out due to antigroup activity or loan 
default, or voluntary exit when he or she finds a better alternative. Household survey data indicates that among 
those who dropped out from Grameen Bank, none said that he or she had a better alternative for leaving Grameen 
Bank. Fifty-six percent of 22 individuals who dropped out said that they did not like the program, followed by 
32 percent who said they tried but failed to make any progress.  
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households) seems suboptimal.20 Whether this low participation rate reflects constraints on the supply or 
on the demand side is unclear.  
 
Supply Constraints  
 

Given the branches’ staffing patterns (on average each branch has nine employees) and the size of 
centers, Grameen Bank may face supply constraints. In order to attain production efficiency as well as 
cost efficiency, Grameen Bank should increase the staff strength of each branch as well as the size of 
centers. It could increase group size from five to eight or 10, and the center size from 12 to 15 (groups) in 
older branches without jeopardizing the virtue of group-based lending.  

Grameen Bank should also consider increasing the landholding requirement from less than half 
an acre to one acre. Increasing the target base will enable more people to join Grameen Bank and, in the 
process, reduce its overhead cost. At the same time, introducing differential rates for different members 
based on their economic graduation would also widen the target base. Those who graduated in terms of 
increased income level and economic activity may be given much larger loans at a reduced rate so that 
graduation would continue.21 This would reduce Grameen’s subsidy dependence while promoting 
borrowers’ income and viability.  

Grameen Bank could introduce individual rather than group liability loans for long-time Grameen 
Bank members who have excellent repayment records. These loans could also be repaid on a monthly 
rather than on a weekly basis. These together would reduce the transaction costs of borrowing and the 
administrative costs of lending. However, as long as social intermediation and services are critical inputs 
of financial transaction for new groups, group-based lending may remain the only option.  

 
Demand Constraints  
 

Grameen Bank may accelerate the poor’s credit demand by product and technology promotion. 
The economic growth of the economy ultimately shapes the nature and extent of borrowers’ credit 
demand. The program mainly supports rural nonfarm and agriculture-based enterprises, and the demand 
for the products and services of these enterprises in the country is largely determined by agricultural 
growth. Although Bangladesh has become self-sufficient in foodgrains, it needs to diversify its 
agricultural production and consolidate its growth in foodgrain production to maintain higher agriculture 
growth. Grameen Bank may help this process along by diversifying its portfolio and raising the incomes 
of the poor. The 1993-1994 data show that Grameen Bank is increasingly supporting agriculture and 
related activities by making seasonal and food storage loans, which further agricultural growth. About 
35 percent of total loans were made for agriculture, with a proportionate reduction in growth in lending to 
processing and manufacturing. Whether this portfolio change (in favor of agriculture and away from rural 
industries) reflects the constraints on further growth in rural nonfarm activities because of technological 
and marketing constraints merits further analysis.22

However, relying primarily on the credit demand of poorly educated entrepreneurs may be too 
costly for Grameen Bank. It may also be too costly for the borrowers, who may find it difficult to switch 
to more growth-oriented activities. Unless technology is updated and the portfolio shifts into more 

 
20 The household survey data: shows that the participation rate is about 40 percent. That means Grameen Bank’s 

operation in its command area is not as intensive as it is in the study villages.  
21 Grameen should charge less, not more, to economically successful entrepreneurs because of its lower transaction 

costs for large loans. The objective is to move closer to the commercial lending rate (14.5 percent) as economic 
graduation takes place (in terms of large size of loans).  

22  This decline in loan disbursement to rural processing and manufacturing is perhaps also due to the fact that 
Grameen’s loans to handloom are part of the Grameen Uddogue, a separate organization promoting handloom 
production in rural Bangladesh. Handloom, of course, does not explain the decline entirely because of its small 
share in the loan portfolio. That means there is a real decline of lending in this subsector. 
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growth-oriented activities, both the Grameen Bank and its borrowers will have difficulty surviving in the 
long run. In fact, as the economy grows, commercial banks and other development finance institutions 
could finance projects that produce similar nonfarm goods on a larger and more profitable scale. The low-
cost production of large-scale enterprises may drive down the profit margins of small-scale projects 
financed by Grameen Bank, eventually forcing them out of this sector; evidence suggests that Grameen 
Bank branches earn less profit in areas where the density of commercial and agricultural development 
banks is higher. Therefore, Grameen Bank borrowers must be efficient and capable of diversifying into 
new enterprises as the economy expands. But this is unlikely to occur unless Grameen Bank promotes 
borrowers’ entrepreneurial development with skills training and technology and market promotion. 
Grameen Bank may also need to promote marketing by exploring and tapping into potential local and 
export markets. Grameen Bank’s borrowers may be tied into its independent but commercialized sectoral 
interventions, such as Grameen Uddogue (working primarily with the handloom sector), Grameen 
Fisheries Foundation, and Grameen Krishi (agricultural) Foundation, which can help promote profitability 
of their investment.  

 
Is Grameen Bank Replicable? 

 
Grameen Bank’s replicability depends on the flexibility of its program design and on the 

importance of personality such as Dr. Yunus in its development. If its success has come mainly as a result 
of Dr. Yunus, or if its design is unique and context-specific, it may not be replicable. The Grameen Bank 
model is well replicated within Bangladesh. There are several. hundred small and localized NGOs which 
have copied Grameen’s group-based model whose loan recovery rate are as good as those of Grameen 
Bank. There is also a second model being practiced in Bangladesh by programs such as Bangladesh Rural 
Advancement Committee (BRAC) which offer more than credit. In fact, they provide much more social 
development inputs including skills training to members. In BRAC, members could not receive loans 
until after completing six months’ rigorous training. In this sense, Grameen’s model represents the 
minimalist approach, while BRAC’s model represents the maximalist approach. Despite this, BRAC, 
although having experimented with different credit delivery models in the past, is now practicing the 
small group-based lending model in its credit programs called the Rural Credit Program (RCP). BRAC’s 
experience shows that small group size makes it easier for programs to monitor the group’s performance 
through screening of their own activities (Khandker and Khalily 1996). The government of Bangladesh 
also introduced the group-based lending method in its two-tier cooperative framework for the Bangladesh 
Rural Development Board (BRDB) designed exclusively for landless men and women in 139 villages in 
Bangladesh. Even working within the government bureaucratic structure, analysis shows that this 
program has managed to keep high loan recovery rates (more than 90 percent) (Khandker, Khan, and 
Khalily 1995). Grameen Bank’s group-based peer monitoring is now a well-accepted model for credit 
delivery by both NGOs and government programs in Bangladesh (World Bank 1996). As this model is 
replicable within different management structures, one can conclude that the presence of a charismatic 
leadership such as that of Dr. Yunus is not a necessary condition for Grameen Bank’s replication in 
Bangladesh.  

This may not be the case in other countries where leadership may appear to be a binding 
constraint for replication. Moreover, the model which is relevant for Bangladesh may not be applicable in 
another setting. Yet, similar group-based lending programs have already developed in more than 45 
countries around the world. In order to address the question of replication, it is important to analyze the 
development and sustainability of these programs.  

The Project Ikhtiar in Malaysia is a successful replication. This program was developed with the 
support of the Malaysian government and its record of loan recovery has been as high as that of Grameen 
Bank (Gibbons and Kasim 1990). Many other programs have only recently been implemented therefore it 
is premature to evaluate their performance. However, a number of studies have shown that Grameen Bank 
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model is replicable but the concept of “breed your own institution from good foreign stock” (Hume 1990, 
Thomas 1988) has to be a basis.  

An important question is whether group-based lending is replicable. This requirement may be 
relaxed in an environment where social intermediation is not a constraint for successful financial 
intermediation. This implies that the target group should be educated and socially and individually 
accountable, and that community organizations enable contracts to be enforced. The Badan Kredit 
Kecamatan (BKK) in Indonesia is an example of a successful program that is based on individual lending 
(Gonzales-Vega and Chaves 1996).  

In an environment where social intermediation is not required for lending to the poor, group 
lending is still more effective if imperfect information and imperfect enforcement make credit 
transactions risky and difficult to enforce contracts. Group-based lending is also desirable for the poor 
where the persistence of poverty is rooted in sociopolitical inequities. In such societies individual-based 
lending can “perpetuate and reinforce the existing socioeconomic inequities and access to scarce financial 
resources” (Yaron 1992).23

Potential replication depends on a combination of these factors, which establish a framework for 
the program design, given certain basic requirements for efficient operation and long-term success. An 
important precondition is intensive training and incentives for a well-motivated staff that is willing to try 
innovative methods in response to borrower demand. In turn, this requires an organizational structure that 
allows for administrative flexibility and decentralized decisionmaking.  

However, the crucial component for successful replication is the availability of funds for on-
lending. The availability of funds, whether subsidized or borrowed at market rates, and member savings 
will determine the costs of lending and program profitability. The program has to ensure that, given its 
various expenditure requirements, it can break even at the earliest stage of its operation.  

The key factors to be identified before the program can be replicated are: (a) why such a banking 
system is needed; (b) what is the credit need of the poor and what should determine their participation; (c) 
whether the social mechanism serves as a vehicle for credit delivery to the target group; (d) whether 
people are socially and individually accountable; (e) whether group-based or individual-based lending is 
feasible and cost-effective; (f) whether the cost of administration can be recovered with the interest rate 
charged; and (g) whether the poor can bear the full cost of financial and social (if necessary) 
intermediation. Once replicated, the program’s success depends almost entirely on the creativity and 
commitment of the leadership and its ability to carve out market niches.  

The replication of a Grameen Bank-type operation by commercial banks may minimize the social 
cost of banking for the poor and save the trouble of establishing anew, specialized bank for the poor. 
Commercial banks’ basic incentive is profit maximization rather than social development. They aim to 
promote growth and financial development through larger loans and other financial instruments, which 
are tied to tangible collateral. Since the poor do not have collateral, a separate lending window which 
does not involve material collateral may be a possible addition for commercial banks. The supply of such 
banking facilities may change the relative shares of credit instruments in their loan portfolio. But the 
effect on the commercial banks’ overall profitability may not be serious. The benefits of doing this may 
help crosssubsidize the program for the poor and reduce the cost of financial intermediation for the poor 
through risk pooling across sectors. Commercial banks may also work closely with NGOs supporting 
their outreach programs. NGOs are found to be better in reaching the poor for on-lending and mobilizing 
savings in small amounts, which commercial banks find highly costly. Therefore, one possible way to 
reduce the cost of intermediation for the poor is integration between NGOs and commercial banks, where 
commercial banks provide on-lending funds to NGOs at market rates and NGOs are expected to charge a 
rate that covers their lending cost.  

 
23 Of course, this does not mean that group-based schemes cannot be used as a tool for exploitation of the poor. It 

depends on how the groups are formed with whom and by whom.  
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Grameen Bank’s experience suggests that group-based lending with a weekly payment schedule 
and possible repayment rescheduling is applicable to agricultural lending. But Grameen Bank has linked 
agricultural lending (which is seasonal) with a year-long loan for rural nonfarm activity. In an 
environment where rural nonfarm activities are not available, group-based lending is still applicable, 
where seasonal loans for agriculture are mixed with loans for noncrop activities, such as poultry, 
livestock, and fisheries. In this way, the weekly loan repayment schedule is feasible and enforceable in an 
agricultural setting.  

Grameen Bank’s success with group-based lending is relevant for a densely populated area where 
the cost of group mobilization is less for both the lender and the borrower. The relevance of such an 
approach, with a weekly repayment schedule and group meeting, seems highly improbable in sparsely 
populated areas of Africa, for example. But the model is replicable in such a setting if a scheme is 
developed to confront these obstacles. For example, savings deposits and loan disbursements can be made 
in local markets where people regularly meet for shopping. Using tribal linkages within the general 
Grameen Bank model can also be explored. The chief lesson learned from Grameen Bank is that it is 
necessary to design a system of accountability that works for both bank officials and borrowers. 
Therefore, any successful replication must ensure that the system is made highly transparent and is 
“social-conscience-driven” (Yunus 1995).  

 
Conclusions 

 
Grameen Bank, like any other financial intermediary, faces risks in lending because of 

asymmetric information and imperfect enforcement. The risk of lending is much higher in a rural setting 
where it is difficult and more costly to gather information about borrowers and enforce a contract. The 
problem is more acute for the poor who are perceived as more credit-risk than the rich. Still, Grameen 
Bank works for and with the rural poor, especially women. Because the poor are its exclusive clientele, 
Grameen Bank has assumed the enormous challenge of providing financial services to people who lack 
material collateral and are thus considered to be high credit risks by traditional finance institutions. It also 
faces the difficult task of alleviating poverty with credit provision. More importantly, Grameen Bank 
operates only in rural areas where production is risky because of environmental factors, seasonality is 
pronounced, and infrastructure is underdeveloped. Thus, unlike other banks, Grameen Bank is less able to 
minimize the risk of loan default by diversifying its loan portfolio across sectors.  

Grameen Bank introduced group-based lending with mandatory savings to improve the financial 
and social discipline of its members. Group-based lending improves the loan recovery rate and also 
provides a cheaper vehicle for social intermediation when social intermediation is an integral part of 
financial intermediation. At the same time, savings mobilization improves the financial discipline and 
accountability of the poor, while helping borrowers and lenders absorb the unforeseen shocks caused by 
agroclimatic factors.  

By lending to the poor, and especially to women, Grameen Bank has shown that the poor are 
creditworthy, as their loan repayment rate has been consistently higher than 95 percent. But as of 1994, 
revenue from interest payments is barely enough to sustain its activities without further reliance on donor 
funds which were nevertheless essential for its institutional development. To sustain its operation as an 
independent financial institution, Grameen Bank must be able to operate based on market resources. It 
requires more savings mobilization and also more borrowing at the market rate of interest rate while 
breaking even.  

Grameen Bank also needs to be more cost-efficient. It requires increased loan volume per branch 
by increasing either membership per branch, lending per member, or both. But expansion of lending or 
membership is demand-constrained. For borrowers, simply returning the money to the bank is not the 
primary hurdle. When loans are given in small amounts on an annual basis and repayments are scheduled 
on a weekly basis, loan repayment may not be that difficult. The impact of borrowing and membership is 
evaluated in terms of changes in income, consumption, employment, health, nutrition, and net wo~h. 
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Household survey data clearly show that Grameen Bank helps to alleviate poverty and increase resources, 
both physical and human. It also empowers women economically. Therefore, poverty alleviation and 
human resource development is possible with targeted credit.  

But the poor do not have an unlimited capacity to absorb a larger amount of loans. The poor’s 
demand for credit is influenced by the profitability of investment and economic growth, on one hand, and 
the entrepreneurial development of the borrowers on the other. Thus, the long-run viability of both 
Grameen Bank and its borrowers depends on how fast economic graduation is achieved at the borrower 
level, in terms of both income and occupational mobility.  

Higher economic growth is necessary to sustain the economic graduation of both Grameen Bank 
and its borrowers. Sound macroeconomic policies and good governance of these policies are quite 
important to promote economic growth. The government thus has an important role to play in promoting 
and sustaining economic growth to reduce poverty on a sustainable basis. Nevertheless, commercial 
product-based sectoral interventions such as Grameen Uddogue which promotes marketing, skill-mix, and 
technical know-how among the small producers can stimulate these microenterprise initiatives. In other 
words, a good blend of both top-down and bottom-up policies is necessary to promote both income and 
occupational mobility among microentrepreneurs.  

Grameen Bank’s financial model, based on social intermediation, is replicable in any context with 
suitable modifications based on innovation and experimentation. The replication must, however, be 
social-conscience-driven and transparent so that accountability is established in the institution that is 
designed and developed based on the notion of self-sustain ability. Subsidized funds or grants are 
necessary at the early stage to develop such an institution. However, the social cost is minimum, given the 
social benefits that such an institution is able to generate. Perhaps a Grameen Bank-type operation is the 
most cost-effective way of reaching a highly self-selected entrepreneurial class of people among the poor 
who do not have access to formal financial institutions because of lack of collateral. Thus, providing 
financial services to the poor is one of many approaches for poverty alleviation, but the group-based 
microfinance model of Grameen Bank is costeffective because of its self-selection procedure.  
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Abstract 
 
The order of financial market reform in Indonesia, which largely preceded real sector 
liberalization, was unusual as the external capital account was opened prior to domestic 
financial market reform. It is posited that changes in financial market policies in 
Indonesia were strongly influenced by changing circumstances in Indonesia’s access to 
external finance and to changing conditions in international financial markets. For 
example, the oil boom and petro-dollar recycling phenomenon reduced Indonesia’s fiscal 
and financial constraints and, consequently, domestic financial markets became highly 
regulated and credit and savings flows subject to state controls. The end of the oil 
bonanza meant tighter fiscal constraints and necessitated tax and financial reforms 
aimed at boosting savings and increasing the efficiency of domestic financial markets. 
The success of Indonesia’s financial reforms, though not without problems, provides 
another case study on the crucial role financial liberalization can play in overall 
economic development.  
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Financial markets and changing policies toward them have played a crucial role in the divergent 
development paths that have been followed within East and Southeast Asia. Most of these countries have 
endured periods of severe financial repression, episodes of high inflation, and state dominance in 
ownership of financial institutions and interventionist policies in the allocation of scarce resources, 
financial or otherwise. Programs of financial liberalization and attempts to move away from state 
dominance to more market-determined prices for financial assets and greater private sector control of 
financial institutions have likewise been common features in the development process. However, the 
timing, sequencing, and depth of reforms have all varied and in a somewhat unusual manner. For 
example, financial liberalization began sooner and went a good deal faster and further in Indonesia, 
despite its rather low income per capita, than in some of the newly industrializing economies of East Asia, 
particularly Republic of Korea and Taipei,China. Indonesia eliminated exchange controls and maintained 
an open capital account and a convertible currency since the early 1970s. Real sector liberalization, 
meaning deregulation of industry, lowering of trade and investment barriers, and reducing the role of state 
enterprises, in the main, followed financial reforms in a reverse order of sequencing.  

Indonesia, like Republic of Korea, relied substantially on concessional grants and loans from both 
multilateral and bilateral donor agencies, with external debt becoming quite large in terms of absolute 
amounts and in relationship to exports and GDP. Indonesia has also had to face balance of payments 
crises along with periods in which foreign exchange and financial resources were relatively abundant. 
What then enabled Indonesia to successfully open its capital account and liberalize its financial markets 
relatively early in the development process?  

This paper provides an analysis of how changing circumstances in the international financial 
markets and in the availability of external finance have influenced domestic financial markets, 
institutions, and policies of Indonesia. In particular, the impact of external finance on the timing, 
sequencing, and depth of policy reforms toward the domestic financial sector is examined. The role of 
external capital, particularly concessional loans from official sources, and also of loans from private 
commercial banks and direct and portfolio investment, is considered in attempting to provide an 
explanatory framework for the observed pattern of financial market development.  

 
Indonesian Financial Development from Independence to the 1990s 

 
The development of the financial sector and government policies toward the financial sector 

appear to have evolved depending on the relationship of the government with international financial 
institutions and markets in terms of creditworthiness and domestic political considerations. It is argued 
that access to international capital markets has been a crucial factor in overall economic performance in 
Indonesia. Loss of such access was associated with economic disaster under Soekarno in the early to mid-
1960s. Restoration of Indonesia’s credit standing, in turn, was vital to the economic recovery and success 
brought about under the New Order of Soeharto. However, the circumstances under which access to 
external financial resources could be sustained have undergone major changes and thus influenced the 
policies toward domestic financial markets and institutions.  

The Soekarno regime’s approach is considered first, both in its “mild” initial period (1950-1957) 
then in its more aggressive Guided economy period (1958-1965). The Soeharto (New Order) years are 
divided into an early period of stabilization and reform (1966-1973), the oil boom period of credit 
controls and preferential credit programs (1974-1982), and the financial liberalization and deregulation 
period (1983-present).  

 
Financial Repression: The Soekarno Years 

 
In the initial period following independence (1950-1957), Indonesia’s banking and financial 

system retained many of the features it had in the colonial period, though there were also some significant 
changes. First, the Dutch approximation to a central bank, the semipublic Javasche Bank, was 
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nationalized in 1951 and became the official Indonesian Central Bank, Bank Indonesia (BI) in 1953. 
There were seven remaining foreign banks (three Dutch, two British, and two Chinese) that continued 
commercial and foreign exchange operations and were basically oriented toward short-term trade 
financing. Two Indonesian state banks, Bank Negara Indonesia (BNI) and Bank Rakyat Indonesia (BRI) 
were enlisted by the government to help promote indigenous (pribumi) interests. BNI established the 
Benteng Program which provided Indonesian traders with trade credits at preferential rates. Preferential 
credit went hand-in-hand with allocation of import licenses intended to allow the Indonesians to establish 
import businesses. BRI concentrated on providing credit to indigenous small and medium-sized firms in 
industry.  

Between 1953 and 1957 BI financing of government operations was much larger than bank credit 
to private and state-owned commercial enterprises (MacIntyre 1993). Nevertheless following 
independence there was substantial expansion in both the number and commercial activity of private local 
banks. The number of these banks grew from only 15 in 1951 to 104 by 1957; the assets of the 20 largest 
of these new private banks grew more than six-fold between 1953 and 1957 (MacIntyre 1993). BI 
encouraged this development by providing subsidized credit to assist their expansion, which was deemed 
favorable in promoting local industry. The coupling of preferential credit with import restrictions intended 
to create a class of indigenous entrepreneurs. The effort fared poorly, mainly because of the weak human 
resource base. Non-indigenous (Chinese) businesses retained their dominance in the private commercial 
sector. Fragmented and poorly coordinated programs resulted from the fluid and ever-changing political 
environment in these early years. Events in 1958, however, were to mark a significant increase in the 
economic power of the state and, in particular, of state control in the financial sector.  

 
The Guided Economy and Financial Chaos 

 
The conflict with the Dutch in New Guinea led Indonesia to nationalize remaining Dutch firms in 

1958, including the three private Dutch banks. Under Soekarno’s Guided Economy, state intervention and 
control became pervasive. As MacIntyre (1993, 132) points out: “Rather than transferring former colonial 
enterprises to local entrepreneurs as happened, for example, in South Korea, however, it was decided that 
these enterprises should be owned and controlled by the state itself.”1 The government took a hostile 
stance toward foreign investment, and many investors withdrew investment capital from the country in 
the early 1960s. The hostile measures taken alienated western governments and private investors alike. 
The loss of access to western foreign aid and investment was somewhat compensated for by Russian and 
Eastern European assistance. The global competition between the Soviet Block and the Western 
democracies provided an option to governments of developing countries such as Indonesia. As developing 
countries in the late 1950s and early 1960s had little or no opportunity to tap private capital markets 
abroad, having access to concessional loans and grants from foreign sources was vital. The option of 
receiving assistance from the Eastern Block countries probably strengthened Soekarno’s hand in 
expansion of statist policies, though the option was an imperfect substitute for Western assistance. As Hill 
(1992) points out: “In the mid-sixties, Indonesia was perhaps the least industrialized of the world’s large 
developing countries ….There was no foreign equity capital in the sector, while the Soviet Union and 
other East European countries constituted the principal source for the trickle of imported industrial 
technologies” (Hill 1992, 204).  

Bank Indonesia enjoyed little autonomy as a central bank prior to 1958, but had conservative 
leadership. In 1958, Soekarno moved to seize control of the banking system so that he could turn it into 
an instrument for financing the implementation of his version of state-led industrialization. Legal 
restrictions on central bank financing of the Treasury and on reserve backing for the issue of currency 
were brushed aside, turning BI into what MacIntyre calls “a rubber stamp”. All state-owned banks were 

 
1  The contrast with Republic of Korea suggests the Indonesian government was still trying to establish its strength 

and legitimacy following the long period of foreign rule and the comparatively short period of independence.  
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then consolidated into one mega entity, Bank Negara Indonesia (BNI). By 1959, the share of the public 
sector in the allocation of credit by the commercial banks reached 57 percent compared with just 
12 percent in 1956. The private sector was increasingly crowded out and had to make do with a 
diminished share of bank credit (Arndt 1971).  

The dominant position of the state in the banking and financial industry in Indonesia was thereby 
reinforced. The collapse of government fiscal revenue resulting from the declining production and exports 
in the now nationalized plantation sector coupled with the extravagant expenditures on monuments and 
Soekarno’s other nationalistic constructions resulted in ever-widening fiscal deficits. Financing of these 
deficits triggered an inflationary spiral. The triple-digit inflation that resulted in the mid-1960s was 
largely ignited by the monetization of the huge fiscal deficits of the Indonesian central government. The 
collapse of the economy under the weight of hyperinflation, balance of payments, and fiscal crises, and 
civil war following a failed coup attempt by leftist forces led to the establishment of the New Order under 
Soeharto who formally took power in March 1966. The New Order wasted little time in seeking to restore 
ties with western donors as funds were desperately needed to import essential items and restore 
macroeconomic stability. By the late 1960s, international financial markets had become more developed 
with more liquidity resulting from US balance of payments deficits. In addition, Singapore had become 
more established as an international financial center. These changes, along with continued competition 
between the rival blocks in offering foreign assistance and the obvious possibility of receiving large-scale 
US development assistance helped encourage the New Order to effect a dramatic shift in economic 
policies, including financial policies.  

 
The New Order: Stabilization and the Open Capital Account  

 
The New Order government essentially faced the economic crisis by adopting stabilization 

measures worked out in cooperation with the IMF, World Bank, and major bilateral donors like the US. 
These measures included a devaluation, reigning in of budget deficits and moderating growth in the 
money supply, and measures to restore investor confidence and attract capital back into the country. 
Among the earliest financial reform measures were: (a) dismantling of the monolithic BNI in 1967 and 
setting up five separate state commercial banks along with a state savings bank and state development 
banks in each of the provinces; and (b) reestablishing the central bank (Bank Indonesia) in 1968. BI 
initially took a rather dim view of the existing private banks in the late 1960s. It actively encouraged 
mergers and consolidation among the private local banks and ordered 24 of them to suspend operations 
temporarily in 1967. BI strongly influenced the allocation of credit during this period through:  

 
• direct allocation of cheap credit to “priority borrowers,” such as state enterprises and Bulog (the 

state bureau of logistics which controls “strategic commodities”, largely rice);  
• by control over the deposit and lending rates offered by the state banks;  
• and through preferential liquidity credits issued largely to the state banks (see below). 
 

The first meeting of the Inter-Governmental Group on Indonesia (IGGI) took place in 1968 and 
restored Indonesia’s international credit standing. The IGGI represented in concrete terms the benefits to 
Indonesia of its new policies by providing the government ready access to external finance and expertise 
for its development programs. An immediate benefit was through debt relief provided by the US. 
Domestic financial markets became more stable as tight fiscal policies limited the need for accomodating 
money supply growth. High nominal interest rates on time deposits became positive in real terms as 
inflation rates fell to single digits in 1969. Renewed access to foreign credit facilitated the changes in 
financial policies that were urged on by western-trained Indonesian economists (the so-called “Berkeley 
Mafia”). In 1969 and 1970, the government undertook steps to unify the multiple exchange rate system 
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and to open the capital account, particularly for outflows of foreign exchange which were completely 
unrestricted after April 1970.2

By the end of the 1960s, the structure of the financial sector was dominated by state banks, 
including Bank Indonesia (share of assets: 58.9), the five state commercial banks (30.6), and 25 regional 
development banks (1.0). Among the commercial banks, the state banks accounted for 75 percent of total 
assets, with 13 percent held by 11 foreign and joint venture banks, and the rest by private domestic banks 
(see Woo 1994). 3

Among the stabilization initiatives undertaken in the late 1960s was the “balanced budget” law 
that requires government expenditures to be no greater than revenue from domestic and foreign sources 
(including foreign grants and loans from official sources). In reality, the government used inflows of 
concessional credit to finance the so-called development budget—or the noncurrent budgetary 
expenditures—to the extent that the current revenues minus current expenditures fell short. External 
borrowing by the public enterprises and the private sector were strictly monitored and controlled as 
ceilings on bank borrowing abroad were put in place when Indonesia defaulted in 1965. These were 
liberalized in the late 1960s, but BI still maintained a global quota (allocated among the various 
commercial banks) and sought to also regulate the uses of such borrowing.  

In 1967 a Foreign Investment Law was enacted in order to provide a stable institutional 
framework in which to attract capital back into the country and to direct it to sectors of priority for 
development. Restrictions were placed on foreign ownership and divestiture of 51 percent of ownership 
shares was required within a fixed time period. In addition, investments were restricted to priority sectors 
identified by the government. A Domestic Investment Law was enacted in 1968 to clarify the role of 
private domestic investment in the New Order. These measures, coupled with unification of the exchange 
rate and assurances of freedom of capital and profit repatriation through the open capital account policy, 
succeeded in encouraging the return of “flight capital” and in bringing about new foreign investments.  
 
Inflation, Inward Restrictions on Capital Flows, and the Oil Boom  
 

Inflation fears were renewed after 1971 as measured by consumer prices, hence countermeasures 
were undertaken. In particular, the government sought to limit the foreign borrowings of the private 
sector. In 1972 separate controls were placed on foreign bank borrowings and on dollar deposits held with 
Indonesian banks, and in 1973 foreign owned deposits in commercial banks were included in the 
allowable ceiling on foreign borrowing by banks. Still consumer price inflation returned to double digits 
in 1973.  

The oil bonanza meant that foreign exchange earnings and government revenues became 
comparatively abundant in a short period of time. The petrodollar recycling phenomenon meant that oil 
revenues from low absorbers such as the Gulf states created a vastly expanded deposit base for 
international lending by commercial banks and bond markets, which Indonesia was well-placed to avail 
of. This dramatic change in the availability of relatively cheap commercial bank credit provided a new 
option to loans from bilateral or multilateral donors (it also created new sources of official development 
assistance, particularly for countries with Islamic ties such as Indonesia). The “Dutch Disease” effects of 
the oil boom, however, were also felt by Indonesia in short order as the excessive inflow of foreign 
exchange led to inflation and real appreciation of the rupiah. Countermeasures were put in place that 

 
2 However, capital inflows, in the form of external borrowing by commercial banks and other entities, and foreign 

direct investment were regulated by the government, although the degree of restrictiveness was relaxed 
gradually. See Fane (1994). 

3 There were 122 domestic private commercial banks in 1969 and 126 in 1972. However, the number of such 
banks fell to only 61 by 1982. There were also over 8,000 village banks in 1969 (which can hold domestic 
currency deposits but cannot issue demand deposits) and over 9,000 in 1972. The number of these village banks 
fell to under 6,000 by 1982.  



- 91 - 
International Finance and Domestic Financial Market Development: The Case of Indonesia 

William E. James 
 

                                                     

reflected less reliance on market forces and greater reliance on quantitative restrictions and regulatory 
controls.  

Merchandise exports more than doubled between 1973 and 1974, and though export earnings 
moderated in 1975, current government revenues, which had grown by almost 80 percent in 1974, rose by 
another 25 percent in 1975. This was principally a result of the first oil shock which dramatically 
increased the price of oil exports. During the second oil shock of 1978 to 1980, exports redoubled and 
government current revenues grew by a further 138 percent (World Bank 1995). Hence, between 1974 
and 1981, the fiscal constraint was overcome by the surge in oil receipts (Table 1). During this period 
financial policies became more and more interventionist as the state sought to keep inflation under control 
and to direct the more abundant financial resources to its priority areas. The two key policies were the 
introduction of credit ceilings and the selective allocation of credit.  

In 1974 a new regulation required 30 percent of most foreign borrowing by the private sector 
(other than for direct investments) to be deposited in noninterest-bearing accounts at Bank Indonesia. 
These regulations were largely aimed at preventing a recurrence of high inflation but also reflect the 
prevailing ambivalence toward the private sector, particularly private financial institutions, on the part of 
the government (Fane 1994).  

Bank Indonesia first imposed domestic credit ceilings in 1974 as the rate of inflation accelerated 
to more than 40 percent. Since BI was required to allocate to each bank a specific quota, it had an 
incentive strictly to limit the entry of new banks into the banking system. Nasution (1995a) reports that 
the number of state and private deposit money banks (DMBs) in 1982 was in fact 118 compared with 183 
in 1969 (Table 2).4 Use of credit ceilings forced private firms without access to state or commercial 
private banks to rely on informal or overseas sources of credit, raising their transaction costs, and, 
particularly in the case of small and medium sized firms, raising their interest costs. Credit ceilings 
administered by BI tended to be inflexible. BI had to negotiate ceilings, not only bank by bank, but also 
by each type of selective credit program. Large Indonesian firms, particularly Chinese-owned business, 
could circumvent ceilings through their ability to tap credit in the nearby financial centers of Hong Kong 
and Singapore but such an option was not widely available to the vast majority of private enterprises.5 
Binding credit ceilings have the effect of restraining growth of the money supply.6 At the extreme the 
money multiplier becomes unity as banks are unable to expand credit in line with a rise in deposits (Woo 
1994). Credit ceilings were used by Bank Indonesia in lieu of a more efficient mechanism for monetary 
policy until 1983.  
 

 
4 Woo (1994) however, reports that there were 163 DMBs in 1969,171 in 1972, and 115 in 1982. Also note that in 

recent years, the state commercial banks numbered seven, as BAPINDO and Bank Ekspor-Impou Indonesia have 
increasingly taken on the functions of commercial banks.  

5 The open capital market policy was continued during the oil boom period. Information on flows and stocks of 
financial assets held by Indonesian entities and transactions in such assets in Singapore and Hong Kong is not 
available. Hence, there is rather easy substitution between domestic and foreign financial assets. This also mean~ 
it is rather simple to get around credit ceilings. There is no data on the extent to which ceilings and other controls 
were circumvented.  

6 Domestic demand for credit was equal to or greater than the amount of credit permitted under ceilings at a given 
interest rate, necessitating credit rationing.  
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Table 1: Government Current Revenue: The Role of Oil and Gas Revenue 
 

  1970 1974 1978 1981 1983 1986 1991  
Current revenue as % of GDP 10.8 16.1 18.8 18.6 16.8 12.3 18.3  
 
Oil and gas revenue as a: 
 % of current revenue 16.9 57.7 66.5 72.6 68.4 42.3 36.2  
 % of GDP 1.8 9.3 12.5 13.5 11.5 5.2 6.6  
 
Nonoil and gas revenue as % of GDP  9.0 6.8 6.3 5.1 5.3 7.1 11.7 
of which: 
 Income tax na na 2.4 2.2 2.3 2.2 4.2  
 Sales and value added tax (VAT) na  1.4 0.9 1.1 2.8 3.9 
  Excise tax na na 1.1 0.9 1.0 1.0 1.0 
 Customs revenue na na 1.2 0.9 0.7 0.9 0.9  
 Othersb na na 0.3 0.2 0.2 0.2 1.3  
a Prior to 1986, only sales tax; after 1986, VAT plus luxury sales tax.  
b Includes land and building tax before 1991; 1991 and 1994 include export duties, nontax receipts, and miscellaneous items. 

Sources: Asher and Booth (1992), Bank Indonesia Annual Report 1993194 and 1994195, Asian Development Bank (1994), 
Central Bureau of Statistics Statistical Yearbook (various issues), IMF International Financial Statistics (1996).  

 
 

Table 2: Number of Deposit Money Banks by Ownership Category  
 

 1969 1982 1988 1991 1994 
State commercial banks  5 5 5 5 5 
Regional and development banks  25 29 29 29 29 
Private domestic foreign  
     exchange banks  7 10 12 28 51 
Private domestic nonforeign  
     exchange banks  123 60 51 101 111 
Foreign and joint venture banks  11 11 11 29 40 
Others  12 3 3 3 3 
Totala  183 118 111 195 239 
a Excludes Bank Indonesia and rural savings’banks. 
Sources: Nasution (1995a), Bank Indonesia Indonesian Financial Statistics (1995).  

 
 
Indonesia maintained a fixed nominal exchange rate between the rupiah and the US dollar from 

1973 to 1977, a policy similar to that of some other East Asian countries such as Republic of Korea and 
Thailand. The exchange rate policy coupled with high inflation in the domestic economy led to a 
substantial appreciation in the real exchange rate, estimated to be about 30 percent (Woo and Nasution 
1989). The rise in the price of nontradables relative to tradables had the particular effect of depressing 
production of nonoil exportables as importables were provided with high rates of protection both in the 
form of tariffs and nontariff barriers. Import substitution industries were also given access to inexpensive 
credit. Foreign investment inflows were attracted by these protective policies to industries such as motor 
vehicle assembly, textiles, and chemicals producing for the domestic market.  

The Export-Import Bank (Bank Ekspor-Impor) offered selected exporters subsidized credits and 
BI, in addition, allocated a substantial share of its direct commercial lending to trade. These factors were 
largely ineffective in offsetting the antiexport bias of the overall policy regime. With widespread import 
controls and high tariffs, a fixed nominal exchange rate, and inflation in excess of 20 percent per annum, 
credit subsidies alone could not make much impact on export performance. Firms in import-competing 
industries enjoyed very high effective rates of protection in contrast to exporters. It is widely believed, as 
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Mackie (1995) and Seagrave (1995) point out, that many of today’s huge Indonesian conglomerates 
(Liong, Bakrie, Humpuss, Barito Pacific, etc.) owe their initial success and rise to prominent wealth to an 
initial period of access to cheap state bank credit coupled with lucrative government contracts (awarded 
without competition) and/or monopoly privileges. Unlike their counterparts in Republic of Korea (the 
chaebol), these Indonesian business groups were under no pressure to compete in international markets.7

Credit ceilings were augmented by a system of detailed government guidelines to the banks on 
the selective allocation of credit. Banks were ordered to allocate a minimum proportion of their credit 
quotas to pribumi (non-Chinese) businesses as well as to sectors designated by the government. The five 
state commercial banks were each further assigned a specific sectoral focus for their loans. It is likely that 
such loan quotas were widely flouted, particularly by private banks which often had a predominantly 
Chinese clientele. The state banks also had incentives to flout sectoral quotas, particularly if more 
profitable lending opportunities were present. The state banks were also provided a ready deposit base in 
the form of deposits of state enterprises, state pension funds, and other sources under the control of the 
government. Private banks could not compete to attract such deposits. Selective and preferential credit 
programs were conducted largely through “liquidity credits” that were assigned to the commercial banks 
by BI. BI required that a minimum proportion of loans be made by the banks to “priority” sectors (at a set 
interest rate). These loans were eligible to be rediscounted at BI with a lower rate of interest. In essence, 
the system is equivalent to the commercial bank borrowing funds from BI at a low interest rate for on-
lending at a higher (designated) interest rate. Most liquidity credits were allocated by state commercial 
banks as many government priority lending programs were closed to private banks. These nonmarket-
based credit programs proliferated and spread into a wider range of economic activities as well-connected 
businessmen and lobbies sought to join in the rent seeking encouraged by access to credit at artificially 
low interest rates. For example, eligibility for liquidity credits and access to BI rediscounting facilities 
was extended to sugar estates and refineries, rubber and palm oil plantations, and construction contractors 
by 1980. These interests often were owned by the conglomerates and business groups cited above. Those 
contractors awarded government contracts beginning in 1978 received additional benefits in the form of 
sharply reduced interest rates (13.5 percent instead of 21 percent). BI announced that 70 percent of such 
loans (as opposed to 20 percent previously) would now be eligible for rediscounting privileges at interest 
rates reduced from 10 to 6 percent (Woo 1994).  

During the entire oil boom period, macroeconomic policies were oriented toward maintaining 
stability and high growth with reasonable success. For example, inflation which in 1974 became high 
enough (over 40 percent) to threaten stability was reduced to 8 percent by 1978. Credit controls were a 
clumsy but apparently effective means of controlling inflation (MacIntyre 1993, Arndt 1979). There were 
also several successes in terms of realization of distributional objectives and sectoral targets. The 
achievement of rice “self-sufficiency” (defined as average production sufficient to meet domestic 
consumption demand) and the stabilization of rice prices were objectives that the directed allocation of 
credit contributed, even though the self-sufficiency objective was only attained in the mid-1980s. 
However, credit controls and subsidies were only one aspect of the strategy to boost domestic rice 
production and yields.8

The largest company in Indonesia, the national oil company Pertamina, became entangled in a 
web of financial misdeeds during the mid-1970s that threatened to undermine the credit standing of the 
Indonesian government (see, for example, Asian Wall Street Journal 6 December 1976). A financial 
restructuring rescue operation orchestrated by BI contained the crisis (McCawley 1978). The Pertamina 

 
7 Most of them were content to milk the profits they could extract from the heavily protected and fast-growing 

local market. The Indonesian business groups favored by the state banks were able to carry very high debt 
burdens given their preferential access to cheap credit and the absence of competition.  

8  Improvements in infrastructure, particularly in irrigation facilities, along with adoption of fertilizer-responsive 
high-yielding seed varieties were key aspects of the effort to achieve self-sufficiency in rice production by the 
mid-1980s. “Self-sufficiency” has been taken to mean achievement of a balance between consumption and 
production measured over a period of several years, with trade used to cover temporary shortfalls or surpluses.  
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scandal led to tighter control by the Ministry of Finance over the financing activities of nonbank state 
enterprises.  

Donors concentrated on assisting the government in its all-out drive to attain self-sufficiency in 
rice production and in reinvigorating Indonesia’s estate crop sectors where comparative advantage clearly 
existed (rubber, palm oil, spices, coffee, and tea). While concerns were expressed over the increasing 
dependence on oil for both foreign exchange and government revenue, donors were pleased that the 
unleashed wealth made Indonesia even more creditworthy for expanded project loans. The allocation of 
large amounts of government and donor resources to agriculture had positive benefits of improving the 
distribution of income (from what it would have been in the absence of such programs) and alleviating 
poverty as well. In the main, up until the late 1970s, most international development agencies either 
heartily supported preferential credit schemes aimed at agriculturalists (i.e., the BIMAS/INMAS 
programs) or were unconcerned about possible inefficiencies such programs may have caused. By the 
early 1980s BI presided over a system of intricate controls over the allocation of credit according to a 
complex hierarchy of social and economic priorities. The system did not reward competitiveness or 
efficiency in the allocation of credit. It left in place a banking system dominated by state banks that had 
little capacity to exercise much independent judgment about the risk and profitability of alternative 
businesses or loan projects (Arndt 1979).  

While the effects of financial repression on real economic activity have been debated 
inconclusively in terms of growth, it is very likely that the structure and pattern of industrial and trade 
development, as well as employment, were influenced in a pronounced manner by the distortions in 
financial markets. During the entire oil boom period, real interest rates (Table 3) were generally negative 
or very close to zero (Cole and Slade 1992). Artificially low interest rates, coupled with high effective 
rates of protection of large-scale and capital-intensive state and private enterprises led to serious 
distortions in relative factor prices. With Indonesia’s overall abundance of unskilled labor these 
distortions of relative prices in the industrial sector were particularly significant. Artificially cheap capital 
led to a relatively high share for heavy and chemical industries (including petroleum refining, steel, 
organic and inorganic chemicals, and transport equipment) in manufacturing GDP and exports (on a very 
low base) in the late 1970s and early 1980s (Hill 1996). Promotion of heavy and chemical industries by 
all kinds of protection and subsidies meant that light and labor-intensive sectors (e.g., textiles and apparel, 
footwear, miscellaneous manufactures) were disprotected and, consequently had an artificially low share 
of GDP and exports. 

 
Table 3: Consumer Prices and Interest Rates  

 
 Year  CPI Nominal Interest Rate 
   (% Annual Change) 
Pre-oil boom  
 1971  4.0 24.0 
 1972  6.7 18.0 
 
Oil-boom 
 1974  41.0 15.0 
 1975  18.8 15.0 
 1976  20.0 15.0 
 1977  11.0 12.0 
 1978  8.2 9.0 
 1979  20.6 9.0 
 1980  18.5 9.0 
 1981  12.2 9.0 
 1982  9.5 9.0 
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Post-oil boom 
 1983  11.8 18.0 
 1985  2.0 15.0 
 1988  8.1 18.5 
 1991  9.5 21.9 
 1993  9.8 14.5 
 1995  9.0 (est.) 15.0 (March) 
aInterest on 12-month time deposits. 
Sources: Cole and Slade (1992). Bank Indonesia Annual Report 1994195, Indonesian Financial Statistics (various issues). 

 
The Capital Investment Coordination Board (BKPM) adopted an increasingly restrictive policy 

stance toward foreign investors during the oil boom period. For example, foreign equity in vehicle 
assembly was prohibited, even though imported components and technologies play the key role in the 
industry. For this reason, the share of foreign equity in manufacturing was estimated in 1985 to be around 
12 percent (inclusive of oil and gas manufacturing), one of the smallest shares in Southeast Asia (Hill 
1992). Until the late 1980s, Japanese FDI was dominant, accounting for approximately 60 percent of the 
total foreign equity (Hill 1992). FDI was concentrated in basic metals, nonmetallic minerals, chemicals, 
and textiles. State enterprises accounted for about 44 percent of manufacturing equity in 1985, equal in 
size to the domestic private share (inclusive of oil and gas).9

Aside from priority loans with designated interest rates, however, private banks were allowed to 
set their own deposit and lending rates. This provided an avenue for a degree of competition among banks 
in attracting deposits and arranging loans for noncaptive private savers and investors. Hence, despite the 
heavily repressed financial system in general, there was a basis for competitive profit-maximizing 
behavior in the private banking sector. Between 1972 and 1982 the share of private banks in total bank 
assets contracted from 11 percent to under 6 percent. However, the existence of the private banks (mainly 
used to finance Chinese and foreign joint venture firms) had significance. The survival of private and 
foreign commercial banks and of informal private credit markets provided some instructive lessons when 
it became apparent in the early 1980s that business as usual in the state banks was no longer possible. 
Private and foreign joint venture banks increased their market shares between 1980 and 1983 (Table 4), 
reflecting their ability to lend more carefully than the state banks and to attract savings deposits from 
private sources. After 1983 private national banks continued to increase their market share, but foreign 
joint venture banks saw their share fluctuate before rising slightly in the 1990s. This provides an 
indication that decisive liberalization does not necessarily imply that foreign firms will dominate newly 
emerging markets.  

 

                                                      
9 The role of Chinese entrepreneurs and their hidden wealth is not taken into account in these estimates. For an 

interesting discussion of this issue see Seagrave (1995). 
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Table 4: Distribution of Credit by Bank Ownership Category 
(% of Total Outstanding Bank Credit)  

 
    Foreign and 

Year  Bank Indonesia State Commerical Private National Joint Venture 
  Banks Banks Banks 
1968 49 44 6 1 
1972 19 70 7 4 
1974 15 72 6 8 
1980 31 55 7 5 
1983 15 64 12 6 
1988 4 65 24 4 
1990 1 55 36 6 
1992 1 56 35 8 
1994 Negligible 43 47 10 
Note:  For Bank Indonesia, only direct credits are included; liquidity credits are excluded. Credits from regional (state) 

development banks are also excluded, these are from 1 to 3 percent of total credit.  
Source:  MacIntyre (1993), Bank Indonesia Indonesian Financial Statistics (1995).  

 
Private national banks, in particular, maintained much higher capitalization than state banks, 

which gave them a better cushion against defaults or problem loans (see World Bank 1991). The same 
degree of caution was not required by the state banks as they are ultimately under sovereign guarantee. 
Yet the private banks, both foreign and domestic, tended to price loans more assiduously and provide 
superior service. Loan expansion was faster by private banks in the period of reforms and market share 
grew further, yet bad loans were more concentrated in the state banks. State banks were still saddled with 
reliance on liquidity credits and had excessive loan to deposit ratios as compared with private banks. 
Private banks provided more services at lower cost than the state banks.  

The world recession of 1981-1983 depressed the prices of commodity exports, particularly of 
crude petroleum. Petroleum revenue was flat in 1982, and then declined sharply from $14.9 billion in 
1982 to $13.5 billion in 1983, bottoming out at only $5.2 billion in 1986 (Warr 1992). The prolonged 
period of falling commodity export prices had severe ramifications throughout Southeast Asia, slowing 
economic growth overall and forcing governments to reevaluate fiscal, financial, trade, and investment 
policies. In the wake of the debt crisis sweeping Latin America, Africa, and threatening Asia (the 
Philippines in particular), mobilization of domestic savings in order to reduce reliance on foreign loans 
took priority. The conditions in international financial markets suddenly had changed for the worse just as 
Indonesia’s financial circumstances deteriorated. The harsher terms and conditions for commercial loans 
from overseas and the tighter financial conditions which coincided with the end of the oil boom 
necessitated a profound redirection of domestic financial policies. 

 
Taxation, Fiscal Constraint, and the Financial Reforms of 1983 and 1988  
 

Indonesia could ill afford waste on as previously large a scale in the allocation of increasingly 
scarce financial resources with the decline of the oilbased economy. Current government revenues 
dropped sharply as a share of GDP as oil revenues fell (Table 1) between 1981 and 1986. Hence, the 
government announced the cancellation of a number of big, capital-intensive investment projects to reign 
in expenditures and instituted new tax measures to enhance revenues. In a bid to raise the amount of 
nonoil tax revenue collected, the income tax was simplified and improvements in tax administration were 
introduced (Asher and Booth 1992). In addition, a Value-Added Tax (VAT) Package was announced in 
1983 though it would take time to implement. These fiscal measures were then accompanied by financial 
sector reforms. Economic technocrats in the government introduced policies aimed at dismantling the 
system of credit controls and preferential allocation of subsidized credit. 
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The major financial sector reforms initiated by the Indonesian government in 1983 and 1988 
(with smaller changes in regulations in other years) have been extensively reviewed elsewhere (Nasution 
1994, MacIntyre 1993, Cole and Slade 1992, Fane 1994). By the time of financial reforms of 1983, there 
was growing evidence of the failure of programs of selective credit in the developing world (Adams 
1980). In the “new view” espoused by Adams, which gradually gained influence in the World Bank and 
other donors, lessons could be learned from the efficient operation of informal credit markets in rural 
areas in improving uses of funds and recovery of loans. Fiscally unsustainable subsidized credit schemes, 
in this view, could be profitably replaced with market-oriented credit programs that sought to build a 
deposit base and that relied on the market information lenders accumulate through competition in 
mobilizing and lending funds. These lessons were apparently grasped by most Indonesian technocrats.  

The new policies allowed the state banks to freely set lending and deposit rates of interest. The 
1988 reforms opened up the industry to new entrants both foreign and domestic.10 BI sharply curtailed its 
interventions and participation in the direct allocation of (subsidized) credit. Indirect instruments 
(Certificates of Bank Indonesia or SBIs) were introduced to facilitate monetary policy. Real interest rates 
rose sharply and became positive in real terms, removing an important element of price distortion in the 
domestic market (see Table 3).  

The radical nature of the reforms, particularly the dramatic opening to new entrants which 
reversed a policy of restricting entry (and competition) of the previous 15 years, were a reflection of the 
renewed strength of the economists within the government (MacIntyre 1993). The supply-response to the 
opening was impressive. Private and foreign banks which accounted for just 18 percent of total bank 
credit in 1983 by 1990 accounted for 42 percent and by 1994 accounted for 57 percent (Table 4). 
Financial sector reform was a glowing success in boosting the national investment ratio. Between 1973 
and 1985 I/GDP averaged 25 percent and from 1986-1992 I/GDP averaged 33 percent.11 This increase in 
investment was achieved under a regime of positive real interest rates from 1983 onwards (Cole and Slade 
1992).12 Real GDP growth averaged (1993 prices) 8.3 percent between 1989 and 1993 and was over 
7 percent thereafter (through 1995). Between 1988 and 1991 the number of private domestic banks more 
than doubled (from 63 to 129) and the number of foreign banks increased from 11 to 29 (Table 2). Asset 
growth in the private banks averaged 41.5 percent in 1983-1988 and 64.9 percent from 1989-1991 
compared with 19.7 and 20.7 percent respectively in the state commercial banks (Nasution 1995a). The 
financial reforms were an enormous success in terms of financial deepening and diversification of 
financial instruments.  

The deregulation of interest rates, easing of entry restrictions, and dismantling of credit controls 
allowed market forces to help shape financial market developments. Along with these policy changes 
were improvements in the legal and institutional components of financial markets that boosted 
development of the capital market. The development of financial markets brought about by these changes 
provided a welcome boost to growth and efficiency of real sector activity and served as a powerful 

 
10 New entrants required capital of only 10 billion rupiah for domestic commercial banks and only 50 million 

rupiah for rural banks with the deregulation package (Government of Indonesia 1988). See Cole and Slade 
(1992). The Jakarta telephone directory in 1995 reflects the incredible growth in banking, with banks covering 
74 pages compared with 62 for hotels and 33 for restaurants.  

11  Estimates of investment and savings in the national income accounts should be treated with caution. Investment 
represents gross domestic capital formation which includes changes in stocks or inventories. The latter appear to 
be unusually large. See Bank Indonesia (1995) for data and James (1995) for discussion.  

12  In growth regressions estimated by McCleery and James (1995) for Republic of Korea and Indonesia, real GDP 
growth is positively and significantly correlated with distortions in an index of real lending rates in the former, 
while the relationship is found to be negative and insignificant in the latter. Hence, while financial repression 
appeared “to work” in Republic of Korea, it did not contribute to growth in Indonesia. In Republic of Korea, 
allocation of credit was tied to export performance and this may have contributed to the result (World Bank 
1993).  
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demonstration that competition and freer markets can work effectively. However, liberalization was not 
without its pitfalls as the next section of the paper indicates.  

Changes in the structure of manufacturing industry toward higher shares for light and labor-
intensive manufacturing activities and lower shares for heavy and chemical industries resulted. 
Liberalization of foreign investment regulations began with the adoption of a “negative list” by BKPM 
and progressive reduction of the number of closed or restricted sectors. Divestiture requirements were 
relaxed for export-oriented foreign joint ventures and licensing requirements were streamlined. Export-
oriented Fill, particularly from Asian NIEs, was attracted by these regulatory changes and by the 
abundant supply of inexpensive labor (Thee 1992). The strong growth in manufactured exports (over 
30 percent per annum in real terms from 1985-1992) indicates the growth in output along lines of 
comparative advantage did follow from the deregulation measures (Hill 1995). Employment growth was 
particularly significant in labor-intensive manufacturing between 1985 and 1990 (James and Fujita 1997).  

The gains from deregulation of the financial sector, however, did not lessen the ongoing problem 
of maintaining macroeconomic stability with a wide open capital account. In 1987 and 1991 the central 
bank had to intervene in order to defend the rupiah against speculative onslaughts.13 In both cases, short-
term interest rates became extremely high as liquidity was suddenly withdrawn from the banking system 
through requiring state enterprises to withdraw deposits from the state commercial banks and to purchase 
central bank securities. The credit crunch in 1991 had strong effects on investment projects and financing 
of imports. High interest rates exposed those banks with bad loans in their portfolios leading to 
recognition that encouragement and enforcement of appropriate prudential standards had lagged far 
behind the deregulation moves.  

 
Fallout from Reform, Problem Loans, and Bank Supervision  

 
Several commercial bank failures or near-failures have occurred in recent years beginning in 

1990 with the collapse of Bank Duta (on foreign exchange trading losses of over $400 million US) and 
then the 1992 collapse of Bank Summa.14 The proliferation of new banks was facilitated by low initial 
capital requirements that were subsequently tightened in 1993 and 1994. Between 1991 and 1994, 44 new 
private and foreign joint venture commercial banks were opened (Table 2).  

By 1993 problem loans became a severe problem in the state banks, reaching over $7.5 billion in 
February or more than 2.5 times their entire paid-in capital. These bad loans were equivalent to 4 percent 
of 1993 GDP. Private domestic banks had bad loans estimated to reach $5.8 billion. At the peak in 1993, 
bad loans were estimated at almost 16 percent of all commercial bank credits. By December 1994 they 
were about 12 percent of total bank credits but were unevenly distributed with state banks (18.6 percent) 
carrying a much larger relative burden than private banks (5.4 percent). Aside from raising minimum 
capitalization standards, BI took several measures to tighten up prudential standards. BI’s “action plan” 
included: establishing task forces to monitor the state banks and requiring private banks to set up their 
own teams to monitor debts, fostering efforts at delinquent loan collection, assisting banks in arranging 

 
13  Also see below for a discussion of the effect of the Mexican crisis on Indonesia in early 1995.  
14  The Bank Summa case is of interest because it resulted in the loss of control over the flagship company of the 

Soerywidjaya family, PT Astra International, then the largest company listed on the Jakarta Stock Exchange. 
Incidentally, as in the case of the Astra group, there is a more general trend toward the business groups or 
conglomerates to either use connections to milk funds from compliant state banks or to directly move into 
banking and to use banking units to finance expansion into real estate development and other highly speculative 
activities. This causes more headaches for Bank Indonesia as bank supervisors are not able to exercise proper 
oversight. The latter trend contradicts MacIntyre’s (1993) assertion that” ...commercial banking has not been a 
core activity for the major business conglomerates in Indonesia.” The Lippo group is a good example of the latter 
trend. The huge loan losses of the state development bank BAPINDO in dealings with the shady Eddy Tansil in 
petrochemical investments (originally in partnership with Soeharto’s son Tommy) illustrate the weak prudential 
standards and lingering nontransparency.  
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prepayment of high-cost exposures, encouraging bank mergers to spread risk and improve balance sheets, 
streamlining of staffing and facilities, and increasing capital.  

These changes were supported by a number of technical assistance activities provided by donors. 
They appear to be working, as the share of bad loans in private banks outstanding credit declined to 
4.2 percent in June 1995 (Halesworth 1995).  

 
Future Directions in Development of Indonesian Financial Markets  

 
The Mexican crisis of early 1995 sent shock waves throughout developing Asia including 

Indonesia.15 In response to the threat, BI rushed to the defense of the rupiah by selling $700 million and 
raising interest rates on SBIs (Nasution 1995b). Interest rates on loans and deposits rose sharply in the 
first few months of 1995 and remained high. The high real interest rates, in turn, encouraged inflows of 
short-term portfolio investment seeking high returns, placing upward pressure on the rupiah and 
threatening to accelerate money-supply growth. BI responded by: (a) widening the daily band within 
which the rupiah may be traded for dollars, to 44 rupiah in 1995 up from 20 rupiah in 1993 and 30 rupiah 
in 1994; and (b) by moving to a more market-determined system for determination of interest yields on 
SBIs (socalled cut-out rate system is replaced by a stop-out rate where interest rates are established by 
auctioning a fixed quantity of SBIs to 21 primary dealers). The first change provides greater flexibility in 
the foreign exchange market and spreads risk to speculators. The second change helps to provide better 
market signals on interest rates since in the absence of secondary markets for securities such as 
commercial paper, there is presently no yield curve to serve this purpose.  

The government has inaugurated the new Jakarta Stock Exchange featuring computerized trading 
and other state-of-the-art facilities. However, the stock market remains undercapitalized and the market is 
quite thin.16 Daily trading is dominated by foreigners as fewer than 200,000 Indonesians are estimated to 
own any stock. Foreign investors are permitted to purchase up to 49 percent of shares in listed Indonesian 
companies. The government has sought to deepen the market and has floated shares in PT Telkom, a 
major state enterprise. The share offering however did not perform as hoped and both prices and number 
of shares offered had to be scaled back. This provides the government with the reminder that book value 
of state assets does not necessarily translate into market value (Nasution 1995b).  

The agency regulating the stock exchange, Bappepam, will need to be vigilant to guard against 
insider trading practices and other illicit activities involving company directors and financial institutions. 
Indeed, in June 1996, the agency fined two domestic companies, including one bank, for alleged 
involvement in insider share trading (see Asian Wall Street Journal 3 June 1996).  

Further development of monetary instruments might be achieved by switching government 
foreign debt into domestic debt through issuance of domestic bonds to replace foreign debt. Such a policy 
of swapping foreign for domestic debt does not imply that Indonesia will abandon the “balanced budget” 
fiscal policy, which remains a key macroeconomic policy. In addition public listing of commercially 
oriented state enterprises such as Krakatau Steel as was done with Telkom and Indosat would help further 
develop the local capital market. The implementation of privatization through transparent and above 
board procedures is essential for Indonesia’s financial development.  

 
Increasing Openness, Economic Integration, and International Capital Flows  

 
The international financial and trade environment and, along with it the role of the international 

financial institutions, has been undergoing dramatic change. The changing external environment has 
 

15  Indonesia differs from Mexico in several fundamental indicators. See Radelet (1995) and Summers (1995). 
16  Market capitalization of the Jakarta bourse has risen sharply from 79 billion rupiah ($7.9 million) in 1985 to 79.5 

trillion rupiah ($35.82 billion) in 1994. For data on market capitalization see Noerhadi (1994). Market 
capitalization in the 1990s was still relatively small compared with other Asian markets such as Bangkok, Hong 
Kong, Kuala Lumpur, and Singapore (Greenwood 1993). 
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major implications for the conduct of financial policy and the development of financial markets in 
emerging market-oriented developing countries such as Indonesia.  

In the decade of the 1990s the composition of capital inflows into the East Asian developing 
region became much more oriented toward private equity capital, continuing a fundamental shift that 
began in the mid-1980s. As late as 1989, commercial bank loans and official development assistance 
(loans) from multilateral and bilateral sources were the predominant types of capital inflows in the region 
and Indonesia was no exception (Table 5). However, between 1986 and 1990, foreign direct investment 
(FDl) inflows assumed greater importance than loans from official and commercial sources. Finally, in 
the period 1990-1995, Fill and private portfolio investment became the predominant sources of capital 
inflows to Indonesia. Indeed, between 1989 and 1994, FDI and portfolio investment totaled over 
60 percent of net capital flows to Asia, with much of these flows concentrated on high growth East Asian 
countries, including the ASEAN members and People’s Republic of China (lMF 1995).  

 
Table 5: Balance of Payments: Capital Transactions (Millions ofUS$) 

 
Capital Transactions  1985 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 
Official capital (net)  1,739 3,074 2,104 1,965 2,776 633 1,419 1,112 743 257 531 
Inflows  3,228 5,070 4,890 5,512 6,519 4,536 5,638 5,820 6,005 5,647 5,885 
Repayments  -1,489 -1,996 -2,786 -3,547 -3,743 -3,903 -4,219 -4,708 -5,262 -5,390 -5,354 
Private capital (net)  68 1,291 1,548 407 314 4,113 4,410 5,359 5,219 2,975 8,624 
Direct investments  308 258 385 576 682 1,092 1,482 1,777 2,003 2,108 4,641 
Other  -240 1,033 1,163 -169 -368 3,021 2,928 3,582 3,216 867 3,983 
Capital transactions (total) 1,807 4,365 3,652 2,372 3,090 4,746 5,829 6,471 5,962 3,232 9,156 
Source: Bank Indonesia Indonesian Financial Statistics (various issues).  

 
East Asian economies like Indonesia are becoming more integrated with the global economy in 

terms of both trade and financial (investment) flows. The share of manufactured goods in total exports 
increased dramatically (IMF 1995), with Indonesia being a prime example. The ability of high growth 
Southeast Asian countries to attract capital to finance investment in excess of domestic savings is 
demonstrated by the large current account deficits (4-8 percent of GDP) of recent years in Malaysia, 
Thailand, the Philippines, and Vietnam. Indonesia has run persistent current account deficits, but these 
have not been as high on average as in neighboring countries. High growth in East and Southeast Asia has 
been an attraction to portfolio managers in developed countries as booming equity markets and high real 
interest rates (adjusted for expected exchange rate changes) have become characteristic. There are 
concerns that these economies are overheating evidenced by high or increasing rates of inflation, 
widening current account deficits, and booming property markets. Given the increased dependence of 
these, markets on short-term portfolio investment flows and the precarious nature of bank and stock 
market prudential standards, there is real concern that volatile capital movements could present a serious 
challenge.  

The spillover from the Mexican crisis in late 1994 and early 1995 took Asian countries like 
Indonesia by surprise.17 Still, as was pointed out in the previous section, the Indonesian monetary and 
fiscal authorities, like others in the Asian region, responded effectively to the challenge. Speculative 
attacks on Asian currencies, including the rupiah were quickly rebuffed. Generally speaking, 
fundamentally sound macroeconomic policies in the region meant that investor confidence remained 
strong and there has been no sharp reversal of capital inflows. However, there are several areas that bear 
careful scrutiny and that may require strong additional policy responses in order to avoid destabilizing 
capital flows.  

                                                      
17 A major difference between Asian countries such as Indonesia and Latin American countries has been in the 

composition of capital flows. Asia appears to have attracted a larger component of FDI and other private 
investment that is longer-term in outlook than is the case in Latin America. See Summers (1995).  
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A recent policy development has been an agreement between central banks in the region 
(including Australia, Hong Kong, Indonesia, Malaysia, and Thailand) to join forces in providing support 
against short-term speculative attacks. Singapore and the Philippines have also indicated support for this 
effort. Agreements to repurchase US Treasury Securities within a specified time will allow these central 
banks to quickly increase US dollar holdings in order to defend their currencies. While the existence of 
these swap arrangements may be reassuring, they are unlikely to succeed if fundamental market forces are 
at work.  

Indonesia appears to be moving toward a market-based exchange rate policy with the widening of 
the daily trading band within which Bank Indonesia allows the rupiah to float. The wider band places 
additional risk on speculators while adding flexibility. Bank Indonesia holds foreign reserves equivalent 
to four or five months of imports, but those are rather small compared with short-term debt or debt service 
payments. Effectively Bank Indonesia has at its disposal additional foreign exchange resources in the 
form of standby arrangements with the IMF and accumulated savings.  

External public and private debt of Indonesia is approximately $100 billion by end-1995 and debt 
service payments absorb over 30 percent of receipts from exports of goods and services. With such a large 
external debt, maintenance of sound macroeconomic policies is essential to retain investor confidence. In 
this context, use of international equity markets to privatize Indonesian state enterprises offers the 
government of Indonesia an opportunity to raise capital for early retirement of external debts with high 
interest costs. Public share offerings of some state enterprises have had limited success in this regard. In 
the case of PT Indosat the initial public offering was close to expectations but in the cases of PT Telekom 
and PT Tambang Timah (the state tin producer) IPOs were short of expectations. Floating of shares of 
other state companies in foreign stock markets provides an attractive option for adjusting the debt burden. 
However, this option can only be exercised if the companies have reasonable balance sheets and profit. 
Many state enterprises may not meet these criteria.18 Moreover, privatization does not necessarily mean 
the government is relinquishing its control of these enterprises. In 1996 an IPO for Indonesia’s largest 
bank, state-owned PT BNI, is set to move forward. While BNI’s launch may be a success, the same would 
probably not be the case for the other state banks, such as BAPINDO. “Relationship borrowing” by 
favored private companies and individuals who feel little obligation to repay the loans they receive from 
state banks presents a major problem and is one reason for large spreads between loan and de; posit rates 
of interest and for high loan interest rates charged “normal” customers by the state banks (see Asian Wall 
Street Journal 20 May 1996). The dividing line between private and public ownership is not clear.19

There have been concerns regarding the health of the banking system and the state banks in 
particular. Corporate reforms are needed to make the management of state banks more accountable and to 
improve their flexibility. Continued efforts to increase capitalization of the banks and to improve 
prudential standards even as loan recovery efforts are stepped up are essential to maintain confidence. It is 
also likely that the number of private banks has become excessive, making consolidation inevitable.  
 

 
18  Pefindo, a government-backed investment rating agency, began operations in 1995. Its reluctance to provide 

ratings to state commercial banks, however, meant that international rating agencies became involved in this 
exercise. Moody’s gave very low ratings to the state commercial banks ranging from E (the lowest possible 
rating) to D-plus (see Borsuk 1996). Despite the low Moody’s ratings the, state banks are able to borrow the 
funds they desire from foreign and domestic sources as their borrowings amount to sovereign loans due to the 
backing of the government. Recently Pefindo received technical assistance from Standard and Poor’s. However, 
Pefindo will specialize in rating of private companies, not state banks. 

19 Ostensibly private companies that have “good” political connections borrow with what appears to be quasipublic 
guarantees. Moreover, purchases of equity may be funded by loans from state banks. 
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Conclusion 
 

Indonesia has adopted a market-based financial system and has moved away from past practices 
of directed credit and financial repression. As a result, its domestic financial markets have increasingly 
become integrated with international markets. Indonesia has adopted international standards for 
capitalization of banking institutions (the capital adequacy ratio or “CAR”) and has sought to improve 
prudential standards in order to strengthen Indonesian financial institutions. The CAR system was 
implemented in several phases between March 1992 and December 1993 (Nasution 1994). At the end the 
banks were supposed to have capital, defined as the sum of paid-in capital, reserves, and retained 
earnings, equal to at least 8 percent of assets.20 It is hard to establish the reliability of the CAR system. 
Rating agencies have tended to give Indonesian state banks low (D) ratings partly for that reason.  

At present, Indonesian interest rates in real terms are well above international interest rates such 
as LIBOR, reflecting a country-risk premium. Moreover, the large spread within Indonesia between 
lending and deposit rates indicates financial markets and institutions are still burdened by too many 
nonperforming assets and elements of inefficiency. The differentiated interest rate structure across banks 
by ownership reflects the lower risk (and therefore, expected returns on deposits) in state and foreign 
banks compared with private national banks. The small private banks pay the highest deposit rates as they 
must compensate depositors for the higher risk involved (McLeod 1994). These problems are being 
addressed through efforts to increase capitalization of the banks, reduce the incidence of nonperforming 
loans, and to further enhance the capacities of financial institutions to evaluate credit risks and collateral 
and to supervise loan collection. These changes are essential if Indonesian financial markets are to meet 
the challenges of globalization.  

Indonesia’s experience with financial sector reform is of possible interest to newly liberalizing 
developing countries (e.g., Latin America) and the transitional economies. First, financial reform in 
Indonesia was accompanied by measures to strengthen fiscal policy, including delay or cancellation of 
large-scale public projects and imposition of new and improved tax measures. This meant that when the 
financial sector was decontrolled financial savings were available for expansion of private sector 
investment.  

Second, contrary to the conventional wisdom that entry restrictions are essential to improve the 
loan portfolios of existing commercial banks, Indonesian experience indicates that opening up entry to 
new private and foreign commercial banks can strengthen the financial sector through increased 
competition. However, prudential standards and efficient regulation of banking standards lagged behind 
financial sector growth in Indonesia, resulting in “growing pains”.  

Third, multilateral institutions and bilateral donors have had a role to play in providing objective 
and credible information and support for restructuring the financial sector. The shift toward private sector 
dominance in finance in Indonesia has been facilitated by policy changes instituted in cooperation 
between the government and multilateral and other donor institutions. The provision of assistance by 
donors has relaxed the government’s budget constraint but the time is fast approaching when this will no 
longer be the case. As was pointed out above, net flows of official capital are approaching zero. The 
government must therefore prepare for harder budget constraints and nonconcessional financing. This 
means “off-budget” expenditures and subsidies to state enterprises are becoming too burdensome to 
continue. Rather, it will be necessary to privatize state companies or to shut down those that are 
nonviable.  

Fourth, Indonesian experience would provide mild support for the view that considerable 
operational independence of the central bank is closely related to price stability (Bruno 1994). One can 
compare the total lack of central bank policy autonomy in the hyper-inflationary “guided economy” 
during 1958-1965 with the subsequent periods where a form of limited autonomy was reestablished. 

 
20 State banks are allowed to include as capital “subordinated and ‘two-step’ loans”, which are loans to the 

government from donor countries or agencies for specific purposes that are channeled through state banks 
(Nasution 1995, 143n).  
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Though its independence is quite limited, operationally it is instructed to fight inflation as its top priority, 
and, in practice, this gives it a degree of autonomy.  

The wide open capital account appears to have served the purpose of disciplining fiscal and 
monetary policy. However, it also greatly complicates present efforts to control offshore borrowing, as 
domestic firms can easily circumvent attempts by the central bank to limit their access to foreign funds. 
By some estimates, private companies’ debts from offshore borrowing by late 1994 reached $38 billion, 
or over half of the government’s outstanding external debt.21 The structure of the private sector’s external 
debt is affected by the shorter maturities and higher interest rates private borrowers must accept compared 
with government entities which have access to concessional loans.  

One of the major concerns regarding the rapid increase in short-term private foreign debt is that 
much of it is actually quasi-public (Radelet 1995). Hence, a significant portion of what is labelled private 
foreign debt is allocated to finance endeavors which are affiliated with government or state enterprises. 
For this reason, state banks are often involved, and the projects financed appear to be implicitly 
guaranteed by the central government. This type of financing arrangement is usually nontransparent and 
only comes to attention when there is a large-scale failure or financial crisis. Hence, stronger supervision 
of state banks, coupled with greater discipline in “offbudget” expenditures is needed to maintain actual 
fiscal balance and to increase overall transparency.  

Both private and state commercial banks have established nonbank financing companies that have 
enabled them to circumvent legal lending limits. Bank Indonesia has cracked down on this practice and is 
refusing to issue any new licenses for these bank-related financing companies.  

Despite the dominance of the state in the financial system for much of the post colonial era in 
Indonesia, and despite the somewhat circumscribed role of the private sector within finance, the fact that a 
legitimate role for private banks was encoded into law under the New Order government in 1967 and 
1968 (Woo 1994, Nasution 1995a) is significant. The role of private and foreign commercial banks was 
muted during the oil boom era with the dominant role of the state and its credit ceilings and selective 
credit allocation schemes. However, once fiscal constraints became binding in the early 1980s, a sea 
change in policies occurred. The existence of private and foreign banks, and the radical reduction in entry 
restrictions made Indonesia’s financial markets competitive in short order. This competition forced drastic 
changes in the behavior of all banks, including the large state commercial banks.  

The existence of scandals, problem loans and bank failures can be likened to “growing pains” of 
the financial reform episode since 1988. Overall, the experiment with financial liberalization has been a 
great success despite the problems that have accompanied the reforms. The financial “growing pains” 
have been far easier to bear in an economy that is expanding by over 7 percent per annum in real terms, 
than would be the case in a stagnant economy. A slowdown in growth, therefore, could lead to serious 
consequences for Indonesian financial institutions and market participants, particularly for the state and 
private commercial banks with too many nonperforming assets. The ongoing deregulation of the real 
sector, including domestic and foreign trade and investment, is necessary to sustain economic growth. 
The particular sequencing of Indonesian financial and real sector reform mayor may not have been the 
optimal choice (Stephenson and James 1996) and there is room for disagreement between those like 
McKinnon (1973, 1982) that would favor more real sector reform prior to financial deregulation and 
opening of the capital account, and those who argue in favor of Indonesia’s approach (Thorbecke et al. 
1992). I have argued that external developments and condition$ of access to external finance have been 
influential in the sequencing of Indonesian reform policies, particularly in the domestic financial sector. 
The relative success of Indonesia’s financial reforms cannot be disputed and provides another case study 
of the significance of financial development for overall economic development.  

 

 
21 Public and publicly guaranteed debt reached $63.9 billion in 1994 (World Bank 1996).  
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