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Monetary Cooperation in East Asia:
A Survey
RAUL FABELLA

This paper surveys the growing literature on monetary cooperation in East
Asia that goes beyond the Chiang Mai Initiative. It compares and contrasts
the various proposals for cooperation such as the Williamson basket peg, the
Asian monetary system, and the yen block as to their crisis prevention impact
and their feasibility, both economic and political. The paper also reviews the
evidence on the readiness of East Asia and some of its proper subsets for a
currency union in the light of experiences elsewhere, especially of European
monetary cooperation. On pure optimum currency area calculus alone, a case
can be made for an East Asian currency union. But the great historical,
developmental, political, and cultural diversity here highlighted stands as a
formidable obstacle. Nonetheless, as the experience of Euroland shows, the
very pursuit of even such a distant vision already brings benefits to
participants.

I. INTRODUCTION

The Maastricht Treaty of December 1991 and the establishment of the
European Monetary Institute (1994) to shepherd the push toward the European
Monetary Union (EMU) produced the potential threat of a “Fortress Europe”,
which galvanized the forces for economic integration in East Asia. The birth of
the North American Free Trade Agreement (NAFTA) greatly reinforced this integrationist agenda. The response took the form of the ill-fated East Asian
Economic Caucus proposed by Malaysia and subsequently the more inclusive
Asia Pacific Economic Cooperation (APEC). Within the Association of Southeast
Asian Nations (ASEAN), the agenda became embodied in the Common Economic Preferential Tariff with its ambitious 10-year tariff reduction program.
Before the Asian currency crisis of 1997-1998, East Asia was a zone of
unparalleled success and assertiveness. The Asian crisis injected an element of
fragility into East Asia’s economic achievement. Suddenly, the formidable
machine buckled and currencies tumbled. The monetary and exchange rate management of the East Asian model was vulnerable. A new paradigm was being
mandated by a new reality.
Raul Fabella is the Dean of the School of Economics, University of the Philippines Diliman, and Executive
Director of the Philippine Center for Economic Development. The author is grateful to Srinivasa Madhur of
the Regional Monitoring Unit, Asian Development Bank, for discussions and critical comments throughout
the preparation of this paper.
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The literature on the exchange rate expanded in the aftermath of the crisis
to embrace the two-corner solution of either the free float of the currency or a
hard peg. The latter could involve a currency board (Fischer 2001) under unilateral stabilization, or common currency under multilateral stabilization.
Dollarization, another fringe solution under unilateral stabilization and a complete surrender of domestic money, gained some respectability (Hausman 2001).
The underlying paradigm is the Mundell-Fleming open economy macroeconomics (Mundell 1963) with fully open capital account and the consequent full
operation of the “impossible trinity.”
Eichengreen (1994) started the debate on the possibility of monetary cooperation in East Asia in 1994. It was, however, the Asian crisis that gave it
urgency, especially the observation that the drastic appreciation of the dominant
anchor currency, the US dollar, was partly to blame for the crisis. This was reminiscent of the drastic appreciation of the deutschmark in the run-up to the
European currency crisis in 1992-1993.
This paper is a survey of the various facets of monetary, financial, and
exchange rate cooperation, reflected by the expanding literature in theory and
practice in order to draw inferences for the prospects and challenges of greater
monetary cooperation in East Asia.
In Section II, we examine the post-Asian crisis exchange rate and monetary
regime in East Asia including the cooperative mechanisms adopted to fend off
speculative attacks. Section III examines and compares the competing cooperative monetary arrangements proposed to stabilize exchange rates and serve as a
transitory stage to the Asian Monetary Union. In Section IV, we view the evidence for an East Asian optimum currency area (OCA) and tackle the costs and
benefits of an Asian Monetary Union. In Section V, we discuss the noneconomic
hurdles and suggest a feasible pursuit architecture toward a monetary union in
East Asia. Section VI reviews past global monetary arrangements and focuses on
the reasons for their success and subsequent collapse. Section VII concludes.
II. CURRENT EXCHANGE RATE REGIME
AND MONETARY COOPERATION IN EAST ASIA

We revisit the initial position of our subsequent discussion, namely, the
current exchange rate and cooperative monetary status quo in postcrisis East
Asia.
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A.

Features

1.

Initial Response

The Asian currency crisis forced most Asian crisis economies (Indonesia,
Republic of Korea [Korea] Philippines, and Thailand) to abandon a de facto
dollar peg in favor, initially, of an exchange rate float. Malaysia, however, chose
to peg and Singapore stayed with a managed float. The People’s Republic of
China retained its “fixed peg” and Hong Kong, China retained its currency board
arrangement (Fischer 2001, IMF 2000). Many observers blamed the de facto
dollar peg as one of the precipitating factors of the crisis when the dollar appreciated heavily in the 1990s. The overall effect of the postcrisis adjustments is
greater flexibility in exchange rate policy.
2.

Reversion?

There is some evidence, however, of a reversion of the observed exchange
rate policy to the de facto peg with the recovery. Kawai and Akiyama (2000)
showed that in the precrisis period, observed exchange rates in East Asia responded statistically to movements in one or other anchor currency (largely the
US dollar), or a basket of currencies. During the crisis, these currencies, suggesting free float, moved independently of their anchors; but in the postcrisis period,
their movements appear to once again echo the precrisis response. Despite the
loud talk on inflation targeting, by consensus a necessary corollary of an independent float, East Asian central bankers still appear to target the exchange rate,
albeit within a wider band.
3.

Forex Reserve Accumulation

The plausibility of this reversion thesis is reinforced by a defensive move
in the form of forex reserve accumulation. Table 1 (see Appendix) shows the
extent of forex reserves accumulation to 2000. Countries classified by the International Monetary Fund (IMF) as “independently floating” have accelerated
forex accumulation, an anomaly if coupled with a true float. Whether this is a reflection of the Calvo and Reinhart (May 2000) “fear of floating” or of the
Hausman, Panisa, and Stein (1999) “fear of pass through” (exchange rate movements being reflected in domestic prices), it still suggests a dirty float and, apart
from the wider band, may not differ radically from the previous “de facto peg”
regime.
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4.

Cooperative Arrangements

Yet another evidence of dirty float is the eager participation of these socalled independent floaters in the Chiang Mai Initiative, which involves a currency swap network among the Asean+3 (People’s Republic of China [PRC],
Japan, Korea). Participants facing capital outflow can quickly borrow foreign
exchange for currency defense, from either the Expanded ASEAN Swap Arrangement (to provide liquidity in dollar, yen, or euro) or a network of bilateral
swap arrangements or repurchase (sale and buy-back of appropriate securities)
agreements among the ASEAN countries, PRC, Japan, and Korea. The ASEAN
Swap Arrangement facility is now worth $1.0 billion. While these short-term
liquidity facilities are appropriate for countries with one form or other of a peg
such as PRC; Hong Kong, China; Malaysia, Myanmar, and Viet Nam, they again
suggest at best a dirty float for Indonesia, Korea, Philippines, and Thailand,
which report “independent float.” The “reversion thesis” in East Asia reflects the
post 1992-1993 European currency crisis exchange rate regime, which abandoned
the “hard ERM” with a +/-2.5 percent band in favor of a “soft ERM” with +/15% band. There is no question that the overall postcrisis East Asia exchange
rate system is closer to the float corner solution and less prone to crisis in view of
the concomitant reforms.
5.

Financial Reforms

Greater transparency and stronger prudential rules for the financial market
on top of cooperative capital flow surveillance efforts round up the universe of
defensive posturing by East Asian countries. As these strengthen the most crisisprone segment of the economy, they will clearly reinforce the economy’s ability
to withstand shocks.
B.

Robustness

Only time will tell whether these defensive moves in East Asia will prove
more robust than the precrisis one.
The doubling of petroleum prices in 2000 was one shock that East Asia
under the current regime seems to have absorbed without much difficulty. This is
clear evidence that the wider band and greater market tolerance is working.
The ASEAN Swap Arrangement and bilateral swap arrangements are
important because when real resources are pledged and put to risk, the counterpart is usually an implicit contract to consider unsolicited advice from partners as
to the seriousness of certain developments. The game clearly is: “If you ignore
early warnings from partners, you run the risk of being denied the swap facilities
when the crisis comes.” This is, however, more effective clearly for idiosyncratic
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shocks brought about by internal mismanagement. Shocks that initially raise
regional buoyancy as did the portfolio investment in the 1990s, may not be as
easily recognized even by many pairs of eyes. This, nonetheless, reduces the
likelihood that one partner will persistently lean against the market wind.
C.

Drawbacks

The weakness of the current East Asian exchange rate regime is still considerable. This draws largely from its being a unilateral stabilization regime,
albeit reinforced by cooperative multilateral swap and repurchase arrangements:
(i)

(ii)

(iii)

Misalignments among the major currencies will still translate into
regional real effective exchange rates divergence. Thus, the depreciation of the yen will erode the competitiveness of the de facto
dollar peggers in the region vis-à-vis the de facto yen peggers. The
old conundrum stays.
There is ample room for beggar-thy-neighbor devaluations as is
normal with unilateral exchange rate stabilization regimes. Moral
hazard arises because it is difficult to discriminate between exchange
rate adjustment due to “fundamental disequilibrium” and one due to
beggar-thy-neighbor. The only enforcement mechanism at work is
unilateral response, i.e., let the affected party take countervailing
measures.
Since there is hardly any explicit binding enforcement mechanism,
the swap and repurchase arrangements may induce undue risktaking, a charge also leveled at the IMF.

III. PROPOSALS FOR MONETARY AND EXCHANGE RATE
COOPERATION IN EAST ASIA

As an alternative to the current exchange rate and monetary status quo (i.e.,
uncoordinated de facto pegs with wider bands reinforced by swap and repurchase
facilities), a number of proposals for exchange rate management have been proposed. These range from unilateral stabilization regimes (from one corner
solution of uncoordinated free float to the other corner solution of uncoordinated
currency board), to coordinated stabilization culminating with a common currency for East Asia or subsets of it. In this section, we will ignore the unilateral
solutions and will dwell instead on the regimes characterized by varying levels of
coordination. Three proposals are discussed: Williamson’s common basket peg
(also known as BBC), the Asian Exchange Rate Mechanism, and the Yen Block.
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A.

Williamson’s Common Basket Peg

By far, the most developed transitional proposal and the most commented
on is Williamson’s common basket peg (Willamson 1999).
1.

Features

(i)

An exchange rate regime targeting a common basket of currencies
(US dollar, Japanese yen, and EEC’s Euro).
(ii) A common set of weights attached to these currencies based on
regional (not country) trade shares. Thus, explicit or implicit, and
idiosyncratic trade-based weights currently being used will have to
be removed.
(iii) Each member announces a central parity vis-à-vis the basket and
pledges to keep the central parity within a unilaterally chosen band.
(iv) The allowance of a range of formal exchange rate regimes such as
the currency board in Hong Kong, China; the fixed parity in
Malaysia; the crawl in Indonesia; or various types of managed floating in Korea, Singapore, and Philippines.
(v) Adoption of McKinnon’s (2000) “restoration rule” that national
authorities, when confronted with massive speculative attack, are
allowed to temporarily suspend the peg provided a pledge to return
to the original parity is credibly made.
(vi) Since changes in economic fundamentals and basket currency misalignments are a fact of life, and these impact on member country
competitiveness, member countries may allow central parity and the
band to crawl as a response to these fundamental changes.
(vii) A financing analog to the European VSTFF to help member currencies under attack from speculators is envisioned.
Dornbusch and Park (1999) who call Williamson’s proposal the BBC
(Basket, Band, Crawl) agrees with it but only on condition that it be transitional
to a more flexible arrangement. Kawai and Takagi (2001) commend the BBC as a
catalyst for greater convergence and exchange rate stability, which presumably
would lead to a common currency. This was the role the EMS played in the
run-up to the Euro. The latter appears to be the more popular view.
Features (v) and (vi) are clearly influenced by the EMS crisis experience in
1992-1993 when exit from the EMS was forced upon some members (Italy and
the UK). A de facto return to the EMS, albeit with a wider band (from + 2.5 to
+ 15 percent) partly explained the stability from 1993 to the end of the EMS era
on 31 December 1999.
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2.

Benefits

(i)

The most obvious benefit is the reduction of the intraregional real
effective exchange rate volatility occasioned by misalignments
among the major currencies. This was blamed as one source of the
Asian currency crisis; the yen depreciated heavily against the US
dollar in the run-up to the crisis. Williamson (1999) has given counterfactual simulation evidence of reduced volatility under the
common basket peg compared with the status quo.
(ii) This proposal will also lead to greater overall stability and predictability of the nominal exchange rates (which, presumably, businessmen pay attention to) of those countries currently pursuing a
“managed float.” The lynchpin is really greater transparency. In the
status quo system, national authorities can manipulate the weights to
ram down exchange rate changes that suit their self-serving purposes. Under the Williamson proposal, changes in exchange rates
unwarranted by changes in the basket currencies can be called to account by member countries.
(iii) Thus, there is considerably less room for beggar-thy-neighbor devaluations and should focus competition on supply-side effort.
(iv) The latter will lead to some convergence in Maastricht-like and
OCA-like conditions for the region, which will prepare the ground
for even greater regional monetary cooperation. This anchors Kawai
and Takagi’s (2001) support for Williamson’s BBC.
(v) Relative to EMS, there is considerably less need for policy coordination and surveillance (Kawai and Takagi 2001), where institutions
for this purpose are sparse.
(vi) This can hasten a more complete commercial integration of East
Asia. In the European Economic Community, the EMS coexisted
with the Single Market Act of 1986, which completed the market
integration of the European Economic Community.
(vii) This will strengthen East Asia’s voice as a negotiating block in the
world.
3.

Costs

The main attraction of Williamson’s BBC is that it calls for no drastic
change in the exchange rate regimes of member countries. It only calls for changing the target currency. This latter change has three parts: First is the shift of the
exchange rate target to a basket of currencies from the dollar or whatever currency was previously targeted. Second, the inclusion of and only of the three
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major currencies (dollar, yen, Euro). Third, the adoption of a common set of
weights.
The first, largely uncontroversial as it is already a reality for Thailand, has
been proposed for Hong Kong, China. Furthermore, effective, as opposed to formal, exchange rate management shows that authorities, even of self-styled free
floats, do respond to movements in one or more major currency (Kawai and
Takagi 2001, Kawai and Akiyama 2000, Frankel and Wei 1993). This points
toward weak potential resistance of East Asian central bank authorities to this
shift.
The second, once the first has been hurdled, is also relatively uncontroversial, since the statures of these three currencies are unchallenged.
The third aspect, the adoption of a common set of weights, is more contentious because it really is the more cooperative feature of the proposal and spells
out the cost. As long as the weights attached to the three currencies are idiosyncratic, the cost to members is negligible. The common regional weights attached
to the three-basket currency do involve a real sacrifice of national sovereignty.
Suppose the yen depreciates 10 percent against the US dollar. In a common
currency basket that gives the yen a 30 percent weight, the warranted depreciation of domestic currency is 3 percent. This will be the average depreciation
against the yen in the region, which reduces the implied appreciation versus the
yen. If the trade shares of a particular country X shows that Japan has a 100 percent share and a proper weight of 1.0, country X’s currency, if unilaterally
stabilized, should depreciate fully by 10 percent if X’s competitiveness against
rival exporters to Japan, whose currencies are pegged to the US dollar, is to be
maintained. Thus, X will lose “competitiveness” with only a 3 percent depreciation. This narrowing of the room to fully pursue self-interest is the cost of the
common basket peg.
Note, however, that the common basket does limit the variance of regional
exchange rate responses due to a 10 percent yen depreciation. Indeed, they all
change by 3 percent and so preserve cross-regional competitiveness. Country X
has to be convinced that this reduction of divergence among member exchange
rates delivers benefits in excess of those foregone due to the loss of its maneuvering room available in the status quo with idiosyncratic weights. Clearly, even in
this very loose cooperative arrangement as the Williamson proposal, there is no
free lunch.
This cost is absent for those countries whose idiosyncratic trade weights
resemble the region’s. These countries get the benefits without the cost. It is the
outliers who clearly bear the brunt of this cost. Note that this cost is reminiscent,
if dwarfed, by the much larger analogous cost of cooperation under the common
currency.
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Williamson’s BBC does not provide for an administrative arm although
there definitely are coordination issues, such as the restoration rule and the very
short-term financing facility.
4.

Differences with the EMS

One can view, as do Dornbusch and Park (1999) and Kawai and Takagi
(1999) Williamson’s BBC as a transitory monetary cooperative arrangement leading to a more permanent monetary union. As such, it assumes the role EMS
played in the run-up to the Euro. A comparison is, thus, in order. The common
features are:
(i)
a common target basket
(ii) a band around the central parity
(iii) a loan facility to allow quick forex liquidity to currencies in distress
(iv) allowance of adjustment in response to fundamental disequilibria
The differences are considerable:
(i)

(ii)

(iii)

(iv)
(v)

The band and the central parities are collectively agreed upon in the
EMS, which is not so in the BBC, where these are unilaterally determined.
The EMS allowed only a target zone exchange rate regime with a
float within the zone whose thresholds are set by the EMS (2.5 percent above or below the central parity for the hard EMS; 15 percent
for the soft EMS); the BBC allows all exchange rate regimes except
a float.
The composition of the common basket differs: in the EMS, the
common basket consists of member country currencies; in BBC, the
basket consists of the major currencies in the world.
The common basket target in the EMS, in practice, became largely
the deutschmark.
The Williamson BBC uses a common regional trade share-based set
of weights.

Thus, the degree of cooperation in the EMS is considerably larger than it
would be under BBC. One may view BBC as a primitive EMS that requires less
cooperation but, nevertheless, may lead to greater convergence.
B.

Asian Exchange Rate Mechanism

This proposal of Oh and Harvie (2001) seeks to replicate EMS’s Exchange
Rate Mechanism in the Asian region. Features of the Asian Exchange Rate
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Mechanism (AERM) dovetail with those of the ERM but with notable differences.
1.

Features

(i)

(vi)

An Asian Currency Unit (ACU) to dovetail the European Currency
Unit of the EMS is envisioned. The former is a basket of Asian
member country currencies, which will serve as a single basket currency target.
The weights assigned to each country are the trade share of the country in total trade of the region. This differs from the weighing system
in the ECU, which involves an arbitrary quantity of the currency in
the basket.
The member country exchange rates are to float within a band of
15 percent plus or minus the central parity just like the post-1993
“soft” EMS. The central parities are not unilaterally determined.
A lender of last resort in the form of a quick disbursing loan facility
akin to the EMS’ VSTFF to weather speculative attacks.
The central parity is to be approved by an authority, the Asian
Monetary Institute, which is like the European Monetary Institute, to
manage the AERM and implement agreed coordination and surveillance policies.
The target zone exchange rate regime is obligatory for each country.

2.

Benefits

(ii)

(iii)

(iv)
(v)

The benefits of AERM are those associated with the EMS’s ERM. Since it
involves a closer coordination than Williamson’s BBC, AERM’s cooperative
benefits are in the same direction as BBC but stronger, i.e.:
(i)

(ii)
(iii)
(iv)
(v)
(vi)

reduced intraregional volatility of real effective exchange rates
resulting from intraregional parity changes (due, say, to fundamental
shifts) and a greater degree of co-movement of the intraregional
exchange rates
reduced nominal volatility and increased investment rate
less room for beggar-thy-neighbor initiatives using demand side
policy instruments
stronger convergence effect than warranted by Williamson’s BBC
conduces toward faster commercial integration in EA
a proven tract record as a transition phase to single currency
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3.

Costs

The individual member country costs of AERM are larger than the BBC
where they are in the same direction. There is a somewhat different cost due to
the basket composition:
(i)

(ii)

(iii)

(iv)

The freedom to maneuver in AERM is curtailed as in the BBC, but
greater. Since the target is now a basket of member country currencies; changes in the alignments between major currencies, e.g.,
between the dollar and the Euro, will not get reflected in exchange
rates of member countries.
If the Euro depreciates against the dollar by 10 percent but not
against the yen, blocs attached to the Euro will gain competitiveness
in the US at the expense of the AERM bloc.
If the Euro depreciates against the yen by 10 percent, and country X
in the AERM has 100 percent of its exports into Europe but its
weight in AERM and the weight of Japan in the Asian currency union (ACU) is 50 percent, then country X’s currency will depreciate
against the Euro by 5 percent or half what is warranted by its own
individual trade share.
If the Euro appreciates by 10 percent against the US dollar, and the
yen has 50 percent weight in ACU, country X, which exports 90 percent of its total to the US, will appreciate by 5 percent, thus, losing
competitiveness in the US against dollar-bloc countries like NAFTA
or MERCOSUR.

This reduction in degrees of freedom must be traded off against the benefits of the AERM. This could conceivably evolve into a yen block the way the
EMS evolved in practice into a deutschmark block.
4.

Practicability

Off-hand, it is clear that Williamson’s BBC, which requires looser cooperation, faces a lower political hurdle than the AERM. With so diverse a set of
members (see Section VI for a rundown), it is easier to agree on a common basket
of three widely recognized major currencies (dollar, yen, and Euro) rather than of
member country currencies whose weights will naturally favor the yen. This
could be contentious.1 Since the AERM requires either a target zone or a fixed
rate system, current exchange rate arrangements may need to be given up
(Hong Kong, China’s currency board would be given up if a target zone is
adopted; Korea and the Philippines’s managed float would have to go if a fixed
rate is adopted). Greater resistance by central bank authorities is expected.
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C.

The Yen Block Proposal

Although less widely commented on, the yen block proposal by Ohno and
Shirono (1997) and Dornbusch and Park (1999) would have been the most natural for East Asia before the collapse of the Japanese bubble economy in the late
1980s. The fate of the yen block has dimmed with the persistent problems of the
Japanese economy but may still revive depending on the outcome of the Koizumi
reforms program in Japan. This is actually closer to the EMS in the late 1980s
with the deutschmark as effective anchor. Thus, its importance is that the Asian
Monetary System, if implemented, may stumble into the yen bloc regime.
1.

Features

A peg or a target zone regime may be envisioned with the yen as the anchor currency, similar to the EMS in the late 1980s when the deutschmark
became the effective anchor of the ERM. Other features of EMS, such as the
EMI-type coordination and surveillance body and the establishment of the initial
central parity cooperatively agreed on, would also be present.
2.

Benefits

These are similar to those of the EMS and could clearly be stronger than
those of the Asian EMS. The yen bloc could also be the steady state structure of
the latter. But the actual benefits depend on how the Japanese economy performs
and especially on how open and robust the Japanese financial sector becomes.
The slow pace of financial reform and the limbo-like state of the Japanese economy are the principal stumbling blocks.
3.

Costs

The principal cost of a yen block vis-à-vis the Williamson proposal is that
misalignments among major currencies will reflect on the competitiveness of East
Asian member countries. The appreciation of the yen against the US dollar would
erode East Asia’s competitiveness against the dollar block countries, such as
MERCOSUR or NAFTA. But such misalignments will not affect interyen block
competitiveness, thus preserving the intrablock competitiveness rivalry for supply
side instruments.
The cost will be different for different groups of members in the block.
Korea and Taipei,China compete heavily with Japan in third markets while importing heavily intermediate inputs from Japan. An appreciation of the yen will
hurt Korea and Taipei,China less in third markets such as the US, since the price
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of Japan’s exports will also rise. Thus, those countries that compete heavily with
Japan are less affected by major currency misalignments.
Countries whose trade rivals are in dollar blocks will lose market share.
The PRC is a prime example of this latter group. The opposite will be true if the
yen depreciates. Thus, the volatility of the anchor currency in the block and its
general drift determines who among the yen block countries gain or lose. The
deutschmark functioned well as the effective anchor for the EMS in the 1980s
because it was very stable. However, it also hurt the competitiveness and viability
of other EMS countries when it became very strong in the run-up to the 19921993 EMS crisis (the deutschmark appreciated 17 percent against the dollar between March and September 1992).
4.

Practicability

The viability of the yen block proposal hangs not only on the performance
of the Japanese economy and the concomitant restructuring of the Japanese financial sector but also on political considerations. Just as the EMS was opposed
by some as the lynchpin to boost the dominance of the deutschmark and Germany, so will the yen block revive memories of the imperialistic Asia-Japan CoProsperity Sphere of the 1940s. The PRC will most likely pose the strongest
political obstacle to the yen block. Korea, with the prospect of unification, may
also balk, although economically, it may gain. That the yen was, in practice,
lightly targeted as an anchor despite the economic weight of Japan in the region
indicated a “revealed aversion”, although this may be due to historical inertia.
D.

Evaluation

It could be expected that the degree of political difficulty will be directly
proportional to the depth of cooperation embodied in the monetary integration.
This is because the deeper the monetary integration, the more extensive is the
sacrifice of national sovereignty. In contrast, the extent of the economic benefit is
directly proportional to the depth of cooperation. This is the fundamental tradeoff that confronts the membership of a proposed monetary integration.
The least politically difficult transitory arrangement beyond the status quo
is Williamson’s BBC. The most beneficial—in terms of economic benefit—is the
AERM.
The European strategy to resolve the conflict is to crawl toward the EMU
and let events decide the next step. Even for Europe with all its advantages (see
Section VI), a big bang with all its attendant uncertainties would not have been
feasible. As long as the vision is kept alive by tangible successes, a crawl to the
AMU may be the better part of wisdom.
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Whatever the degree of monetary integration, its robustness depends upon
its capacity to absorb market pressures. Market pressures, on the other hand,
grow in proportion to the extent of inconsistency of the arrangement with Mundell-Fleming imperatives. At the moment, the proposed arrangements are still at
that stage where no explicit mechanisms to safeguard Mundell-Fleming consistency are proposed. There are no mechanisms to limit the financing of deficits by
monetary expansion.
IV. COSTS AND BENEFITS OF A MONETARY UNION IN EAST ASIA

This section dwells first on the considerable evidence on East Asia as an
OCA, which suggests the costs and benefits of a currency union. We then summarize in detail how the benefits and costs will be realized.
A.

The Evidence on Economic Feasibility

The case for a currency union in East Asia on purely economic grounds
alone appears favorable and heavily documented, as will be shown below. The
economic (OCA) criteria are better or worse served depending on the membership. Japan; Korea; and Taipei,China form a favorable common currency axis.
The ASEAN, as a whole, does better in the OCA sense than Mercosur or NAFTA
but slightly worse than particular subsets such as Hong Kong, China; Indonesia;
Singapore; Thailand (Eichengreen and Bayoumi 1999) and the EU. The Asean+3
suffers from large variance in development levels, financial structures, and economic sizes. Appendix Tables 2, 3, and 4 summarize the evidence on East Asia as
an OCA.
The OCA criteria are grouped into three categories (see, e.g., Barro 2001,
Bayoumi and Mauro 1999, Mundell 1961):
(i)

(ii)

Benefits from a currency union are inferred from the importance and
composition of intraregional trade. The greater the importance of
trade within the region, the larger is the benefit from abolition of
multiple currency-related transactions costs consisting largely of currency exchange and currency risk-related cost.
Costs of a currency union are suggested by the asymmetry of macroeconomic shocks affecting the economies of the region. A currency
union implies a surrender of monetary policy by an economy whose
idiosyncratic shocks can no longer be addressed using monetary instruments. These likely costs can be mitigated by high factor
mobility. The pain from an idiosyncratic income slump in one area is
mitigated by the shift of workers from that area.
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(iii)

Costs and benefits can also be gleaned from the similarity of potential members in levels of economic development, quality of financial
sectors, and macroeconomic and ideological postures. Clearly, the
cost of integration falls the more similar the countries are in these
dimensions.

1.

Shock Symmetry and Response

The methodology here mostly follows Blanchard and Quah’s (1989) structural vector auto regression model. This involves identifying disturbances in
output as either demand (temporary) or supply (permanent) shocks using time series of output and prices. Three OCA relevant measurements fall out of the
exercise: size of shocks, speed of adjustment to these shocks, and correlation of
these shocks (see Appendix Table 2). Eichengreen and Bayoumi (1999) report
the following findings for EA-9 for the period 1972-1989:
(i)
(ii)
(iii)

(iv)

(v)

(vi)

Aggregate supply shocks are about the same size in Europe as in
East Asia;
Aggregate demand shocks are about twice as large in Europe as in
East Asia;
The impulse response analysis shows the speed of adjustment to
shocks in East Asia to about two years, which is twice as fast as in
Europe. Japan; Hong Kong, China; and Taipei,China are the fastest
adjusters while the Philippines is the slowest. This could be due to
greater labor market flexibility in East Asia.
Demand shocks in Hong Kong, China; Indonesia; Malaysia; Singapore; and Thailand are highly correlated, as are those of Japan;
Korea; and Taipei,China.
Japan; Korea; and Taipei,China form one subgroup with highly correlated supply shocks. Hong Kong, China; Indonesia; Malaysia; and
Singapore comprise another subgroup with high supply shock correlation. In contrast, the Philippines appears to be a complete outsider,
as do Ireland and Portugal.
Estimated OCA indices (predicted level of bilateral exchange rate
variability explained by four OCA proxies, viz., real output, differences, sector share differences, bilateral export ratios and GDP
difference) for Singapore-Thailand; Singapore-Hong Kong, China;
Singapore-Taipei,China; and Hong Kong, China-Taipei,China are
very low and are within the Euroland league. This means that an external peg for these tandems would not harm. Indonesia, Korea, and
Philippines are not closely integrated by the OCA index used.
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Bayoumi and Eichengreen (1996) construct OCA indices for East Asian
countries vis-à-vis Japan, Germany, US, and the Williamson Basket. They show
that the OCA indices of East Asian countries against the Williamson Basket are
comparatively low (suggesting that pegging to the Williamson Basket will not
harm as against pegging to the dollar, euro, or yen. Singapore and Hong Kong,
China would, however, prefer to peg to the US dollar.
Kawai and Takagi (2001) examine the response of GDP to changes in the
real effective exchange rate for East Asian countries. For noncrisis countries
(PRC; Hong Kong, China; Singapore; and Taipei,China) GDP initially increases
with a real depreciation. In contrast, in crisis countries (Indonesia, Korea,
Philippines, and Thailand), GDP initially falls for the full sample for 1970-1998.
If the crisis years 1997-1998 are left out, the negative response of GDP disappears even in crisis countries, except again in the Philippines. The initial response
diminished over time. Prices tend to rise with a depreciation during the precrisis
period. Thus, in East Asian economies, real output and prices respond significantly to changes in the real effective exchange rate. Thus, a scheme that
stabilizes the real effective exchange rate will help ensure macroeconomic stability.
Benassy-Quere (1999), following Bayoumi and Eichengreen (1996), regressed bilateral exchange rates against the yen; dollar; deutschmark; and three
OCA criteria (output variability, export similarity, and intensity of bilateral trade)
and showed that the first had positive, while the second and third had negative
signs. Thus, output shocks lead to higher volatility and trade integration leads to
less.
Plummer (2001) shows a high cross correlation among East Asian GDP,
and thus, shock symmetry is present.
2.

Intraregional Trade
a.

Trade Intensity

Goto and Hamada (1994) investigated the degree of interdependence
among East Asian countries in 1990 via trade and factor mobility. The estimated
indices of trade intensity measuring the strength of bilateral trade between two
countries were very high for many pairs. In particular, Japan’s trade intensity
with East Asian partners was high and in excess of Germany’s with some Euroland partners (see Appendix Table 2).
Kawai and Takagi (2001) used 1995 data to confirm Goto and Hamada.
Countries in the continental Asean (Cambodia, Laos, Thailand, Viet Nam) as
well as the PRC and Hong Kong, China, are highly interdependent (trade intensity index of 5 or better). Japan continues to be extremely important for East Asia
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and even proves more important in East Asian trade than Germany in Euroland
(see Appendix Table 2).
b.

Exports and Imports

Kawai and Takagi (2001) show that East Asia’s trade with itself is 37 percent of total trade; plus Japan is up to 45.0 percent. Imports to itself is
34.6 percent of total imports; plus Japan is 49.4 percent. All these are very high.
By contrast, ASEAN exports to itself is only 22.1 percent and imports to itself is
18 percent of total. The US, Japan, and EU take up 19.1, 15.4, and 15.2 percent
share, respectively, of ASEAN’s total trade; and 20.7, 12.9, and 14.5 percent, respectively, of East Asia-14’s total trade. The latter suggests that a peg to a basket
of three major currencies for East Asia-14 makes sense.
Bayoumi and Mauro (1999), focusing only on ASEAN (which is less integrated than East Asia-14 by intraregional trade), showed that the region’s
regional trade as share of regional GDP is high and similar to Europe’s (11.7 vs.
12.8 percent for exports and 11.8 vs. 12.0 percent for imports; see Appendix Table 2). Comparable MERCOSUR figures are 2.1 percent for exports and 2.3
percent for imports, while NAFTA figures are 5.3 percent for exports and 5.4
percent for imports. The share of manufacturing in total exports and imports are
about 80 percent in both cases, higher than MERCOSUR (50 percent). This
means a highly diversified trade structure. As shown by Kawai and Takagi,
ASEAN, being highly dependent on US, Japan, and Europe as trade partners, is
vulnerable to fluctuations in major currencies.
Plummer (2001) reports a very high correlation coefficient for some East
Asian exports for certain East Asian countries. Malaysia and Singapore exports
exhibit a correlation coefficient of 0.6. The Philippines and Indonesian exports, in
contrast, do not correlate highly with those of its neighbors.
3.

Factor Mobility

Goto and Hamada (1994) report on the extent of foreign labor employment
in developed East Asia (see Appendix Table 2). In Singapore in the 1980s, about
10 percent of employment were workers from Indonesia, Malaysia, Philippines, and Thailand. Foreign labor in Hong Kong, China is also very substantial.
Caution has to be exercised on this score. Most of foreign labor presence is due to
labor contracts with very definite entry and exit specifications with hardly any
free movement at all, much like Turkish workers in West Germany and North
Viet Namese workers in East Germany or Bangladeshis in Kuwait.
Kawai and Takagi (2001) report that in East Asia-14, 11, 10, and 9 percent
of total foreign direct investment (FDI) into in 1990-1998 came from Japan, US,
and Europe, respectively. Over 40 percent, however, came from East Asia itself.
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Moon et al. (2000) report that East Asia’s FDI/GNP of 1.75 percent exceeds that
of EU (1.59 percent).
4.

Maastricht Convergence Criteria

Oh and Harvie (2001) report that in terms of performance of East Asian
countries against the Maastricht criteria, East Asia does as well as Europe on the
fiscal criteria but poorly in monetary criteria (prices and interest rates).
5.

Levels of Economic and Financial Development, Size,
and Ideological Leanings

On these dimensions, East Asia scores very poorly relative to Europe (see
Appendix Table 3). This is discussed more lengthily in Section V.
B.

Common Currency for Asean+3

Abstracting from the difficulties that normally attend the realization of a
common currency (see Eichengreen 1996, and Eichengreen and Bayoumi 1999),
we leapfrog to a point where there already is a common currency (the “Oriental”
hereafter) in Asean+3. The institutional underpinnings of the “Oriental” could be:
(i)

An Asian Central Bank with a monopoly of monetary policy for the
region.
(ii) An Asian EMI-type governance institution with monitoring/ surveillance and advisory roles on member macroeconomic situations with
a limited (fiscal federalist) budget as its enforcement mechanism.
This body determines the claim of a country going through an idiosyncratic shock to the adjustment budget and repayments.
(iii) A political commitment of remarkable depth that was presumably
tested along the way to currency unification.
(iv) A starting point that is the status quo, i.e., de facto peg to the US
dollar with much wider bands supported by higher reserves (Park
2001) and by CMI instruments, i.e., ASEAN Swap Arrangement and
bilateral swap arrangements (see Kawai and Takagi 2001 on possible
postcrisis reversion; also McKinnon 2000).
(v) A true float vis-à-vis other major currencies.
(vi) A more or less completed commercial integration that served as a
springboard for the currency union.
(vii) Fully open capital account.
(viii) An Asean+3 that is a customs union.
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These are but several sets of institutional support. One cannot discuss the
costs and benefits of a currency union in an institutional vacuum. Currency
unions as a historical outcome are necessarily path dependent.
1.

Benefits

In a currency union,intraregional exchange rate instability, which is possible within the current “de facto peg”, will cease and reduce transaction cost.
Specifically the forward (intraregional currency) market premium will disappear.
This will raise the relative advantage of intraregional trade against cross-regional
trade.
The transaction cost associated with intraregional currency shifts will disappear, reinforcing the demise of the intraregional currency futures market. This
will serve like the tariff reduction in a preferential trading arrangement and will
be trade-creating. It may also well be trade-diverting as members take up trade
previously done with outsiders.
The above two conditions will contribute to the welfare gain of member
countries (Bayoumi 1994), especially since ASEAN+3 is very open and has a
large external sector.
The likelihood of a currency crisis will fall relative to that in the current
de facto dollar peg. First, the likelihood of currency misalignment is reduced
since the Oriental is a float vis-à-vis other major currencies. Second intraregional
beggar-thy-neighbor moves will disappear as an option. This is important, since
price and output response to change in exchange rate is considerable (Kawai and
Takagi 2001) and the temptation to shirk is high. Third, intraregional misalignment, which is still possible in the current de facto peg, will cease to exist. Thus,
intraregion-originated currency contagion ceases.
With greater regional monetary and exchange rate stability, the region becomes more attractive to FDI (Benassy-Quere et al. 1999). There will likely be a
reconfiguration of FDI shares compared to the status quo. Currently, the PRC,
with the largest market and strongest growth potential, gets most of the FDI going into the region ($20 billion by July 2001). ASEAN, incontrast, will suffer a
net loss of FDI in 2001 (Hanoi Minister’s Conference Communique 2001). A
currency union will serve to bolster the status of the weaker members of the union in the eyes of the world, especially as commercial integration shall have
occurred. Thus, the currency union will confer a reflected attractiveness to
weaker members. This will raise the share of weaker members in total FDI entering the region. The dampening effect to the reflected attractiveness is the quality
of infrastructure in the weaker members. No fiscal transfers for infrastructure upgrade, as happened in Europe, are envisioned.
The presence of an institutional infrastructure designed to support the
Oriental, ACB, and Asian Monetary Institute will have a knock-on effect on mac-
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roeconomic and financial performance of weaker members leading toward
quicker assimilation of and a convergence to best practice, especially in the allimportant financial sector and in the fiscal sector. This will, on one hand,
strengthen the monetary union (which improves with some macroeconomic coordination) and, on the other, improves the growth prospects of the monetarily
weaker members. Endogenous convergence of OCA criteria will be served
(Frankel and Rose 1997, Rose 2000).
We suspect (as does Madhur 2001) that the benefits of a currency union in
EA could be grossly underestimated due to a lack of proper appreciation of endogenous OCA convergence. Rose (2000) shows, using a gravity model, that
intraregional trade rises by 300 percent with the introduction of a currency union.
There should also be a convergence toward shock symmetry (Frankel and Rose
1996). Danthine et al. (2001) report that on almost all counts, the EMU has already altered the financial landscape of the Euro zone as transactions cost and
liquidity risk fall. Thus, benefits cannot be properly gleaned only from the current
arrangement because drastic policy changes tend to change behavior substantially. A case in point is how the Socialist relance in France was given up in
favor of staying with the EMS. How the labor market will adjust remains an open
question (Buti 2001).
The political will and cohesion associated with engendering the Union will
surely be brought to bear on the world political stage. Fora such as WTO, IMF,
and World Bank, will feel the strength of a stronger East Asia—that is, if they
can find enough common ground to defend.
Members with the least credible monetary policy (and, therefore, the least
effective as instrument of policy) will gain the most. They are giving up something they do not already have. This clearly is happening to Italy in the case of
the Euro.
Overall inflation will fall in the region (Ghosh et al. 1997) and investment
may be higher. This may, however, reduce the incentive to pursue labor market
reforms (Sibert and Sutherland 2000, Cukierman and Lippi 2001).
2.

Costs

The loss of monetary autonomy means that the East Asian export-led
catch-up strategy (see Fabella 2000), which worked for East Asia very well before the 1990s—a dollar peg with persistent currency undervaluation, financial
market subject to state direction, less than complete capital account opening—is
no longer an option for the lagging members of the union. That lesson of history,
which the PRC is still trying to follow, will cease as an option. This is related to
Kawai and Takagi’s (2001) multiple objectives of exchange rate policy. In particular, rapid growth may have to be given up in favor of average growth.
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The great diversity of the membership could pose the biggest problem
(Kawai and Takagi 2001; see also Section V for a fuller treatment). A member
with a tradition of hard and credible fiscal and monetary policy may be tempted
to bolt to accelerate its own catch-up process a lá East Asian model, seeing that
the Union is, anyway, fully open to trade. It can, as an outsider, conceivably employ a beggar-thy-neighbor exchange rate policy against the union, which cannot
reply in kind because it has to cater to the demands of a very diverse group. Of
course, focused countervailing tariffs (as long as WTO-sanctioned) could still be
imposed on exports of exchange rate predators. This could be tricky if the predator competes heavily with one member, say Thailand, and buys heavily from
another, say, Japan. This decision to join also hangs on the eventual fate of EMU
outsiders, e.g., Norway, Sweden, and UK. Potential members may thus exercise
the opt-out option, which clearly has value under uncertainty.
The Colignon effect (Colignon 1999) will kick in: as intraregional exchange rate volatility expires, interbloc volatility will rise. This is due to the
adjustment burden being carried only by one price (the common currency), instead of by many. Thus, the transaction cost associated with a volatile exchange
rate will rise in intrabloc trade. This will have a further trade-diverting effect.
The Bayoumi effect (Bayoumi 1994) will also kick in. While member
countries are likely to gain due to reduction in transactions cost, economies outside the union will suffer a welfare loss due to a negative output effect coming
from possible reduced wage flexibility (see also Cukierman and Lippi 2001,
Grüner and Hefeber 1999). This reinforces the Collignon effect: volatility rises in
their exchange rates. This, of course, is one motive to become a member of the
union, and a threat to potential bolters. (It may also explain Australia and New
Zealand’s unease with Asean+3).
Again, the diversity of the membership can work against it. Japan is already the second largest economy in the world and should be expected to demand
a disproportionate role. The PRC will conceivably be the largest economy in the
world by 2020 if it continues to grow at the current rate, and should be accordingly accommodated. At given union exchange rate, reflecting the average
competitiveness, Myanmar may be having a huge current account deficit, which
it can address only with fiscal austerity. Since fiscal federalism is slight or absent,
Myanmar may have to go into a deep recession with dire political consequences,
leading to temporary suspension of membership. Thus, the economic diversity of
the currency-unified region stands in the way of its sustainability even as it stands
in the way of its realization in the first place. Just as in every country with political integration, an opt-out option may be exercised by a province or region when
the political thresholds are breached, so will it be more readily exercised in a currency union without political integration.
The issue of diversity in economic development and financial sector diversity argues for a two-speed or three-speed monetary integration with, perhaps,
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Hong Kong, China; Japan; Korea; Singapore; and Taipei,China on the first OCA
boat (see also Section V).
V. NONECONOMIC HURDLES AND PURSUIT ARCHITECTURE
FOR ASIA’S MONETARY UNION

This section compares the advantages of Euroland over East Asia and suggests features of a possible pursuit architecture.
A.

Euroland’s Undue Advantages

1.

Integrationism vs. Nationalism

Whether the European Monetary Union will prosper or founder now becomes one of the most intriguing political and economic questions of the first
decade of the new century. The Gold Standard, at the peak of its hegemony at the
dawn of the last century, breathed its last before two decades was up. The EMU
will decide the battle between the integrationist tradition and nationalism. It is the
latter complexed with imperialism that many believe produced the FrancoPrussian War in 1870, the Russo-Japanese War in 1904, the First World War, the
Second World War, and countless other wars that mocked the achievements of
the 20th century. This was the credo of the famous Ventotene Manifesto authored
by one of the fathers of European federalism, Altiero Spignelli (Yergin and
Stanislaw 1998). The increasing surrender of national sovereignty to global cooperative endeavours—inherent in the denationalization of money in the EMU
and deeper inroads of WTO—will, if it proves robust, distinguish the 21st from
the 20th century.
2.

War

The EMU is historically unparalleled in that it seeks a monetary union in
the absence of a political union among countries that have a proven record of
economic success. Monetary union in the US came only in 1788 after political
union had been cemented. Monetary union in Germany came only in 1871 after
Germany had thrashed France and long after the Zollverein got going in the
1830s. Italy’s monetary unification came only in 1893 after its political integration in 1861 (Eichengreen 1996). And some currency unions could not survive
political disintegration, e.g., the Russian ruble area.
A fundamental reason, observes Goodhart (1995), why states cling tenaciously to monetary autonomy is war. If war between distinct nation-states is
inevitable, then the power to print money and the resulting seigniorage it confers
is crucial. It is, after all, the “revenue of last resort” (Goodhart 1995). Political in-

M ONETARY C OOPERATION IN E AST A SIA : A S URVEY 23

tegration dissolves the nation-states and reduces the likelihood of war (the Ventotene Manifesto thesis). It also improves the prospect of a fiscal federalist solution
to idiosyncratic shocks, of which border wars are an example. Thus, monetary
autonomy is more readily given up after political integration, rather than before.
European integration has always drawn strength from one overarching
political enterprise: maintaining Europe as a “zone of peace.” This was Jean
Monnet’s answer to the enduring German question: only in the economic embrace of Europe will Germany flourish, not only for herself but also for her
neighbors (Yergin and Stanislaw 1998). Chabot (2000, 63) does not exaggerate
when observing that “…the legacy of armed conflict in Europe plays a crucial
role in the process of European integration.” Although political integration may
not be necessary for monetary union, as Eichengreen argues, some monumental
political project must proxy for it (see Kamppeter 2000 for an excellent discourse
on the political imperative behind integration). While there are other uniquely
European threats that reinforced the integrationist movement, the prevention of
war was clearly the most decisive.
3.

Other Historical and Intellectual Antecedents

That most of Euroland used to be part of the Roman Empire and Pax
Romana, greased along by durable Roman roads and imperial coins (denarii), is
still viewed today with some nostalgia. Most European languages have absorbed
and assimilated the polysyllabic concept words of Latin, which was, for centuries, the language of formal discourse in the Holy Roman Empire. Roman Law
lives in Europe’s legal systems. Christianity, in various guises, is the dominant
religion of worship even as every member state is avowedly secular. All of Euroland uses one written script: Roman.
Member states exhibit various hues of the welfare state-mixed economy
model consciously embraced during the Cold War as a middle ground between
the US’s market capitalism and the Eastern Bloc’s socialism (Yergin and
Stanislaw 1998). One Eurail pass can get a tourist from one end of Europe to another; one Scheingen visa opens border entry everywhere. A common musical
tradition allowed the adoption of Beethoven’s Symphony No. 9 (Ode to Joy) as
Euroland’s anthem. Not to be sneezed at is the fact that Europe is already one big
soccer league with the UEFA Champions League at the forefront.
The intellectual advocacy of a Pan-European entity has a long proud tradition: Bentham, Rousseau, Saint-Simon, Victor Hugo, the Pan-European Union
and, of course, Monnet, Adenauer, Delors and Spinelli. Jean Monnet was an
especially auspicious accident. He was French, held a British special citizenship
signed by Churchill, and was admired in France, UK, and US for his war effort.
These are comfortable promontories from which to launch a deeper European
integration. They are simply unparalleled elsewhere.
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4.

Skepticism

And yet, skeptics are not lacking. Concludes Obstfeld (1998, 30): “Along
several key dimensions, Europe is not ready for EMU, and the Euro zone’s future
economic performance and political cohesion are more than usually uncertain.”
Feldstein (1997) argued that an indefinite postponement is the better part of wisdom. The pro-EMU’s rejoinder for a go-ahead are: (i) to prepare completely
would postpone EMU indefinitely, and (ii) endogenous convergence will fill the
remaining gaps. Argument (i) is the spot on which Obstfeld concedes and reflects
one proto-Eurolander’s, Kant’s, dictum: “Perfection is the greatest enemy of
good”. The second argument has a good deal of empirical support (e.g., Rose’s
2001 “times three” trade effect).
B.

East Asia

1.

Diversity

By contrast, East Asia’s multilevel diversity has little parallel elsewhere.
It embraces all major religions: Christianity (Philippines, East Timor); Islam
(Brunei, Indonesia, Malaysia); Buddhism (Cambodia; Hong Kong, China;
Singapore; Taipei,China; Thailand); Communism (PRC, Viet Nam); and Taoism
(Japan).
As linguistically varied as Europe, it has the added burden of a multiplicity
of scripts: Thai, Roman, Hiragana, etc., although the use of Chinese kanji characters dominates the region.
Although most East Asian states swear by the market economy, their governments range from military junta to central committee, to many hues of
electoral democracy. Some of these subscribe to an official state religion while
some are secular.
The East Asian region has a representative in every level of development,
from the elite among OECD members to bottom dwellers of the poverty ladder.
In terms of size, East Asia has the largest country (population) in the world
and some of the smallest. How will voting rights be apportioned between East
Timor and the PRC?
More interestingly, while some countries (i.e., the old and new tiger
economies plus the ASEAN-4) are in the convergence circle (in the growth economics sense), others are still out of it. In contrast, all of Euroland was clearly in
the convergence circle (Barro and Sala-i-Martin 1995).
The financial sectors of East Asian economies also display every level of
sophistication, from the highest to the nonexistent.
Many of these nations are postwar neonates with varied colonial pasts.
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2.

Fears

While one can argue that these cultural and developmental distances occur
in comparable degree in some countries, say India, the regions in these comparators were never given the option of entry. Their monetary union was predicated
on political union. Indeed, the media-fed experience in East Asia is more opt-out
than opt-in: Bangladesh; East Timor; Taipei,China; (Hong Kong, China had no
choice) and trouble spots in India, Indonesia, and Philippines. The one overarching communist threat that existed during the Cold War, which spurred
SEATO and the ASEAN into action, has petered out. The post-Asian Crisis’ “fear
of Soros” drummed up by Prime Minister Mahathir of Malaysia is not generally
shared.
One legitimate spur to deeper integration is “fear of Fortress Europe and
NAFTA,” which was the original wellspring of greater integration in East Asia.
Another fear, which is palpable among businessmen in the rest of the region, the
“fear of the Mainland China”, is a distant equivalent of the German question in
Europe, and may be similarly exploited.
Overall, the near-term prospect of a monetary union is hazy at best. But
that should not deter the pursuit. If the EMU teaches one thing, it is that the pursuit of monetary union is already very beneficial to those involved, in that it
forces members to satisfy macroeconomic criteria that are very stabilizing.
C.

Pursuit Architecture

East Asia may indeed be too varied for a monetary union to be politically
feasible in one go. There are many ways to pursue that end:
1.

Multispeed

Certain subsets of East Asia have always appeared as natural OCA candidate. Countries in East Asia that are in the convergence circle (Japan; Korea;
Taipei,China) are prime candidates. These can conceivably go ahead and push for
deeper integration. They also have something in common: the so-called Confucian tradition. The rest, like the ASEAN, can try arrangements lower in the
cooperative ladder. Convergence criteria can be set for still others to enter the
monetary union later, which is how the expansion of Euroland to the East is envisioned. Euroland’s experience shows that this “race to the union” has a
tremendous salutary effect on candidate countries’ economies.
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2.

One-Rung-at-a-Time

“Rome was not built in a day,” goes the saying and the incremental path,
though perennially underappreciated, is the best way to go. The PRC’s incremental trek to the market economy, which contrasts starkly with Russia’s “Big
Bang”, is a positive endorsement of incrementalism. In this regard, Williamson’s
common basket peg or BBC is the next best rung in the cooperative ladder.
Again, the multispeed strategy is in order.
3.

Economic Versus Physical Geography

While political integration is largely based on physical geography, economic and monetary integration pays greater obeisance to economic geography.
With physical distance shrinking and every wired point on earth becoming electronically equivalent by Internet distance, there is no reason that physically
distant countries cannot be part of one currency union. If the OCA criterion on
asymmetric shocks is met and some cooperative instrument serves up some fiscal
federalism, one needs less factor mobility to ease idiosyncratic shocks. Contiguity need not be the deciding factor.
D.

The Mundell-Fleming Imperative: The Debt Service Pass-through

If open capital accounts remain sacrosanct in every future monetary
arrangement in East Asia, then it is imperative for sustainability that the MundellFleming consistency rules be carefully observed. This would involve mechanisms
that would reign in the temptation to abuse the remaining (and effective) fiscal
instrument in a monetary union. This was the downfall of the classical gold standard and eventually the Bretton Woods system (see Section VI). The problem is
not, as in those previous systems, the monetization of fiscal deficits, which
directly plays into the hands of the Mundell-Fleming impossible trilogy but
which is rendered unfeasible. The problem is overborrowing, rendered easier by
the following: (i) a bigger financial market to draw from; (ii) on, for the same
reason, cheaper terms; and (iii) greater credibility due to union membership. The
lesson of the Argentine crisis, coming as it did after the adoption of the currency
board and subsequent overborrowing, looms very large.
Overborrowing in Mundell-Fleming with a unilaterally stabilized exchange
rate peg raises domestic interest rates, and draws in capital until the risk of default sets in to nullify the interest arbitrage. This can happen as the economy
approaches full capacity, which then reduces the incremental capacity to service
incremental debt. The government in this case is really incurring foreign debt in
the guise of domestic debt (which is virtually foreign in view of the peg) to
finance fiscal spending. When the debt burden (in domestic money) becomes
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very heavy due to the incapacity to raise further domestic resources through domestic taxes, the temptation to tax outsiders invested in domestic assets rises.
Thus, the credibility of the peg tumbles and the system is in danger of collapse.
This makes fiscal prudence a Mundell-Fleming consistency rule. This also explains the eventual collapse of the Gold Standard and Bretton Woods.
In a monetary union, overborrowing does have a similar systemthreatening effect. When a member overborrows in common currency to an extent beyond its taxing power to service, it courts a default. If it defaults, it now
threatens to tax foreign and union member holders of its common currencydenominated bonds or bills, which will force member countries to organize a
package of rescue. Thus, it still taxes other members of the union. If no such
package is forthcoming, it may default on its debt and other countries may be
forced to finance a bailout (De Grauwe 2000). If no bailout ensues, the member
may opt-out in order to institute an exchange rate consistent with the debt and,
with a devaluation, grab market share from its neighbors, thus, earning foreign
exchange to service the debt. In a more circuitous way, it passes on the burden
partly to other member countries. Thus, prudential rules on fiscal behavior, such
as the “Growth and Stability Pact” in the EMU, are imperative in the MundellFleming sense. This prevents, not the monetization of fiscal deficits, but the
moral hazard-bearing “debt-service pass-through.”
We discuss in the next section how the Mundell-Fleming consistency rules,
whether observed in compliance or in breach, impacted on the fates of previous
international monetary arrangements.
VI. INTERNATIONAL MONETARY ARRANGEMENTS
AND THE MUNDELL-FLEMING CONSISTENCY RULES:
LESSONS FOR EAST ASIA

We present a brief review of the last century’s international monetary
arrangements and the lessons they serve up to current efforts toward the monetary
architecture of the 21st century, including monetary cooperation in East Asia. Our
evaluation of competing arrangements for cooperation East Asia was heavily
informed by these experiences.
A.

The Classical Gold Standard

A hundred years ago, few questioned the supremacy of the gold standard
and fewer still seriously dared propose an alternative. The notable exception was
the Norwegian economist Knut Wicksell who in 1898 published the classic Interest and Prices, attacking the tyranny of the gold standard. As the first truly global
monetary arrangement, the gold standard had, after all, for the past 50 years performed remarkably well in the core European countries, although rather less well
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in periphery countries especially in Latin America. It had the well-known deflationary bias but it was really the only game in town.
1.

Features

The gold standard exhibited the following features (see, e.g., Eichengreen
1994):
(i)

free convertibility of the domestic currency into gold at a fixed
parity;
(ii) free flow of gold shipments and other capital assets across borders;
(iii) the initial parity was set independently by participating countries;
(iv) exchange rates stayed in a virtual target zone defined by “gold
points” (a “band” defined by transactions cost of gold shipment,
freight, and risk insurance);
(v) monetary policy was anchored purely on maintaining the fixed parity, i.e., money supply was strictly limited by gold reserves, a system
dedicated to “hard money”;
(vi) temporary suspension of convertibility when under severe pressure;
(vii) regime-preserving cooperation (Kenen 1990) involving direct lending of gold or discounting bills among core countries in case of
distress was informally observed;
(viii) enforcement mechanism was the specie flow; irresponsible behavior
was punished by gold outflow; and
(ix) in practice, silver was also used in lieu of gold.
2.

Benefits

(i)

The gold standard together with steam transport presided over the
explosion of global trade and investment for five decades from
1860-1913, the so-called “belle epoque” (Williamson 1997). It did
so by maintaining a stable and predictable system of exchange rates,
which greatly facilitated trade and investment. The economic miracle of Post-Meiji Japan (1870-1900), anchored as it was on global
trade and investment, can be partly traced back to the gold standard
and its facilitation of comparative advantage (Fabella 2001).
Countries were forced to operate by the principle of comparative
advantage. Argentina became rich exporting beef and wheat.

(ii)
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3.

Cost

(i)

As the gold standard facilitated global trade, countries were forced
by comparative advantage to specialize, which meant a decimation
or even annihilation of many traditional industries (textile weaving
in Japan gave way to cheap textiles from Bombay and Manchester).
Since the gold standard was a unilateral exchange rate stabilization
regime, devaluations were often resorted to, not only to respond to
fundamental disequilibrium but for predatory beggar-thy-neighbor
and mercantilistic objectives.
The gold standard had a second obvious flaw. Since global liquidity
depended on gold supply, and this was not growing apace with
global transactions, the gold standard fostered a global price deflation.

(ii)

(iii)

4.

Sources of Success

Feature (5), providing a temporary escape clause, and Feature (6), providing an episodic rampart against exit during exceptional circumstances, gave the
gold standard a flexibility, which allowed it to withstand adverse market pressures (Eichengreen 1994). But there were other more compelling reasons for its
success in the core European countries.
a.
(i)

(ii)

The Core Europe

The whole second half of the 19th century was remarkable for the
laissez-faire attitude that governments adopted with respect to their
domestic economies. It would not be too far-fetched to say that
within their domestic political borders, governments acted like the
Smithian state: they got busy providing the scaffoldings of national
progress and power such as railroads, sea ports, and rule of law, and
allowing the market a lot of (some say “too much”) operating room.
Governments generally operated by the “balanced budget” rule and
the public sector was relatively small. Tax revenues required to
finance the scaffoldings of progress were boosted by rents generated
by the “imperialist enterprise,” which was, on the one hand, the ugly
side of the belle epoque, and on the other, what kept governments
busy and removed from domestic market meddling (see also Streeten
2001). Thus, overall fiscal policy was very conservative (Eichengreen 1994).
The link between domestic economic outcomes, such as unemployment and monetary policy was not yet clearly understood. The
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(iii)

(iv)

(v)

(vi)

temptation to use money supply to alter domestic economic outcomes was discouraged by the “quantity theory of money”, which
related money supply only to prices (Skidelsky 1996). This resulted
in largely unpoliticized and, therefore, credible monetary policy.
The gold standard itself was a monetary arrangement that every
pedestrian observer or citizen would consider intuitive and reasonable: the amount of paper money in circulation was backed by gold
reserves and this meant that money supply was removed from any
discretion. It was a thoroughly rule-based monetary policy. Convertibility into gold made the money one held valuable. Tamper with
money supply and the paper in one’s pocket stood for less (in gold).
The combination of fiscal restraint and consistent popular expectation meant that monetary authorities had tremendous credibility in its
commitment to hard money.
The right of suffrage was either absent or limited, implying that the
constituency against the cost of macroeceonomic fluctuation and adjustment, such as unemployment and falling nominal wages
(inflation not being yet a problem) in a largely deflationary world
was weak (Eichengreen 1994). Furthermore, labor unions were only
a gleam in some people’s eyes. Such supply side spectacles as the
Matsukata deflation in Japan in the 1880s were possible without
intolerable social unrest if with considerable suffering for the poor.
Borders were open and migration was the most resorted-to coping
strategy. Citizens boarded steamships and moved across oceans
rather than challenge the local authorities over domestic policies, a
fact which diffused really potentially explosive adjustment situations
(Williamson 1997, Streeten 2001).
As long as money wages were downwardly flexible in view of
(iv), the deflationary bias of the gold standard can be managed.

The ingredients for the success of the gold standard in Europe fitted in well
with Mundell-Fleming rules. Open capital accounts, fixed exchange rates, dedicated and credible monetary policy, fiscal conservatism, and high social tolerance
for real sector adjustments—these constituted a consistent set of circumstances in
the Mundell-Fleming paradigm. Fiscal policy, the instrument of adjustment in
this case, would be effective at raising output and employment but only where the
economy is at less than full capacity. When wages are flexible, near full employment is more likely and fiscal activism only results in disruptive inflation that
threatens the peg. The economic environment confirmed largely the quantity
theory of money.
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b.

Periphery

Why did the gold standard work less well in the periphery? The evidence
of this was the frequent suspension of convertibility in Latin America
(Eichengreen 1994). In Latin America, fiscal restraint was the exception rather
than the rule. Budget deficits were repeatedly monetized and convertibility had to
be continuously suspended. Both in Latin America and the US, landowners who
exported pined for greater domestic revenue per unit of export. The Civil War
and consequent fiscal pressure threatened the US commitment to the gold standard. War would continuously challenge the fiscal resolve of member countries.
c.

Collapse

Why did the gold standard finally collapse? The turn of the century ushered in what the British Broadcasting Company aptly termed “People’s Century”.
The working class began to flex its muscles in earnest. Revolutionary fervor had
erupted and, in Russia, it made a violent turn. Suddenly, painful real sector adjustments can no longer be as easily hung on the shoulders of the poor and the
workers. The capacity of the gold standard to absorb market pressures slowly
eroded. While wars have always threatened the gold standard (e.g., US Civil
War), the First World War forced warring governments to violate every and all
fiscal limits by running the printing presses, which broke the back of the system
in Europe.
After World War I, governments all over the world, forced progressively to
give up activism in the imperialist front, began to reject laissez faire in favor of
expansionist activism in the domestic front to cope with growing unemployment
and monetizing fiscal excesses was the main weapon. As people began to realize
that the interest rate directly influenced unemployment and paper money need not
be backed by gold reserves, a sure legacy of war, the clamor for aggressive monetary policy began and the unpoliticized and credible monetary policy ended. As
nominal wages became inflexible, inflation became a weapon to reduce the real
wage and reduce unemployment. The lesson in reverse was brought home in the
UK, which returned to the gold standard in 1925, implying a revaluation of the
pound sterling, which was deflationary. The unemployment that followed as the
UK lost competitiveness and nominal wages would not fall triggered The Great
Strike of 1926 (Skidelsky 1996). J.M. Keynes’s ideas of the 1930s acquired a real
world niche as the gold standard lost its moorings.
d.

Lesson

The gold standard was evidence that a pegged exchange rate system is
viable given favorable and consistent circumstances and expectations and on con-

32 A SIAN D EVELOPMENT R EVIEW

dition that the Mundell-Fleming rules are abided by. In five decades to 1900, this
was the case. It was largely an uncoordinated Nash equilibrium with states latching on to it as a way of getting on the global trading superhighway. When the
political circumstances began to shift engendering inconsistencies, the system
began to totter and fall.
e.

Aftermath

The post-World War I monetary arrangement consistent with new and confused realities involved first the floating rate system that freed monetary policy to
target domestic goals and enshrined it as a political instrument. For a while, it
seems that monetizing the fiscal deficit was the very anchor that it was designed
to target, and rampant price inflation and even hyperinflation was the harvest.
The new gold standard that replaced the floating rate system, which the UK
embraced in 1925, faced the same contradictions that the old one did in its dying
days—a highly politicized monetary authority and a diminished real sector adjustment capacity. With the onset of the Great Depression, the strains became
unbearable and it collapsed in 1931. The aftermath, still plagued by unemployment, became prey to beggar-thy-neighbor devaluations and mercantilist
interventions. Western countries and their trading partners plumbed the depths of
unemployment and misery. This was the long shadow that the Great Depression
would cast on subsequent developments.
B.

The Bretton Woods Agreement

The chaos of the 1930s made a new global monetary system imperative
and the end of World War II with the unquestioned dominance of the US economy gave the idea impetus. The gold-dollar standard, also known as the Bretton
Woods system was adopted in July 1944. It largely reflected the Keynesian world
view, although the formal structure was more the Harry Dexter White plan than
Keynes’ Clearing Union (Boughton 1998).
1.

Features

(i)

The US dollar was the anchor currency; it was pegged to gold and
thus was, in theory, convertible to gold. The US was to maintain a
level of gold reserves against its money supply multiplied by the dollar’s gold content defined on 1 July 1944.
Member countries declared par values of their currencies against the
US dollar (and a priori against gold) and agreed to maintain these
par values within a plus or minus one-percent band.

(ii)
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(iii)

Member countries maintain reserves in US dollar (which, in theory,
was convertible to gold).
(iv) In cases of “fundamental disequilibrium”, countries can abandon
parity with the US dollar provided: it consulted with the IMF; (b)
obtained its agreement on the course of action; and became ineligible to Fund resources in case of nonconcurrence by the IMF. The
IMF was thus the lynchpin for international monetary cooperation.
(v) The IMF was mandated to support currencies under attack. Member
countries could draw up to 125 percent of their subscribed quotas in
their own currencies and in gold. Drawings were governed by conditionalities and repayment period was three to five years. To bolster
the distress-coping mechanism, standby arrangements for financial
assistance could be obtained in advance of a crisis.
(vi) Other off-IMF ancillary mechanisms (the Basle Agreement, the
London Gold Pool, the General Agreement to Borrow, SDR) were
established to support participating currencies in distress.
(vii) Capital mobility was limited and capital controls by domestic
economies was not only allowed but encouraged. Thus, the current
and capital account were largely regulated. This reflected the
Keynesian bias toward the deployment of fiscal deficits to pursue
full employment.
(viii) A seigniorage problem that becomes acute when the anchor currency
(US dollars) weakens is a permanent and corrosive feature.
2.

Benefits

The Bretton Woods System, together with the General Agreement on
Trade and Tariffs (GATT), paved the way for the post-World War II recovery of
world trade and economic reconstruction that was unprecedented in history in
speed and scope. Meant to exile the chaos and predation of the 1930s, it worked
very well indeed for two decades after its inception. The predictability, which became once again the hallmark of the world monetary system, was known only
during the time of the classical gold standard. It was for some (Streeten 2001, The
Economist 1999) another monetary golden age. How the Bretton Woods system
worked so well for those years deserves comment.
While both the Gold Standard and Bretton Woods underpinned rapid world
trade growth, Bretton Woods was less conducive to the operation of the Law of
Comparative Advantage than was the Gold Standard. The reason was Bretton
Woods’ encouragement of capital controls, which, by staying the hand of
Mundell-Fleming’s impossible trinity, allowed monetary policy, despite the peg,
some free space to target domestic goals. This latter was predominantly “industrialization” in the import substitution sense in LDCs. In the recovering developed
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countries, this took the form of the capture of “the commanding heights” of the
economy through nationalization and public ownership (Yergin and Stanislaw
1998). The weapon was, once more, monetized fiscal deficits.
The Second World War was generally viewed as the empirical vindication
of the Keynesian revolution (Skidelsky 1996). It showed that full employment
could be achieved through fiscal activism without inflation. The postwar period
was therefore dominated by full-employment as the principal state goal in the
West exemplified by the Employment Act of 1946 in the US and rapid industrialization in the third world countries. Keynes’ The General Theory of
Employment, Interest, and Money (1936) focused on the relation between monetary policy and output and employment. The classical quantity theory of money
of Marshall, by contrast, related money to prices but not to employment. Full employment became viewed as the state’s principal preoccupation now that the war
mobilization had shown it to be doable and Keynes had shown precisely how to
do it without inflation. Why not, indeed, in peacetime?
The collapse of industry and infrastructure and the demobilization of millions of fighting men after the war was clearly a fertile ground for Keynesian
deficit finance to work its magic no less than the prostrate landscape of the prewar depression was pregnant soil for war-related fiscal activism. The fiscal
activism in the service of infrastructure restoration was not only demand-pulling
but also supply-pushing in this circumstance. Thus, it could not manifest itself in
rising prices until the perceived full capacity, proxied by prewar levels, is
reached. Consequently, a combination of perceived excess capacity and the residue of war psychology abetted by an aversion for unemployment muted the
impact of monetized fiscal deficits during the reconstruction and recovery. Both
came to an end by the 1960s.
3.

Causes of Collapse

The Bretton Woods System collapsed in 1971 when the US rescinded the
convertibility of the US dollar into gold. The demise had multiple parentage:
(i)

(ii)

The Viet Nam War triggered the breaching of fiscal restraint in the
US, which led to inflation and to the weakened US dollar. By contrast, the Truman and Eisenhower Administrations were fiscal
conservatives. This led to doubts about one of the pillars of Bretton
Woods—the convertibility of the US dollar, which was the anchor
currency.
The convertiblity of the US dollar was itself at the heart of the
Triffin Paradox (Triffin 1957). The world needed more liquidity to
accommodate rapid postwar growth. In the Bretton Woods system,
this meant more US dollars and a priori more gold reserves, which
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(iii)

(iv)

(v)

(vi)

was seriously lagging behind. This was a principal drawback that
Bretton Woods shared with the classical gold standard. If the requisite dollars were to be made available, without proportionate rise in
gold reserves, the dollar convertibility will erode. More dollars led to
soft dollars.
The worries about the stability of the US dollar also raised the issue
of seigniorage, which the US owned as the source of the anchor currency. This was not a problem as long as the US dollar was strong as
it was under Truman and Eisenhower, who were fiscal conservatives
(Skidelsky 1996). When the US dollar weakened, questions arose.
The US can reduce claims against itself denominated in dollars by
simply printing more of greenbacks. Charles de Gaulle of France
called this the United States’ “exorbitant privilege” (Eichengreen
1994). France itself tried several times to convert its dollar holdings
into gold.
At the same time, the mobility of capital across borders was growing
despite the controls (Obstfeld 1993), suggesting a growing inconsistency with activist monetary policy in aid of activist fiscal policy
and the peg to the dollar. The credibility of monetary authorities in
thrall to political authorities was low. This confluence of forces became acute two decades after the Bretton Woods Agreement.
The end of the reconstruction period meant that the fertile ground for
fiscal activism was running into intensive margins. The scaffoldings
of the European welfare state, labor protection, and near full employment in the late 1950s meant that the money-price nexus of the
quantity theory of money was beginning to take hold. Fiscal deficits
meant more inflation rather than more employment.
This led to doubts about the Keynesian orthodoxy and a growing influence of the monetarist critique led by Friedman (1967) who
favored the float of the exchange rates.

Once again, the Bretton Woods system worked well as long as the Mundell-Fleming consistency rules were followed. When these rules were violated,
the system fell.
C.

Precursor of the EMU: The European Monetary System

In 1979, the EEC heads of state and the European Council established the
EMS, which, through the Exchange Rate Mechanism (ERM), governed exchange
rates in Europe until 31 December 1999. The EMS era can be divided into two:
the “hard” EMS from 1979 to 1993 (see also De Grauwe 2000) and the “soft”
EMS from 1994 to 1999.
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1.

Features of the Hard EMS

Each member country, in agreement with other members, adopted its exchange rate’s central parity against every other member country’s currency and
pledged to keep it within a target zone of + 2.25 percent (6 percent for later entrants, such as Italy). In practice, this multilaterally agreed parity was against
accounting money called the European Currency Unit (ECU).
The ECU was a weighted average of all the member country currencies,
i.e., ECU = SQiWi, where Qi is the fixed unit of i’s currency in the basket, Wi is
the weight of i’s currency in the basket, and where Wi = (Qi/Ei). Now Ei = S Ei,jQi,
where Ei,j is the bilateral exchange rate between i and member j. Ei is the value of
the ECU in terms of i’s currency, which is variable over time (Dorruci 2001).
Alteration of the central parity was allowed, in principle, but required the
agreement of all members who decide if the adjustment is required by balance-ofpayments disequilibrium.
It inherited the “snake’s” Very Short Term Financing Facility (VSTFF) to
enable members with weak currencies to borrow from members with strong currencies.
When a currency weakens and tests the ceiling of the zone against another
member’s currency, both countries are expected to intervene. When the French
franc weakened in 1982 against the deutschmark, the French franc was devalued
and the deutschmark revalued to keep the French franc in the EMS (Yergin and
Stanislaw 2000).
Capital controls were maintained, though rather loosely, and transparently
(e.g., taxes on holdings of foreign currency assets). France and Italy maintained
restrictions on capital mobility. This limited the play of the impossible trinity.
Then, from 1989, capital controls began to be abolished in the wake of the Single
European Act of 1987, drafted to usher a single market in goods, labor, and capital in Europe.
The target zone, within which currencies floated, allowed some monetary
policy autonomy for individual members.
2.

Costs and Benefits

Compared to the confusion of the largely unilateral exchange rate stabilization of the 1970s, the hard EMS succeeded in its mission to establish “a zone of
monetary stability in Europe.” But this was partly due to the existence of capital
controls.
In time, the deutschmark effectively became the anchor currency of the
ERM since the deutschmark was backed by the strongest economy in Europe and
a credible monetary policy that targeted inflation. In effect, the deutschmark was
independently floating against other major currencies as dictated by the famous
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n-1 problem, which states that only (n-1) exchange rates of n can be fixed
(de Grauwe 2000). This meant that if the deutschmark appreciated against the yen
and the dollar, which occurred after the Plaza Accord in 1985, other European
countries also lost competitiveness—part of the reason was that the other member
countries began to suffer current account deficits, which led to the ERM crisis in
1992-1993. But there were other reasons for the collapse.
3.

Why the Collapse?

The abolition of capital controls by the Single European Act allowed the
full force of the impossible trinity to bear on the ERM, which then became progressively inconsistent. When, as a result of German unification, the deutschmark
strengthened further as a response to high German interest rates and the now open
capital account, the strain became too heavy in 1992-1993 and the hard EMS collapsed. Italy and the UK were forced out of the EMS in 1992.
German unification and its monetary management (viz., the one-to-one
exchange between the deutschmark and the ostmark) forced a fundamental fiscal
imbalance that could not be accommodated within the zone that the initial parities
adopted in EMS I. Note that the German Bundesbank under Otto Pohl opposed
the one-to-one exchange as incompatible with the Bundesbank’s role of anchor
currency issuer (Yergin and Stanislaw 1998).
The collapse of the hard EMS paved the way for soft EMS.
4.

Features of the Soft EMS

The aftermath of the 1992-1993 crisis saw the ERM target zone for the
remaining countries widen to + 15 percent. This became known as the “soft”
ERM.
The European Monetary Institute (EMI) was established in 1994 to shepherd the second stage of the movement to the EMU (the first stage being
husbanded by the Single European Act of 1986). The EMI was envisioned to
morph into the European Central Bank in the event of the EMU.
The Maastricht Treaty of December 1991 established the convergence
criteria on inflation, interest rate, exchange rate stability, and sustainability of
fiscal position, viz., the public debt and deficit ratios for inclusion into the single
currency club. The convergence criteria became inextricably associated with
EMS II.
5.

Benefits

The wider band meant a greater capacity to diffuse market pressures. The
parity realignment meant a factoring in of the new German reality. The immedi-
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ate concern was that the greater integration envisioned in the Maastricht Treaty
may be jeopardized if greater exchange rate volatility ensued. The greater volatility never materialized and, indeed, volatility after the soft ERM was as good, if
not better, than before. The reasons were:
The general economic growth situation was vigorously upward, which improved the fiscal deficit picture everywhere (Chabot 2000).
The overall effort to meet the Maastricht criteria created an environment of
robust monetary policy, which limited exchange rate volatility. Thus, the macroeconomic environment was once again congenial to the Mundell-Fleming
consistency rules.
The soft ERM successfully paved the way for the EMU.
D.

The Plaza-Louvre Accords

The post-Bretton Woods era was one of monetary confusion. In 1972, after
a period of free float, the EEC established the “snake in the tunnel” system,
which involved holding EEC exchange rates within narrow bands, with the US
dollar as anchor currency. It also created the “Very Short Term Financing Facility” (VSTFF) to help support member currencies in distress. This, however,
collapsed in 1973. The first oil price explosion and the countercyclical response
may also have something to do with its demise as the narrow bands could not be
sustained. After the “snake”, countries struggled to stabilize their exchange rates
unilaterally and a period of heightened volatility followed.
In the early 1980s, the dollar, yen, and deutschmark were allowed to float
against each other. The dollar rose precipitously due to the determined antiinflation assault by the Volcker’s Federal Reserve System. The turmoil led to a
meeting in September 1985 where the G-5 countries agreed to cooperate toward
the depreciation of the US dollar. The yen rose from Y245 to Y145 to a dollar by
1987. The Louvre Accord in February 1987, judging the dollar depreciation sufficient, then established an exchange rate stabilization system. The currencies’
current levels were to be held within a reference range: a narrow margin of +
2.5%, beyond which individual country intervention is to be made and a wider
band of + 5%, beyond which countries were obligated to intervene in concert
to restore parity. However, disagreements over the size of the US budget deficit
and the stock market collapse in October 1987 (which forced the Fed to lower interest rate, thus, further weakening the US dollar), led to the accord’s demise
(Eichengreen 1994).
Once again, conflicting interests, i.e., Germany’s pursuit of a strong
Deutschmark implying a higher German interest rate and US stabilization imperative, in the face of rapid capital mobility and open capital account planted
Mundell-Fleming inconsistency in the Plaza-Louvre Accord.
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VII. CONCLUSION

Monetary cooperation in East Asia is in its infancy. Unilateral stabilization,
still the rule, is now augmented by the Chiang Mai Initiatives (swap and repurchase arrangements) and cooperative surveillance and monitoring mechanisms.
The exchange rate regimes of crisis countries appeared to have reverted somewhat to the de facto dollar peg of the precrisis era from initial float but with a big
difference: The implicit bands appear to be much wider, allowing greater leverage against market pressure. This mimics the wider band of the “soft EMS” after
the 1992-1993 ERM crisis, which was rather successful in the run-up to the
EMU. The implicit weight attached to the US dollar may also have weakened
with the Euro looming larger. The ease with which the oil price shock of 2000
was handled attests to the relative robustness of the new arrangement. It still has
many drawbacks, which later may become critical. It is vulnerable to US dollar
appreciation. Being unilateral, it is subject to “competitive devaluations.” With
greater flexibility comes greater elbow room for monetary activism, which has
historically been the source of breaches of the Mundell-Fleming rules.
Proposals for more cooperative monetary arrangements have been made.
Some of them are viewed as transitory to the more ambitious monetary integration, the Asian Monetary Union. Among these proposals, the Williamson
common basket peg or BBC has attracted the most comment and commendation.
It seeks to correct one drawback of the current arrangement, viz., vulnerability to
realignments among major currencies. In the process, it whittles down the room
for competitive devaluations. The only political hurdle involves subscription to a
common set of weights that involves a surrender of idiosyncratic exchange rate
response to shocks. The Asian Monetary System proposal, closest to the
European “soft EMS,” has the advantage of a good track record as a transition to
a monetary union. It also involves greater cooperation and surrender of national
sovereignty, and thus greater political will among members. Members have to
give up unilateral stabilization with multilateral determination of central parity
and the width of a target zone. It is vulnerable to major currency movements. The
“Yen block” proposal mimics the later stage of the “soft EMS” when the
Deutschmark became the virtual anchor. It has also the drawback of being vulnerable to major currency realignments. But the major stumbling block is the
current troubled state of the Japanese economy and financial sector.
Then there is monetary union. One can argue on pure economic calculus
that some strict subsets of East Asia are obvious OCA candidates. That their credentials are as sterling as Euro zone’s eleven is borne out by a review of the
evidence on various OCA criteria for East Asia. As in the case of the EMU,
which is the paramount trigger and model of monetary union without political
union for East Asia, it is the collective political will of members that will drive
the union. The Euroland’s unfair advantage for the EMU is highlighted against
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East Asia’s drawbacks, mainly stemming from its unparalleled developmental,
financial, sociocultural, and political diversity. The pursuit of a monetary union
need not be stumped by this diversity. If there is any lesson to be learned from the
long journey to the EMU, it is the ample benefits accruing to the members in the
cooperative pursuit itself.
The pursuit architecture should, however, reflect East Asia’s reality. It
should, for one, be multispeed, incremental, and dictated by economic rather than
physical geography. Most of all, it must adopt mechanisms that safeguard fidelity
to the Mundell-Fleming imperatives. Global monetary arrangements in the past
150 years have prospered or collapsed to the extent in which they observed these
rules either in compliance or in breach.
While the hurdles seem formidable for now, East Asia has a proven capacity “to compress time” (Madhur 2001). Post-Meiji Japan took only 40 years to
become a confirmed superpower and confound the collectively shared Western
sentiment on its prospect in the 1870s (The Currency of Japan 1881 as quoted in
Allen 1962).
Wealthy we do not think it will ever become: the advantages conferred by
nature with the exception of climate, and the level of indolence and pleasure of
the people themselves forbid it. They are a happy race and being content with
little are not likely to achieve much.
The Asian tigers, including Korea, whose prospects another famous Western observer, Gunnar Myrdal, grossly devalued, made OECD standards in
40 years. The PRC has taken only 20 years to astonish the world.
Better to heed the advice (as quoted by Yergin and Stanislaw 1998, 124) of
one very astute Western punter, the Iron Lady Margaret Thatcher, who improbably changed the course of the UK’s history: “The unexpected happens; you had
better prepare for it.”
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APPENDIX
Table 1. East Asian Forex Reserves Accumulation as Percent of GDP
Year

Korea Hong Kong, China Taipei,China Thailand Malaysia Philippines Indonesia Singapore

1996

6.5

41.4

31.5

20.7

26.7

12.1

10.6

83.7

1997

4.2

54.3

32.7

17.3

20.8

8.8

9.6

85.2

1998

16.2

55.0

32.6

25.7

35.0

14.9

23.0

99.9

1999

17.8

60.5

35.9

27.5

37.7

17.3

16.2

89.3

2000

21.0

65.8

36.4

26.0

32.6

27.4

18.5

82.2

2001(f)*

23.5

…

…

28.2

32.6

19.1

19.2

…

2002(f)* 23.9

…

…

28.0

32.0

20.3

…

…

… means data not available.
*(f) forecast
Source: Park (2001).
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Table 2. Shock Symmetry
Author

1. Eichengreen
and Bayoumi
(1999)

1
Supply
(Magnitude)

2
3
4
Demand High Supply
Trade
(Magnitude)
Shock
Structure
Correlation

5
Response
to ∆ REER

(1.0) EU
(0.5) EU
Asean 4* Correl.coeff.
(1972–1989) (1972–1989) J/SK/T
≈ EU
≈ EU

High**

≈ EU

2. Williamson
(1999)

>EU
(1990)

3. Goto
and Hamada
(1994)

>EU
(1990)

4. Kawai
and Takagi
(2001)

Asean + 3
Man/EX
80%

5. Kwan
(1998)

Price &
Output
High

>EU(1995)
47% total
(including
Japan)
(1990-1998)

Correl.coeff.
0.46

7. Bayoumi
and Mauro
(1999)

<EU
(Asean)

8. Oh
and Harvie
(2001)
9. Plummer
(2001)

6
7
Trade
Trade
Intensity Rivalry

Openness:
38%
>EU=17.2%
High Cross
Correlation of
GDP; Rising
(1960–1996)

* Except Philippines and Thailand.
** 5 of 8 principal rivals in the region.
Correl. means correlation
Coeff. means coefficient
Acronyms: J/SK/T
= Japan / South Korea / Taipei,China
IT / TT
= Intraregional Trade / Total Trade
MAN / EX = Manufacturing Export / Total Export
> (<)
= Better than (worse than)

EX correl.
Coeff.=0.60
Malaysia,
Singapore
(high);
Philippines,
Indonesia
(low)
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Table 3. Factor Mobility / Speed of Adjustment / Development
Author

Factor
Mobility

1. Eichengreen and Bayoumi
(1999)
2. Goto and Hamada
(1994)

Speed of
Adjustment

Finance
Sector

Development*
(Diversity)

Size*
(Diversity)

Very Large

Very Large

(2 years) > EU
(1972–1979)
High %
(Labor)

3. Moon et al.
(2000)

FDI/GNP =
1.75 > 1.59
= EU

4. Eichengreen and Bayoumi
(1999)

High
(Capital)

Very Diverse/
Fragile/
Opaque

5. Kawai and Takagi
(2001)
6. Bayoumi and Mauro
(1999)

> EU
(for Asean)

*Asean + 3

Table 4. Aggregate OCA and Maastricht Indices
1
Target
Variable

2
OCA Indexo
(Williamson Basket)

3
OCA Indexo
(Bilateral)

4
OCA
Criteria

1. Eichengreen
and Bayoumi
(1999)

ER Variability
(Bilateral)

<0.09*
(1976–1995)

>EU**
(1976–1995)

Significant
(1976–1995)

2. Banassy-Quere
(1999)

ER Variability
(Bilateral)

Author

Significant
(1986–1995)

3. Bayoumi
ER Variability
and Eichengreen
(Bilateral)
(1994)

EU87 = (J/SK/T)

4. Bayoumi
and Mauro
(1999)

ER Variability

EU87 > Asean95
> NAFTA
MERCOSUR

5. Oh
and Harvie
(2001)

Fiscal & Monetary
(Maastricht)

* Except for Indonesia.
** Except for Indonesia, South Korea, Philippines.
o
Bilateral ER Variability Explained by OCA Proxies.

5
Maastricht
Criteria

Fiscal (good)
Monetary (poor)
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Globalization, Growth, Inequality,
and Social Safety Nets
in APEC Economies
KYE WOO LEE AND CHANYONG PARK

This paper examines the forward linkage between trade liberalization and
economic growth, economic growth and income inequality, and income
inequality and economic growth, and inequality and social safety nets. It then
suggests the directions for strengthening the social safety net in APEC
member economies. The paper reviews major studies in recent years and
concludes that in many countries trade openness is associated with more rapid
growth, and economic growth with increased inequality. In addition, it shows
that inequality is harmful for growth, and social safety nets are necessary for
dealing with negative effects of growth engendered by trade and investment
openness.

I. APEC’S AGENDA: ECONOMIC OPENNESS AND GROWTH

The Asia-Pacific Economic Cooperation (APEC) is an organization that
pursues member economies’ growth and economic prosperity through economic
integration. All advanced member economies agreed to liberalize trade by 2010,
and developing economies by 2020. These give rise to two questions: How is
economic integration linked to economic growth and prosperity, and, why and
how are the social safety nets related to economic integration and growth? These
are the main topics in this paper.
Using a review of empirical studies to date, this paper will, first, show that
there is a forward linkage between trade liberalization and growth, between
growth and inequality, between inequality and growth, between inequality and
social safety nets, and between social safety nets and growth. APEC’s agenda of
globalization or economic openness promotes economic growth, but it sometimes
results in worsening inequality, which is proven to be harmful for economic
growth. This economic linkage, in addition to social and political reasons, justifies why social safety nets should be strengthened in those economies pursuing
economic openness. Second, the paper will suggest the directions for strengthening social safety nets in APEC member economies.
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Safety Net Capacity Building Network, Seoul. Chanyong Park is Director, Korea Institute for Health and
Social Affairs (KIHASA), and Director of Head Institution, APEC Social Safety Net Capacity Building
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The growing integration of economies and societies around the world (i.e.,
globalization), by means of trade, foreign investment, and migration, is a complex
process, and its effects remain highly controversial. Ever since Ricardo advanced
his theory of comparative advantage and the division of labor in the late 1800s,
much has been said of free trade helping achieve greater efficiency, an important
factor contributing to economic growth (Solow 1956). However, this is a onetime
gain in allocative efficiency. In the long run, the question is whether free trade
would promote higher growth rates.
Conceptually, trade liberalization can affect an economy’s growth rate by
creating incentives for greater domestic investment. In addition, trade reform
could encourage foreign direct investment (FDI), with attendant spillovers of
advanced technologies and new business practices that increase overall productivity and growth in domestic firms (Bannister and Thugge, 2001).
There have been a number of attempts to relate trade policy variables to
growth rates empirically (Frankel and Romer 1999, Sachs and Warner 1995, Dollar 1992, Edwards 1992). These studies find that trade openness is positively
associated with more rapid growth.
Nevertheless, a recent study by Rodriguez and Rodrik (2000) points out
that there is no clear-cut relationship between trade liberalization and growth and
that the previous studies have not adequately controlled for the influences of
other policies on growth. In particular, the effects of trade reform on growth depend on the existence of other complementary macroeconomic and structural
policies and the creation of appropriate institutions, such as privatization, exchange rate reform, private property rights, fiscal stabilization, rule of law, etc. In
other words, undertaking trade reform without implementing appropriate macroeconomic and exchange rate policies to improve competitiveness will be less
effective in promoting growth.
The experience of the World Bank also confirms the positive relationship
between trade and growth, and the findings of Rodriguez and Rodrik. During the
period 1980-1993, the World Bank helped member countries implement macroeconomic stabilization and structural adjustment reforms. About 25 percent of the
total number of conditions related to macroeconomic stabilization policies, and
40 percent consisted of measures to improve market-oriented economic development (trade liberalization, public enterprise reform, and privatization). The
remaining 35 percent of the conditions were related to sector reform, with a focus
on financial and agricultural sector reforms. Of the adjustors sampled by the
World Bank, about two thirds implemented the suggested integrated policies,
thereby reducing inflation, improving the resource balance, and stabilizing foreign exchange reserves. These adjustors also posted improved growth rates in the
post-adjustment period (Jayarajah et al. 1996).
However, a more recent study finds a definitively positive relationship
between international trade and growth even after taking into account the effects
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of other complementary policies and measures mentioned by Rodriguez and
Rodrik. A study by Dollar and Kraay (2002) using a panel data of 100 countries
and four decades confirms that integrated economies tend to grow faster. Per capita income growth of the top third developing countries in terms of the increases
in the ratio of trade to gross domestic product (GDP) was accelerating in the last
three decades, catching up to the rich countries and leaving other developing
countries much further behind. They also find strong positive effect of trade on
growth even after controlling for changes in other economic policies and variables mentioned by Rodriguez and Rodrik (2000). The top one third also
experienced a large increase in trade: from 16 percent of GDP to 33 percent,
compared to an increase from 37 to 50 percent for the rich countries. The
remaining two thirds of developing countries have actually experienced a decline
in the trade to GDP ratio over the same period. The developing globalizers experienced an increase in their growth rates from 2.9 percent per year in the 1970s
to 3.5 percent in the 1980s, and 5.0 percent in the 1990s, while rich country
growth rates slowed down over this period from 3.1 to 2.2 percent. The average
growth rate of the developing nonglobalizers declined from 3.3 percent per year
in the 1970s to 0.8 percent in the 1980s, recovering to only 1.4 percent in the
1990s. The new globalizers among developing countries include People’s Republic of China (PRC), Malaysia, and Thailand in East Asia; Bangladesh and India in
South Asia; and several Latin American economies such as Argentina, Brazil, and
Mexico.
II. ECONOMIC GROWTH AND INEQUALITY

Economic integration opens up opportunities for the old and new globalizers, but it also creates tensions and risks, both between countries and within each
of them. Between countries, globalization is now mostly reducing inequality.
Among some 5 billion total developing country populations, about 3 billion
people live in “newly globalizing developing countries.” During the 1990s this
group grew at 5 percent per capita, compared to 2 percent for the rich countries.
The average income gap between the new globalizers and the rich countries has
narrowed. The number of extreme poor living on less than $1 per day in the new
globalizers has declined by 120 million between 1993 and 1998 (The World
Bank, 2002).
However, the gap between the rich and the new developing globalizers on
the one hand and the developing nonglobalizers on the other has widened. Many
poor countries with about 2 billion people have been left out of the process of
globalization. Many of them are becoming marginalized in the world economy,
often experiencing declining incomes and rising poverty. The least developed
countries account for less than 0.5 percent of the world’s exports and receive less
than 1 percent of the world’s total FDI.
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Within countries, some analysts argue, globalization has not affected inequality (World Bank 2002, Fraser Institute 2002). For example, the Economic
Freedom of the World Report 2002 concludes that: first, economic freedom (and
therefore globalization) led to greater wealth creation than under more restrictive
systems; and second, globalization did not produce marked income inequality.
The Freedom Report does confirm that economic freedom and growth are
positively correlated. The most liberal economies enjoyed higher average annual
growth rates (2.5 percent) than the least liberal ones (-1 percent per year) during
the 1990s (see the right scale of Figure 1).
However, the conclusion on income inequality is misleading. In examining
the effects of globalization, the report shows only a static situation for income
and income distribution in freer economies and less free economies in the year
2000. In particular, the conclusion indicates that the poorest fifth of the population in both groups of countries received around 2-3 percent of national income in
2000. It shows neither dynamic change in income and income distribution over
time, nor a comparative static situation between 1990 and 2000, when
globalization accelerated.
Figure 1: Income Inequality and GDP per Capita Growth Rate, 1990s

Contrary to the conclusion, the Freedom Report does not lend any basis to
debunk the argument that globalization also led to such vast inequality that the
poor are excluded. This paper therefore analyzes the period 1997-2000 for which
data are available from the Freedom Report. The result of the analysis shows that
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during the period 1997-2000 income distribution worsened in more liberal or
open economies. During the same period, the ratio between incomes of the richest
10 percent and the poorest 10 percent of people became greater in more liberal or
open economies than in more restrictive economies (from 13 to15 times in restrictive economies versus 18 to 30 times in freer economies, respectively; see the left
scale of Figure 1). This means that as globalization proceeded, income inequality
worsened in more liberal or open economies than in more restrictive economies.
Another example of studies that reject any relationship between trade liberalization and inequality is “Growth is Good for the Poor” (Dollar and Kraay
2001). The paper examined the impact of growth-enhancing policies including
trade reform on the income of the bottom 20 percent of the income distribution,
after controlling for their impact on mean income, using a panel covering
80 countries and four decades. There is a one-to-one relationship between the
growth rate of income of the poor and the growth rate of per capita income. In
other words, percentage changes in incomes of the poor on average are equal to
percentage changes in average national incomes. Therefore, they argue that the
changes in the share of income that accrues to the poorest fifth of society are not
systematically associated with the growth rate of a national economy, and all
segments of society equally benefit from growth. However, the authors acknowledge that there were a lot of variations around that average relationship.
Moreover, the comparison between percentage changes in average national
incomes and percentage changes in incomes of the poor on average is inappropriate in terms of income distribution. The percentage changes in average national
incomes and those of the poor can be the same at different income inequality levels (e.g., various Gini coefficients). The reason is akin to a case in which two
countries with the same percentage changes in average per capita income can
have different income distribution profiles. A more proper comparison would be
between the percentage changes in incomes of the poor and the percentage
changes in incomes of the rich. To the extent that the losers from trade liberalization come from the poor, the national income distribution will surely worsen
unless an equal proportion of losses is made from the rich, which is highly
unlikely in actuality. Since the Asian economic crisis in 1997, for example, the
Government of the Republic of Korea (Korea) has opened up its economy more
drastically. This liberalization has been associated with increases in the gap
between the rich and the poor. During the period 1996-2000, incomes of the top
10 percent of households increased by 31.9 percent, while incomes of the poor
10 percent of households decreased by 18.7 percent (Park 2002).
Although trade liberalization raises the average standard of living in the
medium term, groups that have been favored by protection will see their incomes
decline, and the resulting restructuring of the economy may create economic dislocations in the short term.
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This finding has also been confirmed by the experience of the World Bank.
Among the countries that received World Bank assistance for implementing
structural adjustment including trade reform during the period 1980-1993, only
about 60 percent of the countries that adopted the right policies and reduced poverty also reduced inequality. This result was common to most low-income
countries, but a few middle-income countries, such as Mexico and Thailand, have
also had similar experiences (World Bank 1996).
Even in Europe and North America where economic openness originated,
there have been concerns regarding social inequity. A key factor underlying this
phenomenon has been increasing inequality between unskilled and skilled workers in terms of income and/or employment opportunities (Brenton 2000). A little
less than one fifth of the population of the European Union (EU) still lives on less
than 60 percent of national median incomes, the threshold used in the EU to identify relative poverty. Globalization may not be the only potential source of such
social inequity. Technological progress has led to the automation of many of the
tasks previously undertaken by unskilled workers in the industrialized countries.
Popular perception, however, has been that trade liberalization and increasing
flows of FDI to developing countries, coupled with improvements in transportation and communications, have resulted in products formerly produced by
unskilled workers in industrial countries being increasingly purchased from lowwage countries.
Trade liberalization can affect the welfare of the poor and the income
distribution within a country through the following channels of causation
(Bannister and Thugge 2001):
(i) changing the prices of tradable goods and improving access to new
products;
(ii) changing the relative wages of skilled and unskilled labor, and the cost
of capital, thereby affecting the employment of the poor;
(iii) affecting government revenue from trade taxes and thus the government’s ability to finance programs for the poor;
(iv) changing incentives for investment and innovation, thus affecting economic growth; and
(v) affecting the vulnerability of an economy to negative external shocks.
There is an increasing awareness that some of those losing from trade reform might be the poorest members of society who have fewer assets to draw on
to protect themselves during restructuring, and are thus less able to absorb adjustment costs. Even a transitory loss of income can cause the poor to lose
opportunities to acquire human capital through education, health care, and better
nutrition, which can reduce their chances of escaping poverty (Bannister and
Thugge 2001). The vulnerability of the poor to trade liberalization justifies the
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concern for the effects of trade liberalization on poverty in the short run and,
therefore, deteriorating income inequality in the medium or long run.
III. INCOME INEQUALITY IS HARMFUL
FOR ECONOMIC GROWTH

Concern for the adverse effects of trade liberalization on poverty and
income distribution is not confined to humanitarian reasons alone. Historically,
many social scientists have debated the consequences of economic integration on
the development of a more peaceful world. Liberals argue that countries heavily
dependent on the global economy are likely to experience higher economic
growth, greater affluence, more democracy, and increasingly peaceful conditions
at home and abroad. In stark contrast, most dependency theorists argue that high
levels of trade and investment tend to generate greater economic inequality. The
relative deprivation theory suggests that such inequality will increase the risk of
political instability.
Gissinger and Gleditch (1999) sought to test the hypotheses derived from
those two perspectives, using data from 96 countries for the years 1965-1993.
They found that both the liberal and globalist views are partly supported by their
empirical analysis. Liberals are correct in focusing on the relationship between
openness and welfare (development or growth), while dependency theorists are
correct in arguing that openness leads to income inequality. However, their analysis indicates that trade does not have precisely the same effect as FDI. FDI boosts
inequality and political instability, while trade creates favorable conditions for
peace. Moreover, their analysis shows that the types of trade are also significant.
Exports of agricultural products are associated with poverty and inequality, while
exports of manufactured goods go hand-in-hand with welfare and equality. This
last point is similar to the finding of Spilimbergo, Londono, and Szekely (1999),
who concluded that the effect of trade openness on income inequality depends on
factor endowments. In particular, trade openness tends to result in more equal income distributions in skill-intensive countries than in land and capital-intensive
countries. These similar findings may come from the fact that agriculture is landintensive while manufacturing is skill-intensive.
Is inequality, then, related only to political instability? Is inequality harmful for growth as well? A group of political economists argue that the latter is
true. They argue that inequality affects investment or economic growth negatively
through one of the following channels: social conflicts, human capital accumulation, aggregate consumption or savings, and chances for adopting liberal
economic policies.
Jeffrey Sachs (1990) postulated a hypothesis that income inequality creates
social conflicts, which in turn force the government to adopt distorted macro-
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economic policies, such as populism, and consequently the economic growth performance in Latin America has lagged behind, repeating the boom and bust cycle.
Jasperson (1997) reasoned differently to explain Latin America’s slow
economic performance in comparison to that of East Asia. He argued that, on one
hand, the severe income inequality in Latin America deprived the masses of opportunities to accumulate human capital through basic education and health, and
forced the governments to adopt such inward-looking development strategies as
import-substitution industrialization. East Asian countries, on the other hand,
were able to make a heavy investment in human capital through basic education
for the masses owing to a better income distribution system, and as a result, they
could develop skill-intensive exports and an export-oriented development strategy. However, neither Sachs nor Jasperson carried out any empirical studies to
confirm their hypothesis.
Others carried out simulation exercises or empirical studies to back up their
argument. Kaminski and Pereira (1996), for example, found across countries that
the share of aggregate consumption in GDP was inversely related to the nationwide enrollment rates at basic and secondary education levels and life
expectancy, which are proxy variables for equitable income distribution. They
also found that the share of aggregate consumption in GDP was positively related
to political instability, which is a proxy for inequitable income distribution. They
concluded that unequal income distribution in Latin America forced governments
to maintain a high level of aggregate consumption, at the expense of aggregate
investment, producing low growth rates, especially during the debt crisis in the
1980s.
Likewise, Persson and Tabellini (1994), using both historical panel data
and postwar cross sections, show a significant and large negative relationship
between inequality and economic growth in democracies. They argue that in a society where distributional conflict is important, political decisions produce
economic policies that tax investment and growth-promoting activities in order to
redistribute income, and thereby hampering growth since investment is a primary
engine of growth.
Combining the lines of thought of Kaminsky Pereira (1996) and Persson
and Tabellini (1994), Alesina and Perotti (1996) successfully test the two-stage
hypothesis: first, income inequality, by fueling social discontent and unrest,
increases sociopolitical instability; second, political instability, by creating uncertainty in the political-economic environment, reduces investment, and therefore
growth. On a sample of 71 countries for the period 1960-1985, their test identifies
an inverse relationship between income inequality and growth through a channel
of political instability. Since the channel of the negative relationship between inequality and investment is political instability, this study is different from the one
by Persson and Tabellini, which identifies fiscal redistribution as a channel of the
inverse relationship between inequality and investment in physical capital. This
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study is also different from a Kaldorian view (Kaldor 1978), which argues for a
direct positive link between inequality and investment since the rich save more
than the poor. The effects of fiscal redistribution and savings on investment
would go in opposite directions and, in principle, they may cancel out. In fact,
Alesina and Perotti do find that income distribution has little additional effect on
investment after controlling for political instability.
Finally, a group of scholars argues that there are entirely economic reasons
for inequality being harmful for growthnot through the channel of political instability and uncertain investment environment, but by adversely affecting the
chances for making open trade policies, which have been proved promoting
growth. As shown in the lobby formation model (Grossman and Helpman 1994,
and Mitra, 1999), a greater inequality in asset distribution leads to greater number
of lobbies and more protection. The size and number of organized lobbying
groups in an economy can be determined by the income distributions, and a
smaller number of big potential gainers have much greater incentive to lobby for
securing more trade protection than a large number of small potential losers. In
other words, a small number of rich producers can produce a greater number of
lobbies in setting more trade protection than a large number of consumers. Mitra
suggested that industries with large stocks of capital, more inelastic demand,
fewer capital owners, and smaller geographic dispersions could be organized in
equilibrium.
Using 47 cross-country data on asset and income distribution and trade
openness measures during the period 1960-1995, Hwang (2002) found that both
initial asset and income distributions have strong and significant impact on the
formation of trade openness: a higher asset and income inequality is associated
with a lower level of trade openness. The test results were robust to the inclusion
of some independent variables (such as the size of the economy and population)
and for various openness measures.
Many economists apparently take it for granted that global inequality is falling since poverty is declining (World Bank 2002). Others believe it is sufficient
to focus on poverty, and ignore inequality. However, both of these views need to
be challenged. New evidence suggests that global inequality is worsening rapidly.
There are good reasons to worry about that trend now, quite apart from what it
implies about the extent of world poverty (Wade 2001). Trade liberalization
would promote growth in income, but would often result in increased income inequality, which in turn would hurt the growth performance of both developed and
developing economies through various channels as examined above. A vicious
cycle would set in from growth: engendered by globalization (openness); moving
over to inequality; and then from inequality to poor growth performance; passing
through a high level of political instability and aggregate consumption or a low
level of basic education/health, and trade openness, or all of above; and finally
from poor growth to further inequality.
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At the beginning of the 1990s, the Bretton Woods institutions (World Bank
and IMF) and other regional development banks placed emphasis on poverty
reduction, but did not yet focus on equality and income distribution as a cause,
rather than consequence, of economic growth. They have followed the tradition
of Kuznets (1955) and Chenery and his colleagues (1974), who saw changes in
inequality as a consequence of growth. More concern with the causes as well as
the consequences of income inequality should be high on development banks’
priority research list.
IV. INCOME INEQUALITY, SOCIAL SAFETY NETS, AND GROWTH

Income inequality can be traced to many causes, such as unequal endowment of physical and human capital. However, today we are more concerned with
inequality caused by free trade and foreign investment.
A natural question to ask is whether there are ways of liberalizing trade and
foreign investment restrictions that might be friendlier to the poor. Firstly, there is
need to designate or establish a national research unit, which will develop tools to
analyze who might be the winners and losers from the reform.
Secondly, based on this analysis, the design of the trade and investment
liberalization regime might be changed. It might be possible to change the
breadth of liberalization and modify the sequencing of liberalization between sectors. Further still, it might be possible to set liberalization at different speeds
across sectors to ameliorate the costs of adjustment. In particular, for sectors or
markets where adjustment is likely to be very difficult and to take a long time, it
might be possible to phase in the reform gradually, so that poor people can have
more time to adjust to the new policy environment. A good example is the maize
sector in the NAFTA, which was liberalized over a much longer period than other
sectors because of the importance of maize farming for Mexico’s rural poor
(Bannister and Thugge 2001).
Thirdly, integrated and complementary reforms should be designed to
reduce the costs of adjustment and facilitate the creation of markets that will
benefit the poor. Trade and investment reform cannot succeed in promoting
growth if isolated from other reforms (Bannister and Thugge 2001, Rodriguez
and Rodrik 2000). Complementary reforms would typically include exchange rate
flexibility, privatization of public enterprises, infrastructure development, domestic markets development, and labor mobility and training promotion.
Even the best-designed trade and investment reform will create winners
and losers. However, barriers and restrictions on trade and long-term capital
flows are inappropriate responses to the problems of inequality. The reason is that
trade and capital movements bring benefits to the economy, i.e., growth and
prosperity, and there are policies that can address the issue of inequality while
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preserving the gains from trade. Moreover, those policies can also reduce inequality and thereby enhance economic growth.
In order to mitigate the possible adverse effects of transitory, short-term
adjustment costs on the poor and ease the tension between growth and inequality,
developing countries need to have well-functioning social safety nets. Social
safety nets are necessary not only to protect the losers of the liberalization policies, but also to help implement the liberalization policies themselves and other
complementary adjustment programs. Without social harmony and cohesion,
those programs would face serious opposition and challenges, and consequently
growth will be undermined.
When a society is not well equipped with social safety nets for its people,
corporate structural adjustment, for example, becomes a very controversial issue
and suffers setbacks due to reactions from labor unions and those most vulnerable
to the layoffs. Conversely, when a society has a strong social safety net for its
people, specific programs, including employee insurance and public assistance,
can provide durable livelihood protection, and employees would tend to have less
apprehension concerning their own rights, and the company can execute structural adjustments comparatively easily. The result is accelerated economic
growth. Past records of massive employee layoffs in the advanced countries, with
a lack of accompanying protest, demonstrate this logic.
Recently there has been a number of antiglobalization demonstrations led
by international NGOs at international organizations' general assembly meetings,
such as those of the IMF and WTO. Demonstrators assert that globalization
widens the gap between rich and poor countries. On this issue, the Organisation
for Economic Co-operation and Development (OECD) has recently issued a paper stating that globalization would bring benefits to some countries and suffering
to others (Kohl 2001). Thus, generalizing the effect of globalization is difficult,
but it should be realized that a certain country or certain stratum within a country
suffers from globalization. Hence, any investor country that benefits from the liberalization of trade and investment should pay special attention to strengthening
its social safety nets in partner economies. The simple reason is that any effort
seeking only short-term interests (e.g., economic openness and growth) without
focusing on strengthening social safety nets will generate much more negative responses to the process of globalization than the recent reaction of NGOs.
V. DIRECTIONS FOR STRENGTHENING SOCIAL SAFETY NETS
A.

Scope of Social Safety Nets

Social safety nets have been defined differently depending on scholars and
international organizations; however, the core concept is fundamental. That is,
the definition of social safety nets can encompass all kinds of social devices to
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protect people from poverty, unemployment, disease, disaster, etc. Recently, social safety nets tend to focus on emergent situations caused by socioeconomic
crisis or natural disaster. However, the definitions of social safety nets differ by
some degrees between different institutions. The varied definitions can be summarized as follows.
Generally the following are considered as formal social safety net programs: social assistance; social insurance including national pension, health
insurance, employment insurance, and industrial injury insurance; public works;
microcredit for the poor or the unemployed; food subsidy, etc.
As is well known, many APEC member economies, especially those in
East Asia, rely on informal (or traditional) social safety nets provided by the family or community. However, the informal social safety network, so heavily relied
on in the past, has gradually diminished with increased industrialization and urbanization. The informal support mechanism is especially ineffective when a
great number of people are similarly affected. In the shift toward modernization,
the role of policy-mandated formal social safety nets is increasingly important,
and the commitment of long-term public policies and their administration are serious issues. Asian countries hit by the 1997 economic crisis have social
insurance schemes such as health care, workers injury compensation, and pensions. However, it is difficult to say that social insurance in Indonesia, Malaysia,
Philippines, and Thailand plays a role as a social safety net due to the low ratio of
insurance premium contributors to total labor force or to total population.
The social assistance system is one type of social safety net. More prevalent social assistance programs in Asian countries are price control and food or
nutrition subsidies, which could protect the purchasing power of vulnerable
households for essentials. Also, free or low-priced textbooks, and student loans or
subsidies for tertiary education are frequently used policy tools contributing to
basic human resource security. During a period of emergency, free shelter and
meals for those temporarily affected are necessary interim relief. Ancillary social
service provisions are also included as a type of social safety net. Those with
responsibility to care for family members (most often women) still may not be
able to enter the labor market. Making available childcare services and long-term
care facilities at affordable prices are strategies for responding to the change in
family structure in the modern labor market. Furthermore, job-related programs
such as training programs for job transitions, making available employment
information, and extending credit lines for farmers or small and micro enterprises
are included as types of social safety nets, and these are effective in coping with
changes in the structure of industry. Public works play a safety net role by conferring transfer and stabilization benefits to the poor.
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B.

Social Safety Net Activities in APEC

The 1997 Asian economic crisis provided an opportunity for the APEC
member economies to realize the importance of social safety nets, because many
people were adversely affected by the economic crisis (Lee 1999).
Since then, many member economies have learned that economic reform
cannot be achieved without lessening the current problems of poverty and inequality. They came to consider that social safety nets are necessary for dealing
with those problems, and that strengthening of the social safety net programs is
essential to cope with the crisis, which may occur again unexpectedly.
However, they also learned that it is very difficult to enhance social safety
nets in a short period of time. Although social safety nets of the APEC member
economies have been reinforced to some degrees with the support from international organizations and through bilateral cooperation, a systematic and consistent
establishment of a new system or reform of the existing systems is inevitable and
required for a long-term. Under this premise, strengthening social safety nets
within the APEC is given top priority.
The first collective initiative on social safety nets was launched at the
APEC Economic Leaders Meeting in November 1998. Since then, a number of
initiatives and proposals have taken place in various fora within APEC
(ECOTECH, Ad Hoc Task Force on Strengthening APEC Social Safety Net, and
HRD Working Group, among others), as well as collectively with other regional
and international organizations. In accordance with the 2001 APEC Ministers’
Meeting agreement to strengthen the social safety net activities in the APEC
region, the APEC Social Safety Net Capacity Building Network (APEC SSN
CBN) was established in early 2002and the Korea Institute of Health and Social
Affairs was selected to serve as the Head Institution. Subsequently, at the Senior
Official Meeting in 2002, it was agreed that the APEC/SSN CBN should address
the following six issues on a priority basis:
(i) pre-crisis social safety net planning and preventive measures;
(ii) capacity building for evaluating effectiveness of policy action;
(iii) collecting disaggregated data and access to current data;
(iv) identifying at-risk populations;
(v) designing response institutions and financing; and
(vi) strengthening transparency and accountability in social safety net
operations.
Also, at the APEC Social Safety Net International Meeting held in Seoul,
Korea on 25-26 July 2002, participants discussed ways to strengthen SSNs in
APEC member economies. On the basis of such discussions, APEC economies
should strengthen their social safety nets as follows.
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1.

Expanded Concept of Social Safety Nets

One of the major thrusts of the discussion at the meeting was to conceive
the future activities of the SSN in a broader sense to cushion the impact of structural adjustment caused by trade and investment liberalization. Along this line,
complementary programs, such as an active labor market policy and a temporary
income subsidy program, should also be considered as globalization-related social safety net programs.
As globalization agenda are broadened and deepened, the concept of social
safety nets in APEC economies should also be defined more broadly. First, in the
short run, compensatory policies and social assistance programs can be designed
to help the losers, especially the poor, to deal with the transition costs of adjustment and to benefit from the new open trade and investment regime.
Second, in the medium term, public spending on social services, such as
basic education, primary health, and nutrition, should be strengthened to expand
the coverage of their services and improve their efficiency. Basic social services
serve as an effective social safety net, and therefore expenditures for basic social
services should be protected. During economic crisis, malnutrition may rise and
children may drop out of school, limiting their ability to emerge from poverty in
the future. Moreover, earlier experience with crisis situations suggests that during
a period of crisis the poor tend to cut back on their consumption of basic social
services primarily because their incomes have been reduced. This suggests that
basic public social services should be protected during times of crisis. Targeting
human development programs like Mexico’s PROGRESA program have proved
to be successful in Latin America. These programs transfer income in cash or in
kind to poor households with a condition that their children undertake productivity-enhancing activities such as school attendance and hospital visits.
Thirdly, in the long run, the social security and productive welfare system
should be developed in a comprehensive manner to cushion negative shocks from
a global economy. It is both inefficient and impractical to protect the poor who
are vulnerable to the adverse effects of trade and investment liberalization, relying mainly on emergent social assistance programs or temporary compensatory
programs in the long run. Planning and organization of social assistance programs
in anticipation of negative external shocks is both imperfect and time-consuming.
The state of art does not permit precise forecasts of external shocks. In addition,
collection of data and designing of social assistance programs usually require
substantive lead-time and emergency funds. Even when the adjustment shocks are
anticipated, people would not have a sense of security or social protection if they
have to rely on social assistance programs, which are not legally binding. In the
long run, member economies would require a more comprehensive and reliable
social security system in a global economy.
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2.

Planning and Management Capacity

For successful economic growth engendered by trade and investment liberalization, certain conditions are prerequisites. An adequate social safety net
should be established with optimal budget and administrative infrastructure for
targeting and delivery, and capacity for monitoring, system management, and
evaluation. However, this has not been done so far in most developing countries
for various reasons. Park et al. (2001) pointed out corruption, lack of transparency, and leakage of funds as core problems that stand in the way of fair and
equitable delivery of social safety net programs. These are often deeply ingrained
and interrelated in a country and difficult to address. Transparency in implementation of social safety net programs is critical and often reveals some leakage of
budget. The leakage of funds does not necessarily originate from the lack of
transparency or presence of corruption alone; it can be a result of mis-targeting,
low capacity of management, insufficient preparedness, and misled public spending priorities.
As a means of enhancing the efficiency of service delivery, some argue for
the use of diverse executing agencies, at central and local levels, and public and
private levels, since it will generate competition for state funds and bypass existing ineffective state bureaucracy. Others see the suggestion, however, as
amounting to a disavowal of traditional social responsibilities of a state. Involvement of diverse agencies in the implementation process is surely an effective
alternative. However, there should be a leading agency to coordinate and control
them.
Participation of diverse agencies, especially of civil societies in social
safety nets has faced stiff opposition by the social ministries of member economies. However, participation by local organizations in the design and
implementation processes is one sure way to ensure that resources are used effectively, efficiently, equitably, and in keeping with local needs. It has been argued
further that enabling NGOs to demand and execute projects helps build their capacities and enhances their chances to make other demands on the state on behalf
of their constituents, especially the poor. Where beneficiaries’ participation in the
design and operation of social safety nets is not allowed, they may fail to reach
the poor, or even undermine those organizations of the poor that already operate
in this field (Ortiz 2001).
One way to address the complicated problems, such as corruption, lack of
transparency, and leakage of funds, would be to enable civil societies to participate as watchdogs in the entire decision-making process of social safety net
design and delivery. To this end, civil societies should be trained in best practices
and problem-solving through practical hands-on exercises.
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3.

Collection of Data

To better design and implement safety net programs, reliable data is needed
on who the poor are and where they are. In addition, information should be collected on whether they are part of the intended vulnerable group. In targeting
populations with low income, it is necessary to have national criteria for eligibility established by a nationwide survey of the minimum living cost and a measure
to identify individual or household income. However, even though a poverty line
is established, surveying individual or household income from self-employment
or the informal sector is difficult in most developing countries. The selfemployed and those working in the informal sector often under-report their income, and their proportion to total population is relatively high in these countries.
To ensure cost-effectiveness and sustainability, social safety net programs
have to undergo improvements in targeting; however, means-tested targeting
presents major difficulty and is often inadequate. In conjunction with the means
tests, other approaches should be considered such as categorical and geographic
targeting, community-based targeting, and proxy means-tested targeting (Blomquist 2001). The problems of mis-targeting and exclusion of the poorwhich are
closely related to low capacity of managementcan be mitigated through more
investment in capacity building of civil servants in charge of social safety net
programs.
4.

Monitoring and Evaluation

In order to help inform policymakers in programmatic tradeoffs, as well as
to improve the design and implementation of individual schemes, safety net programs should be systematically and rigorously evaluated in terms of targeting
efficiency, cost-effectiveness, and coverage. Many social safety net programs that
have been adopted by member economies have served as general subsidy programs benefiting both poor and rich groups, rather than focusing on the poor, and
are much more costly. Good examples are food price subsidy or support programs
and food rationing programs. A food coupon program, which allows the recipients to purchase foods at private stores proved to be less costly, administratively
easier, and promote private markets more (e.g., Torti-bonos in Mexico and food
coupons in Honduras). Credit-based livelihood programs are well targeted, but
government nonfinancial agencies and public corporations have crowded out the
private sector credit institutions by providing nontransparent subsidies to the poor
directly. The social investment fund should ensure that beneficiaries actually participate in the construction of physical or social infrastructure, rather than simply
benefiting from the use of the infrastructure, so that only the poor get the benefits.
The pension and health insurance systems have focused on the relatively higher
income groups and have excluded lower and marginal income earners. They do

GLOBALIZATION, GROWTH, INEQUALITY, AND SOCIAL SAFETY NETS
IN APEC ECONOMIES 63

not serve as a good safety net unless the system expands their coverage. None of
the Asia-Pacific member economies has yet adopted an unemployment insurance
system except for Korea. This system would serve as a more cost-effective social
safety net, as it has the feature of self-targeting and \automatically stabilizing the
economy.
Periodic evaluation of the effectiveness of social safety net programs in
meeting program goals should be given high priority. Mexico’s PROGRESA
program is a good example. It is undergoing a formal impact evaluation with
external evaluators. Many APEC member economies have carried out some form
of program monitoring and evaluation, but these efforts have not always been
timely or sufficiently comprehensive. Dissemination of the results of impact
evaluations could help raise awareness of the cost-effectiveness of the social
safety net and to increase the accountability and political support for successful
programs.
5.

Capacity Building through International Cooperation

As a measure to mitigate the effect of external shocks on member economies’ domestic areas, a series of APEC reports has already emphasized the
importance of strengthening social safety nets. Moreover, as the best way to
strengthen social safety nets, capacity building has been repeatedly proposed.
Major shortcomings of the social safety nets in APEC member economies
hit by the 1997 economic crisis resulted from mistargeting or exclusion of the
poor, lack of poverty monitoring systems and program evaluation systems, poor
governance, low capacity of management, fund misallocation, and inefficient
welfare delivery system, among others. These areas should be focused and prioritized as the programs of capacity building.
An effective way of building capacity in each member economy is to
exchange information on the best practices and the lessons learned from each
member economy’s experiences through international cooperation. A good example is the Australian activities through AusAid for some East Asian economies
such as Thailand and Vietnam. Also, currently a number of international financial
organizations including the World Bank, ADB, and ADBI contribute to the international cooperation projects.
VI. CONCLUSIONS

This paper examined the link between openness (through the means of
trade and foreign investment liberalization) and growth, and has found that openness has invariably led to faster growth in both developed and developing
countries. However, the paper also observed that growth, engendered by openness, has often aggravated poverty and inequality, which in turn has adversely
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affected the growth performance of many economies, especially in democratic
societies.
APEC’s agenda of economic openness will therefore most likely lead to
economic growth, but will not automatically bring forth social development,
more egalitarian societies, and sustained economic growth in member economies.
Special attention should be given to inequality issues. Incidence of short-term
economic dislocations or losers due to the economic openness policies should be
prevented or compensated with public policies and funds, so that they can also
benefit from the economic restructuring in the long run. If not, short-term losers
will likely become long-term losers, and economic restructuring will not be
implemented successfully or will likely result in other economic and social ills,
such as worsening inequality. There is strong economic evidence that equity promotes sustained growth, generating a virtuous circle of economic and social
development of APEC economies.
To ameliorate the negative effects of international trade and foreign
investment liberalization, several possible lines of policy action in the short, medium, and long-term perspectives were presented. Strengthening the social safety
net is an effective approach to mitigate the negative effects of poverty and inequality generated by the liberalization policies. The paper suggested the policy
direction for strengthening social safety nets in developing members of the
APEC. The policy direction should cover not only short-term or temporary
social assistance programs, but should also develop sound medium-term public
social spending programs and a long-term productive welfare system including
social security programs.
The debates and empirical analyses presented in this paper have yielded
seemingly solid and firmly established analytical and policy conclusions. However, it is recognized that those debates and empirical analyses have been based
on macroeconomic data (i.e., national income and its components, savings and
investments, exports and imports); labor markets; poverty; and income distribution data, which are fraught with potentially serious pitfalls. They suffer from
serious conceptual problems, measurement biases, and errors, and lack of
intertemporal and international comparability (Srinivasan 1994, Fields 1994).
Moreover, those conclusions are subject to the inference that has been made
about the causality from statistical associations among endogenous behavioral
variables in the presence of the measurement problems. Continuous efforts should
be made to improve the development economics data and analytical tools, and
their application to the topics discussed in this paper.
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Family Farms and Plantations
in Tropical Development
YUJIRO HAYAMI

Small family farms and plantations are the two contrasting systems of
agricultural production in the tropics. While the family farm is an old
institution, which has existed since time immemorial, the plantation is a new
institution brought by the West for extracting tropical cash crops for export to
home countries. Large-scale operation of the plantation was necessary for
internalizing gains from investment in infrastructure needed for opening vast
tracts of unused lands. However, where the communities of indigenous
smallholders had already been established, family farms proved to be equally
or more efficient producers of tropical export crops with their family labor
characterized by low supervision costs, relative to plantations based on hired
labor. This advantage of family farms rose as population density increased
and rural infrastructure improved, while not only economic but also social
drawbacks of the plantation system loomed. Reorganization of the plantation
is desired. However, breaking down plantations for operation by smallholders
through government coercive measures will likely prove to be disruptive and
inefficient. A better approach will be to support private sector initiative to
reorganize the plantation system into a contract farming system in which an
agribusiness enterprise manages the processing/marketing process and
contracts with small growers for an assured supply of farm-produced raw
materials.

I. INTRODUCTION

Small family farms and large plantations are the two contrasting modes of
agricultural production in tropical Asia. What roles will they play under growing
globalization today? This paper1 aims to address this question by comparing family farms and plantations in terms of their past performance and future potential.
The term “plantation” as used in this paper refers to a large farm estate
producing a crop (or crops) for commercial purposes, using a large number of

1

This paper was originally prepared under the title “Family Farms and Plantations under
Globalization,” for the 4th Conference of the Asian Society of Agricultural Economics, Kedah,
Malaysia, 20-22 August 2002. It intends to develop a synthesis of the author’s ideas on this
theme, which have been advanced earlier in several publications, especially Hayami (1994,
1996, 2001a, 2001b).
Yujiro Hayami is Director, FASID Graduate Program and Professor, National Graduate Institute for Policy
Studies, GRIPS / FASID Joint Graduate Program, Japan.
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hired wage laborers organized under a centralized management hierarchy.2 It is a
new system brought by the West to extract tropical agricultural products for export to home countries. The plantation became especially common after the 1870s
with innovations in transportation such as the use of steamships, including the
opening of the Suez Canal and and railways.
In contrast, family farms in tropical Asia, in which operators try to stake
out subsistence from small tracts of land cultivated mainly by their family labor,
is an old institution, which has existed since time immemorial. The family farm is
defined here as the farm production unit operated mainly by the operator’s and
his/her family members’ labor. This characteristic makes the actual tillers of soil
the “residual claimants” in family farms, whereas laborers tilling the soil of plantations usually have no claim on the residual profit, which is defined as output
minus paid-out costs. The family farm can be very large in terms of its operational land holding in high-income economies, since a farm of several hundred
hectares can easily be cultivated by one or two family members with the use of
modern labor-saving machineries. However, the family farm in low-income
economies in the tropics covered in this study is typically small in the order of a
few hectares to even less than one hectare, corresponding to the low market wage
rate that represents the major determinant of the farm operator’s reservation utility.
A traditional paradigm, developed under colonialism, has been to identify
the plantations as modern enclaves geared for the international market, and family farms or “peasants” as dominated by subsistence orientation and unresponsive
to profit incentives created by changes in market demands and technology
(Furnivall 1944, Boeke 1953). This stereotyped view was demolished by three
great development economists, Schultz (1964), Myint (1965), and Lewis (1970).
Schultz convincingly argued that small farmers in traditional agriculture are rational and efficient in resource allocation and that they remain poor not because
they are unresponsive to economic incentives but because only limited technical
and market opportunities are available for them to respond. Myint, drawing on
the experience of Southeast Asia, demonstrated how smallholders responded vigorously to market incentives in opening new lands for the production of export
cash crops. This observation for Southeast Asia was found by Lewis to be charac2

According to a broader definition, for example, Jones (1968), farm estates based on
forced laborsuch as slavery, corvee, and serfinstead of free wage labor may also be called
plantations. These estates based on forced labor were established typically before the onset of
the industrial revolution in Europe and North America. They had a major impact on southern
United States and Latin America (hacienda) as well as Eastern Europe (such as the Junker estates in Prussia) but had little impact in Asia. The plantations dealt with in this paper are those
established in tropical Asia in the 19th to the early 20th century. From the beginning their operation was based on wage laborers, though many laborers were imported from densely
populated economies such as the People’s Republic of China and India under long-term contracts, often tied by credit, akin to debt peonage.
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teristic of tropical development worldwide from the late 19th to the early 20th century. As such Myint and Lewis showed that not only plantations but also family
farms acted as the effective carrier of economic development under the first wave
of globalization, by which tropical economies were integrated into the world
market.
Pushing the work of these three great economists a step further, this paper
aims to identify the unique mechanism underlying the effective response of
smallholders to the opportunities created from globalization, in comparison with
that of plantations. The approach is to develop a robust hypothesis in the framework of “new institutional economics” along the tradition of Coase (1937) and
North (1981), which can consistently explain broad changes in the role of family
farms in relation to plantations in the course of modern economic growth, rather
than to attempt high-powered econometric tests. Discussions shall be advanced
on what policies might be effective to promote the capacity of family farms so
that they can best contribute to economic development through appropriate interactions with plantations.
Following this introduction, Section II enumerates merits of the family
farm system under the environmental and technical conditions specific to agricultural production in general. Section III explains the unique advantage of the
plantation system at the stage of opening new lands for cultivation of crops corresponding to the sudden expansion of external demand. Section IV specifies the
tendency of the plantation system to lose its advantage in the face of closing land
frontiers, increasing population density, and improving rural infrastructure. Section V examines if this tendency applies empirically by comparing the
performances of agricultural product exports in four countries in Southeast Asia.
Section VI discusses policies that may further support the growing advantage of
small farms. Finally, Section VII tries to identify the direction of reorganizing
plantations to better serve the purpose of rural development in the era of globalization.
II. ADVANTAGE OF FAMILY FARMS

Despite the dramatic emergence of the plantation sector from the late 19th
century, family farms have continued until today to be the dominant organization
of agricultural production in tropical Asia. In fact, the dominance of family farms
applies not only to developing economies but also to developed economies including North America and Western Europe (Hayami 1996). In the United States,
for example, the operational holdings of commercial farms are typically as large
as several hundreds to thousands of hectares. Still, the majority bases their core
farm operations mainly on family labor, though supplemented by hired labor to
some extent. Farms primarily dependent on teams of hired laborers organized under central management are rather exceptional, being limited to such special
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enterprises as large-scale commercial vegetable production, cattle ranch, and
feed-lot operations existing in rather limited areas such as California and Texas.
The advantage of family farms lies in their predominant reliance on family
workers who have the strong incentive to demonstrate conscientious work efforts
for the sake of the family’s well-being, in contrast to hired wage workers who are
inclined to shirk in the absence of supervision. This advantage applies to not only
farm but also nonfarm family enterprises, but is especially pronounced in agricultural production. Agricultural production is characterized by inherent difficulties
in the enforcement of hired labor. In urban industries, work is standardized and
relatively easy to monitor. The biological process of agricultural production,
however, is subject to infinite ecological variations. Different ways of handling
crops or animals are often required for even slight differences in temperature and
soil moisture. The dispersal of agricultural operations over wide areas adds to the
difficulty of monitoring. This difficulty multiplies as the farming system becomes
more complex, involving more intensive crop care, crop rotations, and croplivestock combinations: “In areas more suitable for multiple enterprise farms,
family operations have had the advantage. Increasing the enterprises so multiplies
the number of on-the-spot supervisory management decisions per acre that the total acreage which a unit of management can oversee quickly approaches the
acreage which an ordinary family can operate” (Brewster 1950, 71). In fact, large
plantations based on hired labor are limited largely to monoculture.
This constraint of managerial ability and family labor on operational farm
size is exacerbated by the danger of reckless use of draft animals and machines
by nonfamily operators that results in capital loss. Therefore, “a landless person
with a family who owns animals and/or machines and possesses some managerial
skill will find it more profitable to rent in land than to hire out his endowments
separately. Similarly, a large landowner will find it more profitable to rent out
land than to manage a large operation because of scale diseconomies arising from
the use of hired workers” (Binswanger and Rosenzweig 1986, 524). In other
words, technological scale economies arising from the use of indivisible inputs
such as managerial ability and animals/machines are counterbalanced by scale
diseconomies from the use of hired labor, so that the nuclear family farm is usually the most effective except for some plantation crops that need close
coordination with large-scale processing and marketing.
Another major advantage of family farm operations is the ability to utilize
the low-opportunity-cost labor of women, children, and aged family members
who have little employment opportunity outside their own farm.
III. CONDITIONS OF THE PLANTATION SYSTEM

Considering the unique advantage of family farms in agricultural production, why has it been necessary to introduce the plantation system?
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A conventional explanation for this question is to assume the existence of
scale economies inherent in the production of tropical export crops (Baldwin
1956). In reality, however, few crops are subject to sufficiently strong scale
economies at the farm production level to make the use of the plantation organization necessary (Pim 1946; Wickizer 1951, 1960; Lim 1968; Hayami,
Quisumbing, and Adriano 1990).3 In fact, one can find an example of every socalled plantation crop being grown successfully by family farms somewhere in
the world.
Significant increasing returns emerge only at the levels of processing and
marketing activities. The vertical integration of a large estate farm with a largescale central processing and/or marketing system is called for because of the need
to supply farm-produced raw materials in a timely schedule. This need is known
to be strong for the processing of such products as palm oil, sisal, and tea. Comparison of processing tea leaves between fermented “black tea” and unfermented
“green tea” is especially illuminating of this problem. The manufacturing of black
tea at a standardized quality for export requires a modern fermentation plant into
which fresh leaves must be fed within a few hours after plucking (Wickizer 1951,
1960). The need for close coordination between farm production and large-scale
processing underlies the traditional use of the plantation system for black tea
manufacture. Unfermented green tea, in contrast, remains predominantly the
product of family farms in People’s Republic of China and Japan4.
In the case of bananas for export, harvested fruits must be packed, sent to
the wharf, and loaded on a refrigerated boat within a day. A boatful of bananas
that can meet the quality standards of foreign buyers must be collected within a
few days. Therefore, the whole production process from planting to harvesting
must be precisely controlled so as to meet the shipment schedule. Thus, the plantation system has a decisive advantage for bananas for export, but not for bananas
for domestic consumption so that they are usually produced in family farms.
On the other hand, for the crops for which centralized processing and marketing are not necessary, plantations have no significant advantage over family
farms. Typical examples are cocoa and coconuts. The fermentation of cocoa and
the drying and smoking of coconuts to make copra can be handled in small lots

3

Absence of scale economies in agriculture in developing economies in general is also
attested to by the estimation of aggregate production functions based on intercountry crosssection data (Hayami and Ruttan 1985,chapter 5).
4
Even for the manufacture of black tea, it is not imperative to use the plantation system
as evident from the case of Taipei,China where smallholders have been used to produce both
black and green tea with small-scale equipment. Plantations have used the large fermentation
plant as a device of enforcing work schedule and standardizing product quality for the export
market. In fact, farm production by smallholders based on the system of “contract farming”
(which shall be explained in Section 7) has recently been developing in Kenya (Lamb and Muller 1982).
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with no large capital requirement beyond small indigenous tools and facilities.
These crops are grown predominantly in family farms.
Sugar is frequently cited as a classic case of scale economies stemming
from the need of coordination between farm production and large-scale central
processing (Binswanger and Rozenweig 1986). Efficient operation of a centrifugal sugar mill requires the steady supply of a large amount of cane over time.
Coordination of production from planting to harvesting with processing is
required. This coordination, however, need not be as stringent as it is for tea and
bananas. The rate of sugar extraction decreases as the processing of cane is delayed, but this loss is in no way comparable to the devastating damage on the
quality of tea and bananas for export that may result from delayed processing.
Sugarcane can be hauled from relatively long distances and stored for several
days. Therefore, the need for vertical integration is not as large, and the necessary
coordination can be achieved through contracts of a sugar mill with cane growers
on the time and the quota of cane delivery. In fact, an efficient sugar industry
with smallholders has developed in Australia; Taipei,China; and more recently in
Thailand.
Another explanation for the use of the plantation system is the advantage
of large estate farms in accessing capital. Because of this, it has been argued that
plantations have an advantage with regard to tree crops characterized by long
gestation periods from planting to maturity (Binswanger and Rosenzweig 1986).
However, the opportunity costs of labor and capital applied to formation of the
tree capital are not necessarily high for peasants. Typically, they plant the trees in
hitherto unused land. If such land is located near their residence, they open new
land for planting by means of family labor at low opportunity cost during the idle
season for the production of food crops on farmland already in use. When they
migrate to frontier areas, a typical process is to slash and burn jungles and plant
subsistence crops such as maize, potatoes, and upland rice, together with tree
seedlings. Such complex intercropping is difficult to manage with hired labor in
the plantation system, because of inherent difficulty in monitoring the work of
hired wage laborers over spatially dispersed and ecologically variable farm operations (Brewster 1950, Binswanger and Rosenzweig 1986, Hayami and Otsuka
1993).
Therefore, even in the export boom of tropical cash crops under colonialism from the 19th to the early 20th century, the plantation system failed to make
inroads in regions where indigenous population had established family farms
(Lewis 1970, 13-45). Western traders found it more profitable to purchase tropical agricultural commodities from peasant producers in exchange for imported
manufactured commodities than to produce the tropical crops themselves by
means of the plantation system.
The establishment of plantations in less-developed economies became a
necessity when the demand for tropical products by the industrialized nations
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continued to rise, while the regions physically suited for the production of these
products had no significant peasant population that could produce and trade their
commodities. Opening frontier land for the production of new crops entailed high
capital outlays. Virgin land had to be cleared and developed, and physical infrastructure, such as roads, irrigation systems, bridges, and docking facilities, had to
be constructed. Capital, in the form of machinery and equipment, had to be imported and redesigned to adapt to local situations. Laborers were not only
imported from the more populous regions but also had to be trained in the production of these crops.
The establishment of plantations thus requires huge initial capital investment. For the investors to internalize gains from investment in infrastructure, the
farm size inevitably must be large. Viewed from this perspective, it follows that
the plantation system evolved not because it was generally a more efficient mode
of productive organization than the peasant mode. Instead, the system was
adopted because it was the most effective type of agricultural organization for extracting the economic benefit accruing from the exploitation of sparsely
populated virgin areas, typically in the development process based on the exploitation of unused natural resources, which Myint (1965) called the “vent-forsurplus development.” From this perspective, it is easy to understand why the
same crop is grown mainly by family farms in one place and mainly by plantations in another. For example, in the Philippines, for sugarcane production, the
family farm system is more common in old settled areas of Luzon, while the plantation system predominates in the newly settled areas of Negros (Hayami,
Quisumbing, and Adriano, 1990, chapter 5). Usually the share of family farms in
the production of export cash crops rises as the initial land-opening stage is over
and infrastructure is decently established with increased population density
(Booth 1988, chapter 6).
While recognizing the economic advantage of the plantation system in the
vent-for-surplus stage, plantations could not have been established unless concessions were granted to hold large tracts of virgin land for their exclusive use.
Colonial governments gave these concessions to Western planters, typically under the British rule in such places as the highlands of Kenya and Sri Lanka. In
Indonesia, the Dutch colonial government had traditionally tried to prevent alienation of farmland from indigenous peasants by regulating against land purchase
by foreigners including ethnic Chinese. However, in the late 19th century when
demands for tropical cash crops rose sharply, by the Agricultural Land Law of
1870 the government granted Dutch planters long-term contracts to lease in wild
land, which were de jure owned by the government (though de facto used by native tribes). While this new institutional arrangement should have accelerated the
development of “empty land” for cash crop production, it served as an instrument
to preempt land for the elite, closing smallholders’ land access (Pelzer 1945, Hayami and Kikuchi 1981). Similar public land-leasing arrangements were also
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practiced under the American colonial administration in frontier land of the Philippines, especially in Mindanao, which became the basis of large plantations
under the management of multinational corporations (Hayami, Quisumbing, and
Adriano 1990, chapter 6).
To recapitulate, the plantation system tends to be adopted despite its high
cost of labor management where: (i) close coordination between farm-level production and large-scale processing/marketing facilities is required for certain
crops, (ii) basic infrastructure is absent in the land-opening stage so that the
large-scale production unit is needed for internalizing the gain from its supply of
infrastructure, and (iii) concessions on the use of large tracts of virgin land are
granted for exclusive use by certain power elite, such as Western planters during
the colonial period. Historically these conditions often reinforced each other to
result in the domination of the plantation system in some specific areas for specific crops, outside which the family farm tends to dominate.5
IV. DECLINES IN THE ADVANTAGE OF PLANTATIONS

The previous section argued that the efficiency of the plantation relative to
the family farm system is high in the initial opening-up process of land-abundant
and labor-scarce economies. However, several negative aspects of plantations become significant as tropical economies shift from the land-abundant to the landscarce stage after the completion of the opening-up process.
First, the plantation system tends to substitute capital for labor, because of
the inherent difficulty in supervising wage laborers in spatially dispersed and
5

Absence of one of the three conditions can prevent the plantation system from emerging. For example, In the late 19th century when the Chao Delta of Thailand opened for rice
production, the government gave concessions on large tracts of unused land to canal-building
companies, resulting in the emergence of large private ownership of rice land (Hayami 2001).
The large owners in the Delta, however, did not attempt to establish rice plantations. Instead,
they leased out their land in small parcels to smallholders who migrated from outside the newly
opened delta, resulting in the pervasive establishment of small family farms under tenancy.
Why was the family farm instead of the plantation system established in the new land-opening
stage under the policy of land preemption to wealthy canal builders? The reason may partly be
the difficulty of standardizing tasks in rice production and, hence, of monitoring the efforts of
workers. However, the more decisive reason was that paddy is storable and hence the need for
close coordination between farm production and processing/marketing is not necessary unlike
in the cases of black tea and banana for export, as explained earlier in the text. Although rice
milling and marketing for export involve significant scale economies, the operators of this
business could secure an adequate supply of paddy through ordinary market transactions. As a
result, they dispensed with efforts to vertically integrate farm production with processing and
marketing by means of the plantation system or the contract farming system. Therefore, it
should not be unreasonable to postulate the counterfactual hypothesis that, if the nature of rice
milling technology were such as to require close coordination with paddy production, large rice
plantations would have been established in the Rangsit area, where canals were extensively
built by private companies.
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ecologically diverse farm operations as well as their relatively easy access to both
private credit market and government’s concessional loans. This substitution becomes socially inefficient in many developing economies, when labor becomes
more abundant relative to capital.
Second, agricultural land tends to be cultivated less intensively under the
plantation system that employs mainly wage labor and usually practices monoculture. Complicated intercropping and crop-livestock combination are more
difficult to manage in the command system, implying that both labor input and
income per hectare are lower in plantations.6 This is a source of inefficiency in
the plantation system where land becomes scarce relative to labor under the pressure of population growth. In contrast, small-sized family farms tend to cultivate
land more intensively.
Third, plantations usually specialize in a single crop. This bias for the practice of monoculture reduces the flexibility of these productive organizations to
respond to changing demand by shifting to the production of other crops. Moreover, continual cropping of a single crop tends to result in soil degradation and an
increase in pest incidence. Counter application of fertilizer and chemicals causes
serious stress on environment and human health, incurring high social costs.
Fourth, the specialization of plantation workers in specific tasks inhibits
the development of their managerial and entrepreneurial capacity (Baldwin 1956,
Myint 1965, Beckford 1972).
Fifth, the plantation system is a source of class conflict between laborers
and managers/capitalists. The presence of a plantation enclave in rural economies
where the peasant mode of production predominates has often strained relationships in rural communities. In terms of the criterion of social stability, therefore,
the plantation system is no match for the system of relatively homogeneous small
producers owning small assets, however small they might be.
Overall, whether the net contribution of the plantation system is positive or
negative depends on the population density of the region, development of public
infrastructure, nature of the crop produced, and quality of management employed
in plantations. It is, however, inevitable that the negative impacts of the plantation system tend to outweigh its positive contributions as population increases in
once-sparsely populated regions and as unused lands become scarce.7

6

Official statistics often record that yields per hectare of cash crops such as coffee and
rubber are higher in plantations than in smallholders. However, these statistics do not take into
account various products intercropped with principal cash crops by smallholders, whereas
monoculture is the common practice of plantations.
7
However, it is difficult to identify at which historical time point the family farm became
socially more efficient than the plantation system in the production of tropical crops. The transition should have been gradual over a long span of time with any specific threshold point
unlikely to be observable from available statistics.
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V. A COMPARISON IN SOUTHEAST ASIA

It is expected that this change in the relative efficiency of the family farm
versus the plantation system can be observed clearly in Southeast Asia after the
Second World War. Southeast Asia is the region that was traditionally endowed
with relatively abundant land resources ready for exploitation. Indeed, Myint
(1965) developed his vent-for-surplus theory based on the experience of Southeast Asia since the late 19th century. However, the bases for the vent-for-surplus
growth are different between (i) the continental part of Southeast Asia, including
Myanmar, Thailand, and Viet Nam; and (ii) the insular and peninsular part
(henceforth “insular part”), including Indonesia, Malaysia, and Philippines. The
former was characterized, among others, by major river deltas and the latter by
tropical rain forests.8
Before the 1860s when new transportation technology integrated this region with the rapidly industrializing West, major deltas and thick rain forests
were then largely unused for agricultural production. When Southeast Asia faced
growing demands from the West for tropical products, the deltas were converted
into paddy fields for commercial rice production and rain forests to plantations
for export cash crops. Corresponding to different natures of production by crop,
deltas continued to be dominated by small family farms. In contrast, insular areas
were bifurcated between family farms cultivating rice in small valleys and coastal
plains on one hand and large plantations producing tropical cash crops in highlands on the other. 9 Therefore, changes in the competitive strength of family
farms relative to plantations in the world market can be observed from comparisons on the export performance of agricultural products between Thailand on one
hand, and Indonesia, Malaysia, and Philippines on the other; as well as comparisons between the food-crop and the cash-crop sectors in these economies.
In terms of both environmental conditions and relative resource endowments, traditional comparative advantage in agricultural production of Thailand
lay in rice, and that of Indonesia and Philippines in tropical cash crops. It is,
therefore, no surprise to find in Table 1 that Thailand was a major rice exporter
(the world’s largest) with its world market share continuing to rise from 19611965 to 1991-1995. On the other hand, Indonesia and the Philippines remained
net importers. However, it is important to notice that their import margins were
significantly reduced, reflecting much faster growth in rice output over domestic
consumption, despite rapid increases in population. The high performances in ri8

For details on the ecological environments of the two areas, see Hayami (2001a).
Different agrarian structures in terms of distribution by farm size as well as land tenure
type across economies in the region emerged not only because of different crops with different
technological characteristics grown under different ecological conditions but also because of
the different trajectories of social and political history (Pelzer 1945, Furnivall 1948, McLennan
1969, Ingram 1971, Feeny 1982, Hayami and Kikuchi 1981, Hayami 2001).
9
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ce production in Southeast Asia reflect the strengthened competitive position of
family farms in this region. Their success owed much to public investments in
development and diffusion of modern rice varieties, and improvements in irrigation systems and fertilizer supply conditions that together brought about the socalled Green Revolution. This experience represents a strong evidence for the
very high production potential of family farms that can be realized with adequate
public investments in infrastructure, such as research and irrigation systems.
Surprising to see in Table 1 is the rise of Thailand as the exporter of several tropical cash crops associated with the decline of Indonesia and, more
conspicuously, that of the Philippines. Sugar represents a typical example. Thailand was a net importer of sugar before the Second World War and was barely
self-sufficient in the early 1960s. Nevertheless, Thailand rose to become the third
largest sugar exporter in the world next to Brazil and Australia in the 1990s. In
contrast, Indonesia and the Philippines, two traditional exporters of sugar in Asia,
almost completely lost their significance in the international market. Thailand exceeded Indonesia in the export of rubber, and the Philippines in the export of
pineapple products by the 1990s. Note that pineapples for processing are produced by large plantations in the Philippines and a significant share of rubber is
produced in plantations in Indonesia. On the other hand, both of the crops are almost exclusively grown in family farms in Thailand. Indonesia was able to
achieve a major increase in the world market share of coffee, but coffee is a crop
predominantly grown by smallholders in Indonesia. The same applies to cocoa,
though not shown in Table 1. These data seem to reflect increases in the advantage of family farms over plantations in the production of cash crops as well.10
Compared with Indonesia and the Philippines, the plantation sector in
Malaysia has been able to maintain or even increase its traditional comparative
advantage in tree crops, as reflected in the sharp increase in its world market
share of palm oil. The rise of Malaysia to become the dominant supplier of palm
oil, through efficient conversion of rubber to oil palm estates, has been supported
by the high entrepreneurship of private planters in managing their own estates as
well as their ability to organize cooperative research on plantation crops since the
10

Of course, there were factors other than the production organization that influenced agricultural growth performances. For example, Thailand’s high growth in cash crop production
during the period under study was supported by rapid land opening, especially in the Northeast,
and also by major improvements in roads and highways, which were originally undertaken for
the national security purpose of countering the communist insurgency in the border areas.
However, these factors cannot fully explain why Indonesia performed less well despite its large
open frontiers in the Outer Islands and remarkable improvements in communication and transportation infrastructure under the Suharto regime. It seems reasonable to interpret that the
improvements in infrastructure increased the advantage of the family farm over the plantation
system, thereby causing Thailand to surpass Indonesia in the exploitation of available land
frontiers for cash crop production. A detailed analysis of the interplay between production organization and other influential factors should be the agenda of future research.
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Table 1: Shares of Net Exports in World Total Export Value of Selected Agricultural
Commodities, 1961-2000

Rice
Indonesia
Malaysia
Philippines
Thailand
Maize
Indonesia
Malaysia
Philippines
Thailand
Sugara
Indonesia
Malaysia
Philippines
Thailand
Coffeeb
Indonesia
Malaysia
Philippines
Thailand
Coconut Oil
Indonesia
Malaysia
Philippines
Thailand
Palm Oil
Indonesia
Malaysia
Philippines
Thailand
Rubberc
Indonesia
Malaysia
Philippines
Thailand
Pineapplesd
Indonesia
Malaysia
Philippines
Thailand
Bananas
Indonesia
Malaysia
Philippines
Thailand
a

Sugar, raw equivalent.
Coffee, green and roast.
c
Natural dry.
d
Canned pineapples.
b

1961-1965

1976-1980

1996-2000

-10.9
-5.9
-3.1
19.7

-17.7
-2.4
0.5
18.8

-8.4
-2.6
-3.7
25.2

0
-0.5
0
3.6

-0.1
-0.8
-0.2
2.9

-1.0
-3.2
-0.7
-0.2

0.3
-1.2
7.3
0.2

-1.4
-1.2
4.0
2.7

-3.7
-1.8
-0.1
7.4

1.0
0
0
-0.1

4.5
0
0.3
0

4.0
-0.2
-0.1
0.5

0
6.4
39.8
-0.1

-1.0
3.7
68.5
-0.2

25.6
0.4
51.3
0.3

17.8
19.3
-0.9
0

14.5
59.4
-0.1
-0.6

19.2
60.2
-0.4
0.1

25.0
43.9
0
9.4

24.9
52.5
0.1
13.6
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colonial period. Vital for this success has been the preservation of private ownership and management of plantations, including those based on foreign capital,
after Malaysia achieved independence.
In contrast, the plantation sector in post-independence Indonesia that expropriated the estates of Dutch planters seems to have suffered from inefficiency
common to state enterprises. Several attempts to cure this problem include the
“nuclear estate” scheme by which a state plantation acts as a marketing/
processing center with a demonstration farm for technical extension, along which
smallholders are organized in a manner similar to contract farming. These attempts have often been marred by the direct application of plantations’
technology and practice without due understanding of smallholders’ conditions
(Barlow and Tomich 1991).
Since the early the 1970s, the Philippines has been losing out in world
competition in most of the tropical cash crops, not only because of growing inefficiency of the plantation system, but also because of the government’s trade
monopoly during the regime of President Marcos (Bautista 1987, Intal and Power
1989) and of the negative incentive of land reform programs on planters that shall
be discussed later.
VI. PROMOTING FAMILY FARMS

In view of the increasing advantage of family farms over plantations as
tropical economies shift from the land-abundant to the land-scarce stage, it
should be appropriate for tropical economies today to adapt policies for promoting family farms.
A.

Provision of Public Goods

As previously emphasized, the major limitation of family farms is that no
individual farm is sufficiently large to profitably build infrastructure necessary
for its own economic activities. For the promotion of family farms, it is critically
important for the government to supply infrastructure such as roads and irrigation
systems. The need for public goods is not limited to physical infrastructure. The
consensus has already been established that the most effective means to promote
the production capability of small farms is to build up agricultural research and
extension systems. The high rates of return to investment in agricultural research
are amply documented, implying serious underinvestment in agricultural research
below social optimum (Hayami and Ruttan 1985; Alston, Norton, and Pardey
1998; Evenson 2001). To a large extent this underinvestment stems from the
weak incentive for the private sector to conduct research and development on agricultural technology, partly because of small-scale farm producers being
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incapable to internalize the benefits from the research and partly because of the
difficulty to establish effective protection on intellectual property rights on agricultural technologies. At the same time, the underinvestment represents the
evidence of the government’s inability to capture the high rates of return to society by filling the gap between the private sector investment and the socially
optimum investment.
The contribution of agricultural research to the promotion of smallholders’
productivity has so far been demonstrated mainly for the case of food crops, most
dramatically by the success of the so-called Green Revolution in tropical Asia. A
large untapped potential seems to exist, however, to promote the production of
tropical export crops by smallholders. So far, research on export cash crops has
been designed mainly to improve production suitable for the practice of plantations, e.g., rubber research for improving rubber produced in monoculture.
Relatively little effort has been allocated to the improvement of mixed cropping,
e.g., rubber combined with coffee or rubber trees in-planted among wild trees
(so-called “jungle rubber”), in which smallholders have advantage (Hayami
1996). In general, the role of the government in organizing research on export
crops is more important for family farms than for plantations. The task of organizing cooperative research by private producers is relatively easy for the
plantation sector consisted of a small number of large planters (as demonstrated
by the successful rubber and palm oil research in Malaysia). However, it is prohibitively costly to organize the large number of small family farms for the same
endeavor.
While major infrastructure, such as highways, large-scale irrigation, and
research systems should be shouldered by the government, small public goods,
such as country roads, grazing lands, and fishing stock in small rivers and lakes,
can be more efficiently augmented and maintained by the collective efforts of local people. The capability of local communities to conserve “common-property
resources” or “commons” has increasingly been recognized in recent years (Ostrom 1990, Bardhan 1993, Baland and Platteau 1996). Yet, this capability
depends on the tradition of each community, which differs widely across regions
and areas. For example, in Southeast Asia which had been characterized until recently by relatively abundant endowments of natural resources and, hence, by the
absence of strong need to co-ordinate people on the use of natural resources, the
capability of local communities to manage commons is relatively weak. In contrast, much stronger control of communities was traditionally established in
Northeast Asia, especially in Japan, which had been subject to strong population
pressure on natural resources since much earlier (Hayami 2001b, chapter 9).
Where the tradition of organizing collective action at the community level is
weak, the government should support communities’ initiatives. The supports may
include rendering to local people education and extensions on the management of
commons, providing financial and material supports such as food-for-work pro-
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grams and micro-credit programs, and backing up communities’ rules by the government’s administrative guidance and/or formal laws (Aoki and Hayami 2001).
B.

Improving Markets

Critically important for small family farms to achieve the same economic
efficiency is the development of agricultural product and input marketing networks in rural areas, through which their small-lot transactions are not overly
handicapped as compared with large planters’ large-bulk product sales and input
purchases. For example, in remote areas to which urban traders are unable to extend operation of farm product collection, smallholders cannot engage in
commercial production, whereas large planters can bring products by their own
trucks to urban markets.
It has been a popular perception that middlemen by means of monopoly/monopsony pricing and usury exploit poor peasants in developing economies.
This stereotype, however, has failed to stand up under empirical tests. Accumulated empirical studies almost unanimously show that entry to agricultural
marketing activities is open and competition among middlemen is intense in developing economies in the absence of government control, so that marketing
margins are largely consonant with the costs associated with marketing activities
instead of traders’ excess profits (Bauer 1964, Lele 1971, Jones 1972, Unnevehr
1984, Timmer 1987, Hayami and Kawagoe 1993). Indeed, in low-income economies it has been common for smallholders to suffer severely by the monopoly of
government agencies, such as state marketing boards, as well as such distortive
border measures as export tax and export license. Deregulation and liberalization
can often spur major production boosts by family farms (Akiyama and Nishio
1996). The exploitation of smallholders by government monopoly practices in agricultural product and input marketing has been significantly reduced in the
1990s, owing largely to structural adjustment policies under the lead of IMF and
World Bank. Yet, the exploitation still remains in Asia, typically on rice growers
in such economies as Cambodia and Myanmar.
The empirical finding that the market surrounding smallholders in developing economies is largely competitive in the absence of government intervention
does not mean that the government needs no action to improve the existing system of agricultural marketing. On the contrary, the wide scope exists to reduce
transportation costs through public investment in roads and highways. Improvements in transportation and communication by public investment are also
effective in reducing trade risk and transaction costs and thereby promoting new
entry and competition. Of course, more fundamental in reducing transaction costs
is establishment of the effective “third-party contract enforcement” mechanism
including not only formal laws and court proceedings but also semiformal conflict resolution committees organized by traders’ associations, for example.
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Furthermore, development of institutions for the service of market information,
such as standardization of measures and weights, commodity exchange, crop
forecasting, and regular quotation of market prices in mass media, can contribute
much to the improvement of market efficiency. These policies, together with removal
of
government interventions on both internal and external trades, can greatly facilitate the transmission of foreign demands for the products of smallholders, and
thereby enable them to better respond to the opportunities created by increasing
globalization.
C.

Avoiding the Pitfall of Agricultural Protectionism

The strong empirical regularity observable worldwide is that, while trade
and taxation policies tend to be distorted in the direction to exploit (or tax) agricultural producers in low-income economies, they are designed to protect (or
subsidize) them in high-income economies (Schultz 1978; Anderson and Hayami
1986). In the low-income stage the priority of national development policy is
commonly bent toward promotion of modern industries, while agriculture is considered the source of exploiting resources for the support of industrialization.
This bias tends to be incorporated into policies as the equilibrium of politics
under the condition that a large number of farmers who lack education and live
sparsely over a wide space are difficult to organize for political lobbying,
whereas a small number of industrial and commercial elite clustered in metropolis
can
easily organize themselves for political campaign. Organized urban laborers join
the campaign for policies to lower food prices by such means as export tax and
government monopoly procurement of foodstuff.
This political equilibrium changes as the economy moves to a higherincome stage. Typically, in the process of successful industrialization the rise in
the per capita income of the farm population tends to significantly lag behind that
of non-farm population, resulting in the widening of rural−urban income gap. In
that stage farmers begin to organize for political lobbying on agricultural protection policies, including import restrictions, price supports, input subsidies, and
special tax treatments. Farmers become politically powerful, partly because they
become smaller in number yet much better educated and informed, but more importantly because urban dwellers become so affluent as to be tolerant of the
policies that entail a modest sacrifice from them for the sake of raising farmers’
income and level of living. The most dramatic example of this move to agricultural protectionism occurred in Japan from the mid-1950s to the 1970s, when the
Japanese economy jumped from the middle-income to the high-income stage. The
experience of Japan was repeated by Korea and Taipei,China some two decades
later.
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Several estimates indicate that the cost of agricultural protection as measured by social welfare loss in Japan has been very large (Anderson and Hayami
1986, Hayami 1988, Hayami and Godo 1997). Not measurable but perhaps more
serious than the measurable direct cost shouldered by consumers and taxpayers
are the international economic frictions that agricultural protectionism entailed.
In recent several decades, border protections on farm products continued to be the
major thorn in the relations between Japan and the exporters of agricultural products. Today, the resistance to possible increases in the imports of agricultural
products represents the major block to Japan’s entry to regional free trade agreements, except with Singapore. If Japan will continue to be isolated from free
trade agreements in the Asia and Pacific region for the sake of protection of domestic agriculture, its damage will become immeasurably large.
Equally serious are the effects of protection policies that block structural
adjustments in the farm sector itself. Farms in Japan distributed unimodally with
an average size of only 1.5 hectares can hardly be an efficient operational unit today, given the high labor wage rates and the ready availability of modern laborsaving machinery characterized by strong scale economies11. On the other hand,
income from farming is only a small fraction of total income in most farm households (only about 15 percent on the average.) Indeed, the majority of farmers are
earning the same level of income as that of nonfarm employees earning from a
nonfarm source. As such, these part-time farmers are willing to withdraw from
farming, while renting out their lands to full-time farmers who are eager to expand their operational scale for efficient use of labor-saving technology. Yet,
progress of such structural adjustment has been very slow under policies that protect traditional small-scale farms, such as special deductions of real estate and
inheritance taxes on small owner-cultivated farms (Hayami 1988). The result is
continued decline in the competitive position of Japanese agriculture in the context of globalization. Upper middle-income economies like Malaysia and
Thailand must be aware of this trap of agricultural protectionism waiting in their
path to high-income economies.
VII. TOWARD THE REORGANIZATION OF PLANTATIONS

Considering the growing inefficiency of plantations relative to family
farms in tropical developing economies, is it appropriate for the government to
apply land reform in the plantation sector, such that the government confiscates
private plantations and subdivides each into small units for the cultivation of fam11

Significant scale economies in agriculture began to emerge in Japan in the 1970s with
the introduction of large-scale machines such as riding tractors and combines as the labor wage
rates approached the level of high-income economies (Hayami and Kawagoe 1989). This is
consistent with the result of cross-country studies that show scale economies are absent in lowincome economies but significantly prevalent in high-income economies.

84 A SIAN D EVELOPMENT R EVIEW

ily farms? Apart from the political difficulty of violating private property rights,
administrative and technical difficulties involved are likely to make such reform
infeasible. Land reform implemented in non-Communist Asia has been limited to
the transfer of land ownership from landlords to tenants (in addition to the reduction of land rents). As such, it is easy to identify who should be the beneficiaries
of land reform—the tenant who used to cultivate a certain land parcel leased in
from a landlord before reform is undoubtedly the one to receive the ownership of
that land parcel. Since this beneficiary had the experience of managing the cultivation of the land using his family labor and own capital (such as farm
instruments and draft animals), no major disruption in production is expected to
occur from the transfer of ownership. In contrast, in the case of plantations, it is
difficult to identify who should receive the title of which land parcel. Plantation
workers typically work by group and by task over the territory of a plantation and
no individual worker continues to cultivate a certain land plot over a crop season
unlike the case of tenant farmers. Moreover, the question would arise who among
the employees are entitled to share in the land ownership. Should beneficiaries be
limited to field workers? Is it fair to exclude truck drivers or mechanics in processing plants within the same plantation? How about clerks and accountants?
Even if the ownership of a land parcel is transferred to an employee in any category, the time and cost to train him to be a manager of his own farm plus to
purchase (or lease) the minimum amount of capital goods for his independent operation will be quite large.
Confronted with such obvious difficulties, the application of redistributive
land reform to plantations will almost inevitably create major disruptions in production. For this reason, the application of distributive land reform has been
limited mainly to the food-crop sector consisting of family farms, at least in
Asia.12 An exception to this tendency was the attempt of the Philippine government to extend the redistributive land reform from the food crop sector to the
cash crop sector including plantations, through the Comprehensive Agrarian Reform Law of 1988. This Law has not been significantly implemented, obviously
because of the difficulties mentioned above, but the fear has prevailed among
plantation owners about eventual expropriation of their land. It is only natural
that they have stopped investing to improve their land infrastructure including
planting/replanting of trees. Some landowners have even preferred to keep their
land idle rather than use them for agricultural production. It should be reasonable
to hypothesize that the poor competitiveness of Philippine agriculture in the
world export market (Table 1) was, to a large extent, rooted in this great uncertainty of

12
Attempts in Latin America to apply redistributive land reform to large estates using
workers hired on wages or labor dues for subsistence plots (hacienda) have largely resulted in
disastrous consequences (de Janvry and Sadoulet 1989).
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the planters of tropical cash crops concerning the future course of land reform.13
Further, it is obviously difficult to organize new independent smallholders for the
timely delivery of their products for large-scale processing and marketing.
It appears that the reorganization of plantations into a more efficient form
could be better induced under the initiative of private entrepreneurs rather than
through government’s coercive measures. The design of a new structure attractive
to private business must be based on a clear understanding of the pros and cons
of the plantation versus the peasant system. To recapitulate, the advantage of the
family farm system is the high work incentive and the low cost of enforcing family labor, so that family farms are capable of managing complicated crop rotation
and crop-livestock combination by making productive use of low-opportunitycost labor on scarce land. The advantage of the plantation system consists of
(i) low transaction costs associated with the supply of farm-produced materials to
central processing and/or marketing characterized by scale economies, (ii) internalization of external effects such as provision of public infrastructure and
prevention of contagious pest and disease, and (iii) low credit costs.
These advantages of the two systems can be combined in the so-called
“contract farming” system in which an agribusiness enterprise manages the processing/marketing process and contracts with small growers on the assured supply
of farm-produced raw materials. The contract may include stipulations not only
on the time and quantity of material supply but also on prices, credit, and technical extension services.14
However, it needs a high degree of entrepreneurship and managerial skill
to organize and operate the efficient contract farming system, because it is not
easy to enforce contracts with a large number of smallholders concerning the
quantity, quality, and time of their product delivery to processing plants and/or
marketing centers. Insufficient ability and effort of agribusiness firms in this regard have often resulted in the failure in the operation of contract farming. Thus,
13

The negative effect of land reform on plantation production is difficult to verify by
means of formal statistical tests. Yet, stagnation in the growth of pineapple areas in the Philippines after the 1970s, compared with sharp increases in Thailand, despite availability of new
land for opening in Mindanao, seems to represent strong evidence.
14
Possible incorporation of credit provision in the contract farming system includes not
only cash credits but also in-kind credits in the form of supply of inputs to farmers during the
crop-growing season before harvest, akin to the “putting-out system” in manufacturing. In this
contract the cost of inputs is usually deducted from the payment for the delivery of products.
This practice, which is commonly called “credit tying”, is often used by traders/processors as a
means of enforcing farm producers to fulfill their contractual obligations such as the timely delivery of products satisfying a certain quality standard, while it increases farmers’ access to
credits, especially those possessing no assets usable for collateral. The empirical evidence of
this practice being used as an instrument for traders/processors to exploit small farmers is not
very strong (Hayami and Kawagoe 1993).
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the performance of contract farming has so far been mixed even in Thailand
(Siamwalla 1992). The same applies to other areas including Africa where it is
reported that contract farming organized by government agencies is usually inefficient (Jaffe and Morton 1995, 94-107).
A gradual reorganization of the existing plantation system into an efficient
contract-farming system should be feasible though difficult, if the high management capability of agribusiness, including multinational corporations, can be
mobilized for this endeavor. Under present conditions, however, since the prevailing mode of agribusiness plantation management is both efficient and
profitable, the multinationals do not see the need for such reorganization. Therefore, a policy design is necessary to create an incentive mechanism to induce
efforts for organizational change toward that direction. The design might include
(i) gradual phasing-out of special treatment accorded to plantations, such as public land leases at favorable terms and special allocation of import and foreign
exchange licenses; (b) more strict enforcement of land taxation on the ownership
of large farm estates; and (c) more strict application of labor and environment
codes to corporate farms. At the same time, government must invest in education,
research, and extension to develop the capability of small growers to operate effectively under the contract-farming scheme.
Another approach might be to encourage the organization of cooperatives
for processing and marketing. Inefficiency in organizing farm production by cooperatives has been amply illustrated by the experiments of centrally planned as
well as some market economies. On the other hand, examples of successful cooperatives in organizing agricultural product marketing and processing are not rare,
for example, horticultural marketing cooperatives in Netherlands and cooperative
creameries in Denmark. The best services of marketing and processing will be
provided to both consumers and farm producers in an environment in which cooperatives and private marketing agents compete with each other and among
themselves. Their services are bound to degenerate if monopoly is granted to the
cooperatives, as demonstrated by the Japanese experience (Hayami 1988).
Plantations have been and will continue to be an important sector in tropical Asia. While negative aspects of plantations have been looming larger over
time, government direct controls on their operations will likely prove damaging
to both national economic development and well-being of rural people. The entrepreneurship and management capability of agribusiness enterprises, including
multinational corporations, in the area of agricultural marketing and processing
are very valuable inputs that developing economies cannot afford to lose. The rational approach, therefore, should be to design an inducement mechanism toward
an agrarian organization that may be able to combine the merits of both the family farm and the plantation systems.
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Environmental Damage
and the Mismeasure of Poverty
and Inequality: Applications to Indonesia
and the Philippines
MARIANO TORRAS

Environmental and natural resource accounting has heretofore mostly been
conducted in a national income accounting context. Yet income inequality
and poverty statistics are often exceedingly optimistic absent an adequate
accounting of environmental losses. Following Khan’s study on Bangladesh
(1997), this paper adjusts for inequality and poverty measures to account for
estimated environmental damage, in this case for Indonesia and the
Philippines. Unlike Khan, the paper uses actual data on environmental losses
published by the World Resources Institute, and tests for different
assumptions regarding the within-population distribution of the environmental
damage. Results show that both Gini coefficients and poverty rates increase in
each country after the adjustments. The study provides further evidence that
growth in gross domestic product (GDP) is not always an adequate poverty
reduction measure and, more importantly, calls into question the so-called
“environment−equity trade-off”, implying that pro-environment policies have
the potential to produce “win-win” outcomes in less developed countries such
as Indonesia and the Philippines.

I. INTRODUCTION

Much recent work on the relationship between economic growth and environmental quality focuses on the economic causes of environmental damage. The
environmental Kuznets curve hypothesis (EKC)which posits an inverted-U relationship between income per capita and environmental degradation or
pollutionis perhaps the best example (see, e.g., Grossman and Krueger 1993
1995; Selden and Song 1994; Shafik 1994).1 While criticisms of the EKC
abound, they are also mostly preoccupied with determinants of environmental
1

The EKC label comes from the original Kuznets curve, based on a seminal article by
Kuznets (1955) on the relationship between economic growth and income inequality. The only
similarity between the two functions is their appearance: Kuznets, in fact, had little to say
about environmental matters.
Mariano Torras is Assistant Professor of Economics at Adelphi University, New York. The author thanks
John Lunn and other participants in a panel at the 77th Annual Western Economics Association Meetings
held June 2002 in Seattle, for comments on earlier versions of the manuscript, as well as two anonymous
referees. All errors remain his.
Asian Development Review, vol. 19, no. 2, pp. 90-103

© 2002 Asian Development Bank

E NVIRONMENTAL D AMAGE AND THE M ISMEASURE OF P OVERTY AND I NEQUALITY :
A PPLICATIONS TO I NDONESIA AND THE P HILIPPINES 91

damage (e.g., Ekins 1997, Torras and Boyce 1998). Much less attention has heretofore been devoted to the economic consequences of environmental damage.
Beyond the question of whether income growth improves environmental
conditions, severe and persistent environmental damage might stifle growth and
therefore countervail against eventual improvements in general environmental
quality. Moreover, even if the magnitude of GDP growth were not visibly affected by the damage, its “quality” might be, since certain types of environmental
damage diminish the ability of growth to combat absolute or relative deprivation
in society.2 A negative feedback loop might subsequently be created since, as
argued by Boyce (1994), environmental damage is likely to be greater in cases
where society is more polarized.
This observation marks the starting point of this paper. It studies the effect
of estimated environmental damage on income inequality and poverty indicators,
examining data from Indonesia and the Philippines. Following Khan’s study on
Bangladesh (1997), inequality and poverty indexes are adjusted based on environmental damage in each country, but unlike Khan, the paper employs published
quantitative estimates of environmental damage and conducts a scenario analysis
allowing for alternative assumptions regarding the within-population distribution
of the social cost associated with the damage.
The environmental estimates are based on different natural resource groups
in each country and as such cannot be directly compared. Moreover, the inequality statistics are measured differently for each of the two countries and both the
inequality and poverty numbers are available for only a few years. These limitations, nevertheless, do not detract from the paper’s general conclusion that
measures of deprivation are more severe after one accounts for environmental
damage.
While the conclusion might seem axiomatic, the study reveals the significant extent to which environmental damage can limit the effectiveness of GDP
growth in reducing deprivation, especially in the case of Indonesia. Insofar as the
pervasiveness of poverty or inequality adversely affects environmental outcomesindependent of incomethe finding may conflict with earlier optimistic
EKC studies. Yet on a brighter note, the results imply that pro-environment policies can improve national well-being not only for the obvious environmental
benefits that would be preserved, but also because of the inequality and poverty
reduction that is likely to be a consequence of such action. Countries like Indonesia and the Philippines are not, in other words, condemned to suffer continued
pernicious environmental effects of economic growth.

2

Kakwani and Pernia (2000), for example, distinguish among growth outcomes according to the degree to which they are “pro-poor.” Dasgupta and Maler (1990), among others,
describe a possible feedback effect in which growth that is not pro-poor, i.e., immiserizing, in
turn further worsens environmental conditions.
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II. ENVIRONMENTAL DAMAGE, INEQUALITY, AND POVERTY

Growing concern among economists over the state of the natural environment has added a dimension to one of the fundamental problems in the field, the
timeless controversy over whether economic policy should emphasize growth at
the short-run expense of a just income distribution or vice-versa. Environmental
damage is widely believed to influence both growth and distributional equity, and
some believe that damage beyond a certain threshold is inimical to both objectives.3 Daly (1992, 1996); Hediger (1999, 2000); and Stewen (1998), among
others, refer to a new “triad” of interrelated policy objectives that countries face
today, adding “optimal economic scale”corresponding to the threshold of human
impact on the natural environmentto efficiency (growth) and distributional equity.
Most research into links among these three dimensions has looked into the
effects of growth, poverty, and inequality on the environment rather than viceversa. To the extent that the reverse causal link is considered, it is generally given
secondary importance. The literature on the EKC is no exception, since EKC
studies seldom consider the reverse linkthat is, the feedback effect of environment on economic growth.4 The paper emphasizes this under-remarked link, but
rather than focus on the effects of environmental damage on growth as such, the
paper emphasizes its effects on the ability of growth to reduce poverty and inequality.
GDP growth accompanied by reduced welfare for some in the population
almost certainly implies worsening inequality, but it is not clear to what extent.
More important, it is conceivable that all segments of the population gain in absolute termsviz, that poverty is reduced despite an increase in inequality.5 Yet

3
For consistency the term “environmental damage” is used to stand as well for environmental degradation, ecological damage, even resource depletion and the like, since the
differences among these are not particularly pertinent to the present discussion.
4
Among EKC critics, Arrow et al. (1995) are among the few exceptions. Others do not
for the most part broach the subject. In a survey on the EKC, for example, Ekins (1997) finds a
number of problems with earlier studies, but most relating to methodological inconsistencies
rather than theory. Others focus on other nonincome factors such as literacy, political rights,
and income inequality (Torras and Boyce 1998); absence or presence of democracy (Neumayer
2002); and power inequality (Boyce et al. 1999)again, possible causes of environmental
change, not consequences.
5
The relationship between growth, poverty, and inequality is complex, and has been researched to a considerable extent. Concerned with the manner in which GDP growth
sometimes conceals worsening poverty, Ahluwalia and Chenery (1974) were among the first to
employ an alternative accounting scheme that places greater weight on the income of poorer
groups. Eastwood and Lipton (2000) consider the degree to which existing inequality impacts
on the ability of growth to reduce poverty, and Foster and Szekely (2000) note how conclusions on this matter are sensitive to the manner in which well-beingespecially well-being for
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such an outcome might be less likely if we took into account the effects of environmental damage on individual well-being. Khan (1997) makes this allowance
in estimating adjusted measures of inequality and poverty for Bangladesh, concluding that both are considerably understated by the conventional (unadjusted)
statistics.
What is novel about Khan’s approach is that his environmental adjustments
are applied to inequality and poverty statistics instead of to national income accounts. While far from being universally embraced, adjusting income accounts
for such damage is a more well established practice. As economists grow increasingly aware about the finiteness of the natural environment, the need to treat
natural resource stocksif not the environment in generalas a form of capital
is gradually making its way into the mainstream (e.g., El Serafy and Lutz 1990,
World Bank 1994).
Khan justifies the adjustments to the inequality and poverty indexes on
grounds that environmental damage increases defensive expenditures individuals
face, such as increased health care costs resulting from pollution-induced illness.
Despite receiving the same money income, therefore, such individuals experience
a lower level of well-being than in the absence of the environmental damage.
Additionally, Dasgupta and Maler (1990) note that for people in agrarian economies not far above subsistence, natural resources are often complementary to
other goods and services so that depletion of the natural resource base creates
destitution even in the face of increasing prosperity at the aggregate (national)
level. For both reasons we can expect the inequality and poverty picture to be
more stark than suggested by conventional statistics, especially when the country
in question suffers substantial environmental damage.
Since the Gini coefficient of inequality is derived from the income shares
of different percentile groups in a population, it is not an exceedingly difficult
matter to revise the coefficient so that it accounts for a given monetary assessment of environmental damage. Khan notes that assuming there is an income
distribution vector α and an estimated environmental damage estimate of x monetary units per person, we can derive a new vector β by subtracting x from each of
the individual incomes. For a given individual earning αi (i = 1,2,3...n), his “real”
income becomes βi = αi -x. Gini indexes can be computed for the original vector
α = (α1, α2, α3….αn) as well as for the “environmentally adjusted” vector
β = (β1, β2, β3…. βn). Even though according to the framework everyone is presumed to lose equal amounts in absolute terms, the poor lose more relative to
their income. It therefore stands to reason that G(β) should always exceed
G(α)in other words, that accounting for environmental damage should result in

the pooris defined, concluding that growth in general is good for the poor, albeit not as good
as for better- off individuals.
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income being distributed more unequally than in the absence of the modification.
As noted, Khan confirms this to be the case for Bangladesh.6
Poverty is similarly underestimated if we fail to account for environmental
damage. In terms of the headcount index (percentage of the population below the
poverty line), it is clear that subtracting some amount x from everyone’s income
can only increase this percentage since everyone is made poorer. The same is true
of the poverty gap measure, which accounts for the severity as well as the incidence of poverty:
poverty gap =

1 p
∑ (Gi / z ) ,
n (i =1)

(1)

where:
n = total population
p = number of poor
z = poverty line
Gi = income shortfall of ith individual.
The number of poor (p) increases for the reason given above and Gi increases or at least remains the same for all i if we subtract some constant x from
each individual’s income. If p increases and Gi is nondecreasing for all i, the poverty gap must increase. Khan examines the FGT index that accounts for caloric
(as opposed to income) deprivation. Although the FGT differs slightly from the
headcount and poverty gap measures, they are related, and the conclusions to be
drawn from the results of the environmental damage adjustments are essentially
the same.
I have thus far not elaborated on the assumption that environmental damage is distributed equally across the population (i.e., the claim that everyone
suffers the same damage “x” in our earlier example). Khan employs this “equality
of misfortune” assumption (EMA) on a fortiori grounds. In other words, he sees
that the implications of his study would only be strengthened if one adopted the
less conservative assumption that the poor on average shoulder more of the environmental damage than the rich not only relative to income, but in absolute terms
(call it the “regressive impacts” assumption or RIA).
Yet much recent work in ecological economics and political ecology lends
credence to this latter assumption, emphasizing not only income distribution, but
6

Even the environmentally adjusted Gini may understate inequality. Persky and Tam
(1990) note that perceptions of well-being are influenced by local status, i.e., one’s place in the
income distribution of one’s reference group. Their empirical study on the United States shows
that a Gini index modified to reflect local status showed much less improvement from 1949 to
1979 than did the standard Gini.
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what Martinez-Alier (1995) terms “ecological distribution”i.e., how the social
cost associated with environmental damage is distributed across the population.
Torras (2001) demonstrates that regressive ecological distribution often results in
well-being decreases for poorer segments of society that would not always be
visible absent an independent ecological distribution accounting. Dasgupta
(1995) and Martinez-Alier (1993), among others, claim that in many cases the
poor suffer disproportionately from environmental damage.7 It therefore seems
remiss to not at least consider the implications of RIA to the present study.
In the analysis to follow, adjusted and nonadjusted Gini and poverty
indexes are compared for Indonesia and the Philippines under both EMA and
RIA. In applying RIA, following Torras (1999), it is assumed that environmental
damage is suffered in inverse proportion to the income share. In other words, if
the richest quintile in the population earn fifty percent of national income and the
poorest 3 percent, it is assumed that the first groups suffers 3 percent of the environmental damage and the latter group, one-half of it. While distributing the
damage in this manner does not connote superiority to other options, at present
no data exist to suggest more favorable alternatives.
III. APPLICATION TO INDONESIA AND THE PHILIPPINES

In his paper on Bangladesh, Khan (1997) does not provide actual data on
the monetary value of environmental damage in the country, in all likelihood because such data are not available. Undeterred, he conducts a scenario analysis in
which he adjusts the country’s Gini and poverty indexes for different hypothetical
damage levels (relative to GDP) and compares among the outcomes, finding that
conventional Gini and poverty indexes consistently understate inequality and
poverty. Such hypothetical scenarios are not necessary here, however, since environmental damage estimates already exist for Indonesia and the Philippines.
The relevant data are compiled by researchers from the World Resources
Institute (WRI). Repetto et al. (1989) conduct an in-depth natural resource accounting study on Indonesia, and Cruz and Repetto (1992) do similarly for the
Philippines. For both studies the monetary estimates are exclusively for resource
depletion, and even though for consistency, the paper will continue to refer to
these as the “‘environmental damage” estimates, they do not account for lost or
diminished ecological benefits such as climate regulation, nutrient cycling, etc.
The WRI studies only considered squandered economic benefits associated with
marketable raw materials. Absent estimates of these other losses, even the
adjusted Gini and poverty indexes presented in this paper will underestimate the
7
Martinez-Alier is especially careful to emphasize that this is entirely related to the poverty of the affected population rather than any diminished preference for environmental quality
on their part.
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extent of inequality and poverty. The conclusions of the study therefore apply a
fortiori to similar cases where ecological damage value estimates are available.
The WRI studies in each case report estimated losses in the three dominant
natural resource sectors, and adjust GDP accordingly. Tables 1 and 2 present estimates of these losses for Indonesia and the Philippines, along with the total loss
in relation to GDP for that year. The relative losses for both countries for the
most part far exceed any of the damage-GDP ratios considered by Khan in his
Bangladesh study0.5, 1, and 2 percentthough, in fairness to the author, he
did note in his study that his assumptions were “fairly conservative.” Relative to
GDP, damages are much higher in Indonesia than in the Philippines, save a few
years (1971 and 1974) in which significant petroleum deposits were discovered,
resulting in a sizable “negative damage.”
We should at this point note three more caveats. First, it might come as a
surprise that environmental damage relative to GDP comes out much higher for
Indonesia than for the Philippines. Yet in most cases the majority of the environmental damage is not “damage” in the ecological sense, rather foregone income
associated with petroleum extraction as estimated by Repetto et al. (1989). Since
petroleum did not figure into the Philippine study, it may be misleading to compare the two countries. Related to this, it is not obvious that natural resource
depletion always reduces well-beingespecially that of the poorin the same
way that some types of ecological damage might. To the extent that exhaustion of
a country’s petroleum reserves hurts the poor, it is likely to be from the ensuing
ecological damage, rather than from squandered future oil revenues. Finally, the
method employed by Repetto et al. (1989) of counting discoveries as income or
“negative damage” is contestable to say the least, but space limitations prevent a
further discussion of this issue.
Table 1: Monetary Assessment of Resource Depletion in Indonesia
(billion rupiah, 1973 prices)
Year
1971
1972
1973
1974
1975
1976
1977
1978
1979
1980
1981
1982
1983
1984

GDP
5,545
6,607
6,753
7,296
7,631
8,156
8,882
9,567
10,165
11,169
12,055
12,325
12,842
13,520

Petroleum
Sector Loss
-1,527
-337
-407
-3,228
787
187
1,225
1,117
1,200
1,633
1,552
1,158
1,825
1,765

Source: Repetto et al. (1989).

Forestry
Sector Loss
312
354
591
533
249
423
405
401
946
965
595
551
974
493

Soil
Sector Loss
89
83
95
90
85
74
81
89
73
65
68
55
71
76

Total Loss
-1,126
100
279
-2,605
1,121
684
1,711
1,607
2,219
2,663
2,215
1,764
2,870
2,334

As Percent
of GDP
-20.3
1.6
4.1
-35.7
14.7
8.4
19.3
16.8
21.8
23.8
18.4
14.3
22.3
17.3
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Table 2: Monetary Assessment of Resource Depletion in the Philippines
(million Philippine pesos, 1990 prices)
Year
1970
1971
1972
1973
1974
1975
1976
1977
1978
1979
1980
1981
1982
1983
1984
1985
1986
1987

GDP
51,014
53,672
56,464
60,202
64,187
68,437
73,922
78,467
82,784
87,962
92,568
96,207
98,999
99,921
93,927
89,904
91,287
95,948

Forestry
Sector Loss
2,508
2,476
2,119
2,577
2,858
2,599
2,435
2,824
2,628
3,341
4,217
3,427
2,502
2,596
2,296
2,422
2,369
2,649

Soil
Sector Loss
139
151
163
176
188
200
212
224
236
249
261
273
285
297
309
322
334
346

Fisheries
Sector Loss
234
234
234
234
234
234
234
234
234
234
234
234
234
234
234
0
0
0

Total Loss
2,881
2,861
2,516
2,987
3,280
3,033
2,881
3,282
3,098
3,824
4,712
3,934
3,021
3,127
2,839
2,744
2,703
2,995

As Percent
of GDP
5.6
5.3
4.5
5.0
5.1
4.4
3.9
4.2
3.7
4.3
5.1
4.1
3.1
3.1
3.0
3.1
3.0
3.1

Source: Cruz and Repetto (1992).

Indonesia experienced consistent and strong growth over the years covered
in the WRI study. The annual GDP growth rate was 8.2 percent for 1971-1977,
6.2 percent for 1977-1984, and 7.1 percent for 1971-1984. Even per capita
income growth was impressive, with the respective rates being 5.6, 4.1, and
4.8 percent. For the Philippines the story is more varied, with strong growth
during the 1970s followed by weak growth (and contraction in per capita terms)
during the 1980s. Divided into subperiods, GDP growth was 6.1 percent (3.5 percent per capita) from 1970-1980 but only 0.5 percent (-2.0 percent per capita)
from 1980-1987. Nevertheless, growth for 1970-1987 was not trivial at 3.8 percent (1.2 percent per capita).
Inequality statistics, in the form of Gini coefficients, were obtained from
the respective country statistical yearbooks for a variety of years. Since Gini coefficients are generally not estimated with any regularity, they were only
available for a few of the years covered in the WRI reports: five for Indonesia
and only three for the Philippines, so only these were considered in the analysis.
Data on poverty (World Bank 1999) were even more scant, with national statistics for the two countries being available only for two years, 1975 and 1985.
Fortunately, the years roughly correspond to the beginning and ending years in
the WRI studies, enabling the drawing of reasonable conclusions about the respective periods.
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Perhaps not surprisingly, GDP growth for the most part led to inequality
and poverty reductions for both countries if conclusions are based on conventional indicators. Yet as expected, the conventional statistics overstate the
magnitude of the reductions. As shown below (Table 3), the Gini index remains
quite high for each country after accounting for the environmental damage, especially in the RIA case. The Gini increases observed after accounting for the
environmental damage are caused by the fact that the poor lose more than the rich
in relative terms, even under EMA. Inequality is even more severe under RIA,
since here the poor lose more consequent to the damage adjustment not only relatively but absolutely.
Table 3: Income Inequality, Conventional and Adjusted
(A) Indonesia

Year
1976
1978
1980
1981
1984

Gini
Coefficient
.346
.386
.356
.337
.324

Change
—
.040
-.030
-.019
-.013

Equality of
Misfortune
Adjustment
.378
.464
.468
.413
.392

Change
—
.086
.004
-.055
-.021

Regressive
Impact
Adjustment
.409
.542
.579
.489
.459

Change
—
.133
.037
-.090
-.030

Regressive
Impact
Adjustment
.550
.490
.487

Change
—
-.060
-.003

(B) Philippines

Year
1971
1985
1987

Gini
Coefficient
.494
.461
.457

Change
—
-.033
-.004

Equality of
Misfortune
Adjustment
.522
.475
.472

Change
—
.047
.003

Sources: Indonesian and Philippines Statistical Yearbooks, various years.

Even though Indonesia’s Gini coefficient increased from 1976 to 1978
(until 1980 for environmentally adjusted Gini), in more recent years the trend was
an unambiguously inequality-reducing one. The magnitude of reduction in the
Gini coefficient was actually greater when environmentally adjusted, and greatest
in the RIA case. Still, compared with the conventional Gini index, the EMAadjusted and RIA-adjusted Ginis remained substantially higher throughout, even
exceeding 0.5 in a few of the RIA cases. The Philippine Gini coefficient shows
only decreases over the three years for which the data are available. As with
Indonesia, the magnitude of the drop is magnified upon adjusting for environmental damageand again most so in the RIA casebut only from 1971 through
1985. Otherwise it makes little difference. Gini for the Philippines also remained
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at an exceedingly high level, although unlike in the Indonesian case this held
even without environmental damage adjustments.
Yet as in the case of the environmental damage estimates, one should exercise caution in comparing the Indonesian and Philippine Gini coefficients. While
Indonesia bases its Gini on inequality of expenditures, the Philippines’s Gini
reflects income inequality, which is invariably higher than consumption inequality. One could always “adjust” the consumption-based measure (multiplying it by
a factor of, say, 2), but this was avoided, for two reasons. First is that whatever
factor chosen would necessarily be somewhat arbitrary. Second and more important, this study is not meant to compare cross-country outcomes (since it would
anyhow require remarkable consistency in the data) but attempts to compare, for
each country, conventional measures of deprivation with environmentally adjusted ones.
Again judging from the conventional statistics, Indonesia’s rapid growth
contributed significantly to poverty reduction, halving the poverty rate from 1975
to 1985 and reducing the poverty gap by almost two thirds (Table 4a). Growth in
the Philippines, in contrast, reduced poverty far more modestly, only achieving
approximately ten percent reductions in both indexes (Table 4b). Yet, after factoring in environmental damage, poverty is shown to be higher in both years, for
both countries, and under either distribution assumption.
The headcount index for Indonesia is higher under EMA than RIA in both
1975 and 1985. What makes this unusual outcome possible is the fact that only
the poorest income quintile loses more in absolute terms under RIA than EMA,
since this group suffers the lion’s share of the damage under the ”inverse income
weights” scheme discussed earlier. Consequently, some individuals near the median of the income scale who were “made poor” with the EMA environmental
damage adjustment were not under the RIA scenario. The outcome contradicts
Khan’s (1997) a fortiori assertion that more regressive environmental impacts
necessarily result in conventional statistics understating the respective problems
to a greater degree than under EMA.
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Table 4: Comparison of Conventional and Depletion-Adjusted Poverty Measures
(A) Indonesia
Year
Conventional

1975
1985

Number of Poor
(millions)
87.2
52.8

1975
1985
1975
1985

Headcount Index*
64.3
32.2
49.9

23.7
8.5
64.1

96.0
87.6

70.8
53.4
24.6

34.9
22.8
34.7

93.3
83.5

68.8
50.9
26.0

45.5
34.3
24.6

Percent reduction
Equality of Misfortune
Percent reduction
Regressive Impact

Poverty Gap**

Percent reduction
(B) Philippines
Year
Conventional

1975
1985

Number of Poor
(millions)
15.4
17.7

1975
1985
1975
1985

10.6
9.2
13.2

17.0
19.3

39.3
35.3
10.2

14.5
11.8
18.6

18.3
22.3

42.4
40.8
3.8

21.1
16.4
22.3

Percent reduction
Regressive Impact
Percent reduction

Poverty Gap**

35.7
32.4
9.2

Percent reduction
Equality of Misfortune

Headcount Index*

*Percentage of the population that is poor.
**Mean shortfall divided by poverty line.

For Indonesia the percentage reductions for both indexes are much lower
after factoring in environmental damage. Instead of the headcount index declining by 50 percent from 1975 to 1985, it drops by only about a quarter under
either type of adjustment assumption. In the case of the poverty gap, the declines
are only about one third under EMA and one fourth under RIA, compared to two
thirds without adjustments. The Philippine case offers a stark contrast. While the
conventional, EMA, and RIA headcount index reductions are not too dissimilar
in percentage terms, reductions in the poverty gap are larger in both environmen-
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tally adjusted cases: 18.6 and 22.3 percent for EMA and RIA, respectively, compared with only 13.2 percent for conventional. This is explained by a
significantly lower rate of resource depletion relative to GDP over the latter half
of the 1970-1987 period, causing the difference between the conventional and adjusted figures to shrink from 1975 to 1985. The environmentally adjusted poverty
gap remains higher under either assumption, however.
IV. DISCUSSION AND POLICY IMPLICATIONS

Environmental damage assessments have an important place in economic
measurement, not only in the national income accounts, but also in the inequality
and poverty statistics. As shown, and consistent with Khan’s earlier conclusions,
conventional statistics may understate the degree of deprivation in society, often
substantially. Contrary to earlier accounts, GDP growth in Indonesia and the Philippines has generated at best modest reductions in inequality and poverty. The
regressive impacts assumption (RIA) in most cases increases the degree to which
the statistics are understated although, contrary to Khan’s claim, assuming a regressive distribution of environmental damage does not necessarily worsen the
poverty picture.
Whether the damage-induced exacerbation of inequality and poverty in
turn implies further environmental damage is still very much an open question.
The same can be said for its implications on continued GDP growth. Both questions deserve continued attention and further research.
Procurement of more reliable data is also important. The limited reliability
of and frequent intercountry incompatibility among Gini coefficients is well
known. Yet data limitations do not lessen the paper’s conclusion in any way,
since the principal argument relates to comparisons of alternative measurement
approaches, not intercountry comparisons. Indeed, refinements in data collection
techniques are unlikely to alter the findings in any appreciable manner. Environmental damage estimates values are also often inconsistent, and in any case very
subjective. Fortunately there is already an enormous literature on the subject attempting to devise more objective estimation criteria. Estimates of the lost
ecosystem benefitsas opposed to marketable raw materialsare especially important. Their omission from this study implies that in all likelihood, even the
adjusted figures underestimate deprivation in Indonesia and the Philippines.
Since present as well as future generations are hurt by unrestrained degradation of the natural environment, the most important policy implication to be
drawn from this study is that greater environmental protection should be pursued
not only for its own sake but also to avoid a worsening of inequality and poverty
in society. Rather than there existing an “equity−environment trade-off”, the
reverse appears to hold. Also, contrary to the first stage in the environmental
Kuznets curve hypothesis, continued environmental deterioration is not inevitable
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in LDCs such as Indonesia or the Philippines if a “pro-environment” policy is
implemented. To the extent that less poverty and more equality themselves contribute to less environmental damage and more rapid and sustainable growth,
more aggressive environmental protection today has the potential to generate a
“win-win” outcome for society and future generations.
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Capital Mobility:
Evidence from Sri Lanka
ARUSHA COORAY

The paper examines the degree to which financial deregulation has
contributed to increased international capital mobility in Sri Lanka. In
fulfilling this objective the empirical validity of three tests are examined: the
Feldstein-Horioka (1980) model; the Sachs (1981, 1982) approach to the
savings−investment relation; and the Shibata-Shintani (1998) model. The
Shibata-Shintani model is further investigated by relaxing the assumption of a
constant real rate of return. Overall evidence points to an increase in capital
mobility in the postderegulation period suggesting an enhanced role of the
exchange rate in the monetary transmission process.

I. INTRODUCTION

Sri Lanka deregulated its financial system in 1977 through reforms aimed
at increasing the role of the market mechanism. The dismantling of restrictions
with respect to external trade and payments constituted a key element of the reform process.1 Given that Sri Lanka was the first among the South Asian
economies to liberalize its economy, it provides a particularly interesting case for
an investigation of capital mobility.
In satisfying this objective, the empirical validity of three tests is examined. The first is the test advanced by Feldstein and Horioka (1980), which
examines the correlation between domestic savings and investment. The second
is the approach to the savings−investment relationship advanced by Sachs (1981,
1982). The third is a measure of international capital mobility, suggested by Shibata and Shintani (1998), based on the correlation between a country’s
consumption and net output. This model is also tested by relaxing the assumption
of a constant real rate of interest.

1

Among other policy measures introduced were the unification of the exchange rate,
adoption of a managed float, upward revision of interest rates, reduction of directed credit, introduction of prudential regulations of banks and finance companies, and strengthening of debt
recovery legislation.
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Contrary to expectations, empirical tests on capital mobility have consistently failed to validate theoretical predictions.2 Feldstein and Horioka found a
high correlation between domestic savings and investment for a sample of 16
OECD countries, which implied that there were significant imperfections in the
international capital market. This subsequently gave rise to two further questions:
the persistence of a strong positive correlation between savings and investment
for developed countries (see Feldstein 1983, and Penati and Dooley 1984), and a
higher savings investment correlation for developed rather than developing countries (see Fieleke 1982; Dooley, Frankel, and Mathieson 1987; Wong 1990). For
this reason, the Sachs approach and the Shibata Shintani model are also tested for
Sri Lanka.
The rest of this paper is organized as follows. Section II presents the Feldstein-Horioka, Sachs, and Shibata-Shintani tests of capital mobility. Section III
outlines the empirical models. Section IV provides an overview of capital account liberalization in Sri Lanka. Section V presents the data. Section VI
evaluates the empirical results relating to the tests of capital mobility. Section VII
summarizes the conclusions.
II. TESTS OF CAPITAL MOBILITY
A.

The Feldstein Horioka Model

Feldstein and Horioka (1980) put forward a test of capital mobility based
on the correlation between a country’s level of domestic savings and investment.
They argue that, with greater capital mobility, the level of investment in a country
need not be constrained by the level of domestic savings, as any discrepancy can
be financed by foreign savings. It follows from this that the correlation between
domestic savings and investment is zero with perfect capital mobility, and that
savings equals investment in the case of capital immobility.
Using data from 1960-1970, Feldstein and Horioka ran a regression of the
investment ratio on the savings ratio for a cross section of 16 OECD countries.
The regression was also run with the sample period divided into three subsamples. The coefficient on savings was in the range of 0.94 and 0.83 for the four
sample periods examined, pointing to the conclusive rejection of perfect capital
mobility. Contrary to theoretical predictions, data revealed almost a one-to-one
increase in the domestic savings ratio in response to an increase in the domestic
investment ratio. Feldstein (1983), extending the sample period to cover the
1974-1979 period, found support for the previous findings of Feldstein and Hori2
Feldstein and Horioka (1980); Feldstein (1983); Dooley, Frankel, and Mathieson
(1987); Bayoumi (1990); and Golub(1990) among others, found a significant positive correlation between savings and investment.
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oka, with the coefficients on the savings ratio ranging from 0.78 to 0.99 for all
the sample periods studied. Their findings were subsequently confirmed by many
others—Dooley, Frankel, and Mathieson (1987); Penati and Dooley (1984);
Frankel (1986); Bayoumi (1990); Golub (1990); and Kim (1993).3 Vredin and
Warne (1991) and Krol (1996), however, found some support for the theory.
The savings investment relationship was examined from a different perspective by Sachs (1981), who defined the difference between savings (S) and
investment (I) as the current account balance. According to him, investment had a
negative impact on the current account balance under conditions of capital mobility because higher domestic investment would lead to greater international
borrowing and hence a higher current account deficit. Regressing the current account balance (CA) on the investment ratio, Sachs found a significant negative
relationship between the current account and investment ratios for a cross-section
of 14 OECD countries for the 1960-1979 period. In regressions of ∆(CA/GNP)
on ∆ (I/GNP) and ∆ (S/GNP), respectively, for the period 1968-1979, the regression coefficient on the change in investment rate was –0.61, while the estimated
coefficient on the change in the savings rate was –0.34, establishing a significant
negative correlation between investment and the current account balance (see
Sachs 1981, 250, Table 14). These findings were in contrast to those of Feldstein
and Horioka.
More recently, Shibata and Shintani (1998) put forward a measure of capital mobility based on the correlation between a country’s consumption and net
output. They employ the permanent income model of Campbell and Mankiw
(1989, 1990, 1991). The intuition underlying this model is that under conditions
of perfect capital mobility, changes in consumption should be uncorrelated with
predictable changes in net output. Estimating the model for a sample of 11 OECD
countries, they concluded that capital mobility appeared to be greater in countries
that had previously maintained capital controls than in those that had not.

3

This puzzle has been explained by way of institutional and legal restrictions (Feldstein
and Horioka 1980); population growth, income growth, terms of trade shocks (Obstfeld 1986
and Summers 1988); nontraded consumption goods, immobile factors of production (Frankel
1986, Murphy 1986, Wong 1990); and government policy (Summers 1988 and Bayoumi 1990).
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III. EMPIRICAL MODELS

The three models are summarized below.
Feldstein-Horioka (1980) Model

Sachs (1981) Model
Shibata-Shintani (1998) Model

(I/Y)t = α + β (S/Y)t
β = 0: perfect capital mobility
β = 1: zero capital mobility
(CA/Y)t = a + b (I/Y)t
b = -1: perfect capital mobility
∆ Ct = ∆C t = (1 – λ) et + λ ∆ Xt
λ = 0: perfect capital mobility
λ = 1: zero capital mobility

where Y = gross domestic product, I = gross domestic investment, S = gross domestic savings,
C = private consumption, CA= the current account and X = Y – I – G = the country’s net output.

Shibata and Shintani assume that the real rate of interest is constant. Michener (1984), however, points out that consumption could appear sensitive to
income due to variation in real interest rates through time, despite the intertemporal optimization by agents in the absence of borrowing constraints. The study,
therefore, also investigates the model permitting for changes in the real rate of interest. Relaxing the assumption of a constant real interest rate the model can now
be written as (see Campbell and Mankiw 1990, 1991):
∆ Ct = (1 – λ) [ et + δrt ] +λ ∆ Xt
The existence of a statistically significant real interest rate could imply that
the ex ante real interest rate is associated with the growth rate of consumption.
IV. CAPITAL ACCOUNT LIBERALIZATION IN SRI LANKA

Prior to 1977, Sri Lanka’s financial system was characterized by administered interest rates, ceilings on the level of credit, lending to priority sectors and
public sector ownership, and control of financial institutions. Barriers to trade
and international capital movements restricted competition in the local financial
market by discouraging the entry of foreign investment. In 1977 the financial system was deregulated and the entire interest rate structure was revised upward in
an attempt to ensure positive interest rates that reflected market conditions. A
number of measures were taken to encourage foreign direct investment into the
country. An investment promotion zone was set up to attract foreign investment
on projects producing for export, and a statutory authority, the Greater Colombo
Economic Commission (GCEC), now named the Board of Investment (BOI), was
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set up to develop the infrastructure and manage the zone. The projects located in
the zone were entitled to a number of fiscal incentives, including 100 percent foreign ownership in investment projects, tax holidays, and preferential tax rates of
15 percent for 15-20 years, duty-free import of machinery and raw material, and
unrestricted repatriation of profits. As at the end of 1996, the total potential capital investment in these projects stood at Rs.631,588 million, of which 83 percent
was foreign investment, while realized investment in BOI industries was
Rs.91,622 million, of which foreign investment accounted for 67 percent. Commercial banks were permitted to set up Foreign Currency Banking Units (FCBUs)
in 1979, with the aim of developing an offshore market in Sri Lanka. In 1980,
commercial banks were permitted to open nonresident foreign currency (NRFC)
accounts. Sri Lankans employed abroad and non-nationals could maintain NRFC
accounts in designated foreign currencies. From 1991, residents were permitted
to operate resident foreign currency (RFC) accounts with a minimum balance
equivalent to $US500 in designated currencies. The attempts at reform slowed
down significantly after 1982, due to fiscal imbalances. In 1990, liberalization
measures were accelerated once again, focusing on the removal of restrictions on
trade and payments to create an environment conducive to private sector investment. By March 1994, the current account was fully liberalized.
After 1990, capital controls were relaxed to some degree with respect to
equity investment. By 1992, foreign equity participation of 100 percent was permitted. Despite the fact that capital controls still remain, a process of sequential
liberalization is being undertaken with respect to the capital account. In 1995,
commercial banks were permitted to obtain foreign loans of up to 5 per cent of
their capital and reserves. This was increased to 15 percent in 1997 with the approval to grant foreign currency loans to non-Board of Investment exporters. In
1999 all banks licensed under the Banking Act could lend to Sri Lanka companies with a majority nonresident share holding. In 2000, further measures were
taken by the Exchange Control Department to continue the process of liberalization of the capital account. Among them, banks were permitted to lend to
nonresident controlled companies approved under Section 17 of the Board of Investment Act. The limits imposed on nonresident investment in banking,
insurance, and stock brokering were relaxed with 60, 90, and 100 percent foreign
participation permitted in each industry, respectively. Permission was also
granted to the National Development Bank and Development Finance Credit
Corporation to grant foreign currency loans to exporters provided they had
resources from foreign currency credit lines.
In 1977 the exchange rate was unified; the rupee was allowed to float at an
initial depreciated rate of Rs.16=US $1.00 and a managed float was adopted with
the aim of making the exchange rate an active instrument of policy. The Central
Bank commenced quoting rates for six major currenciesthe US dollar, deutsche
mark, franc, yen, UK pound, and Indian rupeeand only intervened to end out
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undue fluctuations. In 1982, the Central Bank limited its quotations of rates to the
intervention currency, the US dollar, and permitted commercial banks to determined the cross-rates for other currencies based on market conditions. This
practice was abandoned in 1990 and the Central Bank commenced announcing
daily buying and selling rates for the US dollar against the Sri Lankan rupee for
transactions with commercial banks within margins of 2 percent. In 1991 money
changers were also authorized to engage in foreign currency transactions besides
the Central Bank and commercial banks. This was done with the intention of
minimizing the black market premium. As of 23 January 2001 the Sri Lanka Rupee has been allowed to float freely representing a radical departure from the
controlled regime of the past.
Despite the progress made since 1977 in liberalizing capital account transactions, restrictions continue to apply over capital movements. The authorities
have adopted a gradual approach to dismantling restrictions with respect to capital account transactions for fear of undermining macroeconomic stability.
Needless to say, capital controls are frequently cited as causing deviations from
interest parity. Nonetheless, as the elimination of capital controls continues, the
impact of these developments on the degree of efficiency of the foreign exchange
market has become an important consideration (See Table 1 for the magnitude of
capital inflows and exchange rate movements in Sri Lanka).
Table 1: Capital Flows and Exchange Rate Movements
(US dollars million)
Overall Exchange
Balance
Rate

Capital Account
Long-term Capital
Year
1970
1971
1972
1973
1974
1975
1976
1977
1978
1979
1980
1981
1982
1983
1984

Direct
Other
Investment Private Government
-0.3
0.0
57.6
0.3
0.0
74.0
0.3
-0.2
48.6
0.5
-0.3
68.9
1.4
-0.2
84.6
-0.1
0.0
62.7
0.0
-5.7
83.1
-1.0
-3.3
51.1
1.5
0.5
157.2
47.0
9.1
156.2
42.9
40.3
157.5
50.2
52.9
266.0
63.6
194.5
261.2
37.5
94.9
281.0
32.6
-4.7
341.7

Short Term Capital
(net)
Account
Balance
-0.7
-3.9
-6.4
-1.7
-2.3
-4.3
-7.1
-10.0
7.3
0.1
157.5
31.4
7.1
37.6
-25.5

56.6
70.4
42.4
67.3
83.6
58.2
70.3
36.7
166.5
212.3
398.3
400.6
526.4
451.0
344.1

SL Rupees
per US
Dollar
-7.0
32.9
69.5
45.9
-57.0
10.4
118.3
360.9
120.1
51.9
-191.9
19.9
-48.0
18.0
269.3

5.96
5.96
6.70
6.75
6.69
7.71
8.83
15.56
15.51
15.45
18.00
20.55
21.32
25.00
26.28
continued
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Table 1 (continued)

Overall Exchange
Balance
Rate

Capital Account
Long-term Capital
Direct
Other
Investment Private Government
24.4
31.2
273.0
28.2
18.3
291.7
58.2
-13.0
198.0
43.0
-43.0
245.0
17.9
-50.0
217.0
43.0
-45.0
406.0
94.0
-24.0
501.4
148.0
25.0
266.0
254.0
188.0
265.0
186.0
310.0
246.0
51.0
75.0
453.0
127.0
3.0
227.0
429.8
47.0
239.0
193.0
2.0
203.1
176.9
196.0
62.1
176.0
82.0
170.6

Year
1985
1986
1987
1988
1989
1990
1991
1992
1993
1994
1995
1996
1997
1998
1999
2000

Short Term Capital
(net)
Account
Balance
Dollar
4.4
-13.5
39.0
16.0
92.0
65.0
79.4
97.0
147.0
260.0
27.0
37.0
-2.01.7
-64.0
-142.4
-88.5

333.0
324.8
282.2
261.0
276.9
469.0
650.8
536.0
854.0
1,002.0
606.0
394.0
602.2
413.4
372.9
568.0

SL Rupees
per US

-49.3
-70.3
-67.3
-90.7
-88.0
188.9
217.6
171.6
515.5
309.9
-64.2
-134.4
162.9
36.8
-263.2
-516.3

27.41
28.52
30.76
33.03
40.00
40.24
42.58
46.00
49.56
49.98
54.05
56.71
58.99
64.59
70.39
75.78

Source: Central Bank of Sri Lanka Annual Reports.

V. DATA

All data are taken from the Central Bank Reports of Sri Lanka. The sample
period runs from 1959 to 1998. The sample is divided into two subperiods, with
the 1959-1976 period representing the era of fixed exchange rates, and 19781998 the period of floating exchange rates. It should be noted that while Feldstein
and Horioka (1980) use cross sectional data, this study uses time series data.4
However, the data is tested for unit roots and regressions are also carried out on
the first differences of the series to make the data stationary, see Bayoumi (1990).
All the time series employed are tested for unit roots. The trend term is
omitted from the first differences of the series as it is shown to be insignificant on
the basis of an F test. The test results are reported in Tables 2 and 3.
While the savings and investment ratios appear to be nonstationary in levels in the absence of a trend term, the current account ratio is stationary in levels.
Therefore, ADF tests are carried out on the first differences of the data series that
display a unit root. Table 3 reports the results.

4

The use of time series data can be found in Frankel (1986), Bayoumi (1990), and
Monadjemi (1990).
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Table 2. Dickey-Fuller Test for Unit Roots for the Levels of the Series

Variable
I/Y
S/Y
CA/Y
C
X

No Trend
ADF
-1.43
-1.86
-3.16**
-1.60
-0.84

LM
3.74
6.98
4.60
10.56
2.13

Trend
ADF
-2.29
-3.62**
-3.30*
-1.16
-2.39

LM
5.99
4.48
5.16
9.54
3.92

*, **, *** significant at the 10, 5, and 1 percent levels respectively.
Note: The lag length for the ADF regressions has been selected to ensure white noise residuals. A sixth order
autoregressive model is used. The χ2 statistic for 6th order serial correlation in the residuals with 6 degrees
of freedom is 12.59.
Significance levels with trend: 1%, −4.07: 5%, −3.46 : 10% −3.16; without trend: 1%, −3.51 : 5%, −2.90, 10%
−2.58 (Davidson and MacKinnon 1993).

Table 3. Dickey-Fuller Test for Unit Roots for First Differences of the Series
Variable
I/Y
S/Y
CA/Y
C
X

ADF
-6.08***
-6.87***
-3.57***
-3.26**
-5.17***

LM
4.74
10.46
11.20
10.89
5.69

*, **, *** significant at the 10, 5, and 1 percent levels respectively.
Note: The lag length for the ADF regressions has been selected to ensure white noise residuals. A sixth order autoregressive model is used. The χ2 statistic for 6th order serial
correlation in the residuals with 6 degrees of freedom is 12.59.
Significance levels without trend: 1%, −3.51; 5%, −2.90; 10%, −2.58 (Davidson and MacKinnon
1993).

All data appear to be stationary in first differences. As the savings and investment ratios display an unit root, in addition to the conventional inference
procedures cointegration tests are carried out on the Feldstein-Horioka model. As
∆X, ∆C and CA/Y are stationary, the Sachs and Shibata-Shintani models are estimated on the basis of the assumption that both the current account and the
change in net output and change in consumption are stationary.
VI. EMPIRICAL RESULTS
A.

Savings−Investment Correlations

The cointegration tests for the full sample, the prederegulation and postderegulation periods are reported in Table 4.
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Table 4. Cointegration Results for the Feldstein-Horioka Model
Sample Period

Regression Equation

ADF

1959-1998

(I/Y)t = α + β(S/Y)t + εt

-2.75

1959-1976

(I/Y)t = α + β(S/Y)t + εt

-3.10

1977-1998

(I/Y)t = α + β(S/Y)t + εt

-2.31

Significance Levels: 1%, −4.29; 5%, −3.74; 10%, −3.45 (Davidson and MacKinnon 1993)

The results point to the rejection of a long-run relationship between the
savings and investment ratios for Sri Lanka. The test statistic for the full sample,
the prederegulation and postderegulation periods are all below the 10 percent
critical value. The rejection of the cointegration tests does not necessarily imply
foreign exchange market efficiency as the failure of the tests could stem from unsatisfied assumptions. Therefore hypothesis tests employing the conventional
inference procedures are carried out to verify the evidence implied by the cointegration tests.
Table 5 presents OLS estimation results for the Feldstein-Horioka model.

Table 5. The Feldstein-Horioka Model: OLS Estimates
Sample Period
1959-1998

Regression Equation

DW

0.36

0.68

0.18

1.3

0.00

0.65

0.002

2.0

0.06

2.3

0.03

1.9

0.69

1.0

(I/Y) = 0.07 + 0.90 (S/Y)
(2.51)

(4.65)

1959-1976

(I/Y) = 0.12 + 0.32 (S/Y)

1977-1998

(I/Y) = 0.25 - 0.04 (S/Y)

(5.53)
(5.03)
1959-1998

R2

∆(I/Y) = 0.002
(0.51)

(1.85)
(-0.14)
- 0.05 ∆ (S/Y)
(-0.29)

1960-1976

∆(I/Y) = -0.00 + 0.17 ∆ (S/Y)

1977-1998

∆(I/Y) = 0.00 - 0.19 ∆ (S/Y)

(-0.15)
(0.75)

(0.97)
(-0.80)

With a Structural Break
1959-1998

I/Y = 0.15 + 0.07 (S/Y) + 0.09 D
(6.17) (0.39)

(6.19)

t statistics are reported in the parenthesis below the coefficients.

The null hypothesis that the savings retention coefficient (the coefficient
on S/Y) is zero is rejected for the full sample covering the 1959-1998 period,
with the estimated coefficient taking on a value of 0.90. The results for the full
sample appear to suggest that 90 percent of the increase in the domestic invest-
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ment ratio is financed by domestic savings. While the null hypothesis that the coefficient on S/Y is zero is rejected at the 10 percent level for the prederegulation
period, it is not rejected for the postderegulation period. The coefficient drops
from 0.32 during the period 1959-1976 to –0.04 for the period 1978-1998. Although negative, the coefficient is not significantly different from zero suggesting
a significant increase in capital mobility between the two periods. This is further
confirmed by the sharp fall in the R2 of the regressions. The levels of the series
display some evidence of serial correlation in the residuals on the basis of the
DW statistics.5 The savings retention coefficient (S/Y) on the first differenced
data is marginally higher and negative in the post-deregulation period in comparison with the coefficient for the prederegulation period.
In order to investigate if the financial deregulation has led to a weakening
of the link between savings and investment, the regression of I/Y on S/Y is carried out with the inclusion of a dummy variable (see Table 5). This variable takes
on a value of zero until 1977 and one thereafter. While the coefficient on the
dummy variable is statistically significant, confirming a structural break, the restriction that the coefficient on the savings ratio is zero is not rejected, consistent
with the evidence obtained for the levels regressions. Overall evidence therefore
points to an increase in capital mobility.
A test of capital mobility put forward by Sachs (1981), based on a regression of the current account ratio to investment ratio, is also used to confirm the
above results. Sachs hypothesized that if capital was internationally mobile, investment should have a negative impact on the current account. The results are
reported in Table 6.
As pointed out by Penati and Dooley (1984), the inverse correlation between the current account balance and I/Y should increase over time with
increasing capital mobility. The results appear to suggest increasing capital mobility, with the estimated slope coefficients rising from –0.47 to –0.86 for the
levels, and from –0.59 to –1.02 for the first differences of the series between the
pre- deregulation and post-deregulation periods. The results confirm increased
capital mobility between the periods.

5

Correction for serial correlation does not lead to a significant change in the savings
retention coefficient.
1959–1998 (I/Y) = 0.07 + 0.95 (S/Y) - 0.37 ∆(S/Y)t-1 + 0.47 ∆(I/Y)t-1
(2.11) (4.66)*** (-1.24)
(1.83)
DW=1.2
1959–1976 (I/Y) = 0.12 + 0.28 (S/Y) ) - 0.03 ∆(S/Y)t-1 + 0.24 ∆(I/Y)t-1
(4.42) (1.26)
(-0.11)
(0.96)
DW =1.6
1977–1998 (I/Y) = 0.23 + 0.10 (S/Y) - 0.35 ∆(S/Y)t-1 + 0.33 ∆(I/Y)t-1
(4.61) (0.33)
(-1.25)
(1.20)
DW =1.2
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Table 6. The Sachs Model: OLS Estimates
CA/Y = a + b (I/Y)
Sample Period

Regression Equation

1959–1998

(CA/Y) = 0.06 - 0.52 (I/Y)

1959–1976

(CA/Y) = 0.05 - 0.47 (I/Y)

(4.43)

(-7.70)

(1.44) (-2.16)
1977–1998

(CA/Y) = 0.15 - 0.86 (I/Y)

1959–1998

∆(CA/Y) = 0.002 - 0.93 ∆ (I/Y)

(4.77) (-6.65)
(0.59)

(-6.30)

1960–1976

∆(CA/Y) = 0.001 - 0.59 ∆ (I/Y)

1977–1998

∆(CA/Y) = 0.003 - 1.02 ∆ (I/Y)

(0.28)
(0.62)

(-2.05)
(-5.62)

R2

DW

0.60

1.3

0.23

1.7

0.69

1.30

0.52

2.5

0.22

2.4

0.61

2.6

t statistics are reported in parenthesis.

Figure 1 illustrates the behavior of the average rates of investment, savings, and current account for the period under study. The graph clearly indicates a
significant rise in the investment ratio over the 1977–1980 period, leading to a
widening gap between the savings and investment ratios. A question arises, therefore, as to whether the absence of a correlation between savings and investment
for this period was due to these few outlying observations. Hence, the regression
for the post-deregulation period is re-estimated by omitting these observations.
Figure 1: Investment Ratio, Savings Ratio and Current Account Ratio 1959-1998
0.4
0.3
0.2
0.1
0.0
-0.1
-0.2
1959

1964

1969
Investment Ratio

1974

1979
Year
Savings Ratio

Source: Central Bank of Sri Lanka Annual Reports.

1981

1989

1994

Current Account Ratio

1998

C APITAL M OBILITY : E VIDENCE FROM S RI L ANKA 115
Table 7. Estimates for the Feldstein-Horioka and Sachs Current Account-Investment
Models Eliminating Observations from 1977 to 1980
Sample Period
1981-1998

Regression Equation

DW

0.03

0.41

0.28

1.4

(I/Y) = 0.23 + 0.13 (S/Y)
(6.69)

1981-1998

R2

(0.68)

6

(CA/Y) = 0.09 - 0.60 (I/Y)
(1.51)

(-2.51)

t statistics are reported in parenthesis.

The elimination of observations does not lead to a significant change in the
estimated coefficients in the regressions of S/Y on I/Y or CA/Y on I/Y. It is possible to conclude, therefore, that financial deregulation has led to an increase in
capital mobility.
However, it should be kept in mind that a number of factors could bias the
results in favor of the Feldstein-Horioka model. Studies by Dooley, Frankel, and
Mathieson (1987) and Frankel and MacArthur (1988) find a strong association
between domestic savings and investment for economies with relatively open
capital accounts and a weak correlation between savings and investment for developing economies that rely heavily on foreign aid to finance their current
accounts. Fry (1993) shows that a rise in the debt ratio in developing countries
leads to a widening of the current account ratio, increasing the gap between the
savings ratio and investment ratio monotonically. Sri Lanka’s external debt,
which was relatively low in the prederegulation period at 16.4 percent of GDP in
1976 had increased to 46.8 percent of GDP by 1996. Per capita government external debt indicates a rise from Rs.394 to Rs.19,648 over the 1976 to 1996
period. This perhaps explains the results in support of the Sachs model. The results obtained above while could be attributed to increased capital mobility, it is
also possible that the increase in foreign debt and the widening current account
imbalance in the postderegulation period have biased the results in favor of increased capital mobility. Hence the Shiabta-Shintani model of international
capital mobility is used to verify the results obtained above.
B.

Consumption−Income Correlations

The Shibata-Shintani model is estimated by using OLS and IV techniques.
The results are reported in Table 8. The second and third rows report the ad6

With correction for serial correlation:
1981-1998
(I/Y) = 0.23 + 0.12 (S/Y) + 0.11∆ (I/Y)t-1 +0.06 ∆(S/Y)t-1
(6.23) (0.56)
(0.50)
(0.28)
R2 = 0.05 DW = 0.56
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justed R2 for the OLS regressions of ∆C and ∆X on the instruments. As pointed
out by Campbell and Mankiw (1990), et in this model is an innovation and is
hence orthogonal to any variable that is in the agents’ information set at time t-1.
Therefore, IV estimation is also employed to eliminate the potential inconsistencies of the OLS estimates.
Table 8. Consumption-Income Correlations
∆C = υ + λ ∆X
Sample Period

OLS Estimates

IV Estimates

0.81

1
0.43

2
0.67

3
0.58

(2.3)

(1.12)

(1.36)

(1.95)

R2 for ∆C

-0.03

-0.03

-0.09

R2 for ∆X

0.04

-0.02

-0.04

1.09

1.20

0.83

1.03

(8.82)

(3.02)

(1.51)

(5.29)

R2 for ∆C

-0.03

-0.16

0.07

R2 for ∆X

-0.11

-0.20

0.23

0.49

0.29

0.04

0.57

(3.13)

(0.77)

(-0.02)

(1.99)

R2 for ∆C

0.004

-0.12

0.06

R2 for ∆X

0.05

-0.15

-0.05

1960-1998

1960-1976

1977-1998

λ

λ

λ

1: Constant, ∆C t-2,…∆C t-4
2: Constant, ∆X t-2…∆X t-4
3: Constant, ∆C t-2…∆C t-4,∆X t-2…∆X t-4,CA t-2
7
Scaling has been carried out by dividing ∆C, ∆X and CA by Xt-1
The R2 values are the adjusted R2 from OLS regression of ∆C and ∆X on the instruments. t statistics are reported
in parenthesis.
Instruments used are

The results appear to be robust to the measures of estimation. While the
coefficient on ∆X records a decline from 1.09, capital immobility, in the period
1959–1976 to approximately 0.49 in the postderegulation period under OLS, the
IV estimates record a similar trend. There is significant evidence of an increase in
capital mobility between the two periods consistent with the results obtained with
7

See Campbell and Deaton (1989). This method is employed by Campbell and Mankiw
(1990) and Shibata and Shintani (1998).
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respect to the savings−investment correlations. The fact that consumption appears
sensitive to income given a constant real interest rate violates Michener’s (1984)
proposition of a fluctuating real interest rate as the factor giving rise to the close
association between the two variables. It would, however, be interesting to examine if the relaxation of the assumption of a constant real interest rate would yield
similar results.
Table 9. Consumption-Income Correlations Relaxing the Assumption
of a Constant Real Rate of Interest
∆C = υ + δr + λ ∆X
Sample Period

OLS Estimates

IV Estimates
1

1960-1998

-0.004
(-0.003)

0.22
(0.20)

0.59
(1.95)

0.37
(0.74)

δ

-0.006
(-2.86)

0.01
(0.50)

0.01
(0.66)

-0.00
(-0.09)

0.004
(0.40)

-0.03
0.04

-0.03
-0.02

-0.07
-0.04

-0.07
-0.06

λ

0.78
(5.72)

0.43
(1.01)

0.63
(1.87)

0.68
(4.04)

0.66
(3.98)

δ

-0.01
(-3.17)

-0.02
(-2.42)

-0.02
(-3.12)

-0.12
(-3.33)

-0.02
(-3.32)

-0.03
-0.11

-0.16
-0.20

-0.12
-0.18

-0.15
-0.06

-0.10
(-0.23)
-0.02
(-1.72)

-2.81
(-0.23)
-0.02
(-0.24)

0.31
(1.32)
-0.010
(-2.44)

0.02
(0.93)
-0.008
(-1.95)

-0.12
-0.15

-0.18
-0.18

-0.12
-0.21

λ
δ

R2 for ∆C
R2 for ∆X

4

0.70
(6.57)

R2 for ∆C
R2 for ∆X
1977-1998

3

λ

R2 for ∆C
R2 for ∆X
1960-1976

2

0.29
(2.42)
-0.008
(-4.46)

0.004
0.05

Real Rate calculated as i-π (nominal rate less the rate of inflation).
Instruments used are 1: Constant, ∆C t-2…∆C t-4
2: Constant, ∆X t-2…∆X t-4
3: Constant, ∆C t-2…∆C t-4,∆X t-2…∆X t-4,CA t-2
4: Constant, ∆C t-2…∆C t-4,∆X t-2…∆X t-4, rt-2
Scaling has been carried out by dividing ∆C, ∆X and CA by Xt-1
The R2 values are the adjusted R2 from OLS regression of ∆C and ∆X on the instruments. t statistics are reported
in parenthesis.

The coefficients on the real rate of interest are statistically significant and
of the correct sign for most of the regressions. Despite the fluctuations in the real
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interest rate, the results are not significantly different from those of Table 8, confirming increased capital mobility between the prederegulation and postderegulation periods.
VII. CONCLUSION

The models of Feldstein-Horioka (1980); Sachs (1981, 1983); and ShibataShintani (1998) appear to suggest an increase in capital mobility in Sri Lanka between the prederegulation and postderegulation periods. However, as pointed out
by Tesar (1991) and Shibata and Shintani (1998) among others, the observed correlation between savings and investment, and consumption and income need not
necessarily arise from an increase /decrease in capital mobility but changes in a
number of other factors including technological progress, population growth and
government policy.
Despite the progress made since 1977 in liberalizing capital account transactions, restrictions continue to apply over capital movements in Sri Lanka.
Restrictions relate in particular to transactions in government securities and debt
instruments. Foreign investment in government Treasury bills, bonds, and securities is prohibited, while foreign participation is not permitted in the government
debt market. Private foreign capital has access only to certain specified types of
investment.8 There also remain restrictions on access to foreign funds by Sri
Lankan nationals. Local enterprises other than those in free trade zones do not
have unlimited access to foreign capital. Controls also remain on long-term capital movement in Sri Lanka, particularly with respect to foreign ownership of real
estate.
Therefore, capital controls still remain a pervasive feature of Sri Lanka’s
financial system. The authorities have adopted a gradual approach to dismantling
restrictions with respect to capital account transactions for fear of undermining
macroeconomic stability. Needless to say, capital controls are frequently cited as
causing deviations from interest parity. Nonetheless, as the elimination of capital
controls continues, the impact of these developments on the degree of efficiency
of the foreign exchange market has become an important consideration. Hence
the evidence of an increase in capital mobility has important policy implications
for Sri Lanka in that it suggests an enhanced role for the market mechanism in the
monetary transmission process. It is possible to conclude, therefore, that
Sri Lanka is on its way to achieving greater efficiency in the foreign exchange
market.

8

These include banking, finance, and plantations. Foreign investment is not permitted in
sectors such as money lending, pawn broking, and fishing.
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