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Introduction

ROBERT A. SCALAPINO

Since the macroeconomic policies of the two economic superpowers
have had and will continue to have a profound effect upon most other
nations, especially those in the Pacific-Asian region, it is appropriate
that we commence our analysis of this collection of essays with the
United States and Japan. The United States has lost its commanding
economic position held after World War II—a position that was unnatu
rally accentuated, because other advanced industrial nations had
exhausted themselves in recurrent wars. But with protracted peace and
the acceleration of the great scientific-technological revolution, a greater
balance in world economic power and growth has occurred. Unques
tionably, a mix of policies, culture, and resource capacities—together
with the international environment—has also determined which nations
would advance rapidly, which would lag.

Despite the attendant problems accompanying its new position in
the world economy, however, the United States remains an economic
giant. Moreover, Lawrence Krause reminds us that we should not mini
mize the economic accomplishments of recent years: the creation of 15
million new jobs, bringing down the unemployment rate despite the
rapid growth of the labor force; recovery from the 1980-1982 recession
and the maintenance of the longest peacetime expansion in American
history; and the effective management of inflation. At the same time, he
points out the obverse: the massive budget and trade deficits creating
the need for foreign borrowing on an unprecedented scale.

Meanwhile, structural changes in the American economy are occur
ring at an impressive rate. Earlier, because of high-priced dollars, con
sumption of goods rose relative to services, which increased imports.
Furthermore, domestic savings fell for reasons not fully understood.
One current question is whether, with a depreciation of the dollar
against the world's major currencies, consumption of imported goods
will fall and whether savings will return to usual levels. On another
front, the share of service production has rapidly increased and not at
the expense of manufacturing, either. Krause points out that although
manufacturing did face a loss of international competitiveness prior to
1987 (before the value of the dollar dropped), the United States has not
been deindustrializing. Labor productivity in manufacturing slowed
down earlier, but in the 1980s, such productivity increased. This was
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possibly because of the drive toward internationalization, a develop
ment some have labeled the "hollowing out" of American companies.
Thus, a declining proportion of the American labor force has been
employed in the manufacturing sector, leading in some quarters to the
mistaken assumption of U.S. deindustrialization.

As Krause indicates, the policies of the Reagan administration have
been critical to developments, favorable and unfavorable. Stressing sup
ply side economic policies, the Reagan program encompassed tax
decreases, heightened government expenditures, especially military,
and a reduction of governmental regulation of the private sector. Busi
ness investment sparked the recovery. Yet savings rates did not increase
sincepersonal consumption took an everlarger share of income. Federal
Reserve measures held inflation down, but interest rates rose. This
attracted foreign investors and permitted the United States to borrow
abroad. The loss of competitiveness stemmed from U.S. macroeconomic
policies, and the combination of an easy fiscal policy and a tight mone
tary policy led to the two deficits.

Krause joins many specialist in believing that the position of the
United States cannot be sustained. Current policies saddling future gen
erations with huge debts run against the moral grain of the American
people. They risk the rise of protectionist tides. Most important, they
threaten a loss of confidence in the American economy abroad. He
believes that a comprehensive program commencing with an assaulton
the budget deficit must be undertaken. The preliminary steps taken in
this direction, together with the downward valuation of the dollar, are
promising but insufficient. The years ahead will surelytest both the will
and the skill of those at the helm of the American government.

Meanwhile, American policies affect the other Pacific-Asian coun
tries in certain vital respects, among them, monetary mechanisms,
trade flows, and direct investment. The effects are not uniform. For
example, Krause notes that earlier U.S. policies may have helped to
cause a deterioration in the terms of trade for the natural resource-
driven states, since the high real interest rates and the rising dollar
worked against the rebuilding of inventories. On balance, however, the
Pacific-Asian region gained greatly from U.S. policies, and no nation
gained more than Japan. It surged forward, advancing market share in
the United States and in the Third World, benefiting both from the rise
of interest rates and the decline in world resource prices.

Assessing the U.S. future, Krause draws up a balance sheet. He
sees many favorable signs: no shortage of industrial capacity; unem
ployment rates that, while relatively low, are still above labor shortage
levels; further improvements in labor productivity; rising competitive
ness leading to export expansion together with a drop in imports given
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the dollar adjustment; and no signs of serious inflation. The negative
side is heavily laden with psychological and political factors regarding
international confidence in the American economy and the will on the
part of U.S. political leaders to undertake the necessary reforms, and in
time. Will the protectionist waves rise as the United States seeks to
promote exports and restrict imports? At a broader level, can collective
responsibility for an international economic regime work? Or will Japan
be prepared to play the role earlier assigned to the United States?
Krause draws up optimistic and pessimistic scenarios, and notes in con
clusion that change is inevitable, but that the process of that change will
determine whether we shall have a destructive or harmonious interna

tional regime.
Yukio Noguchi's depiction of Japan's economic policies and their

impact upon the Pacific-Asian region begins with an emphasis upon the
rising influence of international factors, especially external pressures on
Japanese domestic policies. Monetary policies have been determined by
multilateral agreements on exchange rates. Fiscal policies have been
strongly influenced by external demands for the expansion of domestic
spending. And industrial policies have been increasingly guided by a
need to forward an international division of labor despite concern for
protecting employment at home. Even tax and land policies are now
subject to external demands. In sum, in a situation where internal pres
sures for change have been relatively weak and often belated, Japanese
economic policies have been essentially an accommodation to pressures
and change relating to the external environment.

Increasingly, Japan has enlarged the focus of its attention from the
United States and the other Organization for Economic Cooperation
and Development (OECD) countries to the Asian NICs and ASEAN.
Japan is now engaged in a major drive to shift from a vertical to a
horizontal division of labor with these latter countries. Noguchi believes
that the success or failure of this venture may well determine Japan's
relations with the other dynamic Asian economies. He notes that
exchange rate changes since the fall of 1985 have had a signal effect on
this process, with Asian imports to Japan increasing and Japanese direct
investment in NIC and ASEAN states growing rapidly, including invest
ment from small and medium firms. He cites evidence to indicate that

this latter trend will continue to flourish in the period ahead. Old eco
nomic relations based on other Asians exporting materials to Japan and
importing Japanese manufactured goods is being transformed into a
more complex horizontal division of labor. Economic relations between
Japan and the NIC and ASEAN countries are increasingly characterized
by product differentiation. (Japan exports high value-added products
and imports relatively low value-added products). Cooperation in the
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supply of capital and technology is also occurring (whereby Japan sup
plies these needs via joint ventures, contributing to a sharing of prod
ucts and markets). This trend is already well advanced in Japan-NIC
relations. A similar development with ASEAN will be slower, but the
NICs themselves may well pursue this strategy in Southeast Asia and
elsewhere. Thus, prodded by U.S. pressure to rectify trade imbalances,
Japan is at the head of a new interdependence within Asia. Noguchi
notes that this trend will reduce the impact of Japan's short-run busi
ness cycle on other parts of the region while increasing the importance
of long-run Japanese industrial and trade policies.

Noguchi notes that the factors shaping Japan's fiscal and monetary
policies have been both external (notably, the budget deficit in the
United States) and domestic (the closed Japanese market and the indus
trial structure as well as short-term macroeconomic policies). He cites
strong evidence, however, to indicate that it is impossible to reduce
Japan's surplus current account significantly merely through policies of
fiscal expansion—although this would have a meaningful effect upon
the Asian NICs. Fiscalmanagement in Japan during the last decade has
been directed principally toward the reduction of the budget deficit.
Since efforts to enact a broadly based consumption tax have thus far
failed, expenditure policy has been consistently tight during the 1980s.
The government investment rate has been low. Even mounting external
pressure did not produce substantial increases in public spending until
1987. Moreover, Noguchi indicates that policydifferences remain within
the Japanese decision-making structure as to whether expansionary
polices are wise. This makes it unclear as to whether expanded public
spending is temporary or signals a new trend. He himself is convinced
that the public sector deficit is no longera seriousproblem. However, he
also insists that a substantial reduction in the current account surplus
can only be realized by changing the basic structure of the Japanese
economy. Hence, increased government expenditures should be
directed to improve the social infrastructure and assist in the transfor
mation of the industrial structure.

Japan's well-managed monetary policywas a key factor in its earlier
strong economic performance. But it was primarily U.S. macroeconomic
policies that kept the yen weak until mid-1985. Monetary policies have
been eased since that time. Noguchi believes that further relaxation is
unrealistic, however, since it might create future inflationary problems.
This is another issue upon which opinions differ.

Desirable long-term structural policies have been sketched in the
Maekawa Report with its emphasis on domestic demand-oriented poli
cies. Noguchi feels that there is a broad consensus in Japan supportive
of these policies. Moreover, he sees them supported by market forces,
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with offshore production one vital form of assistance. Yet, there are
various factors serving as obstacles or restraints: wages lower than is
desirable; excessive unemployment and underemployment; import
restrictions; oligopolistic factors; government regulations; and corporate
pricing strategies. In certain cases, governmental actions are necessary
in testing the political will of the leadership and the capacity of the
Japanese people to accept change, particularly, the liberalization of
imports, especially of agricultural products; the rationalization of mar
ket structures; and the abolition of various regulations. Noguchi is con
vinced that Japanese agriculture must be transformed into an industry
that can survive without heavy governmental subsidies and import
restrictions, possibly by concentrating production into fewer hands.
Budget reallocation must be aimed at providing a larger share of funds
for the urban infrastructure. Landreform must be effectuated by raising
the property tax despite the powerfully entrenched special interests in
opposition. Tax reform is also essential, although its impact will be pri
marily domestic.

One of Noguchi's finalpoints is that at some time in the twenty-first
century, Japan's savings-investmentbalance will shift significantly, with
the nation becoming a capital importer. A prominent reason for this
change lies in the rapid aging of the Japanese population. In seeking a
possible source for the needed capital, Noguchi finds the only logical
place to be Asia, more particularly, the Asian NICs.

We turn next to the policies of the two massive socialist states and
their regional impact. John Wong deals with the People's Republic of
China (PCR). Understandably, China's initial economic ties were over
whelmingly (i.e., 80 percent of its trade) with the Soviet Union. Even
after the break with the Russians at the end of the 1950s, the PRC had
very limited economic relations with other Pacific-Asian countries
exceptfor Hong Kongand Singapore. Both its physical size and socialist
economic system caused China to look inward, especially in the period
when politics was in command.

The gradual modification of China's economic orientation began
with the political events of the early 1970s. Yet, while the external sector
of the Chinese economy expanded greatly, especially since the late
1970s, China's impact upon the regional economy remains modest. Its
totaltrade turnover, for example, is smaller than that ofTaiwan or Singa
pore. Nevertheless, the effects of China's opening are now being felt in
diverse ways. China is a potential competitor as well as a possessor of
an economy that can be complementary to others in many ways. And
whatever the mix in these diverse factors, virtually all of Asia listens
with rapt attention to various analyses of China's future. It is Wong's
contention that the growing integration of the Chinese economy with
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that of other Pacific/Asiancountries on balance will clearly enhance the
region's overall growth potential.

Prior to examining more closely China's economic course, he paints
the regional context. He divides the Pacific-Asian economies into three
broad categories. The two global economies, the United States and
Japan, will continue to serve as locomotives for the growth of other
Pacific nations. The NICs, like Japan, have uniformly overcome natural
resource deficiencies by cultivating their humanresources, benefiting in
the process from their Confucian heritage. The ASEAN community has
also had impressive performers on balance, utilizing their rich natural
resource base. Despite varying degrees of governmental involvement,
each of these clusters has benefited from the extensive operation of mar
ket forces. Those forces have dictated a rapid growth of economic inter
dependence among the Pacific Basin countries. The very fact that each
category of states is at a different stage in the developmental process
makes economic complementarity possible. The pattern of shifting com
parative advantage is thebasis for the regionally based horizontal divi
sion of labor that is emerging.

The capacity of China to interact effectively with regional trends,
Wong believes, hinges upon two interrelated questions: Will the Chi
nese economy maintain its capacity for high growth? And will Chinese
leaders retain the open door policy? While indications were given as
early as the mid-1970s that China wanted to alter Stalinist economics,
political instability delayed actual change until the 1980s. The Five-Year
Plan that was launched in 1981 inaugurated the era of basic reforms,
commencing with the establishment of the family responsibility system
in the rural areas. This radical development signaled the dismantling of
agrarian collectivization. By late 1984, China was advancing to themore
complicated task of urban reforms, an effort still in its preliminary
stages.

Even in the Maoist era, China's growth record was respectable in
statistical terms, largely due to very high domestic investment. Con
sumption was controlled, with theemphasis onheavy industry. Yet the
economy was extremely inefficient and increases in productivity were
negligible, seemingly inevitable by-products of the Stalinist strategy.
With consumer goods scarce and living standards low, moreover, the
regime could only seek to substitute ideological for material incentives—
a losing proposition over time.

Wong believes that by pursuing the present decentralization and
market-oriented policies, China can maintain its high growth rates
despite its current difficulties. He also believes that whatever alterations
may bemade, theeconomic reforms cannot bereversed. Thus, while he
asserts that it is entirely premature to describe China as an emerging
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economic power at this point, the potential is there, together with the
likelihood of greater integration with other Pacific economies.

In exploring China's economic relations with the two economic
superpowers, Wong is generally optimistic. China's market share in
both countries has grown remarkably in recent years. Japan and the
United States together with Hong Kong are the PRC's largest trading
partners. Investment, especially American investment, has also grown
despite various bottlenecks imposed by Chinese policies. The chief
obstacles to intensified Sino-American economic intercourse are politi
cal and strategic, PRC relations with the USSR, Chinese military sales,
and similar issues.

While political issues also exist between China and Japan, their
principal problems are in the economic arena. The uncertainties of Beij
ing's economic course and extensive bureaucratic interference have
troubled the Japanese private sector. For its part, the PRC has been
unhappy about Japan's trade surplus and the low level of Japanese
investment. Nonetheless, all signs point to the probability that Japan
will continue to play a major role in China's future economic develop
ment.

The dynamic new element is the rapidly rising economic interaction
between China and the NICs. Especially interesting is the upward spiral
of economic relations between China and South Korea. This is happen
ing despite the absence of diplomatic relations and also despite the
PRC's supposedly close political and strategic ties with North Korea. In
truth, China is following a two-Koreas policy today. Similarly, the
absence of any government-to-government relations between Beijing
and Taipei has not prevented a brisk trade growth, both indirect via
Hong Kong and direct, and more recently, the advent of investment
from Taiwan in Fujian and elsewhere. This development, combined
with changes in the Taiwan government's attitudes toward visits to the
mainland, augurs an unfolding China-Taiwan relationship of growing
intensity. The NICs are natural economic partners with China if political
factors do not intervene and if China can maintain its developmental
momentum.

One situation that will naturally be watched with great interest
and concern is the forthcoming incorporation of Hong Kong into the
PRC. Wong is hopeful. Others are less certain, not because of any
doubt that PRC officials want a strong, viable Hong Kong, but because
they wonder if the bureaucracy and politicians of the mainland can
keep their hands off the territory's affairs, economic as well as politi
cal. Only time will tell. Meanwhile, Singapore is in the process of
making itself another "gateway" to China. At the same time, more
over, Chinese economic relations with the other ASEAN states are
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expanding, revealing both the complementary and competitive poten
tialities in this relationship. Thecompetition mostlikely to grow liesin
the drive for industrialization that marks both the ASEAN countries
and China, especially as this relates to Third World markets. However,
as Wong points out, the world market is not a zero-sum situation.
Further, the ASEAN countries may need to upgrade their productivity
to more capital-intensive activities as the NICs have done to meet the
competition ofall low labor cost countries. Meanwhile, the vast China
market may become available to ASEAN producers as well as to
others—assuming that market ultimately materializes to the degree
that many hope. In sum, Wong's assessment is that China is destined
to play an increasing and onbalance, constructive role in Pacific-Asian
economic growth.

Robert Campbell's assessment of the prospects for a greatly
enhanced Soviet economic interaction with the region is considerably
less sanguine. He notes that the USSR has not had a broadly gauged
regional economic policy. With the exception of certain specific coun
tries, its economic policies in the Pacific-Asian region have been unim
portant, whatever Gorbachev's hopes for the future. As Campbell
points out, economic interaction has often been at themercy ofpolitical
or military events. Thus, Sino-Soviet trade, which stood at 2 billion
rubles in 1959, was a mere 42 million rubles in 1970; now again, it is
climbing. Similarly, economic ties with India and Vietnam have been
byproducts ofstrategic and political considerations, factors thatcanrap
idly change.

Campbell notes that in global terms, the USSR has expanded its
economic ties with nonsocialist states in the past, especially in the 1970s
when an era of tension reduction was under way. He indicates that the
USSR's share of trade with its socialist partners had fallen from 69 per
cent in 1965 to 53 percent in 1980. Moreover, Moscow did not accumu
late a large debt as did most East European countries. Despite this
development, however, Soviet trade with the Pacific-Asian region did
not become significant, representing only8 percent oftotal Soviet trade,
mostly with the regional communist states together with Japan. In
South Asia, on the other hand, the USSR was an important trading
partner for India, with 13.6 percent of its trade with that nation. To late
developing countries, the USSR exported relatively unsophisticated
machinery and equipment, receiving in return raw materials and food
stuffs. China and India, however, exported finished consumer goods as
well.

In recent years, Soviet economic aidhas been confined primarily to
Vietnam and North Korea insofar as the Pacific-Asian region is con
cerned. The same two communist states together with India have
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received Soviet arms, but Soviet arms shipments in this region run a
weak second to the Middle East, according to Campbell. Similarly,
industrial cooperation in the form of joint projects has been confined
primarily to India and Vietnam, although a few projects in the USSR
itself involve Japan.

Why has Soviet economic interaction with East Asia been so lim
ited? Campbell cites three primary reasons. First, economic policies
toward Siberia and other eastern portions of the Soviet Union have been
tied to the nation's larger internal developmental needs. Second, politi
cal tension has reduced Soviet economic activity with certain states, for
example, China. Third, for political and other reasons, the Soviet Union
has elected to turn to West Europe and the United States rather than to
Japan in its principal intercourse with advanced industrial nations.

Will this change under Gorbachev? After a careful analysis, Camp
bell is doubtful, although he is prepared to await various developments.
The thrust of the new Soviet economic policies, he points out, is from
extensive to intensive growth, with an emphasis on raising productivity.
The old system required enormous capital, labor, and resource inputs.
Yet at present, significant increases in the labor force are not to be
expected, large gains in capital inputs are ever more difficult to achieve,
and natural resources are being depleted. Thus, productivity increases
must come from advances in technology, organizational improvements,
the reduction of waste and inefficiency, and heightened material incen
tives. The premium is on economizing on imputs. This requires reno
vating the capital stock, with large investments in machinery and
equipment replacements along with the development of new informa
tion technologies. Thus, the priority for investment in the eastern USSR
is very likely to suffer, especially since in areas like Siberia, expensive
infrastructural expenditures would be required.

Campbell points out that any effort to increase consumer goods
challenges the need to replace obsolete capital and the necessity to
accelerate investment now. He believes that in the final analysis, the
success or failure of Gorbachev's efforts will hinge upon whether the
institutional framework of the Soviet Union's economic decision
making processes can be changed to enable greater decentralizationand
permit more innovation. In any case, he believes that it is too early to
expect the USSR to be extensively involved in the global economy.
Under certain circumstances, Siberia might be able to take more local
initiatives, and hence, develop closer regional ties with its Asian neigh
bors. However, basic decisions on such matters remain to be made.
There is no evidence yet that regional independence is going to be given
strong support, and the blunder surrounding the building of a second
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Siberian rail line, the Baikal-Amur Mainline, is likely to engender cau
tion.

In addition to the issue of Siberia, a number of other critical deci
sions lie ahead. Will the Soviet Union seek to increase its technical

imports significantly? Gorbachev has indicated that such a development
is not necessary. Could some of the Asian NICs, notably, South Korea,
play an economic role in the Soviet Union as it has begun to do with
respect to China? Will Japan, despite its decreased energy needs, agree
to subsidize credit for the USSR at some point? Can Sino-Soviet trade
continue to expand, going beyond the 3 billion ruble level projected for
1990? Campbell concludes by acknowledging that the Soviet Union feels
frustrated by its inability to exert a strong influence in the Pacific-Asian
region beyond that of being a foremost military power. However, he
doubts that there is a basis for rapidly expanded economic activity in
the Soviet East or in Soviet intercourse with Asia. Russia's natural eco

nomic partner, he concludes, is West Europe.
The essay by Dante Canlas reviews the recent industrialization poli

cies of the four ASEAN members that are in the category of developing
states. He draws from his data some conclusions about the prospects for
greater ASEAN interdependence with the larger regional and global
community. First, he presents data on ASEAN per capita GNP, growth
rates, and sectoral distribution of the labor force, providing a brief com
parison with similar data from the Asian NICs. He suggests that among
the ASEAN developing states, the service sector is playing a more
prominent role than in the developing societies of earlier times. This
indicates some combination of an industrial and postindustrial stage. At
the same time, rapid capital accumulation in the industrial sector is
essential to alleviate the prolonged unemployment of surplus agrarian
workers.

Canlas points out that all of the ASEAN developing states followed
essentially the same strategy in their industrial policies. Initially, import
substitution was pursued, with extensive governmental intervention as
an accompaniment. The restraints on growth at that point in time were
substantial, among them undeveloped human resources and high pro
duction costs. These problems led in turn to the necessity for protec
tion. Chronic trade deficits and balance-of-payments problems,
moreover, presented themselves as a product of the necessity to import
capital goods that could not be produced locally. To address these prob
lems, an export-oriented strategy was introduced to supplement import
substitution, albeit, in varying degree. Beginning in the late 1960s,
moreover, the advanced industrial states began to subcontract labor-
intensive stages of production to manufacturers in the less developed
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societies, including the ASEAN four, providing modest but important
assistance in alleviating unemployment.

A more detailed account of the recent policies of each of the four
countries follows, with strengths and weaknesses noted. Canlas
stresses the importance of handling balance-of-payments difficulties
while moving forward with an outward-oriented strategy if the ASEAN
countries are to interact effectively with the regional and global econo
mies. Further trade liberalization, an emphasis on agribusiness for
export, and various measuresto attract foreign investment are necessary
at this stage, in his opinion.

Our attention is next directed by Gustav Papanek to the economic
policies of South Asiaand the potentials here for a growth of economic
intercourse both within this specific region and in the larger Pacific-
Asian arena. Papanek highlights three critical developments pertaining
to South Asia. First, each of the four countries on which he concentrates
(India, Pakistan, Bangladesh, and Sri Lanka) are seeking to shift from
the autarkic, inward-looking, import substitution strategy of the past to
amoreoutward-looking strategy promoting exports. Second, because of
the microelectronic revolution advancing automation, some labor-
intensive manufactures will not be exportable in the future. This will
reduce the number of nonautomated industries that can offer export
opportunities. Finally, most of the countries of this region, including
India, will be future exporters of food grains, a truly extraordinary
development.

India will soon be home to 1 billion people, and in its sheer size,
this nation possesses ahugereservoir of professionals, technicians, and
skilled workers. Yet in the years 1960-80, the South Asian share of
world tradein manufactured goods(in which India playeda majorrole)
declined. By the late 1970s, however, the four major countries of South
Asia, with Pakistan taking the lead, were engaged in some degree of
deregulation of their economies and promotion of exports. The least
progress in deregulation has been made by India, yet Papanek asserts
that in terms of the past record of this country, the change has been
significant. A further asset for most of these countries has been foreign
remittances; in addition to exporting goods, countries like Pakistan and
India are exporting people. Yet the changes, especially in India, are still
fragmentary and fragile and are strongly opposed by certain vested
interests who regard themselves better served by the old protectionist
policies.

Looking ahead, Papanek sees a limited future for regional trade
within South Asia for both economic and political reasons. In looking at
the Pacific-Asian region as a whole and the broader global scene, he
draws up two scenarios. The pessimistic scenario is premised on rapid
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automation in the United States and Japan; the potency of protection
ism and demands for reciprocal concessions by the advanced nations;
intensified competition from the NICs; and the emergence of a new
competitor in China. The optimistic scenario is based on the creation of
a strong industrial base and the development of a strong domestic mar
ket. Key South Asian countries will take advantage of the combination
of low-cost labor and technical skills to become major suppliers of labor-
intensive and some skill-intensive goods while importing capital-
intensive and research-intensive products.

Sueo Sekiguchi's essay focuses on the role of direct foreign invest
ment in Pacific-Asian regional interdependence. Byinjecting capital and
transferring technology, such investment makes a major contribution to
the industrialization of developing countries. At the same time, it may
raise nationalist reactions by increasing dependence on the investing
countries and limiting the host government's policy autonomy.

Sekiguchi first reviews investment trends and the major policy
issues stemming from these trends. He notes that while foreign invest
ment has played a major role in the rapid progress of Asian industrial
ization, it has tended to exceed the capacity of the old industrial nations
to adjust to its consequences. Hence, serious trade frictionhas erupted.
In addition, direct foreign investment has become vastly more complex
in recent years. The NICs, as well as the old industrial countries, are
becoming important participants in such activities. Meanwhile, the
ASEAN states (excluding Singapore) have begun the process of slowly
integrating their markets. At the same time, they are taking over certain
industrial sectors from the NICs as wages in the latter societies rise,
causing them to move up the industrialization ladder.

A new and as yet uncertain factor is represented by the People's
Republic of China. Since the beginning of the 1980s, China has made
sustained efforts to attract investment and technology transfer. The
uncertainties of PRC economic policies and the daunting bureaucratic
structure that remains to be confronted, however, have induced caution
from foreign investors. Although results have thus far fallen short of
Chinese leaders' hopes, China's vast potential remains one of the
imponderables of the coming decades. Already, however, it has a num
ber of ASEAN leaders worried.

Meanwhile, the phenomenon known as cross-hauling investment is
increasing in the advanced industrial societies as entrepreneurs there
undertake major adjustments to deal with declining sectors and seek
also to compete with other domestic producers. As Sekiguchi indicates
in examining investment trends by industry, the investment patterns are
being heavily influenced by the changes occuring in the division of
international labor. Labor-intensive industries are moving to the middle-
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income countries and certain capital-intensive industries are establish
ing themselves in the NICs. A reshuffling of partnerships is taking place
within the domestic as well as the international marketplace.

Sekiguchi then moves to the major policy issues, discussing first the
framework within which such issues emerge. He outlines the policies
that both investing countries and host countries pursue, dividing such
countries into four basic categories. The governments of high-income
countries are, in general, neutral, providing neither incentives nor dis
incentives for foreign investment, although local governments within
them often do so. The NICs pursue industrial policies under strong
governmental leadership. Recently, however, such policies have been
extensively revised, especially in South Korea and Taiwan, with import
barriers being reduced, the screening of foreign investment steadily
relaxed, and greater protection provided for industrial property rights.
Similar relaxation has characterized the policies of Singapore and Hong
Kong. Meanwhile, all of the NICs, but especially the latter two, have
been making their own foreign investments in ASEAN countries and in
China in recent years.

The middle-income countries have combined incentives and perfor
mance requirements in an effort both to encourage investment and to
protect their own interests. Similarly, China has strengthened its open
door policies on the one hand, and sought to establish legal safeguards
on the other. China's chief handicap, however, lies in the fact that under
its socialist system, foreign enterprises cannot perform as efficiently and
with the innovative capabilities possible in a market economy. Despite
preferential treatment, therefore, many foreign entrepreneurs still
regard the China market with skepticism or caution. Moreover, Council
for Mutual Economic Assistance (COMECON) regulations and the con
cern of foreign suppliers about free copying have combined to place
further restrictions on technology transfer.

Sekiguchi believes that governments interested in foreign invest
ment can play important roles by improving the political climate, pro
viding investment insurance, furnishing information services, and
creating tax incentives or other forms of financial support to foreign
investors. He proceeds to categorize the principal policy issues as
North-South, East-West, and North-North. North-South issues include
the debate over whether the technologies introduced are appropriate to
the host country's stage of development; the effort of multinationals to
restrict the use of a specific technology; and disputes over pricing and
the unwillingness of foreign enterprises to introduce certain types of
technology. So-called East-West issues encompass the guarantees of ten
ure for multinationals, the investment climate, and the extent of COM
ECON regulations. North-North issues relate primarily to specific cases
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involving such matters as disputes about patent coverage and appropri
ate norms for competition.

Sekiguchi concludes by drawing from his data certain implications
for national policies that would forward regional cooperation. One of
his interesting recommendations is the establishment of a Pacific center
for education and training that would be located in one of the ASEAN
countries, providing practical training for managers, engineers, and
governmental officials.

Mingsarn Santikarn Kaosa-ard deals in considerable depth with
technology transfer with the Pacific-Asian region in a contribution com
plementing that of Sekiguchi. She first provides an overview of the
status of technology transactions currently taking place in the region. In
so doing, she emphasizes the difficulties in presenting an accurate sur
vey since technology transfer involves not merely the transfer of a pro
duction system but also the interaction of a host of related and essential
factors including economic, social, and cultural requirements. Hence,
no single index can measure the extent to which the process has been
successfully completed. With this important reservation in mind,
Mingsarn provides key data on technology trade and direct investment,
indicating the respective roles of the chief exporters, the United States
and Japan.

She then turns to the principal issues, amplifying Sekiguchi's anal
ysis and presenting additional themes. She notes that the issues are
shifting away from the emphasis on motivation, cost, and appropriate
ness toward questions relating to the acquisition and mastery process,
namely, how technology is transferred. In this regard, she points out
that the success or failure of the transfer depends to a considerable
extent on the absorptive capacity, the awareness and the management
ability possessed by the receiving enterprise, and on the appropriate
choice of arrangement for transfer in accordance with the product, pro
cess, and characteristics of the local enterprises involved. These factors,
she finds, are given less attention than is desirable by the recipient
governments who tend to focus on issues of costs and controls.

Mingsarn divides the Pacific-Asian region into three groups of states
in relation to technology transfer. The first group consists of countries
allowing free flow of technology, and includes the United States, Japan,
and Singapore, with South Korea approaching this status. The second
group consists of countries that exercise controls, especiallywith regard
to cost and restrictive clauses. In this group are Latin America, the Phil
ippines, and India. Here, technology agreements must be screened and
approved by regulatory agencies. The third group is represented by
countries who impose fixed regulations on technology imports. Malay
sia and Indonesia are included in this category.
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Mingsarn concludes by noting that a number of Asian countries
have been attracted to what she calls the Korean model. Namely, this is
a policy of stimulating domestic research and development together
with upgrading education as complements to the introduction of for
eign technology. This enables the recipient country to take maximum
advantage of the transfer. She insists, however, that whatever policies
are followed, a country's technology policy must be integrated into its
master plan for development.

Three essays follow that are devoted to trade friction and its impact
both on domestic policies and regional relations. The first contribution
by Ippei Yamazawa deals with the U.S.-Japan conflict. Yamazawa asserts
that this bilateral conflict must be placed in a broader context. There are
in reality three interrelated yet separate conflicts: that between the
United States and Japan and those between developing Asia and the
United States and Japan, respectively. Each of these conflicts is closely
connected with what Yamazawa terms the three "structural elements"

in the Pacific-Asian economy: policy discrepancies, catching-up indus
trialization, and integration. Regarding the first factor, he notes the long
swing beginning in the late 1960s toward increases in commodity prices,
the deflationary policies of the developed states in reaction, and the end
of the cycle with the process resulting in a rising growth disparity. The
second development was displayed in the continued growth of the
Asian developing countries via the spread of industrialization through
the introduction of advanced technology and strengthened by vigorous
domestic demand. Japan began the process in the 1950s and 1960s,
followed by the NICs, with the ASEAN countries now involved in a
similar drive. These nations all had an essentially common strategy, i.e.,
outward-looking industrialization. While the global depression of the
early 1980s hit the Asian developing countries severely, the basic pro
cess continues, recently with renewed vigor. The third structural ele
ment of importance has been the increased economic integration among
the Pacific-Asian countries as a result of liberalized capital flows and the
stepped-up direct investment of American and Japanese multinational
firms. Despite the occasional destabilization caused by this develop
ment, it is a trend that cannot be reversed, according to Yamazawa.
These three fundamental factors have provided a unique environment
for the major economic conflicts taking place.

The U.S.-Japan trade conflict, Yamazawa asserts, had its origins in
the process of Japan's catching up with the United States. The Japanese
export structure changed dramatically and quickly when every new
export was shipped to the U.S. market. American producers demanded
protection, and the ensuing conflict was often concluded with voluntary
restrictions. In the 1980s, however, the conflict expanded to include all
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of Japan's trade partners, with the policies of the Japanese government
becoming the target of criticism at the international level. Japan
responded with a series of trade liberalization measures. But since 1983,
the U.S.-Japan conflict has been exacerbated by the rapid growth of
huge imbalances, the results of the differences in the macroeconomic
polices of the two countries.

From this, it follows that both nations must make major macroeco
nomic adjustments, a process that has begun. The imbalances, however,
will not be corrected quickly. In addition to affecting corporate behavior
at the microlevel, they have aggravated sectoral conflicts, leading to vari
ous measures in an effort to control these, with the requests or
demands of both sides continuing.

Yamazawa next explores the impact of the U.S.-Japan conflict upon
the Pacific-Asian region as a whole. He notes that due to U.S. policies,
the Asian developing countries and the NICs both steadily increased
their trade surplus with Japan, thereby expanding the arena of conflict.
The United States clearly served as an agent of growth, providing a
huge market for Asian industrial exports and at the same time, stimulat
ing the relocation of American production overseas. But trade deficits
soared, and various demands upon Asian NICs and ASEAN states fol
lowed, such as exchange rate appreciation; voluntary restraints on
industrial exports; and faster trade liberalization. At home, meanwhile,
protectionist pressures mounted. Yamazawa assumes that Asian exports
to the United States must decline in the period ahead.

Japan also made its contributions to the growth of Asia's developing
countries by being the foremost importer of their primary products.
However, Japan's needs were reduced over time, both because of a
slower growth rate and because of a reduced demand for such products.
Regular trade deficits became major issues for both NICs and ASEAN
members. Moreover, some ASEAN countries have requested Japanese
cooperation in the restructuring of their economic strategy. These vari
ous demands reflect the catching up of industrialization in Asia. They
also relate to the macroeconomic policy discrepancies between the
United States and Japan. While the improvement of macroimbalances
between these two countries would reduce the conflict, a coordination
of policies between developing Asia and Japan is required for any basic
resolution, in Yamazawa's opinion.

This leads to his final comment on the role of Japan in the region.
Having begun to implement domestic market-oriented growth and to
reduce exports to the United States, Japan must increase its imports
from developing Asia. It must also accelerate the structural adjustment
of the Japanese economy, and, until the imbalances are corrected, recy
cle its trade surplus.
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The essay by Seung-Soo Han focuses on South Korean economic
relations with the United States. In the course of his discussion, he
exposes key elements of past and present ROK economic policies. He
notes that there have been three broad phases in South Korea's eco
nomic relations with the United States: dependence (1945-60); the tran
sitional era (1961-79); and rising interdependence (the 1980s).

With the latter era came major changes in Korean macroeconomic
policies, notably the shift from tight fiscal/high interest rate policies to
tight fiscal/low interest rate policies. In contrast to the United States, the
South Korean government made strenuous efforts to curb government
expenditures so as to contain inflation. Han then delineates the history
of trade disputes with the United States, starting with textiles and foot
wear. The early disputes gradually broadened to include issues of mar
ket access by both parties, the opening of the ROK service market, the
removal of South Korea from the Generalized System of Preferences
(GSP), and exchange rate realignment. Han acknowledges that South
Korea must accelerate changes in its economic policies to accommodate
certain American requirements. However, he notes that Koreacannot by
itself play a major role in reducing the U.S. trade deficit. He also
remarks that it takes two hands to clap, indicating that more responsible
U.S. economic policies are crucial to future ROK-U.S. economic cooper
ation.

Djisman Simandjuntak focuses on trade problems involving the
ASEAN countries. He opens with a discussion of the factors that have
led to friction. In the first half of the 1980s, ASEAN economies faced
difficulties, largely as a result of low prices for primary commodities.
Their balance-of-payments position deteriorated. The need for credit
financing grew at a time when the international financial market was
becoming averse to state borrowing. A difficult payment problem then
faced the ASEAN countries due to the rapid increase in debt service
costs. The gross inflow of direct foreign investment, moreover, suffered
a downturn caused by declining growth performance. Despite these
difficulties, the ASEAN countries generally succeeded in avoiding an
increasingly protectionist course. Imports, however, declined as a result
of contractionary fiscal and monetary policies. Manufactured exports
were pushed despite the demands by countries like the United States
for restraint. This was one important source of trade friction. A second,
related factor, according to Simandjuntak, has been the tendency of
advanced nations, especially the United States, to concentrate on bilat
eral trade balances rather than an overall balance, and beyond this, the
trend to select specific trade sectors for emphasis. Thus, ASEAN coun
tries suffer with negotiated protectionism in the form of voluntary
export restraints.
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A further cause of friction has been the refusal either to recognize
what other countries have done in terms of market opening or to
acknowledge the defects in one's own policies leading to a loss of com
petitiveness. Simandjuntak notes, without endorsing, other theories
such as the loss of a hegemonic power that can enforce an international
trade regime and the tightening of policies in anticipation of negotia
tions. But he underlines the critical importance of a final factor—the
changing trade structure resulting from shifting comparative advantages
and the difficulty in adjusting to such changes rapidly.

While the economic crisis confronting ASEAN countries in the early
1980s forced them to intensify exports, especially of manufactured prod
ucts, Simandjuntak stresses that trade in primary commodities remains
vitally important. Thus, the ASEAN states are demanding the inclusion
of commodity-related issues into the agenda of trade talks. This request
will undoubtedly provoke disagreement. Meanwhile, as the structure of
ASEAN exports to the OECD countries changes, advanced states like
the United States are prone to include these countries as targets in
demands for reciprocity. Trade in services represents another area
where friction is likely to grow, according to Simandjuntak.

Basically, he argues, the ASEAN stance to demands has been
accommodative. Yet the ASEAN countries will be cautious in advancing
trade liberalization. Protectionist sentiments are strong in certain quar
ters, since unemployment is a perennial problem, and there are also
strategic considerations. Nevertheless, ASEAN members are as inter
ested in a soft landing in the process of global structural readjustment
as the developed nations. Progress in accepting interdependence is
being made.

Thomas Layman deals with the critically important subject of
financing development in Asia. He asserts that success in the region in
the past two decades has occurred primarily because of high and rising
investment rates and the judicious management of domestic policies.
Further, although investment has been financed largely by domestic
savings, foreign capital has played an important role.

Such capital can be divided into two basic categories, official and
private. Official flows greatly exceeded private capital for most of the
post-1945 period. However, beginning in the 1970s, deteriorating terms
of trade for much of the developing world led to expanding current
account deficits and rising balance of payments financing, Layman
points out. This demand was met mainly by syndicated loans and credit
arrangements through commercial banks. The other source of private
finance was direct foreign investment.

Layman asserts that a country's development performance is essen
tially a function of its ability to generate sufficient financing and to uti-
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lize this finance in a productive fashion. He begins his detailed analysis
by reviewing the growth performance of key Asian countries, paying
attention to how policymakers utilized financial resources. The varia
tions in growth, he notes, were great. NIC achievements, among the
best, were mainly the result of the emphasis that policymakers placed
on boosting domestic savings and pursuing a development strategy that
focused on earning foreign exchange. The commodity-dependent econ
omies of the ASEAN four were adversely affected in the early 1980sby
the fall of oil and commodity prices, as noted by other authors. The
South Asian nations, heavily dependent on agriculture despite efforts
to improve industrial output, were disadvantaged, not by low invest
ment or inadequate savings but by their relatively inefficient utilization
of the capital available to them. Progress in economic liberalization and
a reduction in governmental interference, if sustained, should result in
improvements. Because of a lower dependence on trade than the NICs
or the ASEAN countries, per capital real income growth in South Asia
did better then the former states in the early 1980s. However, the route
to sustained growth, in Layman's opinion, remains a market-oriented
development strategy based on export promotion.

Next, he turns to the matter of domestic resource mobilization.
Most Asian countries have succeeded in devoting a growing share of
their national output to investment, especially the NICs, Malaysia, and
China. Using various methods, the Asian countries have also caused
savings rates to rise, Singapore and Taiwan being conspicuous exam
ples.

The other source of financing, foreign inputs, also receives detailed
attention from Layman. In the early post-1946 era, the U.S. government
played a major role in providing bilateral assistance in cases where it
had strategic interests, including South Korea, Taiwan, South Vietnam,
and the Philippines. In a subsequent period, external financing came
primarily from such official sources as the World Bank and the Asian
Development Bank, mostly for specific investments. After the oil shock
in 1973, private commercial banks began to play an important role.
More recently, there has been a significant rise in nonbank private
financing, primarily in the form of supplier's credits. By 1986, Japan had
become the world's second largest development assistance donor, after
the United States, and Japanese attention was heavily directed toward
East Asia.

In the field of direct foreign investment, the United States estab
lished an early lead, but it has been overtaken by Japan. The concentra
tion is in the skill-intensive, high-technology industries. Production for
export to the United States and even to Japan has become more cost
effective, since many of the developing Asian countries have aligned
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their currencies with the U.S. dollar, thereby benefiting from the reval
uation.

Layman points out that, in general, countries of the Pacific-Asian
region have been able to secure sufficient financial resources from
domestic and foreign sources to finance their growth. The main reason
is that they have followed policies promoting domestic savings and
stressing exports. Can this continue? Will the Asian countries be able to
continue generating high levels of savings? Can export-oriented strate
gies remain feasible in the face of protectionist threats? Will the con
straints existing on the growth of official finances and the increasing
unwillingness of commercialbanks to engage in international loaning as
a result of the debt problem produce serious consequences? Layman
optimistically believes that a combination of improving human
resources and pragmatic policies will suffice to provide for economic
growth, with an increasing share of financial capital for investment
coming from within the region itself.

Hadi Soesastro and Miles Kahler conclude our studies with two
essays devoted to the issues of Pacific-Asian economic cooperation, and
more specifically, what, if any, institutional mechanisms are appropriate
for such purposes.

Both authors sketch the background of institutional proposals, trac
ing their origins back to Kiyoshi Kojima's Pacific Area Free Trade Associ
ation, first put forth in 1965. This was intended to be the counterpart of
the European Economic Community but garnered limited support.
Many other ideas were subsequently advanced. It was always recog
nized that certain less sensitive functional areas such as energy, fish
eries, forestry, and other resources lent themselves more readily to
Pacific cooperation, according to Soesastro, but the truly high priority
was on trade.

Soesastro points out that the development of subregional or bilat
eral trade structures can be clearly observed throughout the Pacific-
Asian region today. ASEAN, the Australia-New Zealand free trade
agreement, and the U.S.-Canada agreement are cited as the more prom
inent examples. But conspicuous by the lack of any similar accord is
Northeast Asia, reflective of various historical and political divisions.
Certain agreements of a bilateral or subregional type threaten to under
mine the possibility of a general accord despite efforts to restore a gen
erally applicable system presently going on via the Uruguay Round.
The Pacific-Asian countries are engaged in particularistic efforts through
a variety of regional conferences. Bilateralism concentrates on stability
rather than equality of market access, a fundamental distinction that
must be made.
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After a detailed exploration of the various subregional trade struc
tures that have emerged in the Pacific-Asian region, Soesastro looks at
the models that have been proposed to link such structures into an
integrated Pacific organization or system. He comes to three conclu
sions. First, the subregional arrangements that are being seriously pur
sued and developed reflect the different stages of economic
development among countries of the region as well as the uncertainty of
the international trading system. Second, the various subregional trade
structures do recognize the need to maintain an outward orientation
and relate themselves to the broader Pacific-Asian region. But integra
tion does not seem en route; perhaps only a restoration of the interna
tional trading system can provide a framework for the movement of
subregional arrangements into a more integrated structure. Finally, a
subregional structure involving Japan is conspicuously missing. This
suggests a role for Japan to facilitate a more integrated regional struc
ture. This goal would be more feasible if it included more than trade,
with recent ASEAN-Japan economic relations and Saburo Okita's pro
posal of a Japanese-style Marshall Plan being cited as examples.

Miles Kahler concludes our volume with a broadly gauged analysis
of the problems and possibilities involved in a Pacific economic organi
zation. At the outset, having distinguished between feasibility and
desirability, he poses the central questions: What is the optimal political
organization that will further economic cooperation in the Pacific and is
that organization likely, given the present realities?

Outlining successive waves of earlier organizational efforts, Kahler
notes a series of unresolved questions. First, what particular niche
would any new organization fill? Second, what would be the member
ship and the specific institutional structure? Overwhelmed by problems
such as these, the idea of organizing economic cooperation in the Pacific
was progressively downgraded from integration, to consultation, to the
current process, according to Kahler. In discussing the basic causes for
this devolution, Kahler signals four principal factors. First, the interna
tional system has posed certain problems. Lurking behind most pro
posals have been security concerns, further complicating inclusiveness.
Beyond this, the recent environment has been marked by the absence of
a hegemonic power, a single leader. And whether one accepts this as a
necessity, the scene has also been marked by the rising contention of
the two economic superpowers, the United States and Japan, both of
which must weigh the benefits and costs of regional leadership against
their existing global interests.

A second factor set forth by Kahler is national interests. The two
countries showing the greatest interest in a regional organization have
been Japan and Australia. The United States has displayed a strong
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degree of ambivalence. The ASEAN community has been far less
enthusiastic, fearing a dilution of their own somewhat fragile organiza
tion.

A third factor is that of elite attitudes. Here, Kahler distinguishes
between governments in the aggregate and their component parts. It
has been principally politicians, not bureaucrats, who have waxed
enthusiastic about the concept. As for a second elite, the corporations,
most large multinationals have a global outlook, whereas smaller firms
frequently have a very parochial interest abroad; hence, there are few
with distinctly regional outlooks. Academics, and especially econo
mists, have been the most influential lobby for a Pacific regional organi
zation, but alone they cannot play a truly crucial role.

A final factor lies in the ambiguity that has surrounded the regional
organization concept. Here, Kahler discusses the problems of bounda
ries, alternatives, and modalities, indicating the cloudiness that has
engulfed most proposals.

Kahler concludes his essay by sketching certain specific problem
areas that might benefit from a regional approach, among them interna
tional financial issues, especially those dealing with private capital
flows; the concept of a Pacific trade regime under certain circumstances,
particularly if the General Agreement on Tariffs and Trade (GATT)
negotiations stall and greater trade liberalization could be offered
through a Pacific organization; codes governing direct foreign invest
ment; and the commodity issue as it relates to North-South coopera
tion. He also indicates his views on the question of membership in such
an organization.

In summarizing his rationale, he asserts that an important need for
regional economic cooperation does exist, namely, in bridging issue
areas that are separated at the global level as well as addressing aspects
of other issues where global solutions are doubtful (trade) or nonexist
ent (commodities). But there must be an institutional structure
designed to deal with such an agenda; consultation does not suffice. An
intergovernmental organization is probably necessary.

Having set forth the purpose and the structure, however, Kahler
regards the political feasibility of his proposal as virtually nil. The
region does not face an economic crisis. Leadership is lacking. There is
hesitation among more restrictive groups such as ASEAN, and they
represent an alternative. Thus, the realneeds arelikely to remain unful
filled.

As will be noted, the essays contained in this volume set forth the
basic trends in Pacific-Asian economic policies and the degree to which
they advance or retard regional interdependence. They also take
account of those natural forces that are, at least, in some degree apart
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from governmental policies and yet exert a powerful influence on the
economic scene. In this era of rapid, pervasive change, the central prob
lem is to weigh and interrelate the many variables that shape the total
picture. Our purpose was to advance that process.



1. Changing America and the Economy of
the Pacific Basin

LAWRENCE B. KRAUSE

The U.S. economy has gone through a major structural change dur
ing the first half of the 1980s, and more changes are en route. This
phenomenon has had a profound effect upon U.S. international eco
nomic policies. The United States now recognizes its greater depen
dence on the world economy and, most important, realizes that it has
less room than before for independent action. One indicator of the
change has been the elevation of the dollar in the foreign exchange
market as a target of monetary policy.1 A further demonstration was
seen when instability in stock exchanges in all countries and the uncer
tainty of investors worldwide led to and in turn, was impacted by the
U.S. stock market crash of October 19, 1987.

The United States is no longer uniquely strong in the world econ
omy. One consequence of this fact is that even as they recognize that
foreigners place constraints on U.S. economic policy, American policy
makers are more amenable to actions they perceive to be in the narrow
self-interest of the United States. Furthermore, the belief runs, the
United States cannot afford to pay a price for system stability or regime
support. The burden must now fall on other countries to pay for public
goods; the United States, so this thinking goes, must look after itself. If
this U.S. position persists, then either the maintenance of system stabil
ity must become a shared responsibility, or a single nation—possibly
Japan—must be willing to take on the burden and/or opportunity by
itself, or a period of international instability may be in the offing.

This essay addresses these issues by evaluating the current status of
the U.S. economy and examining the mechanism that caused this con
dition. It poses these questions—Is the situation of the United States
sustainable? What changes are likely to occur? What are the implications
for the countries of the Pacific implied by these changes—and, finally, it
attempts to speculate on the issue of system stability and change.

1U.S. Federal Reserve Board, Federal Reserve Bulletin, June 1987. Also testimony of Alan
Greenspan before the House Ways and Means Committee, February 23, 1988.
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The U.S. Economy in the Early 1980s

It is possible to advance an optimistic interpretation of the perfor
mance of the U.S. economy during the 1980s. After all, the United
States almost single-handedly pulled the world economy out of the
longest and deepest recession of the postwar period following the sec
ond oil shock. If it were not for the Reagan economic program enacted
in 1981 and implemented in the following years, the downturn of 1980-
82 might have been prolonged, possibly leading to a depression of the
magnitude of the 1930s. Given the LDC debt crisis that appeared in
August 1982, if the downturn had continued for just one more year we
might have witnessed wholesale debt moratoriums, bank failures, and a
possible downward spiral that would have been beyond the power of
any country to reverse. This did not happen, thanks to the timely U.S.
response to the Mexican crisis2 and the sharp domestic economic recov
ery that began in November 1982.

This recovery from the 1980-82 recession became the longest peace
time expansion in American history. Although the heftygrowthratesof
GNP of 1983and 1984 gave way to more modest achievements in subse
quent years, the expansion progressed withoutinterruption. By the end
of1987, the UnitedStates had created 15million new jobsfor its citizens
(over a 14% increase in civilian employment), an achievement not even
approached by any other advanced country.3 Whereas European coun
tries andJapan have seentheir unemployment rates either rise or stay at
remarkably high levels, the United States managed gradually to bring
down its unemployment rate despite the rapid growth of its laborforce.
Thus, U.S. prosperity was widely shared within the country.

What also makes this recovery notable is that it was achieved while
bringing down the rate ofdomestic price inflation. Ofcourse, thebegin
ningofthe period wasmarked byhighinflation propelled bythe escala
tion of oil prices, and its abatement was aided by the decline of oil
prices. Nevertheless, the moderate pace of wage increases was an indi
cation that the country was also managing its domestic sources of infla
tion quitewell. Thus, the Reagan administration along with the Federal
Reserve gets very high marks for its success when measured by the
growth of real output, the increase in employment, and the control of
inflation. Unfortunately, there is more to the story.

In 1987, the United States had a deficit in its international trade of
$159 billion—by far the greatest deficit ever recorded by any country.4

2Joseph Kraft, The Mexican Rescue (New York: Group ofThirty, 1984).
3Economic Report of the President, February 1988.
4Ibid.; Federal Reserve Bulletin, June 1987.
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This eclipsed the record set by the United States of $144 billion in the
previous year, which itself eclipsed the U.S. record of $122 billion in the
year before that. The cumulative trade deficit of the United States from
1982 through 1987 amounted to the almost unbelievable sum of $600
billion. The cumulative deficit is significant because it had to be
financed by borrowing from abroad. The need for foreign borrowing
became so great that the United States shifted from being the world's
largest creditor country tobecoming its largest debtor. The implications
ofthis fact are so profound thatHugh Patrick has likened it to a foreign
policy mistake equivalent to the Vietnam War.5 The negative conse
quences of the U.S. international imbalance certainly casts a shadow
and may even outweigh the positive economic achievements of the
Reagan administration.

Structural Changes in the U.S. Economy

Three separate concepts of structure need to be identified and dis
tinguished because all three have changed in theUnited States in recent
years, and they have different implications for theeconomy. These con
cepts are: structure of demand, structure of production, and structure
of employment.

It has been established that the patternsof consumption respond to
the broad movement of prices.6 During the early 1980s, the price of
goods in the United States declined relative to other prices in the econ
omy, in part because of the rise of the dollar in the foreign exchange
market (to be discussed subsequently). In response to this price change,
households increased their purchases of goods and, along with the
well-established trend of increasing services, significantly raised con
sumption as a share of output—in other words, private savings were
sharply reduced.7 Greater government expenditures on military hard
ware also worked in the same direction but were less important in the
aggregate. With the subsequent fall in the value of the dollar and its
expected consequence of raising the relative price of goods inthe United
States, this consumption trend will be reversed. A possible decline in
military hardware expenditures will work in the same direction. One
might expect that the pattern of production in the United States would
conform to the shift in the structure of consumption, but this did not
occur.

5Hugh Patrick, "The Management ofthe United States-Japan Trade Relationship and Its
Implications for the Pacific Basin Economies/' inJapan-U.S. Relations and the Pacific Basin
(United States National Committee for Pacific Economic Cooperation, October 1987).
6Robert Lawrence, Can America Compete? (Washington, D.C.: Brookings Institution, 1984).
7Survey ofCurrent Business, 1988; Economic Report of the President.
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Table 1

Structure of U.S. Production

(by industry in 1982 US$billions, and as share of total)

1970a 1980b 1985-86c
1970a 1980b 1985-86c Share Share Share

Total GNP 2,441.4 3,209.4 3,660.4 100.0 100.0 100.0
Agriculture,

forestry, fishing 68.2 80.1 97.0 2.8 2.5 2.6
Mining 131.9 135.1 124.4 5.4 4.2 3.4
Construction 171.4 160.8 166.2 7.0 5.0 4.5
Manufacturing 519.7 679.5 801.2 21.3 21.2 21.9
Transportation,

utilities 204.7 294.3 326.6 8.4 9.2 8.9
Wholesale trade 154.1 216A1

290.1J
628.4d 6.3

9!oj
17.2d

Retail trade 217.6 8.9
Finance, insurance,

real estate 323.5 465.9 537.4 13.3 14.5 14.7
Services 295.3 445.0 553.1 12.1 13.9 15.1
Government 339.9 131.4 402.2 13.9 11.9 11.0
Rest of world 18.3 55.5 32.9 0.7 1.7 0.9

aAverage 1969-71.
bAverage 1979-81.
cAverage 1985-86.
dSum of wholesale and retail trade.
Sources: U.S. Department of Commerce, Bureau of Economic Analysis, Survey ofCurrent
Business, April 1986, Table 4; Economic Report ofthe President, February 1988, Table B-ll.

The change in the trends of production in the United States in the
1980s have often been mischaracterized. As Table 1 shows, the steady
rise in the share of service production continued through 1985-86. This
was not at the expense of manufacturing, however, which actually rose
slightly. Rather, the rise in the shareof service output was matched by a
decline in mining, construction, and government production. Although
each of the sectoral declines has various causes and implications, they
certainly do not add up to a pictureof a deindustrializing United States.
Deindustrialization is generally thought to reflect a loss of total capacity
to produce manufactured products, which could not have been the case
here since manufacturing production continued to rise in line with total
output.

Nevertheless, the manufacturing sector along with other producers
of tradeable goods (agriculture and mining) was in a state of semicrisis
createdby a loss of international competitiveness. While manufacturing
output expanded, manufacturing companies did not share in the pros
perity of the mid-1980s. It was the international competitive position of
the United Statesthat kept the structureofproductionfromchanging in
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Table 2

Year-over-Year Productivity Growth
(from quarterly data, actual values)

Quarters Nonfarm Business Manufacturing

1979:2-1980:2 -1.32 -1.58

1980:2-1981:2 1.72 3.14

1981:2-1982:2 -0.80 1.44

1982:2-1983:2 3.67 6.36

1983:2-1984:2 1.64 5.14

1984:2-1985:2 0.38 3.26

1985:2-1986:2 1.14 1.87

1986:2-1987:2a 0.01 2.00

Averageb 0.92 2.80

aBased on preliminary labor productivity number for 1987:1.
Excluding 1986:1-1987:1.
Source: U.S. Department of Commerce, Bureau of Labor Statistics, cyclical adjustments
made by Martin Neil Baily.

response to the shift in domestic demand at that time. Indeed, notuntil
the dollar had declined in 1987 did manufacturing become truly
dynamic.

The third conceptof structurerelates to the pattern of employment.
Patternsof employment result from the structureof productioninteract
ing with the pattern of labor productivity. Obviously, the greater the
growth of labor productivity in a given sector, the fewer the workers
that will be required to produce a given amount of output.

The American economy as a whole has had a slowdown in labor
productivity in recent years for reasons that are not completely under
stood.8 Somehavesuggested that therehas been a deterioration in basic
education. Others have pointedto the aging of the capital stock in both
the private and public sector. Whatever the reason, the productivity
slowdown explains whyper capita incomes have grown so slowly in the
United States. In the 1980s, however, as Table 2 shows, the remarkable
statistic is how well American manufacturing has managed to increase
its labor productivity. Of course, U.S. manufacturers were under tre
mendous pressure from foreign competitors to reduce costs. Some crit
ics claim that they accomplished this by shifting production offshore
and by buying essential components from producers in other countries

8Edward Denison, Trends inAmerican Growth 1929-82 (Washington, D.C.: Brookings Insti
tution, 1985); and Martin NeilBaily and Alok K. Chakrabarti, "Innovation and Productiv
ity in U.S. Industry," Brookings Papers in Economic Activity 2 (1985).
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(the so-called "hollowing out" ofAmerican companies).9 Nevertheless,
American manufacturers did adjust to the competitive environment.
However, the implication of a stable share of manufacturing in total
output combined with a rapid increase in labor productivity in manu
facturing is a declining share of manufacturing employment in total
employment. Manufacturing employed 31 percent of the American
labor force in 1960, 27.3 percent in 1970, and 22.4 percent in 1980. By
1987, that figure was only 18.7 percent.10 Fewer workers were employed
in manufacturing in 1987 than in 1980, despite the 15 million person
growth in total employment. This statistic, which most observers cite
when they describe the supposed deindustrialization of the United
States, is in fact a characteristic ofa mature stage ofdevelopment. This
trend will not be reversed even with the decline of the dollar. All
advanced industrial countries have had a decline in manufacturing
employment in the 1980s. Only inthe NICs has manufacturing employ
ment provided for a growing share of total employment, and not in all
of them.11

Thus from 1980through 1987, the structure of U.S. demand shifted
toward the consumption of goods, but American production did not
respond because of a lack of international competitiveness. Since labor
productivity was rising relatively quickly in manufacturing (the most
important producer of goods in the economy), the share of the labor
force employed in the production of tradeable goods actually declined.

Causative Factors

Both the good and thebadfeatures ofthe U.S. economy in 1987 can
be traced to the economic program initiated by the Reagan administra

te argument is made that the way that American companies adjusted to foreign compe
tition prevented them from increasing domestic production when their competitive posi
tion improved and new demand was created. The situation can be overcome only with
significant new investment in manufacturing in the UnitedStates.
l0Economic Report of the President.

Although there are many reasons why comparative advantage in manufacturing (espe
cially oflabor-intensive products) is shifting to LDCs, one factor may be the structure of
wages. Manufacturing in the NICs tends tobe a low-wage occupation relative to others in
the same economy. In Singapore, manufacturing wages are at the very bottom of the
scale—below agriculture and fishing. In advanced countries, and the United States in
particular, manufacturing wages tend to be elevated because it is the sector where labor
unions have been most successful, and thus workers may be earning some monopsony
rents. International trade tends to erode such rents.
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tion when it came into office in 1981.12 As already noted, the world
economy wasin difficult straits atthe start of the decade. In response to
the challenge, the Reagan administration designed a program empha
sizing the supply side of the economy. When it emerged from the con
gressional process, the program had the following features: taxes were
reduced sharply for both households and business; government
expenditures for military purposes were greatly increased, especially for
advanced hardware; the rate of growth of government expenditures for
nonmilitary programs was slowed (and a few actually reduced); and
government regulation of the private economy was selectively reduced.

The consequence of this program for the fiscal position of the gov
ernment was dramatic. The actual fiscal deficit, which had been in the
range of $50 to $70 billion in thelate 1970s, expanded rapidly and began
to exceed $200 billionby FY1983.13 Measuring the deficit on a constant
employment basis to correct for cyclical variations, the deficit expanded
year by year through 1986. The stimulus to the economy peaked at 1.3
percent of GNP in 1983 and tapered down to 0.3 percent in 1986. Gov
ernment consumption asa share of GNP rose from 19.5 percent in 1980
to 20.3 percent in 1986.14

Conventional wisdom now recognizes that the fiscal deficit became
the major force shaping the economy.15 The combination of the fiscal
stimulus plus the favorable tax environment for business ledto aninitial
rise in business plant andequipment investment, andthe United States
at first had an investment-led recovery. Most of the investment rise was
in equipment—which can be imported—rather than in structures—
which are produced almost exclusively from domestic resources.
Whereas gross private fixed investment hadbeen 14.1 percent of GNP
in 1980, it rose to 18.1 percentin 1985, before moderating to 17.6 percent
in 1986 and 17.9 percent in 1987.

12This discussion follows closely my earlier paper, "Economic Trends in the U.S. and
Their Implications for ASEAN/' in Tan Loong-Hoe and Narongchai Akrasanee, eds.,
ASEAN-U.S. Economic Relations (Singapore: Institute of Southeast Asian Studies, 1988),
pp. 3-23.
^U.S. Department ofCommerce, Bureau ofEconomic Analysis, "The Cyclically Adjusted
Federal Budget and Federal Debt: Revised and Updated Estimates"; Survey of Current
Business, March 1986; Economic Report of the President.
Measurements of this kind over time have been done in constant 1982dollars. Where a
financial variable is involved, however, the measurement is generally in current dollars
unless otherwise indicated.
15William H. Branson, "Causes of Appreciation andVolatility of the Dollar," in The U.S.
Dollar—Recent Developments, Outlook, and Policy Options (Federal Reserve Bank of Kansas
City, 1985); and Martin Feldstein, "Correcting theTrade Deficit," Foreign Affairs 66 (Spring
1987).
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Though some believed that the program would encourage house
holds to increase their rate of saving, in fact it had the opposite effect.
The combination of higher after-tax incomes, stable product prices, and
a rising stock and bond market convinced households to spend an even
higher share of their current incomes. Personal consumptionas a share
of GNProse from 62.6 percent in 1980 to 65.7 percentin the third quar
ter of 1987. Thus, the personalsavings rate declined from 7.1percent in
1980 to 3.2 percent in 1987. Ironically, the stock market crash may have
returned the country to a more normal condition as the personal sav
ings rate increased sharply subsequent to it.

The combination of the fiscal stimulus, the rise in fixed business
investment, and the increase in personal consumption (decline in per
sonal savings) led to the most rapid expansion of U.S. domestic demand
in more than twenty years. Between 1981 and 1987, demand grew by
3.9 percent per year as compared to 2.9 percent during the previous
fifteen years. Ex ante demand for investment rose, and ex ante supply
of investable resources (savings) fell. There are three possibilities for
reconciling this discrepancy ex post: domestic output could grow rap
idly to permit actual savings to match ex ante investment; inflation
could increase, which would result in forced savings and less real
investment; or the United States could borrow from abroad. The actual
outcome was mainly determined by monetary policy.

The Federal Reserve, under the chairmanship of Paul A. Volcker,
took a strong stand against the reigniting of inflation. In its view, per
mitting inflation to rise again ran the risk of undermining both domestic
and international financial markets. Thus it kept fairly close to its target
for the growth of the money supply, despite the rise in the fiscal deficit
and the lack of compensating increases in savings elsewhere in the
economy. The result was a rise in both nominal and real interest rates,
but inflation was contained. The rise in real interest rates, however, did
limit the growth of the economy, and by pushing up the value of the
dollar led to the third possibility—foreign borrowing.

Until 1986-87, the necessary increase in foreign borrowing required
to makeup for the shortfall of savings in the economy couldbe approxi
mated roughly by the increase in the nominalfiscal deficit of the govern
ment. Though the financial transfer could be accomplished merely by
selling U.S. government bonds to foreigners, the shortfall of resources
could not be made up until the deficit on the current account in the U.S.
balance of payments increased enough to match the financial transfer.
As long as the financial transfer was greater than the current account
deficit—that is, foreigners wanting to invest more dollars in the United
States than they were earning from current operations—the dollar
would be bid up in the foreign exchange market. When the dollar got



32 The Economy of the Pacific Basin

high enough, U.S. exports would be discouraged and imports encour
aged to the point that the real transfer could be made. Thus, a loss of
competitiveness was a necessary consequence of macro policy choices
of the United States.

When the equality of the two magnitudes (increase in fiscal deficit
and increase in the current account deficit) was reached in 1984-85, the
upward push of the dollar should have been ended. The value of the
dollar (measured by two different indices: the Federal Reserve multila
teral traded weighted indexand the Morgan Guarantee bilaterally trade
weighted index) is shown in Figure 1. The final upward spurt of the
dollar—which may have been a speculative bubble—did in fact occur in
the first quarter of 1985. As is well recognized, however, there is a time
lag between a change in a currency value and its impact on trade vol
umes and an even longer lag until trade values record an improvement.
This causes a delay in the adjustment process and may cause systemic
overshooting in the foreign exchange market.

To recap the developments between 1980 and 1985, the process
beganwhen the UnitedStates adopteda highly stimulative fiscal policy.
The subsequent deterioration in the fiscal position of the government
led to a shortage of savings in the economy, to which the business sector
did not adjust by reducing its investment, nor did the household sector
through greater savings. The monetary authorities refused to monetize
the deficit, so interest rates went up, the dollar rose in the foreign
exchange market, and the savings shortfall was made up by borrowing
abroad. This combination of easy fiscal policyand tight monetary policy
led to two offsetting imbalances in the economy—the fiscal deficit of the
government and the balance of payments deficit on current account.

Is the Position of the United States

Sustainable?

It is possible to specify a model whereina country maintains stabil
ity while perpetually borrowing net from abroad (Canada has been a
net borrower for most of its existence). The United States, however,
does not satisfy the conditions of the model. The necessary condition is
that foreign borrowing be used to finance additional productive invest
ment that will yield a flow of goods and services that can be sold to
foreigners to service the growing foreign debt. As noted, from 1982 to
1985 foreign borrowing by the United States has been used to finance
government consumption and subsequently private consumption.

The actualpositionof the UnitedStates is unlikely to be sustainable
for three reasons. First, from a normative point of view this generation
of Americans should not consume beyond its means by squandering
the savings ofprevious generations, and at the expense of the welfare of
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future generations. This translates into a powerful domestic political
argument. The American public is very uncomfortable with the huge
government deficit, and resentful of so much foreign borrowing. Opin
ion polls indicate that the public believes that the federal deficit is the
most serious economic problem of the country. Some political leader is
bound to capitalize on this widespread sentiment and find a politically
acceptable way to end both deficits.

Second, continuous borrowing from abroad requires a huge escala
tion of funding and refunding operations. They can be successful only if
market confidence is sustained in the borrower. The very act of continu
ous borrowing to finance consumption, however, is a demonstration of
irresponsibility, which will ultimately lead to a loss of confidence. The
stock market crash of October 1987 (and the subsequent decline of the
dollar) has been interpreted by some observers as a vote of no confi
dence in the way the U.S. economy has been managed.

In terms of portfolio balance theory, as the share of outstanding
obligations of a borrower increases the willingness of investors to take
an additional increment of its liabilities declines. Indeed, it is likely that
private foreigners no longer were willing to buy U.S. bonds in 1987.
Instead, all official debt financing of the U.S. external deficit in 1987 was
provided by foreign central banks.

To entice foreigners to continue buying U.S. bonds, the interest rate
being offered would have to be increased (to compensate for the rising
risk associated with portfolio imbalance). Thus, the real burden to
American taxpayers of servicing the foreign debt would rise exponen
tially and signal nonsustainability.16

This implies that the Federal Reserve would have to gear its interest
rate decisions to the requirement of sustaining foreign confidence in the
dollar rather than the needs of the domestic economy, which may well
be in conflict. Over the long run, American policy makers would find
such a constraint politically and economically intolerable. This condi
tion is well known in Europe, where a currency crisis resulted when
conflicts occurred between domestic and foreign needs.

Third, the huge rise in the value of the dollar and the even larger
increase in the U.S. balance of trade deficit has led to protectionist pres
sures in the United States. The political system simply must respond
when because of an overvalued currency, even the best-managed firms
lose their international competitiveness and come to their government
for relief. Of course, import-competing firms have their problems in

16Actually, the burden rises on all borrowers of dollars, including the heavily indebted
developing countries.
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meeting foreign competition magnified, and their cries for protection
sound more welfare promoting. When decades of frustration over
closed markets abroad are added in, the mixture becomes truly explo
sive. Though it is possible that Japan and some other countries would
not react to new aggressive trade actions by the United States, some
other countries-—and especially the European Economic Community-
might retaliate. This might set off a trade war that would threaten to end
forty years of world prosperity. Thus, if the United States does not cor
rect its two imbalances, the world economy is likely to suffer.

The Policy Corrective

There is no great mystery about what needs to be done to correct
the two imbalances of the United States. Correcting the budget deficit is
a necessary condition for correcting the trade deficit.17 There was no
consensus in the country, however, on how to reduce the budget deficit.
Some, including President Reagan, wanted to do it by reducing nonmil-
itary expenditures. Others wanted to increase taxes. Still others wanted
to reduce military spending. Practically all neutral observers have
believed that federal revenues would have to be raised even with the

most strenuous efforts at expenditure reductions.18 What makes
expenditures so hard to reduce is the deficit itself. In 1981, net interest
payments of the federal government were $68.7 billion, which was 10.1
percent of expenditures and 2.1 percent of GNP. In 1986, however, net
interest payments had reached $136.0 billion (despite the decline in
interest rates), which was 13.7 percent of expenditures and 3.7 percent
of GNP. Thus, discretionary government spending must be continually
cut and/or revenues increased just to keep up with rising interest pay
ments. To make a significant dent in the budget deficit, a comprehen
sive attack is necessary.

Progress has started. The Gramm-Rudman-Hollings Act was
passed, but its enforcement mechanism was judged to be unconstitu
tional. Subsequently another version was passed that presumably is
constitutional—with, however, a less demanding path of deficit reduc
tion.19 Nevertheless, a path toward correction has been defined and,
even if not actually achieved, may well keep the momentum going

17Ronald McKinnon isof thebelief that correcting thebudget deficit isboth thenecessary
and the sufficient condition for correcting the trade deficit. Indeed, he believes that the
dollar has already declined too much in the foreign exchange market.
18Alice Rivlin and Associates, Economic Choices 1984 (Washington, D.C.: Brookings Institu
tion, 1984).
19It isnoteworthy that even the stock market crash failed to energize the deficit reduction
process. In future years this may be looked upon as a lost opportunity.



36 The Economy of thePacific Basin

toward reduction (in the absence of a recession). The actual budget defi
cit in FY1986 was $221 billion; in FY1987, $150 billion. There was less
real improvement than it appears, however, since much of the reduction
was achieved by one-time expedients. The planned reductions for
FY1988 and FY1989 that came out of the budget compromise of Novem
ber 20, 1987would do little more than keep the actual deficit at the $150
billion level, although in its absence this figure would have been signifi
cantly higher. Continual improvement, however, will require hard politi
cal decisions that have yet to be made.

A mixed government-private commission was appointed in 1988 to
investigate the budget deficit. It was directed to make recommendations
for its solution by March 1989 so that the new U.S. president taking
office in that year would have the benefit of its wisdom. This duplicates
the successful approach used in 1985 to solve the social security
impasse.

The link between the budget deficit and the trade deficit suggests
that the current account deficit can be cut if the savings in the budget
are not absorbed by greater private consumption or investment.20
Reducing the budget deficit makes room for an improvement in the
current account deficit, but it will occur only if foreign markets are
expanding and/or the United States improves its competitive position.
The direct pass through of a budget deficit decline to trade improve
ment is only one-third.21 (Only $1 of trade improvement comes directly
from $3 of budget deficit reduction.) The competitive position of the
United States can accommodate to the given rate of foreign expansion
(within limits) by reductions in the value of the dollar. The dollar has
declined considerably since its peak at the end of February 1985. In fact,
by the end of 1987 it had retraced more than 90 percent of its rise
from 1980.

Some observers have been concerned that the dollar devaluation is

not working, given the scant improvement in the trade accounts. That
concern is not warranted. In experiments sponsored by the Brookings
Institution, several standard econometric models simulated what
should have been U.S. trade results, given the actual movements in the
dollar and world economic activity.22 In fact, they tracked the actual
trade performance fairly closely. Some discrepancy appears because for-

20Care must be taken to compare magnitudes in the same units, that is either current
dollars or constant 1982 dollars. Forconvenience, this analysis is done in current dollars.
21Jeffrey Sachs, ''Prospects for Global Trade Imbalances: A Simulation Approach/'
unpublished ms., January 1988.
^Ralph C. Bryant and Gerald Holtham, "The U.S. External Deficit: Diagnosis, Prognosis,
and Cure," Brookings Discussion Papers in International Economics no. 55 (March 1987).
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eign suppliers seem to be reducing the foreign currency price of their
goods in order to hold down their dollar prices to sustain their market
shares in the United States. Obviously this cannot continue without
causing losses for foreign suppliers and violating U.S. anti-dumping
laws. Actually, the trade balance measured in volume terms (constant
prices) has improved sharply as U.S. exports have risen substantially (at
a growth rate of 20 percent during 1987) because of their improved inter
national competitiveness.

The exchange rate is working as well as it usually does—that is, with
a considerable time lag. Thus, the current account improvement has not
matched the budget deficit improvement because the decline in the
value of the dollar did not start in time (and American consumption
growth had not moderated sufficiently). In fact, the average value of the
dollar was higher in 1985 than it had been in 1984. Hence significant
improvement in the trade accounts should not have been expected until
1987 or later, and then only if the pace of world economic activity did
not falter.

Further experiments with econometric models suggest that in order
to reach equilibrium—defined as a zero balance in the current account—
the U.S. dollar will have to sink below its 1980 level. If the dollar had

stayed at the value agreed to by the Louvre Accords (the yen at between
140 and 150 per dollar and the deutsche mark between 1.8 and 1.9 to
the dollar) and world economic activity had continued on its indicated
path (industrial countries growing about 2.5 percent per year), then the
improvement in the U.S. current account would have ceased around the
end of 1988 at a level of deficit of almost $100 billion per year; after that
point it would begin to worsen again.

Once more the problem is interest and other service payments on a
rising foreign debt. In 1980, the United States could record a small cur
rent account surplus with a trade deficit of about $25 billion because it
was a creditor nation earning more interest and dividends on its foreign
investments than paying on its foreign debt. The situation is rapidly
being reversed. In the future, the United States will have to earn a trade
surplus just to come out even in its current account. Thus, the dollar
will have to decline below its 1980 value to improve U.S. competitive
ness to the point where the trade surplus can be achieved.

The U.S. Impact on Pacific Countries:
1981-85

There are three channels through which economic forces in the
United States impacted on countries in the Pacific: monetary mecha
nisms, trade flows, and direct investment. Monetary conditions were
impacted because, as previously noted, the Reagan program created a
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savings shortfall in the United States that forced up interest rates and
appreciated the dollar. This in turn affected the rate of inflation, the
terms of trade, and the interest burden/interest income of other coun
tries. How individual countries were affected depended on their own
economic structure and position and their own policy response to the
international environment.

Countrieswhose currencies depreciated on average felt an inflation
ary impulse withintheir economies. It is also possible thatthey suffered
a deterioration in their terms of trade, but since commodities were
impacted differentially from manufactured goods, much depended on
the composition of exports andimports. Countries thathad more dollar
liabilities than assets (especially if contracted on an adjustable interest
rate basis) found their interest rate burden increasing. Countries that
tied their currencies to the U.S. dollar and thereby appreciated along
with the United States enjoyed the opposite effect.

Much of the impact of the United States on other countries was
through the trade channel. U.S. imports increased rapidly bothbecause
demand was increasing and because the higher dollar improved the
competitive position of foreign products. The value ofU.S merchandise
imports increased by $120 billion between 1980 and 1986, a 47.9 percent
rise. At constant prices (volume), the increase was 56.9 percent. Of
course, U.S. export competitiveness was also reduced as a result of the
stronger dollar, which permitted other countries to gain market share at
the expense of the United States, but thereis no simpleway to measure
it. If U.S. exports had grown proportionally to world trade, however,
they would have been $89 billion higher in 1986, or 40 percent more
than they actually were. (This is justanother wayof reporting the rising
trade deficit of the United States.)

The channel of impact through foreign direct investment is probably
the least important of the three but also the hardest to verify empirically
because it is almost impossible to specify the counterfactual alternative
(what foreign investment would have been in the absence of the U.S.
program).23 It appears that the major beneficiaries of the high dollar-
propelled investment were the NICs in both Asia and Latin America.

23The foreign investment decision seems to grow outofatwo-stage process involving first
a determination of whether it is a goodtime to invest, and then a decision as to where to
place the investment. Historically, American firms increased their domestic and foreign
investment together. Anecdotal evidence andcommon sense suggest thatthe rising dollar
led manycompanies to make more foreign investment than they would have otherwise
done, but amagnitude cannot beestablished without a fully specified econometric model.
Such a reliable model does not yet exist.
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The net result of all three channels differed sharply by region. Ger
man sensitivity to inflation may have made the net result contractionary
for all of Europe for most of the period. While the dollarwas appreciat
ing through February 1985, the deutsche mark was depreciating. The
Bundesbank was very conscious of the inflationary consequences of a
depreciating DM and kept German interest rates relatively high (espe
cially in real terms). The growth of centralbank money—the best indica
tor of German monetary policy—was kept between 4 percent and 5
percent until 1986, when the period of a weak DM was clearly over.
Meanwhile German fiscal policy was also contractionary during this
period as measured by the OECD (for reasons that were unrelated to the
U.S. program).24 Thus the monetary channel was definitely contrac
tionary for Germany.

Moreover, the direct trade linkage between Germany and the
United States is rather modest. Only about 10 percent of German
exports are usually sold in the United States, so Germany did not gain
so much from the rise of U.S. imports. The main market for German
goods are other countries in Europe who, along with Japan, are also
Germany's main competitors. Since the currencies of all these countries
moved more or less together, no significant competitive advantage was
obtained by Germany while the dollar was rising. Thus, German
growth of GNP was very subdued. There was a modest recoveryin 1983
and 1984 from the recession of 1980-82, but unemployment continued
to rise until mid-1985.

Germany is the critical country for the rest of Europe. When the
German economy is sluggish, all of Europe is subdued. The French
attempted to stimulate their economy independently of Germany at the
start of the Mitterrand administration in 1981, and the experience was
so painful for them that France—and the rest of Europe—will not
attempt it again soon. The possible exceptions are the United Kingdom
and Norway because of their position as oil exporters, but even their
independence is circumscribedby the world energy market. Thus, since
Germany failed to have a robust recovery in the early 1980s, all of
Europe mirrored this experience. And Germany blamed its problems on
high interest rates in the United States and the strong dollar.

The impact of the U.S. program on the Pacific-Asian region was
quite different from its impact on Europe. It also differed, however,
among the national resource countries (mainly ASEAN)> the NICs, and
Japan. All natural resource-driven countries suffered from a deteriora-

24Organization for Economic Cooperation and Development (OECD), Economic Outlook,
various dates.
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tion in their terms of trade from 1980 through 1986, and the U.S. pro
gram may have been partially responsible. The primary reason was the
decline of prices of the natural resource products that these countries
export, rather than the rise of prices of imported manufactured prod
ucts. It was not unusual that the terms of trade of developing countries
exporting primary commodities deteriorated in 1981-82 (by 13 percent
per year) while the recession was in progress. Prices of natural
resources have always been more variable than manufactures—falling
more in recessions and risingmore in recoveries. However, the fact that
the deterioration continued through 1985 (by 9.5 percent per year) is
unusual. Part of the explanation may be that the U.S.-led economic
recovery, as already noted, was marked byhighreal interest rates and a
rising dollar. High interest rates work against the holding or rebuilding
of inventories—and prices of primary commodities are very sensitive to
inventory change. Furthermore, since commodities are priced in terms
of dollars, the rising dollar meant that commodities were not cheap to
other countries whose currencies were depreciating relative to the dol
lar. This factor may also have held down demand for commodities.

The nonfuel exporters, the Philippines and Thailand, were
impacted first, but Indonesia andMalaysia were impacted subsequently
when oil prices dropped in 1985-86.25 The manufacturing sectors of
these economies, however, responded to rapid growthofdemand in the
United States for such products, and the industrializationof these coun
tries was accelerated.

The Asian NICs, and especially South Korea and Taiwan, were
impacted very positively by the U.S. program. They have been becom
ing increasingly competitive in both labor-intensive and medium-range
technology manufactured goods, and their exports of such products to
the United States grew enormously. Though South Korea, as other
indebted countries, found the burden of its foreign debts rise as a result
of higher dollar interest rates and also found its external credit being
squeezed, the negative impact ofthese monetary factors was more than
offset by the rising demand for its exports. Furthermore, the decline in
world commodity prices—which the NICs import—helped restore price
stability. For South Korea, it was the first expansion the country had
managed with declining inflation. Moreover, the Asian NICs along with
some Latin American countries may have been the recipients of some

25Singapore hada serious recession in 1985-86 that was partially related to thedistress of
its natural resource based trading partners in ASEAN. Lawrence B. Krause, Koh Ai Tee,
and Lee (Tsao) Yuan, The Singapore Economy Reconsidered (Institute of Southeast Asian
Studies, Singapore, 1987).
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American direct investment fleeing the high dollar. More advanced
technology than previously was embodied in these transfers, which
may have been of significance to the recipients (more research will be
required to establish this point).

It was Japan, however, that gained the most by the U.S. program.
Indeed, the program was so favorable for Japan that one might have
thought it was designed in Tokyo. Japanese exports were directly stimu
lated by the rise of demand in the United States. Japanese exports also
gained market share in both the United States and in third markets at
the expense of U.S. producers because of the rise in the value of the
dollar—decline in the value of the yen. Furthermore, Japan benefited
from the decline in world raw material prices since it is more dependent
on imports of such products than any other industrial country. Finally,
Japan gained from the rise of world real interest rates since it was a
creditor country—soon to become the world's largest. Of course, Japan,
like European countries, did encounter some inflationary pressures
from a depreciating currency, but unlike Europe it evoked no policy
response. Japanese policymakers are less concerned by inflation unless
it signals a loss of international competitiveness, which cannot happen
when generated by a depreciated currency.26

Thus, unlike Europe (and possibly Latin America and Africa), the
Pacific-Asian region in general gained a great deal from the U.S. pro
gram. The countries in the Pacific Basin are more open to international
trade, and are more dependent on the United States for markets, than
other regions. Hence, when U.S. domestic demand is rising rapidly and
especially when the United States is undermining its own competitive
position by driving up the value of the dollar, the Pacific-Asian countries
are bound to benefit.

The U.S. Economy in 1986-87 and Beyond

As already noted, the United States has made a start on correcting
its twin deficits. The budget deficit has been modestly reduced and the
dollar, which began its downward movement in February 1985, contin
ued to depreciate into 1988. Although the trade deficit measured in
current prices has just stabilized at a very high level of deficit, trade
volumes since the third quarter of 1986 have shown the effect of devalu
ation as American exports for two years have been rising at a 9.3 percent

26It is possible to specify a model in which every inflationary impulse is magnified by
domestic wage demands, which results in a loss of international competitiveness even
when generated by a currency depreciation. Such a model must be considered pathologi
cal and certainly does not fit Japan.
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annual rate (considerably above the 3.2 percent rate of all industrial
countries).

Nevertheless, there is great uncertainty over the U.S. economic out
look for the rest of the 1980s. Economic fundamentals suggest the econ
omy will continue to grow without interruption. None of the usual
signs of an approaching recession are visible yet despite the unusual
length of recovery. On the supply side, there is no evidence of wide
spread shortages of industrial capacity, for utilization rates have been
rising very slowly and are only at a level of about 83 percent (although
readings above 90 percent are not that unusual). If investment in new
capacity in manufactures rises as fundamentals suggest, then further
production increases are possible without raising the utilization rate.
Unemployment rates have been declining but are still in the range of 5
percent to 6 percent (readings below 5 percent would be required to
signal a general labor shortage). With improvement in labor productiv
ity, unemployment need not be reduced below its natural rate.

On the demand side, improvements in U.S. competitiveness arising
from the dollar's fall have generated an export-led expansion. Moreover,
demand for imported goods should shift to domestic suppliers as
import prices eventually reflect the depreciation. This should stimulate
business investment even further to meet rising domestic and foreign
demand—some by foreign investors attempting to safeguard their mar
ket shares. Finally, there are few signs of rapid escalation of prices from
domestic sources that might force the monetary authorities to stomp on
the monetary brakes in such a manner as to end the recovery. Import
prices will continue to rise, but this is not an inflation concern unless
magnified by domestic reactions.

On the other hand, confidence in the U.S. economy may have been
lost both at home and abroad. The historic stock market crash of Octo

ber 19, 1987 has raised the specter of the Great Depression of the 1930s.
The meager reaction of the U.S. government in solving its most serious
problem—the budget deficit—suggests that no political consensus now
exists to deal forcefully with problems. The stock market crash, how
ever, led to a rise in household savings. An increase in the personal
savings rate is a necessary part of the adjustment process.

Even more damaging would be a loss of foreign confidence in the
United States. As noted earlier, the United States is dependent on for
eign savings. If new funds are not forthcoming, then the U.S. current
account deficit must be corrected immediately. This could only happen
with a collapse of the value of the dollar (the yen might rise to over 100
per dollar), which would have dire monetary consequences in the
United States and real consequences abroad. In the United States, long-
term interest rates would rise sharply because of the shock to inflation
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expectations even if the Federal Reserve attempted to hold down short-
term rates. This would have a depressing effect on the economy, and
the impact would be even greater abroad. Foreign suppliers to the
United States would find their exports crumbling and a recession would
start immediately in export industries. This is the scenario for a world
wide recession.

The external impact of the changing nature of the U.S. economy has
been greatest on Japan because of the sharp rise of the value of the yen
relative to the dollar. Japanese growth since 1973 (but not before then)
has been export led. This necessarily had to come to an end, and the
turnabout arrived in FY1986. The Japanese economy has become exces
sively dependent on exports and now must go through an extensive
adjustment. In the past, the need for that adjustment has been denied
by policymakers, but as Japanese growth stagnated under the pressure
of the rising yen, sentiment turned. Prime Minister Nakasone initiated a
domestic stimulative package that, if carried on, should sustain the cur
rent level of Japanese growth of between 2 percent and 3 percent,
assuming that an external catastrophe does not occur elsewhere. Mean
while real Japanese exports have begun to decline and imports to
increase (especially of manufactures).27

The Asian NICs have been major beneficiaries of the rising value of
the yen. In the main, they have kept their currencies pegged to the
dollar and thus have had substantial improvement in their international
competitiveness. They have witnessed an explosion of exports. Mean
while the price of oil—which they import—has declined and at least
South Korea has benefited from a decline in interest rates. These effects

have been described as the "three blessings" in South Korea, and they
have resulted in double digit growth without inflation.

For Taiwan, export-led growth has turned a large current account
surplus into the largest relative surplus any nonoil country ever
recorded—about 20 percent of GNP. It appears this surplus will be sus
tained for at least several years, a feat no oil country ever managed. For
South Korea, the spurt of exports has turned a small current account
deficit into a huge surplus. The currencies of both countries have begun
to rise relative to the dollar, but not relative to the yen. Indeed, the
exchange value of the New Taiwan dollar and the South Korean won
will be a major focal point for international discussion for several years.

27Press reports indicate that less than half the rise of the yen has been passed along in
lower prices to purchasers of imported products, which may explain the disappointing
response of imports. It also suggests that Japan has a managed import regime.
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The natural resource producers in ASEAN have been less impacted,
although the declining dollar in time should improve their terms of
trade—it has already had a decided impact on precious metal prices.
Manufacturing, however, has been given a definite boost in these coun
tries. For Thailand, the change has been truly remarkable, and manufac
tured exports may displace raw materials as its leading export before
long. Furthermore, the rising yen may have reversed the decline of Japa
nese direct investment in ASEAN. It appears that Japanese firms are
establishing export bases throughout the region to serve markets no
longer profitably served from Japan. Thus the countries in the Pacific
Basin seem to be able to receive positive stimulus no matter whether the
growth leader is the United States or Japan.

How long the current state of affairs can continue is unknowable,
although the analysis indicates that the status quo in the United States
cannot be sustained. The same can be said for Japan, since it may have
difficulty adjusting to an ever-rising value of the yen.

One scenario—the optimistic case—would have the world shake off
the stock market crash as just the bursting of a speculative bubble and
no more. The United States could deal with its budget deficit in an
orderly fashion—say, annual reductions of about $40 billion per year
through FY1991. This would permit the U.S current account to improve
on a similar path and reach a zero balance by 1992. Achieving that result
might well require further depreciation of the dollar, but much would
depend on how much domestically oriented growth was generated in
Japan and Germany and on how well the LDC debt crisis is handled.
This scenario depicts a typical pattern of export-led growth that many
countries have experienced, but it would be new to the United States.

Another scenario—the pessimistic case—has the stock market crash
eventually leading to a worldwide recession. It hinges on the failure of
the United States to accomplish fiscal consolidation. Foreign confidence
would be lost in the United States, foreign buying of U.S bonds would
cease, and the contraction would start. This is not a pretty picture, but it
would also lead to a sharp improvement in the United States current
account, as U.S. imports would be curtailed by both the recession and
the weak dollar.

What such speculation suggests for the countries of the Pacific is
that their market in the United States is going to be curtailed one way or
another. Only the timing and the circumstances are uncertain.

U.S. Policy and the International Monetary
Regime

As noted at the outset, U.S. economic policymakers have seen their
leeway for independent action sharply reduced in recent years, espe-
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daily in the monetary sphere. The United States had to reverse its pre
vious position in September 1985 and seek the help of other advanced
countries at the Plaza meeting of five industrial countries (the Group of
Five, or G-5) to manage the foreign exchange value of the dollar. Before
the Plaza Agreement, the United Stateswas prepared to rely on its own
policy and the workings of the market. The United States, however,
realized that an unconstrained market risks a possible collapse of the
dollar, and thus it endorsed cooperative management.

The Plaza Agreement marked a significant change in the interna
tional monetary regime. The floating exchange rate system was con
verted into a managed floating exchange rate system by it. It was
explicitly recognized that the exchange rate is not separable from mone
tary policy and other macro policy instruments. Therefore, an agree
ment to manage exchange rates carries with it the implied willingness to
coordinate all macroeconomic policy. The techniques for management
were discussed at the Tokyo economic summit in 1986 (where Canada
agreed to the G-5 formulation), were refined further at the annual IMF
meeting in 1986 (when Italy also acceded), were refined still further at
the Louvre Accord in February 1987, and were confirmed at the Venice
Summit in 1987. How successful these techniques may be for achieving
agreedupon goalsis uncertain, and manyobservers are understandably
skeptical.

Of course, techniques do not manage a system. Management comes
from governments setting goals and implementing policy to reach those
goals. How the goals are set and who has responsibility for implement
ing policy is a matter of political and economic power. The explicit goal
set by the Plaza Agreement was an orderly devaluation of the dollar.
Because this seemed to serve the needs of all five countries at the time,
the ultimate power broker is hard to determine. Since the dollar had
been declining for six months prior to the agreement, it may have been
unnecessary for any new policy action to bring it about. Only Japan
seemed to take an explicit action to help the dollar devalue when it
briefly tightened monetary policy in November 1985, despite no obvi
ous domestic need.

The pressure for agreement became clearer in October 1986, when
the goal of the Plaza Agreement was changed as a result of a bilateral
meeting of U.S. Secretary of the TreasuryJames A. Baker and Japanese
Finance Minister Kiichi Miyazawa (the G-2). Despite the fact that the
dollar was devaluing in an orderly fashion, the two countries agreed
that the devaluation had gone far enough and that the then-existing
exchange relationship was "consistent with fundamentals." Several of
the other countries, and especially Germany, many have liked the deci
sion, but it was taken by only the United States and Japan. The decision
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was ratified by the entire G-7when it met in February 1987 and became
the Louvre Accord.

On the face of it, the Baker-Miyazawa agreement seemed to serve
the needs of Japan much more than the United States, suggesting that
Japan is the ultimate power in operating the new managed floating
exchange rate system. Japan was experiencing difficulty adjusting to the
amount and the speed of the rise of the yen, and it is understandable
why Japan wanted the yen stabilized. The United States, on the other
hand, had not reached its objective of a current account moving decid
edly toward balance.

In April 1987, the United States retaliated separately against a Japa
nese failure to live up to a trade agreement concerning computer chips,
and Secretary Baker made a public statement suggesting that the Lou
vre Accord did not mean that the dollar could not decline at all. Imme
diately the dollar fell. Againthe G-7 met and agreed that "it would not
be desirable for the dollar to depreciate further." This time, U.S. policy
was mobilized to support the goal. Secretary Baker joined Federal
Reserve Chairman Volcker in strongly opposing further depreciation,
and U.S. monetary policy was tightened.

The Louvre Accord, however, set an overvalued rate for the dollar
that could not be sustained. Indeed, that agreement may have been the
cause of the stock market crash.28 Shortly after the crash, the dollar
dropped further. Despite modest gains recently, econometric models
suggest that the dollar still has to decline over the next several years for
balance-of-payments equilibrium to be restored.29 The question to ask
is: How can that be accomplished while maintaining stability in world
financial markets?

This interpretation of monetary events suggests that the interna
tional monetary regime is in the midst of a major change. Its character
and performance characteristics are not yet settled.

The International Trade Regime

The international trade regime is also changing. Since World War II,
the United States has been the principal defender of the liberal trade
regime. The U.S. effort starting in 1982 to launch another round of
GATT negotiations—the now agreed-upon Uruguay Round—may be the
last expression of that policy.

28Lawrence B. Krause, "The Challenge of Japan's Financial Reach for the U.S. Economy/'
in The Economic Outlook for 1988, Thirty-Fifth Annual Conference on the Economic Out
look, November 19-20, 1987, Ann Arbor, Michigan.
29Bryant and Holtham, "The U.S. External Deficit."
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The existence of the huge U.S. trade deficit has caused the change.
The change can be seen in several ways. First, U.S. policymakers no
longer feel that they have any leeway to offer further opening of the
U.S. market in return for greater market access abroad. Instead, the
United States is threatening market closure to obtain foreign market
access. This suggests that the Uruguay Round is a high-risk venture and
may fail. Second, the United States is more willing to take unilateral
actions to protect American industry where previously bilateral negotia
tions ending up in so-called voluntary export restraints (VERs) were the
rule. Though neither is desirable, it can be argued that VERs are less
damaging to the existing international trade regime.30 Furthermore, uni
lateral actions can lead to retaliation and open up the possibility of a
damaging trade war.

In the future, American policymakers will recognize that U.S. eco
nomic prosperity is dependent on contracting the trade deficit. The
post-Reagan era is likely to be characterized by an activist government
in Washington, and such a government will look upon trade policy as a
way to promote exports and restrain imports. This is the classical goal of
mercantilist trade policy. Thus, U.S. trade policy is likely to become
indistinguishable from that of many other deficit countries. While the
stock market crash might constrain the most protectionist forces in
Washington, it is unlikely to reverse the trend in policy.31 Reciprocity
and retaliation will be the guide for American policy, and the most-
favored-nations principle may be discarded in the process.

Hence the international trade regime built around GATT is also in
the process of change. Many have characterized the trend as moving
toward a managed trade system. From the foregoing, it would appear
that the United States is the catalyst for change, but it could well be that
the larger role of Japan in the trading system is the more fundamental
force for change. It is widely believed outside Japan (and possibly
within) that Japan manages its trade and has maintained a relatively
closed market. Unlike every other industrial country and every develop
ing country making economic progress, import penetration did not rise

^rom the viewpoint of national interest, theVER is the worst device to provide protec
tion. It permits foreign producers to earn monopoly profits at the expense of domestic
consumers while providing very little benefit to domestic producers.
31It is noteworthy that even after the crash, the United States indicated that it would
retaliate against Brazil's closing of its computer software market by putting penalty duties
on a wide variety of Brazilian products, when Brazil is one of the most indebted countries
to American banks. Additionally, Representative Richard Gephardt based his U.S. presi
dential primary campaign in 1988on thinly disguised protectionism. Despite his failure to
win the nomination, it apparently hit a responsive cord.
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in Japan from 1973 through 1986, although it did in 1987. As Japan took
over larger shares of the world market, the stagnation of Japanese
imports put tremendous pressure on the rest of the world and caused
the reactive pressure for managed trade. Other countries may feel that
they must manage their trade in order to obtain countervailing power to
deal with Japan.

The other countries in the Pacific Basin may not welcome either
change in international regimes. A managed flexible exchange rate sys
tem for non G-7 countries means that the other countries will be limited

in their freedom to manage their own exchange rates. The IMF has often
been the instrument for influencing deficit countries, but now attention
is also being focused on surplus countries. As already noted, South
Korea and Taiwan have been put under substantial pressure to appreci
ate their currencies as part of the managed correction of the overvalued
dollar.

Changes in the international trade regime may be a matter of even
deeper concern to the other countries, however. Protectionism is
extremely damaging to outward-oriented countries. A trade war would
be an unmitigated disaster for them. Furthermore, managed trade has
little attraction to countries without much economic power. Thus, it
would not be surprising if the ASEAN countries and the Asian NICs
became the most fervent advocates of GATT and the liberal trade

regime. Their support, however, may not be enough to save it.

Japan as the World's Economic Giant

If the United States is unwilling to manage the global economic
system, and indeed may be incapable of doing so, what are the alterna
tives? Collective responsibility that would include the United States,
Germany, Japan, and possibly others is one alternative. It is notoriously
difficult, however, to supply public goods in a collective system without
some instrument of compulsion. Without strong leadership from some
country that is prepared to operate a system of rewards and penalties, it
is hard to believe that the required supply of public goods needed to
maintain regime stability will be forthcoming.

If the United States is not going to be the leader, then the only other
candidate is Japan. Evidence is accumulating that Japan's economic
strength is rising and may be surpassing that of the United States.
When measured in a common currency, Japanese per capita income is
already larger than in the United States, and the rising yen is increasing
the gap. As already noted, Japan is the largest creditor nation in the
world. Seven of the eight largest commercial banks in the world are
Japanese. Three of the five largest insurance companies are Japanese,
including the largest (Nippon Life). The largest brokerage firm is Japa-
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nese (Nomura). Japanese financial institutions are much more interna
tional than their American counterparts (although not more than some
European financial firms). Japanese investors dominate many interna
tional markets, from the art auctions in London to the treasury bond
market in New York. In 1987, the total value of equities in the Tokyo
market exceeded that in New York even before the crash, and the drop
was larger in New York than Tokyo. Other statistics could be mentioned
to reinforce the point.

In the past, world economic leadership was inseparable from mili
tary might. If that is still an essential ingredient in economic leadership,
then Japan is a long way from taking on that role, although Japan's
military capability is usually underestimated. If the two dimensions of
power can be separated, however, or indeed if economic power is fur
thered by minimizing military expenditures, then Japan might well be in
a position to replace the United States.

How might the world be different with Japanese economic leader
ship? Much would depend on how willing Japan was to use its eco
nomic power to promote system stability, that is, invest in public goods.
For example, Japan has the resources and the technical skill to solve the
LDC debt problem by itself. Whether it chooses to do so is another
matter. A country set on establishing its economic leadership might see
this as an opportunity, but Japan has not played that kind of role in the
international system in the past and may be reluctant to do so in the
near future.

The difference between international regimes that reflect Japanese
modalities rather than American ones may be less critical to the world
economy than the process whereby the change occurs. Periods of transi
tion from one leader to another have not been happy ones for the world
economy. The last shift—from Great Britain to the United States—was
associated with the Great Depression of the 1930s. History may not and
need not repeat itself. The risks, however, are there.

Conclusion

The thrust of this essay is that major changes are taking place in the
world economy with particular impact in the Pacific Basin because the
two major players—the United States and Japan—are both Pacific
powers. If one accepts the proposition that the budget and the trade
deficits of the United States are not sustainable, then the finding of
major change is inescapable.

Of course, the actual change may be different from the picture out
lined here. The social and political forces that led to the present situa
tion, however, are unlikely to be altered so quickly as to portend a
totally different scenario. The Japanese are not likely to give up their



50 The Economy of the Pacific Basin

proclivities toward hard work and savings, nor are Americans likely to
reverse their habits of a different kind.

Economic reality does impinge on societal choice. In time, the
United States and Japan will both make the required adjustments. The
process by which this happens, however, canbe either highly destruc
tive or reasonably harmonious. The outcome canbe affected by policy
choices. The entire Pacific Basin has a stake in the path ultimately
followed.



Japan's Economic Policies and Their
Regional Impact

YUKIO NOGUCHI

As their interdependence increases, international considerations
become more and more important in determining economic policies in
many countries.1 Japan is no exception. Rather, it is one of the countries
in which this tendency is most clearly observed: Japanese monetary
policy has been determined mainly by exchange rate considerations dur
ing recent years, especially since the Group of Five Plaza Agreement in
September 1985. In spite of the strong opposition of fiscal authorities to
increasing the budget deficit, fiscal policy is heavily influenced by exter
nal pressures demanding expansion of domestic spending. Greater
emphasis is now being placed on such objectives as realization of inter
national division of labor in determining the direction of industrial pol
icy in spite of strong domestic concerns for preserving employment.
Even the country's tax policy and land use policy, which have tradition
ally been regarded as purely domestic, have recently come to be
strongly influenced by international considerations.

In the past, "international" in this context was almost synonymous
with the relationship with the United States—or, at most, with the
Organization for Economic Cooperation and Development (OECD)
countries—and little consideration was given to relationships with
Asian countries in spite of their geographical proximity. In a sense, this
bias was unavoidable since the impact of Asian countries on Japan's
economic activity was far smaller than that of the United States in quan
titative terms.

The situation is rapidly changing. Japan's relationship with Asian
countries is becoming increasingly important because a horizontal divi
sion of labor is being established between Japan and other Asian coun
tries. Whether Japan will be able to transform its industrial structure to
a more advanced one and to maintain harmonious relationships with
other countries depends heavily on whether such division of labor can

*Atthe Venice Summit Conference, membercountries agreed to implement strengthened
arrangements for multilateral surveillance on the following indicators: economic growth
rate, domestic demand, inflation rate, external current account balance, budget deficit,
monetary indicators, and exchange rate.
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be successfully realized. In this sense, taking into account regional
impact becomes important even from Japan's own point of view.

In this essay, "Asian countries" will refer to the NICs and ASEAN
countries. In most quantitative discussions I will refer to data from the
NICs. This emphasis, however, results mainly from availability of data
and does not imply neglect of the ASEAN countries. I will not treat
China and other socialist countries in spite of their potential impor
tance. First, I will review changing patterns of economic interdepen
dence between Japan and other Asian countries during recent years and
consider their implications for the international impact of Japan's eco
nomic policies. Here, the emphasis will be on the transformation of the
relationship from vertical to horizontal division of labor. This has been
accelerated by the recent exchange rate changes that have reduced rela
tive importance of short-run demand-management policies and
increased the importance of long-run supply-side policies. Next, I will
examine fiscal and monetary policies and their international effects; I
shall note that Japan's huge surplus in its external current account can
not be reduced significantly by Japan's macroeconomic policies alone.
Whereas in the third section I focus on aggregate demand, in the follow
ing three sections, dealing with relatively long-term policies, I discuss
the supply side. Then, I shall turn to relatively long-term policies, focus
ing on the first aggregate demand side then discussing the supply side.
The basic transformation of industrial structure in Japan is from export
oriented to domestic demand oriented. However, there are several areas
in which explicit government actions are needed. Finally, I will analyze
the long-term trend of Japan's capital accumulation and its effect on
external balance, suggesting that in the long-run, Japan may become a
capital importing country.

Changing Patterns of Economic
Interdependence: The Regional Impact of
Japan's Policies

There have been considerable changes in the exchange rates of
Asian countries since September 1985.2 Although the extent of change
differs from country to country, the general direction has been: (1) rela
tively mild appreciation against the U.S. dollar, and (2) significant
depreciation against the Japanese yen. The former has been brought
about by the U.S. pressure aimed at reducing growing surpluses of

2Katsuhiko Suetsugu et al., "All Asia to NICs Through Division of Labor" [Bungyo sus-
ume Asia so-NICs ka he], Nikkei Center Kaiho, June 1, 1987.
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these countries to the United States. The latter is, of course, the result of
the significant appreciation of the yen against the U.S. dollar.

The second change has had a substantial impact on the economic
relations between Japan and other Asian countries. First, exports from
Asian countries to Japan have increased. This is particularly true for
such NICs as South Korea and Taiwan. According to a recent Custom
Survey, imports of electric appliances from NICs showed a remarkable
increase in 1987. Import of color television increased by 16.2 times from
the previous year; the corresponding figures were 9.1 for video tape
recorders (VTR), 2.3 for electric fans and 2.0 for electric razors.

Second, direct investment from Japan to Asian countries has
increased. Not only large corporations but also medium-and-small-
sized firms are eager to shift production to abroad. This trend will con
tinue in the future since the wage differential between Japan and these
countries has grown so large. At present, Japanese firms' reliance on
overseas production is not significantly high. According to a survey by
the Ministry of International Trade and Industry, the ratio of overseas
production was only 4.7 percent in March 1985. This is fairly low com
pared to that of other countries (19.3 percent for West Germany, 17.3
percent for the United States). This ratio, however, is expected to rise
sharply in the future. According to the 1987 White Paper on International
Trade, more than half of the firms surveyed forecast that the ratio will
rise to 10 to 30 percent in ten years from now. A similar trend has been
observed in a survey by the Toyo Keizai.3

These figures imply that the fundamental character of the economic
relationships between Japan and other Asian countries is changing. In
the past, the relationship consisted of the vertical division of labor—that
is, Asian countries supplied raw materials to Japan and imported manu
factured products. During recent years, this relationship, especially that
with the NICs, has been transformed to the horizontal division of
labor—that is, such new patterns as outsourcing and original equipment
manufacturing (OEM) are increasing. According to a survey conducted
by the Ministry of International Trade and Industry in January 1987, the
percentage of firms importing parts and semiproducts was 58.7 percent
in all manufacturing industries and 71.3 percent in assembling indus
tries. The Asian region's share was 39.2 percent.4 According to a survey
by the Nomura Research Institute, the share of imported products from
the NICs in total domestic sales in 1986 was 69 percent for radio-

^oyo Keizai Shinposya, Tokei Geppo, May 1987.
4Ministry of International Trade and Industry, White Paper on International Trade [Tsusho
Hakusho], 1987.
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Table 1

Index of Intra-Industry Division of Labor Between Japan
and the NICsa

1980-81 1985-86
Industry (average %) (average %)

Iron and steel

Pottery and ceramics
Metal products
Noniron metals

Precision machinery
General machinery
Chemistry
Textiles

Automobiles
Electric machinery

aThe index is defined in text.
Source: Ministry of International Trade and Industry, WhitePaper on International Trade
[Tsusho Hakusho], 1987.

cassette tape recorders; 52 percent for radios; and 20 percent for record
players, calculators, window-type air conditioners, electric fans, and
vacuum cleaners.5 The OEM of such advanced products as color televi
sion, refrigerators, and automobiles is also increasing. The role of off
shore production has also changed: in the past, it was aimed at
satisfying demands in the host country or exports to third countries. In
recent years, exports to Japan are growing.

The 1987 White Paper on International Trade calculates the index of
intra-industry division of labor between Japan and Asian NICs. The
index is defined by (Xi-Mi)/(Xi+ Mi), where Xi and Mi are export and
import of the i-th industry. As division of labor proceeds, both import
and export increase. Thus, the smaller value of the index represents a
higher degree of division of labor. As shown in Table 1, the index has
decreased in most industries during the period.

The 1986 White Paper on Economic Cooperation distinguishes four
types of division of labor between Japan and other Asian countries:

1. Value-added division of labor. This is the traditional relationship.
Japan imports raw materials from Asian countries and exports manufac
tured goods.

2. Division of labor in production process. Assembly is carried out in
Asian countries using parts imported from Japan.

75.1 55.5

49.7 36.6

78.9 68.6

85.5 77.1

80.3 75.0

93.3 88.9

63.1 61.0

0.4 -0.4

100.0 99.6

72.2 76.0

5Nihon Keizai Shimbun, June 21, 1987.
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Table 2

Changing Pattern of Interdependence with NICsa

Types ofInterdependence

Year (1) (2) (3) (4)

1980 56 11 10 20

1985 42 13 15 26

1990 31 14 23 28

1995 26 15 22 32

aFigures are percentage share of each type in total cases.

Source: Ministry of International Trade and Industry, White Paper on International
Economic Cooperation [Keizai Kyoryoku Hakusho], 1986.

3. Product differentiation division of labor. Japan concentrates on rela
tively high value-added products and imports relatively low value-
added products.

4. Cooperation in supply ofcapital and technology. Japan supplies capital
and technology through such means as joint ventures with firms in
Asian countries and carries out a division of labor with regard to prod
ucts and markets.6

At present, more than half the relationships belong to type 1. In the
future, the White Paper projects, such traditional types will decrease
and types 3 or 4 will increase, at least as far as Japan's relationship with
the NICs are concerned (see Table 2).

It may take time before similar relationships are established between
Japan and the ASEAN countries. There is a possibility, however, that
the horizontal division of labor may be established between these coun
tries and the NICs. In fact, the previously mentioned changes in the
relationships between Japan and the NICs will cause the industrial
structure of the NICs to become more advanced, and, as a result, part of
the production presently carried out there will be shifted to ASEAN
countries. In this way, a new interdependence is emerging in the East
Asia region. This trend is accelerated by pressures from the United
States to rectify trade imbalances.

These trends will affect the basic nature of the impact of Japan's
economic policies on Asian countries. When the relationships were at
the levels represented by type 1 (value-added division of labor), Japan's
business cycle had an important impact on Asian countries, since
changes in Japan's production level directly influenced Asian countries

6Ministry of International Trade and Industry, White Paper on Economic Cooperation [Keizai
Kyoryoku Hakusho], 1986.
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through changes in the quantity of raw material imports. Thus, it is the
short-run stabilization policy that matters most.

As the relationship shifts to a higher level, however, the impact of
Japan's short-run business cycle will diminish. In particular, if the rela
tionship is type 4 (cooperation in capital and technology), the economic
activities of Asian countries will become almost independent of Japan's
business cycle. To this extent, the importance of short-run countercycli
cal policy will decrease.

On the other hand, the importance of long-run industrial or trade
policies will increase. For example, if Japan resorts to protectionist mea
sures for the sake of securing domestic employment in industries losing
international competitiveness, the growing sophistication of the indus
trial structure in Asian countries will be seriously retarded. Other long-
run policies have similar implications. Therefore, whether the new
trend described here can in fact be realized depends to a large extent on
Japan's long-term economic policies.7

Fiscal and Monetary Policies: Their
Regional Impact

Many factors have caused Japan's huge surplus in its external cur
rent account. First, conditions in other countries, especially the budget
deficit in the United States, are of great significance. Second, even if we
confine ourselves to the Japanese side, such structural factors as the
closed nature of markets or the industrial structure have important
implications for the trade imbalance. It is also true that short-term mac
roeconomic policies have had a certain influence. Here I will review
fiscal and monetary policies during recent years and discuss their inter
national impact.

Fiscal Policy

According to the traditional analytical framework, the international
effects of macroeconomic policies were supposed to work through
income effect on imports—that is, if a country adopted an expansionary
policy, income would increase through the multiplier process and
imports accordingly increase. In time, this would raise the income of
other countries.

This framework assumes a fixed exchange rate and ignores interna
tional movements of capital. In the present world, however, exchange

7Needless to say, the future course of the relationship depends also on the Asian coun
tries' economic policies—in particular, on their liberalization of investment. I will not
discuss this aspect of the problem in this essay, however.
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rates are flexible and movements of capital are free. A basic framework
for evaluating the effects of macroeconomic policies under such circum
stances is provided by the Mundell-Fleming model.8 According to this
model, the effect of an expansionary fiscal policy is analyzed as follows:
first, a tax cut or an increase in government spending will lead to an
expansion of aggregate demand. If the money supply is kept
unchanged, the interest rate tends to rise. This leads to an appreciation
of the home currency because capital inflow is increased. Accordingly,
the trade surplus is reduced and income is reduced to the original level.
In this way, fiscal policy does not affect equilibrium output. Its effect is
an appreciation of the currency and a reduction in trade surplus. In
foreign countries, the trade balance will improve, income will rise, and
the interest rate will rise.

This analysis assumes zero-interest-rate elasticity of demand for
money (i.e., crowding out caused by fiscal expansion is perfect) and
perfect substitutability between domestic currency-denominated assets
and foreign currency-denominated assets (i.e., the international capital
movement is perfectly free and the domestic interest rate cannot deviate
from the world rate). In reality, however, things are more complicated,
since these assumptions do not necessarily hold. Thus, income might
rise. Also, there are uncertainties concerning the movement of exchange
rates since demand for the home currency caused by increased capital
inflow may be canceled by increased supply of the currency brought
about by increased imports. Thus, the effect of fiscal policy on the
exchange rate is an empirical matter. Although most econometric
models predict appreciation of the home currency, some predict differ
ent results.9

Takenaka and colleagues (1987) constructed a world economy model
and evaluated the effects of Japan's fiscal expansion.10 The model is
basically a Keynesian-type aggregate demand model and incorporates
international capital flow and exchange rates as endogenous variables.
Table 3 shows the result of a simulation for the case when government
spending is increased by 1 percent of GDP (sustained change). The
model predicts an increase in Japan's GDP, which is 1.4 percent of GDP

8A concise exposition of the Mundell-Fleming model is found in Rudiger Dornbush and
Stanley Fischer, Macroeconomics, 4th ed. (New York: McGraw-Hill, 1987), ch. 6.
9Akira Sadahiro, "ThePresent State ofWorld Economy Models'' [Sekai Keizai Modem no
Genjou], ESP (Economy Society Policy) 170 (June 1986):28-35.
10Heizo Takenaka, Ryokkhi Senda, Yutaka Hamano and Yoshida Yasushi, "Japan-U.S.
PolicyCoordination and the Pacific Region: A Simulation Analysis of a Sacks-Type World
Model;" [Nichibei Seisaku Kyocho to Kantaiheiyo Keizai], Financial Review 3 (December
1986):70-93.
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Table 3

Effects of Japan's Fiscal Expansion3

United States Japan OECD NICsb

GDP (%)
Interest rate (%)
Exchange rate (%)
Trade balance

(US$ billion)

0.0

0.3

0.7

1.4

7.1

0.6

-2.2

0.1

0.4

0.4

1.1

0.5

1.1

0.1

0.2

aFigures are those of the second year after government expenditure is increased by 1
percent of GDP in Japan.
bNICs hereimplies Asian NICs: SouthKorea, Hong Kong, and Singapore (Taiwan is not
included for statistical reasons); also in Table 5.

Source: Heizo Takenaka et al., "Japan-U.S. Policy Coordination and the Pacific Region/'

(i.e., the multiplier is 1.4) in the second year. This is a fairly large
increase compared to the result ofsimilar models. The reason is that the
effect of fiscal expansion on the interest rate is small. The interest rate
rises onlyby 7.1 percent (i.e., if the original interest rate is 5 percent, it
rises to 5.35 percent) in the second year. The model predicts an appreci
ationof the yen. The magnitude, however, is small. Therateof appreci
ation is only0.6percent (i.e., if the original exchange rate is 150 yen per
dollar, it becomes 149.1 yen) in the second year. This is because
increased demand for yen caused by increased capital inflow is miti
gatedby an increased supply brought about by increased import.

Tradebalanceworsens by US$2.2 billion in the second year. This is
a small effect compared to the original fiscal expansion, which is 1 per
cent of GDP, or about US$20billion.Recall that accordingto the simple
Mundell-Fleming model, the crowding out ofnet exports is equal to the
original fiscal expansion. It is also very small compared with the total
amount of the actual trade surplus, which was US$101 billion in
FY1986. This indicates that it is impossible to reduce Japan's current
account surplus significantly merely through that country's fiscal
expansion. Japan's fiscal expansion has a negligible effect on the GDP
of the United States and other OECD countries. Its effect is significant,
however, on Asian NICs; the GDP of Asian NICs will increase by about
0.5 percent. Note, however, that theeffects ontrade balance are limited.

We now turn to examine the actual trend with respect to Japan's
fiscal policies. The most important objective of fiscal management dur
ing the last decade has been the reduction of the budget deficit that
increased significantly after the first oil crisis and was further enlarged
by the expansionary policies of the late 1970s. To achieve this goal, the
government once tried to introduce a new tax, called the "general con-
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Table 4

Trends in GNP and Government Investment

Rate of Growth (%)

Percentage Share
FY GNP IG GNP IG IGa/GNP

(real terms) (nominal terms) (real)

1970 7.6 14.2 15.8 20.8 9.0

1971 5.0 22.4 10.2 26.8 10.2

1972 9.2 13.4 16.6 20.8 10.9

1973 4.5 -6.3 20.9 11.6 9.8

1974 -0.4 -1.6 18.4 21.5 9.7

1975 3.9 3.8 10.2 9.0 9.7

1976 4.6 0.3 12.4 5.7 9.3

1977 5.3 14.7 11.0 19.6 10.1
1978 5.2 13.4 9.9 17.9 10.9

1979 5.3 -2.4 8.0 6.0 10.1

1980 4.0 -1.5 8.7 6.1 9.6

1981 3.3 0.8 5.9 2.6 9.3

1982 3.2 0.1 4.9 0.0 9.0

1983 3.7 -2.2 4.3 -2.8 8.5

1984 5.1 -2.9 6.7 -1.9 7.9

1985 4.3 -6.4 5.9 -6.6 7.1

aIG = government investment (including public enterprises).

Source: Economic Planning Agency, Yearbook of National Account Statistics [Kokumin
Keizai Keisan Nenpo], 1987.

sumption tax" (ippan shohizei), a broadly based consumption tax similar
to the value added tax (VAT) in European countries. This attempt failed,
however, in fall 1979 because of political opposition, hence the govern
ment was forced to change its deficit reduction strategy to suppressing
expenditures. Thus, fiscal policy during the 1980s has been consistently
tight.

Table 4 shows the trend of government investment. Although it
increased sharply during the years 1977-78 in response to international
pressures represented by the so-called locomotive theory, the expansion
was only temporary. The growth rate of real government investment
became negative in FY1979 and has stayed at low levels up to the
present. Even in nominal terms, the growth rate of government invest
ment has turned negative since FY1983. Table 4 shows some interesting
features: first, the expansionary policy during 1977-78, which aimed at
raising the real economic growth rate to a 7 percent level, did not have
significant effects on the actual growth rate. Second, in spite of the very
low growth rate of government investment, economic growth rate
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returned from the3percent level tothe5percent level in FY1984, as the
adverse effect of the second oil crisis vanished.

During the last several years, external pressures for reducing the
current account surplus have been strong. To respond to these pres
sures, the government launched "surplus reduction programs" almost
every year. These programs, however, did not include a substantial
increase in public spending until the Six Trillion Yen Emergency Eco
nomic Measure of 1987.u

Public works expenditures were increased rather significantly by
this measure. It is still uncertain, however, whether this will lead to a
sustained growth of government expenditures; in otherwords, it is not
clear whether this is only a temporary measure or the beginning of a
new era in which the basic stance of fiscal policywill be different than
thatofthe pastdecade. The most important point iswhether the "fiscal
crisis" still exists. The view that it still exists and so fiscal austerity
should be maintained is fairly common. In the remainder of this sec
tion, I will examine whether this view is supportable.

Several indices are used to represent "government deficit." The
most frequently usedare thebonddependence ratio (ratio ofbondreve
nue to total revenue) and the annual amount of long-term government
bond issues. The deficit represented by these indices has declined
remarkably during the recent years. In the initial FY1987 budget, reve
nue from long-term bonds was 10,501 billion yen, or 19.4 percent of
total revenue.12 The reduction in the government deficit is more evident
if we look at another index, the "savings-investment gap of the general
government." This gap was reduced from 9,919 billion yen in FY1980 to
2,590 billion yen in FY1985.13 If this trend continues, it is probable that
the figure will turn positive in the near future, implying that the "fiscal
crisis" has already been overcome.

Controversy exists, however, about whether the latter is a proper
index of the "government deficit." The controversy arisesbecause even
though savings-investment gaps of the local government and the social
security funds show significant improvement during recent years, that
of the central government does not. The same trend is observed in sav-

iaReduction in the currentaccount surplusby the Emergency Measure is estimated to be
around US$5 to 6 billion.
12In the supplementary budget, thebondissue was increased by1 trillion and 360 billion
yen, and the bond dependence ratio rose from 19.4 percent in the initial budget to 21.1
percent. Outstanding debtat the end ofFY1987 is 153 trillion and 300 billion yen. (Minis
try ofFinance, Monetary and Financial Statistics [Zaisei Kinyuu Tokei Geppo] April 1987.)
13Economic Planning Agency, Yearbook ofNational Account Statistics [Kokumin Keizai Keisan
Nenpo], 1987.
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ings figures: whereas those of the first two subsectors of the general
government are positive and increasing, that of the central government
is negative and shows no similar trend. The reason for this difference is
not in the receipts; current central government receipts have grown at a
rate exceeding those of the local government. The reason can be found
in expenditures—in particular, in interest payments. Central govern
ment interest payments are growing rapidly, reflecting an increase in
outstanding debt. Its share in the total current expenditure of the central
government rose from 16.4 percent in FY1980 to 23.5 percent in FY1985.

This last fact is usually regarded as evidence of the seriousness of
"fiscal crisis." In fact, however, it implies that the ratio of outstanding
debt to GDP has reached a steady level. The reasoning is as follows: If
the increase in outstanding debt is equal to the interest payment, its
growth rate is equal to the rate of interest. It follows that if the rate of
interest is equal to the economic growth rate, the outstanding debt
grows at the same rate as the GDP, implying that its ratio to the GDP
will remain constant. The same point can be made in the following way:
In the past, expenditures other than interest payments were greater
than current revenues. It was therefore necessary to raise greater
amounts of revenue by bond issues than interest payment. In recent
years, such an imbalance between expenditures and current revenues
vanished, hence the amount necessary to be financed by bond reached
a steady-state level.

This discussion leads to the conclusion that the public sector deficit
is no longer a serious problem. Thus, there is now room for taking an
expansionary policy. This does not, however, imply that Japan should
increase its government expenditures solely for the purpose of correct
ing the international imbalance. As we have already seen, the amount
of surplus that can be reduced by an expansionary policy is only mar
ginal. Substantial reduction in the current account surplus can be real
ized only by changing the basic structure of the Japanese economy.
Increased government expenditures should be used as measures to
achieve this objective. Specifically, they must be used to improve the
social infrastructure and to assist in the transformation of the industrial

structure. This issue will be discussed further in a later section.

Monetary Policy

According to the Mundell-Fleming model, an increase in the money
stock will lead to an increase in income and a depreciation of the cur
rency. This conclusion is derived from the following analysis: first,
monetary expansion lowers the interest rate. This leads to an increase in
capital outflow, hence to a depreciation of the home currency. Accord
ingly, exports increase and income increases. This process continues as
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Table 5

Effects of Japan's Monetary Expansion3

United

States Japan OECD NICs

GDP (%)
Interest rate (%)
Exchange rate (%)
Trade balance

(US$ billion)

-0.0

-0.1

-0.0

1.2

-8.6

-2.2

0.3

-0.0

-0.1

0.0

-0.1

-0.3

-0.6

0.0

-0.1

aFigures are those of the first year after the money supply is increased by 3 percent.

Source: Heizo Takenaka et al., "Japan-U.S. Policy Coordination and the Pacific Region."

longas the domestic interest rate is lower than the world interest rate, if
the international movement of capital is perfectly free. The effect on
trade balance is uncertain because a currency depreciation improves the
trade balance but an increase in income has the opposite effect. Effects
on foreign countries are therefore uncertain and canbe determined only
by empirical studies.

The result of a simulation by Takenaka and colleagues is shown in
Table 5. The figures represent the first year effect when Japan's money
supply is increased by 3 percent (not three percentage points). Japan's
interest rate is lowered by 8.6 percent, GDP increases by 1.2 percent,
and the yen depreciates by 2.2 percent. The model predicts an improve
ment in Japan's trade balance, implying that the effect of currency
depreciation is greater than the income effect. The magnitude, however,
is very small: only US$0.3 billionin the first year and almost zero in the
fourth year. Since Japan's trade balance has improved, the effect on
other countries' income has been negative. Again, however, the magni
tude is almost of negligible order.

Let us now review the actual trend of monetary policy during recent
years. Monetary policy was tightly maintained after the second oil cri
sis. The growth rate of money stock has been kept at a fairly low level.14
This contributed to preventing inflation that might otherwise have
emerged as a result of the rise in oil prices. Indeed, a well-managed
monetary policy is usually regarded as the key factor that made Japan's
economic performance better than those of other OECD countries in the
early 1980s.

As mentioned, a tighter monetary policy in Japan should theoreti
cally lead to a stronger yen if other conditions remain unchanged. In

14Toyo Keizai, Tokei Geppo, June 1987.
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actuality, however, the yen was fairly weak until mid-1985. The reason
can be found in the U.S. macroeconomic policy: a highly expansionary
fiscal policy and a highly restrictive monetary policy.

A significant change in Japan's monetary policy occurred in early
1986. In order to mitigate the adverse impact of the sharply rising yen
on economic activity, the monetary authority was forced to relax its
policy. The official discount rate, which was kept at 5 percent since
October 1983, was lowered to 4.5 percent in January 1986. Since then, it
was lowered in several steps to the present level of 2.5 percent, the
lowest ever. The decline in the market rate was even steeper. Since inter
est rates in the United States began to rise, rate differentials between
Japan and the United States enlarged to as much as 6 percent by May
1987.

The easing of monetary conditions can also be identified by the rate
of increase of money stock. Since FY1985, the rate has risen continu
ously. In May 1987, it reached 10.2 percent, the highest level since
March 1982. Marshall's k is also growing at a rate exceeding the trend
line. Theoretically, the easing of monetary conditions in Japan should
lead to capital outflows, hence to a depreciation of the yen, as men
tioned before. At present, although capital outflow is continuing, the
yen still continues to stay at a high level.

Although external pressures demand further relaxation of the mon
etary policy, it is unrealistic to expect significant easing. This would risk
excessive liquidity, creating possible inflationary problems in the future.
Increased lending for speculative transactions caused "stock inflation"
in the stock and real estate markets. Also, since a number of interest
rates are close to their "floor," further cuts would face serious institu
tional difficulties. Moreover, the effects of Japan's monetary expansion
on the trade balance would be marginal, as was shown previously.
Thus, monetary expansion is not desirable unless when fiscal policy
turns expansionary.

Long-Term Structural Policies

The direction of Japan's long-term economic policies is best repre
sented by the so-called Maekawa Report submitted to the prime minis
ter in April 1986.15 In April 1987, a new version of the Maekawa Report
was published as a report of the Economic Council.16 The basic stance of
the reports is: (1) It is necessary to reduce the huge external surplus in

15Report of the Committee for Adjustment of Economic Structure for International Har
mony, April 7, 1986.
16Report of the Special Committee for Adjustment ofEconomic Structure, April 23, 1987.
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the current account for the sake of international harmony, and (2) to
achieve this goal, Japan's industrial structure must be changed from an
export-oriented to a domestic-demand-oriented type.

There seems to be a wide consensus among the Japanese people on
these points. Also, some of the changes are already underway through
market mechanisms, as mentioned earlier. In particular, the shift of pro
duction to Asian countries by way of establishing subsidiaries and affili
ates is the most significant development.

This trend is desirable from several view points. First, it will contrib
ute to the balanced growth of Asian countries. Increase in offshore pro
duction by Japanese firms in this region in such industries as steel,
electronics, and machine parts will contribute to the increased sophisti
cation of the industrial structure of these countries. Second, it will rec
tify trade imbalancesbetween Japan and these countries. Japan used to
be the most important supplier of capital goods to Asian countries.
Although this greatly contributed to the industrialization of these coun
tries, it resulted in the undesirable consequence of excessive reliance on
Japan. Imports of capitalgoods have therefore becomeone of the major
factors for the trade deficits of these countries with Japan. The need for
capital goods in these countries will increase in the future as these
countries succeed in industrialization. This might further increase
imports and hence enlarge trade imbalances. If, however, offshore pro
duction is increased, the trade balance will be improved because the
local supply of capital goods will replaceimports. Although the changes
will be achieved mainly by market forces, the process is not necessarily
automatic, since there are several factors that prevent markets from
functioning ideally. Thus, public policies will be necessary.

One factor that prevents changes in the industrial structure is the
trend with respect to wages. The rate of wage increases in Japan has
remained quite stable since the second oil crisis. Together with a tight
monetary policy, this contributed to preventing inflation during the
early 1980s. The problem is that the same trend continues up to the
present in spite of the fact that the danger of inflation has virtually
vanished.

If wage increases are restricted, the effects of exchange rate changes
will be diminished. Japan's international competitiveness in the present
industrial structure will remain high; hence the external surplus will not
shrink. This may lead to further appreciation of the yen, and a vicious
circle may occur. Thus, in order to realize a desirable international divi
sion of labor, wages must be increased at a steady pace. This is also
necessary to produce increasing domestic demand for household con
sumption and housing investment.
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Needless to say, the problem is unemployment. The unemployment
rate in Japan used to be extremely low compared to that in other indus
trialized countries. Although this is still true, the rate has risen steadily
during recent years and exceeded 3 percent in early 1987. Moreover,
there is "hidden unemployment" within firms. According-to the 1987
White Paper on International Trade, two out of three firms believe that
"excessive employment" has increased because of the appreciation of
the yen. The average ratio of "excessive employment" in the manufac
turing industry was 11.6 percent. In order to cope with this problem,
government action is necessary. Needless to say, the policy should aim
at making the transformation easy and not at preventing the transforma
tion itself.

There are other factors that prevent the smooth functioning of the
market. They are: import restrictions, oligopolistic elements, govern
ment regulations, and corporate pricing strategy. Because of these fac
tors, benefits derived from the appreciation of the yen are not
necessarily transmitted to consumers.

A report by the Economic Planning Agency estimates that the total
benefit arising from the fall in oil prices and appreciation of the yen
amounted to 18 trillion, 170billion yen during the period from October
1985 through December 1986.17 Out of this, 10 trillion, 800billion yen,
or 59 percent, has been "returned" by way of reduction in prices. The
distribution of the returned benefits was: household consumption, 5
trillion, 250billion yen; corporate investment, 2 trillion, 840billion yen;
exports, 2 trillion, 710 billion yen. The report points out that there is
room for further price reduction in such areas as transportation fees and
agricultural product prices. It also states that some makers of electronic
appliances and machinery use the savings derived from the fall in prices
of materials to reduce export prices in order to maintain international
competitivenessrather than using it to reduce product prices for domes
tic consumers.

To achieve the objective of completely passing on lower import
prices to consumers, various measures should be taken, includingliber
alization of imports, especially of agricultural products; rationalization
of market structures; and abolishment of regulations.

17Report submitted to the Budget Committee of the House of Counselors by the Economic
Planning Agency on May 7, 1987.
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Domestic Politics and the Direction of

Long-Term Economic Policies

I will now select some important policy areas and consider the
direction of long-term policies by taking into account the effects of
Japan's domestic politics.

Agricultural Policy

I argued in the previous section that liberalization of imports of
agricultural products is necessary for passing on the benefit of currency
appreciation to domestic consumers. It is also necessary in order to
alleviate trade friction. Politically, however, this is far from an easy task,
since farmers are more than proportionately represented in the domes
tic political system. Thus, although import restrictions will be lifted step
by step as response to external pressures, complete import liberalization
of such vital products as rice will not be realized in the near future.

In the long run, however, the number of farmers will steadily
decline in the coming decades. This will bring a significant change in
the basic orientation of agricultural policy even in the presence of the
previously mentioned bias in the political process. In fact, this has
already occurred in the allocation of the national budget, in which the
share of agriculture-related expenditures has declined continuously in
recent years.18

It is necessary to transform Japanese agriculture to an industry that
can survive without heavy government subsidies and import restric
tions. In theory, this can be achieved by concentrating farm lands in the
hands of a small number of professional farmers. Although a considera
ble number of years may be required, this trend will be realized in the
long run.

Budget Allocation Policy

To transform the economy to a "domestic-demand-oriented type,"
the public sector must play an important role. This is especially true in
the construction of a social infrastructure in urban areas. It is generally
believed that the budget deficit represents a serious constraint on the
government in performing this task. As argued in an earlier section,
however, this is no longer an essential constraint. In principle, it is pos
sible to increase expenditures at a rate roughly equal to the economic
growth rate. The real obstacles lie elsewhere. One is the rigidity in

18Yukio Noguchi, "Public Finance," in K. Yamamura and Y. Yasuba, eds., The Political
Economy of Japan, vol. 1, The Domestic Transformation (Stanford: Stanford University Press,
1987).
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budget allocation, especially that of public works. Because of incremen-
talism in the budget-making process, bureaucratic factionalism, and the
tendency of avoiding explicit political conflicts among various interest
groups, it is extremely difficult to change the status quo in the allocation
of budget among different areas of public works and among different
regions. Thus, agriculture-related public works still maintains a signifi
cant share, and investment in urban areas remains at an unsatisfactory
level.

The necessity to change the present situation is widely recognized,
however. There is a fairly general consensus that budget allocation
should be changed so that more shares are given to such urban infra-
structural needs as sewage, mass transit, parks and streets, and urban
redevelopment programs. Recently, a new method has been introduced
into the budget process in order to bring about the reshuffling of the
existing shares.19 Thus, it can be expected that in the long run this prob
lem will be overcome.

The other obstacle is the land problem, which I will now discuss.

Jjand Policy

High and rapidly rising land prices are serious obstacles to improve
ment of housing and the general social infrastructure in urban areas.
This problem has existed persistently since the end of the 1950s. During
the last several years, the situation has become more serious, especially
in the Tokyo Metropolitan Area, where land prices more than doubled
in the single year 1986.

In spite of the fact that almost everybody talks about the necessity
of solving the land problem, it is an extremely difficult task in actual
politics. The fundamental reason is that landowners are in the majority;
more than 60 percent of households own land in some form. Although
most households own only tiny parcels of land, people are sensitive to
any policy that might impair their property rights or impose additional
burdens. Thus, no political party dares to propose such policies.

For example, one approach to solve the land problem in Japan
would be to raise the effective rate of the property tax, because raising
the rate would force intensive use of land, hence increase the supply of
spaces. But since the immediate effect of this policy would be an
increase in the burden of landowners, all political parties, including the
Communist Party, are against it. On the contrary, they propose a reduc
tion in the effective rate of the property tax in the face of rising land

19A part of the revenue from the sales of NTT shares is allocated to public works expendi
tures in a different manner from the traditional one.
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prices. It seems, therefore, that the land problem will continue to be
serious in the foreseeable future.

Tax Reform

A fundamental tax reform is underway in Japan.20 The necessity for
reform comes mainly from domestic considerations; hence the reform
may have little direct implication for international relations. Neverthe
less, it is important because it provides the basis for the long-term per
formance of the Japanese economy.

The basic orientation of this reform is to reduce the burden of both

individual and corporate income taxes and to introduce a new broadly
based indirect tax modeled after the \MT in European countries. This
will remedy the present situation in which the income tax appears to
impose relatively heavier burdens on salaried workers and will distrib
ute tax burdens more evenly among different types of people. It will
also reduce the burden of corporate income tax, which is heavy in com
parison with international standards. Strong opposition arose, however,
to the introduction of the new tax and the fundamental reform is still

uncompleted. The opposition from small businesses is understandable.
If the new indirect tax is introduced, the tax authority will be able to
obtain detailed records of their transactions and may utilize them for
strengthening tax collection. The opposition from the labor unions is
incomprehensible, however, since in principle they are beneficiaries of
the reform. It seems that there was considerable misunderstanding
about the nature of the reform. If this situation is corrected, the proba
bility that a new indirect tax will be introduced in the near future is
fairly high.

Long-Term Trends in Japan's External
Balance

It was stated earlier that macroeconomic policies will not signifi
cantly alter Japan's external balance. In the long run, however, there is a
possibility that Japan's macroeconomic savings-investment balance will
change significantly. This would make a fundamental impact on Japan's
external performance. One of the most important factors that may cause
such a change is the age structure of population. If the percentage of
older people is small, the macroeconomic saving rate tends to be high,

20Fbr further discussions on the tax reform, see the following articles: Yukio Noguchi,
"Japan's Warped Tax Structure," Japan Echo 12(4) (Winter 1985); Yukio Noguchi, "Tax
Reform: The Missing Rationale," Japan Echo 14(1) (Spring 1987); Yukio Noguchi, "In
Defence of the Sales Tax," Japan Echo 14(2) (Summer 1987).
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since the number of dissavers (retired persons) is small compared to
that of savers (working people). Indeed, this is one of the major reasons
for the high savings rate of present-day Japan. It is expected, however,
that Japan's population will rapidly age in the future. According to a
forecast by the Institute of Population Problems of the Ministry of
Health and Welfare, the ratio of people over age sixty-five to the total
population, presently about 10 percent, is expected to rise to about 17
percent by the beginning of the next century, and further to about 23.5
percent around the year 2020.21 At that time the Japanese population
will become one of the most aged in the world.

This will lower Japan's macroeconomic saving rate considerably.
The 1985 Economic White Paper argued that because of population aging,
the household savings rate will fall to around 10 percent at the begin
ning of the next century and, consequently, the macroeconomic savings-
investment balance will change.22 In particular, it suggested the
possibility that Japan's surplus in the external current account will van
ish and hence Japan will no longer be a capital-exporting country.

To examine this possibility from a different angle, this author con
structed a long-term general equilibrium simulation model of an econ
omy.23 The model is an extension of an overlapping generations lifecycle
model developed by A. J. Auerbach and L. J. Kotlikoff for a closed econ
omy.24 It consists of three sectors: household, production, and govern
ment. Each household makes rational consumption-savings decisions
according to the life cycle theory of saving. The government manages a
pay-as-you-go social security program. Assets accumulated in the
household sector are used for production. Unlike the Auerbach-
Kotlikoff model, a perfectly free international movement of capital is
assumed in this model. Thus, if the rate of return of domestically accu
mulated assets is lower than the exogenously given world interest rate,
capital flows out until the former becomes equal to the latter.

One of the important findings of the simulation is that the rate of
capital accumulation is significantly influenced by the social security
program. This is because people reduce savings if they believe that

21Institute of Population Problems, Ministry of Health and Welfare, Estimation ofFuture
Population [Koseisho Jinko-Mondai Kenkyujo], 1986.
^Ministry of International Trade and Industry, Economic White Paper [Keizai Hakusho],
1985.

23Yukio Noguchi, "Future of Social Security and Japan's External Performance" [Koteki
Nenkin no Shorai to Nihon no Taigai Pafomansu], Financial Review 4 (1987).
24A. J. Auerbach andL. J. Kotlikoff, "National Savings, Economic Welfare, andthe Struc
ture of Taxation," in M. Feldstein, ed., Behavioral Simulation Methods in Tax Policy Analysis
(Chicago and London: University of Chicago Press, 1983).
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Table 6

External Assets and Savings Rate
(simulation results: steady-state solutions)

Tax on Labor Income Tax on Consumption

RAa = 60 RA = 65 RA = 60 RA = 65

RR EA/Y s

(%)

EA/Y s

(%)

EA/Y s

(%)

EA/Y s

(%)

25.8

40.0

50.0

69.0

1.14

0.61

0.23

-0.47

8.2

7.4

6.8

5.7

0.30

0.01

-0.20

-0.61

6.9

6.4

6.1

5.5

1.14

0.82

0.59

0.16

8.2

7.7

7.3

6.7

0.20 6.7

0.00 6.4

-0.13 6.2

-0.40 5.8

aRA = retirement age; RR = replacement ratio (%); EA = external assets; Y = GDP; and
s = saving rate. Population growth rate is assumed to be 1.5 percent.

Source: Noguchi, "Future of Social Security" (1987).

after-retirement life is supported by social security. The simulation
analysis reveals that not only the replacement ratio of social security
payments but also retirement age (which is assumed to be the same as
the eligible age for social security benefit) and the method of financing
have significant impacts.

Table 6 shows steady-state solutions, that is, solutions when the
value of parameters is assumed to remain constant over time. The
annual rate of population growth is assumed to be 1.5 percent. Various
levels of replacement ratios and two cases for retirement age are
assumed, as shown in the table. The revenue necessary for raising the
replacement ratio from the present levelof 25.8percent to higher levels
is assumed to be financed either by a tax on labor income or a tax on
consumption. The savings rate falls to 8.2 percent even when the
replacement ratio is fixed at the present level. This represents the effect
of population aging. If the replacement ratio is raised, the savings rate
falls further.

It is important to note that capital deepening, rather than shallow
ing, occurs as the population ages. This is because the number of asset
holders (older people) increases relative to that of workers. Thus, exter
nal assets, as measured by the ratio to GDP, increase. The simulation
shows that if the replacement ratio is kept at the present level, steady-
state external assets become 1.14 times of GDP. If the replacement ratio
is raised, however, the level falls and becomes negative if the replace
ment ratio reaches 69 percent.
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Table 7

Trends in External Assets and Capital Exports
(simulation results: non-steady-state solution)

Tax on Labor Income Tax on Consumption

FY EAa/Y KEX/Y EA/Y KEX/Y

1975 0.319 0.032 0.257 0.026

1980 0.476 0.040 0.396 0.038

1985 0.647 0.036 0.570 0.038

1990 0.794 0.032 0.730 0.035

1995 0.885 0.014 0.861 0.024

2000 0.907 0.005 0.963 0.026

2005 0.933 0.003 1.117 0.031

2010 0.992 0.007 1.336 0.039

2015 0.963 -0.034 1.511 0.006
2020 0.677 -0.075 1.440 -0.034

2025 0.302 -0.065 1.241 -0.033

2030 0.095 -0.026 1.154 -0.006

aEA = external assets, KEX = capitalexport, Y = GDP.

Source: Noguchi, "Future of Social Security" (1987).

If the retirement age is raised, the rate of saving and capital accumu
lation falls, because after-retirement life shortens. A tax on consumption
eases the adverse effect on accumulation.

To disclose the time path of the external balance, non-steady-state
solutions are calculated. In this simulation, it is assumed that the
replacement ratio will be raised continuously from 25.8 percent in
FY1973 to 69.0 percent in FY2005 and will be fixed at that level thereaf
ter. The population structure is assumed to be changing according to the
estimate by the Institute of Population Problems. The results are shown
in Table 7P5

There are several important points to note in the results. First,
Japan's capital export is high in terms of its ratio to GDP during the
1980s. This implies that an important part of the present surplus in the
current account can be explained by such structural factors as demo
graphic conditions and the social security system. Second, the ratio
remains at fairly high levels for a considerable period of time. This is

^Actual net external assets at the end of 1986 were US$180.4 billion, or 9.2 percent of
GDP calculated at 168 yen per dollar. Simulation results shown in Table 6 are thus fairly
high. However, since the levelis heavily affected by exogenous variables such as the world
interest rate, changes in external assets (i.e., annual capital exports) are important.
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especially true if tax on consumption is used. Third, Japan becomes a
capital-importing country in the next century.

The last point has important implications for Japan's long-term eco
nomic policy. The issue here is where the capital will come from when
Japan becomes a capital-importing country. Considering the stage of
economic development, no country other than the Asian countries,
especially the present NICs, can assume the role. It is not certain, how
ever, if these countries can develop fast enough to carry the role of
capital-exporting countries in the earlystages of the next century. If it is
considered to be difficult, Japan must continue to be a capital-exporting
country. For that to happen, however, Japan must adopt long-term eco
nomic policies that help to maintain a high saving rate.

Conclusion

In this essay, I have examined changing patterns of economic inter
dependence in East Asia and discussed their relationship with Japan's
economic policies. My main conclusions can be summarized as follows.

1. In determining Japan's economic policies, more attention should
be paid to their regional impact. This is because relationships with
Asian countries are of vital importance for Japan's future development
in the sense that the establishment of the horizontal division of labor is
necessary for the further advance ofJapan's industrial structureand for
reducing external surplus to a reasonable level.

2. The relative importance of Japan's short-term demand manage
ment policies will diminish as the traditional vertical division of labor
relationship decreases. On the other hand, the importance of long-term
structural policies will increase for several reasons. First, the possibility
of establishing horizontal division of labor depends to a large extent on
Japan's structural policies. Second, Japan's huge surplus in its external
current account cannot be significantly reduced by short-run demand-
management policies, and structural policies to transform the industrial
structure to a domestic demand-oriented type are indispensable.

3. Japan may become a capital-importing country in the next cen
tury. To avoid this fate, its economic policies must be designed so as not
to reduce the savings rate.



3. PRC Economic Policies and Their

Regional Impact

JOHN WONG

China as a Regional Economic Power

After the formation of the People's Republic of China in 1949, the
Beijing leadership immediately took steps to reorient the Chinese econ
omy towards the Soviet bloc, which in the mid-1950s absorbed as much
as 80 percent of China's total foreign trade, thus leaving little room for
interaction with either the Western economies or China's neighboring
countries in the Pacific region.

As the Chinese economy started to steer its orientation away from
the Soviet bloc in the late 1950s following its ideological dispute with
the Soviet Union, China's overall external economic impact, particularly
on the Pacific countries, remained small. Only Hong Kong and Singa
pore, which have always operated an open trading system, managed to
keep up a constant trade flow with China in spite of the obstacles posed
by the Cold War. During this period, other Pacific economies either had
only minimum commercial contact with China or prohibited any deal
ing with China altogether.

For its own part, the Chinese economy was then basically inward-
looking in nature, a feature partly caused by its physical size and partly
by its socialist economic system. A vast economy tends inherently to be
more self-sufficient, hence less inclined to participate in the world econ
omy. But central planning, with its penchant for autarky (or what Mao
proudly referred to as "self-reliance") certainly intensified China's iso
lation from the world economic system. Consequently, China under
Mao did not develop as an important trading nation. Its share in world
trade was consistently below 1 percent, and its trade-GNP ratio was the
lowest in the Pacific region.

With the advent of international detente in the early 1970s, China
began to modify the orientation of its economy with a view toward
entering into greater interaction with the world economy. When China
first declared its open door economic policy in 1977, it immediately
created a stir in the international economic community, giving rise to
instant "China euphoria." China was seen as a large, untapped market
or even a new frontier in global economic growth.

73
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Today, some ten years later, the Chinese economy has indeed
opened up further and it has also carried out many far-reaching eco
nomic and institutional reforms. But the actual external impact of resur
gent China on the world economy remains minimal, even though the
external sector of the Chinese economy has markedly expanded since
1977 (e.g., China's foreign trade has quadrupled during this period and
its exports of goods and services have increased from 5 percent of GDP
to 10 percent of GDP). In total terms, however, China's foreign trade
turnovers are still smaller than Taiwan's or even Singapore's. To many
world traders, the "China market" remains as elusive as ever.

Nonetheless, the effects of the opening up of China are already
being strongly felt in the countries on the PacificRim. These effects are
of both a competitive and a complementary nature. In aggregate terms,
emerging China promises to create a profound impact on the Pacific
Basin. It is well known that the Pacific Basin minus China has already
become the world's most dynamic economic region. The growing inte
gration of the Chinese economy with the other Pacific economies will
clearly further enhance the region's overall growth potential. This
enhanced potential will operate as a new factor in the global economy,
likely to alter the international pattern of trade and resource flow.

China and the Pacific Basin

Even based on the relatively narrow definition used in this essay,
the Pacific Basin constitutes a truly formidable economic region. It pos
sesses all the necessary ingredients for high economic growth: capital,
labor, raw materials, technology and markets. As can be seen in Table 1,
the region accounts for the bulk of the world's land area and population
as well as a large share of the world's GNP and trade. More signifi
cantly, it comprises countries or subregions that have experienced
dynamic economic growth in the past and still hold strong potential for
continuing high growth in future. Accordingly, the notion that global
economic dynamism will gradually shift from the North Atlantic to the
Pacific Basin is rapidly gaining currency.

The United States and Japan, the world's two economic superpow
ers, constitute the most developed component of the Pacific region. To
be sure, they are more than Pacific economies because they are globally
oriented. But both countries have been the locomotive for the economic

growth of the other Pacific economies. Their role in this growth will not
be diminished in the future, for the less developed Pacific economies
will become even more integrated with them through extensive linkages
of trade, finance, and technology.

The newly industrializing countries, namely, South Korea, Taiwan,
Hong Kong, and Singapore, however, constitute the most dynamic com-



Table 1

Economic Potentials of the Pacific-Asian Region

Area
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Population
1985

(million)

GNP

Per Capita
1985 (US$)

Total GDP

1985

($US
million)

Real GDP Growth (%)

Per Capita
Value-Added in

Manufacturing,
1984

(US$)

140

3,440

Total

1985

($US
million)

69,853
306,346

Annual
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Exports Imports

8.8 17.6

7.3 2.4
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1
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5.9
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Malaysia
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aSingapore is also a member of ASEAN.
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ponent of the region economically in the sense that these four econo
mies have registered near double-digit rates of growth for a sustained
period spanning two decades. Generally speaking, these NICs are land
scarce and resource-poor economies. As city-states, Hong Kong and
Singapore have virtually no natural resources to speak of, except for
their geographical location. The only notable resource of South Korea
and Taiwan is their well-developed agricultural sector, which almost
from the beginning has served as an important precondition for their
industrial expansion. In any event, the past economic development of
these NICs, as with Japan, has not been hampered by their lack of
natural resources; in fact, they have all successfully overcome this con
straint by intensifying the development of their human resources
through cultivating higher levels of skills, entrepreneurship, and indus
trial discipline. It has been argued that the mainstream cultural tradi
tions of these East Asian NICs, as embodied in Confucianism, have also
produced positive effects on their economic development, much like
Protestant ethics in the Western capitalist counties.

As a result of their sustained economic growth over two decades,
these four Asian NICs are now clearly in the upper middle income
categories of the developing countries, with Singapore and Hong Kong
on the verge of crossing over to developed country status. Furthermore,
these open and outward-looking economies, heavily dependent on
dynamic export expansion for their economic growth, have begun to
make a significant impact on the world economy; their combined manu
factured exports amounted to 60percent of all the manufactured exports
from the developing world. Viewed in a different way, the total manu
factured exports of these four small economies in 1983 were actually
equal to 52 percent of that of the United States or more than ten times
that of India.1

The third component of the region is made up of the ASEAN coun
tries, which include Singapore. However, although Singapore is geo
graphically and historically an integral part of Southeast Asia,
economically and socially it resembles the other NICs in East Asia more
closely because of its high per capita income and its similar economic
and social structures. By and large, the ASEAN economies, with their
long-term 6 percent growth rate, are still impressive growth performers.
In contrast to the resource-poor NICs, the ASEAN economies are

1F6r more detail, see John Wong, "The Asian NICs Towards Year 2000: Growth and
Adjustment/' paper presented at the Beijing Conference on the Asian-Pacific Economy
Towards the Year 2000," November 12-15, 1986, Beijing. Proceedings will be published by
the Asian and Pacific Development Centre, Kuala Lumpur.
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endowed with abundant natural agricultural and mineral resources,
such as rubber, tin, palm oil, coconut products, sugar, rice, petroleum,
and natural gas. The continuing export of these primary resources has
been the main source of ASEAN's economic growth.2 In recent years,
ASEAN's economic growth has plummeted because of a prolonged
slump in the world commodity markets. There can be no doubt that the
ASEAN economies will resume their high growth once the international
commodity markets begin to improve as now appears to be occuring.

The economies in all three sectors of the Pacific Basin have thrived

on the free operation of market forces. This would seem to set China
apart from the other Pacific economies because China is supposed to be
a socialist economy operating on central planning. In reality, however,
the economic and social distance between China and the other Pacific

countries is being rapidly narrowed as China liberalizes its political and
social institutions and rationalizes its economic structure through
sweeping reforms. These reforms will make it easier for China to
reshape its pattern of foreign economic relationship so as to interact
more effectively with the Pacific economies.

From the standpoint of the Pacific Basin as a whole, the greater
involvement of China with the various economic sectors of the region is
a positive development in terms of both economic growth and regional
integration. As noted, the Pacific Basin minus China has already devel
oped into a dynamic economic entity. The addition of China, by virtue
of its enormous size, huge population and resource base, and vast mar
ket potential, will obviously further expand the scope of economic
growth for the whole Pacific region. Furthermore, the emergence of the
Chinese economy will contribute to the greater economic integration of
the Pacific Basin, which in turn can fuel added future growth.

Despite their inherent political, social, and economic diversity, the
Pacific Basin countries have already developed a significant degree of
economic interdependence. As can be seen from Table 2, the present
intraregional trade is extremely high, with the Pacific economies being
vitally important markets for one another: 47 percent for the United
States, 68 percent for Japan, 75 percent for the NICs, 77 percent for
ASEAN, and 69 percent for China.

This suggests that the various sectors of the Pacific Basin tend to
have a high degree of economic complementarity with one another. The
resource-based ASEAN economies certainly complement the
manufacturing-based NICs, and both also complement the highly

2For more discussion oftheeconomic structures ofASEAN, see John Wong, ASEAN Econ
omies in Perspective (London: Macmillan, 1979).



Table 2 £

Export Matrix, Percentage Composition for 1985 3
n

Developing Total Rest of World

From/To PB5a China NICs2b ASEAN6 South Pacific Pacific Basin Pacific Basin World (US$ million)

Australia 45 4 7 7 3 21 66 34 21,913 3

Canada 81 1 1 1 0 3 84 16 90,321
&

Japan 45 7 8 7 0 22 68 32 171,332
o

New Zealand 38 3 2 6 4 15 53 47 5,808

United States 36 2 4 4 0 10 47 53 208,454
en

PB5 48 4 5 4 0 13 61 39 497,828

PRC 33 0 26 10 0 36 69 31 27,230

Hong Kong 41 27 2 7 0 35 76 24 29,471

South Korea 57 1 5 4 0 10 68 32 28,911

Taiwanc 65 0 9 6 0 15 80 20 30,719

NICs 54 9 5 6 0 20 75 25 89,101

Brunei 70 0 7 22 0 29 99 1 2,489

Indonesia 74 1 5 8 0 14 88 12 18,014

Malaysia 41 1 7 26 0 35 76 24 15,061

Philippines 60 2 6 12 0 19 79 21 4,529

Singapore** 36 1 8 22 2 33 70 30 22,416

Thailand 36 4 6 15 0 25 61 39 7,056

ASEAN6 50 1 7 18 1 27 77 23 69,565

Fiji 28 2 0 8 17 28 56 44 229

Other Oceania 42 1 4 2 1 9 50 50 1,341

South Pacific 40 1 4 3 3 12 51 49 1,570

Developing
Pacific Basin 49 5 9 11 0 25 74 26 187,466

Pacific Basin 48 4 6 6 0 17 65 35 685,294

aPacific Basin5: Australia,Canada, Japan, New Zealand, United States.
bNICs2 comprise Hong Kong and South Korea since trade withTaiwan is notseparately recorded; NICs3 include Taiwan.
cThe Taiwantrade data were converted into U.S. dollars using the current trade conversion factors.
dThe Singapore trade data exclude trade withIndonesia.
Sources: International Monetary Fund, Direction of Trade Statistics Yearbook, 1986; Directorate-Generalof Budget, Accounting and Statistics, Statistical Yearbook of the
Republic of China, 1986.
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developed U.S. and Japanese economies. The huge potential of China
promises to offer further opportunities for all.

Analytically speaking, the increases in the economic integration of
the various sectors of the Pacific Basin were brought about by the
dynamic forces associated with the evolution of international compara
tive advantage within the region. This came about because the United
States, Japan, the NICs, ASEAN, and China happen to be at different
stages of the industrialization process, in descending order. Japan, the
first industrial state in Asia, initially relied on labor-intensive manufac
tured exports to spearhead its postwar economic recovery. In the 1960s
and early 1970s, Japan moved into the more sophisticated capital-
intensive activities, passing on the labor-intensive industries to the
NICs, and the ASEAN counties were just about to begin industrializa
tion in earnest. In the entire industrialization process of the Western
Pacific region, Japan had a significant head start over the NICs, and the
NICs over ASEAN and China. By the late 1970s, the NICs had overta
ken Japan as the major exporters of labor-intensive goods such as tex
tiles and clothing, shoes, plastic products, and some household
electronic and electrical goods. Furthermore, the NICs were themselves
forced to undertake the vigorous restructuring of their economies
towards higher value-added and more capital-intensive activities in
anticipation of more intensive competition in labor-intensive manufac
tured exports from latecomers such as ASEAN and particularly China,
with its abundant low-cost labor.

Such a pattern of shifting comparative advantage is actually a classic
form of regionally based horizontal division of labor. It facilitates the
industrialization process of the respective country groups by allowing
them to specialize in the production activities where they have strong
comparative advantage as well as leading to a higher level of regional
economic integration. Thus, the upgrading of the textiles industry in
Hong Kong has led to more imports of intermediate products on the
upstream from Japan such as ethyleneglycol, caprolactam, and acryloni-
trile as well as automatic textile machinery. In the same way, the devel
opment of heavy industry in South Korea and Taiwan has led to more
imports of new machines and tools from Japan. Meanwhile, the indus
trial adjustment of the NICs has also generated more import demand
for raw materials such as rubber and timber from ASEAN as well also
allowing the latter to fill in the slots in the export markets for certain
labor-intensive items. In this way, these Pacific economies will also
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become vertically more integrated, laying downthe basis for the further
growth of intraregional trade.3

Another integrative force operating to draw the Pacific economies
closer together is the increasing intraregional investment flow. It is well
known that most Pacific economies are open and outward looking in
terms of trade and foreign investment. In particular, the ASEAN econo
mies have devised various forms of incentives to attract foreign invest
ment, which is viewed not just as an additional source of capital but
also as a vehicle of technology transferand exportmarket development.

Initially, American capital dominated the region. Since the mid-
1970s, Japanese foreign investment has been catching up. By 1982, as
shown in Table 3, the stock of Japanese direct investment in the region
had surpassed direct investment. Obviously, this trend will continue. In
recent years, the region has witnessed a new but significant develop
ment associated with more investment flowing from the NICs to
ASEAN. The opening up of Chinahas introduced yet another factor in
the foreign investment pattern in the Pacific Basin because China is
ready to absorb more foreign capital, not just from the United States
and Japanbut also from the NICs, to facilitate its economic moderniza
tion process. During the past nine years, China has signed and
approved more than 8,000 contracts with foreign investors representing
an investment commitment of more than US$17 billion, mainly from the
Pacific countries. The flow of financial resources into China is an impor
tant force for integrating China into the Pacific Basin.

China's Transition to High Economic
Growth

Whether or not the Chinese economy can interact with the other
Asia-Pacific economies in a positive manner and to their mutual benefit
in terms of enhancing each other's economic growth potential depends
on two crucial conditions. First, can the Chinese economy maintain its
capacity for high growth? Clearly, if the economy lags in dynamic
growth, Chinacannotpossibly interact with the other Asia-Pacific econ
omies in a productive way. Second, will the present Chinese leadership
in Beijing stand fast on its commitment to maintain an open door pol
icy? Again clearly, without an outward orientation the Chinese econ
omy will not be able to integrate itself further into the Asia-Pacific

3See Toshio Watanabe, "An Analysis of Economic Interdependence among the Asian
NICs, the ASEAN Nations, and Japan," The Developing Economies (December 1980); also,
Takuo Tanaka, "The Patterns of International Specialzation among Asian Countries and
the Future of Japanese Industry," in the same issue.



Table 3

Distribution of Foreign Direct Investment Stock in Selected Asian Developing Countries or Areas,
by Home Country/Region

(in US$ million)

1982 1978

United Other United Other

Home Country/Region States EEC Japan Asian Others Total States EEC Japan Asian Others Total

Southeast Asia

Indonesia 501.1 781.6 3444.5 1531.5 3264.0 9522.6 259.1 575.4 2398.5 1065.1 2022.8 6320.9

Malaysia 83.8 335.9 257.6 472.7 111.0 1261.0 73.7 199.5 169.4 360.4 110.7 913.7

Philippines 943.0 190.3 279.3 120.9 246.1 1779.6 450.8 58.6 164.2 45.3 133.2 852.1 v_

Singapore 1252.6 1560.9 650.0 560.0 0.0 4023.5 208.2 267.1 364.7 342.5 26.4 1208.9 O

Thailand 51.3 45.1 87.2 34.4 33.7 251.7 32.7 28.2 79.5 42.2 8.8 191.4

§East Asia

Hong Kong 587.8 126.2 379.7 51.7 115.1 1260.5 197.0 68.0 83.0 36.5 33.6 440.0

Republic of Korea 417.9 163.0 675.9 46.0 133.6 1436.4 145.2 101.7 520.2 9.6 78.6 855.3

Source: ESCAP/UNCTC Joint Unit on Transnational Corporations, Asia-Pacific TNC Review(June 1986).
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region. These two conditions, however, are actually interrelated, and
they must reinforceeach other. Further growth of the Chinese economy
on its present pattern will generatemore pressures to open up the econ
omy further in order to utilize the power of international capitalism on
behalf of China's economicgrowth. At the same time, outward-looking
strategies will expose a larger segment of the Chinese economy to the
world market forces, forcing a reduction of its price distortions and
hence increasing its overall efficiency.

After years of unfruitful experimentation with the ideologically
motivated Maoist model of economic development, Chinese leaders
finally came to realize that the old-fashioned economic growth strategy
offers the best means of transforming China into a modern state. This
sharp reversal of the fundamental development strategy coincided with
the thawing of the Cold War in the region, touched off by Nixon's visit
to Beijing in 1972. It took place, however, before China had settled the
crucial problem of leadership succession.

In January 1975, at the Fourth National People's Congress, the late
Premier Zhou Enlai called for a return to the essentially pragmatic and
growth-oriented development strategy based on the "comprehensive
modernization of agriculture, industry, national defense, and science
and technology before the end of the century."4 Such is the genesis of
China's much-publicized Four Modernizations program. Meanwhile,
Zhou's successor, Hua Guofeng, introduced the Ten-Year Plan for the
transitional period in 1978, with very ambitious targets. Little progress,
however, was made toward the implementation of the economic mod
ernization program during the period when China was caught in a
power struggle for succession. As soon as Mao Zedong died, Hua
immediately took power and brought down the Gang of Four. Before
Hua could consolidate his position, however, Deng Xiaoping returned
to key posts in the middle of 1978, leading to additional political strife
within the leadership. Political control eventually passed from Hua to
Deng and Deng's proteges, Hu Yaobang and Zhao Ziyang.

The Deng group soon discovered to their dismay that the Chinese
economy was seriously afflicted with grave "structural imbalance." On
December 1, 1981, the Ten-Year Plan was officially superseded with the
announcement of the Sixth Five-Year Plan, 1981-85, which emphasized
"readjustment, restructuring, consolidation, and improvement."5 This,
in turn, opened the way for a more basic reform of the economic sys-

4Zhou Enlai, ''Reporton the Work of the Government/' Peking Review [now Beijing Review]
4 (1975): 23.
5Beijing Review, May 23, 1983.
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terns. Far-reaching economic reforms were first tried out in the rural
areas with the introduction of the "family responsibility system," which
encouraged private initiative and market incentives. Success in the rural
reforms was immediate, as manifested by several successive years of
impressive gains in overall agricultural productivity. Beijing then moved
in late 1984 to crack the bastion of central planning with the introduc
tion of more complicated urban reforms. Meanwhile, more cities along
the coastal areas were opened up for foreign trade and foreign invest
ment by being designated Special Economic Zones. In this way, the
open door policy was made an integral part of the overall economic
reform process.

How has the Chinese economy actually performed during the past
three decades? According to authoritative Western estimates, China has
achieved an average annual growth rate of 4.4 percent at 1980 constant
prices during 1953-76.6Such a long-term growth record is quite respect
able by the average standards of the Third World, though it obviously
pales in comparison with that achieved by the high-performance econo
mies of the NICs. From the World Bank figures as shown in Table 1,
China had experienced 5 percent real growth during 1960-70 and 6.6
percent during 1973-84, with the latter generally comparable to the
growth performance of the ASEAN economies though considerably
below that of the NICs for the same period. This also serves to suggest
that the Chinese economy for the whole period of Mao's rule was actu
ally not performing too badly, despite its adherence to the main socialist
economic strategies, which were not designed to maximize growth.

The major economic explanation of economic growth for China, as
for the other Asia-Pacific economies, comes from its high domestic
investment. As can be seen from Table 4, all Pacific-Asian economies
tend to commit a large proportion of their gross domestic product to
gross domestic investment, which is usually matched by an equally
high proportion of gross domestic savings. In the case of some ASEAN
economies with an open economic structure, their domestic investment
can exceed domestic savings, with the resultant resource gap being
filled by the inflow of external financial resources in the form of external
borrowing or foreign investment. For China, with its closed door econ
omy at the time of Mao, the high level of domestic investment could
only be maintained by vigorous measures of controlling consumption.
In fact, one typical feature of Soviet-type central planning (the so-called

6Dwight H. Perkins, China: Asia's Next Economic Giant? (Seattle: University ofWashington
Press, 1986); also China: Long-Term Development Issues and Options, World Bank Country
Economic Report, 1986.



Table 4

Savings and Investment of the Pacific-Asian Economies

£

Distribution of GDP (%) Annual Growth Rate of

Gross Domestic Investment (%)

1963-73 1973-84

tn

o

Gross Domestic Investment

1960 1965 1982 1985

Gross Domestic Savings 3
O

S
Country 1960 1965 1982 1985

China 24 25 28 38 24 25 30 34 12.9 8.0

Japan 33 32 30 28 33 33 31 32 14.1 3.0

NICs

South Korea 11 30 26 30 1 30 24 31 19.7 8.8

Taiwan 20 23 36 21 13 20 33 34 16.5 6.0

Hong Kong 18 36 29 21 6 29 25 27 3.7 9.7

Singapore 11 22 46 43 -3 10 41 42 22.7 9.5

ASEAN

Indonesia 8 7 23 30 8 6 19 32 17.5 11.3

Malaysia 14 18 34 28 27 23 25 33 9.1 11.4

Philippines 16 21 29 16 16 21 21 13 4.4 4.3

Thailand 16 20 21 23 14 19 21 21 7.6 5.3

Sources: World Development Report, 1984 and 1987; and Statistical Yearbook of theRepublic ofChina, 1986.
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"Stalinist model") lies in its concentration of resources for investment
in industrial construction, particularly in the heavy industry sector, at
the expense of the light industries or consumer goods industries. China
followed this pattern of development closely, especially during its First
Five-Year Plan period. In this sense, Chinese development strategies
under Mao actually contained a built-in base for growth despite their
manifested noneconomic objectives.

If the old system under Mao could deliver growth in reasonable
terms, why then did the post-Mao leadership choose to change the
system? The reasons are quite clear. First, the Chinese economy prior to
1976, though growing at a respectable pace, did not actually operate to
maximize its real growth potential Given such high rates of domestic
investment, the Chinese economy, if properly managed, should have
grown much faster, or at least as rapidly, as those of the NICs. This
means that the Chinese economy under the old form of rigid central
planning was grossly inefficient. The major sources of China's eco
nomic growth during 1953-76 came from capital investment and the
growth of the labor force, with productivity increases accounting for a
very small share of the total growth.7 This is in sharp contrast to the
experience of Japan and the NICs, where high GDP growth was accom
panied by high productivity growth.

Second, the old development strategies, though containing a strong
safeguard for social equity, had generated a GNP with a low welfare
content, as it tended to reflect the planners' preference for more steel
products and machines, not the consumers' demand for more television
sets and the like. In the other Asia-Pacific countries, economic growth
has been accompanied by the steady increase in the level of living for its
population through the trickle-down process. This effect in turn pro
vides the incentive for the labor force to increase its productivity. In
China, Mao had counted on the ideological incentive as a substitute for
the material incentive, a motivation that was simply not tenable in the
long run.

In short, the shift of policy in the post-Mao period from one based
on the rigid system of central planning to one geared to greater decen
tralization of decision-making and more market incentives is economi
cally and socially a rational move. It will allow the Chinese economy to
realize its growth potential to a greater extent. Indeed, results from

7According to the growth accounting worked out by Dwight Perkins, the Chinese econ
omy during 1953-76 experienced 4.4 percent growth in the net material product sense,
with labor contributing to 1.8 percentage points. Productivity (or the residual), however,
contributed to only 0.6 percentage points. See Perkins, China: Asia's Next Economic Giant?



86 PRC Economic Policies

recent economic liberalizationhave already appeared. With the onset of
economic reforms, growth increased to an average rate of 8.3 percent a
year during 1977-84, with productivity growth constituting the major
source of total growth.8 After 1984, as economic reforms were intensi
fied to cover the urban sector, growth was further boosted through more
efficient allocation of resources. Thus in 1985, China chalked up a hefty
12.3 percent growth, topping the Asia-Pacific region in growth perfor
mance. In 1986, China's 9.3 percent growth was still third highest in the
region, after 12.5 percent for South Korea and 9.6 percent for Taiwan
(Table 1). The Chinese economyhas thus displayedhigh growth poten
tial once mismanagement was reduced.

When China returned to the pro-growth development strategy in
the late 1970s, Beijing set out its long-term growthtargetofquadrupling
the gross value output of agriculture and industry between 1980 and
2000. This means an average of 7.2 percent growth per year for a period
of twenty years. But China actually had an average of 11.3 percent
growth during the first five years (1980-85), and so only a 5.8 percent
average annual growth willbe required for the remaining fifteen years.
In 1986, China further achieved 9.3 percent growth, much more than
the average rate of 6.7 percent called for by the SeventhFive-Year Plan,
1986-90. For 1991-2000, an average growth of only 5.4 percent will suf
fice to fulfill the target. Such a target is clearly well within the capacity
of the Chinese economy to fulfill under the present mixof markets and
central guidance (socialism with a Chinese character). If economic
reforms were to be further intensified later, then the growth capacity of
the Chinese could still expand further.

The next crucial question may then be posed: Will China continue
to maintain its open door economic policy in order to allow the Chinese
economy to interact more effectively with the other Asia-Pacific econo
mies? The student unrest in December 1986, which led to the downfall
of the Chinese Communist Party's General Secretary, Hu Yaobang,
serves to point out all too clearly that both economic reforms and the
open door policyrely completely on a supportive political environment.
The new leadership that has emerged from the recent conclusionof the
13th Congress of the Chinese Communist Party has produced very
encouraging signs both for a more stable political transition and for the
continuation of the reform movement. Deng Xiaoping, along with a
number of conservative Party elders, has now resigned from the Polit
buro in favor of the younger, technocratically inclined leaders, headed

8For this 8.3 percent aggregate growth, the contribution from productivity growth alone
accounts for 5 percentage ponts. See ibid.
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by the reform-minded Zhao Ziyang. this should boost the confidence of
China's neighboring countries in the Chinese leadership's continuing
commitment to reforms.

In China today the economic reforms have actually gone so far that
it is not possible to reverse them. The tempo of reforms in the future
may slow at times, but the course will not be changed. This is because
both the reforms and the open door policy not only have met with
positive results (which far exceed the negative spillovers), but also have
been extended in such a way that more and more Chinese people have
built up a stake in the new system. In other words, economic reforms
can accelerate economic growth, and successful economic growth is the
best bulwark for political stability.

It is entirely premature at this point to speak of China as an emerg
ing economic power. The Chinese economy, however has a high growth
potential, and such measures as economic reform and the open door
policy are being used to mobilize this latent growth potential. A more
outward-looking China with a stable economy is likely to become more
integrated with the other Pacific economies.

China's Economic Interaction with the

Pacific Region

The further integration of the Chinese economy into the Pacific
Basin is bound to create a significant impact on all the other Pacific
economies by virtue of China's enormous size. In the long run, such a
process is undoubtedly beneficial to all because it can promote the faster
growth of the region as a whole. But such a process is not likely to be
without frictions. In the short run, it may well produce negative spill
over effects for some developing Pacific economies, greatly depending
on their individual economic structure and orientation.

A natural starting point to analyze the regional impact of China in
the Pacific Basin is to look at the structure of China's exports in relation
to those of the other Pacific economies. As shown in Table 5, China's
export structure looks like something in between that of the NICs and
that of ASEAN, as China exports both primary commodities (but not to
the extent that ASEAN does) and manufactured exports (but not to the
extent that the NICs do). Broadly speaking, China seems to be more
complementary with the NICs and more competitive with ASEAN,
whereas it does not pose any direct competition to the developed Pacific
economies of the United States and Japan.

Since China and the other developing Pacific economies are still
heavily dependent on the markets of the developed Pacific economies,
the changes in the market shares of these developing Pacific economies
in the industrial countries provide a good indication of their relative
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Country 1965 1985 1965 1985 1965 1985 1965 1985 1965 1985 S"
en

China 25 — 21 — 6 — 48 — 24

United States 8 8 27 1.7 37 48 28 17 3 2

Japan 2 1 7 1 31 62 60 36 17 3

NICs

South Korea 15 4 25 5 3 36 56 55 27 23

Taiwan 0.4 1.8 57.9 7.5 4.3 27.9 37.4 62.8 26.2 19.7

Hong Kong 2 2 11 6 6 24 81 68 43 32

Singapore 21 29 44 12 10 32 24 26 6 4

ASEAN

Indonesia 43 75 53 14 3 1 1 10
a

2

Malaysia 35 34 59 39 2 19 4 8
a

3

Philippines 11 13 84 36
a

5 6 46 1 7

Thailand 11 5 84 60
a

7 4 28
a

13

aAmount not significant.

Sources: World Development Report 1987; and Statistical Yearbook ofthe Republic ofChina, 1986.
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competitiveness. NIC exports have already become well established in
the U.S. market; and their market shares in 1985 ranged from 1.0 per
cent for Singapore to 4.5 percent for Taiwan. But the growth of China's
market share in the UnitedStates from 0.1 percentin 1977 to 1.2percent
in 1985 has been staggering, especially in comparison with the shares
for the ASEAN countries. During the same period, Indonesia's share in
the U.S. market has actually declined from 2.4 percent to 1.4 percent
while that for Thailand has remained at 0.2 percent. The growth of
China's market share in Japan from 2.3 percent to 5.0 percent for the
same period is equally impressive. Similarly, China's market share of
1.0 percent in the EEC, is the highest among the developing Pacific
economies.9 Based on this kind of "static" interpretation, the other
developing Pacific countries would, quite rightly, be apprehensive of the
emerging Chinese economy, whose forcefulentry into the world market
may have a displacement effect upon them. But a realistic evaluation
should, of course, be based on dynamic considerations, and it is much
more difficult to sort out the balance of net benefits and costs for the
Pacific countries arising from the greater participation of the Chinese
economy in the world market. Proper analysis needs to take into
account the structure of the individual Pacific economies as well as their
respective historical relationships with China.

China and the Developed Pacific Economies

Two salient features underlie China's overall economic relations
with the developed Pacific economies of the United States and Japan.
First, as full-fledged developed economies, both the United States and
Japanare highlycomplementary with the developing Chinese economy.
Individually or combined, these two countries can operate as the loco
motives ofPacific Basin economic growth and the resultantprosperity in
the region can spill over to China. More directly, both have the capacity
to supply capital, finance, and technology to meet China's moderniza
tion needs. At the same time, both can provide important markets for
China's exports.

Second, whereas China is still a regional economic power, the
United States and Japan are clearly global economies, with their bilat
eral economic relationship with China governed by their global eco
nomic strategies. Hence their economic relations with China must be
subordinated to larger issues of a global or regional nature. Japanese
investment in China cannot be separated from Japan's worldwide

international Monetary Fund, Direction of Trade Statistics Yearbook, 1980, 1982, and 1985;
and Statistical Yearbook of the Republic of China, 1986.
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investment pattern; the access of Chinese manufactured goods to the
U.S. market must be subjected to the same conditions as goods from
other developing countries. This implies that the structure of China's
economic relations with the United States and Japan tends to be one of
dependence for China. Lacking sufficient economic leverage, China has
tobea"price taker" inits dealings with the United States and Japan, in
much the same way that has characterized the economic relationship
between the other developing Pacific economies and these two eco
nomic superpowers.

Unlike other developed countries such as Japan and members of the
EEC, that generally followed amuch more pragmatic approach in their
commercial relations with socialist countries, the United States rigidly
hewed to an ideological line of avoiding any direct or indirect commer
cial contact with China during the two bitter Cold War decades. Hence
the two countries had no meaningful trade prior to Nixon's visit to
Beijing in 1972. Even after the thaw began, commercial relations grew
slowly because of the existence of many institutional barriers in the
United States against the free flow ofcapital and technology toChina. It
took many years for the U.S. government to dismantle those anti-trade
institutional barriers. Not until 1983, in fact, more than a decade after
Nixon's trip to China, was China finally declared a "friendly, non-
aligned" nation by President Reagan for the purpose of lifting high-
technology export controls.

Nonetheless, Sino-U.S. trade began to grow rapidly once the two
countries established formal diplomatic ties in 1979. Facilitated by their
signing of abilateral trade agreement in that year, and the subsequent
U.S. granting ofmost favored nation status to China, two-way Sino-U.S.
trade grew from US$2.3 billion in 1979 to $8.4 billion in 1986, represent
ing an increase of some fourfold inthe short span of seven years. From
China's standpoint, this trade has increased from 8 percent of its total
trade in 1979 to the current range of 11-13 percent, making the United
States China's third largest trading partner after Japan andHong Kong.
The growth in volume has also been accompanied by a significant
change in commodity composition. Formerly, U.S. exports to China
were dominated by agricultural commodities; in recent years, however,
they have become much more diversified to include a wide range of
manufactured goods.

It shouldbe stressed the the rapid expansion of Sino-U.S trade dur
ing this period was not merely caused by the relaxation of institutional
conditions in the United States. Perhaps more important, trade growth
was the consequence of even more drastic policy changes in China. In
1978, China began itsopendoor policy, which was reinforced by sweep
ing economic reforms. Asnoted earlier, both the open door and reform
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policies have produced positive effects on the Chinese economy, dou
bling its GNP and quadrupling its foreign trade from 1979 to 1986.
Hence China's trade with virtually every country has registered rapid
growth during this period. In response to the opening up of the Chi
nese economy—for example, the setting up of the Special Economic
Zones—foreign investment flowed into China. American investment in
China, now amounting to US$2.2 billion, has also induced the growth
of Sino-U.S. trade.

The prospects for the continued growth of Sino-U.S. trade look
good, in part because the Chinese economic policy aims to continue
high economic growth and the maintenance of the open door policy. In
several areas relating to high technology and sophisticated equipment
such as oil exploration facilities, power generation and telecommunica
tions equipment, and electronics, the United States is either preeminent
or highly competitive in the world market, so that China will continue
to import these products from the United States. At the same time, the
United States will continue to be a significant market for a wide range of
low-tech and labor-intensive manufactured goods from China, despite
rising domestic protectionist sentiments.

Although Sino-U.S. economic relations appear likely to grow rap
idly in the future on the basis of favorable structural factors, there are
potential obstacles. Both the United States and China are global powers
in a political or strategic sense. The United States is particularly sensi
tive to the political underpinnings of Sino-U.S. economic relations. For
instance, any drastic shift in China's relations with the Soviet Union
could affect the American commitment to the Sino-U.S. relationship.
The recent suspension of some high-tech American exports to China
because of the Chinese sales of military equipment to Iran clearly dem
onstrates that the Sino-U.S. economic relationship is still subject to
political intervention.

In contrast, the Sino-Japanese economic relationship is based on a
different set of considerations. Since it is not a political superpower like
the United States, Japan has been able to pursue its economic relations
with China on a nonideological basis essentially governed by purely
commercial motives. Thus Japan became China's top trading partner
long before formal diplomatic relations between the two countries com
menced in 1972. When Beijing first declared its open door policy, Japa
nese businessman were among the first to flock to China in search of
new market opportunities.

Furthermore, Japan has always had an edge over the other devel
oped countries in their commercial dealings with China because of
Japan's cultural affinity, historical connections, and geographic proxim
ity to China. The Japanese economy is alsohighly complementary with
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the Chinese economy. Japan can supply China with machines, capital
equipment, and consumer durables inreturn for China's raw materials,
coal, and petroleum, even though Chinese labor-intensive manufac
tured products have so far not been particularly successful in penetrat
ingtheJapanese domestic market. Not surprisingly, Japan now occupies
the position of China's premier trading partner.

The inherent trading advantages Japan enjoys in relation to China
are offset, however, by a number of long-term problems specific to the
Sino-Japanese relationship. These two countries, historically and geo
graphically so close, also have many old antagonisms that surface from
time to time to mar their economic relations. Regional rivalries and sus
picions are equally inevitable. For instance, the textbook issue brought
back bitter memories in China of Japanese wartime atrocities. Beijing is
also wary of potential Japanese ambitions regarding Taiwan. The Japa
nese formerly cultivated close relations with China in the person ofHu
Yaobang. Hu's fall from his post as general secretary of the Chinese
Community Party, however, has since deprived Japan of the type of
Chinese leader both powerful and pragmatic enough to overcome the
numerous diplomatic and bureaucratic hurdles inherent in the Sino-
Japanese relationship.

Friction is also present on the economic front. Many Japanese
industrialists were upset by what they called the unilateral suspension
of contracts by the Chinese, amounting to US$2.5 billion in 1979. The
Chinese, on the other hand, have grown increasingly concerned over
their widening trade deficits with Japan. In addition, Beijing has also
complained of the Japaneses reluctance to invest in China in recent
years, despite Japan's dominant role in the China trade and its huge
trade surplus. Japanese investment inChina iscurrently estimated tobe
only about 2 percent of total foreign investment in China, which is
plainly minuscule given Japan's worldwide surplus ofcapital.

These political and economic squabbles, however, do not seem to
have produced much effect on the continuing growth of Sino-Japanese
trade in recent years, which has increased from US$4.8 billion in 1978 to
$16.4billion in 1985. Meanwhile, Japan has signed a bilateral aid agree
ment with China throughwhich Japanese softloanscanbe extended to
the PRC (e.g., a loan of 7.6 billion yen was advanced to China in 1983
for the construction of infrastructure required for the shipping of Chi
nese coal toJapan). In recent years, some Chinese state-run commercial
organizations have also had access to the Tokyo market to float their
bonds.

It is clear that, given Japan's growing economic preeminence, that
country's economic influence in the Pacific Basin will continue to
expand in a manner that could take over some of the roles formerly
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played by the United States, now in some degree of eclipse. Increas
ingly/ Japan will become the focal point of economic growth in the
Pacific Basin. This will indirectly affect China's domestic economic
development as China becomes increasingly more integrated economi
cally with the Pacific countries. At present, the level of Japan's direct
economic involvement in Chinais still lowand is clearly not commensu
rate with the capacity of the Japanese economy to interactwith China to
their mutual benefit. Should the Japanese economy in future become
more oriented toward China, it would be a new significant factor in the
economic growth of both China and the region.

China and the NICs

Economically speaking, strong integrative forces are already at work
to draw the Chinese economy and the economies of the NICs closer
together. The NICs, scarce in resources but highly industrialized, con
stitutenatural economic partners with China, a massive country with a
vastmarket. In response to the shiftofinternational comparative advan
tage, the manufacturing sectors in the NICs are being rapidly restruc
tured toward higher value-added and more skill-intensive activities, so
that their manufactured exports are increasingly not in direct competi
tion with the manufactured exports from China (which are largely
labor-intensive) in third country markets.

BothSouth Korea and Taiwan havebuiltup a strongindustrialbase,
and the huge China market will bea potential outlet for a wide range of
their manufactured exports once the political environment is further
improved. In the future China can also resort to these countries for
medium-level technology. As for HongKong and Singapore, these two
entrepot trade centers in the region can additionally export economic
and financial services to China to the mutual benefit of both sides.

In geopolitical terms, however, China as the dominant power in
Asia has all the leverage in relation to the NICs. China alone holds the
key to the political stability of the region, an indispensable precondition
for the continuing economic growth ofthe NICs. China operates a pow
erful political lever directly on Hong Kong and Taiwan, and indirectly
(via NorthKorea) on SouthKorea. Hence there is a strong tendency for
both sides to upgrade their current level of economic interaction and
develop it into a "special relationship."

South Korea at present has no diplomatic relations with China, but
it has been trading with China, mainly indirectly through Hong Kong,
since the middle of 1976. In recent years, their two-way trade has expe
rienced a sharp increase. It was estimated that overall Chinese-South
Korean trade for 1984 amounted to US$800 million, $1.8 billion for 1985
and $1.0 billion for 1986, with South Korea supplying steel products,
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ships, consumer electronics, and petrochemicals to China inreturn for
Chinese raw materials and agricultural products.10 Most of the trade is
carried out in Hong Kong, where some forty to fifty Korean firms have
been set up for this purpose. This flourishing but "illicit" trade rela
tions culminated in the launching of a joint venture between Korea's
Daewoo (one of South Korea's big chaebol or conglomerates) and Chi
na's Fujian province in early 1986.11 Increasing numbers of South
Korean businessmen have traveled to China, and many Chinese techni
cians have alsovisited South Korea for training. With the steady soaring
of the Japanese yen, South Korea's manufactured exports have secured
a strong comparative advantage, and the South Korean manufacturers
are most eager to compete with the Japanese in the China market.

Officially Taiwan is not supposed to have any form of commercial
dealing with the People's Republic of China on the basis of Taiwan's
"Three No's" policy ("No contact, no talks, and no compromise"). But
their two-way trade, again conducted mainly through Hong Kong but
sometimes routed via Singapore and Tokyo, has been booming since
1979. Trade is estimated to have exceeded US$1 billion in 1985.12 There
has also been a thriving barter trade between Taiwanese fishermen and
their Mainland counterparts off the coasts of Fujian and Guangdong
provinces. Apart from traditional items like herbs, the Mainland sup
plies foodstuffs and industrial raw materials (e.g., cotton). In return,
Taiwan exports awiderange of light industrial consumer goods such as
television, bicycles, motorcycles, and watches to China. Recently, as
Beijing clamped down on the import of consumer durables, Taiwan's
exports shifted to chemicals, textile fabrics, and machinery. Trade has
been consistently in Taiwan's favor.

Until the recentlifting of martial law, Chinese trading in Taiwan was
punishable by death. But the Taiwan authorities turned a blind eye as
long as trade was not conducted in a blatant manner. In July 1985,
pressure from the private sector to legalize trade eventually forced Tai
wan's Economic Minister, Li Ta-hai, to declare that the Taiwanese gov
ernment has no control over the final destination of its exports, thereby
effectively giving alimited official green light to this flourishing indirect
trade. Butpressures still mounted for opening up more contact with the
mainland. In October 1987, the Kuomintang government made a
momentous decision by allowing family visits to the mainland, thus

10The Economist, March 22, 1986; Far Eastern Economic Review, March 14, 1987.
uIt was recently reported that Daewoo hadwithdrawn from this joint venture. Far Eastern
Economic Review, May 7, 1987.
12Asian Wall Street Journal, July 25, 1985; China Trade Report (February 1986).
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officially putting anend to its rigid "ThreeNo's" policy with the main
land.13 A very significant step towards normalization of relations with
the mainland has thus been taken. Meanwhile, many forward-looking
Taiwan industrialists are eyeing the lucrative mainland market for their
wide range of medium-technology manufactured exports. In addition,
Taiwan, as an important capital surplus economy, has much to contrib
ute to China's economic modernizationefforts if political circumstances
permit.

Of all the Asia-Pacific economies, Hong Kong has always enjoyed a
special political and economic relationship with China—all the more so
now, as Hong Kong is scheduled to return to China in 1997. From the
outset, Hong Kongwas developed as an entrepot trade center for South
China. After the formation of the People's Republic of China in 1949,
Hong Kong's entrepot trade role for China began to decline; it was
reactivated in recent years, however, when China initiated its open door
policy.14 For years, Hong Kong has been a major source of foreign
exchange earnings for China, amounting to between 25-30 percent of
China's total export revenue.15 In recent years, China has increased its
economic stake in Hong Kong through direct investment. At the same
time, most of the investment in China's Special Economic Zones has
come from Hong Kong. In fact, Hong Kong is already being directly
integrated into the Chinese economy. After the 1997 transition, Hong
Kong will continue to carve a niche for itself in the growing Chinese
economy. In the short run much depends, of course, on how the Chi
nese government handles the transition. A large number of profession
als are migrating to the advanced countries, but this exodus should not
damage the prospects of the Hong Kong economy in a significant way.
In the modern world, both capital and high-level manpower are highly
mobile. So long as Hong Kong enjoys political stability and remains an
open economy after 1997, it will continue to be a strong magnet for
capital and additional resources from the other Pacific countries to fuel
its economic growth.

Recently the two largest newspapers in Taiwan, the China Times and the United Daily,
called on the government to review the ''Three-No's'' policy and allow more contact
between the people on both sides of the Taiwan Straits. Lianhe Zaobao, May 5, 1987,
Singapore.

For a good discussion of Hong Kong's recent entrepot trade role, see Yun-Wing Sung,
"A Theoretical and Empirical Analysis of Entrepot Trade: Hong Kong, Singapore and
Their Roles inChina's Trade," paper presented at the 16th Pacific Trade and Development
Conference held in Wellington, New Zealand, January 25-29, 1987.
15See A. J. Youngson, ed., China and Hong Kong: The Economic Nexus (Hong Kong: Oxford
University Press, 1983).
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Like Hong Kong, Singapore's economic relations with China began
on the basis of entrepot trade for China in Southeast Asia. At present,
Singapore hasnotyet established full diplomatic links with China, with
both sides confining their relationship to the exchange of trade repre
sentatives. Uninhibited by political and ideological rigidity, Singapore
has respondedswiftly to the recent resurgence ofthe Chinese economy.
Since 1984, the Singapore governmenthas been taking measures to pro
mote more economic involvement with China, and a number of
government-controlled companies have gone into the China market.
The recent economic recession in Singapore has also provided a
"push" factor for the private sector tolook to China for new opportuni
ties. It has been reported that since 1979, Singapore has been involved
in about 100 investment projects in China, amounting to some US$450
million.16 Singapore, taking advantage ofitscultural andlinguistic affin
ity , is actively seeking to develop itself as another gateway to China
after Hong Kong. This is the underlying motive of Singapore's Deputy
Prime Minister Goh Chok-Tong's visit to China in May 1987.

China and ASEAN

China's relations with the ASEAN states to its south are extensive
and deeply-rooted byvirtue of history, geography and migration. After
1949, these relations assumed new dimensions, with complex ideologi
cal and political elements coming into play; and this gave rise to two
decades ofCold War antagonism. In the early 1970s, withthe advent of
detente, individual ASEAN countries began to normalize relations with
China: first Malaysia, then the Philippines, andfinally Thailand.17 Indo
nesia has not yet resumed its diplomatic link, severed in 1967, with
China, but since July 1985, Jakarta has permitted direct trading with
China.18 Of all the ASEAN countries, Thailand currently enjoys the best
relations with the PRC. As a front-line state facing expansionist Viet
nam, Thailand happens to share China's similar strategic apprehension
about Vietnam. Apart from supplying arms to Thailand, China has

16Asian Wall Street Journal, September 7, 1985; also Straits Times (Singapore), March 25,
1987.

17F6r a more detailed discussion of the historical background of China's economic rela
tions with ASEAN, seeJohn Wong, The Political Economy ofChina's Changing Relations with
Southeast Asia (London: Macmillan, 1984).
18In June 1986, for the first timesince breaking offdiplomatic relations in 1967, China sent
alarge trade delegation toJakarta totake part inJakarta's annual trade fair. Jia Shia, head
of the Chinese delegation, met a number of Indonesian high officials, including Cabinet
Secretary Murdiono. Both sides agreed toincrease their direct trade. Sunday Times (Singa
pore), June 21, 1987.
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openly pledged to come to that nation's aid should it be attacked by
Vietnam.19

From the economic perspective, the Sino-ASEAN relationship has
both complementary and competitive aspects. Because the ASEAN
economies are still heavily dependent upon primary exports for their
economic growth, their external economic relations with any country
are inevitably conditioned by trading in primary commodities. This
explains why primary commodities figure so prominently in Sino-
ASEAN trade, as shown in Table 6. For years, Malaysia's exports to
China have consisted of virtually nothing but rubber. Sugar is an impor
tant item in exports from the Philippines and Thailand to China, and so
on. On the other hand, China is also an important primary-exporting
country (e.g., Chinese petroleum to the Philippines and Thailand; Chi
nese rice to Malaysia and Singapore). In general, Chinese exports of
these primary commodities constitute no menace to ASEAN's own pri
mary exports because ASEAN on the whole has a stronger comparative
advantage over China in the natural resource area. In the future, Chi
na's further progress in industrialization should increase the Chinese
demand for primary commodities from ASEAN. This trend has already
developed. In recent years, China's imports from the ASEAN countries
have become more diversified, not just with a greater variety of primary
commodities but also containing more resource-based manufactured
products.

ASEAN, however, is still apprehensive of the rising competitive
pressures from China. Because both China and ASEAN are intent on
carrying out their industrialization, the potential for competition in
manufactured products, which are basically labor-intensive in nature, is
likely to remain the most sensitive issue in evolving Sino-ASEAN eco
nomic relations. First, there are growing concerns in ASEAN over the
possibility of China's flooding its low-priced manufactured exports into
the ASEAN markets. This would present head-on competition to the
nascent local industries in ASEAN, which have just emerged from the
process of import substitution. A careful look at Table 7, however,
reveals that such fears are more apparent than real, as China's market
shares in the individual ASEAN countries remain generally stable and
small—smaller than that of the NICs. Only Singapore in recent years
has experienced a sharp increase in imports from China, mainly
because of the influx of Chinese crude oil for refining in Singapore.

Second and perhaps more seriously, China is seen as a threat to
ASEAN by competing indirectly in the third country market. Because

19/'Pledge from China to defendThailand," Straits Times (Singapore), January 19, 1987.
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Food
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Petroleum
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Table 6

Commodity Structure of China's Trade
with ASEAN Countries Showing Primary Product Concentration

(in percentages)

Indonesia's Imports from China
1974 1977 1978 1984

55.0

40.0

41.2

0.3

19.2

7.1

- - - 16.8

Malaysia's Imports from China
1975 1978 1978 1984

47.2

(27.6)
49.7

(27.0)
38.3

(3.2)
40.4

(3.1)

Philippines' Imports from China
1976 1977 1982 1985

89.4 90.7 69.9 83.3

Singapore's Imports from China
(highly diversified)

Thailand's Imports from China
1976 1977 1982 1985

38.3 64.2 36.7 33.9

Coffee

Plywood
Rubber

Rubber

Sugar

Rubber

Rice

Sugar
Rubber

Indonesia's Exports to China
1982 1983 1984

993 96\3 iio"
- - 60.0

- - 25.0

Malaysia's Exports to China
1975 1978 1982 1984

94.1 90.6 91.3 65.4

Philippines' Exports to China
1976 1977 1982 1985

58.6 65.9 59.3 38.5

Singapore's Exports to China
1976 1980 1984 1985

39.0 41.6 29.7 6.9

Thailand's Exports to China
1976 1979 1982 1985

47.7

33.4
29.0

15.7

Sources: For Indonesia, Impor and Ekspor; for Malaysia, Perdagangan Luar; for the Philippines,
Singapore, Singapore Trade Statistics; for Thailand, Trade Statistics of Thailand; all relevant years.
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Table 7

ASEAN as Export Market for China, Japan, and the Asian NICs
(% distribution)

]Indonesia Malaysia Philippines Singapore Thailand

Imports from 1977

2.5

1979

1 8

1981 1985 1977 1979 1981 1985 1977 1979 1981 1985 1977 1979 1981 1985 1977 1979 1981 1985

China 1.5 2.0 3.1 2.9 2.4 2.0 1.9 1.9 2.7 5.4 2.6 2.3 2.8 8.6 1.5 2.7 3.8 2.4

Japan
South Korea

27.1 29.1 33.5 28.1 23.4 23.5 24.4 23.0 25.1 22.6 19.1 14.0 17.5 16.8 18.8 17.1 32.4 26.3 23.8 26.0

0.9 1.6 3.0 2.1 0.7 1.5 1.4 2.2 1.0 1.5 1.4 4.0 1.0 1.1 1.1 1.6 1.0 1.5 1.7 2.U

Taiwan 7,5 2.5 1.9 2.9 0.8 0.8 0.8 1.0 1.0 1.3 1.3 4.5 2.5 2.6 2.7 3.4 1.1 1.2 0.9 2.6

Hong Kong 1.0 1.4 6.8 1.6 2.0 1.7 1.3 1.7 1.6 2.4 2.9 3.9 2.5 2.5 1.9 1.9 0.7 1.3 1.6 1.1

Other ASEAN

Countries

Indonesia _ 1.0 0.9 0.6 1.1 3.7 3.0 2.7 3.6 n.a.an.a. n.a. n.a. 0.1 0.7 0.3 0.6

Malaysia
Philippines

0.3 0.5 0.5 0.6 — — 1.5 1.4 2.1 7.3 13.6 13.2 12.4 14.3 1.0 1.9 2.4 b.8

0.3 0.7 1.5 0.2 0.6 0.9 0.8 1.9 — — — —
0.6 0.4 0.4 0.8 0.1 0.3 O.b 0.6

Singapore
Thailand

8.4 7.4 9.4 5.3 8.4 9.3 13.1 15.8 0.8 1.3 1.6 2.4 — — — —
2.9 4.1 8.0 6.1

5.3 3.0 1.2 0.6 4.6 3.6 3.4 3.5 0.3 0.2 0.3 1.0 2.2 2.7 1.7 2.1
"

aNot available.

Sources: International Monetary Fund, Direction of Trade Statistics, 1980, 1983, and 1986; for Taiwan, Executive Yuan, Statistical Yearbook of the
Republic of China, 1986.
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they are latecomers to industrialization, both tend to specialize in sim
ple, labor-intensive manufactured products for exports and hence com
pete with each other in the slowly expanding or, in some cases, even
contracting export markets, which are mainly the industrial countries.
Attempts by China to enlarge its market shares for its manufactured
exports in the industrial countries are likely, in the short run at least, to
produce some displacement effect on ASEAN's own manufactured
exports to those markets of such labor-intensive items as textiles, cloth
ing, and footwear. Table 8 serves to show that ASEAN does have
grounds for such a suspicion. China's large existing country and world
shares in such leading labor-intensive manufactures as textiles and
clothing appear formidable to the prospective exporters in ASEAN.20

This is, of course, a static way of interpreting competition. In a
dynamic context, the world market is not a zero sum situation in which
the expansion of China's exports is necessarily made at the expense of
ASEAN's exports. In the long run, competition will drive industrialists
in ASEAN to upgrade their production into more capital-intensive activ
ities along the lines the NICs are developing. ASEAN has to come face
to face with the scenario that if their chief competitor is not China, it
may be India.

A balanced picture should also take into account some of the long-
term positive effects. A prosperous China, with a market of 1 billion
consumers, need not be exclusively exploited by the industrial countries
or by the NICs. China's economic growth provides opportunities for all,
and there is no reason why some ASEAN countries should not also
strive to capture a share of the potential China market for their resource-
based manufactured exports. Thus, in the long run, sufficient economic
rationale exits for a viable relationship between China and ASEAN.

In sum, because of its successful economic reforms and open door
policy, the Chinese economy has become increasingly integrated with
the Pacific Basin, leading to the broadening and deepening of China's
overall economic relationships with the various sectors of the region. If
these trends continue, it is not difficult to envisage a future scenario in
which all the Pacific economies, including China, develop a viable "eco
nomic symbiosis" with each other, which will further enhance the
growth potential of the region as a whole.

20See Rodney Tyers, Prue Phillips, andChristopher Findlay, ''ASEAN and China Exports
of Labour-intensive Manufactures: Performance and Prospects/' ASEAN Economic Bulletin
3(3) (March 1987).



Table 8

Exports of Leading Labor-intensive Manufactures,
by Pacific-Asian Economies, 1981

Textiles, Yarn, Fabrics3 Clothingb Footwear0

Country World Country World Country World
Amount Share Share Amount Share Share Amount Share Share

Country (US$ million) (%) (%) (US$ million) (%) (%) (US$ million) (%) (%)

China 3,079 14.3 7.2 2,093 9.7 5.8 259 1.2 2.2

NICs

South Korea 2,139 10.1 5.0 3,732 17.6 10.4 1,024 4.8 9.0
Hong Kong 872 6.1 2.0 4,819 33.8 13.4 148 1.0 1.3
Singapore 309 1.5 0.7 469 2.2 1.3 41 0.2 0.4

ASEAN

Indonesia 24 0.1 0.1 95 0.4 0.3
d d d

Malaysia 125 1.1 0.3 160 1.4 0.5 32 0.3 0.3
Philippines 25 0.4 0.1 347 6.1 1.0 73 1.3 0.6
Thailand 321 4.7 0.7 344 5.0 1.0 44 0.6 0.4

aStandard International Trade Classification (SITC), 651, 652, 656.
bSITC 841.
CSITC 851.
dNot significant.

Sources: For China, Directorate of Intelligence (CIA), Handbook of Economic Statistics: China (September 1983); for ASEAN and others, see
UNCTAD, Handbook of International Trade and Development Statistics, 1984 Supplement.
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4. Soviet Economic Policies and Their
Impact on the Pacific-Asian Region

ROBERT W. CAMPBELL

Although the Pacific-Asian countries constitute one of the most
dynamic regions in the world, with a rapidly growing significance in
global affairs, the Soviet Union has not, in the past, been a very active
economic player in this region. As one source puts it, "The Soviet econ
omy, along with those of North Korea and Vietnam, are still largely
closed and contribute little if anything to the economicdynamism of the
Pacific Rim."1 The nations of the region are highly diverse—in size, in
their level of economic development, and in their relationship to the
USSR. Some are large, others small—from China, with the world's larg
est population, to tiny Brunei, with a population of 7.5 million. Some
are LDCs; some have moved from economic backwardness to the status
of NICs; Japan is the epitome of a technologically advanced country.
Some are communist, other as free market and enterprising as any in
the world. Among the communist countries, only one—Vietnam—is a
member of the Council for Mutual Economic Assistance (CMEA or
COMECON), whereas the most important one—China—is not. The
LDC members of the group have attracted a varied degree of interest
from the USSR, some being totally ignored while one—India—numbers
along the most important Soviet clients in the ThirdWorld.

The Soviet Union probably has no overarching economic policy
regarding the region as a whole. Soviet policies in the area of interna
tional economic and political relations are more easily understood as
falling under suchheadings as "policytoward the Third World," "goals
and approaches to technology transfer," "policies on COMECON inte
gration," and Soviet sensitivityorlack thereof to comparative advantage
generally. Its policies under all those headings have an impact on the
area, but as regards the past at least, it would be a mistake to assume
that those various interactions could be meaningfully aggregated into an
economic policy regarding the region as such.

aPhilip West andThomas Jackson, The Pacific Rim and the Bottom Line, briefing book for a
conference on the Pacific Rim, Indiana University, April 22, 1987, p. 14.
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Today the USSR is embarked on a new economic strategy, and one
wonders how its new plans and policies may affect its involvement with
Pacific-Asian development. There are strong hints that the Soviet Union
may be moving toward a posture of increased interest and activism
toward Asia, including a more active policyin the economicsphere. The
task of this essay is to survey Soviet economic policies toward the
Pacific-Asian region as they have emerged in the past and to assess
possible implications of the general ferment in current Soviet economic
policyfor the USSR'srelationship with the area. We begin by examining
the background of previous Soviet interaction with Pacific-Asia.

Background

It willbe useful to begin with a few reminders concerning the evolu
tion of Soviet policies in the area of international economic relations
generally over the last quarter century. The USSR has mostly favored
autarkic policies, first for itself when it was the only socialist nation,
and then for the newly established socialist bloc after World War II.
Once the socialist bloc was formed, the USSR directed most of its trade
toward the other socialist countries. At first China was an important
partner in this trade, but as a result of the Sino-Soviet dispute at the
end of the 1950s trade between China and the USSR fell drastically—
from nearly 2 billion rubles in 1959to a mere 42 million rubles in 1970.2 In
the mid-1950s, the USSR began to expand its economic ties with the
Third World, using economic aid and arms sales as the enteringwedge
of a general economic presence. In the 1970s Soviet leaders embarked
on a significant expansion of international trade in general. At the same
time, Soviet trade was to some degree reoriented away from its COM
ECON partners toward a greater emphasis on trade with the industrial
ized West. The USSR permitted, and indeed encouraged, its socialist
partners to make a similar shift. In the 1970s, Soviet foreign trade grew
in real terms much faster than total output of the economy, at about 8
percent per year versus a little less than 3 percent per year for GNP3 At
the same time, the share of its trade conducted with socialist partners
fell from 69 percent in 1965 to 53 percent in 1980.4

2Ministerstvo Vneshnei Torgovli SSSR Vneshniaia torgovlia SSSR [Foreign Trade of the
USSR], various years.
^inisterstvo Vneshnei Torgovli SSSR, Vneshniaia torgovlia SSSR v 1985 g. [Foreign Trade
of the USSR in 1985] (Moscow, 1986), p. 16; and CIA, Handbook ofEconomic Statistics, 1986
(Washington, D.C., 1986), p. 65.
4Ministerstvo Vneshnei Torgovli SSSR, Vneshniaia torgovlia SSSR, various years.
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The main motivation for this expansion of trade with the advanced
market economies was to upgrade the technological level of the Soviet
economy by importing sophisticated technology embodied in Western
machinery. Subsequently, Soviet leaders also undertook massive grain
imports from the nonsocialist economies to permit a rapid growth in
livestock numbers and meat production. In contrast to the situation in
Eastern Europe, the USSR did not go deeply into debt in the process of
expanding its imports from the West. Rather, it was able to pay for the
rapidly increasing imports from hard currency countries largely by
expanding its exports of energy—mostly oil and gas. By the 1980s,
hydrocarbon exports covered three-fourths of the USSR's hard currency
earnings.

Under these general policies the USSR developed fairly extensive
economic interaction with a number of countries in the Pacific-Asian
region. Trade with Japan grew rapidly in the 1970s—at slightly over 15
percent per yearbetween 1970 and 1980, driven to an appreciable extent
by the Soviet need to import steel pipeand otherinputsfor the expand
ing Soviet gas industry.5 Japanese tradewasalso stimulated byJapanese
provision of credits for resource development projects in Siberia, espe
cially in timber, and by the Soviet desire to acquire technology
embodied in equipment. Imports from Japan were paid for in part by
sales of oil and raw materials, some of it coming from joint development
projects in fuels and raw materials. But the USSR has traditionally had a
deficit in its trade with Japan, requiring the transfer of hard currency
earned elsewhere to pay for Japanese imports.

The USSR has had quantitatively important economic ties with its
allies China, North Korea, and later Vietnam though, as indicated, the
ties with China collapsedafter the disagreement at the end of the 1950s.
In the early 1960s, it had a significant relationship with Indonesia as a
friendly state for a short time. It developed the same kind of relation
ship with India on a much grander scale, and that tie has continued
strong and has been carefully cultivated up to the present. For years
India has ranked either first or second among the USSR's trading part
ners in the Pacific-Asian group.

Soviet economic relationships with these countries have three
facets—trade, economic aid, and military aid. Trade is covered in Table
1, which shows the growth and distribution of Soviet trade with the

5Ministerstvo Vneshnei Torgovli SSSR, Vneshniaia torgovlia SSSR, various years.



Table 1

Soviet Trade with Pacific-Asian Countries

(exports plus imports)

Country
1970 1980 1985 1985

MRa Percent MR Percent MR Percent Totalb USSR Total

Communist
China

North Korea
Vietnam

Cambodia
Laos

ASEAN

Malaysia
Indonesia
Philippines
Singapore
Thailand

Other

Japan
India

Australia

New Zealand

Burma

Sri Lanka

South Korea
Taiwan

Brunei

Hong Kong

Total

554

42

329

183

neg.c
neg.
154

113

30

neg.
8

3

1,126
652

365

62

20

4

17

neg.
neg.
neg.

6

1,834

2.5

0.2

1.5

0.8

0.0

0.0

0.7

0.5

0.1

0.0

0.0

0.0

5.1

3.0

1.7

0.3

0.1

0.0
0.1

0.0

0.0

0.0

0.0

8.3

1,541
317

572

612

3

37

658

208

60

134

83

173
5,496
2,723
1,740

781

170

8

30

10

neg.
neg.

34

7,695

1.6

0.3

0.6

0.7

0.0

0.0

0.7

0.2

0.1

0.1

0.1

0.2

5.8

2.9

1.8

0.8

0.2

0.0

0.0

0.0

0.0

0.0

0.0

8.2

4,290
1,605
1,051
1,446

100

88

483

191

94

40

90

68

7,035
3,215
3,072

546

91

7

38

n.a.

neg.
neg.

66

11,808

3.0

1.1

0.7

1.0

0.1

0.1

0.3

0.1

0.1

0.0

0.1

0.0

5.0

2.3

2.2

0.4

0.1

0.0

0.0

n.a.

0.0

0.0

0.0

8.3

57,492
57,492

n.a.£
n.a.

n.a.

n.a.

107,692
22,806
22,758

8,262
40,409
13,458

476,658
253,212
22,652
39,918
15,309

482

2,700
48,560
41,811

2,716
49,300

641,843

n.a.

2.8

n.a.

n.a.

n.a.

n.a.

0.4

0.8

0.4

0.5

0.2

0.5

1.5

1.3

13.6

1.4

0.6

1.5

1.4

n.a.

0.0

0.0

0.1

1.8

aMillion rubles. I have converted dollar values in the latterto rublesat the 1985 rateof exchange between the dollar and the transferable ruble, i.e., 1 ruble =
1.215 dollars.

klbtal trade of the partner country.
cNegligible.
dNot available.
Sources: Data for Soviet trade with the countries shown are mostly from MinisterstvoTorgovli SSSR, Vneshniaia torgovlia SSSR, various years, while those for
total trade of the partner countries are from standard U.N. sources.
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Pacific-Asian countries,6 and in Table 2, which shows the commodity
composition of that trade for 1985, a year which is reasonably represent
ative of the picture generally. As Table 1 shows, the Pacific region has
been relatively unimportant for the USSR's trade as a whole. The whole
Pacific-Asian Basin accounts today for only about 8 percent of all Soviet
trade, and of that total, most is accounted for by trade with communist
partners and the single nation of Japan. Those five countries account for
two-thirds of the Pacific-Asian total. Between 1970 and 1980, the area's
share of all Soviet trade dropped slightly as the USSR directed its atten
tion to expanding trade with the advanced market economies. By 1985,
however, the share was back to roughly the 1970level. Viewed from the
perspective of the Pacific-Asian countries, trade with the USSR is insig
nificant in their total trade activity. Japan's trade with the USSR, for
example, is only about 1 percent of its total trade. India is rather an
exception to this generalization, however, with 13.6 percent of its trade
accounted for by trade with the USSR. For many years the USSR has
been India's largest or second largest trading partner.

The composition of Soviet-Asian trade can be reasonably well
described in a few generalizations that are generally consistent with
broader Soviet trading patterns. Soviet exports to the LDC members of
the group are dominated by machinery and equipment. Such nations
provide a market in which the generally unsophisticated character of
Soviet machinery is acceptable. If Japan is omitted, machinery accounts
for 24 percent of the imports of the Pacific-Asian countries from the
USSR, against just slightly over 2 percent in the flow of goods that
advanced industrial countries import from the USSR. From the region
(again omitting Japan) the USSR receives in return mostly raw materials
and foodstuffs, with machinery accounting for only 6.6 percent,
whereas from the industrialized West 28 percent of Soviet imports are
machinery (these figures refer to 1985). Trade with Japan, however, fits
the pattern of Soviet trade with other advanced industrial countries,
with about 36 percent of Soviet imports from Japan consisting of

^e country coverage in this table does not fully reflect the prevailing concept of the
Pacific-Asian group. India is not usually consideredpartof the group, but it is impossible
to omit that nation in any view of Soviet interaction with the Asian economies generally.
On the other hand, I did not include Afghanistan or Pakistan since they seem to have little
interaction with the Pacific group. I have included some economically interesting mem
bers of the group even when the Soviet trade handbooks show no trade with them. The
small islands of the South Pacific, despite the interest the Russians have recently shown in
them, are probably too insignificant to be worth our attention when we arediscussing the
economic dimension of Soviet activity in Asia.
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machinery, whereas Soviet exports to Japan consist mostly of raw mate
rials, fuels, and other products of a low degree of fabrication.

India's trading relationship with the USSR, too, has a character
slightly different from the overall pattern. India is not as good a cus
tomer as most LDCs for Soviet machinery and equipment, and in fact
its exports to the USSR in this category exceed its imports. An interest
ing point to note about Indian-Soviet trade is that apart from the role of
machinery, its commodity composition is quite similar to Chinese-
Soviet trade. Both India and China rely heavily on exporting finished
consumer goods to the USSR to pay for their imports. China and India
may thus be seen as somewhat competitive with each other in Soviet
trade policies.

This trade exhibits some characteristic imbalances. The USSR has a

very large import surplus with Japan and, indeed, with most of the
hard currency countries. It is unclear how much of the trade shown in
Table 1 is hard currency trade, but if we take the countries whose trade
is obviously in hard currency (Japan, Australia and New Zealand,
Singapore, and Malaysia), the deficit in 1985 was 2.2 billion rubles,
equal to about U.S.$2.7 billion. For the countries with which the USSR
has trade and barter agreements, exports and imports are more nearly
balanced.

With respect to economic aid, the Asian region has again played a
relatively small role in overall Soviet international economic relation
ships. Considering the whole period since the mid-1950s, the area has
accounted for a relatively small share of all Soviet extensions of eco
nomic aid. In the earliest period, China was an important recipient of
Soviet aid, as was also Indonesia. That orientation ended relatively
quickly as a result of the Soviet break with the Chinese and the Indone
sian turn to China. Since the mid-1950s, when the Russians began to
use trade and aid as a way of expanding their influence in the Third
World, the USSR has extended a total of about U.S.$33 billion of eco
nomic aid to LDCs, of which a little over U.S.$13 billion has gone to the
Pacific-Asian area.7 Nearly all of that amount has gone to only three
countries in the area—that is, India and two of the Soviet Union's com
munist allies, Vietnam and North Korea. India was the site of some of
the Soviets' most spectacular aid projects in the 1950s and 1960s—the
Bhilai and Bokaro steel plants, for example. This emphasis on economic

7The data sources on Soviet economic andmilitary aidare highlycomplex in theirconcep
tualizations and origins. They tend to be full of estimates and inconsistencies. Rather than
trying to sort through all that in my discussion, I have relied heavily on the summaries
produced by Abraham S. Becker in ''Soviet Union and the Third World: The Economic
Dimension/' Soviet Economy 2 (July-September 1986):240.



Table 2

Commodity Composition of Soviet Trade with Pacific-Asian Countries, 1985
(in thousands of rubles)

o
00

Exports en

Chemicals, 8

Country Total Machineryb
Fuels,.

Metals*
Timber-
Lumber Ti& Residualsb

3
o

1
Communist 2,769.1 833.1 836.6 211.2 167.6 720.6

o"

China 778.8 245.6 176.4 119.6 8.8 228.4 g
North Korea 648.4 141.3 161.1 10.8 51.9 283.3 s*
Vietnam 1,165.3 377.0 457.9 80.5 93.6 156.3 Hi*

CA

Cambodia 91.1 33.4 29.5 — 10.5 17.7

Laos 85.5 35.7 11.6 0.4 2.9 34.9

ASEAN 49.5 4.1 3.2 23.1 15.7 3.3

Malaysia 10.8 0.4 — 6.9 3.5 -0.1

Indonesia 3.7 2.2 — 0.6 0.9 0.0

Philippines 10.9 — 3.2 7.1 — 0.6

Singapore
Thailand

10.7 0.1 0.0 — 9.2 1.3

13.4 1.4
—

8.5 2.1 1.5

Other 2,453.9 223.7 1,223.5 362.2 106.5 538.0

Japan 928.0 8.8 333.3 284.7 99.2 201.9

India 1,499.6 210.2 883.0 68.0 2.5 335.9

Australia 13.7 3.2 7.2 2.2 1.5 -0.4

New Zealand 4.3 1.1 — 1.2 3.1 -1.0

Burma 0.0 0.0 — — 0.0 0.0

Sri Lanka 8.3 0.3 — 6.0 0.2 1.7

South Korea n.a.c n.a. n.a. n.a. n.a. n.a.

Taiwan n.a. n.a. n.a. n.a. n.a. n.a.

Brunei n.a. n.a. n.a. n.a. n.a. n.a.

Hong Kong n.a. n.a. n.a. n.a. n.a. n.a.

Total 5,272.5 1,060.9 2,063.3 596.5 289.8 1,262.0
Percent of Total3 100.0 20.1 39.1 11.3 5.5 24.0

Total Without Japan 4,344.5 1,052.0 1,730.0 311.8 190.6 1,060.1
Percent of Total3 100.0 24.2 39.8 7.2 4.4 24.4



Table 2 (continued)

Imports
Communist 1,521.1 61.4 121.6 135.9 816.0 386.9
China 826.1 — 18.7 518.1 289.3
North Korea 402.8 61.4 101.3 99.0 97.3 43.9
Vietnam 280.8 — 28.3 200.2 52.3
Cambodia 9.1 — 8.6 0.5
Laos 2.3

— 1.0 0.0 0.5 0.8

ASEAN 433.8 0.0 73.2 97.0 208.3 55.3
Malaysia 180.4 — 7.8 69.7 84.0 18.9
Indonesia 90.5 — — 27.4 34.9 28.2
Philippines 28.8 — 28.8 0.0Singapore 79.6 — 62.9 10.0 6.8
Thailand 54.5

— 2.5
— 50.7 1.4

Other 4,441.6 1,026.0 756.9 274.8 1,917.7 466.3
Japan 2,286.9 815.8 742.7 226.4 249.6 252.4
India 1,499.6 210.2 13.8 48.4 1,057.0 170.2
Australia 532.1 — — 499.9 32.2
New Zealand 86.6 81.4 5.2
Burma 6.6 — 0.4 6.1 0.0
Sri Lanka 29.8 23.7 6.1
South Korea n.a.c n.a. n.a. n.a. n.a. n.a.
Taiwan n.a. n.a. n.a. n.a. n.a. n.a.
Brunei n.a. n.a. n.a. n.a. n.a. n.a. 8

03
m

Hong Kong n.a. n.a. n.a. n.a. n.a. n.a.

Total 6,396.5 1,087.5 951.0 507.6 2,942.0 908.4 3
Percent of Total3 100.0 17.0 14.8 7.9 46.0 14.3 £
Total Without Japan 4,109.6 271.7 208.3 281.2 2,692.3 656.0

Percent of Total3 100.0 6.6 5.1 6.8 65.5 16.0 Q
fPercent of trade falling in the various commodity groups (— indicates noneor negligible). g
"Thevalues shown forthe subcategories were obtained by summing whatever values are shown within broader categories according to the following scheme: machinery—codes cd
10-19; fuels and metals (including ores)—code 2; chemicals, timber, and lumber products—codes 3, 4, 50; textile materials and products, food commodities and products, and ffl

consumer goods—codes 51-98. The values indicated
unknown, and probably variable, composition.

cNot available.

in the handbook under each of these broad headings do not exhaust the totals, so that the resulting residuals are of P

Sources: Compiled from Ministerstvo Torgovli SSSR, Vneshniaia torgovlia SSSR, 1985, Moscow, 1986. o
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Table 3

Soviet Arms Shipments to Countries in the Pacific-Asian Region
(in US$ millions, current prices)

Country 1967-74 1975-79 1979-83

Vietnam 2,481 1,300 5,200

North Korea 480 280 210

China 191 210 130

Laos 15 100 180

Kampuchea 5 20 170

India 1,323 1,800 3,400

Total 4,495 3,710 9,290

Sources: Compiled from U.S. Arms Control and Disarmament Agency, World Military
Expenditures and Arms Tranfers, various editions. The concept is shipments of arms rather
than agreements. Figures are only approximate.

development aid to India continued through the 1970s with various
kinds of aid projects.8 Today, a principal USSR Asian ally—Vietnam—is
one of the most important recipients of Soviet economic aid. As Abra
ham Becker notes, "The most important, but least known fact, about
Soviet aid is that the overwhelming majority of it is directed toward
three communist allies—Cuba, Vietnam, and Mongolia/'9 The sources
suggest that almost U.S.$10 billion ofthe U.S.$33 billion in aidcited has
gone to Vietnam and North Korea.

Similarly, the Pacific-Asian region has not been at the top of Soviet
priorities in arms shipments, ranking a weak second to the Middle East.
Table 3 shows the main features of Soviet arms shipments to the area.
The total of U.S.$17.494 billion shown in the table represents only 16
percent of all Soviet arms shipments (essentially all to LDCs) in the
same period. The two major clients are India and Vietnam, which
together account for about 90 percent ofall Soviet arms transfers to the
Pacific-Asian area. India has been an important recipient over many
years, and for the Indians this arms trade has been extremely impor
tant. The Soviet Union is their biggest arms supplier, and the Indians
produce some Soviet-designed equipment under license. Soviet arms
shipments accounted for about 70 percent of all India'sarms imports in

8F6r a characterization of Soviet aid to these countries, see H. Stephen Gardner, Soviet
International Economic Relations: Recent Trends in Policy and Performance, California Seminar
on International Security and Foreign Policy, discussion paper no. 90, February 1981, p.
62.

decker, "Soviet Union and the Third World/' p. 240.
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the period 1979-83, and about 80 percent in 1970-79.10 North Korea has
consistently received significant amounts of Soviet arms. As Table 3
shows, China has received significant amounts of arms from the USSR
but currently receives virtually none.

The use of joint projects and industrial cooperation agreements as
vehicles for stimulating trade have been limited mostly to the Soviet
Union's interaction with Japan, the only member of the group that until
recently, at least, has had the combination of capabilities, need, and
willingness to provide credits for this kind of project. The USSR and
Japan have had a variety of cooperation projects in Siberia and some
compensation agreements, notably in timber and coal. But these have
never been terribly successful, and the Japanese have become rather
disillusioned about the prospects for this kind of interaction with the
USSR. It will be argued later that the prospects for the rapid growth of
Japanese-Soviet cooperative projects in the future are not encouraging.

The cases of Singapore, Hong Kong, and Malaysia are interesting.
These are tiny countries, and one wonders if a significant part of the
trade shown is not entrepot trade of some kind. Considering the large
imbalance in that trade, these countries may be sources for acquiring
Western goods in a setting where U.S. controls reach only weakly. If we
take official Soviet statistics at face value, the USSR does not trade at all
with Taiwan.

It has often been suggested that there is a natural trading relation
ship between the USSR and the Pacific Basin countries, founded on
geography and a supposed economic complementarity. The eastern
areas of the USSR have tremendous mineral wealth. This part of Soviet
territory is large enough and so located that it might be considered
almost a separate Asian nation; as a rapidly growing component of the
world economy, the Asian region should attract Soviet trade just by its
economic weight. But the fact is that until now the USSR and the other
Asian members of the socialist camp have not participated to any extent
in the rapid growth of the area. Even with its socialist partners in the
region, the USSR's economic connections have been weak. Only Viet
nam is a member of COMECON, and Soviet trade with the two longest-
established communist countries in the group (China and North Korea)
has been small. Trade with North Korea is tiny compared to trade with
the other members of COMECON—less than with Vietnam, and only

10U.S. Arms Control and Disarmament Agency, World Military Expenditures and Arms
Transfers, 1985 (Washington, D.C., 1985), and an earlier edition of the same source cover
ing the years 1970-79 (Washington, D.C., 1982), p. 130.
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one-fourth as big as Soviet trade with Romania, the smallest of the
European members.

To explain this anomalous situation, I would cite the following as
the major factors: (1) Economic policy towards Siberia and the other
eastern regions is tied to internal Soviet development needs; Siberia
and the Far East have not been given independence to develop on their
own in interaction with their geographically closerneighbors.11 (2) Polit
icaldisputes have minimized Soviet interaction with the biggestcountry
in the area. (3) The USSR's needs for interaction with advanced coun
tries for technology transfer are better met with ties with Western
Europe and the United States than they are with Japan or the Pacific
NICs.

Gorbachev's Economic Strategy

It is possible that the USSR's limited interaction with the Pacific-
Asian region will change under the new attitudes and policies now
being promulgated by the Gorbachev leadership. The current regime
has not, however, provided any clearcut pronouncements on the impli
cations it sees for itself in the dynamism of the Pacific region, or how it
plans to interact with this region. The closest to an outline of ideas and
attitudes on the matter is found in Gorbachev's statements when he
visited the Soviet Far East at the end of July, 1986, and a fuller evalua
tion of his speech on that occasion will be provided later. Before taking
up that topic, however, it will be useful to describe the overall strategy
that appears to be guiding all Soviet economic policies under Gorba
chev and consider what broad implications that strategy has for Soviet
policy toward the economic development of the eastern regions and
toward interaction with the Pacific-Asian region.

The driving preoccupation in Gorbachev's strategy is to get the
Sovieteconomy movingagain after the long period of deteriorating per
formance under weak leadership over the last fifteen years.12 He sees
the task as one of shifting the economy from the traditional "extensive
growth" approach "onto the path of intensive growth," a formulation
that has been repeated ad nauseam in the Soviet economic literature for
the last several years. Thetraditional Soviet strategy for growth placed a

nRobert W. Campbell, "Prospects for Soviet Economic Development/' in Donald S. Zago-
ria, Soviet Policy in East Asia (New Haven: Yale University Press, 1982), pp. 229-54; Leslie
Dienes, Soviet Asia: Economic Development and National Policy Choices (Boulder: Westview
Press, 1988).
12F6r a fuller description of Gorbachev's strategy, see Robert W. Campbell, "The Soviet
Future: Gorbachev and the Economy," in Donald W. Treadgold and Lawrence Lerner,
eds., Gorbachev and the Soviet Future (Boulder: Westview Press, 1988).
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heavy emphasis on continually expanding the flow of inputs—labor,
capital services, and natural resources—into production. Productivity
growth—more output per unit of productive inputs used—has made
relatively little contribution to Soviet economic expansion compared to
its contribution in the growth experience of other countries. Indeed,
beginning in the late 1970s, productivity change in the Soviet economy
has actually been negative. That traditional strategy is no longer
viable—the demographic situation is such that growth of the labor force
will be virtually nonexistent, large net increments in capital inputs are
increasingly hard to achieve, and the richest elements in the USSR's
patrimony of natural resources have been severely depleted. If growth is
to be accelerated in the current situation, the source will have to be
productivity increases flowing from technological change, organiza
tional improvements, reduction of waste and inefficiency, improve
ments in incentives, and so on.

The need for a transition to intensive growth had been acknowl
edged by the Soviet leadership for some time before Gorbachev, but
little had been done to translate that recognition into a set of operational
policies.13 Gorbachev has added action to analysis. The central element
in his approach in the Twelfth Five-Year Plan (covering the years 1986-
90) is structural change. A novel element in the Gorbachevian interpre
tation of intensification is that productivity increments must be sought
not only by saving capital and labor directly in each production process,
but also by saving intermediate inputs, which in the Soviet economy are
scandalously wasted. Any given Soviet machine contains more steel
than its Western counterpart; Soviet trucks use much more fuel per unit
of work than do Western models; the input of raw materials per unit of
output in chemical production is much higher than in Western plants;
similarly wasteful extravagance in use of intermediate inputs occurs in
nearly every production process. The incentive structure of Soviet eco
nomic administration is weak in motivating producers to economize on
inputs, including intermediate inputs. As one dramatic example, during
the fifteen years after the price revolution in energy (roughly 1970-85),
energy consumption in the United States remained constant while the
output of the economy grew by nearly half. In the USSR during the
same fifteen years, the growth of energy consumption was not checked
at all—energy consumption grew as fast as national output.

This general inefficiency in use of inputs is reflected in a number of
structural peculiarities of the Soviet economy, notably in an overempha-

13Robert Campbell, "The Economy/' in Robert F. Byrnes, ed., After Brezhnev: Sources of
Soviet Conductin the 1980s (Bloomington: Indiana University Press, 1983).



114 Soviet Economic Policies

sis on the sectors producing materials. Soviet steel output is huge,
energy production and consumption are gargantuan. These primary
product industries are very labor and capital intensive, and their contin
ued expansion eats up investment and other primary resources that
should be going into the production of final product. A shift in produc
tivity, if achieved, will be accompanied by shifts in structure of output,
of capital investment, and of labor force. Unfortunately, the economy is
stuck with a huge stock of productive facilities, accumulated over the
past years of extensive growth, that embody the old material-wasting
technologies. The heart of the strategy must therefore be to renovate the
capital stock, retiring old equipment and replacing it with more produc
tive equipment. This implies a dramatic upward shift in scrappage rates,
large amounts of new replacement investment, a shift in the allocation
of investment among branches away from sectors producing intermedi
ate goods, and a shift in the composition of investment away from con
struction in favor of machinery and equipment. The overall strategy,
moreover, will work only if the new machinery is of a radically more
modern design than that it replaces. Hence the first structural change
has to be in machinery production itself, through modernizing the pro
ductive capital of the machinery industries and the mix of machinery
produced.

This strategic shift inevitably means a strained machinery balance,
both in terms of volume of machinery output and in terms of quality
upgrading. The quantitative aspect will have to be dealt with by some
combination of increases in output, shifts from military hardware to
civilian machinery output, and imports of machinery. The qualitative
aspect will have to be dealt with by some combination of domestic inno
vation and technology transfer, the latter either from abroad or from the
high-tech military branches of domestic machinery production, utilizing
the experience and resources of the defense industry to upgrade civilian
machinery production.

Just how fast this restructuring can occur is not clear. But the
Twelfth Five-Year Plan envisages a considerable acceleration of invest
ment, a shift in machinery output from military hardware procurement
to civilian investment goods, strong growth differentials among machin
ery sectors, favoring the kinds of machinery capable of transforming
technology over a wide range of activities. Gorbachev has a formulaic
listing of these as microelectronics, computers, the measuring and con
trol instrumentation the Russians call priborostroenie, and the whole
complex of information technologies.

This general strategy has several corollaries for the relationship of
the Soviet Union to the Pacific-Asian region, explicitly noted in the com
mentaries of Soviet economists, or clearly implied. First, the emphasis
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on replacement of existing capital, and the policy favoring machinery
over construction in investment outlays, mean allocating investment
resources to those geographic areas where plant is already in place—
and, by implication, a reduction of greenfield investment in big new
projects in areas with expensive infrastructure requirements. Overall, I
would predict that the relative priority of investment in the Asian
regions of the USSR (i.e., the Far East, Siberia, and Central Asia) will
suffer. The proponents of eastern development have already suffered
one serious defeat in the rejection of the scheme, pushed for many
years by the Eastern lobby, to divert the north-flowing rivers of Siberia
southward to irrigate the deserts of Central Asia.14

A supplementary component of the strategy is emphasis on the
human factor, with a focus on strengthening discipline and improving
incentives. To the extent that this is a typical Soviet campaign, it might
be discounted as likely to have limited, short-run effects. But Gorbachev
appears to understand that this campaign must be backed up by a
longer-run policy of enhancing the real returnto effort. More differenti
ation is needed in money wages than exists at present. More important,
differentialmoney earningsmust be translated into realrewardsby pro
viding goods that are really desired and that are priced high enough
that people will have to strive for increased earnings to obtain them.
One of the best sources for high-quality goods that could provide real
incentives for intensive effort is the world market. The Russians might
be well advised to increase trade with Japan and the Asian NICs to
obtain modern consumer goods, following the line the Chinese have
used to some extent. Unfortunately, another corollary of the overall
strategy is that Soviet consumption is likely to suffer in the short run. To
undertake all that replacement of obsolete capital, it is necessary to
accelerate investment now, before the productivity gains provide an
increment in output. The Soviet premier, N. I. Ryzhkov, has acknowl
edged this clearly by statingthat in the Twelfth Five-Year Planthe share
of the accumulation fund in the national income will rise, implying that
the share of consumption will fall.15 This competition between invest
ment and consumption will be as sharp in import structure as in GNP
as a whole, so that the prospects for early expansion of high-quality
consumer goods imports are slight.

14In the summer of 1986, the Central Committee ordered that all work on this diversion
cease (kvestiia, August 20, 1986).
15This is in his speechto the 27thParty Congress on the Twelfth Five-Year Plan, available
in Ekonomicheskaia Gazeta [The Economic Newspaper] (weekly) (1986):11, p. 29.
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The leaders do intend to expand trade in the Twelfth Five-YearPlan,
though no quantitative target has been revealed. Premier Ryzhkov did,
however, outline the governing priorities in his report on the plan at the
27th Party Congress—"the determining factor [in expansion of interna
tional trade] . . . will be cooperation with the socialist countries ....
Trade turnover with the Chinese People's Republic will expand signifi
cantly."16 He has also said that the plan envisages wide development of
trade with LDCs.17 In general, however, it is difficult to find evidence of
intent or capability to expand imports of high-quality consumer goods
or any special priority for trade with Japan and the Asian NICs that
might provide such goods.

The structural policies underlying the Gorbachev strategy probably
depend for their success on institutional changes, but how far and how
rapidly changes in the institutional basis of the Soviet economy will
proceed is still unclear. Some institutional changes directly relevant to
the present topic have, however, already been made. The most impor
tant are some measures restructuring the foreign trade mechanism,
which in the past has insulated the Soviet economy from the example
of, and competitive pressure from, the world market. Students of the
Soviet economy generally agree that the volume of Soviet foreign trade
in the past has been less than economically optimal, and that its compo
sition and direction have suffered from too much centralization of con

trol by the Ministry of Foreign Trade. The reformers under Gorbachev
would like to change that. In particular, they hope to use the stimulus of
foreign competition to bring Soviet products up to world quality stan
dards. Beginning in January 1987, foreign trade activity was partially
decentralized by giving some producing ministries and enterprises the
right to conduct trade themselves rather than through the Ministry of
Foreign Trade.18 The producers will also receive the right to some of the
hard currency they earn through these operations, which should give
them both a motive to meet world quality standards and foreign cur
rency resources that they can use to upgrade their technology by tech
nology transfer. But this change is still in the stage of being organized,
and most observers feel that it is bound to take some time before it will

offer much stimulus to Soviet trade. It is important to remember, more
over, that the motivation for this reform is basically to stimulate suffi
cient quality improvements in Soviet machinery to make it competitive

16Ibid., p.29.
17Speech on the Twelfth Five-Year Plan, in Ekonomicheskaia Gazeta (1986):26, p. 14.
18//0 merakh po sovershenstvovaniiu upravleniia vneshne-ekonomicheskimi sviazami,,
[On measures for improving the management of foreign economic ties], Ekonomicheskaia
Gazeta (1987):4, pp. 34-35.
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in the markets of the industrialized West. Success would undercut the

traditional rationale for Soviet machinery exports to LDCs, namely, a
match between their need for simple, not-at-the-frontier equipment,
and the Soviet proclivity to produce such machinery.

The USSR has also passed new legislation permitting joint ventures
with foreign capitalists. It is reported that these ventures will be allowed
some degree of independence within the Soviet system of planning and
will be offered some financial privileges, intended to make them attrac
tive to foreign participants. Again, however, this change is so new that
we can only speculate as to the likely response of foreign capitalists to it.

The program of perestroika, or restructuring, that Gorbachev initi
ated is still evolving, and what we see so far may not fully indicate what
may happen over a longer period of time, especially in the Thirteenth
Five-Year Plan after 1990. Most observers have expressed doubts that
the kind of strategic reallocations and structural changes described here
will be sufficient to attain the productivity acceleration implied in the
growth targets for the Twelfth Five-YearPlan. Those structural changes
will required significant changes in behavior of many different economic
factors, which it is hard to imagine without significant changes in the
institutional framework of Soviet economic decision making. The tech
nical change component of the strategy, for example, is heavily depen
dent on innovation, a traditionally weak element in the Soviet system.
In the opinion of outsiders, it is unlikely that the strategic redirection
can be carried out without a great deal of decentralizing institutional
change as well. Clearly, Gorbachev and his reform-minded allies have
come increasingly to share this opinion, and the Plenum of the Central
Committee in June 1987 endorsed a much more thoroughgoing set of
reforms than had been accepted at the time of the 27th Party Congress.

There is thus a possibility of a continuous movement toward decen
tralization of the economy, with all that implies regarding local indepen
dence of decision, reliance on improved prices, and the profit yardstick
to guide those decisions. If the economy is transformed in these funda
mental ways, the consequences for foreign trade in general, and for the
attractiveness of the USSR as a trading partner, may change radically.
Giving the lower levels of the system more power in economic choices
would help pave the way for eroding further the monopoly of foreign
trade and for letting the scarcity relationships, potential gains from
trade, and quality standards evident in the world market play a more
influential role in local decisions. But it is surely premature at this point
to assume that the premise for such expectations—achieving a radical
transformation of the economic system—will come to pass.
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Implications

Against the overall background sketched, what can we say that is
more specific about particular items on a possible menu of Soviet eco
nomic expansion in Asia? I repeat that there is little in any of the pro
nouncements and actions of the recent past to tell us exactly what
Gorbachev and the leadership plan for interaction with the world econ
omy, with the Pacific-Asian region, or with individual countries and
groups within it. We do not know much about the role that part of the
world plays in their mind. We can, however, think about the prospects
for Soviet interaction with economic development in the Pacific-Asian
region in somewhat more concrete terms, and I now turn to that task.
One can approach it both in terms of general functional issues and in
terms of individual countries. The following discussion canvasses an
inventory of possible developments.

1. What are the possibilities of deautarkizing the Soviet economy,
increasing its general involvement in the world economy? The USSR
has excited speculation on this score by expressing an interest in becom
ing a member of three institutions of the world market system—the
World Bank, the International Monetary Fund, and the General Agree
ment on Tariffs and Trade (GATT). These overtures have been rather
tentative, but most observers think that the Russians will persist in
them. Membership in these groups would probably enhance Soviet
interactiveness and competitiveness in world markets. Most observers,
however, have suggested that the Soviet drive to become involved in
these organizations is intended primarily to enhance Soviet ability to
use economic issues in foreign policy, not to become a Western-style
participant in the world economy. The Soviet leaders would like to have
a voice in the discussions about the Third World debt problem. There
may be possibilities for winning friends in what are likely to emerge as
contentious debates over protectionist measures introduced by the lead
ing industrial countries. It seems disingenuous to pretend, as does one
Soviet spokesman, that they can really support the goals of GATT:
"There is no doubt that if we acceded to GATT, the Soviet Union would
fully observe the procedures and traditions of that organization just as it
strictly observes all its international obligations."19 Given the character
of the Soviet economic system, there is no way that the USSR can honor
the underlying purpose of GATTto remove trade barriers or that it can
be pressured to do so through the functional means that the GATT
machinery involves. So, overall, it is too early to predict that the Rus-

19M. Pankin, "SSSR i GATT: "Perspektivy vzaimodeistviia" [The USSR and GATT: Pros
pects for Interaction], Ekonomicheskaia Gazeta (1985):49, pp. 21.
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sians are about to become more integrated into the world economy,
responsive to scarcity relations in the world market and, because of
their size, a generally influential participant in world economic develop
ment.

2. What is likely to happen to the regional development component
of Soviet domestic policy—is there any chance that Siberia and the Far
East will receive higher priority in Soviet economic priorities, with the
corollary that this would enhance the role of Soviet involvement in
Pacific Basin economic development? As noted earlier, Gorbachev used
the occasion of his visit to Vladivostok to put forward some ideas about
regional development policy and the USSR's relationship with the
Pacific nations.20 His statements were generally interpreted as a policy
favoring an enhanced role in Asia. (The Current Digest of the Soviet Press
titled its summary of his statements, "Gorbachev Accents Soviet Role in
Asia.") One commentator has interpreted some of Gorbachev's remarks
as indicating that he would like to open Vladivostok (currently a zone
closed to foreigners) and create a Chinese-style enterprise zone around
it.21

If we examine this speech carefully, however, it provides little sup
port for the notion that the Soviet East will have an enhanced role in
Soviet economic priorities. Gorbachev did say that "the Party has
assigned a prominent place [in regional policy] to the priority develop
ment of the eastern regions ... a great deal of work regarding planning
the development of the Far East was done in the process of drafting the
Twelfth Five-Year Plan .... However, this is just the beginning of the
work to accelerate the development of the entire region." But he was
remarkably vague about what would be done to encourage eastern
development, and in laying blame and suggesting action to improve the
situation he stated that much of the responsibility for languishing devel
opment in the east lies with local organizations. The more the Soviet
leader said, the less it seemed that anything definite had been decided,
or any commitments made: "We must look at the prospects for the Far
East's economy, and this must be done quickly in view of the region's
special significance. It is important to carry this out without delay,
because the Far East's economy is developing more slowly than the

20The text of Gorbachev's speech in Vladivostok is available in Ekonomicheskaia Gazeta
(1986):32, pp. 1-5, and (1986):33, pp. 1-4. For an English language version, see Current
Digest of the Soviet Press, vol. 28, no. 30.
21Matthew Evangelista, "The New Soviet Approach to Security," World Policy Journal 3
(Fall 1986):575.
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national economy as a whole .... The region's share in all-Union
production ... is actually decreasing." In particular, nothing was said
about additional investments. The most concrete promise Gorbachev
made was that the fishing industry in the Far East would be strength
ened. He decidedly rejected the notion that the Far East should special
ize in raw materials production; it should have instead a fully rounded
economy taking in the whole cycle from materials to finished products.
Although Gorbachev acknowledged that developing the region requires
a solution to the social infrastructure problem, we cannot fail to observe
that, given how tight investment is under the strategy described earlier,
this task is likely to be neglected.

On the subject of trade, Gorbachev had the following to say:

Possibilities for an export direction for the development of the Far
East's economy will have to be fully used. At present, the region's
share in the country's exports is extremely low and very far below its
potential. What is needed here are cardinal changes and new
approaches in order to invigorate coastal and border trade, to put into
use progressive forms of economic ties with foreign countries, includ
ing cooperative production arrangements and joint enterprises, and to
create a specialized export base.

This listing of desiderata is very much in the mode of exhortation com
mon to all Gorbachev's speeches, and, as we know, his statement of
goals generally reaches far beyond the policy changes and reforms he
has thus far been able to accomplish.

In short, though Gorbachev notes the significance of the Pacific
Basin as a rapidly changing region and reminds us that the Soviet
Union is an Asian and a Pacific Ocean power, he is quite vague as to
how a new line will be translated into new behavior. And indeed he

seems to see the significance of the Asian direction more in terms of
political and security issues and possible openings for Soviet influence
than in terms of economic growth.

3. As an alternative to assigning priority to Asia as an aspect of
central policy, the combination of some decentralizing elements in Soviet
policy, including the steps that begin to undercut the foreign trade
monopoly, might lead to some regional independence in economic
development policy and more local initiative in foreign trade. There is a
precedent for independent trade initiated and controlled on a regional
basis in the Baltic area and in the Far East, that is, the so-called "border
trade." In the Far East the instrumentality for this foreign trade is an
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organizationcalled Dal'intorg, which has some independence from the
centralized foreign trade decision-making apparatus.22 But this is a
rather weak precedent, the degree of local independence having been
heretofore quite limited. Dal'intorg has operated under very severe
restrictions on the kind of goods in which it can trade and the areas in
which it can operate, either in the USSR or abroad. It can only export
goods produced in excess of plan assignments; it has no allocation of
materials, no authorization for transport services. Its imports arelimited
to consumergoods. It has been authorized to dealwith a highlycircum
scribed list of areas. Thesewereoriginally Japan, North Korea and Aus
tralia, with China added in 1983. Onthe Soviet side it can operate only
in a few borderterritories. As an indication ofDal'intorg's small role, in
1980 its turnover (then entirely with Japan) was only about 4 percent of
the USSR's total trade with that country.

Dal'intorg's powers have been extended in conjunction with the
Soviet policy of increasing trade with China.23 These operations have
expanded rapidly and reached 25 million rubles in 1985. But this is
again a tiny fraction of the 1985 Sino-Soviet trade volume of 1,605 mil
lion rubles.

Still, the precedent is there, and if the policymakers want to do so,
they could extend this kind of regional independence in trade, facilitat
ing an expansion of Siberian interaction with Pacific countries. But I see
no indication yet that anyone regards this as an important opportunity.
It is significant that in the new foreign trade legislation of early 1987
Dal'intorg did not rate a single mention.

Rather more discouraging for accelerated development of the Asian
USSR under reformed planning and decision making is the current dis
cussion about the Baikal-Amur mainline. This project was tobe a major
stimulus to Siberian development, but it now appears that in reviewing
the mistakes of the Brezhnev period many Soviet economic policyma
kers regard the BAM effort as a huge blunder. The BAM is now
described as a poorly thought-out and administered project whose

22iFor a fuller description of Dal'intorg's operations in the past, seeElisa B. Miller, "Soviet
Participation in the Emerging Pacific Basin Economy: The Roleof 'Border Trade/" Asian
Survey21(5) (May 1981):565-78.
^See, e.g., "SSSR-KNR: Dobrye traditsii prigranichnoi torgovli" [The USSR and the
PRC: The good tradition ofborder trade], Ekonomicheskaia Gazeta (1986):47, p. 23. There is
also an informative article on the role of Dal'intorg in Chinese trade in a recent issue of
Soviet Export: "The Vast Opportunities Open to Dalintorg's Local Trade," Soviet Export
(1987):2, pp. 58-61.
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promise was greatly exaggerated.24 It soaked up a disproportionate
share of the investment resources allocated to the railroads; in trying to
deal with the resulting transport bottlenecks, the railroad ministry is
likely to shift its investment priorities toward renovating its other facili
ties and away from pouring more resources into BAM. There is now
frequent commentary to the effect that under increased pressure to
cover investments out of their own resources and to cut costs, many
ministry-level planners will be even less interested than in the past in
developing the Siberian infrastructure and production facilities that the
BAM was supposed to encourage.25

4. To what extent can the Pacific-Asian economies playa role in the
Soviet desire to import technology to upgrade Soviet productivity?
Many believe that Gorbachev's goals for technological upgrading cannot
be met without more technology transfer from abroad. On the other
hand, it is quite clear that the current mood among the Soviet leader
ship is to turn away from Western technology imports. Gorbachev took
the opportunity, during a speech at the Baikonur cosmodrome in the
summer of 1987, to restate emphatically that the USSR does not need
outside technical help. He praised the work of the space program as a
completely indigenous technical achievement and added that "there is
no need for us to go abroad, hat in hand" to obtain technology.26 The
new decree reorganizing the foreign trade institutions, along with its
decentralizing goals, also makes it very clear that its drafters consider
that the USSR has been importing a great deal of unnecessary equip
ment.27

To the extent that the Soviets will expand their technology imports,
the most likely partner for the purpose among the Asian nations is
Japan. Some of the Asian NICs might alternatively serve as partners in
modernizing production methods. They exhibit arapidly rising level of
technical sophistication and expertise. If the USSR were to develop

24Fbr example, an article in lzvestiia, August 21, 1987, excoriates the lack of any realistic
forecast ofthe cost ofthe BAM (which has turned out tobetwice what was estimated), of
possible traffic (it today carries less than 1million tons of freight per year versus the 35
million ton forecast used to justify the project), ofwhere the funds would come from to
build the production facilities that were supposed to generate traffic for it. Asummary of
the article is available in Current Digest ofthe Soviet Press 39(34) (1987):22.
^"BAM: problemy kompleksnogo osvoeniia" [The Baikal-Amur mainline: Problems of its
complex masteryl, Ekonomicheskaia Gazeta (1987):29, pp. 8-9. Another article along the
same lines used the attention-getting title, "Why Are the Rails of the BAM Rusting?"
26Ekonomicheskaia Gazeta (1987):21, p. 1.
17Ekonomicheskaia Gazeta (1987):11, p. 29.



ROBERT W. CAMPBELL 123

closer relations with South Korea, for example, this country might be a
valid substitute for Japan in this role. What possibilities and signals can
we detect regarding this possible stimulus to Asian trade? The Soviet
modernization program could certainly benefit from Japanese experi
ence, especially in automated production, which is one of the directions
the current Soviet economic strategy heavily emphasizes. On the other
hand, it is an area in which the Soviet leaders seem intent on develop
ing this technology domestically. Moreover, it seems more and more
evident that Japanese success in introducing robotics and flexible manu
facturing systems flows as much from careful attention to production
management, and from worker and management culture, as from tech
nical wizardry. When U.S. firms have tried to implant the new tech
niques in ourowncountry, we have learned that the toughest problems
are found in the need to totally retrain workers and management,
change thewhole culture of production, and so on. It isvery difficult to
imagine the Russians introducing these kinds of changes in intimate
interaction with, and underthe guidance of, foreign partners.

As for the Soviet joint venture gambit, it seems more oriented
toward theWest than to Asia. Inany case, most observers are skeptical
about its chances of success. Successful cooptation of Western invest
ment, technology, and managerial knowhow is too far out of line with
everything we know about the habits, thoughts, and inclinations built
into the Soviet industrial structure. Foreign businessmen who have
looked at the idea carefully think that the Russians have been more
sensitive than the Chinese to the need to allow the foreign partner to
make profits by permitting joint ventures tohire labor at domestic prices
(the Chinese make the joint venture pay external labor rates). But one
observer notes that the law "calculates Western investment at the
grossly distorted official ruble rate, which in effect means that outside
firms will furnish mostof the capital for less than 50 percent control."28
The most discouraging feature is that joint venture production plants
would have to operate in the standard Soviet framework, which means
just too much frustration for the outside partner. Though the Soviet
press reported toward the end of its first year that several hundred
projects were under discussion, the program had generated only a
handful of agreements. But it is reported that the Soviet officials con
ducting the negotiations seem to be willing to ease the rules to accom
modate the concerns of potential Western partners, and over the long

•8George Melloan, inWall Street Journal, May 12, 1987, p. 29.
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haul this program may become a serious avenue for bringing in
advanced-country partners, including the Japanese.29

5. Injoint projects involving resource development, foreign credits,
and technology transfer under Soviet control (with compensation
through exports of the output of the project), Japan is again the prime
candidate for those who see growing Soviet interaction with Pacific-
Asian economies. The experience of recent years, however, has led
many commentators to believe that the prospects for Japanese trade in
general, and this kind of joint development agreement in particular, are
not encouraging. One author has put the case in the following way:

The rapid expansion of trade between the USSR and Japan during the
1960s was the result of a special combination of factors that is highly
unlikely to reoccur. The high level of commercial cooperation that
existedbetween the two states was an exception rather than the rule.

The largest portion of Japanese-Soviet trade has been conducted
under the umbrella of large goverment-to-government joint projects
and funded with state supported credits.30

First, conditions have changed to make Japan much less interested in
Siberian energy and mineral supplies than in the past, as a result of
conservation and diversification of supplies. After the oil shock, Japan
greatly reduced its needs for energy by undertaking conservation and
structural changes. Between 1973 and 1985, energy consumption per
unit of output was cut by almost 50 percent inmachinery, 30 percent in
steel, 35 percent inceramics and cement, 40 percent in chemicals, and
50 percent in nonferrous metals.31 In any case, Japanese experience with
Soviet performance under the previous arrangements was sufficiently
discouraging to leave them without much interest in getting into such
arrangements again.

Second, the Japanese are not especially interested in expanding
subsidized credit to the USSR. China probably represents a better field
for such cultivation, and they have given ten times as much credit to
China as to the USSR.

On the Soviet side as well, the motivations and conditions have
changed. The Russians are today more interested in exporting finished
products than raw materials. The current line in the Soviet press regard-

29According tothe Wall Street Journal, October 27, 1987, p. 32, Western businessmen were
toldin the summer of1987 that the rules are tobe amended to remove some features that
have discouraged Western interest.
30Gordon B. Smith, "Recent Trends inJapanese-Soviet Trade," Problems of Communism 36
(January-February 1987)56-64.
31Takao Tomitate, "Japan's Energy Issues for the Future," Energy in Japan (March 1987):6.
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ing economic relations with Japan is that although trade has been
declining, it could expand once again on a new basis. Soviet authors
acknowledge that the Japanese are less interested in importing fuel and
energy resources than in the past and are under U.S. domination in
terms of export controls on high-technology equipment. (The Toshiba
case would seem to suggest that important Japanese firms may well
respond to the incentive of profits from high-tech sales evading export
controls, but the subsequent reaction by the Japanese government sug
gests a significant strengthening ofthe barriers to such deals.) The pro
posed newbasisforexpanded tradeconsists ofagreements in whichthe
Japanese would help develop lines of production at intermediate levels
of fabrication and technology and would take back part of the output in
payment. They also see the Japanese as attractive partners in such
efforts as modernizing the Soviet steel industry. It is difficult to seehow
theJapanese stand tobenefit from any of these proposals. The Japanese
would hardly want tobuy back steel, which, after all, has been a major
Japanese export to the USSR.32

6. Is there some role for consumer goods on the basis of the reason
ing described earlier—that is, to raise the quality and variety of con
sumer goods to enhance worker incentives in the Soviet economy? Ifwe
think about the kind of consumer goods that could be imported to do
this, imports from the Asian economies would be the fastest way to
achieve dramatic results. It has always seemed to me that the Russians
must envy the United States, which has the toiling masses ofAsia pro
ducing fancy electronic goods, automobiles, clothing, and many other
consumer goods to support the American way of life. Soviet ideology
would no doubt describe this as imperialist exploitation, but the USSR
seldom scruples to seek economic advantage for itself justbecause such
actions are condemned in others. (It feels no embarrassment from its
alignment with the OPEC cartel, with monopolistic diamond-marketing
arrangements, and so on.)

So far, however, the USSR has denied itself these goodies from
Japan and the NICs. It has imported a few personal computers from
Japan, and this would seem to make good economic sense on a large
scale, forgoing domestic production of this now-routine item. But the
Russians are generally exceedingly reluctant to give up even a weak
domestic development effort in any technical area. In any case, if they
want to expandconsumer goods imports, theywould prefer to use Viet
nam andChina assources toavoid further strain ontheir hard currency

"SSSR-Iaponiia: Za dinamizatsiiu delovykh otnoshenii" [The USSR and Japan: For
making business ties more dynamic], Ekonomicheskaia Gazeta (1986):43, p. 21.
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balance of payments. Such development would not beinconsistent with
the ambitions of the Chinese, who want to export consumer electronics,
textiles, personal computers, and other modern consumer goods, espe
cially as China feels increasing protectionist pressure from Western mar
kets. The SovietUnioncouldalso get more varied andbetter foodsttiffs
from China and could certainly use Chinese grain.

To sum up, there is probably a fundamental comparative advantage
rationale for expanded imports of consumer goods from those Asian
countries that are already modernized, or are moving in that direction.
In the long run that is anencouraging possibility, but at the moment it
conflicts with Soviet investment-consumption priorities.

7. The USSR's strongest economic tie in Asia is with India, and we
may wonder how much room there is for expansion in that direction.
USSR-Indian trade has expanded fitfully, but whenever its growth has
languished some new development has been injected to keep it grow
ing. Both the Russians and the Indians have political as well as eco
nomic motivations to cultivate this link. There has been a kind of
natural trading relationship based on Indian needs for, and Soviet abil
ity to provide, development assistance, arms, and an outlet for exports
of foodstuffs and consumer goods. But changing conditions may be
causing theoldcomplementarity to diminish.33 The Indians are having a
difficult time meeting Soviet desires for rising quality in consumer
goods and foodstuffs; on the other side, as Indian producers become
more sophisticated, they are less eager to accept Soviet equipment in
lieu of more modern Western equipment. Moreover, rather than
depending on Soviet turnkey plants, they want to exercise an indige
nous capability to create production facilities, using Western and
domestically produced equipment as well as Soviet. They also want to
expand their own machinery exports.

8. A central place in Gorbachev's new attitude toward Asia is
accorded to China policy, andtheUSSR hasundertaken some economic
initiatives here.34 A trade agreement covering the years of the Twelfth
Five-Year Plan was signed in 1985. The agreement sets a goal of 12
billion rubles for total trade turnover in the Twelfth Five-Year Plan,
growing from thelevel of 1,605 million rubles in 1985 to3billion rubles
in 1990. The composition of this trade is not fully spelled out, but the

33This theme is developed in detail in Dilip Mukerjee, "Indio-Soviet Economic Ties,"
Problems ofCommunism 36 (January-February 1987):13-24.
^Fbr adescription ofthese initiatives, see E. Bavrin (Deputy Minister ofForeign Trade of
the USSR), "SSSR-KNR: Perspektivy delovykh otnoshenii" [The USSR and the PRC:
Prospects for business ties], Ekonomicheskaia Gazeta (1987):7, p. 20.
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USSR will concentrate on exporting machinery, including machinery to
reequip the plants it helped the Chinese build in the earlier era of eco
nomic assistance (seventeen such reequipment projects are envisaged,
along with construction of seven new plants). The Chinese will send
back largely agricultural productsand consumer goods, plus some min
erals, chemicals, and machinery. It seems reasonable to expect that con
siderable expansionof this trade canoccur if political conditions permit
it. Further expansion is likely to be along the lines of the structure
already indicated. There are inhibitions, however. The Chinese will
want to retain ties with the rest of the capitalist world and to avoid
becoming excessively committed to the Russians. They were burned
once by excessive economic dependence on the USSR, and that has left
a very powerful memory. Also, as mentioned earlier, the Chinese-Soviet
and the Indo-Soviet trading relationships are to some extent substitutes
for each other, both in political terms and in comparative advantage
terms. To the extent one flourishes, the other is likely to languish.

9. What possibilities for trade exist with those LDCs that have not
heretofore figured prominently in Sovieteconomic and political activity
in Asia? Specifically, what about the ASEAN countries? On the whole,
these countries are anticommunist, but sometimes more anti-Chinese
than anti-Soviet. Gorbachev specifically mentioned Pacific-Asian coun
tries in his Vladivostok speech: "We are prepared to expand ties with
Indonesia, Australia, New Zealand, the Philippines, Thailand, Malay
sia, Singapore, Sri Lanka, Nepal, Brunei, and the Republic of Maldives
and with the youngest independent participants of the region's political
life/'

The traditional Soviet approach to such countries has been the offer
of economic development assistance and/or military aid. There have
been many indications that the Soviet leaders have come to consider the
burden of economic aid they haveundertakenin the past as too large in
relation to what they have gotten from it. Western writers have seen
such economic aid as one element in the "cost of empire" that is
thought to have burdened Soviet growth. In my view, however, we
should not exaggerate that burden. One careful review of the Soviet
experience with economic assistance concludes:

It would be safe to predict that domestic economic limitations will con
strain both the growth rate and the generosity of terms for Soviet eco
nomic aid. Unless Soviet economic prospects brighten considerably
more than now seems likely, limited resources will probably continue
to retard Soviet efforts in the Third World . . . [Nevertheless,] one
might expect a continued Soviet search for the type of LDCprojectthat
also promises to contribute to Soviet development needs, and a hard-
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ening of terms (hard currency repayments, better interest rate) where
possible.35

If this kind of perspective is valid, it would certainly not rule out possi
ble Soviet approaches to suchcountries as the Philippines or to Indone
sia. There can always be instability, generating opportunities for the
USSR. The Philippines, for example, is likely to have serious economic
troubles and might be a tempting target for Soviet economic assistance
and enhanced trade.

10. The South Pacific deserves at least a mention in this inventory of
possible action areas. Diplomatically, and in terms of security relation
ships, the area could be important, but it has negligible relevance to
Soviet economic involvement in the Pacific. An economic rationale for
enhanced Soviet activity in the South Pacific is difficult to define.

Conclusions

The new Soviet leadership has certainly expressed an interest in
playing a more important role in the Pacific. One might say that the
USSR is now actively engaged in diplomatic initiatives with countries
Gromyko didnoteven know existed. One cannot help butbeimpressed
by the greatly enhanced emphasis on the region and its importance in
the current Soviet economic press as well as in recent Soviet literature
on external relations. Gorbachev and his advisors are sufficiently sensi
tive interpreters ofworld trends toknow thatthis will bean increasingly
important part of the world economy. The USSR is frustrated at its
inability to exert a strong influence in the Pacific-Asian region, with its
major instrument—military power—stymied by the various triangles in
whichit is caught up. UnderGorbachev, Soviet diplomacy in the region
has become much more flexible and inviting. An expanded economic
relationship with the region would be a powerful additional foreign
policy instrument. Indeed, unless it can generate a more lively eco
nomic involvement, the USSR's isolation and impotence in Asia will
increase.

Nevertheless, as we review the major themes of the Gorbachev eco
nomic strategy, focused as it is primarily on domestic targets and instru
ments, little room exists for radically expanded economic activity in the
Soviet East, and on that basis an increased involvement in the Pacific
economy. Despite the argument of geographic propinquity, the Pacific
economy hasnotbeen a strongly interesting region for the USSR in the
past, and the underlying conditions do not change rapidly. Despite his

35Abraham S. Becker, "Soviet Union and the Third World: The Economic Dimension/'
Soviet Economy (July-September 1986):2, pp. 248, 258.
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political interest in the area, Gorbachev's priorities in economic affairs
are likely to undermine rather than to enhance what complementarity
there has been in the past. As one of the most knowledgeable geogra
phers specializing on the USSR has put it, "If irreplaceable regional
development programs, such as the oil and gas efforts in West Siberia,
are taken out of the equation, the very essence of the Gorbachev eco
nomic policy, with its stress on improving the existing economic poten
tial, implies a shift in orientation from vast, undeveloped open spaces of
the east to the great centers of economic activity in the west."36 The
heartland of Soviet economic development lies in the European USSR,
and much of Gorbachev's plans are focused on that area. To the extent
his domestic strategy requires greater involvement in the world econ
omy, Gorbachev will find that the natural partner is Western (and East
ern!) Europe rather than the Pacific-Asian countries.

36Theodore Shabad, quoted in Leslie Dienes, Soviet Asia: Economic Development and
National Policy Choices (Boulder: Westview Press, 1987). This is a major theme in Dienes's
own treatment of Siberian development and is related to a more general proposition of the
book, namely, that in the USSR regional policy has always been subordinated to ' 'metro
politan" concerns.



ASEAN as an Economic Region:
Individual Policies for Greater

Interdependence

DANTE B. CANLAS

In the 1970s, South Korea, Taiwan, Hong Kong, and Singapore
emerged as newly industrializing countries, exporting manufactured
products on a global scale. The three East Asian economies—South
Korea, Taiwan, and Hong Kong—together with the Southeast Asian city
state Singapore has since stirred the curiosity of many economists. The
latter's attention has since been directed to the other countries in the
Pacific-Asian basin, namely, the four other members of ASEAN: Malay
sia, Thailand, the Philippines, and Indonesia.

Great interest has centered on extracting some generalizable results
from the experience of the Asian NICs. A large body of work focuses on
the question: Can the success of the four Asian NICs be duplicated?
Alternatively, is there a blueprint for successful industrial development
that the other developing economies in Southeast Asia can imitate?

In a search for possible answers to these questions, I assume that a
major objective of the four developing ASEAN economies is to bring
about a transformation from a predominantly agriculturaleconomy to a
modern industrial one.1 In other words, the goal is industrialization.
The speed of the transition is conditioned by several factors, including
the manner in which productionis initially organizedand the availabil
ity of supportive institutions in and out of government.

By industrialization I have in mind what Harry Johnson once suc
cinctly described:

Industrialization, properly speaking, involves the organization of pro
duction in business enterprises characterized by specialization and
division of labor both within and among themselves; this specialization
is based on the application of technology and of mechanical and elec
trical power to supplement and replace human effort and motivatedby
the objectives of minimizing costs per unit and maximizing returns to

1This problem is treated in dual-economy models of growth; see,e.g., Dale W. Jorgenson,
"The Development of a Dual Economy/' Economic Journal (June 1961):307-34; and in Dale
W. Jorgenson, "Surplus Agricultural Labor and the Development of a Dual Economy/'
Oxford Economic Papers (1967):288-312.
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the enterprise. ... So conceived, industrialization is an economy-wide
phenomenon, applying to agriculture and the service trades as well as
to manufacturing; the essence of it is not the production of the prod
ucts typically considered as "industrial" but the rational approach to
the production process that it embodies.2

To speed up transformation of the ASEAN economies it is requisite
that the countries open themselves up and promote greater interdepen
dence with the rest of the world through trade in goods, technologies,
services, and securities. On this score, however, a diversity of opinions
exists regarding the desirability of expanding international economic
relations. These differing attitudes can be traced to a variety of eco
nomic, political, and traditional factors that influenced the design of
economic policies at various points in time.

This essay has two interrelated objectives. First, I want to provide a
brief review of the postwar industrialization policies of Malaysia, Thai
land, Indonesia, and the Philippines while comparing or contrasting
them with some policies of the Asian NICs—presented here as models of
what is achievable in terms of successful industrialization. Second, I
advance some conjectures on emerging policy shifts in the ASEAN coun
tries and their possible impacts on fostering greater interdependence not
just within the Pacific-Asianregion but with the rest of the world.

My review of policies is selective in nature, limited to a body of
rules that can be regarded as constituting a policy regime. This focus
helps advance the analysis without miring it in discretionary or fre
quently changed actions of government economic authorities. Thus,
inward orientation or import substitution with its high tariffs and quan
titative restrictions is considered a policy regime, as is outward orienta
tion with flexible exchange rates.

Toset the stage for the twin objectives of this essay, the next section
presents a development status report for the ASEAN countries and the
Asian NICs followed by surveys of specific industrialization policies,
prevailing macroeconomic policies, and emerging policy trends.

Some Characteristics of Developing and
Transitional Economies

ASEAN Economies

As an approximate description of the state of economic develop
ment of the four ASEAN countries, I present here the levels and growth

2Harry G. Johnson, Economic Policies Toward Less Developed Countries (New York: Praeger,
for Brookings Institution, 1967).
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Table 1

Output and Growth Rates of Per Capita Income, 1985

Average Annual
Growth Rate of GNP

GDP GNP per Capita per Capita (%)
Country (US$ millions) (US$) 1965-85

Malaysia 31,270 2,000 4.4

Thailand 38,240 800 4.0

Philippines 32,590 580 2.3

Indonesia 86,470 530 4.8

Source: World Bank, World Development Report (Washington, D.C., 1987).

rates of per capita income. These measures may be inadequate as indi
cators of economic development; they are useful, however, to the extent
that reflecting on them opens up thoughts about other important
issues, such as production capacity and population growth. The devel
opmental role of the latter is widely acknowledged, but I will not be
concerned with it here. Rather, my review is limited to the allocativeand
efficiency effects of some economic policies, the extent to which they
might improve or impede the growth of a given economy's productive
capacity.

Unless otherwise indicated, the figures in this section are all taken
from the World Bank's World Development Report of 1987. Table1 presents
1985 figures for real gross domestic product, real GNP per capita, and
average annual growth rates of real per capita income. Malaysia, which
has the smallest population base among the four, had the highest GNP
per capita of $2,000. It was followed by Thailand with $800 and the
Philippines with $580. Indonesia, the most populous among the four,
had a per capita GNP of $530. Although Indonesia had the lowest per
capita GNP, it posted the highest growth rate of GNP per capita, an
average of 4.8 percent for the period 1965-85. Malaysia was the next
fastest growing in the group with 4.4 percent, followed by Thailand
with 4.0 percent. The Philippines, which experienced an output con
traction of 11percent in 1984 and 1985, could only post an average of 2.3
percent growth rate for the period. If these growth rates persist, Indone
sia can hope to double its income in 14.3 years, Malaysia in 15.7 years,
Thailand in 17.2 years, and the Philippines in 30 years.

All four countries still have a large portion of their labor force
engaged in agriculture. In 1980, Thailand had 71 percent of its labor
force in agriculture, followed by Indonesia and the Philippines with 57
percent and 52 percent, respectively. Malaysia still had 42 percent of its
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Table 2

Output and Growth Rates of Per Capita Income, 1985

Average Annual
Growth Rate of GNP

GDP GNP per Capita per Capita (%)
Country (US$ millions) (US$) 1965-85

Hong Kong 30,730 6,230 6.1
Singapore 17,470 7,420 7.6
South Korea 86,180 2,150 6.6
Taiwan 53,814 2,830 5.7

Sources: World Bank, World Development Report (Washington, D.C., 1987). Taiwan's GDP
and GNP per capita are for 1984; the growth rate is for 1965-84. These figures are taken
from its National Income Accounts and Statistical Yearbooks.

laborforce in agriculture. In termsofthe sharein grossdomestic product,
the agricultural sector accounted for 27 percent in the Philippines, 24
percent in Indonesia, 21 percent in Malaysia, and 17 percent in Thailand.

If we view industrial transition as the point at which the percentage
of the labor force engagedin industry overtakes that engagedin agricul
ture, it can be argued that the four ASEAN economies are still con
fronted with the old problem of how an industrial sector can emerge
from a predominantly agricultural economy. In terms of employment
generation for workers released from the agricultural sector, the service
trades appear to be picking up the slack. The ASEAN economies seem
to be skipping a beat in their industrialization drives, moving from an
agricultural to a postindustrial stage in which the service sector plays a
prominent role in job creation. Unlike many modern postindustrial soci
eties, however, the service-sector jobs in the developing ASEAN coun
tries involve low-skill, low-wage personal services.

A major concern of the four ASEAN economies is to bring about a
sufficiently rapid capital accumulation in the industrial sector. This is
crucial so that workers released from agriculture are not rendered
unemployed, exceptfor a brief period of mandatory search and training
when they make the transition from agriculture to industry.

Asian NICs

To demonstrate what is achievable in terms of successful industrial
ization, this section presents some development indicators for Hong
Kong, Singapore, South Korea, and Taiwan. Table 2 presents figures for
output and growth rates of per capita income for the four Asian NICs.
In 1985, Singapore had the highest per capita real income of the four
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with $7,420, followed by Hong Kong with $6,230. In 1984, South
Korea's per capita income level was $2,150; for Taiwan it was $2,830.
There was also a diversity in average growth rates of real per capita
income in 1965-85: 6.1 percent for Hong Kong, 7.6 percent for Singa
pore, and 6.6percent for SouthKorea. Taiwan's average growth rate for
1965-84 was 5.7 percent. If these growth rates are maintained, Singa
pore's per capita income can double in 9 years, South Korea's in 10.4
years, Hong Kong's in 11.3 years, and Taiwan's in 12.1 years.

A Brief Survey of ASEAN Industrialization
Policies

All the ASEAN countries, at the start of their industrialization
drives, adopted essentially the same approach: import substitution or
inward orientation. This strategy provided them with an opportunity to
demonstrate their industrial expertise. Consumer products that were
previously imported were manufactured locally; processing plants for
some standardized intermediate products were established. At the time,
it was believed that import substitution was a good way to conserve
scarce foreign exchange.

A strong impetus to import substitution came from the surge in
economic nationalism that followed the emergence of the ASEAN coun
tries as politically independent nations or city-states (all except Thailand
had been at one time or another under colonial rule). To demonstrate
that they could be economically self-reliant, these countries shifted from
importation to domestic production. This inward orientation, however,
gave rise to some difficulties, bringing in their wake a host of interven
tionist moves from government, many of which could not pass the
requirements of traditional public finance. Government intervention in
many instances demonstrated uncertainty about what externalities or
market failures had to be corrected; infant industry arguments were also
used sparingly. In these ways, inefficiencies at the microeconomic level
were bred.

When import substitution began, a number of production con
straints had to be overcome. The ASEAN countries had limited supplies
of skilled workers and managerial talents, and they were not capable of
producing the capital goods needed to produce import substitutes.
Given a low-quality human resource base, the shift from imports to
local production meant higher production costs. The people behind the
import-substituting enterprises asked for protection, and governments
responded by setting up a maze of tariff and nontariffbarriers designed
to keep competing imports out.

The seeds of protectionism were nurtured at this stage, a trend
accompanied by the institution of a strong activist role for government
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in planning industrial development. This is the origin of a phenomenon
currently visible in allthe ASEAN countries, namely, the prominent role
played by investment and industrial planning boards in selecting the
industries that can qualify for special fiscal incentives. The practice
involves the replacement of private entrepreneurs by bureaucrat-
managers in choosing industrial "winners." Usually, however, once
these handpicked industries are subjected to strict cost-benefit tests,
many fail.

The need to import capital goods ran into foreign-exchange con
straints, thereby opening up government intervention in the allocation
of foreign exchange. Local currencies were fixed and overvaluation
became prevalent. This policy served to subsidize imports. In the pro
cess, however, incentives to export were damaged. Further, pure
import-substitution strategy led to chronic trade deficits and balance-of-
payments problems. Internally, the protected industries tended to be
capital intensive, weak in providing employment for a growing labor
force. These external and internal imbalances had to be confronted.

To address their external imbalances, the ASEAN countries realized
that they had to temper import substitution with an outward-oriented
or export-promoting strategy. This strategy they adopted to varying
degrees. Those that pursued consistent trade and exchange-rate poli
cies, giving equal incentives to import substitutes and exports, were
more successful in handling their external imbalances than those that
did not.3 The outcome was expanded international trade relations.
Meanwhile, the countries that maintained biases in favor of import sub
stitutes experienced a worsening of their balance-of-payments prob
lems. To ease temporary liquidity problems, they turned to the
International Monetary Fund. When the problems persisted, however,
they were forced to contend with the high conditionally practices pre
scribed by the IMF to client countries with fundamental balance-of-
payments difficulties.

3The Asian NICs are prime examples of countries that adopted successful outward-
oriented strategies. This success is due to the consistency of trade and exchange as well as
rate policies, according to Bela Balassa, ' 'Export Incentives and Export Performances in
Developing Economies: A Comparative Analysis," Westwirtschaftliches Archiv 114 (1978);
and Bela Balassa, "Policy Responses to Exogenous Shocks in Developing Countries,"
American Economic Review 76 (1982): 1020-34. Supply-side policies by the Asian NIC gov
ernments, however—such as underpricing of investment goods relative to consumption
and government goods—are regarded as the key factor by Colin Bradford, Jr., "Trade and
Structural Change: NICs and Next Tier NICs as Transitional Economies," World Develop
ment 15 (1987):299-316.
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As for correcting internal imbalances, opportunities for achieving
full employment presented themselves in the late 1960s. Producers in
the more developed countries oftheworld found it profitable tosubcon
tract the labor-intensive stages of production to manufacturers in less
developed countries. Precut garments from the United States, for exam
ple, were shipped to export-processing zones of some LDCs for sewing
and packaging, then were reexported to the United States. Production
arrangements like these helped some LDCs come close to their full
employment goals. Those thatmanaged toreach full employment expe
rienced rising wages, a phenomenon that motivated them to extend
labor subcontracting to more capital-using, downstream production
processes, thus setting into motion mechanisms for sustained growth of
output. Among the ASEAN countries, these developments in interna
tional trade helped somewhat in easing underemployment and unem
ployment problems, but the degree of success differed markedly.

We have noted in the previous section the diversity in levels and
growth rates of real per capita incomes among the ASEAN economies.
We have also pointed out the seemingly similar approaches to industri
alization that wereadopted. How, then, canwe account for the variance
in their current development status?

Focusing solely on production issues, it is helpful to examine the
different policy responses these countries adopted during the supply-
shocked years of the mid-1970s and early 1980s. This period saw a dra
matic risein the relative price ofoil. Exporters ofprimary products, after
a brief commodity boom, saw their terms of trade deteriorate. Oil-
exporting developing countries, of course, were able to cushion the
shocks. In the early 1980s, when the Third World debt crisis emerged
openly, a major source of foreign financing contracted as commercial
lending to sovereign borrowers byforeign banks dropped precipitously.

The LDCs responded to these shocks in different ways. The evi
dence seems to show that those that undertook deficit and inflationary
financing went through some temporary growth of output, which then
petered out. Atthe same time, countries that resisted depreciating their
currencies also performed dismally. Among the oil-importing ASEAN
countries, the Philippines exemplified the worst case. The government
pegged the exchange value of the peso and racked up huge budget
deficits, the financing of which led to high inflation rates. The reces
sions the country went through in 1984 and 1985 arose mainly from the
inappropriate policy responses to the supply shocks. As a result, in
terms ofreal per capita income growth rate it now lags behind the other
countries in the ASEAN region.
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Country Policies

Which of these four ASEAN countries will make the next industrial

transition into the ranks of the NICs? Here I will briefly survey individ
ual country strategies and their favored microeconomic policies. It is
beyond the scope of this essay to isolate the effects of each policy; what
I will do instead is focus on their macroeconomic outcomes to deter

mine if any structural adjustment is indicated.

Malaysia

Malaysia's early efforts to industrialize took the form of special fis
cal incentives granted under the Pioneer Industries Ordinance of 1958.
Romeo Bautista, for instance, reported that Malaysia provided incen
tives to firms with pioneer status, giving exemptions from the 40 per
cent company income tax and providing subsidies for infrastructure
services such as electricity, water, and transport in industrial estates.4

As a follow through to these initial efforts, the Malaysian Industrial
Development Finance Berhad was created in 1960 to extend medium-
and long-term loans and technical assistance to manufacturing enter
prises. In 1965, the Federal Industrial Development Authority was
established, taking over the task of industrialization. In 1968, the Invest
ment Incentives Act was passed. In introducing a new set of fiscal
incentives, it superseded the 1958Pioneer Industries Ordinance of 1958.
Export-oriented industries were accorded specific incentives, and free
trade and export processing zones were set up in selected parts of
Malaysia.

The industrialization efforts of Malaysia may be classified into three
major thrusts: manufactured exports, agroindustrial processing, and
heavy industry development. The manufacturing sector has been grow
ing rapidly: during the periods 1971-75 and 1975-80, the sector grew at
an average annual rate of 13.6 percent and 13.3 percent, respectively. For
1980, the share of manufacturing in total exports was 22 percent.5 In
1970-74, Malaysia started with the development of labor-intensive man
ufactured exports. According to Ariff, Lim, and Lee, the sharp increase
in exports of manufactured products during this period was mainly
accounted for by four product groups: electrical machinery, footwear
and clothing, textiles, and miscellaneous manufacturing. The establish-

4Romeo M. Bautista, "Industrial Policy and Development in the ASEAN Countries,"
monograph series no. 2, Philippine Institute for Development Studies, October 1983.
5Mohammed Ariff, Chee Peng Lim, and Donald Lee, "Export Incentives, Manufactured
Exports, and Employment: Malaysia," discussion paper no. 84-09 (Quezon City, Philip
pines: Council for Asian Manpower Studies, December 1984).
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ment of export-processing zones propelled the growth of exports in
these industries. Multinational firms located in the zone subcontracted

the labor-intensive stages of production—such as sewing of garments
and mounting of semiconductor chips on a plane—andreexported these
products later. The benefits to Malaysia came mostly from the earnings
and employment generated by labor subcontracting.

Malaysia is a major exporter of primary products such as rubber,
palm oil, and tin. Like other similarly situated exporters, Malaysia has
found an agro- or resource-based industrial processing very appealing.
Thus the Fourth Malaysia Plan of 1981-85 targeted further development
of resource-based industrial projects, particularly in the processing of
cocoa, palm oil, and crude petroleum, together with the manufacture of
rubber- and wood-based products for both export and home consump
tion.6

More recently, the industrialization of Malaysia took on a heavy
industry component. The government established the Heavy Industries
Corporation of Malaysia in 1980 to plan, coordinate, and implement
investment in heavy industries. Specific projects planned for implemen
tation include basic metals and general engineering, transport equip
ment, other equipment and machinery, building materials, paper and
paper products, and petrochemical products. The government has
started a Malaysian car manufacturing program.

A centerpiece of Malaysia's development plan is greater bumiputra
(Malay) participation in industries. Its New Economic Policy (NEP)
envisions a restructuring of equity participation along ethnic lines.
Thus, according to Ariff, Lim, and Lee, in 1980 the budget had a
scheme whereby companies conforming to the NEP equity restruc
turing would have their income tax rates reduced from 40 percent to 35
percent.

The economic problem posed by the bumiputra is the extent to
which it crowds out or bars the entry to key positions of non-bumiputras.
To the extent that the latter are a complement rather than a substitute
for bumiputra, the policy can lead to inefficient arrangements in which
output is needlessly reduced. There is casual evidence that this may be
the case. Hence, the Malaysian government does not now strictly
enforce greater bumiputra participation in industries.

Reviewing the macroeconomic performance of Malaysia, we find
that the average growth rate of real per capita income was 4.5 percent
during the period 1965-85. The average annual rate of inflation was 3.1

6Bautista, "Industrial Policy," p. 13.
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percent in 1980-85, down from 4.9 percent in 1965-80.7The moderation
in inflation may be traced to the decline in the growth rate of nominal
money holdings. For 1965-80, money growth rate was 21.5 percent. This
decreased to 15.5 percent in 1980-85. Given Malaysia's prudent mone
tary policy, forces that tend to weaken the nominal exchange rate were
held in check.

Turning to its balance of payments, we find that Malaysia had a
current account deficit of US$723 million in 1985. Its gross international
reserves stood at US$5.7 billion, equivalent to 3.7 months of imports.
The country has a total long-term external debt of US$17.9 billion. Debt
service as percentage of GNP was 16.9 percent, and as percentage of
exports it was 27.5 percent in 1985.

Malaysia's ability to maintain a low inflation rate helped prevent
undesirable macroeconomic fluctuations arising from inappropriate
monetary policies even during the supply-shocked period of the mid-
1970s and early 1980s. In 1985, however, the government budget deficit
was 9.4 percent, which could be a problem area. If a deficit of this
magnitude persists, a high inflation regime could be ushered in, a situa
tion that could jeopardize long-term prospects for growth. Given the
tightening of foreign commercial bank loans for development finance, a
persistent current account deficit might also prove vexing to output and
employment objectives.

Thailand

Thailand's drive for industrialization started in the 1960s with an

import substitution strategy. It then adopted an outward-oriented
approach in the 1970s with an eye towards increasing its exports of
manufactured products. Government plans include as a next step the
development of capital-intensive, heavy industries. The New Invest
ment Promotion Act was introduced in 1962. Selected import-
substituting industries were accorded special fiscal
incentives—duty-free imports and tax exemptions, for example. Mini
mum plant sizes were stipulated, leading to the establishment of large-
scale manufacturing.8 The Export Promotion Act was passed in 1972,
providing for tax rebates on imported inputs. Subsidized credit facilities
were set up to provide financing to export-oriented industries. As
reported by Bautista, the next stage of Thailand's industrialization is the
development of basic industries, including iron and steel, soda ash, and
newsprint.

7All figures are from World Bank, World Development Report (Washington, D.C., 1987).
8Bautista, "Industrial Policy/' p. 23.
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Thailand, which received a structural adjustment loan from the
World Bank that was approved in 1982, is committed to introducing
fundamental policy reforms in agriculture and industry. Macroeconomic
policy reforms, designed to keep the government budget deficit and the
current account deficit in the balance of payments manageable, form
part of these commitments. According to Thailand's development
plans, the agricultural sector's productivity is targeted to be raised over
a longer time horizon, to be balanced by productivity growth in the
industrial sector.

Thailand appears to have weathered the lure of low interest rates
worldwide during the early part of the 1970s. Its debts were US$16.7
billion in 1984. This involves a debt-service ratio of 26 percent. This
figure is higher than Indonesia's, but Thailand appears not heavily bur
dened by it. Thailand has maintained an average growth rate in real
GNP of 4-5 percent. Some see Thailand as on the threshold of joining
the ranks of the NICs, an optimism palpable in recent journalistic
accounts.9

In an excellent survey of Thai economists writing in English, how
ever, Peter G. Warr and Bandid Nijathaworn point out that a distinct
contrast emerges between the work of foreign authors and Thai econo
mists in their assessment of Thailand's long-term prospects.10 For
eigners, they suggest, sometimes compare Thailand with the Asian
NICs, whereas Thai writers tend to emphasize the structural problems
of their economy.

Thailand's macroeconomic performance showed an average growth
rate of 4.5 percent from 1965 to 1985. The country was able to weather
the tumult of the mid-1970s and the early 1980s in the sense that it was
not engulfed by a serious balance-of-payments crisis. This outcome has
been attributed, among other factors, to the appropriateness of Thai
land's exchange-rate adjustments. The baht, which is pegged to the
dollar, was devalued by 10 percent in 1981 and by 15 percent in Novem
ber 1984.

In any discussion of Thailand's economic performance by Thai
economists the balance of payments looms large. A persistent current
account deficit burdens the economy. In 1985, the deficit was equivalent
to 5 percent of GDP. A modest surplus came about in 1986, but this was
mainly the result of favorable oil prices. By 1985, Thailand's external

9Philip Bowring, "While Others Falter," Far Eastern Economic Review, June 25, 1987,
pp. 68-74.
10Peter G. Warr and Bandid Nijathaworn, "Thai Economic Performance: SomeThai Per
spectives," Asian-Pacific Economic Literature 1(1) (May 1987):60-74.
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debt was US$17.5 billion. The long-term debt service as a ratio to
exports rose from 17 percent in 1980 to 26 percent in 1985. Thailand is
also plagued by a deficit in the national government budget, about 5
percent of GDP. Its tax structure and tax collection machinery, Thai
writers stress, need to be improved. Warr and Nijathaworn sense that
Thai economists feel little enthusiasm about reverting to the import sub
stitution policies of the 1950s and 1960s. Still, they discern a protection
ist element in some writings.

Thailand, no doubt, shares the problems of the other less developed
countries. But it has shown itself capable of making the proper adjust
ments. This is the real basis, it seems to me, for the optimism about
Thailand's prospects.

Indonesia

Among the five ASEAN countries, Indonesia is the most populous
and largest in land area. These characteristics have provided the impe
tus for policymakers to opt strongly for import substitution, relying on
the large size of the domestic sector to generate economic growth.

When Suharto came to power in 1966, he initiated a New Order in
which public investment projects concentrated on the rehabilitation of
the country's infrastructures. In 1967, a Foreign Investment Law was
enacted to provide special fiscal incentives to foreign investors. A devel
opment plan, Repelita 11969-74, was prepared. For the period 1970-79,
the industrial sector grew by an average of 11.3 percent. Most of it came
from import-substituting industries such as food processing, wheat
flour, textiles, paper, and fertilizers. Indonesia set up an Investment
Coordinating Board to oversee foreign investments and domestic indus
trial projects eligible for incentives. Some of the special incentives
included tax exemptions, accelerated depreciation allowances, duty-free
importation of raw materials, and capital equipment.

Because Indonesia is an oil-exporting country, with the oil-price
shocks of 1973-74 and 1979-80 it was able to enjoy a boom. This wind
fall, however, worked against the development of an exporting manu
facturing sector—a veritable Dutch disease problem. Indonesia also
relies heavily on an agro- or resource-based industrialization strategy.
Thus in 1985, it banned exports of logs to support investments in ply
wood, veneer, and furniture making. It also planned for investments in
heavy industries: aluminum plants, smelters, and steel mills. It has an
aeronautics industry project that is experiencing a scarcity of workers
such as skilled engineers.

There is a developing consensus that Indonesia must expand its
manufactured export sector and reduce its dependence on earnings
from oil exports. In line with this thinking, Indonesia has adopted a
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policy package designed to increase the competitiveness of its products
in world markets, including cheaper export credits, export credit insur
ance, and relaxation of some foreign exchange controls.11

Among the four ASEAN countries, Indonesia has turned in the
highest average growth rate of real per capita income at 4.8 percent. Its
average inflation rate for 1980-85 was 10.7 percent, on a money growth
rate of 23.6 percent. For 1985, its current account deficit was US$1.8
billion, equivalent to 2 percent of GDP. Gross international reserves in
1985 was equivalent to 3.2 months worth of imports. Its long-term exter
nal debt stood at US$35.8 billion in 1985. Long-term debt service as
percentage of exports was 25.1 percent.

Indonesia, like Malaysia and Thailand, seems to have made the
appropriate policy responses that enabledit to avert the debt crisis that
befell many LDCs in the early 1980s. In 1985, the government had a
budget surplus of 1.5 percent of GNP. With oil prices firming up at
about US$18 per barrel, Indonesia's prospects appear bright.

Even if Indonesia has committed some policy mistakes in the past,
they have not been sufficiently damagingto the economy's performance
in the long run. This is probablythe main reasonthat a group of foreign
bankers recently established a new loan facility for Indonesia even
though the latter had not asked for it. The market fundamentals at this
stage look acceptable.

The Philippines

The import substitution phase of Philippine industrializationbegan
in the 1950s. Import and foreign exchange controls were set in place to
support the import-substituting thrust. In the late 1950s, however, the
import substitution strategy appeared to have lost steam, and by 1967,
an Investment Incentives Act creating the Board of Investments (BOI)
was enacted. BOI-registered firms were given special fiscal incentives
similar to those the other ASEAN countries were granting.

In the late 1960s, the Philippines encountered a serious balance-of-
payments problem that led to the Export Incentives Act of 1970, which
was designed to stimulate the exports of nontraditional products. Dur
ing the 1970s, and especially after the oil priceshock of 1973, the Philip
pines resorted to expansionary fiscal policies that led to large
government budget deficits. It succumbed to the low interest rates dur
ing the period, resorting to foreign borrowingto finance its budget and
current account deficits. In 1983, the debt-service ratio rose to an intoler
able level, and with a sluggish export sectorthe Philippines was forced

iaBautista, "Industrial Policy," p. 10.
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to declare a moratorium on repayment of principal on its foreign debts.
As of 1984, the external debts stood at US$28 billion, involving a debt-
service ratio of about 30 percent. In 1986, the Aquino government came
to power and began a return to constitutional democracy. The executive
and judicial branches of government have recently been joined by a
legislative body, with the recent conduct of a congressional election.
Under this arrangement, economic policies will no longer emanate
solely from the executive branch. Congress, via legislation, is expected
to play an important role in the formulation of economic policies. And
insofar as the judiciary may choose to interpret some legislation as
unconstitutional, thereby setting a precedent for future decisions in the
process, this branch of government also becomes an important source of
public policy.

The Philippines, like Thailand, is the recipient of a structural adjust
ment loan from the World Bank. It is therefore committed to carry out
macroeconomic, trade, and exchange-rate policy reforms. Because of its
extensive exposure to high conditionality loans of the IMF, its domestic
policies are constrained by IMF conditionality practices.

In 1986, the recession that began in 1984 was arrested. The growth
rate of GNP was a very modest 1.5 percent. The price level declined by
0.3 percent. As far as macroeconomic performance is concerned, its bal
ance of payments is still the major problem area. As noted, the Philip
pines went through a balance-of-payments crisis in 1983. The servicing of
its external debt, which is currently about US$28 billion, requires massive
improvements in the trade account. So far, however, little progress seems
to have been made. In 1986, the trade deficit was US$202 million.

The persistence of the trade deficit can be traced to an inappropriate
exchange rate policy. Focusing on the peso-dollar nominal exchange
rate, we find that between December 1984 and 1985 the nominal
exchange value of the peso declined by 3.7 percent. If we adjust the
nominal exchange rate for differences in price movements in the Philip
pines and the United States, however, we note that the real exchange
value of the peso in relation to the dollar increased by 8 percent. The
strengthening of the real exchange rate largely explains the trade deficit
for 1986. This was something that the economy could ill afford. The
strengthening of the peso led to high nominal interest rates. Since
investors did not expect the exchange rate to hold up, given the increas
ing trade deficits, they required a higher nominal rate to compensate
them for the expected fall of the peso.

These expectations were revealed in the credit and financial markets.
In early November 1987, one-year Treasury bills in the United States
yielded 6.9 percent, whereas bills of the same maturity in the Philippines
returned 15.3 percent to their holders. Since the interest-rate parity condi-
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tion can be expected to hold approximately, we deduce that investors
anticipated a fall in the value of the pesoby 8.4percent. Unless the peso
is allowed to seek its free-market level, high nominal interest rates will
persist in the Philippines. This has a dampening effect on investment
that can adversely affect the long-term productive capacity of the econ
omy. During the first three quarters of 1987, the economy grewby about
5.5 percent. A strong peso plus the income growth fueled the rise in the
demand for imports. This was not accompanied by a rise in exports. As a
result, the trade deficitbecame worse. The Philippines has made substan
tial progress in trimming the budget deficit and curbing inflation. The
propensity to fix the nominal exchange rate, however, and to commit a
fraction of the Central Bank's foreign reserves to its defense exposes the
economy to balance-of-payments crises.

Emerging Policies for Greater
Interdependence

The ability of the ASEAN countries to loosen the constraints
imposed by their balance of payments can in the long run dictate the
extent of interdependence that they can forge with the rest of the world.

I have noted how the ASIAN NICs became integrated with the
world trading environment: by adopting an outward-oriented strategy
and by avoiding an incentive structure heavily biased towards import
substitutes. The ASEAN countries are working, in varying degrees, on
some structural adjustment programs designed to usher in a more lib
eral trade regime.

Both Thailand and the Philippines, for example, are committed to
some form of trade liberalization under existing structural adjustment
loans with the World Bank. To promote labor-intensive manufactured
exports, for instance, an import liberalization scheme has been initiated
involving the removal of quantitative restrictions on imports of some
intermediate goods and their replacement by more or less uniform tar
iffs. The list of imports to be liberalized include items like textile yarn,
iron and steel products, and chemicals. The obstacles to import liberali
zation spring from the presence of some interest groups that benefit
from the trade barriers. To the extent that these groups are able to lobby
successfully within the existing political structure for maintenance of
protection, import liberalization is bound to move very slowly.12

12Fbr insights into the persistenceof protection in the ASEAN countries, see the compen
dium of papers in Christopher Findlay and Ross Garnaut, eds., The Political Economy of
Manufacturing Protection: Experiences of ASEAN and Australia (Sydney: Allen & Unwin,
1986).
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In an effort to increase the value added dimension of their primary
exports, ASEAN countries find agroindustrial processing for exports
very appealing. Here they try to extend farther down the processing of
agriculturalraw materials, such as copra into coconut oil and coconut oil
into fatty alcohol. One of the problems posed by agroindustrial process
ing is the foreign exchange requirements of imported capital equipment.

In the mid-1970s up to the early 1980s, many less developed coun
tries liberalized the capital accounts in their balance of payments. This
strategy was encouraged by the availability of excess petrodollars and
low interest rates initially. When it was not accompanied by a liberaliza
tion of the trade account that stressed exports of manufactured goods,
however, debt crises erupted. Given the external debt problems of many
Third World countries today, a downsizing of commercial bank lending
is to be expected in the remainder of this decade. To improve LDCs'
capital accounts, the program has shifted to attracting direct foreign
investments. ASEAN countries tend to favor incentive schemes for
attracting foreign investors, though some countries like Indonesia are
now downplaying such plans. Special fiscal incentives such as tax
exemptions, duty-free importations, and interest rate subsidies are quite
common.

One problem that arises from the granting of special fiscal incen
tives is this: the governments granting special fiscal incentives forgo
revenues that can support public investment programs in roads, ports,
telecommunication systems, and other social overhead capital. It is rele
vant to ask: What will serve the internal and external balance targets
better—granting special fiscal incentives to foreign investors, or collect
ing the taxes and using these to fund worthy public investment pro
jects?

In situations where the protective structure is maintained, the pol
icy to attract foreign investors may not serve export-oriented objectives.
Some multinational enterprises, for instance, are known to engage in
tariff-jumping with the intention of selling solely in the local market.
The incentives in place, along with the protection against competing
imports, ensure that these enterprises realize a profit even if they sell
only in the domestic market of the host country.

Although the ASEAN economies are indeed interested in foreign
capital inflows through direct investments, some faintheartedness is still
discernible among them. Foreign ownership normally involves ceilings
on allowable shares—say, 40 percent of total. In adhering to ceilings, the
ASEAN countries may be forgoing some benefits that emanate from
different forms of industrial connections. Other ownership arrange
ments exist; either licensing or 100 percent foreign ownership through
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subsidiaries may deliver more benefits to the host country than joint
ventures.13

In the case of joint ventures, the maintenance of local content pro
tection to encourage the use of local materials is a popular strategy.
Again, deadweight losses may accrue from this arrangement without
the knowledge of the host country. Entrepreneurs who are adept at
absorbing foreign technologies, if forced to observe local content
requirements, end up with suboptimal and higher-priced outputs.14

Economic Cooperation

The emerging policy pattern invites questions about whether it can
contribute to greater economic cooperation among the ASEAN econo
mies. Economic cooperation has been much discussed in ministerial
meetings, but so far these discussions have produced no tangible
results.

Two of the most discussed areas for economic cooperation have
been a plan for industrial complementation and preferential trading
agreements.15 The economic case advanced for industrial complementa
tion rests on expected gains from the realizationof scaleeconomies and
specialization. An infant-industry argument is being presented for pref
erential trading agreements. According to this thinking, intra-ASEAN
trade with preferential tariff rates would be invoked initially to shield
some industries from foreign competition.

Both these endeavors for enhancing economic cooperation have so
far been limited in their implementation. There are several reasons for
this outcome. First, the models of successful industrialization—the
NICs—reached their present levels of development without resorting to
industrial complementation and preferential trading agreements. But
the deeper explanation probably lies in their varying endowments of
human and physical capital, which affect the level and growth rates of
per capita incomes in each country. This existing capacity serves to
define the kind of trade that will emerge as a natural market response.

In the near term, as the developing ASEAN economies try to make
headway with manufactured exports—whether through labor subcon
tracting or a more extended integration of production processes—trade
liberalization within the region is not likely to occur. Trade will take

13See, e.g., Pranab K. Bardhan, "Imports, Domestic Production, andTransnational Verti
cal Integration: A Theoretical Note," Journal ofPolitical Economy 90 (October1982):1020-34.
14Fbr a formal treatment of the allocative effects of localcontent protection, see Gene M.
Grossman, "The Theory of Domestic Content Protection and Content Preference," Quar
terly Journal of Economics (November 1981):583-603.
15Bautista, "Industrial Policy," pp. 32-35.
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place with the more developed economies. With increasing per capita
incomes, intra-ASEAN trade might open up to take advantage of trans
port cost savings. When this happens, the type of trade currently
observed among developed industrial economies might begin to
materialize—intraindustry trade with monopolistic competition.16

Conclusion

This essay has reviewed industrialization strategies and the emerg
ing policy pattern among the four developing ASEAN economies. (The
neglect of Singapore is deliberate, since I have focused on the drive for
industrialization by the four countries using the Asian NICs, including
Singapore, as models of dynamic economies in transition.) Based on
this review, I have attempted to make some conjectures on the probable
impact of these policies in promoting greater interdependence.

16Kelvin Lancaster, "Intra-Industry Trade Under Monopolistic Competition," Journal of
International Economics 10 (1980): 151-75.



Economic Policies of the South Asian

Countries and Their Impact on the
Pacific-Asian Region

GUSTAV F. PAPANEK

Three major developments in South Asia and in the world economy
during the last decade are having a considerable impact on South Asia's
relations with the international trading system generally and especially
with the Pacific-Asian region. They are:

1. For the first time in the forty years since most of the South Asian
countries became independent, all are simultaneously trying to shift
from an autarkic, inward-looking, import substitution strategy to a more
outward-looking strategy that promotes manufactured exports. (South
Asia includes India, Bangladesh, Pakistan, Sri Lanka, Nepal, Bhutan,
and the Maldives, but this essay is limited to the first four countries,
which account for about 99 percent of the region's economic activity.)

2. As a result of technological change in the OECD countries, espe
cially the microelectronics revolution resulting in spreading automation,
these countries will find themselves foreclosed from exporting some
labor-intensive manufactures that have traditionally provided employ
ment in the early stages of industrial export development. This will
increase the pressure on them to move massively into activities that are
not being successfully automated. Inevitably they will be competing
even more vigorously with other countries in a limited number of
industries.

3. While historically South Asia has been a major importer of food-
grains, these countries have virtually ceased importing as a group and
are likely to become net exporters in the not too distant future.

In analyzing these developments, one must distinguish between
changes that have already taken place or are in progress, and those that
remain probabilities. More important, these changes need to be ana
lyzed in the context of similar changes taking place elsewhere, espe
cially in other Pacific-Asian countries. That context will be discussed as
each of the changes is examined in turn. Finally, the sheer size and
potential of these countries need to be kept in mind. South Asia's popu
lation is about 1 billion. Some of the larger countries, especially India,
have trained personnel—notably engineers and technicians—in num
bers matched by only a very few other countries. (India alone is reck-
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oned by the International Labor Organization [ILO] to have the second
largest reservoir of professional, technical and related workers outside
the centrally planned economies, eclipsed only by the United States.) In
size and economic potential South Asia as a whole is quite comparable
to China.

The Shift to an Export-Oriented Strategy

Although there were some exceptions—Pakistan in the 1960s, about
which more later—historically South Asia has been themajor area in the
world whose manufactured exports, and nontraditional exports more
generally, have remained far below its potential and have declined as a
share of world trade. For most of their forty-year history after indepen
dence, these countries have pursued an inward-looking strategy. With
an overvalued currency, the demand for imports generally far exceeded
the availability of foreign exchange. Imports were restricted by import
licenses. These were awarded by government (1) on the basis of past
imports of a given commodity and by a given firm; (2) in relation to the
presumed importance of a given good (more for such necessities as food
and cloth, less for luxury goods, or inputs into such goods) and the
availability of competing goods produced domestically; and (3) partly
on the basis of political pressure, connections, and outright bribery.
Producing for the domestic market behind high barriers to imports,
which could reach hundreds and even thousands of percent,1 could be
highly profitable. Those able to get import licenses for especially scarce
goods, or for the inputs needed to produce them, were virtually assured
of phenomenal profits in most cases (e.g., in Pakistan, rates of return of
50-100 percent on industrial investment were not unusual in 1959, and
they were even higher for importers).2

Exporters of nontraditional goods clearly faced heavy discrimination
under such a system. For many years they were exporting at a rate of
three to five rupees to the U.S. dollar. Simultaneously, those producing
for the domestic market were in a much better position: they were com
peting with importers who paid 7 to 15 rupees per dollar of imports as a
result of the protection provided by import licenses.

The consequences were predictable: South Asian exports declined
steadily as a share of world trade, from 1.9 percent in the late 1950s to

aGustav F. Papanek and Daniel Schydlowsky, "Shadow Prices: Comparative Advantage
and Trade Policy for Bangladesh, Executive Summary/' report prepared for the World
Bank in 1980 (Boston: Center for Asian Development Studies, Boston University), unpub
lished.

2Gustav F. Papanek, Pakistan's Development: Social Goals and Private Incentives (Cambridge,
Mass.: Harvard University Press, 1967).
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Table 1

Total Exports from South Asia
(in billions of US$ and as % of world exports)

Sri South
Bangladesh3

$ %

India

$ %

Pakistan Lanka Asia World

Year $ % $ % $ % $

1958 n.a.b n.a. 1.2 1.2 0.3 0.3 0.4 0.4 1.9 1.9 100
1960 n.a.b n.a. 1.3 1.1 0.4 0.3 0.4 0.3 2.1 1.7 118

1965 n.a.b n.a. 1.7 1.0 0.5 0.3 0.4 0.2 2.6 1.5 170
1970 n.a.b n.a. 2.0 0.7 0.7 0.3 0.3 0.1 3.1 1.1 286

1975 0.3b 0.04 4.4 0.5 1.0 0.1 0.6 0.1 6.3 0.8 812
1977 0.5b 0.04 6.4 0.6 1.2 0.1 0.8 0.1 8.7 0.8 1,047
1980 0.7b 0.04 8.4 0.4 2.6 0.1 1.0 0.1 12.7 0.7 1,883

1981 0.7b 0.04 8.4 0.5 2.9 0.2 1.0 0.1 13.0 0.7 1,851
1982 0.7b 0.04 8.8 0.5 2.4 0.1 1.0 0.1 12.9 0.8 1,716
1983 0.7b 0.05 8.7 0.5 3.1 0.2 1.1 0.1 13.6 0.8 1,666
1984 0.9b 0.06 8.5 0.5 2.6 0.1 1.4 0.1 13.4 0.8 1,763
1985 1.0b 0.06 9.9 0.6 2.7 0.2 1.3 0.1 15.0 0.8 1,783
1986 0.9b 0.04 9.4 0.5 3.4 0.2 1.2 0.1 14.9 0.7 1,989

aSince Bangladesh becameindependent only in 1971, and beforethen was EastPakistan,
data for that country are included in the figures for Pakistanat least until 1971 in this, and
subsequent, tables.
bNot available.

Sources: United Nations, Yearbook of International Trade, various issues; International
Monetary Fund, International Financial StatisticsYearbook, 1986.

less than half that share from the mid-1970s on (see Table 1). With
respect to manufactured goods, the decline was equally dramatic.
Between 1960 and 1980, world trade in manufactures increased sixteen-
fold (in current prices), whereas Indian exports increased only seven
fold (see Table 2). The share of India in world trade of manufactured
goods declined from 0.85 percent to 0.4 percent. The performances of
Pakistan, Bangladesh, and Sri Lanka were stronger. But because of
India's weight in the total, South Asia as a whole increased its manufac
tured exports only nine fold over the same twenty-year period, declin
ing by a striking 50 percent from 0.9 percent to 0.6 percent of world
trade.

But the potential of the region can be seen in the periods when
policy was designed to encourage exports. In the 1960s, for instance,
Pakistan adopted an export subsidy for nontraditional exports. As a
result, manufactured exports increased fourfold, while for the world as
a whole such exports increased less than threefold, a 15 percent annual
growth rate for Pakistan and an 11 percent rate for the world. All four
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Table 2

Manufactured Exports from South Asia
(in US$ billions and as % of world manufactured exports)

Sri South

Bangladesh3

$ %

India

$ %

Pakistan Lanka Asia World

Year $ % $ % $ % $

1958 n.a.b n.a. 0.5 n.a. n.a. n.a. neg.c neg. n.a. n.a. n.a.

1960 n.a.b n.a. 0.6 0.85 0.1a 0.1a neg. neg. 0.7 0.9 70

1965 n.a.b n.a. 0.8 0.75 0.2 0.2 neg. neg. 1.0 0.9 109

1970 n.a.b n.a. 1.0 0.5 0.4 0.2 neg. neg. 1.5 0.7 202

1975 0.2b 0.03 2.2 0.4 0.6 0.1 0.02 .003 2.9 0.6 519

1977 0.2b 0.04 3.4 0.5 0.7 0.1 0.04 .006 4.4 0.7 672

1980 0.5b 0.04 4.4 0.4 1.3 0.1 0.17 .01 6.4 0.6 1,144

1981 0.4b 0.04 4.0 0.4 1.4 0.1 0.23 .02 6.1 0.5 1,125
1982 0.4b 0.04 5.1 0.5 1.4 0.1 0.27 .02 7.2 0.7 1,080
1983 0.5b 0.04 5.0 0.5 2.0 0.2 0.30 .03 7.7 0.7 1,088
1984 0.6b n.a. 5.4 n.a. 1.8 n.a. 0.39 n.a. 8.2 n.a. n.a.

1985 O^ n.a. 6.0 n.a. 1.3 n.a. 0.42 n.a. 8.0 n.a. n.a.

1986 n.a.b n.a. n.a. n.a. 1.9 n.a. 0.56 n.a. n.a. n.a. n.a.

aR>r Pakistan, 1960 figures are for 1961.
bNot available.
Negligible; less than US$0.5 million.

Sources: United Nations, Handbook of International Trade and Development Statistics, 1983;
United Nations, International Trade Statistical Yearbook, various issues; International
Monetary Fund, International Financial Statistical Yearbook, 1986; Indian Ministry of Finance,
Economic Survey, 1986-87; Bangladesh Bureau of Statistics, Monthly Statistical Bulletin of
Bangladesh, October 1986.

countries began to push exports in the late 1970s or early 1980s, some
times with dramatic results. Bangladesh, in part by a rapid devaluation
of the currency, achieved a 13 percent rate of growth in manufactured
exports in 1977-85 and increased such exports in the 1980s by about 50
percent. The most far-reaching policy changes came in Sri Lanka after
1977, when a sharp devaluation was accompanied by a decline in con
trols and the encouragement of foreign private investment. A 37 percent
per annum rate of growth in manufactured exports was reached by
1984, albeit on a small base, involving small absolute amounts and
highly concentrated in garments. But even when the base was larger,
the increase in manufactured exports in Sri Lanka was more than three
fold in 1980-86. Pakistan nearly tripled its total exports in the period
1977-83. These declined slightly in 1983-85, as booming remittances
along with rising aid following the Afghanistan conflict resulted in
sharply rising domestic demand. As other sources stagnated, however,
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another push increased exports again in 1986. Even India achieved a 50
percent increase in the 1980s while world trade in manufactures stag
nated. All of South Asia saw a 25 percent increase in manufactures
between the average for 1980/81 and that for 1984/85.

Garment exports were the big success story for much of South Asia
in the 1980s (see Table 3). Even in the late 1970s, South Asia was a
negligible factor in world garment trade, with exports totaling less than
US$300 million. In 1987, Indian garment exports alone were expected to
reach at least $1.3 billion. Bangladesh was exporting half that, and even
small Sri Lanka was exporting about the same amount as all of South
Asia a decade earlier. Garment exports had increased about tenfold in a
dozen years at current prices.

What is more, the rapid growth in manufactured exports occurred
in South Asia during the 1980s, when world trade in manufactures
essentially stagnated. That growth was the result of deliberate policy:
beginning in the late 1970s, all four deregulated their economies and
shifted to an emphasis on promoting exports, especially manufactured
exports, by improving their relative prices. While Pakistan (then includ
ing the present Bangladesh) had partially adopted such a strategy in the
1960s, that decade had been one of stagnant manufactured exports (in
real terms) for both India and Sri Lanka. The late 1970s were the only
time in postcolonial history when all four countries moved deliberately
towards greater reliance on the market, and especially the world mar
ket. The change was least and most hesitant for India, but in terms of
Indian history, which had been determinedly inward looking for thirty
years, the change was significant.

In the last decade the South Asian countries have also become

major exporters of people. Before the sharp decline in oil prices, official
and unofficial remittances to Pakistan from those working abroad
reached an estimated US$5-6 billion a year and were by far the largest
source of foreign exchange. Official remittances to India have also
grown rapidly and reached about US$2.5 billion, with smaller but sig
nificant amounts to Bangladesh and Sri Lanka.

These countries have, however, only begun to compete in the world
market for services. In bidding for contracts—for example, to take
responsibility for major construction projects rather than simply sup
plying labor to contractors—South Asian firms have been handicapped
by government controls, just as they have been handicapped in export
ing nontraditional goods. They became major suppliers of labor when
specific governments changed their policies from controlling to encour
aging labor exports (e.g., in Sri Lanka after 1977). If policies were simi
larly to encourage the organized export of services—as policies in South
Korea do, for example—then some of the South Asian countries have



Table 3

Major Manufactured Exports, South Asia
(in millions of US$ and % of total manufactured exports from each country)

India

Machinery
and

Transport Other Basic
Clothing Textiles Equipment Chemicals Manufactures3 Miscellaneous

Year $ % $ % $ % $ % $ % $ %

1957 n.a.b n.a. 424 70 4 1 12 2 146 24 21 3
1960 2 neg.c 465 78 8 1 15 3 87 15 23 4
1965 13 2 581 76 22 3 23 3 140 17 32 4
1970 36 3 461 43 106 10 47 4 355 33 63 6
1975 195 9 600 28 322 15 116 5 802 37 127 6
1977 430 13 882 26 375 11 147 4 1,515 44 100 3
1980 590 13 1,145 26 622 14 315 7 1,417 32 343 8
1981 593 15 1,053 26 613 15 332 8 1,097 27 335 8
1982d 466 9 947 19 n.a. n.a. 386 8 n.a. n.a. n.a. n.a.

1983 542 11 1,226 25 n.a. n.a. 344 7 n.a. n.a. n.a. n.a. O

1984 610 11 1,052 20 n.a. n.a. 289 5 n.a. n.a. n.a. n.a.

1985 744 13 1,480 27 n.a. n.a. 391 7 n.a. n.a. n.a. n.a. g
1986 768 <

includes such major
etc.

items as leather, metal manufactures, lumber manufactures, iron and steel, nonferrous metals, paper and paperboard,

kjSFot available.
^Negligilble. R
Figures for 1982-86 were obtained from Indian Ministry of Finance, Economic Survey, 1986-87.

Source: United Nations, Yearbook of International Trade, various issues.



Table 3 (continued) CJl

Major Manufactured Exports, South Asia
S>

(in millions ofUS$ and % of total manufactiured exports from each country)

Bangladesh

Machinery
and

Transport Other Basic a-

Clothing Textiles Equipment Chemicals Manufactures Miscellaneous

n
Year $ % $ % $ % $ % $ % $ %

1975 neg.c neg. 158 88 1 neg. 2 1 18 10 2 1

1

o

3

1976 neg. neg. 182 82 neg. neg. 2 1 34 16 2
3.

1977 neg. neg. 187 75 2 1 2 1 58 24 1 neg. s

1978 neg. neg. 274 81 3 1 2 1 59 18 1 neg.

1979 neg. neg. 326 76 3 1 neg. neg. 97 23 1 neg.

1980 2 neg. 414 83 10 2 10 2 64 13 1 neg.

1981 5 1 366 83 4 1 4 1 63 14 2 1

1982 11 3 306 74 24 6 7 2 62 15 2 neg.

1983 21 4 354 74 19 4 10 2 75 16 2 neg.

1984 77 13 431 72 3 1 1 neg. 87 15 1 neg.

1985a 14 22 392 60 11 2 2 neg. 50 8 1 neg.

1986b 125 25 283 57 2 neg. 5 1 84 17 1 neg.

a1985 figures were obtained from Bangladesh Bureau ofStatistics, Monthly Statistical Bulletin of Bangladesh, October 1986.
bData for 1986 from Export Promotion Bureau of Bangladesh, Statement on Monthly Exports.
Negligible.

Source: United Nations, Yearbook ofInternational Trade, various issues.
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Year

1955

1960

1965

1970

1975

1977

1980

1981

1982

1983

1984

1985

1986

Table 3 (continued)

Major Manufactured Exports, South Asia
(in millions of US$ and %of total manufactured exports from each country)

Sri Lanka

Clothing Textiles

Machinery
and

Transport
Equipment Chemicals

Other Basic
Manufactures

$

neg.

neg.

neg.

1

3

16

109

153

166

202

294

281

325

%

neg.

neg.

neg.

27

17

37

64

67

62

67

75

54

58

$

neg.

neg.

neg.

neg.

neg.

neg.

3

6

5

6

10

9

13

%

neg.

neg.

neg.

neg.

neg.

neg.

2

3

2

2

3

2

2

$

neg.

neg.

neg.

neg.
neg.

neg.

7

27

21

15

21

17

24

%

neg.

neg.

neg.

neg.

neg.

neg.

4

12

8

5

5

3

4

$

2

2

1

1

10

19

6

5

12

6

7

13

16

%

61

51

37

23

52

43

3

2

4

2

2

2

3

$

7

2

2

2

5

7

42

31

53

57

42

166

159

%

19

48

44

40

24

15

24

14

20

19

11

32

28

Miscellaneous

$ %

neg. 2

neg. 1

1 17

1 10

2 8

2 5

4 2

6 3

10 4

13 5

19 5

36 7

19 3

Negligible.

Sources: United Nations, Yearbook of International Trade, various issues; Central Bank of Sri Lanka, Annual Report, 1985, 1986.
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sufficiently experienced management organizations to become serious
competitors in the services field as well. They also have such a large
number of very low-cost high school and college graduates, and of
skilled technicians in such fields as computer programming, that they
have considerable potential as major exporters of such services as data
entry, programming and software development, and some aspects of
design. To some degree, that potential is already being realized in the
1980s, especially in India.

In short, when the countries of South Asia adopted appropriate
policies, primarily more favorable prices, and less onerous regulations,
they were able to achieve growth rates of 10-15 percent per annum in
manufactured exports, evenwhenworld trade in such goods was essen
tially stagnant, and even more impressive growth in the export of
people.

If higher prices in domestic currency had been accompanied by
other steps to facilitate and encourage exports, an even higher export
growth rate could have been achieved. All ofthe countries continued to
maintain a very cumbersome system of direct controls over investors
and adistorted system of prices. With amore thoroughgoing decontrol,
combinedwith more deliberate government support and intervention to
helpexporters—as in East Asia—these countries clearly are major poten
tial exporters of manufactured goods.

On the otherhand, the fragile and preliminary nature of the policy
changes so far adopted, especially in India, needs tobe emphasized. It
is obvious that a protectionist regime that fosters import substitution
builds up powerful vested interests in government, politics, and busi
ness who strongly resist losing the power andincome this strategy has
conferred on them. And when such a regime has been followed unre
mittingly for thirty years, changes are difficult tobring about, especially
in a democracy.

Continued reformwill be especially difficult because the short-term
benefits may prove disappointing. All four countries are near orattheir
garment and textile quotas in their major markets. Those exports that
registered the fastest growth (see Table 3) are therefore likely to expand
more slowly in the future. Continued rapid growth in some other lines
may also encounter rising protection. But the main problem is likely to
be stagnant or slowly growing world trade, combined with the increas
ingly effective automation of some previously labor-intensive industries
in the 0£CD countries (see later).

In addition, a trulyrapid expansion of manufactured exports would
doubtless also require a solid underpinning in terms of an efficient
infrastructure, and access to technology and marketing knowledge. But
the history of rapid expansion of manufactured exports in South Asia
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Table 4

Manufactured Exports for Some Countries with Rapid Increases
(in billions of US$ and as a %of world manufactured exports)

Korea Hong Kong

$ %

0.3 0.7

Brazil Thailand ASEAN

Year $

n.a.a
neg.b

%

n.a.

$ % $ % $ %

1955 n.a. n.a. 0.01 0.01 n.a. n.a.

1958 neg. 0.4 n.a. 0.02 n.a. neg. neg. n.a. n.a.

1960 neg. neg. 0.6 0.8 0.10 neg. 0.01 0.01 n.a. n.a.

1965 0.1 0.1 1.0 0.9 0.10 0.1 0.03 0.03 n.a. n.a.

1970 0.7 0.3 2.3 1.2 0.40 0.2 0.10 0.06 1.1 0.6
1975 4.1 0.8 5.6 1.1 2.20 0.4 0.45 0.09 4.3 0.8
1977 8.6 1.3 9.0 1.3 3.10 0.5 0.80 0.12 6.9 1.0
1980 15.8 1.4 18.1 1.6 7.60 0.7 2.30 0.20 17.6 1.5
1981 19.2 1.7 20.1 1.8 9.20 0.8 2.20 0.20 17.5 1.6
1982 20.0 1.9 19.3 1.8 7.80 0.7 2.20 0.21 17.4 1.6
1983 22.3 2.1 20.1 1.9 9.20 0.8 2.20 0.20 17.2 n.a.

1984 26.8 n.a. 26.1 n.a. n.a. n.a. 2.70 n.a. n.a. n.a.

1985 n.a. n.a. n.a. n.a. n.a. n.a. 2.80 n.a. n.a. n.a.

1987 46.2C

aNot available.
Negligible; less thanUS$5 million.
°Total exports according to newspaper reports; almost all manufactures.

Sources: United Nations, Handbook of International Trade and Development Statistics, 1983;
International Monetary Fund, International Financial Statistical Yearbook, 1986; Bank of
Thailand, Quarterly Bulletin 26(2) (June 1986); Singapore Department ofStatistics, Monthly
Digest ofStatistics, February 1987.

during some periods, and in East Asia for twenty-five years, suggests
that these are not insurmountable obstacles if governments are deter
mined to expand exports. When trade policy changed, even Bangla
desh, whose infrastructure has always been exceedingly weak and
which suffered extensive destruction in the early 1970s from war (and
from floods intermittently thereafter), was able to expand industrial
exportsby more than 10percent annually. In South Asia, India is at the
other extreme in this respect: it had a strong physical and institutional
infrastructure even at the time of Independence.

If South Asian countries manage to overcome the obstacles to fur
ther changes in policy, as East Asiaand someothercountries have, then
they would rapidly become major participants in the world trade for
some industrial products. The scope for further expansion can be seen
from the magnitude of manufactured exports by other countries andthe
speed with which they grew (see Table 4). Note that South Asia, with a
billion people, has manufactured exports of less than a third those of
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South Korea or Hong Kong that have a tiny fraction of its population.
Indeed, South Asia's total manufactured exports in 1985 were less than
the increase in South Korean exports in 1987. The potential of South
Asia, even if manufactured exports never approached East Asia's on a
per capita basis, is therefore enormous. That all South Asian countries
will change their policies to achieve thatpotential is unlikely. That none
will is equally unlikely. Given the size ofthree ofthe SouthAsian econ
omies and their low labor costs, even one would be a formidable com
petitor in some labor-intensive industries.

Automation and the Concentration of

Exports

Moreover, as Table 3 makesclearand as one might expect, industrial
exports are highly concentrated. Textiles andclothing are nearly 90 per
cent of Bangladesh's total manufactured exports, nearly 80 percent for
Sri Lanka's, and usually about 40 percent even for highly diversified
India. These figures epitomize the labor-intensive sector of industry,
and SouthAsia is the major world region (with the possible exception of
China) possessing abundant, low-cost labor. It has tens of millions of
unskilled workers available to industry at a dollar per day (or less, in
some cases). The only other major known supply oflabor at comparable
cost is on the island of Java. Wage costs in some parts of China may be
also comparable, but apparently are higher. South Asia's competitive
(and comparative) advantage inevitably therefore is, andwill remain, in
labor-intensive industries.

But for some of the traditionally labor-intensive industries, the
lowest-cost methods ofproduction are changing, at least in part, to a far
more capital-intensive technology. Garments are the best example. With
current tariffs in place, and ignoring the effect of quotas, it is already
cheaper to carry out some stages of garment production in the United
States with automated equipment that is now available than in a coun
try with wages of US$1-1.50 a day.3 The country for which the analysis
was carried out happens to be Indonesia, not one of the South Asian
countries, but the conclusions can readily be applied to them as well.
Indeed, for all six garments studied in detail (e.g., standard men'sdress
shirts, women's high-quality dresses and skirts), the lowest-cost option
was to combine U.S. robotic techniques for some stages in the produc
tion process—fabric preparation and other presewing steps—with other

3Ashoka Mody and David Wheeler, "Towards a Vanishing Middle: Competition in the
World Garment Industry/' Discussion Paper No. 34 (Boston: Center for Asian Develop
ment Studies, Boston University, 1986).
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stages (generally sewing) in low labor cost countries, either Indonesia or
the Caribbean.

Two other points need to be noted about this study: (1) the shift
from semiautomatic processes to fully automated reduces U.S. costs by
25 percent to 50 percent (depending on the product), and (2) the lowest-
cost production partnerships involvea production process of 35-95 days
(depending on whether the partner for the United States is Jamaica or
Indonesia) as against ten days for integrated production in the United
States. In short, as the cost of automated production declines with the
development of better machinery, and as the importance of quick deliv
ery increases because of more rapid changes in fashion, some of the
activities in which low-wage countries are now competitive will move
back to automated factories in the OECD countries. (The closure of a
Fairchild electronics plant in Indonesia and the shift of some of its activ
ities to the state of Maine in the United States is a small example of this
trend.)

The same study also shows that even in a low labor cost country like
Indonesia the lowest-cost method of production will be semiautomated
in the near future. That technology will reduce the requirement for
unskilled labor by half while slightly increasing the number of skilled,
professional, and technical people required. Note that contrary to the
belief of advocates of "appropriate technology," the study shows that,
at least in some previously labor-intensive fields, the lowest-cost
technology—the only one that is competitive in world markets—is less
labor intensive than the currently used method of production. No doubt
there are some activities where new technology is labor using rather
than labor saving, but this study of six major industries did not encoun
ter such a case.

Finally, there is evidence that learning curves, technological change,
and taste changes have all accelerated, in part as the result of more
rapid and cheaper communications. An extreme example is microchips.
Costs for a new generation have been found to drop from about 18 U.S.
cents to a fraction of a cent in the course of only two years, largely as
the result of learning by doing. By that time, technological development
means that a new generation of chips is ready to take over the market.
Any firm that trails six months or more behind the leader is likely to
lose money. Although other products may not show such extremely
short learning curves and rapid technological change, the phenomenon
is widespread.

Moreover, in such industries as garments there are rapid changes in
tastes or fashions with respect to many products. This is due in part to
the greater proportion of income now devoted to discretionary purchases
than in the past. For such goods, whose utility and durability is of less
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importance, fashion and changes in fashion are more important. Forty
years ago, only a small number of consumers could afford to discard
perfectly serviceable goods simply because fashion changed or because
some minor improvements had become available. Now such discretion
ary purchases are commonplace for hundreds of millions of consumers.
The result is to put a high premium on the ability to respond qxiickly and
flexibly, to be near markets and near the sources of technology, and to
move into new lines and activities as early as possible.

The exact numbers produced by the study are obviously subject to
error and to change as production processes evolve and as new equip
ment is developed, and the changes described will differ among indus
tries and activities, but the major conclusions have been confirmed by
analysis of several other industries and countries (the industries also
include textiles, automobile parts, consumer electronics, and micro
chips; the countries include Japan, South Korea, the Philippines, and
India). For the purposes of this chapter, the most relevant conclusions
are:

1. The low-wage countries will no longer be the low-cost producers
for at least some manufactured exports and at least some stages in the
production of other goods, several of which have been a mainstay of
early, outward-looking industrialization. These activities will gradually
move back to the OECD countries. South Asia, just moving into such
activities and with its principal advantage a large pool of low-cost labor,
will be particularly hard hit by this development.

2. Location will become a crucial consideration for those goods in
which some stages in the production process can be automated at low
cost; for other stages, labor-intensive technology will remain the lowest-
cost option. The closer the physical proximity between the country car
rying out the automated stage and the country producing the
labor-intensive stage, the easier, cheaper, and less time consuming the
whole production process will be. South Asia is obviously poorly situ
ated in that respect, further away from the United States, Japan, and the
European Economic Community than other countries with low labor
costs.

3. Labor-abundant countries will also find it increasingly difficult to
generate productive employment for their large labor force because of
the spread of semiautomated production processes even to activities
that remain relatively labor intensive. This will force them to expand
very rapidly in lines where productive jobs can still be generated and to
sell large quantities in the world market, at the best prices they can
obtain. The South Asian countries with the largest underemployed
labor pool, with the possible exception of China, will again be most
affected.
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4. The speed of change will increase the pressure for decentraliza
tion of decisions, which means greater reliance on the market. Any
country that wants to remain competitive in the world market, impor
tant in reaping the benefits of comparative advantage in order to achieve
rapid growth, will therefore have to rely heavily on market forces and
incentives. South Asia will have much further to go than most Pacific
nations, except for China and the Indochinese countries, in achieving
needed flexibility. It is therefore quite likely that only some of the South
Asian countries will make the rather far-reaching policy adjustments
that will prove to be necessary for continued expansion of manufactured
exports.

As a consequence of the rapid technological changes sketched here,
it is very likely that those South Asian countries that decide to fully
participate in the race will become fierce competitors in a limited range
of industrial activities. For instance, in garments they are likely to con
centrate in the production of medium fashion items, with short produc
tion runs, and within that process in the sewing operation specifically.
The labor-abundant countries arealreadyno longer competitive in some
garments that are produced in largequantities, with little change due to
fashion (some men's trousers), because these lines are being success
fully automated, and they cannot compete in genuinely high-fashion
items because they are too far from designers and customers.

South Asian countries that develop economies sufficiently open and
flexible to be competitive in the world market may also attractindustries
producing items that require relatively short production runs—some
measuring and testing equipment, for instance—or that require much
hand labor—some automobile wiring. Goods that have both short pro
duction runs and manual labor are likely to concentrate in the region if
their transportation costs are not too high. Finally, South Asian coun
tries, and especially India, should be able to compete in industries that
require large numbers of technical and professional personnel but rela
tively little capital, such as software development, data entry, and other
information processing that cannot be automated; some design work;
and some metalworking.

But note that while some South Asian countries, most notably
India, are so well supplied with low-cost skilled and professional per
sonnel that they can compete on the world market in some high-tech
fields where other less developed countries have little chance, this is
unlikely to diminish significantly their need to push aggressively into
activities that principally employ unskilled labor. For example, the study
previously cited suggests that India could be competitive in the produc
tion of microchips in highly automated factories. The employment cre
ated for unskilled workers in these activities, however, will generally be
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quite small, even if one takes into account indirect effects. But India
needs to provide productive employment for several tens of millions of
unskilled workers, as well as for hundreds of thousands of technically
and professionally trained ones. The unskilled can be employed only if
industries that are labor intensive in the traditional sense are also devel
oped. And if India does not create productive jobs for them, the social
and political tensions from which the country suffers are likely to
become unbearable before long.

South Asia's future competitive position obviously also depends a
great deal on the policies Chinaultimately adopts with respectto indus
trial exports. At the moment it clearly lags behind South Asia in creat
ing conditions to compete effectively in the world market for many
manufactured goods. But it has a system ideally suited for subsidizing
nontraditional exports and can price labor at levels needed to be com
petitive in the world market for labor intensive goods. China's highly
centralized and authoritarian decision-making process also facilitates a
quick and radical change in policy compared to a country like India,
where interest groups can more effectively influence decisions through
a more decentralized and democratic process. Given these advantages,
China could become a formidable rival to South Asia in labor-intensive
exports if it overcomes ideological and vested interest group opposition
to radical change.

Among the five populous countries—China, India, Bangladesh,
Pakistan, and the labor-abundant parts of Indonesia—there will almost
certainly be some whose governments will move effectively to take
advantage of their factor endowment, that is, their low-cost labor. They
will then become major exporters in the increasingly narrow range of
goods where low costs of unskilled labor are a decisive advantage. The
countries whose wages have always been high, such as the United
States and Japan, or have become relatively high, such as South Korea,
Singapore, and Malaysia, need to plan now to adjust to this probable
development.

Approaching Self-Sufficiency in Foodgrains

The third new development is the rapid expansion of foodgrain pro
duction in South Asia. That region, unlike a number of African coun
tries for a number of years, has rarely featured in headlines or the
television news as an area of outright starvation in the postwar world.
Indeed, with the exception of Bangladesh in 1974, one of the great
achievements of governments in the region has been the avoidance of
famines since the great Bengal famine in the 1940s.

But the region has traditionally been both hungry and foodshort. By
virtue of its size—sub-Saharan Africa has a population of about 400
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million; South Asia, nearly 1 billion—South Asia has been an important
importer of foodgrains, taking more than 10 percent of total world
imports in the mid-1960s. More important, its net foodgrain imports
grew at almost 10 percent a year in real terms from 1959 to 1967 (see
Table 5), doubling every eightyears and threatening the development of
import needs that would prove difficult to satisfy in another decade or
two.4

Extrapolating the needs of South Asia was a major factor in predic
tions some twenty-five years ago that the world faced widespread fam
ine in the near future, with the United States in position to decide the
literally life-and-death issue of who would survive and who would not
under a global triage process. Looked at from the perspective of food-
grain exporters, these countries promised to provide a large market for
the exports of the United States, Australia, and Thailand and for the
surpluses of the EEC and Japan, as long as means could be found of
financing their imports.

Indonesia was not a major factor at the time in the world food mar
ket because it simply did not have the foreignexchange, or the generous
donors, to finance large-scale imports. It was then in desperate eco
nomic straits and its recorded foodgrain imports were smaller than
those of Sri Lanka, although its people needed additional food far
more.

The dire predictions about South Asia's food needs did not materi
alize. By the late 1960s, the Green Revolution was beginning to take
hold in South Asia. As a result, the region has confounded the pessi
mists and by 1980 net foodgrain imports in real terms had shrunk to
one-quarter of what they had been some thirteen years earlier. In the
late 1970s, the pessimists—in terms of the world food situation, though
to some of the food exporters they sounded more like optimists—again
predicted that the Green Revolution was running out of steam. They
also pointed out that increased food imports by Indonesia were partly
replacing declining needs in South Asia. Net recorded imports for Indo
nesia rose by nearly 10 percent a year from 1967 to 1980, as rising
demand outraced rapidly increasing production. But even combining
South Asia and Indonesia, by 1980 net imports were only half of what
they had been earlier.

Agricultural output, ofcourse, fluctuates sharply from year to year and trade, as aresid
ual, tends to fluctuate even more. Therefore all the data used here are synthetic figures.
They are the estimated trade, based on regression analysis that smoothes out these fluctu
ations. They are also at constant 1985 prices, so that they are the equivalent of physical
quantities and the conclusions are not affected by price change.
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Table 5

Cereals Trade, South Asia and Indonesia
(estimated data)3

Millions of US$ in Constant Annual Growth

(1985) Prices Rate (%)

Country 1959 1967 1980 1985 1959-67 1967-85

India

Imports 605 1,556 413 170 12.5 -11.6

Exports -0.2 1.8 113 156 neg.b 28.5

Balance -603 -1,554 -300 -14 12.6 -23.1

Pakistan

and

Bangladesh
Imports 216 306 370 365 1.7 1.0

Exports 25 74 295 383 14.5 9.6

Balance -191 -233 -76 18 2.5 -8.3C

Sri Lanka

Imports 150 198 159 135 3.5 -2.1

Exports 0.8 0 0.8 0.9 neg. neg.

Balance -149 -198 -158 -134 3.6 -2.2

Total

South Asia

Imports 971 2,060 942 669 9.9 -6.0

Exports 26 75 409 540 14.2 11.6

Balance -945 -1,985 -533 -129 9.7 -14.1

Annual Growth Rate (%)

1959-67 1965-80 1976-85

Indonesia

Imports 296 136 553 334 -9.3 11.6 -7.5

Exports 0 6 7 28 Inf. -11.4

Balance -296 -130 -546 -306 -9.8 12.3 -8.4

aWith one exception, the trade balance for all countries has always been negative. A
positive growth rate therefore implies a worsening in the negative balance and increased
imports. A negative growth rate implies a decline in imports.
Negligible.
cAnnual growth rate 1967-80.

Source: Figures were estimatedby using regression technique based on data from FAO
Trade Yearbook, various issues.

The 1980s proved the pessimists wrong again. Net imports into
South Asia continued to decline as output increased rapidly. By the
middle of the decade the region was virtually self-sufficient, for net
imports declined an average of nearly 10 percent a year in real terms in
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1967-85. All major countries shared in the improvement. Because of its
size, the improvement in India was the mostimportant. In 1985 prices,
imports declined from US$1.5 billion in 1967 to nothing in 1985. Paki
stan, which was barely self-sufficient in the early 1970s, exported (net)
an average of US$300 million in the 1980s. Bangladesh, whose net
imports had been US$400 million in the mid-1970s, declined to less
than US$100 million a decade later.

Moreover, by the end of the 1970s the situation in Indonesia had
also begunto turnaround. Net imports declined atover 8 percent annu
ally to the mid-1980s. At one time the largest importer of rice in the
world, a decade later Indonesia witnessed its officials talking of self-
sufficiency andworrying about the possibility of a high-priced surplus.

For the exporting countries—Thailand, the United States, Canada,
Australia, and even Japan—the improvement in these countries' situa
tion naturally presented some problems. Real prices declined and the
expected serious world deficit turned into a glut, in some part because
of the changed situation in India and, to a lesser extent, Pakistan and
Indonesia.

Moreover, the prospects for the exporters are not promising. Some
agricultural technicians argue that with current technology Pakistan
couldbecomeamajor exporter of foodgrains atcompetitive prices, rival
ing countries like Argentina and Australia, and second only to the
United States. Yields in most Indian states are far below those in the
most successful areas. Bangladesh has one of the best agroclimatic con
ditions for rice growing in the world and has by no means fully devel
oped its potential. Its yields should be among the highest in the world
and are among the lowest. Ifthese three countries continue to pursue
appropriatepolicies, their expansion of foodgrain production could con
tinue. And the history of the last twenty years has been that all three
are quite capable of carrying out such policies. Though substantial—in
some cases, radical—changes in policies are needed for manufactured
exports from South Asia to grow rapidly, relatively smaller changes will
be enough to keep agricultural output growing. Considerable potential
also exists in Indonesia, especially with respect to crops other than rice.

At present growth rates of per capita income and agricultural out
puts, the South Asian countries (and Indonesia) should not again
become major importers. Indirectly they will therefore contribute to the
world glut in foodgrains and consequent pressure on prices. But it must
also be remembered that there are tens of millions—indeed, several
hundred million people—in South Asia who are underfed and even
larger numbers who are poorly nourished. Their consumption is
restricted by low, and slowly rising, incomes. Therefore the grain bal
ance could change radically if the commitment to more effective eco-
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nomic policies were to persist despite short-term political costs at home
and rising protectionism abroad, and per capita income grew not at the
1-2 percent traditional for most of South Asia much of the time, but at
the 3-4percent that Pakistan achieved during two periods.

With higher incomes, grain consumption would sharply increase.
To bring Indian and Bangladesh caloric levels to those of Sri Lanka
would require roughly a 10 percent and25 percent increase in consump
tion. More important would be a shift to greater consumption of animal
products with rising incomes, requiring far greater amounts of grains
for livestock feed. What happened in Indonesia is an indication ofwhat
would happen in South Asia. Although agricultural output grew at the
very respectable rate of nearly 5 percent a year between 1965 and 1973,
substantially above the rate for South Asia, Indonesia imported about 2
million tons of cereals a year in the mid-1970s because demand grew
even more rapidly. In short, the impact of South Asia on world trade in
cereals depends very much on the region's per capita growth rate: it
could either become a net exporter, contributing to world glut and the
policy problems of the OECD countries and the major exporters like
Thailand, or it could return to the ranks of net importers as a region.

The poor worldwide harvests due to unusually badclimatic condi
tions have not changed the long-term relative position of South Asia.
The drought in the United States and the floods in Bangladesh, the
most severe of the climatic effects, were both unprecedented and are
unlikely to change the basic trends.

The discussion so far has ignored other agricultural products
because the impact of South Asia on the rest of the world is far more
important with respect to grains than other agricultural products. But
output of fruits, vegetables, and cotton, among others, is also growing
in the area, and the potential for increased outputoftea and a few other
tree crops isconsiderable. Again, how rapidly output increases depends
very much on whether some trends in policy reforms are continued.
The extent to which greater production spills into the world market
depends very much on domestic demand determined by per capita
income growth.

The Future

Not surprisingly, future economic relations between South Asia and
the rest of the Pacific region depend verymuch on a complex interaction
between the policies adopted in South Asia and in the restofthe world.
It is possible to sketch either a vicious or a beneficent cycle, with sub
stantial effects on the Pacific-Asia region, or various alternatives in
between. Before examining these alternatives, however, it is necessary
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to deal with the possibility that the dominant trend will be intraregional
trade, with little impact on the rest of the world.

The Potential for Intraregional Trade

That trade within the South Asia region has a very great potential
has long been argued by some in all these countries. They have seen
intraregional trade as providing an alternative to competing on the
world market, which is viewed as increasingly protectionist.

Indeed, there are some important and obvious complementarities
within the region that could be exploited. India's more developed
industrial sector could become a major supplier of capital goods, some
consumer durables (automobiles), chemicals, and metal products to the
other countries in the region. It also is a potential exporter of iron ore
and coking coal, essentially missing elsewhere. Bangladesh can produce
raw jute more cheaply than India and could become a major supplier to
that country, just as it now supplies Pakistan. It could also supply natu
ral gas to its neighbor, either in its raw form, or as such chemicals as
fertilizer. Sri Lanka is the largest and cheapest producer of several tree
crops in the region. Pakistan is the logicalexporter of cotton, wheat, and
other crops to Bangladesh and Sri Lanka. In the industrial field, com
plementarity in production and trade would permit economies of scale
that could help all countries.

Some of the intraregional trade potential is now being exploited.
The South Asian Association for Regional Cooperation (SAARC) set up
to develop this possibility further, has had only very limited success,
and actual trade is a fraction of its potential. This is likely to continue.
The first and obvious problem is political. India, the dominant political
influence in the region, has been in conflict with all of its neighbors in
South Asia at one time or another. As a result, the other countries are
leery of much closer trade relationships, which India is likely to domi
nate.

Economic factors also mitigate against greater regional trade. The
most important is that in many activities, especially in manufacturing,
the economies are essentially competitive, not complementary. All four
of the major South Asian economies need, and want, to export labor-
intensive goods, especially those intensive in relatively unskilled labor.
Their natural trading partners in this endeavor are the OECD countries
having high wages; to an increasing extent, the East Asian and other
NICs, whose wages have been rising rapidly; and those natural-
resource exporting countries with high labor costs (especially the West
Asian economies).

The three non-Indian countries also want to increase the skill mix of
their industrial sector. They aspire to produce many of the more techno-
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logically complex goods that India is now producing. This is partly for
nationalist reasons, partly to provide employment and keep their more
highly trained personnel at home, partly because only through
learning-by-doing can they reach the levels of industrial development to
which they aspire. They are therefore reluctant, or unwilling, to enter
into a trading relationship that will slow, or even foreclose, their own
production of some capital goods, intermediates, and consumer dura
bles that India now produces more cheaply. In upgrading their technol
ogy, gaining access to world markets, and attracting outside capital, it is
again the OECD countries, the NICs, and the capital-rich West Asian
economies who are seen as the natural partners of the non-Indian
South Asian countries. India, even more than the other three, seeks the
cooperation of the OECD countries—to the extent that its political, tech
nical, or business leaders think they need to cooperate with anyone—in
gaining access to technology and markets.

There is no doubt that all of the South Asian countries could be

economically better off, especially in the short term, by far greater eco
nomic cooperation than now exists. Even if their resource endowment
leads all the South Asian countries to emphasize similar labor-intensive
industries, the existence of economies of scale would justify major
efforts over the next ten to thirty years to reach agreement on specializa
tion: one country to assemble automobiles for the region, others to pro
duce various parts; one to produce TV tubes, another textile machinery,
a third specific chemicals or steel. But even ASEAN, set up more than a
decade ago to promote such economic cooperation and composed of
countries that have not recently been involved in violent conflict, has
had quite limited (economically negligible) results in evolving such com
plementary development. It is therefore not surprising that South Asia,
whose two largest economies have been involved in three wars and
have come close to armed conflict several more times, is not even
attempting an ambitious program of complementary economic develop
ment.

At least for the next decade, one can predict with a good deal of
confidence that these countries will look outside the region for their
principal trade partners. Increasing trade within the region is unlikely
to be a major element in the future economic scenario. How extrare-
gional economic relationships will evolve, with the world market in
general and the Pacific-Asianregion in particular, is far more difficult to
predict.

A Pessimistic Scenario

The most pessimistic scenario for South Asia's economic future
runs something like this:
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1. The OECD countries, and especially the United States and
Japan, automate rapidly, thereby sharply reducing costs in some of the
activities that have traditionally been labor intensive. Their imports of
these labor-intensive goods drop or rise much more slowly than in the
1960-80 period.

2. This effect is aggravated by rising protectionism and reciprocal
concessions excluding the less developed countries, since the OECD
countries are under increasing pressure to deal with levels of unemploy
ment that have remained at unprecedented levels for a nondepression
period.

3. The NICs in East Asia (and in Latin America, facing unprece
dented debt burdens) determine to maintain their markets: they take
full advantage of their historical quotas and their position as major trad
ing partners of the OECD countries as well as their ability to subsidize
their exports through both hidden direct subsidies and an undervalued
currency. They remain the major suppliers of goods that are not suc
cessfully automated (fashion garments) and capture an increasing share
of those that are only partially automated (automobile parts and assem-
bly).

4. China becomes a major exporter of labor-intensive goods, relying
both on subsidies its system makes easy to hide (losses on public enter
prises, cheap inputs for exporters) and on its bargaining power as a
major potential market whose imports are directly controlled by govern
ment.

5. As a result, the South Asian countries find that their shift to a
more open, export-oriented policy is costing more and gaining them
less than they expected. For these countries to compete, their exports
have to be sold at very low prices, if they can be sold at all, given trade
barriers, lower costs in the major OECD markets, and competition from
the NICs. As the economic costs of "liberalization" rise, so do political
costs. South Asia again turns inward. In India this trend is accelerated
by the vindication of the Gandhians, the communists, and the populist
nationalists, who have always argued that the world market is unrelia
ble and implies an exploitative relationship and that a lower growth rate
with self-reliance is a preferable strategy. South Asia's growth, con
strained by the traditional foreign exchange problem, slows to a rate of
3-4 percent per annum.

The net result for other countries in the trading system, and espe
cially in the Pacific-Asian region, is that South Asia remains a minor
market for capital and high-technology goods. Indeed, its imports
decline as its agricultural output increases and as it moves into new
areas of import substitution behind higher and rising trade barriers.
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The Optimistic Scenario

The opposite scenario is one in which South Asia grows at a rate
comparable to that of Southeast Asia (ASEAN) or even approaching the
rates of East Asia—that is, at an annual rate of 4-7 percent per capita, 7-
9 percent in absolute income. There are two reasons for skepticism
about this outcome: (1) There has been a history of per capita growth
rates of less than one-quarter that figure, which has persisted for about
thirty years for the largest and best endowed among them, India. One
can justifiably question why much higher rates should suddenly be pos
sible. (2) Given the size of the countries involved, how can the world
market absorb the resulting exports, especially since they are likely to be
highly concentrated in a few industries? To make a simpleminded com
parison: for South Asia to employ the same proportion of its population
in exports as South Korea, it would need to export nearly US$800 billion
of goods and services, assuming a similar economic structure, com
pared with total exports of about US$400 billion from all low and middle
income countries in 1984. On the same assumptions, nearly US$200
billion of South Asia's exports would be in the form of textiles and
clothing, compared with less than US$40 billion from all low- and
middle-income countries at present. These seem fairly impossible mag
nitudes.

But the situation is by no means this bleak. First, with respect to the
growth rate: both Pakistan (in the 1960s) and Sri Lanka (1977-83)
achieved per capita growth rates of 4 percent with just modest improve
ments in the policy regimes and in capital inflows. India's potential is,
in fact, quite awesome among low-income countries in terms of trained
personnel; a strong industrial base; experienced entrepreneurs, man
agers, and civil servants; and an extensive infrastructure. Several of
these countries have a very low-cost labor force, not only in unskilled
labor, but also in engineers, technicians, and professionals of various
kinds. (A well-trained engineer in India costs less than one-quarter his
South Korean counterpart.) With essentially minor changes in policy,
India raised its per capita growth rate in the 1980s to 3 percent from the
traditional 1.5 percent. What needs to be done is reasonably clear to
most economists. With significant policy reform, a per capita growth
rate of 4-5 percent should not be too difficult to achieve.

Second, there is no reason that these countries would need to
achieve export rates, much less manufactured export rates, comparable
to those of South Korea. Their internal market is much greater than
South Korea's was at comparable stages of development. They have a
far better agricultural base and India a much better minerals endow
ment, further increasing the potential for internal sales of manufactured
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goods and for the export of primary products. Moreover, their present
exports are so low that there is scope for considerable increase before
their levels would be such as to create real economic problems of
absorption. After all, even India, by far the largest among them, has
exports only half those of China or Brazil. Both these countries have
expanded exports at nearly 10 percent a year in the recent past. India
could achieve the same growth for seven years and only reach the mag
nitudes of current Brazilian or Chinese exports.

There are further reasons for optimism. China achieved high rates
of growth with moderate economic change. Yet compared to China,
South Asia would be far easier to integrate into the world trading sys
tem. The knowledge of English is widespread, as is the knowledge of
Western markets and technology. All the South Asian countries have a
large group of expatriates who have become highly successful entrepre
neurs in other countries. They are thoroughly familiar with practices
abroad. Even though South Asian economies suffer from severe distor
tions in the price and allocation system, they are mixed economies with
prices that bear some relationship to world prices for most goods and
factors of production. China is moving in that direction, but has very far
to go before it reaches South Asia's current position in the use of market
forces in industry and trade.

But the main reason for optimism, and the major point of this spec
ulative discussion, is to sketch the consequences of rapid growth in
South Asia for the whole Pacific area. If South Asia, with its 1 billion
people, were to grow rapidly, with relatively open economies, the
impact on trade and growth throughout the Pacific region would be
considerable. South Asian exports would expand rapidly, but so would
its imports. India, even more than China, has the potential of becoming
the most important supplier of goods that are intensive in both skilled
and unskilled labor, including not only textiles and clothing, but also
some metal products, machinery, and vehicles.

A rapidly growing South Asia would become a major supplier of
labor-intensive and some skill-intensive goods, a major importer of capi
tals and research-intensive goods. The East Asian NICs became major
actors in world trade in fifteen to twenty years, although their combined
population is less than that of Pakistan. Within ten years South Asia
could be as important as they are now, if it achieved a growth rate well
within its grasp by adopting a reform package whose economic dimen
sions are clear, even if its political feasibility remains murky.

If one or two of the three large South Asian countries manage to
carry out thoroughgoing policy reform, they will be formidable competi
tors in some exports, but at the same time they will provide a rapidly
growing market for other goods and services. That India, Pakistan, or
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Bangladesh could pose a competitive threat to East Asia or the United
States mayseem farfetched now. Butin the early 1950s mosteconomists
saw India as the most promising of the less developed countries and
considered the economic prospects of South Korea, Taiwan, Hong
Kong, and Singapore tobe dim. Now the perceptions are reversed. But
the potential remains. The other countries in South Asia do not have
India's depth of trained people, developed industrial base, or strong
institutional infrastructure, but several have carried policy reform fur
therandtheyhave other assets. That all of South Asia will achieve rapid
economic growth is unlikely, but it is equally unlikely that none of the
countries will do so.



Joint Ventures and
Multinational Activities in the
Pacific Region

SUEO SEKIGUCHI

Economic interdependence in the Pacific region has increased not
only through expanded trade in goods but also through growing invest
ment, which aims at the operation of joint ventures and foreign subsidi
aries. Direct foreign investment is a typical form of corporate
penetration across national borders. On one hand, direct foreign invest
ment contributes to the industrialization of a host developing country,
through transfer of technology as well as through injection of capital.
On the other hand, direct foreign investment may enhance the eco
nomic dependence of LDCs on investing countries, as some argue, and
may hurt the host government's autonomy of policy making as well as
decision making of businesses in LDCs. This is because a subsidiary of
a multinational corporation is naturally subject to division of labor
within the parent company's global strategy.

Some more complicated aspects of interdependence can be cited: A
multinational corporation often constructs production bases to supply
parts and components for the head office, which reduces the cost of the
final products, but protectionist pressures emerge from domestic pro
ducers who seek to compete with these overseas bases, demanding
import restrictions that conflict with the multinational corporation's
interests. A product labelled "made in a LDC" is in reality often made
by a company of the importing nation.

Before examining this subject, it seems useful to clarify several con
cepts I will use in this essay. First, direct foreign investment means inter
national reallocation of managerial resources, which consist of
technology of production, marketing, and management. Regardless of
the percentage of ownership, we define it as direct foreign investment if
the investor participates in management, including 100 percent con
trolled subsidiaries and joint ventures. The game is played by three
major actors: multinational corporations, host governments, and gov
ernments of investing countries. Obviously, depending on the matter at
issue, other actors participate, including joint ventures partners, work
ers employed by a multinational corporation, and so on.
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Next, Pacific region refers to nationslocated on the Pacific coastof the
two American continents as well as Oceania and East Asia (which con
sists of Southeast and Northeast Asia). A convenient concept of the
Pacific region is that adopted by the Pacific Economic CooperationCon
ference (PECC) in 1980, though some nations are still excluded from
membership despite the fact that they are located in the region.1 When I
refer to Asia, I include the countries west of Thailand, including Thai
land itself. The USSR, Vietnam, and North Korea will not be discussed
here because information is limited, even though these countries
recently declared that they would invite direct foreign investment.

The time horizon I cover spans the decades from the 1950s to the
1980s. The focus however, is on recent years, when new trends in direct
foreign investment emerged. Direct foreign investment has been diver
sified as an increasing number of countries started investing abroad,
whereas in the 1950s the investor was almost solely the United States.

A multinational corporation tries to maximize long-run profit by
operating factories in various host countriesas wellas in its home coun
try. It is assumed that the government concerned seeks to maximize its
national economic welfare, and the policies adopted toward multina
tional corporations or their subsidiaries are usually taken from this
standpoint. Obviously, such policies also affect the welfare of the other
countries, similar to the trade policies of a large country. What is unique
with direct foreign investment is that these policies directly influence
employment and other critical economic variables. The issues become
more specific than trade policiesbecause some of a multinational corpo
ration's overseas activities contradict the interests of other domestic pro
ducers and workers in the same field whereas trade policies treat
producers of a given sector as a group. Rivalry among same-sector pro
ducers is central to investment issues.

This essay intends to review direct foreign investment trends and
major policy issues in the Pacific region and clarify the implications of
national policies for the economic welfare of both investing and host
nations in the new complicated situation of increased multi-directional
foreign investment. After this introductory section, general direct for
eign investment trends in the Pacific region will be reviewed. Then the
evolution of policy within the designated countries both for investing
and receiving nations will be discussed. As some policies can only be
developed through multinational consultation, the possibilities of

aThis organization held its fifth conference in 1986 inVancouver, Canada. As of now, most
Latin American countries still remain as observers, but China and China Taipei joined as
full members.
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regional cooperation for policy improvement will be explored in the
final section.

Direct Foreign Investment Trends in the
Pacific Region

Directforeign investment in the Pacific region has expanded rapidly
in the past two and a half decades, but with a significant change in
composition. In the 1950s and 1960s, the United States dominated such
investment in the region as well as worldwide. Since the 1970s, how
ever, new investors have emerged, including Japan as well as the West
ern European nations. Furthermore, newly industrialized countries
have become the latest actors in direct foreign investment in various
aspects.2

The success in industrialization that Asian developing countries
have experienced—which in itself has been a contribution of direct for
eign investment and/or technology transfer through multinational cor
porations, if not the sole cause—has brought with it new problems. A
rapid expansion in exports of industrial goods by NICs, though it bene
fits consumers of old industrialized countries (OICs), tends to exceed
the speed of industrial adjustment in the latter states. The speed of
technology transfer exceeds the development of new technology, which
makes it more difficult for those who are displaced in the declining
sectors in OICs to find new jobs in other activities. Here lies the critical
source of trade friction between OICs and NICs.

In the face of import restriction on the side of OICs, sometimes in
the name of voluntary export restraint (VER), NICs initiated direct for
eign investment in the industrial countries to penetrate these markets.
In labor-intensive industries, NICs could no longer compete with lower-
income countries as wage rates as well as exchange rates were substan
tially appreciated, which in turn induced their investment in LDCs. The
NICs' increasing need for raw industrial materials added another stimu
lus for direct foreign investment in mining and other sectors. Thus NICs
are becoming important new participants in making such investments.

Followingthe NICs, the so-called middle-income countries (MICs)—
the ASEAN five excluding Singapore, for example—are promoting their
industrialization, with the slower but steady integration of their own
markets. It is true that market integration in such forms as tariff unions

2That NICs werebecoming investors wassuggested bythis author in the 1983 ' 'Report for
the PECC" (Pacific Economic Cooperation Conference), given in Bali, Indonesia. See
Issues forPacific Economic Cooperation (Jakarta: Center for Strategic and International Stud
ies, November 1983).
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or free trade areas has not been realized,3 but institutions that make
mutual trade and investment easier have been or are being created.
Frequent consultations by ministers of the ASEAN member countries
now attract more attention from the industrial nations. Negotiations as a
group with industrial countries have strengthened the bargaining
power of the individual ASEAN countries against others. Furthermore,
NICs as new investors now compete with OICs in investment in MICs,
thus improving their bargaining position.

Meanwhile, the MICs' division of international labor has entered
into a phase whereby they can take over some NIC industrial sectors as
increased NIC wage rates facilitate transplantation of labor-intensive
industries to the MICs. The multinational corporations of the older
industrial states are also transferring some technology to the MICs to
reduce production costs of high-tech machine components, as evi
denced by the increased production of integrated circuits in the ASEAN
countries.

A potentially significant change in the market for direct foreign
investments in the Pacific region is the emergence of the People's
Republic of China as a large host nation. It is true that China's politico-
economic system tends to limit the inflow of direct foreign investment
from Western market economies because Western firms are cautious

about making a serious commitment in a socialist country. China's
domestic politics also provide evidence that there have been continuous
political struggles between the "conservatives" and "revisionists" in
the Chinese Communist Party. Moreover, while the economic reforms
include more incentives for improving productivity, the awesome
bureaucratic structure hinders efficiency. So real progress in the PRC is
yet to come.

Despite these difficulties, however, China has made steady efforts
to encourage direct foreign investment and technology transfer since the
early 1980s. To give more definite signals and to advance economic
incentives, the State Council published its "22 Articles Resolution" in
October 1986. Special Economic Zones have been increased in numbers,
and export promotion and the importation of high technology to
encourage import substitution industries have been given the highest
priority.

Although direct foreign investment and technology transfer have
increased rapidly in China measured against East European standards,

^e term "middle-income country" does not refer to industrialization phases; it has
become popular among economists since the World Bank's World Development Report first
coined it.
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they are still much less than the government hoped to have, at least up
until 1988. This partly reflects the fact that Western investors have not
been attracted by the investment climate in China. In addition, the Chi
nese government has become more selective in inviting direct foreign
investment by shifting emphasis from service to "productive" activi
ties. Because most potential investors areinterested in selling in China's
potentially large local market, investment having its primary goal
exports from China as Beijing wants, has limited appeal.

Nonetheless, many ASEAN leaders are gravely concerned that
China may absorb a disproportionately large share of direct foreign
investment and technology transfer from Western industrial countries.
Thus, lower middle-income nations such as Indonesia perceived China
as a formidable competitor in labor-intensive industries, whereas many
NICs believe that they are not in direct competition with China and that
they will find an attractive market in that country for their products.4

As for OICs, cross-hauling direct foreign investment has increased.
The United States has become a large host country, partly because of its
import restrictions. To expand employment and further regional devel
opment, many state governments invite direct foreign investment, as do
provincial governments in many other high-income countries. Most
OICs and high-income nations such as Australia and Canada face major
industrial adjustment tasks in absorbing those who are displaced in the
declining sectors. Cross-hauling investment has also been promoted by
oligopolist producers, establishing a technological partnership with pro
ducers in foreign countries in order to compete with other domestic
producer groups.

Although adjustment assistance is a task for national governments,
private enterprises try to adapt more rapidly to changing environments
on their own account. This may aggravate adjustment difficulties with
respect to domestic employment. When domestic production becomes
less competitive, firms invest abroad to survive, shifting their produc
tion bases to more cost-advantageous countries. Such a producer, from
the home country's viewpoint, now plays the role of importer. Employ
ment must shift from the manufacturing to the distribution sector.
Increasing original equipment manufacturing arrangements (OEM), in
which a producer produces goods sold with the importer's brand in the

4For a more detailed account, see Sueo Sekiguchi and Makito Noda, "China-Japan Eco
nomic Relations: Implications for ASEAN-Japan Relations," paper presented at the Asian
Dialogue conference held in Hakone on October 26-28, 1986. At this conference and at an
interim workshop held in February 1986 in Hong Kong, some ASEAN representatives
expressed grave concern about competition with China.
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importing market, are now combined with technological partnership
and joint venture operations.

Now let us broadly review direct foreign investment trends by
industry. As already mentioned, some labor-intensive industries, for
merly important export sectors in the NICs, have shifted their location
to the MICs. Some capital-intensive industries, such as steel and other
heavy industries, declined in the OICs and became competitive in the
NICs, though direct foreign investment did not play as important a role
as technology importation and capital borrowing.

In technology-intensive industries, however, direct foreign invest
ment has been an engine of industrial relocation among nations. By this
means machine and chemical industries as well as technology imports
increased in NICs. The more important the technology element
becomes, the more difficult for technology-importing countries to pur
chase this technology separately; the pharmaceutical industry provides
an example of this effect. In electric and electronic industries and auto
mobile sectors, direct foreign investment promoted technology transfer
and these transplanted industries became exportable sectors in the
NICs; here again, original equipment manufacturing arrangements
played an important role. In some cases, such as the automobile indus
try, large multinational corporations established solid technical partner
ship groups of manufacturers across national boarders. In other cases,
such as the computer industry where technological progress is rapid,
such a partnership seems as yet to be unstable as producers try to out
distance future rivals in technological competition.

Thus, reshufflings of partnerships take place within domestic as
well as international marketplaces. When basic systems and software
play a critical role in the sales of products, as in the case of large and
personal computers, making a system widely accepted by users ahead
of other competitors is of primary importance. Such competition creates
collusions among late comers and early arrivals so as to deter the emer
gence of threatening competitors. Sometimes advanced producers try to
forge partnerships in order to establish market dominance, but some
times they also try to defer the growth of potential rivals.

Notwithstanding these business struggles, the oligopolists still
transfer technology to the NICs and MICs. To expand the use of their
basic systems, they need to cultivate customers and so they invest in
other industrial countries including the NICs. At the same time, a cau
tious multinational corporation sticks to 100 percent ownership in mak
ing direct foreign investment so as to protect advanced technology.5

5As forappropriability, seeS. P. Magee, "The Appropriability Theory ofthe Multinational
Corporation," TheAnnals (November 1981):123-35.
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As in the case of original equipment manufacturing, multinational
corporations that import products from foreign partners function as
assemblers and sometimes as pure distributors who sell the imported
final products. In the latter case, marketing capability with established
distribution networks plays a most important role. Though OEM does
not necessarily accompany capital participation and technology licens
ing, when it is arranged among industrial countries it often involves
these in the case of North-South contracts. Here the suppliers of goods
are presumed to have purchased the multinational corporations' tech
nology and marketing ability, including brands, goodwill, and distribu
tion network services.

Whether or not this phase continues depends on each individual
case: Enterprises in a LDC or in a NIC may prefer being specialized in
production, saving investment in marketing. But some may prefer that
their own marketing not depend on multinational corporations, thereby
reducing the uncertainty caused by changes in the strategies of foreign
distributors. In the latter case, producers will soon or later invest in
marketing activities in industrial countries. Thus, the NICs have begun
investing in OICs in such fields as well as in repairing services. The
NICs' investment in finance and monitoring in OIC high-tech indus
tries is also rapidly increasing.

Major Policy Issues

First, I will briefly discuss the framework in which policy issues are
to be investigated. As stated earlier, the national governments are
assumed to maximize national income and/or the real consumption of
the nation. In reality, many other specific policy targets affect the con
duct of multinational corporations and their subsidiaries.6 The basic
goals of economic policies, however, can be summarized as above.

Looking at the subject from this viewpoint, a host government will
try to maximize the net gain from direct foreign investment, which con
sists of net income increases after paying the stipulated return to foreign
production factors. Because domestic factors must be mobilized for
income gain, a most important short-run benefit is labor income
accrued to workers employed by joint ventures and foreign subsidiaries.
If local capital is also mobilized by more efficient production opportuni-

6An example of sucha specific target is the U.S. regulations on conduct by MNC affiliates
to prevent corruption in host countries, as evidenced in the Foreign Corrupt Practices Act.
See Lawrence B. Krause, U.S. Economic Policies Toward the Association of Southeast Asian
Nations: Meeting the Japanese Challenge (Washington, D.C.: Brookings Institution, 1982).
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ties caused by direct foreign investment, this adds to the net benefit.7 A
portion of the fruit of improved efficiency must be paid for foreign tech
nology and management, but income sharing here is unclear.

In the long run, however, net gain will increase through the diffu
sion of technology and skills in the host economy. I call this externality of
industrialization. The mechanism allowing this phenomenon to take
place is the turnover of engineers and workers in the host country.
Learning by watching by local firms can be another channel. There may
be pecuniary externality, by which we mean that reduced cost of produc
tion in a given sector benefits those sectors that use such products as
input. All such benefits from externality belong to the host nation. Thus
promotion of technology transfer and diffusion, from the host govern
ment's viewpoint, is worth being assigned a top priority.

For the government of an investing country, similar arguments also
apply. If the economy is maintaining full employment and if capital
together with technology flows out for more favorable opportunities,
this benefits the investing nation. The higher return to capital and tech
nology will add to the national income. If the country is large, there is
also a terms of trade effect. If the terms of trade become favorable

because of direct foreign investment in the importables sectors, the
investing national can save the cost of import, which increases real con
sumption.

Domestic unemployment is the factor that makes benefits compli
cated, though unemployment itself mostly has its own causes, such as
rigidity of wage rates. Thus, although there were once regulations or
taxation of outgoing investment in the United States, most governments
of investing countries seem to maintain a neutral policy toward direct
foreign investment except for national security and social reasons.8

If direct foreign investment promotes technology transfer and accel
erates changes in trade patterns, promotion of industrial adjustment is
what the governments of investing countries must pursue. In this con
nection, promotion of research and development for expanding new

7This is a simple truth based on the following reasoning: If only capital comes in and
claims the market rate of return in a full employment small economy (prices of goods
remaining constant), there is no net benefit unless the host government levies taxes on the
income accrued to foreign capital (this refers to a standard trade model of small country
with two goods). If a tax is imposed, however, foreign capital will not flow in.
8When invention and technology transfer are treated as product innovation, the welfare
consequences of these two are different in terms of trade effects. Faster invention favors
inventing nations; if the speed of transfer exceeds that of invention, recipient nations
benefit. Paul Krugman, "A Model of Innovation, Technology Transfer, and World Distribu
tion of Income/' Journal of Political Economy 87(2) (April 1979). The policy implication,
however, is not to restrict transfer, but to promote both innovation and transfer.



SUEO SEKIGUCHI 183

industrial frontiers is also needed. Innovation and improved profit
opportunities will, in fact/ attract more investment in OICs. Such evi
dence is observed in deregulation that is intended to induce foreign
investment in developed industrial countries.

The game multinational corporations play in such circumstances is
to seek long-run profit maximization by reallocating their managerial
resources among countries. If a government offers more favorable
opportunities, a multinational corporation would invest more in that
country. One question remains: Does a multinational corporation maxi
mize profit after taxes in home currency, and in what time horizon?

If all profits are transferred to the home country and are double-
taxed by both governments because of the absence of a tax treaty, for
eign investment to lower tax countries increases. Even though double
taxation is avoided by a tax treaty, tax policies can be non-neutral for
investment allocation. Taxation is neutral if the taxation system of a
country taxes that portion over the home tax rate, but there is also com
pensation for overpaid taxes in the host country when its tax rate is
higher. In reality, however, taxation is asymmetrical in the sense that the
home government does not compensate for overpayment of taxes
abroad whereas it does impose home taxes when host countries' tax
rates are lower.

Various tax incentives provided by the host governments may or
may not work, depending on the home country's tax situation. When a
tax treaty exists and the home country allows tax credits given by the
host country to apply, then the incentives function; they do not if the
home country's tax policy cancels them out. Transfer pricing, though
often exaggerated, is a multinational corporation's tax saving response.
If corporate firms can accumulate retained earnings for one reason or
another, a multinational corporation can establish a paper company in a
so-called "tax haven" country.

When a multinational corporation transfers technology to a subsidi
ary, it can claim the imputed price from the subsidiary for the use of a
specific technology, but it does not necessarily do so becausetechnology
fees can be collected in the form of profit. Though a subsidiary is subject
to the host country's jurisdiction, its function nevertheless becomes
nothing more than that of a branch of a multinational corporation.
Therefore, transactions between branch factories and the head office are
considered to be internal transactions within the company. This creates
a conflict with the policiesof a host government. When foreign affiliates
are joint ventures, there are plural parties in a firm, which makes deci
sion making more complicated.

Many other factors affect the behavior of a multinational corpora
tion and its affiliates. Obviously, variations in exchange rates affect their
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behavior when they evaluate their after-tax income in terms of home
country currency. Because the rate of return to investment depends
more on fundamentals in the case of direct foreign investment, how
ever, the influence of expected changes in exchange rate is considered to
be less than with portfolio investment.

Keeping these factors in mind, I will now review the government
policies of host and investing countries. At the same time, the back
ground of these policies and some important policy debates must be
examined. First, let us sketch the policies of the governments that
receive direct foreign investment.

Policies of Recipient Countries

It is useful to classify Pacific Basin countries into several categories
and some subcategories. First are the high-income countries, which
consist of large industrial countries (the United States and Japan) along
with those countries with a relatively small proportion of manufacturing
industries (Canada, Australia, and New Zealand). Second are the NICs,
which may be divided into two subcategories, namely, relatively large
economies (South Korea, Taiwan, Mexico, and others) and city states or
small economies (Hong Kong, Singapore, and Panama). Third are the
MICs with market economies, and fourth the central planning countries
(China and others).9

The Policies ofHigh-Income Countries. Large industrial economies in gen
eral are neutral with no incentives and disincentives, even though local
governments often provide incentives. Government intervention is sel
dom except for national security and some social reasons. Those nations
with a high income but relatively small industrial sectors formerly had
screening mechanisms in pursuit of their industrial policies; direct for
eign investment in mining in some national districts was directly regu
lated by the government. Banking was another area in which
regulations exist. In the deregulation trend of recent years, however, the
governments in general removed regulations and became more neutral.
Provincial governments are now eager to receive direct foreign invest
ment for regional development purposes. As the industrial composition
tends to be dominated by competitive primary industry sectors, these
governments maintain policies to develop manufacturing sectors by var-

9Although manyother countries could beincluded, mostof theCentral andSouth Ameri
can countries will not be covered in the following discussion because they still do not
belong to PECC. North Korea and Vietnam and even the USSR can potentially become
members, but because of the unavailability of information, they also will be excluded from
this discussion.
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ious policy instruments. Industrial policies, though not directly
addressed to policies toward investment, will affect DFI in such coun
tries.

Policies of NICs. For political as well as economic reasons, the relatively
large NICs have maintained their own industrial policies with strong
government leadership. Direct foreign investment in general had to
obtain approval by the government. Because of the size of their econo
mies, these governments tried to keep a certain composition in the
industrial sectors. As they occasionally faced balance-of-payment diffi
culties, the governments intervened in foreign exchange outflows.
When the governments invited foreign investment in high-tech sectors,
they provided tax incentivesbut kept strict controlsbecause such invest
ment was regarded as competingwith small domestic enterprises.

As the situation changed drastically, however, policies have been
rapidly revised, especially in South Korea and Taiwan. An increasing
surplus in the current overseas account led to appreciation of their cur
rencies; import barriers have been reduced year by year. Screening of
foreign investment has been steadily relaxed. In SouthKorea the "posi
tive list formula" was switched to the "negative list formula" which
meant that an approval for receiving direct foreign investment was
required only when the sector was explicitly listed by the government.

Becauseof entry into some high-tech industries, these governments
accepted the Paris Convention's stricter protection of industrialproperty
rights that they formerly opposed. On the other hand, they increased
their own direct foreign investment.

City states have also adopted freer policies toward incoming direct
foreign investment. Theyhave had, after all, no option but to adapt to
changing international market trends, and it has worked well in the
end. Hong Kong has been more oriented to laissez-faire policies, with
generally favorable tax treatment. In recent years, however, some econo
mists have argued that Hong Kong should pursue some industrial poli
cies, though it is unclear how effective these can be; the government
does prepare industrial sites to attract electronic industries. In the case
of Singapore, even though the basic policy stance is that of promoting
freer competition, the government has raised wage rates with the inten
tion of constructing an economy emphasizing high-skills. With the
cooperation of multinational corporations, it has also been active in
establishing and operating a training center.

Because of higher wage rates and limited space, these city states
had started making their own foreign investment much earlier than the
larger NICs. In fact, Hong Kong and Singapore have been important
investors in the ASEAN countries and China in recent years.
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Policies of Middle-Income Countries. Most MICs face a serious dilemma:
They need direct foreign investment for employment promotion, eco
nomic growth, creating entrepreneurs, and promoting industrialization.
This in itself highlights their dismay that because of a lack of modern
domestic enterprise, direct foreign investment may dominate their
domestic industries. Such investment is assigned various targets
together with other investment: export promotion, regional develop
ment, employment expansion, ownership regulations, required local
content, technological development, and inafew countries, more equal
opportunities for some ethnic groups.10

As the number of policy instruments are limited in contrast to their
many targets, these governments have provided "incentives and perfor
mance requirements." To attract more direct foreign investment, they
had to give pecuniary incentives by such means as tax holidays, restric
tion on entry of other producers, and protection from import competi
tion. All these incentives raised the cost of receiving these investments.
On the other hand, joint ventures and the subsidiaries of multinational
corporations are subject to various performance requirements.

Thus, government policies become exceedingly complicated as a
reflection of their dilemma. To encourage new industries, they give
them special preferential treatment such as that for "promoted firms"
in Thailand and "pioneer firms" in the Philippines.

China's Policies. After Beijing established four "Special Economic
Zones," mostly in southeast China, in July 1979, the government con
tinued to strengthen its open door policy by adding "Open Economic
Districts" for three delta areas in 1981 and then fourteen "special cities"
in coastal regions. At the same time, legal safeguards have been estab
lished including enactment of the "Lawon China-Foreign Joint Venture
Operations," laws on income tax, and others.

As explained earlier, these policies reflect the desire of government
leaders to promote technical progress, improve efficiency, and expand
employment. Direct foreign investment is expected to achieve two
goals: efficiency improvement and relaxation of foreign exchange con
straints. But there are opponents of such a strategy; in addition it is
unclear to what extent government leaders share a common under
standing of direct foreign investment with Western economists and
business circles.

10Because most of these targets are well known, wewill skip anexplanation ofthedetails.
The ethnic problem is protection of the bumiputra in Malaysia and the pribumi in
Indonesia.
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China is handicapped in inviting Western enterprises because the
limited power of enterprises under the socialist system does not allow
foreign subsidiaries to perform efficient and innovative activities in the
same way they can in an economy where private enterprise and the
market mechanism are the central mode of economic activities. Further
more, such infrastructure as telecommunications, transportation, and
harbor facilities as well as energy supply are not yet highly enough
developed for China to induce foreign investment. To compensate for
this handicap, Beijing provides various tax incentives and some privi
leges to foreign subsidiaries, as the announcement of the State Council
of October 1986 made clear.

Though preferential treatment includes tax reduction and discount
of land rent, reducing the shared cost of social security, and even
exemption from the obligation to earn foreign exchange, the attractive
ness of the Chinamarketis only slowlyrising. Cumbersome procedures
for obtaining approvals from the local aswellasthe central government,
most of which are legally or administratively required, make potential
investors hesitant.11

Some additional political factors may also make it difficult for China
to prepare a truly favorable business climate for foreign investment.
Fromthe economic viewpoint alone, however, many difficultiesremain.
Nonetheless, the recent record of direct foreign investment in China
seems to have exceeded that of East European nations.12

Beijing endeavors to promote technology transfer, not only through
direct foreign investment but through direct imports as well. The basic
policy stance was stated in May 1985, soon after China joined the Paris
Convention on industrial property rights, in the "Legislation on Man
agement of Contracts of Technology Importation." This clarified the
type of technology that could be imported under certain basic condi
tions, emphasizing quality improvement, environmental protection, for
eign exchange earnings, and improvementof efficiency as goals. On the
other hand, it warned that unfair and too restrictive clauses should not
be accepted.

interesting evidence ofthe abuse ofadministrative powers is indicated by Article 16 of
the resolution by the State Council of October 1986, which states that the district and
administrative sectors shouldnot impose arbitrary surcharges on foreign subsidiaries and
joint ventures. That such anarticle was needed points to activities thatwere taking place,
^ur judgement here isbased on the comparison ofChina's performance with Carl H.
McMillan's review of DFIin East Europe, "Trends in Direct Investment and the Transfer
of Technology," in Bela Csikos-Nagy and David Young, eds., East-West Economic Relations
in the Changing Global Environment (London: Macmillan, 1986), ch. 14.
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There are two major problems in technology transfer. One is that a
stricter control based on COCOM regulations hampers technology
transfer to China. Delay in concluding and implementing contracts cre
ates unfavorable effects on China's import of technology, as most Chi
nese officials argue. Second, if China wants to diffuse imported
technology to enjoy a spillover effect on domestic innovation, Western
suppliers may beconcerned about the free copying of technology being
exported to a single producer in China, although this can be handled
through the wording of the contract.

Policies of Investing Countries
Generally speaking, the governments of investing countries in the

Pacific region are neutral on the issue of country distribution of invest
ment abroad, except for very close neighbors. Canada and the United
States have special arrangements relating to mutual direct foreign
investment, and Australia has an explicit arrangement to encourage
direct foreign investment inPapua New Guinea andSouth Pacific coun
tries.

A critical role that must be played by government is to improve the
political climate for foreign investment, namely toconclude agreements
with host countries to protect DFI from political risks. One means is to
conclude investment guarantee treaties. Obviously, there is a limit to
such arrangements because the treaty loses its effectiveness if the gov
ernments involved are overthrown by a revolution. Most high-income
countries in the Pacific region, in fact, had notconcluded such bilateral
agreements by 1981. When South Korea started investing abroad, how
ever, the government did conclude treaties with nine countries, includ
ing some outside the region.13

Asecond important governmental task inthis context istoprovide a
unilateral arrangement for guaranteeing direct foreign investment by
means of investment insurance. This kind of insurance by the govern
ment or governmental organizations exists in almost all investing coun
tries, including South Korea. Though private insurance is able to cover
some investment risks, government involvement may be necessary to
reduce the type of risks associated with political relations.

A third governmental task is to provide information services to
actual and potential investors about the host country. Inthe case of the
United States, the OverseasPrivate InvestmentCorporation (OPIC) pro
vides feasibility studies. In Japan, the Japan External Trade Organiza
tion (JETRO) and its trade centers in various countries provide

13The source for this discussion is Sekiguchi, "Report for the PECC."
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information services. Australia has its Development Assistance Bureau
in the Department of Trade; in South Korea, the Chamber of Commerce
and the Bankof Korea providesome information. Here again, it is possi
ble for the private consultant business to take over the job, but most
governments seem to consider that information as a public good should
be supplied by the government directly or by connected governmental
organizations.

Finally, many governments provide tax incentives or financial sup
port to their foreign investors. The Australian government provides
such tax incentives to its investors in Papua New Guinea. The Export
Import Bank of Korea and Japan have special arrangements to support
investment finance, though their effectiveness is unclear because of no
significantly attractive terms attached to them as compared with market
interest rates. Japan has a scheme called the "Special Reserve Fund for
Losses from DFI," which allows postponement of the payment of cor
porate income taxes. Companies that invest abroad can accumulate for
some years a certain percentage of investment as a reserve fund, which
is regarded as a loss for tax purposes; after some years, the fund must
be used up. Canada and Japan have a "tax-sparing system" in which,
when a subsidiary is given a tax credit for a specific investment in a host
country, the head office in the home country is counted as already hav
ing paid the credit equivalent tax. Thissystemis intended to keep effec
tive some tax incentives that are given by a host government to
Canadian or Japanese subsidiaries.

As mentioned earlier, there are only a very few regulations on
actions of foreign subsidiaries by the governments of investing coun
tries. The U.S. Foreign Corrupt Practices Act, unfavorable taxation on
American income abroad, and overseas application of the Anti-Trust
Law are pointed to as examples of such disincentives.14

Policy Issues and Debates

Although the economic policies of most nations share common
goals, the specific objectives of these policies may vary at various times,
as we have seen. For example, a LDC government places great impor
tance on creating its own entrepreneurs and establishing its own new
industries, whereas many industrial countries do not pay great atten
tion to such objectives. The latter may be more cosmopolitan in that
citizens do not care about the nationality or ethnicity of those involved
in entreprenurial activities or the industrial labor force.

14See Krause, U.S. Economic Policies Toward ASEAN.
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When a Western company makes a direct foreign investment in
China, it will be a serious ideological issue whether or not the socialist
government allows private ownership of the means of production, in
the Marxian sense. Put another way, since "anarchy of production"
was attacked by Marx and many socialist thinkers after him, at many
points it comes as no surprise that the Chinese government intervenes
in production activities. When Beijing introduced direct foreign invest
ment from Western countries, it had to first of all place a time limit on
foreign ownership. It was further required to control all operations by
foreign subsidiaries and joint ventures in its territory. Thus, between
China and its foreign investors, policyissues differ radically from those
between OICs and LDCs in market economies.

In this section, I will classify direct foreign investment policy issues
into three categories: North-South, East-West, and North-North.
Because certain features distinguish issues in these regions from those
debated in the global context, we will focus on major regional issues,
not those debated at UNCTAD.

North-South Issues

In the 1960s and 1970s, many economists in ASEAN criticized the
multinational corporations for introducing "inappropriate" technolo
gies into their countries. In the narrowest sense, this meant that the
multinational corporations adopted more capital-intensive techniques
than were optimal because their techniques had worked in capital-
abundant countries. This is not necessarily true, however; if a multina
tional corporation adopts an unsuitable technique in a LDC, then it will
lose out against its competitors. Furthermore, it was often counterar-
gued thatbecause wage rates in efficiency units werenot aslow asthey
appeared in a LDC, it was rational for a multinational corporation to use
a more capital-intensive technique than that best fitting the apparent
wage-rental ratio.

Arguments werethen expanded to cover otheraspects of the issue:
The new technologies tended to destroy the environment in LDCs,
whose environmental regulations were less strict; multinational corpo
rations introduced management techniques that forced drastic changes
in the structure of LDCs. As the speed of changes exceeded that of
social adjustment, social disorder took place.

Counter arguments contended that the government of a host coun
try was responsible for environmental regulations and that if pollution
was increased as a result of direct foreign investment, it was because of
the host government's loose regulations.

It should be noted that some confusion exists regarding issues of
"appropriate technology": sometimes "appropriate industries" refer to
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those not yet introduced and other times to those already in an indus
trial sector. If a LDC tries to establish capital-intensive industries, then it
is inevitable that capital-labor ratios will be raised, affecting employ
ment.

A second issue, the solution of which is still not yet clear, relates to
"restrictive business practices." It is not surprising that a multinational
corporation tries to confine the use of a specific technology by explicitly
restricting the conduct of joint ventures and/or technology importers.
Basically, this is a matter of private contracts, unless the laws of both
investing and host countries have been broken. Restrictive practices
include: restriction on overseas marketing; limitation of the use of tech
niques; unduly unequal treatment of techniques revised by the
importer; and restrictions on the purchasing of equipment and of raw
and intermediate materials for production.

Despite these issues, however, the facts themselves remain unclear
in many Southeast Asian countries, partly because multinational corpo
rations and joint ventures naturally do not want to disclose contracts
and partly because antitrust laws and the government agencies that
supervise business conduct are not established and/or do not function
well.15

If we examine current Japanese contracts with foreign suppliers of
technologies, we find a number of restrictive clauses, especially in the
area of overseas marketing. From this fact we may surmise that restric
tive practices have not decreased but rather increased, because technol
ogy is transferred to LDCs in a package with management controls.
Although the appropriate policy response for a LDC is to strengthen
antitrust regulations, their effectiveness may be limited; if regulations
are too strict, the multinational corporations will search for another
market in which to make investment or transfer technology.

A third issue concerns the attitude of multinational corporations
toward technology transfer and protection of industrial property in a
host country. Many LDCs accuse multinational corporations of exploit
ing them by overpricing technology; multinational corporations, they
charge, are reluctant to transfer so-called high-tech. From the multina
tional corporations' perspective, the weak protection of industrial prop
erty in LDCs appears unfavorable to technology suppliers. This is a

15In a joint study on Japanese DFI in Southeast Asia, some country papers referred to
restrictive practices. Because the reported case stated that "the joint venture will import
intermediate goods from the technology supplier in case the terms are equal to or more
favorable than those of other suppliers," it did not appear to be restrictive. For more
details, see Sueo Sekiguchi, ed., ASEAN-Japan Relations: Investment (Singapore: ISEAS,
1983).
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factor that prompts multinationalcorporations to claim a higher patent
fee and makes them reluctant to bring in high tech. It also depends on
whether a LDC allows multinational corporations to have wholly owned
subsidiaries, because if "appropriability" is better guaranteed, a MNC
will be more willing to transfer such high technologies.

In fact, whether or not multinational corporations are reluctant to
transfer technology is open to debate. Because of competition among
multinational corporations, a MNCwilllose if it fails to transfer technol
ogy for improving efficiency. The bargaining powerof MNCs may have
been exaggerated in direct foreign investment and technology transfer
negotiations, because the government intervention in a host country
strengthens the position of local partners and technology importers.

East-West Issues

From China's viewpoint, direct foreign investment and technology
transfers are needed to relax foreign exchange constraints for domestic
investment in the short run and to accelerate industrialization in the
long run. Here industrialization includes such individual targets as effi
ciency improvement, export promotion for financing domestic invest
ment, and introduction of new industries.

A first issue is of the most fundamental nature: when China invites
foreign enterprises, how long will multinational corporations and their
subsidiaries be allowed to stay as resident companies? No one knows
the answer, though Beijing has guaranteed a certain number of years;
most investors then have to adjust themselves to a limited time horizon
in investment planning. What status is guaranteed investors? At the
moment, foreign subsidiaries and joint ventures are given some guest
privileges with tax incentives. Naturally, they must accept administra
tive guidance for these benefits.

All incentives reflect China's present handicaps. It is rational for
potential investors to expect that incentives will be removed after the
investment has reached a target size. What status can these firms enjoy
then? Because Beijing refuses to give national treatment to foreign sub
sidiaries, their status after these goals have been achieved looks quite
uncertain.16

This also applies to other socialist nations in the region, who are
reportedly anxious to invite direct foreign investment for the purpose of
promoting industrialization.

16A key issue that blockedthe conclusion of the Japan-China InvestmentGuarantee Treaty
was reportedly Beijing's refusal to provide national treatment toJapanese subsidiaries and
joint ventures. However in August 1988, the treaty was concluded; it included aclause for
national treatment.
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Second, assuming that it allows foreign enterprises to operate for
several decades, it will be of crucial importance for China to improve the
investment climate. This includes simplification of administrative proce
dures for obtaining approvals, or the removal of these procedures,
thereby making it easier for firms to procure input materials through the
market, letting prices reflect more market trends, improving communi
cation and transportation, and so on. One point to add: policy instru
ments that indirectly stabilize economic activities must be developed;
otherwise, government policies fluctuate wildly to counter business
fluctuations. Direct controls by government tend to damage foreign sub
sidiaries because they leave too much room for bureaucratic arbitration.

Too many targets assigned to foreign investment such as foreign
exchange earnings from the early period of investment or requirements
that the investor earn his own foreign exchange make potential inves
tors hesitant. Although exceptions are granted to firms that develop
import substitution through new technology, it is reported that adminis
trative procedures to obtain such privileges are too cumbersome.

Third, COCOM regulations on technology exports to socialist coun
ties can create serious problems even though China is given favorable
treatment among socialist counties. The state of affairs, however, seems
fragile. If COCOM intends to prohibit the export of technology that can
be applied to the development of military capability, it should prevent
the transfer of such technology through whatever channels. Otherwise,
how can one expect that transfer to the USSR through a third country,
including China, is effectively prevented? In this sense, there is a con
tradiction between the strict application of COCOM toward the USSR
and its loose application to China.

Issues in the North

Generally speaking, issues here seem more related to individual
cases than in other regions. The remaining restrictions on direct foreign
investment exist as security and social matters. As mentioned earliers,
disputes about incoming direct foreign investment become more and
more case specific because of the varying interests of different groups.
Although DFI generally benefits the workers of a host nation, compet
ing producers try to exclude new entrants from abroad. This is because
workers who are employed in a competing enterprise tend to oppose
foreign investment. The position of labor unions, who are assumed to
protect their members, becomes ambiguous, depending on what por
tion of their membership they try to protect.

More generally, production factors that can freely move across
national borders benefit from greater access to markets. Thus managers,
capital owners, and even inventors of new technology favor freer treat-
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ment by all national governments.17 It willbe increasingly important for
governments to offer reciprocaltreatment because of intensified compe
tition among producers in home and foreign markets.

On the other hand, if we assume that immigration will not be liberal
ized in the foreseeable future, those who own internationally immobile
factors such as labor and land will be highly sensitive to the rewards paid
to them in the home country. Naturally, they cannot be as cosmopolitan
as the owners of internationally mobile factors. As income transfer to
those damaged will never be enough to fully compensate, national poli
cies will be constrained by the interests of internationally immobile fac
tors.

Let us now examine specific policy issues.
First, more severe competition in innovation and invention creates

more intensified legal disputes about patent coverage. This is applicable
not only to international but to domestic competition as well. Difficul
ties in the international realm are mostly caused by the lack of a com
mon standard of regulation. In this context, more intensive
consultations among national governments on patent treatment, indus
trial property in general, and intellectual property are badly needed.

Similarly, more standardization of the appropriate norms for com
petition or regulations under antitrust laws are required, because the
conduct of multinational corporations and their subsidiaries can violate
the laws in a host country despite the fact that they may be legal in the
home country. As governmental cooperation and coordination lag
behind the actual evolution of foreign investment, national laws are
often applied over jurisdictional borders, which in turn becomes
another source of international dispute. All these issues do not remain
simply those of OICs but spill over into their relations with NICs.

Implications for National Policies and
Regional Cooperation

First, let us remember our assumptions with regard to the policy
goals of each national government in dealing with direct foreign invest
ment and technology transfer. We assume that national governments try
to maximize national income and/or real consumption. Although the
roles of governments differ among nations in the Pacific-Asian region
depending on their stage of economic development, political system,
and other reasons, basic goals can be identified. A host government
tries to maximize the direct and indirect benefits of direct foreign invest-

17Here we assume that a factory ownermakes inconsistent arguments in that he or she
claims freer access to foreign markets while demanding protection in the home market.
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ment and technology transfer, a policy that may conflict with interests of
investor countries. Taxation is one of the policy instruments that manip
ulates shares of income generated by direct foreign investment. When
retaliation is taken into account, however, a seemingly optimal policy
can never be optimal in isolation. A similar argument applies to the
policies of investor countries. If a government restricts direct foreign
investment and technology transfer for the sake of its labor income, the
country not only loses opportunities for a higher return on capital and
technology but also misses expanded markets for its exportables. Retali
ation could further worsen the situation.

In this sense, governments will pursue policiesbased on broader and
longer-term perspectives. It follows, then, that the governments of OICs
should promote technological development so that their economies can
expand production opportunities for which those who are displaced in
declining sectors are recruited. Under such circumstances, technology
transfer does not reduce national income. On the contrary, such income
grows along with real consumption, because the prices of importables
will decline by the use of less expensive labor in NICs and LDCs.

Generally, the governments will stay neutral toward both incoming
and outgoing direct foreign investment, allowing investors to find the
best investment opportunities. If the governments of OICs take more
active steps, they can make the investment climate better by concluding
intergovernmental agreements for investment guarantees and providing
information services. One area worth exploring is common action to
transfer resources to LDCs for economic cooperation, a step that eventu
ally improves investment climate in host developing countries. "Tax-
sparing" measures that make the tax incentives provided by a host
government more effective can also be adopted by all OIC governments
in the Pacific region.18

Major tasks for governments of MICs and low-income countries still
remain those of improving the domestic environment; developing
entrepreneurs, engineers, and middle management classes; and
improving the skills of workers. Investing in infrastructure is another
important task. Most of these jobs depend heavily on the host govern
ments' initiatives. It is true that economic cooperation is needed until
the market mechanism works favorably for these LDCs to induce pri-

18Here we do not refer explicitly to NIC policies, because the NICs' position is rapidly
approaching that of the OICs, except that NICs may still need some reservations pertain
ing to equal access to mutual markets. In most other respects, it seems that NICs can be
treated like "North" countries.
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vate investment. Thus, intergovernmental cooperation for infrastructure
building remains an important goal for all governments in the region.

On the other hand, it should be emphasized that complicated regu
lations and erratic government policies that induce the flight of local
capital must be changed so that domestic capital can be more effectively
used in the host countries; otherwise, it will be far more difficult to
attract foreign capital. NICs have been successful in this respect and it is
now time for market forces to favor investment in NICs without the

necessity for government encouragement.
Economic evaluation of the benefits of direct foreign investment and

technology transfer, as indicated earlier, suggests that the host govern
ment should reduce tax incentives and protection for direct foreign
investment by means of high tariffs on competing imports and entry
restrictions. On this point many host governments argue that, because
of competition among host countries, they cannot remove these costly
incentives. This reasoning is understandable. Further, it seems difficult
for these governments to cooperate in unifying incentive systems
because of the varying situations in each country. The evidence suggests
however, that a more stable investment climate with fewer incentives
attracts more direct foreign investment than a host country with more
incentives but less stable and less transparent policies.

China, and possibly other socialist countries as well who encourage
direct foreign investment and technology transfer from Western coun
tries, will have to undertake significant adjustments to facilitate these
activities effectively. As this discussion makes clear, the incentives these
socialist countries provide are not as strong as they seem to believe. If
incentives are a compensation for the stricter controls required by
domestic politics, their effectiveness is inherently limited. Some incen
tives, such as a government guarantee for the procurement of electricity
and water, are not effective at all when investors evaluate them from an
international perspective.

Despite all these difficulties, the market economies of the Pacific
Basin should welcome China and other socialist countries as investment

partners to the extent that this stabilizes political relations in the
region.19 Trade and investment games are not zero-sum. New partici
pants will expand opportunities for enlarged transactions out of which
everyone obtains a net positive gain, even though for some, competition
may seem to outweigh complementarity. Drastic changes, however, will
be regarded as threatening by competing economies.

19There may be conflicting views regarding specific countries, but we argue a general
principle here.
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Taking into consideration the fact that the countries of the region are
diverse in a great variety of respects—resource endowment, stage of
economic development, political and economic systems as well as social
and cultural differences—regional cooperation in the area of direct for
eign investment and technology transfer will remain modest. A feasible
task is to improve the investment climate and avoid unexpected shocks
by means of frequent consultation on policies. Policy coordination
seems to be difficult even among the countries of the same category.
Perhaps economic cooperation by which OICs can help MICs and low-
income countries to improve their investment climate and absorptive
capacity for technology in general is most reasonable and useful.

As most important actors, multinational corporations play active
roles in promoting both foreign capital and technology in developing
countries. They invest in education and training for their own interest.
In what industries and in what form multinational corporations invest
depends on the policies of host governments to which they respond.
Therefore, the main actor who determines whether it makes the best
use of DFI and technology transfer is the host government. The govern
ments of investing countries play only a supplementary role in keeping
the policies of host countries effective.

As we have already discussed, the most important net benefit of
direct foreign investment to a host developing country lies in the exter
nal effects of industrialization and technology transfer, including diffu
sion. From a multinational corporation's view point, however,
technology diffusion has two sides. To the extent that it contributes to
the improved efficiency of its own subsidiaries, a multinational corpora
tion gains net benefits, but externality to other rivals is not desirable.
Thus, investment in education and training by a MNC will be limited as
long as the turnover of employees benefits others.

It is in this context that I propose that Pacific countries contribute to
the establishment of a Pacific Center for Education and Training to pro
mote direct foreign investment and technology transfer. Contributions
to the fund could be income progressive, with high-income countries
subscribing more. The center would provide training in practical man
agement and engineering for those sent by member countries as well as
from OICs.20 The reason that trainees from developed countries should
participate is because the center could provide sound orientation for

20To distinguish these activities from those of universities, the center will not provide
instruction in basic science and technology but will focus on strengthening the capability
of middle-level engineers and mangers as well as government officials.
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those potential managers and engineers who may be engaged in invest
ment in LDCs in the region.

Such a center could also provide training for government officials
who are engaged in direct foreign investment screening and technology
transfer promotion in LDCs as well as other countries. Exchanges of
views and experiences by middle-level officials would facilitate
smoother implementation of policies and even policy improvement,
thereby reducing the shocks caused by abrupt changes in policies and
regulations. The most significant effects that I would expect from this
activity are that government officials of socialist countries could learn
much from the experiences of other countries.

The location of the center should be somewhere in the ASEAN
countries so that ASEAN could play an active role. The center should
also maintain close cooperation with the Asian Development Bank
because improving the investmentclimate shouldbe within the goals of
the ADB as it contributes to expansion of investment opportunities.
Such an activity is in line with ADB policy.

To avoid duplicating the activities of existing institutions, the pro
posed center should be clearly be differentiated from universities,
though academics aswell asbusiness and government officials couldbe
invited as lecturers and coordinators of programs. Expert consultants
could also be mobilized for the programs according to subject. It is true
that some multinational corporations actively promote on-the-job train
ing and education at their head offices; these programs would continue
to be separately promoted by individual companies. Bilateral intergov
ernmental programs would also proceed by themselves. The goals of
the center would be to fill the gap between the private benefit and the
social benefit of education and training within the region. A regional
center would have the advantage of providing an international perspec
tive on a manageable scale.

Let us provisionally divide the center's activities into two major
course categories: business and policy. Because practical training in
engineering requires an enormous investment in facilities, the business
courses should start with management classes in the first stage. Later
they could be expanded to cover engineering, but might use private
companies on contract for training sites. Policy courses should cover
taxation, antitrust regulations, antipollution policies, screening and
administrative guidance, and other topics.

Policy improvement, together with more transparency of policy
implementation and improved skill in management, will enhance the
attractiveness of Pacific markets for investment and technology transfer.
This in turn will promote the industrialization of developing countries,
and eventually a virtuous circle will develop.



8. Technology Transfer Within the
Pacific-Asian Region

MINGSARN SANTIKARN KAOSA-ARD

Technological change has been accepted as a part of an indispensa
ble set of conditions required for national economic growth, if not the
actual vehicle of growth itself. Studies conducted in the United States
suggest technological change as a major source of economicexpansion.
The rapid growth of relatively resource-scarce countries such as Japan
and South Korea have further provided concrete evidence that technol
ogy is a necessary input for development. Consequently, the issue of
technology transfer has attracted attention at government, corporate
and academic levels.

Technology transferactivities canbe broadly dividedinto two catego
ries: transfer of commercial and noncommercial assets. The former
involves the transfer of assets that are not commonly available in the
public domain. Commercial technologies are either legally owned by a
commercial enterprise or are system specific, that is, they are technolo
gies developed as a result of a combination of resources within an enter
prise. Therefore, commercial transfers require compensations for their
costs. Noncommercial transfers generally involve technologies that are
publicly available. The benefits arising from their use cannot be fully
acquired by monetary expenditures. The most important mechanism of
noncommercial transfers consists of education and publications.

This essay aims to summarize issues related to technology transfer
from developed to developing countries. FirstI willbroadlyexamine the
technology transactions nowoccurring within the Pacific-Asian region. I
will investigate conventional debates regarding technology transfer,
describe emerging issues, and, finally, discuss policy issues and direc
tions.

The State of Technology Transfer Within
the Pacific-Asian Region

We cannot easily gauge the extentof technology exchange currently
taking place within the Pacific Asian region because the process
involves a variety of externalities. Technology transfer is not simply a
matter of moving machines from one location to another. It involves not
only the transfer of a production system, but also the interaction of new
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and old work ethics as well as engineering, economic, social, and
culture-related attitudes. Technology is transferred when communica
tion between transfer and transferee is effective and complete. Because
technology transfer is ultimately a part of the process of human
resource development of the recipient countries, no single index effec
tively measures the extent to which the process has been successfully
completed.

Bearing in mind this definition, statistics canbe employed only as a
rough approximation of technology transfer activities. These statistics
include international investment and technological services, which are
only partial indicators. Moreover, these two indicators are notmutually
exclusive. They are, nevertheless, the only available starting points. In
this essay, we will examine only trade in technical services and interna
tional investment.

Trade in Technical Services

Within the Pacific-Asian region, the United States has been the only
net exporter oftechnology, earning US$8,305 million worth of technical
services in 1985 (see Table 1). Japan has been a net importer, but its
receipts from technology export are growing faster than its payments.

Information on technology payments of developing Asiancountries
is available only for a few countries. On the basis of the three-year
average oftechnology fees between 1979 and1981, thetotal annual tech
nology imports of the ASEAN countries excluding Brunei were esti
mated at US$456 million.1 In the same period, the size of South Korea's
technical imports was US$102.75 million.

A remarkable feature of technology trade in this region is that it is
growing very rapidly. As Table 1 shows, U.S. technology receipts
increased 5.6 times from US$1.5 billion in 1965 to US$8.5 billion in 1985.
Japan shows an even more rapidly increasing trend from US$27 million
in 1965 to US$1 billion in 1983, an increase of thirty-sevenfold. Between
1965 and 1985, the annual compound growth rate of U.S. technology
payments was 2.2 percent and the rate of receipt was 8.9 percent. For
Japan, the annual compound growth rate between 1965 and 1983 was
19.9 percent for technology receipts and 11.5 percent for technology
payments.

On the recipient side, payments from the countries in the region
tended to rise rapidly. Between 1972 and 1985, technology imports into
Thailand increased more than elevenfold, from US$6.8 million to

^SCAP/UNCTC Joint Unit on TNCs, Cost and Conditions of Technology Transfer Through
Transnational Corporations, ESCAP/UNCTC publication series B, no. 3 (Bangkok, 1984).



Table 1

Technology Trade of Selected Developed Countries with the Pacific-Asian Region, 1965-85*
(in US$ millions)

Federal Five-

United United Republic of Country
Statesb Kingdom

1965 1984

France" Germany

1965 1985

Japan Total

1965 1985 1965 1984 1965 1983 1965 Latest

Year

Receipts 1,534 8,512 138 1,194 169 4,804 75 545 27 1,014 1,943 16,069
Payments 135 207 131 845 215 2,872 166 995 133 1,176 780 6,095
Total

trade 1,669 8,719 263 2,039 384 7,676 241 1,540 160 2,190 2,273 22,164
Balance 1,399 8,305 7 349 -46 1,932 -91 -450 -106 -162 1,163 9,974

aThe data for 1983-85 are drawn from U.S. Department of Commerce, Survey of Current Business (Washington, D.C., March 1986); United
Kingdom, Central Statistical Office, Balance of Payments (London, 1985); Monthly Report of the Deutsche Bundesbank, May 1986; Ministere de
rEconomie, des Finances et du Budget, La Balance des Paiement de la France 1984(Paris: Statistique et Etudes Financieres, 1985); Japan Statistics
Bureau, Kagaku Gijutsu Kenkyu Chosa Hokoku (Tokyo, 1984).

bFor France and the United States, includes all fees and royalties; for all othercountries, includes royalties and license fees.

Source: UNCTC, ''Transnational Corporations and Technology Transfer: Effects and Policy Issues" (New York: United Nations, 1987).
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US$75.2 million. The same trend has also been observed in Malaysia.
From 1975 to 1978, Malaysia's outflow of payments related to technol
ogy increased by 116 percent.2 For the Philippines, technology pay
ments increased sixfold, from US$5.81 million in 1972 to US$37.2
million in 1981.3

The pattern of technology trade of the two major exporting coun
tries, the United States and Japan, varied substantially. Whereas the
United States received only about 20 percent of technology payments
from developing countries, 60 percentof Japan's receipt from technical
services came from developing countries (see Table 2).

Trade statistics also suggest that a substantialamount of technology
trade is intrafirm. About 80 percent of U.S. exports of technology were
intrafirm (see Table 2). In Thailand, 57 percent of the total technology
fees in 1981 were remitted by firms with more than 50 percent foreign
equity share. Intrafirm or intragroup transactionsin technology services
are also prevalent in other ASEAN countries. Although remittance val
ues of royalties classified by buyer-seller relationship are not available
for Malaysia and the Philippines, existing information suggests an asso
ciation between foreign investment and trade technology services. In
Malaysia, 79.6 percent of total sampled technology contracts were con
cluded between multinational corporations and their fully owned sub
sidiaries. In the Philippines, 306out of 634contracts(48 percent) filed at
the Technology Transfer Board between 1978 and 1985 were concluded
with equity-related companies; forty-nine were contracts of foreign sub
sidiaries or foreign majority-owned companies.

In Southeast and East Asia, Japan is by far the most prominent
supplier except for the Philippines, where the United States accounted
for 46 percent of the total number of technology agreements,4and South
Korea, where the United States accounted for 43 percent and Japan
accounted for 30.7 percent of the value of technology imports between
1962 and 1985. In terms of the number of agreements, however, the
share of Japanese technical services supplied to South Koreawas higher
(45.16 percent). Japan is the contracting party in 32 percent of technol
ogy agreements concluded by the private sector in Malaysia. Between
1982 and 1985, an average of 37.6 percent of Thailand's payments for

2Kamaruddin Nordin, "The Implementation of Proposals of Technology Transfer: Malay
sia's Experience," paper presented at the meeting of the Malaysia-Japan Economic Associ
ation, Kuala Lumpur, December 14, 1979, cited by the ESCAP/UNCTC Joint Unit on
TNCs, Cost and Conditions of Technology Transfer.
^SCAP/UNCTC Joint Unit on TNCs, Cost and Conditions ofTechnology Transfer.
technology Transfer Centre, "Statusof Imports of Foreign Technology," 2509/001 (Bang
kok, 1986) [in Thai].
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Table 2

Selected Developed Countries: Technology Receipts
from Developing Countries

(in US$ millions)

United States Japan

Total

Receipts from
Developing
Countries

Percentage
of Total

Receipts

Percentage
of Receipts

from

Affiliates

Total

Receipts from
Developing
Countries

Percentage
of Total

Receipts

1970 557 22.3 88.2

1971 601 21.6 89.4 — —

1972 644 20.9 88.8 — —

1973 593 18.4 87.5 — —

1974 724 18.9 87.0 — —

1975 824 19.2 87.6 123 55.1

1976 806 18.5 85.1 159 56.6
1977 834 17.4 84.4 199 57.1
1978 1,039 18.0 84.3 402 69.4
1979 1,187 19.5 84.9 290 64.2

1980 1,442 20.7 85.1 434 61.6
1981 1,591 21.9 83.7 454 57.2

1982 1,492 20.9 78.6 404 54.4

1983 1,598 20.3 80.0 592 58.4

1984 1,501 18.6 81.3 — —

1985 1,546 18.2 81.0 — —

Sources: U.S. Department of Commerce, Survey of Current Business, various issues.
Japan Statistics Bureau, Kagaku Gijutsu Kenkyu Chosa Hokoku (Tokyo, 1984),
cited by UNCTC, "Transnational Corporations."

technology were made to Japan, whereas 25.5 percent of the same went
to the United States.5

Direct Foreign Investment

Statistics on direct foreign investments further confirm that the
United States is by far the largest exporter of technology. In 1984, U.S.
investments amounted to $223,412 million (see Table 3), about three
times the size of total direct investment made by Japan between 1951
and 1984 (see Table 4). Whereas 44.2 percent of U.S. investments were
in Asia and the Pacific (Table 3), nearly 70 percent of Japan's direct
investments were in this region (Table 4).

These two major countries show a number of interesting features.
First, within Asia and the Pacific Rim, direct U.S. investment tended to

technologyTransfer Centre, "Status of Imports of Foreign Technology."



Table 3 to

Balance of U.S. Direct Investment in the Pacific Economic Community
(in US$ millions)

o

1970 1975 1980 1983 1984 1
Amount % Amount % Amount % Amount % Amount % 2*

PEC (44.9) (42.1) (37.1) (40.8) (44.2) -2L
35,083 100.0 52,337 100.0 80,077 100.0 92,553 100.0 98,680 100.0

Advanced countries 27,761 79.1 39,807 76.1 59,461 74.3 64,950 70.2 68,553 69.5
Australia 3,304 9.4 5,065 9.7 7,662 9.6 8,756 9.5 9,188 9.3
Canada 22,790 65.0 31,038 59.3 44,978 56.2 47,553 51.4 50,468 51.1
Japan
New Zealand

1,483 4.2 3,339 6.4 6,243 7.8 8,063 8.7 8,374 8.5
184 0.5 365 0.7 578 0.7 578 0.6 523 0.5

Asian NICs
— — — — 3,151 3.9 4,661 5.0 5,450 5.5Hone Kong

South Korea z
—

I
2,078

575
2.6
0.7

3,310
650

3.6
0.7

3,799
823

3.8
0.8

Taiwan
—

— — — 498 0.6 701 0.8 828 0.8
ASEAN countries

Brunei
701 2.0 2,325 4.4 4,770 6.0 8,140 8.8 9,946 10.1

Indonesia
— — 1,587 3.0 1,314 1.6 3,213 3.5 4,409 4.5Malaysia
— — — — 632 0.8 1,121 1.2 1,153 1.2

Philippines 701 2.0 738 1.4 1,259 1.6 1,107 1.2 1,185 1.2
Singapore

—
— — — 1,204 1.5 1,969 2.1 2,232 2.3

Thailand
— — — — 361 0.5 370 0.8 967 1.0

Island countries _

Fiji — _

French Polynesia — — _

Papua New Guinea —- — — _

Vanuatu
Solomon Islands
Western Samoa
Others

— — — — — — — —
— —



Table 3 (continued)

1970 1975 1980 1983 1984

Amount % Amount % Amount % Amount % Amount %

Latin America 5,171 14.7 7,150 13.7 12,695 15.3 14,802 16.0 14,731 14.0
Chile 748 2.1 174 0.3 536 0.71 627 0.7 601 0.1 t!

Colombia 698 2.0 648 1.2 1,012 1.3 1,894 2.0 2,103 2.0 o
Costa Rica — — — — — — — — — —

C/5

Ecuador — — — — 322 0.4 437 0.5 356 0.0 s
El Salvador — — — — — — — — — —

2

Guatemala — — — — — — — — — —

CO

Honduras — — — — — — — — — — 2

Mexico 1,786 5.1 3,200 6.1 5,989 7.5 5,006 5.4 5,380 5.0 3
Nicaragua — — — — — — — — — — >
Panama 1,251 3.6 1,907 3.6 3,171 4.0 4,519 4.9 4,061 1.0 9
Peru 688 2.0 1,221 2.3 1,665 2.1 2,319 2.5 2,220 —

8
>

Other Asia
and Pacific 1,450 4.1 3,055 5.8

— — — — — —

China — (-) — (-) — (-) — (-) — (-) £
World total 70,166 (100.0) 124,212 (100.0) 215,598 (100.0) 26,962 (100.0) 223,412 (100.0) a

Source: Survey of Current Business, 1970-1985, U.S. Department of Commerce, cited in Pacific Basin Economic Council, Pacific Economic
Community Statistics, 1986 (Tokyo: Japan Member Committee, May 1986). 8



Table 4[ o

Direct investment 1by Japan in the Pacific Economic: Community
&

(in US$ millions) 1-

1980 1981 1982 1983 84 1951-84 $
Amount % Amount % Amount % Amount % Amount % Amount % ¥

PEC (75.2) (77.7) (74.6) (73.8) (68.6) (69.7)
2

3,528 100.0 6,943 100.0 5,748 100.0 6,008 100.0 6,955 100.0 49,821 (100.0) -t

Advanced countries 2,035 57.5 2,925 42.1 3,306 57.5 2,878 47.9 3,653 52.6 24,860 49.9
Australia 431 12.2 348 5.0 370 6.4 166 2.8 135 1.5 3,153 6.3
Canada 112 3.2 167 2.4 167 2.9 136 2.3 131 2.6 1,575 3.2
Japan
New Zealand 8 0.2 56 0.8 31 0.5 11 0.2 15 0.2 238 0.5
United States 1,484 42.1 2,354 33.9 2,738 47.6 2,565 42.7 3,359 48.2 19,894 39.9

Asian NICs 238 6.7 456 6.6 558 9.7 795 13.2 534 8.4 4,991 10.0
Hong Kong
South Korea

156 4.4 329 4.7 400 7.0 563 9.4 412 5.9 2,799 5.6
35 1.0 73 1.1 103 1.8 129 2.1 107 1.5 1,548 3.1

Taiwan 47 1.3 54 0.8 55 1.0 103 1.7 65 0.9 647 1.3

ASEAN countries 926 26.2 2,839 40.9 801 13.9 975 16.2 911 13.1 12,641 25.4
Brunei — — 5 0.1 — — 2 — 5 0.1 107 0.2
Indonesia 529 15.0 2,434 35.1 410 7.1 374 6.2 354 5.4 8,015 16.1
Malaysia 146 4.1 31 0.4 83 1.4 140 2.3 142 2.0 1,046 2.1
Philippines 78 2.2 72 1.0 34 0.6 65 1.1 46 0.7 832 0.7
Singapore 140 4.0 266 3.8 180 3.1 322 5.4 225 3.2 1,980 3.9
Thailand 33 0.9 31 0.4 94 1.6 72 1.2 119 1.7 711 1.4



Table 4 (continued)

1980 1981 1982 1983 1984 1951-84

Amount % Amount % Amount % Amount % Amount % Amount %

Island countries
Fiji
French Polynesia

10 0.3 20 0.3 20 0.3 13 0.2 37 0.5 326 0.0

Papua New Guinea — — — — — — — — — — — —

Vanuatu — — — — — — — — — — — —

Solomon Islands — — — — — — — — — — — — g

Western Samoa — — — — — — — — — — — — g
Others — — — — — — — — — — — — o

Latin America 319 9.0 703 10.1 1,063 18.5 1,347 22.4 1,770 25.4 7,000 14.1
CO

Chile 9 0.3 3 0.0 13 0.2 3 0.0 37 0.5 179 0.4 g
Colombia — — — — — — — — — — — — CO

Costa Rica — — — — — — — — — — — —

Ecuador — — — — — — — — — — — — 2
El Salvador — — — — — — — — — — — —

c
Guatemala — — — — — — — — — — — — Ed
Honduras — — — — — — — — — — — — §
Mexico 85 2.4 82 1.2 143 2.5 121 2.0 56 0.8 1,220 2.4

sNicaragua — — — — — — — — — — — —

Panama 222 6.3 614 8.8 722 12.6 1,223 20.4 1,671 24.0 4,916 9.9 CO

1
Peru 3 0.1 4 0.1 185 3.2 — — 6 0.1 685 1.4

China 12 (0.3) 26 (0.3) 18 (0.2) 3 (0.0) 114 (1.1) 187 (0.3)

World total 4,693 (100.0) 8,931 (100.0) 7,703 (100.0) 8,145 (100.0) 10,155 (100.0) 71,431 100.0
lo

Source: Overseas Private Investment Division, International Finance Bureau, Japan Ministry of Finance.
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be concentrated in the more developed countries (70 percent); about 50
percent of Japanese investments went to developed countries. Second,
the United States alone accounted for 40 percent of Japan's direct invest
ment in Pacific areas (Table 4), whereas the bulk of the U.S. direct
investment was in Canada (51 percent). Third, the investment pattern of
the two countries shows some similarities. For instance, direct invest
ments of both countries were twice as large (or more) in the ASEAN
region than in the AsianNICs. The investments in Latin America show
approximately the same proportion—that is, 14percent—reflecting anal
ogous push and pull factors.

The Conventional Issues

Although the discussions about technological change and growth
began in the 1950s, it was not until the 1970s that the issue of technol
ogy transfer became widely scrutinized. Earlier studies of technology
issues emphasized technology as a source of growth. Although esti
mates of the extent of the contribution of technology to growth varied
from study to study, developing countries are more interested in issues
of how and at what cost technology should be transferred. The follow
ing discussion briefly outlines the major issues related to international
transfer of technology that are of particular interest to developing coun
tries.

The Choice of Technology and Its Appropriateness

It was soon noted that technology generated to suit the consump
tion patterns, environment, and factor endowments of advanced coun
tries may create socialconflictsand waste, accelerate deterioration of the
environment, and increase unemployment when it is applied to devel
oping countries. Moreover, the technological gap between rich and poor
nations is widening. The use of many modern techniques is thought to
have a substantial labor displacement effect. At the same time, the pop
ulation in developing nations is growing at an alarming rate because of
better public health and medical services. Low income from agricultural
production has caused a rural-to-urban drift transforming part of rural
underemployment into urban unemployment.

These facts have led to a call for "appropriate technology," a con
cept defined by David Morawetz as a

set of techniques which makes optimum use of available resources in a
given environment. For each product or process, it is the technology
which maximizes social welfare if factors and products are shadow
priced.6

6David Morawetz, "Implications of Industrialization in Developing Countries: A Survey,"
EconomicJournal 84 (1974) :517.
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In relation to labor-abundant LDCs, the concept has become loosely
connected with labor-intensive techniques.

Debates on the appropriate choice of technology have centered
around substitutability, both in products and inputs. Supporters of
employment objectives believe that if potential rather than current pro
duction functions are considered, the range of production techniques
will be substantially widened. If sufficient research and development
effort is invested in adapting past innovations and developing new
ones, the conflict between maximum output and maximum employ
ment can be alleviated. Moreover, since the social cost of
unemployment—including the affront to human dignity—is so great,
the optimum strategy is to select a labor-intensive product mix and rela
tive labor-intensive techniques.

On the other hand, other economists argue that the elasticity of
substitution between capital and labor in manufacturing industries is
lower than commonly assumed, especially when skill constraints in
LDCs are taken into account.7 They believe labor-intensive products that
do not require inputs of a scarce skill are quite limited and confined to
certain traditional cottage industries and those differentiated products
with a high income elasticity of demand, such as high fashion goods,
furniture, and so on. Moreover, once products are chosen, there is little
scope for variation in factor proportions unless the product specifica
tions are altered. Handwoven and machine-woven textiles, for example,
belong in the same product group but, strictly speaking, have different
specifications and are produced for different markets. Even in product
lines where a fairly wide selection of techniques is possible, modern
techniques may be preferable to reach certain specifications in interna
tional markets.

The empirical evidence for both sides of the argument is inconclu
sive.8 Without entering this debate, I believe three points should be
borne in mind. The first is this: a strategy of industrialization based on
modern large-scale manufacturing and imported technology designed
for growth objectives is in itself an inappropriate strategy for the
achievement of employment objectives. Such a strategy is unlikely to
provide appropriate technologies for recipient countries for several rea-

7Kenneth J. Arrow et al., "Capital-Labour Substitution andEconomic Efficiency," Review
of Economics and Statistics 43 (1961):225-50; C. St. J. O'Herlihy, "Capital-Labour Substitu
tion and the Developing Countries: A Problem of Measurement, Bulletin of the Oxford
University Institute of Economics and Statistics 34 (1972).
8For a good review of this issue, seeFrederick T. Moore, "Technology Change andIndus
trial Development: Issues and Opportunities," World Bank Staff Working Papers no. 613
(1983).
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sons. First, the bulk of research and development activities are central
ized in the activities of multinational corporations, the competitive edge
of which depends on their technological lead. Second, the LDCs
demand for labor-intensive technology is not sufficiently strong to
induce economic production of such technology.9 Last, the cost of
searching for "appropriate technology" from an "international technol
ogy shelf" could proveto be a considerable strain on the meager capital
resources of LDC entrepreneurs.

The second point to bear in mind is that urban unemployment and
rural underemployment are the result of numerous factors besides sim
ply the wrong choice of techniques. The problems of unemployment
should be considered within a macro rather than a micro framework.
Within the macro framework, different sectors may be allowed to play
different roles using different techniques with different factor propor
tions while making sure that the overallbalance will not leave abundant
resources idle.

The third point is, as Frederick Moore has noted,10 that the discus
sion of technology choice has generally avoided certain dynamic aspects
of the process, namely, the relationship between factor proportion on
one hand and adaptation, innovation, and growth on the other.

Despite the fact that the majority of the academic literature related
to technology transfer is devoted to the issue of appropriate technolo
gies, this subject has never raised commensurate concern among the
governments affected. Nor has it been a cause of conflict between the
transferring and the recipient countries. In contrast, the issue of the
appropriate cost of technology transfer—to be discussed in the next
section—has attracted much more debate in the international arena.

The Cost

In earlier days, it was argued that because the marginal cost of
using technology was zero, technology should be transferred free of
charge. It has been increasingly recognized, however, that although
commercial technologies do have certain public good characteristics, the
transfer of right of use to a second party may generate a certain oppor
tunity cost to technology owners or decrease the value of expected
return to the first party's technological assets and to other assets used in
conjunction with the technological assets. In addition, there are also
costs associated with the transfer activities, such as duplications of blue-

Howard Pack and Michael P. Todara, "Technological Transfer, Labour Absorption, and
Economic Development," Oxford Economic Papers 21 (1969): 395-403.
10Moore, "Technology Change and Industrial Development."
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prints, preparation of manuals, and so on. Concern over the financial
costs of technology has thus shifted to the issue of whether the technol
ogy recipients have received a "fair" price or whether technology
sellers are discriminating monopolies. The price is considered "fair" if
other recipients have been charged similar prices. From intrafirm sales,
attention is given to whether or not an abuse of transfer price has
occurred. Apart from financial cost, concern has been expressed over
the implicit costs found in restrictive clauses, such as export bans, tie-in
purchases, extraterritoriality, and so on.

Empirical findings on technology pricing vary substantially in their
methodology and results. Studies focusing on suppliers' behavior sug
gest that suppliers cannot extract the maximum rent and can obtain
only one-third to one-half their rent, and that their average royalty
ranged between 3 to 4 percent of sales.11

Empirical evidence based on studies in developing countries, how
ever, suggest the contrary. For example, a study on the financial cost of
technology transfer in Thailand indicates that the range of the prices of
imported technologies is relatively wide, exceeding 5 percent of gross
sales in four industries and 5 percent of net sales in two other indus
tries.12 Thirty-eight (out of a total of 388) contracts for which fees
exceeded 5 percent of sales accounted for approximately 10 percent of
total remittances in 1981. Moreover, suppliers from Japan and develop
ing countries (i.e., technology emulators) tended to charge fees that fell
in the lower ranges compared with the United States and European
countries.

Other studies indicated that the range of fees in Malaysia and the
Philippines was narrower than those prevailing in Thailand. The fact
that the rangeof fees in Thailand (where no regulatory agency exists) is
relatively high tends to support the hypothesis of discriminating
monopolistic practice.

The difficulty arising from research on the cost issue is that markets
for some technologies are imperfect and no bench mark pricesareread
ily available. Moreover, each package of technology may differ in both
content and quality. Therefore, most of these empirical studies have
provided only ranges of technology fees.

Empirical findings relating to restrictive conditions are more conclu
sive and confirm that restrictive practices are widespread. Approxi-

nRichard E. Caves, Harold Crookell, and J. Peter Kelling, "The Imperfect Market for
Technology Licenses," discussion paper no. 903, Harvard Institute of Economic Research,
June 1982.

^ESCAP/UNCTC Joint Unit onTNCs, Cost and Conditions of Technology Transfer.
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mately 25 percent of contracts concluded by Japanese enterprises with
foreign technology suppliers in 1981 contained some restriction on
exports.13 The situation is similar in Korea and Thailand and even more
prevalent in Malaysia (30.4 percent). It appears that technology suppli
ers have attached greatest importance to export conditions. Even when
regulatory mechanisms exist, as in Malaysia, export restriction is no less
pervasive. Other relatively common restrictive conditions include tied-
in purchase and restrictions on the use of expertise after expiration of
contracts.

Thus far, research has not been able to indicate a "fair" price for
technology transfer. Nor can a best method of payment for an industry
be indicated, because each solution is unique depending on the sophis
tication of the technology acquired and the absorptive capacity of the
recipient firm. The final price depends a great deal on the bargaining
strength of the recipient, which is likely to be strongest in the areas of
mature technology where the technology market is expanding and
weakest when the technology market is monopolized.

Appropriate Mechanisms of Transfer

In the past, international transfer of technology through multina
tional corporations has been accomplished by direct foreign investment
in a host country. More recently, however, there has been a proliferation
of alternative arrangements for technology transfer that include a range
of contractual agreements for the transfer of specific elements of tech
nologies. The issue of interest here is whether the effectiveness of trans
fer varies according to type of arrangement.

Case studies on the effectiveness of technology transfer through
different arrangements suggest that the promotion of local technological
capacity is more effective in firms that are predominantly locally owned
than in firms with significantforeign equity.14 In the former, local partic
ipation in management positions opens more opportunities for actual
involvement by local staff in critical production areas and in project
execution.

The case studies also suggest that although firms with significant
foreign equity are relatively efficient, they tend to transfer mainly
capital-embodied and peripheral or auxiliary technology and highly
capital-embodied technology such as papermaking. The core technol-

13ESCAP/UNCTC, Cost and Conditions ofTechnology Transfer, Table 7.
14UNCTC, "Transnational Corporations and Technology Transfer: Effects and Policy
Issues" (New York: United Nations, 1987); "Technology Acquisition Under Alternative
Arrangements with Transnational Corporations: SelectedIndustrial Case Studies in Thai
land," St/CTC/SERA/6 (New York, 1987).



MINGSARN SANTIKARN KAOSA-ARD 213

ogy is generally under foreign control, rendering the absorption process
slow and incomplete. Several cases studies, however, indicate that the
transfer of auxiliary processes provided by the foreign partners has been
effective and substantial.

The second area of concern is whether multinational corporations,
especially those from developed countries, are the appropriate agent for
transferring technology to the capital-scarce, labor-abundant developing
countries. Studies in this area generally compared multinational corpo
ration affiliates with local firms, and results are inconclusive as to
whether these affiliates were relatively capital intensive.15 One conclu
sion, however, can be made: capital intensity is positively related to the
size of firms regardless of nationality of ownership.

The emergence of multinational corporations from developing
countries and small developed countries has been proposed as a means
of alleviating these problems to a certain extent.16 Multinational corpora
tions from newly industrializing countries specialize in transferring the
processing activities of the products at the tail end of Vernon's product
cycle. Multinational corporations from developing countries are thought
to engage in "two-step" transfer, that is, they may have, through their
own experience, adapted Western technologies to suit their own needs,
which are more similar to those prevailing in the developing countries.
Multinational corporations from small developed countries may also
have scaled down the plants aiming at producing smaller lots, more
suited to the quantity demanded in developing economies.

Emerging Issues

Studies on technology transfer have slowly shifted away from an
emphasis on motivation, cost, and appropriateness toward the acquisi
tion and mastery process, that is, how technology is transferred. By
shifting the focus from the technology-pricingbehavior of multinational
companies to studies on absorptive capacities and domestic science and
technology policies of developing countries, the pressure to scrutinize
multinational firms has lessened.

15Robert Hal Mason, "The Transfer of Technology and Factor Proportions Problem: The
Philippines and Mexico," UNITAR Research Report no. 10 (New York, 1971); L. T. Wells,
Jr., "Economic Man and Engineering Man: Choice of Technology in a Low-Wage Coun
try," Public Policy 11 (1973): 319-42; Mingsarn Santikarn, Technology Transfer: A Case Study
(Singapore: Singapore University Press, 1981); Waranya Pancharoen, Multinational Corpo
rations and Host Country Technology: A Case Study of Thailand (Quezon City: Council for
Asian Manpower Studies, University of the Philippines, 1980).
16D. C. Lecraw, "Direct Investment by Firms from Less Developed Countries," Oxford
Economic Papers 29 (1977).
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Case studies in the acquisition of technological capabilities confirm
that the success or failure of technology transfer depends to a significant
extent on the absorptive capacity, awareness, and management ability
possessed by the recipient enterprise and on an appropriate choice of
arrangement for transfer according to the product, process, and the
characteristics of the local enterprises involved.17 An appropriate selec
tion of supplier is imperative. An individual specialist, for example, is
generally most successful if he is asked to supervise a narrow range of
products, or when the product is relatively standardized, or when the
scale of the business is relatively small. Similarly, suppliers from devel
oping countries may be best suited to transferring standardized, single-
product and relatively small-scale production technology. A turnkey
arrangement is an appropriate choice when the local concern has some
industrial experience. Foran industry whose technology is continuously
changing, an advanced technology supplier with R&D facilities may be
more appropriate.

Another area of investigation is the impact of demand for final
product on the process of transfer. A study on technological acquisition
in the rice milling industry of Thailand suggests that the change in the
characteristics of the demand for the final product is a catalyst for tech
nological change.18 Policies that seek to reduce such constraints as lack
of credit and managerial resources and that neglect to give due attention
to the market factor may fail to promote technology transfer in the
desired direction, as the change in technology may imply changes in
market. This finding has an important implication for international
trade in technological services. The demand for the technical services of
advanced countries depends on the degree of free trade allowed in the
developed markets.

Frances Stewart has pointed out that international technology trans
fer necessarily involves the discussion of not only sale of knowledge but
also sale of marketing rights and market access.19 The latter refers to the
sale of trademarks and brand names. Previously, the issues of sale of

17UNCTC, "Technology Acquisition."
18See, e.g.,Carl J. Dahlman, Bruce Ross-Larson, and Larry E. Westphal, Managing Techno
logical Development, World Staff Working Papers no. 717, 1985. See also the fourteen case
studies conducted by Mingsarn Santikarn Kaosa-ard, "Local Technological Capabilities
Under Alternative Arrangements for Technology Transfer" (ESCAP/UNCTC Joint Unit on
TNCs, 1987); and the same author, "Technological Acquisition in the Thai Rice Milling
and Related Capital Goods Industries," World Employment Programme Research Work
ing Papers (Geneva: ILO, March 1986).
19Frances Stewart, "International Technology Transfer: Issues and Policy Options," in
Paul Streeton and Richard Jolly, eds., Recent Issues in World Development (Oxford: Pergamon
Press, 1981).
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knowledge and marketing rights have been raised by developing coun
tries. I have already discussed the first point, that is, the cost associated
with the sale of technology. The second point deals with the packaged
nature of knowledge and the marketing rights of certain technologies. It
is agreed that "while knowledge itself may be worth acquiring from a
national point of view, marketing rights may not be."20 Earlier sugges
tions in this regard have been: to buy the knowledge (i.e., patent rights)
and to buy marketing rights (trademarks and brand names) only if the
owner has invested resources in capturing the market that the buyer
intends to share.21 Ownership of trademarks does not necessarily imply
ownership of market.

The United States has reintroduced this issue from the angle of
property owners and has been pressing its trading partners, especially
those in East and Southeast Asia, to protect its intellectual property
rights (IPR) so that returns from these industrial assets could be fully
appropriated.

The U.S. government has hinted to the Thai government that the
Generalized System of Preferences (GSP) privileges provided to certain
Thai exports might be terminated and that the supply of the U.S. tech
nology could be disrupted, if an agreement on IPR is not reached. Only
the first threat, however, carries weight with some government
agencies, although it is generally felt that GSP has been intended as a
short-term, unilateral gift that would be self-terminating once a certain
export level to the United States is achieved. Moreover, IPR laws are
considered economic laws and should be applied in accordance with
the stage of development current in Thailand. As for technology sup
plies, the United States is unlikely to be the only seller of the range of
technologies Thailand requires. The technology market in Thailand is
not one seller's market; Japan, South Korea, and Taiwan and others
have proven to be more competitive sources of technology than the
United States.

The extent of the economic gain the U.S. private sector will reap
through its government's forceful position regarding IPR might not be
substantial considering that 86.5 percent of U.S. firms in Thailand (sur
veyed by the American Chamber of Commerce in March, 1987) indi
cated that the current laws governing the protection of intellectual
property rights in Thailand have no quantifiable impact on their opera
tions. The political cost of the U.S. "IPR phobia" is likely to be high,

20n*id.
21Mingsarn Santikarn Kaosa-ard, "Technology Transfer," and "Technological Acquisition
in the Thai Rice Milling and Related Capital Goods Industries."
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however. In Thailand, the issue has already shaken the stability of the
coalition government. It is interesting to note that Japan, which has
much to gain from property right protection, has adopted a low-profile
approach to the same issue.

Although the competition of Japan and the United States in technol
ogy markets in the third countries will improve the bargaining strength
of the economically more successful ASEAN countries, it may create yet
another source of tension between the two major economic powers. To
the extent that the countries who are technology recipients prefer
sources that offer market access, Japan is likely to be in a more advanta
geous position. The United States may threaten to close its market, but
to take away what has already been given is more difficult (or damag
ing) than to offer hitherto closed markets. With the rapidly increasing
value of the yen, Japan also needs to establish external production
capacities. The important implication is that if this trend develops,
future trade conflicts will not be simply bilateral matters—that is, the
United States versus Japan or the United States or Japan versus an
LDC—but rather the United States versus Japan and her LDC associ
ates.

Policy Issues and Directions

Essentially, the issues discussed in the essay are related to policy
issues on which a government decision is to be made regarding the
international transfer of technology. First, for example, the decision to
control or not to control technology imports depends on the advantages
and disadvantages of allowing a free flow of technology. Second, the
policy on direct foreign investment must take into account the costs and
benefits of technology transfer under different modes or channels of
transfer—that is, whether direct foreign investment is a more effective
mode and a less costly means than alternative arrangements. If the dif
ference in costs and benefits arising from alternative modes is signifi
cant, policies may have to be designed to promote the preferred modes
for a specific sector. Third, what kind of policies are needed to enhance
technology transfer? Is a policy on technology imports a sufficiently
effective mechanism to ensure the fulfillment of national objectives?
What are the policies that may have indirect but effective impact in
determining technology inflow?

Among the academic issues discussed earlier, technology import
costs and controls have tended to attract most attention from the gov
ernments of the developing countries with the issue of appropriate tech
nology receiving only lip-service. Governments in the Pacific-Asian
region are more preoccupied with subsidizing the use of capital in the
large-scale modern sector and are disturbed by imports of what they
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regard as outdated and secondhand technology. In the area of technol
ogy imports, countries in the Pacific-Asian region can be broadly
divided into three groups. The first group consists of those countries
that allow free flows of technology, such as the United States (except
defense-related technology), Japan, Thailand, and Singapore. South
Korea is in the final stage of totally liberalizing its technology imports
from anapproval system toa reporting system. Since 1984, firms paying
technology fees below 10 percent of sales have been allowed to import
technology (excluding trademarks and "outdated" technology) freely.
Since the latter half of 1986, South Korea has planned to abandon the
restricted entry of trademarks and outdated technology.

The second group consists of countries that exercise control on tech
nology imports, especially with regard to financial cost and restrictive
clauses. These are mainly Latin American countries, the Philippines,
and India. In these countries technology agreements must be screened
and approved by regulatory agencies; their main concern focuses on the
foreign exchange impact of technology imports and technological
dependence on external sources. In recent years, however, some coun
tries in this group—for example, India—have relaxed their regulations.
Therefore, their major negotiation issues are the rates and the size of
payments and restrictive clauses contained in technology contracts.

The third group consists of countries with some regulations on
technology imports. Malaysia and Indonesia appear to belong to this
group. Malysia tends to exert a higher degree of regulation than Indo
nesia and has set up a Technology Transfer Unit to examine technology
contracts. Malaysia, however, does not impose foreign exchange control
on payments of technology. In Indonesia, high-technology fees are
allowed but have to be calculated on the basis of profits rather than
sales.

Compared with technology imports, policies on foreign investments
of most countries in the region have been more liberal, especially for
eign investments in high-tech industries. As more developing Pacific-
Asian countries adopt an export-led growth strategy, buying more
technologies implies exporting more goods. A technology supplier who
can also offer a market will be preferred.

Finally, a number of countries in this region have been impressed by
the "Korean model" of stimulating domestic research, development,
and education activities to enhance technologytransfer. Fewer countries
have noted that planning for technology transfer and development
requires not only the establishment of a specific microeconomic policy
on the regulation of imported technology but also an understanding of
the country's existing quantitative and qualitative factor endowments.
In addition, intelligent planning requires an assessmentof the country's



218 Technology Transfer

dynamic comparative advantage and its position in the international
market. Both technology import policy and science and technology pol
icy, in fact, must be related and integrated into every Pacific-Asian coun
try's master plan for development.



9. Japan-U.S. Economic Conflicts and Their
Impact on the Pacific-Asian Region

IPPEI Y\MAZAWA

Current Issues for the Pacific-Asian
Economies

Throughout the 1970s, the Pacific-Asian developing countries
achieved rapid economic growth, and their potential for continued
future growth gave substantial momentum to the prospects for Pacific
economic cooperation. In the 1980s, however, this expansion has
slowed, with serious setbacks in 1982 and 1985. ASEAN countries in
particular experienced a downturn to slow or minus growth, resulting
in a "hollowing" of economic growth in Asia and the Pacific. On the
other hand, South Korea and Taiwan suffered less in 1985 but the nature
of their economic expansion has changed from the 1970s. Both Asian
NICs and ASEAN countries resumed higher growth rates in 1986 and
1987 but the stock exchange market turbulence ofOctober 1987 together
with uncertainties relating to the U.S. economy has cast a shadow on
the future.

Thedepression affecting the ASEAN economies wascaused mainly
by such global trends as the rapid decline of prices of petroleum and
other primaryproducts as well as the stagnant growth and protectionist
policies in developed countries. The economic conflict between the
United States and Japan was especially important. Furthermore, eco
nomic conflicts prevalent in the region caused a deterioration of the
trading environment and aggravated preexisting difficulties. Two other
economic conflicts have emerged in the area, one between the United
States and developing Asia, and the otherbetween developing Asia and
Japan. Both are characterized by persistent bilateral trade imbalances,
and theyareoften regarded as a mere spillover ofthe similar and larger
U.S.-Japan conflict. This is not correct. Developing Asia has never been
only a bystander, but has been actively involved in the U.S.-Japan con
flict. The industrial catching up process in these countries is closely
interrelated with the United States and Japan.

The purpose of this essay is first to analyze the three economic
conflicts in the region and to understand the forces affecting them.
Since the Pacific-Asian region is open to the outside world, its current
difficulties should be understood in the context of fluctuations in the

219
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world economy. We are now in the final phase of a long swing that
began with the rapid price increase of petroleum and other primary
products in thelate 1960s and early 1970s and isending with the recent
rapid decline of those products, a swing that was exaggerated by the ill-
managed policy response of developed countries to these price
increases. Large imbalances and economic conflicts still remain among
the trading partners and the economic difficulties ofPacific-Asian coun
tries have been aggravated by all three conflicts. Furthermore, these
economies have become closely interrelated through direct investments
and liberalized financial flows, circumstances that have complicated
each economic conflict and its relationship to the others.

The second purpose ofthis essay is to discuss the role that Japan is
expected to play inresolving these conflicts and restoring the vitality of
the region's economies. I will first identify three current structural ele
ments of the region's economies: policy discrepancies, catching-up
industrialization, and integration. Then, with the assistance of these
structural elements I will examine in turn the three economic conflicts in
the region. I conclude, finally, with Japan's role inregional solutions of
the current difficulties.

The Structure of the Pacific-Asian
Economic Conflicts

The present state of the Pacific-Asian economies should be under
stood in the broader context of the worldwide economic fluctuations
since the late 1960s that characterize the first structural element of our
current economic order.

Growth Disparity Between Developed and Asian
Developing Countries

Let mestart with a quick review ofthe growth performance ofindi
vidual countries in Asia and the Pacific. In the 1970s, especiallyafter the
first oil price hike, most developed countries experienced continued
slow growth after their rapid growth during the 1950s and 1960s (see
Table 1). Japan's real GDP growth rate has never exceeded 6 percent
since 1974, in contrast to its more than 10 percent growth, on average,
in the 1960s. The United States continued its 2-3 percent growth in the
1970s and experienced repeated ups and downs, ranging from - 2 to 6
percent. Many EEC member countries recorded 2-5 percent growth dur
ing this period.

In contrast, developing countries in East Asia achieved high growth
throughout the 1970s. Asian NICs experienced 8-10 percent growth,
and ASEAN countries (other than Singapore) experienced 6-8 percent
growth on average. In the 1980s, however, their growth performance
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Table 1

Growth Performance of Asian-Pacific Countries3

Country 1961-70 1971-80 1981 1982 1983 1984 1985 1986

Japan 11.8 4.7 3.7 3.1 3.2 5.0 4.5 2.8
United States 3.3 2.4 2.3 -1.9 5.0 6.2 2.8 3.2
South Korea 9.6 8.2 6.9 5.6 9.4 8.0 5.1 10.4
Singapore 9.6 9.1 9.9 6.3 7.9 8.1 -1.9 1.9
Thailand 7.9 6.9 6.3 4.1 5.2 6.1 3.2 3.8
Indonesia 4.2 8.0 7.9 2.1 4.2 5.1 1.9 0.5
Malaysia 8.1 7.1 5.7 5.9 7.3 -1.0 0.4
Philippines 5.1 6.0 3.9 2.9 1.1 -4.5 -3.9 0.5

Percentage of annualgrowthrates of real GDP.

Source: International Monetary Fund, International Financial Statistics, 1986 annual.

has showed a tendency to deteriorate. Both Asian NICs and ASEAN
countries experienced setback in theirgrowth in 1982 and 1985. In par
ticular, ASEAN countries—except Thailand—experienced very low
growth rates of 2 to -2 percent in 1985 and 1986.

Exports of Asian developing countries expanded more rapidly than
their GDP and were shipped mainly to developed country markets,
which grew at much slower rates. These countries rapidly increased
their shares in the developed country markets but caused conflicts with
domestic producers there. On the other hand, the import demand of
developing countries expandedequally in excess of their GDPand their
major supply sources were developed countries. Thus, developing
countries contributed to the growth of developed countries through
their imports from the latter. The growth disparity provided both con
flicts and stimuli for the world economy.

Increase in Commodity Prices and Policy Response by Developed Countries
What is the mechanism underlying the worldwide fluctuation and

growth disparity described here? It is a long swing that started with a
large price increase for petroleum andother primary products in the late
1960s and early 1970s, proceeded with running inflation and the threat
of unemployment in the latter half of the 1970s, was eventually coun
tered withdeflationary policies instituted bydeveloped country govern
ments in the early 1980s, and is now ending with a rapid decline in
commodity prices. Let us review the individual stages of this swing in
chronological order.

A quadruple increase in petroleum prices from October 1973 to
early 1974 finally ended the rapid growth of developed countries that
had continued since the mid-1950s. Other commodity prices, however,
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had started to increase since the late 1960s. Labor wage rates continued
to increase in most developed countries throughout the 1960s as well.
All these effects resulted from an excess demand for productive
resources at the end of rapid growth and accelerated inflationary pres
sure. International monetary disturbances in the late 1960s added an
excess supply of international liquidity and aggravated the trend.

The oil crisis in 1973 simultaneously caused rapid inflation, a large
trade imbalance, heavy deflationary pressures, and negative growth in
major developed countries. Governments tried to restore the level of
output and employment by means of active fiscal expansion. Medium
economic growth was restored in the latter part of the 1970s, but infla
tion was built in and further accelerated by the second oil crisis in 1979.

Deflationary response by governments came in 1979 to curb infla
tion. In the United States, the Federal Reserve tightened its money sup
ply, which led to much higher interest rates than planned. The higher
interest rate invited aheavy flow of money to theUnited States andthe
U.S. dollar appreciated as a result. Japan and the EEC countries fol
lowed the United States in tightening their monetary policies, partly to
curb their own inflation athomeandpartly to discourage the outflow of
money and stop the depreciation of their currencies, a source of
imported inflation. Very high interest rates and the strong dollar
resulted from these actions, and most developed countries have suf
fered from accumulated fiscal deficits since the oil crisis.

A disparity appeared among developed countries in the process of
the deflationary response. The United States continued a fiscal expan
sion and accumulated twin deficits in both current accounts and fiscal
budgets. Japan, on the other hand, adopted an austere fiscal policy and
succeeded in reducing its fiscal deficits. Japan's production was ori
ented toward the export market under conditions of stagnant domestic
demand, which resulted in a huge trade balance surplus and slower
growth. The undervaluation of the yen still continued because of per
sistent capital flow to the dollar market. The EEC fell between Japan and
the United States, but West Germany and someothermembercountries
remained closer to the Japanese situation.

The Group of Five agreement in September 1985, however, has
changed this trend. High interest rates and the overvaluation ofthe U.S.
dollar have been adjusted for thelast two years. The downward adjust
ment of interest rates started earlier as inflation slowed and tight mone
tary policies were eased inmajor developed countries. The price index
of other primary products reached its peak in 1980 and turned down
since then, reflecting the slackened demand for raw materials in devel
oped countries. The decline ofoil prices came more drastically. It began
with a smalldecrease in 1983 but dropped sharply after December 1985.
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The long swing is now finishing its final phase, although large
imbalances between developed economies still remain unresolved.

Continued Growth ofAsian Developing Countries

The secondstructural elementis the catching-up industrialization of
Asian developing countries. Japan's rapid growth in the 1950s and
1960s canbe regarded asits predecessor and provides a typical example
of the "spread of industrialization," to use Alexander Gerschenkron's
terminology.1

Late-starting countries introduce the most advanced technology
and, helpedby the vigorous increase in domestic demand, expandtheir
plants and equipment and improve their competitiveness. Their prod
ucts are exported to developed country markets and compete with
domestic producers there, which leads to protection demands in the
developed countries. Japan's rapid growth in the 1950s and 1960s was a
typical example of this catching-up industrialization. The NICs followed
Japan; South Korea and Taiwan took theirbest advantage and were able
to overcome the oil shock in the 1970s. ASEAN countries followed
Asian NICs and started industrialization in the late 1960s, which pro
vided the basis for the recent spurt of manufactured exports.

These Asian countries have a common strategy, namely, outward-
looking industrialization, compared to the inward-looking strategy of
their Latin American counterparts. Asian NICs succeeded in their
export-led growth, partly benefiting from the unprecedented expansion
of world tradebeforethe oil crisis. The growthof the ASEAN countries,
on the other hand, came later but benefited from the favorable prices of
their main exports, petroleum and other primary products. They imple
mented ambitious development programs and continued rapid growth
throughout the 1970s.

The worldwide depression of the early 1980s, however, hit Asian
developing countries hard for the first time. As their exports to devel
oped country markets stagnated and their export earnings decreased
drastically, their imports for development continued to grow and they
incurred large trade deficits. To avoid further accumulation of foreign
debts, many countries reduced their development programs. The
ASEAN countries exporting primary products have thus been trapped
in a serious depression. On the other hand, South Korea and Taiwan
have notbeen adversely affected during this final phase, partly because
of decreased payments for energy and raw material imports, and partly

1Alexander Gerschenkron, Economic Backwardness in Historical Perspective (Cambridge:
Belknap Pressof Harvard University, 1966).
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because of accelerated exports caused by their undervalued currencies
due to exchange rate alignment. Thailand, with less reliance on primary
product exports, has beenless affected bystagnant commodity markets
and has maintained a medium growth.

The third structural element is the increased interdependence or
economic integration among Pacific-Asian countries, through liberalized
capital flow and activated direct investment by American and Japanese
multinational firms. These factors, however, also occasionally destabi
lize the regional market, but the trend cannot be reversed. Interacting
with each other, these three elements have yielded a unique type of
economic environment. This environment is the framework for the
three major economic conflicts now taking place in the region.

Economic Conflicts Between Japan and the
United States

ThecurrentU.S.-Japan economic conflict hasbeencomplicated both
by economic logic and by political maneuvering. The interaction of the
three structural elements needs to be clarified in order to reveal the
economic reasoning behind this conflict. A clear cause-and-effect expla
nation requires a distinction between sectoral and overall conflict.

From Sectoral to Overall Conflict

The U.S.-Japan trade conflict has its origin in the process ofJapan's
catching up with the United States. Japan's export structure changed
drastically during her rapid growth period. Every new export was
shipped to the U.S. market and competed with American producers.
American producers demanded protection, and the conflict was often
concluded with voluntary restrictions placed on Japanese exporters. Tex
tiles are a classic example,2 followed by iron and steel, television sets,
cars, machinery, and semiconductors. Most of these products have still
been held under voluntary export restriction; they represent the conflict
between Japanese exporters and American producers in individual sec
tors.

In the 1980s, however, a conflict emerged in the overall trade rela
tionship between Japan and her major trading partners. Not only the
export behavior ofJapanese firms but also the trade and industrial pol-

2The trade dispute over textiles between the United States and Japan in 1969-71 was
spread tosimilar disputes between the United States and South Korea, Taiwan, and Hong
Kong and was finally concluded with the full-fledged framework of managed trade in
textiles, the Multi-Fiber Arrangement, in 1974. See I. M. Destler, H. Fukui, andH. Sato,
The Textile Wrangle: Conflict in Japanese-American Relations, 1969-1971 (Ithaca: Cornell Uni
versity Press, 1979).
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icy of the Japanese government began to be a target of criticismon such
occasions as summit meetings and OECD ministerial meetings. In 1981,
the Japanese government received in succession requests from the EEC
committee (September), the United Kingdom (October), and the United
States (December) with all parties complaining about their persistent
trade deficits with Japan and demanding market liberalization and
import expansion. Japan's increasing conflicts with its developed coun
try partners reflects the catching-up process just mentioned.

Japan responded with a series of trade liberalization programs.
Complaints were also heard about the complicated distribution proce
dures of the Japanese market and commercial practices that prevent
access by foreign exporters. In July 1985, the Japanese government
announced the Action Program to further reduce those barriers and
promote imports, the seventh in the series of trade liberalizations since
1972. The Action Program included the reduction or elimination of tar
iffs on over 1,800 items from January 1986, a package of liberalization
and simplification measures in standards and certification procedures,
and government procurement procedures. This program departed from
previous trade liberalizationprograms in its principle and scale, and it is
expected to increase imports and reduce trade surplus in the long run.

Since 1983, however, the overall conflict between the United States
and Japan has been seriously aggravated, reflecting the rapid expansion
of the bilateral trade and current account imbalances between the two
countries. Japan's trade surplus with the United States was around
US$12 to $13 billion in 1981-82, but it increased rapidly up to US$51.4
billion in 1986. The United States strengthened its request for further
liberalization of the Japanese market and the reduction of bilateral
imbalance down to a tolerable level.

Macroeconomic Imbalances

Bilateral trade imbalance, though recorded in the trade between
Japan and the United States, reflects the fundamentally individual over
all imbalances of the two countries. Japan's overall trade surplus
expanded from around US$20 billion in 1981-82 to US$93 billion in
1986, whereas the overall U.S. trade deficit expanded from $28billion in
1981 to $148 billion in 1986 (see Table 2). The U.S. statistics show a
slightly larger trade deficit of $156 billion. Increasing bilateral imbalance
between the two countries simply reflects their increasing overall
imbalances. That is, a large total import demand from the United States
has created a large import from competitive Japan, and a small total
import demand from Japan has resulted in a smallU.S. export to Japan.
The United States has similar imbalances with West Germany and other
EEC member countries. The U.S. trade deficit, partly offset by the sur-
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Table 2

Balance of Trade of United States, Japan,
and Developing Asian Countries

(US$ millions)

Country 1981 1982 1983 1984 1985 1986

United States B/Ta
X (f.o.b.)b
M (f.o.b.)c

-27,978-
237,085
265,063

-36,444-
211,198
247,642

-67,080-
201,820
268,900

112,522-
219,900
332,422

124,439 -
214,424
338,863

-14,700
221,750
369,450

Japan B/T
X (f.o.b.)
M (f.o.b.)

19,967
149,522
129,555

18,079
137,663
119,584

31,454
145,468
114,014

44,257
168,290
124,033

55,986
174,015
118,029

92,959
205,558
112,899

B/T w U.S.

X (f.o.b.)
M (c.i.f.)

13,312
38,609
25,297

12,151
36,330
24,179

18,182
42,829
24,647

33,075
59,937
26,862

39,485
65,278
25,793

51,402
80,456
29,054

South Korea B/T
X (f.o.b.)
M (f.o.b.)

-3,628
20,671
24,299

-2,859
20,879
23,474

-1,764
23,204
24,967

-1,036
26,335
27,371

-19

26,442
26,461

4,206
33,913
29,707

B/T w U.S.

X (f.o.b.)
M (c.i.f.)

-389

5,661
6,050

-287

6,243
5,956

1,971
8,245
6,274

3,603
10,479
6,876

4,265
10,754
6,489

7,335
13,880
6,545

B/T w Japan
X (f.o.b.)
M (c.i.f.)

-2,871
3,503
6,374

-1,917
3,388
5,305

-2,834
3,404
6,238

-3,038
4,602
7,640

-3,017
4,543
7,560

-5,183
5,292
10,475

Taiwan B/T
X (f.o.b.)
M (f.o.b.)

1,825
22,408
20,583

3,646
21,776
18,130

6,268
25,028
18,760

9,233
30,185
20,952

11,170
30,466
19,296

15,609
39,785
24,176

B/T w U.S.

X (f.o.b.)
M (c.i.f.)

3,469
8,091
4,622

4,681
9,047
4,366

6,996
11,292
4,296

9,924
14,735
4,811

10,099
14,652
4,553

13,578
18,994
5,416

B/T w Japan
X (f.o.b.)
M (c.i.f.)

-3,324
2,434
5,758

-2,135
2,441
4,576

-2,698
2,468
5,166

-3,136
3,009
6,145

-1,894
3,432
5,326

-3,161
4,691
7,852

China B/T
X (f.o.b.)
M (f.o.b.)

-155

21,476
21,631

-2,135
21,865
18,920

-783

22,096
21,313

-1,129
24,824
25,953

-15,205
27,329
42,534

-8,386
31,472
39,858

B/T w U.S.
X (f.o.b.)
M (c.i.f.)
B/T w Japan
X (f.o.b.)
M (c.i.f.)

-3,177
1,505
6,183

-1,436
4,747
6,183

-2,540
1,765
3,902
-904

4,806
3,902

-1,040
1,713
5,495
-978

4,517
5,495

-1,524
2,313
8,057

-2,902
5,155
8,057

-2,863
2,336
15,178
-9,087
6,091
15,178

1,662
4,771
9,856

-4,204
5,652
9,856
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Table 2 (continued)

Country 1981 1982 1983 1984 1985 1986

Singapore B/T
X (f.o.b.)
M (f.o.b.)

-6,716
21,314
28,030

-7,564
21,087
28,651

-6,276
21,700
27,976

-4,497
23,572
28,069

-3,629
23,838
27,467

-2,328
21,300
23,628

B/T w U.S.

X (f.o.b.)
M (c.i.f.)

-726

2,814
3,540

-1,035
2,652
3,687

-297

3,937
4,234

628

4,725
4,097

876

5,045
4,169

3,131
11,447
8,317

B/T w Japan
X (f.o.b.)
M (c.i.f.)

-3,132
2,141
5,273

-2,820
2,297
5,117

-3,047
1,995
5,042

-2,944
2,207
5,151

-2,446
2,243
4,689

-3,114
1,463
4,577

Thailand B/T

X

M

-2,924
7,031
9,955

-1,604
6,945
8,549

-3,919
6,368

10,287

-2,985
7,413

10,398

-2,121
7,121
9,242

-507

8,758
8,251

B/T w U.S.

X

M

-380

907

1,287

-260

880

1,140

-340

951

1,291

-109

1,273
1,382

353

1,399
1,046

349

1,402
1,053

B/T w Japan
X

M

-1,400
994

2,394

-1,049
954

2,003

-1,855
960

2,815

-1,789
963

2,752

-1,501
950

2,451

-639

1,391
2,030

Malaysia B/T
X

M

220

11,770
11,550

-388

12,030
12,418

842

14,104
13,262

2,433
16,484
14,051

3,141
15,443
12,302

3,369
13,719
10,350

B/T w U.S.
X

M

815

2,272
1,457

254

1,959
1,705

537

2,205
1,668

-64

2,231
2,295

89

1,970
1,881

724

2,420
1,696

B/T w Japan
X

M

503

2,927
2,424

508

3,010
2,502

360

3,131
2,502

1,537
4,412
2,875

2,162
4,330
2,168

2,138
3,846
1,708

Indonesia B/T

X

M

8,988
22,260
13,272

5,434
22,293
16,859

4,800
21,152
16,352

8,020
21,902
13,882

8,331
18,590
10,259

5,249
14,824
9,575

B/T w U.S.
X

M

2,565
4,360
1,795

1,129
3,546
2,417

1,733
4,267
2,534

1,945
4,505
2,560

2,827
4,168
1,341

2,374
3,312

938

B/T w Japan
X

M

7,427
11,416

3,989

6,914
11,193
4,279

5,885
9,678
3,793

7,045
10,353
3,308

6,388 4,649
9,007 7,733
2,619 2,662

(Continued)
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Table 2 (continued)

Country 1981 1982 1983 1984 1985 1986

Philippines B/T

X

M

-2,759
5,720
8,479

-3,243
5,021
8,263

-2,974
5,005
7,979

-1,037
5,391
6,428

-482

4,629
5,111

-202

4,842
5,044

B/T w U.S.

X

M

-160

1,771

1,931

28

1,889
1,861

-38

1,793
1,831

318

2,032
1,714

314

1,658
1,344

623

1,972
1,349

B/T w Japan
X

M

-355

1,254
1,609

-513

1,149
1,662

-358

984

1,342

183

1,034
851

306

1,243
937

133

1,221
1,088

aOverall balance of trade (B/T) is compiled from balance-of-payments statistics so that
both exports and importsare recorded on an f.o.b. basis. Bilateral balance-of-trade figures
are computed from trade statistics on a customs clearance basis (exports in f.o.b. and
imports in c.i.f.). 1986 balance-of-trade figures for Korea throughPhilippines with Japan
obtained from Japanese customs data so that exports are Japan's imports (c.i.f.) and
imports are Japan's exports (f.o.b.). The 1981-85 figures for Malaysia's balance of trade
with Japan are alsocompiled from the latter data. There are some discrepancies between
figures from the two sources, but they do not distort our major findings.
bX = exports; freight on board.
CM = imports; costs, insurance, freight.

Source: Bank of Japan, Gaikoku Keizai Tokei Nempo [Foreign Economic Statistics Annual],
for 1985, October 1986, compiled originally from individual country statistics and
supplemented by Japan's foreign trade statistics.

plus in service account, resulted in a current account deficit of $141
billion in 1986. This persistent deficit has been financed by capital
inflow, half of which came from Japan. The United States became a net
debtor country in 1985, and its net external debt balance amounted to
$264 billion by the end of 1986.

Japan's huge surplus and the United States' huge deficit have
directly resulted from different policy responses by the two countries
over the long term. Japan, under strict administrative reform, reduced
its fiscal deficit from 4.0 percent of GDP to 1.7 percent between 1981
and 1985, whereas the United States expanded its fiscal deficit (relying
mainly on a tight monetary policy) from 2.8 to 5.2 percent during the
same period. Japan expanded exports, overcoming stagnant domestic
demand, and experienced slow growth and a huge trade surplus. In
contrast, the United States implemented a tax cut and increased
expenditures, thus experiencing a boomin 1983 and 1984 but also incur
ring huge twin deficits.
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Cooperation for Macroeconomic Adjustment

Both American and Japanese economists agree that their bilateral
trade imbalance, the symbol of their economic conflict, resulted from
the discrepancy of their macroeconomic policies and can only be
resolved through macroeconomic adjustment.3 Two types of macroeco
nomic adjustment have been identified: (1) aggregate expenditure
adjustment through fiscal and monetary measures, and (2) exchange
rate adjustment.

What have Japan and the United States done so far for their aggre
gate expenditure adjustment? The Bank of Japan reduced the official
rediscount rate four times in 1986 from 5.0 to 4.5 percent in January, to
4.0 percent in March, to 3.5 percent in April, to the record low of 3.0
percent in November, and further to 2.5 percent after the second G-5
meeting in February 1987.4 In the Overall Economic Measure
announced last September, the Japanese government also implemented
a policy package, including a public investment program of 3 trillion
yen, in order to boost domestic demand and to achieve a 4 percent
growth target. The growth rate of real GDP, however, turned out to be
as low as 2.6percent for the year 1986, and even down to zero growth
for April-June 1987, picking up thereafter. In May 1987, before the Ven
ice Summit Meeting, the government implemented an additional
expenditure of 6 trillion yen (about US$40 billion) in order to boost
domestic demand. It succeeded in boosting private housing investment
and producing an 8.3 percent growth (annual converted rate) in the
July-September quarter 1987, assuring a 3.5percentgrowthfor the 1987
fiscal year.

On the other hand, in 1985 the U.S. Congress enacted the Gramm-
Rudmann-Hollings Act, which obliged the government to eliminate fis
cal deficits by 1991. The scheduled budget cut has been difficult,
because of conflict between defense and social security demands, and
the tax revenue has fallen short ofthe expected amount. Money supply
has been eased to lower interest rates and stimulate investment in pro
ductive capacity. The real GDP grew at 2.3 percent for the past year
(until September 1986). Economic growth has accelerated in 1987 even
to the extent that inflationary pressures were felt, while the twin deficits
still continued.

3C. Fred Bergsten and W. R. Cline, The United States-Japan Economic Problem, Institute for
International Economics, revised January 1987; and C. Fred Bergsten, "Economic
Imbalances and World Politics," Foreign Affairs 66 (Spring 1987).
^Nippon Keizai Shimbun [Japan Economic Journal], January 14, 1987.
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Adjustment of Exchange Rates
The two countries resorted to an exchange rateadjustment at the G-

5 meeting in September 1985. The U.S. dollar had been overvalued for
1981-85, resulting from very high interest rates and capital inflow to the
United States. This weakened the competitiveness of American prod
ucts and aggravated the country's trade imbalance. In contrast, Japan
was annoyed bytheundervalued yen and welcomed theappreciation of
the yen up to 190-200 yen per dollar, although no target zone was
agreed upon at theG-5 meeting. The appreciation oftheyen proceeded
further thanexpected, however: in March 1986, when the yen fell short
of 180 yen per dollar, the Bank of Japan intervened by reverse
transaction—that is, by selling yen andbuying dollars—but the appreci
ation did not stopandthe yen fell short of 160 yen perdollar by August.
It stayed at the 160 yen level for three months after theMiyazawa-Baker
agreement in November 1986, but it started to rise rapidly again after
the middle of January. The dollar depreciated rapidly against the
deutsch mark as well, down to a record low. Through repeated rapid
declines interspersed with a month or two of limited change, the U.S.
dollar depreciated in comparison with the yen andthe mark, down to
132 yen and 1.63 marks per dollar by the end of November 1987.

In spite of the drastic exchange rate adjustment, however, the trade
imbalance hasbeen adjusted only slowly. As for the adjustment on the
Japanese side, Japanese export volume turned downward after themid
dle of 1986 although the trade surplus did not decrease in terms of the
dollar until April 1987. This was because of theJ-curve effect. Also, the
import value did not increase because of the decline of the price of
petroleum. The Japanese current account however, has decreased con
secutively since May and the trade surplus since July 1987. Thus, only a
small increase was recorded for the current account surplus for the 1987
calender year in comparison with 1986.5

On the other hand, the exchange rate adjustment has significantly
affected corporate behavior at the micro level. Manufactured imports
have increased in both amount and variety. New imports such as cam
eras and personal computers began, and imports of textiles and stand
ardized steel products continued to increase. Manufactured imports
made up 44 percent ofJapan's total imports for the first nine months of
1987.6 In such heavy industries as shipbuilding, steel, and petrochemi
cals, a large proportion of existing capacities and equipment have been
abolished and workers laid off or shifted to other jobs. Such exporting

5Nippon Keizai Shimbun [Japan Economic Journal], December 1, 1987.
6Ibid., December 2, 1987.
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industries as automobiles and electronics either relocated production
abroad through direct foreign investment or developed new products
for the domestic market and increased their share of domestic sales.
Small- and medium-sized firms have become more active in direct for
eigninvestment. Direct investmentby Japanese firms beganin response
to trade conflicts orexchange rate appreciation. Nowthese firms engage
in business cooperation with American and other Asian firms and are
developing a multinational strategy so that the past trend will not be
reversed even if the conflict is resolved and exchange rate adjustment is
reversed. These developments will lead to a drastic long-term change in
the trade and production structure of the Pacific-Asian region.

The adjustment of the U.S. trade deficit, in contrast, lagged behind.
The trade deficit continued to increase until the summer of 1987. The
U.S. export volume began to increase afterOctober-December 1986, but
the import increase tended to exceed it. Only in November 1987 did a
consecutive improvement of the trade balance begin, but it was feared
that the slow policy responses had already discouraged the market to
continue its confidence in dollar.

Indeed, the delayed implementation of aggregate expenditure poli
cies has tended to accelerate the adjustment of exchange rates. But the
fear has begun to arise that further depreciation of the dollar, if not
accompanied by the increased competitiveness of American exporters
andoffset by inflation, mayendanger the international monetary order.
It was reported that the target zones of 140-160 yen and 1.70-1.90 mark
per dollar were implicitly agreed upon at the second G-5 meeting in
Paris in February 1987. This target, however, was abandoned after the
turbulence in the stock and foreign exchange markets in late October
1987.7

Aggravated Sectoral Conflicts

The prolonged macroeconomic imbalances of the United States and
Japan have aggravated sectoral conflicts between the two countries.
Trade negotiation has continued on sectoral problems. Existing agree
ments on voluntary export restraints have been renegotiated (textiles,
steel, television sets, working machinery, automobiles, and semicon-

7At the Second Group ofFive meeting in Paris (February 21-22, 1987), five finance minis
ters agreed onapackage ofmacroeconomic policy coordination tomaintain their currency
exchange rates at the present range. This package includes the reduction of the Bank of
Japan's rediscountrate(down to 2.5 percent) and furtherstimulationof domestic demand
through fiscal expansion byJapan, stimulation ofdomestic demand through tax reduction
by West Germany, and improvement of balance of payments through the reduction of
fiscal deficit by the United States {Nippon Keizai Shimbun, February 23, 1987).
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ductors). Although the undesirable effects ofVERs have beencriticized
byboth American andJapanese economists, they cannot be easily dis
connected, as demonstrated by the seven-year VER for automobiles,
whose export performance has fallen short of the quota.

In addition, a new approach was introduced for semiconductors.
This resulted from the rapid export expansion of Japanese chips (semi
conductors) to the United States and anti-dumping suits by the U.S.
producers. As a compromise solution, an agreement in August 1986
was made bythe U.S. andJapanese governments that the anti-dumping
suits would be dropped in exchange for the application ofprice surveil
lances on Japanese producers. In March 1987, the U.S. government
invoked Article 301 of the U.S. Trade Act because of an alleged violation
of the anti-dumping accord by a Japanese producer and prohibitive tar
iffs were imposed on the imports of related Japanese products.

Market-Oriented Sector Specific (MOSS) talks were also introduced
for the liberalization of the Japanese market. The talks started with four
new sectors (telecommunications, medicine and medical equipment,
electronics, and forest products). They now include such services as
equal access for American construction companies to the Kansai new
international airport project.

The American request for Japanese market liberalization has been
most insistent with respect to agricultural products. The United States
criticized Japan's residual import restrictions on twelve agricultural
products and submitted its complaint to the GATT panel, which
decided that Japan violated the GATT rule on ten of the twelve prod
ucts. The issue is yet to be finalized, but domestic producers resist it
strenuously. This ruling, however, provides the impetus to promote
import liberalization to the Japanese market.

Serious resistance has alsogreetedthe demand for the liberalization
of rice imports. The U.S. Rice Millers Association denounced Japan's
policy of rice self-sufficiency and demanded the start of rice imports.
Rice has long been a sanctuary for agricultural protection in Japan, and
Japanese rice farmers protested the U.S. demand. Backed by consumer
criticism of long-lasting rice protection and very high rice prices, the
Japanese government has begun modifying its rice policy andreducing
governmental subsidies to rice farmers.

The U.S. Request for Reciprocity

Many requests for Japanese market liberalization are well founded,
and Japan should respond to them for its own sake. Both the Action
Program and the Maekawa Report are consistent in this respect. The
conflict, however, has tended to become aggravated by the American
way of making its requests with the condition that American products
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actually be allowed to increase their share in the Japanese market, as
was included in the Omnibus Trade Act. This may appear to be consis
tent with the request for reciprocity, but import performance is affected
by the policy discrepancies as well as protectionism. Even if the market
is liberalized, import expansion will not be realized if appropriate mac
roeconomic policies do not accompany such measures.

Furthermore, the request for market liberalization on the basis of
revealed import performance has evoked an undesirable response from
the Japanese side. First, it has aroused an emotional reaction against
American "illogical requests." Second, it has encouraged the Japanese
to measure individual cases in terms of imports and to dismiss requests
because of their negligible effect on the huge macroeconomic
imbalance. Of course, the fact that certain imports are under restriction
makes impossible an accurate estimation of liberalization. An illogical
request encourages an illogical response.

It is important to distinguish between sectoral requests and overall
adjustment and to continue persevering in efforts to resolve both issues.
Politics in the two countries often betray the economist's expectations.
Policy coordination often involves a considerable time lag, required to
resolve discrepancies of opinion. Yet there is no royal road to the resolu
tion of the current economic conflict other than maintaining agreement
on the basic direction of policy implementation and seeking not to
diverge from it.

Impact on the Pacific-Asian Region

The Current Economic Situation

The developing countries of Asia were affected principally by the
worldwide depression and fluctuation of commodity prices, but their
difficulties have been aggravated by economic conflicts prevalent in the
region. The current economic situation differs among them, reflecting
their different export structures as well as some ad hoc factors. Both
Indonesia and Malaysia were affected most seriously by the drastic
decline of petroleum and other primary product prices as well as by a
stagnant demand for their products in developed countries. Their
export earnings decreased badly because of the decrease of both prices
and volumes of their major exports, namely, petroleum and agricultural
materials. They had to modify their development programs to slower
growth so as to stop current account deficits and avoid the further accu
mulation of external debts.

The negative growth performances of Singapore and the Philip
pines were affected more or less by their own ad hoc factors not com
mon to the other three countries. Singapore experienced a -2 percent
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growth in 1985after an 8 percent growth in the previous year. Its serious
setback resulted generally from the depression of its two neighbors,
Malaysia and Indonesia, but it was also hit by the sudden halt in the
construction boom and the decrease of exports of petroleum products.
The Philippines' growth was decelerated after 1981because of political
instability and was negative in 1985, but it recovered to a small positive
growth in 1986 under the new president, Corazon Aquino.

On the other hand, the Thai economy has been performing better,
partly because of its small reliance on petroleum exports. Thailand suf
fered from a reduction of its main export, rice, but its export of manu
factured and agroindustrial products has been active and their
production has increased.

The South Korean and Taiwanese economies performed much bet
ter in 1986, partly because of the decreased import prices of oil and raw
material and partly because of the quick resumption of industrial
exports after the exchange rate alignment. Both countries achieved over
10 percent growth from continued expansion of exports in 1987, and
future prospects are good.

Exchange rate changes (accumulated changes per U.S. dollar) since
September 1985 differ among the Asian countries. The Japanese yen
and German mark appreciated by 54 and 40 percent, respectively, for
the first twelve months. The new Taiwan dollar appreciated by only 10
percent for the same period, and certain other Asian currencies have
been virtually pegged to the U.S. dollar; the Koreanwon appreciated by
1.7 percent, the Thai baht appreciated by 3.8 percent, and the Singapo
rean dollar appreciated by 2.7 percent. On the other hand, the Chinese
yuan, the Indonesian rupiah, the Malaysian ringgit, and the Philippine
peso depreciated. South Korean and other Asian NIC exports have ben
efited from the strengthened competitiveness against Japanese and Ger
man products and this certainly contributed to the rapid growth of
these countries which resumed in 1986. The better performance of Thai
exports resembles that of the East Asian NICs because of its greater
reliance on industrial exports than other ASEAN members.

During the recent past, common feature emerged among Asian
developing countries, namely, the increasing surplus of their balance of
trade with the United States and persistent deficits with Japan. This
caused economic conflicts between the Asian developing countries on
one hand and the United States and Japan on the other.

U.S.-Asian Conflicts

The United States has provided the largest market for industrial
exports from Asian industrializing countries and thus has contributed to
their export growth: from Japan since the mid-1950s, from Taiwan and
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South Korea since the mid-1960s, and from ASEAN countries since the
late 1970s. Asian exports to the U.S. market were accelerated in the
boom years of 1983 and 1984. In fact, U.S. imports from Europe and
Latin America also expanded rapidly. This overall trend reflects not only
the expansion of industrial capacities in developing countries but also
the new strategyof American multinationalsto relocate their production
away from traditional domestic sources to cheaper sources in develop
ing countries. The Pacific-Asian countries have provided a reliable alter
native, cheaper but no less inferior in quality.

Another aspect of this import expansion, however, is the enlarged
trade deficit of the United States. Table2 also shows changes in the U.S.
trade balance with Asian NICs and ASEAN countries in the 1980s. The
U.S. deficits with Taiwan and Indonesia expanded further, and the sur
pluses with South Korea, Singapore, Thailand, and the Philippines
changed to deficits. In 1985, the U.S. deficits with Korea and Taiwan
amounted to US$20.9 billion, 41 percent of its deficit with Japan. With
these countries, the United States has made requests similar to those it
made to Japan. They include, first, protection of American producers
against imports from those countries; second, liberalization of those
countries' markets for American products; and third, appreciation of
their exchange rates against the dollar.

The U.S. request for exchange rate appreciation has been strength
ened in the past several yearsto South Korea and Taiwan on the ground
that the small adjustment of their currencies made so far has prevented
the strengthening of competitiveness of American products. The South
Korea won appreciated against the U.S. dollar by 3.2 percent during
1986 under the deliberate guidance of the Bank of Korea. The increase
accelerated further in 1987to 801 won per dollar (11.4 percent since the
first G-5 meeting), apparently in consideration of its increasing trade
surplus with the United States. Taiwan has continued to appreciate the
NT dollar because it has accumulated a foreign exchange reserve of
US$50 billion, almost as much as West Germany and Japan. The NT
dollar rate rose to 29.9 per U.S. dollar in 1987. The Thai baht and the
Singapore dollar have also appreciated by 8-10 percent.

Furthermore, the Asian NICs have been implementing voluntary
restraints on their industrial exports to the United States and have has
tened their programsof trade liberalization. A typical example of Ameri
can protection was the severe restriction of textile imports proposed
under the Jenkins Bill. The United States had already restricted its
imports of textiles and clothing under the tight framework of the Multi-
Fiber Arrangement (MFA) since 1974; the Jenkins Bill provided for the
further tightening of this restriction. So far, ASEAN textiles have been
less restricted compared with the NICs, but it was reported that 64
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percent of Thai exports to the United States would be curtailed by the
new bill. Textile workers and college students demonstrated in protest
in front of the American embassy in Bangkok. The bill was eventually
rejected by President Reagan, but it contributed to the renewal of the
MFA in July 1986.

Another example was the Farm Act of 1986, which would promote
American exports of farm products by subsidizing the difference
between the U.S. domestic price and the world price. Rice exports from
Thailand were hardest hit by this act. The price of rice in the world
market has decreased and both export and domestic prices of unsubsi-
dized Thai rice are low. Thailand is an active member of the ministerial

meeting of Fair Traders in Agriculture (held in Cairns, Australia in
August 1986), and the meeting called for a halt to the "predatory trade
policies" of the United States.8

An additional U.S. request for market liberalization has also been
made in the area of trade-related investment and service trade. This

area has been subject to various conventional regulations, not only for
protection purposes but also on social or cultural grounds, and the
American request evoked a protest in Asian countries against interfer
ence in their domestic affairs.

The U.S.-Asian conflict, although similar to the U.S.-Japan conflict,
has resulted more from the catching-up industrialization of the Asian
countries than from policy discrepancies between the United States and
Asia. The recent aggravation was of course affected by the expanding
U.S. deficit, so that Asian countries cannot avoid the decline of their
exports to the United States as part of the resolution of the conflict.
Second, more attention should be given not only to the United States'
threatened protectionism but also to the acceleration of trade liberaliza
tion by Asian countries.

Japan-Asian Conflicts

Although the United States was the biggest importer of industrial
products from the Asian NICs and contributed to their growth in the
1960s and 1970s, Japan was the largest importer of primary products
from ASEAN and thus contributed to the rapid growth of member
countries in the 1970s. In the 1980s, Japanese imports of petroleum and
raw materials have been reduced, partly because of the much slower
growth of Japan and partly because of reduced consumption of these
materials per unit of production. On the other hand, Japanese exports

8Complaints about American requests from Asian developing countries were occasionally
reported in newspapers (Nihon Keizai Shimbun, February 17 and April 25, 1986).
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of machinery and parts grew rapidly to meet their development
demands, and an increasing surplus resulted in bilateral balance with
those countries. Thus, there was a change in the bilateral balance of
Japan with the Asian NICs and the ASEAN countries. Japan incurred a
trade deficit with oil exporters such as Indonesia and Malaysia, and a
persistent trade surplus with such industrial exporters as the NICs and
Thailand.

Regular trade deficits with Japan have been a major issue raised by
the ASEAN representatives at the Japan-ASEAN Forum and on other
occasions. Bilateral trade imbalances have also caused economic con

flicts and requests similar to those advanced by the United States have
been made by ASEAN to Japan. They include improved market access
for major ASEAN exports such as boneless chicken, bananas, plywood,
and so on, through an improved Generalized System of Preferences
(GSP) and simplified standardization and certification procedures. The
Action Program includes some official measures responding to these
requests.

It should be noted that a new type of request has emerged recently.
It is best represented by Thailand's White Paper on the Structural Adjust
ment of Thailand-Japan Economic Relations, authorized by the Thai govern
ment in August 1985. The White Paper includes a request for Japanese
cooperation in a variety of areas such as trade, private investment, and
official development aid; it aims to promote the joint adjustment of the
structure of economic relations between the two countries.

Similar ideas appeared in the requests made by Indonesia and
Malaysia. Although they maintain a persistent trade surplus with Japan
and Japan continues to be the biggest importer of their primary prod
ucts, they wish to explore new industrial exports to Japan and seek
Japan's cooperation in that direction. South Korea and Taiwan, on the
other hand, have attempted to diversify their import sources by restrict
ing imports from Japan and promoting import substitution of machin
ery and parts. They have also requested Japan's cooperation in the
provision of sophisticated technology and the transformation of their
economies into technology-intensive ones.

The Asia-Japan conflict basically reflects the catching-up industrial
ization of developing Asian countries, highlighted by the OECD's
report on NICs. Aj the NICs increase their manufactured exports to the
OECD countries, they need imports of machinery and parts in turn
from the OECD countries. In Pacific Asia, on the other hand, the NICs'
products went to the United States and their imports came from Japan.
This phenomenon is partly affected by the macroeconomic policy dis
crepancies between the United States and Japan as well as Japan's
catching up in comparison with the United States. The improvement of
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macroimbalances between the United States and Japan would mitigate
this conflict, but coordination of the catching-up process between a
developing Asia and Japan is required for any basic resolution.

The Role of Japan in the Pacific-Asian
Region

The Pacific-Asian economies have suffered from major fluctuations
in growth rates and aggravated economic conflicts. I have identified the
three economic conflicts in the Asia Pacific: U.S.-Japan, U.S.-Asia, and
Asia-Japan. The U.S.-Japan conflict is of course the most severe and
deeply rooted, but the other two are not merely spillovers but are
closely interrelated with it.

These structural elements connect these conflicts: policy discrepan
cies relating to world fluctuations, the catching up of late-industrializing
countries, and ongoing integration occurring through multinational
firms and financial liberalization. The policy discrepancy between the
United States and Japan is most responsible for the aggravation of the
conflicts in recent years, but the other two elements should not be
neglected if we seek a deep understanding of our difficulties.

The adoption of more austere fiscal policies by the United States
seems to be essential for the successful resolution of the conflicts and

the maintenance of a viable global economic order. It is widely antici
pated among developing Asian countries that U.S. domestic demand
will decrease, under which condition both import reduction and
increasing protectionism will adversely affect their exports volume to
the United States, thereby depressing their economies.

Japan is now expected to play a greater role in the Pacific-Asian
region. First, Japan has already implemented its macroeconomic policy
for domestic market-oriented growth and has succeeded in reducing
exports to the United States. It must continue this policy stance and
increase imports, absorbing the exports from developing Asia.

Second, the structural adjustment of the Japanese economy must be
promoted as well to enable the successful coordination of changes in
trade and production with the rapidly catching-up countries in the
region. The strengthening of the GATT system will help keep economic
conflicts under control. Domestic adjustment should be promoted in
conjunction with trade negotiations, since trade liberalization cannot
occur without adjustment assistance during the switchover from incom
petent sectors to dynamic ones. In July 1986 and April 1987, using the
Maekawa report, the Japanese government announced its promotion of
the restructuring of its economy. It should now propose the creation of a
Pacific-Asian version of this report, that is, the development of a con-
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sensus on the desirable direction for future change in the trade and
industrial structure of the region.

Third, because the resolution of economic conflicts will take several
years, the continuing imbalance will have to be financed through capital
flows. It is imperative for Japan to maintain the recycling of its trade
surplus and the smooth functioning of the world financial markets.



10. South Korea-U.S. Economic Conflict

and Its Pacific-Asian Regional Impact

HAN SEUNG-SOO

Trade frictions between South Korea and the United States have

become the daily items of our news. Soon after the presidential election
of December 16, 1987, the pressure on South Korea from the United
States intensified.1 The friction over cigarettes, beef, and insurance ser
vices is just the tip of the iceberg. Many more disputes lie ahead. At an
earlier stage, South Korea-U.S. trade friction was regarded as part of the
spillover effect from the trade disputes between the major trading
nations of the world, particularly the United States and Japan, but it is
rapidly becoming an internally generated problem between South Korea
and the United States. It reflects the changing economic relationship
between the two countries.

The economic relationship between South Korea and the United
States has gone through roughly three phases since 1945. The first
phase (1945-60) can be characterized as the period of South Korea's
dependence on the U.S. economy. The first fifteen years saw the libera
tion of the country from colonial domination, the division of the coun
try, the outbreak of the Korean war, and postwar reconstruction efforts.
The division of the nation left South Korea with a negligible industrial
base, which was totally destroyed during the war. The economy, then at
subsistence level, was heavily dependent on foreign aid, particularly
from the United States.

The second phase, a transitional period, lasted roughly from 1961to
1979, the period of President Park's government. During this period,
the outward-looking orientation of Korea's development strategy
required a vast foreign market, and the United States offered this mar
ket. As domestic savings were meager at the time, South Korea had to
rely on foreign savings, and the United States also played an important
role as a major source of these funds.

The third period, which started roughly about 1980, can be charac
terized as the period of increasing interdependence between South
Korea and the United States. Although both economies are still asym-

^Korea Times, December 31, 1987. For a detailed, journalistic analysis of the current issues
involved, see Dong-Ah Ilbo, December 29, 1987.
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metric in size, South Korea began consistently to register increasingly
larger trade surpluses with the United States during this period, pre
senting a new dimension with totally different problems between the
two countries.2

The economic policies pursued by the Korean government in the
period after 1980 are relevant to an analysis of the causes of trade fric
tion between South Korea and the United States. Although the recent
economic success and trade surplus of South Korea are often ascribed to
the realization of the three lows (lower dollar, lower oil price, and lower
international interest rate), the fundamental cause is to be found in the
pursuit of successful economic policies in Korea in the early 1980s. In
that period, South Korea switched the mix of macroeconomic policy
from a loose fiscal and high interest rate policy to a tight fiscal and low
interest rate one. For example, the government began to curb the
growth of public expenditures based on the zero-base budgeting tech
nique in 1982 and completely froze government expenditures for 1984 at
the level of 1983 while bringing the lending rate down from 17 percent
to 10 percent in 1982.

The major achievement of this policy package was the containment
of inflation to a single digit rate since 1982. There had never been a time
in the history of the South Korean economy after 1945 when inflation
had been kept at a single digit rate for two successive years before that
year.

On the other hand, U.S. economic policies, particularly fiscal and
monetary ones, seem to have worked against the objective of a balance-
of-payments equilibrium. The high interest rate policy of the early 1980s
with its consequence of a stronger dollar reduced the competitiveness of
U.S. industry, and the expansive fiscal policy resulting in the huge fed
eral budget deficit failed to contain the growth of domestic demand.

The shift in the relative economic power of the United States and
the further expansion of U.S. economic openness intensified the pro
cess of trade and other economic conflicts initiated by the United States.
During the late 1930s and particularly in the course of World War II, the
United States began to reorient itself toward participation in interna-

2For a detailed analysis of SouthKorea-U.S. economic relations since 1945, see Seung-Soo
Han, ''Korea-U.S. Economic Relations," in Korean National Committee of Historical Sci
ences, Korean-American Relations, 1882-1982 (Seoul, 1982) (in Korean), pp. 498-532; and
Utaek Kim, "The Future of Korea-U.S. Relations," paper presented at the Institute of Far
Eastern Studies of Kyungnam University (October 1987).
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tional affairs.3 The dominance of the United States in the world econ

omy continued until the 1960s. The unsettling decade of the 1970swith
its oil shocks and stagflation was a decade of U.S. decline as a global
economic power. West Germany, other Western countries, and Japan
began to show resilience in their economies, and the relative decline of
the United States can be largely attributed to the relative rise of these
countries.4

As far as South Korea-U.S. trade and economic frictions are con

cerned, the increasing openness of the U.S. economy, particularly as the
1980s began, appears to be one of the major determinants. Its increasing
internationalization has brought about unforeseen consequences on the
U.S. economy, on American citizens' perception of the world, and on
the world economy.5

How and why do frictions between nations arise? In explaining the
trade disputes between Korea and the United States, John Odell
hypothesizes that the disputes occurred due to different sectoral market
conditions. He argues that the greater the penetration of imports into a
market, the greater will be the chance of an international dispute over
access to that home market. Odell also feels that frictions may arise
because of domestic political structures. The greater the domestic politi
cal resources of an import-competing industry, the greater the chance
that government policy will tilt in its direction, producing an interna
tional trade dispute if the industry seeks protection. Odell's third point
concerns international power structures. In situations in which their
policies are in conflict, stronger powers will prevail more often and to a
greater extent than the weaker, especially in the bilateralbargaining pro
cess. Domestic and international structures set only outer limits within
which negotiators' abilities and choices make a difference.6

3F6r the major policy reorientation of the United States andthe background leading the
United States to take a hegemonic role in the postwar period, see Robert E. Baldwin, The
New Protectionism: A Response to Shifts in National Economic Power, National Bureau of Eco
nomic Research Working Paper, no. 1823 (1986), pp. 2-8.
4F6r the alternative international regime, albeit pluralistic leadership, see Robert O.
Keohane, After Hegemony: Cooperation and Discord in the World Political Economy (Princeton:
Princeton University Press, 1984), pp. 49-63; and Robert Gilpin, The Political Economy of
International Relations (Princeton: Princeton University Press, 1987), pp. 366-78.
5Fbr the impact of thison theUnited States, seeMartin Feldstein, The American Economy in
Transition (Chicago: Chicago University Press, 1983). For major structural changes in the
U.S. economy during the first half of the 1980s, see Lawrence B. Krause, "Changing
America and the Economy of the PacificBasin," ch. 1 in this volume.
6For each of these hypotheses, seeJohn S. Odell, "The Outcomes of International Trade
Conflicts: The U.S. and South Korea, 1960-1981," International Studies Quarterly 29 (1985):
272-76.



HAN SEUNG-SOO 243

Emergence of Trade Conflict

There were many trade disputes between South Korea and the
United States during the period from June 1963 to April 1981. Of these
disputes, nine were concerned with textiles (three cases of cotton tex
tiles and apparel and six cases of textiles and apparel); two cases involv
ing television receivers; and two cases relating to footwear (one rubber
and one nonrubber).7

Textiles disputes have a long history and are not unique to the
Korea-U.S. economic relationship. The textiles problem became acute
when Japan and Hong Kong began to increase their share in the United
States and West European countries. The outcome of American concern
was the Short-Term Arrangement (STA) in October 1961, which was
immediately followed by the Long-Term Arrangement Regarding Inter
national Trade in Cotton Textiles (LTA) in October 1962, which lasted
until December 1973 after three extensions. South Korea was then at an

early stage of textile exports and joined the agreement on December 3,
1964, as the twenty-eighth signatory, to be effective from January 1,
1965.

The Arrangement Regarding International Trade in Textiles, better
known as the Multi-Fiber Arrangement I (MFA), effective January 1,
1974, included not only cotton but also wool and other textile apparel.
MFA I lasted for three years and was then extended for another three
years (January 1978 to December 1981) as MFA II. MFA IE was extended
for four years and seven months from January 1982 to July 1986, and
MFA IV will be in effect from August 1, 1986 to July 1991.8

Generally, however, trade friction between South Korea and the
United States can be said to have begun in earnest from the 1980s. Until
1986, Korea's overall trade balance was always in deficit and was in
marked contrast with such other East Asian countries as Japan and Tai
wan, which had already accumulated a vast amount of foreign reserves

7Ibid., pp. 266-67.
8For the details of these agreements, see the Korea Institute for Industrial Economics and
Technology, The Change of International Divisionof Labor and Policy Response (Seoul, Decem
ber 1987) (in Korean), p. 22. See also, Martin Wolf, "Handmaiden Under Harassment:
The Multi-Fiber Arrangement as an Obstacle to Development," in Free Trade in the World
Economy: Toward an Opening of Markets, ed. Herbert Giersch (Tubingen: J. C. B. Mohr,
1987), pp. 253-57. For a brief treatment of U.S.-Japan textiles conflicts, see Yamazawa
Ippei, "Textiles Industry," in Industrial Policy of Japan, ed. Ryutaro Komiya et al. (Tokyo:
Tokyo University Press, 1984) (in Japanese), pp. 354-56.
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Table 1

Korea-U.S. Bilateral Trade

(US$ millions)

Year Export to U.S. Import from U.S. Trade Balance

1960 4 144 -140

1970 395 585 -190

1980 4,607 4,890 -283

1981 5,561 6,050 -489

1982 6,119 5,956 163

1983 8,128 6,273 1,855
1984 10,479 6,875 3,604
1985 10,754 6,489 4,265
1986 13,880 6,545 7,335
1987 18,311 8,758 9,553

Source: Korea Foreign Trade Association, TheTrend ofForeign Trade (Seoul, 1986 and 1987).

by that time.9 Until 1981, excepting the three years of 1976-78, South
Korea's trade balance with the United States had been in deficit (see
Table 1.)

Korea's major exportable items were electronics, textiles, footwear,
toys, and steel products while agricultural and chemical products, cot
ton, and machinery were major items imported from the United States.
For example, the export of electronics to the United States accounted for
51.0 percent of Korea's total electronics export in 1986, textiles for 33.9
percent, footwear for 71.2 percent, toys for 74.2 percent, and steel prod
ucts for 29.4 percent. The U.S. market dependence rate was much
reduced in 1987, reflecting the diversification of exports owing to vari
ous U.S. pressures on Korea. The rate of dependence on the U.S. mar
ket for January-October 1987 was 42.4 percent for electronics, 31.5
percent for textiles, 65.0 percent for footwear, 80.2 percent for toys, and
22.7 percent for steel products.

On the other hand, the import of agricultural products from the
United States accounted for 36.7 percent of Korea's agricultural imports
in 1986, for 30.5 percent of chemical products, for 42.8 percent of cotton,
and for 20.8 percent of machinery. The switching of import sources
from third countries to the United States has been one of the major

9For how the Japan-U.S. trade conflict, the first wave of which began in the period of
textiles negotiations in 1968 through 1972, became more serious with the second wave of
1976 through 1978, and for how the trade conflict turned into the Japan-U.S. economic
conflict in the 1980s, see Ryutaro Komiya and Motoshige Itoh, "International Trade and
Trade Policy of Japan: 1955-1984," Discussion Paper No. 85-F-16 (1986), pp. 57-58.
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Table 2

Bilateral Trade in Total Trade

(as % of total)

Year Export Import Total

South Korea's

dependence on U.S.
1980 26.3

1982 28.3

1985 35.5

1986 40.0

U.S. dependence
on South Korea

1980 2.1

1982 2.6

1985 2.8

1986 2.9

21.9 23.9

24.0 26.3

20.8 28.1

20.7 30.8

1.7 1.9

2.4 2.5

3.0 2.9

3.5 3.3

Source: Korea Foreign Trade Association, Changing International Trade Environment and
Business Strategy (Seoul, November 1987), p. 28.

policy efforts of the South Korean government in order to remedy the
worsening Korea-U.S. bilateral trade imbalance. The consequence of
this effort was the drastic increase of import dependence on the United
States of certain products. For example, the import dependence rate of
agricultural products in January-October 1987increased to 42.6 percent,
of chemicals to 30.9 percent, of cotton to 61.5 percent, and of machinery
to 21.0 percent. It is to be noted that the rapid increase in import depen
dence occurred in the nonmanufacturing sector while the U.S. manu
facturing sector was slow to capitalize on South Korea's sources of
import switching policy. But however Korea may try, the asymmetrical
nature of the size of the two economies and the differential impact of
bilateral trade put limits on the role that South Korea can play in reduc
ing the U.S. trade deficit.10 The differential impact of bilateral trade can
be seen in Table 2.

The marked difference in dependence ratio for exports and imports
in the two countries suggests that although South Korea was the fifth
largest bilateral trade surplus country vis-a-vis the United States in

10R>r the asymmetrical nature of South Korea-U.S. economies, see Seung-Soo Han,
"Changing Economic Environment in East Asia and the Korea-U.S. Relations: A Korean
Perspective," paper presented at the IFANS-SAIS Conference on "The Changing Security
Environment in Northeast Asia: The Impact on Korea-U.S. Relations," Seoul, December
14-15, 1987.
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1986, there is not much that it alone can do to remedy the situation.11
The precise contribution of the Korea-U.S. bilateral trade imbalance to
the U.S. trade deficit is shown in Table 3.

South Korea was twenty-third largest contributor to the U.S. trade
deficit in 1981, but this changed to ninth in 1985and to fifth in 1986. As
shown in Table 2, Korea-U.S. bilateral trade accounted for almost one-
third of Korea's total trade, but it accounted for only about one-thirtieth
of U.S. total trade in 1986. The United states was the largest trading
partner of South Korea, but it was the seventh largest partner of the
United States in 1986. Although Korea is not one of the largest trading
partners of the United States, there are a few items where it has had a
comparative advantage and made aggressive sales efforts to create con
cern in the United States. Bilateral trade has been the source of eco
nomic expansion and welfare increase in both countries, but the
continuing imbalance in bilateral trade has been placing a growing
stress on the Korea-U.S. economic relationship.

Issues of Economic Friction

The key areas of economic dispute are goods market access, service
market opening, graduation from the Generalized System of Prefer
ences (GSP), exchange rate realignment, and U.S. import restrictions.

Apart from U.S. import restrictions and the friction resulting from
them, the recurrent issue that has most concerned both nations is the
access of the South Korean market to US. products. The U.S. request
for liberalization of the Korean market started on the occasion of Presi
dent Reagan's official visit to Korea in November 1983. Between that
time and mid-1987, there were five formal requests for market access.
The series of requests and their contents are shown in Table 4.

As shown in Table 4, the U.S. request for market access took the
form either of removal of import restrictions or of reduction of tariff
rates. By September 1987, there were fifty-seven items for import liber
alization (removal of restrictions, that is) and fifty-nine items for tariff
reduction.12

Imports have been liberalized at a rapid rate in South Korea since
the early 1980s. According to the government schedule, the ratio of
import liberalization, which was 74.4 percent in 1981, will reach 93.7

11As in Japan, Korea might have already developed a structural surplus in its trade in
manufactures and its bilateral trade with the United States; see Paul Krugman, "Is the
Japan Problem Over?" in Trade Friction and Economic Policy, ed. R. Sato and P. Wachtel
(Cambridge: Cambridge University Press, 1987), pp. 18-19.
^For the complete list of detailed items requested for market access, see Korea Foreign
Trade Association, Korea's New ImportPolicies (Seoul, November 1987), pp. 10-11.



Table 3

South Korea's Place in the U.S. Trade Deficit
(in US$100 million and %)

1981 1985 1986

Amount % Rank Amount % Rank Amount % Rank

Japan 181 45.7 1 497 33.5 1 586 34.5 1

Canada 73 18.4 4 222 14.9 2 233 13.7 2

West Germany 16 4.0 13 122 8.2 4 156 9.2 3 5
2Taiwan 38 9.6 8 131 8.8 3 155 9.1 4

South Korea 4 1.0 23 48 3.2 9 71 4.2 5
CD

Italy 2 0.5 33 58 3.9 7 65 3.8 6 W

Hong Kong 31 7.8 9 62 4.2 5 64 3.8 7 g
Mexico — - — 58 3.9 6 52 3.1 8 o

United Kingdom 9 2.3 17 43 2.9 10 46 2.7 9 on

O
OFrance — - —

39 2.6 11 34 2.0 10

Sources: Korea Foreign Trade Association, Changing International Trade Environment and Business Strategy (Seoul, November 1987), p. 25.
*5
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Table 4

U.S. Requests for South Korean Market Access

Occasion

President Reagan's
visit to Korea

U.S. government
official request

Korean-U.S. trade
ministers' meeting

Korean special
envoy's visit to U.S.

Korean-U.S. GSP
meeting

Korean-US. trade
ministers' meeting

Date

Requests for
Market Opening

(no. of items)

Requests for
Tariff Reduction

(no. of items)

Nov. 1983 38 19

Feb. 1984 16 8

Mar. 1984 16 5

Mar. 1985 25 27

Aug. 1986 19 27

Apr. 1987 5 3

Source: Korea Foreign Trade Association, Korea's New Import Policies: Expanding Supply
Sources, Accelerating Market Liberalization (Seoul, November 1987), p. 9.

percent by 1987 and 95.4 percent by 1988. The manufactures import
liberalization will reach 98.5 percent by 1988. The import liberalization
ratio for electric and electronic goods and machine tools, which was 40.9
percent in 1981, will reach 100 percent by 1988.

South Korea's average tariff on manufactures and primary products
were 18.7 percent and 27.1 percent, respectively, in 1986. These are
being successively lowered to 18.2 percent and 26.3 percent in 1987and
to 16.8 percent and 25.1 percent in 1988.

Of the items that are requested for import liberalization by the
United States, 254 out of 379 items (67 percent) will have been liberal
ized by 1987and 82.3 percent in 1988. Of the request for tariff reduction
by the United States, it is expected that the average tariff rate of 34.0
percent for manufactured products in 1985 will be lowered to an average
rate of 25.2 percent in 1988, a decrease by 8.8 percentage points in three
years. In the case of primary products, the average tariff rate of 37.7
percent in 1985 will be lowered to 34.5 percent in 1988, a decrease by 3.2
percentage points.13

A survey conducted by the Korea Foreign Trade Association reveals
that the United States has failed to capitalize on the export of liberalized
items for which its government had made unrelenting efforts. The main
reasons offered by Korean business circles for this failure were high
prices, unsatisfactory delivery conditions, substandard after-sales ser-

13]Ibid., pp. 12-13.
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vice, and unfavorable reactions by U.S. companies to small orders. On
the other hand, Japan benefited more from the opening of Korea's
import market. For example, of 150 items that were liberalized during
1984-86, Japanese exports of US$333 million before liberalization
jumped to US$436 million, taking their share of total imports from 38.9
percent to 39.0 percent. On the other hand, U.S. exports of $191 million
before liberalization only increased to $215 million after liberalization
withthe U.S. share in total imports decreasing from 22.3 percent to 19.2
percent.14

The recent dispute involving the market opening of insurance ser
vices indicates what is involved in the wider context of economic friction
between South Korea and the United States. The first indication that the
United States was serious about the opening of the service market was
when President Reagan directed the U.S. Trade Representative (USTR)
on September 7, 1985, to investigate the protectionof services in Korea,
invoking Article 301 of the Trade Act of 1974.

Since then, the friction over service has become a common phe
nomenon. For example, on October 9, 1985, the American Association
of Movie Exporters petitioned the USTR against South Korea's movie
market under Article 301. As a consequence, Korea and the United
States agreed on December 13, 1985, on the issue of movie market
openings (in which the United States has undoubtedly a comparative
advantage), permittingU.S. movie exporters to open branches in South
Korea, lowering the deposits for registration, and abolishing the ceiling
on import prices.

In the meantime, President Reagan directed the USTR on October
16, 1985, to investigate the violation of intellectual property rights in
Korea, once again invoking Article 301. Negotiations followed, and a
comprehensive agreement was made on the issue of Korea's service
market opening and intellectual property rights on July 21, 1986. The
agreement contained five components: insurance, copyrights, software,
patents, and trademarks.

Regarding insurance, U.S. participation was allowed in the case of
fire insurance byJuly 1986, andone U.S. company was allowed tooper
ate in the case of life insurance by the end of 1986. It was also agreed
that additional participation would be considered for other qualified
U.S. insurance companies.

The law governing copyrights was revised in September 1986 and
came into effect from July 1987. South Korea joined the universal copy
right convention in September 1987, and the protection of copyrights

14For a summary of the survey, see ibid., pp. 14-15.
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was extended from thirty years to fifty years. Retroactivity providing
protection of copyrights since 1977 was agreed upon to be made effec
tive through administrative guidance. Software would also be protected
similarly to copyrights through the enactment of a new law.

The patent law was also revised to accommodate certain U.S.
requests, and the period of patent protection was extended to fifteen
years. Retroactivity onthe transfer of process patents was agreed upon.
In regard to trademarks, conditionality for licensing and limitations on
royalty payment was abolished.

South Korea's graduation as a recipient of the GSP was still another
thorny issue. It was reported late in 1987 that the U.S. Trade Policy
Review Group discussed the possibility of graduating Korea, together
with other Asian NICs, from the group of GSP beneficiaries, and
shortly thereafter, that was done. This was viewed as a natural progres
sion for any successful developing country, and South Korea, together
with other Asian NICs, were approaching that state. Korea's exports to
the United States under the GSP provision were US$1.65 billion in 1985
and US$2.22 billion in 1986, accounting for 16.5 percent and 17.4 per
cent, respectively, of Korea's total exports to the United States. How
ever, as mostoftheseexports originated from small businesses in Korea,
the abrupt graduation could cause great difficulties for those medium
and small businesses engaged in international trade.

Assistant Treasury Secretary Mulford made a very strong statement
regarding Asian NICs on November 17, 1987, asserting, "Tigers live in
the jungle, and by the law of the jungle, they are a shrinking popula
tion. To survive, tigers—and the NICs—must adapt; and adaptation will
require cooperation, not predatory behavior." One of the issues he
raised was exchange rate realignment. The reason for U.S. pressure for
currency appreciation by the Asian NICs was the slow return of the U.S.
balance of payments to equilibrium.

The first U.S. official request onwon appreciation was made onJuly
31, 1986. since thentherequest hasbeen consistently repeated, with the
assertionthat the rate ofwon appreciation was too slow. Treasury Secre
tary Baker made a similar request in December 1986. Between January
and September of 1987, there were six requests for won appreciation
from theU.S. government; four times by the Treasury secretary (March
31, April 8, April 9, and September 29), once each by the Secretary of
State (May 18) and the U.S. Trade Representative Qanuary 28).

The won-dollar exchange ratewas886.40 won to a dollar at the time
of the G-5 meeting on September 20, 1985. By the end of1985, the won
depreciated further to 890.20 won. Itwas from 1986 that the won began
to appreciate against the dollar. During 1986, the exchange rate appreci
ated by 3.2 percent, being 861.40 won to a dollar. Between September



HAN SEUNG-SOO 251

29, 1985, and October 31, 1987, the won appreciated by 11.3 percent
against the dollar. During the same period, major currencies of the
world appreciated much further than the Korean won. For example, the
Japanese yen appreciated by 71.8 percent, and the West German mark
by 64.4 percent.

As there is no immediate likelihood of a drastic decrease in South

Korea's trade surplus with the United States or of a restoration in the
overall U.S. trade balance, U.S. pressure for exchange rate realignment
will continue for some time. By the end of 1987, the won had already
broken the 800-won barrier, and it is expected that the rate of apprecia
tion will be faster in 1988.

Even amid various pressures and disputes, South Korea's exports
have been increasing. However, Korean exports have been subject to
various kinds of import restrictions at destination. There were twenty-
one countries that restricted imports from South Korea in 1987. Table 5
shows the country's exports under foreign import restrictions.

Of exports totaling34,714 million in 1986, those that were subject to
foreign import restrictions accounted for 23.4 percent and of the exports
to twenty-one advanced countries, 31 percent were exported under
import restrictions. Of South Korea's exports to the United States in
1986, 33.3 percent was subject to U.S. import restrictions. Two facts
emerge from Table 5. The proportionof exports that is subject to import
restriction has decreased, and that of Korea'sexport to the United States
under import restrictions is higher than the average.

As of September 1987, there were nineteen export items that were
subject to U.S. import restrictions in one way or other. Of these, ten
items were under restrictions by means of intergovernmental agree
ment, antidumping duties, countervailing duties, global quotas, or pat
ent protection via Article 337 of the Tariff Act of 1930. There were eight
items under investigation and one item under petition. There were
twenty-seven cases of investigation closed and three cases of restrictions
terminated.

U.S. import restrictions on South Korean exports will not disappear
soon; on the contrary, they may be intensified in the future. The chan
nel whereby domestic producers and labor unions can petition the U.S.
International Trade Commission (USITC) is wide open, and the dein-
dustrialization process of the United States will further aggravate the
situation. Although the United States regards the judgment of the
USITC as independent and neutral, its positive decisions on the anti
dumping and countervailing duties, safeguards, and other matters are
likely to be perceived by many outside the United States as a strong
indication of protectionist policies, which will become a cause for fur
ther frictions.
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Table 5

South Korea's Export Under Import Restrictions
(US$ million, %)

1985

(1)

1986

(2) (2)/(l)

1987.1-7

(1) (2)

r

Country (l)c

10,754
4,543
3,160

20,889

30,283

(2) (2)/(l) (2)/(l)

United States
Japan
EECa
21 countries

Total Export

4,656
1,454

933
7,649

7,649

43.3
32.0
29.5
36.6

25.3

13,880
5,426
4,305

26,179

34,714

4,621
1,065
1,538
8,117

8,117

33.3
19.6
35.7
31.0

23.4

8,283 2,438
3,470 732
2,926 925

16,042 4,605

20,966 4,605

29.4
21.1

31.6
28.7

22.0

aEEC includes twelve member countries.
t'The twenty-one countries include the United States, Japan, the EEC countries, Canada,
Australia, Finland, Norway, Sweden, Austria, and New Zealand.

cColumn (1) refers to total exports, column (2) to exports subject to import restrictions.

Source: Korea Foreign Trade Association, Survey of Import Restrictions of Major Advanced
Countries (Seoul, September 1987) (in Korean), p. 21.

Pacific-Asian Regional Impact

South Korea-U.S. economic friction could have various impacts
(political, economic, cultural, and others) on the Pacific-Asian region.
Korea is regarded as one of the close allies of the United States in the
defense of the free world. U.S. troops are stationed on the peninsula,
and there is a security agreement between the two countries. Defense
and the two nations' relationship as allies are often used as an excuse
for the continuing trade surplus with the United States. However,
despite thecloseness in political andsecurity relations, South Korea has
become one of the target countries for U.S. pressure. Why a close ally
like the United States is prepared to pressure it for various economic
gains is something most ordinary Koreans cannot comprehend. The
economic friction between Korea and the United States is strong enough
to reawaken the countries in the region to the political reality of an
"animalspirit" displayed bymajor powers in dealing withsmaller part
ners. They will slowly come to realize that "politics is politics" and
"economics is economics."

The economic impact of Korea-U.S. friction on the Pacific-Asian
region, coinciding with the rise of income levels in the area, will be a
continuous effort to redirect the destination of exports from the United
States to other countries, and, perhaps, to switch the source of imports
from others to the United States. In the case of South Korea, this strat
egy islikely to beapplied to Japan with great intensity. Korea's diversifi-
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cation policy also implies that the region can assume an increasingly
important role as an export market. With a growing intensity of eco
nomic friction between the United States and some major trading part
ners in East Asia (Korea, Japan, Taiwan, Singapore, and Hong Kong), it
is most likely that intraregional trade will continuously increase in the
Pacific-Asian region. This trend would be further strengthened by the
fact that the intraindustry specialization has been under way in the
region. The increasing interdependence between the regional econo
mies also indicates a continuous flow of direct investment from capital-
abundant countries, such as Japan and, to some extent, Taiwan and
Korea, to resource-abundant countries such as the ASEAN states.

South Korean-American economic friction provides the countries
closely following the strategy of export orientation as is Korea with a
very useful lesson. Korea, as a latecomer, was able to sustain high
growth without much cost by learning by doing. Likewise, some of the
countries now coming up should also be able to minimize the cost of
trial and error involved in trade friction with advanced industrial coun
tries.

Conclusion

South Korea's economic relationship with the United States
changed from one of dependence to that of interdependencewithin the
span of one generation. The economic success of the country and the
relative decline of the U.S. economy created friction between the two
countries. This friction, which started in the early 1980s, has become
one of the major political-economic issues facing the Korea-U.S. rela
tionship today.

There is no doubt that the vast U.S. market enabled Korea to suc
ceed in pursuing a growth strategy through export-orientation. It has
also undergone drastic changes in its perception of appropriate indus
trial and trade policies. The Korean domestic market has been rapidly
opening to foreign products, and services are rapidly becoming interna
tionally tradeable.

The recognition that government intervention in international trade
and industry should be reduced resulted in the establishment of the
Korean Trade Commission on July 1, 1987, a Korean equivalent of the
U.S International Trade Commission. There is still much to be desired in
making the Korean Trade Commission as independent and neutral as
the USITC, but a good start has been made. This is just one indication
that South Korea has begun to realize that fair and free trade is neces
sary for the continued success of its economy.

It is hoped that Korea will do its best to minimize economic friction
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with its trading partners, and with the United States above all. How
ever, as clapping requires two hands, it is not just Korea, the minor
partner, that needs to cooperate. The United States as the major partner
also needs to accommodate.



11. Trade Frictions and Patterns Among
the Pacific-Asian Nations

DJISMAN S. SIMANDJUNTAK

Economic interactions such as trade and investment among the
Pacific countries have proved resilient enough to survive the erosion of
the trading environment that has accelerated in recent years. It appears
reasonable to argue that the coming century will be the century of the
Pacific, as many scholars and politicians believe. However, there is also
reason to be concerned about the increased obstacles to the implemen
tation of this vision. Though the obstacles may not prove fatal to health
and growth within the region, they can be exceedingly painful.

The number of people who find it appropriate to apply war-related
metaphors to current events in the Pacific today seems to have grown
rapidly. Dennis Encarnation, for example, stated recently: "When con
trasted with the Japanese invasion of America, the U.S. counterattack
appears less integral to America's export strategy."1 Fortune, a magazine
with worldwide circulation, gave the cover story of its August 19, 1985
issue the title: "America's War on Imports." American trade policy
vocabulary has recently borrowed such military images as "Trade Strike
Force" and "Aggressive Reciprocity."

The increased allusions to war in dealing with trade policy issues—
not wholly accurate since war is a zero-sum game and trade is not—is
perhaps largely the result of the increased frequency with which the
governments of different countries have resorted to economic warfare at
a time when the costs, pecuniary and otherwise, of military conflict
have become increasingly prohibitive.2 It is also seemingly irresistible to
apply war-related concepts to theories of strategic management. As far
as Pacific trade is concerned, however, it is clearly an exaggeration to
describe the present situation as an economic war—even though most of
the developed countries in the Pacific have imposed an embargo on
Vietnam, partly as a response to a request by ASEAN members, who

aDennis J. Encarnation, "Cross-Investment: A Second Front of Economic Rivalry/' in
Thomas K. McCraw, ed., America Versus Japan (Cambridge, Mass.: Harvard Business
School Press, 1986), p. 141.
2See, e.g., Hedley Bull, "Economic Sanctions and Foreign Policy/' World Economy 7(2)
(1984):219.
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for their part are actively involved in trade with Vietnam. Nevertheless,
the sky over Pacific trade is cloudy with sporadic rainfalls.

Trade frictions among the Pacific countries is by no means a new
phenomenon. It can be traced back to the 1950s, when Japan's success
as a textile exporter led to the reincarnation of protectionist sentiment
and policies in other Pacific countries, especially the United States.3
Japan's protectionismin agriculture trade has long been a target of trade
talks at different levels between Japan on one hand and major food-
exporting countries in the Pacific on the other. Though less prominent
because it concerns developing rather than developed countries, the
phenomenon of protection escalation—in the sense that the levelof pro
tection increases as the degree of processing of the product in question
increases—has alwaysbeen prominent in the trade policy agenda of the
developing countries of the Pacific. In the 1980s, however, the situation
has rapidly worsened. In one way or another, trade disputes have
become an issue of grosspolitik as sounded, among others, by Walter
Mondale during his presidential campaign when he asked the question:
"What do we want our kids to do? Sweep up around Japanese com
puters?"4

Trade friction among the Pacific countries has basically centered on
U.S.-Japan relations, a natural condition given the sheer size of trade
between these two countries. This is not to say, however, that other
countries can relax and conduct trade as usual. ASEAN countries, on

which this essay focuses its attention, have also been among the targets
of trade policy debates of the last few years. Furthermore, this group,
which includes some of the least developed countries of the Pacific, has
suffered from what may be called the spillover of U.S.-Japan friction.
Although the problems faced by ASEAN countries appear much less
serious than those confronting the United States and Japan, the solu
tion to these problems is of paramount importance to the future of
Pacific economic interactions, given the potential ASEAN market,5 the
importance or even dominance of ASEAN as supplier of some impor
tant materials, and the strategic geographical position of ASEAN. The

3Onthe evolution of U.S.-Japan economic relations, see Thomas K. McCraw, "From Part
ners to Competitors: An Overview of the Period Since World War II," in McCraw, America
Versus Japan, pp. 1-33.
4As quotedin Edward A. Olsen, U.S.-Japan Strategic Reciprocity: A Neo-Internationalist View
(Stanford: Hoover Institution Press, 1986), p. 61.
^he importance of solving this problem is appreciated, e.g., by a "group of wise men"
askedby the Secretariat of GATT to workout recommendations for the restoration of the
trading environment. See Trade Policies for a Better Future: Proposals for Action (Geneva:
GATT Secretariat, 1985).
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nature of the various frictions, the contributing factors, and the accom
modative stance taken thus far by ASEAN when responding to the
trade policy initiatives of other countries deserve more serious attention
from the ASEAN countries' major trading partners in the context of
bilateral, regional, and multilateral talks.

Factors Leading to Trade Frictions

Trade frictions and patterns, which are themselves characterized by
a mutual relationship—trade frictions are bound to affect trade patterns,
and vice versa—can be the result of extremely diverse factors that may
or may not reinforce each other. First, worsening economic conditions
usually increase the vulnerability of a country to protectionist senti
ment. The Great Depression, for instance, was followed by the imposi
tion of what was known as "depression duties," and it was this same
depression that led to the enactment of the American Smoot-Hawley
Act of 1930 and the immediate retaliation by other major trading coun
tries.6 To be specific, a weakening growth performance, because it
means a less lucrative market7 and worsening unemployment, together
with a widening deficit in the current account can turn out to be very
fertile soil for a protectionist trade policy, though the reverse is also
possible—namely, that economic difficultiesforce governments to adjust
by reducing rather than increasing barriers to trade.

Economic conditions in the ASEAN countries seriously worsened in
the first half of the 1980s compared with the 1970s, when ASEAN was
widely known as an association of countries with rapidly growing econ
omies. Largely as a result of a historical low in the prices of primary
commodities (on which the ASEAN economies are crucially depen
dent), growth rates of GDP plunged to as low as 1.9 percent in Indone
sia in 1985, compared with an average of 8.2 percent annually in the
second half of the 1970s. The situation was even worse in the Philip
pines though the year 1987 indicated that a strong up turn was under
way in terms of the growth performance of all of the ASEAN countries.
Previously, their balance-of-payment positions also deteriorated. The
combined current account deficit of the ASEAN countries skyrocketed
from 1.5 billion special drawing rights (SDR) in 1977 to 15.3 billion SDR

6See John T. Cuddington and Ronald I. McKinnon, "Free Trade Versus Protectionism: A
Perspective," in Tariffs, Quotas and Trade: The Politics of Protectionism (San Francisco: Insti
tute for Contemporary Studies, 1979), p. 14.
7The problems afflicting international trade in textile andtextile products are partly rooted
in the increased saturation of the major markets that make domestic producers there
highly sensitive to imports. See, e.g., Jose de la Torre, Clothing Industry Adjustment in
Developed Countries, Thames Essay No. 38 (London: Trade Policy Research Center, 1984).
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in 1983. The decline of this deficit to some 4 billion SDR in 19858 cannot

obscure the fact that the need for credit financing is growing at a time
when the international financial market has become averse to state bor

rowing. The difficult payment position facing the ASEAN countries
today is also reflected in the rapid increase of debt service costs—
namely, from only U.S.$1 billion in 1975 to U.S.$7.4 billion in 1984—9,
and a decline rather than a growth in the inflow of foreign direct invest
ment. Gross inflow of direct foreign investment in the ASEAN countries
in 1985 was only 2.2 billion SDR, or 14 percent lower than in 1984,
because of the declining growth performance that made the region less
interesting for investors in import-competing industries together with
the decline in commodity prices that depressed investment in resource
exploration. The recovery now underway may reverse that pattern.

Facing this difficult environment, the ASEAN countries generally
succeeded in avoiding an increasingly protectionist course in economic
policy, as can be seen in the various steps taken to reduce both tariffs
and nontariff barriers.10 The trade impacts of the adjustment, however,
have clearly been felt. Imports declined as a result of contractionary
fiscal and monetary policies and exports of manufactured products have
been pushed forcefully, notwithstanding the demand of ASEAN's
major trading partners for more self-restraint in this area. In other
words, even in the absence of additional protectionist measures, an
adjustment to worsening economic conditions is very likely to produce
trade frictions.

The second important factor that may lead to trade friction relates to
the growing tendency among nations to emphasize bilateral trade bal
ances rather than overall balances. The United States, for instance, has
clearly directed its campaign for fair trade and reciprocity against all
countries that have a "substantial" trade surplus vis-a-vis the United
States. The increasing trend to countertrade is also a clear evidence of
the tendency to emphasize bilateral balances. Yet all governments are
aware of the fact that trade between two countries is seldom in balance

and that the world trade regime will collapse if every country insists on
a balanced bilateral trade with each of its trading partners. One cannot
count upon the dominance of rational arguments in the debate over

international Monetary Funds, Balance ofPayments Statistics, Yearbook, various volumes.
^Vorld Bank, World Debt Tables, 1985-86.
10Nowhere else is thismore apparent than in Indonesia, in which repeated steps toward a
more open trade policy were initiated by the government as response to the changing
environment. See, e.g., the World Bank, Indonesia, Economic Report (1987), pp. 72-95.
See also J. P. Estanislao, "ASEAN Economies in the Mid-1980s," in ASEAN Economic
Bulletin, vol. 3 (Singapore: Institute of Southeast Asian Studies, 1986), pp. 1-7.



DJISMAN S. SIMANDJUNTAK 259

protectionist policies, however. Even the modest surplus each of the
ASEAN countries has achieved vis-a-vis the United States has proved
sufficient for the latter to include those countries as targets of its aggres
sive campaign for fair trade. Little attention is being given to trade in
services, which may more than compensate trade balances, in spite of
the developed countries' request to address services in the Uruguay
Round.

Of no less importance is the trend toward selecting specific trade
sectors for emphasis, a third factor that can easily lead to trade friction
between countries. This is perhaps one of the worst tendencies in the
trade policies of many, if not all countries in the 1980s.11 Apparel, tex
tiles, footwear, steel products, automobiles, household electronics, not
to speak of agricultural productshave one after anotherbecome targets
in this emphasis on specific products, and the list threatens to
lengthen.12

The weighted average tariff rates imposedby Japan on imports after
the Tokyo Round are no higher than 0.5 percent on raw materials, 4.6
percent on semimanufactured products, and 6.0 percent on finished
manufactured products.13 Because of selectivity, however, textiles and
clothing are protected by a weighted average tariff rate of 16.7 percent
and the categories of leather and rubber footwear, and travel goods
enjoys an average of 10.2 percent. Japan may argue incessantly that its
market is even more open than those of other developed countries, but
it cannot obscure the fact that restrictions are effectively imposed on
imports of selected products such asboneless chicken, rice, citrus, and
plywood, not to mention products having strategic implications.14

Japan is not alone in opting for selectivity in restricting imports.
Whereas the United States can repeatedly recite the figures illustrating
its large share in the developed countries' total importsof manufactured
products from developing countries as evidence of its open trade, the
fact remains that a number of products are selectively protected. Relat
ing to this fact, GaryC. Hufbauer and his colleagues have produced an

nSee, among others, Dominick Salvatore, editor's introduction, Journal ofPolicy Modeling
(special issue on the new protectionism) 7(1) (1985).
12Basically, selectivity means "free trade where we are strong, but protectionism where
we are weak." The developing countries had strongly objected to it during the Tokyo
Round, but to no avail. The EEC insisted on selectivity as part of a revised Article 19 of
GATT, which resulted, therefore, in an end to negotiations.
13See GATT asquoted by Leslie Alan Glick, Multilateral Trade Negotiations: World Trade After
the Tokyo Round (Totowa, N.J.: Rowman & Allanheld, 1984).
14See JulianGresser, Partners in Prosperity: Strategic Industries for theUnited States and Japan
(New York: McGraw-Hill, 1984).
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interesting report on the victims of the United States' selectivity in its
trade policy.15 In short, it can be easily demonstrated how the Pacific
countries, developed and underdeveloped alike, retain harsh restric
tions on a selective basis.

Those who believe in an international division of labor based on

comparative advantage understand that certain countries are very likely
to suffer more than other countries under selectivity. In its extreme
form, selectivity means a nullification by the importing country of the
comparative advantage of certain countries, which may be limited to a
very few products or activities. For instance, it is one of the ironies of
the 1980s that the "rapidly" growing exports of textile products from
Indonesia to the United States have fallen victim to a "negotiated" pro
tectionism in the form of voluntary export restraint, in spite of the small
share in U.S. total imports, namely, 0.9 percent in the case of Standard
International Trade Classification (SITC) 65 and 1.4 percent in the case
of SITC 84 in 1985.

Failure to appreciate what other countries have initiated in terms of
market opening is the fourth contributing factor to trade friction. There
is a regular tendency among the governments of developing countries to
blame "international protectionism" for the bad performance of their
economies, underestimating the importance of a wide range of opportu
nities that continue to exist despite the increase of barriers to trade in
certain areas. On the other hand, some developed countries fail to
appreciate the fact that the importation of capital goods to most devel
oping countries, including ASEAN members, is basically free of trade
barriers, meaning that the biggest share of imports to developing coun
tries is scarcely subject to protection. The freedom to import capital
goods and raw materials is usually granted as part of investment incen
tives. Yet the Americans, for instance, made no reference to this fact but
complained instead about restrictions on the importing of chocolate
candies in ASEAN countries.16

Of equal importance as a source of friction is a wrong perception of
what is happening with respect to one's own country's competitive
ness: Overestimating the role of the Sogo Shosha in Japan's export suc
cess, countries around the Pacific, both developed and developing,
came hurriedly to the conclusion that their lack of competitiveness vis
a-vis Japan was caused by the absence of a similar institution. Accord-

15Gary C. Hufbauer, Diane T. Berliner, and Kimberly A. Elliott, Trade Protection in the
United States: 31 Cases (Washington, D.C.: Institute for International Economics, 1986).
16See U.S. Trade Representative, Annual Report on National Trade Estimates 1985, required
by section 303 of the Trade and Tariff Act of 1984.
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ingly, they established their own Sogo Shosha, but so far the desired
result has failed to appear. Overconfident about the competitiveness of
their domestic industries because they have been well equipped with
the latest technology, the United States has tended, for instance, to
blame other countries' unfair practices for the failure of its products to
compete in the international market, ignoring the possibility that the
products that Americanproducers try to sell are not the ones for which
there is a big market abroad, as Michael Aho asserted recently.
Resource-exporting countries, too, can produce friction because of a
wrong assessment of the power provided by their resources and the
reasons behind their failure to diversify. The temptation is seemingly
very great for a resource-producing country to ban the export of unproc
essed materials in order to force importing countries to buy processed
products. Though there maybe cases in which this policy produces the
intended result, it provides great incentives for substitution. Had Japan
never occupied rubber-producing Southeast Asia and thereby inter
rupted the export of natural rubber to the United States, the use of
synthetic rubber might have grown much more slowly than it has since
World War II. Yet both the decision to limit the export of raw materials
and the substitution process induced by that decision are bound to lead
to friction.

Following the "theory of hegemonic stability," according to which
the decline of a hegemony leads to global instability,17 the perceived
decline of the United States as the hegemon of the second half of the
twentieth century is accounted by some as another factor that, together
with the previous factors, leads to various kinds of friction among the
Pacific countries. This theory is highly controversial. It cannot satisfacto
rily explain the success of the Tokyo Round, which in fact was based on
consensus rather than on the hegemony of the United States. Nor is
there any a priori reason to worry that the Uruguay Round cannot rely
on the mechanism of consensus. Nevertheless, the theory is worthy of
further testing since it is frequently advanced by scholars who seek to
explain the instability of the trade regime. If the decline of a hegemon is
bound to lead to global instability, and if the United States is a declining
hegemon, the destabilizing impacts are perhaps likely to be felt most
strongly by the Pacific countries.

17There is extensive literature on this theory, in which Kindleberger, Krasner, and
Keohane are among the prominent contributors. See, e.g., Arthur A. Stein, "The Hegem
ony's Dilemma: GreatBritain, the United States, and the International Economic Order,"
International Organization 38 (Spring 1984):355-86.
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Trade friction can also rise in anticipation of an international negoti
ation on trade liberalization. Like Mohammad Ali, who started each
match with a campaign to humiliate his challenger, a government tends
to dramatize what is happening in the trading environment, or even to
increase or to threaten to increase barriers to its domestic market to

persuade other governments of the necessity of concessions in order to
improve its bargaining position before the negotiatory "round" starts.

Finally, the changing trade structure resulting from shifting compar
ative advantages is perhaps the most important contributory factor to
the problems facing the Pacific countries today and in the foreseeable
future. The success of Indonesia in diversifying its exports away from
timber toward processed products produced, for instance, a strain in
the relations between Indonesia and Japan. That Japan's complaint was
formally based on the way in which the government of Indonesia initi
ated the process of diversification—namely, the reliance on an export
ban against timber—is basicallyimmaterial to the conflict; Japan's wood
importers know well that Indonesia's wood products would have no
chance to penetrate Japan as long as timber was available to Japan in the
desired quantity.

This is an example that is likely to be followed by others in the near
future, as far as the relations between ASEAN countries and Japan are
concerned. Needless to say, it is the resistance to adjustment rather than
the changing structure itself that creates friction.18 The trade friction
between Japan on one hand and other countries on the other would
have been much lighter had there not been a high degree of commodity
concentration in Japan's exports.19 In view of its importance as a contrib
uting factor to trade friction, the structure of trade in general and that of
exports in particular is the focus of the following section. Areas of fric
tion in which ASEAN countries have been involved will be identified
and the potential areas of new friction will be explored.

ASEAN's Increased Dependence on the
Export of Manufactured Products

The difficult economic conditions of the first half of the 1980s forced

the ASEAN countries to intensify their efforts towards increased
exports. With the tightening foreign exchange constraints and sluggish
domestic demand, increased exports are, indeed, a must if the ASEAN

18See, e.g., Chung-in Moon andChull HoChang, "Trade Frictions and Industrial Adjust
ment: The Textile and Apparel Industry in the Pacific Basin," Pacific Focus: Journal ofInter
national Studies 2 (1987):115.
19See Haruko Fukuda, Japan and World Trade: The Years Ahead (Westmead: Saxon House
Studies, 1973), p. 53.
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countries are to regain and maintain high economic growth. Yet such an
increase requires improved access to the markets of the major Pacific
trading countries. In bilateral and regional as well as global trade talks,
ASEAN countries are likely to intensify their demand for better treat
ment. And the threat of heightening trade tension become apparent if
one takes into account the fact that the products the ASEAN countries
intend to promote with extra effort are basically limited to those that are
treated as sensitive products by Japan, the United States, Canada, Aus
tralia, and South Korea, which in turn constitute the core of the present
Pacific market. Even if the ASEAN countries' demand is confined to a

most favored nation status, the response of the major Pacific trading
countries is likely to be less than positive. Yet it is a special, preferential
treatment,20 not merely a most favored nation treatment, that the
ASEAN governments are hoping to enjoy in their relations with the
developed countries in general and the Pacific countries in particular,
even if the actual benefit is small—as in the case of Indonesia.

Table 1 contains ASEAN countries' exports to all OECD countries
disaggregated at different SITC levels in 1972, 1984, and 1985. It is
apparent from this table that between 1972 and 1985 ASEAN countries'
exports to OECD had increased by nearly 20 percent annually in terms
of value and that the commodity composition of these exports has rap
idly shifted away from raw materials toward processed products.
Though the share of food and live animals declined from 16.8 percent in
1972to 9.9 percent in 1985and that of inedible crude materials from 35.5
percent to as low as 11.3 percent in the same period, the combined
share of SITC 5, 6, 7 and 8 exhibited a rapid increase from 19.7 percent
to 33.2 percent. This implies, among other things, a shift in trade policy
preoccupation with issues related to commodity trade toward issues of
trade in manufactured products. This is not to say, however, that trade
in agriculture and primary commodities has become a non-issue for the
ASEAN countries. On the contrary, it continues to be of crucial impor
tance to the economies of Indonesia, Malaysia, the Philippines, and
Thailand, not only as a foreign exchange earner but also as a contributor
to new employment opportunities for the rapidly growing population.

20"Special" refers to special conditions that justify a differential treatment. This demand
for preferential treatment conflicts clearly with the demand of the United States for more
reciprocity. Developing countries in general and those of the Asia Pacificin particular will
find it the more difficult to justify this demand. In fact, it is time for these countries to
scrutinize the empirical content of the hypothesis, saying that developing countries would
benefit more from a nondiscriminatory trade regime than from a preferential one. Resist
ance to the phasing out of the existing preferences is, however, strong, notwithstanding
their declining trade importance.



Table 1 2
Commodity Composition of Imports from the Five Original Members of ASEAN to OECD Countries ^

(in percentages) |-

Standard International Trade Classification (SITC) 1972 1984 1985

0 Food and live animals
1 Beverages and tobacco 1.1 0-4 0.4 ^
2 Crude materials, inedible
3 Mineral fuels, etc.
4 Animal and vegetable oils and fats
5 Chemical and related products
6 Manufactured goods

68 Nonferrous metals
63 Cork and wood manufacturers
65 Textile yarns, fabrics related products

7 Machinery and transport equipment
77 Electrical machinery
75 Office machines and ADP equipment
76 Telecommunication and sound-recording equipment
71 Power-generating machinery
74 General industrial machinery and parts

8 Miscellaneous manufactured articles
84 Articles of apparel and accessories
89 Miscellaneous manufactured articles
82 Furniture and parts
88 Photographic apparatus, optical goods, watches
87 Professional and scientific instruments

9 Commodities and transactions, n.e.s.

All commodities (US$000)

Source: Organization for Economic Cooperation and Development, Foreign Trade by Commodities, seriesC, Imports, various issues.

16.8 9.5 9.9

1.1 0.4 0.4

35.5 12.6 11.3

21.2 39.8 40.9

4.5 3.3 3.2

0.5 1.2 1.3

11.5 6.7 7.0

(7.26) (2.65) (2.4)
(2.58) (1.47) (1.7)
(0.77) (1.13) (1.2)
4.26 18.23 17.0

(2.72) (10.83) (9.1)
(0.14) (2.96) (3.0)
(0.92) (2.71) (3.0)
(0.03) (0.63) (0.4)
(0.03) (0.62) (0.7)
3.39 7.16 7.9

(2.15) (4.23) (4.7)
(0.71) (1.55) (1.6)
(0.05) (0.50) (0.5)
(0.29) (0.32) (0.4)
(0.03) (0.25) (0.3)
3.39 7.16 (1.2)

5,623,874 (100) 47,909,183 (100) 46,715,064 (100)

3!

3

a.



DJISMAN S. SIMANDJUNTAK 265

The ASEAN countries' interest in trade in agriculture is natural.
Theyare among the importantexporters of certain agricultural products
hardest hit by the present disorder in agricultural trade. Thailand, for
example, is an important exporter of rice and is, therefore, highly inter
ested in a freer trade in this commodity. Thailand and other ASEAN
countries are particularly interested in the opening of Japan's rice mar
ket and in the phasing out of all subsidies enjoyed by agricultural
exports from financially strong countries. Sugar, which is also among
the products suffering from the severe distortion in international trade,
is one of the important exports of the Philippines and Thailand. Coco
nut oilis ofcrucial importance to the Philippines, and palm oilis among
the major exports of Indonesia, Malaysia, and Thailand. Therefore,
ASEAN countries are strongly interested in a more open trade in edible
oils and fats as well as in a phasing out of the subsidies granted by
various countries to the export of this commodity. Chickens are another
product important to Thailand's export trade as are fruits and vegeta
bles.

Second, favorable geographic conditions have led to the belief that
each of the ASEAN countries is in the possession of "latent" compara
tive advantages in a very wide range of agricultural production. The
success of Indonesia in attaining self-sufficiency in rice and near self-
sufficiency in sugar, soybeans, and some other products seems to con
firm this belief. The fact that the prices of these products in Indonesia
are much higher than the quoted worldpricesis seen as being irrelevant
in view of the extreme distortionof international prices. In other words,
agriculture is treatedas an infant rather than an aging industry, leading
to the imposition of high protective measures even in areas where the
comparative advantages are the least apparent, such as with dairy prod
ucts. It is, therefore, no surprise to find Indonesia and Malaysia among
the Cairns Group, even though the present interest of these two coun
tries in agricultural trade is that of a net importer rather than a net
exporter.

In spite of their declining share in the total exports of the ASEAN
countries to the OECD countries, primary commodities and their by
products are still of great value to ASEAN as earners of foreign
exchange and contributors to employment. Coffee and tea are of partic
ular importance to Indonesia's exports. Copra is one of the major export
products of the Philippines and, to a lesser extent, also Indonesia. Natu
ral rubberhas always been important to the economies ofMalaysia and
Indonesiaand, increasingly, also to that ofThailand. Tropical wood and
its by-products are among the most important of the few manufactured
products exported by Indonesia, and rattan is important to both the
Philippines and Indonesia. The silence prevailing in this area of trade
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during recent years is deceptive. It is areflection of helplessness on the
side of exporters, who find it inopportune to continue the debate over
trade in primary commodities at a time when the market is confronted
with an excess of supply rather than scarcities. Beneath the surface,
however, ASEAN disappointment over the escalation of protection in
the developed countries is clearly present. This escalation is felt in con
nection with lumber and wood products, natural rubber and its by
products, hide, skin and leather products, metal ingots and
by-products.21 Moreover, the degree of escalation is high in some cases.
No one knows precisely the extent to which this escalation has served
as a barrier to the export of processed products from the resource-
exporting countries.

There are additional problems afflicting commodity trade. The
release of general reserves by importing countries is one issue about
which the ASEAN countries frequently complain. Finally, there is the
relatively new phenomenon of the extensive search for artificial materi
als facilitated by advances in science andtechnology, whichin turn have
enjoyed generous support from governments. Though this support is
generally seen as a non-issue in trade talks, it represents one of the
important examples of what the United States called "upstream sub
sidy"; its magnitude is large.22

Recognizing their continued dependence on trade in primary com
modities and holding a firm belief in the merits of diversification, the
ASEAN countries are strongly asking for the inclusion of commodity-
related issues into the agenda of trade talks. The way in which these
issues should be addressed however, is unclear, apart from the old
attempt at phasing out tariff escalation, which is not confined to pri
mary commodities. Nor is it clear to what extent the ASEAN countries
would respond positively to the probable demand by importing coun
tries for a better, more stable access to resources, which constitutes the
other side of the coinas regards trade in primary commodities. In other
words, the potential for friction is abundant in the area of trade in pri
mary commodities.

Mention has already been made of the significant change in the
structure of ASEAN exports to the OECD, as shown in Table 1, and the
shift in trade policy emphasis as a result of this changed structure.

21See AlexanderYeats, "The Influenceof Trade and Commercial Barriers on the Industrial
Processing of Natural Resources/' World Development 9(5) (1981):485-94. Among the criti
cal writing on this widely known phenomenon of protection escalation, see David Wall,
"Industrial Processing of Natural Resources," World Development 8 (1980):317-27.
^See, e.g., Office ofTechnology Assessment, Strategic Materials: Technologies to Reduce U.S.
Import Vulnerability (Washington, D.C., May 1985).
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Among the manufactured products in which ASEAN countries have
demonstrated remarkable progress are electrical machinery, office
machines and automatic data processing (ADP) equipment, telecommu
nication and sound-recording equipment, and articles of apparel and
accessories. The share of electrical machinery in ASEAN countries'
exports to the OECD jumped from 2.7 percent in 1972 to 10.8 percent in
1984 but declined to 9.1 percent in 1985; the share of office machines
and ADP equipment rose from 0.14 percent to 3 percent in 1985. The
share of the tightly controlled apparel trade increased from 2.2 percent
in 1972 to 4.7 percent in 1985.

However impressive the performance of ASEAN has been in terms
of shift in composition of their combined exports to the OECD,
ASEAN's market shares in the import of manufactured products of
OECD has remained basically modest. It was 9.3 percent and 7.4 per
cent for electrical machinery (SITC 77), and 3.3 percent and 3 percent
for office machines and ADP equipment (SITC 75) in 1984 and 1985,
respectively. Even in the case of apparel (SITC 84), the ASEAN coun
tries' share was not higher than 5.2 percent in 1984 and 1985; it was as
low as 1.6 percent in the case of textile yarns and fabrics (SITC 65).
Despite their rapid growth, ASEAN exports to the OECD countries are
still too small to disrupt the huge markets of these countries. As far as
trade in manufactured products is concerned, ASEAN countries have
rarely been among the targets of protectionism in the Pacific, the
apparel industry being an obvious exception. This is partly the result of
the composition of ASEAN countries' export of manufactured products.
Chemical and steel products are hardly relevant to the ASEAN exports
and it is in these two groups of products that countervailing and anti
dumping investigations and actions have concentrated in recent years.23

There is another important aspect to the changes in ASEAN trade in
recent years that may have helped heighten the tension between
ASEAN and its second largest trading partner, the United States. As
Table 2 shows, the ASEAN exports of manufactured products have
increasingly been concentrated in the U.S. market. In 1985, the Ameri
can share in the OECD imports of products belonging to SITC 7 and
SITC 8 from ASEAN was as high as 67.6 and 62.7 percent, respectively,
whereas Japan's shares were not only as small as 3.8 and 3.6 percent,
respectively, but they were declining. The ASEAN countries' depen
dence on the American market has clearly increased, and it is likely to
increase further following their increasing reliance on the export of

^See U.S. Trade Representative, Annual Report ofthe President ofthe United States on the
Trade Agreements Program, 1984-1985, 28th issue, transmitted to Congress, February 1986.



Table 2

Percentage Shares of Japan, the United States, and the EEC in OECD's Imports from ASEAN

OECD's Imports from ASEAN

(in US$000) Japan United States EEC

SITC 1981 1985 1981 1985 1981 1985 1981 1985

0 4,369,039 4,630,520 27.6 27.4 23.8 27.0 41.7 35.7

1 214,608 172,377 10.1 7.1 21.8 17.9 45.9 50.3

2 6,706,499 5,277,751 54.8 52.3 14.8 15.7 22.4 23.4

3 22,025,365 19,108,554 78.9 74.3 28.9 21.1 1.2 1.0

4 1,227,134 1,474,537 9.8 10.6 28.0 32.7 50.9 45.4

5 305,346 624,288 63.1 43.1 12.6 21.5 14.3 20.1

6 3,071,127 3,277,103 22.0 28.9 32.7 29.0 35.5 31.2

7 5,007,674 7,939,212 6.1 3.8 64.9 67.6 22.3 23.7

8 2,638,861 3,695,002 5.0 3.6 43.0 62.7 37.1 22.7

All commodities 45,939,915 46,715,064 51.9 43.2 31.3 33.4 16.5 16.6

Source: Organization for Economic Cooperation and Development, Foreign Trade byCommodities, series C, Imports, various issues.
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manufactured products. The Americans are aware of this fact. It is per
haps their awareness ofthis increased dependence thatencouraged the
United States to include countries as poor as Indonesia as a target ofits
campaign for aggressive reciprocity. Again, the potential for friction is
apparent.

Trade in services is another important area where friction between
the ASEAN countries and their major trading partners is likely to
worsen in the coming years. Unfortunately, little is known about the
services trade of the ASEAN countries with the Pacific, not to mention a
breakdown according to origins and destinations aswell as with respect
to individual services. Nevertheless, the seeds of friction are already
visible. At at time when all ASEAN countries with the exception of
Singapore are net importers of services, the idea of liberalization in
services trade has been introduced into the agenda of trade talks.
Although this is not sufficient reason to resist negotiations on services,
so far countless questions have remained unanswered. The ASEAN
countries' general response to the demandsof the UnitedStates has, by
and large, been positive. Yet the potential for conflict persists. The
ASEAN countries seemnot to have fully understoodwhy the protection
of intellectual properties, for instance, is so important to the United
States. On the other hand, the United States seems to underrate what
the ASEAN countries have done in terms of compliance with the U.S.
demand while exaggerating the involvement of ASEAN countries in the
counterfeiting of American products.

Thus, the areas where friction is likely to heighten are already
numerous. Yet there is another important source of friction—namely,
the different or even opposing positions on the principles underlying
the General Agreement on Tariffs and Trade (GATT) as an international
trade regime to enable more and more developing countries to partici
pate actively. A special and differential treatment is perceived to be
important as an incentive to such participation by ASEAN countries, a
participation that is increasingly important to the global relevance of
GATT. In the words of GilbertWinham, the greatest problem the world
trading systems faces is how to integrate the developing countries fully
into that system.24 Yet agreements on the extent to whichand the length
of time a country can be granted a treatment other than an MFN treat
ment without endangering the system are difficult to reach. The same
applies to the principles of reciprocity, the importance of which seems
to have been overemphasized by many observers as one of the factors

24Gilbert R. Winham, International Trade and the Tokyo Round Negotiation (Princeton: Prince
ton University Press, 1986), p. 375.
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behind the success of GATT in achieving tariff reductions.25 Had the
United States insisted on reciprocity in the narrow sense of the word,
the war-damaged European countries might have found it harmful to
join the various rounds of GATT negotiations. Itwas perhaps the will
ingness of the United States inthe early days of GATT to extend unilat
eral concessions that made GATT a viable regime. Should the United
States and other developed countries insist on reciprocity, especially
aggressive or specific reciprocity in dealing with the developing coun
tries, it will be all the more difficult for negotiations to produce results,
as Winham points out.26

Equally serious are the differences over the safeguard standards of
the GATT. Developing countries' demand for nondiscriminatory safe
guard measures may continue to be unacceptable to the developed
countries, especially the EEC.

ASEAN's Accommodative Stance

Trade friction can turn out to be very costly. Even if friction is very
limited in the beginning in terms of its trade application, it can easily
escalate as isclearly reflected today intheever-growing number ofprod
ucts put into the category of sensitive items. The limited magnitude of
trade involved in the early phase ofconflict can, moreover, be ofcrucial
importance to certain countries, who may flee to retaliatory actions as
their trade is increasingly hurt. The U.S. Smoot-Hawley Act of1930, for
instance, was originally intended to protect agricultural products only,
but it quickly spread to include other products as the demand of a
growing number of industries for similar protection became irresistible.
Retaliation by other countries followed swiftly.

The situation in the Pacific today is certainly not so serious as to be
identified as a trade war. Nevertheless, the danger of rapid deterioration
is there. The seeds, as have been identified earlier, are abundant, and
the costs of a rapid intensification of the problems are likely to be very
great. The developing countries in the Pacific, including the ASEAN
countries, may continue to be very cautious in advancing trade liberali
zation, but their interest in a "soft landing" is as strong as that of the
developed countries. A trading environment in the Pacific that deterio
rates further is likely to impose higher costs on the developing countries
than the developed countries. In view of this probability, the ASEAN

^On these so-called substantive norms of GATT, see Jack Finlayson and Mark Zacher,
"The GATT and the Regulation of Trade Barriers: Regime Dynamics and Functions/'
International Organization 35 (1981):561-602.
26Winham, International Trade, p. 52.
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countries' response to the various cases of friction has, by and large,
been an accommodative one.

Unilaterally, each of the ASEAN countries has reduced barriers to
trade in response to their weakening economic performance in the first
half of the 1980s. Increased reliance on exports of manufactured prod
ucts, which in turn are heavily dependent on imported capital goods
and raw materials, makes a more liberal import policy a necessity. The
government of Indonesia, for instance, has repeatedly announced
import-liberalizing measures with a view to improving the competitive
ness of the country's manufactured products in international markets.
Through bilateral talks, each of the ASEAN countries has tried to be as
accommodative as possible to the U.S. campaign for fair international
trade. Although the response of the ASEAN countries may continue to
fall short of expectations on the American side, Indonesia's signing of
the GATT code on subsidies and the generalwillingness to address the
topic of services trade in the Uruguay Round reflect to some extent this
accommodative stance. Even in the area of intellectual property rights,
ASEAN countries have agreed to improve the protection of foreign
rights in spite of their relative inexperience in dealing with the compli
cated issues involved and in spite of the fact that most private firms in
ASEAN have seemingly complied silently to with the existing norms of
intellectual property protection since they are forced to do so by compe
tition for exclusive dealership or similar privileges. Regionally, ASEAN
as a group has also increasingly turned out to be a useful vehicle for
dealing with trade policy issues. No doubt the differences in trade
structure of its member countries, as can be seen from Table 1, have
made it very difficult for ASEAN countries to agree on a common
agenda. There are areas or issues, however, in which a common ASEAN
position is being vigorously sought by member countries, and the will
ingness is strong to support each other's position wherever possible.

Internally, the Third Summit held in Manila in December 1987
agreedon a substantial improvement of the ASEAN Preferential Trading
Agreement (PTA). The heads of government have committed them
selves to concrete targets of intra-ASEAN liberalization, something they
refused to do during their first summit in Bali in 1976. These concrete
targets include: (1) the narrowing of the exclusion list of the ASEAN
PTA in such a way as to represent not more than 10 percent of traded
items and 50 percent of trade value at the end of a five-year period; (2)
the deepening of the margin of preferences to at least 50 percent for
items that have already been included in the list of the PTA, whereas
newly listed items will be given a margin of preference of at least 25
percent; (3) the lowering of ASEAN content to 35 percent, which
implies less stringent conditions for the eligibility of products using
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non-ASEAN inputs, to theASEAN PTA; (4) theraising ofthemargin of
preferences to 90 percent for products originating in an ASEAN indus
trial joint venture; and (5) a standstill and rollback ofnontariff barriers.
These targets certainly do not amount to the transformation of ASEAN
into a common market or other forms of economic integration. Never
theless, they are substantial and can turn out to be economically mean
ingful, assuming of course consistent implementation.

The arrangement agreed upon in Manila by the heads of govern
ment will probably have a trade-diverting impact. It is very likely, how
ever, to be accompanied by a further reduction in barriers to tradewith
the rest of the world. Finally, both individually and as a group, the
ASEAN countries have actively participated in the preparation and
launching of the new round of GATT. Their participation reflects among
other things the fact that ASEAN exports have increasingly become
"GATT relevant"—that is, increasingly reliant on items to which GATT
applies.

It is premature to conclude fromthe foregoing that, with respect to
ASEAN attitudes and policies, there is no need to worry about resist
ance to trade liberalization. The accommodation to some of the Ameri
can demands and the endorsement of the new round of GATT cannot
obscure the fact that most ASEAN countries are no less protectionist
than their trading partners in the Pacific-Asian region. Factors such as
unemployment, the need to foster the progress ofcertain industries for
strategic reasons, and the dependence of someareas on economic activ
ities that support the rising protectionist sentiment in the developed
countries are also at work in the ASEAN countries. Furthermore, the
governments of the ASEAN nations tend to perceive the protection of
their economies as less evil than the protection practiced by developed
countries. In addition, the experience of the ASEAN countries in deal
ing with trade liberalization and in coping with its various impacts is
very limited. In short, participation of the ASEAN countries in trade
liberalization, global and otherwise, is likely to confront various obsta
cles. Nevertheless, the ASEAN countries are aware of the ever-growing
dependence of their economies on exports of manufactured products to
the major trading countries of the Pacific. Not only has this awareness
led to an increasingly realistic stance on issues that are perceived to be
important by ASEAN countries' trading partners;27 it has also forged a
more favorable attitude toward a freer trade.

27On the diverse issues related to the participation of the ASEAN countries in the GATT,
see ASEAN Trade Policy Options (Singapore: Institute of Southeast AsianStudies, 1988).



12. Financing Growth and Development
in Asia

THOMAS A. LAYMAN

The economic success story of the Pacific-Asian region since the end
of WorldWar II is well known to most observers. Over forty years ago,
Japan's industrial complex had been devastated, and many other coun
tries in Asia seemed forever doomed to poverty and backwardness.
Spurred largely by the opening of international markets for commodity
exports of the resource-rich countries and the need to rebuild after the
war, Japan and many of the newly independent nation-states of the
Pacific-Asian region have been able to realize significant, if not spectacu
lar, improvements in their economic well-being. Home to more than
half the world's population, the region accounts for an expanding share
of world trade and is expected to produce more than half of all the
world's goods and services by the end of the century. The Tokyo stock
market, with a total capitalization of $3 trillion at the end of 1987, has
overtaken the New York market as the largest in the world. Only a few
years ago, such developments would have seemed remote, but they are
just a few reminders of the continued and important shift in the balance
of world financial, economic, and industrial power.

Though such progress has allowed the countries of Asia and the
Pacific to be characterized as the most "dynamic" region in the world,
the economic development experiences within the region have varied
quite markedly, ranging from declining per capita incomes in Burma,
Vietnam, Cambodia, and Bangladesh to extraordinarily high income
growth in the newly industrialized countries (NICs) of South Korea,
Hong Kong, Taiwan, and Singapore. In recent years, manufactured
exports of Malaysia, Thailand, Indonesia, and the Philippines have
grown rapidly as well.

The success in Asia during the past two decades occurred mainly
because of high and rising investment rates and the judicious manage-

The author wishes to thank Miles Kahler, Lawrence Krause, Robert Scalapino, George
Viksnins, Jeff Anderson, Paul Rawkins, and Margaret Shilliday for their help and com
ments on earlier drafts of this essay. The conclusions and opinions expressed herein are
those of the author and do not necessarily represent those of the Institute of International
Finance or any of its membership.
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ment of domestic policies. Althoughinvestment was financedlargely by
domestic savings, foreign capital also played an important role. In gen
eral, foreign inflows of capital can be divided into two broad categories:
official and private. Official flows, which traditionally have been
restricted to aid and project-related financing, greatly exceeded private
capital flows for much of the period since the end of World War II.
Beginning in the 1970s, however, fluctuating international oilprices and
deteriorating terms of trade for much of the developing world led to
widening current account deficits and rising balance-of-payments
financing. A majorityof this demand was met by syndicatedloans and
credits arranged through international commercial banks on floating
rate terms. The other major source of private finance is direct foreign
investment, which in the early 1970s accounted for one-fifth of total
capital flows to all developing countries but since then has fallen to
around 10 percent of the total.

The development experiences of the Asian countries have amply
demonstrated that a country's performance is very much a function of
its ability to generate sufficientfinancing and to utilize this finance in a
productive fashion. Some countries reliedmore than others on external
debt to finance their development. Several—namely, South Korea, Tai
wan, Malaysia, and Thailand—have reached a stage in their develop
ment whereby they have begun to make net repayments of some of
these debts. Others, however, still must borrow significant amounts
each year, and the accumulation of debt poses a serious bottleneck for
the development aspirations of several of these countries. During the
coming decade, it is expected that capital flows, especiallyconcessional
flows, to the Pacific-Asian region will grow more slowlythan they did in
the 1960s and 1970s.

It is the purpose of this essay to analyze how various countries in
the region have utilized capital (both domestic and foreign) to finance
their development. Particular emphasis is placed on the use of foreign
capital, both debt and nondebt creating, in this process. The first sec
tion reviews the growth performance of selected countries in Asia and
how the record has varied across and among groups of countries. The
differential rates of economic performance generally reflect differences
in the way policymakers managed and utilized financial flows. Next,
the patterns of domestic and foreign financial resource flows are identi
fied. Striking differences emerge in the region in the use of official ver
sus private capital to finance the development effort. The final section
offers some observations about future financial flows and policy issues
that will have to be confronted if the countries of the Pacific-Asian
region are to continue to develop and possibly serve as stimuli for eco
nomic growth of other countries and regions of the world.
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Table 1

Output Growth: Asia
(% per annum)

Real GDP Growth Per Capital Real GDP Growth

Country 1965-73 1973-80 1980-87 1965-73 1973-80 1980-87

Asian lla 6.9 6.5 7.2 4.1 4.5 5.1

NICsa 11.2 8.1 7.8 8.7 6.1 6.1

South Korea 11.5 7.6 8.7 9.0 5.9 7.1

Taiwan 11.0 8.3 7.4 8.6 6.2 5.7

Singapore 12.7 8.2 5.8 10.7 6.7 4.1

Hong Kong 9.9 9.0 7.5 7.5 6.2 5.6

Southeast Asia3 7.1 7.2 4.2 4.2 4.8 1.8

Indonesia 7.1 7.5 3.8 4.4 5.5 2.0

Thailand 7.5 7.2 5.7 4.2 4.8 3.1

Malaysia 7.3 7.3 4.5 4.7 4.4 1.8

Philippines 5.6 6.1 0.5 2.6 3.3 -2.0

South Asia3 3.8 4.1 5.2 1.5 1.9 2.4

Indiab 3.6 3.9 5.0 1.4 1.8 2.3

Pakistan0 4.7 5.7 6.4 2.6 2.6 3.4

China 4.4 6.1 9.4 0.9 4.6 8.1

aWeighted by 1987real GDP.
bRefers to fiscal year beginning April 1.
defers to fiscal year ending lune 30.

Sources: IIF database, IMF, World Bank, and Asian Development Bank.

Financing Asian Development

Growth Performance

Taken as a group, the economic performance of the Pacific-Asian
region during the past twenty years has been impressive.1 Real GDP
growth for the countries listed in Table 1 averaged just under 7 percent
per annum between 1965 and 1987. Almost all countries experienced a
slowdown in their rates of growth during the late 1970s and early 1980s,
reflecting wide swings in terms of trade and slower growth in the indus-

1For an excellent overview of this topic from whichmuch of the following hasbenefited,
see generally Gerald M. Meier, Financing Asian Development: Performance and Prospects (New
York: The Asia Society, 1986); Michael T. SkuUy and George J. Viksnins, Financing East
Asia's Success (New York: St. Martin's Press, 1987); Burnham O. Campbell, 'Asian and
Pacific Developing Economies: Performance and Issues/' Asian Development Review 5(1)
(1987); and V. G. Bhatia, "Asian and Pacific Developing Economies: Performance and
Issues," Asian Development Review 6(1) (1988).



276 Financing Growth and Development

trial world. Unfortunately, averages mask important differences in eco
nomic performance among the various countries. For example, the
poorer countries of South Asia—namely, India and Pakistan—though
growing much slower than the average forAsia as a whole, exhibited an
improving trend over the entire period. China, which grew rather
slowly during the period between 1965 and 1973 by comparison with
the Asian average, showed extraordinarily high growth during 1980-87.
Not only were the four countries that comprise the NIC group—South
Korea, Taiwan, Singapore, and Hong Kong—able to achieve rapid
growth during the last twenty years, it was done without experiencing
the increasing inequalities and unemployment that have been common
to many other developing countries. Real per capita income rose
roughly 7 percent per year in these four countries during 1965-87.
Given how densely populated these countries are, this was truly a
remarkable achievement.

The achievements of the NICs resulted mainly from the emphasis
policymakers placed on boosting the level of domestic savings and
adopting a development strategy that focused on the importance of
earning foreign exchange. Together, these actions allowed the countries
to overcome the constraints associated with financing their develop
ment. Despite these similarities, each country has had a unique experi
ence driven largely by differences in climate, natural resources, and
cultural backgrounds.

The rise and subsequent fall in international oil and commodity
prices combined with a recession in the industrial world during the first
half of the 1980s to cause a slowdown in growth among the NICs. The
effects of these events were much more severe, however, for the
commodity-dependent economies of Indonesia, Thailand, Malaysia,
and the Philippines. Having posted average rates of just over 7 percent
per year between 1965 and 1980, real GDP growth decelerated in these
countries to about 4 percent per year during the next seven years (Table
1). Per capita income growth also slowed to under 2 percent annually.
The main reason for this slowdown was the significant deterioration in
each country's terms of trade. For Indonesia and the Philippines, more
over, exports declined on average during the 1981-85 period. Despite
efforts to diversify their export base away from primary products and
into manufactured and industrial goods, all of these countries remain
vulnerable to fluctuations in international commodity prices.

The countries of South Asia are generally much poorer than other
parts of the region, mainly as a result of continued heavy dependence
on agriculture. Efforts to improve industrial output have been ongoing
for many years, but exports from these sectors are still low relative to
other Asian countries. The lower growth rates experienced in India dur-
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ing the 1965-80 period were not, however, the result of low investment.
As Table 2 indicates, investment rates in India have been quite high,
averaging over 18 percent of GNP each year between 1965 and 1973 and
rising to almost 23 percent in the 1973-80 period. Such rates are compa
rable with those of the countries in Southeast Asia. Domestic savings
have also been high, implying that the foreign financing gap has been
kept within manageable bounds. Unfortunately, the utilization of capital
in India has not been very efficient. India has an extraordinarily high
capital/output ratio (6-7) for a country at its stage of development and
given the size of its labor force. Pakistan, by comparison, has had more
difficulty boosting domestic savings, relying mainly on foreign aid to
support investment activity. Growth, however, has been relatively
higher, suggesting that investment has been more efficient.2

It is encouraging that a number of countries in South Asia have
adopted new policies to liberalize their economies and reduce the role of
the government. Although these changes are generally too recent for a
substantive response, if they are allowed to continue, improved utiliza
tion of capital and a more market-oriented economy could result. Given
the projected high population growth rates, the problem of labor
absorption will intensify the pressure on governments to continue such
policies. Because these economies depend less on trade than the NICs
or Southeast Asian countries, they were less susceptible to the slow
down in world trade during the 1980s. As a result, per capita real
income growth surpassed the average rates of increase experienced in
the Southeast Asia group and narrowed the differential of the NIC
group. Pakistan was helped during the past five years by its special
relationship with Iran, a market that grew for political reasons. India
was also somewhat insulated, because of its relatively large share of
trade with socialist countries.

In summary, growth in the region slowed during the first half of the
1980s compared with its earlier performance, but important variations
across countries have occurred. The improved performance of the
poorer countries of South Asia has been particularly noteworthy.
Because these countries have traditionally adopted a more inward-
looking approach to development, the question immediately arises as to

2The implied capital-to-output ratio for Pakistan of 2 to 3 is implausibly low, however.
Several explanations have been offered to account for this anomaly. One is that over the
past decade the country has continually depleted its capitalstock, neglecting maintenance
and replacement, thus attaining high growth at the expense of slower growth some time
in the future. It is also possible that much more investment occurs than is captured in the
national accounts data. It is generally recognized that from one-third to over one-half of
economic activity goes unrecorded.
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Investment, Savings and Current Account Balances: Asia
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(annual average percentage) g
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Gross Domestic Gross National Current Account <3
Investment/GNP Savings/GNP Balance/GNP

3

Country 1965-73

25.1

\ 1973-80 1980-86 1965-73 1973-80 1980-86 1965-73 1973-80 1980-86
Sr

NICs
South Korea 31.8 30.7 21.5 26.4 26.9 -3.6 -5.4 -3.8

Taiwan 25.1 31.9 25.3 25.6 32.6 32.4 0.5 0.7 7.2
s

Singapore
Hong Kong

30.9

24.7

40.2

28.5

46.4

31.8

18.4

26.0

29.9

28.8

40.3

27.9

-12.5

1.3

-10.2

0.3

-6.2

-3.9
3
3

Southeast Asia
Indonesia 15.8 24.5 29.4 13.7 24.6 26.6 -2.1 0.1 -2.8

Thailand 23.8 26.6 24.4 22.6 21.5 18.5 -1.2 -5.1 -5.9

Malaysia
Philippines

22.3 28.7 35.1 21.6 29.3 27.5 -0.7 0.6 -7.6

20.6 29.1 25.8 20.6 24.3 20.0 0.0 -4.8 -5.8

South Asia

India 18.4 22.6 24.4 17.9 22.3 22.6 -0.5 -0.3 -1.8

Pakistan 16.0 16.5 16.2 —
10.5 12.9 —

-6.0 -3.3

China 25.0a —
35.0b 25.0a —

33.6b o.oa —
-1.4b

a1965only.
b1983-86.

Sources: IIF database, World Bank, and Asian Development Bank.
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whether the opportunities for export promotion that led to the success
stories of the NICs of the region are now over. Increased protectionist
sentiments in the industrial world fuel this impression. However, a
growth path exclusively oriented to inward-looking policies and central
planning does not in the long run appear to be the answer. Some of the
recent surge in output in the South Asian countries may actually be
attributable to the implementation of liberalization programs. There is
great potential for export-led growth based on trade between and
among the countries of Asia. Already there is an increasing trend
among the NICs of the region to exchange goods and services with the
lesser developed countries of Asia. A market-oriented development
strategy based on export promotion continues to be the model of suc
cess. The challenge is to find the right product mix that can be produced
efficiently and sold competitively while providing employment oppor
tunities commensurate with the country's resource base.

Domestic Resource Mobilization

Development finance is defined as the "mobilization of real
resources—land, labor, and capital—to allow the production of a larger
output of goods and services."3 Besides financial capital, there must be
an accumulation of real capital in the form of machines, equipment,
factories and the like if output is to be increased. Domestic savings—
that is, not consuming—is one way of releasing domestic resources for
investment purposes. Such a process can be enhanced by the develop
ment of a financial system that can collect funds from a wide range of
sources and intermediate them to investors. The government, of course,
can provide investable funds by printing money or by creating credit
through the country's banking system. Without a concomitant increase
in output or in the demand for money, such an increase in money will
only result in inflation, however.4

It is notable that most Asian countries have succeeded in devoting a
growing share of their national output to investment. The high rates of
investment in the NICs, Malaysia, and China are especially significant
(Table 2). Corresponding to the rise in investment rates for most coun
tries has also been a rise in domestic savings, a large proportion of
which has come through a decline in the fraction of national income
devoted to private consumption. Singapore is perhaps the most note-

3This very concise definition was posited in Meier, Financing Asian Development, p. 16.
4Skully and Viksnins devote two chapters to the relationship between inflation and
growth in Asia and in other developing regions of the world. See Financing East Asia's
Success, pp. 1-55.
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worthy in this regard, as domestic savings rose from 18 percent of GNP
on average during 1965-73 to almost 30 percent in 1973-80 and to over
40 percent during 1980-86.5 Taiwan's savings rate recently has been even
higher.

Taiwan and until recently Hong Kong had a similar experience: The
proportion of GNP devoted to domestic savings was high and relatively
stable, whereas that devoted to gross domestic investment declined.
The result has been a considerable excess of domestic savings over
investment, which for Taiwan, where there are capital controls, resulted
in a huge build-up in international reserves.

Among the countries of Southeast Asia, the energy-exporting coun
tries of Indonesia and Malaysia had an excess of domestic savings over
investment during the years of high oil prices. Malaysia accomplished
this while maintaining a relatively high investment ratio; Indonesia's
was more moderate. Nonetheless, both countries continued to borrow
from abroad; with the decline in oil prices in the mid-1980s, they had to
make structural adjustments to their economies. Thailand and the Phil
ippines are somewhat unique in that their savings ratios have declined
since the early 1970s. Thailand, however, was able to maintain its gross
domestic investment near past levels, but the Philippines was not.

Not surprisingly, the methods by which Asian countries have
encouraged domestic savings have varied considerably. In Taiwan and
South Korea, a high real rate of return on time and savings deposits was
generally the main factor. Taiwan not only adopted monetary policies
beginning in the 1960s that maintained high real interest rates on
deposits, but the popular desire to operate small businesses also seems
to have had a role in stimulating savings. In Singapore and Malaysia,
the government requires a large proportion of earnings—to be deposited
into a social security retirement account. Such a requirement has mobi
lized significant financial resources for the development of the econ
omy, mainly by the public sector. Domestic savings can also be
increased through involuntary means, that is, through increased taxes.
Indeed, the Central Provident Fund in Singapore and the Employees'
Provident Fund in Malaysia are essentially a form of taxation—in con
trast to the Japanese Postal Savings System (one of the largest financial

5Almost all of this increase can be attributed to the private sector, as private savings
typically accounts for about two-thirds of total domestic savings. This is mainly due to the
existence of the Central Provident Fund (see later), which has been a primary source of
funds for public sector investment.



THOMAS A. LAYMAN 281

institutions in the world).6 In recent years, remittances from workers
employed overseas, especially in the Middle East, have also helped aug
ment domestic incomes and savings in the Philippines, India, Pakistan,
and Bangladesh.

In countries where the savings performance has been good, an
improvement in financial incentives was significant not only in raising
the real rate of interest on deposits but also in extending the array of
financial instruments and institutions, increasing the likelihood that
savings will be held in financial forms rather than in nonfinancial
assets.7 Table 3 gives a rough index of financial deepening for selected
countries in the Pacific-Asian region by showing recent trends in the
ratio of broad money (consisting of demand deposits, currency, and
savings accounts) to GDP. This ratio has been rising for most all coun
tries in the region. As one would expect, the NICs show the highest
ratio, with Hong Kong and Taiwan having ratios in excess of 100 per
cent. Among the countries ofSoutheast Asia, Malaysia has the highest
ratio, in part because of the aforementioned mandatory retirement
fund. Thailand has also shown anincreasing trend, mainly because ofa
stable inflationary environment and the expansion of banks into the
rural areas of the country. A similar experience has occurredin India as
well. China has seen a remarkable rise in this ratio because financial
liberalization has been an important component of the overall reform
process of the 1980s.

The Role of Foreign Finance

If domestic investment exceeds gross national savings, a gap is cre
ated that must be financed ex ante through the country's balance of pay
ments. The amount by which imports exceed exports, often called the
"foreign exchange gap," must be accommodated by an inflow of capital

As of the end of August 1988, Singaporean workers were required to contribute 24 per
cent oftheir wages andemployers were required tocontribute 12 percent ofsalaries tothe
Central Provident Fund(CPF). Similarly, in Malaysia, worker contributions amounted to9
percent ofwages andemployer contributions were 11 percent totheEmployees' Provident
Fund. Beginning in 1986, the Singapore government allowed individualsto mobilize some
of their savings inthe CPF to purchase equity shares instate enterprises and to purchase
private housing.
For an extension and update of the original arguments concerning the role offinancial

sector development in economic development by R. I. McKinnon, Money and Capital in
Economic Development (Washington, D.C.: Brookings Institution, 1973), and Edward S.
Shaw, Financial Deepening in Economic Development (New York: Oxford University Press,
1973), see George J. Viksnins, Financial Deepening in ASEAN Countries (Honolulu: Univer
sity ofHawaii Press, 1980), and Maxwell J. Fry, Money, Interest, and Banking in Economic
Development (Baltimore: Johns Hopkins University Press, 1988).
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Table 3

Broad Moneya/GDP Ratios: Asia
(percentage)

Country 1980 1982 1984 1986 1987

NICs

South Korea

Taiwan

Singapore
Hong Kong

48.6

65.3

65.3

70.2

61.0

76.8

69.9

110.9

68.1

96.2

67.7

126.3

82.5

123.2

81.9

177.5

92.2

139.2

89.4

194.3

Southeast Asia

Indonesia

Thailand

Malaysia
Philippines13

15.7

36.8

51.9

25.6

17.7

43.0

60.2

28.0

21.0

54.7

57.7

22.5

26.9

61.4

75.6

24.0

28.0

66.7

73.0

22.5

South Asia

Indiab
Pakistan

43.4

39.4

44.1

36.2

47.6

39.0

48.0

39.0

49.2

39.5

China 39.2

nsists of de

f M2 plus ti

45.4 58.2 73.8 87.0

aBroad money (M2) co
bM3, which consists o

jmand deposits, currency, and i
ime deposits.

saving accounts.

Source: IIF database.

or by a reduction in foreign exchange reserves. Inflows of capital can
come from a number of sources, including official transfers, foreign
equity and portfolio investments, official loans and grants from multila
teral institutions and governments, and commercial bank and other pri
vate loans. The capital account of the balance of payments also records
otherflows that are often not captured in official statistics, including the
drawdown or accumulation of foreign assets held by domestic residents.

Beginning in the 1950s, the dominant form of external finance for
developing Asia was official aid. The United States government played a
major role in providing bilateral assistance to countries in the region
where it had military and/or strategic interests, including South Korea,
Taiwan, South Vietnam, Pakistan, and the Philippines. Although rapid
economic growth in both South Korea and Taiwan "graduated" them
out of the economic aid flow fairly quickly, sizable military assistance
loans were still provided to South Korea until mid-1986 and to Taiwan
until 1979. From the mid-1960s to the early 1970s, external financing
came primarily from official sources, such as the World Bank and the
Asian Development Bank. Most of these funds were targeted for specific
investments rather than for general economic assistance. After the
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OPEC price shock of 1973, private commercial banks began to play a
major role in providing external finance to the developing worldin gen
eral and to the Pacific-Asian region in particular. More recently, the
onset of the LDC debt problem, which has touched Asia through the
debt reschedulings of the Philippines, has led to a further shift in the
relative shares of foreign financial flows.

Table 4 gives the cumulative breakdown of current account deficits
and capital flows for a number of Asian countries during the period
1980 to 1987. Although the accumulated deficits in the current account
were nearlyUS$62 billion, the total net inflowof foreign capital to these
ten countries amounted to US$206 billion. The difference, of course,
was accounted for by an accumulation of offshore assets by residents
(denoted in Table 4 as resident lending), unrecorded outflows (E&O),
and increases in reserves. Commercial banks were the largest single
supplier of funds to Asia, providing US$88 billion or 43 percent of the
total net financing flow. Multilateral institutions, mainlythe World Bank
and Asian Development Bank (ADB), and governments each provided
about US$27 billion net. It should be noted that trade credits from pri
vate banks that are guaranteed by official export-credit agencies are
included under government lending for purposes of this analysis. Dur
ing the eight years through 1987, the IMF has provided short-term
adjustmentloans to almost everycountry, including a US$5 billion loan
to India in 1981. Most of these loans, however, havebeen repaid or are
in the process of being amortized so that the IMF has become a much
lessimportant source of net credit to the region. Nondebt capital—made
up of official transfers and equity and portfolio investments-
contributed net flows of US$41 billion during 1980-87.

Figure 1 shows the relative importance of these sources of net exter
nal finance to the Asia region for selected years between 1980 and 1987.
Whereas in 1980-82 commercial banks accounted for about 50 percent of
total net financial flows to the Pacific-Asian region, that proportion
dropped to around 35 percent by 1986-87. Offsetting this relative
decline was a significant rise in the proportion of nondebt flows, and in
1987 there wasa jump in nonbank private financing, mainly in the form
of supplier's credits. One reason for this shift was the reduction in
demand for funds associated with reduced aggregate current account
deficits, asboth South Korea andTaiwan recorded large surpluses. The
net flow of capital from official sources also peaked in 1983 in both
relative and absolute terms. Flows from the IMF to the Pacific-Asian
region actually turned negative in 1985, with net repayments amount
ing to almost US$500 million in 1986 and rising to US$2.4 billion in
1987.



Table 4
&
s

Cumulative Net External Financing flows, 1980-87: Asia JTj

(US$ billion) 3*

3

Current Other Resident Reserve 1'
Country Accounta Nondebt IMF MDBs Govts. Banksb Privateb

5.6

Lending

-24.3

E&Oc

3.6

Changed

-81.5
NICs 50.4 11.8 0.3 1.4 -0.6 33.3

3-

South Korea -2.5 2.1 0.3 1.6 0.8 9.3 0.9 -7.9 -3.9 -0.6 »

Taiwan 56.8 1.1 0.0 -0.2 -1.6 12.7 3.8 0.1 -0.2 -72.6 3
El

Singapore -3.9 8.6 0.0 0.0 0.2 11.3 0.9 -16.5 7.7 -8.3

?
Southeast Asia -60.8 14.7 1.7 10.9 15.9 29.0 5.2 -6.9 -4.8 -4.9 Si

Indonesia -23.1 3.1 0.7 5.2 6.9 9.4 1.2 -1.7 -1.0 -0.7 -3

Thailand -13.6 3.6 0.5 2.5 2.2 3.6 1.0 -0.9 2.6 -1.5
i

Malaysia -11.8 5.8 0.1 0.5 3.5 8.2 2.3 -1.5 -3.3 -3.8

Philippines -12.3 2.2 0.4 2.7 3.3 7.8 0.7 -2.8 -3.1 1.1

South Asia -41.7 6.9 2.4 11.8 5.8 11.4 8.7 0.0 -8.5 3.2

India -32.7 3.4 2.1 9.7 4.0 9.1 8.5 0.0 -6.9 2.8

Pakistan -9.0 3.5 0.3 2.1 1.8 2.3 0.2 0.0 -1.6 0.4

China -9.8 7.5 0.7 2.5 5.6 14.6 -0.6 -3.5 -2.9 -14.1

Total -61.9 40.9 5.1 26.6 26.7 88.3 18.9 -34.7 -12.6 -97.3

aCurrent account defined to exclude net official transfers that are included under nondebt flows.
bDirect credit only. That which is guaranteed by official third parties is included under multilateral development banks (MDBs) or governments.
Unrecorded outflows.
dMinus = an increase.

Sources: IIF database and IMF.
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Official Sources of Finance
Official finance can be categorized into concessional flows, defined

as loans or aid provided atbelow market rates of interest, and noncon-
cessional flows, usually in the form of loans that carry terms more
closely aligned with funds from commercial sources. Most multilateral
institutions offer both types of funds to developing countries. This sec
tion will give an overview of the lending policies of the multilateral
institutions that are primary suppliers of capital to countries in the
Pacific-Asian region—the International Monetary Fund, theWorld Bank,
and the Asian Development Bank.

International Monetary Fund. Under the Articles of Agreement governing
its activities, the IMF is charged with "making financial resources avail
able to members, on a temporary basis andwith adequate safeguards,
to permit them to correct payments imbalances without resorting to
measures destructive of national and international prosperity/'8 The
fund's basic lending policy is referred to as "drawings under credit
tranches," with each tranche being the equivalent of 25 percent of a
member country's quota. In principle, a member country is limited in
its cumulative drawings from the fund to 408-450 percent of quota (net
of scheduled repurchases), depending on the severity of the member's
balance-of-payments needs and the strength of its adjustment efforts.
The most common drawing under these credit tranches is done undera
standby arrangement, which allows the member country to draw up to
a specified amount during a given period (typically for twelve to eight
een months) as long as it observes the conditionality and other terms
included in the arrangement.9

The fund also offers loans under other facilities. The extended fund
facility (EFF), which can now include loans of up to four years, was set

8Article 1 (v). For an overview of current lending practices of the IMF, see Anand G.
Chandavarkar, The International Monetary Fund: Its Financial Organization and Activities, IMF
Pamphlet Series no. 42 (Washington, D.C., 1984), and the International Monetary Fund
Annual Report 1988 (Washington, D.C., 1988), pp. 35-58.
9Conditionality refers to performance criteria under which a member country must sub
ject itself for drawings under various IMF loan agreements. These usually encompass
elements such as budgetary and credit ceilings, appropriate exchange rate and interest
rate actions, avoidance of restrictions on current payments and transfers, limits on new
external debts, and maintenance of minimum levels of foreign exchange reserves. For a
discussion of conditionality, see Joseph Gold, Conditionality, IMF Pamphlet Series no. 31
(Washington, D.C., 1979), and Manuel Guitian, Fund Conditionality: Evolution of Principles
and Practices, IMF Pamphlet Series no. 38 (Washington, D.C., 1981). A comprehensive
examination of conditionality was completed in April 1988 by the executive board of the
IMF. See IMF Annual Report 1988, pp. 47-49.
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up in 1974 and is designed to help countries correct structural problems
such as production and trading controls that distort relative prices and
adversely affect a country's comparative advantage. To supplement the
EFF, the structural adjustment facility (SAF) was established in March
1986 to provide concessional resources (the interest rate is only 0.5 per
cent per year) with repayments beginning five and one-half years after
the first drawing. In April 1988, the enhanced structural adjustment
facility (ESAF) became operational as a support to the SAF, providing
additional three-yearconcessional financing for strong, growth-oriented
adjustment efforts by low-income countries. Although a number of
countries in the region are eligible for this new facility, as of September
1988 no Pacific-Asian country had concluded such an arrangement.

Other IMF facilities include the supplementaryfinancing facility set
up in 1979 to help recycle the surpluses of oil producers mainly to oil-
importing countries already engaged in a standby or EFF. The compen
satory financing facility (CFF), begun in 1963, was established to help a
country in balance-of-payments difficulty caused by export shortfalls
that are both temporary and caused largely by factors beyond the mem
ber's control. Given the reasons forextending a CFF loan, conditionality
is relatively low. As a supplement to the CFF, an external contingency
facility is expected to become operational in late 1988; it will provide
additional funds to countries already engaged in support programs that
have been thrown off track by adverse exogenous developments. The
fund also established a Buffer Stock Financing facility in 1969 to help
dampen commodity price fluctuations. Virtually all developing coun
tries in Asia who are members of the IMF have drawn under one or
more of these facilities sometime in the past thirty years.10

With the exception of the EFF and SAF arrangements, the funding
programs of the IMF are short termin nature, designedto offset tempo
rary balance-of-payments shortfalls while macroeconomic policies are
implemented to correct the imbalance. Loans are normally classified as
nonconcessional financing and are available to developing and devel
oped member countries alike. In addition to the concessional termspro
vided under the SAF and ESAF loans, the fund has offered on a
temporary basis special facilities exclusively to developing countries at
subsidized rates. These have included the Oil Facility Subsidy Account
(1975-83); the Trust Fund (1980-81), which was funded from windfall

10In 1987, Indonesia was granted aCFF to help offset ashortfall in export receipts associ
ated with the dramatic decline in commodity prices during the 1985-86 period; it is to be
repaid beginning in 1990. See Vaudine England, "IMF Lends Indonesia US$610million/'
Far Eastern Economic Review (May 14, 1987), p. 5.
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profits on gold sales; and a subsidy account for the supplementary
financing facility. In 1986 the fund also began to offer enhanced surveil
lance for countries that have advanced significantly in their process of
adjustment and for which a fund arrangement is not envisaged.
Although the monitoring agreement does not involve loans from the
IMF, the "report card" on the country can be used to stimulate credit
flows from private and other sources. In 1987, Yugoslavia and Venezuela
came under enhanced surveillance.

World Bank. The sister organizations of the IMF, the International Bank
for Reconstruction and Development (IBRD, or simply the World Bank)
and the International Development Assistance (IDA), were established
explicitly to provide longer-term development assistance. A commercial
arm of the World Bank group, called the International Finance Corpora
tion (IFC), was also set up to help countries develop their private sector
and domestic capital markets. IDA is primarily responsible for offering
concessional funds to its member countries—normally fifty year maturi
ties and no interest. Such loans have been directed to several Asian

countries over the years, including Taiwan, South Korea, the Philip
pines, Thailand, Indonesia, India, Pakistan, and Bangladesh.11 IBRD
loans, which until recently carried lower interest rates than those from
commercial sources, traditionally have been directed to project-specific
requests.12 Because these projects are often associated with infrastruc-
tural development or some other socially oriented investment, countries
have not been able to secure commercial financing for many of these
undertakings.

During the 1980s, the World Bankhas been constrained in its efforts
to boost lending programs to the developing world. Some of the con
straint stems from the high level of undrawn commitments for projects
that have not been undertaken, usually because of slowdowns in project
implementation and a lack of domestic counterpart funds required to

11See John Lewis, The Role ofDevelopment Assistance in Asian Development (New York: The
Asia Society, 1986).
12Loans from the World Bank are denominated in a mix of currencies and at an interest
rate reflective of the basket in which the bank raises its funds. These loans must be repaid
in the same mix of currencies in which they were borrowed, and for loans committed
since July 1982, the interest rate is adjusted everysix months in line with changes in the
World Bank funding costs. Because of dramatic exchange rate movements and widely
varying interest rates during 1986-87, the relative cost of World Bank loans rose. For
example, the interest rate for IBRD loans between January 1 and June 30, 1988, was 7.72
percent, whereas the ninety-day U.S. dollar LIBOR (London Inter-Bank Offer Rate), the
rate against which many commercial loans are based, averaged only 7.2 percent during
that period. See The World Bank Annual Report 1988 (Washington, D.C., 1988), pp. 49-50.
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make the drawing. By its charter, the World Bank is also not allowed to
leverage its lending; that is, the total amount outstanding of guarantees,
participations in loans, and direct loans cannot exceed the sum of sub
scribed capital, reserves, and surplus. The majority of this capital is a
commitment by donor members. There has not been a general capital
increase since January 1980, although in late April 1988the bank's board
of governors authorized a general capital increase of US$74.8 billion that
would raise the authorized capital of the World Bank to US$171 billion.13

To help offset some of the constraints, the IBRD has engaged in
cofinancing programs with commercial banks—called the "B" loan
scheme—to provide project evaluation assistance as well assume part of
the project financing risk.14 Also, in 1980 the World Bank accelerated a
program to extend structural adjustment and policy-related loans
(SALs). These loans, which are nonproject related, are given mainly to
help countries overcome balance-of-payments difficulties caused in part
by domestic structural rigidities and/or inappropriate policies. For exam
ple, policy loans have been made for the removal of barriers to interna
tional trade or to adjust agricultural pricing strategies to improve
productivity. In the seven years to June 1988, thirty-one policy-related
loans were granted to twenty-eight countries. In Asia, China, Indone
sia, and the Philippines received such loans directed toward trade liber
alization and financial sector reforms. A number of other Asian

countries could also be eligible for this type of loan in the future.15
In surveying World Bank loan commitments to the Pacific-Asian

region for the fiscal years 1978 to 1988, agriculture and rural develop
ment accounted for the largest share (20percent) of project loans in East
Asia followed by loans for transportation, power, and education facili-

13As of June 30, 1988, a total of 142 member countries had voted to approve the general
capital increase (GCI), representing 70.1 percent of shareholder power. The paid-in por
tion of the GCI is only 3 percent, with 97 percent callable. Member governments have
until September 30, 1993, to complete their new subscriptions. As of August 1988, the
U.S. Congress had not authorized its commitment. If all subscriptions are approved, the
new capital will allow the World Bank and its affiliates to achieve nominal growth in
lending of about 10 percent per year over the period through 1995. See World Bank Annual
Report 1988, pp. 32-33.
14The "B" loan scheme does not allow the World Bank to guarantee any portion of the
commercial bank underwriting. The bank serves only as project adviser, administrator,
and co-lender.

15A 1986 study ofadjustment loans bythe World Bank indicated that many ofthe reforms
for which loans were made had not been completely implemented. As a result, the bank
has begun to monitor more carefully the implementationof reform through agreedindica
tors of success with the member country. See World Bank Annual Report 1988, pp. 64-68.
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ties.16 Given the level of development of the countries involved, it is not
too surprising that the majority of finance (88 percent) was made avail
able by the IBRD on nonconcessional terms. In South Asia, by compari
son, IDA funds predominated until 1984. The primary sectors receiving
World Bank assistance during this period were again agriculture,
energy, and transportation projects. Unfortunately, the data do not
reflect the amounts actually disbursed, which for the South Asia group
are only a small proportion of the total committed.

Asian Development Bank. Regional development banks are another
important source of official finance to the developing world. The ADB
has become increasingly active in the region since it began operations in
the mid-1960s.17 Between 1968 and 1987, total commitments by the ADB
reached US$22 billion, reflecting loans for roughly 800 projects.18
Almost 55 percent of these loans were energy and agriculture related.
Nonconcessional loans from the ADBcarry an interest rate close to com
mercial rates (in 1987 it was fixed at 7.36 percent for January through
June and 7.03percent for July through December), and the maturity for
loans varies from 10 to 30 years with a grace period of two to seven
years. Concessionalloans, by comparison, carry a fixed interest rate of 1
percent, with repayment spread over forty years, including a ten-year
grace period.

Like the World Bank, the ADB has also been hindered in recent
years by a high level of committed funds but few disbursements. The
Bank has been active in soliciting cofinancing loans with commercial
banks and increasingly with official export/import credit agencies of
industrial countries. Unlike the World Bank, the ADB remains solely
oriented to providing development finance through specific-project
loans almost exclusively to the government sector. A suggested change
in this policy stance by the United States to grant structural adjustment
and private sector loans caused increased tensions in 1987 and 1988
between that country and Japan over the future direction of ADB
lending.19

16Figures derived from World Bank Annual Report 1988, pp. 90-96.
17Fbr an overview of the operations of the Asian Development Bank, see ADB Questions
and Answers (Manila: ADB, 1988), and the Asian Development Bank Annual Report 1987
(Manila: ADB, 1987).
18Figures derived from Asian Development Bank Annual Report 1987.
19Cheah Cheng Hye, 'ADB's Policy on Lending May Hinge on Japan-U.S. Conflict over
Influence/' Wall Street Journal, May 1, 1987, p. 17; and 'ADB Bows to No Line Pressure,
Boosts Lending to PrivateEnterprises/' Asian Wall Street Journal Weekly, May 9, 1988, p. 26.
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Table 5 provides a breakdown of total commitments and disburse
ments by member country between 1968 and 1987. The proportion of
funds committed that have been disbursed varies quite widely from a
low of only 1.8 percent for India (China received its first loan approval
for US$133 million in 1987)to a high of 93.1 percent for Hong Kong. Out
of US$22 billion in loans approved for all member developing countries,
US$9.7 billion had been disbursed as of the end of 1987.

Bilateral Flows. Government financing on a bilateral basis has also been
an important source of funds for developing Asia. The motivation to
provide aid and concessional loans to developing countries is largely
politically based, but can often be humanitarian and economically ori
ented as well. As noted, the United States played an important role in
the years immediately after World War II and continues to be an impor
tant source of both economic and military assistance to the region.

Increasingly, Japan has taken on a larger role in providing official
funds to the Third World in general and to Asian countries in particular.
In 1986, Japan became the world's second largest development-
assistance donor after the United States, disbursing US$5.6 billion to
the developing world. In January 1987, it pledged an additional US$10
billion over three years in funding to the international agencies; in May,
a further US$20 billion three-year commitment was made to the Third
World, mainly through Japanese international banks. Of the latter, a
significant portion is expected to be devoted to the Pacific-Asian region
and the ADB. For example, in March 1987, US$1 billion in untied funds
was allocated to Indonesia to provide local cost financing for World
Bank projects; the following December, Prime Minister Noboru
Takeshita pledged US$2 billion to the six-nation Association of South
east Asian Nations.20

The massive build-up in international reserves and the interest in
creating international good will has led the government of Taiwan also
to set up a US$1 billion tied-aid program for developing countries in
1988.21 Although Taiwan was a founding member of the ADB in 1966

20Most of these loans will be untied in the sense that the borrowers arenot requiredto use
the money to purchase the lender's products and will be distributed mainly through the
Overseas Economic Cooperation Fund and the Export-Import Bank of Japan. For a good
overview of the difficulties the Japanese government is confronting in its new role as the
world's largest creditor, see Elisabeth Rubinfien, "Japan Tries to Find a Foreign-AidPolicy
to Match Its Multibillion-Dollar Pledges," Wall Street Journal, December 15, 1987, p. 29;
and James Clad, "Something for Everyone," Far Eastern Economic Review, December 31,
1987, pp. 42-43.
21Jonathan Moore, "Aid Begins at Home," Far Eastern Economic Review, September 10,
1987, p. 69.
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Table 5

Asian Development Bank Loan Approvals
and Disbursements, 1968-87

(US$ million)

Country
Noncon

cessional

Con

cessional

Total

Approvals %

Disburse

ments

As % of

Approvals

Afghanistan
Bangladesh
Bhutan

11.4

95.1

2,181.3
28.0

95.1

2,192.7
28.0

0.4

10.0

0.1

27.9

843.7

6.3

29.3

38.5

22.5

Burma

Cambodia

China, People's
Republic of

6.6

133.3

524.3

1.7

530.9

1.7

133.3

2.4

0.6

311.0

0.6

58.6

35.3

0.0

Cook Islands

Fiji
Hong Kong

60.5

101.5

5.2 5.2

60.5

101.1

0.3

0.5

2.5

48.1

94.5

48.1

79.5

93.1

India

Indonesia

Kiribati

643.6

4,051.8 297.3

3.0

643.6

4,349.1
3.0

3.0

19.9

11.6

1,508.8
1.6

1.8

34.7

53.3

Laos

Malaysia
Maldives

1,361.6
106.6

3.3

9.5

106.6

1,364.9
9.5

0.5

6.2

37.7

599.3

2.4

35.4

43.9

25.3

Nepal
Pakistan

Papua New
Guinea

2.0

1,689.2

142.2

638.9

2,080.4

140.3

640.9

3,769.6

282.6

2.9

17.3

1.3

258.4

1,326.3

120.1

40.3

35.2

42.5

Philippines
Singapore
Solomon Islands

2,342.0
178.1

129.3

3.0

38.1

2,471.3
181.1

38.1

11.3

0.8

0.2

1,375.7
144.4

19.8

55.7

79.7

52.0

South Korea

Sri Lanka

Taipei, China

2,199.0a
14.1

100.4

3.7

660.6

2,202.7
674.8

100.4

10.1

3.0

0.5

1,462.9
286.1

91.1

66.4

42.4

90.7

Thailand

Tonga
Vanuatu

1,656.2 72.1

11.2

10.8

1,728.3
11.2

10.8

7.9

0.1

0.1

1,056.4
8.0

1.9

61.1

71.4

17.6

Vietnam

Western Samoa

Total

3.9

14,697.6

40.7

50.4

7,134.9

44.6

50.4

21,832.5

0.2

0.2

100.0

25.4

35.5

9,707.8

57.0

70.4

44.5

aAdjusted to reflect withdrawal of US$100 million loan to the Sixth Korea Long-Term
Credit Bank, which was approved in 1985.

Source: ABD, Annual Report 1987.
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Table 6

Net Direct Private Investment Flows3: Asia

(US$ million)

Country 1971-75 1976-80 1981-85

NICs

South Korea 327 255 1,875
Taiwan 254 563 1,030
Singapore 1,178 2,335 7,615
Hong Kong n.a.b 4,058c n.a.

Southeast Asia

Indonesia 694 1,035 1,749
Thailand 385 441 2,568
Malaysia 1,113 2,239 3,684
Philippines 118 298 643

South Asia

India -23 412c 805

Pakistan 38 135 612

China n.a. n.a. 6,375

includes equity capital and portfolio investment flows.
bNot available.
c1977-83.

Sources: IIF database, ADB, World Bank, and national sources.

and a contributing member since the early 1980s, this represents the
first major commitment to official overseas lending. The fund is open
ended and presumably will grow over time. Initially targeted are three
countries in Southeast Asia—Indonesia, Thailand, and the
Philippines—to receive loans for industrial development. Similarly, the
South Korean government set up a W90 billion (US$118 million) Eco
nomic Development Cooperation Fund in June 1987 to strengthen dip
lomatic relations and to increase accessibility to export markets in
developing countries.22 Although this fund is not concentrated on Asian
countries, Indonesia received one of the first loans during 1987.

Private Sources of Finance

Nondebt Financing. The primary source of nondebt-creating capital is pri
vate equity capital and portfolio investment. Net private foreign invest
ment inflows to the Pacific-Asian region have risen in recent years, as
shown in Table 6. Although a majority of these flows have traditionally

^Mark Clifford, ''Overseas Attractions," Far Eastern Economic Review, May 5, 1988, p. 119.
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gone to the NICs, especially to Singapore and Hong Kong, an increas
ing proportion has gone to Southeast Asia, especially to Malaysia and
Thailand. Much of this investment has been in the form of direct invest
ment, rather than through the purchase ofsecurities and bonds (portfo
lio investment), in manufacturing and processing plants, producing for
both the domestic and overseas market.

This is especially true for U.S. and Japanese investments. Histori
cally, the United States accounted for the majority of direct foreign
investment in developing Asia; in the early 1980s, however, Japanese
investors became much more aggressive. By the end of 1983, total Japa
nese investment in developing Asia had reached US$14.6 billion, sur
passing that of the United States by over US$1 billion. As Table 7
reveals, the stock of Japanese investments grew US$4.9 billion in the
fiscal year ending March 1988 to reach a cumulative total of US$27 bil
lion. By comparison, U.S. investments in the region at the end of 1987
were US$18 billion. The rapid depreciation in the U.S. dollar vis-a-vis
the yen, of course, contributed to the surge in Japanese investments
during 1986 and 1987. Japanese investors have been particularly inter
ested in the resource-rich countries of Southeast Asia, with Indonesia
being the largest recipientof equity funds. The potentialmanufacturing
base of Hong Kong made it the second largest host of Japanese invest
ments, followed closelyby South Korea and Singapore. For the United
States, Hong Kong topped the list, with Indonesia also strongly repre
sented because of oil company investments there.

Over the years, U.S. and Japanese direct investments have become
more concentrated in skill-intensive, high-technology industries. As rel
ative labor costs in the East Asian NICs have increased, the labor-
intensive, low-technology industries originally located there have
tended to relocate in labor-abundant China as well as Southeast and
South Asia. This transfer of resources has also been stimulated by
efforts to find export production centers that are still eligible for prefer
ential tariff treatment in industrial country markets. The major realign
ment of exchange rates during 1986 and 1987 also contributed greatly to
increased net outflows of foreign direct investment by Japanese and
Taiwanese investors to the countries of Southeast Asia.

Because many of the countries in developing Asia align their curren
cies with the U.S. dollar, production for export to the United States and
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Table 7

U.S. and Japanese Direct Equity Investments3 in Developing Asia
(US$ million)

Investment Rows Investment Position

Country 1985 1986 1987 1986 1987

South Korea
United States 36 51 184 792 976
Japan 134 436 647 2,118 2,765

Taiwan

United States -2 86 401 860 1,261
Japan 114 291 367 1,051 1,419

Singapore
United States -58 253 129 2,291 2,420
Japan 339 302 494 2,571 3,065

Hong Kong
United States -38 198 1,143 3,580 4,723
Japan 131 502 1,072 3,433 4,505

Indonesia
United States 165 -149 -115 4,305 4,190
Japan 408 250 545 8,673 9,218

Thailand

United States -49 -8 149 1,048 1,197
Japan 48 124 250 884 1,134

Malaysia
United States 43 -69 72 1,074 1,146
Japan 79 158 163 1,283 1,446

Philippines
United States -258 109 -15 1,117 1,102
Japan

India
61 21 72 913 985

United States 52 65 108 450 558
Japan 13 11 21 103 124

China
United States 172 -98 112 213 325

Japan 100 226 1,226 513 1,740
Other Asia
United States -8 -33 44 292 336

Japan 8 6 11 248 257

Total Developing Asia
United States 55 405 2,212 16,022 18,234
Japan 1,435 2,327 4,868 21,790 26,658

aFor the United States, flow data reflect calendar year, investment position as of December
31. Foreign investment is defined as equity investments reflecting 10 percent or greater
ownership by U.S. residents and corporations. For Japan, flow data reflect fiscal year
beginning April 1, investment position cumulative from fiscal 1951 to year ending March
31. Foreign investment is defined as equity investment and loans with maturities longer
than one year reflecting 10 percent or greater ownership by Japanese residents and
corporations.

Sources: U.S. Department of Commerce and Ministry of Finance, Japan.
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even to Japan has become much more cost effective.23 Rising domestic
labor costs and further appreciation of the South Korean won may also
stimulate businesses there to produce more of their products overseas.
During 1987, for example, overseas investments by South Korean com
panies rose to almost US$400 million, double the amount of the pre
vious year. Although the majority of these funds were directed to the
United States and Canada, an increasing amount went to developing
countries, especially Southeast Asia.24 Should the authorities decide to
decouple the Hong Kong dollar from the U.S. dollar, a similar reaction
could occur there as well.

To encourage foreign direct investment inflows, a number of coun
tries in the region have liberalized and/or otherwise enhanced the
domestic environment for investors. In 1987, Thailand, Indonesia, and
Malaysia relaxed a number of restrictions on equity investments in man
ufacturing, high technology, and agri-related industries. To attract
increased portfolio investment, several countries—namely, South Korea,
India, Taiwan, Thailand, and Malaysia—also have established trust
funds exclusively for foreign investors, and prospects are that several
other countries will soon set up funds as well. One advantage of such
funds is that they avoid issues of national patrimony. Opportunities for
greatly expanding capital inflowsby this means are limited, however.

Despite the October 1987 global stock market collapse, which
reduced the general attractiveness of equity investments throughout the
world, many equity markets in Asia have grown markedly. Most nota
bly, by mid-1988, the stock markets in Japan, Taiwan, South Korea,
Malaysia, and Thailand had reached and even surpassed the peaks
prior to the October crash. Forother developing countries in the region,
however, the size of domestic equity markets remains quite small, sug
gesting that significantforeign investor interest could easily swamp the
amount of domestic investments.25

^Fbr the first time, Asia, including China, became the top exporter of manufactured
goods to Japan in the fiscal year ending March 1988, accounting for 28.2 percent of the
total versus 26.8 percent from the United States. See 'Asian Manufactured Goods Tops
Japan's ImportsList/' Asian Wall Street Journal, April28,1988, p. 6. Foran overview ofhow
Japanese firms are coping with the rise in the yen, see KarlSchoenberger, ' 'Japan's Manu
facturers Confront Painful Future," Asian Wall Street Journal Weekly, June 1, 1987, pp. 1, 24.
24Clifford, "Overseas Attractions," p. 118.
^To get an overview of developing country equity markets, see International Finance
Corporation, Emerging Market Database 1988 Fact Book (Washington, D.C., 1988); and
Robert Dickie and Thomas Layman, Foreign Investment and Government Policy in the Third
World (London: Macmillan, 1988).
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Table 8

Total External Debt and International Reserves, End 1987
(percentage shares)

Total Other Official
Country US$billion Debt Official Banks Private Reserves3

NICs 77.3 100.0 20.7 68.8 10.5 123.0
South Korea 35.5 100.0 37.6 59.6 2.8 10.1
Taiwan 22.8 100.0 5.9 72.3 21.8 336.9
Singapore 19.0 100.0 6.8 81.7 11.5 77.9

Southeast Asia 125.5 100.0 49.0 43.3 7.6 14.7
Indonesia 53.9 100.0 60.3 32.4 7.5 12.1

Thailand 20.5 100.0 49.3 42.9 7.8 19.5
Malaysia 22.4 100.0 30.6 55.9 13.5 31.9
Philippines 28.7 100.0 43.7 52.6 4.0 3.3

South Asia 76.1 100.0 68.3 17.4 14.3 10.5

Indiab 57.6 100.0 64.7 17.4 17.7 11.8
Pakistanc 18.5 100.0 81.3 17.4 1.9 5.8

China 35.9 100.0 44.0 46.5 9.5 45.4

Total 314.8 100.0 46.2 43.6 10.2 43.8

fOfficial international reservesexcluding gold, as percentage of total external debt.
''Refers to fiscal year beginning April 1 and includes deposit liabilities of nonresident
Indians.
defers to fiscal year ending June 30.

Source: IIF database.

Commercial Sources of Finance and Debt Strategies. As Table 8 shows, total
external debt for the ten Asian countries reached US$315 billion by the
end of 1987, with commercial banks and other private creditors account
ing for over half of the total. The reliance on commercial sources has
been the heaviest by the NIC group and China, followed closely by the
countries of Southeast Asia, and least by South Asia. With the excep
tion of China, this tendency reflects the relative stage of development
and ability to attract concessional and official credits.

Within the NIC group, the relatively high proportion of bank credit
(82 percent) to Singapore is associated with its role as an international
financial center and is mainly in the form of short-term liabilities of
domestic financial institutions to nonresident banks. Much of this debt

is offset by holdings of foreign assets by domestic banks. As a result,
only a very small proportion of Singapore's external liabilities would be
regarded as sovereign debt. Hong Kong, also a major financial center,
has had a similar experience, with the government borrowing quite
rarely, mainly to help finance the building of the mass transit system.
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South Korea, in contrast, has depended heavily on commercial
bank credit to finance the rapid expansion of its economy. During the
late 1960s and early 1970s, the government encouragedexternalborrow
ings by the large domestic business groups, called chaebol, and various
government entities to supplement the massive capital expenditures
required to develop a range of heavy, medium, and light industries.
Subsequently, the two OPEC price shocks and persistent current
account deficits caused South Korea's external debt to grow rapidly
through the 1970s and early 1980s. Despite this increase, continued
access to commercial funds was maintained because of a rapid growth
in exports, with the outward orientation of the country's industrializa
tion strategy allowing for the production of high quality and competi
tively priced products. By 1985, South Korea's external debt peaked at
US$47 billion or 140 percent of exports of goods and services. Since
then, current account surpluses have allowed a reduction of over US$11
billion in external debts through the end of 1987, and further reductions
are expected. Moreover, lower debt levels and improved credit condi
tions have permitted South Korea to refinance high-cost external liabili
ties arranged in early years with cheaper credits.

In the early stages of its development, Taiwanrelied mainly on bilat
eral aid flows from the United States. Later, this aid was replaced with
increased private financing, especially from commercial banks. During
the 1970s, however, domestically generated capital increasingly satisfied
the needs of the growing economy, based mainly on exports, first of
agricultural products, then moving into light manufactured goods such
as textiles, processed foods, and electrical products and machinery.
With exports expanding rapidly, the current account moved into surplus
in 1980 and reserves began to accumulate. By the end of 1987, official
reserves amounted to over 336 percent of total external liabilities (Table
8). Taiwan's external debt rose almost US$10 billion during 1987 as resi
dents borrowed large amounts of U.S. dollars from banks to speculate
against the appreciating New Taiwan dollar.

The developing countries of Southeast Asia have relied heavily on
commercial credits to offset the effects of fluctuating commodity prices
and periodic slowdowns in the industrial world. Indonesia, the only
member of OPEC in Asia, reaped huge benefits from the run-up in
international oil prices between 1974 and 1981, registering current
account surpluses during much of the period. Despite these inflows,
the government continued to borrow heavily, from both commercial and
official sources, in order to finance heavy industrial and infrastructural
projects to reduce the country's dependence on oil. Bilateral and official
credits were greatly facilitated by an aid consortium made up of the
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multilateral institutions and government donors called the Inter-
Governmental Group for Indonesia (IGGI).

Unfortunately, many of the investments were inefficiently managed
and yielded very poor returns. A commercial rescheduling of credits to
the state-owned oil company, Pertamina, also occurred during the mid-
1970s. With the decline in oil revenues in the early 1980s, the govern
ment scaled back or canceled many of the projects and has increasingly
provided incentives for the private sector to help diversify the economy.
Increased commitments by official creditors through the IGGI, however,
have not allowed Indonesia to reduce its heavy dependence on commer
cial borrowings. During the mid-1980s, the Japanese government and
banks began to play a larger role, offsetting some reduction in expo
sures by U.S. banks. By the end of 1987, Indonesia's total external debt
had risen to US$54 billion, of which 32 percent was from commercial
banks and 35-40 percent denominated in yen. It is encouraging that
nonoil exports have begun to grow rapidly, aided in part by a large
devaluation in September 1986 and the implementation of a number of
trade liberalization measures since then. The uncertain future for oil

prices, however, and the increasingly large debt servicing burden in
dollar terms underscore the need for the continued diversification of

exports and creating a more competitive domestic market.
The Philippines has suffered the most, being the only country in

Asia to reschedule the majority of its outstanding external debt.
Although government policies were generally successful during the
1950s in boosting the level of income, mainly through increased agricul
tural production, it was done at the expense of creating a highly pro
tected and regulated manufacturing sector associated with the general
policy of import substitution. Falling terms of trade during most of the
1970s and an overreliance on imported energy compounded the prob
lems. The excess of investment over domestic savings was financed pri
marily through foreign borrowings, especially from commercial banks.
By 1983, an unsustainably large level of external debt had been
amassed. In the ensuing several years, policy performance was further
weakened by political unrest. The situation remains uncertain, with lit
tle likelihood that the Philippines will return to the international com
mercial market on a voluntary basis in the near future. Policy changes
and a resumption of growth in 1987 are encouraging, but creating an
environment for sustained investment flows from both foreign and
domestic sources is a key to continued economic revival and improved
creditworthiness.

Malaysia and Thailand have been much more successful in balanc
ing the need for external financing against their economic development
goals. Malaysia benefited during the 1970s from increased oil prices and
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did not borrow heavily to support its development objectives. With the
decline in oil prices and subsequent recessionin the industrial world in
the early 1980s, however, the government adopted expansionary poli
cies to maintain domestic growth, resulting in a deterioration in the
current account balance. The foreign exchange shortfall was offset by a
significant jump in commercial borrowings. As a result, total external
debt tripled between 1980 and 1984, reaching US$18 billion, of which
bank credits accounted for over 61 percent. In an effort to reverse this
trend, the government adopted a more cautious policy approach, and
with the external environment improving in late 1986 and 1987, domes
tic growth resumed and the current account moved into surplus. As a
result, the accumulation of external debt slowed considerably, with the
government engaging in a number of prepayments and refinancings of
existing loans to take advantage of improved credit conditions.

Thailand, in contrast, had to increase its borrowings quite markedly
during the 1970s to offset its rising bill for imported energy. Cautious
policies designed to improve on and diversify from the country's strong
agricultural base began to pay off by the mid-1980s, however. Domestic
real growth has stabilized at an annual rate of 5-7 percent, the current
account deficit has been reduced to manageable levels, and increased
inflows of direct investment are satisfying a larger share of each year's
foreign capital requirement.

Only in recent years have India and Pakistanbegun to tap commer
cial sources for their external financing needs. India more than Pakistan
has increasinglylooked to private creditors as the availability of conces
sional loans diminished and the cost of nonconcessional official funds
increased. As of March 1988, India's total debt reached an estimated
US$57.6 billion,26 making it the largest debtor in Asia on an absolute
basis and close to Indonesia and the Philippines relative to exports of
goods and services (Table 8). Although Pakistan's total debt is much
smaller, so is the economy and its capacityto generate foreign exchange.
As a result, heavy reliance on official financing flows are expected to
continue. Such figures suggest that both countries will have to reinforce
their efforts to boost exports and improve the efficiency of investment in
their economies.

Since the opening of relations with the People's Republic of China,
there has been a steady increase in commitments of official and com
mercialbank credit. Given the potential size of China's borrowings from
official sources, much concern has been expressed by other heavily pop-

26This figure includes estimates for both public and private external liabilities, inclusive of
foreign exchange deposits by nonresident Indians.
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ulated countries, like India, over the impact such borrowings might
have on their share. Despite large commitments by both official and
private creditors, the authorities have managed to keep outstanding
debt within manageable levels. When the current account deficit wid
ened in 1985 and 1986, commercial borrowings increased dramatically.
Since then, more restrictive policy actions by the authorities have
reduced the need for external financing. Nonetheless, during 1987 total
external liabilities rose almost US$10 billion to reach US$36 billion, with
commercial and private creditors accounting for almost 60 percent of the
total. China has been particularly active in floating bonds and other
securities in recent years to take advantage of its good credit standing in
the international commercial market.

Issues and Future Prospects of Financing
Flows to the Pacific-Asian Region

From the foregoing it should be apparent that the Pacific-Asian
region in general has been able to garner sufficient financial resources
from both domestic and foreign sources to finance its growth and devel
opment. Had there not been sufficient finance, growth in per capita
income would certainly not have been as robust. The main reason for
this success stems from the implementation of generally appropriate
policies which boosted domestic savings as well as exports. Where
domestic resources and export growth were not sufficient, countries
have been able to obtain funds from commercial and/or official sources
to maintain their growth momentum. One indicator is the fact that
between 1980and 1987the region was able to add almost US$100billion
to official reserves (Table 4). Although Taiwan accounted for US$73 bil
lion of this net addition, only a few countries drew down their reserve
positions—namely, the Philippines, with its debt rescheduling, and
India and Pakistan which used their reserves by small amounts to offset
their external financing shortages.

Given this historical record, one is tempted to assume that sufficient
finance will be available in the future as well. There are a number of
factors that might suggest otherwise, however. These include concerns
over the ability of these countries to continue generating high levels of
savings, the desirability of continuing to base development strategies on
export-led growth in an environment of increasing protectionism
around the world, the constraints in the growth of official finance, and
the increased unwillingness of commercial banks to lend internationally,
largely as a result of the ongoing debt problem in the developing world.
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Domestic Resource Mobilization

Although savings rates in most countries of the Asia Pacific region
are high, there are still a number ofinstances where governments could
foster increasedsavings. The Philippines and Thailand, for example, by
reforming their domestic financial system, could enhance the environ
ment for savers, raise the efficiency of intermediation, and bring more
savings into the formal monetary system. Also, tax reforms could be
implementedto raise the level of resources available for investment pur
poses. It is encouraging that changes to address these areas are pres
ently underway in both countries.

For other countries in the region, the issue is not necessarily to raise
the level of savings further, but rather to improve the efficiency with
which those savings are used. In India, for example, the government
has been the primary user of private savings. Stimulation of the private
sector, through liberalization and the adoption of market-oriented poli
cies, could enhance the use of domestic savings there. Improving the
efficiency of the state enterprises through rationalization and moderni
zation could lead to a more productive use of investedcapital. Although
reliance on the private sector and market forces to guide investment
decisions is expected to increase in all countries of the region, govern
ment control will remain dominant, especially in the more socialist-
oriented societies of India and China.27

Development Strategies

The opportunities for export-led growth in the region are still quite
high. But ensuring market access requires that industrial country poli
cies maintain the momentum of domestic growth to provide for
increased employment and thereby mitigate pressures for increased
protectionism. Traditional traderelations between manyof the countries
in Asia and the industrial world, especially between the NICs and the
United States and Japan, will have to evolve. Traditionally, Japan has
restricted its purchases of products from developing Asia to raw materi
als and primary commodities and has exported to the region finished
manufactured goods and capitalequipment. It is encouraging that Japan
is opening its domestic market to manufactured goods from the NICs
and the Southeast Asian countries. The significant appreciation of the
yen since 1986 is forcing this change to occur. A further opening will
hopefully be achieved in the not too distant future. Similarly, with
South Korea and Taiwan now moving into a surplus position in their

27See Robert Scalapino, 'Asia's Future/' Foreign Affairs 66(1) (Fall 1987):89, for anexcellent
overview of the political and social tendencies in the Pacific-Asian region.
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external accounts, pressures are intensifying for an opening of their
domestic economies to foreign imports and competition. Increased
trade between the NICs and the lesser developed countries of the
region will therefore provide further opportunities for export-led
growth. Exports can continue to grow, provided appropriate domestic
policies accommodate a commensurate rise in import demand. Also,
export potential lies not only with merchandise trade, but also with
trade in services.

Flows from Official Sources

Only moderate increases in net new financial flows from the multi
lateral banks and official agencies can be expected as long as capital
resources are constrained. The aforementioned efforts to increase the

World Bank's capital and those by the Japanese government to increase
bilateral flows are noteworthy, but additional commitments may be nec
essary. The World Bank has been particularly constrained by the sharp
appreciation of nondollar currencies, which has resulted in a larger dol
lar value increase in the commitment of its capital than would otherwise
have been the case. To offset capital shortages, both the World Bank and
the Asian Development Bank should expand their cofinancing schemes.
One way to increase leverage would be for these institutions to assume
a partial guarantee of the principal rather than simply participate in the
commercial loan. This could encourage increased mobilization of private
capital by reducing the risk.

As a general solution to the capital constraint, the World Bank and
the ADB could consider freeing up existing capital by selling a portion
of their portfolio with certain types of repurchase agreements.28 The
ADB would also be wise to consider altering its current lending policies
to provide credits for structural adjustment and policy changes. Finally,
setting up of aid consortia for certain developing countries, similar to
the IGGI for Indonesia, might help in the coordination of additional
resotirces to these countries. Such a facility has been mentioned with
regard to the Philippines to provide increased resources, especially for
investment purposes.

As for the IMF, the decline in net lending to the Pacific-Asian region
is perhaps a reflection of good policy management by these countries,
but it also reflects a general downturn in lending by the fund. The

^For a more complete description of how the roles of various financing institutions are
expected to evolve in the future with regard to solving the LDC debt problem, see Restor
ing Market Access: New Directions in Bank Lending, a report by the Board of Directors of the
Institute of International Finance, Washington, D.C., June 1987.
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expansion of the SAF could help a number of the poorer countries in
the region, such as Pakistan and Bangladesh. It is encouraging that the
Japanese and Taiwanese governments, mainly through their export/
import banks, are set to play a more significant role in recycling their
surplus of savings. Asia and the Pacific are likely to receive a large por
tion of those funds.

Finance from Private Sources

In general, it can be said that the Pacific-Asian region remains quite
creditworthy and most countries should be able to borrow whatever is
needed from commercial sources. The constraint, therefore, is not one
of supply, but rather, the cost of obtaining such loans as well as the
desirability of adding, in some cases, to an already large debt burden.
Large syndicated loans for balance-of-payments purposes from com
mercial banks will continue in Asia, but at a decreasing rate. The trend
is increasingly toward the use of securities as an alternative financing
technique. The use of bonds, floating rate notes, swaps, and the like
reflect a general disenchantment with syndicated Eurocurrency lending,
in the wake of the developing country debt problem and the growing
preference by banks for acquiring tradable assets and issuing longer-
term liabilities. Those banks that have chosen to maintain an interna

tional presence have generally sought to become more flexible in their
response to borrowers' requirements.

This flexibility is perhaps most apparent from the wave of new
financial instruments that have been introduced in the securities mar

kets to supplement more traditional bond issues. Many of these instru
ments seek to blend the features of bank lending with bonds while
enhancing their marketability and liquidity and reducing risk. A parallel
development has been the exponential growth in interest rate and cur
rency swaps.

Thus far, most developing countries have remained on the periph
ery of the international securities markets. The main exception has been
the countries of East Asia, which accounted for the majority of develop
ing country bond issues during 1985-87. Most of these issues have
taken the conventional fixed or floating rate form, and many were
denominated in yen and issued in the increasingly important Tokyo
market. As Table 9 shows, China, India, Malaysia, and South Korea
have grasped the advantages of some of these newer instruments, sug
gesting that there may be considerable growth potential for the future.
In late 1987, for example, India negotiated a deal that linked a Euro-
commercial paper program with one of the most complex interest/
currency swap facilities yet arranged. The proceeds were used to prepay
a World Bank loan.
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Table 9

International Borrowing by Country/Instrument
(US$ billions)

Country Total

Fixed Rate

Bonds

Floating
Rate Notes Euronotes

Syndicated
Bank Credits3

China 1985

1986

1987

1.3

3.4

4.3

0.8

1.0

0.7

0.2

0.3

0.4

0.2

0.3b
1.9

3.2

India 1985

1986

1987

0.8

1.8

2.1

0.1

0.2

0.3

0.3

0.1

0.2

0.3

0.2

1.2

1.8

Indonesia 1985

1986

1987

0.6

1.5

1.8

0.3

0.4 0.2

1.2

1.8

Malaysia 1985

1986

1987

2.3

1.2

0.4

0.3

0.2

1.7 0.1 0.2

1.2

0.2b

Pakistan 1985

1986

1987

0.3

0.2

0.1

—

— — 0.3

0.2

0.1

Philippines 1985

1986

1987

0.9

0.0

0.0

— — 0.9

South Korea 1985

1986

1987

5.9

3.2

1.4

0.4

0.4

1.3

0.3

0.2

0.5

1.0

0.5

3.7

1.5

0.7b

Thailand 1985

1986

1987

1.8

1.7

0.5

0.1 0.8

0.1

0.2

0.5

0.7

1.1

0.5

includes loansgranted by a syndicate of banks of the samenationality in their domestic
currency to a non-resident borrower. Totals reflect commitments basis.
Excludes renegotiations.

Source: OECD, Financial Market Trends.

Increased use of these instruments raises some issues, however.
Less attention has been devoted to the risks inherent in the new forms

of borrowing, not the least of which is the more distant relationship
between creditor and debtor that is evolving. The presumed superior
liquidity of securitized assets has also yet to be tested. In addition, the
demarcation between "junk" sovereign bonds and creditworthy bor
rowers may become less clear, increasing the uncertainty for lenders as
competition may keep returns from adequately reflecting the risk.
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There is also evidence of a dramatic shift in the role of U.S.-based
banks in providing finance to the Pacific-Asian region. As U.S. banks
have slowly withdrawn from international lending in general since1985,
an increasing proportion has been provided by large Japanese banks
and to a lesserextent by Australian andWestern European banks. Relax
ation of capital controls since 1980 in Japan and Australia has contrib
uted to this trend. The huge excess of savings in Japan promisesto allow
banks and increasingly nonbank financial institutions, such as insur
ance companies, leasing companies, and pension funds, to provide
even greater flows over time, although the cost of such finance may
become more burdensome for the borrower.29 Furthermore, banks from
Taiwan, Hong Kong, Singapore, South Korea, andThailand are likely to
play an increasing role in financing trade and project-related invest
ments in the Pacific-Asian region over the coming decade.

Finally, there are ample opportunities for most Asian countries to
attract nondebt-creating financial flows, mainly in the form of direct
equity and portfolio investment. The shift from a heavy reliance on
foreign borrowing to greater use of portfolio and equity investment by
nonresidents is apparent across the region. To be attractive, policies
regarding nonresident direct investment must be clearly articulated and
remain stable. Only then can foreign businesses make the appropriate
calculations to determine whether an adequate rate of return on invest
ment can be made. This usually requires that the environment for
domestic investment be conducive as well. Bouts of capital flight by
domestic investors is usually a good indicator of a lack of appropriate
policy. This may explain why the Philippines did not experience the
same rise in equity capital inflows from Japan and the United Statesthat
was enjoyed by Singapore, Malaysia, and Thailand during 1987 (Table
7). Portfolio investment opportunities will remain limitedby the size of
most domestic equity markets. As they become more important as a
sourceof funds for domestic companies, however, consideration should
be given to allowing foreign investors to contribute as well.

29April 1, 1988, taxlaw changes in Japan on earnings from time deposits are expected to
cause increased competition by banks for such deposits, raising the costof funds for loan
purposes. Also, increased capital requirements are expected by the end of 1992, suggest
ing that Japanese banks may become more profit-oriented in their approach to business.
Combined, there may be a tendency for loan rates from Japanese banks to shift upward.
With many countries in Asiaalso borrowing moreheavilyin yen, the servicing burdenhas
also increasedbecause of exchange rate valuationadjustments. For an excellent overview
of changes in banking across the Pacific-Asian region, see "Banking 88/' Far Eastern Eco
nomic Review, May 5, 1988, pp. 55-102.
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In sum, the outlook for continued growth and development in the
Pacific-Asian region is bright. The rise in economic well-being of the
past twenty-five years has led to the growth of an important middle
class, supported by trained managers and skilled workers in both the
private and public sectors. With a continuation of pragmatic policies,
most countries of the region should be able to combine sufficient finan
cial resources with an abundance of human and physical resources to
provide for a rising standard of living. More fundamentally, the Pacific-
Asian region has now reached a stage of economic development
whereby an increasing share of financial capital for investment and
growth will come from the region rather than from outside.



13. Prospects for Pacific-Asian Regional
Trade Structures

M. HADI SOESASTRO

Ideas of Pacific economic cooperation need to be assessed from at
least two angles: the rationale for such cooperation and the proposed
institutional arrangement that derives from that rationale. The first con
ceptualization promoting cooperation among Pacific countries, as for
mulated in the early 1960s, was based on a recognition of the global
trend toward "regional solidarity through mutual cooperation" result
ing from "the ever-increasing progress of science and technology."1 Its
aim was to create a Pan-Pacific organization or movement.2

During the subsequent quarter century, many other proposals for
Pacific regional economic cooperation have been developed.3 Therefore,
it is neither relevant—nor possible—to speak of the idea of Pacific eco
nomic cooperation. Furthermore, even though a given rationale in sup
port of promoting regional economic cooperation may seem acceptable,
its proposed institutional design may not be feasible.

Among the more concrete institutional designs that have been put
forward, Kiyoshi Kojima's Pacific Area Free Trade Association
(PAFTA)—originally presented in 1965—was the first.4 Kojima proposed
the inclusion of only the five developed Pacific countries—the United
States, Japan, Canada, Australia, and New Zealand—primarily as a
reaction to the establishment of the European Economic Community
(EEC). Global developments strengthened the rationale for PAFTA, par
ticularly in view of the conclusion of the Kennedy Round of multilateral
trade negotiations (MTN). Kojima thought that another round of signifi
cant global tariff reductions was probably not feasible within the next

aSee Morinosuke Kajima, The Road to Pan-Asia (Tokyo: Japan Times, 1973), as described in
the preface.
2Tessa Morris-Suzuki, ''Japan and the Pacific Basin Community/' World Today, December
1981, pp. 454-61.
3For a review of the historyof Pacific cooperation ideas, see M. Hadi Soesastro, ' 'Institu
tional Aspects of Pacific Economic Cooperation/' in M. Hadi Soesastro and Sung-joo
Han, eds., Pacific Economic Cooperation: The Next Phase (Jakarta: Center for Strategic and
International Studies, 1983), pp. 3-52.
4Onthis proposal, see Kiyoshi Kojima, Japan and Pacific Free Trade Area (Berkeley and Los
Angeles: University of California Press, 1971).
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decade; therefore, he argued, complete regional trade liberalization
would have considerable advantages over partial trade liberalization in
world markets.5

A number of factors worked against the PAFTA proposal. They will
not be reviewed here. Various assessments followed however, together
with many proposed institutional arrangements. These took into
account new factors and realities, both globally and in the Pacific, and
led to the phenomena of diffusion and fragmentation in the develop
ment of Pacific economic cooperation ideas.6 The diffusion phenome
non was a move away from a strict EEC-type institutional organization
to a more loosely structured consultative body; from institutional inte
gration to functional cooperation; from a preoccupation with trade to
the inclusion of a wider range of areas for cooperation, including the
sociocultural field.

The fragmentation phenomenon refers to proposals to create a
series of separate, subregional groups as an alternative approach to a
single, regionwide organization. Both diffusion and fragmentation seem
to have sprung from one and the same reason—namely, the inclusion of
greater numbers of participants. Having more participants would make
the objectives of cooperation much more diverse. This requirement
appears unavoidable in view of the diversity of the Pacific region, eco
nomically and otherwise. Nonetheless, it was argued that the creation
of a Pan-Pacific cooperation arrangement should focus on a clearcut
objective. This view led to the conclusion that, at least at the outset, it
was more realistic to emphasize "an approach toward sub-regional
issues rather than towards the complex affairs of the entire Pacific
region."7

Indeed, the concept of fragmentation does have a greater appeal in
some parts of the Pacific, notably among the members of ASEAN, who
are still preoccupied with efforts to strengthen their own regional orga
nization and are gravely concerned that a wider regional focus would
dilute ASEAN. Indonesian leaders were known to have harbored the

idea that the development of subregional groups could eventually be
transformed into a full-fledged regional organization.8

5In fact, another round of multilateral trade negotiations (MTN), the Tokyo Round, did
take place in the 1970s.
6For a discussion of this issue, see Soesastro, "Institutional Aspects of Pacific Economic
Cooperation."
7See Kiyoshi Kojima, "Economic Cooperation in a Pacific Community," Asia Pacific Com
munity, Spring 1981, pp. 1-10.
^This was revealed to the authorby JusufWanandi.
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In addition, despite the recognition that a host of less sensitive
"functional" areas—energy, fishery, forestry, and other resources,
including human resources—lend themselves more readily to serving as
a basis for Pan-Pacific cooperation, the most relevant, and highest-
priority item in the region's current agenda is trade.

Today, then, a trend toward the development of subregional trade
structures can be clearly observed. In addition to trade cooperation
within ASEAN, the southwest Pacific region has seen the establishment
of a free trade agreement between Australia and New Zealand. As
recently as late 1987, the North American subregion entered the picture
with the signing of a free trade agreement between the United States
and Canada. There are various current proposals for the establishment
of trade cooperation arrangements in the South Pacific region involving
various island countries, Papua-New Guinea, Australia, and New
Zealand.

Conspicuously missing in the emerging picture of Pacific trade
cooperation is the Northeast Asian region, Japan in particular. Some
have taken the view that in fact some kind of "soft regionalism" has
been developing in Northeast Asia, as manifested in growing and inten
sive trade among Japan, South Korea, and Taiwan, as well as China.9
The establishment of a formal subregional trade structure in Northeast
Asia, however, appears quite remote in view of the complex political or
psychological relations between Japan and Taiwan on one hand and
between Japan and South Koreaon the other. It has been suggested that
South Korea might profitably form a free trade arrangement with Aus
tralia and New Zealand.10

In fact, the trend in the region is not only toward subregional trade
structures but also toward bilateral trade agreements. The latter trend
has resulted mainly from continued deterioration in the international
trading system over the past few years, as shown in the proliferation of
so-called "grey area" measures—voluntary export restraints (VERs) and
orderly marketing arrangements (OMAs). This development has under
mined the fundamental trade rules of the GATT, which among other
duties have the following functions: (1) to ensure equality or nondiscrim
ination in trading conditions between countries; and (2) to ensure stabil
ity in trading conditions, namely, the avoidance of sudden changes in
conditions of market access.

The principle of market access equality can be upheld only with the
restoration of a generally applicable system of norms, rules, and proce-

9The author thanks Robert Scalapino for pointing out this development.
10See the discussion in the following sections.
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dures. The development of such a system is currently being attempted
globally in the new round of multilateral trade negotiation, the Uruguay
Round. In fact, many Pacific countries are actively engaged in such
efforts through a variety of regional conferences, such as the series of
Trade Policy Forums of the Pacific Economic Cooperation Conference
(PECC), the Cairns Group, and the informal meetings of Western Pacific
senior trade officials. Equality of market access now appears, however,
to receive less attention than stability of market access. Many countries
are now much more ready to enter into bilateral trade agreements for
the sake of stability of market access even at the cost of sacrificing the
principle of equality (of market access for others). A system (or the lack
of it) in which stability becomes the name of the game while equality is
disregarded is what managed trade is all about.

The U.S.-Canada Free Trade Agreement can be seen either as a
subregional trade structure or as a bilateral agreement of the type just
discussed. It may indeed set into motion the development of a managed
trade system as an alternative to the GATT system. Following the suc
cessful conclusion of the U.S.-Canada bilateral negotiations, recent
reports indicate that Taiwan is also interested in negotiating the estab
lishment of a similar free trade pact with the United States.11 There is
also a growing interest in both Japan and the United States in exploring
the desirability and feasibility of a U.S.-Japan free-trade agreement.

The various subregional and bilateral trade agreements in the Pacific
differ from one another in nature. The main question here is whether
this fragmented development can produce a more integrated structure
in the future. It is not quite clear in this regard whether bilateral agree
ments of the type previously discussed should be treated differently
from other subregional trade structures.

The general proposition advanced here is that the respective sub
groups must be "outward oriented" as a condition for integration.
However, this is a necessary, but not a sufficient condition. Develop
ments in the international trading environment and trading system will
greatly influence any transformation. Further deterioration or a failure
to restore the international trading system are not likely to bring the
various subregional trade structures to a more integrated regional struc
ture. There could develop instead a complex network of bilateral trade
agreements, each aimed at ensuring stable access to each other's mar
ket. In such an event, the Pacific region might experience a greater
degree of stability in intratrade relations. It is questionable, however,

Indonesia Times, November 20, 1987.
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whether such a fragmented but managed regional trade structure could
last, in view of its complexity and the high costs of managing it.

The following section briefly reviews the development of subre
gional trade structures in the Pacific. This review will be followed by an
examination of the various models that have been proposed to link
those subregional structures to the broader Pacific region.

Development of Subregional Trade
Structures

In the ASEAN subregion, the ten-year-old Preferential Trading
Arrangement (PTA) has received a new stimulus from the ASEAN eco
nomic ministers who met in Singapore in July 1987; it was subsequently
endorsed by the heads of government in their Third Summit in Manila
in December 1987. The decision to further promote intra-ASEAN selec
tive trade liberalization through the PTA fell short of the more far-
reaching schemes of a free trade area or a customs union for
ASEAN—or a combination of the two, as entailed in the so-called Rieger
proposal.12 The recent measures agreed on are still not sufficient to
bring about even a limited free trade area by the 1990s, as originally
intended in the 1977 agreement.13 Nonetheless, the determination of the
ASEAN heads of government to give another try at trade cooperation
can be regarded, in fact, as a breakthrough. The wisdom that previously
prevailed, resulting from an analysis of the poor record of ASEAN eco
nomic cooperation, especially in trade, suggested that ASEAN should
concentrate on cooperative efforts of a "resource-pooling" rather than a
"market-sharing" nature.

The political sensitivity of trade cooperation is well recognized, but,
as suggested elsewhere, "intra-ASEAN trade has a central role in any
scheme of ASEAN economic cooperation because it both creates addi
tional income and measures the success of cooperation measures."14

12See Hans Christoph Rieger, "ASEAN Trade Direction: Trends andProspects," in Karl D.
Jackson and M. Hadi Soesastro, eds., ASEAN Securityand Economic Development (Berkeley:
Institute of East Asian Studies, University of California, 1984).
13A Preferential Trading Agreement (PTA) entails a reduction of internal (intra-ASEAN)
tariffs on selected commodity items, but the individual (ASEAN member) external (with
non-ASEAN) tariffs are maintained. In an ASEAN limited free trade area, the internal
tariffs are reduced to zero for selected commodity items and individual external tariffs are
maintained. In a full-fledged free trade area, all internal tariffs are reduced to zero
whereas each participating country maintains its own specific external tariffs. A customs
union entails both a reduction of internal tariffs to zero and harmonization of external

tariffs to a common level. A common market is a customs union with free mobility of
capital and labor within the regional group.
^Instituteof Southeast Asian Studies, ASEAN—the Tasks Ahead (Singapore, 1987), p. 67.
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Although the sensitivity and complexity of the problem often led to a
tendency to shift the focus of ASEAN cooperation measures to other
arenas, it is likely that trade cooperation will be given greater and more
consistent attention in the future. Developments in the global trading
system as well as the challenges of the Pacific region trading environ
ment have exerted equally strong pressures for the ASEAN countries to
do so.

This being the case, it should not be unreasonable to expect further
moves in the area of ASEAN trade cooperation. But the question is: To
where should such cooperation lead? The ideal—as generally accepted
in ASEAN—is to create an outward-looking economic area. This entails
and, in fact, requires continuous efforts to liberalize trade, both among
ASEAN member states and with the rest of the world. Even if under
taken vigorously, a reduction of internal tariffs alone, without due atten
tion to external tariffs, may become counterproductive.

Both conceptually and in terms of policy, it is important to inject an
outward-looking orientation as early as possible into the process of
ASEAN economic cooperation. By the very nature of current and future
patterns of ASEAN's overall economic relations, its outward-looking
orientation must be both global (multilateral) and regional (Pacific).15 In
line with its multilateral orientation, ASEAN has only recently stepped
up its interest and involvement in strengthening the GATT framework.
ASEAN's "Pacific focus" is also of recent origin and is still confined to
consultations. In the matter of overall economic development in the
Pacific region, the vehicle for government-to-government dialogues
between ASEAN and its Pacific OECD trading partners (Australia, Can
ada, Japan, New Zealand, and the United States) is the annual post-
ministerial six-plus-five meetings, the so-called ASEAN-Pacific Forum.

In the area of trade, a series of informal meetings of Western Pacific
senior trade officials have taken place over the past four years or so, but
they also are only of a consultative nature. Within the tripartite
(government-business-academic) PECC process, policy consultation on
trade has received considerable prominence. The focus of these regional
exercises has been largely on multilateral trade policy issues and on the
possibility of developing a Pacific regional consensus, both in the
launching of, and in subsequent negotiations in, the Uruguay Round.

15A discussion of this issuecanbe found in M. Hadi Soesastro, "ASEANandPacific Basin
Cooperation: Where Do We Go from Here?" paper presented at the Second Meeting of
ASEAN Institutesof Strategic and International Studieson "RegionalSecurityand Devel
opment: The Ties That Bind Us," Kuala Lumpur, January 12-16, 1986.
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The search for structure in ASEAN's trade relations with its Pacific
partners indeed may become one of ASEAN's priority items in its
future agenda. The possibility of establishing such a structure between
ASEAN and the United States has been proposed since 1982, but only
recently has it gained more serious consideration, with announcements
on both sides to examine carefully the so-called ASEAN-U.S. Initiatives
(AUI).

Despite ASEAN's efforts to relate itself more closely to the broader
Pacific region, it is not immediately clear whether its fragmented, per
haps piecemeal, approach to regional trade cooperation is the best
under present circumstances. But the basis for such an approach per
haps rests with the arguments that led to the inclusion of what became
Article 24 of the GATT: so long as a regional arrangement brings about
the elimination of trade barriers within a multilateral area, it is accept
able.16 Article 24 allows countries to grant special treatment to each
other by establishing a free trade area or a customs union, provided
that: (1) duties and other trade restrictions are "eliminated on substan
tially all the trade" among the participants; (2) the elimination of inter
nal barriers is scheduled to occur "within a reasonable length of time";
and (3) duties and other barriers to imports from nonmember countries
"shall not on the whole be higher or more restrictive" than those pre
ceding the formation of the customs union or the free trade area.

The Australia-New Zealand Closer Economic Relations Trade
Agreement (ANZCERTA), more popularly known as the Closer Eco
nomic RelationsAgreement (CER), which came into force in 1983, is one
subregional grouping in the Pacific based on the free trade area provi
sions of Article 24 of the GATT. Its preamble declares that the member
states have a "commitment to an outward-looking approach to trade."
The CER is seen to increase the capacityof the member states to contrib
ute to the "development of the region through closer economic and
trading linkswith other countries, particularly those of the South Pacific
and South East Asia."17

In fact, the first post-GATT agreement between Australia and New
Zealand, known as the New Zealand-Australia Free Trade Agreement
(NAFTA), which came into effect in 1966, was a rather limited agree
ment. Although its declared goal was complete free trade, the agree
ment had no timetable for arriving at that destination. Many safeguards

16See Kenneth W. Dam, The GATT: Lawand the International Economic Organization (Chi
cago: University of Chicago Press, 1970).
17Most of the information on CER is taken from Sir Frank Holmes et al., Closer Economic
Relations with Australia: Agenda for Progress (Wellington: Victoria University Press, for the
Institute of Policy Studies, 1986).
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were also written into the agreement. NAFTA was replaced by the CER
Agreement for reasons not associated with the GATT. This agreement,
however, provides a firm framework for the removal of all import barri
ers between the two countries. As such, it represents a full-fledged free
trade area, in complete conformity with the GATT requirements. It is
more comprehensive than many other free trade arrangements in
existence.18

In another corner of the Pacific Basin, negotiations on a comprehen
sive free trade agreement between the United States and Canada were
concluded in October 1987. The series of trade negotiations that began
in May 1986 had their origin in the agreement reached between Presi
dent Reagan and Prime MinisterMulroney in March 1985.

The issue of free trade between the two countries, however, dated
back to the middle of the nineteenth century and indeed had a long
history of "go and no-go" situations.19 Because of the great importance
of trade between these two countries, bilateral free trade issues have
never died. The 1965 Auto Pact, providing duty-free trade in new cars
and original equipment parts, which led to a rapid increase in two-way
trade, did not originate, however, in anygrandfree trade design. It was
only later, on the basis of the Trade Agreement Act of 1979—when
reporting to the Congress in 1981 on the integration and rationalization
that had occurred in the automotive industry since the 1965 Pact—that
the U.S. trade representative recommended exploration of further
opportunities to rationalize industries through freer trade.

That report also concluded that the United States should pursue
separate trade discussions with Canada and Mexico rather than on a
broad regional basis. At first, the prospects for negotiating a more com
prehensive U.S.-Canada free trade agreement did not seem encourag
ing. In 1983, the Trudeau government in Canada proposed negotiations
for additional bilateral sectoral agreements. Initially, both governments
agreed upon four sectors for negotiations: surface transportation pro
curement, informatics, agricultural equipment, and steel. Negotiations
never actually began because the United States preferred a broader

18See P. Jenkins, 'Australia-New Zealand Closer Economic Relations Trade Agreement/'
paper presented at the First ASEAN Economic Congress, Kuala Lumpur, March 13-23,
1987.

19A very elaborate review ofthe history and an in-depth examination ofissues for current
negotiations are given in Paul Wonnacott, The United States and Canada: The Quest for Free
Trade—an Examination ofSelected Issues, Institute for International Economics Policy Analy
ses in International Economics, no. 16, March 1987.
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agreement.20 The proposed sectoral approach had a number of draw
backs, including among others the proliferation of specific industry
safeguards such as those accompanying the Auto Pact. Although this
approach would result in a very slow reduction in trade barriers, it
would essentially be inconsistent with the commitments of the two
countries under Article 24 of the GATT.

Indeed, as with all other bilateral arrangements, at issue during the
Canada-U.S. negotiations were the implications of departures from the
most-favored-nation (MFN) principle. Despite the drawbacks of the
MFN principle, most notably the "freerider" and "convoy" problems,
this principle remains at the heart of the GATT system.21 For the U.S.
Canada agreement to meet the testoftheir obligations underthe GATT,
it must also conform to Article 24 of the GATT. Both countries have
expressed such a commitment. The United States further hopes thatby
negotiating agreements with its neighbors it can demonstrate that pro
gress is possible and set the stage for broader multilateral negotiations,
particularly in new areas such as services and theprotection of intellec
tual property.

These subregional or bilateral trade agreements appear to have
given due consideration to the participant countries' obligations under
the GATT, which is a necessary condition they need to fulfill. It is not
immediately clear, however, whether this condition is sufficient to make
such subregional or bilateral trade agreements function as building
blocks toward a regionwide trade structure in the Pacific. The question
is: How to bring the current fragmented structures into a more inte
grated regional trade structure in the future?

From Fragmentation to Integration

After only four years of operation, it is perhaps premature to
attempt an in-depth analysis of the full implications of the CER Agree
ment between Australia and New Zealand. It appears, however, that the
agreement has already produced worthwhile results. From New
Zealand's perspective, the agreement has been a crucial steppingstone
in moving away from a highly protective system of quantitative restric-

20See William A. Niskanen, "StumblingToward a U.S.-Canada Free Trade Agreement/'
Cato Institute Policy Analysis, no. 88, June 18, 1987.
21The "free rider" problem refers to one country's inclination to sit back and let other
countries negotiate lower tariffs that, under the MFN principle, will unconditionally be
extended to its exports; the "convoy" problem emerges when a country participates in
multilateral negotiations, but holds back and agrees only to minimal concessions. Other
countries either hold back to the speed of the slowest ship in the convoy, or proceed
ahead at a faster pace and thus give the slower participants a free ride.
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tions (import licensing) and tariffs not only on imports from Australia,
but also unilaterally on imports from the rest of the world.

As elaborated elsewhere, the important factors that have enabled
New Zealand to make the transition from a highly protected national
economy to a member of a much more outward-looking free trade area
included, among others: (1) growing public discussion of the costs of
insulation and protection; (2) the enthusiasm for a closer relationship by
a few key ministers and influential officials in the two countries; (3) a
political will to proceed and a clear exposition of the aims of the agree
ment by political leaders; (4) Australia's willingness to allow New
Zealand considerable time to phase out its main form of protection
(import licensing), while insisting that it must ultimately be eliminated
on trade between the two countries; (5) concentration in the original
agreement on issues regarded as basic to full liberalization of trade in
goods, leaving other issues for later "second-generation" treatment.22

In contrast to its predecessor, NAFTA, which was signed in 1965
and resulted in only a limited free trade area, the CER Agreement pro
vides for the elimination of tariffs and quantitative restrictions on all
goods traded bilaterally. With very few exceptions ("modified arrange
ments"), New Zealand tariffs were to be eliminated by 1988 and all
quantitative restrictions by 1995. The elimination of tariffs and export
incentives is taking place on schedule, and quantitative restrictions are
likely to be gone in 1988or 1989—ahead of the original schedule. More
important, this is not only in relation to Australia but in relation to
imports generally.

Trade between Australia and New Zealand had grown to about
US$2 billion by 1985. New Zealand's exports to Australia have risen
much faster than its corresponding imports so that their bilateral trade
has become approximately in balance now, compared with large
imbalances in Australia's favor previously. Bilateral trade balances do
not appear to be an issue; rather, New Zealand's international competi
tiveness is of much greater relevance: if it can compete in the Australian
market, it has greater chances to compete in the international market.

Neither Australia nor New Zealand is greatly dependent on trade
with each other. In 1985, about 16 percent of total New Zealand exports
went to Australia and only 5 percent of total Australian exports went to
New Zealand. Therefore, it is not surprising to see their emphasis on,
and commitment to, an outward-looking approach to trade. Nonethe
less, it needs to be acknowledged that liberalization either on a bilateral

^Sir Frank Holmes, "New Zealand, ANZCERTA and ASEAN," First ASEAN Economic
Congress, March 13-24, 1987.
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or on a regional (subregional) basis is certainly easier to "sell" politi
cally than a unilateral reduction of protection.

The CER Agreement is due for review in 1988, and both sides are
currently exploring further developments that mightbe in their mutual
interest. An important question that needs to be posed is: How will
CER attempt to relate itself to the broader Pacific region in the future?
The freeing of trade, which the CER has made possible thus far, defin
itely has a broaderregional effect since both New Zealand and Australia
trade heavily with the Pacific region.

In terms of the development of a broader regional trade structure,
Article 24 of the CER Agreement provides for accession or association
by other countries with the agreement. Currently, serious consider
ationsarebeinggivento the possibility ofsomeform of association with
CER by the South Pacific Forum (SPF) island countries. On an individ
ual basis, both Australia and New Zealand already accord—within the
South Pacific Regional Trade and Economic Co-operation Agreement
(SPARTECA)—nonreciprocal free trade treatment to most goods from
the SPF countries. A separate Papua-New Guinea-Australia Trade and
Commercial Relations Agreement (PATCRA) alsoexists. A formal associ
ation with CER, therefore, would not automatically bring additional
gains in trade for the SPF states. Such an association, however, could
strengthen their commitment to keep their own protective regimes
under control in relation to each other and to the CER member coun
tries, and eventually to reduce their own barriers.

As reported in a New Zealand study,23 the ideais also circulating of
either incorporating the SPF states into CER or creating a new zone of
economic cooperation and trade in the South Pacific region. These two
options would involve the development of free trade among SPF mem
bers and the application of eventual reciprocity between the SPF and
Australia and New Zealand. An extended trade structure of this kind
would require some flexibility in dealing with countries at different
stages ofdevelopment and with different impacts offreer trade on their
economies. This may prove to be too difficult to achieve given the nat
ure of the SPF economies, most of which have very narrowly based
economic structures and often depend on only a few export crops.

Another option, involving a more gradual process, is to link the
existing arrangements-CER, PATCRA, and SPARTECA-under a
broader Economic Cooperation Agreement (ECA). Such an agreement
could first concentrateon removing existing restrictions under PATCRA
and SPARTECA and would involve only the larger island economies.

23This refers to Holmes et al., Closer Economic Relations with Australia, pp. 122-24.
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This process, however, needs to be accompanied by specific targeted
development assistance programs from Australia and New Zealand in a
variety of areas.

Development of closer relations between CER and ASEAN has also
been suggested. Others have suggested that a free trade arrangement
with South Korea could be feasible and desirable, or that Canada or
Japan or Singapore could be interested in negotiating some arrangement
with CER.24 It was also noted that the United States has sounded out
Australia on its possible interest in forging a free trade arrangement. In
Australia, in fact, a study has been commissioned to examine such
possibilities.

The various approaches suggested for CER in its attempt to develop
links with its immediate neighbors, the SPF states as well as with
ASEAN, some Northeast Asian countries, and eventually also with the
United States deserve further studies. They could provide some useful
models for the Pacific region.

Similarly, the agreement in principle concluded between the United
States and Canada on the establishment of a free trade area could pro
vide a model for possible future bilateral agreements between the
United States and other countries.25 It should be noted, however, that
the U.S.-Canada Agreement may be a unique case in view of very spe
cial trade relations between these two countries, particularly for Can
ada. In 1985, for example, the United States took approximately 75
percent of total Canadianexports. Canada was the single largestmarket
for U.S. exports, taking about 22 percent of its total exports in 1985.
Today, most of the trade between the two countries is already duty free.
Approximately 80 percent of U.S. imports from and 65 percent of its
exports to Canada are free of duty. The completion of the Tokyo Round
tariff cuts in 1987 adds another 15 percent of U.S. imports from and 25
percent of its exports to Canada that face tariffs of 5 percent or less. Of
the remaining, double-digit tariffs are still in existence; Canadian tariffs
on clothing and footwear are still above 20 percent and the U.S. tariff on
clothing is close to 20 percent. It can be expected that besides the issue
of tariffs, a comprehensive agreement between the two countries will
also address other—and more important—issues such as nontariff barri
ers, the so-called "trade remedy laws" (antidumping and countervail
ing duty laws), as well as services, investment, and exchange rates.

24Ibid.
25The U.S.-Israel Free Trade Agreement of March 1985 has been described as another
model of a successful conclusion of a bilateral arrangementthat alsoincluded the so-called
new areas such as services.
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Canadian interests in negotiating a bilateral agreement were quite
obvious and to a large extent originated with the growing protectionist
sentiment in the United States that led to what they perceive as "varia
bility, unpredictability, and apparent arbitrariness of the implementation
of U.S. trade laws." What are seen in the United States as remedy laws
are described in Canada as "contingent protection" by the United
States.26

The interests on the U.S. side in entering into bilateral trade agree
ments are linked to its concern with the perceived proliferation of
"unfair" trade practices by its trading partners as well as to the GATT
Round. With regard to the latter, bilateral agreements appear to be used
both as a bargaining chip (toget the negotiation going) and as a fallback
(in case of failure to reach a satisfactory agreement). Aggressive reci
procity as currently demanded by various sectors in the United States
finds its expression in bilateral deals, either on an ad hoc basis or of a
more formal nature. The concern over such a development is that it will
lead to a proliferation of conditional MFN arrangements. Suchbilateral
free trade agreements were aggressively promoted by the U.S. trade
representative, William Brock, some three years ago, in part as pressure
to reluctant governments to initiate a new GATT Round. Now, with the
Uruguay Round in progress, it may well be that the U.S. interest in
bilateral trade agreements will not subside but will be continuously pur
sued as a fallback, especially with countries with which it has a large
bilateral trade deficit. This trend, however, will depend to a large extent
on the development of overall U.S. trade deficit.

A bilateral trade agreementbetween the United Statesand ASEAN,
for example, would certainly be different in nature from that between
the United States and Canada. It is not immediately obvious whether a
bilateral agreement between the United States and ASEAN should be
largely a nonreciprocal, partial preferential arrangement or essentially a
reciprocal arrangement. When Brock first proposed a free trade agree
ment with ASEAN in 1982, the ASEAN side was not enthusiastic
because it was fearful that such an agreement might lead to a flooding
of U.S. goods into the region. At the fifth ASEAN-U.S. Dialogue in
December 1983, however, it was the ASEAN side that—after recognizing
that relations with the United States have reached a plateau—expressed
the desire to have some kind of a more structured and comprehensive

26,See Niskanen, "Stumbling Toward a U.S.-Canada Free Trade Agreement."
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trade and economic cooperation program to enhance economic relations
between ASEAN and the United States.27

ASEAN then made a counterproposal along the lines of the U.S.
Caribbean Basin Initiative (CBI), which essentially is a preferential trad
ing arrangement and thus nonreciprocal in nature. As such, it was
rejected by the United States. Later, in a 1985 meeting with ASEAN
economic ministers, Brock suggested a third idea, namely, that the two
sides adopt a two-stage approach. In the first stage, the two sides would
enter into a broad agreement on economic issues. The second, and
more important, stage would see individual ASEAN members negotiat
ing bilateral trade agreements with the United States, each at its own
pace and taking into account its own respective interests. With the
departure of Brock from the USTR Office, the proposal was not pursued
further. At the postministerial ASEAN-U.S. Dialogue in June 1987,
Singapore's foreign minister suggested that the two sides should take a
closer and higher-level look at the ASEAN-U.S. Initiative (AUI) that
originated with Brock's proposal. Prime Minister Lee Kuan Yew reiter
ated this suggestion in his opening address to the ASEAN economic
ministers' meeting in July 1987. Indeed, a special meeting of the
ASEAN economic ministers with the deputy U.S. trade representative,
Michael Smith, took place, but the substance of this talk was not
disclosed.

There are many reasons why a CBI-type arrangement between
ASEAN and the United States would not be feasible. First, such an
arrangement—as with the original—could only be supported in the
United States on the basis of a strong politico-security concern,28 which
is not present in relation to ASEAN. Second, the CBI, which entails
more than just trade—tax incentives, development assistance, and bilat
eral investment treaty negotiations—is feasible from a U.S. budgetary
standpoint only when the total amount of aid (plus private resources)
involved is not substantial.

27See M. Hadi Soesastro, "ASEAN-U.S. Economic Relations: An Update," in Karl D.
Jackson, Sukhumbhand Paribatra, J. Soedjati Djiwandono, ASEAN in Regional and Global
Context (Berkeley: Institute of East Asian Studies, University of California, 1986). A dis
cussion of this subject can also be found in Ow Chin Hock, "ASEAN-U.S. Economic
Relations: Problems and Prospects," in Ray S. Cline, ed., U.S.-ASEAN Relations: Prospects
for the 1990s (Washington, D.C.: United States Global Strategy Council, 1987).

A survey of conflicting views on the CBI can be found in the series of articles contained
in Foreign Policy 47 (Summer 1982), under the heading "The Caribbean Basin Initiative."
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Such an essentially Lome-type arrangement has long been found
undesirable for ASEAN.29 Lately, empirical evidence has shown that the
group of sixty-six African, Caribbean, and Pacific (ACP) countries,
granted preferential access to EEC markets, has not done better under
the Lome Convention. EEC shares of ACP exports, in fact, have
declined since 1975.30

The Generalized System of Preferences (GSP), which is a limited
one-way trade preference, is found to have meager results as well. The
developing countries as a group have gained little from the GSP. For
example, U.S. imports from the developing countries amounted to
US$120 billion in 1981. From GSP beneficiaries, the total was US$69
billion, and of this only US$8 billion actually entered duty free. In the
case of the European Economic Community's GSP, studies have shown
that imports from nonbeneficiaries were growing at a faster rate than
those from countries covered by the GSP.31

Nonetheless, the developing countries as a whole, ASEAN coun
tries included, continue to attach great importance to the GSP—if
largely as a symbol of "special and differential treatment"—and ignore
calls for the incorporation of the graduation principle. The two-stage
approach towards an ASEAN-U.S. trade structure we examined earlier
is likely to be obliged to make room for graduation, particularly when a
separate bilateral agreement with Singapore is being negotiated. Thus,
ASEAN as a group needs to come to terms with a new set of principles
governing trade relations with the developed countries.32

The two-stage approach may also wind up in a "variable preferen
tial trading arrangement" analogous to the set of EEC-Mediterranean
agreements, involving reverse preferences (reciprocity). In this model,
each respective Mediterranean country has a PTA with the EEC, but
they vary in coverage and degree of concessions so that the overall
result is "a complex system of sectorallyand country-wise differentiated
preferentialism."33 In addition, the respective Mediterranean countries
do not have PTAs among themselves. The lesson that can be drawn

29See Narongchai Akrasanee, "ASEAN and the New International Economic Order: A
View from Thailand," in B. A. R. Mokhzani, Khong Kim Hoong, and R. J. G. Wells,
ASEAN Economic Cooperation and the New International Economic Order (Kuala Lumpur:
Malaysian Economic Association, 1980).
^See World Bank, World Development Report 1987 (Washington, D.C., 1987), pp. 158-59.
31Ibid.
32F6r a discussion of this issue, see M. Hadi Soesastro, "ASEAN's Participation in the
GATT," Indonesian Quarterly 15(1) (January 1987):107-27.
33Richard Pomfret, "Variable Preferential Trade: The E.C.-Mediterranean Agreements as
an Example for intra-ASEAN Liberalization," First ASEAN Economic Congress, Kuala
Lumpur, March 13-23, 1987.



M. HADI SOESASTRO 323

from the Mediterranean experience is the high administrative and nego
tiating costs that arise from complexity and the tendency to generate
political friction both among the countries involved and from outside.34

Beyond the ideas of bilateral ASEAN-U.S. trade structures, a broader,
Pan-Pacific scheme was proposed—the so-called Pacific Basin Initiative,
along the lines of the CBI but involving essentially ASEAN and other
Pacific LDCs on one hand and all Pacific OECD countries on the other.35

This modified CBI would allow all products from Pacific LDCs to freely
enter Pacific OECD markets provided that: (1) at least 75 percent of the
f.o.b. export value of the products represents value sourced from the
industrialized country admitting the product plus value added by the
exporting country or economic grouping (such as ASEAN); for example,
if the free entry market country is the United States, at least 75 percent of
the f.o.b. ASEAN port value of the product should be U.S.-sourced value
or ASEAN value added; and, (2) at least 30 percent initially and rising to
50 percent in five years of the production of products claiming free entry
privilege should be consumed in the producing country or sold to third
countries. Provision 1 is meant to allow Pacific OECD countries to benefit

also from the arrangement, whereas provision 2 is meant to prevent a
Pacific LDC from becoming an overnight export processing zone with a
single target market country.

In view of the enhanced momentum in the ASEAN region in its
search for new trade structures, including other countries or entities, all
these proposals will have to be examined carefully. The foregoing
review, however, also suggests the importance of trading arrangements
within ASEAN itself.

The past few years saw highly critical evaluations of ASEAN's PTA.
This scheme, adopted in 1977, proposes liberalization of trade among
the member countries through the implementation of five measures.
These are: (1) the granting of tariff preferences; (2) long-term quantity
contracts; (3) preferential terms for the financing of imports; (4) prefer
ential procurement by government agencies; and (5) the liberalization of
NTB's in intraregional trade. Out of these five instruments, the granting
of tariff preferences has been the most widely used.

In the initial stages of the scheme, tariff preferences were granted by
employing a voluntary approach (discontinued in 1983) and a matrix
approach (discontinued in 1986). Under the voluntary approach, each

^Ibid.
35This idea hasbeen aired over the years by David Sycip; the outline of such a proposal
can be found in Pacific Economic Cooperation: Issues and Opportunities, Report of the Fourth
Pacific Economic Cooperation Conference (Seoul: KDI, 1985).
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country volunteers a list of products for preferential treatment at each
round of negotiations. Under the matrix approach, a country makes a
specific request to, and may get a response from, another country. The
concessions exchanged at the bilateral negotiations are subsequently
"multilateralized" to include the other ASEAN countries.

At the end of 1982, a total of more than 8,000 items were granted
tariff preferences under the voluntary approach, but this was not a very
meaningful figure since the majority of the products could not be
imported from ASEAN sources anyway. The matrix approach only led
to the granting of preferences for 378 items and later was abandoned
because it was too restrictive.

Paralleling the "product-by-product" approach, since 1980 "across-
the-board" tariff reductions were introduced to speed up the process.
Indeed, since then, over 10,000 items have been included in the scheme
under this approach. Initially, all items with an annual import value of
less than US$50,000 each in 1978 trade statistics will qualify for tariff
reductions of 20 percent across the board. The cutoff ceiling was raised
to US$500,000 in May 1981, to US$1 million in January 1982, and further
to US$10 million in November 1982. This US$10 million cutoff limit
represents about 10 percent of all intra-ASEAN trade.

The introduction of the across-the-board approach was subjected to
the exclusion of "sensitive items" and provided for the suspension of
preferential tariffs where they threaten "serious injury" to domestic
industries or adversely affect the balance of payments. In fact, the exclu
sion list has undermined efforts to broaden the coverage of the scheme.
To date, Thailand has excluded 2,257 items or 63 percent of the total
from across-the-board tariff cuts. The respective figures for Indonesia
are 1,284 items or 54 percent; Malaysia, 1,436 items or 37 percent; the
Philippines, 890 items or 25 percent; and, Singapore, 83 items or 2 per
cent of the total.36

Efforts were made in 1985 to review the exclusion lists, and sensitive
items were classified into three categories: (1) nonsensitive items, to be
withdrawn from the list; (2) semisensitive items, which are subject to
negotiation; and (3) sensitive items, which are not subject to negotia
tion. It was proposed that semisensitive items qualify for preferential
tariff treatment under the ASEAN Preferential Tariff Quota (APTQ).
Under this scheme, the quota for each product would be based on a
percentage of the moving average of an ASEAN country's total imports
of that product during the three years preceding the completion of the

^See Ooi-Guat Tin, "The ASEAN Preferential Trading Arrangements," First ASEAN
Economic Congress, Kuala Lumpur, March 13-23, 1987.
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negotiations. The quota would be set at a minimum of 30 percent, and
the results of bilateral negotiations would be multilateralized.

Despite those measures, the PTAscheme remains the object of great
skepticism. In addition, empirical studies have shown that the effect of
PTA was very small, and that today it covers at most only 5 percent of
intra-ASEAN trade.37 Intra-ASEAN trade as a proportion of ASEAN's
total trade has increased steadily from 13 percent in 1973 to 21 percent
in 1983. About 75 percent of intra-ASEAN trade flows, however, are
between Singapore and Malaysia and between Singapore and Indone
sia. In addition, about 65 percent consists of fuel trade. Therefore, the
proportion of intra-ASEAN trade has dropped back to 16 percent since
1985. This decline led to many proposals aimed at giving a boost to
ASEAN trade cooperation. A free trade area, a customs union, or a
combination of the two—the ASEAN Trade Area, also known as the
Rieger proposal—were all considered. They have been rejected, how
ever, on the basis of the prevailing "gap" that exists in stages of eco
nomic development among ASEAN members. Others saw the rejection
as an indication of the lack of political will on the part of ASEAN
governments.

The Third ASEAN Summit in December 1987 agreed to liberalize
the PTA in a more substantial way than ever before. The agreement
stipulates that within the next five years: (1) each member can exclude
from the PTA no more than 10 percent of items traded within ASEAN;
(2) each member is to have at least 50 percent of its intra-ASEAN trade
volume in the PTA; (3) tariff preferences for existing PTA products, or
the margins of preferences, are to be increased from 25 percent to at
least 50 percent; (4) products with a minimum of 35 percent ASEAN
content, instead of 50 percent as previously, can qualify for PTA. In
addition, the economic ministers agreed to erect no more NTBs against
other member countries (standstill) and to negotiate removal of existing
ones (rollback).

So far, ASEAN has made no concrete suggestions about how it
would relate itself to the broader Pacific regional concern. It may be that
ASEAN wants first to see how the agreements reached in the Third
Summit would be implemented before it is ready to discuss concrete
steps toward realizing ideas along the AUI proposal and other extrare-

37See Gerald Tan, 'ASEAN Preferential Trading Arrangements: An Overview," First
ASEAN Economic Congress, Kuala Lumpur, March 13-23, 1987.
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gional or any other region-broadening schemes. Nonetheless, ASEAN
has clearly recognized the importance of the broader Pacific region to its
development. As stated in the joint press statement at the end of the
Third ASEAN Summit:

The Heads of Government noted certain changes around ASEAN that
open up opportunities and challengesfor their countries, including the
modernization programme of China, the rise of the Newly Industrializ
ing Countries of East Asia, the increased involvement of the Soviet
Union and the other Eastern European countries in global economic
issues, Japan's emergence as the leading supplier of capital, and the
growing perception of the Pacific rim as the "region of the future."

Beyond Trade: Some Tentative Conclusions

The examination presented here suggests a few interesting conclu
sions. First, subregional structures and arrangements in the Pacific
region are being seriously pursued and developed. Such a fragmenta
tion effect is most pronounced in the area of trade, and may largely
reflect: (1) the different stages of economic development among the
Pacific economies that led to a natural subgrouping at the subregional
level, although bilateral trade agreements (such as one between the
United States and ASEAN, or between the United States and Taiwan)
could overcome such natural tendencies; (2) continued uncertainty in
the global trading environment resulting from deterioration in the inter
national trading system.

Second, these various subregional trade structures do recognize the
need to maintain an outward orientation and the need to relate them

selves to the broader Pacific region. What is not clear, however, is how
such objectives can translate themselves into measures toward integra
tion. It is likely that the region may end up with a set of subregional
trade structures that cannot easily be integrated. Perhaps only a restora
tion of the international trading system can provide a framework for
such subregional structures to develop into a more integrated structure
through their determination and ability to pursue open and outward-
oriented trade policies.

Third, a subregional structure involving Japan is conspicuously
missing. This may suggest a role for Japan in a more integrated regional
structure in the Pacific. It seems, however, that such a role can be per
formed more readily by Japan when the regional structure so conceived
involves more than just trade. In fact, it may be necessary to go beyond
trade when an integrated regional structure is the matter at issue.

ASEAN-Japan relations may provide an example. Throughout 1987,
ASEAN has discussed and seriously examined Japan's offer to set up an
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ASEAN Special Fund. The proposal was first announced by Japanese
Foreign Minister Tadashi Kuranari at the ASEAN foreign ministers'
meeting in June 1987. The fund would be different from the aid package
announced by Takeo Fukuda in 1977, which was meant to help finance
five big industrial projects initiated and backed by the respective
ASEAN governments. Instead, the Special Fund would be designed for
private sector projects. Either directly or indirectly, this fund needs to be
seen in light of efforts to "recycle" the Japanese surplus, including the
proposal of Okita Saburo for a "Japanese version of the Marshall Plan."
Foreign Minister Kuranari stressed that the proposed ASEAN Special
Fund was suggested before the announcement of a US$30 billion Japa
nese "aid" package for LDCs.38 Nonetheless, the use of the fund could
be designed to help strengthen ASEAN outward-oriented economic
cooperation programs.

It should be noted that the value of the Marshall Plan was not just
in the U.S. aid flows, but also in its consultative and negotiating
machinery. ASEAN should also note that the recycling of the Japanese
surplus would require the development of appropriate mechanisms;
essentially, the surplus lies in private hands. The need to improve the
investment climate in the ASEAN region to accommodate greater flows
of such resources has been duly recognized.

Perhaps the breakthrough for ASEAN were the decisions of the
Third Summit in the area of investment. These include: (1) a joint
Investment Guarantee Agreement to protect investments against
nationalization, etc.; and, perhaps most important, (2) the agreement to
improve the ASEAN Industrial Joint Venture scheme (AIJV). These
improvements consist, among other factors, of an increase in margin of
preference from 75 percent to 90 percent for AIJV products and a stipu
lation that foreign (non-ASEAN) participation in AIJV projects can be
increased to 60 percent, compared to 49 percent previously. It is hoped
that this new scheme can contribute to the creation of a more dynamic
investment climate—involving a stepped-up Japanese participation—
and at the same time stimulate greater ASEAN cooperation, the way the
Marshall Plan contributed to economic cooperation in Europe.

In the same way that trade cooperation could help stimulate cooper
ation in other fields, cooperation in the field of investment, for example,
could have a positive effect on trade structures. Thus, although trade
cooperation is important, trade issue concerns should not overwhelm
other potential areas for cooperation. The CER, in reviewing its progress
and directions for the future, is seriously examining cooperation in

^Straits Times (Singapore), June 20, 1987.
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terms of policy harmonization in many fields other than merchandise
trade such as the removal of restrictions on investment or in services

trade. Although trade remains at the heart of CER, its member states
discover the potentials for CER to develop into a comprehensive eco
nomic relationship. The U.S.-Canadian free trade agreement is also
aimed at a comprehensive agreement to cover investment and services
as well.

Further examination is merited to determine whether more compre
hensive subregional structures can better accommodate or accelerate the
transition from fragmentation to integration in the PacificBasin.



14. Organizing the Pacific

MILES KAHLER

Any observer of the progress ofregional economic organizations in
the Pacific is immediately confronted with a major anomaly: despite an
enormous investment in research and discussion, despite periodic
obeisance to the concept of Pacific cooperation by politicians, despite
economic success during more than a decade of mediocre world eco
nomic performance, very little has been accomplished in constructing
an intergovernmental organization at the regional level. In the words of
W. W. Rostow, "rarely has a concept been so intensively and systemati
cally studied with solittle result."1 Although many international organi
zations dedicated to economic cooperation exist within the region, a
Pacific regional economic organization is not among them. One task,
then, is explaining this negative outcome.

AsHan Sung-joo has noted, thisfirst task, ofexplaining the feasibil
ity of organization, past and future, must be separated from the ques
tion of desirability.2 In addressing the question of what level of
institutionalization would be optimal for the Pacific region, past discus
sion has left many questions unanswered. Models have been drawn
from otherregional and international contexts; theyhave beenendorsed
or dismissed largely on grounds ofpolitical feasibility rather thanbeing
evaluated according to the cooperative ends they are meant to serve.

This second, normative task is clearly related to the first: the opti
mal level of organization in the Pacific may not match the political reali
ties that must underpin it. Although the study of international
cooperation within political science is still in its infancy (an infant, para
doxically, with a lengthy lineage), the insights it has generated can be
applied to both of these questions: What is the optimal political organi-

aW. W. Rostow, The United States and the Regional Organization of Asia and the Pacific, 1965-
1985 (Austin: University ofTexas Press, 1986), p. 95. In attempting yetanother analysis of
this subject, I amcautioned byan observation made in 1980 that the concept had "been
studied to death by the academic community" (Lester L. Wolff, Asia-Pacific in the 1980s
(Jakarta: Center for Strategic and International Studies, 1980), p. 160.
2Sung-joo Han, "Political Conditions of Pacific Regional Cooperation: Theoretical and
Practical Considerations," in M. Hadi Soesastro and Sung-joo Han, ed., Pacific Economic
Cooperation: The Next Phase (Jakarta: Center for Strategic and International Studies, 1983),
p. 53.
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zationthat will further economic cooperation in the Pacific? Is that orga
nization likely, given present international economic and political
realities?

A Surfeit of Models for a Late Starter

Existing accounts of the efforts to construct a Pacific economic orga
nization usually omit oneimportant explanation for thehalting progress
toward an economic organization for the Pacific: the Pacific is a relative
latecomer in theorganizational space of theoverall Pacific-Asian region.
Inhis analysis of successive waves of international organization inAsia,
James N. Schubert discovered three phases: the 1950s, when broadly
political and macroregional organizations, often led by India, attempted
to organize the developing countries of the region; abrief period inthe
early 1960s, when Japan took more of a leadership role in organizing
"Western" allies in the region; and finally, the growth of Southeast
Asian organizations, and particularly ASEAN, from the 1960s on.3 The
first economic organizations to encompass the Pacific were proposed
during the second of these periods, but from the start the concept had
tocompete with subregional groupings such as ASEAN and with preex
isting economic organizations such as ESCAP. Thus, the particular
niche of any new organization became an immediate issue.

Asecond feature ofproposals for a Pacific organization is their debt
to external models and external changes in the international system.
Unlike ASEAN, which seemed to evolve, haltingly, in response to inter
nal dynamics and the pressures presented bychanges in the Asian sys
tem, the internal impetus toward Pacific institutions has seemed weak.

Given excellent existing analyses and chronologies of Pacific region
alism, a detailed discussion is hardly necessary here.4 The first plan
was, ironically, the most ambitious: Kiyoshi Kojima's Pacific Area Free
Trade Association (PAFTA), which was modeled on the European Eco
nomic Community and the European Free Trade Association. Kojima's
proposal reflected the then-current widespread emulation of the Euro-

3James N. Schubert, "Toward a 'Working Peace System' in Asia: Organizational Growth
and State Participation in Asian Regionalism," International Organization 32(2) (Spring
1978):425-62.
4Among the surveys to which the author isindebted are M. Hadi Soesastro, "Institutional
Aspects ofASEAN-Pacific Economic Cooperation," inASEAN and Pacific Economic Coopera
tion (Bangkok: Economic and Social Commission for Asia and the Pacific, 1983), pp. 272-
307; Michael West Oborne and Nicolas Fourt, Pacific Basin Economic Cooperation (Paris:
Organization for Economic Cooperation and Development, 1983); M. Mark Earle, Jr., and
Eric A. Trigg, Pacific Economic Cooperation and an Overview of the Canberra Process (Pacific
Basin Economic Council Papers, 1985); W. W. Rostow, The United States and the Regional
Organization of Asia and the Pacific, 1965-1985 (Austin: University ofTexas Press, 1986).
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pean model of integration as well as a particularly Japanese concern
over its own place in an international economy that seemed destined for
domination by the Atlantic economies. In its original formulation, how
ever, Kojima's blueprint seemed too ambitious, and its limitation to the
industrialized economies of the region did not take into account the
accomplishments of the Asian NICs already apparent by the late 1960s.
Japanese governmental interest waned with the formation of ASEAN,
and further elaboration of the concept was carried forward by two key
groups: academics (in the Pacific Trade and Development Conferences,
or PAFTAD) and businessmen (through the Pacific Basin Economic
Council).5

The late 1970s brought a second wave of interest in organizing the
Pacific, drawing strength from the economic success of the region (and
the conflicts that it spawned) and from the uncertainties resulting from
the American withdrawal from Southeast Asia. The emphasis during
this periodwas no longer on schemes for regional economic integration,
but rather on countering the negative political spillover from growing
economic interdependence.6 In addition, Japan and other Asian nations
also saw organization of the Pacific as reinforcing a continuing Ameri
can role in the Pacific in the post-Vietnam era.

Discussion took place on several tracks. National politicians were
more supportive during this period than before or since: Prime Minister
Ohiraof Japan establisheda study group on Pacific cooperation (chaired
by Okita Saburo), and he and Prime Minister Fraser of Australia
endorsed the conference that would give birth to the "Canberra pro
cess." Senator John Glenn focused interest in the U.S. Congress
through hearings at which Hugh Patrick and Peter Drysdale presented
the principal institutional initiative of this phase: the Organization for
Pacific Trade and Development (OPTAD).

If Kojima's suggestion followed one overambitious external model—
the European Economic Community—OPTAD was also modeled on an
existing international organization, the OECD. This model was
intended to demonstrate declining ambitions for organizing the Pacific;
the organization, however,

would attempt to improve intergovernmental economic relations and
intentionally not attempt to replace them or in any sense become a

5Soesastro, ''Institutional Aspects/' pp. 283-85; Oborne and Fourt, Pacific Basin Economic
Cooperation, pp. 8-9.
6F6r a particularly clear statement of this rationale, see Lawrence B. Krause and Sueo
Sekiguchi, eds., Economic Interaction in the Pacific Basin (Washington, D.C.: Brookings Insti
tution, 1980), ch. 9.
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supranational government. Norwould suchan organization ... try to
evolve into a common market.7

Apart from frequent use of the OECD analogy (without careful
examination of the usefulness of the OECD) and the award to this lim
ited Pacific institution of an impressive array of tasks, the means by
which an OPTAD would accomplish those tasks were equally impres
sive in their vagueness. Trade was the centerpiece (as it was in defining
economic interdependence in the region), but foreign direct investment,
structural adjustment, energy and resources, and trade with the Soviet
bloc were also included on the institutional agenda.8 Improved eco
nomic cooperation was to result from the somewhat magical process of
"consultation"; Lawrence Krause alone gave concrete meaning to this
elusive term.9

Lack of precision in the means of intergovernmental cooperation
was combined with (and may have caused) persistent ambiguity over
membership in the organization. With the heterogeneous region no
longer limited totheindustrialized countries of theregion, difficulties in
defining boundaries became acute.

Even the reduced scale of an OPTAD proved too grandiose for the
states of the region, however. In a series of seminars and conferences
during 1979-80, and particularly at the Canberra seminar ofSeptember
1980, movement toward an intergovernmental organization was effec
tively shelved, andthe pace slowed further; indeed, the new catchword
became "hasten slowly." Haltingly, the "Canberra process" emerged:
tripartite (government representatives acting in their private capacities,
businessmen, and academics) national committees, regular Pacific Eco
nomic Cooperation Conferences (PECCs), andthe organization offunc
tional international task forces to deal with issues of particular concern
totheregion.10 Given thereticence of governments in the region toward
the looser framework of an OPTAD, construction of an intergovern
mental organization has been set aside; all that remains at the intergov-

7Lawrence B. Krause, in Sir John Crawford, Pacific Economic Cooperation: Suggestions for
Action (Petaling Jaya: Heinemann Educational Books [Asia], 1981), p. 136.
8U.S. Congress, Senate, Committee on Foreign Relations, An Asian-Pacific Regional Eco
nomic Organization: An Exploratory Concept Paper (Washington, D.C.: U.S. Government
Printing Office, 1979), p. 25. An even more daunting set of tasks are given inKrause and
Sekiguchi, Economic Interaction in the Pacific Basin, p. 260.
^ause, in Crawford, Pacific Economic Cooperation, p. 136.
10The second Pacific Economic Cooperation Conference, to "restart" the process after
Canberra, was held in Bangkok in 1982; the fifth conference was held in Vancouver in
November 1986. Task forces have dealt with trade, minerals and energy, fisheries, and
livestock, and feedgrains.
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ernmental level is the "6 plus 5" dialogue between ASEAN and the
industrialized countries ofthe Pacific (instituted in 1984). After repeated
initiatives and lengthy discussion, what remains is an effort to organize
economic cooperation in the Pacific "from the ground up," through a
process of "socialization" of elites.11

Obstacles to Pacific Institutionalization

The organization of economic cooperation in the Pacific has moved
from a goal of integration to consultation to the current "process,"
which seems to have no teleology save discussion. Governments are
only peripherally involved after twenty years of intermittent discussion.
It is worth exploring, before addressing the more difficult question of
the optimal political organization ofeconomic cooperation in the region,
the reasons for the record thus far. Explanations forthis peculiar transla
tion of ideas into political realities can be offered at four levels: the
international system, national aims, the attitudes ofkeydomestic elites,
and the conceptual ambiguities within the successive proposals for
Pacific economic cooperation.

International Environment

Other experiments in regional organization have been highly
dependent on the international environment for their success. One
drawback for Pacific organizations has already been noted: the crowded
organizational space in the region when this latecomer first appeared.
Equally significant was the security setting in the region, which, as
Rostow has noted, was a constant backdrop to proposals for economic
organization.12 Unlike the EEC, which took shape in the shadow of the
cold war, the cold war in Asia was dissolving by the time that Pacific
organizations were proposed. The Sino-Soviet split in particular made
the security calculations in the region particularly ambiguous: therewas
no common external threat to cement an organization.

Perhaps the most important feature of the international setting was
the structure of economic power in the region. Political scientists have
devoted a great deal of attention to the implications of power distribu
tion for the organization of the international political economy. Follow
ing Charles Kindleberger, some have argued that a single, hegemonic
power is necessary for internationaleconomic stability; others have dis-

The rationale for the Canberra process is given inthe "Summary Report of Proceedings
and Main Recommendations" of the Canberra Seminar, in Crawford, Pacific Economic
Cooperation, pp. 27-32. Auseful summary ofthesteps in theprocess isgiven inEarle and
Trigg, Pacific Economic Cooperation, pp. 7-12.
12Rostow, United States and Regional Organization, p. 29.
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puted this finding, pointing to the far from disastrous record of a more
pluralistic world economy in the 1970s and 1980s. Without expounding
the intricaciesof what has become known as hegemonic stability theory,
one hypothesis pertains directly to the construction of a Pacific eco
nomic organization: although existing "rules of the game" (or regimes)
may notrequire ahegemonic power to persist, the construction of new
structures of cooperation may require such a power, willing to incur the
start-up costs.13

Efforts to construct institutions for the Pacific regional economy
have foundered in part on the absence of aleader (or hegemonic power)
to play the role regionally that the United States (some would argue)
played globally after 1945. Pacific regional initiatives began after (and in
part because of) the decline ofAmerican influence inthe region and the
rise of Japan's economic weight. In the 1980s, defining the respective
roles of the United Statesand Japan has become even more contentious,
as recent conflicts within the Asian Development Bank demonstrate.14
The United States has viewed Pacific regional organizations at times as a
way to devolve more international responsibility onto Japan, yet it has
also hesitated to participate in structures that could seem to designate
the region as aJapanese lake. Japan has seen the Pacific as ameans of
organizing an international role for itself that would diminish the sensi
tivity of itsbilateral relations in theregion, yet it has avoided assuming
a leadership role that might appear too dominant. Both the United
States and Japan must also weigh the benefits and costs of regional
leadership against their existing global interests.

Discussions of Pacific regional organizations have also been
bedeviled by ambiguity in their relationship to hegemonic power.
Patrick and Drysdale argued that anOPTAD would promote the "revi-
talization of U.S. economic leadership in the Asian-Pacific region."15
Krause and Sekiguchi, on the other hand, argued quite explicitly that
such an organization is one means to "find a surrogate for hegemonial
power," that international economic policymaking must attempt "to

13F6r review of the arguments surrounding hegemonic stability theory and a revision
along these lines, see Robert O. Keohane, After Hegemony (Princeton: Princeton University
Press, 1984). Duncan Snidal has distinguished among bargaining situations in evaluating
hegemonic stability theory; see "Coordination versus Prisoners' Dilemma: Implications
for International Cooperation and Regimes/' American Political Science Review 79(4)
(December 1985):940-41.
14Only part ofthe recent conflict within the Asian Development Bank concerns the issue
ofleadership, butas The Economist recently noted, "If lapan isto fulfill American calls to
take on more of the responsibilities that its economic strength demands, then this will
often be at the expense of theUnited States' own influence" (May 2, 1987, p. 90).
15Asian-Pacific Regional Economic Organization, p. 20.
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create a system that can operate efficientlywithout a single or hegemo-
nial country at its center."16 This view, that American hegemony should
be replaced, not by Japanese hegemony, but by collective leadership,
was strongly supportedby the developing countries of the region, par
ticularly the members of ASEAN. In effect, aconsensus emerged by the
early 1980s that "leadership for an eventual community should not be
assumed by an industrial power of the region."17 The question that lin
gers is whether any degree of institutionalization can be accomplished
without such leadership.

National Interests

The structure of power in the Pacific region has had a decided effect
on national attitudes toward institutionalizing economic cooperation.
For somewhat different reasons, the governments that have demon
strated at least sporadic enthusiasm for greater organization of the
Pacific region havebeen Japan and Australia. For Japan, as noted earlier,
a Pacific regional organization offered a role between, on one hand,
global organizations that appeared dominated by Europe and the
United States and, on the other, specifically Asian organizations that
might recall imperial structures such as the Co-Prosperity Sphere. A
regional organization would also serve to deflect the tensions from bilat
eral relations—with the United States, with ASEAN—into a multilateral
forum.18 Despite its support for Pacific initiatives, however, Japan's
enthusiasm fluctuated over time, probably reaching its peak under
Prime Minister Ohira. For Australia, the Pacific also provided an escape
from sticky bilateral ties—the overwhelming economic presence of
Japan—and a means to adjust to a new niche in the international econ
omy, as ties to Britain and the Commonwealth faded.19

The United States, though rhetorically supportive of Pacific eco
nomic cooperation, has had mixed motives in constructing institutions
for the region. As Patrick and Drysdale suggested, one attraction of
organizing the Pacific was to provide a means of reasserting American
leadership during a time of doubt following the Vietnam War. Against
that benefit, however, had to be weighed the possibility that such an
organization would simply provide American support for de facto eco
nomic dominance by Japan in the region. And other strategies were

16Krause and Sekiguchi, Economic Interaction, pp. 260, 244.
17Oborne and Fburt, Pacific Basin Economic Cooperation, p. 17.
1sOn Japanese dissatisfaction with ASEAN relations, see Bernard K. Gordon, "Japan and
the Pacific Basin Proposal," in Soesastro andHan, Pacific Economic Cooperation, p. 249.
19Sung-joo Han, "The Pacific Community Proposal: An Appraisal," in Crawford, Pacific
Economic Cooperation, p. 104.
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possible for the United States: on one hand, continued commitment to
global economic institutions; on the other, the increasing appeal ofbilat
eral bargaining or unilateral faits accompli that seemed to award the
United States more leverage than a multilateral approach. Other factors
inhibited the United States during the Reagan administration: an
intense ideological distaste for international economic organizations that
conflicted with the usefulness of the Pacific as a (misperceived) "free
market" economic model and a stick to wave at recalcitrant Europeans.
Growing protectionist pressure in Congress—much ofit directed against
Pacific economies—also made the task of institution building politically
sensitive for any American government.20

If the industrialized countries were at least sporadically supportive
of organizing the Pacific economy, the developing countries of the
region, and particularly the ASEAN states, were far less enthusiastic,
and their skepticism was a major determinant of the slow and informal
trajectory ofPacific economic organization after 1980. ASEAN was born
in the same era as the first Pacific initiatives; its institutional develop
ment responded to the same international pressures as those surround
ingPacific regional proposals, particularly the fall ofSouth Vietnam. As
a result, Pacific organizational proposals were frequently seen as rivals,
rather than complements, to ASEAN.

Concern that Pacific loyalties might weaken a fragile ASEAN was
only one of the objections voiced by ASEAN. Given that the Pacific
proposals emanated from the industrialized countries of the region,
there was also concern that they might cloak a renewed neocolonial
economic domination to replace the colonial ties so recently overturned.
Nonalignment also could be threatened, if the Pacific regional organiza
tions became instruments of a new policy of containment (even though
each of the proposals hewed to a strictly economic agenda). It became
clear from Canberra onward that any intensified institutionalization of
Pacific economic cooperation would move only as quickly as ASEAN
would permit.21

20On American attitudes, see Han, "Pacific Community Proposal," pp. 101-2; Charles E.
Morrison, "American Interests in the Concept of a Pacific Basin Community," in Craw
ford, Pacific Economic Cooperation, pp. 114-17; Mark Borthwick, "U.S. Governmental
Responses tothePacific Community Idea," inSoesastro and Han, Pacific Economic Coopera
tion, pp. 278-89.
21ASEAN views ofPacific regional cooperation have been setforth in a hostofarticles and
speeches, among them: Tan Sri M. Ghazli Shafie, "Towards a Pacific Basin Community: A
Malaysian Perception," in Crawford, Pacific Economic Cooperation, pp. 96-100; Russel H.
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Elite Attitudes

In this sketch of national attitudes toward Pacific institutionaliza

tion, countries have been reified and portrayed as unified actors, a stan
dard analytical shorthand. Nevertheless, it is worth examining the
attitudes of the three elite networks that have been incorporated in the
Canberra process since 1980 and have been influential in Pacific discus
sions for two decades: governments, private corporations, and academ
ics. Though government attitudes are often equated with the national
stances already outlined, it is important to note that the occasional
enthusiasm expressed by some of the regional governments has come
from politicians, not from bureaucrats. A major weakness of projects for
Pacific organization has been the failure to enlist any powerful national
bureaucracies in the cause. This failure suggests the difficulty in institu
tional innovation when the organizational space is well filled: most
bureaucracies have ties to existing international organizations that could
be threatened by new institutional demands.

In the case of corporations, the key question is how many view their
organizational interests and strategy in Pacific terms: most of the largest
multinationals are global in outlook; many smaller firms define their
overseas interests in terms of one or two markets or fields for invest

ment. Is there any intermediate group of corporations that are essen
tially regional in outlook? Despite the support given to the Pacific Basin
Economic Councils, the answer remains unclear.

Academics from university or policy research settings have served
as one of the most influential lobbies in support of Pacific regional orga
nization, and economists have been particularly prominent. Their
enthusiasms have been influenced by prevailing academic fashions,
however, and the cause of Pacific regionalism in the 1980s has undoubt
edly suffered from two contemporary trends. One, mentioned earlier, is
particularly clear on the right of the political spectrum and within the
economics profession: skepticism about the value of any international
organizations, which are assigned the same negative role as govern-

Fifield, "ASEAN and the Pacific Community," and Noordin Sopiee, "ASEAN and the
PacificBasin Concept: Questions and Imperatives," in Soesastro and Han, Pacific Economic
Cooperation, pp. 189-214; Rhondda M. Nicholas, "ASEAN and the Pacific Community
Debate: Much Ado About Something?" Asian Survey 21(12) (December 1981):1197-1210;
M. Hadi Soesastro, "ASEAN and the Political Economy of Pacific Cooperation," Asian
Survey 23(12) (December 1983):1255-70.
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ments in the domestic sphere.22 Regionalism itself has also declined in
academic esteem since the 1960s, when the EEC was viewed as a model
of international cooperation by industrialized and developing countries
alike. Now the obstacles to regional economic organization and its
potentially negative consequences are given far greater attention.23

Conceptual Cloudiness

The decline in regionalism as an academic fashion points to the
fourth and final explanation for the record of Pacific institution building
thus far: a progressive decline in any certainty about what cooperative
ends the informal or formal processes are to serve and in what way they
are to serve these ends. Lack of specificity in defining cooperative
arrangements has been particularly troublesome in three areas: bounda
ries, alternatives, and modalities.

The boundaries of the region have remained vague, a circumstance
that has made the potential membership vary from a club of industrial
ized countries to (potentially) all states from Pakistan to Brazil.
Although the rapidly growing weight of the Pacific region in the world
economy is clear, the degree to which it has become more of a region in
terms of economic transactions is less certain.24 Some of the apparent
intensification of economic exchange in the region may be an artifact of
features specific to the 1980s: the Latin American debt crisis (diminish
ing the relative economic importance of Latin America as a market and
site of investment for both the United States and Japan) and the sharp
decline in oil prices since 1981, reducing the importance of the Middle
East/OPEC for Japan and other Asian exporters.

Regional definition may be given by other than purely economic
criteria, but here as well the boundaries have been poorly specified. If
the Pacific region is to be characterized by a set of regimes governing
relations among the states of the region, the normative content of those

^Particularly significant in thisregard hasbeenthe public choice perspective on interven
tion by governments (and international organizations). See lohn A. C. Conybeare, "Inter
national Organization and the Theory of Property Rights," International Organization 34(3)
(Summer 1980):307-34; Bruno S. Frey, "The Public Choice View of International Political
Economy," International Organization 38(1) (Winter 1984):220-21.
^o cite only one example, see the survey of African efforts at regional integration in
Domenico Mazzeo, ed., African Regional Organizations (Cambridge: Cambridge University
Press, 1984).
24For one analysis, mixed in its implications, of data from the 1970s, see Oborne and
Fburt, Pacific Basin Economic Cooperation, pp. 22-29.



MILES KAHLER 339

regimes could provide an alternative definition of the region.25 Unfortu
nately, the heterogeneity of the region has made it difficult to specify
such norms. Some conservative observers have attempted to use the
Pacificregion as a proxy for free market economies, an appellation that,
save for Hong Kong, hardly matches reality.26 The recent Vancouver
Declaration of the PECC used the criteria of "free and open economic
exchanges" (also far from reality, though perhaps a reasonable state
ment of intent) and "extensive economic activities in the Pacific." Using
such norms to define boundaries for the region may well conflict with at
least one of the tasks for Pacific organization—integrating reform-
minded socialist economies, such as China, into the regional economy.

Political norms have served to reinforce the integration of other
regions: democracy was used as a necessary ticket of admission to the
EEC. Such similarity in political norms served not only as a value in
itself; it also increased the symmetry in bargaining within the EEC and
permitted a level of openness that may be a prerequisite for higher lev
els of international collaboration. In the Pacific region, political hetero
geneity is even greater than heterogeneity in economic practices. The
region includes established democracies, consistently or sporadically
authoritarian regimes, and countries that have adamantly rejected
movement toward democratization.

The alternatives to Pacific regional organizations have provided the
most powerful ammunition for skeptics from the start. Two alternatives
seem particularly compelling: other multilateral and bilateral negotiat
ing forums or simply "muddling through" with ad hoc negotiations to
facilitate a successful market-based economy. In an early comment on
the Drysdale-Patrick OPTAD proposal, Alfred Reifman argued that
"these five countries do not need another forum to talk to one another."

^In introducing the concept of regimes here, I amemploying a termdeveloped by politi
cal scientists to describe "sets of implicit or explicit principles, norms, rules and decision
making procedures around which actors' expectations converge in a given area of
international relations." Although I remain skeptical of long-run usefulness of regimes in
research, given the lack of precision in specifying boundary conditions, the concept is
useful in describing a particular international ordering—" injunctions of greater or lesser
specificity," in Keohane's words—without implying the necessity of a formal international
organization. See Stephen D. Krasner, International Regimes (Ithaca: Cornell University
Press, 1983); Keohane, After Hegemony and "The Study of International Regimes and the
Classical Tradition in International Relations," paper presented at 1986 annual meeting of
the American Political Science Association; on difficulties in employing the concept, see
Friedrich Kratochwil and John Gerard Ruggie, "IO as an Art of the State: A Regime
Critique," International Organization 40(4) (Autumn 1986):753-75.
26While offering certain disclaimers, Staffan Burenstam Linder makes this argument in
The Pacific Century (Stanford: Stanford University Press, 1986).
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Regional issues were adequately addressed by ESCAP, he claimed;
broader functional issues were more effectively discussed in global mul
tilateral organizations that may go beyond consultation. A Pacific orga
nization might be more than superfluous, undermining the
nondiscriminatory norms of global postwar economic organizations. On
this point, proponents of regional economic organizations have always
had a difficult case: a wholly nondiscriminatory organization with open
admission is likely to be ineffective, whereas a discriminatory organiza
tion could produce yet another club of successful economies turned
away from global issues and responsibilities.

The second alternative is not so clearcut, but it underlies the view
point of many who are skeptical of the need for multilateral economic
organizations to facilitate market transactions. The Pacific regional idea
has been propounded in an atmosphere not of regional economic crisis,
but of considerable economic success. In the eyes of many, an American
aphorism seems appropriate: "If it ain't broke, don't fix it." The Pacific
economy seems less in need of an overhaul than a little peripheral tin
kering, and that should not require more than case-by-case negotiation.

The final conceptual shortcoming in many proposals to organize the
Pacific economy is an unwillingness to specify the modalities that will
lead to resolving economic conflicts in the region. As noted, the use of
the OECD model and the phrase "consultation" are hardly adequate:
conflict is presumably caused by government policies, and "consulta
tion" may not produce the adjustment in policies necessary to resolve
the conflict.

An Agenda and Its Dilemmas

The conceptual shortcomings described here help to highlight sev
eral criteria that can be employed in determining whether a higher
degree of institutionalization would be desirable in the Pacific; obstacles
in elite attitudes and the international environment suggest one means
of estimating its feasibility. Beginning with the question of institutional
design, it is worth asking what areas of economic conflict are widely
perceived within the region, or, put differently, in what areas could
economic performance be improved by changes in government policies
and which of these could be better dealt with by new regional institu
tions than by existing global or regional organizations or regimes.
Merely establishing that agenda, however, is not enough: the means by
which the adjustment of government policies might be accomplished
must also be stipulated.

Four functional issue areas—trade, direct foreign investment, natu
ral resources/commodities, and finance—have received the most atten
tion in discussions of Pacific institutions. Each, it will be argued,
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requires different modalities and a different level of institutionalization
to adjust state policies. To this list could be added coordination of mac
roeconomic and exchange rate policies. Although past proposals and
the existing Canberra process have held that functional specialization
within a Pacific organization is optimal, one advantage of a regional
organization (as compared to most global economic organizations) is
that it need not be compartmentalized on functional lines. One short
coming of postwar economic organizations is their fairly rigid functional
divisions, a phenomenon that has hindered adaptation to new issues
(such as the debt crisis) or the linkage of issues (trade and finance, for
example). It has also produced unseemly turf battles. Even though
functional organization may be effective in the regional setting as well, a
regional organization might contribute most at the boundaries of issue
areas.27

Finance and Economic Policy Coordination:
Information Sharing and Consultation

International financial issues, particularly those dealing with private
capital flows, should assume a prominent place on any agenda of Pacific
discussions in the 1980s. The rapid internationalization of the Tokyo
capital market and its implications for other financial centers in the
region, from Singapore to Los Angeles, presents in itself a substantial
agenda. More broadly, however, the region is home to a major source of
capital exports (in Japan) and also a large number of middle-income
developing countries that increasingly rely on private financial markets
for their international borrowing.

Although a number of other international organizations—the Inter
national Monetary Fund, the World Bank, regional development banks,
the Bank for International Settlements—deal with portions of private
financial issues, they have often been preoccupied with resolving the
debt crisis rather than looking beyond it to encouraging future private
financial intermediation and preventing future debt shocks. In a region
barely brushed by the debt crisis, but with members (including the
United States) heavily dependent on continuing financial flows, a
Pacific organization could play an innovative role that would not dupli
cate other entities. The means necessary for raising the probability of
cooperative solutions in this area would also be relatively modest: in
this instance, simply sharing information (though it would be sensitive

27Krause and Sekiguchi noted this valuable dimension of a regional organization in Eco
nomic Interaction, p. 260.
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information) and consultation on future policies would be an improve
ment over current outcomes.

Consultation on macroeconomic and exchange rate policies is
another issue area that could benefit from similar processes. Although
the IMF and the Group of Seven (G-7) have begun to focus attention on
improving multilateral surveillance, the coordinating process has
remained restricted to the industrialized countries. In the Pacific region,
the bargaining between Japan and the United States in this issue area
has an enormous impact on the smaller economiesof the region. Given
their interest in the outcome, could the two economic superpowers be
convinced to include these affected parties in an informal process of
consultation? Probably not, but the smaller economies do have a few
bargaining chips: two at least (Taiwan and South Korea), given their
large trade surpluses, have already received intense scrutiny from the
United States. Both the United States and the surplus economies might
find a multilateral regional forum more congenialthan a bilateralcontext
for bargaining over adjustment strategies. (Sucha regionalforum could
also include Taiwan, which is no longer a member of the IMF.)

Even in these cases, where simple consultation and provision of
information would improve existing levels of cooperation, an intergov
ernmental organization of some sort would appear to be desirable,
though it need not be a massive bureaucracy: confidence in the infor
mation shared would be enhanced, and such an organization could also
propose alternative alternatives for member states, if desired.

Trade: Regime Enhancement and Insurance

Trade interdependence and the conflict it produces has been a
major element in the rationale for Pacific regional cooperation. In the
case of trade, however, unlike finance or even macroeconomic policy
adjustment, a Pacific institution is in danger of duplicating the global
GATT regime or undermining it. A Pacific trade regime could avoid
duplicating the GATT through two linked strategies, which have
already been suggested in light of the new Uruguay round of trade
negotiations. Should those negotiations become stalled—presumably
because of the obstruction of the EEC—the Pacific economies could
move ahead on their own toward greater trade liberalization: they
would not deviate from the GATT norms but would offer an island of
additional liberalization within the existing trade regime. The insurance
(or threat) that the Pacific states would move ahead on their own could
serve as a useful prod in the global negotiations.28

Such a Pacific trade strategy assumes that liberalization would be
easier within the region than at a global level, though for certain items
on the agenda, such as agriculture, that seems unlikely. The question of
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discrimination would also have to be confronted, since the deeply
engrained norm of reciprocity makes it unlikely that the states of the
region would extend any liberalization on a most-favored-nation basis to
others outside. Krause suggests "only minimum differentiation ... to
protect the region from free riders," but the wide consensus up to this
point has been that any Pacific trade arrangements must be nondiscrimi
natory. Given the binding character of the commitments that would be
necessary—since trade bargaining is a game of assistance rather than
coordination—afar higher levelof institutionalization would be required
for a regional organization to be effective in facilitating the movement
toward trade liberalization.29

Regime Creation and Foreign Direct Investment

The industrialized countries of the region have long sought a code
governing direct foreign investment as part of their agenda for Pacific
economic cooperation. Given the competitive (and pointless) character
of investment incentives offered by many developing countries in the
region and their desire to attract more foreign investment, the develop
ing countries in the Pacific region might also have an interest in such an
arrangement.

Unlike the trade regime, however, no comparable authoritative
global regime exists in this area: the countries in question would be
creating a regime rather than adapting an existing one, and the level of
institutional commitment would presumably go up. Given the competi
tion for foreign investment and the possibilities for deviation from
agreed norms in particular instances, considerable powers of surveil
lance and even arbitration might be required.

North-South Cooperation and Commodities

Each of the foregoing issue areas has a North-South facet, and one
of the principal rationales for a Pacific regional organization is that it
provides a means for innovation in North-South economic relations dis
tinct from arrangements based on previous colonial ties (such as the
EEC's Lome Agreements) or the failed arena of global negotiations.

28See the comments byPeter Drysdale and Lawrence Krause inJames W. Morley, ed., The
Pacific Basin: New Challenges for the United States (New York: Academy of Political Science,
1986), pp. 19-20, 159-60. Alternative regional trade strategies are described by M. Hadi
Soesastro in ch. 13 of this volume.

29Duncan Snidal describes the different institutional requirements of these two games in
''Coordinationversus Prisoners' Dilemma: Implications forInternational Cooperation and
Regimes/' American Political Science Review79(4) (December 1985):923-41.
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In no area of North-South relations is such innovation more neces

sary, or more important to the region, than in commodities. The 1980s
have been a dismal decade for commodity producers, and by the middle
of the decade the slump in commodity prices had severely affected the
Southeast Asian economies. Although the Soviet Union's stated inten
tion to participate in the Common Fund may revive that moribund
scheme, few, following the collapse of the Tin Agreement in 1985,
expect an efficacious global solution.

In this sphere, a Pacific regional organization would not duplicate
existing organizations and couldconceivably serve as a usefulmodelfor
innovation at the global level. But the task here is even more daunting
than in the other issue areas: policy innovation would be necessary,
given the exhaustion of existing solutions, as well as a substantial mea
sure of positive cooperation.30 Presumably this would require the most
highly developed institutional structure; it would also raise a question
of commitment of resources more directly than any of the other issue
areas. And with resources come the contentious issues of leadership
and discrimination.

Before summarizing the model of Pacific organization implied by
this policyagenda, we must examine the question of membership, since
it is affected by and affects the question of discrimination and also the
norms that may underpin Pacific institutions.

Who Should Belong: Latin America, China, the Soviet Union?

For those who view the Pacific region as defined by market-oriented
economies, Latin American membership does not pose a dilemma.
Despite a growing level of economic interaction with the Pacific (and
Japan in particular), however, Latin American interestin Pacific regional
organization has been minimal.31 Should that indifferencechange, Latin
American membership would bring a number of benefits. Already con
nected to Japanese and American financial institutions, Latin American
countries should be involved in discussion of Pacific financial flows.
Membership would also jog the Latin states out of their fixation on
hemispheric affairs and the United States, placing them in a setting
with another group of middle-income developing countries that are con-

Jacques Pelkmans has distinguished between negative cooperation, "removing discrimi
natory treatment againstgoods and factors flows from abroad/' and positivecooperation,
"the construction of institutions and agreements for common policy making," in Robert J.
Gordon and Jacques Pelkmans, Challenges toInterdependent Economies (New York: McGraw-
Hill, 1979), p. 97.
31Chile has recently applied for membership in the PECC.
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fronting similar economic problems but have dealt with them more suc
cessfully and pragmatically.

Latin American membership would raise a serious question of
membership size, however. Even though some comments on potential
Pacific organizations have blithely proposed completely open admis
sions, such a broad membership would dilute the cooperative ends of
such an organization. A large membership is likely to hinder bargaining
and increase both the costs of reaching agreement and the costs (in
terms of resources) of implementing any schemes of positive coopera
tion.32 A larger organization would also risk extensive freeriding by its
smaller members.

The membership of China in a Pacific regional organization poses
once again the importance of norms in organizing the region. The fact
that China's reforms have hardly made it an open or even market-
oriented economy would call into question the incorporation of those
norms in any regional institutions. On the other hand, the common
characteristics of the other Pacific economies are also difficult to discern,
and there are considerable benefits to Chinese membership. Indeed,
one additional task such an organization should undertake is the inte
gration of such economies into the region—an integration that might
otherwise, in the case of China, be disruptive.33

The last potential member, the Soviet Union, presents not only the
problem of a centrally planned economy just embarking on a course of
reform, but also the issues of international security that Pacific regional
organizations have resolutely sidestepped up to this point. Concerns
over security have long cast a shadow over efforts to construct regional
institutions. Given the sensitivities of both Japan and the developing
countries in the region, however, security issues have been banished
from the agenda of any Pacific initiative.

The interest of the Soviet Union in the Pacific economy necessarily
resurrects the issue: excluding the Soviet Union while accepting China
would give the impression that an anti-Soviet bloc was being con-

Snidal notes that the negative effects of group size are more serious for certain collective
action problems than for others: Forcoordination, organization may be impeded, but the
stability of any arrangement reached might be enhanced. In prisoners' dilemma situa
tions, the possibility of exclusion may be an important sanction (in some cases the only
real sanction) in maintaining the regime (Snidal, "Coordination versus Prisoners'
Dilemma," p. 936).
33China's external economic relations are clearly concentrated in the Pacific region. How
problematic China's entry into the world economy will become is the subject of some
debate: see, e.g., comments by McCulloch and Dernberger in Bruce Dickson and Harry
Harding, eds., Economic Relations in the Asian-Pacific Region (Washington, D.C.: Brookings
Institution, 1987), pp. 74-76.
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structed, despite assurances to the contrary.34 The possibilities for
increased Soviet economic involvement in the region have been viewed
with justifiable skepticism.35 Fears that the Soviets might disrupt a
fledgling institution have also been voiced. Rather than regarding Soviet
interest as a dangerous dilemma for Pacific organization, we should
view it as a double opportunity. Soviet involvement would be beneficial
in certain economic issues, in which it is a key player (fisheries is a
major example). Other regional players should take the risk that the
cooptation effect of Soviet participation will outweigh any possible
futiure disruptive behavior. Soviet interest also permits a reopening of
the taboo security agenda. Although that may offend some of the non-
aligned states, the opportunity to reopen security issues as part of an
informal dialogue with the Soviet Union while keeping those issues on
a separate track from economic ones might well meet with their
approval. In any case, some economic issues already touch on national
security—in particular, security of supply for energy and other mineral
resources.

The Model and Its Prospects

An examination of the economic agenda for the Pacific region con
firms that an important niche for regional economic cooperation does
exist, namely, in bridging issue areas that are separated at the global
level and in addressing aspects of other issues in which global solutions
are doubtful (trade) or nonexistent (commodities).

A careful examination of the regional economic agenda also con
firms, however, that the institutions designed to deal with this agenda
must match the cooperative problems. Throughout this discussion, the
mutual adjustment of government policies has been used as the test of
successful international economic cooperation. Evaluating Pacific insti
tutions, existing and prospective, by the same standard may be too
demanding a test in the short run; in the longer term, it remains the
most useful yardstick. Simple reliance on "consultation" as a cureall for
failures of cooperation is not enough, and consultation without the
involvement of governments, characteristic of the present Canberra pro
cess, is even less likely to succeed.

The Canberra process may have been designed as a stopgap when
the lack of momentum for an intergovernmental organization became

MOi course, exclusion couldbe basedon anargument thatthe Soviet Union is not deeply
involved in the regional economy; like Latin America, it has faced Europe, not the Pacific,
in its economic relations.

^Soviet economic policies and their impact on the Pacific-Asian region are described by
Robert Campbell in ch. 4 of this volume.
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apparent, but it risks becoming accepted as a permanent solution. The
drawbacks to the current approach are already apparent. Participation
by government representatives in their private capacities is in many
ways the worst of both worlds, constraining the agenda of the PECC
within fairly narrow bounds while avoiding government commitment.
The process is also excessively elitist: its incorporation of government,
business, and academics resembles the old stereotype of "Japan, Inc.,"
and has decided limits in building political support for Pacific economic
cooperation. Little attention has been paid the groups—labor in
particular—that bear most of the costs of increasing interdependence,
even though it is their political resistance that often shapes government
policy.

Finally, using the yardstick of change in national policies, the influ
ence of the Canberra process is likely to remain limited. The Canberra
process provides at best two routes to mutual adjustment of policy and
attainment of more cooperative solutions: shifting government policies
through provision of improved information and research or through the
informal consultation that takes place among the "private" governmen
tal representatives involved in the process. Although proponents of the
Canberra process already detect some effects on international agenda-
setting, the success of either of these routes—given the proliferation of
alternatives—remains unproven. Another assumption—that such
"socialization" will ultimately lead to structures of governmental
cooperation—seems a misreading of neofunctionalist arguments about
international organization. Often the intergovernmental structure comes
first and is then reinforced by interest group activity.

For even the most modest consultative processes described here, an
intergovernmental organization (IGO) is probably necessary; for those
issue areasrequiring regime enhancement or creation, or positive coop
eration, an IGO is essential. An IGO could perform research and
information-gathering functions more effectively (by gathering informa
tion denied to private researchers); it could also assist in agenda-setting
and innovation in the uncharted areas that such a regional organization
might enter. Two stumbling blocks that have often been cited—
membership and relationship to existing multilateral organizations-
could be dealt with in the design of the institution or institutions. Given
costs to the level of cooperation in a completely open membership,
membership could be available on a "two-track" (or "three-track")
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basis.36 Those members with less involvement in the region (or conceiv
ably less attachment to organizational norms) could assume fewer obli
gations (and receive fewer benefits). Relations with multilateral
organizations could be eased by finding niches for the Pacific organiza
tion that are not occupied by existing organizations (the strategy out
lined here) or by making explicit the connections to global regimes (by
involving the IMF staff in regional macroeconomic policy consultations,
for example).

The aim would be an organization that complemented broader mul
tilateral organizations rather than undermining or competing with
them. Although the involvement of private individuals and groups with
such an organization (as in the present Canberra process) would be
important to its political success, that involvement would have to be
broadened beyond the present pattern. Such activation of private indi
viduals and groups, however, should not be viewed as a substitute for
intergovernmental action.

Probabilities and Conditions for Cooperation

This sketch of an argument for renewed interest in a Pacific inter
governmental organization should remain simply that, since at present
the political feasibility of such a proposal is virtually nil. Until some of
the obstacles and conditions described earlier change, no Pacific
regional economic organization is on the horizon. The region does not
face economic crisis, which might stimulate an organizational leap. Any
future crisis is likely to originate in one of the two economic powers of
the region. Japan's economic adjustment in the face of a rising yen
could result in persistent high unemployment (by historical standards)
and declining economic growth. Protectionism in the United States
could become a divisive political issue directed at Asian countries in
particular. Though the probability of these outcomes is not zero, it is
fairly low. Even in the event of such crisis scenarios, a cooperative inter
national solution seems a highly unlikely result.

A more persistent hindrance concerns the question of Pacific leader
ship. Can more cooperative economic solutions or a new organizational
structure be devised when two leading economic powers must share in
their creation? The experience of the Asian Development Bank is not
encouraging as a microcosm. There also does not seem to be any
domestic political payoff for a political leader in Japan or the United

36The idea of two-track or "two-speed" membership was mooted for the EEC at a time
when British recalcitrance seemed to threaten cooperative momentum. It was later set
aside.
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States who endorses an organizational initiative of this sort, and there
could be political costs.

Finally, nearly all observers have pointed to ASEAN hesitation as a
major barrier to further organizational initiatives in the Pacific.37
Although ASEAN concern for its own institution-building is under
standable, its lack of enthusiasm remains puzzling: increased multilat
eralism could only increase ASEAN's bargaining weight in negotiations
with Japan and the United States, particularly when the two economic
giants are often at odds. Indeed, the diplomatic skills of ASEAN should
give it a decided advantage in such a setting, and formulating a joint
negotiating position could well strengthen ASEAN institutionally.

ASEAN represents a final alternative to Pacific regional organiza
tion: not global multilateralism, but more restrictive groupings within
the region. Despite the enormous number of fans that ASEAN has accu
mulated in the United States and Japan (not to speak of ASEAN itself),
its accomplishments have been mixed: quite striking in the security and
diplomatic sphere, limited in the economic sphere. ASEAN has man
aged to create a de facto security community among a group of states
that were, in some cases, at war twenty-five years ago. It has managed
to build a joint diplomatic position toward the Vietnamese occupation of
Cambodia and has mobilized support for that position internationally. It
has not significantly increased regional economic integration, however,
and given the distinctly different preferences and economic structures
of its members—free-trading Singapore in particular—it seems unlikely
that large-scale advance in this area will occur.38 In addition, political
trends in the region, particularly widened participation, might well give
added weight to nationalist and inward-looking concerns.

The strategic choices for developing countries—whether NICs of the
first or second generation—are highly constrained. Regional integration
among developing countries, whatever its benefits in underpinning dip
lomatic cooperation, is no longer viewed as the panacea for Third World

37Of course, even without the convenience of ASEAN reluctance, other obstacles could
easily be found.
^Rieger's analysis of intra-ASEAN trade suggests a striking increase over ten years, but
closer analysis reveals its dependence on trade in petroleum products among Indonesia,
Malaysia, and Singapore, which, as he notes, has already begun to decline with the
opening of new refinery capacity by Malaysia and Indonesia (Hans Christoph Rieger,
ASEAN Cooperation and Intra-ASEAN Trade (Institute for Southeast Asian Studies, ASEAN
Economic Research Unit, Research Notes and Discussion Paper, no. 57, 1985). On the
modest achievements in finance, see Michael T. Skully, ASEAN Financial Cooperation (Lon
don: Macmillan, 1985).
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economic development that inspired such enthusiasm in the 1960s.39
The UNCTAD strategy of global negotiations appearsbankrupt. North-
South negotiation and collaboration within a regional context maywell
provide the besthopefor shifting the rules ofthe game in a more favor
able direction. The success or failure of any future Pacific regional orga
nization would clearly depend on whether it can fill the need for a new
instrument of North-South collaboration. Integration of one successful
newly industrializing economy Japan) was a task that the regional
economy failed to accomplish in the 1930s, and it remains an arena in
which Pacific economic organization could make its greatest contribu
tion. Given the political landscape, internationally and domestically,
that need is likely to remain unfilled.

39Fbr an interesting comparison of ASEANwith another modelof regional integration in
the developing countries, see Regional Industrial Cooperation: Experiences and Perspectives of
ASEAN and the Andean Pact (United Nations Industrial Development Organization, 1983).
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