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Editorial Statement

The Asia-Pacific Development Journal is published twice a year by the
Economic and Social Commission for Asia and the Pacific.

Its primary objective is to provide a medium for the exchange of knowledge,
experience, ideas, information and data on all aspects of economic and social development
in the Asia-Pacific region.  The emphasis of the Journal is on the publication of
empirically based, policy-oriented articles in the areas of poverty reduction, emerging
social issues and managing globalization.

The Journal welcomes original articles analysing issues and problems relevant
to the region from the above perspective.  The articles should have a strong emphasis
on the policy implications flowing from the analysis.  Analytical book reviews will
also be considered for publication.

Manuscripts should be sent to:

Chief Editor
Asia-Pacific Development Journal
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ESCAP, United Nations Building
Rajadamnern Avenue
Bangkok 10200
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A note from the Editor

More than five years after the financial crisis hit East and South-East Asia
opinions are still divided about the appropriateness of the response of the four
worst-affected countries.  Three of the four, Indonesia, the Republic of Korea and
Thailand, opted for IMF-led bailout packages with their attendant conditionalities; Malaysia
alone opted to deal with the crisis with its own resources and its own policies.  It is
generally believed now that Malaysia was successful in striking out on its own.  No
emergency loans were needed to stabilize the situation and no externally imposed policy
conditions had to be accepted.  Moreover, Malaysia’s post-crisis economic performance
has been no worse than the other three.  A somewhat contrarian view is, however,
advanced in the paper on Malaysia’s response to the financial crisis which highlights
the dilemmas facing all policy makers, i.e. that there are no costless options in real life.
Policies and their trade-offs have to be anchored in realism, with success often depending
more on political nous than on sophisticated economic analysis.

Within the overall theme of macroeconomic management the role of fiscal
policy stands alone.  As countries grapple with the challenges of devising equitable and
efficient taxation systems they have to cater also to the need to balance the pressures
generated by the level of centralization in the revenue-raising and revenue-spending
arrangements.  While revenues are best raised centrally they are best spent locally as far
as public services are concerned.  These two maxims underline the major challenges
that governments have to face in designing tax systems that simultaneously satisfy the
two requirements of equity and efficiency.  The paper on fiscal decentralization in
China and India explains how these problems are being tackled in two economies
making a transition from the old ‘command and control’ systems of a state-led economy
to one where market-based policies and instruments hold sway.  Whatever the level of
centralization it is clear that in making the relevant judgements on a sound basis the
totality of the fiscal system in any country has to be considered rather than its individual
components, at least from a macroeconomic perspective.

In the real world some countries are deemed to be too ‘small’ in population or
in land area to support economic activities at a viable level.  If the disadvantage of
remoteness is added to that of smallness the handicaps become very severe indeed.
Most island economies fall in this category.  Yet some small island economies have
done quite well in terms of both GDP growth and the quality of life.  On what has their
relative success been based?  Given that the Asian and Pacific region is home to some
of the smallest and remotest island economies in the world the question is of great
interest to this Journal and it is answered in the paper on small islands’ quest for
economic development.  The author suggests that developing traditional agriculture
and/or depending on remittances is not the answer; rather that such countries should
seek to find a niche in services or in light manufactures, i.e. to participate more effectively
in globalization to ensure a better future for themselves.

Globalization has many components.  Electronic commerce is one of them.
Electronic commerce, especially in services, is theoretically assumed to overcome the
disadvantage of distance and thus of remoteness.  However, electronic commerce has
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not satisfied the expectations of many of its proponents notwithstanding the rapid
development of ICT over the last few years.  Using India as a case study the authors
conclude that factors intrinsic to the relevant organizations have been the primary influence
in this regard.  Organizations, whether private or public, often have an in-built bias
towards conservatism which would be foolish to wish away.  Participation in globalization,
whatever its theoretical merits, will have to be sold with greater passion to make it
overcome the inertia of history, geography and of corporate cultures and human inhibitions.

Finally, the phenomenon of ageing is analysed from the perspective of Japan.
Not so long ago the rapid growth in population was the principal problem of development.
Within 50 years, the problem of ageing and of declining populations has come to
occupy centre-stage in several countries of the region with all its implications for saving,
investment and long-term growth.  How will these economies sustain their current
living standards in the years ahead?  The answers make for some rather uncomfortable
reading.

Shahid Ahmed

vi
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MALAYSIA’S RESPONSE TO THE FINANCIAL CRISIS:
RECONSIDERING THE VIABILITY OF UNORTHODOX POLICY

Shankaran Nambiar*

Malaysia enjoyed high rates of growth in the early 1990s.  The economic
crisis that struck Malaysia in 1997 caught the country by surprise.  Amidst
the economic turmoil that shook the other South-East Asian countries,
Malaysia ventured to adopt an unorthodox policy response to the crisis,
choosing to implement a policy package consisting of a pegged exchange
rate and capital controls.  This paper argues that the package, which went
against orthodox policy prescriptions, did offer a limited measure of
certainty to export-oriented businesses in so far as they were protected
against currency fluctuations.  This paper also argues that the unorthodox
policy had its costs.  These costs include the decrease in FDI, lowered
competitiveness, possibly weaker financial institutions and a lack of
transparency in decision-making.

The financial crisis in Malaysia came upon the country suddenly at a time
when it was enjoying high rates of growth.  It seemed at that time that the country
was far from vulnerable to a crisis.  The country’s economic fundamentals appeared
to be strong, there was a spate of so-called ‘mega’ projects, and it seemed as if the
nation would march into the twenty-first century with little difficulty.  The
Government’s plan of achieving developed country status by the year 2020 seemed
plausible.

The crisis brought the Government, academics and policy makers back to the
drawing board.  Unlike other countries affected by the crisis, Malaysia did not seek
IMF assistance.  Instead, the Government initially introduced a set of policies that
resembled the standard IMF package, with high interest rates and a contractionary
stance.  This proved to be futile.  It only led to a deterioration of confidence.  This
was followed by a second package.  The second package was unique in that it included
exchange and capital controls.  This package was dubbed as being ‘unorthodox’.
Four years after their introduction, the unorthodox policies seem less unorthodox
today than they did at that time.

* Research fellow, Malaysian Institute of Economic Research, Menara Dayabumi, Jalan Sultan
Hishamuddin, Kuala Lumpur, Malaysia.
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On one side of the debate there are the proponents of capital controls who
unambiguously claim that the capital controls and the peg have been to the nation’s
advantage.  On the other hand there is the claim that the kind of economic discipline,
corporate governance and structural changes that the IMF package would have
demanded would have done Malaysia good.  Specifically, one has to consider the
validity of the controls against Malaysia’s policy commitments.  One has also to
consider Malaysia’s intention of seeking deeper integration into the global economy.
In the light of such considerations the debate on controls takes a different angle.

This paper proceeds as follows.  The first section discusses some of the
sources of vulnerability in the economy in the years approaching the crisis.  The
second section discusses the salient effects of the crisis.  Following Nealy (1999),
who remarks that exchange controls and capital controls are distinct issues, the peg is
evaluated in section three.  Capital controls are discussed in section four.  This is
followed, in section five, by a discussion of the appropriateness of the controls and
suggestions on the future course of action.  The paper ends with an overview and
conclusions.

I.  THE PRELUDE TO THE CRISIS

Prior to the crisis of 1997, the Malaysian economy had been achieving
an average growth rate of almost 9 per cent annually.  Congruent with the impressive
growth rate, a very low rate of unemployment was recorded.  In 1996, the
unemployment rate was 2.5 per cent.  It is remarkable that in spite of the high growth
rate, inflation was maintained at a modest level of 3.5 per cent per annum.  The
savings rate prior to the crisis was also high, standing at 38.5 per cent of GNP (gross
national product).

Other indicators in the pre-crisis period were equally satisfactory.  Foreign
debt, for instance, was only US$ 45.2 billion or 42 per cent of GDP.  Short-term debt
is frequently cited as a source of risk and is less favoured than long-term debt.  Yet,
short-term debt amounted to only 31 per cent of total foreign debt, and, again, the
short-term debt was more than adequately backed by foreign reserves.  The central
bank held foreign reserves amounting to 1.97 times the short-term debt.  The banking
sector, too, seemed to be on safe ground with a net non-performing loan ratio of
a mere 2.2 per cent.

Beneath these apparently sound economic fundamentals all was not well.
Ariff and Yap (2000) draw attention to the fact that total factor productivity (TFP)
growth had been declining prior to 1997, indicating the loss of efficiency in the
economy.  This was further exacerbated by the high wage increases that exceeded
productivity gains.  Yap (1997) argues that the high growth rates in the years preceding
the crisis were achieved primarily by capital stock accumulation.  During this period
increases in output fell short of increases in capital.  It is during this period that the
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country witnessed the inception of ‘mega projects’ involving considerable imported
equipment.

A second source of concern was the rapid growth in bank loans to the property
sector.  Roughly between 1991 and 1996 there was a boom in property prices ranging
annually from 10 to 17 per cent.  Property developers sought bank loans using stocks
and property as collateral.  This exposed the economy to two forms of risk.  First,
there were signs of excess supply in the property market (Bank Negara Malaysia,
1998:21-22).  Second, with the extremely high prices in the stock and property markets,
banks were exposing themselves to risk in the event of a sudden fall in prices in these
markets.

The rapid growth in bank loans to the property sector was symptomatic of
the preference structure of banks in respect to extending loans.  Banks preferred to
make loans where high rates of return appeared to be assured, rather than to extend
them for long-term investments.  Banks more readily extended loans for consumption
credit, real estate investments and share purchases rather than for manufacturing,
agriculture or building and construction, or for technology-based investment projects
with long gestation periods (Chin and Jomo, 2000).

The banking system exposed itself to risk both in terms of the sectors it
favoured for loans and in terms of the collateral it accepted.  In normal circumstances
it would be acceptable to take property and stocks as collateral.  With the build-up of
the property bubble and the stock market boom, banks were opening the economy to
financial fragility.  This was fuelled by the extensive credit that the bank was granting
to the private sector.  Bank credit to the private sector rose rapidly from 1993 to
mid-1997.  The rate of growth of bank credit rose from roughly 85 per cent in 1993 to
about 150 per cent in 1995.  In mid-1997, the figure reached about 160 per cent.

The current account deficits (CAD) were a third source of concern.  From
1990 to 1997, the economy experienced current account deficits every year without
exception.  The CAD was particularly high in 1991 (RM 11.3 billion), and in the
years from 1994 to 1997.  In 1994 the CAD was RM 14.6 billion, in 1995 it was
RM 21.3 billion, and in 1997 the CAD amounted to RM 15.8 billion.  The CAD was
the result of increases in the investment rate.  From 1995 to 1997 the ratio of investment
to GDP was above 45 per cent.

The persistent CAD had been due to excessive investments in non-tradeables
such as power generation and telecommunications.  This has been criticized on two
grounds (Jomo, 2001:163).  First, by investing in industries that do not generate
foreign exchange, the economy was potentially at risk of creating excess demand on
its foreign reserves.  Second, there was a problem of term mismatch in that the
proportion of short-term foreign borrowings dominated total loans.  For instance, in
June 1996, short-term loans of under one year duration constituted almost 50 per cent
of total loans that were lent to Malaysia by BIS (Bank for International Settlements)
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reporting banks.  The same was the case in December 1996.  In June 1997, short-term
loans of less than one year duration amounted to almost 70 per cent of total loans.
The critical difficulty with the short-term loans was that they were used to finance
medium to long-term projects.

Fourth, it is argued that the ringgit was possibly overvalued from 1995
onwards.  This view is taken owing to the appreciation of the real exchange rate after
1995 although the economy was running large CADs (Ariff and Yap, 2000:310).  High
real exchange rates are not a problem per se, but they are a source of concern if the
persistent appreciation is not supported by strong economic fundamentals.  Athukorala
(2001:41) remarks that “a real exchange rate that is higher than ever before and which
continues to appreciate is suspicious, even when major reforms and access to capital
markets justify some real appreciation.”

The real exchange rate for Malaysia actually began to appreciate after the
middle of 1993.  The exchange rate had appreciated by close to 20 per cent in 1997 as
compared to 1993.  Between 1995 and 1997 there were inflationary pressures in
Malaysia, and the domestic inflation rate was higher than that experienced by
Malaysia’s trading partners.  That aside, the ringgit appreciated against the yen from
1994, leading to an increase in the nominal exchange rate.  The result of both influences
was a persistent rise in the real exchange rate.

II.  THE CRISIS

Immediately following the sharp depreciation of the Thai currency, the
exchange rate of the ringgit fell dramatically.  In March 1997, the ringgit was valued
at 2.48 against the United States dollar.  Following the speculative attacks in July,
the ringgit dropped to about 2.57.  By the end of 1997 the exchange rate fell to 3.77.
Bank Negara Malaysia (BNM) tried, unsuccessfully, to defend the ringgit in
mid-1997.  By January 1998 the ringgit had fallen to 4.88 against the United States
dollar.

Along with the decline in the exchange rate, the stock market witnessed
a drastic fall.  The Kuala Lumpur Stock Exchange (KLSE) index in late January 1997
was at 1,216 points.  The index declined unceremoniously to 594 points by the end of
the year.  The composite index touched 302 points in August 1998.  From January to
March 1997, the average daily turnover was RM 2-3 billion.  In August 1998, the
average daily turnover was RM 193 million.  Similarly, the market capitalization of
the KLSE was reduced by more than 20 per cent in August 1998 as compared to
January 1997 when it was valued at RM 826 billion.  The drastic collapse of the
ringgit combined with the stock market crisis had their repercussions.

There was a mood of pessimism following the crisis.  This was reflected in
MIER’s (Malaysian Institute of Economic Research) Consumer Sentiments Index (CSI)
and Business Conditions Index (BCI) (Ariff and others, 1998:15-16).  The BCI was
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58.7 points in the third quarter of 1997.  In the fourth quarter of 1997, the BCI was
49.6 points.  In the first quarter of 1998 the index stood at a stark 41.0 points, having
declined by 17.7 points since the third quarter of 1997.  The MIER Consumer
Sentiments Index (CSI) in the third quarter of 1997 was about 120 points.  In the
fourth quarter of 1997 the index was at about 104 points and in the first quarter of
1998 it had reached 88.5 points.

The non-performing loan (NPL) ratio of financial institutions was adversely
affected subsequent to the crisis.  In 1991, NPLs as a percentage of total loans of the
banking system were close to 16 per cent.  However, this ratio dropped gradually to
a little less than 15 per cent in 1992.  In 1993, the corresponding figure was about
13 per cent.  In 1995, the NPL ratio was about 5 per cent, and it reached its lowest
level in 1996, at slightly more than 3 per cent.  In 1997, NPLs as a percentage of total
loans stood at 6 per cent, but in 1998 had risen to 14.7 per cent.  By the end of 1999
the ratio was about 20 per cent.

The severity of the crisis was reflected most strikingly by the growth figures.
The Malaysian economy had experienced high growth rates from 1988 to 1996,
averaging a GDP growth rate of 8.8 per cent during this period.  In 1996 the growth
rate was 8.6 per cent.  In 1997 it was 7.7 per cent, and the following year it was
-6.7 per cent.  1997 witnessed a more modest growth rate in the manufacturing sector
(10.4 per cent) as compared to the more exuberant rate in 1996 (18.2 per cent).
In 1998, the sector saw a contraction of 13.7 per cent.  The construction sector, too,
was severely affected by the crisis.  This sector registered a high growth rate in 1996
(16.2 per cent), which decreased in 1997 (10.6 per cent), only to decline even further
in 1998 (-23.0 per cent).  The finance, insurance and real estate sector was another
victim of the crisis, which enjoyed a growth rate of 18.9 per cent in 1997, and
a growth of – 4.3 per cent in 1998.

III.  REVIEWING THE PEG

A little history

From its independence in 1957 to the middle of 1972, the ringgit was pegged
against the pound sterling.  In June 1972 when the pound sterling was floated, Malaysia
chose to use the United States dollar as the intervention currency.  Towards the later
part of 1975, the ringgit was set against a basket of representative currencies, known
only to the central bank.  But there were strong links to the currencies of the United
States and Singapore.

The ringgit appreciated in the early 1980s in spite of declining commodity
prices at that time.  This was because of the countervailing effect of falling export
prices coupled with the increased demand for ringgit owing to the establishment of
heavy industry and infrastructure projects.  The high oil prices at that time benefited
Malaysia which was a net petroleum exporter.
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In 1985, when the economy was beset with a downturn, the central bank
resorted to a more flexible exchange rate regime.  This was probably in view of the
need to stimulate the sluggish economy.  The exchange rate was, at that time, perceived
as being overvalued.  The more liberal approach to exchange rate policy was taken to
correct the overvalued ringgit, as well as to stimulate exports.  The ringgit witnessed
a depreciation between 1985 and 1989.

The early 1990s saw high growth rates.  There were substantial inflows of
private capital during this period, leading to the appreciation of the ringgit.  This
period was characterized by current account deficits, and also by strong FDI and
short-term capital inflows.  In this period of high growth, there were substantial trade
and current account deficits.  Yet, the massive inflows of portfolio investments and
FDI more than compensated for the trade and current account deficits, leading to the
strengthening of the ringgit.  The strengthening of the ringgit was not without its
problems.  As mentioned earlier, vulnerabilities were developing with regard to the
exchange rate before the onset of the currency crisis.

The peg against the United States dollar that was announced after the crisis
was not a novel policy measure in Malaysia’s economic history.  Ariff (2001) points
out that there were recurring episodes in the past when exchange controls were used.
While resorting to a policy of exchange controls was not novel, that did not in any
way diminish the severity of the crisis.  Most striking at the time was the mood of
uncertainty that prevailed.  It must be remembered that Thailand was compelled seek
to assistance from the International Monetary Fund (IMF), and Indonesia was rocked
by social and political instability as a consequence of their respective crises.

Did the peg help?

In the aftermath of the crisis, the ringgit was on a downward spiral.  There
were quick changes to the ringgit, which raised the uncertainty associated with it.
Against this background of sudden declines in value, and the uncertainty generated by
rapid oscillations, the announcement of the peg was naturally welcome.  The peg
brought relief to businessmen because they now knew what to expect of the contracts
that they had engaged in.  Planning became an easier task for the manufacturing
sector, because costing could be done with greater certainty.

There were added benefits to be gained with the ringgit being pegged to
the United States dollar at 3.80.  The weak ringgit was a boost for Malaysia’s
export-oriented industries.  Since Malaysia was dependent on foreign labour, the cost
of foreign labour was now lower in United States dollar terms.  Thus in the second
half of 1999 there was substantial growth in the electronics subsector.  Fortuitously,
the global electronics industry was in a state of growth at that time.  The competitive
exchange rate and the low-cost structure enabled Malaysia to take advantage of the
strong external demand in the electronics industry.
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The primary commodities sector, too, stood to gain.  Industries involved in
plastics and rubber goods and in processed foods grew rapidly in this phase.  There
was a 19 per cent increase in palm oil output in the second quarter of 1999.  This
must be contrasted against the 8 per cent contraction in palm oil output in 1998.  The
agriculture sector (including fishing and forestry) experienced a positive growth rate
in the second quarter of 1999 (8.4 per cent) after having had negative growth rates
from the third quarter of 1997 and throughout 1998.  As with the manufacturing
sector, the low labour cost plus the competitive exchange rate helped the agriculture
sector to perform well after exchange controls were imposed.

The peg as solution

Quite clearly, the peg had its role to play.  The peg reduced uncertainties
regarding the value of the currency; and it provided stability to the exchange rate.
The peg was set at a competitive level.  This improved competitiveness of some of
the more export-oriented sectors.  As we have seen, the possibly undervalued exchange
rate coincided with changes in the external environment.  The pegged ringgit was able
to ride on the wave of improved demand in the international electronics industry and
other agriculturally related industries.  To this extent, the peg, rather than directly
contributing to economic recovery on its own momentum, was a useful adjunct in
helping to take advantage of certain external circumstances that were now more
favourable.

The effectiveness of the peg is brought into question in view of the fact that
exchange rate volatility across the region had receded soon after the peg was imposed
(Jomo, 2001:205).  Even the ensuing Brazilian crisis did not re-invoke any exchange
rate volatility.  This raises the suspicion that the peg was introduced at a time when
the worst of currency volatility had passed.

Maintaining an undervalued ringgit, it must be added, has its costs.  For one,
although an undervalued ringgit provides a boost for export-oriented goods, it makes
imports of capital and intermediate goods more expensive (Jomo, 2001:213).  This
has deleterious effects for Malaysia’s medium and long-term capacity expansion and
growth.  At present Malaysia has a great deal of reliance on the electrical and electronics
industry.  The changing needs of this industry may make it inopportune to focus
exchange rate policies for the exclusive advantage of the electronics industry.
Malaysia’s diminishing comparative advantage in labour-intensive production reduces
the desirability of locating assembly operations in this country.  China’s accession to
the World Trade Organization possibly makes China a more attractive destination for
foreign direct investment.  It is not immediately clear how the terrorist attacks of
11 September will impact on the electronics industry, but events preceding the attack
pointed to a downturn in the global electronics market.
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The Government realizes that Malaysia’s niche position in the global market
has changed.  Malaysia’s comparative advantage in cheap labour has now been usurped
by other nations, notably by Indonesia in the case of agricultural production, and
China in the case of manufactured goods.  Malaysia cannot revert to agricultural
production; neither can it continue to compete in industries that are based on
labour-intensive assembly operations.  The path ahead seems to lie in developing
competencies in the information and communications technology sector.  The
Multimedia Super Corridor is a step in that direction.  As Malaysia proceeds with its
plans to be a knowledge-economy it will be necessary to import goods relevant to the
development of the ICT industry.  This can be problematic with an undervalued ringgit.

Ariff (2001) expresses a similar concern since the movement to the
knowledge-economy necessitates foreign workers who will find it unattractive to work
in Malaysia if the ringgit continues to be weak.  In fact, the broader prospect of
development and growth in the long run is likely to be compromised if foreign direct
investment is going to be discouraged.  In all likelihood this will happen as firms find
it expensive to import equipment and machinery.  The Government has continued to
stress that Malaysia is still the chosen destination for foreign investors.  The evidence
that the Government has marshalled in support of its claim is the increase in investment
approvals.  The actual volume of new investment projects that have been recently
initiated would be more convincing evidence, but this information has not been
forthcoming.  Firms that have already installed their physical capital and have no
immediate need to add to their stock of capital will benefit from the high level of
exports encouraged by the peg.  On the other hand, foreign investors who are planning
to locate their manufacturing facilities within the country will be reluctant to do so
under the weak ringgit.

IV.  REVIEWING THE CAPITAL CONTROLS

The capital controls package

Under the pressure of the crisis, and with the failure of the first phase of
crisis management, the Government had to re-think how it wanted to resolve the
‘impossible trinity’ of national economic policy.  The policy maker cannot and does
not have the comfort of choosing autonomy on three fronts, i.e. monetary autonomy,
capital mobility and exchange rate stability.  The United States and Japanese economies
opt for monetary autonomy and capital mobility, relinquishing the choice of exchange
rate stability.  Pursuing this scenario would have required seeking IMF assistance,
something the leadership of the country wanted to avoid.  It was not advisable to
pursue a fixed exchange rate and capital mobility, because that would have implied
forgoing the central bank’s control over the supply of money.  This left the Government
with little choice but to adopt a scenario where monetary autonomy and exchange rate
stability were to be retained, but at the cost of capital mobility.
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The decision to impose capital controls was defensible at that juncture.
Proponents of the capital controls package argued that short-term capital inflows needed
to be restrained since their flows were subject to quick reversal.  It was also argued
that the trading of shares of Malaysian companies in Singapore contributed to the
exchange rate and share price fluctuations.  The total value of Malaysian shares traded
in the central limit order book (CLOB) was supposed to amount to US$ 4.2 billion.
Not only was this huge amount considered to be a destabilising figure, the fact that
CLOB engaged in the short selling of Malaysian shares, when that was banned in
Malaysia, was considered to be an undermining influence.

The capital controls that were introduced were directed at the following targets:

1. Controlling transactions with non-residents when such transactions
were denominated in ringgit

2. Restricting the outflow of short-term capital
3. Restricting the carriage of ringgit by travellers
4. Restricting the export of foreign currency by Malaysian nationals
5. Controls on outflow of Malaysian investment abroad

Malaysia was careful not to jeopardize its position on open trade and
investment.  In consonance with this policy, there were no restrictions on FDI
(in/out)flows.  Neither were there any restrictions on repatriation of income earned by
non-residents from FDI based in Malaysia.

Clearly, one objective of the capital controls was directed at putting a stop to
speculative trading overseas in ringgit.  The capital controls were also designed to
discourage short-term portfolio investors from selling their shares on Malaysian
companies.  The outflow of short-term capital was an important target.  To this end,
the central bank instituted a one-year period (until 30 August 1998) until which time
income from foreign portfolio investment as well as the principal amount was not to
be repatriated.  Malaysian nationals were also discouraged from investing abroad
(since there was a cap of RM 10,000 on outflows).  Overseas travel by Malaysians
was discouraged owing to the limit of RM 1,000 that Malaysian travellers could carry
on their person.

With time these controls were rolled back.  The central bank had initially
contemplated the idea of imposing regulatory procedures on the repatriation of capital
and profits by foreign investors.  Protests from this community (Zefferys, 1999) put
a quick stop to these controls, leading to their removal by the central bank.  In
February 1999 the first significant act of rescinding the controls took place when the
original 12-month restriction on the holding of portfolio investment gave way to
a two-set repatriation levy depending on when the funds had entered the country and
for how long they were held within the country.  Under this scheme funds were
subject to a two-tier levy:  a levy of 30 per cent on profit made and repatriated within
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a year, and a 10 per cent levy for profit made and repatriated after one year.  In
August 1999 this was revised to a 10 per cent levy for funds entering the country
after 15 February.  Another step was taken towards relaxing the capital controls when,
in February 2000, the KLSE and the Singapore Stock Exchange agreed that funds,
which had earlier been caught by the closure of CLOB, could enter the KLSE for
trading.

The Government has announced that capital controls are a temporary measure.
That announcement seems to underline Malaysia’s intention of integrating itself with
the rest of the world.  The ease with which the central bank has rolled back the
capital controls is indicative of this stance.  Indeed, the IMF in its Article IV
consultations with the Government had noted the slide back in the controls.  The IMF
had encouraged further relaxation of the remaining controls.  Nevertheless, there is
little doubt that the central bank has been reluctant to announce the schedule that it
intends to pursue.  No indication has been offered as to the sequence of events or the
timeframe within which the central bank intends to remove the remaining controls.

Did the capital controls help?

The objective of capital controls, in the immediate period following
1 September 1998, was to take a grip on the economy and to reverse the downward
trend in activity that came to follow the introduction of IMF-type policies.  The first
task in that respect was to insulate the Malaysian economy from the effects of capital
outflows and from the short-selling of the ringgit in offshore markets.  As mentioned
earlier, the capital controls, in effect, made offshore trading in the ringgit illegal.  All
ringgit assets held abroad had to be repatriated, or be deemed worthless.  The stipulation
that foreigners could not repatriate investments for a one-year period served to lock in
funds that might otherwise have been withdrawn by foreign investors (who might
have been frightened by these drastic measures).  In this respect, capital controls
worked.

It appears as if capital controls were effective in controlling the offshore
trading in ringgit.  More specifically, the capital controls were effective in putting
a stop to the short selling that was going on in Singapore.  This had its value since
RM 25-30 billion was in Singapore at the time (Jomo, 2001:xviii).  The controls were
also effective in restraining the volume of interbank spot and swap transactions in the
Kuala Lumpur foreign market.  The transactions, which reached an all-time high of
about RM 1,300 billion in 1997 and close to RM 900 billion in 1998, dropped to
about RM 300 in the years to follow, i.e. in 1999 and 2000.  Reportedly, most of the
transactions were for trade and investment purposes (Tamirisa, 2001).  The equity
market probably benefited from the controls.  The KLSE index did exceptionally well
against regional bourses from September 1998 till the end of 1999.  The controls
helped draw ringgit funds into the domestic equity market while restricting capital
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outflows and restoring market confidence.  Retail buyers took great interest in trading
in the KLSE.  They could not invest overseas and found deposit interest rates in
banks unattractive.

The immediate response to capital controls was not particularly favourable.
International rating agencies such as Standard and Poor and Moody’s downgraded
Malaysia’s credit and sovereign debt ratings.  The sovereign bond spread also widened.
There are less sympathetic views on the effectiveness of capital controls.  Lim (1999)
is of the opinion “that capital controls in Malaysia were neither necessary nor sufficient
for economic recovery.”  She argues that since Malaysia had stronger macroeconomic
fundamentals and financial institutions before the crisis, it should have out-performed
the other crisis-hit Asian countries in its recovery, but that was not the case, suggesting
that capital controls may have been responsible.  Krugman (1999), though he had
considered capital controls as a tool for crisis management even before they were
officially announced, reminds us that other countries that did not use capital controls
recovered, too.  Not only was recovery not a unique concomitant of capital controls,
Malaysia’s recovery occurred at a time when market panic had ebbed.

Kaplan and Rodrik (2001) take a different position on the effectiveness of
capital controls.  They do not subscribe to the view that the financial crisis was
tapering off, and that a recovery was in sight anyway.  Instead, they hold that pressures
on the ringgit were still high, and the prospect of a financial panic, which could
worsen economic conditions, was still real.  On the basis of their findings, they assert
that the capital controls were relatively effective in so far as they reduced interest
rates, stabilized the ringgit and contained panic.  The Government successfully restored
confidence in the banking system and this was reflected in renewed market confidence.
However, Kaplan and Rodrik (2001) add that the capital controls might have been
more effective if they had been imposed much earlier.

Effective as the capital controls may have been for the economy as a whole,
there is some debate as to the manner in which it benefited individual firms.  Johnson
and Mitton (2001) test for the effects of capital controls on benefits to firms.  They
hypothesize that the controls could either affect all firms with equal impact, or if
there was a differential in the impact it would be distinguishable on the basis of
sector of activity or financial profile.  Alternatively, the benefits from capital controls
would be felt more strongly on firms that had stronger political connections.  The
evidence from their investigation strongly suggests that firms that had the support of
prominent politicians gained more from the capital controls.  As can be expected,
politically connected firms suffered more than non-connected firms during the crisis.
Amidst macroeconomic turmoil, and when subsidies may not be readily forthcoming,
investors’ confidence in politically connected firms diminishes, leading to their poorer
performance.

There is no doubt that cronyism did not cause the financial crisis.  It would
be mistaken to claim that cronyism was serious enough to effect the reversal of capital
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and to cause such damage to the economy.  When Johnson and Mitton (2001) make
the empirically substantiated claim that capital controls were a veneer that allowed
the Government to bail out cronies, they are not attempting to trace a line of causality.
Instead, their conclusions are a warning of how the controls can be used to promote
inefficiencies and distort market signals.  Jomo (2001:215) expresses this view
succinctly when he asserts that, “(c)apital controls have been part of a package focused
on saving friends of the regime, usually at the public’s expense.”  The adverse effects
of cronyism were felt starkly after the crisis since the high growth during the booms
years (1987-1995) masked the inefficiencies of political favouritism (Rasiah, 2001).

Capital controls as solution

There is some evidence of the effectiveness of capital controls (Kaplan and
Rodrik, 2001; Athukorala, 2001; Zainal-Abidin, 2000; Yap, 1999).  There seem to be
reasonable arguments that suggest that capital controls did have a positive role to
play.  This was done, broadly, by restoring confidence, restricting speculation on the
ringgit and reducing interest rates.  The controls provided space for the conduct of
monetary policies (Yap, 1999), and for restructuring the banking system.  Obviously,
the controls and the fixed exchange rate saved Malaysia the need to incur debts to the
IMF or such other international institutions.  This is not to say that the capital controls
were without their limitations.

In the first place, the timing of the controls seems suspect.  The controls
were introduced after the worst was over, and this is definitely so as far as the outflow
of portfolio funds is concerned.  The bulk of portfolio flows had left the country by
the end of 1997.  It is estimated that outflows during 1997-1998 amounted to about
US$ 10.4 billion.  To that extent the impact of the controls was limited.

Secondly, the international rating agencies downgraded Malaysia in their
rankings.  This was a severe blow for the equities market in Malaysia.  It was not
until the more stringent aspects of the controls were relaxed that Malaysia’s standing
in the indices of these agencies was upgraded.  Malaysia’s reinstatement in these
indices led to an improvement in market sentiment.  This, coupled with a recovery in
the regional economies, and the return of the Barisan Nasional in the 1999 general
elections, resulted in a renewed interest in the equity market.  Thirdly, the proposed
controls that the central bank intended to impose on the repatriation of incomes of
foreign investment houses met with instant protest, and the central bank responded in
an accommodating fashion.

Clearly, the Government has not been able to impose the controls with the
severity that was intended.  It has had to ease the controls not too long after their
introduction.  In its Article IV consultation with Malaysia (IMF, 2000) several IMF
Directors recommended that the remaining controls be lifted.  This by itself does not
constitute pressure to do so, but it is indicative of the opinion held in the international
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community.  Opinions do matter, and changes to the controls policy have been made
in response to sections of the international community.

It is unclear whether or not capital controls have affected FDI.  It was not the
intention of the capital controls to affect long-term investments, and FDI certainly
falls in that category.  The flow of FDI into Malaysia does appear to be slow.  The net
FDI in Malaysia in 1996 was US$ 3.5 billion, and rose to US$ 3.9 billion in 1997.  It
has since dropped drastically.  It was US$ 1.9 billion in 1998 and 1999, and registered
another drop in 2000 to US$ 1.5 billion.  FDI as a percentage of GDP has also
dropped remarkably.  It stood at 3.5 per cent in 1996 and fell to an estimated 1.7 per
cent in 2000.

If capital controls are not responsible for the recent episodes of declining
FDI, then it is possible that Japan’s weak economy could have affected the flow of
FDI into Malaysia.  It is equally possible that China’s liberalization programmes and
its accession into the World Trade Organization have made China a more attractive
venue for investment, leading to a detour of flows that might have otherwise found
their destination in Malaysia.  It must be pointed out that Thailand’s FDI in any
particular year within the 1998-2000 period exceeds that in 1996-1997.  Malaysia is
performing better than the Philippines and Indonesia in attracting FDIs, but definitely
not as well as Thailand.

Tamirisa (2001) suggests that capital controls could affect the flow of FDI
into Malaysia, though indirectly.  She observes that investors are concerned about the
risk of investing in the country.  Capital controls raise transactions costs because
transfers between external accounts need to go through the regulatory process.  This
involves delays (the cost of time) and administrative costs (again, the cost of time,
and labour costs).  There is also a higher risk that foreign investors have to tolerate
given the more limited opportunities for hedging.  In the presence of capital controls,
the cost of transactions for foreign investors increases, making Malaysia a less attractive
destination for FDI.

There is evidence to support the view that capital controls are a barrier to
exports into developing and transition economies, but not to industrial countries
(Tamirisa, 1998).  While in the short term this might be useful for a country that
wishes to build up its foreign reserves, it is doubtful how helpful such a situation
might be for a developing country in the long run.  For a small open economy like
Malaysia, it is important to remove policy instruments that hinder trade.  Other problems
that have been known to develop when capital controls are in place are the development
of methods to circumvent the capital controls, such as transfer pricing and incorrect
invoicing.  From the information that is available, Malaysia is not affected by these
attendant problems.

In the short term, capital controls have their role to play, as they have in
Malaysia.  It has been argued that short-term capital controls can promote capital
inflows (Cordella, 1998).  That has not happened in the Malaysian case.  Nevertheless,
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capital controls have, perhaps, played their role in reducing risks, removing the pressure
on the ringgit, and have served prudential objectives.  In the long term, however,
capital controls can protect weak financial institutions, encourage rent seeking among
local financial institutions, discourage FDI and hinder the expansion of trade.  Policy
makers must keep an eye on the long term implications of capital controls on the
Malaysian economy.

V.  IS THERE SPACE FOR UNORTHODOXY STILL?

The Malaysian economy has largely recovered from the 1997 crisis.  Malaysia
may not have returned to its pre-crisis dynamism, but that is not because the recovery
process has not occurred.  A complex of factors has prevented this return to pre-crisis
levels of growth and consumer spending, predominant among which is the slowdown
in the growth rates of the United States economy and that of Japan.  Allowing that
unorthodox policies have, indeed, accomplished some of the important tasks that were
assigned to them, we need to consider if the programme of exchange and capital
controls has to be retained.

In selecting the most appropriate exchange rate regime, three factors have to
be given precedence:  (a) the suitability of the regime in terms of its superiority in
insulating the economy against speculative attacks, (b) the dependence of the economy
on exports, and (c) long run considerations.  The onset of the crisis in the face of the
strong economic fundamentals at the time, notwithstanding the fact that there were
some sources of vulnerability, suggests that contagion is a matter against which the
country has to safeguard itself.  While it is necessary to exercise caution and be able
to contain currency fluctuations, it is no less necessary to realize that Malaysia is
a country that depends on its exports and its export-oriented industries; as such,
the country must continue to be attractive to FDI.  All this apart, the national aspiration
to integrate itself within the process of globalization has to be taken into account.

Academic fashions have influenced the preference of exchange rate regimes.
Yet, the underlying dilemma remains:  nations would like to simultaneously achieve
exchange rate stability, full financial integration and monetary autonomy; but in
pursuing two of these objectives, the third objective has to be abandoned (see, for
example, Lamberte, 1999).  Another version of this dilemma is expressed as the
“inconsistent quartet” (Miller and Zhang, 1998).  In this scheme, the four policy
options available are:  (1) free trade, (2) free capital movements, (3) independent
monetary policy, and (4) fixed exchange rate.  The United States and Japan have
foregone a fixed exchange rate as a solution to the inconsistent quartet problem,
whereas China’s answer has been to opt for partially free trade and to limit capital
mobility.  Thailand, from this perspective, attracts attention, because it tried to achieve
all four policy options.  It attempted to run an independent monetary policy along
with liberalized capital and current accounts and, at the same time, hold on to the peg
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against the United States dollar.  This resulted in high interest rates that drew massive
capital inflows.  The capital inflows led to a loss of domestic monetary control,
ultimately precipitating a financial crisis.  The case of Thailand brings out in high
relief the inconsistency of incompatible policy options.  It shows the reason why the
choice of an appropriate exchange rate regime demands careful thought and why we
should review the options that are available.

Why the peg must be discarded

The crisis required a semblance of stability to restore confidence.  The peg
against the United States dollar did that.  The fixed exchange rate regime was useful
because it reduced transactions costs and the risks associated with exchange rate
volatility.  Besides, the fluctuating exchange rate disrupted the market for tradeable
goods and services, something that Malaysia could ill afford.

It is a different proposal if one is to suggest that the peg be retained.  One of
the problems with sustaining a peg is that monetary authorities need to have sufficient
foreign reserves to defend the ringgit.  Immediately, this is not an issue of concern,
but in June 2001 there was some anxiety about the declining volume of foreign reserves.
Under such circumstances, since parameters change with time, the movements in
international reserves start to act as a signal that can generate concern about the
performance of the economy.  As a consequence this can induce negative expectations
of the central bank’s ability to sustain the peg.  It is conceivable that the formation of
pessimistic expectations, when foreign reserves fall, can generate a round of panic.

Another difficulty with the peg, as it now stands, is that it is fixed against
a single currency.  The exchange rate in an open economy encapsulates information
about the state of the market for tradeable goods and services.  By tying the ringgit to
the United States dollar, investors will have to use less direct means to determine the
state of the market for tradeables.  Investors will have to judge through comparison
how close the ringgit is to its equilibrium value.  The fixed peg reduces the
informational content of the exchange rate.  This makes it difficult to assess the
extent of convergence between the pegged value of the ringgit and its long-term
equilibrium rate.  From a long term perspective, for a country such as Malaysia,
which intends to participate actively in the process of globalization and hopes to be
the global hub of the ICT revolution, this could act as a constraint.

As mentioned earlier, long-term development could be adversely impacted
with Malaysia’s undervalued ringgit.  While export competitiveness will benefit from
an undervalued ringgit, development will not.  An undervalued ringgit will discourage
the import of technology and intermediate goods necessary for the ICT revolution.
Skilled expatriate workers will not find it sufficiently attractive to work in Malaysia
in view of the cheap ringgit (Ariff, 2001).  An undervalued ringgit may contribute
towards posting moderate levels of growth in the short term, but this will be deceiving
if a concurrent increase in productivity is absent.
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Under conditions of an undervalued ringgit, there is little pressure to revise
the peg.  An overvalued ringgit will be more problematic.  If exports increase in
excess of imports it might lead to an overvaluation of the ringgit.  Again, if FDI
reaches pre-crisis levels, this could set the scenario for an overvaluation of the ringgit.
Such circumstances will demand a re-peg.  This will then raise transaction costs since
decisions will have to be re-evaluated and prices re-configured.  Improvements in FDI
inflows and a massive increase in exports do not seem imminent and may be further
away than expected with the uncertainties that besiege the United States and the
slowdown in the Japanese economy.

Further, Athukorala (2001:104) points out that as Malaysia proceeds with its
economic recovery there will be increases in the rate of inflation and increases in the
base-money stock.  A higher level of inflation and expansion in base-money will
make it increasingly difficult for the country to maintain its fixed exchange rate.  This
argument, in addition to some of the preceding arguments, indicates that the fixed
exchange rate may not be a feasible alternative in the long run.  Although the central
bank may have sufficient reserves, when the fixed exchange rate is under pressure,
there will be other political expediencies, which will reduce the Government’s will in
maintaining the exchange rate (Obstfeld and Rogoff, 1995).  Indeed the Government
cannot be expected to defend the exchange rate to the exclusion of other monetary
and financial variables.

Why capital controls must be discarded

Capital mobility has its appeal (see Hartwell, 2001 for an ideological version).
It allows capital to seek its best possible use and reward.  The international mobility
of capital allows investors the benefit of a deeper reserve of savings; it allows them
greater investment opportunities; and it allows investors to diversify their portfolios.
Capital mobility provides an avenue for households whose domestic economies
presently have low incomes to borrow.  This smooths consumption and reduces the
deleterious effects of a possible downswing.  Cost increases or a bout of pessimism in
a domestic economy need not necessarily result in funds being tied down domestically
when conditions are unsatisfactory.  Instead the funds can be loaned abroad to receive
higher rates of return.

There are arguments against the free flow of capital.  Primary among them is
the concern regarding vulnerability to external shocks.  Stiglitz (1999) expresses this
best when he makes the following observation:  “Volatile markets are an inescapable
reality.  Developing countries need to manage them.  They will have to consider
policies that help stabilize the economy.”  As a possible solution he suggests that
Chilean-style policies could put a limit on capital flows.  The other strong objection
to the free movement of capital arises from concerns regarding distortions due to
informational constraints such as moral hazard, adverse selection and herding
(Bhagwati, 1998; Cooper, 1998).
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In any case, the capital controls that were imposed in Malaysia, by restoring
confidence, were instrumental in stabilizing the economy.  It cannot be conclusively
established that the controls were beneficial to the economy since they were imposed
after the worst had passed (Tamirisa, 2001; Jomo, 2001).  Nevertheless, the controls
did not imply serious costs, aside from those flowing from the initial disfavour exhibited
by international rating agencies.

The long-term advisability of capital controls is a more contentious issue.
Capital controls may have contributed towards eroding investors’ confidence in
Malaysia, thus influencing the poor show in FDI inflows.  Of relevance is the possibility
that the capital controls may have the effect of reminding speculators that there is
every possibility of the controls being re-introduced at some time in the future.  The
previous experience, if memory holds, will induce learning and will act as a deterrent.
On the other hand, the capital controls can convey the message of unpredictability in
economic policies.

Capital controls afford an opportunity for “buying time” (Laurens and Cardoso,
1998).  The period during which the controls are under enforcement should give
a country time to undertake structural reforms.  But if the controls are kept in place
for a prolonged period of time, there will be less urgency to design and institute the
necessary reforms.  This will initiate a weakening of credibility and further discourage
FDI.  The presence of these controls will create a false sense of security and
complacency among policy makers (Edwards, 1999).

Finally, with the lifting of capital controls the Government will have to be
more responsive to good corporate governance.  Rodrik (2001:13) states that “among
all the arguments in favour of international capital mobility perhaps the most appealing
one is that such mobility serves a useful disciplining function on government policy.”
Marginal efforts, at best, have been undertaken in the direction of establishing corporate
restructuring.  Ideally, companies that were fragile at the time of the crisis and were
bailed-out by the Government should have been restructured.  At the micro-level,
when companies are bailed out, they are encouraged to form expectations that they
can depend on being bailed out in the event of another crisis.  This acts as
an inducement to pursue risky actions and behaviour.

What needs to be done

The Malaysian economic agenda is based on the market mechanism coupled
with substantial Government intervention.  The Government has long envisaged
a development process that is linked to globalization.  The quest to be a part of the
process of globalization implies greater integration into international markets.
Globalization promises great gains that come with free trade in goods and services.
Most parties are in agreement on this score.  There is disagreement when it comes to
free trade in capital.  The enthusiasts say that stopping trade in capital is as meaningless
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as restricting trade in goods and services, and that free trade in capital works in much
the same way as it does for goods (Anjaria, 1998).  The detractors say that trading in
capital is riddled with complications such as inadequate information (Bhagwati, 1998),
contagion (Edwards, 2000), and sudden stops.

As we have seen there are disadvantages to the fixed peg and capital controls.
The Government cannot afford to bear the disadvantages of controls if it is seriously
committed to gaining competitiveness and high growth in the movement towards
globalization.  In other words, it is doubtful if the Government can maintain the peg
and capital controls over the long run without incurring substantial costs.  The
alternative is to insulate the economy and pursue lower rates of growth.  If that is not
the preferred choice then there is little option but to move towards greater flexibility
in a manner that minimizes the associated risks.

The peg and capital controls are complementary mechanisms.  Controls on
the outflow of capital ensure that the peg will not be subject to destabilizing attacks.
Moving in the direction of flexibility will mean abandoning the peg and the capital
controls.  In reality, the Government has been lifting the capital controls.  The IMF in
its Article IV discussions with Malaysia has suggested that the controls be lifted in
line with the act of instituting a more flexible exchange rate.

It is hard to say if the Government has thought about the notion of preparing
a transition strategy from the existing situation.  There does not seem to have been
any publicly declared announcement on this.  Although any discussion of a transition
strategy will require far more detailed analysis than this paper will allow, the strategy
will at least involve some of the following elements:

1. Choice of exchange rate regime:  Malaysia could choose between
a super-fix or a clean float.  Super-fixes will not be politically
acceptable, especially dollarization.  Besides, moving out of
a super-fix is a protracted and costly affair.  However, it is hazardous
to launch immediately into a clean float regime.  In the interim period
it would be practical to revise the peg in small increments towards
what is felt to be the equilibrium level (Ariff, 2001).  The Government
will have to deliberate on the timing of the exit from the peg.  This
will have to be done when the ringgit is relatively strong.  Meanwhile
the supporting legal and institutional structures should be reformed.

2. Strengthening the banking system:  Banks play an important role in
the financial system.  From previous experience, it should be learnt
that banks can expose the country to risk if they make excessive
loans to speculative sectors using collateral from equally speculative
assets.  This calls for firmer policies and guidelines on credit
extension, prudential supervision and stringent accounting and
disclosure requirements.  There should be fewer restrictions on the
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participation of foreign banks in Malaysia.  The presence of foreign
banks will provide more access to capital overseas, provide
a benchmark on best practices and discourage the bailing out of banks
(Mishkin, 2001).

3. Developing capital markets:  Concerted efforts should be made to
develop the bond market in Malaysia.  Bond markets have their
advantages in so far as they offer an alternative source of financing
aside from bank finance, they reduce the monopolistic and rent-seeking
character of banks, are likely to reduce short-term and foreign debt,
and, once developed, will serve as a conduit for the functioning of
monetary policy (Yoshitomi and Shirai, 2000).  It is also necessary to
develop a market for derivatives.  Derivative instruments can help
reduce the volatility and risks associated with currencies and
commodities prices and also reduce unhedged foreign debt.

4. Market-based discipline:  Political patronage must not be extended to
banks or other companies.  The Government should desist from
intervening in the corporate performance of firms.  The active
participation of the Government in corporations encourages moral
hazard, promotes risk-taking behaviour and discourages efficiency.
A more market-based discipline will promote caution among firms
and make them more accountable to investors.  This will weed out
the uncompetitive firms and save financial institutions from the risk
of having to support non-viable firms that are politically connected.
The Government should muster the political will to encourage good
corporate governance and eliminate firms that are considered
too-politically-connected to fail.  This is best done well after the
crisis has ended.

5. Sequencing liberalization:  Malaysia has to adopt a pro-active policy
towards liberalization.  One option is for the Government to respond
to external pressures, when they build up, for the opening up of
markets, particularly capital markets.  A more prudent approach will
be to plan a strategy ahead of exigencies.  The necessary legal systems,
business and accounting practices and safeguards have to be instituted
before full liberalization takes place, if we are to avoid the crisis that
could follow an unprepared opening of our financial systems
(Eichengreen and others, 1999).
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VI.  SUMMARY AND CONCLUSION

Despite Malaysia’s good fundamentals in the years preceding the crisis, the
ringgit was subject to speculative attack and the economy succumbed to a crisis.  The
view that Malaysia was, as it were, an innocent bystander that fell victim to the
effects of contagion is, however, not entirely tenable.  There were sources of
vulnerability that were developing within the economy that made the economy more
susceptible than it otherwise might have been.

The first phase of policy measures that were implemented to curb the crisis
were IMF-inspired, although IMF had no hand in designing or implementing them.
They were unsuccessful and perhaps assisted in propelling a downward spiral.  The
second phase of measures ran counter to the standard IMF recipe for recovery.
Essentially, they consisted of fixing the ringgit against the United States dollar at
RM 3.80 and a programme of capital controls.

Now that it has been more than four years since the controls were imposed
and with the recovery of the economy, it is worthwhile to consider whether there is
still need for the controls.  A discussion of the controls reveals that the controls may
have distortionary effects and lead to inefficiencies if their use is continued.  More
problematic is the issue of development, since the controls may have the unintended
effect of hindering rather than promoting it.

At its core the problem is:  how can Malaysia reap the promised benefits of
globalization and financial liberalization without being subject to the immense risks
that can come with the opening of markets and the free flow of capital?  One option
is to insulate the economy from the vagaries of the market, to the extent possible.
The other option is to be committed to global competitiveness and to participate
within the global markets while minimizing the risks involved.  Given Malaysia’s
policy announcements and initiatives, the latter seems to be the more appropriate
choice.  If it is the case, then it would be sensible to put in place the necessary
institutions and safeguards and to prepare for the new economic order.

In accordance with this thinking it is suggested that a strategy be planned
and enunciated.  This strategy should clearly indicate the time frame for the withdrawal
of the controls.  It is suggested that there be an interim policy with regard to the
exchange rate regime, simply because Malaysia does not possess the resilience and
the structural and institutional foundations for a flexible exchange rate policy and
financial liberalization.  Nevertheless, it should be Malaysia’s goal to head in that
direction.  Policy makers should work towards preparing the economy for the eventual
aim of liberalization.

The Government was courageous in implementing ‘unorthodox’ measures,
irrespective of whether it was undertaken in a moment of desperation or through
calculated risk.  That is no longer the question now.  The issue at hand is the fact that
the economy is on the road to recovery and the unorthodox measures that served well
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will cease to do so as time progresses.  The Government’s role becomes more important
because it has to draw on its political will, push aside short-term considerations and
pave the way for future development.  In doing this it has to eliminate the generation
of moral hazard that owes its origins to Government intervention in business and
banking.  The Government has the responsibility of encouraging market-based
discipline.  Finally, the Government has the complex and challenging task of developing
bond and capital markets, markets that are in their infancy in most developing
economies.
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FISCAL DECENTRALIZATION IN CHINA AND INDIA:
A COMPARATIVE PERSPECTIVE

M. Govinda Rao*

The paper analyses trends in fiscal decentralization in the two largest
countries of the world – China and India.  Both countries are in transition
from a planned to a market system.  The paper identifies the emerging
challenges in achieving fiscal decentralization in the two countries.  The
challenges arise firstly from the transition to the market economy and
secondly from the replacement of the old command and control systems
with institutions developed to administer market-based policies and
instruments.  The paper argues that the approach to meet the emerging
challenges has to be holistic and should deal with the sub-national
budgeting system underpinning central fiscal control and not just the
various components of the sub-national systems.  The overall approach
should ideally encompass all levels of government.

A number of countries in recent years have made significant attempts to
decentralize their fiscal systems for a variety of reasons.  The reasons include
democratization of the polity, advent of a multi-party system, transition from a planned
to a market economy and accommodating diverse ethnic, linguistic and religious
identities (Litvack, Ahmad and Bird, 1998).  The decentralizing trend is seen in
countries with federal constitutions and in countries with unitary systems; it has spanned
across countries with different ideological spectrums and varying levels of development.

This paper analyses the decentralizing experiences of the two largest countries
in the world namely, China and India.  The paper begins with a review of recent
developments in fiscal decentralization in the two countries and identifies the major
issues in each of them.  The analysis helps to identify the challenges faced in the
process of transition.  This is followed by a summary of major issues of fiscal
decentralization in these economies.

The paper identifies a number of important challenges faced in setting up
efficient systems of intergovernmental finance in the China and India.  First, for
making the transition from plan to market, establishing property rights, instituting
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a legal system and regulations to ensure efficient competition calls for the creation
and strengthening of decentralized institutions of governance.  Second, the changing
role of the state enhances the relative importance of sub-national fiscal systems and
extending fiscal decentralization upto the lowest level is a major challenge.  Third,
effective fiscal decentralization requires assignment of significant powers to
sub-national governments (Bahl, 1999).  This is necessary to ensure that at the margin,
there is linking of revenue and expenditure decisions.  Fourth, transition to market
necessitates calibration of efficient tax policies to replace revenue from public
enterprises with taxes.  It is also necessary to remove price and quantity controls.
This calls for reforms in budgetary systems to make them comprehensive to include
all extra-budget and off budget items.  Fifth, it is necessary to develop a rational
system of assignments and transfers, a proper legal and regulatory framework to conduct
them and institutions to implement the system.  Finally, capacity development of
sub-national institutions is also extremely important.

Within this broad set, the issues faced by individual countries vary widely.
The differences can be due to economic, political, social and political diversities,
history and traditions of the two countries, the extent of market penetration and the
strength of decentralizing systems and institutions.  Therefore, a uniform approach to
meeting the challenges would be inappropriate.  Nevertheless, it is useful to compare
and contrast different decentralizing experiences so as to understand the challenges
involved and to evolve implementable approaches for meeting them.

I.  FISCAL DECENTRALIZATION IN CHINA AND INDIA

There are important reasons for focusing on the fiscal decentralization
experiences of China and India.  There are major contrasts in fiscal decentralization,
the policies adopted and institutions set up in the two countries.  Both have initiated
reforms towards achieving market-based development and have embarked on initiating
policies and setting up decentralized fiscal institutions to create a market friendly
environment.

China and India present cases of different typologies of decentralization and
their varied experiences are useful to identify the challenges of fiscal decentralization
during the process of transition.  China is a large unitary country, though
with a strong local government system.  Although the taxation powers rest mainly
with the centre, local governments have significant control over fiscal resources.
China has a tradition of decentralization below the provincial level owing to close
government-enterprise interaction at the county and township levels.  India, on the
other hand, is a large federal democratic polity, but fiscal decentralization extends
only up to the State level.  The challenge here is one of extending fiscal decentralization
below the State level.
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An important common trend seen in both countries during the 1990s is the
strong initiative taken to systematize their fiscal systems.  In the case of China, fiscal
reforms introduced in 1994 have attempted to re-centralize tax collection and reform
the tax sharing system.  However, the tax and intergovernmental finance reforms have
not been accompanied by corresponding changes in budgeting systems.  Reforms in
budget formulation, implementation and controls have been introduced only recently
and are at various stages of implementation by different local governments.  India has
tried to evolve a three tier federal system and strengthen the third level through
constitutional amendments and other institutional and policy initiatives since 1992.
However, much of the sub-State decentralization is at central initiative, though there
are some notable exceptions in States such as Karnataka, Kerala and Madhya Pradesh.
The process of local government reform is still under way in India.

Analysis of recent experiences of the two countries is useful to understand
their strengths and weaknesses and to evolve strategies to deal with the fiscal
decentralization problems of transition.  In the following sections, the salient features
of decentralization systems in the three countries are summarized.

China

China is a large country making a transition from Soviet type planning to
market-based development.  Despite being unitary in structure, China’s fiscal system
is highly decentralized with five hierarchically ordered budget levels:  centre, province,
prefecture, county and township.  The number of local government units add
up to about 50,000 (see figure 1).  These include:  31 provinces1, 333 prefectures,
2,148 counties, and 48,697 townships.  Although sub-national governments do not
have powers to determine tax bases and rates, they have considerable manoeuvrability
in regard to spending decisions.  Almost 70 per cent of expenditures are incurred at
sub-national levels.  The fiscal arrangements over the years have been evolved
according to the negotiated fiscal contract system.  This not only caused a decline in
governmental revenues but also reduced the ability of the central government to
undertake macroeconomic stabilization and redistribution.  Besides, the system
encouraged the use of off-budget and extrabudgetary funds with adverse consequences
on accountability (World Bank, 2000).  A comprehensive package of reforms was
implemented in 1994 to arrest the decline in revenues and restore central control over
fiscal instruments.  These reforms were directed also to define fiscal responsibilities,
separate central and local fiscal systems and ensure better macroeconomic control at
the central level.  However, reforms are yet to address many issues, particularly those
relating to clarity in expenditure assignment and reforms in the budgetary process at
the decentralized levels.

1 Excluding Taiwan Province of China and Hong Kong, China.
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Centre

Provinces
27

Prefectures
127

Municipalities1

4

Cities under Provinces
206

Cities under Prefectures
413

Counties
1,735

Towns
16,400

Townships
31,600

(i) Pre-reform intergovernmental finance system

The system of intergovernmental finance in China underwent several phases
until a comprehensive package of reforms was introduced in 1994.  There were at
least three important reasons for the introduction of reforms.  First, secular fiscal
decline or the decline in the “two ratios” – the ratio of government revenue to GNP
and central government share in total expenditures – had to be arrested.  The ratio of
revenues to GNP fell from 35 per cent in 1978 to 12 per cent in 1996.  Similarly, the
expenditure share of the centre declined from about 51 per cent in 1979 to 27 per cent
in 1994 (World Bank, 2000, Wong, 2000).  Disincentives implicit in the fiscal contract
system were an important reason for this outcome.  The system also encouraged
provision of public services, particularly at sub-national levels outside the budgetary
discipline through various types of fees and contributions.  Another contributing factor
was the introduction of greater competition with market based reforms and the resulting
falling profitability of public enterprises.  While the contribution of public enterprise
revenues declined steadily, the tax system did not change fast enough to exploit the
expanding tax base arising from economic prosperity.

Second, in the development of the tax system, cascading type turnover taxes
were the mainstay.  This was replaced by an origin-based value added tax.  This
created a source of invisible transfers in terms of interregional tax exportation.  Such
invisible transfers tend to be regressive and undermine the progressivity of explicit

Figure 1.  Levels of government in China

Source: World Bank (2000).

1 Beijing, Tianjing, Shanghai, Chongqing
2 Under cities at all levels.
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intergovernmental transfers even when they are progressive2.  Again, as the tax sharing
arrangements are derivation-based, this contributed further to regressivity.

Third, the intergovernmental transfer system had serious disincentives.  The
central government determined all tax bases and tax rates, but local tax administration
collected the taxes and remitted them upwards according to negotiated arrangements.
This provided independent revenues to local governments but there were also incentives
for them to avoid remitting taxes upwards through a variety of means (Ma Jun, 1995,
Wong, 1995).  The differential sharing mechanism introduced in the fiscal contract
system of 1988 only served to enhance the powers of more affluent provinces and
reduced the central share in revenues.

Major consequences of the above may be summarized thus:  first, the centre
lost its ability to undertake redistribution and stabilization functions effectively; second,
local governments in general had a good deal of autonomy both in revenue and
expenditure decisions unlike other “deconcentrated”3 systems as the collection of
revenues by local tax administration meant that they could control effective tax rates
and flow of funds to the centre.  Declining share of central revenues and overlapping
expenditure assignments enabled the centre to push down expenditure responsibilities
to lower levels.  The system of collecting taxes and remitting to higher levels by local
governments and the tax sharing mechanism based on the fiscal contract system created
significant inequities in the spread of resources among local governments.  The richer
localities could also use the extrabudgetary resources better to provide public services.
This caused inequity in the access to public services and, more importantly, constrained
the ability to undertake macroeconomic control.  As an increasing proportion of
spending was done outside the budget discipline, the system encouraged poor
accountability as well.  Extrabudgetary funds were estimated to be about 8-10 per
cent of GDP in 1995 (World Bank, 2000).

(ii) Intergovernmental fiscal system after fiscal reform (1994)

Reforms in the fiscal system introduced in 1994 were intended to arrest the
fiscal decline referred to above, make the budgeting system comprehensive, eliminate
distortions in the tax system and revamp the intergovernmental fiscal arrangements.
The important measures introduced in 1994 included (i) reforms in the tax system
including the introduction of value added tax; (ii) reassignment of taxes between
central and local governments to have separate “central fixed incomes”, “local fixed

2 See Rao (1997).  Bahl and Wallace (2000) find that the transfer system in China is progressive.  This
is true in regard to not only of inter-provincial transfers but also of intra-provincial transfers.

3 In the deconcentrated system, the sub-national governments are merely administrative units carrying
out expenditure functions devolved to them by the line ministries at the centre.  See, Asher and Rondinelli
(1999).
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incomes” and shared revenues from VAT between the central and local governments
in the ratio (75:25); (iii) establishment of separate tax administrations for the central
and local governments; and (iv) establishment of earmarked transfer schemes to counter
the dis-equalizing impact of the tax sharing system based on the principle of derivation.

An important feature of the reform in the tax sharing system is the new
system of revenue assignment.  Central fixed incomes consist of customs duties, income
taxes from central enterprises, value added tax (VAT), customs and income taxes
collected from central enterprises, banks, non-bank financial enterprises, railways,
resource tax on offshore oil extraction, business taxes and urban maintenance and
construction tax on railroads and profit remittances.  Local fixed incomes consist of
business taxes excluding those assigned to the centre, income taxes and profit
remittances of local enterprises, urban land use taxes, personal income taxes, the
fixed asset investment orientation tax, the urban construction and maintenance tax,
real estate taxes, the vehicle utilization tax, the stamp tax, the animal slaughter tax,
agricultural taxes, the title tax, inheritance and gift taxes, capital gains tax on land,
state land sales revenues, and resource taxes on land based resources.

The transfer system comprises of shared taxes and earmarked grants from the
centre.  Shared taxes consist of VAT and the new securities trading tax.  Centre and
local governments share the VAT in the ratio of 75:25.  Revenues from securities
trading tax are shared equally between the centre and local governments.  Although
the share of revenues in GDP has remained broadly the same at about 12-13 per cent,
the share of the central government increased from less than 30 per cent in 1993 to
over 50 per cent in 1999.  Therefore, re-centralization of revenues necessitated the
central government to guarantee each province that revenues in 1994 at least equalled
the base revenues of 1993.  Thus, the central government had to institute grants equal
to the difference between the retained revenues of the provinces in 1993 and the
revenue accruing to them according to the new arrangement.  The sharing of increases
in revenues was also modified to transfer 30 per cent of the increase in central revenues
from VAT and consumption taxes.  Besides, the central government committed itself
to give quota subsidies to poor and minority regions and make earmarked grants for
specified purposes.

(iii) Sub-provincial revenue sharing arrangements

According to the Organic Budget Law implemented in the country in January
1995 higher level government has discretion to determine the fiscal assignment of the
level immediately below it.  The revenue sharing system is bilateral and for the five
tiers of government, there are four layers of arrangements (Wong, 1996).  Central –
provincial arrangements do not touch arrangements below the provinces.  Although
there are no central guidelines on the pattern of resource transfers to be done by
provinces nor are there any provincial guidelines on the transfer system to the local
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governments below them; sub-provincial revenue sharing arrangements are broadly
similar to the central-provincial revenue sharing system.

The result is to extend decentralization to all budget levels, though in some
provinces, townships are used mainly as implementing agencies.  Thus, in 1999, even
in a poorer province such as Gansu, among sub-provincial governments counties
received the highest share of revenues (34 per cent).  The share of revenues accruing
to county and township levels in total sub-provincial revenues was 47 per cent.

As mentioned earlier, the sub-provincial revenue sharing arrangement is similar
to the centre-provincial revenue sharing arrangements.  Similarity in revenue sharing
arrangements at the sub-provincial levels also implies that sub-provincial equalization
reinforces the central-provincial equalization scheme.  Bahl and Wallace (2000)
show that in China, intra-provincial equalization achieved by provinces conforms to
inter-provincial equalization achieved by central transfers.

(iv) Intergovernmental transfers:  major issues

Despite significant reforms in the intergovernmental transfer system, it remains
complicated and non-transparent.  Centralization of tax powers implied that the
provinces could not gain from the growth of the “lost” tax base.  To make the package
more acceptable to the provinces, a system of tax rebates had to be introduced to
return revenues at enhanced rates from VAT and consumption taxes to provinces.
With each layer making different types of remittances to both below and above,
the system may be characterized as “nested hierarchy” (Wong, 2000).

The 1994 reforms did not address a number of issues.  An attempt to achieve
comprehensiveness in the budget has not been very successful and a significant share
of public services continue to be financed from extrabudgetary sources.  The problem
is particularly severe at lower levels for, while revenues were re-centralized, the
expenditure functions of local governments have continued.  This has resulted in
either under-provision of local public services or resort to extrabudgetary sources by
local governments to finance services or build arrears in meeting committed expenditures
like wages or use a variety of other means to soften the local budget constraint.  All
these have had adverse consequences on efficiency and equity in spending.

Reforms have also not addressed the issue of equity in intergovernmental
transfers.  The tax sharing system does not address the equity issue as revenues are
distributed on the origin principle and there are no equitable grants to offset this.
Earmarked grants could address this to some extent, but it is pointed out that many of
these grants are allocated in an arbitrary and non-transparent manner (Wong, 2000).
With each level of local government deciding on the system of transfers to the level
immediately below, there are problems of both vertical and horizontal coordination in
public spending as well.
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India

(i) Intergovernmental fiscal system

India, as a democratic polity, evolved as a two-tier classical federation with
constitutional demarcation of functions and finances between the centre and the States
with separate legislative, executive and judicial arms of government constituted at the
two levels.  The seventh schedule to the constitution specifies legislative domains of
the two layers of government in terms of Union (central), State and concurrent lists.
The constitution also requires the President of India to appoint a Finance Commission
every five years to review the finances of the centre and the States and recommend
devolution of taxes and grant in aid for the ensuing five years.

(ii) Pre-reform fiscal arrangements

Though constitutionally a federal country, owing to relatively high degree of
centralization India is characterized as quasi-federal.  In shaping decentralization in
India, both historical factors and the public sector have dominated.  In the latter, the
heavy industry-based import substituting industrialization strategy has played
an important role.  Centralization inherent in the constitution was accentuated by
an autarchic economic regime, public sector domination in industry and the financial
sector and state engineered allocation of resources.  Since 1991, market oriented reforms
have been introduced to liberalize the economy from the dirigisme.

In the pre-reform system, the constitutional division of functions was only
between the centre and States.  In the two-tier federal structure, local bodies below
the State level in both urban and rural areas were merely the State government agencies.
Although many States did have a third tier, elections to the level were infrequent and
supercession of the elected bodies in them was rather common.  More important, the
State governments were reluctant to devolve fiscal responsibilities to the third level.
Not surprisingly, fiscal decentralization was limited to the State level.

(iii) Furthering fiscal decentralization through constitutional amendment

An important development in fiscal decentralization in India consists of the
constitutional amendments in 1992 to accord statutory recognition to the third tier of
government.  With constitutional recognition, separate schedules listing 29 subjects
falling within the ambit of rural local bodies and 18 within the ambit of urban local
bodies have been specified.  Revenue and expenditure assignments of local governments
are exercised concurrently with States’ responsibilities.  However, the actual powers
and functions exercised by the local bodies depend on the extent to which States are
willing to devolve.  Each State has its own pattern of devolution and, in fact, there
are wide variations in sub-State decentralization.
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Urban Local Bodies
Municipal Corporations/

Municipalities, Notified Area Councils
Rural Local Bodies

Centre

States (28)

Taluk
Panchayat

Village
Panchayat

Zilla
Panchayat

Thus, one billion people in the country are spread over 28 States.  Below
them there are over a quarter million local governments of which about 3,000 are in
urban areas and the rest in rural areas.  The rural local bodies or panchayats, in turn
are in three levels – district, taluk (block) and village (see figure 2).  Urban local
governments consist of municipal corporations in large cities and municipalities, nagar
(town) panchayats or notified area councils in smaller towns.  Each State government
is required to devolve revenue and expenditure powers to local bodies.  Elections to
these local bodies have to be held every five years and if the elected governments are
superseded by States for any reason, elections must be held within six months of
supercession.  Each State has to appoint a State finance commission every five years
to review local finances and recommend transfers to local bodies.

Figure 2.  Structure of multilevel government in India

(iv) Fiscal assignment

 An important feature of the tax assignment is its fragmented nature.  While
the tax on non-agricultural incomes is assigned to the centre, agricultural income tax
is in the States’ domain.  Sales taxes on goods can be levied by the States but not
taxes on services.  Although the constitution is equivocal in stating that trade and
commerce throughout the country should be free, the tax on interstate sales of goods
levied by the centre and collected by the States impedes the interstate movement of
goods.  More importantly, the State list contains an item, “tax on the entry of goods
into a local area for consumption, use or sale”.  This tax is called “octroi” and has
been assigned to urban local bodies in a number of States.  The levy of this tax has
caused serious impediments to internal trade and has created several tariff zones within
the country.
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In addition to the above, there are a number of regulatory measures introduced
as part of a planned regime that impede the free movement of goods and persons.
Two examples will suffice to substantiate this:  first, to meet the contingencies of
food scarcity, restrictions were placed on the movement of foodgrains under the
Essential Commodities Act; second, under the freight equalization scheme that existed
for a long time, freight charges of many industrial raw materials such as coal,
manganese and steel were subsidized to ensure supply at the same cost throughout the
country.  This has not only distorted industrial location but has also failed to strengthen
forward and backward linkages in poorer, mineral rich regions of the country.

Assignment of taxes to the centre and States is guided by the principle of
separation.  However, there is considerable concurrency in the assignment of
expenditures.  This enables the higher level governments to push expenditure
responsibilities downwards, particularly when faced with a severe resource constraint.
Another consequence of this has been to create overlapping expenditure systems with
both centre and States spending on concurrent functions.  There are coordination costs
and institutions are still not fully developed to cope with the problems arising from
them.

Although the federal constitution of the country has enabled a considerable
degree of fiscal decentralization upto the regional level, the devolution of powers and
functions to urban and rural local bodies has been abysmal.  Information on the
finances of urban and rural local governments is not available.  However, based on
the information for 1997/98 provided in the report of the Eleventh Finance Commission,
it is seen that despite constitutional amendments, fiscal decentralization has not gone
below the State level.  States raise about 35 per cent of total revenues and after
transfers command almost 55 per cent of the revenues for spending.  On the other
hand, local governments at both urban and rural levels raise a mere 0.6 per cent of
GDP or 3 per cent of total revenues raised in the country.  At their disposal, they have
command over resources of just 2.1 per cent of GDP or a little over 10 per cent of
revenues.  Revenue and spending powers of rural local bodies are particularly abysmal.
The quarter million rural local governments representing over 65 per cent of the
population of the country raise only 0.04 per cent of GDP or 0.3 per cent of total
revenues and after receiving transfers from the States, they have command over only
1.3 per cent of GDP or 6.4 per cent of total revenues.  In fact, history shows that
barring a few exceptions of States such as Karnataka, Kerala and West Bengal,
decentralization is a phenomenon which is imposed more from the centre than initiated
by the concerned States.

A related aspect of fiscal decentralization is the need to link revenue and
expenditure assignments so that at the margin, the decision of the sub-national
governments to spend is matched by their own tax effort.  This is necessary not only
to impart efficiency and accountability to sub-national spending but also to ensure
macroeconomic stability (Bahl, 1999).  However, in the Indian context, State
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governments are able to finance their expenditure programmes by softening their budget
constraints in a variety of ways.  Borrowing from public accounts, floating
“autonomous” bodies to implement major projects and borrowing through them,
borrowing through public enterprises and seeking overdrafts from the Reserve Bank
of India are some of the important ways in which State governments have tried to
soften their budget constraints.

Table 1.  Fiscal decentralization in India 1997-1998

Level of government
Percentage of GDP Percentage of total

Revenue collection Revenue accrual Revenue collection Revenue accrual

Centre 11.4 6.8 62.5 34.5
States 6.3 10.9 34.5 55.1
Local bodies of which: 0.6 2.1 3.0 10.4
   Urban local bodies 0.5 0.8 2.7 4.0
   Rural local bodies 0.04 1.3 0.3 6.4
Total 18.3 19.8 100.0 100.0

Source: 1. Public Finance Statistics 1999-2000, Ministry of Finance, Government of India, 2000.
2. Report of the Eleventh Finance Commission, Ministry of Finance, Government of India,

2000.

In contrast, local governments have been facing hard budget constraints – in
fact, they hardly have significant budgets.  Their abysmal fiscal resources have resulted
in poor service delivery.  In the constitutional scheme, both revenue and expenditure
powers have to be devolved to them by the States.  However, in actual practice, as
shown in the table, local governments have very few revenue powers.  As regards
expenditure functions, most States use them as implementing agencies.  In effect, in
many of the States, the functions of rural local governments consist of mainly
implementing various schemes stipulated by either the central or the State government.
Thus, despite constitutional recognition, in effect, local governments hardly have any
independent fiscal powers.

(v) Intergovernmental transfers

A notable feature of intergovernmental transfers in India is the existence of
multiple channels of transfer from the centre to the States4.  The constitution provides
for the appointment of the Finance Commission by the President of India every five
years to assess fiscal resources and the needs of the centre and individual States and

4 For a detailed analysis of the transfer system, see Rao and Sen (1996).
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recommend transfers.  Finance commission transfers consist of mainly formula based
tax devolution and grants-in-aid given to fill the gap between projected revenues and
expenditures on the non-plan accounts.  The latest, i.e. the Eleventh Finance
Commission has recommended the transfer of 29.5 per cent of central taxes to States
and the distribution is to be determined on the basis of a formula devised by the
Commission5.  Grants are given to fill the post devolution gaps.  Transfers given by
the Finance Commissions constitute 58 per cent of the total central transfers to States.

With development planning gaining emphasis, the scope of the Finance
Commissions was restricted to meeting States’ non-plan requirements in the current
(revenue) account.  The Planning Commission became a major dispenser of funds to
the States by way of grants and loans to meet their plan requirements.  These too are
distributed according to a consensus formula6 evolved in the National Development
Council (NDC)7.  Transfers to State plan schemes constitute about 22 per cent of total
transfers.

 In addition to these two channels, various central ministries give specific
purpose transfers to the centre and centrally sponsored schemes with or without
matching requirements.  There are about 190 such schemes at present, but in terms of
assistance, the programmes on rural development and poverty alleviation, family
welfare, primary education and nutritional supplements to school children are important.
There is a good deal of discretionary element in these transfers.  These transfers
constitute 20 per cent of the total transfers.

Thus, although the constitution provides for an impartial institution and
objective mechanism to resolve fiscal imbalances between the centre and States, the
working of the system has brought in a great deal of subjectivity.  First, the existence
of multiple agencies making transfers has complicated the transfer system and has
made it difficult to achieve the objectives of intergovernmental transfer policy.
Although a significant portion of the transfers are formula based, the formulas
themselves are not designed to offset the revenue and cost disabilities of poorer States.
In fact, the gap-filling approach of the various Finance Commissions has serious
disincentives for fiscal management.  The States indulging in a lower tax effort and/or
expenditure profligacy can show higher gaps and gain more grants.  Moreover, despite
the predominance of formula based transfers, the central government is able to exercise
discretion through specific purpose transfers given for central schemes.

5 The latest tax devolution formula recommended by the Eleventh Finance Commission gives 10 per
cent weight to population, 62.5 per cent to income disability (distance from the highest per capita income),
7.5 per cent each to area, infrastructure shortfall and fiscal discipline and 5 per cent to tax effort.

6 The formula assigns 60 per cent weight to population, 25 per cent to income disability, 7.5 per cent
each to fiscal performance and special problems of states.

7 NDC is a body consisting of the cabinet ministers of the centre, Deputy Chairman and Members of
the Planning Commission and all the Chief Ministers of the States.  The Prime Minister chairs the meetings
of the NDC.
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An important legacy of planning and the system of decentralization that has
evolved over time is the existence of invisible transfers due to a repressed interest
rate regime, origin-based cascading type consumption tax system and subsidized loans
given to priority sectors (Rao, 2000).  Invisible transfers in the Indian context also
arise from the existence of inter-State tax exportation caused by the levy of cascading
type origin-based sales taxes in the States.  Another important source of such transfers
is the allocation of market borrowings and central loans to States at subsidized interest
rates.  Providing loans to priority sectors at subsidized interest rates is another legacy
of the planning regime that causes interregional resource transfers.

(vi) Transfers below the State level

As mentioned earlier, in Indian fiscal federalism, decentralization below the
State level is negligible.  Local governments together raise only 0.6 per cent of GDP
but spend about 2.1 per cent of GDP.  In fact a quarter million rural local governments
together raise a negligible amount of revenue.  The State governments determine the
system of assignments and the constitution provides for the appointment of State
finance commissions by the States.  However, similarity with the central transfer
system ends here.  Some States are yet to appoint finance commissions; in others the
finance commissions are yet to submit their reports; in some others the report has not
been accepted and the States have continued to make transfers on ad hoc basis.  In
some States the transfers are made on the basis of the recommendations of the finance
commissions, but the recommendations are not based on scientific criteria for want of
information and data on indicators of fiscal capacities and needs.  There are also
significant interstate variations in the functioning of sub-state fiscal decentralization.

Decentralization, particularly at the village level as envisaged in the
constitutional amendment also provides for empowerment of socially backward classes
and women.  A third of the seats in village panchayats are reserved for women.  The
village panchayats are required to organize “gram sabha” or village assembly four
times a year in which schemes are prioritized and the accounts are approved.  This is
meant to ensure provision of public services according to the preferences of the people.
However, in actual practice, gram sabhas are not active; they are held less frequently
and the participation in the sabhas is poor.  Moreover, there are varying degrees of
people’s participation in different States depending on a number of factors such as the
distribution of land holdings, social stratification and the educational levels of the
people.

The most important shortcoming of the sub-State decentralization is that both
assignments and transfers to local governments do not constitute much to give them
any meaningful role in delivering public services.  As already mentioned, lower level
governments hardly have any revenue handles.  In the absence of even basic
information, a rational system of transfers has not been evolved.  Further, as the
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amount transferred is negligible, the panchayats are involved mainly in implementing
the schemes formulated by the central and State governments.

Challenges of fiscal decentralization in transition

The foregoing analysis of the two economies helps to identify important
challenges in achieving efficient fiscal decentralization.  The problems that need to be
resolved include those relating to the development of the market, those pertaining to
the ending of the previous command and control systems, designing multilevel fiscal
systems and the creation of institutions to manage them effectively, and above all,
their capacity development to ensure efficient public service delivery.  Changing policies
and developing institutions to deal with fiscal decentralization in the context of
transition to market thus pose serious challenges.

An analysis of fiscal decentralization in the two countries provides useful
insights.  Within the context of the issues highlighted, there are comparisons and
differences in the nature and content of fiscal decentralization.  China, has a unitary
system and yet has a considerable degree of fiscal decentralization, extending all the
way up to the county and in some cases township level.  In contrast, despite having
a market based environment and a federal constitution, fiscal decentralization in India
does not extend beyond the State level.

Thus, significant differences in the characteristics of the two countries should
not be ignored in drawing inferences and making generalizations on the fiscal
decentralization challenges faced by the transitional economies in Asia.  In China, the
decentralized budgeting institutions extend all the way to townships and the enterprise-
government interface even at the township level has ensured adequate capacity-building.
The important challenges, however, relate to evolving fiscal instruments to replace
the system of command and control, instituting effective budgeting systems at all
levels, developing the necessary institutions and loosening the government-enterprise
interface at all levels as the economy makes its transition to market.  In contrast, in
India the critical challenge is to develop effective decentralization below the State
level and build capacity in them.  Fiscal instruments and the budgeting system are
reasonably well-developed, but public enterprises continue to be a source of fiscal
drain, a phenomenon that has caused macroeconomic difficulties in recent times.

 Despite these differences, there are, however, important issues of common
concern in the transitional developing countries.  The challenges of developing an
efficient fiscal system and budgeting process, replacement of command and control
systems with market-based instruments, and evolving responsive intergovernmental
fiscal arrangements are all common to these countries.  The major challenges of
transition are summarized below:
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(i) Extending fiscal decentralization below the provincial/State level

Ideally, fiscal decentralization should extend all the way to the lowest budget
level to ensure the efficient provision of public services and information and minimize
transaction costs.  This is particularly necessary in countries in which provincial
governments are too large to allow meaningful citizen participation or accountability
in public service delivery (Bahl, 1999).  However, to extend fiscal decentralization
below the State level, it is important to develop decentralized institutions and systems,
build adequate human resource capacity in these institutions and ensure accountability
at all levels.

Merely legislating changes to establish decentralized institutions does not
lead to effective fiscal decentralization as has been demonstrated by the Indian
experience.  Despite constitutional recognition, sub-State fiscal decentralization in
India is negligible.  In contrast, demand driven decentralization can be successful as
seen in the Chinese case and its system of sub-provincial intergovernmental finance
reinforces the centre-provincial arrangements (Bahl and Wallace, 2001).  Local
government in China up to the township level has traditionally enjoyed economic
power due to its hold over enterprises, and the government – enterprise nexus has
helped to develop administrative and fiscal capacity in local governments.  In spite of
the fact that local governments do not have the right to determine the tax base and
rates, and the centralization of tax collection arrangements instituted in 1994, the
sub-provincial local governments in China have been much more effective in providing
public services than in India.

The demand driven decentralization also has its impact on the size of the
lowest budget level in China.  There are about 48,000 townships in China with
an average population size of about 25,000.  At this economically viable size, capacity
to deliver public services is better.  In fact, in many provinces, even townships are
implementing agencies and fiscal decisions are taken at the county level where the
average population size is about 500,000.  In contrast, in India, the lowest budget
level – the village panchayat, has an average population size of only 3,000.  With
negligible assignment of independent revenues, these units are no more than
implementing agencies for the central and State government programmes.

Thus, of the two countries, China has the more decentralized system as almost
50 per cent of the sub-national spending is undertaken below the county level.  In
contrast, decentralization stops at the State level in India.

(ii) Developing a sub-national tax system

Designing and implementing an efficient tax system is an important component
of fiscal decentralization.  In China, local government does not have powers to
determine tax bases and rates and can only collect the taxes assigned to them.  As
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public enterprises lose their importance in raising revenues, the local governments
will have to develop their tax systems.  This will not only bring in extrabudgetary
funds into the budget discipline, but will help to link revenue-expenditure decisions at
the margin.  In India, too, local government below the State level needs to be
empowered by assigning it independent revenue-raising authority.

The most important local tax that needs to be developed to strengthen fiscal
decentralization is the local property tax.  In order to develop property tax as
a significant contributor to local revenues, it is important to institute clear property
rights and develop legal and regulatory systems8.  In China, assignment of property
rights and development of a legal system are still in transition.  In India, property
rights have been assigned and legal institutions exist.  But often the records are not
properly maintained and vestiges of the old planned regime in the form of price and
quantity controls continue to plague rationalization of the property tax system.  Also,
the property owning class as a pressure group in local government can be a hindrance
in the development of a modern property tax system in these countries.

Meaningful fiscal decentralization requires significant sub-national taxing
powers.  Linking tax and expenditure decisions at the margin is critical to ensuring
expenditure efficiency and accountability.  At present, in China local governments do
not have significant tax powers, though in the latter, local tax departments collect the
taxes assigned to them.  The major issue in China is to convert public enterprise
contribution to revenues with taxes.  In India, decentralization in tax powers is only
up to the State level.  Even in urban areas, as property tax is not well developed, the
local governments have resorted to inefficient taxes such as the tax on the entry of
goods (octroi) into local areas.

(iii) Substituting physical controls with market based instruments

An important feature characterizing the two economies is the prevalence of
price and quantity controls.  With the development of the market and opening up of
the economy for international trade, price (including interest rates) and quantity controls
will have to give way to monetary and fiscal policy instruments.  Disbanding the
vestiges of command and control systems associated with Soviet style planning and
replacing them with fiscal and regulatory instruments calls for changes in the system
adopted for decentralization as well.

There are a number of other controls and regulations introduced at various
levels that hinder the development of a common internal market.  The impediments
have been erected to serve the requirements of planning or to carry out a rationing
strategy to meet scarcity situations.  These have imposed several types of hindrances
to the movement of factors and products across the two countries.

8 For a detailed discussion of evolving property tax systems in transitional countries, see Malme and
Youngman (2001).
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Despite reduced emphasis on the plan and change in scarcity conditions over
the years, a number of fiscal and regulatory impediments have continued in the two
countries in varying degrees.  Besides physical controls, there are also fiscal
impediments with unintended allocative consequences.  Removal of impediments to
ensure free movement of factors and products throughout the country is necessary to
improve competitiveness and this will be an important challenge generally in the
transitional economies of Asia.

(iv) Making budgets comprehensive

An important challenge for transitional economies is to make the budgets
comprehensive by including spending from extrabudgetary sources of revenue.  There
are various types of extrabudgetary revenues collected to finance public services in
transitional countries.  In China for example, decline in the share of taxes to GDP has
coincided with extrabudgetary financing of expenditures.  Besides various types of
charges and fees collected outside the budgetary system, local governments have
mandated public enterprises to provide some public services.  In addition, there are
“voluntary” contributions in cash and kind made by the community at the county and
township levels for services such as education, health and rural roads.

In India, extrabudgetary financing is resorted to soften the budget constraint
at the State level.  As States’ borrowing requirements are determined by the central
government, they use extrabudgetary means to borrow funds in various ways.
A major consequence of this has been to slacken central control over macroeconomic
stability.  In fact, they have been fairly successful in softening their budget constraints
by borrowing from public accounts, borrowing through public enterprises and by
floating autonomous bodies and borrowing from them.  Developing a proper debt
market to improve market discipline to sub-national borrowing and accounting for all
contingent liabilities and risks at sub-national levels are important challenges faced in
these economies.

(v) Incentives and accountability

A legacy of the planned regime is the lack of accountability and incentives.
The public sector in both China and India is characterized by overemployment and/or
high wages, lack of incentives in the payment of wages and in the recruitment and
promotion policy.  In this regard, the position of sub-national governments is not
different.  Attempts have been made to equalize emoluments at all levels of government
both horizontally and vertically.  At the sub-national level, when intergovernmental
transfers are determined on the basis of actual/projected expenditures, this can lead to
overemployment.  Equating the wage rates of employees of local governments with
those of the central government enhances the cost of providing public services,
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particularly in poorer regions.  This can also cause segmentation of the labour market
and create distortions in unintended ways.  Interestingly, China, which ironically has
a strong socialist tradition, has greater flexibility in the labour market than India.  In
both economies, human resource development in the government sector, reduction in
overemployment in government and State enterprises, providing performance-based
wages and career advancement are the key issues of reform.

(vi) Intergovernmental finance

Evolving a responsive intergovernmental transfer mechanism is critical to
an efficient system of fiscal decentralization in developing economies.  The prevailing
transfer systems in both countries have perverse incentives.  In China, the transfer
system is predominantly negotiated.  In India, although the institutions have been
provided in the constitution to objectively determine transfers to States, ways have
been found to exercise discretion in intergovernmental transfers.  Besides, perverse
incentives can exist even in the design of formula-based transfers.

In both countries the transfer system is a combination of general and specific
purpose transfers.  While there is a legitimate role for specific purpose transfers in
fiscal decentralization in developing countries, it is necessary that the objectives of
such transfers are clear and their design appropriate.  It is important to ensure that the
transfer system is not used to exercise political influence and discretion by the centre.
The case in point is the system in India in which there are as many as 220 specific
purpose transfer programmes.  Depoliticization of intergovernmental finance is difficult
in developing economies but this is an objective that has to be pursued.

An important criterion for the design of any transfer system is that should
match the objectives of decentralization reform (Bahl, 1999).  The challenge is to
design general purpose transfers to offset revenue and cost disabilities of sub-national
governments and specific purpose transfers should be designed to ensure normatively
given standards of specified services.  However, evolving an appropriate transfer system
requires significant effort at collecting the necessary information, creation of a database
and measurement of the right fiscal parameters for designing and implementing transfer
systems.  In both economies, the lack of data and information are a major constraint
in devising objective policy approaches to implementing intergovernmental transfer
systems.  Fiscal data at the sub-national levels in China are difficult to obtain.  In
India, budgets at the State level are published but significant efforts are needed to
collect information below the State level.

(vii) Invisible transfers

In planned economies, besides explicit transfers, various price and quantity
controls can cause significant implicit transfers across regions.  An important source
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of implicit transfers in the two countries is interregional tax exportation.
Origin-based tax system and cascading-type taxes can cause significant interregional
resource transfers.  These economies are characterised by oligopolistic markets and
the tax levied by a producing State in many cases could be shifted to consumers in
other States.  Thus, such transfers can be regressive and can significantly offset the
progressivity of equalizing transfers.

Besides interstate tax exportation, there can be other sources of interregional
transfers in planned or quasi-planned economies.  Important sources of such transfers
include targeting investments in specific locations by the central government (regional
policies), lending to the sub-national governments at below market rates of interest
and allowing them to borrow from the market under a financially repressive regime,
and influencing the allocation of the financial system including distribution of
seignorage and preemption of the resources of the banking system for priority sectors
(Rao, 1997).

(viii)  Institutional development

Another important precondition for the success of decentralization in
developing countries is the creation of necessary institutions to implement and monitor
the fiscal arrangements.  A fair degree of intergovernmental competition can be
efficiency enhancing.  However, it is important to ensure competitive equality and
cost-benefit appropriability among competing governmental units (Breton, 1996).
Besides, competition cannot only be horizontal; it can also be vertical.  Creating
institutions and systems to monitor competition is an essential prerequisite for
successful fiscal decentralization.  Such institutions are necessary to minimize
coordination costs and to monitor competition.  Competitive federalism is successful
when the information required is available at low cost.  In a democratic polity, this
function is carried out by political parties and the media.  Information asymmetry in
governments is a major problem when there is no political opposition and the media
is inactive.

III.  CONCLUDING REMARKS

The paper has attempted to identify important challenges of fiscal
decentralization faced by the two largest countries in the world.  Interestingly, both
are also developing countries and both are making a transition from a planned to
a market system.  Accelerating development and making a transition from plan to
market pose major challenges of creating/developing market based instruments, policies
and institutions.  The challenges identified in the paper are by no means exhaustive
nor are they specific to Asian countries.  They can apply in varying measures to other
developing and transitional economies as well.
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The challenges of fiscal decentralization should not be looked at from the
narrow perspective of developing intergovernmental finance.  This should be seen as
part of developing a comprehensive and coordinated budgeting and fiscal system.
Evolving a transparent and programme based budgeting system involves the
development of an efficient tax, expenditure and intergovernmental finance system at
the central and local levels.  A systemic approach to fiscal decentralization also requires
policies and institutions, on the one hand, and capacity-building of various institutions
to implement them on the other.

Thus, in evolving the decentralized delivery of public services, the case study
of the two countries highlights the challenges of developing the right framework for
the purpose, specifically removing the infirmities and impediments to the efficient
functioning of a market-based system and of making a relatively smooth transition
from plan to market.  Rediscovering the role of decentralized governmental units in
the context of a changed role for the government, severing the nexus between
governments and State enterprises, removal of price and quantity controls, restoring
market incentives, developing institutions to administer market-based instruments and
policies and bringing in expenditures from all sources into budgetary discipline, are
the major issues which need to be confronted to ensure equity and efficiency in
delivering public services in the two economies.
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SMALL ISLANDS’ QUEST FOR ECONOMIC DEVELOPMENT

Naren Prasad*

Using time series data, the paper analyses the economic structure of island
countries.  The results are illustrated using five case studies.  It is
demonstrated that countries pursuing strategies based on service industries
or exports of light manufactures have been more successful in attaining
development objectives.  This success has been translated into improved
welfare for the populations of these countries.  In contrast, a promotion of
agriculture and remittances has tended to have a negative effect on
development and on levels of welfare of the relevant island countries.

Development economists have been mainly preoccupied with trying to explain
why large countries with abundant resources (natural, economic, human, diplomatic)
nevertheless remain poor.  Meanwhile, some researchers have drawn attention to how
several small, island States with very limited resources are pursuing their development.
It has been seen that a number of small island countries have somehow succeeded in
achieving relatively high standards of living, as evidenced by relatively high average
per capita incomes, sustained levels of economic growth and a high ranking on the
human development index1.  Yet, it is also true that some other small island states –
Tuvalu, Kiribati, Cape Verde, Comoros, Samoa, Vanuatu, Solomon Islands, Sao Tome
and Principe, and Maldives – are included among the least developed countries (LDCs).
It is also the case that small island countries on account of their geographic remoteness
are considered unimportant economic actors and have therefore not merited significant
attention by economists.

This paper is an attempt to an improved understanding of the economic
problems of small island development by seeking to explore the varying approaches
and mechanics of development pursued by small states and the results achieved.  It
does so by resorting to a comparative case study approach.  The approaches to

* Assistant Programme Specialist, Regional Unit for Social and Human Science in Asia and the Pacific,
UNESCO, Bangkok.

The views expressed in this paper are entirely mine and should not be attributed to UNESCO.  I am
particularly grateful to Professor Godfrey Baldacchino.  I would also like to thank Professor Donald Denoon,
Professor Brij Lal and Dr. Malama Meleisea for their helpful comments.

1 Easterly and Kraay (2000); Armstrong and Read (2000a, 2002).
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development are analysed in the light of the consequences of increasing globalization
of trade and the progressive elimination of preferential trading relationships.

The research in this paper builds on the work already done by such island
and small states researchers as Armstrong and Read, Baldacchino, Briguglio, Poirine
and Bertram.  For example, Armstrong and Read (2000a) and Armstrong and others
(1998) empirically analysed the economic performance of microstates and concluded
that there was a positive correlation between economic growth and tourism and financial
services; a weak correlation between growth and the manufacturing sector; and
a negative correlation between growth and agriculture.  They also found that there
was no link between islandness and growth.  Baldacchino (1993, 1998) demonstrates
that orthodox development theories have little relevance to small developing states
and that small states have different comparative advantages with services.  Briguglio
(1995) has been instrumental in developing the vulnerability index for small, generally
island territories.  Poirine (1994) demonstrated that rent-seeking is a logical choice
for many small islands, especially in the Pacific.  Bertram (1986) suggested that
remittances, aid and employment in the public sector are prevalent and constitute
a default development strategy for many small islands.  Bertram and Watters (1985)
have also coined the term MIRAB economies, hich stands for migration, remittances,
aid and bureaucracy.

The first part of this paper outlines the theoretical and empirical basis of the
study:  it describes the approach used in this study and presents a general portrait
covering geography, socio-political profile, administrative structure and market size
perspectives.  The second part presents the structure of island economies using simple
linear models illustrated by case studies.

I.  DEFINITIONS

Population, economy, environment and physical size – separately or in
combination – are the primary, interrelated criteria used to define a small island state.
In this paper, the size of the resident population is the key criterion to distinguish
a small state from a large one.  In accordance with common practice, a country with
less than 1.5 million people is considered “small”.  There is also some consensus that
“islands” are bodies of land completely surrounded by water; though it is problematic
to distinguish small islands from large ones.  Whether or not the category of “island”
is substantively different from that of any state of comparable size is contentious,
especially in economic terms.  Statehood is interpreted in terms of political sovereignty
in the sense that most states today are members of the United Nations.

Of 191 member states in the United Nations, 46 have a population of less
than 1.5 million; 30 of these are islands or archipelagos, of which 25 are identified as
small island developing states (see table 1).  Even if other composite indicators
(population, land area and total income of a country) were used as proposed by
Crowards (2002), these 25 island states would still qualify.
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Table 1.  Population, area, size of economy, and GDP per capita in
small islands 1999

Country
Population Area GDP GDP per capita

(000) (000 km2) (Millions of US$) (US$)

Pacific
Fiji 806 18 274 1 830.3 2 275

Marshall Islands 62 181 96.9 1 920

Kiribati 82 726 51.3 627

Micronesia (Federated States of) 116 702 229.9 1 922

Nauru 11 21 33.7 2 830

Palau 19 459 126.1 6 722

Samoa 169 2 831 238.3 1 505

Solomon Islands 430 28 896 346.3 801

Tonga 98 650 155.4 1 574

Tuvalu 11 26 15.6 1 556

Vanuatu 186 12 189 228.8 1 193

Caribbean
Antigua and Barbuda 67 442 645.1 9 979

Barbados 267 430 2 500.2 9 380

Dominica 71 751 266.8 3 778

Grenada 93 344 307.2 3 295

Saint Kitts and Nevis 39 261 309.0 7 974

Saint Lucia 152 539 658.3 4 505

Saint Vincent and the Grenadines 112 388 339.7 3 018

Trinidad and Tobago 1 289 5 130 6 596.1 5 119

West Africa
Cape Verde 418 4 033 584.4 1 400

Sao Tome and Principe 144 964 34.8 257

Indian Ocean
Comoros 676 2 235 192.7 281

Maldives 278 298 390.1 1 382

Mauritius 1 174 2 040 4 192.1 3 638

Seychelles 80 455 619.6 7 804

Source: United Nations, 2001 (CDROM).
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II.  CHARACTERISTICS OF SMALL ISLAND COUNTRIES

Compared to larger and continental countries, small island developing states
tend to have distinctive geographic, social, demographic and economic characteristics
which may affect their development strategies and prospects in significant ways.  These
characteristics of small islands are well researched and therefore this paper will not
analyse them.

However, it is worth mentioning that the geographic features of primary
consideration include remoteness and isolation (measured by transport costs);
vulnerability to natural disasters (measured by the number of natural disasters); and
limited resource base (measured by the preponderance of primary production).  The
social, political, and administrative features of small islands under consideration for
this paper include the intensity of social cohesion; issues relating to the public and
private sectors; and the demographic issue of significant emigration.  To achieve any
economies of scale in small islands with their limited domestic markets requires
exports.  It is not surprising to see that small islands rely heavily on trade (exports
and imports) to a greater extent than larger countries (54 per cent higher) (Easter
1999:404).  However, certain public services cannot be imported, so their higher costs
must be borne.  Certain of these characteristics are also present in non-island developing
countries.

III.  STRUCTURE OF ISLAND ECONOMIES

Methodology

Based on the characteristics outlined above, this paper analyses the level of
economic development in each country (see table 1), measured by economic growth,
GDP per capita, human development index, levels of poverty, distribution of income
and other indicators (corruption index, economic freedom).  A typology of development
strategies is established by using times series data on the structure of the economy of
each island country.  Only a few economic activities predominate at any time to drive
the economic performance of a small country owing to limited opportunities for
productive investments, the practice of mono-production, or because of the so-called
Dutch disease whereby tradeable goods are rendered less competitive by rent flows
accruing to a natural resource sector such as oil or gas.

The economic structure of each of the island states is analyzed by using the
main economic sectors (agriculture, industry, and services) and their contribution to
gross domestic product (GDP).  The country that presents the highest value from each
of these sectors will be taken as a case study to illustrate if the strategy could be
a model for other small islands (see table 2).  Apart from a few small islands endowed
with minerals, gas or oil (Trinidad and Tobago, Nauru), there are few options for
development in each of these sectors.  These activities may include labour-intensive
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manufactured exports, commercial agriculture such as sugar cane, copra or banana
farming, tourism or offshore financial services.

Calculating the contribution of agriculture and industry to GDP is fairly
straightforward.  As for the share of services in GDP, that of most small island states
exceeds 60 per cent, higher than that of other developing states (around 50 per cent)
(UNCTAD 2002).  Another important source of livelihood is remittances from overseas
workers (Bertram 1986; Poirine 1997; Connell and Conway 2000).

Table 2.  Economic structure of island countries 1999

Country

Agriculture Manu- Services Finance Tourism Remittances

(percentage factures (percentage (percentage receipts (per- (percentage

of GDP) (percentage of GDP) of service centage of  of total
of GDP) exports) total exports) trade)

Antigua and Barbuda 3.95 2.25 76.85 8.33 61.17 7.32

Barbados 6.05 9.32 72.40 13.91 51.89 5.52

Cape Verde 11.98 8.45 71.63 18.50 60.38

Comoros 39.41 5.44 47.53 36.90 26.65

Dominica 18.53 8.48 58.96 4.46 31.91 8.56

Fiji 17.91 14.11 53.12 0.92 25.87

Grenada 8.06 7.26 69.70 6.01 28.28 15.92

Kiribati 20.70 0.99 73.18 4.98 12.14

Maldives na na na 0.20 74.87 na

Marshall Islands 14.90 2.56 70.07 na na na

Mauritius 6.25 24.56 61.25 4.46 20.76 na

Micronesia (Federated na na na na na na
   States of)

Palau 4.75 0.79 86.94 na na na

Samoa 41.62 11.04 38.77 0.16 52.85 56.21

Sao Tome and Principe 20.55 4.52 62.49 na na 1.27

Seychelles 4.08 13.73 72.01 0.37 24.56 0.87

Solomon na na na na 2.72 na

Saint Kitts and Nevis 3.65 10.33 70.69 7.53 48.46 11.64

Saint Lucia 8.36 5.96 71.06 0.99 81.41 6.20

Saint Vincent and 10.42 6.54 63.82 11.30 43.91 11.12
  the Grenadines

Tonga 38.31 3.89 50.18 na 25.63 58.68

Trinidad and Tobago 1.92 7.99 58.35 na 6.18 1.52

Vanuatu 24.66 4.94 63.16 6.39 40.08 13.40

Source: World Development Indicators 2002 (CDROM); UNCTAD Handbook of Statistics, 2002
(CDROM); United Nations Statistical Yearbook 2001 (CDROM).
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Based on these characteristics, policy makers have to seek to facilitate
an environment which would permit key sectors to flourish, avoiding obstacles to
expansion.  The mechanics of these strategies are analysed in each of the case studies
below.

We will now analyse the relationship between each of these sectors and the
level of economic development, principally measured by GDP per capita and GNI per
capita, and where necessary with the pace of economic growth.  We will also illustrate
the level of economic development using certain socio-economic indicators such as
the human development index, incidence of poverty, distribution of income, level of
corruption, governance, etc.  Times series data ranging from 1980-1999 are constructed
for the island economies (23 of them who have complete data sets).  Data have been
obtained from World Development Indicators 2002 (CDROM), UNCTAD Handbook
of Statistics 2002 (CDROM), and United Nations Statistical Yearbook 2001 (CDROM).

Agricultural sector in island economies

The agriculture sector has traditionally been the backbone for most developing
countries and the island economies are no exception.  The agricultural sector, mainly
in the form of plantations in the island economies, is generally a product of the
colonial legacy.

Using a simple linear correlation, we demonstrate that there is a negative
correlation (-0.72) between the agricultural sector and the level of GDP per capita
(see graph 1).  In other words, as the importance of the agricultural sector increases,
the level of GDP per capita decreases.  However, the residual value is quite high at
0.52, indicating that around 50 per cent of the residual variability is unexplained.
This result is also confirmed by our case study of Fiji.

We chose Fiji since nearly 20 per cent of its GDP comes directly from this
primary source (certain other island states have a higher share of agriculture in their
GDP but it is mainly subsistence agriculture).  Other countries in the Caribbean region,
such as Dominica, have seen their share of agriculture in the economy (mainly bananas
and sugar cane) decline in recent years.  Fiji’s case is common to other small islands
(Mauritius and Barbados, in particular) where sugar cane was cultivated by slaves or
indentured labourers for the colonial powers, mainly the United Kingdom of Great
Britain and Northern Ireland.  In Fiji, 75 per cent of all households continue to be
engaged in some form of agriculture and sugar alone takes up 40 per cent of the
cultivated land area (Snell and Prasad 2001:257).  Today, 25 per cent of the total
workforce is involved in the sugar sector (World Bank 1995:27).  Sugar cane is
farmed by some 23,000 small-scale farmers (mainly Indo-Fijians) in Fiji.  The
government-owned Fiji Sugar Corporation (FSC) processes the cane in its four mills
and employs 4,500 people (and a further seasonal 2,500 cane cutters and 2,000 truck
drivers) (Lal, Lim-Appelgate and Reddy 2001:3).  The average production per farmer
is 148 tons (at 50 tons per hectare), which earns US$ 3,600 gross per year.
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Sugar from Fiji (and most other sugar producing small islands) is exported
through preferential agreements.  Fiji has a quota of 163,000 tons (13 per cent of the
ACP quotas, Mauritius taking over 38 per cent) to the European Union (EU) at
a fixed price, normally 3-4 times higher than the world sugar price.  The world
market price has fluctuated in a range of around 40 per cent between 1975-1991, but
it has varied only 8 per cent for the EU prices (Prasad and Akram-Lodhi 1998:46).
Hence, one advantage of this form of trade is to stabilize prices and therefore the
revenues from sugar.  Around US$ 50 million is transferred annually to Fiji through
the EU sugar price programme as part of commercial aid (McDonald 1996:140).  This
represents 4 per cent of Fiji’s GDP.  This represents $ 63 per capita compared to less
than $ 7 per person in ODA from the EU.

Has the preferential accord helped Fiji reduce poverty or diversify its
economy?  It has certainly helped maintain an uncompetitive industry (World Bank
1995:29).  Concern is now being expressed with regard to the future because the
preferences are likely to be phased out in accordance with WTO rules.  Without trade
preferences this industry would have had to undergo deep structural change long ago.
This trade preference may be considered a “kiss of death”.  The belated attempt to
reform it will be costly and difficult, if indeed it is feasible.

Graph 1.  Scatterplot agriculture and GDP per capita

Agriculture:  GDP Capita r2 = 0.5183; r = -0.7199; p = 00.0000; y = 5092.89454 – 141.017126*x
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According to UNDP (UNDP 1997:34), a person who earns less than
FJ$ 4,000 net a year (around US$ 2,000) is living under the poverty line (over 25 per
cent of Fijians are living below the poverty line, with 33 per cent in relative poverty).
Based on the author’s calculations, only 20 per cent of farmers earn above this amount.
However, some farmers have managed to supplement their incomes by other non-farm
activities and many practice subsistence cultivation for vegetables.

This situation has been aggravated by Fiji’s disappointing growth rate.
Between 1980-1990, the average GDP growth rate has been a mere 1.2 per cent and
2.1 per cent between 1990-1999 (UNCTAD 2002).  Per capita GDP has been under
US$ 2,000.  However, Fiji’s human development index has been reasonable, ranking
it seventy-second out of 173 countries (UNDP 2002:150).  Successive governments
have tried to diversify the economy towards tourism and manufactured exports, but
most have failed.  Other factors have also hampered economic development, especially
the political crises of 1987 and 2000 (Gounder 2002).  Fiji’s strategy based on
commercial agriculture is not considered a model for small island states.  Therefore
we can safely conclude that the development strategy based on agriculture is not
a viable strategy for island economies.

Manufacturing strategy

As for the manufacturing sector, very few island countries have succeeded in
establishing a viable manufacturing base for different reasons.  By using a simple
linear regression model, we are not able to demonstrate that there is any relationship
between the manufacturing sector and the level of GDP per capita or economic growth.
The coefficient correlation is just 0.09 (see graph 2).  However, using a case study of
Mauritius, we are able to demonstrate that the manufacturing sector has led to
impressive rates of economic growth.

We have chosen Mauritius as a case study because its manufacturing sector
has the highest contribution (around 25 per cent) to GDP among the small island
developing states.  The dominant manufacturing activities are textiles and clothing
produced in an export-processing zone (EPZ) established by the Government in the
early 1970s, using Taiwan Province of China as a model.  The fiscal incentives to
investors were common to other countries where an EPZ was established, such as tax
holidays, tax-free repatriation of profits and dividends, and duty-free import of inputs,
etc.  However, unlike other EPZs, over 50 per cent of the investment came from local
entrepreneurs (Phillips et al. 2000).

The EPZ started showing positive results from the early 1980s.  The number
of EPZ firms increased from 9 in 1971 to over 500 in 2000.  Likewise, employment
in the EPZ has been impressive, increasing from 644 in 1971 to over 90,000 in 2000,
and the sector now represents over 30 per cent of the country’s total gainful
employment.  Close to 70 per cent of the workers in the EPZ are women, facilitating
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double income for a household.  The EPZ accounts for over 80 per cent of total
exports and 85 per cent of all foreign direct investment (FDI) in Mauritius has gone
into its EPZ sector.

From these figures, it could be concluded that the strategy of export-led
growth in Mauritius has been successful.  This success has been sustained by
an ingenious rapid adaptation from low value-added textiles to high-value products.
The EPZ has played a crucial role in creating synergies between local industries.
First, it has given sugar factory owners an alternative activity, which has carried them
through the agricultural crises in the late 1970s.  Second, it has built confidence and
increased wages in other sectors of the economy.  As average earnings have increased,
the domestic market has been strengthened.  Commerce and business services have
grown as a result.  Third, it has brought foreign investors, global business linkages,
and new ideas, allowing Mauritians to modernize and build investor confidence in all
sectors especially tourism.

How can a small island country, a “case study in Malthusian economics”,
(where war, famine, or some other disaster would correct the imbalance between
population and resources), predicted for catastrophe in the 1960s because of its ethnic
diversity, high population growth, and other negative characteristics (Meade 1961), be
transformed into a model to be emulated?  Scholars, especially economists, have tried
to explain this success:  history, diaspora links, political stability, investment in
education, dynamic private sector, sound macroeconomic foundations, appropriate

Graph 2.  Scatterplot manufacturing and GDP per capita

Manufacture:  GDP Capita:  r2 = 0.0078; r = 0.0882; p = 0.1091; y = 2356.02255 + 41.1669271*x
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policies, competitive fiscal and labour costs, international trade agreements, or simply
pure luck, with the benefit of fortuitous external events like the hand-over of Hong
Kong, China to China in 1997.

One thing is clear:  the economic growth rate in Mauritius has been remarkable
since the early 1980s, averaging over 6.2 per cent from 1980-1990, and over 5.1 per
cent from 1990-1999.  Mauritius has been called the Asian tiger for the African region.
GDP per capita has increased from around US$ 1,000 in 1980 to nearly $ 4,000 in
1999, more than tripling in 20 years.  Its level of human development is also significant,
sixty-seventh out of 173 countries (UNDP 2002:150).  Poverty levels are low, around
11 per cent of the total population, since social policies were key elements of the
development strategy.  We can conclude that the manufacturing sector can lead to
higher levels of economic development in island countries.  However, based on the
scatterplot 2, Mauritius seems to be an exception (it is placed towards the extreme
right hand side of the graph) and replicating its model in other small islands would
appear to be a major challenge.

Importance of services

Most islands economies dependant heavily on the service sectors.  The service
sectors in islands are generally dominated by tourism or financial services.  There
seems to be significant positive correlation (0.53) between the importance of services
and the level of GDP per capita (see graph 3).

Graph 3.  Scatterplot services and GDP per capita

Service:  GDP Capita:  r2 = 0.2802; r = 0.5293; p = 00.0000; y = -4746.21788 + 118.506636*x
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(i) Tourism strategy

Developing a tourism industry seems to be a logical choice for island countries
based on their “islandness” (beach, sun, sea, a pleasant lifestyle, etc.).  There is
a positive correlation (0.37) between receipts from tourism (as part of total exports)
and GDP per capita (see graph 4).  This result is illustrated in our case study of
Antigua and Barbuda.

Graph 4.  Scatterplot tourism receipts and GDP per capita

Tour receipts:  GDP Capita:  r2 = 0.1352; r = 0.3677; p = 0.0000; y = 1118.40358 + 37.0068066*x
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the highest in the world).  To these numbers we could add 400,000 visitors on cruise
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Growth in GDP per capita in Antigua and Barbuda is closely linked with the
number of tourist arrivals (coefficient correlation of 0.93 based on graph 5).  Growth
has been positive, except in 1995 when the country was ravaged by a hurricane.  The
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Pigliaru 1999:3).  GDP per capita in Antigua and Barbuda was US$ 1,800 in 1980 and
had reached close to $ 10,000 in 1999, the highest among small island states.  It is
also one of the 15 countries most specialized in tourism (Lanza and Pigliaru 1999:3).
80 per cent of foreign exchange comes from tourism and tourism receipts represent
60 per cent of GDP.

The direct contribution of the tourism sector to the Antiguan economy is
estimated at 26 per cent of GDP in 2000 (WTTC 2002) and the indirect contribution
80 per cent based on the tourism multiplier of 0.88 for the country.  Over 15 per cent
of the active population was directly employed in the tourism sector in 2000 and over
40 per cent indirectly employed (compared to 40 per cent in the public sector).  Tourism
seems to have many positive linkages to the domestic economy.

The development strategy based on tourism has indeed helped Antigua and
Barbuda achieve high rates of growth and provide a high standard of living in terms
of GDP per capita and a relatively high human development index (fifty-second out
of 173 countries, UNDP 2002:150).  At 12 per cent of the population, poverty levels
are among the lowest in the Caribbean, where 38 per cent of the population was
classified as poor.  Based on this experience, tourism seems an attractive option for
many small island states.

Graph 5.  Scatterplot tourist arrivals and GDP per capita in Antigua
& Barbuda

Tourist Arrival:  GDP Capita: r2 = 0.8704; r = 0.9330; p = 0.000000002; y = -2583.37148 + 46.1774356*x
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(ii) Offshore finance

Some islands have ventured into developing offshore financial centres as one
of their development strategies.  We used data on insurance and financial services as
a percentage of service exports to construct a time series model.  An offshore financial
centre hosts financial activities that are separated from major regulating units (states)
by geography and/or legislation (Hampton 1994:237).  There are some 70 such centres
worldwide, hosting around US$ 5-7 trillion.

We are able to demonstrate that there is a positive correlation of 0.46 between
the financial services and GDP per capita (see graph 6).  As the importance of the
financial sector increases, so does the GDP per capita.  However, the residual value is
quite high at 0.21.  We demonstrate this result using our case study of Barbados.
Barbados was selected because of the availability of data and because it is not only
a ‘notional centre’, i.e. primarily consisting of ‘brass plate’ offices, for offshore financial
transactions.  The banking sector alone in Barbados contributes over 13 per cent to
GDP (World Bank.  2002:7).

Graph 6.  Scatterplot finance and GDP per capita

Finance:  GDP Capita:  r2 = 0.2134; r = 0.4620; p = 0.0000; y = 1789.49213 + 359.753328*x
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1988 was 966, rising to 7,416 in 2000 (EIU 2001).  Employment in the financial
sector rose from 4.4 per cent of total gainful employment in 1992 to 7.2 per cent in
1996.

Some advantages of hosting offshore financial centres are the tax revenues
(US$ 25 million per year, 33 per cent of total government revenues) (IMF 2001);
foreign currency inflows (US$ 100 million) (Campbell and Downes 2001); direct and
indirect employment (banks, law firms, accountants, financial infrastructure, etc.),
representing around 7 per cent of total employment (3,000-4,000 people) (EIU 2001);
and bank expenditures (salaries, charges, etc., US$ 10 million in taxes and US$ 10
million in rent).

Indirect advantages include access to an efficient financial system,
development of the fiscal system, access to international capital markets,
internationalization of the economy, the training of local staff and links with other
sectors of the economy.  However, direct costs include heavy investments in
infrastructure and telecommunications, regulation and supervision of the offshore centre,
as well as education and training.  The indirect costs are related to some additional
difficulties in carrying out monetary policies and leakage of capital, penetration of
foreign banks in the domestic banking industry, possibilities of tax evasion, pressure
on resources (such as water, housing, etc.), and potential links with criminals and
money laundering.

The factors that helped to establish the offshore financial service centre in
Barbados are historic and geo-strategic, political stability, qualified workers, regulations
dealing with government authority and functions, bank secrecy, personalized services,
good relations with its developed neighbours, tax treaties, financial infrastructure, the
presence of a strong tourism sector, and global developments, such as other offshore
centres becoming expensive; the rise of transnational corporations and higher rates of
tax in developed countries.  What truly distinguishes Barbados are its tax treaties with
the United States, United Kingdom, Canada, etc., allowing the sharing of information
on companies registered in Barbados.  Barbados is not a tax-free centre, but a low tax
country.

Like many other small islands, Barbados’s economic growth has fluctuated.
Growth between 1980-1990 was just 2.2 per cent and even worse between 1990-1999
averaging a mere 1.8 per cent.  However, GDP per capita has been high compared to
other small islands, reaching $ 9,380 in 1999.  Barbados is considered one of the
freest nations in the world and enjoys one of the highest levels of human development
(ranked 31 out of 173 countries in UNDP, 2002), manifested by the overall high
standard of living and social services such as education and health.  Poverty is the
lowest in the Caribbean and among the other small islands, affecting just 8 per cent of
the population (ECLAC 2000:19).  Income distribution, measured by the Gini
coefficient, is relatively low at 0.460 compared to the regional average of close to
0.500.
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The contribution of the offshore financial centre in Barbados to economic
development is modest compared to other small states, such as Cayman Islands, Jersey,
Bermuda and the Bahamas.  Barbados’s economic development has not been entirely
based on offshore financial services, but also on tourism and light manufacturing
(after the collapse of the sugar industry).  However, small islands that host offshore
financial centres are coming under intense pressure from international initiatives such
as the OECD initiative on harmful tax competition, G7’s Financial Action Task Force,
United Nations Office for Drug Control and Crime Prevention, the EU and NGOs
such as Oxfam, to enact tighter laws and impose stricter supervision to prevent money
laundering.  There is also intense competition among the small island jurisdictions
themselves to attract investors.  Hosting an offshore financial centre is considered by
many small island states as one of their comparative advantages since they can use
their sovereignty as an economic asset to legislate effective public policy to attract
financial capital (Baldacchino and Milne 2000).

Reliance on remittances

Another important source of funds for many small islands is remittances
from family members who have emigrated.  We used workers’ remittances as
a percentage of trade to construct a time series model (since remittances are not part
of a country’s GDP).  We demonstrate that there is a negative correlation (-0.47)
between remittances and GDP per capita (see graph 7).  As the share of remittances to
trade increases, GDP per capita decreases.  We illustrate this using our case study of
Samoa.

Samoa was chosen because it has the highest remittances as a percentage of
its GDP:  18 per cent.  Many Samoans work in New Zealand (the former administrator
of the country), Australia and the United States and send money home:  70 per cent of
Samoans live and work abroad.

Remittances to Samoa have been increasing steadily, from US$ 19 million in
1980 to around US$ 45 million in 2000.  They represent over 50 per cent of total
trade and 100 per cent of the aid to the country.  We should note that official statistics
underestimate remittance figures as not all remittances are sent through banking
channels.  Remittances are generally used to satisfy family or social obligations, buying
consumer goods, educating future migrants and reinforcing solidarity, but seldom for
savings or starting businesses (Poirine 1997:603).

Investment in future migrants yields better returns than investment in other
activities (Bertram 1999b; Poirine 1997:603) so the strategy of migration makes perfect
sense from an economic point of view.  However, remittance behaviour is based on
the individual or family decisions and the Government can exercise little control over
it.  The Government has not thus far implemented policies or strategies to encourage
the flow of remittances, such as using official channels to send money, bank transfers,
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giving incentives for saving in the country, and better interest rates (Brown and Ahlburg
1999:337).

As long as emigration continues, remittances are likely to flow back into
Samoa; but this also depends on avoiding excessive migration of families (Poirine
1997:603).  The out-flow of families could deplete the population, leading to a net
reduction in inward remittances, especially as many remittances consist of the
repayments of loans by migrants (Poirine 1997:603).  Basically, this is a strategy for
human resource investment where on the face of it both the sending and receiving
countries appear to benefit.

Have remittances helped Samoa to achieve higher levels of development?
Economic growth has been modest between 1980-1990, averaging just 0.9 per cent
but improving over the period 1990-1999 to 2 per cent.  The slow growth in most
island countries like Samoa is due to “low capital absorption capacity, due partly to
small scale and geographical isolation, which limits the possibilities for textbook
growth models based on large-country experience” (Bertram 1999a:338).  GDP per
capita was US$ 649 in 1987, reaching US$ 1,250 in 1999.  Its human development
index is also poor, Samoa ranking 101 out of 173 countries (UNDP 2002:151).  Samoa
remains one of the least developed countries.  According to an official household
survey, poverty is high, with one in three households not meeting basic needs
and 48 per cent of households deficient in food and living below the poverty line
(Walsh 2001).

Graph 7.  Scatterplot remittances and GDP per capita

Remittances trade:  GDP Capita:  r2 = 0.2255; r = -0.4749; p = 0.0000; y = 3581.44577 – 32.2622429*x
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In a small island, if there is no alternative, remittances are one way to sustain
livelihood (under certain conditions, such as the availability of territories willing to
accept migrants).  Part of the remittances can be reinvested in preparing future migrants
and the village becomes focused on preparing migrants.  Unlike bigger countries that
depend on remittances – such as Mexico – (Connell and Conway 2000:53-54)
remittance money has not helped Samoa’s economic growth, nor aided its efforts to
diversify, going mostly to personal consumption (Poirine 1998).  However, remittances
are not reflected in GDP figures, as they are not considered a domestic economic
activity.  As we have seen, remittances are very important in Samoa where they
represent $ 1,300 per capita (and in Antigua and Barbuda where they are around
$ 4,000) (Gammeltoff 2002).  Other financial flows, such as ODA, are also important,
though such flows from abroad are not taken into account in measuring the domestic
economy.

Synthesis

We have studied the economic structure of island countries and the basis on
which they have developed over the last two decades.  Certain conclusions follow:
the strategy or approach based on the colonial economy of agriculture, has not helped
to improve the livelihood of the rural population and most of the farmers are still
poor.  Neither has this strategy delivered better economic growth.  Contrary to
Armstrong and Read’s (2000) research, manufacturing activities (e.g. textiles) through
an export processing zone have led to impressive levels of development, as measured
by economic growth, achievements vis-à-vis the human development index and low
levels of poverty.  The tourism industry seems to have positive linkages with the
rest of the economy in terms of employment and growth.  The strategy of offshore
financial centres has shown positive results, but recent international efforts to curb
money-laundering has led many centres to review their strategy.  Financial centres
alone do not ensure economic development, but other related sectors such as tourism
must be developed first.  The strategy (or non-strategy) of depending on remittances
provides crucial revenue and contributes to the balance of payments in small countries,
but creates a consumption society, where productive economic activities hardly exist.
In remittance-based countries, measuring economic performance based on GDP figures
poses difficulties because remittances and other financial flows are not captured in
these figures.  Any comparison based on GDP may not be relevant where remittances
and other financial transfers from abroad are important.

Apart from these strategies, there are other sources of income for small island
states.  Many may be too small and remote for commercial investment and may
therefore have to look beyond orthodox strategies and the usual service economies
such as tourism.  They have to make use of their sovereignty (Drezner 2001) such as
providing strategic bases (the Federated States of Micronesia have agreements with
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the United States).  They have given their Exclusive Economic Zones to other countries
to fish in their waters and they receive access fees as a result (50 per cent of Tuvalu’s
government revenue comes from fishing license access fees).  Shipping registries and
selling passports, both significant revenue earners in several small island states, are
contentious when they encroach on the sovereignty of bigger states.  Less controversial
is the sale of philately, which contributes to the revenues of smaller islands, such as
Tuvalu.  Another new source of revenue is sales of internet domain names, such as .tv
(Tuvalu) or of international telecommunications dial-up codes.

IV.  CONCLUSIONS

This paper has presented the specific characteristics of small island developing
countries.  These characteristics call for a distinct set of policy advice to small island
economies.  We have used time series data to construct simple linear regression models
to illustrate that:

1. Contrary to our predictions using the model, the strategy based on an
export processing zone seems to be viable for a small island economy.
However, specific conditions are required to ensure success.  These
include:  political stability, good governance, free market access to
developed countries, and some luck (Baldacchino and Milne 2000:11).

2. Commercial agriculture is not a model for small islands since its
contribution to economic development has been modest and has not
helped to alleviate rural poverty.

3. Tourism in small islands has numerous positive linkages with the
economy and tends to increase the welfare of the country.

4. Small island countries have a comparative advantage in hosting
offshore financial centres, but tourism plays the key role in its
development.

5. Reliance on remittances is a logical choice for small economies, but
it is negatively linked with the prosperity of the country.

On the comparative perspective, island countries from the Caribbean generally
perform better than the Pacific economies.  We demonstrate that Caribbean economies
are more dependant on the service sectors than the countries from the Pacific.  In
addition, Caribbean countries’ proximity to American markets must be seen as
an asset, although more research is needed to analyse this aspect of proximity.  Further
research is needed to analyse how these different strategies contradict the mainstream
thinking in development economics.  More empirically, data are required to demonstrate
that sovereignty (and its instruments) is considered an important economic asset,
enabling many small islands to pursue their development in relatively successful,
albeit peculiar, ways.
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E-COMMERCE IMPLEMENTATION IN INDIA:  A STUDY
OF SELECTED ORGANIZATIONS

Rajiv Arora* and D.K. Banwet**

Electronic commerce is a vital part of India’s trade facilitation policy.
Following major initiatives in liberalization in 1991 the need to facilitate
international trade through policy and procedural reforms has become the
cornerstone of trade and fiscal policies.  Electronic commerce, including
electronic data interchange (EDI), has been implemented in various
organizations in India, in particular those that are closely involved in
international trade.  It is known that the level of electronic commerce
development in the organizations has been either facilitated or inhibited
by various factors.  In order to identify these factors an empirical study
comprising a questionnaire combined with case studies and in-depth
interviews in selected organizations was carried out.  The results indicate
that factors primarily intrinsic to the organizations and organization-driven
strategies have been more significant causal factors than either
network-driven strategies or factors extrinsic to the organizations in the
implementation of e-commerce in India.

Electronic commerce is today a vital part of India’s trade facilitation policy.
Since 1991, after India took major initiatives in liberalization and opening of the
economy with a view to integrate itself with the global economy, the need to facilitate
international trade both through policy and procedure reforms has become the
cornerstone of India’s trade and fiscal policies.  As of early 2003, there are some
18 million internet users and about 500 licensed ISPs in the country while the
e-commerce market size according to the IDC report is estimated to be $ 1.750 billion,
including both business to business (B2B) and business to consumer (B2C) modes.

 The era of electronic data interchange (EDI) was ushered in with the setting
up of the EDI Council in the Ministry of Commerce in 1994, the organization
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at the Department of Management Studies, Indian Institute of Technology (IIT) Delhi, Hauz Khas.

** Professor and Group Chairman Operations management, Department of Management Studies, IIT
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responsible for facilitating international trade.  The EDI Council has promoted the
introduction of EDI and e-commerce in the trade processes of various vital trading
partners responsible for the regulation and facilitation of international trade.  These
organizations include the Indian Customs and Central Excise, ports and airports
authorities, shipping lines, airlines, facilitating bodies such as the Directorate General
of Foreign Trade (DGFT), Agriculture and Processed Food Export Development
Authority (APEDA) and Apparel Export Promotion Council (AEPC).  The Council
has promoted the use of EDIFACT standards and triggered re-engineering efforts in
vital trading partners.  Significant efforts have been made by various trading partners
to become EDI and e-commerce capable.  Results are visible in organizations
that have attained a degree of maturity in conducting e-commerce transactions.  In
the EDI system of Indian Customs and Central Excise, more than 95 per cent of
import-export transactions are through the EDI/e-commerce mode.  The disbursement
of duty drawback is automated and the refund mechanism is almost paperless wherein
the beneficiaries of the refunds get the credit in a designated bank automatically
whenever exports are made.  In the web enabled system of DGFT, 65 per cent of the
transactions by way of application filing for various schemes by the trading community
is on the e-commerce mode.  Almost 800 applications per day are made on the
e-commerce mode to DGFT.  This has led to a significant reduction in processing
time from the earlier 30-45 days to between 6 and 24 hours.  Significant benefits in
terms of reduction in transactions cost for the exporter/importer are witnessed not
only on account of reduction in paper cost but also in a reduced number of visits to
the organization.  The integration of the digital signatures in the EDI/e-commerce
projects in these agencies would lead to further strengthening and development of the
e-commerce network.

As e-commerce usage grew in the country, its reach and penetration called
for the development of appropriate infrastructure and providing a legal framework for
secure e-commerce.  The ISP policy of 1998 and the IT Act, 2000 have catalysed the
development of infrastructure in terms of reach and security in the country.

I.  METHODOLOGY

In order to identify the various issues and practices in e-commerce
implementation, pilot case studies were done by interacting with key agencies, viz.
EDI Council of India and Directorate General of Foreign Trade (DGFT), and based
on the issues emanating from these pilot case studies and the issues identified from
the relevant literature, a questionnaire was designed in order to capture the various
key determinants for e-commerce growth in India.  The questionnaire was validated
for face, criterion and content validity.  This validation was done by feedback from
academicians, practitioners and implementers in key government organizations that
are important partners in the e-commerce network and was administered on a sample
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size of 200 organizations out of which 103 responded as given in table 1.  A purposive
stratified organization sample was considered.

Research issues and analysis

The following five broad research issues were analysed on the basis of the
responses received.  The research questions were framed on the basis of the issues
which emanated out of the pilot case studies conducted and the literature review on
the subject.  The analysis has been done using SPSS statistical package.

Factors affecting e-commerce implementation

Facilitators for e-commerce implementation

In order to analyse the key facilitators, 12 identified facilitators from the
pilot case studies and the literature review were used and empirically tested on
a 7 point scale.  The score 0 indicates ‘does not facilitate’, 1 indicates ‘weakly
facilitates’, 2 indicates ‘moderately facilitates’, 3 indicates ‘significantly facilitates’,
4 indicates ‘facilitates’, 5 indicates ‘strongly facilitates’ and 6 indicates ‘greatly
facilitates’.  The response is indicated in table 2.

 The results revealed that the mean facilitation scores of all the facilitators
indicate that these either ‘facilitate’ or ‘significantly facilitate’ e-commerce development.
None of the facilitators strongly or greatly facilitate e-commerce development.  The
CEO’s role, readiness of key government organizations and cost saving emerge as the
top order facilitators with rankings as 1, 2 and 3 as indicated in table 2.

In order to identify the clusters of facilitators, factor analysis using Principal
Component analysis was carried out.  Three facilitators with Eigen values of more
than 1.0 and collectively accounting for 62.2 per cent of variance were retained after
Varimax rotation.  The rotated factors loading on three factors is given in table 3.

Table 1.  Respondents response pattern

Sl. No. Entity
No.of Responses

respondents received

1. Business organizations (trading/manufacturing) 150 74

2. Value added networks (VAN) operators, system integrators 20 11
and service providers

3. Government entities/organizations 10 6

4. Consultancy firms/academic institution/trade bodies 20 12

5. Total 200 103
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Table 2.  Facilitators for e-commerce implementation

Variable
Facilitator

Mean facilitation
Rank

name score (*)

F1 Acceptance of electronic transactions under law 4.22 5

F2 Cost savings under electronic mode over paper mode of 4.40 3
transactions

F3 Fiscal incentives for electronic commerce transactions 3.76 9

F4 Involvement of Chief Executive Officer 4.86 1

F5 Pressure and insistence for EC/EDI mode by foreign buyers 3.83 8

F6 Insistence for EC/EDI mode by other partners of value chain 3.73 10
(viz. vendors/suppliers) within country

F7 Penetration of internet usage 4.20 6

F8 Proactive role by industry associations 3.29 12

F9 Reengineering of business processes 4.25 4

F10 Readiness of concerned government agencies 4.42 2

F11 Strategic advantages including enhanced business 4.09 7
opportunities offered by electronic commerce transactions

F12 Use of related technologies viz., coding, article numbering etc. 3.66 11

The three factors are identified as ‘community and process driven facilitator’
which indicates network influence and BPR impact on e-commerce development,
‘technology and organizational facilitator’ which indicates CEO’s role/technology
related influences and ‘cost savings and fiscal incentives facilitator’ which indicates
cost of transaction driven facilitators as indicated in table 3.

As part of this research, the following hypotheses were developed and tested
statistically.

Hypothesis 1:  The organization’s growth in e-commerce implementation is
facilitated more by extrinsic factors than by the intrinsic factors.

The available literature on e-commerce implementation suggests that
e-commerce is an unavoidable business compulsion and that if organizations do not
adapt to e-commerce, their survival would be at stake.  The pressure from the value
chain partners is therefore perceived to be a key driver for an organization to adopt
e-commerce.  The factor analysis results identify three types of facilitators viz.
facilitators extrinsic to the organization (community and process driven facilitator),
intrinsic to the organization (technology and organizational facilitator) and process
related facilitator (cost driven facilitator).
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Table 3.  Facilitator factors: varimax rotation and principal component
factor analysis

Eigen Variance Range of

Factor Factor Components of the factor value per cent values of factor
loading

FF1 Community and � Pressure and insistence for 0.90 7.5 0.51 to 0.91
process driven EC/EDI mode by foreign
facilitator buyers.

� Insistence for EC/EDI mode 0.75 6.2
by other partners of value chain
(viz. vendors/suppliers)
within country

� Proactive role by industry 0.46 3.8
associations

� Re-engineering of business 0.34 2.8
processes

� Readiness of concerned 0.25 2.1
government agencies

FF2 Technology and � Acceptance of electronic 4.75 39.6 0.54 to 0.80
transactions under law

� Involvement of Chief Executive 0.96 8.0
Officer

� Penetration of internet usage 0.57 4.8

� Strategic advantages including 0.18 1.5
enhanced business opportunities
offered by electronic commerce
transactions

� Use of related technologies viz., 0.11 0.9
bar coding, article numbering etc.

FF3 Cost driven � Cost savings under electronic 1.39 11.6 0.73 to 0.82
facilitator mode over paper mode of

transactions
� Fiscal incentives for electronic 1.32 11.0

commerce transactions

organizational
facilitator
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To test the hypothesis, paired t test between variables F4 (CEO’s role) and
F6 (value chain insistence) and F4 (CEO’s role) and F5 (foreign buyers pressure) was
carried out on the universe.  The results are indicated in table 4 at serial numbers 1
and 2.

Mean facilitation score of CEO’s involvement is more than that of mean
facilitation scores of pressure by value chain partners or by foreign buyers at
a significance level of .01, thus negating the hypothesis that extrinsic factors facilitate
more than the intrinsic factors.

The result also indicates that since e-commerce implementation is a strategic
decision, involving investment, managing re-engineered processes and structural
changes in the organization, the CEO’s role is critical.  The role of the intrinsic
factors has also been in the e-commerce implementation model of the Directorate
General of Foreign Trade (DGFT) in which a flexible e-commerce model with intrinsic
factors like CEO’s proactive role has been a vital determinant in the implementation.

Table 4.  Comparison of variable 1 with variable 2
(paired t test for validation of hypothesis)

Variable 1 Variable 2

(N = 103) (N = 103)Variable 1 Variable 2

X SD X SD

t value

1. F4 F6 4.86 1.16 3.73 1.88 6.12**

2. F4 F5 4.86 1.16 3.84 1.85 5.43**
3. F3 F2 3.76 1.72 4.40 1.38 3.72**
4. I8 I5 4.07 1.43 2.81 1.42 6.53**
5. I8 I7 4.07 1.43 2.95 1.48 6.93**
6. I8 I19 4.07 1.43 2.88 1.54 7.04**
7. I13 I3 3.78 1.48 2.81 1.41 4.49**
8. I13 I4 3.78 1.48 2.20 1.48 7.01**
9. I14 I3 4.07 1.58 2.81 1.41 5.40**

10. I14 I4 4.07 1.58 2.20 1.48 7.67**
11. EMG1 EMG11 3.88 1.45 3.81 1.22 0.39
12. EMG4 EMG7 4.75 0.98 3.60 1.39 6.38**
13. EMG10 EMG11 4.60 1.19 3.81 1.23 4.34**
14. ME DE 2.10 0.63 1.88 0.98 2.27**
15. BPR3 BPR2 2.42 1.13 1.59 1.20 4.40**
16. GS IS 2.04 0.99 1.80 0.97 2.37*
17. GS CS 2.04 0.98 2.45 0.93 4.71**
18. CS IS 2.45 0.93 1.80 0.99 6.67**
19. OB SB 3.05 1.63 2.83 1.53 2.98*

X : Mean SD: Standard Deviation;  N: Sample size
* Significant at .05 Level
** Significant at .01 Level
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Hypothesis 2:  Fiscal incentives on e-commerce transactions have motivated
organizations more for e-commerce implementation than a reduction in the cost of
transactions.

There is presently an ongoing debate as to whether e-commerce transactions
should be taxed.  At present with no tariff on business through e-commerce, such
fiscal incentives could have been instrumental in facilitating the growth of e-commerce.

To test this hypothesis, paired t test between variable F3 (Fiscal incentives)
and F2 (cost savings) on the universe was carried out.  The results are indicated in
table 4 at serial number 3.

The mean facilitation score of ‘fiscal incentives’ facilitator is lower than the
mean of the ‘cost of transactions benefit’ and the difference is also significant at .01
level (in fact .000), thereby not supporting the hypothesis.  Therefore it is the reduction
in the cost of transaction by e-commerce that facilitates more than fiscal incentives.

The above result tends to support the present scenario in which e-commerce
development is not at a level where the organizations are entirely on the e-commerce
mode and therefore a revenue implication by way of tariff concession is not all that
significant for such an organization.  As of now, organizations seem to be deriving
more benefits by way of a reduction in the cost of transaction by adopting the
e-commerce mode.  In the e-commerce model of DGFT, users of the network have
been motivated by the fact that the transaction costs have been insignificantly reduced
by reduced processing time of the license request and its issuance and therefore
reduction in user visits.  The requisite license issuance fee is to be paid both in the
e-commerce mode and non-e-commerce mode.

Inhibitors to e-commerce implementation

In order to analyse key inhibitors, 20 identified inhibitors from the pilot case
studies and literature survey were used and empirically tested on a 7 point scale.  The
score 0 indicates ‘does not inhibit’, 1 indicates ‘weakly inhibits’, 2 indicates
‘moderately inhibits’, 3 indicates ‘significantly inhibits’, 4 indicates ‘inhibits’,
5 indicates ‘strongly inhibits’ and 6 indicates ‘greatly inhibits’.  The results are analysed
in table 5.

 Factors that have inhibited e-commerce implementation are indicated in
table 5.  The inhibitors with high mean inhibition scores are low level of readiness of
major network players in the government’s core network, lack of a legal and security
framework, low level of priority and infrastructural constraints.

To a significant extent, this also correlates with the facilitation scores of high
order facilitators.  Thus while readiness of key network players is a facilitator, its low
level of readiness is also a inhibitor while the CEO’s role is a great facilitator, low
order of priority of e-commerce and lack of support of top management also ‘inhibits
the development of e-commerce implementation.  The availability of a ‘legal and
security’ framework has a more facilitating than inhibiting effect.
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Table 5.  Inhibitors to e-commerce implementation

Variable
Inhibitors

Mean inhibition
Rank

name score (*)

I1 Budgetary constraints viz. low investment in IT 2.56 19

I2 Difficulty in assessing tangible benefits accrued by 2.80 17
EC/EDI mode of transactions

I3 High prices of EC/EDI software viz. mapping, translation 2.80 16
and communication software

I4 High tariff for internet usage 2.20 20

I5 Human resistance to change for new way of operations 2.80 15

I6 Infrastructural constraints like small number of value added 3.64 5
networks (VAN’s) poor communication facilities etc.

I7 Low perceived strategic benefits of EC/EDI 2.95 13

I8 Low level of readiness of the major EC/EDI players 4.07 1
like customs, ports, banks etc.

I9 Low level of internet penetration 3.60 6

I10 Lack of support by top management 3.15 10

I11 Low order of priority of EC/EDI implementation in India 3.68 4

I12 Low level of IT penetration and functional linkages with 3.47 7
business operations

I13 Lack of security of EC/EDI transactions over internet 3.78 3

I14 Lack of legal acceptance of EC/EDI transactions 4.07 2

I15 Low level of process re-engineering 3.13 11

I16 Low perception of need of BPR to supplement EC/EDI 3.44 8

I17 Lack of expertise regarding process re-engineering 3.16 9

I18 Lack of professional and technical expertise regarding 3.05 12
EC/EDI implementation

I19 Resistance for undertaking requisite re-engineering for 2.88 14
EC/EDI operations

I20 Wide gap between IT and user skills 2.58 18

In order to determine clusters of inhibitors, factor analysis using Principal
Component Factor analysis was carried out.  Six factors with Eigen values of more
than 1.0 and collectively accounting for 76.9 per cent of variance were retained after
Varimax rotation.  The rotated factor loadings on six factors are given in table 6.  The
six factors of inhibitors are identified as ‘technology and resource inhibitors’,
‘readiness inhibitors’ ‘BPR and investment inhibitors’ ‘tariff inhibitors’ ‘legality related
inhibitors’ and ‘organizational inhibitors’.
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Table 6.  Inhibitor factors: varimax rotation and
principal component factor analysis

Variable Eigen Variance
Range of values

name
Factor Component of the factor

value per cent
of factors
loading

FI1 Technology and � Infrastructural constraints like 1.07 5.3 0.53 to 0.84
resource small number of value added
inhibitors networks (VAN’s) poor

communication facilities etc.

� Low level of internet penetration 0.51 2.6

� Lack of support by top 0.46 2.3
management

� Lack of expertise regarding 0.14 0.7
process re-engineering

� Lack of professional and 0.19 0.6
technical expertise regarding
EC/EDI implementation

� Resistance for undertaking 0.09 0.5
requisite re-engineering for
EC/EDI operations

� Wide gap between IT and 0.08 0.4
user skills

FI2 Readiness � Difficulty in assessing tangible 2.80 14.0 0.51 to 0.76
inhibitors benefits accrued by EC/EDI

mode of transactions

� Low perceived strategic benefits 0.77 3.9
of EC/EDI

� Low level of readiness of the 0.66 3.3
major EC/EDI players like
customer, ports, banks etc.

� Low order of priority of EC/EDI 0.43 2.2
implementation in India

� Low level of IT penetration and 0.36 1.8
functional linkages with business
operations

FI3 BPR and � Budgetary constraints viz. 6.70 33.5 0.64 to 0.80
low investment in IT

� Low level of process 0.21 1.1
re-engineering

� Low perception of need of BPR 0.16 0.8
to supplement EC/EDI

investment
inhibitors
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As a part of further analysis on the research issues, the following hypothesis
was developed and tested.

Hypothesis 3:  Low level of readiness of the key government agencies in the
core network has inhibited e-commerce growth more than the low perception of process
re-engineering or low perception of its benefits.

To test this hypothesis, paired t test between variables I8 (low readiness
level) and I5 (human resistance to change), I8 (low readiness level) and I7
(low perceived strategic advantage) and I8 (low readiness level) and 119 (resistance
for re-engineering) on the universe was carried out.  The results are shown in table 4
serial numbers 4, 5 and 6.

The low level of readiness of core government agencies has been the highest
inhibitor as compared to low perception of BPR, human resistance to BPR and low
level of perception of e-commerce benefits, its mean inhibition score is higher than
the others at a significant level of .01.

The key government agencies like Customs, port authorities, DGFT, Export
Promotion Councils are the core infrastructure of e-commerce facilitation and therefore
any growth of e-commerce in the international trade sector is determined critically on
the readiness level of these agencies with regard to e-commerce.  Also the fact that
the process re-engineering in the Indian context has been basically by way of process
improvement and of moderate intensity, it has not inhibited with a higher intensity
than the low level of readiness of the key government agencies.  The case studies of
the Directorate General of Foreign Trade and Customs have revealed that it has been
the interface issues on the interchange processes that have inhibited rather than the
intra-agency re-engineering issues.

Table 6.  (continued)

Variable Eigen Variance
Range of values

name
Factor Component of the factor

value per cent
of factors
loading

FI4 Tariff inhibitors � High prices of EC/EDI software 1.81 9.1 0.79 to 0.81
viz. Mapping translation and
communication software

� High tariff for internet usage 1.70 8.5

FI5 Legality related � Lack of security of EC/EDI 0.35 1.7 0.85 to 0.90
inhibitors transactions over internet

� Lack of legal acceptance of 0.28 1.4
EC/EDI penetrations

FI6 Organizational � Human resistance to change for 1.27 6.4 0.78
inhibitors new way of operations
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Hypothesis 4:  The lack of legal and security frameworks have inhibited
more than the high prices of software and tariffs for internet.

The organizations have been greatly hesitant to transmit sensitive data on the
net.  The data of the key trading partners in the e-commerce network is also sensitive.
Also the higher costs of software and internet have been dampening e-commerce
implementation.

In order to test this hypothesis t test between variables I13 (lack of security)
and I3 (high software prices), I13 (lack of security) and I4 (high internet tariff) and
I14 (lack of legality) and I3 (high software prices) and I14 (lack of legality) and I4
(high internet tariff) was carried out on the universe.  The result are shown in table 4
at serial numbers 7, 8, 9, 10.

The results of paired t test show that mean inhibition scores for lack of
legality and security framework are less than the mean inhibition score of higher cost
of software and internet tariff at a significance level of .01 level (in fact .000 level)
and thus support the hypothesis.  Therefore lack of confidence in transactions inhibits
e-commerce development.

In 2000, an Information Technology (IT) Act was passed.  The transactions
on e-commerce in international trade involves transmission of critical information
which is of vital interest to the business sector as such transactions include invoice
transfer, customs clearances, issuance of approvals on imports, etc. which require
a high level of security along with an appropriate legal back up.  Also during the time
when the data for the study has been collected in (1999-2000), the period witnessed
a hype in e-commerce on account of success stories of re-engineering, viz. opportunities
flowing from worldwide growth of the internet etc. and the desire to experiment with
new technology, the high tariffs on the internet and for software were not considered
as an inhibitor.  Also during this period, there has been a considerable fall in the
prices of internet charges and also of the software on account of web solutions being
provided at competitive prices by growth of various Internet Service Providers (ISP).
Therefore the mean inhibition score of legal and security framework appears to be
adequate in explaining the phenomena of the vibrant period of growth of e-commerce
in India.

Management strategies adopted for e-commerce implementation

On the basis of the literature survey and expert opinions gathered during
interviews, 12 management strategies were identified which were indicated as primarily
guiding e-commerce development in an organization.  The response to these strategies
was gathered on a 7 point scale.  Score 0 indicates ‘when the strategy was never
used’, score 1 indicates ‘strategy rarely used’, score 2 indicates ‘strategy not so often
used’, score 3 indicates ‘strategy moderately used’, score 4 indicates ‘strategy used
around 50 per cent of the time’.  Score 5 indicates ‘strategy used most of the time’,
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score 6 indicates ‘strategy used to a large extent’.  The response gathered from
103 respondents is reflected in table 7.  From the ranking of the mean scores in
table 7, it can be seen that the strategies driven by the CEO, planned investment,
generating a competitive edge are the higher order strategies adopted by the organizations.

Factors obtained by Principal Component Factor analysis and with Eigen
values more than 1 accounting for 67.2 per cent of variance were retained for Varimax
rotation.  The factor loadings on four factors are given in table 8.

The four management strategies which emerged by the factor analysis are
‘BPR and investment driven management strategy’, ‘fall in line and network driven
strategy’, ‘CEO driven strategy’ and ‘middle management and customer driven
strategy’.

As a part of this research, the following hypothesis was developed and tested.
Hypothesis 5:  Organization driven strategy has been more acceptable than

the network driven strategy.
In order to test the hypothesis, paired t test was carried out between the

variable EMG1 (EC/EDI strategy integrated with international business strategy) and
EMG4 (EC/EDI implementation determined by top management) and EMG7
(EC/EDI implementation determined by value chain partners) and EMG10 (EC/EDI
implementation perceived to increase organization’s competitive edge) and EMG11
(fall in line/business compulsion philosophy guides EC/EDI implementation) on the
universe.  The results of t test are given in table 4 at serial numbers 11 and 12.

Table 7.  Management strategies for e-commerce implementation

Management strategy Mean score (*) Rank

EMG1 EC/EDI strategy is integrated with international 3.88 6
business strategy

EMG2 Investments for EC/EDI is a planned activity 4.62 2

EMG3 Large investments are made for EC/EDI implementation 4.10 5

EMG4 EC/EDI implementation is determined by top management 4.75 1

EMG5 EC/EDI implementation is determined by middle management 3.70 9

EMG6 EC/EDI implementation is determined by buyers 3.56 11

EMG7 EC/EDI implementation is determined by value chain partners 3.60 10

EMG8 EC/EDI implementation is determined by consultants 3.13 12

EMG9 EC/EDI investments are made on return on investments basis 3.87 7

EMG10 EC/EDI implementation is perceived to increase 4.59 3
organization’s competitive edge

EMG11 Fall in line/business compulsion philosophy guides EC/EDI 3.81 8
implementation

EMG12 Business Process Re-engineering (BPR) is perceived as 4.42 4
a necessity for effective EC/EDI implementation
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Table 8.  Management strategies for e-commerce implementation – factors

Variable Eigen
Range of values

name
Factor Components of the factor

value
Variance of factor

loading

FEMG1 � Investment for EC/EDI is 2.35 19.6 0.57 to 0.82
a planned activity

� Large investments are made for 1.35 11.3
EC/EDI implementation

� EC/EDI implementation is 0.36 3.0
perceived to increase
organization’s competitive edge

� Business Process Re-engineering 0.18 1.5
(BPR) is perceived as a necessity
for effective EC/EDI
implementation

FEMG2 � EC/EDI strategy is value chain 0.60 5.0 0.70 to 0.85
partners by value chain partners

� EC/EDI investments are made 0.39 3.2
on return on investments basis

� Fall in line/business compulsion 0.23 1.9
philosophy guides EC/EDI
implementation

FEMG3 CEO driven � EC/EDI strategy is integrated 3.15 26.2 0.59 to 0.82
strategy with international business

strategy

� EC/EDI implementation is 1.21 10.1
determined by top management

� EC/EDI implementation is 0.46 3.8
determined by consultants

FEMG4 � EC/EDI implementation is 0.95 7.9 0.72 to 0.87
determined middle management

� EC/EDI implementation is 0.77 6.4
determined buyers

BPR and
investment driven
management
strategy

Fall in line
approach and
network driven
strategy

Middle
management and
customer driven
strategy
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As per result of paired t test, the mean score for the strategy which integrates
e-commerce and EDI with international business strategy is more than the mean score
of fall in line strategy.  The difference is however not significant either at the .05 or
the .01 levels.  The mean score of strategy being determined by top management is
higher than the mean score of strategy being determined by value chain partners as
indicated in serial number 12 of table 4.  This difference is also significant at .01
level (in fact .000 level).  In the implementation of e-commerce in various key
organizations such as Customs and DGFT which are the hub of the international trade
network, the organizations have driven e-commerce implementation rather than the
network influence.

Practices of BPR and factors affecting its implementation

BPR approaches and IT usage

The BPR term as given by Michael Hammer and James Champy (1993)
indicated this as a turnaround approach requiring ‘heavy blasting’, right from clean
slate start and not incremental changes such as TQM and Kaizen.  IT was advocated
as an enabler to BPR and not as mere automation tool.  Many other authors, viz. Lon
Roberts (1995), Arun Kumar and Khanna (1994) have identified IT’s enabling role in
BPR.  The role of BPR is also evidenced from various e-commerce implementation
cases in India.

 In order to identify the approach followed in Indian organizations, a 5 point
scale was used to capture the approach followed.  Score 0 indicates ‘non-agreement
with the indicated approach.  Score 1 indicates ‘agreement to a small extent, score 2
indicates ‘agreement to a moderate extent’, score 3 indicates ‘agreement to a significant
extent’, and score 4 indicates ‘agreement to a great extent’.

On the same scale, IT’s incidental usage or as a prerequisite to BPR has been
evaluated.  The BPR approach pattern and IT usage pattern is show in tables 9
and 10.

Table 9.  Business process re-engineering – IT usage pattern

IT usage Mean Rank

IT usage as enabler is incidental to BPR 2.04 2

IT used as an essential pre-requisite for BPR 3.03 1
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BPR enabled e-commerce

 In order to identify the various facilitators and inhibitors to BPR enabled
e-commerce, a 7 point scale was used to seek response on the various identified
facilitators and inhibitors.  The score 0 indicates ‘factor does not facilitate or inhibit’,
score 1 indicates ‘factor weakly facilitates or inhibits’, score 2 indicates ‘factor
moderately facilitates or inhibits’, score 3 indicates ‘factor significantly facilitates or
inhibits, score 4 indicates ‘factor facilitates or inhibits’, score 5 indicates ‘factor strongly
facilitates or inhibits’ and score 6 indicates ‘factor greatly facilitates or inhibits’.

The mean inhibition and facilitation scores on the BPR related factors are
shown in tables 11 and 12.

Table 10.  Business process re-engineering (BPR) approaches

Variable
Approach Mean score Rank

name

BPR1 Re-engineering carried out to a certain extent in one area 1.79 3
and replicated to other functional areas

BPR2 Drastic re-engineering in one area and replicated to 1.59 4
other functional areas

BPR3 Moderate re-engineering in all areas but carried out 2.42 1
simultaneously

BPR4 Drastic re-engineering in all functional areas cutting across 2.17 2
all functional areas

Table 11.  BPR enabled e-commerce – facilitators

Variable
Facilitators

Mean
Rank

name facilitation score

BF1 High perception about need for BPR 3.68 5

BF2 Perception that BPR supplemented EC/EDI initiatives leads 4.20 1
to more effective results

BF3 Perception that EC/EDI can not be successfully implemented 3.26 8
with out BPR

BF4 Motivation by success stories of other organizations/countries 4.07 2

BF5 Need for drastic change of existing processes 3.69 4

BF6 High adaptability of people to new processes 3.99 4

BF7 High order of complexity in the existing business transactions 3.06 9

BF8 Higher the dependence of organization on international 3.50 7
business operations

BF9 Small size of organization 2.13 10

BF10 Rising cost of business transactions 3.50 6
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The perception that BPR can supplement e-commerce implementation for
effective results and success stories of other implementation projects are highest order
BPR enablers.  Factors like size of organization, complexity of processes, higher
dependence on international business, rising cost of transactions are lower order
facilitators.  On the inhibition side, high prices of software, low perception of BPR
and lack of resources and expertise inhibit BPR implementation.

The mean score for IT usage as an essential prerequisite for BPR is more
than that of IT usage being incidental, thus establishing that IT plays a crucial role in
the BPR effort.  This is also evident from e-commerce implementation practices in
various trading partners in the core government network, where e-commerce readiness
has been determined by the level of IT diffusion and penetration and its use to enable
the re-engineering of processes within the organization and in business network
redesign.

Three facilitator factors with Eigen values greater than 1.0 obtained by
component factor analysis explain variance of 73.1 per cent, while two inhibitor factors
with Eigen values greater than 1.0 explain 65.8 per cent of variance.

The facilitators are seen to be grouped into ‘BPR acceptability driven
facilitators,’ ‘complexity and cost driven facilitators’ and ‘organization culture and
structure related facilitators’ while inhibitors are grouped as ‘BPR process complexity
inhibitor’ and ‘resources availability and CEO’s role related inhibitors’.

As part of the research, the following hypothesis was tested on the basis of
the data gathered from the 103 respondents.

Hypothesis 6:  Drastic re-engineering approach has been less acceptable in
the Indian organizations than the moderate re-engineering approach.

The above hypothesis is framed on the basis of the available literature which
indicates that Indian organizations have adopted a moderate or path of low resistance
to re-engineering.

Table 12.  BPR enabled e-commerce – inhibitors

Variable
Inhibitors Mean Rank

name

BI1 BPR is a time consuming exercise 3.10 6

BI2 Low level of perception about BPR 3.45 2

BI4 Lack of resources 3.40 3

BI5 Lack of top management’s commitment 3.00 7

BI6 Lack of technical and professional support 3.34 4

BI7 High price of software solutions viz. ERP/SAP 3.55 1

BI9 Resistance against adaptability of new processes 3.34 5
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Table 13.   BPR enabled e-commerce – facilitator factors

Variable Eigen
Range of values

name
Factor Components of the factor

value
Variance  of factor

loading

FBF1 � High perception about need 4.88 48.8 0.61 to 0.88
for BPR

� Perception that BPR 1.28 12.8
supplemented EC/EDI initiatives
leads to more effective results

� Motivation by success stories of 0.80 8.0
other organizations/countries

FBF2 Complexity and � Perception that EC/EDI cannot 1.14 11.4 0.73 to 0.78
cost driven be successfully implemented
facilitator without BPR

� High order of complexity in 0.35 3.5
the existing business transactions

� Rising cost of business 0.15 1.5
transactions

FBF3 � Need for drastic change of 0.48 4.8 0.52 to 0.81
existing processes

� High adaptability of  people to 0.43 4.3
new processes

� High the dependence of 0.25 2.5
organization on international
business operations

� Small size of organization 0.23 2.3

BPR
acceptability
driven facilitators

Organization
culture and
structure related
facilitator

In order to test the above hypothesis a paired t test was used.  Items 1 and 3
of table 9 represent moderate re-engineering approach while items 2 and 4 represent
a drastic re-engineering approach.  The results of paired t test are given in table 4 at
serial number 14.

The mean score of variable BPR3 (moderate re-engineering) as compared to
variable BPR2 (drastic re-engineering) is higher and the difference is significant at
.01 level in fact (.000 level).  Thus the moderate re-engineering approach is preferred
to the drastic re-engineering approach.  This is also explained by the practice of
building e-commerce readiness in the various key organizations where customized
automation and process simplification is carried out rather than the drastic
re-engineering of processes.  The Customs and DGFT organization evidence the fact
that simultaneous moderate re-engineering in all areas has been the preferred approach.
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E-commerce interaction and pattern of diffusion

The level of penetration and diffusion of e-commerce is varied in different
organizations.  According to the National Association of Software Companies
(NASSCOM) survey of 1999 in 2000-2001 shows, out of $ 250 million e-commerce
transactions, $ 20 million were B2C while $ 230 million were B2B.  However by
2003, the situation had been reversed with 75 per cent revenue expected from B2C
and 25 per cent from B2B.

Interaction pattern with key trading partners

In order to identify the interaction of various organizations with key
government organizations information on vital trading partners in the network, response
on a 5 point scale was collected from the identified sample of respondents.  Score 0
indicates ‘no interaction’, score 1 indicates ‘small degree interaction’, score 2 indicates
‘moderate degree interaction’, score 3 indicates ‘significant level of interaction’ and
score 4 indicates ‘high degree of interaction’.

The percentage response under various interaction level and mean interaction
score is given in table 15.  The interaction pattern shows the business to government
(B2G) and business to business (B2B) mode of interaction patterns.  The mean
interaction score is highest for foreign buyers followed by banks, airlines and customs.
Thus the interaction level in B2B mode has been higher than the interaction level of
B2G mode.

Table 14.  BPR enabled e-commerce – inhibitor factors

Variable Eigen
Range of values

name
Factor Component of the factor

value
Variance of factor

loading

FBI1 � BPR is a time consuming 3.37 48.2 0.65 to 0.91
exercise

� Low level of perception about 1.23 17.6
BPR

� High price of software solutions 0.35 5.0
viz. ERP/SAP

� Resistance against adaptability 0.22 3.2
of new processes

FBI2 � Lack of resources 0.72 10.4 0.66 to 0.90

� Lack of top management’s 0.66 9.4
commitment

� Lack of technical and 0.44 6.3
professional support

BPR process
complexity
inhibitor

Resources
availability and
CEO’s role
related inhibitors
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The interaction pattern is shown in table 15.

Table 15.  Trading partners interaction pattern

*High *Significant *Moderate *Small *No *Total no. *Mean

degree of level of degree of degree interaction of response interaction *Rank

interaction interaction interaction interaction score

Custom 26.2 11.7 16.5 24.3 21.4 100 1.98 4

Banks 17.5 23.3 31.1 11.7 16.5 100 2.15 2

Ports 12.6 19.4 16.5 25.2 26.2 100 1.67 5

Foreign buyers 20.4 25.2 23.3 15.5 15.5 100 2.20 1

Shipping lines 2.9 13.6 26.2 33.0 24.3 100 1.38 7

DGFT 13.6 12.6 8.7 35.0 30.1 100 1.45 6

Airlines 22.3 19.4 19.4 14.6 24.3 100 2.01 3

*   per cent of response of total response.

Diffusion pattern in various trade processes

The diffusion is highest on the processes viz. shipping/transport instructions,
customs clearance, delivery schedule transactions and order processing as shown in
table 16.  In terms of importance therefore it is seen that processes pertaining to B2B
have assumed higher priority as compared to processes supporting B2G transactions.
The level of interaction with size and type of organizations indicates that the interaction
level with banks and foreign buyers with larger organizations increases.  Such a trend
is also significant at .01 and .05 level respectively.  Also the correlation with the type
of organization indicates that the level of interaction is highest with government
organizations.

Table 16.  Trade processes diffusion pattern

Not Slightly Signifi- Very Critically Cannot Total Mean
important  important Important cantly important important tell for per cent diffusion Rank

at all important sure  response  score

Order/invoice processing 0 10.7 26.2 18.4 21.4 23.3 0 100 3.20 4

Delivery schedule 0 10.7 16.5 28.2 27.2 17.5 0 100 3.24 3
transactions

Payment advises 0 4.9 33.0 22.30 17.5 22.3 0 100 3.19 5

Regulatory clearances viz. 6.8 13.6 19.4 15.5 30.1 14.6 0 100 2.92 8
quotas/licences

Transport/shipping 0 5.8 20.4 13.6 31.1 29.1 0 100 3.57 1
instructions

Goods clearance at customs 0 6.8 16.5 28.2 31.1 17.5 0 100 3.36 2
viz. bill of entry etc.

Custom duty payment 1.9 8.7 26.2 31.1 20.4 11.7 0 100 2.94 7

Refund of taxes/duties 1.0 5.8 23.3 34.0 19.4 16.5 0 100 3.15 6
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The mean interaction score of organizations which is highest for foreign
buyers, followed by banks, airlines and customs correlates with the diffusion
score observed in the trade process diffusion table which indicates high scores for
transport/shipping instructions, customs clearance, delivery schedule and invoices.  Thus
the interaction and diffusion pattern indicates more B2B transactions than B2G
transactions.

Hypothesis 7:  The interaction level of key trading partners is higher with
government organizations and service providers.

To test the hypothesis correlation coefficients were evaluated.  The correlation
matrix as given in table 17 reveals that as type value decreases (i.e. government and
service providing organizations), the interaction score increases.  The correlation of
trading partners with size and type of organization shows that interaction with customs,
bank, port, shipping lines and regulatory organizations increases with government
organizations and such a correlation is significant at .01 level with banks and foreign
buyers.  The interaction also increases when the size of organization is large, and is
significant at .01 and .05 levels.

Table 17.  Correlation of pattern of interaction with size
and type of organization

Organization Size Type

Custom 0.15 -0.43**

Banks 0.33** -0.43**

Ports 0.15 -0.30**

Foreign buyers 0.09* -0.22

Shipping lines 0.05 -0.22**

DGFT 0.07 -0.29**

Airlines 0.10 -0.13

*  Significant at .05 level **  Significant at .01 level

Determinants of the stages of growth of e-commerce and impact of e-commerce
usage on organizations

 Four stages of growth of e-commerce as indicated in table 18 were identified
and responses from 103 respondents analysed.  Table 18 indicates that the highest
score is for the consolidation stage and the least is for the integration stage.  The
e-commerce transactions are increasing as compared to the BPR enabled e-commerce
transactions thus indicating that BPR has not necessarily been integrated into the
e-commerce implementation practice and approach.
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Table 18.  Stages of growth of e-commerce

Micro

variable Variable Variable name Mean score Rank
name

SG1 There is high level of awareness
about EC/EDI in organization

Awareness stage (AS) 2.40 2

SG2 Proportion of EC/EDI mode transactions
are more than paper mode transactions

Growth stage (GS) 2.04 3
SG3 Share of EC/EDI transactions to

paper transactions are increasing

SG4 Most of the existing EC/EDI transactions
are BPR enabled Integration stage (IS) 1.80 4

SG5 BPR enabled transactions are increasing

SG6 The budget on EC/EDI implementation
is increasing

Consolidation stage (CS) 2.45 1
SG7 Commitment level of  top management

is increasing

Table 19.  Percentage response distribution for four stages of growth

Agree to a great extent Do not agree

AS 25.30 11.70 43.70 16.50 2.90

GS 13.65 18.95 35.45 21.85 10.20

IS 10.65 8.30 39.80 33.00 8.25

CS 19.40 26.70 34.45 17.50 1.45

* 0 = do not agree’ 1 = agree to small extent;
2 = agree to moderate extent; 3 = agree to a significant extent;
4 = agree to great extent

Hypothesis 8:  The level of integration stage is higher than the growth stage
and lower than the consolidation stage.

In order to determine the comparative level of growth, paired t test between
variables GS and IS, GS and IS, CS and IS was carried out on the universe.  The
results are given in table 4 serial numbers 16 to 19.

 The level of integration stage is lower than at the growth stage and this
difference is significant at .05 level.  The level of the consolidation stage is more than
that of the integration stage and growth stage which is significant at .01 level.  The
results of t test show that the level of integration is less than the level of growth.
This can also be explained by the fact that BPR is not all that important a facilitator
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in terms of its rank in the hierarchy and also the fact that moderate re-engineering is
the preferred approach than drastic re-engineering.  The hypothesis therefore does not
hold.

Hypothesis 9:  The level of stages of growth is higher in key government
organizations and large organizations.

In order to test the hypothesis a t test was performed comparing type of
organization with stages of growth; the results are in table 20.

Table 20.  Comparison of stages of growth between type of organization

Type 1 (N = 29) Type 2 (N = 74)

Government/service Trading/manufacturing
providers organizations t value

X SD X SD

AS 2.55 1.12 2.34 1.12 1.87

GS 1.90 0.99 2.10 0.99 0.92

IS 2.16 1.18 1.66 0.89 2.33*

CS 2.80 1.07 2.32 0.84 2.39*

OS 2.56 0.76 2.34 0.63 1.49

* Significant at .05 level ** Significant at .01 level
OS: Overall stage of growth

The level of the three stages of growth in government organizations is higher
than in the trading/manufacturing organizations.  However, the difference is significant
at .05 level for the integration and consolidation stages.  This, when looked at from
the perspective of the current scenario of e-commerce in India where the key core
government organizations such as Customs, DGFT, ports, airlines etc. are in the process
of establishing connectivity through business network redesign by process
re-engineering and laying communication infrastructure, appears to support the results.

In order to identify the determinants of the stage of development of
e-commerce, a regression analysis was done.  The results are given in table 21.

As can be seen from table 21 four independent variables have entered into
the equation as the regression analysis is performed.  53 per cent of the growth of
e-commerce is determined by these independent variables i.e. FEMG1, FEMG3, FBI1,
and FBF3.  The BPR and investment driven strategy and CEO driven strategy has
significant positive effect on the level of stage of growth.  In fact these two variables
explain 45 per cent of the growth of e-commerce.
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The organization culture and structure related process re-engineering
facilitators also have a positive effect on the stage of growth.  The complexity of BPR
has a retarding effect on the stage of growth as the BPR process complexity inhibitor
has a negative beta value.  The beta value for the four independent variables are
significant either at 0.05 level or at 0.01 level.

The regression model of the stage of growth (SOG) of e-commerce is indicated
as below:

Table 21.  Determinants of overall stage of growth of e-commerce including
EDI – a regression model

Independent variables

Dependent variables

(Overall stage )

Beta R R square Simple

T

coefficient square change R

value

BPR and investment driven
management strategy
(FEMG1) 0.35** 0.34 – 0.58** 4.35

CEO driven strategy
(FEMG3) 0.38** 0.45 0.11 0.56** 5.14

BPR process complexity
inhibitor
(FBI1) -0.36** 0.51 0.06 -0.30** 3.97

Organization culture and
structure related facilitator
(FBF3 ) 0.18* 0.53 0.02 -0.001 2.01

Multiple R = 0.73 R Square = 0.53
* Significant of 0.05 level ** Significant of 0.01 level

Regression Model

SOG = -.00299 + (0.35 *FEMG1) + (0.38 *FEMG3)

– (0.36 *FBI1) + (0.18 *FBF3)

Impact of e-commerce

 In order to study the impact of e-commerce on organizations, the following
hypothesis was tested by paired t test on the universe.

The response received on the benefits accruing to organizations is indicated
in table 22.
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Hypothesis 10:  The strategic benefits achieved by the organizations by use
of e-commerce are more than the operational benefits.

From the results of paired t test in table 4 in serial number 19, the operational
benefits achieved are more than the strategic benefits and the difference is significant
at 0.05 level.  Thus the hypothesis is not proved, as it holds the other way.  The
lowering of transactions cost due to reduced number of transactions, less visits for
clearances and reduced turnaround time have been some of the operational advantages
to the users of the e-commerce network in DGFT.  The strategic benefits in terms of
higher business orders, faster payments, better customer value are possibly some of
the strategic advantages which have not come out in the forefront in the country
during the study period.  The volume of e-commerce transactions was low due to
small network size.

II.  CONCLUSIONS

 The findings of the study on the basis of results obtained by the statistical
analysis and the responses received from 103 respondents identify various
capacity-building determinants for an organization so as to make it e-commerce capable.
As e-commerce has no boundaries, the organizational level issues identified in the
context of India are, in fact, relevant at the national level and also at the regional
level.  The learning issues emanating from the study suggest the following policy
issues.  These have implications for regional cooperation especially in the ESCAP
region.

Building organizational e-capability-facilitators and inhibitors

The findings identify building organizational capability as a more important
facilitator for e-commerce development than the environmental facilitation through
various value chain partners.  Thus, organizational issues viz. core competence and
structural capabilities are more relevant and important for organizations.  In fact the
study indicates that factors which are intrinsic to the organizations viz. involvement

Table 22. Benefits from e-commerce usage

Variable
Variable Mean score Rank

name

BEN1 Improved competitiveness 3.08 1

BEN2 Reduced cost of transactions 3.02 2

BEN3 Improved strategic benefits 2.94 3

BEN4 Business development 2.71 4
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of CEO are more facilitating than extrinsic factors like insistence by foreign buyers
or by other value chain partners.  The ranking of the inhibitors also indicates that the
highest order facilitators are the involvement by CEO, readiness of the key government
organizations and any cost savings achieved by e-commerce transactions.  The three
groups of facilitators are identified as community and process driven facilitators,
technology and organizational facilitators and cost-driven facilitators.  Fiscal incentives
are found to be less motivating than a reduction in the cost of transactions.  Low level
of readiness of government agencies has been considered as a main inhibitor.  In fact
more than the low perception of process re-engineering the lack of legal and security
frameworks inhibited more than the high price of software and tariffs for internet
access.  Thus infrastructural bottleneck issues related to e-readiness of core trading
partners or lack of secure environment have inhibited more than tariff related issues.

Adopting appropriate management strategies for e-capability

The study also indicates that the organizations followed various management
strategies viz. BPR and investment driven, CEO driven, fall in line approach and the
strategy driven by middle management and foreign buyers.  As indicated by the model
on stage of growth, the organizational driven management strategies have been more
acceptable than the network driven strategies.  The stage of growth has in fact been
inhibited by the complexity involved in the BPR exercise.  The select case studies
of various trading partners have indicated that the transparency which emerges in
an e-commerce network needs to be accepted by all stake holders viz. the government
and the trading community.  User support is critical for the successful implementation
of the e-commerce network.  For increasing the reach of the network access, flexible
network access to users in terms of cost, security and choice of network are essential.

Process reform through big bang re-engineering approach

On the issue of re-engineering, it has been indicated that the organizations
have followed a moderate level of re-engineering which implies that the clean slate
approach may lead to turbulence in terms of cultural, human resistance, skills set and
costs and is therefore not a preferred approach.  The re-engineering approach in the
trading partners is more organization specific and is focused to reduce the number of
processes, frequency of interaction, reduce paper flow and its associated costs and
reduce the response time so as to reduce the transaction time on an overall basis.  The
organizational specific drive overshadows a broader approach to re-engineering which
in a rational manner may require eliminating or redeploying certain agencies involved
in the international trade process.  A re-engineering approach which assumes the
relevance of all organizations and enables the re-engineering effort to integrate the
re-engineered islands through connectivity may not lead to optimal results.  A big
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bang approach in re-engineering is required which of course may need bold decisions
on redesign of the trade flow processes at the national level; this may in turn lead to
a major shakeout.  Of course the user flexibility and access should be a vital aspect of
the process reform and the re-engineering mission.

Security and legal framework

In process facilitation, security and legal issues have been considered as more
vital than tariff issues.  This implies that at a national and regional level there is
a need for entering into model agreements between various certification authorities
which would facilitate e-commerce growth in the region.

Infrastructure development

To increase the reach of e-commerce, there is a need to facilitate growth of
private internet bandwidth exchanges and local peering of ISP’s, rationalizing taxes
on the infrastructure hardware for e-commerce and the license fee structure for the
service providers.

Taxation and payment issues

The e-commerce taxation issues have not been accorded primacy over the
cost-benefit achieved or achievable by e-commerce implementation.  This implies that
the debate on issues pertaining to taxation is premature, as the overall volume of
e-commerce transactions has not attained a significant level.  However there is a need
to encourage the augmentation of banking technology infrastructure, develop
a regulatory framework to support payment gateways, encourage adoption of new
payment methods and finally framing appropriate netting legislation.
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POPULATION AGEING IN JAPAN:  POLICY LESSONS FOR
SOUTH-EAST ASIA

David E. Horlacher* and Landis MacKellar**

The paper reviews population trends in Japan with a view to showing that
there has been substantial ageing of the Japanese population since 1950.
The next 50 years will intensify this trend.  The paper also analyses the
economic consequences of this process and draws conclusions and lessons
for the South-East Asian economies that are facing a similar demographic
trajectory.

When the Japanese children who are born this year are themselves elderly,
they will be living in a nation that is continuing to grow smaller and older.  Will such
a nation be able to make the necessary savings and be able to increase the labour
productivity to the degree that will be needed to support those children in their old
age?1  And what will all this mean for other regions of the world, such as South-East
Asia?

Projections of population decline and population ageing have caused the
Japanese Government to fear a loss of economic dynamism and difficulties in financing
its pension and health schemes.  Businessmen worry about the loss of customers and
labour shortages and middle-aged adults worry about the availability of support in old
age (Ogawa 2000).  This widespread concern in Japan about population ageing is
a prudent response to a demographic inevitability.  In future decades, its population
will age more rapidly than any country has ever done before.  The proportion of the
aged population will double from 10 to 20 per cent in less than 25 years.  In contrast,
most European countries took more than 50 years to travel the same distance.  It
should be noted, however, that some countries in South-East Asia, such as Singapore
and Thailand, are set to traverse this distance even more rapidly than Japan.

Population ageing is a normal part of the modernization process whereby
increased opportunities for women lead to lower fertility and improved medical care
extends the life spans of older adults.  In Japan’s case, however, the fertility of Japanese

* Middlebury College, Middlebury, VT, United States.

** Social Security Reform Unit, International Institute of Applied Systems Analysis, Laxenburg, Austria.
1 An extended discussion of these issues can be found in Horlacher (2001a) and Horlacher (2001b).
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women fell faster than had ever occurred before, even as Japan achieved one with the
world’s highest life expectancies at birth in just a few decades.  Furthermore, there
are few signs of self-correcting tendencies that would slow the population ageing
process or even prevent its acceleration.

This paper will first review population trends in Japan with a view to showing
that there has already been substantial ageing of the Japanese population and that the
next 50 years should bring additional ageing.  Furthermore, there is little likelihood
that these trends can be reversed.  The first section of this paper describes the economic
issues raised by the ageing of the Japanese population in the context of population
decline.  Emphasis is placed on the role of population ageing in the accumulation of
capital, labour and technological progress and in the fiscal problems facing the Japanese
pension and health systems.  The last section of this paper argues that the experiences
of Japan are very relevant to the countries of South-East Asia.  The future demographic
trajectory of the region closely tracks the actual path of the Japanese population
during the last half-century.  Assuming that the future economic and demographic
situation of South-East Asia will be comparable to that observed in the case of Japan,
a number of lessons based on the Japanese experience are drawn.

I.  THE POPULATION OF JAPAN WILL CONTINUE
TO GROW OLDER

As has been widely described, the population in Japan is close to peaking
and will soon begin a prolonged decline.  In this section we will focus on the age
structure of the population and the determinants of current trends.  The median age of
the Japanese population has increased from 22 years in 1950 to 41 years in 2000
and by mid-century, fully half the population of Japan will be over the age of 53
(see figure 1.1).

Source: United Nations, (2002) World Population Prospects Database.

Figure 1.1.  Median age, Japan, 1950-2050
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Declining fertility combined with increasing longevity will cause the Japanese
population to age rapidly.  The young-age share of the population, now 15 per cent of
the total population, will fall to 11 per cent by 2050.  The working-age population,
now almost 70 per cent of the total will fall to 55 per cent in 2050.  Meanwhile, the
old-age (65+) share will grow from 17 per cent of the population today to more than
36 per cent in 2050 (see figure 1.2).  No nation has ever experienced such rapid
ageing.

Source: National Institute of Population and Social Security Research, (2001).

Figure 1.2.  Proportions of the population by age group,
Japan, 1920-2050
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Figure 1.3 shows the population pyramids for Japan at three points in time,
1950, 2000 and 2050.  Clearly the young cohorts that make up the base are shrinking
while the elderly cohorts at the top are increasing.  The young age groups declined
and the older age groups increased.  Projections for the first half of the twenty-first
century indicate that this trend will continue.  Not only will the young age groups
(the groups that would give birth to the children) decline, so also will the working age
groups.  Only the dependent elderly will increase, thus placing a heavy burden on
a shrinking working age population.

Figure 1.4 presents dependency rates.  Between 1950 and 1970, Japan enjoyed
a demographic “Golden Age” where the rapid decline in young age dependents caused
the total dependency rate to fall.  But by 2010, the growing old-age dependency rate
will start to push up the total dependency rate and by 2050, Japan will have more
than 85 dependents for every 100 of working age.

The age structure was largely unchanged in the first half of the twentieth
century because declines in infant mortality had offset the declines in fertility.  By the
end of the century, however, infant mortality had fallen to 3.3 infant deaths per thousand
live births, leaving little scope for further improvement.  In the second half of the
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Figure 1.3.  Changes in the population pyramid

Source: Statistics Bureau, Ministry of Public Management, Home Affairs, Post and Telecommunications;
Ministry of Health, Labour and Welfare.
Government of Japan, (2001).

Figure 1.4.  Dependency rates, Japan, 1920-2050
(per cent of the working age population)

Source: National Institute of Population and Social Security Research, (2001).

twentieth century, lifestyle changes in Japan reduced deaths from heart disease and
stroke, increasing life expectancy at age 65 and contributing to population ageing (see
figure 1.5).

The main cause of the ageing of the Japanese population is the rapid decline
in fertility, from a TFR of nearly 5 births per woman in 1930 to a TFR of 1.36 in
2000 (see figure 1.6).  That is far below the replacement level.  Though there has
been a steady fall in the TFR, the marital total fertility rate has remained constant at
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Figure 1.5.  Life expectancy at age 65, males and females,
Japan, 1950-2000
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Source: National Institute of Population and Social Security Research, (2001).

Figure 1.6.  Actual and replacement total fertility rates,
Japan, 1930-2050
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Source: National Institute of Population and Social Security Research, (2001) and (2002).

about 2.0 children per married woman because age-specific marital fertility rates have
not changed (see figure 1.7).

The real causes of the fertility decline are delayed age at first marriage and
increased lifetime celibacy.  The proportion of Japanese women who are married has
steadily declined because of higher ages at marriage and an increasing proportion of
women who never marry at all.  The average age at marriage has gone up by 3 years
since 1975 and the proportion of women who are not likely to marry at all increased
from 5 to 15 per cent in the same period.  As a result, almost 50 per cent of Japanese
women in the prime childbearing ages, 25 to 29, are not married (see figure 1.8).
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Figure 1.7.  Age-specific fertility rate for married women,
Japan, 1950-2000
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Source: National Institute of Population and Social Security Research, (2001).

Figure 1.8.  Proportion of females never married, by age,
Japan, 1930-2050
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Source: National Institute of Population and Social Security Research, (2001).

Women are delaying marriage to take advantage of increased opportunities
for higher education and improved employment opportunities.  In Japan, the average
age at marriage for women who are university graduates was about 28 years, as
compared with about 26 years for high school graduates (see figure 1.9) As women
have acquired more education, their salaries have increased, which in turn has raised
the opportunity cost of withdrawing from the labour force to rear children.  This is
especially true for women under 30, whose wages rose from 70 per cent of men’s
wages in 1970 to almost 90 per cent in 2000.
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The pressure to care for the elderly contributes to lower fertility.  By 2025,
Japan will have 5.2 million elderly requiring full-time care.  At the same time, there
will be fewer middle-aged women to care for them.  The likelihood that a woman
may have to give up a full time job to care for an elderly parent is rapidly increasing.
By 2025, almost half of non-working middle-aged women will be providing elder
care.

The benefits of children are not what they once were in Japan.  Already,
fewer than half of elderly women live with their children.  Furthermore, the steady
improvement in public and private pension schemes has dramatically reduced the
proportion of couples that plan to rely on their children for old-age support.  While
the value of children as a source of old-age support has been declining, the direct and
opportunity costs associated with childrearing have been increasing.  Though the
Japanese Government provides monthly allowances for children, they do not cover
the costs of having a child.

It would be possible to prevent the ageing of the Japanese population by
allowing increased international migration.  However, such migration is not currently
permitted nor is it likely to be permitted in the future.  The United Nations (2001) has
calculated the amount of migration necessary to keep the ratio of the working-age
population to the retired-age population at its 1995 level.  It has calculated that Japan
would have to admit an average of 10 million immigrants per year over the next
50 years.  Though such an inflow would maintain the age structure, it would result in
the growth of the total population to 818 million in 2050.  Furthermore, 87 per cent
of that population would be comprised of immigrants or their descendants.

Figure 1.9.  Enrolment rates in higher education,
Japan, 1955-1995

Source: Ogawa and Clark, (1995) and Mason and Ogawa (2001).
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Both fertility and mortality are likely to decline, while there is little chance
of increased immigration.  Hence, population ageing is a near certainty.  Let us now
consider how Japan will cope with the economic effects of ageing.

II.  THE ECONOMIC CONSEQUENCES OF POPULATION AGEING

Japanese GDP is growing slowly

In the three decades between 1965 and 1995, Japanese real GDP more
than tripled and by 2000, real GDP (in 1995 prices) had risen to 518 trillion yen
($ 4.5 trillion), (Government of Japan, 2001) The years between 1945 and the
mid-1970s was the period of most rapid growth (about 8 per cent per year).  Since
then, there has been a significant fall in the rate of growth of GDP.  Figure 2.1 shows
that the growth rate of Japanese GDP has been very low (or negative) during most of
the 1990s.

Figure 2.1.  Annual rates of growth of GDP,
Japan, 1905-2000

Source: Itoh, (1996).
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In 1960, per capita GDP in Japan was equivalent to $ 4,700 in purchasing
power parity terms.  By the year 2000, that figure had risen to $ 24,900.  The average
annual rate of growth of per capita GDP had fallen 0.5 per cent between 1991 and
2000.  The Japan Center for Economic Research (1998) projected that, over the next
25 years, total GDP will fall but per capita GDP will continue to grow, albeit slowly.

Rates of saving and investment will decline

The changing age structure will have three major impacts on Japan’s
productive capacity.  It will reduce rates of saving and capital accumulation.  It will
shrink the labour force (though it may increase its stock of human capital).  Finally,
population ageing may slow the growth in total factor productivity.
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The future course of Japanese savings rates will depend on the strength of
the factors likely to reduce savings rates relative to factors likely to increase them.
Among the former are:  (1) the ageing of the population, (2) the decline in economic
growth rates, and (3) an increase in the retirement age.  Among the factors that are
likely to increase savings rates in Japan are:  (1) the decline in the labour force
participation rates of the elderly, and (2) increases in life expectancy at retirement.
It is likely the factors exerting downward pressure on saving will predominate.  To
forecast what will happen to savings rates, it is necessary to understand why they
were so high in the past.

(i) Why were Japanese savings rates so high?

Many explanations revolve around the life cycle hypothesis of Modigliani
and Brumberg (1980), which predicts that individuals will finance their consumption
during retirement by dissaving.  If the labour force is shrinking, then the saving of
workers will fall short of the dissaving of retirees and there will be a negative effect
on net household saving.  If this hypothesis is true, the ageing of the Japanese
population will put downward pressure on saving rates.

Currently Japan saves a little less than one-third of its GDP (see figure 2.2).
The gross national saving rate peaked at about 1991 and has generally declined since
then.  Even so, Japan has the highest savings rate among the developed countries.
It is considerably higher than the rates of Germany and the United States.

Source: Miranda, (1999), Table 2-1 and IMF, (1999).

Figure 2.2.  Gross national saving rate,
Japan, 1984-1998
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Yashiro (1997) contended that despite these age profiles, the elderly as
a group, do indeed dissave.  Often household-based studies look only at the one third
of the elderly who maintain independent households, i.e. the households most likely
to save.  But about two thirds of the elderly population are dependent on their children
and are often left out of household studies of elderly savings behaviour.  When this
factor is taken into account, his data show that the elderly do dissave as predicted by
the life cycle theory.

The high labour force participation among Japanese males aged 65 and over
might help to explain the high rate of savings in Japan.  If so, efforts to increase the
mandatory retirement age to 65 might reduce the household savings rate by increasing
the labour force participation of the elderly.  The life cycle hypothesis also predicts
that the saving rate will increase along with life expectancy at retirement.  Since the
life expectancy of the Japanese population at older ages is increasing, this would also
put upward pressure on the saving rate.

A number of hypotheses link Japan’s high saving rate to its rapid rate of
economic growth.  One of these, the permanent income hypothesis, asserts that increases
in Japanese income were not expected and were therefore considered to be transitory.
Most of such income is saved.  However time series studies have not supported
explanations of Japan’s high saving rates based on rapid income growth.  For example,
there was only a moderate decline in savings rates after 1974 even though there was
a sharp decline in the growth rate of income.

Many of the challenges to the application of the life cycle hypothesis to
Japan centre on whether the elderly really do dissave.  Figure 2.3 presents a typical
age profile of savings rates in Japan based on household survey data.  It shows that
even the oldest age group has a positive savings rate.

Source: Yoshikawa et al. (2002).

Figure 2.3.  Saving rates by age group, Japan, 1999
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(ii) What will happen to Japanese savings rates?

Researchers have made projections of future Japanese savings rates using
a variety of techniques.  Although there was no agreement on the amount of the
decline, they all found that Japan’s savings rate would decline in the twenty-first
century.  Horioka (1989), for example, projected that Japan’s saving rate would become
negative early in the twenty-first century and fall to levels between -10 and -20 per
cent of personal income throughout the first half of the century (see figure 2.4).

Figure 2.4.  Projected personal savings rates, Japan

Source: Horioka, (1989).
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Not all economists predicted an immediate decline in savings.  Ando et al.,
(1995) projected that in the early stages of population ageing, the higher saving of
middle-aged couples would more than offset the decline in saving by the oldest group
of individuals and families.  But after 2020, the share of children in the population
will not decline very much while the share of persons 70 and above will rise
significantly.  Hence, the saving rate will drop to 10 per cent of income.

(iii) Domestic and international investment

The ultimate effect of population ageing on that balance will depend on the
size of the decline in domestic investment relative to the decline in savings.  If the
decline in savings is greater, Japan’s external balance will fall, since the current account
balance relative to GDP is equal to the saving rate minus the domestic investment
rate.

Population ageing will have opposing effects on domestic investment.  On
the one hand, a declining labour force may stimulate the demand for labour saving
investment.  On the other, the decline in profit rates due to the reduced labour supply
and the higher interest rates may discourage investment.  Auerbach et al.  (1989), find
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that the decline in saving will ultimately outweigh the decline in investment and
Japan’s current account surplus will eventually become a current account deficit.

In a multi-country simulation analysis, Masson and Tryon (1990) found that
over the period 1995-2025 the current account/GDP ratio would fall by 4 percentage
points.  In the process of declining by this much, the current account balance would
be negative by 2000 and would continue to fall until at least 2015.

Higgins and Williamson (1996) come to the opposite conclusion.  They argued
that an increasing old age dependency rate has a greater impact on domestic investment
than on saving.  Hence, the current account surplus of Japan is likely to grow.
Williamson and Higgins (2001) predict that between 1990 and 2025, the share of the
current account balance in Japan’s GDP will increase by 2 percentage points.  At this
point, there seems to be no consensus on the effect that population ageing will have
on Japan’s future stock of foreign or domestic capital.

The labour supply is shrinking

Much of the economic growth of Japan occurred in the latter half of the
1950s and 1960s when the labour force was growing rapidly and was therefore
relatively young.  At that time, employers could draw on a large stock of well-educated
young workers who were willing to work for relatively low wages.  The lower wages
paid to young workers, combined with their high levels of education, powered Japan’s
economic growth.  In the twenty-first century, however, the labour force will grow
slowly and will continue to age (see figure 2.5).

Figure 2.5.  Labour force growth rates, Japan,
1980-1990 to 2010-2020

Source: Yashiro (1997), table 1.
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The Japanese labour force now embodies even more human capital.  Between
1970 and 1988, the proportion of workers who had completed college or university
had more than doubled.  Chiefly as a result of economic development, but also as
a result of changes in household composition, education and social welfare systems,
there has been a significant decline in the labour force participation rates (LFPRs) of
Japanese men and a much smaller decline in the LFPRs of women (see figure 2.6)
There was a significant decline in the LFPRs of young people aged 15 to 19,
which was partially offset by a substantial increase in the LFPR of unmarried women
aged 25-29.

Figure 2.6.  Labour force participation rates, age 15 and above,
Japan, 1960-2000

Source: National Institute of Population and Social Security Research (2001).
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The LFPRs of the elderly males in Japan are quite high compared to
other developed nations (see figure 2.7).  Though these rates have been falling
(see figure 2.8) Yashiro, et al. (1997) suggest that the labour force participation of
older workers may increase as a result of the 2000 pension reforms, which reduced
benefits and increased the age of eligibility for public pensions to 65.

Historically, the distinguishing features of the Japanese labour market were
a seniority-based wage system and lifetime employment.  Those institutions provided
workers with job stability and employers with high levels of effort and low turnover.
Seniority-based wages, worked well when the labour force was growing rapidly.  At
that time, a large pool of younger workers who were receiving less than their
productivity were supporting deferred payments to a smaller group of older workers
who were receiving more than their productivity warranted.  Since older workers
were being paid more than their productivity, however, employers needed a system of
mandatory retirement.
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Figure 2.7.  Labour force participation rates of older males,
selected OECD countries, 1996

Figure 2.8.  Male labour force participation, aged 60-74,
Japan, 1960-2000
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Source: OECD (1997) Labour Force Statistics.

Source: National Institute of Population and Social Security Research (2001).
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By the year 2000, more than 99 per cent of firms had set their mandatory
retirement age at 60, or older (Ohtake and Yamaga, 2002).  However, more than
70 per cent of them allowed some workers to continue past the mandatory retirement
age or re-employed them at lower pay.  On average, these men receive wages 20 to
40 per cent below their pre-retirement wages.  It is this reduction in wages that has
made it economical for employers to continue employing elderly workers.

The age of eligibility for public pensions is gradually increasing to age 65.
This will pose serious difficulties for those workers who were subject to mandatory
retirement at age 60 and who are unable to find re-employment.  Even now, elderly
men suffer from 10 per cent rates of unemployment in Japan.
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Japan’s labour supply is likely to fall rapidly in future decades.  Not only is
the working age population shrinking, hours worked per month and labour force
participation rates are also declining.  Furthermore, Japan can no longer assume that
its labour force will be fully employed.  Since the labour supply is likely to fall and
the rate of capital formation is likely to stagnate, the chances of maintaining economic
growth in the twenty-first century depend crucially on accelerating the rate of growth
of productivity.

Productivity growth is slowing

Kosai, Saito and Yashiro (1998) demonstrated that increasing the efficiency
of the economic system might largely offset the effects of population ageing and
allow sustained economic growth in spite of a declining population.  In the face of
an increasing scarcity of labour, firms would seek to employ their workers more
efficiently.  Thus a decline in the labour supply should be accompanied by an increase
in productivity.

Curiously, this does not seem to have happened in Japan where the slowing
of labour force growth has been accompanied by a steady decline in the growth of
various measures of productivity.  From 1983 to 1990, Japanese total factor productivity
grew at about 2.4 per cent per year.  However that rate fell precipitously to 0.2 per
cent per year in the following decade.  Itoh (1996) had earlier shown that the rate of
productivity growth has slowed (figure 2.9).  Wolff (2001) found that the growth rate
of labour productivity in manufacturing had fallen to less than one per cent per year
in the early part of the 1990s.  Japan’s best real hope for avoiding economic stagnation
is to increase productivity.  However, Japan is already on the technological frontier.
If productivity is to grow rapidly, Japan must take the lead in advancing industrial
technology.

Figure 2.9.  Growth rate of productivity, Japan, 1960-1992

Source: Itoh (1996), table 3.
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The fiscal impact of the pension and health systems

Not only are the pension and health insurance schemes vitally important to
the elderly population of Japan, they are also major determinants of whether the
Government’s accounts are in surplus or deficit and thus the national savings rate.  In
the future, the national saving rate may fall precipitously because of deficits in these
schemes.

The Japanese social security system has three major components:  medical
care, pensions and welfare.  Measured by expenditures, public pension schemes are
the most significant components of the system.  The economic impact of the social
security system is enormous.  In fiscal year 2002, social security contributions equaled
15.5 per cent of national income.  Together, social security contributions and income
taxes removed about 38 per cent of national income that might otherwise have gone
to private consumption spending or saving.

(i) Public pensions

Japan’s public pension system is essentially a pay as you go system in which
current benefits are financed by current contributions.  It is a two-tier system.  The
first tier, or National Pension Scheme (NPS), is a public programme that covers all
residents older than 65 and provides them with a flat pension.  The second tier, or
Employee Pension Insurance (EPI), covers most salaried workers.

There was a major expansion of pension benefits in 1973.  The replacement
rate was increased to about 60 per cent.  However, the newly expanded pension
system quickly ran into trouble, and in 1986, revenues were increased and benefits
reduced.  By 1994, there had been a further deterioration of system finances and
a new round of reform measures was introduced.  The goal of the 1994 reform was to
ensure that there would be adequate reserves even at the peak period of population
ageing.  However, the reforms were not sufficient to meet the demands placed on the
pension system by Japan’s rapidly ageing population.  Yashiro and others (1997)
warned that the large stock of assets in the pension system would be exhausted well
before the peak in system dependency ratios.  In the absence of further reforms, they
projected huge deficits in the pension fund balances by 2050 (see figure 2.10).

Eventually it became clear that the 1994 pension reforms would not restore
the Japanese Social Security programme to an actuarially sound basis.  In March
2000, the Diet enacted additional reforms that would cut lifetime pensions by about
20 per cent.  Most importantly, pensions were to be indexed to consumer prices rather
than wages.  Thus, the real purchasing power of pensions would remain constant;
even while the real incomes of contributors was rising.

The impact of this change can be gauged by comparing their projected
replacement ratios, with and without pension reform.  If pensions had continued to be
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indexed to wages, the net replacement rate in 2050 would have exceeded 50 per cent
of after tax income (Yashiro and others 1997).  By indexing pensions to prices, the
net replacement ratio will be cut to less than 20 per cent.

Since even the 2000 reforms may not be adequate to meet the pension
obligations to a rapidly growing population of retirees, various options for reducing
outflow and increasing revenues of the pension system are under consideration.  One
way to cut benefits is to link them to average life expectancy.  Another option is to
raise the age at which individuals become eligible for benefits from 65 years to
67 years.

The main drawback of these strategies is their adverse impact on the standard
of living of the elderly.  In 1999, pension payments accounted for roughly 60 per cent
of the income of elderly households and about half of such households rely solely on
public pensions for support.  An additional problem is that an extension of the eligibility
age for receiving a full pension may raise the already high unemployment rate of the
elderly.

Many Japanese are concerned that the present system unfairly redistributes
income from younger to older generations.  The pension system also limits the labour
force participation of older workers.  When they reach age 60, employees often have
the option of continuing work at a considerably lower wage.  If they do so, they may
lose a part of their pension, because public pensions are subject to an earnings test.

(ii) The health system

Total medical care expenditures (both public and private) grew from about
6 per cent of national income in 1982 to about 8 per cent of GDP.  Per capita medical

Figure 2.10.  Projection of pension fund balances,
Japan, 1995-2050

Source: Yashiro, Oshio and Matsuya (1997).
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expenditures grew at 5.5 per cent per annum between 1980 and 1997 and they are
projected to grow by an additional 40 per cent over the next three decades.

The share of the elderly in total health care costs has risen from about 14 per
cent in 1975 to 31 per cent in 1995; by 2025, the elderly are projected to account for
half of total costs.  In 1999, the annual medical costs of persons over 65 were
8.3 times the cost of those between 14 and 44 years old (see figure 2.11).  Consequently
the elderly who made up only 17 per cent of the population accounted for 51 per cent
of aggregate medical expenses.

Figure 2.11.  Annual cost of medical care by age group,
Japan, 1999

Source: Takayama, (2002).
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In 1990 the “Golden Plan” was instituted to reduce the demand for medical
services by improving social services for the elderly and their families and by providing
long-term care services.  The major part of the Golden Plan is directed at improving
home-based services for the elderly.  In April of that year, Japan implemented
a system of Long-Term Care Insurance.  Because it covers care that was previously
provided partly by health insurance and partly by welfare measures, the new programme
will significantly decrease welfare spending.  And by providing long-term care at
home, it should reduce the demand for hospitalization and thereby slow the growth of
medical spending.

In the absence of large-scale international migration to Japan, it is virtually
certain that the dependency ratios of its various pension and health programmes will
grow rapidly in the next half century.  The only way to lighten the heavy burden that
must be borne by the working age populations of the future will be to greatly increase
their productivity.  This will require a reversal of current trends in saving rates and
productivity growth, a task made more difficult because those trends are also the
effects of population ageing.
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III.  IMPLICATIONS OF THE JAPANESE EXPERIENCE
FOR SOUTH-EAST ASIA

MacKellar and others (2002) observed that a half century ago “Japan was
a poor country with a dismally overcrowded agricultural sector and an under-capitalized
industrial sector producing simple consumer goods.”  Fifty years later, Japan is among
the richest countries in the world.  But reduced young age dependency that promoted
a high savings rate is rapidly leading to increased old age dependency, with the opposite
effect.  In the next century we shall see the “unwinding” of the demographic component
of the Japanese economic miracle.

There is good reason to expect that in the first half of the twenty-first century,
the nations of South-East Asia will follow a demographic trajectory that closely tracks
that of Japan in the last half of the twenty-first century.  For South-East Asia the next
50 years will be a period of decelerating population growth combined with rapid
population ageing.  By 2150, the demographic profile of South-East Asia should closely
resemble that of Japan in 2000 and many of the same economic issues currently
facing Japan will be challenging the nations of South-East Asia.  However, the scale
of these problems will be much larger in South-East Asia since its population in 2000
was more than 522 million as compared with a Japanese population of about
84 million in 1950 (United Nations 2002).

The 5.4 per cent growth rate of GDP in South-East Asia is not dissimilar to
that of Japan in 1950.  Nevertheless, South-East Asia must begin its economic climb
from a much lower base.  In the year 2000, per capita income in South-East Asia was
$ 1,121, about one fourth the per capita income in Japan in 1960 ($ 4,672).
Nevertheless, it should be possible to draw some lessons from the Japanese experience
that have policy significance for South-East Asia.

Similar long run demographic trajectories

Between 2000-2005 and 2045-2050, the growth rate of South-East Asia’s
population is projected to fall from 1.4 per cent per annum to 0.4 per cent.  Between
1950-1955 and 1995-2000, the growth rate of the Japanese population fell by about
the same amount, though not as smoothly (see figure 3.1).

In the next 50 years, the pattern of population ageing in South-East Asia will
be nearly the same as that of Japan in the latter half of the twentieth century.  In
South-East Asia, the median age will rise from 24 years in 2000 to 38 years in 2050.
The median age in Japan rose from 22 years in 1950 to 41 years in 2000
(see figure 3.2).  The growth of the elderly population in South-East Asia will closely
parallel that of Japan during the last half of the twentieth century (see figure 3.3).  In
South-East Asia, the population aged 65-and-older will rise from 4.7 per cent in 2000
to 16 per cent in 2050.  In Japan, the population aged 65-and-older rose from 4.9 per
cent in 1950 to 17 per cent in 2000.
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Figure 3.1.  Growth rate of population, Japan and South-East Asia,
1950-1955 to 2045-2050

Source: United Nations (2002) Population Prospects Database.
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Figure 3.2.  Median age, Japan and South-East Asia, 1950-2050

Source: United Nations (2002) Population Prospects Database.
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Though the TFR is projected to fall rapidly in South-East Asia from 2.52 in
2000-2005 to 2.08 in 2045-2050, that is not nearly as rapid as the fall that occurred
in Japan where the TFR collapsed from 2.75 in 1950-1955 to 1.36 in 2000
(see figure 3.4) However, the flattening of the TFR in South-East Asia is really
an artifact of the United Nations’ projection system.  In reality, fertility in that region
is likely to fall below replacement sometime before 2025 and continue falling.

As in the case of fertility, the decline in mortality in South-East Asia will not
be quite as dramatic as in Japan during the last half of the twentieth century.
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Figure 3.3.  Share of the population aged 65 and older,
Japan and South-East Asia, 1950-2050

Source: United Nations (2002) Population Prospects Database.
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Figure 3.4.  Total fertility rate, Japan and South-East Asia,
1950-1955 to 2045-2050

Source: United Nations (2002) Population Prospects Database.
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Life expectancy at birth for both sexes combined in South-East Asia was 67 years in
2000-2005 and is projected to rise to 77.3 years in 2045-2050, a gain of about
10 years.  In Japan, combined life expectancy at birth grew from 64 years in
1950-1955 to 80.5 years in 1995-2000, a gain of 16.5 years (see figure 3.5).

Clearly, in the next half century, the demography of South-East Asia will
tread the same paths as Japan traveled during the last half of the twentieth century.
While some nations may travel that path a bit more slowly than Japan did, others may
experience even more rapid ageing than Japan.  Two such nations are Thailand and
Singapore.
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Policy implications for South-East Asia

Japan is on the frontier of our knowledge of how to adapt to a rapidly ageing
population.  She had to break the path that the nations of South-East Asia must
follow.  It should be possible to distill some insights from Japan’s experience that
might be applied by the nations of South-East Asia as they age rapidly over the next
50 years.  Seven lessons that seem particularly useful are:

� Avoid increasing inequality
� Make more efficient use of the labour force
� Provide incentives for saving
� Be wary of investing abroad
� Promote the education of young people
� Limit commitments for public pensions and health care
� Index pensions to prices – not wages

We discuss each of these recommendations in turn.
Population ageing redistributes income from older workers to younger ones.

It also increases the weight of age groups where the distribution of income is relatively
equal to age groups in which it is not.  In view of the already substantial degree of
economic inequality in some South-East Asian nations, it will be necessary to undertake
efforts in other spheres to offset the increasing inequality due to population ageing.

Making more efficient use of labour has three components:  (1) maintain
a flexible labour system; (2) employ scarce labour in the most efficient industries and
(3) enable women in the prime childbearing ages to combine motherhood and careers.

Figure 3.5.  Life expectancy at birth, Japan and South-East Asia,
1950-1955 to 2045-2050

Source: United Nations (2002) Population Prospects Database.
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The Japanese labour market is characterized by lifetime employment, seniority-based
compensation, and mandatory retirement at an early age.  The economies of
South-East Asia should try to avoid introducing such institutions into their labour
markets since the Japanese experience proves that once in place, they are extremely
difficult to remove, even in the face of a rapidly ageing labour force.

The countries of South-East Asia could offset the decline in their work forces
by utilizing labour more efficiently.  In particular, it should resist pressures to protect
inefficient industries.  By allowing markets to reallocate workers to their most
productive occupations, the countries of South-East Asia can moderate some of the
worst effects of a shrinking labour force.  Conversely, they can economize on what
will become scarce labour resources by specializing according to comparative advantage
and opening their markets to imported goods.

Though there is some scope for increasing the labour input of elderly males,
the increased utilization of women is Japan’s best hope for preventing a precipitous
fall in its labour force.  However, in Japan, many factors, especially the lack of day
care facilities for children and the lack of help with home-care of the aged, inhibit the
labour force participation of women.  As the societies of South-East Asia start to cope
with labour force decline, they should do their utmost to eliminate the disincentives to
female labour force participation.  By doing so they could neutralize a very large part
of the expected negative impact of demographic trends on their economies.

The ageing of the Japanese population is a significant factor underlying the
decline in household savings.  Hence, it is likely that population ageing will also put
downward pressure on household savings rates in South-East Asia.  It will also put
pressure on government fiscal balances, especially the balances of the pension and
health systems.  Heller (1998) projects that for a time, saving rates will increase in
the rapidly growing nations of South-East Asia.  After 2025, however, the aggregate
savings rate will decline.  Therefore, the Governments of the region should offset
a potential decline in their aggregate saving rates by providing significant incentives
to savers.

In the past, Japan dealt with low domestic interest rates by investing in
relatively capital-poor countries, such as the nations of South-East Asia.  In future
decades, it is likely that the countries of South-East Asia will also be investing abroad.
However, they should be forewarned that empirical and analytical studies by MacKellar
and Reisen (1998) and MacKellar and others (2002) indicate that the net returns to
those investments are likely to be modest.  On the other hand, investing domestically
will yield higher wages and higher wage tax revenues.

The increasing real wage due to population ageing might induce younger
cohorts to invest in more human capital, resulting in enhanced productivity.  On the
other hand, young cohorts might pass up advanced education to take advantage of
higher wages.  Hence, the countries of South-East Asia cannot assume that a slowing
in the accumulation of physical capital will be offset by an increased rate of



Asia-Pacific Development Journal Vol. 10, No. 1, June 2003

120

accumulation of human capital.  They will have to actively promote the education of
young people.

Before the 2000 pension reforms, an increase in real wages in Japan always
caused an upward adjustment of pension benefits.  As a result, the payroll contribution
rate moved upwards in lockstep with increases in productivity.  Increases in labour
productivity failed to lighten the burden of the pension system because pensions
rose proportionately through the indexation process.  In establishing their pension
systems, the nations of South-East Asia should link benefit levels to prices.  If they
do, wage-based contribution rates need not increase so long as productivity grows
more rapidly than programme dependency rates.

Trends in fertility and mortality combined with an age structure that call for
fewer women to enter the childbearing years and for more adults to enter old age,
guarantees that over the next 50 years rapid population ageing in South-East Asia is
inevitable.  In the case of Japan, this process is leading to “economic stagnation”.
South-East Asia can avoid the same fate; but only if it acts wisely and soon.
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FINANCIAL LIBERALIZATION AND THE ECONOMIC CRISIS
IN ASIA

Edited by Chung H. Lee, The European Institute of Japanese Studies
RoutledgeCurzon, London and New York, 2003

ISBN 0-415-28812-6, xvi + 233 pages

After the Asian economic crisis of 1997-98 a vast literature on the analysis
of various aspects of its causes and impact has emerged.  This book is a welcome
addition in two respects.  First, the volume focuses on what several economists have
contended is the crux of the underlying explanation, namely, the operation in double
harness, of inadequate domestic financial systems and volatile international capital
flows.  Second, in addition to countries at the forefront when the crisis meandered
through the region, namely (in alphabetical order), Indonesia, Malaysia, the Philippines,
the Republic of Korea and Thailand, the process of financial liberalization of three
Asian countries with the largest GDPs of the region (again, in alphabetical order,
China, India and Japan) is also investigated.  The latter group of economies were
generally unaffected by the crisis.

An introduction by the editor reviews briefly the debate on the process of
financial liberalization in the afflicted Asian economies, especially alternate views on
why promised results were not delivered, as prior to the crisis these very economies
were often glorified in superlatives for their high economic growth rates.  One plausible
set of explanations is in terms of a misunderstanding of how to establish a viable
market-based financial system, and in these countries financial liberalization was
interpreted as ‘a simple mirror image’ of financial repression, that is, deregulation of
interest rates, privatization and promotion of competition in the financial sector,
elimination of directed credit, and removal of foreign exchange controls.  Another
line of thought contemplates that factors such as the operation of various pressure
groups, that is, ‘crony capitalism’ (practice of relying or political or personal
relationships to advance and protect business interests), together with inadequate
accounting standards and lax enforcement of regulations, prevented correct
implementation and eventual failure of what were generally sound financial sector
reforms.  It is contended that for success, financial reforms must encompass, both the
removal of Government intervention in the financial markets and the deliberate
establishment of institutional preconditions (centring on the legal, supervisory, and
regulatory systems) for the efficient functioning of a market-based system.

The book contains eight country chapters, each written by an expert in the
subject.  With some variation among countries, financial liberalization permitted local
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citizens and foreign residents to open accounts with commercial banks either in national
or local currencies; banks to extend credit in foreign currencies in the domestic markets;
non-bank private sector corporations, as well as financial institutions, to borrow abroad;
foreigners to own shares listed by national companies in the domestic stock exchanges;
the sale of securities on international stock and bond markets by national companies;
the sale of domestic monetary instruments, such as central bank bills and treasury
bills to non-residents; greater freedom of entry into the domestic banking system of
foreigners; and establishment of offshore banks, which were allowed in some cases,
to borrow and lend domestically.

The chapter ‘Premature liberalization and economic crisis in Thailand’ by
Bhanupong Nidhiprabha identifies a juxtaposition of several factors as leading to the
financial crisis in that country.  Chief among these were currency and maturity
mismatches, as also large short-term foreign currency short-term debt.  Relaxation of
capital controls, a pegged exchange rate and domestic interest rates that were high in
comparison to global levels induced large capital inflows, but these were not sterilized
due to the lack of the necessary apparatus.  As a result, much of the money raised
abroad was channeled to borrowers in Thailand and was invested mostly in the
non-traded goods sector.  The consequent widening of the current account deficit
imposed a pressure on the baht, which led to its devaluation in mid-1996 and is
widely assigned as the starting point in the Asian financial crisis.

In ‘Financial sector reform and Indonesia’s economic crisis of 1997-98’ Anwar
Nasution traces the foundation of the crisis to banking sector reform in late 1988 in
Indonesia which even permitted foreign banks to establish joint ventures with domestic
banks, and removed ceilings on foreign commercial borrowings by banks.  It was
expected that a larger presence of foreign financial institutions would bring in more
external savings along with advanced technologies.  What happened instead was that
increased competition veered financial institutions to take on projects, without
adequately evaluating new sources of credit and market risks.  The liberal entry policy
for capital rapidly raised the country’s external debt, of which almost one-half had
become private sector short-term debt by mid-1997.  The country had thus become
highly vulnerable to a currency crisis, and that is exactly what happened when foreign
lenders refused to roll over its huge short-term debt.

‘The political economy of financial liberalization and the crisis in South
Korea’ by Yoon Je Cho asserts that from 1992 the foreign investment regime was
relaxed, and capital account liberalization accelerated after 1995 with a focus on the
deregulation of outflows.  The aim of abolishing financial controls was to
internationalize the economy, and by 1997, financial reform in the Republic of Korea
removed completely direct intervention in credit allocation and Government
management of commercial banks.  These measures led to high indebtedness of
corporate firms in the country, particularly of some of the large business houses
[chaebols] which wielded a controlling influence on various sectors of the economy.
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In essence, the crisis in the Republic of Korea is interpreted as being due mainly to
inadequate corporate governance and the lack of a sound banking or credit culture.

In ‘From financial liberalization to crisis in Malaysia’ Kok-Fay Chien and
K S Jomo note that in the early 1990s, to attract foreign capital and promote Malaysia
as an international financial centre, a financial market liberalization programme was
launched under which foreign institutional investors were allowed to buy shares in
Malaysian corporations up to 30 per cent.  Large portfolio investments flowed into
the country, and the stock market experienced a boom.  When the bull run reversed in
early 1997, the portfolio investors scrambled to get out of the Malaysian stock market
and, as by then the currency had become overvalued in relation to the United States
dollar, the crisis came to Malaysia.  However, part of the explanation for the equity
crash was also because much of the funds raised in the equity market did not go to
new productive investments, but instead into the acquisition of existing public sector
assets being privatized.

‘Financial liberalization and economic reform:  the Philippine experience’ by
Maria Socorro Gochoco-Bautista explains that by early 1990s restrictions on current
account transactions were virtually dismantled, and limitations on inward and outward
capital flows were sharply reduced.  Since 1994, entry of foreigners into the banking
sector had been greatly eased, and they could purchase equity in an existing bank or
establish new joint-venture banks with residents.  However, the commercial banks
were still mainly owned or controlled by large family-owned corporations.  Financial
liberalization thus strengthened the stranglehold of the corporations that the elite
controlled, with access to bank financing for both short-term loans and longer-term
investments.  There followed periodic balance of payments crises that eroded the
value of the peso relative to the United States dollar, but the Philippines was less
affected than its neighbours by the Asian financial crisis, as its economy was relatively
less dynamic due to other structural weaknesses.

In ‘Japan, the Asian crisis, and financial liberalization’, Thomas F Cargill
argues that stresses in the Japanese financial system were unrelated to the Asian
financial crisis and resulted mainly from the failure of its regulatory authorities to
resolve the problem of non-performing loans.  Although Japan commenced financial
liberalization in the mid-1970s the reforms remained incomplete, and pre-liberalization
elements such as non-transparent regulation, the ‘convoy system’ for dealing with
troubled financial institutions and Government deposit guarantees persisted.  These
limitations were compounded by close links between politicians, financial institutions
and regulatory authorities, which led to a poor financial disclosure system and the
subsequent bankruptcy of several financial institutions in rapid succession in 1998.

‘The case of China’ authored by Nicholas R. Larry mentions that China
was insulated from the Asian financial crisis as it did not have free capital
account convertibility, and was assisted by modest external debt and a strong
balance-of-payments position for several years prior to the crisis.  China also depended
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primarily on foreign direct investment, rather than the potentially more volatile sources
of foreign capital such as debt and bonds.  The financial reform process in China,
however, has a long way to go as the central bank controls both deposit and lending
interest rates, and credit allocation is by the Government.  Accordingly, banks and
other financial institutions are in a very weak position as most of their loans are to
state-owned enterprises at extremely low interest rates.  Of serious concern to
the viability of financial institutions in China, is that a large part of borrowings by
state-owned enterprises was utilized for paying wages and financing inventory of
unsold stock.

The case of India, which too was saved from the contagion effect of the
Asian financial crisis, is discussed in ‘Financial liberalization in India:  issues and
prospects’ by Rajendra Vaidya.  In spite of post-1991 reforms that deregulated interest
rates and freed price restrictions on new stock market issues, financial liberalization
in India is still incomplete as there are restrictions on banks’ use of credit and several
major commercial banks are controlled by the Government.  As a result of Government
directed credit in the pre-1991 years, the public sector banks have significant
non-performing loans.  To add to the incomplete process, financial liberalization has
been hampered by the Government’s dependence on banks for low interest borrowings
to finance the fiscal deficit, and labour unions that dislike privatization of banks.  The
author highlights non-performing bank loans as the most serious threat to the financial
system of India, and asserts that the operational and regulatory aspects of both the
foreign exchange and capital markets have to be strengthened if the benefits of
a liberalized capital account are to be availed.

The message of the book is that although premature liberalization increases
a country’s vulnerability to currency crisis, postponing financial liberalization is not
a desirable policy to pursue, especially in the era of globalization.  Instead, taking
a lesson learnt from the Asian financial crisis, the book rightly supports that
strengthening the domestic financial system by building necessary national institutions,
in a proper sequence, is essential for a developing country to benefit from participating
in global capital markets.  However, it is also clear that a more robust domestic
financial system may not be enough to reduce the likelihood of a future crisis, because
participating in global capital markets creates greater exposure to financial instability
originating abroad.  Hence, the view emerges that developing countries may consider
a gradual approach to capital account liberalization, in which the state establishes
appropriate procedural and legal infrastructure for prudential regulation and supervision
over the financial institutions.  As mentioned in the book, but not elaborated, the
development of local expertise in tasks such as credit analysis, risk management,
foreign exchange and securities trading, and international banking is also an important
prerequisite for the success of financial liberalization.

Overall, the book is mostly written in non-technical language and in a style
that makes for easy understanding.  Each chapter is fairly well referenced.  It should
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therefore be a valuable addition to the literature on the subject for graduate students,
policy makers, and even the more dedicated researcher.  But the price is too high to
make it affordable as a text book for a university course on development policy, or
even as a volume to adorn the private collection of an interested individual.  A last
point is that the reviewer hopes that the inadequate binding of the book, in spite of its
high price, is peculiar only to the copy that he had perused.

Bijoy Raychaudhuri*
Statistician
International Labour Organization
Bangkok

* The views expressed in this review are these of the reviewer and do not necessarily reflect those of
the International Labour Organization.
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