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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 alleviation, 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
Poverty and Development Division
ESCAP, United Nations Building
Rajadamnern Avenue
Bangkok 10200
Thailand

Tel.: (662) 288-1610
Fax: (662) 288-1000 or 288-3007
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A note from the Editor

This issue of the Journal deals primarily with the challenges of globalization.
The first paper argues that one of the central pillars of globalization, that is, free trade,
provides the rationale for trade liberalization only in the realm of theory.  In the real
world, regional, plurilateral and bilateral trade deals are much more in evidence even
though they represent a second-best alternative to multilateral trade liberalization.  This
is for the reason that political economy considerations tend to intervene in attempts at
trade liberalization so that the world is full of economic cooperation agreements in
specific geographical areas such as the ASEAN Free Trade Area (AFTA), the European
Union (EU), the North American Free Trade Area (NAFTA), the South Asian Association
for Regional Cooperation (SAARC).  Will there be a day when all these different
trading arrangements become one?  The author does not offer an answer but does say
that the benefits of these geographically bound agreements will only really come if their
modus operandi is consistent with the rules of WTO.

The second paper discusses the future of industrialization in Malaysia under
WTO.  As is well known Malaysia has been one of the more prominent beneficiaries of
FDI-driven industrialization in the 1980s and 1990s with the manufacturing sector expanding
from 14 to 36 per cent of GDP between 1970 and 1997 and in the process eclipsing the
contribution of Malaysia’s traditional primary sector in both GDP and exports.  But, as
the author explains, Malaysia has followed a dual-track approach, following a liberal
regime for exports while protecting its import-substituting sectors.  Under its WTO
commitments such differential treatment involving protection for specific sectors will
not be possible and as Malaysia moves to a more level playing field it will find competition
intensifying in the hitherto protected sectors.  Both the Government and the private
sector will thus need to find ways of coping with this competition, protecting manufacturing
employment and maintaining the high standards of living that Malaysia has achieved
over the years.

The third paper examines the question of what will happen when the Multifibre
Arrangement (MFA) quotas in textiles and clothing trade are phased out by the developed
countries on 1 January 2005 and the WTO Agreement on Textiles and Clothing finally
comes into force.  The popular view is that China will benefit hugely but the authors
contend that such views are unrealistic.  They cite the fact that China has been saddled
with more onerous conditions by its WTO trading partners, such as the United States of
America, than those contained in the WTO principles, specifically the Agreement on
Safeguards and its forerunner, GATT Article XIX.  As a result, it would be easier to
take action to curtail Chinese exports of textiles and clothing if the situation so demanded
than to curtail such exports from other sources.  In other words, in the eyes of the
authors, trade remains subject to political considerations, with the concept of “material
injury to a domestic industry” likely to be invoked more readily than might be otherwise
justified if the injuring party was a strategic rival.  Will the WTO Dispute Settlement
Mechanism be able to cope with such difficulties?  Only time will tell.

v
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The fourth paper deals with intellectual property rights and how these might
be protected better as globalization increases cross-border trade in both goods and
services.  The author explains that, seen from the perspective of ASEAN, most intellectual
property rights, such as patents and copyrights, are poorly protected owing to the complexity
and high transaction costs of registering patents in any of the ASEAN member States,
with SMEs at a particular disadvantage.  As this lack of protection almost certainly
deters technological innovation at the enterprise level, the author argues that there is
a strong case for more research into the nature of technological progress and how best
to adapt patent and copyright law and practices so that the two are better aligned.  It is
a tall order, but ASEAN Governments might be well advised to take due notice.

The fifth paper takes up the issue of financial integration in the Pacific.
Given the small size of the economies in the Pacific, it is clear that integration needs to
go beyond traditional structures, such as trade, and be promoted in all its various forms
if the people of the Pacific are to emerge from dependency.  The author presents the
case for a single currency for the Pacific island countries and outlines how it could be
achieved.  Operating a single currency, whether one that is entirely new or one that
involves merely the use of an external numeraire, for example the Australian dollar,
would require a significant degree of monetary and fiscal discipline but would also
generate benefits in terms of the elimination of transaction costs.  The sharing of seignorage
revenues would not be easy but it seems on the face of it that a single currency would,
on balance, be of benefit provided that the politics of running it could be resolved.

Finally, in the study on meeting the challenges of globalization by strengthening
regional cooperation, the theme topic for the sixtieth session of the Commission held in
Shanghai, China, in April 2004, the evidence is weighed as to whether regional cooperation
is the middle path or the second-best approach for responding to globalization.  The
study postulates that the two processes, globalization and regional cooperation, have
become intertwined so that the two should not be considered as alternatives but rather as
overlapping layers or phases.  In fact, regional cooperation might be better construed as
a necessary first step towards building a consensus on a multilateral framework.  Regional
institutions and regional governance are likely to command greater acceptability at the
national level, as a first step, than, say, global institutions and global governance.  The
difficulty in reaching consensus on the Doha Development Agenda is a case in point.

Shahid Ahmed

vi
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* Institute of Southeast Asian Studies, Singapore.

THE POLITICAL ECONOMY OF TRADE LIBERALIZATION

Linda Low*

The paper advances the view that while free trade and trade liberalization
under the multilateral framework is the first best policy on purely theoretical
grounds, the theory of the second best in the form of regional, plurilateral
and bilateral free trade arrangements is at work in the real world.  The
methodology of economics is an important discipline; however, dysfunctional
and power-structured multilateralism, heterogeneous economic structures
and diverse development paths and levels render a political economy
approach based on strategic pragmatism more realistic.  In addition,
empirical results have demonstrated that regional, plurilateral and bilateral
free trade agreements can offer benefits to complement and supplement
multilateralism provided these arrangements are consistent with the rules
of the World Trade Organisation.

The main objective of this paper is to reinforce the view that while free trade
and trade liberalization under the multilateral framework is the first best policy, in the
real world, the theory of the second best in regional, plurilateral and bilateral free
trade arrangements is at work.  A brief overview is germane to capture prevailing
trends and developments in trade liberalization, related investment facilitation and
other factor flows and economic integration, as the paradigm appears to have moved
from multilateral and regional to plurilateral and bilateral trade agreements (see Radtke,
and others, eds., 2002).  After this stocktaking at various levels and modalities,
some interpretations of the economic and geopolitical nuances and impact of trade
policy in the broader context of foreign economic policy by various actors in the
global economy are attempted in section II.  Section III focuses on issues and challenges
in the Asia-Pacific region, from which conclusions, policy implications and prospects
are drawn in section IV.

I.  TRADE LIBERALIZATION:  TRENDS AND DEVELOPMENTS

Trade policy as a development policy is based on an advocacy of openness
on an argument about economic efficiency and growth.  It is also advocated in the
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belief that simple and open trade regimes offer a means of reducing governance
problems by cutting the opportunities for discretionary policy and hence for corruption
and arbitrariness in developing economies.  An open trade regime also offers a way of
conserving skilled labour in both the public and private sectors to meet challenges in
education, administration, entrepreneurship and research (see OECD, 2003).  Across
countries and periods, trade policy and regimes have evolved as:

1) Import-substitution and commodity pessimism in the 1950s;
2) Switching to export orientation in the 1960s and 1970s;
3) To outward orientation in the 1980s; and
4) Endogenous new growth theory and economic geography in the 1990s.

After 50 years of celebrating trade as the engine of growth and development,
the belief and record of open trade policy as a development policy has not been
emphatically based on objective empirical evidence ranging from the United Nations
Conference on Trade and Development (UNCTAD) to private academic research.  Nor
has the remaking of the General Agreement on Tariffs and Trade (GATT) to the World
Trade Organisation (WTO) been able to make more substantive claims for free trade
since following the earlier rounds of tariff reduction the multilateral process appears
to be in a jam and UNCTAD has taken a more sympathetic view of some forms of
trade intervention.

The revised sentiment is because free trade accompanied by foreign direct
investment (FDI) and the growing size of transnational corporations (TNCs) have
become conduits for the anti-globalization backlash.  Globalization whether from above,
led by the industrialized developed world in the form of FDI and TNCs or from
below with developing countries offering the resources and markets for globalization,
defined as greater economic interdependence in seamless cross-border activities, is as
old as internationalization.  New globalization could be construed as the democratizaton
of finance, information and technology with new information and communication
technology (ICT) and the resulting new knowledge-based economy (KBE) as propellers
of this process.

Running in parallel is global capitalism and its challenge for developing and
emerging economies which are not ready for globalization in terms of financial structure
and institutions.  Neoliberalism further tries to influence and moderate Government
intervention so successfully empricised in East Asia.  Whatever the controversy with
the wrong type of Government intervention leading to the 1997 Asian crisis, an equally
sympathetic view of Government intervention rather than a complete free run to the
market, especially in finance, may be posed.

No matter how free trade, globalization and global capitalism are intertwined,
trade liberalization, investment facilitation, economic cooperation and integration in
general, can be undertaken at the broadest multilateral level and in regional, plurilateral
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and bilateral configurations as subsets.  There are pros and cons at each level, the
choice of which depends on the relative efficacy and effectiveness and conditions and
timing of the relevant arrangements (see Das, 2001, Ikenberry, 2000 and World Bank,
2000).  Economic purists dictate free trade and multilateralism as the first best theory,
implying the consistency of all other subset arrangements to multilateralism.

Multilateralism

The multilateral approach as in international institutions ranging from the
United Nations to two key postwar “guardian angels” in international trade and finance
respectively, GATT and its successor WTO, and the International Monetary Fund
(IMF), has the merit of wide and encompassing representation.  But this numerical
strength can also be its weakness.  Bargaining power and representativeness are as
diverse as the heterogeneous nature of the structure and composition of such multilateral
institutions.

A simple but realistic study of voting power in multilateral institutions shows
patently that the Group of Five (G5), comprising the first five countries listed in
table 1, all members of the Organisation for Economic Cooperation and Development
(OECD), dominates.  Unsurprisingly, the United States of America is singularly
dominant in both international and regional institutions, in Asia and Latin America,
a close second in Africa (table 1) or second to Japan in funding the United Nations
Development Programme (UNDP, table 2).  Decision-making in WTO is based on
“one country one vote,” almost by consensus though WTO democracy and inclusion
lack the representativeness and participation of many small developing countries and
non-governmental organizations (NGOs).  Features like the infamous “green room”
and “non-papers” discussed at closed-door WTO meetings reflect power-based more
than rule-based discrimination.  Nevertheless, development issues representing a broader
consensus have also made a mark in the form of the Doha Development Agenda.

Regionalism

The European Union (EU) has taken regional economic integration to the
highest level culminating in a single market and monetary union in the form of
a single currency, the euro by 2002, stopping short of political integration
(see table 3).  Whether as a response to the EU or a reflection of hemispherism, the
progression of the 1993 North American Free Trade Agreement (NAFTA) to the Free
Trade of the Americas (FTAA) by 2005, appears to have stirred Asia’s traditional
inertia in regional initiatives.

The Association of Southeast Asian Nations (ASEAN) started in 1967 for
regional security, upgrading in 1977 to a preferential trading arrangement (PTA) and
in 1993 with a ten-year timetable to ASEAN Free Trade Area (AFTA).  Since the
Asian crisis, AFTA has essentially stalled, ASEAN itself appears to have lost momentum
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Table 1.  Voting power in multilateral institutions

Asian
Inter

African
World Bank IMF Development

American
Development

Bank
 Development

Bank
Bank

US 16.40 17.11 13.05 30.01 6.57

Japan 7.87 6.14 13.05 5.00 5.42

Germany 4.49 6.00 2.86 1.90 4.09

France 4.31 4.95 2.24 1.90 3.72

UK 4.31 4.95 2.00 0.96 1.68

China 2.79 2.94 5.59 1.13

India 2.79 1.93 5.48 0.25

Indonesia 0.89 0.97 4.78

Brazil 2.07 1.41 10.75 0.47

Argentina 1.12 0.99 10.75 0.32

Mexico 1.18 1.20 6.91

Nigeria 0.80 0.82 8.87

South Africa 0.85 0.87 3.97

Egypt 0.45 0.45 5.12

Total 184.00 184.00 61.00 46.00 77.00

Source: Bose and McNeill, 2003, pp. xi-xv.

Table 2.  Top 10 contributors to UNDP core resources
in 2001

US$ (million) Per cent

Japan 96.00 17.6

US 79.24 14.6

Norway 68.82 12.7

Netherlands 66.28 12.2

Sweden 53.08   9.8

UK 52.91   9.7

Denmark 49.29   9.1

Switzerland 29.21   5.4

Canada 26.94   5.0

Belgium 22.26   4.1

Total 544.03 100.0

Source: Bose and McNeill, 2003, p. xvi.
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as individual economies became mired in their respective domestic crises, ranging
from relatively innocuous non-performing loans in Singapore to the more serious
economic and socio-political crisis in Indonesia.

The 1975 Bangkok Agreement as an initiative of the Economic and Social
Commission for Asia and the Pacific (ESCAP) is a preferential tariff arrangement but
enthusiasm for it has been unremarkable.  It aims at promoting intraregional trade
through exchange of mutually agreed concessions by five member countries:  the
Republic of Korea, India, Bangladesh, Sri Lanka and Lao People’s Democratic Republic
and now China.  The South Asian Association for Regional Cooperation (SAARC)
established in 1985 comprises India, Bangladesh, Pakistan, Bhutan, Nepal, Sri Lanka
and Maldives after nearly five years of only preparatory work.  Its 1995 South Asian
Preferential Trade Area (SAPTA) is modelled on AFTA (see Das, ed., 1992 and
Kelegama, 1999).  Other initiatives in trade include the Economic Cooperation
Organisation (ECO) and BIMST-EC (Bangladesh, India, Myanmar, Sri Lanka, Thailand
Economic Cooperation).

The Indian Ocean Rim (IOR) dialogue since 1995 involving India, Australia,
Singapore, Oman, Kenya, South Africa and Mauritius, explores first-track
Government-to-Government regional cooperation.  A second-track dialogue among 23
Indian Ocean countries evolved as the International Forum on the Indian Ocean Region
(IFIOR) in 1995.  In 1997, the Indian Ocean Rim Association for Regional Cooperation
(IOR-ARC) was 14-strong1  from three continents, belonging to other regional groups

Table 3.  Stages of economic integration leading to political union

PTA FTA CU CM EU PU

Item-by-item preferential tariff reduction X X X X X X

Removal of all tariffs among members X X X X X

Common external tariff X X X X

Free factor movement  (labour & capital) X X X

Harmonise econ policies (fiscal/ monetary) X X

Political unification X

Source: Based on Balassa, 1987.
PTA = preferential trading area, FTA = free trade area, CU = customs union, CM = common
market, EU = economic union, PU = political union

1 In 2000, this increased to 19 with Bangladesh, Seychelles, Islamic Republic of Iran, Thailand and
United Arab Emirates as new members.  Later Egypt and Japan became IOR-ARC’s members.  Pakistan’s
application as also France’s were turned down; Pakistan refused to give India most-favoured-nation (MFN)
status, a precondition for membership, France’s interest because of its sovereignty over Reunion.  Britain
and China became dialogue partners in 2000.  IOR-ARC programmes covered the Indian Ocean Rim Business
Centre (IORBC) and Trade and Investment Database and Information Exchange (IORNET), standards and
accreditation, investment facilitation and promotion, trade promotion, human resources development, science
and technology, port upgrading, development and management.
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like the South African Development Community (SADC), Gulf Cooperation Council
(GCC), SAARC, ASEAN and the Asia Pacific Economic Cooperation (APEC).  The
Indian ocean appears far less dynamic and cohesive compared with the Pacific ocean
in the development of regionalism under APEC.

Distinguishing between Government-to-Government politically driven
regionalism and private sector and economic activity driven regionalization, table 4
summarizes the modalities, including regional production networks like growth triangles
and the Japanese pioneer “flying geese” model of trade and investment and global
production networks in automobiles and electronics spawned by American and European
TNCs.  Table 4 also identifies cross-regional arrangements as Asia-Pacific ties up
with Europe (Asia-Europe Meeting, ASEM) or Latin America (East Asia-Latin America
Cooperation, EALAC).  The menu is wide geographically, by political regionalism or
economic regionalization, championed by Governments, the private sector or even on
a tripartite basis involving the academia as in the Pacific Economic Cooperation Council
(PECC).2

Table 5 shows the changing phases of Asian regionalism, and table 6, patterns
of cross-cutting membership.  Old regionalism owed itself to the political realities
of the 1950s and 1960s.  The first realm of new regionalism since the flying
geese model is open, liberal market integration, interregionalism, subregionalism
and corporate integration with networking.  New regionalism since 1997 covers
a security-economic nexus, regional management, regional convergence and eventually
financial integration.  North-East and South-East Asian regionalism has converged
with an East Asia-centred caucus and horizontal integration of financial and economic
integration.  Practical considerations dominate rather than ideological and theoretical
in the demand for the institutional building of regional mechanisms.  East Asia is not
leading to de jure regional integration as in EU.  ASEAN plus three (ASEAN 10 plus
China, Japan and the Republic of Korea) is still designed to counter short term crises,
problem-solving in orientation, specifically with 33 currency swaps signed since the
Chiang Mai Initiative, not necessarily an overhaul of existing understanding of
regionalism (see Henning, 2002).  ASEAN plus three is not yet a free trade area.

Clearly, efforts at new forms of Asian regionalism carrying a stronger political
economy and security connotation, have been in response to changing geoeconomics
and geopolitics, new ICT, the resulting new KBE and deregulation pushed by WTO
and new trade rules.  Intuitively, the larger the geoeconomic size and space, the more
closely knit the economies by the natural trade partner hypothesis in terms of proximity
and transaction costs, the higher the preexisting levels of trade and economic

2 PECC formed in 1980 comprises Australia, Brunei Darussalam, Canada, Chile, China, Columbia,
Hong Kong, China, Indonesia, Japan, Republic of Korea, Malaysia, Mexico, New Zealand, Peru, Philippines,
Russian Federation, Singapore, Thailand, Chinese Taipei, Viet Nam, United States, with also South Pacific
Forum, Pacific Trade and Development Conference,  Pacific Basin Economic Council  and France (Pacific
Territories).
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Table 4.  Intra- and extra-regional Asian regionalism

Level/ Type of
Groupings/blocks

Modality action

Subregional Pub-pte, Indonesia-Malaysia-Singapore Growth Triangle
growth activity-based Indonesia-Malaysia-Thailand Growth Triangle
triangles East ASEAN Growth Triangle, Brunei Darussalam-Indonesia-Malaysia-

Philippines

Subregional Pub-pte, Mekong River Commission (Cambodia, Lao People’s Democratic
Mekong activity-based Republic, Viet Nam, Thailand)

Greater Mekong Subregion (Cambodia, Lao People’s Democratic
Republic, Viet Nam, Thailand, Myanmar, China)
ASEAN Mekong Basin Development Programme (ASEAN 10, China)

Interregional Pte Global Asia Pacific, American, European networks
production
networks

Regional G-to-G, Bangkok Agreement, AFTA, ASEAN 10, SAARC, BIMST-EL, ECO,
rule-based Pacific Islands Forum

Pending ASEAN Plus Three (APT), ASEAN-China, ASEAN-India

Interregional G-to-G ASEAN + 10 dialogue partners, EU, Japan, US, Canada, Australia,
New Zealand, China, Republic of  Korea, Russian Federation)

G-to-G ASEAN Regional Forum (ARF:  ASEAN 10, US, Canada, EU, Japan,
Russian Federation, China, Taiwan Province of China, Democratic
People’s Republic of Korea, Republic of  Korea, India, Mongolia,
Papua New Guinea), East Asia-Latin America Cooperation (EALAC:
Argentina, Australia, Bolivia, Brazil, Brunei Darussalam, Cambodia,
Columbia, Costa Rica, Cuba, Chile, China, Ecuador, El Salvador,
Indonesia, Japan, Republic of Korea.  Lao People’s Democratic Republic,
alaysia, Mexico, Myanmar, New Zealand, Panama, Paraguay, Peru,
Singapore, Thailand, Uruguay, Venezuela and Viet Nam. Costa Rica,
Cuba and El Salvador)

G-to-G, APEC (ASEAN 7, US, Canada, EU, Japan, Russian Federation, China,
business Taiwan Province of China, Hong Kong, China, Republic of Korea,
councils Mexico, Chile, Peru, Argentina, Papua New Guinea)

Rapprochement Asia-Europe Meeting (ASEM:  ASEAN 7, Japan, China,
Republic of  Korea, EU 15)

Multilateral G-to-G, WTO
rule-based

Source: Drawn by author.
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Table 5.  Changing phases of East Asian regionalism

Phase/timeframe
Representing

Main features Paradigms
arrangement

Old regionalism SEATO, ECAFÉ, Politico-military, Cold war, realist
(1950s-70s) ASEAN (original) superpowers & alliances, approach

UN & US

New regionalism PECC, APEC, Openness, industrial Flying geese model,
(1980s onward) ESCAP, ARF, ASEM, cooperation/division liberalist approach,

ASEAN (expanded) of labour, networking, market integration, trade
regional institutions, competition, corporate
interregionalism/ integration
sub-regionalism

Second new regionalism APT Intraregional link/ Security-economic
(since 1997) Interregionalism/ nexus, regional

sub-regionalism, management
early stage of economic
integration, regional
convergence

Source: Liu and Regnier, eds., 2003, p. 224.

cooperation, the more symmetric are economies to economic shocks and disturbances
and so forth, the better the chances for free trade pacts and economic integration.
Table 7 shows an estimation of welfare gain or loss in various Asia-Pacific
configurations.  ASEAN plus three incorporating the two largest economies, Japan
and China, clearly has the largest impact for most Asia-Pacific economies, except
Australia which has motivated it to move closer to East Asia.

Starting as something of a laggard, Asia appears to have built up a fast pace
of regionalism within Asia and across the Pacific in the last few years.  Such
regionalism may in part be due to tensions and slow progress at the multilateral level,
especially in the way developing and emerging economies perceive the WTO and its
structure of power.  Growing new Asian regionalism may in part be due to the sheer
Asian growth dynamics and urge toward greater Asian identity and self-help since the
Asian crisis.  ASEAN plus three may well be considered a response to the US-opposed
Asian Monetary Fund proposed by Japan (Low, 2003a and 2003b), although the former
has a trade focus while the fund would have been a regional source of new liquidity.

ASEAN plus three has vastly altered the geoeconomics and geopolitics of
ASEAN as a regional block.  At one level, ASEAN prevails as the geographical value
of South-East Asia with its enticements in terms of several bilateral trade arrangements
involving ASEAN, as discussed in section II.  Another view is that ASEAN appears
marginalized by ASEAN plus three (Webber, 2001) which covers a larger economic
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Table 6.  Membership of East Asian countries or areas in interregional
arrangements

Country or area ASEAN ARF APEC EAEC* APT ASEM

China X X X X X

Japan X X X X X

Republic of Korea X X X X X

Hong Kong, China X ?

Taiwan Province of China X ?

Brunei Darussalam X X X X X X

Indonesia X X X X X X

Malaysia X X X X X X

Philippines X X X X X X

Singapore X X X X X X

Thailand X X X X X X

Viet Nam X X X X X X

Cambodia X X X X

Lao People’s Democratic X X X X

   Republic

Myanmar X X X X

Source: Liu and Regnier, eds., 2003, p. 202.
* Proposed, more geopolitical than geoeconomic ASEAN Plus Three.

Table 7.  Changes in welfare (equivalent variation basis)
as percentage of initial GDP

North Asia three ASEAN+3 APT+ANZCER*

Singapore -0.87 4.12 0.92

Malaysia -0.70 1.24 1.74

Indonesia -0.15 0.89 0.71

Australia -0.05 -0.11 1.05

Japan 0.25 0.34 0.57

China 2.09 1.96 1.94

Republic of Korea 0.80 1.18 1.20

Source: Scollay and Gilbert, (2001), p. 68.
ANZCER = Australia-New Zealand Closer Economic Relations, abbreviated
as CER.
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space and potential (see table 7).  It may even overshadow APEC though APEC is
underpinned by the US.  ASEAN and its ASEAN way of non-institutionalized
informality, consensus and non-interference in domestic politics constitute both
a strength and a weakness.  Contagion and the herd instinct of markets in the Asian
crisis should mean some regional macroeconomic management and stabilization.
However, the ASEAN way and jealously guarded sovereignty fight shy of any
supranational institutionalized approach and solutions to such problems.

This overview concludes that new regionalism incorporating political economy
and security considerations, driven as much by private sector activity, especially FDI
and TNCs, is indeed rising.  More than the dilemma of regionalism as roadblocks or
building blocks for multilateralism (Bhagwati, 1993), the consensus is tending toward
a more positive construct of the new regionalism.  Singularly loyal multilateralists
from the US to Japan have acceded to a more consensual view to take a multi-track
approach to trade liberalization so long as regional pacts are WTO-consistent and aim
ultimately toward free trade.

Even the Doha Ministerial Declaration, while stressing commitment to WTO
as the unique forum for global trade rule-making and liberalization, recognized that
regional trading arrangements can play an important role promoting trade liberalization
and expansion and fostering development.  The 2001 World Bank Economic Outlook
noted that regional trading arrangements have helped global trade to achieve a record
high growth rate of 12.5 per cent in 2000 though the supporting evidence is not clear
cut.  Empirical evidence of the new regionalism in various approaches and modalities
conducted by the global trade analysis project (Hertel, ed., 1997) indicates that it can
be an adjunct to dysfunctional multilateralism without supplanting it.

Plurilateral and bilateral trade agreements

A nuanced Asian approach to regionalism has emerged, in time too, to exert
some balance in the international political economy.  Over and beyond regional trade
arrangements, bilateral ones have found favour, especially in political economy and
so-called new age deals beyond traditional tariff liberalization.  The preference is to
work with a smaller number of like-minded partners.  New age trade pacts incorporate
electronic-mediated customs procedures, electronic commerce (e-commerce), human
resources development and security such as in the Japan-Singapore Economic
Partnership Agreement.  Table 8 summarises these regional and bilateral trade
arrangements growing apace in East and South-East Asia.  Progress is also taking
place in South Asia but at a slower pace.

II.  GEOECONOMIC AND GEOPOLITICAL NUANCES AND IMPACT

Unsurprisingly, the US remains the singular pivot in table 8.  The US having
to come to terms with EU integration, may have become less ideological, more
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Table 8.  Regional and bilateral trade arrangements
involving Asian economies

Stage Trade agreement Year

Under study/ TAFTA (transatlantic FTA, EU-US) 1995
proposed Japan-Republic of Korea 1998

Japan-Mexico 1998
Japan-Chile 1998
Japan-Canada 1999
P-5 (US, Singapore, New Zealand, Australia, Chile) 1998
Northeast Asia Research Initiative (China, Republic of Korea, Japan) 1998
ASEAN plus three 1998
New Zealand-Hong Kong, China 1999
New Zealand-Chile 1999
AFTA-CER 2000
ASEAN-China 2000
Singapore-Canada 2000
Singapore-EU 2000
Singapore-India 2000
Singapore-Chile 2000
Singapore-Jordan 2003
Republic of Korea-Mexico 2000
EU-Chile 2000
US-Chile 2001
New Zealand-Hong Kong, China 2002
Japan-ASEAN 2002

Negotiation FTAA 1999
Singapore-US 2000
Singapore-Mexico 2000

Signed Australia-US
Singapore-New Zealand 1999
Japan-Singapore Economic Partnership Agreement 2002
Singapore-Australia 2002
Singapore-European Free Trade Area 2002
Singapore-US
Republic of Korea-Chile 2002
China-Hong Kong, China 2003
Mexico-EU 1999

Implemented NAFTA 1994
AFTA 1993
Canada-Chile 1996

Source: Drawn by author.
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pragmatic to find relevancy and application for trade liberalization in a changing
global economic and technological environment.  Its first free trade agreement with
Israel in 1985 was followed by US-Canada FTA in 1989, NAFTA, 1993 and with
Jordan in 2001.  US protectionist actions on steel and farm subsidies may be political
to win Congressional approval of trade promotion authority3 to press on US new zeal
for preferential competitive trade liberalization, that is, to induce partners to
competitively accelerate their own liberalization.  Trade promotion authority for 2001
to 2007 is crucial for the US to complete its deals with Singapore, Chile and FTAA
and also tackle the US farm bill to roll back new subsidies.

US bilateral trade arrangement talks with Australia, Morocco, countries in
Central America and various South African countries seem easier compared to FTAA
with Argentina in political and economic turmoil and Brazil somewhat skeptical.
Pushing competitive trade liberalization aggressively in bilateral and regional pacts
does, however, weigh against a successful Doha round which would allow the US to
roll back its agricultural support and tighten its safeguards to prevent their abuse.
The US needs the WTO to press for agricultural liberalization and be an effective
arbiter for dispute settlement and preferential pacts.  Other big players, especially the
EU, must cooperate to truly eliminate all tariffs on agricultural and industrial trade.
But the EU common agricultural policy reforms seem elusive as alluded to by the
Franco-German agreement in late 2002, notwithstanding the offer of the EU Trade
Commissioner to abolish subsidies on agriculture on a reciprocal basis in May 2004.

Table 8 shows very strong demonstration effects.  Australia has tentatively
approached Japan and the Republic of Korea, Canada has propositioned Japan and
Hong Kong, China has shifted its position from a singular advocacy of multilateralism
in exploratory free trade agreement talks with New Zealand and China.  Even ASEAN
is proving attractive, courted by China, Japan and India.  The US, first in NAFTA and
then FTAA, may seem to have broken its faith as the pioneer and founding father of
GATT and instead, shown a tendency toward hub-and-spoke regionalism of the EU
variety, given the wave of trade deals bonding the US and Asia.  Thailand, Philippines
and Malaysia are more interested after the US-Singapore free trade agreement was
signed.  Following the Bali bombing in October 2002 and another in Jakarta in July
2003,4 South-East Asia is on full security alert.  As the US led anti-terrorism war has
spread to South-East Asia, APEC has cautioned the US not to sacrifice global trade by

3 The US Congress can vote for or against trade deals struck by the White House but  not amend them
after the procedural device was first granted in 1974 to five successive presidents with scarcely any debate
until the fast-track authority lapsed in 1994.  As a discipline, trade promotion authority has helped the US to
complete all previous post-war GATT rounds.

4 While the bombing in Jakarta was attributed to Aceh’s autonomy crisis, the incident followed by the
escape of a Jemaah Islamiah (JI) member and the escape of two other militants from prison in Manila raised
regional terrorist and security concerns in general.
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deserting the region.  Indeed, South-East Asian states which are committed to economic
reform are rewarded by the US network of free trade agreements.5  The US offered
ASEAN an Enterprise for ASEAN Initiative (EAI) announced on the sidelines of an
APEC summit in Mexico.  Simultaneously, Chile, New Zealand and Singapore are
working on a Pacific-Three free trade agreement as a bridge between Latin America,
the Pacific and Asia.

Whether China and India with their billion-plus populations will similarly
activate regionally to challenge Japan as a putative hub in Asian hub-and-spoke
regionalism is premature.  Despite Indonesia, the ASEAN 10 with half the population
of China and India cannot be summarily dismissed.  ASEAN 10 has attracted as
a buffer or by default, numerous bilateral trade arrangement offers.  However, the
ASEAN 10 is in too much of disarray to negotiate effectively as a group, a modality
favoured by the EU.  As such, the bilateral trade arrangements that Singapore has
opted for should not be seen as breaking rank with ASEAN.  Indeed, Singapore is
trying to entice Germany into a bilateral trade pact, as its free trade proposal with the
whole of EU is not progressing with speed.  Pursuit of an agenda based on trade for
development and integration for East Asia to seize widening opportunities in trade
modalities, develop a behind-the-border development orientation and reinforce social
stability with an equitable sharing of benefits, is not easy (Krumm and Kharas, eds.,
2003).

Japan and the Republic of Korea’s bilateral trade arrangement

Japan, the Republic of Korea and Singapore are key players in Asian bilateral
trade arrangements given their trade volumes.  Japan’s astonishingly deep, profound
stagnation and socio-political problems in a lost decade may provoke a healthy
evolution to a new economic business paradigm beneficial to the region as well.
Finally convinced of an effective dual-track liberalization sanctioned by WTO, Japan
has recognized regional trade arrangements as complementary to improving the
multilateral trading system, as models for rule-making, combining plurality into
a larger voice to advance multilateral negotiation stuck in deadlock (Low, 2003a and
2003b).  A multilayered Japanese trade policy is necessary as WTO multilateralism is
not enough for the swift and certain achievement of national revitalization.

Approached first by Singapore and then the Republic of Korea, Japan seemed
keen to use Singapore’s openness and competitiveness to lock in reforms and prise
open Japan’s regulatory system, which has subtly shielded market access.  The
Japan-Singapore Economic Partnership Agreement is innovative, involving traditional
tariffs, rules of origin and new age dimensions.  These include intellectual property

5 However, Singapore has resolutely denied that its bilateral trade agreement with the US was such
a reward as negotiation started way before the September 11, 2001 attack.
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rights, competition policy, dumping, a conducive regulatory climate, investment codes
for foreign investors, product standards, Government procurement, liberalization of
financial services, telecommunications, tourism, media, broadcast, customs procedures,
mutual recognition agreements, anti-dumping, safeguards and subsidies, human
resources development, science and technology, e-Government, e-commerce and small
and medium-sized enterprises.

The Republic of Korea has been even faster than Japan in such a realization
as it approached Japan for a bilateral free trade agreement and going with others
shown in table 8.  However, Japan is hesitant because the Republic of Korea is also
an agricultural economy.

Singapore’s bilateral trade arrangement

As a small, open, resource-scarce city-state, being nimble, relatively
sure-footed and exemplary in its free trade, economic management and efficiency,
Singapore is also an enigma.  Its model of a Government-led, developmental state
presided over by Government-linked companies is neither foolproof nor sustainable in
the new knowledge based economy.  Singapore is trying to reinvent itself, redirect
energies from the public sector to the private sector, turn regulators and bureaucrats
into facilitators, paced and guided by the new economy.  Stepping back for the
Government-led Singapore model is not so simple.  The political economy of
privatization has far-ranging implications that cannot be explored here (see Low, 2001).
The hard truth is that the Singapore model has thus far cultivated a generation of
followers rather than innovators in a meritocratic, rule-based environment.  The future
evolution of the Singapore model rests crucially upon how it performs over the next
few years in terms of encouraging flexibility and innovation amongst its highly educated
citizens.

Serial recession has hit Singapore since the US new economy “dot.com”
crash in March 2001, followed by the September 11, 2001 (911) terrorist attacks and
the severe acute respiratory syndrome (SARS) in early 2003.  Both the Economic
Review Committee and the Remaking Singapore Committee convened in 2001 after
9/11 aim respectively, at economic restructuring and a commensurate mindset change.
Increasingly, market access and national treatment in services are embraced under the
General Agreement on Trade in Services (GATS).  After sectoral liberalization in
telecommunications, banking and utilities, a competition policy and legislation are
works in progress, to be ready by 2005.

Small city-state Singapore is aggressively pursuing bilateral free trade
arrangements as much for domestic industrial restructuring and reform as a degree of
disillusion with ASEAN and AFTA has emerged (Low, 2003a and 2003b).  Bilateral
trade agreements fall under a broader, strategic foreign economic policy umbrella
than mere trade policy.  Together with many other initiatives and strategic policy
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thrusts focused around a growth and innovation framework, ranging from nurturing
technology entrepreneurs or ‘technopreneurs’ to a life sciences cluster, Singapore hopes
to raise its international competitiveness as cost competitiveness in the region erodes.
International competitiveness and free trade remain its best options.

Singapore as a mature economy faces strong competition from both ASEAN
and other newly-industrialising economies (NIEs), but especially from China in business
logistics.  Unable to compete on business cost and scale economies, its manufacturing
exports have diversified and are largely anchored in mature and stable OECD
economies.  Its services remain more regionally-oriented.  But the Asian crisis has
shown ASEAN financial fragility and volatility which limits Singapore’s scope and
latitude as a regional hub.  Regional drag has in fact, lowered its top ranking on AT
Kearney’s globalization index in 2000 to third in 2001.  Malaysia has pointedly
announced its desire to erode Singapore’s regional domination in shipping and air
services.

Given that longer term economic prospects are trending downward in
South-East Asia vis-à-vis North-East Asia, with AFTA stalled, Singapore is directing
its foreign economic policy to bilateral free trade arrangements, relying on its reputation
and credibility as a soft power in influence and goodwill.  Singapore goes one-on-one
with all OECD economies and India, not in subordinated partnerships.  Singapore
chooses its bilateral free trade arrangement partners strategically, from among its largest
trade partners in the OECD, which are relatively stable, and are well managed and
more reliable compared to those in Asia to affect a political economy balance.

That Singapore’s first five bilateral trade agreements were with OECD
economies, namely, New Zealand, Japan, EFTA (European Free Trade Association),
Australia and the US is unsurprising as part of its global networking enhancement
which, inter alia, means benchmarking to standards and practices of the developed
OECD economies.  All five bilateral trade agreement partners urged Singapore toward
a competition policy, which is a matter of time for its Government-linked companies
to gear up for competition.  The steep learning curve with OECD partners has given
Singapore compensating gains in terms of first-comer advantages and insurance in
hedging risk and uncertainty in and outside the region.

Singapore’s bilateral free trade arrangements do not detract from its
commitments in ASEAN.  However, over time, its macroeconomic strategies and
policies suited to a small, open city-state are diametrically the opposite of those in
bigger, more ethnically diverse and complex ASEAN.  Instead of getting globalization
ready and internationally competitive, national issues impede trade liberalization and
economic opening for most of ASEAN.  Meant to generate a demonstration effect and
anchor bilateral free trade arrangements partners’ interest in ASEAN rather than
weaken ASEAN solidarity, Singapore’s bilateral free trade arrangements could invoke
some constructive leadership to recharge and rebuild AFTA.  Japan proposed the
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Japan-ASEAN Comprehensive Economic Partnership for the rest of ASEAN to replicate
Singapore’s effort.6

Singapore has succeeded in spurring other ASEAN and Asian countries in
bilateral free trade arrangements.  However, its fast and furious pace will engender
inevitable problems with different scope and rules of origin in the spaghetti bowl
effect.  Different rules of origin, not standardized even at the WTO level, under
different bilateral free trade arrangements are used as bargaining chips and create
“backdoor” effects.  For instance, Singapore is a common denominator in both AFTA
and the Japan-Singapore Economic Partnership Agreement.  Raw materials or
semi-finished products undergo value-addition in accordance with the respective rules
of origin to enable Singapore-made products to flow in both directions between ASEAN
and Japan to evade barriers, something that would not have been possible without the
Singapore link.

Moving from bilateral free trade agreements with OECD economies,
Singapore’s pursuit of those with India, the Republic of Korea and Jordan appears to
balance both geoeconomics and geopolitics.  Singapore is sensitive to pursuing one
bilaterally with China, preferring to keep that an ASEAN-China bilateral free trade
agreement.  The Republic of Korea-Singapore bilateral free trade agreement announced
in 2000 noted that Singapore was a candidate for bilateral free trade agreement
negotiations after Chile and that it was difficult to conclude a bilateral free trade
agreement with ASEAN 10 as a whole due to their different conditions.  A joint study
group started in 2003, had targeted to launch the bilateral free trade agreement at the
APEC Leadership Summit in October 2003.

Negotiations for the India-Singapore Comprehensive Economic Cooperation
Agreement were launched in 2003 with a joint study group report as a framework for
subsequent negotiations.  The 2002 joint study group envisaged that the India-Singapore
Comprehensive Economic Cooperation Agreement would be structured as an integrated
package of agreements.  It includes a free trade agreement for trade in goods and
services, investment promotion, an improved double taxation avoidance agreement,
a more liberal air services agreement, open skies for charter flights, creation of the
India-Singapore Fund and the setting up of a second India Centre in Singapore and
tourism cooperation.

Singapore approached Jordan in 2003 for a free trade agreement to remove
barriers and promote trade in services, goods, investment and e-commerce, including
an investment framework agreement.  The free trade agreement will provide the
foundation for increased cooperation in areas such as e-Government, information
technology, port management and tourism.  Both countries will also work together on

6 Prime Minister Koizumi projected an East Asia free business zone which interestingly, is ASEAN
plus three plus Australia and New Zealand.
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capacity building activities in third countries.  Singapore is clearly reaching out very
strategically even into the Middle East and one wonders how much the economics of
such bilateral free trade agreements have been worked into the overall political economy
and security framework.  Based on pure economics, free trade agreements should
ideally include Indonesia and Malaysia, but this is obviously politically difficult and
AFTA remains the overarching platform.

III.  ISSUES AND CHALLENGES IN THE ASIAN-PACIFIC CONTEXT

The November 2001 declaration of the fourth Ministerial Conference in Doha
provides the mandate for negotiations on a range of subjects and other work, including
issues concerning the implementation of the present agreements.  Four Singapore
issues brought in by the EU, on the back burner since the first Ministerial Meeting in
Singapore in 1995, involving investment, competition, transparency in Government
procurement and trade facilitation were reintroduced at the behest of EU and Japan.
Ministers must decide if they are part of a single undertaking or these new issues
should remain outside WTO modalities.  The negotiations under the Doha Development
Agenda include those on agriculture and services which began in early 2000.  A
number of other issues have now been added.  The declaration sets 1 January 2005 as
the date for completing all but two of the negotiations.  Negotiations on the Dispute
Settlement Understanding were to have ended in May 2003; those on a multilateral
register of geographical indications for wines and spirits, by the next Ministerial
Meeting in 2003, the fifth Ministerial Meeting in Cancun, Mexico, in September 2003
had to review.  Clearly, the timetable has slipped significantly.

A crisis of confidence in the multilateral process alongside the
anti-globalization backlash and many EU economies mired in slow or no growth did
not provide the best environment for Cancun and the Doha Development Agenda even
if those negotiations promised some US$ 600 billion in benefits.  India appears to be
the mirror image of France in being averse to trade liberalization.  The developing
third world camp also had Brazil, Egypt, Nigeria and Malaysia joining India, though
China did not show its hand one way or the other as it kept itself busy with its WTO
accession and the SARS outbreak.

As can be surmised, trade liberalization is only a necessary but not a sufficient
condition for growth and development.  The debate about markets or state intervention
should both more include efficient resource allocation and consumer welfare and trade
facilitation.

The practical issues of trade liberalization are beyond the pure economic
arguments for regional trade arrangements for extending most-favoured-nation (MFN)
multilaterally to become effective building blocks to multilateralism.  While inherent
discrimination is the sin of bilateral and regional trade arrangements, it is increasingly
clear that any single undertaking as for the four Singapore issues in Cancun with
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some 150 members is an issue in and of itself.  The reality is geoeconomic and
geopolitical variations and all sorts of geometry including cross-regional trade
arrangements spanning all manner of economies encompassing political economy and
security motivations and reasons.  Discriminatory regional and bilateral trade
agreements clearly constitute a second best theory, but may realistically get more and
faster results.  It is not an argument against the first best, free trade policy per se, but
since the conditions for its effective and efficient working are compromised in the
real world with dysfunctional multilateralism, a pragmatic approach is a valid alternative
option.

Despite impressive progress even the Asian NIEs have fallen into disrepute
with the 1997 crisis.  In particular, crisis contagion due to capital flowing seamlessly
expedited by ICT and speculative motives has resurrected and sharpened the
north-south divide, aided and abetted by the anti-globalization backlash.  Emerging
economies still finding their feet in establishing institutional capacity to cope with
global capitalism and all its portents (see Montiel, 2003) and least developed economies
are the most vulnerable.  In the short run, the “impossible trinity” of perfect capital
mobility, a fixed exchange rate and monetary autonomy cannot coexist in open
macroeconomics.7  Emerging economies and developing economies may be offered
the widest umbrella under WTO, especially if special and differential treatment prevails
under the Doha Development Agenda and round.

One clear outcome in the global economy is that competition has become
more strident and stronger whether it is owed to globalization, ICT, KBE or
WTO-induced liberalization.  In turn, the corollary to furthering integration to enhance
regional competitiveness has spawned various patterns and modalities of integration
in East and South Asia, Latin America, North America and Europe.  Africa and the
rest of Central Asia and Middle East appear caught, for now, in the nooks and crevices
of globalization.  Not only is multilateralism changing, new regionalism has gone
beyond economic to political economy and security issues.  Interestingly, some members
in established regional trade arrangements seem to be going their own way in bilateral
trade arrangements; witness Singapore in ASEAN, Brazil in Mercusor and Mexico in
NAFTA pursue bilateral pacts with Japan.  Both ASEAN and Mercusor nevertheless
remain valid as one in block-on-block negotiations; witness Mercusor-ASEAN or
Mercusor-EU by 2005.  Fault lines and new lines seem criss-crossing and it appears
in some ways to be a strategic mind-game the participating countries are playing.

7 Perfect capital mobility means elasticity of capital flows with respect to differentials between domestic
and foreign interest rates. If Government allows the exchange rate to float, it can control money supply
because it is not committed to buying or selling foreign exchange. That means changes in the monetary base
can only happen at the Government’s own initiative. On the other hand, if the Government wants to
maintain a fixed exchange rate, it cannot sustain a money supply which would produce an interest rate
different from world rate, because that would produce infinite excess demand or supply of foreign exchange
reserves.



Asia-Pacific Development Journal Vol. 11, No. 1, June 2004

19

In truth, as globalization is a multilayered process with numerous
institutionalized processes coexisting in rivalry or supplementing each other, there
should be diversity and pluralism in regional and bilateral trade arrangements to
a commensurate degree.  Stretching trade agreements to monetary cooperation to deal
with financial crises, new age pacts to take advantage of ICT for customs procedures
and human resource development, are all part and parcel of the same logic of plurality.
Within regional trade arrangements, plurilateral arrangements are further extensions
of the same logic.  Not all members in the same trade agreement may be interested in
all issues and negotiations as in bovine and dairy plurilateral agreements.  For the
same reason, Singapore as a non-agricultural economy in ASEAN has the distinctive
advantage of being an honest broker in helping others negotiate.  It has no vested
agricultural interests, but it is in agricultural ASEAN to be sensitive to the concerns
of other members.

The benefits of trade liberalization, whether accruing from regional or regional
trade arrangements, show generally positive results though there may be differentiated
outcomes depending on membership configuration and composition as in table 7.
Goto (2001) found that for an Asian trade bloc, the welfare of an Asian developing
country would improve substantially though the favourable effect for Japan is relatively
small because the rest of Asia’s developing countries gain market access into Japan.
The welfare of the US under an Asian free trade area is lower than that of
pre-NAFTA, partially explaining its opposition to an East Asian trade block.  The
APEC free trade area has a dramatic impact on Asian developing countries and larger
members like the US and Japan.  Generally, a significant welfare-improving situation
occurs for an APEC free trade area though to the detriment of non-APEC economies.
Finally, in a completely free world trade case, the welfare level of members of major
free trade areas substantially declines, but dramatically improves for the rest of the
world.

A gravity model of bilateral trade involving 11 trading blocks mostly from
the Asian-Pacific region found different preferential trade agreements vary remarkably
across the region (Clarete and others, 2002).  Preferential trade agreements are
categorized into three groups, those which foster intrablock trade in general like
SAPTA, those which foster greater trade with trading partners worldwide like APEC
and CER or reduce trade in general without changing their respective intrablock trade
like AFTA and NAFTA.  Interestingly, the first category has the propensity to expand
Asia’s trade, but not the second which adheres to open regionalism and may divert
trade only toward its members.  AFTA in the third category is usually deemed as
trade-creating, but if they are observed as having not changed intrablock trade but
reduced overall trade with the world, the explanation lies in the enlarged ASEAN
(Clarete and others, 2002).  The new ASEAN members are less integrated with the
world economy and there are inherent problems of widening versus deepening within
the ASEAN 10 to delay integration and intrablock gains.  In summary, preferential
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trade agreements have contributed significantly to trade expansion both at the global
and regional levels, implying that they create rather than divert trade.

One empirical evaluation of the Japan-Singapore Economic Partnership
Agreement using a modified version of the dynamic global trade analysis project to
capture short and long run impacts found significant favourable results for Japan
(Hertel, and others, 2001).  In particular, automatic customs procedures would play
the most important role driving increases in merchandise trade.  The Japan-Singapore
Economic Partnership Agreement would boost rates of return, thereby increase direct
foreign investment in both economies.  Some deterioration in the trade balance relative
to the baseline over the medium term may arise, but it would improve in the long run
with higher foreign income payments.  The estimated global gains from the
Japan-Singapore Economic Partnership Agreement in excess of US$ 9 billion annually
would accrue in bulk to Japan as it undertakes the most reforms to open up.  New age
components of the Japan-Singapore Economic Partnership Agreement go beyond
traditional tariff cuts and can be exemplary as a template.  As Japan’s first and
Singapore’s second free trade agreement, the Japan-Singapore Economic Partnership
Agreement would institutionalize regulatory and other policy reforms for both to remain
attractive to capital and talents.  But as noted, regardless of hard number crunching,
less quantifiable strategic non-economic concerns are equally imperative.

IV.  CONCLUSIONS, POLICY IMPLICATIONS AND PROSPECTS

Different levels of development, capacity, aspirations and expectations between
developed and developing economies in the context of a more complex industrial
structure with globalization, ICT, KBE and competition are realities which pure trade
theories cannot assume away.  In the final analysis, politics and political economy
will dominate in public policy, including strategic trade and foreign economic policy
decisions.  While economic theory and ways of thinking in economic policy and
decision-making terms remain paramount and desirable, politicians faced with
vote maximization and short-run political cycles have to choose strategically
between multilateralism, regionalism, plurilateral or bilateral trade arrangements.
A multi-track approach is both logical and possible, as proven by singular multilaterists
like the US and Japan changing track.

Developing and emerging economies fresh out of the Asian crisis are caught
in a political and security post-9/11 terrain which affects business confidence and
transaction costs.  Last, but not the least, Asia was besieged by health epidemics,
SARS and more recently avian influenza.  Some intervention in both trade and in
markets generally appears justifiable, especially when political economy and social
issues are taken into account as well as the more nebulous concept of human security.
The overall message is, however, that with intraregional trade already in bloom and
gaining strength before the Asian crisis, accelerated more by China’s opening than
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ASEAN’s, it is logical to revisit trade as the engine of recovery and growth in an
integrated Asia.  Both East and South-East Asia are emerging in their own ways to
challenge the developed country-dominated international political economy.

Finally, trade policy and liberalization constitute only necessary but not
sufficient conditions to growth and development.  Trade facilitation and competition
are in fact flanking policies, beyond trade considerations based on traditional
comparative advantage considerations.  Whether it is a recovering Japan, China, India
or the ASEAN 10 that will provide leadership in furthering integration in the region,
the geoeconomic and geopolitical implications have to be differentiated.  Even a small
city-state Singapore has contributed in some manner to bilateral trade arrangements
going outside of the region.  In the final analysis, while the economics of trade
liberalization and economic integration remain the underlying logic of the various
modalities of trade liberalization and economic integration, it should be strategically
tempered with pragmatism as a second best policy.
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The objectives of this paper are:  (1) to review Malaysia’s commitments
and compliance with the WTO agreements thus far, (2) to assess the impact
of Malaysia’s commitments to WTO on its industrial development, and
(3) to evaluate WTO-consistent policy options that will enable the country
to advance its industrialization process.  The findings of this paper show
that Malaysia has pursued a dual industrialization strategy.  While the
export-oriented sector has been able to fulfil Malaysia’s commitments to
WTO, this has not been the case for the import-substituting sector.  Thus,
Malaysia’s compliance with its WTO commitments is incomplete and the
import-substituting sector will face considerable challenges in its future
development.

The conclusion of the Uruguay Round (UR) negotiations in 1994 and the
subsequent establishment of the World Trade Organisation (WTO) in January 1995
introduced several new dimensions to multilateral trading.  First, the new organization,
WTO, is a full-fledged international organization with a binding dispute settlement
mechanism (DSM) unlike its predecessor, the International Trade Organization (ITO).
Second, WTO has an expanded mandate and membership, of which the majority is
the developing and transition economies.  Third, most of the WTO agreements contain
provisions for reviews of their operations within five years, thereby introducing
a dynamic element in the construction and enforcement of rules for the conduct of
multilateral trading.

However, the failure to launch the Millennium Round of Multilateral Trade
Negotiations in Seattle in 2000 appears to indicate second thoughts regarding the
commitments made under the UR.  Moreover, the Asian financial crisis in 1997 and
the subsequent economic and social crisis that engulfed some of the ASEAN economies
in 1998 fueled anti-globalization sentiments and dissatisfaction with the implementation
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of the UR Agreements in these economies.  Their concerns were subsequently included
as part of the agreed work programme from the Fourth Ministerial Conference in
Doha in November 2001.  Nevertheless, the agreed work programme from Doha also
included new negotiations and new issues that may further circumscribe the
development policies of developing countries.  Thus, there is an urgent need to consider
policy directions that are WTO-consistent for developing WTO members, like Malaysia.

In the light of the above changes, the objectives of this paper are:  (1) to
review Malaysia’s commitments and compliance to the WTO Agreements thus far,
(2) to assess the impact of Malaysia’s commitments to the WTO on its industrial
development, and (3) to evaluate WTO-consistent policy options that will enable the
country to advance its industrialization process.

The paper is divided into five sections; after the introduction in section I,
a review of the UR commitments and achievements is presented in section II.
Section III assesses the impact of these commitments on industrialization in Malaysia.
WTO challenges to the future of industrialization in this country and its policy
implications are discussed in sections IV and V, respectively.  A summary of the main
findings of this paper is given in the conclusion that is the final section of this paper.

I.  URUGUAY ROUND COMMITMENTS AND ACHIEVEMENTS

Before reviewing the compliance to the Uruguay Round (UR) commitments
that has been achieved thus far, the major UR agreements will be briefly outlined.

UR Agreements for liberalizing trade in manufactures

As in the previous seven rounds of negotiations, commitments under the
General Agreement of Tariffs and Trade (GATT) at the UR, included further efforts to
reduce protection for manufactured goods in both developing and developed countries
via additional tariff reductions and bindings.  WTO also addressed the problems
associated with the reporting and valuation of goods at the border as customs procedures
can also greatly affect trade.  Hence in order to simplify transactions, the Harmonized
System (HS) has been encouraged for specifying trade flows and tariff rates.

However, one of the most important trade liberalization outcomes of the UR
is the commitment to reduce non-tariff barriers (NTBs) in manufactured goods trade.
In this regard, quotas imposed under the Multifibre Arrangement (MFA) are scheduled
to be phased out over a ten-year period, thereby facilitating the gradual integration of
the textiles and clothing sector within the normal WTO rules by 1st January 2005.
Other NTBs that are addressed in the UR agreements include import licensing
procedures and quantitative restrictions.  In the case of the former, the WTO Agreement
on Import Licensing Procedures strengthened the disciplines governing the use of
import licensing systems so that trade is not unduly restricted by these procedures.



Asia-Pacific Development Journal Vol. 11, No. 1, June 2004

27

Hence the agreement requires Governments to publish sufficient information on how
and why licenses are granted as well as guidance on assessing license applications.
Governments are also required to notify WTO when existing procedures are changed
or when new procedures are introduced.  As for quantitative restrictions, Article XI of
the GATT generally prohibits export and import quotas against other WTO members.

Nevertheless of all the NTBs, it is the industrial, technical and health standards
that have increasingly affected trade because they vary greatly from country to country
even though these measures may be enacted for legitimate reasons.  Hence, with the
establishment of the WTO, all WTO members have become parties to the Agreement
on Technical Barriers to Trade (TBT) and the Agreement on Sanitary and Phytosanitary
Measures (SPS).  The former agreement specifies the requirements for technical
regulations, standards, and conformity assessment procedures for products and
production methods.  Governments, however, retain the freedom to choose the standards
for their respective countries and can choose whether or not to adhere to international
standards.  WTO members are, however, encouraged to enter into negotiations for
mutual recognition of results of each other’s conformity assessment procedures.  On
the other hand, the SPS Agreement deals with measures whose purpose is to protect
human or animal health from food-borne risks, animal or plant-carried diseases or
pests.  Both agreements try to reduce arbitrariness in decision-making and instead
encourage consistent decision-making by establishing national measures that are in
line with international standards, guidelines and recommendations.

Several contingent protection measures are permitted that allow countries to
suspend market access that was previously agreed.  These exceptions to MFN and
binding principles of WTO include actions taken against dumping, actions taken against
prohibited subsidies and emergency measures to limit imports temporarily to
“safeguard” domestic industries from a surge in imports.  In the case of dumping, the
WTO Anti-Dumping Agreement clarifies the methods used for ascertaining whether
dumping has occurred.  However measures to counter dumping can only be applied if
the dumping action is hurting the industry in the importing country.  For subsidies,
the WTO Agreement on Subsidies and Countervailing Measures disciplines the use of
subsidies by WTO members and regulates the actions that member countries can take
to counter the effect of the subsidies.  Under the WTO Agreement on Safeguards,
a WTO member may restrict imports of a product on a temporary basis if its domestic
industry is injured or threatened with injury as a result of a surge in imports.

Of these measures, the provisions on subsidies and countervailing duties are
likely to reduce its usage as the UR agreement removed some of the inconsistencies
in the previous agreements by explicitly defining it and categorizing them as prohibited,
actionable and non-actionable.  Prohibited subsidies are those that are contingent on
export performance or on using domestic rather than imported inputs while actionable
subsidies are those that cause adverse effects on other countries.  On the other hand,
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non-actionable subsidies are those for research, for developing disadvantaged regions,
and to meet environmental requirements.

Apart from the agreement on goods, the Agreement on Trade-Related
Investment Measures (TRIMs) that was achieved at the UR is an attempt to govern
investment by including measures that counter the trade-restrictive and trade-distorting
effects of a country’s laws regarding foreign investment.  Consequently, TRIMs outlaws
certain conditions that are attached to the foreign direct investment policies of host
economies.  For example, TRIMs prohibits the use of local content requirements and/
or foreign exchange balancing requirements as these are deemed to violate the national
treatment principle of GATT.  TRIMs also outlaws restrictions that limit the imports
of foreign firms and constraints on their exports.

The UR agreements also cover the issue of intellectual property rights as the
Trade-Related Intellectual Property Rights (TRIPS) Agreement provided the minimum
standards for the protection of intellectual property such as patents, copyright, industrial
designs, geographical indications and indications.

Due to growing awareness of the trade-restrictive effects of discriminatory
procurement practices, 12 WTO members (EU counted as one) are bound by the
“plurilateral” Agreement on Government Procurement (GPA).  The agreement basically
outlines the procedures for providing transparency of laws, regulations, procedures,
and practices regarding Government procurement to ensure non-discrimination.
Malaysia is not a party to this Agreement as yet.

Malaysia’s commitments and compliance as of 20011

In conformity with WTO, the Malaysian customs nomenclature is based on
the 1996 Harmonized System (HS).  It currently contains 10,368 tariff lines (at the
nine digit HS level) and involves 73 different rates.  In 2001, 99.3 per cent of the
total tariff lines are in the form of ad valorem duties.

Table 1 summarizes the UR tariff commitments for Malaysia in 1995.  The
bindings in table 1 comprise 65 per cent of the tariff lines in the country.  It can be
seen that bindings are most prevalent for agriculture, food, and textile and clothing
products.  Malaysia has also progressively reduced its tariffs over time so that by
2001, 58.3 per cent of its total tariff lines are duty free.

However, there are two important caveats to the tariff liberalization process
in this country.  First, continuous trade distortion persists despite liberalization due to
the wide dispersion or range in tariffs as well as tariff peaks.  Tariff peak is highest in
automobiles where the MFN applied rate can be as high as 300 per cent.  Moreover,
tariff escalation is also observed as the applied MFN tariffs for raw materials in

1 Data for Malaysia’s compliance is based on the 2001 Trade Policy Review of Malaysia (WTO, 2001).
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manufacturing is only 3.0 per cent while that for semi-processed and fully-processed
products are 7.7 per cent and 13.6 per cent, respectively.  Second, bound rates are
higher than the applied rates.  For example, the average bound and applied tariff rates
for industrial products at 2001 are 16.6 per cent and 9.9 per cent, respectively.

Table 1.  Offers made by Malaysia in the Uruguay Round agreement,
covering 5900 tariff lines

Product
Tariff

Bindings
lines

Fish product (including processed) 74 Majority at 0 per cent
Mineral products 56 Ceiling rates of 0 per cent and 10 per cent
Chemical (inorganic and organic) 509 At reduced or applied rate between 0 per cent and
Pharmaceutical products 53 30 per cent
Rubber products 214 Binding rates between 5 per cent and 10 per cent
Wood products 170 Binding rates between 5 per cent and 30 per cent
Paper products 197 Offer is to bind at reduced and ceiling rates of

5 per cent to 25 per cent
Plastic and articles thereof 500 Offer is to bind at reduced and ceiling rates between
Textile related products 1100 20-25 per cent
(yarn and articles) Ceiling bindings of 30 per cent
Footwear and headgear products 58 At reduced applied or ceiling rates between 5 per cent
Ceramic products 35 and 30 per cent

Glass and glassware 64 Majority ceiling bindings at 30 per cent
Iron and steel products 282 Bindings at reduced applied or ceiling rates between
Non-ferrous Metals 220 5 per cent, 10 per cent and 30 per cent
Electronic and electrical products 450 Largely ceiling bindings at 5 per cent and 30 per cent
Machinery and mechanical 650 At reduced, applied or ceiling rates between
appliances 25-30 per cent
Furniture products 75 At reduced, applied or ceiling rates between
Scientific equipment (including 178 5-30 per cent
optical photographic apparatus) At reduced, applied or ceiling rates from
Toys and games 73 0-30 per cent
Agricultural sector 1297 At reduced, applied or ceiling bindings ranging

from 5-30 per cent
At reduced or base rates ranging 5-30 per cent
Offer is to bind between 0 per cent and 20 per cent

Bindings at 0 per cent and 5 per cent
Bound at various levels of tariff

Source: Mahani, 1998.
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In terms of import licensing requirements, 27.3 per cent of Malaysia’s tariff
lines are subject to licensing requirements and in the manufacturing sector, these
requirements are most prevalent for chemical products, machinery and electrical
products and transport equipment, notably automobiles.  In the case of automobiles,
non-automatic licensing is utilized to implement the quota system used to regulate the
flow of imports in this sub-sector.

As for exports, in 2001, 36.2 per cent of Malaysia’s total tariff lines are
subject to export licensing requirements.  These requirements are most pervasive in
forestry products, animals and animal products, mineral products, chemicals, textiles
and clothing, footwear and headgear, and arms and ammunition.  Export duties are
not imposed on manufactured goods, nor are there any direct subsidies on exports.
However, in the drive to promote exports, several incentives are utilized to promote
exports such as import duty exemptions, duty drawback facilities, export credit
refinancing schemes, export credit insurance and guarantee schemes as well as
exemption of sales tax for exports (table 2).  Since the Asian crisis in 1998, export
conditions requirements have been withdrawn for obtaining 100 per cent foreign equity
ownership in the manufacturing sector.  The relaxation of export conditions was
extended to December 2003.

Apart from export incentives, several other tax incentives are offered for
investment (see table 2).  While most of the tax incentives apply to both domestic and
foreign owned companies alike, there are two main exceptions to the national treatment,
namely in the case of foreign providers of private retirement-income schemes and
annuities purchased from foreign-owned insurance companies.  In the case of the
former, tax deductions are only accorded to approved provident funds but there is no
information on the foreign-owned companies that are incorporated in Malaysia that
have qualified for approval.  As for the latter case, annuities purchased from
foreign-owned insurance companies do not qualify for the personal tax exemption
that is usually applicable to such payments.

Malaysia has revised its anti-dumping and countervailing legislation in order
to conform to the WTO Agreements on Anti-Dumping and on Subsidies and
Countervailing Measures.  However there is currently no safeguard legislation in
Malaysia.  Malaysia has been subjected to and has also imposed anti-dumping duties
on several products.

In the case of TRIMs, compliance is incomplete as the country continues to
implement the local-content requirement policy on motor vehicles for both new and
existing firms.  However as of 1 January 2000, it has eliminated other local content
requirements tied to investment incentives.  Apart from these, Malaysia has other
programmes that promote the use of local intermediate inputs through financial,
technical and other related assistance.  These are the Industrial Linkage Programme,
(ILP), the Vendor Development Programme and the Global Supplier Programme.  The
main objective of these programmes is to assist the development of Malaysian small
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Table 2.  Main direct tax incentives for investment

Type Status Incentive Description of Incentive

A company granted PS enjoys a partial full exemption from payment of
income tax for a given period of time.  In the case of manufacturing, for
example, the exemption involves 70 per cent of statutory income for
a period of 5 years.  The exemption can be even higher and the period longer,
however; for example, in the case of designated regions and high technology
(or R&D) companies, respectively, the exemption is 85 per cent and 100 per
cent, while for strategic projects, including approved service projects (ASP),
the exemption is 100 per cent and the period 10 years.

An alternative to PS, the ITA involves a tax credit that can offset taxes paid
on 70 per cent of statutory income; any unutilized part of the allowance can
be carried forward to subsequent years until the whole amount is used up.
The ITA is usually 60 per cent of qualifying capital expenditure incurred
within a 5-year period.  For designated regions, strategic projects, R&D
companies, companies with MSC status, and training, for example, the ITA is
larger and the qualifying period longer.

Like the ITA, the RA is in the form of a tax credit amounting to 60 per cent of
qualifying capital expenditure that can offset gains taxes paid on
70 per cent (100 per cent in designated regions) of statutory income.  It is
granted to manufacturing companies that have been operating for at least
1 year and incur qualifying capital expenditure for the expansion, upgrading,
modernization or automation of production capacity and diversification into
related products.

Upon expiry of the RA, companies that reinvest in promoted manufacturing
or food products or agricultural activities can write off such capital
expenditure within 3 years (60 per cent in the first year and 20 per cent in
the two subsequent years).  A similar allowance is provided for capital
expenditures related to the use of information technology and environmental
protection.

Companies undertaking capital expenditure on infrastructure in designated
regions are eligible for an infrastructure allowance of 100 per cent, which can
be set off against taxes paid on 85 per cent of statutory income.

Small-scale manufacturing companies with Malaysian equity of at least
70 per cent are eligible for the PS incentive.

Double deductions are allowed for the following expenses related to the
promotion of exports, freight charges for rattan and wood products (only for
manufactures in Sabah and Sarawak), export credit insurance premiums, and
the promotion of Malaysian brand names.

Pioneer Status (PS)

Investment Tax Allowance
(ITA)

Reinvestment Allowance
(RA)

Accelerated Capital
Allowance (ACA)

Infrastructure Allowance

Incentive for Small Scale
Companies

Export Incentives:

Double Deductions
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and medium-sized enterprises (SMEs) as manufacturers and component suppliers to
large companies and TNCs.

Malaysia is also progressively moving toward international standards.  Thus,
between 1996-2000, the percentage of Malaysian standards that are aligned to
international standards have increased from 20 per cent to 76 per cent.  There are
currently two organizations that have been accredited as ISO 9000 certificate bodies,
namely SIRIM QAS Sdn. Bhd. and AOQC Moody (Malaysia) Sdn. Bhd.  Based on
data provided by the Department of Standards (DSM), 153 companies have been
awarded ISO 9001 certificates and 1,663 companies were awarded ISO 9002
certifications, as of February 2001.  At the same time, there are 185 laboratories
(be it government, independent, and company-owned) that have been accredited for
specific tests and/or calibration by the DSM.

There has not been any instance of Malaysia using its sanitary and
phytosanitary regulations to restrict trade.  In the case of intellectual property rights,
Malaysia is in the process of enacting new laws or amending existing ones in
compliance with its obligations under the WTO.  Records on enforcement are not
available except for the infringement of copyrights.  As can be seen from table 3, out
of the 6,720 complaints that have been received on copyright infringements between
1987-2000, about 5,600 led to legal cases while the total value of goods seized
amounted to about RM 37 million.

Source: MIDA (2001), Malaysia – Investment in the Manufacturing Sector:  Policies, Incentives and
Facilities.

Table 2.  Main direct tax incentives for investment (continued)

Type Status Incentive Description of Incentive

Exemption for the value of
Increased Exports

Industrial Building
Allowance

Incentive for Operational
Head-quarters (OHQs)

Exemption for Shipping
Operations

Companies’ statutory income equivalent to 10 per cent and 15 per cent of the
value of increased exports is exempt from tax provided the goods exported
attain at least 30 per cent and 50 per cent value-added, respectively.

An allowance of 10 per cent of qualifying expenditure is granted in respect
of buildings used as warehouses for storing goods for export and re-export.

Companies granted OHQ status are subject to a concessionary tax rate of
10 per cent on income from qualifying services for a period of 5 years (which
may be extended for another 5 years)

Shipping company income derived or deemed to be derived from the
operations of Malaysian ships is exempt from tax.
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II.  IMPACT ON THE MANUFACTURING SECTOR

Overall development of the manufacturing sector

The promotion of the manufacturing sector in Malaysia accelerated after it
was selected for deregulation and liberalization under the First Industrial Master Plan
(FIMP:  1986-95; Malaysia, 1994).  While specific equity guidelines require at least
70 per cent Malaysian ownership, this requirement may be relaxed for up to 100 per
cent foreign equity ownership in the case of projects that involve higher levels of
exports or technology (WTO, 2001).2  In the case of the domestic market, foreign
equity ownership of up to 100 per cent may still be allowed for high technology or
priority projects, according to the discretion of the Government.

As in the first wave of FDI into Malaysia in the 1970s, the move to attract
FDI under the FIMP was again complemented by favourable external circumstances,
although the impetus came from the East Asian economies this time.  The appreciation
of East Asian currencies, rising production costs in these countries as well as the
withdrawal of privileges under the Generalised System of Preferences (GSP) from
these countries led to massive outflows of foreign capital from these countries.
Malaysia’s relatively attractive locational advantages enabled her to be a significant
beneficiary of these outflows as in the case of the first wave of FDI into the country.
In fact by 1993, Malaysia was listed among the top ten largest host economies for
both FDI flows and stock (UNCTAD, 1995).

2 These guidelines do not apply to manufacturing companies with shareholders’ funds of less than
RM 2.5 million or with less than 75 full-time employees, which are not subject to any manufacturing license
requirement.

Table 3.  Actions taken under the Copyright Act 1987,
1987-2000

Complaints Actions Legal cases

Total 6 720 6 720 5 627

Films 5 468 5 468 4 606

Music 929 929 722

Literature 103 103 87

Artistic 114 114 111

Computer 106 106 101

Source: WTO, 2001.
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Given the aggressive promotion of the manufacturing sector, it is not surprising
to find this sector to be the single largest recipient of this inflow with its share in total
FDI increasing steadily from 44.4 per cent in 1985 to 57.7 per cent in 1993 (MIDA,
1996).  The pursuit of FDI in the manufacturing sector has transformed the Malaysian
economy from primary production to the production of manufactured goods, albeit in
labour-intensive manufacturing.  This can be clearly seen in the increasing contribution
of manufacturing in the gross domestic product (GDP), employment and total exports
of the country since achieving independence in 1957.  As seen in table 4, its share in
GDP increased significantly from 13.9 per cent in 1970 to a peak of 35.7 per cent in
1997.  Similarly, its contribution to total employment rose from 8.7 per cent to a peak
of 27.1 per cent in 1997.

However, Malaysia’s relatively open stance toward capital flows did not just
invite inflows of FDI alone.  It also led to spurts of net inflows or net outflows of
short-term capital in response to market forces such as the interest rate differentials
between Malaysia and other countries as well as to anticipated changes in exchange
rates.  Prior to the financial crisis, there were two episodes of surges in outflows and
inflows, in 1986-88 and in 1991-93 (Tham, 2000).  Nevertheless the scale of these
episodes pales in comparison to the massive outflow of net short-term capital between
1997-99 as a result of the financial crisis that emerged in 1997 and the subsequent
loss of international portfolio investors’ confidence in Malaysia.  As noted by Jomo
(2001), the magnitudes of gross inflows and outflows reflect even greater volatility
than can be seen from these net flows alone.

The massive net outflow of short-term capital together with the initial tight
monetary and fiscal policies that were implemented turned the financial crisis into an
economic crisis in 1998, causing the manufacturing sector to contract (in terms of
value added at constant prices) by 13.4 per cent for that year (WTO, 2001).  Its
contribution to GDP decreased to 34.4 per cent in the same year while its contribution
to employment fell to 27.0 per cent (table 4).

More importantly, gross inflows of corporate investment also fell in 1998 as
the regional crisis depressed both investors capacity to invest through reduced corporate
profits as well as investor confidence in the region.  As part of the measures to
counter the effects of the crisis, the foreign equity restriction applied to the
manufacturing sector was partially liberalized in July 1998 till 31 December 2003 so
that foreign investors were allowed to hold 100 per cent equity ownership irrespective
of the level of exports.3  Moreover, companies undertaking projects approved under
this policy are not required to divest their equity after the period.  Although economic
recovery in the country and region has reversed the downward trend in FDI flows into
the country, it has yet to reach the pre-crisis level that was achieved in 1996 (table 5).

3 Specific activities and products where Malaysian small and medium-sized companies have the
capabilities and expertise are excluded from this liberalized equity policy.
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Nevertheless with economic recovery, the share of manufacturing to GDP
has increased to 32.0 per cent in 2000 (table 4).  It fell slightly to 30.1 per cent in
2001 due to the unfavourable external circumstances in that year and the downturn in
the global electronics cycle.  Improvements in the external environment have
contributed to the increase in the manufacturing sector’s share in GDP to 30.6 per
cent in 2003.  The share of manufacturing employment in total employment stands at
an all-time high of 27.2 per cent in 2003 and this is expected to increase further to
27.7 per cent in 2004 with the expected improvement in the economy in 2004 and
beyond.

The sector’s share in Malaysia’s trade has also grown substantially due to the
aggressive promotion of exports for this sector by stipulating export requirements for
the relaxation of domestic equity conditions in its FDI policy.  Hence, its share in

Table 4.  Manufacturing’s share of Gross Domestic Product (GDP),
employment, and exports, 1970-2004

Manufacturing
Manufacturing

Manufacturing Manufacturing

Year value added as
employment

employment as exports as
per cent of total

(’000)
per cent of total per cent of total

GDP*  employment exports

1970 13.9 290 8.7 11.9

1975 17.4 398 10.1 21.9

1980 19.6 802 15.8 22.4

1985 19.1 836 15.1 32.8

1990 27.0 1 290 19.5 62.8

1995 33.1 (27.1)** 2 027 25.7 79.6

1996 34.2 (29.1)** 2 230 26.4 80.5

1997 35.7 (29.9)** 2 375 27.1 81.0

1998 34.4 (27.9)** 2 277 27.0 82.9

1999 (29.9)** 2 343 26.4 85.5

2000 (32.0)** 2 343 26.4 86.6

2001 (30.1)** 2 558 27.6 85.8

2002 (30.1)** 2 556 26.8 85.2

2003e (30.6)** 2 680 27.2 n.a.

2004f (31.1)** 2 815 27.7 n.a.

Source: Data 1970-1999: Tham, 2001a.
Data 2000-2004: Malaysia, 2003a.

Notes: *: In 1978 constant prices;  e: Estimate;  f: forecast
**: In 1987 constant prices for numbers in parenthesis
n.a.: not available



Asia-Pacific Development Journal Vol. 11, No. 1, June 2004

36

Table 5.  FDI inflows, by region and economy, 1988-2002 (US$ million)

1988-

1993 1994 1995 1996 1997 1998 1999 2000 2001 2002

Host region/economy (Annual average)

World 190 629 255 988 331 068 386 140 481 911 686 028 1 079 083 1 392 957 823 825 651 188

Developed 140 088 145 135 203 462 219 908 269 654 472 265 824 642 1 120 528 589 379 460 334

   countries

Developing 46 919 104 920 113 338 152 685 193 224 191 284 229 295 246 057 209 431 162 145

   countries

China 8 852 33 787 35 849 40 180 44 237 43 751 40 319 40 772 46 846 52 700

ASEAN-5

Indonesia 1 269 2 109 4 346 6 194 4 678 -356 -2 745 -4 550 -3 279 -1 523

Malaysia 3 320 4 581 5 816 7 296 6 324 2 714 3 895 3 788 554 3 203

Philippines 770 1 591 1 459 1 520 1 261 1 718 1 725 1 345 982 1 111

Singapore 3 982 8 550 8 788 8 608 13 533 7 594 13 245 12 464 10 949 7 655

Thailand 1 899 1 343 2 004 2 271 3 882 7 491 6 091 3 350 3 813 1 068

Source: 1988-1995: UNCTAD, 2001.
1996-2002: UNCTAD, 2003.

total exports increased progressively from 11.9 per cent in 1970 to 82.9 per cent in
1998 and increasing further to 85.5 per cent in 1999 with the depreciation of the
ringgit as a result of the crisis in 1997 (table 4).  By 2000, manufacturing exports
constituted 86.6 per cent of total exports before falling slightly to 85.8 per cent in
2001 and further again to 85.2 per cent in 2003 due to September 11 and the downturn
in the global electronics cycle.  The growth in exports is related to imports as the
total share of manufactured imports in total imports is equally high.  In 1999, the
import share of this sector was 83.7 per cent (WTO, 2001).

Sectoral issues

The impact of Malaysia’s WTO commitments on its manufacturing sector
can be best shown in the development of its electronics and automotive sub-sectors.
This is because these two sectors represent Malaysia’s dual-track trade strategy, that
is export-orientation together with import-protection.  The electronics sub-sector is
export-oriented and it is also globally integrated through the extensive network of
trade and investment flows that permeate this sub-sector.  In terms of tariffs, the
average tariff on office, computing, and accounting machinery declined from 0.1 to
nil between 1997-2001, while the average tariff on radio, television and communication
equipment fell from 8.3 to 6.8 per cent for the same period (WTO, 2001).  The
relatively low tariffs that are imposed on this sub-sector can be attributed to its
outward-orientation since most electronic components imported into Malaysia enjoy
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duty-free access for the purpose of further processing before being exported again.
Over 97 per cent of the imports of electronic products were duty-free between 1997-
2000.  At the same time, Malaysia is also a signatory to the Information Technology
Agreement (ITA) where tariffs for most IT products which are mainly electronics,
have been eliminated since 2000.  More importantly, this sub-sector also faces
insignificant tariff barriers.  The local content requirement for this sector has been
removed in compliance with TRIM obligations.  Due to its relative openness and
integration with the global markets, current WTO commitments have not hindered its
development thus far.

The Malaysian electronics industry is in fact the single largest contributor to
total manufacturing output, employment, exports and imports in the country, revealing
the skewed development in the manufacturing sector (table 6).  In this sub-sector, the
majority of investment comes from foreign investors.  According to WTO (2001), in
1999 and 2000, foreign investment comprised 84.5 per cent and 83.6 per cent,
respectively, of approved capital investment in the electrical and electronics product
industries.  The industry also contributed approximately 2.5 per cent of global
electronics and accounted for 44.7 per cent of total exports in 2000.  Table 6 also
shows that the rapid growth in exports has been accompanied by a large growth in
imports.  The duty-free access to imports has thus contributed to its rapid growth and
development as well as its integration into world markets.

On the other hand, withholding liberalization as in the case of the automobile
sub-sector where the nominal tariffs for Completely-Built-Up (CBU) units can range
between 140-300 per cent, has resulted in continued dependence on the State for
protection.  In this sub-sector, protection has enabled both national car producers
(Proton and Perodua) to capture up to 93 per cent of the domestic market.  Furthermore,
local content requirements have created about 220 vendors that are component suppliers,
of which 40 are regarded to have export capability.

Table 6.  Performance of Malaysia’s electronics industry, 1996-2000

Production
Output Employment Exports Imports

Year
(1993 = 100)

Index
Growth RM Growth

No.
Growth RM Growth RM Growth

per cent (billion)  per cent  per cent (billion) per cent (billion) per cent

1996 163.3 12.6 76.0 7.0 329 100 5.1 64.6 13.8 68.0 6.6

1997 200.5 22.8 85.6 12.6 343 300 4.3 80.8 25.0 75.7 11.3

1998 192.1 -4.2 103.5 20.9 320 600 -6.6 114.2 41.3 96.6 27.6

1999 232.8 21.2 129.8 25.4 381 000 18.8 144.9 26.9 108.3 12.1

2000 337.2 44.8 167.1 28.7 416 976 9.4 166.8 15.1 141.0 30.2

Source: WTO, 2001.
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Nevertheless, pressures to liberalize this sector are increasing under both the
current AFTA and WTO commitments by Malaysia (Tham, 2004).  For example,
under AFTA, automobiles and auto components parts were scheduled to be phased
into the Inclusion List by 1 January 2000.  While automotive components have
adhered to this schedule, Malaysia has deferred the phasing in of CBUs and Completely-
Knocked-Down (CKDs) vehicles until 1 January 2005.  Although Malaysia has
complied with the TRIM obligation for all sectors, it has requested and was granted
an extension for the automobile sector until 2005.

Deferment has its price as Thailand is negotiating for compensation from
Malaysia for postponing the scheduled liberalization.  At the same time, the expanded
AFTA market will be captured by other ASEAN producers that are adhering to the
scheduled commitments.  In the case of the WTO, it should be noted that since this
sector has not yet been offered for binding, future negotiations to further reduce
industrial tariffs will add to the pressures to liberalize this sector.

Thus while protection has facilitated the development of the automobile
industry and the evolution of an extensive network of linkages encompassing marketing,
distribution and services, it has yet to penetrate the international market as exports are
still insignificant.  The impending pressures to liberalize under both WTO and AFTA
commitments will definitely bring about critical challenges for both the domestic car
producers and the component suppliers that are dependent on the domestic car producers
alone.  Since the national cars have yet to attain international competitiveness, it is
unclear whether the industry is sustainable as it continues to depend on protection for
holding on to its domestic market share in the country.

The dual-track trade strategy in Malaysia has contributed to the skewed
development of its manufacturing sector.  Based on table 7, it can be seen that the
non-resource-based sub-sector contributed more to total manufacturing value-added
than the resource-based sub-sector since 2000.  The share of electronics alone
constituted 29.5 per cent of total manufacturing value added in 2000.  In contrast, the
contribution of the transport sub-sector (which includes the automotive sub-sector) is
only slightly more than a third of the contribution of the electronics sub-sector for the
same year (11.0 per cent).  However, the share of electronics has dropped to 26.5 per
cent in total manufacturing value-added in 2003 while transport’s share has increased
slightly to 13.7 per cent.  Nevertheless, the dominance of the open and export-oriented
sub-sector in overall manufacturing implies that Malaysia’s WTO commitments have
not constrained industrial development thus far.  Since the automotive sector has not
been offered for liberalization as yet, it has been able to develop domestically under
substantial protection.  Although the TRIM commitments are moving toward
constraining the development of this sector, its effect is still shielded by deferment.
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Table 7.  Growth of manufacturing industries, 1995-2005

Value Added Share of Value Added Average Annual

Industry
(RM million in 1987 prices) (per cent) Growth Rate (per cent)

1995 2000 2003 2005 1995 2000 2003 2005
1996- 2001- 2004-

2000 2003 2005

Resource-based 21 814 28 210 30 500 35 914 48.3 41.9 43.4 44.0 6.5 2.6 8.5

Vegetables, 1 203 2 526 2 971 3 436 2.7 3.7 4.2 4.2 13.1 5.6 7.5

animal oils

& fats

Other food 3 504 4 010 4 132 4 438 7.8 6.0 5.9 5.4 6.2 1.1 3.6

processing,

beverages &

tobacco

Wood & wood 3 030 2 934 2 558 3 028 6.7 4.4 3.7 3.7 1.1 -4.1 8.2

products

Paper & paper 1 888 2 293 2 328 2 711 4.2 3.4 3.3 3.3 8.2 0.5 7.9

products

Industrial 2 581 3 795 4 437 5 530 5.7 5.6 6.3 6.8 6.3 5.3 11.6

chemical &

fertilizer

Other chemical 2 613 2 968 3 651 4 721 5.8 4.4 5.2 5.8 6.2 7.1 13.7

& plastic

products

Petroleum 2 477 4 521 4 742 5 598 5.5 6.7 6.8 6.9 11.4 1.6 8.7

products

including crude

oil refineries

& coal

Rubber processing 1 549 1 821 2 052 2 287 3.4 2.7 2.9 2.8 3.6 4.1 5.6

& products

Non-metallic 2 969 3 342 3 599 4 165 6.6 5.0 5.1 5.1 5.4 2.5 7.6

mineral products

Non-resource- 22 306 37 878 38 424 44 273 49.4 56.4 54.7 54.2 11.5 0.5 7.3

based

Textiles wearing 2 311 2 324 2 089 2 297 5.1 3.5 3.0 2.8 1.2 -3.5 4.8

apparel & leather

Basic metals 513 594 640 690 1.1 0.9 0.9 0.8 15.4 2.5 3.8

industry

Metal products 1 551 2 879 2 567 2 922 3.4 4.3 3.6 3.6 15.5 -3.8 6.7

Manufacture of 2 675 3 063 36 719 4 478 5.9 4.6 5.2 5.5 5.1 6.2 10.5

machinery

except electrical

Electronics 10 288 19 863 18 606 21 613 22.8 29.5 26.5 26.5 13.6 -2.2 7.8

Electrical 832 1 738 1 238 1 426 1.8 2.6 1.8 1.7 12.6 -10.7 7.3

machinery

Transport 4 136 7 417 9 613 10 847 9.2 11.0 13.7 13.3 12.2 9.0 6.2

equipment

Others 1 055 1 162 1 301 1 464 2.3 1.7 1.9 1.8 7.1 3.8 6.1

Total 45 175 67 250 70 225 81 651 100.0 100.0 100.0 100.0 9.1 1.5 7.8

Source: 1995:  Malaysia, 2001.
2000-2005:  Malaysia, 2003b.
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III.  INDUSTRIALIZING UNDER WTO:  FUTURE CHALLENGES

WTO commitments raise various challenges for its members.  First, as its
membership expands with more countries acceding to the WTO, there will be both
greater opportunities to import and export for the existing members.  At the same
time, there will also be increased competition in third country markets.  These changes
will be amplified if the acceding country is a relatively big partner in world trade as
in the case of China.

Second, in the context of developing countries, as trade and investment
liberalization progresses, more and more policy instruments may be included in the
WTO disciplines.  This will inevitably mean that there will be less policy instruments
for the utilization of industrial policy that is generally favoured by developing countries
in their pursuit for industrialization.  Thus the dynamic nature of the WTO implies
that there will always be new negotiations and new issues in trade and investment
liberalization that will in turn pose new challenges for the development of its less
developed members.

China in the WTO

As China progressively opened its economy to the external world, international
trade in that country escalated.  Thus by 2000, China had become the 7th largest
exporter and the 8th largest importer in the world in value terms, even without being
a member of the WTO (WTO, 2000).  Malaysia is ranked as the 18th largest exporter
and importer in the world in value terms for the same year.  The growing importance
of China in world trade, even without WTO membership, has posed severe competition
to other developing economies.  Liberalization of trade under WTO commitments will
undoubtedly increase the trading position of China in the world economy and hence
its accession in 2001 will undoubtedly intensify competitive pressures on other
developing economies, like Malaysia.

Although China is well known for its comparative advantage in labour-
intensive goods, its challenge to Malaysia is not restricted to the loss of both internal
and third country markets in traditional labour-intensive products alone.  Instead,
China also shares Malaysia’s comparative advantage in natural resource products and
it is at the same time moving rapidly into the assembly segments of technology-
intensive products that is currently the main export group of Malaysia (Tham, 2001b).

While it is true that Malaysia’s comparative advantage in technology-intensive
products differs from that of China’s at this point in time, both countries aspire to
move up the value-added chain in this group of products.  Thus Malaysia’s ability to
continue to compete with China in this group of products will depend crucially on the
race up the technology ladder in both countries.  Since Malaysia has yet to shift out
of labour-intensive assembly operations, the main threat of China in the WTO lies not
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just in the loss of world exports and domestic markets to traditional labour-intensive
products such as clothing, footwear and toys that are made in China.  Rather the main
threat lies in the potential hollowing out of the manufacturing base of this country
should it fail to move up the technology ladder before China succeeds in re-structuring
its manufacturing sector.

For Malaysia, the challenge thus lies in its ability to improve its physical and
information infrastructure and human resource base.  These same factors play equally
important roles in the competition for high technology FDI that both countries need to
move up the value-added chain.  China’s accession to the WTO will undoubtedly
increase its attraction to foreign investors and Malaysia will thus face stiff competition
from China for FDI.

Future of industrial policy

Industrial policy as defined by Lall (1994) essentially comprises all actions
taken to promote industrial development beyond those permitted by free market forces.
Developing countries in their attempt to industrialize and catch-up with the developed
world have used various measures to support the development of selected industries.

While theoretical discourse and empirical evidence continue to debate the
effectiveness of State intervention, this has not curtailed its continued usage in
developing and developed countries.  However, WTO disciplines on subsidies, local
content protection, export restrictions and TRIPS reduce the flexibility of governments
to pursue policies in these areas (Bora and others, 2000).  The dynamic nature of
WTO also implies that it is possible that instruments that support the development of
domestic industries or domestic firms that can affect trade may also be included in the
WTO disciplines at some point in the future.

Thus the immediate challenge to industrialization is to use WTO-consistent
policies to industrialize.  The future of industrial policy however will require effective
participation in rule making in the WTO.  This is particularly more important
post-Doha as the consensus-principle that is required before negotiations provides
room for Malaysia to effectively reject any decision that goes against its national
interest.  The need for the country to effectively participate in any new negotiations
and new issues will be discussed further in the sub-section below.

New negotiations and new issues

At Doha, four old issues were raised for negotiations (Khor, 2001).  These
are non-agriculture market access, trade and environment, clarification of rules on
anti-dumping, subsidies, countervailing measures, fisheries subsidies, regional trade
arrangements and clarification of dispute settlement.  In addition, four new issues
(or the Singapore issues) have also been raised pertaining to trade and investment,
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trade and competition policy, transparency in Government procurement and trade
facilitation.  Trade related measures to counter the problems between trade, debt and
finance are also currently being debated in the new Working Group for these issues.
For each of these issues, whether new or old, Malaysia will have to deepen her
understanding of the underlying complexities and to decide whether it will be in her
interest to have these issues included in the WTO (Khor, 2002).

Thus the challenge for Malaysia in the next and future rounds of new
negotiations and new issues in the WTO is to establish her national priorities for each
of these issues.  This is not an easy task since it will have to balance between the
need to advance the trade interests of the nation while protecting the independent
ability of the country to pursue its developmental goals (Sidek, 2002).  While the
dichotomous approach toward liberalization that has been taken thus far represents
the Government’s attempt to balance between the trade and development interests of
the country, Malaysia’s continued dependence on FDI and trade may require a more
systematic and sequential approach toward liberalization.

Since Malaysia is a small open economy, the stalled negotiations at Cancun
in 2003 does not augur well for the country as it will hinder its access to foreign
markets.  The current vogue of bilateral negotiations as opposed to a multilateral
approach toward trade liberalization can only tax the capacity of the Government to
negotiate on trade issues.  Hence it is better for the Government to work towards
a comprehensive multilateral approach in trade liberalization than to be caught in
a complex web of bilateral rules that can only confuse the domestic exporter.

IV.  POLICY IMPLICATIONS

In this section, the policy options for each of the challenges as raised in
section IV are discussed.

China in the WTO

Increasing the competitiveness of the country is necessary to counter the
challenges posed by China.  In the short-term, the shortage of highly skilled labour
that is required to increase value-added in the high-technology products of Malaysia
can be resolved by importing such skills.  But the medium to long-term solution will
require the country to increase its output of skilled labour, as well as to diversify
exports and export markets.

However, developing indigenous research and development (R&D) capabilities
is the key factor that will determine the country’s long-term ability to compete.  While
R&D expenditure has increased from RM 549.1 million in 1996 to RM 1.1 billion in
1998, thereby increasing the percentage of R&D expenditure in GDP from 0.2 per
cent to 0.4 per cent in the same duration, the current R&D policy needs further
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refining for greater effectiveness (Malaysia, 2001).  In particular, the Intensification
of Research in Priority Areas programme, or IRPA, that was created by the Government
in 1987, to centralize, manage and review the public funding of R&D, has to improve
on the commercial viability of the projects funded by this programme.  This will, in
turn, require improvement in the current collaboration between the private sector and
the research institutions that utilize this fund.

Furthermore, Malaysia will have to improve its ability to manage FDI, whereby
the focus of FDI policies has to go beyond mere incentives alone.  Instead FDI
policies have to provide an enabling environment for attracting the appropriate
investments that will facilitate the shift toward higher value-added products.  This is
especially important for the development of the Multimedia Super Corridor (MSC)
that was initiated by the Government to spearhead the development of the multimedia/
information technology (IT) that has been targeted to be the strategic sector under the
Seventh Malaysia Plan (1995-2000) (Malaysia, 1996).  Transforming the MSC vision
into reality will rest critically on Malaysia’s ability to tap on FDI and TNCs to enhance
domestic capacity in the IT sector.

Industrial policy

Current WTO-consistent rules still allow for the promotion of the
manufacturing sector by advancing science and technology (S&T) and as this conforms
to the development goal of the country, Malaysia should hasten industrial development
by encouraging research and development, including the use of subsidies.  Amsden
(1999), however, cautions the indiscriminate use of subsidies and instead advocates
a disciplined use by establishing a “reciprocal control mechanism.”  This mechanism
is essentially a set of institutions that disciplines economic behaviour based on
a feedback information that has been sensed and assessed.  In other words, recipients
of subsidies are tied to obligations and subjected to monitorable performance standards
that are redistributive in nature and result-oriented.

But in the long-term, Laird (1997), a WTO Counselor, has suggested that
a ‘good’ export policy should focus on reducing fiscal and procedural constraints to
exports, trade facilitation, and the use of generic policies such as infrastructure
development, an appropriate exchange rate policy, human capital formation, innovation
policies and joint venture agreements.  Therefore, ultimately, the effect of WTO
disciplines shifts the role of State intervention from targeting specific sectors for
development to the use of policies that address the basic supply issue of an economy
such as infrastructure development, human capital formation, and capacity building.

New negotiations and new issues

Effective negotiations require developing countries to do their homework
before they come to the negotiating table.  Therefore, it is vital that Malaysia conducts
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extensive research on the impact of the new issues and to have specific offers to make
in each of the issues that is tabled in the agenda.  In this regard, research should be
based on consultations and interactions with the private sector, non-governmental
organizations (NGOs) as well as the local research communities.  It is therefore
important to nurture local research capabilities as well as mechanisms for feeding the
outcome to the negotiators.

In assessing the implications of the proposed agreements, it is equally crucial
that a proper cost-benefit analysis of the alternative rules (agreements) and the resource
implications associated with adopting a particular set of disciplines be conducted.
This is in view of the fact that the cost of implementing WTO agreements can easily
exceed the entire development budget of a least developed country while imposing
little or no cost for the high-income countries that may already have established
mechanisms for implementing these agreements (Chadha, and others, 1999).

Malaysia should also seek useful coalitions of like-minded member countries
to prevent the large players from overriding the interest of smaller developing
countries.  In this regard, the coalitions can be subject-specific as the interests of the
developing countries can differ greatly since they are more heterogeneous than
homogeneous these days.  To illustrate, the successful conclusion of the agreement on
agriculture can be attributed to the formation of the Cairns Group.

V.  CONCLUSION

Malaysia has industrialized rapidly by tapping on the main economic drivers
of globalization such as capital and trade flows.  However the development of the
manufacturing sector is both skewed and dualistic in nature.  On the one hand, the
export-oriented sector, as epitomized by the electronics sub-sector, has grown to be
the largest sub-sector with the assistance of TNCs and trade promotion.  But on the
other hand, while the import-substitution sub-sector as represented by the automobile
sector has also grown, it remains a heavily protected sector that will face increasing
challenges from Malaysia’s WTO commitments.  Thus WTO membership will raise
several challenges to the future of industrialization in Malaysia.  These are:  China in
the WTO, the future of industrial policy and managing new negotiations and new
issues that will emerge as WTO expands its jurisdiction in trade-related issues.

The accession of new large members such as China will definitely increase
the competitive pressures that Malaysia faces in labour-intensive export goods.
Furthermore, the country’s current comparative advantage in the technology-intensive
segment is also likely to challenged by China’s shift toward the export of the same
product group, albeit in the less complex goods within this group.  However since
China also aspires to move up the value-added chain, the ability to compete with
China will depend on whether Malaysia can restructure its economy before China.
This calls for greater investment in the supply structure of the country.
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Since WTO is dynamic and as the share of developing countries in global
trade increases, developed countries will definitely aspire to bring more and more
new issues into WTO disciplines.  Thus Malaysia will have to improve its ability to
participate effectively in rule making in the WTO.  Effective negotiations require
Malaysia to improve its research capacity in assessing the impact of each of these
new issues on the trade needs of the country.  It is also equally important that Malaysia
establishes coalitions among like-minded countries in order to enhance their negotiating
power, more so in the context of ASEAN.

Current WTO disciplines already restrict the use of some of the favoured
industrial policy instruments of the developing countries such as local content
requirements.  While some have resorted to extending the transition period that is
permitted under the current disciplines, it is exceedingly unlikely that pressures to
liberalize can be stalled for an indefinite period of time.  To quote Held, and others;
(1999), “as formal barriers to trade have been eliminated, interest has shifted toward
differences in domestic regulations and laws governing competition in different
countries.  Since domestic regulations can be seen to give competitive advantage to
firms from one country over another, they can be construed as potential barriers to
trade.  Whereas earlier phases of trade liberalization merely created moves to eliminate
external trade barriers, the intensification of trade combined with the internationalization
of production have led to pressures for a much deeper harmonization of domestic
laws and regulatory structures governing business.  Evolving global markets imply
pressure for common rules to govern them.”

Consequently WTO disciplines, be it now or in the future, will not favour the
use of specific policies that target the development of selected sectors.  Rather the use
of sector-neutral policies are encouraged, especially those that address the supply of
basic issues such as infrastructure, human capital development and capacity building.
Thus the future path of industrialization will have to re-focus on the underlying
fundamental supply structure of the country rather than sector-specific development.
This will foster at the same time the development of domestic capabilities that are
needed for the country to develop independently even when its economy is integrated
with the world economy.
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BEYOND THE PHASEOUT OF QUOTAS IN THE TEXTILE
AND CLOTHING TRADE:  WTO-PLUS RULES AND THE CASE
OF US SAFEGUARDS AGAINST CHINESE EXPORTS IN 2003

Huan Liu* and Laixiang Sun**

International trade in textiles and clothing has been subject to strong
protectionism for decades.  Although the WTO Agreement on Textiles and
Clothing has set procedures to phase out the quota system, this paper
questions how far the regime will actually be liberalized.  It highlights the
significant differences between the China-specific safeguard provisions in
China’s WTO accession protocol and the general WTO Agreement on
Safeguards.  It also examines the recent case of a US safeguard application
against China’s textile and clothing products and analyses the potential
impact of this case on both countries and the global economy.  The analysis
suggests that prospects for China’s textile and clothing exports after WTO
accession may not be as optimistic as is generally assumed.

For decades, the world’s textile and clothing market has been subject to
a special trade regime under the Multifibre Arrangement (MFA), a construct that is in
conflict with the core principles of the World Trade Organization (WTO), such as
non-discrimination and transparency.  For about 30 years, rich countries have so
protected their domestic textile industries from cheaper imports originating in poorer
nations.

Not until January 1995 did the WTO Agreement on Textiles and Clothing
(ATC) come into force, which attempted to reverse decades of protection in these
sectors.  The ATC sets out the framework and procedures to phase out the MFA and
eliminate the entire quota system eventually by 2005.  This should have a huge positive
impact on developing countries, which have been restricted on exporting their textile
products for an extended period of time.  China, as the largest textile and clothing
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exporter in the world, would thus have a tremendous opportunity to boost its textile
and clothing exports thanks to its entry to the WTO in 2001.

However, newly released safeguard measures by the US against China’s textile
exports, which took effect on 21 May 2003, have led to renewed worries.  Can China
be optimistic and hope for a better, more unrestricted future for its textile and clothing
trade, or will there be new barriers to trade for the world’s largest textile exporter,
which will replace the existing ones that are being dismantled?  Is the phaseout of
quotas the end of other countries’ protection mechanisms against China’s exports, or
is a new set of restraints already waiting in those countries’ trade departments’ drawers?
What would be the likely effect on China as well as on the international trade regime
if the United States of America and other major developed countries implemented
new safeguard actions, which may have different forms from, but as tough as, the
ones existing at present?  There is a great possibility that China’s full integration into
the WTO could be effectively held up, because China’s WTO accession agreement
includes a unique, China-specific safeguard mechanism allowing a WTO member to
restrain increasing imports from China if such imports disrupt its home market.  This
is widely regarded as a “wild card” against Chinese imports and a powerful example
of possible measures that could be taken in future to erect new trade barriers against
China.

This paper addresses these issues by focusing on the textile safeguard
provisions specified in China’s WTO accession protocol.  The paper is organized
as follows.  Section I provides a historical overview on the evolution of protection
regimes in textiles and clothing trade.  Section II summarizes the popularly expected
gains that China’s textile and clothing industry may enjoy after the phaseout of the
quota.  We argue that it is these widely expected gains which may be perceived as
a threat by some powerful interest groups in industrialized countries and may induce
them to take protectionist actions and restrict imports from China.  Section III compares
the China-specific safeguard provisions with the general WTO Agreement on
Safeguards.  The comparison indicates that the China-specific WTO-plus rules are
discriminatory and are very likely to be utilized by potential importing countries
because the conditions for adopting safeguard measures against China are easy to be
met.  Section IV analyses the case of recent American safeguard actions against China’s
textile and clothing export.  Both US and Chinese perspectives are examined and
compared.  The sequential impacts on both countries and the global economy are
assessed.  This case may serve as an illustrative example of what the China-specific
safeguard measures mean for China’s future international trade.  Finally section V
discusses policy suggestions and warnings and makes some concluding remarks.
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I.  HISTORICAL EVOLUTION OF PROTECTIONISM IN THE
INTERNATIONAL TEXTILE AND CLOTHING TRADE

The analytical prism

In economic theory, the perfect market economy should allow each firm
each region and each country to produce what they are best at and to exchange their
products for the goods and services of others.1  People and nations benefit from
expanding trade, a result from increased economies of scale, a greater division of
labour, and more efficient allocation of investment.  Thanks to trade, both labour and
capital can easily find the sectors and regions where they add most incremental value.
Under the current global trading system, many jobs in clothing and other industries
are moving from developed countries to developing ones, where wages are lower and
land is cheap.  In exchange, developed counties receive cheap consumer goods and
also get access to expanding markets for their higher value-added goods and services.
Theory suggests that free trade is a process where both sides gain.  In practice, however,
trade has always been a messy affair, in which political considerations – both domestic
and international ones – often have influence over policies and economics.  Typically
countries try to support failing domestic industries, instead of focusing on their areas
of greatest strength, where the greatest competitive advantages lie.

Economists are often puzzled in explaining protectionism.  If in theory free
trade improves economic efficiency, why is it that in the real world free trade is the
exception rather than the norm?  Why do those countries that helped to build up the
global trade systems aiming to promote free trade among nations and often are home
to the most eminent economists seem to ignore the benefits of free trade?  The answer
lies deeper.  It lies in the heterogeneous interests of groups within national borders.
In other words, if we assume that most individuals and groups are most interested in
their own cost and benefit considerations rather than in those for the wider community
or their country or the world, it becomes consistent and logical why people often tend
to favour, on a nationwide scale, inefficient trade protection for their respective
industries (Rothbard, 1986).

Taking the textile and clothing industries as an example, it is often stated by
their representative lobby groups that those industries face disaster due to cheap imports.
It is stated that no country can derive its entire economic strength from the
technologically advanced industries alone.  A further argument is that failure to take
account of the interests of the textile and clothing sectors will inevitably cause

1 One of the classic examples for trade based on absolute cost advantages is Adam Smith’s description
of trade between England and Portugal, where English cloth was traded against Portuguese wine.  Later
theories include the early 19th century scholar Ricardo, who introduced comparative cost advantage
considerations as reasons for trade.
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“a large portion of the textile community’s labour force into permanent unemployment”
(Keesing and Wolf, 1980).  Moreover, low wages in developing countries are often
seen by the protectionist camp as an “unfair” basis for competition.  One common
argument is that “it is unfair for an American firm to compete with,” say, “a Taiwanese
firm which needs to pay only one-half the wages of the American competitor.”
Therefore, the Government should step in and equalize the wage rates by imposing an
equivalent tariff upon exports from Taiwan Province of China (Rothbard, 1986).

In addition to the arguments raised above, national security consideration are
also often cited.  The trade of certain commodities may be economically beneficial
but harmful to the country’s national security at one point.  In this connection, trade
of weapons tends to be strictly regulated.  This consideration also applies to high-tech
goods such as super computers or telecommunication equipment because such goods
could be used to build high-tech weapons or used for espionage purposes.  In an
extreme case if a specific country is considered by another country as a strategic
challenger to its own position, trade of a wide range of goods or services could be
seen as harmful to national security – helping, in fact, to build up the rival’s future
adversarial capability.

From LTA to MFA

Trade protection in the textile and clothing sectors has a long history (Raffaelli
and Jenkins, 1995).  Quantitative restrictions on textiles and clothing trade started as
early as in the 1930s, when the US negotiated a voluntary export restraint (VER) on
Japanese textile exports.  In response to protectionist pressures in the US in the late
1950s, Japan, Hong Kong China, India and Pakistan agreed to voluntary export
restraints for cotton textile products.  At a GATT meeting in 1959, the US brought up
the problem of “market disruption due to sudden large increases of imports from
low-wage countries.”  This concept of market disruption quickly became the key
rationale behind future safeguard measures.  In 1961, the newly-elected President
John F. Kennedy announced a new programme of assistance to the textile industry in
the US, which resulted in a Short Term Arrangement (STA) in cotton textiles, allowing
temporary restrictions in face of market disruption for one year, pending negotiation
of a longer-term arrangement.  The Long Term Arrangement Regarding International
Trade in Cotton Textiles (LTA) was then reached in 1962.  It imposed a five per cent
annual growth cap on imports of cotton textile products for a five-year period, and in
doing so violated various GATT principles (Keesing and Wolf, 1980).

The LTA has effectively protected the cotton industry in developed countries.
However, the LTA only covers cotton products or products containing over 50 per
cent cotton.  Facing the fast-growing imports of textile products not covered by the
LTA, mainly man-made fibre textiles and clothing from Japan, Taiwan Province of
China, the Republic of Korea and Hong Kong, China the US reacted quickly by
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requiring these countries or areas to negotiate separate bilateral quota agreements that
set limits to their exports of products made from man-made fibres and wool.  At US
insistence and with US leadership, as in the case of the LTA, the Multifibre
Arrangement (MFA) went into effect on 1 January 1974.  It provided a framework of
VERs that regulated textiles and clothing exports from most developing economies
entering almost all major industrial markets.  Restricted textiles and clothing imports
were limited to an annual growth rate of six per cent.  The MFA has been re-negotiated
and sustained for more than two decades and covers more than 50 per cent of world
exports of textiles and clothing.  The world trade in textile and clothing of cotton,
wool and synthetic fibres had been subject to this special regime until 1995 when the
ATC came into effect.  The various versions of the MFA had throughout this period
been in conflict with the basic principles of the GATT and later on the WTO.

The agreement on textiles and clothing

The Agreement on Textiles and Clothing (ATC) is one of the most significant
outcomes of the Uruguay Round trade talks, finally addressing developing countries’
concerns, as the ATC was designed to facilitate “the integration of the textiles and
clothing sector into GATT 1994” (Reinert, 2000).  As shown in table 1, under the
ATC, bilateral quotas under the MFA will be enlarged in three stages and fully
integrated by January 2005.  In the first stage, the growth rates of quota volumes will
increase by 16 per cent.  In the second stage, the growth rates will be further increased
by 25 per cent.  In the last stage, the growth rates will be raised by 27 per cent.

Table 1.  The ten-year schedule for integrating textile trade
into GATT rules, in percentage

Stage
Integration share (based Expansion of growth rate for
on 1990 import volume)a remaining quotas

Stage 1:  1 January 1995 16 (total: 16) 16 (e.g. from 3 to 3.48 per cent)

Stage 2:  1 January 1998 17 (total 33) 25 (e.g. from 3.48 to 4.35 per cent)

Stage 3:  1 January 2002 18 (total 55) 27 (e.g. from 4.35 to 5.52 per cent)

Stage 4:  1 January 2005 45 (total 100) Full integration

Source: WTO [http://www.wto.org].
Note: a  Importing countries are free to choose the products that they integrate at each stage, as

long as products are included from the four groupings of tops and yarn, fabrics, made-up
textile products, and clothing.
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Compared to the MFA, the ATC did promise to deliver a significant amount
of liberalization during the 1995 to 2004 transition period.  However, some trade
policy analysts also expressed their doubts about the truly liberalizing nature of the
ATC commitment.  As questioned by Reinert (2000), a number of points are worth
noting here.  First, integration is in terms of volume, not value, and stage 1 and 2
integrations were concentrated in low-value-added products (Textile Monitoring Body,
1997).  Second, integrated items must fall in either one of the following four categories:
top and yarns, fabrics, made-up textile products, and clothing.  Nevertheless, stage 1
and 2 integration was skewed away from clothing.  Taking stage 1 and 2 together, the
share of clothing in the integrated items was only 12, 11, 8 and 7 per cent, respectively,
for the United States, Norway, Canada and the European Community (Textiles
Monitoring Body, 1997).  Third, importing countries expanded the Annex during
negotiations to include many items never originally subject to the MFA.2  Consequently,
stage 1 integration contained actually only one item, work gloves exported to Canada,
previously subject to quantitative restrictions (Textiles Monitoring Body, 1997).
Stage 2 included more restricted items but still reflected the expanded Annex.  Lastly,
it is notable that nearly one half of the liberalization is scheduled to occur on
1 January 2005.  Because the ATC empowers the protected countries to determine
which items are to be liberalized in which stages, it is very likely that the most
politically sensitive items will be included in the last stage.  As pointed out by
Baughman and others (1997), “at the present time, it is unclear whether the ATC will
succeed.  Major importers have been able to defer the most difficult liberalization
(for clothing).  In the case of the US, clothing has been put off to the very end of the
ten-year transition period.”

Another notable issue in the ATC is safeguard provisions.  Some authors
(e.g., Spinanger, 1995; Baughman, and others, 1997) have published pessimistic
opinions about the ATC, concluding that importing countries might renege on their
commitments altogether, as safeguard measures make it possible for those countries
to take actions against imports if and when they want.  For example, the 1997 bilateral
textile agreement between China and the United States also includes a safeguard
provision, which is founded on the ATC.  The agreement under which China gained
membership of the WTO included a special textile provision that can be used by other
members until the end of 2008 against all products subject to the ATC.  The WTO
agreement also included a China-specific safeguard, effective until 2013, allowing
other members to take action against any import from China that causes market
disruption.  This special textile provision in particular is tailored towards China as

2 As stated by Bagchi (1994), “the purpose of this fiction was apparently to inflate the volume of total
imports in such a manner that the restricting countries could fulfill their obligations for integration without
removing the existing MFA restriction.”
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a major exporter and is strongly discriminatory in nature.  Section III will further
examine this issue.

II.  POPULAR EXPECTATIONS OF CHINA’S GAINS IN TEXTILES AND
CLOTHING AFTER THE PHASEOUT OF QUOTAS

There has been a large body of literature analysing the impact of China’s
WTO entry on its domestic economic sectors (e.g., among others, the Development
Research Center of the State Council, 2000; Yu and Zheng, 2000; Ianchovichina
and Martin, 2001).  It is widely accepted that China’s agriculture and certain
capital-intensive industries will face tremendous international competition, which will
result in rising unemployment in these sectors.  On the other hand, one area, in which
China has a real opportunity to expand output and exports, and thus employment, is
labour-intensive manufacturing.  Textiles and particularly apparel are two industries
that have the greatest potential to generate jobs and thus not only crucially offset job
losses elsewhere in the economy, but also support China’s future ability to generate
foreign exchange earnings through exports.

As well summarized in Lardy (2002), even before becoming a WTO member,
China’s exports of textiles and apparel were growing rapidly.  Despite the fact that it
had been under strict quota restrictions imposed by many important foreign markets,
Chinese textile exports rose five-fold from US$ 2.5 billion in 1980 to US$ 13 billion
in 1998.  Apparel exports soared from a mere US$ 1.5 billion in 1980 to US$ 27
billion in 1998.  Between 1980 and 1998 China’s world market share of apparel more
than doubled and reached 15 per cent in 1998.  At its accession to the WTO, China
was already the world’s largest producer and exporter of textile and apparel products,
with US$ 16 billion (10 per cent) and $36 billion (18 per cent) in world exports of
textiles and clothing, respectively, in 2000 (WTO International Trade Statistics, 2001).

This growth, however, could have been even more rapid if there had been no
quota restriction imposed by the US and other developed countries.  A comparison of
the growth of exports of textiles and apparel with other labour-intensive products,
such as footwear, makes the ATC’s restrictive role apparent.  From $173 million in
1980, footwear exports grew almost fifty-fold to $8.4 billion in 1998.  This was
because footwear exports were restricted by only very few importing countries.  Under
the 1997 bilateral US-China agreement on textiles, the US imposed quotas on 101
separate product categories.  These quotas made the import prices of Chinese textiles
and apparel in the US market 11 and 37 per cent higher than those in a quota-free
environment (US International Trade Commission, 1999).  This bilateral agreement
also limited the growth of quotas for those products that the US considered most
important to only 1 per cent per year.  China filled most of these quotas by 95 to
100 per cent, clearly indicating that the quota successfully restricted the growth of
textiles and apparel exports to the US (Lardy, 2002).
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From the date of China’s WTO accession onward, the China-US bilateral
textile agreement ceased to operate and the China-US textile trade will now be
governed by the ATC.  According to table 1 above, the quotas on China’s textile and
clothing exports have increased by 25 per cent by 2001, and by a further 27 per cent
starting from 2002.  At this rate, China should be able to increase its exports of these
quotas-restricted products to the US by more than US$ 50 million a year.  Under the
ATC, the US had also pledged to remove quotas on China’s exports of certain types
of textile products, such as baby clothing, knitted fabrics, gloves, trousers, coats,
jackets and skirts by 2002.

A scenario analysis conducted by the Development Research Center of
China’s State Council (2000) suggests that China’s world market share of textile and
clothing products will rise by about 1 percentage point while quotas are being phased
out; then jump by about 4 percentage points in 2005; finally, it will rise gradually
over the rest of the decade.  For clothing alone, China is expected to gain an additional
10 percentage points of the world export market by 2010.  According to other analysts,
this is an underestimation.  For example, the US International Trade Commission
(1999) estimates that China’s share of the world apparel market will jump by about
6 percentage points in 2005.  Ianchovichina and others (2001) suggest that the same
share may be able to jump one-quarter and reach 45 per cent of world exports by
2005-2006.  Foreign firms will play an important role in this development, as
a significant share of apparel exports are produced under processing contracts with
foreign firms, and these firms are gearing up to shift additional production to China in
anticipation of the phaseout of all quotas in 2004.  Hong Kong, China firms, which
supplied 5.4 per cent of the apparel world market at the end of the 1990s,3  are also
likely to shift their production to China because of their geographic proximity and
comparatively high local production costs.

In contrast to apparel exports, China’s share of world textile exports is not
likely to increase significantly because the latter are not as labour-intensive as apparel
production.  Moreover, China may even become a large net importer of textile raw
materials, due to the great demand resulting from producing apparel.  It is predicted
that by 2010 China will be a net importer of one sixth of all textile products sold on
world markets, in order to be able to supply more than two fifths of the world market
in apparel (Ianchovichina and others, 2000).  The Development Research Center (2000)
suggests that employment in the apparel and textile industries could be 28 per cent
and 8 per cent higher, respectively, by 2010, as a result of China’s entry into the
WTO, implying a creation of 5.4 million new jobs.

3 This number is for exports of apparel produced in Hong Kong, China.  It excludes Chinese apparel
re-exported from Hong Kong, China (WTO International Trade Statistics, 1999, pp. 122, 132).
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All the above predictions were supported by developments in 2002, the first
year following China’s entry into the WTO.  Despite a sluggish global economy, the
export value of textiles and clothing in the first half of this year amounted to US$ 27
billion, 7 per cent up on an annual comparable basis (Textile Trade Express, 2003).
Besides the predictions regarding export growth, it is also widely expected that
integration into the WTO will help China’s textile industry to upgrade its technology,
management and trading systems.

Nevertheless, there is no projection that pays attention to the possible
emergence of new protection quotas or other measures that could be adopted by other
WTO members under the China-specific textile safeguards and other WTO-plus rules.
In the case where other WTO members make extensive use of the already-mentioned
China-specific textile safeguards and other provisions to protect their respective
domestic industries, the existing prediction of large increases in output, exports, and
employment in China’s textile and apparel industries will be unlikely to materialize.
The following two sections will highlight the seriousness of this issue.

III.  DIFFERENCES BETWEEN CHINA-SPECIFIC SAFEGUARDS
AND WTO SAFEGUARD STANDARDS

In WTO principles, safeguard measures refer to emergency import restrictions
applied under the WTO Agreement on Safeguards and GATT Article XIX.  They are
supposed to be applied to prevent or remedy serious injury to domestic industries
caused by rapid increases in imports.  The WTO Agreement on Safeguards Article 2
lays out strict conditions for the application of safeguard measures.  It is because
safeguard measures interfere with legitimate trade through unilateral restrictions on
imports and their abuse can lead to a destabilization of the world trading system.  In
other words, unlike anti-dumping actions and countervailing duties, safeguard measures
are applicable regardless of the existence of any unfair trade practices on the part of
exporters.  Therefore safeguards should be regarded as a measure of last resort and
the conditions that must be fulfilled before a country can impose import quotas are
usually quite rigorous (Lee, 2002).  However, the safeguard provisions that China was
pressed to accept in WTO accession negotiations are more onerous and discriminatory
for China than those accepted by any other member of the WTO.  Following these
provisions it will be fairly easy, by the usual safeguard standards, for the US or other
importing countries to invoke particular protection measures.  To show how significant
the departure is, in this section we compare the China-specific transitional safeguard
measures and the special textile safeguards with the general WTO Agreement on
Safeguards.
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WTO Agreement on Safeguards

The major features of safeguards under the WTO Agreement can be
summarized as follows (Lardy, 2002; Lee, 2002; Qin, 2003).  First, under the WTO
Agreement on Safeguards, a causal link must be demonstrated between the increased
import quantities and the “serious damage, or actual threat thereof,” if a country
wants to impose the restriction.  More rigorously, the coincidence of increased imports
and declining sales, employment, and profits of domestic producers is not a sufficient
link.  Even showing a causal link alone is not sufficient for adopting safeguard
measures; it must also be demonstrated that the increased level of imports is at least
as devastating to the domestic industry as any other cause.

Second, except under special circumstances, safeguards must be applied on
a most-favoured-nation basis, i.e. proportionately on all suppliers.  Thus, a restriction
imposed under the WTO general safeguards provision cannot be imposed solely on
goods originating in one specific country.

Third, the WTO Agreement requires transparency.  A safeguard measure
normally cannot be taken until after the relevant governmental authority has conducted
an investigation to determine whether serious injury or the threat of serious injury to
the domestic industry exists.  Reasonable public notice must be given to all interested
parties, including importers and exporters, who should have an opportunity to present
their views.  The findings and conclusions of the investigation must be made public.

Fourth, if the safeguards action is taken in the form of using quota to control
imports, the quota cannot be set so low that it would reduce total imports of a good
below the average level over the prior three years.  The quota quantity must also be
increased each year once it is imposed.  If a safeguard has been used for more than
four years, these conditions are even more stringent than before and under no
circumstances can a safeguard measure be imposed for more than eight years.

Finally, under certain conditions, the exporting country has a right to retaliate.
The country imposing a safeguard may offer exporting countries compensation for the
restriction of their exports.  If no compensation is offered, the importing country may
withdraw substantially an equivalent concession to the country invoking safeguard
measures.  But if imports have indeed increased absolutely, the exporting countries
may withdraw substantially an equivalent trade concession only if the restrictions
remain in effect for more than three years.  If imports have only increased relative to
domestic production, i.e. have not increased by an absolute amount, the exporting
countries may withdraw substantially equivalent concessions immediately.

The China-specific safeguard conditions

In contrast to the above mentioned general safeguard rules, the transitional
product-specific safeguard clause and the rules governing the China-specific textile
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safeguards in China’s protocol of accession to the WTO are much less stringent (WTO,
2001a, Section 16; WTO, 2001b), and thus are much easier to satisfy and impose
against Chinese exports.  The major differences are given below.

First, the injury standard in the transitional product specific safeguard is
lower, which can be met by only the mere existence or the threat of market disruption,
rather than actual serious injury.  Market disruption in US trade law is defined to exist
whenever imports are increasing rapidly, either absolutely or relatively so as to
“be a significant cause of material injury, or threat of material injury to the domestic
industry.” Thus, the US (and similarly other WTO members) can act based on the
lowest showing of injury.  As US Trade Representative Charlene Barshefsky confirmed
in the hearings before the Senate Committee on Finance (23 February 2000), the
transitional product-specific safeguard “permit us to act based on the lowest showing
of injury.”

Second, WTO members may impose restrictions solely against goods
originating in China, even when imports of the same product from other countries
have increased.  This is a major exception to the principle of non-discrimination that
is at the core of WTO rules of conduct.

Third, the transparency requirements of transitional product-specific safeguards
are less demanding.  Instead of an investigation conducted by the Government, the
importing country government can directly request for consultations with the Chinese
Government.  If the Chinese Government agrees that its exports have caused or
threatened to cause market disruption, it may voluntarily restrain exports.  This action
is again contrary to the Safeguards Agreement, which prohibits voluntary restraint
agreements.  If the Chinese Government does not agree to take such action to prevent
or remedy the market disruption, other members must provide reasonable notice and
allow interested parties to rebut their views.  Sixty days after the initial request for
consultations the country may unilaterally impose restrictions on imports from China.
This is to say that either China should restrain its exports voluntarily or the importing
country can impose a quota or increase tariffs unilaterally.

Fourth, China’s ability to retaliate is more restricted.  If the safeguard action
is based on a relative increase in imports, China will have to wait for two years until
it can withdraw equivalent concessions.  While the WTO Agreement on Safeguards
allows for a maximum of eight years for safeguard measures, the transitional
product-specific safeguard may be applied to imports from China as long as necessary,
i.e. has no specific time limit at all.  Once a restrictive quota has been imposed
against Chinese imports, there is also no requirement to increase the quota quantity
over time.  As China has agreed to allow WTO members to apply the terms of
transitional product-specific safeguard for a period of twelve years from the time of
its accession, this means that once a restriction is imposed, it could exist until 2013.

Finally, the transitional product-specific safeguard contains an unusual special
provision:  market disruption as a result of trade diversion.  The argument for this
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special provision is that after one country imposes safeguards on China, diversion
could arise if Chinese firms redirected their exports of that product to other markets
where no safeguard is in effect.  In this case, other members may request consultation
with China if they anticipated an increase of imports from China in their countries
due to the safeguard measures in other markets.  If China cannot make decisions
within thirty days to restrict its exports, those countries may impose restrictions
unilaterally sixty days after the initial request for consultation.  There is no requirement
for any investigation to determine whether the trade diversion has indeed caused
market disruption in other countries.  Thus it is very likely that safeguard actions
against China start in one country and quickly cascade to all other significant markets.

Besides this transitional product-specific safeguard, China also agreed to accept
another rather discriminatory measure, the so-called special textile safeguard.  The
latter, which can be utilized until 31 December 2008, if fully implemented, would
allow the WTO members to limit the growth of Chinese textile and apparel imports to
7.5 per cent per year (WTO, 2001).  As with the transitional product-specific safeguard,
the conditions under this special textile safeguard, too, are relatively easy for an
importing country to meet.  Market disruption, no matter whether it exists or just
poses a threat, is defined as imports that are increasing rapidly, absolutely or relatively.
Restrictions can be imposed even when total imports are not growing, but products
from China are displacing those of other suppliers.  Moreover, China cannot retaliate
even when imports from China have only increased relatively.  The restriction on
China’s textile and apparel imports can automatically take effect immediately without
being consulted with China.  This again breaks the usual procedures in which
consultation is required and if the consultation comes to no result the case can be
postponed for one year.

In brief, the special textile safeguard makes it possible and easy for importing
countries to impose quotas on China’s textile and clothing products until end-2008,
although according to the ATC they are supposed to phase out the quota in four steps
by 2005.  Countries that previously had not maintained quotas on Chinese textiles and
apparel products under ATC now also have the right to impose these safeguards.  An
unclear issue is whether transitional product-specific safeguards can also be applied
to textile products.  If yes, when special textile safeguards cease to exist in the
beginning of 2009, transitional product-specific safeguards could take their place so
as to allow the importing country to maintain their restrictions until 2013.

By comparing the terms of China-specific safeguards provisions with those
under the WTO Safeguard Agreement, it becomes clear that both transitional
product-specific safeguards and special textile safeguards are discriminatory and
designed to benefit the developed countries.  The recent case of US safeguard action
against China’s three categories of apparel imports, to be discussed in the next section,
may signify the beginning of the utilization of such wild cards provided by the
China-specific safeguard provisions.
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IV.  THE RECENT CASE OF US SAFEGUARD ACTION

The initiation of the case

On 21 May 2003, the Committee for the Implementation of Textile Agreements
(CITA) published a notice in the Federal Register.  The notice outlines the procedures
for employing the special textile safeguard provision contained in China’s WTO
accession protocol and the Report of the Working Party on the Accession of China.
These safeguard measures took effect immediately on the same day.  Quickly following
the notice, the American Textile Manufacturers Institute (ATMI) together with other
five industry associations intensified their coordinated lobbying campaign.  On
24 July, ATMI together with other three associations formally filed four joint petitions
with the US Government, which were by and large a resubmission of their September
2002 petitions.  The petitions asked that quotas be re-imposed on surging imports of
four categories of Chinese textile products:  knit fabrics, dressing gowns, brassieres
and gloves.  A report released by the group claimed that imports of these four categories
had increased by 920 per cent between January 2002 and May 2003 (ATMI, 2003a).
On August 18, CITA announced in the Federal Register that it formally accepted for
further consideration three of the four China textile safeguard petitions.  On the same
day CITA posted the three petitions and initiated a public comment period lasting
until 17 September 2003.

Under the safeguard procedure, CITA has 15 business days to make sure the
petition is acceptable.  Once the petition is accepted, it will be posted for a 30-day
public comment.  CITA will then have 60 days to determine whether consultations
with China should be requested.  Should CITA decide to request consultations, it will
announce this decision in the Federal Register.  The new quota will come into force
on the publication date of the Federal Register notice.  China immediately would have
to hold its shipments in the categories at issue to a level of 7.5 per cent above the
imports entered over the past twelve-month period.  Should the US and China fail to
resolve the issue in the consultations, the quota would become “permanent”.  Well in
line with the procedure, CITA invoked the safeguard action on 18 November 2003,
a negotiation between the US and Chinese Governments started on 12 January 2004,
and the two countries have 90 days to reach a resolution with the essence of China’s
voluntary restraint.

The reasoning for the case:  the US perspective

To demonstrate how big a threat the US textile industry is currently facing
from China, ATMI has published a series of reports and presentations.  According to
one of their recent statements, the crisis in the US textile industry entered its third
year in 2003 as imports from China and Viet Nam in quota-released categories jumped
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by hundreds of per cent while US textile employment and shipments continued to
slump.  Since 1997, the US textile industry has been forced to close more that
250 domestic textile plants, including more than 50 textile plants during the last year
and a half.  Over 200,000 US textile workers have lost their jobs, including more
than 30,000 since January 2002.  Five of the country’s largest modern textile
mills – Pillowtex, Burlington Industries, CMI Industries, Galey & Lord, and Malden
Mills – have filed for bankruptcy (ATMI, 2003b).

According to ATMI (2003a), American manufacturers have been alarmed by
the speed of China’s domination in all the categories for which quotas were lifted in
January 2002.  Within 17 months, China’s overall share in the liberalized 29 categories
surged from 9 per cent to 45 per cent.  In 2002, China exported US$ 63 billion of
textiles and clothing to the US.  The 3.6 billion square metre increase from China
since 2001 was the largest increase in imports from any country in US history and
96 per cent of the increase was in quota de-controlled categories.4  In 2001 China was
the fourth largest exporter of textile products to the US.  By the first quarter of 2003,
China became the largest exporter, being 50 per cent larger a player than its next
closest competitor, Mexico.  It is estimated that China’s market share in the
29 categories could reach 70 per cent by the end of 2003, because of prices being cut
by an average of 46 per cent after the elimination of quotas.  The report further
suggests that if China follows the same pattern in 2005, when the bulk of its quota
will be removed, then its share of the US textile and apparel market will rise to over
two thirds of the market within 24 months.  Total job losses from 2004-2006 in the
US textile and apparel sector could reach 630,000, with over 1,300 plants closing in
the sector over a three-year period.

China’s textile exports have also been repeatedly blamed by the US in the
past as the result of unfair trade practices.  One of the most prominent arguments in
this context is that China has manipulated its currency to boost exports unfairly.
Since the mid-1990s, China’s yuan has been pegged to the US dollar at a fixed exchange
rate of 8.28 yuan per Dollar.  During the 1997 Asian financial crisis, the US and other
countries applauded China for keeping the currency stable when the currencies of
other Asian countries fell rapidly in value, making their exports cheaper.  But now
China has come under attack for refusing to let the value of its currency change in
response to market forces, making its exports unfairly cheap.  Many economists estimate
that the yuan is undervalued by 15-20 per cent.  The Manufacturers Alliance (2002)
claims that the yuan is undervalued by 40 per cent, which creates an unfair competitive
advantage for China.

4 Textile quotas are typically expressed in million square metres of fabric.
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Counter arguments:  the Chinese perspective

What is China’s response to those safeguard measures?  As reported in Chinese
official newspaper People’s Daily (24 April and 27 May 2003), in anticipation of the
forthcoming safeguard case, the Chinese Textile Manufacture Institute (CTMI) has
made a strong statement that American safeguard measures are mistaken and will hurt
both nations in terms of bilateral trade as well as both nations’ economies.  First, the
four categories of goods that were filed for in the above-mentioned petitions are not
produced in America in meaningful quantities, thus the US claim that these four
categories impose a threat on comparable products made by American domestic
companies cannot be sustained.

Second, CTMI argues that the rapid increase in China’s exports of textile and
apparel products to the US in 2002 reflects technical progress and improvement of
productivity in the relevant industries.  Growth is also attributed to the increasing
number of Chinese subsidiaries of western multinationals and joint venture partners
who are searching for profit opportunities in anticipation of an ever more liberalized
business environment after China’s WTO accession.  Hence, foreign direct investment
from the developed world is to be made responsible for a substantial part of increased
exports, due to the fact that China is assuming a more important role in the global
supply chain as a place where Western companies outsource labour-intensive processes.

In response to the currency issue, CTMI argues that China’s currency has
been pegged to the US dollar since 1994 without change.  This means there have been
no currency-induced shifts in relative prices that can explain the emergence of the
massive US-China trade deficit.

An independent assessment:  US-China trade and the safeguard case

This subsection presents an independent assessment of the debate on
US-China trade in general and the safeguard case in particular, which is largely based
on existing analytical work in the US itself.

First, the increase in US textile and apparel imports from China is mostly at
the expense of other countries’ imports.  For example, the estimation of the
China-WTO global general equilibrium model run by the US International Trade
Commission (USITC, 1999) suggests that China’s WTO accession would induce a fall
of the combined US market share of apparel producers in Hong Kong, China; Taiwan
Province of China and the Republic of Korea by 2 or 3 percentage points, a similar
fall of that of other restricted suppliers, and a large fall of that of other unrestricted
suppliers by about 15 percentage points.  Mexico, which exported 40 per cent more
apparel to the US than China did in 2000, will lose its number one position to China.
This simulation clearly indicates that China’s significant gain in the US market shares
of textile and apparel does not mean that the total imports of US textile and apparel
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products will also increase; it is largely a competition across major exporters for
a given market.  Furthermore the simulation does not suggest that China’s gain in the
market share would cause a significant increase in US unemployment in the textile
and apparel sectors.

In fact, the American unemployment problem in the textile and apparel sectors
has started since Mexico’s exports to the US soared under the North American Free
Trade Agreement (NAFTA).  By July 2001, employment in apparel production had
fallen by 400,000 people compared with December 1993, immediately before NAFTA
took effect.  From the beginning of NAFTA through July 2001, the average annual
reduction in employment in the apparel industry in the US was 53,000 employees,
which is more than five times the annual job losses in the three years before NAFTA
(Lardy, 2002).  In this connection, 30,000 lost jobs in 2002 can be also regarded as
the continuation of this trend and with a significant reduction on the scale.  It is
difficult to directly and fully attach these 30,000 job losses to the increased apparel
imports from China.  The above assessment indicates that although imports of apparel
from China may surge as quotas are removed, much of this increase would just reflect
a displacement of Mexican apparel and would have, at best, only a modest effect on
US employment compared with the abrupt decline since 1994.

In brief, such analyses do not suggest a causal link between an increased
quantity of Chinese textile and apparel imports and serious injury caused by this in
the US.  However, under the China-special textile safeguard, what matters is not
whether there is serious injury to the domestic industry but material injury or just the
threat of it.  This comparatively low hurdle makes it quite easy for the US to take
action against China, even if this action clearly departs from the general WTO principle
and is going to damage the overall gain in US GDP and social welfare.5

As we discussed in section I, international trade can never be entirely free of
political influence.  A political economy analysis may help to understand what could
be a political motivation for this safeguard action.  The upcoming US presidential
election campaign could play an important role in this case.  As the above-mentioned
report from ATMI has stated, the textile sector remains one of the largest manufacturing
employers in the US.  It used to be the third-biggest manufacturing industry and
employed 1.7 million workers in 1995.  As of present, it still employs nearly one
million people (Hagstrom, 2003).  This industry is mainly concentrated in the south
of the US and it commands a strong local political lobby.  As a result of the
globalization and the shift of the labour-intensive industries from developed countries
to developing countries, many textile and apparel plants have been forced to close
and jobs are being cut.  Those laid-off people across the south will be voters in the

5 The China-WTO model of the USITC (1999) suggests that following China’s WTO accession the
overall gains of US GDP and household welfare are US$ 1.7 and $3.3 billion, respectively.
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2004 elections.  The current Administration, as a result, is expected to show more
support to this area, as “there are several Congressional seats and a Senate seat or two
that are in danger if nothing is done to protect those workers.”6

Another factor at play may be the sluggish recovery of the US economy in
terms of new jobs since the Bush administration took power.  The US global trade
deficit reached a historical record of US$ 435 billion in 2001 and increased further to
US$ 482 billion in 2002.  China’s trade surplus with the US exceeded US$ 100
billion and topped the list of countries that have a trade surplus with Washington for
the first time in 2002 (China Daily, 11 July 2003).  Consequently, the current
Administration has been accused by labour leaders of trading away American jobs to
win China’s support in other issues such as the war on terrorism and the situation on
the Korean peninsula.  Under these circumstances, trade with China could be considered
an easy target by the US Government that could be hit in order to alleviate pressure
from influential domestic interest groups.

Impact assessment

If the safeguard measures were to be put into effect, first and foremost China
could suffer great losses.  China exports about 40 per cent of its textile and apparel
production.  Among apparel alone, more than 50 per cent of Chinese-made products
are manufactured for export.  Tough actions of the US would certainly encourage
other countries to follow suit, as indicated by the quick imitative moves of India and
EU to start their safeguard probe on China (China Daily, 31 July 2003).  Tough new
restrictions from the major markets would certainly eliminate the popularly expected
gains of China’s WTO accession in the textile and apparel sectors (section II).  In
addition, China has its own national unemployment problem.  The nation’s textile and
apparel industries are top providers of non-agricultural jobs, the Development Research
Center’s (2000) modeling work suggests that a drop of output in the industries by
1 per cent would eliminate about 72,000 jobs.

Second, US consumers and trading companies will be hurt by higher clothing
prices.  Taking the example of ladies’ hand-knitted wool sweaters from China, table 2
shows how quotas increase prices.  The United States limits how many of these
sweaters can be imported each year.  This limit raises the cost of each sweater by
about US$ 12, increasing the wholesale price by 38 per cent.  For cheaper products
made of fabrics such as cotton, the effects of quotas are even more severe.  Eliminating
the quotas would result in significant savings of about UD$ 1,000 for a family of
four, which typically spends approximately 5 per cent of its disposable income on
textile and apparel products (Bureau of Labor Statistics, 1998-2001).  Moreover, not

6 This is cited from a news conference speech given by Jim Chestmett, President of the American Yarn
Spinners Association of North Carolina on June 10, 2003 (Congress Daily, 11 June 2003).
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only would US consumers will be deprived of the benefits of cheap Chinese textile
products, those companies that manufacture goods in China will have to pay hundreds
of millions of dollars to foreign governments for quotas.  US companies that have
invested significant amounts of money in China in the anticipation of a more liberal
trade environment after the phase-out of quota may be hit most severely.  If the
European Union and Japan were to follow the US strategy, this would of course
aggravate the existing market distortions even more.

Third, the global economy would be also affected by the possible US
safeguards actions against China, as the value chain for China’s export production is
spread across the globe.  For example, the supply chain from an industrial park in
Suzhou to a supermarket in New York, is full of different participants from all over
the world.  A Singaporean company may own the real estate.  A Hong Kong, China
company may own and manage the factories.  A German company may supply the
equipment.  A US brand owner may design, brand, and import the products from
China.  A Korean shipping company may take the goods to the US.  A US chain store
may arrange the logistics and retail the product to consumers in New York.  This
makes the products made in China fundamentally different from, say, those made in
Japan.  While Japan’s Keiretsu system tends to keep the value chain for export
production among Japanese businesses, the value chain for China’s export production
is international.  The biggest part of the value added in the China trade actually goes
to Americans, Europeans and other countries’ citizens.  Therefore, if trade between

Table 2.  How the US quota increases the wholesale cost
of ladies’ sweaters from China

Source: Tanzer, A., 2000. “The great quota hustle,” Forbes, 6 March, p. 20.

Quota:  US$ 12.00

Tariff:  US$ 5.95

Cost of the sweater
Without the quota:

US$ 31.85
Production cost:

US$ 25.90

Cost of the sweater
with the quota:  US$ 43.85
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the US and China were seriously disrupted, many more stakeholders in the value
chain could also suffer significant damage.

Last but not least, China’s commitment to further open up its markets as
a WTO member would be undermined.  As stated by Sun Huaibin, Director of the
Research Center of China Textile Economy affiliated with the China National Textile
Industry Council, China has honoured its WTO commitments on textile products,
including reducing import tariffs, and the country’s market for textile products has
opened wider than that of the US.  A statistic released by China’s General
Administration of Customers indicates that China imported US$ 447 million worth of
textiles and apparel from the US in 2002, up 23 per cent year-on-year.  In the first
quarter of 2003, China had already imported US$ 200 million worth of such goods,
up 190 per cent year-on-year.  Meanwhile, China imported 110,000 tons of cotton
from the United States, 170 times more than in 2002 (Business Weekly, 21 June 2003).
If the safeguards are invoked, China is very likely to take retaliatory actions at some
point.  Consequently, US textile producers would also become the losers due to this
protectionist campaign in which China as a potential net textile importer would close
its market in return.

In sum, there would be considerable knock-on effects if the safeguards
measures were to be invoked.  They might not only hurt both nations’ economic and
trade benefit, but also hinder the liberalization process of the international textile and
clothing regime.  The value chain of international trade has now evolved to a state in
which distortions and shocks cannot be solved by bilateral agreements alone.  All
parties involved should recognize the importance of multilateral trade regimes such as
the WTO, which should not be distorted by short-term political considerations.

V.  CONCLUDING REMARKS

This paper has reviewed the historical evolution of protectionism in the
international textile and apparel trade and examined the recent case of US safeguard
measures against China from different perspectives.  The analysis indicates that there
seems to be still a long way to go for both developed and developing countries to
sufficiently liberalize their trade as suggested by the basic WTO principles.

On the one hand, China’s real gain based on its competitive advantage in
textile and apparel manufacturing might not be so significant as popularly expected in
the existing literature assessing the impact of China’s WTO entry.  This is because
China-specific transitional safeguards and special textile safeguard provisions in China’s
WTO accession protocol make it relatively easy for western countries to impose new
restrictions.  Chinese policy makers and enterprises should take account of this
possibility and start planning early on how to deal with the emergence of this problem.

On the other hand, the US authorities should consider the overall impact
when considering invoking its safeguard measures.  In addition to the prices paid by
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US consumers and companies both upstream and downstream of the value chain, the
invoking of the safeguards measures would slow down the pace of liberalization of
the international textile and clothing regime and delay the reallocation of resources
locked into unproductive industries in the US.  It also needs to be taken into
consideration that if China decided to retaliate against US safeguards, overall trade
relationships between both countries could deteriorate.

In this section, we highlight several policy issues and challenges for policy
makers in the US, China and elsewhere.  First, the WTO-plus provisions as represented
by the transitional product-specific safeguards and the special textile safeguard that
were tailored for China, are discriminatory and inconsistent with the principle of
normal WTO practice.  A country should only invoke this restriction under the most
extreme conditions.  Unless it can be sure that the increased imports are the real
source of serious damage to domestic markets, any other arguments should be perceived
as a quick fix in response to short-term economic pressure or as being politically
motivated.  Sustained restrictions would almost certainly undermine China’s further
reform attempts and demoralize China’s commitment to the implementation of its
domestic market opening measures in accordance with WTO membership obligations.
Indeed, it could even undercut the confidence of other developing countries in the
fairness of the WTO system and “reduce the prospects for the timely and successful
conclusion of the new round of multilateral trade negotiations” (Lardy, 2002).

Second, restrictions on imports from China are ultimately not a real solution
to the US trade deficit.  As Lardy (2002) and others continuously point out, the
increasing US trade deficit is the consequence of an extraordinary low rate of domestic
savings in the US.  According to a recent Morgan Stanley equity research report,
America’s net national saving rate, the portion of national saving that is available to
fund the actual expansion of productive capacity, fell to 0.7 per cent of GNP in the
first half of 2003 (Global Economic Forum, July 7, 2003).  Given the macroeconomic
identity that saving must equal investment, the US, lacking domestically generated
savings, has to rely on borrowing from abroad.  Only the countries, which have trade
surpluses with the US can lend money to US.  If the US were not trading with China,
it would be forced to run trade deficits with other nations.  Therefore, unless the US
savings rate rises or the rate of investment falls, limiting imports is not an effective
way to reduce the US trade deficit.  It is also worth noting that the growing US trade
deficit with China is partly a result of the reallocation of alternative supply sources of
labour-intensive products from other Asian country like Hong Kong, China, Taiwan
Province of China and the Republic of Korea, to China.  It is a completely different
story in comparison with the Japanese case.  Japan mainly produces capital-intensive
goods and these productions do not displace production in developing countries but
primarily in the United States.
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Third, a policy based on trade protection is typically a short-term solution for
maintaining output, employment and income in a given industry.  In the long run,
resources must be pushed into best uses, where the country has the highest competitive
advantage, otherwise the overall costs of safeguards measures will continue to rise
year after year, in the form of higher consumer prices and misallocated resources.
Looking back in history, most of the resources now employed in the textile and clothing
industries in developed countries did not even exist in the early 1960s.  If there were
no protection of the textile and clothing industry in place, these scarce resources
together with the locked-in human capital would have been much better used in other
directions.

Finally, thanks to the globalization process, the value chain of production
and trade has become spread around the globe.  As a result, the global trade flows can
no longer be governed bilaterally, but only by multilateral regimes such as the WTO.
Therefore all governments should make efforts to avoid playing the WTO rules for
the advantage of particular domestic interest groups and to prevent the recurrence of
the classical tragedy that short term or opportunistic politics leads to bad economics
and reduced welfare.
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INTELLECTUAL PROPERTY RIGHTS AND ENTERPRISE
DEVELOPMENT:  SOME POLICY ISSUES AND

OPTIONS IN ASEAN

Thitapha Wattanapruttipaisan*

Intellectual property (IP) is a form of knowledge or intellectual activity
embodied in various ways in the production and marketing of goods and
services of an industrial, scientific, literary or artistic nature.  At the micro
level IP has been a significant source of growth and a major driver of
competitive strategies virtually across the globe.  This paper analyses the
divergence between enterprise development and IP creation in the ASEAN
region.  The paper highlights the fact that most IP assets, particularly
patents, are not formally registered in the ASEAN group of countries.
This is due to the complexity and high transaction costs of registering IP
assets.  The paper indicates the strong need for more research into the
nature and characteristics of technological progress at the enterprise level
and how best to adapt formal IP registration systems so that enterprises
can be encouraged to register their technological innovations and derive
benefit from them.

The Millennium Development Goals, as set forth by world leaders in 2000,
embody a powerful message on the crucial importance of reducing poverty and hunger,
improving health and education, and ensuring environmental protection and
sustainability.  There are also specific timelines for achieving these goals, including
a targeted decrease by one half in the proportion of people living in poverty by 2015.
The World Trade Organization (WTO) negotiations, meanwhile, had yet to reach
a consensus on several significant areas under the Doha (Millennium) Development
Agenda before the Fifth WTO Ministerial Conference in Cancun, Mexico, during
10-14 September 2003.  These areas include a reduction in agricultural subsidies, and
better access for developing countries to agricultural and non-agricultural markets in
the developed countries.

Additionally, negotiations had not been completed as planned by end-
December 2002 on developing countries’ access to essential (but patented) drugs in

* Senior Officer, Bureau of Economic Cooperation, ASEAN Secretariat, Jakarta.
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the context of paragraph 6 of the Doha Declaration on the Agreement on
Trade-Related Intellectual Property Rights (TRIPS Agreement) and Public Health;
a last-minute consensus on the above issue was reached only on 30 August 2003.
These intractable impasses and the collapse of the WTO Ministerial Meeting at Cancun
have bought closer to home the intimate relationship between intellectual property
rights (IPRs) and the fight against hunger and diseases and, by extension, day-to-day
development efforts in the third world.

Intellectual property (IP) is a form of knowledge or intellectual activity
embodied in various ways in the production and marketing of goods and services of
an industrial, scientific, literary or artistic nature.  Once successfully registered, the
creators or owners of IP assets are assigned (by society at large) with specific rights
which prevent others from making unauthorized use of such (protected) goods and
services for a limited and specified period of time.  IP is traditionally divided into two
categories – namely industrial property (patents, trademarks, industrial designs,
geographical indications, trade secrets and protection against unfair competition), and
artistic and literary property (copyrights and related rights).  However, technological
advances have clouded somewhat the traditional distinction by giving rise to some
hybrid sui generis (or of its own kind) systems such as integrated computer circuits,
plant breeders’ rights, and database protection.1

IP has assumed an unprecedented significance in the information markets
and knowledge-based society of our times and as such, national and global IPR regimes
have a profound influence on the social, economic and technological progress of
interdependent economies, firms and communities of people across the globe.2  At the
micro level, IP has been a significant source of comparative advantage of business
enterprises and a major driver of their competitive strategies.  In the commercialization
process, moreover, IP assets are a key determinant of the conditions and circumstances
of entry of business partners or competitors into national and global markets for
goods, services and IP as well (Shapiro, 2000:9).

1 World Intellectual Property Organization (WIPO) provides a comprehensive discussion on IP – including
technological and legal developments in IP, international treaties and conventions on IP, administration and
teaching of IP, and enforcement of IP rights (IPRs).  This publication (WIPO 2001), first appeared in 1995
and updated in 1998, is very useful for reference purposes.

2 The impact and implications of IPRs on developing countries, in particular on their socio-economic
development and modernization, are examined at great length by the United Kingdom Commission on
Intellectual Property Rights (CIPR).  The outcome is a comprehensive piece of work, (CIPR 2002), which
consists of a 172-page main report and a series of supporting papers of some 500 pages in length.  This
publication is highly useful for reading and reference by all persons interested in the above subject.  At the
same time, the ELDIS network, accessible at <www.eldis.org/guides/index.htm>, contains extensive
bibliographic information on IPRs, among many other research areas.
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To date, however, there has been little systematic research and few publications
on the nature and characteristics of IP creation as well as on the relationships between
IPR systems and instruments and the IP-driven growth and competitiveness of business
firms within the enterprise sector in the Association of Southeast Asian Nations
(ASEAN).  The following discussion thus serves to highlight some of the old issues
of concern which are becoming the new agenda for further research and policy action.
The first section provides a brief note on the increasing importance of IPRs in various
fields of human interaction.  It is followed by an analysis of constraints and bottlenecks
behind the revealed divergence between enterprise development and IPR creation in
ASEAN.  A number of issues and options are then discussed in the concluding third
section, which also contains various suggestions for policy attention as well as further
research.

Substantively, the emphasis in the discussion is on industrial property assets
which are a good indicator of technological capabilities as well as a cornerstone of
productivity growth in the development process.  The geographical focus is on ASEAN,
a grouping which includes several high-growth, industrializing economies, although
the issues and implications discussed are relevant to other developing countries, too.
Due attention is given to small and medium-sized enterprises (SMEs) because these
firms are the backbone of most economies in the world.3  In addition, the 1997-1998
financial and economic crisis in East and South-East Asia has induced a return to “the
fundamentals” through a renewed policy focus on, plus higher budget allocations and
external aid for, SMEs virtually across the region.4  Thus, the 2000s may well turn
out to be a decade of SMEs in this part of the world (Lam, 1999).

3 In particular, the European Charter for Small Business, which was signed by European Union (EU)
leaders at the Feira European Council on 19-20 June 2000, explicitly acknowledges that “(s)mall enterprises
are the backbone of the European economy” (European Union 2000a:1).  SMEs in the EU (with 250 workers
as the threshold for medium-sized businesses) account for about one half of the total value added and two
thirds of the domestic workforce (European Union 2002b:118).  Comparatively, companies with less than
100 employees in the United States are the source of about one third of both domestic employment and sales
value (Velasco and Cruz 2001:19).  SMEs contributed between 40-50 per cent of manufacturing output in
Japan, the Republic of Korea and Taiwan Province of China in the mid-1990s (UNCTAD 1998:17-19).
These enterprises account for the bulk (70-90 per cent) of domestic employment in ASEAN although their
relative share in value added, at 25-30 per cent, is disproportionately smaller (Harvie and Lee
2002:9).

4 The so-called New Mizayawa Initiative, launched by Japan in October 1998, amounted to $30 billion
with some one half allocated to the promotion of economic recovery through investment expansion and
employment creation, notably in the SME sector of South-East Asia in the immediate aftermath of the crisis.
Indeed, for a variety of pressing reasons, the promotion of SME growth and competitiveness is no longer an
option in ASEAN (Wattanapruttipaisan 2002:57-67).
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I.  INCREASING SIGNIFICANCE OF IPRs

Notably in the context of IPRs, the TRIPS Agreement concluded at the end
of 1994 under the Uruguay Round of multilateral trade negotiations extends, for all
practical purposes, the minimum standards for IPR protection across the globe.  There
has also been a worldwide trend leading toward both stronger and broader IP protection,
or the so-called TRIPS-plus regime in most bilateral or plurilateral free trade agreements
concluded since the mid-1990s.  Among other things, the intensity and scope of
protection has been increased so that, firstly, living things and materials found in
nature, including geographical indications, can now be patented.  Previously, such
protection was accorded mostly to products and processes invented and innovated by
humans.

Secondly, laws and regulations on literary and artistic property (copyrights
and related rights) are now modified to accommodate and protect new technologies,
especially those relating to biology, and information processing and dissemination.
For example, software sources and codes, and computer programmes are regarded as
literary expressions for the purposes of IP protection.  There are also the widening of
exclusive rights, an extension of the period of protection, and the strengthening of
related enforcement mechanisms.  In line with European practice, in particular,
copyrights are now prolonged in the United States from 28 years (renewable for
another 28 years) to 70 years after the death of an author or 95 years from publication.

Thirdly, new technical areas and new substantive fields under IP protection
include software and business methods, and sui generis regimes for semiconductors,
databases, plant (and animal) breeders’ rights and so on.  Meanwhile, genetic resources
and traditional knowledge and folklore (e.g., inventions and innovations specific to
a certain location or a certain group of persons) are currently under consideration for
IP protection.  A greater emphasis is also given to the protection of new knowledge
and technologies originating from the public sector, including from research and
development (R&D) and tertiary institutions.  Thus, the possible restrictions on global
access to publicly-funded research and its results have important implications for
developing countries because universities and research institutions in the developed
world are by far the overwhelming source of cutting-edge knowledge, technologies
and innovations.

The stronger and broader protection of industrial and artistic property has
combined with wide-ranging advances in science and technology plus the rapid
globalization of trade and investment to exert a pervasive influence on the patterns
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and processes of human relationships across many sectors and industries.5  It is well
appreciated that IPR regimes can play an important role in codifying and diffusing
knowledge, for example, by placing the underlying principles and operations of the
innovated or invented products and processes as public domain information.  However,
it is also well known that IPRs have built-in limitations as a mechanism for knowledge
creation and dissemination.  This applies, in particular, to the long lifetime of some
IPRs and the extension of IP protection to dynamic sectors and technical IP (such as
database, computer circuits, business processes etc.).  Besides, the cost of use of
patent information can be considerable, especially when a consultant or information
service has to be relied on for the necessary access, interpretation and advice.

At the same time, developing countries and technology-sensitive sectors in
both developing and advanced countries, have diverse capabilities and requirements
in terms of IP generation and protection, and related competition policies.  Equal
treatment will not produce equality in outcome among countries and sectors alike.6  It
also does not necessarily speed up the emergence of private sector players and actors
as the dominant source of IP generally or in priority sectors.  Such a trend has been
a historical development among both developed and developing economies, including
those which are technologically “emerging” at present.  Indeed, striking a judicious
balance in IPR regimes to provide for special and differential treatment to developing
countries has been among the more difficult and contentious issues currently as well
as in the context of development and globalization over time.  Pertinent cases in point
include the present impasse and missed deadlines in multilateral trade negotiations
under the auspices of the World Trade Organization as regards, for example, better

5 Some manifestations of the multi-sectoral influence of IPRs include in the case of (a) agriculture:
genetically modified organisms and food supply and security, local bio-integrity and consumer safety;
(b) environment:  access to genetic resources and indigenous knowledge (and folklore) and the mutual
sharing of benefits, the protection of local biodiversity; (c) health:  epidemics and compulsory and voluntary
licensing, pricing and the availability of essential pharmaceutical products; (d) industrialization:  adequate
and affordable access to modern technologies in the upgrading and diversification of priority industries,
especially those in IPR-sensitive sectors such as chemicals, pharmaceuticals, biological and genetic engineering
etc.; (e) international trade:  high prices on and narrower access to imported products such as medicines,
agricultural chemicals, and software; and implications of IPRs on competition policy; (f) IPRs: suitable
protective regimes for developing countries over time; availability of institutional capabilities, expertise and
infrastructure for promoting, monitoring, protection and enforcement; (g) R&D:  limited public domain for
(private and publicly-funded) external research efforts and scientific discoveries; bio-technologies and human
genome patenting (including ribonucleic acid and deoxyribonucleic acid sequences); and limited opportunities
for acquiring capabilities through technology transfer, imitation (copying) and reverse engineering.

6 Filed and granted patent applications are commonly used as an indicator of technological capabilities.
In 2001, for example, less than 7 per cent of United States patents (184,057 in total) were granted to
applicants from developing countries with 5.6 per cent accruing to residents of Taiwan Province of China
(6,545 patents) and the Republic of Korea (3,763 patents).  Other technologically advanced countries included
China (266 patents), India (179), South Africa (137), Brazil (123) and Mexico (87).  For further details,
see CIPR (2002:12 and 27).



Asia-Pacific Development Journal Vol. 11, No. 1, June 2004

78

access for developing countries to agricultural and non-agricultural markets, and to
essential drugs in the context of paragraph 6 of the Doha Declaration on TRIPS and
Public Health (noted earlier).

II.  ENTERPRISE DEVELOPMENT AND IP ASSET CREATION

Entrepreneurs are agents of innovative change and invention because of their
ability to identify and take risk in response to current or emerging business opportunities
under the market economic system.7  Such a response, in turn, determines how well
their own enterprises and, by extension, their own industries perform and compete.
Start-up firms are most frequently small businesses.8  Meanwhile, enterprise-level
innovation does not necessarily mean a discrete or fundamental discovery of new
scientific knowledge or technological capability.  Often, it has more to do with
a gradual process by which entrepreneurs master or improve on various elements in
production, marketing and management.  Such a process is new to the firms and
entrepreneurs concerned, irrespective of whether they are also new to their competitors
or competing enterprises.

The limited number of formally registered IP assets originating from ASEAN
can be seen in table 1, especially in relation to filed and granted patents.  There is,
however, a notably higher number of applied and approved trade and other marks but
this is a trend common in many other developing countries.  In addition, the turnover
rate in the case of patents filed by residents is rather low, in the range of 10 per cent
although there are a few exceptions such as Singapore and Viet Nam.  Moreover, the
volume of IPR filings and approvals appears to bear little relation to income per head
of population (an indication of socio-economic development and effective domestic
demand).  Meanwhile, in terms of approved IP assets by residents, the Republic of
Korea, Taiwan Province of China and, to a much lesser extent, China are the emerging
sources of technological dynamism in East and South-East Asia.  This reflects the
successful performance of their knowledge-intensive exports and their large pool of
technical human resources.

7 For a concise description of the main characteristics of an entrepreneur as perceived by development
economists and business management experts from 1730 to the early 1990s, see Timmons (1990:163) and
Tan (2002:11).

8 Notwithstanding his somewhat nuanced perspectives and interpretations, Yoshihara (1988, pp. 153-
263) provides an interesting account of the stellar rise and transformation into large enterprises and
transnational corporations (TNCs) of formerly small and family-owned or controlled firms (with many being
SMEs) in South-East Asia.  In a related context, many famous TNCs – including such well-known enterprises
as Microsoft, Apple, Sony, Honda and so on – also started out as small companies in their own countries.
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Table 1.  IPR applications filed and granted in selected countries
in 2000 or 2001

Patents Trademarks Industrial designs

Filed Granted Filed Granted Filed Granted

South-East Asia
Cambodia ($260)

Resident n.a. n.a.  304  220 n.a. n.a.
Non-resident n.a. n.a.  1 749 1 370 n.a. n.a.

Indonesia ($570)
Resident        }  370 18
Non-resident } 3 770 1 056 41 152 n.a. 1 403 n.a.

Lao People’s Democratic
Republic ($290)

Resident n.a. n.a.  25  26 n.a.  n.a.
Non-resident n.a. n.a.  676  721 n.a.  n.a.

Malaysia ($3,380)
Resident  206  24  6 303  449  84  75
Non-resident 6 021  381 12 500 1 328  120  113

Philippines ($1,040)
Resident  135  10  5 201  298  479  506
Non-resident 2 470 1 082  4 703  2 803  340  273

Singapore ($24,740)
Resident  523  170  5 187  1 970 n.a.  n.a.
Non-resident 7 610 7 050 17 062  13 052 n.a.  n.a.

Thailand ($2,010)
Resident  561  45 15 495  7 686  1 939 119
Non-resident  4 488  371 11 560  6 531  758  209

Viet Nam ($390)
Resident  34  12  3 483  1 423  1 110  515
Non-resident  260  218  2 335  1 455  97  111

Other countries
Australia ($19,680)

Resident  8 248 588 41 973 15 337 2 674 1 872
Non-resident 5 676 3 775 29 523 13 165  1 581 1 236

China ($840)
Resident  29 962 5 388 181 727 129 441 56 460 39 865
Non-resident  33 254  10 909 24 623  16 327 4 187  3 731

Japan ($37,415)
Resident 386 767 109 375 104 655 78 322 37 176 30 617
Non-resident  52 408 12 367 19 100 12 864 2 247 2 263

Republic of Korea ($8,910)
Resident  73 714 21 833 86 408 26 872  35 074 17 373
Non-resident  30 898  12 842 20 729 6 811 1 793 1 277

United States ($34,861)
Resident 161 786 83 999 251 220 95 448  11 536  11 285
Non-resident 109 261 61 189 41 244 14 096  6 756  61 129

Source: WIPO (2001); Asian Development Bank (2002);  and EIU, Country Forecast (London),
various issues.

Note: Figures in brackets refer to GDP/GNP per head of population.
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There is no detailed information on the sources or composition of industrial
property assets in ASEAN and basic research is required in this connection.  Clearly,
however, the volume of formally registered IP assets does not mirror the sustained
entrepreneurship and enterprise development over the past three decades in the region.
The vibrant record of economic growth, industrial diversification and export
competitiveness has consequently rendered several ASEAN members to be known as
the tiger economies or the second-generation of newly industrializing economies of
Asia.9  There are many reasons behind the revealed divergence between economic
performance and the formal registration of IP assets.

Compared to the developed countries, many fewer firms in ASEAN have
R&D facilities and capabilities in dynamic, high technology sectors which tend to
yield a significant number of patentable results.  These sectors include semiconductors
and nanotechnology, biotechnology and bioengineering, chemicals and pharmaceuticals,
advanced and new materials, information and communications technologies (ICTs)
etc.  In addition, there is inadequate awareness and familiarity with the IPR
systems and instruments among business enterprises and within the general public
itself – a constraint attributable to an acute lack of accessible and affordable
outreach programmes (Tuteja, 2002:4 and WIPO, 2002a:3).  However, advice from
broad-based business development services (BDS), such as accountants and general
practice lawyers, can be very general in nature and offers little guidance in terms of
IP registration, management and commercialization (Kitchenside, 2002a:2-3).

There are, too, long delays because of the various filing stages and technical
examination procedures involved before grant.  Patent applications in ASEAN are
published within 18 months of the filing date and the substantive examination can be
initiated generally within 24 months from that date.10  It should also be noted that
filing an international patent application with the Patent Cooperation Treaty (PCT),
administered by WIPO with 115 signatory members, saves the costs of separate country
filings under the Convention for the Protection of Industrial Property (also known as
the 1883 Paris Convention), currently with 163 signatory members.  However, the

9 Indonesia, Malaysia, Philippines, Singapore and Thailand have managed to sustain very high rates of
income growth and export expansion for almost three decades (with the exception of Philippines for most of
the 1980s).  Income per head of population in these countries (except Singapore), which was in the range of
$100-300 in 1965, reached $1,000-4,400 in the pre-crisis year 1996; the corresponding figures for Singapore
being around $550 and $30,500.  Per capita income for ASEAN countries in 2000 can be seen in table 1.
Meanwhile, the value of merchandise exports of Indonesia, Malaysia and Thailand expanded from $2.4
billion in 1960 to $184 billion in 1996.  The proportion of manufactured products in such exports also went
up from 15 to 70 per cent (UNESCAP 2000:22-27).

10 Similar information is not available for Brunei Darussalam, Cambodia, Lao People’s Democratic
Republic and Myanmar.  Cambodia and Lao People’s Democratic Republic have announced their own patent
legislation although it is not yet known whether their patent offices are ready to receive patent filings and
what are the charges for various services.
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international stage of a PCT application involves an international “prior art search”
and preliminary examination, and the time limit for entering the national phase (and
related processes) to obtain country-specific patents under the PCT procedure was
raised from 20 to 30 months in May 2002.

Four ASEAN countries are PCT members – Indonesia (since September 1997),
the Philippines (since August 2001), Singapore (since February 1995) and Viet Nam
(since March 1993).  The (exceptionally) large number of non-residents’ applications
for patents in these four countries (compared to those recorded by Malaysia and
Thailand, which remain outside of PCT to date) is due to the fact that the cost of
designating additional countries under the PCT system is minimal.  In fact, such
a cost will not be applicable as there will be an automatic designation of all PCT
members in applications filed under PCT from 2004.  Thus, patent applications tend
to routinely specify or cover a large number of countries but only a very small volume
of such applications enter into a national phase for the necessary examination and
processing by national IP offices.  The consequent inflation in non-residents’ patent
filings is particularly dramatic in the cases of Singapore and Viet Nam.  In the
former country, patent applications from non-residents had averaged 871 a year during
1975-1995; they went up to 50,255 a year between 1995 and 2001.  The corresponding
figures for Viet Nam are an annual average of two non-residents’ patents applications
during 1975-1990, and 27,114 filings a year between 1990 and 2001.11

Additionally, the complex registration processes and the demanding
requirements of IPR regimes mean high front-end costs, those for legal and technical
expertise especially.12  Yet, there is no certainty of a successful registration, given the
high failure rate noted earlier, and of effective protection from misuse or unauthorized
application.  Patent expenses are also relatively high in ASEAN, an additional penalty
on regional SMEs, and this constraint should be a subject of detailed cost-benefit
analysis.  Assuming a smooth filing process (with no requests for further explanation
in the novelty and inventive examination), the estimated minimum amount of expenses
for patent filing, registration and maintenance from the 5th to 20th year range from

11 Philippines joined the PCT in August 2000, and the number of non-residents’ applications jumped up
from 3,482 during that year to 13,589 in 2001.  Thus, a steep rate of growth in PCT-originated applications
can be expected from the early 2000s.

12 The corresponding expenses for industrial designs (with 15 years of protection) are from $2,700 to
$3,600 in these six countries.  Translation fee is $15 per page in Indonesia, and $14 and $10 per one
hundred words in Thailand and Viet Nam respectively (information supplied by private correspondence with
Ms. Prabjote Busdee of Domnern Somgiat and Boonma Law Office, Bangkok, Thailand).  Comparatively,
patent-related expenses are estimated by the Government Accounting Office (GAO) of the United States at
around $10,000 for the filing and maintaining of a United States patent for 20 years (GAO 2002:2).
Meanwhile, the cost of a patent agent’s services in the United Kingdom is around $16,000 on top of
patentability search, filing and other expenses of some $3,300 (for a ten-year protection period).  A search
for patent infringement may cost from $1,600 to as much as $4,000 (Mulcahy 2003:13-15).
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around $11,000 to $12,000 in Indonesia, Malaysia, Philippines, Singapore and
Thailand, and $16,000 in Viet Nam.13  Moreover, maintaining and protecting IPRs
overseas are even more expensive while considerable diversity remains in IPR laws,
regulations and procedures among countries despite long drawn-out attempts at
cross-border harmonization.14

Few ASEAN enterprises have an extensive overseas presence and adequate
expertise in foreign IPR regimes for enforcement purposes.  Yet, information search
for industrial property R&D or to monitor infringement is not cost free despite the
availability of free services and databanks, such as WIPO Patent Information Services.
Subscription and search costs are definitively high for a small business (Lee, 2002),
while language remains a barrier in itself as well as through costly translation charges
(see footnote 12).  All these constraints and bottlenecks account for the low number
of patents filed in the United States from the technologically “emerging” countries
themselves (footnote 6 above).  As such, the creation of patents may prove only
incidental to the large bulk of ASEAN companies, especially SMEs because of their
limited capital and expertise, carrying capacity, and access to resourses (technical,
legal and financial).

More generally, the problems and constraints discussed above are inherently
systemic and almost universal in nature.  For example, only a small minority of EU
enterprises file patent applications.  In Norway, in particular, large companies apply
for patent 20 times more often that small business and eight times more often than
medium-sized firms (WIPO, 2000b:2).  Cost clearly is a binding constraint for most
SMEs, and the cost burden multiplies with overseas registration and enforcement.15

13 Panavision took out a patent from an Australian who had been working on the invention for a decade.
The process cost about US$ 1 million, one of the most expensive patent ever taken out by the company but
the payback has been huge (Kitchenside 2002b:3).

14 According to GAO, about 83 per cent of small businesses (defined as those employing 500 workers or
less) in the United States indicate that they seek foreign patent protection to avoid divulging information
about their own invention prior to filing a patent application in the United States (GAO 2002:67).  However,
concerted efforts at harmonization of 179 signatory members’ patent laws have been made at WIPO for at
least 20 years with limited success.  Meanwhile, the European Patent Office, created under the 1973 European
Patent Convention, sets up a single procedure for filing and processing purposes in 24 member countries but
the granted applications become separate patents for maintenance and enforcement purposes at the national
level.  The introduction of uniform protection rights across EU has been constrained by several major
harmonizing issues – including the question of fees, the establishment of an European Community (EC)
court to settle disputes and infringements, and the cost of translating patents into all the EC languages
(European Union 2002b:112 and GAO 2002:3 and 15).

15 It would cost between $160,000 and $360,000 to obtain and maintain a 20-year patent in nine other
foreign countries (namely Canada, France, Germany, Ireland, Italy, Japan, Republic of Korea, Sweden and
the United Kingdom).  A GAO survey reported that almost two-thirds of small businesses in the United
States viewed overseas patenting expenses as the most important impediment in the process.  More details
on estimated expenses and estimation methodologies are provided in GAO (2002:88-103).
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Indeed, it has been observed that, for example, “….the patent system must under no
circumstances act as a further brake on the competitiveness of (enterprises).  Ease of
obtaining patents, legal certainty, and appropriate geographic coverage:  these are all
essential criteria for the effective protection of innovation….” (European Commission,
2002b:112).  These remarks were made not in the context of Asian business firms but
in relation to the difficulties encountered in the patenting process by companies in
EU, long a bastion of IPR systems and instruments.16

As a response, simplified systems have been introduced in many developed
and developing countries, for example, in the form of second-tier or sub-patentable
instruments known generally as a patent for a utility model or a petty patent.  These
instruments provide a shorter period of protection but they are cheaper to obtain
because they require a lower inventive step and are not subject to substantive
examination before grant.  Utility model patents are intended to address the needs of
SMEs which typically do not have the resources, capabilities and even the desire to
use the normal patent process and other IPR systems.  They are also particularly
suitable for technical or industrial discoveries which do not rise to the level of novel
and non-obvious inventions, or of original and creative works of authorship that
still dominate current thinking and practice as regards IP assets and their registration
and protection.  Such discoveries often occur in such (technologically mature)
activities as toy manufacturing, clock and watchmaking, optics, mechanical devises
and micro-mechanics etc.  Further research, however, is needed on the success
(or otherwise) of simplified systems in encouraging innovation and its formal
registration as IPRs.

III.  “LEARNING BY USING” AND IPR REGIMES

The very low number of industrial property registrations implies that the IP
assets thus far generated by the enterprise sector in ASEAN are largely tacit and
incremental, rather than discrete, in nature.  Nevertheless, against the backdrop of
rapid economic development and export growth for most of the past three decades,
such IP creation must have resulted in better enterprise management and organization
techniques, improved grasp of complex scientific principles and demanding engineering
operations, and the on-going adaptation of cumulative knowledge and capabilities to
suit local conditions and circumstances.  The process has been closely backstopped by
a rising rate of physical capital accumulation and labour force participation (including
that of female workers) in most parts of ASEAN.  All these inputs are necessary to

16 Notably, the granting of patents had been made by reigning European monarchs way back in the
Middle Ages while copyright instruments, deployed in Europe from the early 1700s (Mulcahy 2003:3).  An
international framework was subsequently achieved with the Paris Convention on the Protection of Industrial
Property, signed in 1883, and the Berne Convention for the Protection of Literary and Artistic Works,
adopted three years later.
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absorb more fully a substantial rise in imported technologies (both hard, as embodied
in machinery and equipment, and soft in terms of blueprints and methods), and the
continuous transfer of ever more advanced knowledge and technologies.17

At the same time, however, there has arisen a matter of significant policy
concern.  This relates to the lack of an established and sustained track record of
locally developed, discrete technological advancement across a wide range of
critical activities and services among most high-growth, “tiger” economies in Asia.
R&D activities are persistently under-funded, for example, at an average of just
0.25 per cent of gross domestic output in a large part of South-East Asia in the early
1990s, a level much below that in East Asia.18  In addition, the gulf between R&D
institutes (and productivity enhancement centres) and the enterprise sector remains to
be bridged and rendered more commercially interactive.  Technologically, therefore,
the vibrant performance of ASEAN in terms of economic growth, structural
diversification and value-adding appears to be largely “derived” or “learning by using”
in nature.19

On the other hand, the scope and significance of incremental IP creation by
ASEAN enterprises cannot be underestimated because the acquired reservoir of tacit
knowledge has led to the gainful development of new and innovative business strategies,
models, and practices in technology choice and adaptation, and enterprise organization
and management.  The consequent gains in efficiency and flexibility have resulted in
better compliance to shorter product cycles and smaller (production) batches of

17 It should be noted that most developing countries do not possess the necessary volume and quality of
special and sophisticated inputs (especially those of a technological nature) needed to initiate and sustain
their development and transformation.  Thus, the most readily accessible bridgeheads to attaining domestic
and external competitiveness are normally mediated through business ventures with foreign investment
participation or through subcontracting relationships.  Such arrangements provide the necessary transfer of
technology, market access and marketing expertise.  ASEAN has been a major host of foreign direct investment
(FDI) and business firms in the region, including SMEs, have played an important role as direct and indirect
participants in cross-border supply chains, production networks and outsourcing circuits all of which have
multiplied rapidly in the last two decades.  See Wattanapruttipaisan (2002:78-84) and the references cited
therein.

18 (UNESCAP 2000:50).  There is strong evidence that R&D investment outlays in developed countries
yield private returns of 20-30 per cent and social returns in excess of 50 per cent.  These rates of payback
are far higher than those obtainable from investment in education generally (Stiglitz 1998:16).

19 Indeed, it has been questioned whether such a transformation process is able to sustain the historical
record of high growth in ASEAN in the longer run because of a variety of economic, financial, demographic
and environmental limitations.  In this connection, the (limited) gains in total factor productivity among the
tiger economies became a controversial issue in East and South-East Asia in the pre-crisis mid-1990s after
a provocative exposition by Krugman (1994) who had based his observations largely on the research results
from Young (1994 and 1995).  The debate has spawned a series of research and publications which have
provided a sharper perspective on the substantial contribution of technological capabilities and technical
change in the endogenous process of macroeconomic growth and growth accounting in this part of the
world.  See, for example, Eichegreen (2002) and Chen (1997).
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high-quality goods and services (or mass customization), to improved quality uniformity
and assurance, and to greater punctuality in distribution and short-notice delivery.
Additionally, higher productivity has facilitated the pursuit of business practices which
were traditionally not observed or expected by many enterprises, especially SMEs.
Among these practices are the provision of extended product guarantees and
after-sales services, acceptance of penalties for under performance in subcontracts
and of payments after delivery or use, and just-in-time and more frequent delivery.20

As a result, ASEAN business competitiveness has been sustained and, often,
enhanced despite fiercer external competition because of global trade and investment
liberalization, the increasing sophistication of processing and high value added
manufacturing activities among the regional enterprises as well as the more exacting
market requirements and tighter specifications regarding quality, cost and delivery.21

Indeed, the subcontracted and outsourced products and services from several ASEAN
economies now cover full-package production, original equipment manufacturing
and original design manufacturing, and specialist high-end services.  The industries
so involved range from consumer electronics, car and trucks, chemical and
pharmaceuticals, to bioengineering.

Furthermore, the process of IP creation has also conferred on many ASEAN
firms a variety of proprietary advantages.  These have been successfully externalized
by a large number of them through FDI and the formation of joint ventures in other
economies both inside and outside Asia, especially since the late 1980s.  In fact,
many ASEAN members have emerged as new and important sources of third-world
FDI and TNCs in their own right.  For example, FDI outflows from Indonesia,
Malaysia, Singapore and Thailand averaged $4.7 billion a year during 1990-1995, and
reached $10.8 billion in 2001.  These amounts were equivalent to just over one third
and as much as 73 per cent of the annual inflows of FDI during the respective periods.
In comparison, inward FDI averaged $2.8 billion a year in India during 1997-2001
(UNCTAD, 2002:305 and 309).  Singapore and Malaysia are the dominant overseas
investors from ASEAN.

20 For a more detailed discussion on a variety of prerequisites on suppliers and subcontractors, see
(Wattanaprutipaisan 2002a:82-84, and 2002b:63-64; Momoya 2000:160-161; and Altenburg 1999:32-34).

21 In Thailand, for example, all first-rank suppliers (normally joint ventures) and second-tier subcontractors
(mostly local SMEs) of automotive parts and components have to comply to a defect ratio of 20 parts per
million (ppm), compared to the previous ratio of 100 ppm, thus implying virtually zero defect and 100 per
cent quality check.  At the same time, supply cost reduction target is set at 20-30 per cent over the medium
term of 2-3 years while just-in-time procurement has necessitated up to eight deliveries (instead of two)
daily (Tangkitvanich 2002:7-8).
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IV.  AN AGENDA FOR ACTION

The enterprise sector in ASEAN and elsewhere is an important source of
industrial property assets many of which have been successfully internalized to further
enhance business competitiveness or externalized in overseas investment as a business
development and diversification strategy.  However, as is also the case in many other
countries, most of the IP assets generated by ASEAN firms are not formally registered
as IPRs, patents in particular.  This is due to the complexity and high transaction
costs of IPR regimes and, on the other hand, the incremental nature of these assets
themselves.  Extensive research is thus required as regards the nature, composition
and sources of technological progress at the enterprise level, and how the formal IP
systems and instruments can be adapted to best fit and protect such IP creation,
including through cost reduction and process simplification, as well as to promote IP
generation at different stages of economic development and technological
transformation over time (EU, 2000b:114-116 and CIPR, 2000:18-22).

The need for a systematic, staged approach in IP-related BDS is evident in
view of the multi-sided constraints and bottlenecks reviewed earlier.  ASEAN certainly
can learn from the concrete and replicable good practices and success stories in
ICT-based, IPR dissemination and demonstration services in other countries.  Given
the massive number of business firms, SMEs especially, careful targeting in BDS
delivery to businesses in priority sectors and industries will maximize cost-effective
outreach.22  An emphasis on self-reliant capacity building in such delivery will increase
ownership and commitment; the targeted enterprises should have sufficient resources,
capabilities and interest to be guided through the whole assessment of IP assets, creation
potential and registration process with the provision of interlocking, modular toolkits
(e.g., simplified manuals, compliance checklists, case studies and illustrations etc.) in
a multimedia and user-friendly format, including CD-ROM.

Meanwhile, a focus of IP-related BDS in the near to medium terms can be on
trademarks, distinctive or collective signs, and industrial and other designs the
registration of which tends to be easier and less costly.  These components of IP have
apparently not received due attention until quite recently.  Yet, they are important for
product and service differentiation which itself is a major, non-price determinant of
competitiveness (Porter, 1990).  But such IPRs also constitute a prerequisite for
“branding,” a process which has come of age along with total quality management as

22 Each country may have its own designated priorities for industrial and enterprise development.  By
and large, however, such priorities relate typically to activities with higher levels of value added and skilled
employment generation, involving extensive inter-firm linkages within and across borders, with a heavy
export orientation, and of prospective economies of scale and scope in full operation.  For ASEAN as
a whole, the 11 sectors which have been designated in 2003 as a priority for accelerated integration in the
region are:  textiles and apparel, agro-based products, wood-based products, fisheries, motor vehicles and
automotive products, rubber-based manufactures, electronics, e-ASEAN, health care, air travel, and tourism.



Asia-Pacific Development Journal Vol. 11, No. 1, June 2004

87

a prelude to certification under International Standards Organization 9001 series
(2000 edition) in many ASEAN enterprises.  Malaysia, for example, has just set up
a scheme worth $26.5 million to provide matching grants of up to one half of
international promotion expenses incurred by business enterprises for branding
activities, and for patent and mark registration.23

The public sector has become leaner and meaner in most developing countries
and inevitably in the long run, there has to be a closer relationship, more interaction
and greater matching between the business sector and R&D institutions and productivity
improving centres.  This applies especially to the development of IP capabilities and
assets needed for technological upgrading and diversification so as to gradually fill up
the “missing middle,” a weakness typical in the enterprise structure in most developing
countries.24  Ways and means will also have to be in place to leverage technological
capabilities as well as to share costs and risks, including through the policy-induced
promotion of partnerships and alliances in R&D among local firms and/or with external
end-users.  Such linkages (backward, forward and lateral) have been of rising
importance for IP creation, registration and commercialization in many countries from
the late 1980s.

23 The grant is subject to a maximum ceiling of around $0.5 million (Business Times 2003:9).  Taiwan
Province of China has, for over a decade, run a series of international advertisements to characterize and
distinguish its consumer and producer goods as “innovalue” products.

24 Large firms, rather than SMEs, account for about two thirds of domestic manufacturing output and up
to four fifths of direct export earnings in most parts of ASEAN.  This is due, in part, to the lack of
a dynamic core of SMEs as leading, first-rank subcontractors or joint-venture businesses in their own right.
At the same time, parallel efforts have also to be made to eliminate a variety of unintended biases against
SMEs, and in favour of large firms, in the policy environment in many countries – including through the
so-called “perverse incentive syndrome,” and in the sequencing and timing of various policy measures for
economic reform and restructuring (Wattanapruttipaisan 2000b:65 and UNCTAD 1998:18-19).
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A SINGLE CURRENCY FOR THE PACIFIC ISLAND COUNTRIES:
A STEPWISE APPROACH

T.K. Jayaraman*

Two agreements, the Pacific Agreement on Closer Economic Relations and
the Pacific Island Countries Trade Agreement, which were signed in August
2001, are important milestones towards greater regional integration in the
south Pacific.  In addition to trade integration, the adoption of a single
currency for 12 countries in Europe and similar efforts in the Eastern
Caribbean Currency Union have kindled new interest in the subject.  This
paper seeks to examine, as a first step, the feasibility of a single currency
for a compact group of the Melanesian island countries, which share many
commonalities.

In August 2001, economic integration efforts in the South Pacific region
were given a boost by the signing of two agreements by the 16-member countries1

of the Pacific Islands Forum (the Forum).  These two agreements are known as the
Pacific Agreement on Closer Economic Relations (PACER), signed by all Forum
Countries (FCs) and the Pacific Island Countries Trade Agreement (PICTA), signed
by 14 Forum Island Countries (FICs).

Whilst PACER sets out the general basis for the future development of trade
between all FICs, PICTA specifically provides for the establishment of a free trade
area among 14 FICs with a population of six million people.  This is to be achieved
by the phasing out of trade barriers of all kinds by 2010.  However, for the nine least
developed FICs, namely Cook Islands, Kiribati, Nauru, Niue, Samoa, Solomon Islands,
Marshall Islands, Tuvalu and Vanuatu, the deadline for the phasing out of tariffs has

* Economics Department, University of the South Pacific, Suva.

1 Member countries of the Forum are referred to as Forum Countries (FCs).  They are two developed
countries, Australia and New Zealand; and 14 developing island countries, also known as Forum Island
Countries (FICs).  The FICs are:  Cook Islands, Federated States of Micronesia, Fiji, Kiribati, Nauru, Niue,
Palau, Papua New Guinea, Marshall Islands, Samoa, Solomon Islands, Tuvalu, Tonga and Vanuatu.  The
PICTA will come into effect after its ratification by six FICs.  As of February 2003, only five FICs (Cook
Islands, Fiji, Niue, Samoa and Tonga) had ratified it.  The broader PACER, however, came into force on
October 3 after the seven required ratifications (Australia, Cook Islands, Fiji, New Zealand, Niue, Samoa
and Tonga) were obtained.
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been fixed as 2012 (Qalo, 2001).  When implemented, free trade between FICs and
eventual economic cooperation between FICs and FCs are likely to bring about
substantial gains in the long run (Scollay, 1998, Centre for International Economics,
1998).

Worldwide trends in economic integration ranging from preferential trading
arrangements to free trade arrangements and to ultimate economic and monetary union2

in both developed and developing regions have kindled great interest in the subject
for the policy makers in the South Pacific (Jayaraman, 2002).  The economic gains of
a currency union with a single currency in circulation replacing independent currencies
are substantial.  They include reduction in transaction costs, formulation and
implementation of a single monetary policy and harmonization of fiscal policies.  These
features are expected to contribute to the development of a single economic space
(Worrell, 2001), resulting in the emergence of a single financial and capital market.
In such a market, it is expected that investors from all member countries will jointly
conceive, plan and implement investment projects in areas such as tourism,
fisheries and forestry in which island countries have a comparative advantage.  Further,
a region-wide capital market would also speed up diversification of the economies by
enlarging the market size for products and services and these efforts can be effectively
undertaken only by domestic enterprises.  Since foreign investment has been seen to
follow the well-trodden paths of demonstrated profitability, only indigenous efforts at
the subregional level can meet the adverse effects of external shocks (Worrell, 2001).

The objective of this paper is to explore the possibility of a currency union
in the South Pacific by adopting a stepwise approach.  In the region, four Melanesian
countries, namely, Fiji, Papua New Guinea, Solomon Islands and Vanuatu have shown
a degree of commitment by undertaking initiatives since 1994 towards promoting
regional trade and cooperation.  They formed an informal trade bloc known as the
Melanesian Spearhead Group (MSG).  It is, therefore, considered more appropriate to
focus our attention in this paper on MSG countries with a view to examining the
possibility of their eventual monetary integration, as a first step before considering
a currency union for all 14 FICs in the region.  The paper is organized into five
sections:  the first section provides a background; the second section of this paper
examines whether MSG countries fulfill the pre-conditions; the third section deals

2 The monetary union arrangement, which is a looser concept than currency union allows the circulation
of individual national currencies with no need for a common currency under the following conditions:
(i) the currencies of member countries should be fully convertible at immutably fixed exchange rates;
(ii) there should be a single monetary policy which is determined at the union level, permitting no autonomy
at the national level; and (iii) there should be a single external exchange rate policy (Allen 1976).  Monetary
union allows an exit from the monetary union, when a member country wants to return to its previous
regime.  The exiting country can easily fall back upon its own currency.  Such an exit from a currency union
is far more difficult.  The exiting member country will have to face substantial costs towards restoring its
discontinued national currency and reviving its central bank and related arrangements.
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with fiscal and monetary discipline as goals of currency union; the fourth section
evaluates the costs and gains involved in terms of loss of seignorage revenue and
reduction in transaction costs; and the final section presents a summary and conclusions.

I.  BACKGROUND

The birth of the euro in 1999, as a common currency first for 11 member-
countries3 in the European Union’s Economic and Monetary Union (EMU), began
with similar efforts in 1958 towards free trade amongst themselves and with common
tariffs against third countries.  In the developing world, there are notable integration
efforts in Africa and in the Caribbean region.  The African attempts have been
Communauté  Financière Africaine (CFA), the West African Monetary Union and the
Central African Economic and Monetary Union and the rand zone.  While these attempts
have been marked by conflicts of various sorts, the most durable currency union since
1976 has been the Eastern Caribbean Currency Union (ECCU)4  which is reputed for
its very stable exchange rate regime for the last 25 years with a low inflation record.

Experiences of the Caribbean Island countries, with which the South Pacific
Island countries share many commonalities (Fairbairn and Worrell, 1996), are more
relevant.  However, there is a basic difference between the two regions.  In contrast to
the Caribbean region, political solidarity which is an essential requirement for monetary
union since the question of monetary sovereignty is involved in such integration efforts
(Demas, 1974 and Blackman,1998), is lacking in the South Pacific.  The Caribbean
islands have already recorded substantial progress in this area by having set up
a customs union in 1973, known as the Caribbean Community (CARICOM).  Further,
a currency union (ECCU) for eight member countries of the Organization of Eastern
Caribbean States (OECS) has been in existence since 1976.  The stepwise approach
by the formation a currency union in 1976 by eight member states of OECS proved
an outstanding success and has been hailed as an inspiration for the rest of the
Caribbean region.

The exchange rate arrangements of 14 FICs vary, spanning the continuum
from the exclusive use of a foreign currency as domestic currency through to a freely
floating domestic currency.  There are eight FICs, which do not have any independent
domestic currency of their own.  After gaining political independence, they decided to

3 Austria, Belgium, Finland, France, Germany, Ireland, Italy, Luxembourg, Netherlands, Portugal and
Spain, which were joined by Greece in 2001.

4 The member countries of ECCU are:  Antigua and Barbuda, Dominica, Grenada, Montserrat, St.Kitts
and Nevis, St. Lucia, St.Vincent and the Grenadines with the British Virgin Islands and Anguilla as associate
members.  Maintenance of a stable exchange rate for 25 years at US$ 1 = EC$ 2.70 and low inflation in the
ECCU countries compared with that of other member countries in the Caribbean Community (CARICOM)
are major achievements (Hilaire 2001 and 2000; Van Beek 2000; and Hilaire and others 1994; Blackman
1998).
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adopt the respective currencies of their previous colonial masters such as Australia,
New Zealand or the United States as their legal tender, an arrangement, which is
referred to as dollarization.  These eight FICs are Kiribati, Nauru and Tuvalu:
Australian dollar; Cook Islands and Niue:  the New Zealand dollar; and Marshall
Islands, Federated States of Micronesia and Palau:  United States dollar.

Dollarization has enabled each of the eight FICs to enjoy substantial savings
in terms of financial and human resources.  These resources would have been otherwise
spent away on establishing and running central banks for formulating and implementing

Table 1.  Melanesian spearhead group of countries:  basic indicators

Countries Fiji PNG Solomon Vanuatu
Islands

Population 1999 (’000) 811.0 4 400.0 459.0 188.0
Annual average GDP growth rate: 1990-1999 (per cent) 3.0 4.4 3.4 1.9
Per capita GDP 1999 (US$) 2 310.0 810.0 750.0 1 180.0
Structure of the economy: 1995-1999

Share of agriculture (per cent) 18.0 29.0 22.0 16.0
Share of industry (per cent) 25.0 38.0 15.0 11.0
Share of services (per cent) 57.0 33.0 63.0 74.0

External aid: 1995-1999
Per capita (US$) 46.0 79.0 102.0 222.0
(per cent of GNP) 2.2 n.a. 12.5 14.4

Average overall fiscal balance: 1995-1999
Excuding grants (per cent of GDP) -3.7 -6.6 -16.2 -5.6
Including grants (per cent of GDP) -3.5 -2.1 -3.4 4.7

Average external current A/C 0.9 3.9 2.4 2.1
(per cent of GDP):  1995-1999

Growth in M2 (per cent): 1990-1999 -0.1 11.9 8.7 5.0
Currency as per cent of GDP (average of 1990-1999) 4.5 3.6 5.5 5.8
Annual average of high powered money per cent 9.0 4.8 7.5 11.7

of GDP: 1990-1999
Annual average inflation (per cent) (1990-1999) 4.2 8.7 10.8 3.3
Average of export and imports 85.9 103.6 99.8 95.0

(per cent of GDP): 1995-1999
Internation reserves: 1999

Months of import cover 4.6 1.2 2.8 3.0
External debt (per cent of GNP) 1999 9.3 78.6 50.7 28.2
Debt service (per cent of exports) 1999 3.5 9.6 4.7 1.1

Sources: Asian Development Bank (2001).
World Bank (2001).
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an independent monetary policy for each island country, responsibilities for which
have been now shifted to the central banks of the concerned metropolitan countries.
The policy behind such savings embody a ‘piggy back’ or ‘free rider’ effect of using
an established foreign currency as one’s own; and this is regarded as one of the
“virtues of small, open island economies” (Armstrong and Read, 1998, 2002a, 2002b).

It should be noted that the dollarization of these eight FICs was not inspired
by any economic integration philosophies.  None of the aforementioned metropolitan
powers were keen themselves for any economic union with the FICs.  Dollarization
just happened to be an administrative arrangement of expediency and convenience at
independence but which also proved subsequently useful.  It should also be noted that
there were no moves of a notable nature towards economic integration with metropolitan
countries initiated by them since their independence.  Further, there has been no
instance of any sharing of seignorage revenue by Australia, New Zealand or the United
States with the eight FICs.

There are six FICs (Fiji, Papua New Guinea, Samoa, Solomon Islands, Tonga
and Vanuatu) which have their own national currencies.  Of these, five have pegged
their currencies to baskets of currencies of major trading partners, whose composition
and trade weights are kept confidential.  Only one FIC, namely Papua New Guinea
has a floating exchange rate regime since mid-1994.  However, noting that each FICs
inflation record during a ten-year period (1991-2000) was not significantly different
from that of the others, Rosales (2001) observes that as far as the Pacific region is
concerned, there is nothing to commend any specific exchange rate regime.

In these circumstances, ongoing initiatives by four MSG countries since 1994
towards promoting greater intra-trade and deepening political association assume
significance.  Aside from the trade objective, various initiatives by MSG countries
including their readiness to assist a fellow MSG country in periods of distress such as
sending peacekeeping forces to Papua New Guinea and the ongoing attempts at solving
inter-island ethnic strife in Solomon Islands are worth mentioning.  In the context of
rising political solidarity among the MSG countries, it would be appropriate to adopt
a stepwise approach towards monetary integration and an ultimate currency union in
the South Pacific region, similar to ECCU in the Caribbean region.

II.  MSG COUNTRIES AND OPTIMUM CURRENCY AREA CRITERIA

The optimum currency area (OCA) criteria, which have been derived from
the contributions of Mundell (1961), McKinnon (1963) and Kenen (1969) are applied
for the analysis in this section.  The purpose is to evaluate whether a given set of
countries is ready for monetary integration with the coexistence of their currencies
but with immutable exchange rate relationships between them and for the much more
restricted version, currency union with a single currency, replacing their national
currencies (Grauwe, 1997).  The OCA criteria relate to:
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(i) Intraregional trade and openness
(ii) Similarity in economic structures and product diversification
(iii) Factor mobility
(iv) Fiscal transfers

The four MSG countries are highly open economies.  Exports and imports
expressed as a proportion of gross domestic product each year during 1995-99 on an
average were about 86 per cent for Fiji, 95 per cent for Vanuatu and well above
100 per cent for both Papua New Guinea and Solomon Islands (table 1).  However,
their intraregional trade volume (table 2) was very low.  Intraregional trade, expressed
as a percentage of GDP in 2000 was below 1 per cent of GDP for both Fiji and Papua
New Guinea, whereas for Solomon Islands it was 3.7 per cent and 5.7 per cent for
Vanuatu (table 2).  However, there has been an upward trend in intraregional trade
both in terms of percentages of GDP and of total trade for each MSG country.  Australia
is the leading country among the major trading partners of MSG countries.  Trade
with Australia is about 25 per cent of total trade for all MSG countries, except for
Papua New Guinea, with whom New Zealand and Australia have equal proportions of

Table 2.  Intraregional export of Melanesian Spearhead Group of Countries

Intra- Intra- Intra-
Intra-

regional regional regional
regional

Total
exports Imports trade

trade
trade

Countries (per cent (per cent (per cent
(per cent

(per cent
of of of

of
of

total  total total
GDP)

GDP)
exports) imports) trade)

Fiji Average of 1994-1997 0.31 0.07 0.38 0.505 76.87
1998 1.75 0.12 1.87 0.73 86.84
1999 1.56 0.10 1.57 0.64 90.62
2000 2.10 0.14 2.24 0.94 89.62

Papua New Guinea Average of 1994-1997 0.03 0.03 0.06 0.11 88.89
1998 0.21 0.24 0.45 0.21 94.70
1999 0.18 0.26 0.44 0.23 114.12
2000 0.21 0.36 0.57 0.29 116.45

Solomon Islands Average of 1994-1997 0.38 0.66 1.04 1.92 94.27
1998 1.07 4.30 5.10 2.66 108.46
1999 1.29 3.70 4.36 2.81 110.78
2000 2.10 6.10 8.20 3.70 85.89

Vanuatu Average of 1994-1997 0.01 0.93 0.94 2.67 85.58
1998 1.41 5.67 7.08 3.92 92.30
1999 1.19 4.12 5.31 3.98 122.87
2000 4.84 8.55 13.39 5.75 79.20

Source: IMF (2001).
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Table 3.  Melanesian Spearhead Group of Countries trade with major partners

Trade
Trade

Trade Trade
with

Trade with
with with

Trade
Total

Australia
with New

New Japan
with

trade

(per cent
Australia Zealand   

Zealand (per cent
Japan

(per centCountry
of

(per cent (per cent
(per cent of

(per cent
of

total
of of

of total
of

GDP)

trade)
GDP) total

GDP) trade)
GDP)

trade)

Fiji
1994-1997 (Average) 24.57 18.87 12.21 9.23 6.40 4.95 76.87

1998 25.91 22.50 10.34 8.98 4.82 4.18 86.84
1999 24.91 22.58 9.54 8.65 4.65 4.22 90.62
2000 26.65 23.88 8.56 7.67 4.04 3.62 89.62

Papua New Guinea
1994-1997 (Average) 18.14 16.13 2.36 2.07 14.54 12.86 88.89

1998 18.22 17.25 1.87 1.77 9.24 8.75 94.70
1999 15.71 17.93 1.32 1.50 9.42 10.76 114.12
2000 14.11 16.43 1.60 1.86 8.67 10.09 116.45

Solomon Islands
1994-1997 (Average) 23.19 21.84 3.72 3.50 36.30 34.14 94.27

1998 22.09 23.96 2.45 2.66 19.63 21.29 108.46
1999 23.49 26.02 3.49 3.87 22.22 24.62 110.78
2000 20.57 17.67 3.35 2.88 12.92 11.10 85.89

Vanuatu
1994-1997 (Average) 23.89 20.27 4.55 3.82 41.81 36.00 85.61

1998 20.28 18.72 3.30 3.05 16.98 15.67 92.30
1999 16.91 20.77 2.88 3.54 35.97 44.20 122.87
2000 24.02 19.03 5.03 3.98 18.99 15.04 79.20

Source: IMF (2001).

trade, namely 16 per cent.  The second major trading partner for Fiji, Solomon Islands
and Vanuatu is New Zealand (table 3).  In May 2002, intraregional trade among MSG
countries was given a further boost with Papua New Guinea allowing 350 more Fiji
products to be imported with little or no tariff.

The MSG countries’ economic structure is basically primary sector oriented.
The services sectors for all countries mainly in terms of tourism have played
a dominating role.  Only Fiji and Papua New Guinea have a significant manufacturing
base, which enables them to process primary goods for both domestic markets as well
as for exports.  The leading manufactured exports are sugar, copra products and
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processed foods such as cooking oil, biscuits and spices.  Vanuatu is the leading
exporter of beef, mostly to Japan.  Solomon Islands exports palm oil and fresh and
canned fish.

The revival in October 2001 of the original 1998 Sugar Agreement between
Fiji, the only sugar producing country in the region and other FICs, which was
suspended due to supply and production difficulties, is expected to increase the
intra-trade volume.  Other than sugar, exports of MSG countries are similar:  kava,
fish and logs.  Thus, MSG countries, except Fiji and Papua New Guinea are
much less diversified.  However, between Fiji and Papua New Guinea there is no
intra-industry (differential product) trade.

External shocks are traced to unexpected changes in prices of export
commodities and they vary:  sugar in the case of Fiji, minerals and coffee for Papua
New Guinea, palm oil and logs for Solomon Islands and beef, coffee, copra and cocoa
for Vanuatu.  De Brouwer (2000) undertook a study on the impact of these shocks on
FICs by analyzing past movements in real effective exchange rates.  The latter being
endogenous, prices are the outcome of the structure of the economy as well as domestic
and external shocks.  If a given set of countries were similarly placed both in terms of
economic structure and external and domestic shocks, their real effective exchange
rate movements would have common trends.  In his study on real effective exchange
rate movements in all FCs, including FICs and the developed countries, Australia and
New Zealand, de Brouwer (2000) showed that that there has been substantial divergence
from each other, indicating that all the Forum countries were prone to asymmetric
shocks.

Table 4.  Correlation of annual growth rates of real GDP
with MSG regional growth rates

MSG region

1984-93 1994-99 1984-99

Fiji 0.557 0.577 0.494

Papua New Guinea 0.573 0.892 0.700

Solomon lslands 0.504 0.489 0.499

Vanuatu 0.329 0.477 0.463

Source: Author’s Calculations.

A more simple analysis was undertaken to determine the extent to which the
GDP growth rates of MSG countries move together.  Table 4 presents the estimated
coefficients of correlation between real GDP growth rates of each of the four MSG
countries with the annual real growth rate of the MSG region.  Over the fifteen-year
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period (1984-1999) as well as in a recent six-year period (1994-1999), correlation is
found to be low.  Thus, there has not been any notable convergence in growth rates of
MSG countries, although the correlation coefficient between Papua New Guinea’s
growth rate and the regional growth rate was relatively high.  In regard to the
association between regional growth rates and Australian and New Zealand growth
rates, the correlation coefficient is negative for the 16-year period (1984-1999) and in
recent years although positive, is very low (table 5).

Table 5.  Correlation of regional growth rates with growth
rates of Australia and New Zealand

Australia New Zealand

1984-93 1994-99 1984-99 1984-93 1994-99 1984-99

Region -0.340 0.074 -0.332 -0.224 0.586 -0.660

Source: Author’s Calculations.

Prices and wages in all four MSG countries have not been flexible downwards.
The downward inflexibility is due to the presence of strong unionism in the public
sectors, which dominate the economy’s formal sectors.  Therefore, any unhindered
labour mobility between the four countries could provide a way out to reduce the
adverse impact of asymmetric shocks.  However, this is not the case.  There are legal
hurdles to free intraregional labour mobility.  Further, there is no likelihood in the
near future of a change in migration policies in the region.  As regards fiscal transfers,
there has not been any instance in the past of such transfer of funds.  Thus, most of
the traditional OCA conditions are not satisfied for suggesting a currency union for
MSG countries.

These trends should not by themselves discourage efforts towards integration,
since most of the literature on OCA criteria was written in the context of European
monetary integration.  It is increasingly argued that these criteria do not have much
predictive power when applied to actual exchange rate regimes.  Masson and Pattillo
(2001) refer to the findings of a recent study by Frankel and Rose (2000, 1998).
Their findings are that OCA criteria are to some extent endogenous and that currency
union might help make the shocks hitting member countries more symmetric and may
also expand intraunion trade.  These findings echo similar views expressed by Scitovsky
(1958), just around the time when the European common market was born, that common
currency arrangements would tend to make countries more similar.  The reasoning
runs as follows:  a single currency will encourage a greater volume of trade among
the members of a currency union since transaction costs would be reduced and
uncertainty in exchange rate movements would be completely eliminated.  An evolving,
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single market would stimulate trade.  As the volume of intraunion trade increases,
economic divergence will decrease and each country would become more like each
other, thus reducing asymmetric shocks.  As a result, OCA criteria would be gradually
endogenized.

However, the optimism about the endogenization of the OCA conditions is
not widely shared.  Anthony and Hughes-Hallett (1999) observe that if the pre-union
intraindustry (differential product) trade is found almost exclusively in the trade of
manufactured goods, which is generally observed in large and well-diversified
economies, there is a likelihood of economic convergence taking place after the union.
Since MSG countries are small in size and as there has been no substantial trade in
manufactured goods, it is too difficult to expect any more diversified industrial
structures to evolve and result in greater intraindustry trade.  Thus, endogenization of
OCA conditions does not appear to be a possibility.  If OCA criteria are not fulfilled
before the union and chances of endogenization of OCA are also remote, what are the
incentives for a group of countries to strive towards a currency union?  The next
section deals with these aspects.

III.  GOALS OF MONETARY AND FISCAL DISCIPLINE

The arguments in favour of a currency union for countries, which have not
yet fulfilled the OCA criteria as prior requirements because of a poor policy
environment, are largely inapplicable in regard to achieving the desired goals of
discipline.  These relate to monetary and fiscal rectitude, resulting in low inflation
and exchange rate stability.  A single common currency, aside from reduction in
transaction costs in payments promoting trade in commodities and tourism, would
mean a single monetary policy with one central bank for the region as a whole.  A
common central bank replacing national central banks is expected to be more
independent and assertive; and thus, it would be able to resist pressures from individual
member governments to monetise fiscal deficits (Fry, 1993).  In other words, the
common central bank would act as “an agency of constraint” (Collier, 1991).

Because of rigid fiscal discipline indirectly imposed by a more autonomous
common central bank, the exchange rate of the currency union, if floated or when
anchored to a strong external currency as in the case of ECCU, would come under
much less pressure than otherwise.  Policy credibility would, therefore, be a positive
gain.  Additional gains would be mainly in terms of savings in both human and
financial resources, which are likely to arise from economies of scale in the conduct
of a common monetary policy.  In the context of a relative scarcity of qualified staff,
a common central bank of the currency union would release excess resources in skilled
human resources, which are presently employed in each country’s central bank, for
employment in other critical areas in the private and public sectors (Rosales, 2001).
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In the CARICOM region, the gains outlined above provided powerful
arguments in favour of currency union.  Policy credibility and improvement in
macroeconomic discipline in the region were the motivating forces for concluding an
agreement in 1992 for a currency union5  for the entire region expanding beyond the
existing ECCU.  The following criteria for accession to currency union, referred to as
convergence criteria, were laid down requiring that each country in CARICOM should
have:

(i) maintained an unchanged US dollar value of its currency for
36 consecutive months;

(ii) maintained a minimum of foreign exchange reserves equivalent to
three months of imports for at least 12 consecutive months; and

(iii) recorded a ratio of external debt service to the export of goods and
services of no more than 15 per cent.

Since regional integration efforts in the South Pacific are only of recent origin,
no such criteria have evolved so far.  However, as a rule of thumb, one can apply the
CARICOM criteria to MSG countries as well.  Examining the performance of four
MSG countries against each of the three criteria reveals that the Solomon Islands
have lagged considerably behind the other three MSG countries.

Among the four MSG countries, Fiji, Solomon Islands and Vanuatu have
adopted a fixed pegged rate arrangement under which their currencies are linked to
a basket of currencies of their major trading partners, Australia, New Zealand, Japan
and the United States.  On the other hand, Papua New Guinea has an independently
floating exchange rate6  since 1994.  In regard to exchange rate stability, the last
devaluation of Fiji’s currency was in 1998, which was considered as a pre-emptive
step in the wake of the Asian financial and currency crises.  The new rate since then
is allowed to fluctuate around a narrow band.  There were, however, fears of devaluation
in May 2000, when there was a violent change of Government, which was followed
by capital outflows.  However, timely intervention by the Reserve Bank of Fiji in
terms of capital controls and restrictions on current account transactions stemmed
further outflows and restored some stability.

5 Decision of the Conference of the Heads of Governments of the Caribbean Community on Caribbean
Monetary Integration, Port of Spain, Trinidad and Tobago, July 1992.  For details, see Farrell and Worrell
(1994:244-246).

6 There are press reports from time to time that Papua New Guinea would be re-examining its exchange
rate regime, as the flexible exchange rate system has exposed the country to high risks due to fluctuations in
its currency.  Worrell (2001) argues that a fixed exchange rate regime is preferable for small open economies
for the following reasons:  changes in exchange rates do not automatically result in switches in expenditure
towards production for export and consumption of import substitutes:  also, such changes have no effect on
financial inflows and outflows if the exchange rate change is anticipated.  They only precipitate capital flight
in cases of unanticipated devaluation.  Furthermore, exchange rate depreciation can and has been highly
inflationary.
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Solomon Islands devalued its currency in 1998.  Its currency has been under
constant pressure due to rising fiscal deficits and current account imbalances, aside
from the pressures due to civil strife.  In April 2002, the Solomon dollar was devalued
by 25 per cent, but it was reversed within 24 hours and the Minister of Finance was
forced to resign by the cabinet.  The Reserve Bank of Vanuatu devalued its currency
vatu in March 1998, following heavy capital outflows triggered by a run on its public
sector owned provident fund.  However, the devaluation was a short-lived one
(Jayaraman, 2001).

Exchange rate stability has, thus, eluded MSG countries.  The basic reasons
are not far to seek.  The fundamentals have not been sound:  sustainable fiscal balance
and monetary discipline, the lack of which was attributed to an absence of autonomy
on the part of the central banks.  Among the four MSG countries, Fiji has displayed
far stricter fiscal and monetary discipline despite a fragile political environment since
1987.

 In such a disparate group of countries with varying degrees of fulfillment of
convergence criteria, there is obviously an asymmetric incentive problem involved in
a currency union proposal.  While Solomon Islands, which has a poor record of policy
credibility, would prefer to enter a currency union with other countries having better
economic fundamentals, the latter group of countries must have an additional incentive
for welcoming it into a union.  Anthony and Hughes-Hallett (1999) posed the same
question in regard to currency union efforts in CARICOM:  why should the
better-governed countries admit those with weaker policy credibility and less fiscal
and monetary discipline to their club?  The dilemma faced by some successful
CARICOM countries, including the Bahamas, Barbados, Belize, and the OECS, when
faced with a decision to admit fellow countries with poor records to any hypothetical
currency union, is referred to a “a version of the Groucho Marx theorem for club
membership” (Hughes-Hallett, 1998).

This brings us to an important question.  If a country wants to impart the
credibility of fiscal and monetary discipline, instead of joining a currency union with
a new regional currency, why could it not adopt a currency of a major trading partner,
which has a proven record of low inflation, stable exchange rate and credible fiscal
and monetary policies?  By adopting the Australian dollar as its own currency, Solomon
Islands, for example, can solve many of its current problems.  First and foremost,
there will be no question of frequent exchange rate adjustments.  Second, as there
will be no independent currency of its own, there would not be any need to formulate
and implement a monetary policy for Solomon Islands, as authorities would leave
monetary management and related worries to Australia’s central bank.  The only worry
would be about the prudent management of its own budget, since there will be no
possibility of the monetization of budget deficits by the Reserve Bank of Australia.
Fischer (1982) observed that the discipline imposed by the adoption of a foreign
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currency as a legal tender by discontinuing use of domestic currency is greater than
that imposed by adopting a regional currency pegged to a foreign one.

IV.  SEIGNORAGE REVENUE AND TRANSACTION COSTS

The adoption of a foreign currency, as legal tender has its own cost, which
has to be weighed against the gains of policy credibility.  A major cost is the loss of
revenue earned from the creation of domestic money, known as seignorage revenue.
Seignorage accrues to the Government from its monopoly power to print money.
Once the Government decides to discontinue the use of its own national currency by
adopting a foreign currency, it is bound to lose seignorage revenue.7

Adopting the methodology employed by Fischer (1982), estimated figures of
seignorage revenue earned by each of the four MSG countries as a proportion of their
respective GDPs are given in table 6.  The estimates are given in two versions:  upper
bound and lower bound.  The upper bound includes the currency printed and reserves
held by commercial banks with the respective central bank, whereas the lower bound

Table 6.  Seignorage revenue of the melanesian spearhead group of countries
(per cent of GDP) Average of 1990-1999

Inflation component Real balance component Seignorage

Countries Lower Upper Lower Upper Lower Upper

bound1 bound2 bound1 bound2 bound1 bound2

Fiji 0.189 0.378 0.135 0.270 0.324 0.648

Papua New 0.313 0.418 0.158 0.211 0.471 0.629
   Guinea

Solomon 0.594 0.810 0.187 0.257 0.781 1.067
   Islands

Vanuatu 0.191 0.386 0.111 0.222 0.302 0.608

Source: Author’s calculations.
1 In the calculation procedure, reserves kept by the commercial banks with the central bank

are ignored.
2 In the calculation procedure, both currency issued and reserves kept by the commercial

banks with the central bank are taken into account.

7 The only way to retain it is to negotiate with the country whose currency has to be adopted as legal
tender and get an agreed percentage transferred each year.  The chances of such a negotiated transfer on an
agreed annual basis are remote, as it transpired when Argentina was considering dollarization in the late
1990s.  The US Treasury and the Federal Reserve were reported to be against any transfer of funds by way
of compensating the latter the loss of seignorage revenue.  Further, the US Treasury and Federal Reserve
were also unwilling to be lenders of last resort or to provide any liquidity in support of banks in dollarized
countries (Latibeaudiere 2001).
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estimate excludes reserves and relates only to currency.  Each such estimate has two
components:  inflation component and real balance component.  Even if we take the
upper bound measure, we find only in the case of Solomon Islands that its seignorage
revenue is slightly above one per cent of its GDP; in all the other three countries it is
less than one per cent of their GDP.  If we go by the lower bound, the revenue
estimate is less than one per cent for all four countries.  It is of interest to note that in
the case of Solomon Islands and Papua New Guinea, both the inflation and real
balance components of seignorage revenue are higher than in the cases of Fiji and
Vanuatu, reflecting higher inflation and fiscal imbalances as given in table 1.

If MSG countries decide to form a currency union by adopting a common
currency and establishing a common central bank, we can visualize seignorage revenue
for the union as a whole under two possible scenarios.  One is an initial period of say
five years, known as formative years; and, two, in the long run.  In the formative
years, it is assumed that all four MSG countries would aim at maintaining the past
10-year average rate of economic growth and inflation experienced by each of them.
It is also assumed that the currency/GDP ratio and high-powered money/GDP ratio
for each country will be equal to the averages of 1990-99.  These averages are indicated
in table 1.  In the long run, while the currency/GDP and high-powered money/GDP
ratios for each country are assumed to remain the same, the currency union will aim
at a GDP growth rate of 3 per cent and inflation at 2 per cent, as common goals.
Incidentally, it will be of interest to note that these two rates were also the respective
average rates for Australia during 1990-99.

Table 7 provides various estimates of seignorage revenue under these two
scenarios.  Taking the upper bound figures in the long run, with targeted GDP growth
and inflation at 3 per cent and 2 per cent, the seignorage revenue estimates for all
four countries are much lower, all falling below 0.5 per cent of GDP, except for
Vanuatu being 0.6 per cent of GDP.  The reason is obvious:  low inflation under
a credible policy environment of sustainable fiscal deficits and stricter monetary
discipline.

The seignorage revenue of the currency union with a common currency goes
to the common central bank, which can then be shared by the member countries.  In
the case of currency union or an independent country adopting a foreign currency as
legal tender, such sharing is unlikely.  This is one of the arguments put forward by
Worrell (2001) against the use of the US dollar as common currency by the Caribbean
region.  The benefits of earning and retaining seignorage revenue of the currency
union with its own common currency have to be weighed against the transaction costs
involved in conducting trading and other transactions with the union’s major trading
partner.  The four MSG countries’ major trading partner is Australia.  The economic
transactions conducted by agents (households, firms and the Governments) in each
MSG country with Australia involve conversion costs.  The foreign exchange transaction
costs are categorized into two:  (a) financial costs, which cover bid-ask spread,
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commission fees and other costs including administrative costs, to be paid to
commercial banks and foreign exchange dealers; and (b) in-house costs, which are
resource costs involved in accounting and relevant departments in central bank dealing
with foreign exchange management, payment procedures and payment delays and
sub-optimal returns on cash management-which firms have to face (Anthony and
Hughes-Hallett, 1999).

Employing the methodology used by Anthony and Hughes-Hallett (1999), we
focus on financial costs associated with the Australian dollar and MSG currency
transactions.  These costs are determined by the volume of currency transactions and
by the prices that foreign exchange dealers charge the economic agents for the
conversion.  Transaction costs are estimated as follows:

T = P. K/GDP (1)
Where, T = transaction costs (as per cent of GDP)

P = average charges for Australian dollar-MSG currencies conversion
K = volume of Australian dollar-MSG currencies transactions

Since MSG countries’ transactions in financial assets denominated in
Australian dollars are negligible, K relates only to current account trade and

Table 7.  Seignorage in the melanesian group of countries after
formation of currency union (per cent of GDP)

Pre-Union
Currency union with

(Average:

Regional currency union
Australia3

1990-1999) Formative years1 Long run2 or adopting
Countries Australian dollar

Lower Upper Lower Upper Lower Upper Lower Upper

bound bound bound bound bound bound bound bound

Fiji 0.324 0.648 0.396 0.892 0.225 0.450 0.225 0.450
Papua New 0.471 0.629 0.354 0.475 0.177 0.239 0.177 0.239
   Guinea
Solomon 0.780 1.073 0.542 0.751 0.274 0.379 0.274 0.379
   lslands
Vanuatu 0.302 0.608 0.575 1.159 0.290 0.585 0.290 0.585

Source: Author’s calculation.
Note: 1 In formative years, it is assumed the MSG countries would aim at 10-year (1990-99)

average rates of real GDP growth and inflation experienced by each of them.
2 As an ultimate goal, each country will aim at a 3% real GDP growth rate and not more

than 2% inflation each year.
3 In case of currency union or dollarization, each MSG country will target same rates of

GDP growth (3%) and inflation (2%) as Australia averaged during 1990-1999.
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non-factor services transactions in the balance of payments.  Thus, K represents the
sum of exports and imports of goods and services.  Transaction costs charges depend
on the size of transactions, the type of foreign currency transactions such as spot,
forward and future, the nature of economic agent, household or firm and specific
forms of payment such as bank transfers.  In order to overcome these constraints,
Anthony and Hughes-Hallett (1999) suggest a simple way out.  By utilizing the
seignorage (S) estimate (as per cent of GDP) and the volume of transactions in
Australian dollar-MSG currencies, the value of P is estimated, say P*, which would
make one indifferent to the use of either the union’s common currency or the Australian
dollar.

Thus setting S = T and using (1), P* is calculated as follows
P* = S/K* (2)

Where, K* = K/GDP

The estimated P* for each MSG country is compared to a benchmark market
estimate, Pb of the average transactions in MSG countries to check whether or not the
latter values are larger than the former.  If P* is smaller than Pb, it could be concluded
that there is a net benefit in using the Australian dollar in the currency union of MSG
countries.  If P* is higher than Pb, the conclusion is that there is a net benefit for the
currency union in using its own currency.

Table 8.  Estimated transaction costs (per cent of GDP) necessary to make
MSG countries indifferent to the use of new regional currency

or the Australian dollar

Regional currency union Regional currency union
Currency union with

Countries
in formative years1 in the long run2 Australia or

dollarization2

Fiji 0.039 0.019 0.019

Papua New Guinea 0.028 0.014 0.014

Solomon lslands 0.034 0.017 0.017

Vanuatu 0.059 0.030 0.030

Source: Author’s calculations.
1 It is assumed each MSG country would aim at maintaining its annual respective average

rates of real GDP growth and inflation experienced during 1990-1999.
2 It is assumed each MSG country would aim at 3% real GDP growth rate and 2% inflation

each year which are also the respective annual average rates experienced by Australia
during 1990-1999.
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The European Commission estimated the average currency transaction cost
ranging from 0.3 per cent to 0.35 per cent of the value of the underlying transaction.
Anthony and Hughes-Hallett (1999) in their study on the Caribbean currency union
used the lower estimate, namely 0.3 per cent.  Estimates of P* for each MSG country
are estimated and presented in table 8.  The values of P* for Fiji, Papua New Guinea,
Solomon Islands and Vanuatu are 0.019 per cent, 0.014 per cent, 0.017 per cent and
0.030 per cent.  As they are less than the benchmark figure of 0.3 per cent, the
message is clear:  MSG countries would do well by adopting the Australian dollar as
their common currency rather than having a regional currency of their own.

V.  SUMMARY AND CONCLUSIONS

An examination of the case for a currency union for the four MSG countries
shows that the optimum currency area (OCA) criteria in terms of large pre-union
volume of trade, factor mobility, downward wage and price flexibility and fiscal
transfers are not fulfilled.  As regards the convergence criteria relating to exchange
rate stability, import cover and external debt/GNP and debt service ratios, no MSG
country has made the grade.

However, if monetary integration were desired in terms of the ever-elusive
fiscal and monetary discipline, which is expected to be imposed by a more independent
central bank free from political control, one would suggest dollarization as an
alternative.  Adopting a strong currency known for its stability under an efficient
central bank known for its inflation targeting (such as the Australian dollar) as legal
tender, would free MSG countries from the worries of currency and exchange rate
management and enable them to enjoy low inflation and exchange rate stability.
Further, elimination of transaction costs would be a major gain as well, since Australia
has been the dominant trading partner for all MSG countries.

The “agency of restraint” solution would, however, mean loss of seignorage
revenue.  Further, there is no likelihood of any assurance of liquidity support in times
of crisis for domestic commercial banks.  During recent negotiations between Argentina
and American Treasury officials in regard to the Argentine proposal for dollarization,
the United States Government rejected the Argentine requests for a share in seignorage
revenue and liquidity support to Argentine commercial banks, when needed
(Latibeaudiere, 2001).  There are no indications to suggest the Australian stand would
be any different from that of the US.

In these circumstances, it is essential to forge vigorous coordination and
cooperation among the central banks of four MSG countries (Hou and Jayaraman,
2002).  Such cooperative efforts would help monitor any progress in reaching
convergence on targeted criteria relating to exchange rate stability, fiscal deficits,
international reserves and external debt.  Close monitoring would contribute to laying
down a firm basis for the monetary integration of MSG countries, enabling them
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eventually to adopt a regional currency of their own.  The latter alone would ensure
that there would not be any loss of seignorage revenue and that a common central
bank could continue its lender of last resort function.

Monitoring progress in reaching convergence would eventually take more
time but would facilitate the monetary integration process, since intra-MSG trade
volume during the waiting period is bound to grow and prepare the MSG countries to
be in better shape for monetary integration.  In the meanwhile, the political situation
in the Solomon Islands, which has been a great source of concern for the past three
years, is expected to improve.  There have been notable joint efforts by Melanesian
countries towards bringing an end to the country’s inter-island and ethnic rivalries.
Further, with the return of democracy in Fiji in 2001, there are encouraging signs of
political stability emerging in the region.  This would contribute to creating an
appropriate environment for fostering political solidarity among MSG countries, which
is an essential ingredient in economic integration attempts.  The MSG countries have
proved to be a more cohesive unit in the past.  With a quick restoration of stability,
the four island countries could strive for a higher degree of political cooperation in
the region, which is critically required for regional progress.
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Is regional cooperation the “middle path” or the “second-best approach” for
responding to globalization in the Asia-Pacific region?  Can regional cooperation be
disentangled as a separate step in building consensus on a global multilateral
framework?  This is not likely to be the case as the two processes are intertwined.
Economic and financial liberalization and the rapid application of information and
communication technology (ICT) are pushing economic, trade and financial relations
in the region closer.  Rather than being contrasting trends, globalization and regional
cooperation can and should proceed simultaneously.  Better management of
globalization requires better management of regional cooperation, with national policies
aligned to these processes to maximize benefits.

What is the Asia-Pacific framework for regional cooperation?  The increasing
globalization and rapid cross-border exchanges brought about by technological changes
require an approach that blends in with the region’s heterogeneous and complex
economic environment and is based on felt needs and perceived benefits.  Today’s
global framework, including the Asia-Pacific region, involves open and competitive
market-based economies in which various trade, finance and transport agreements are
emerging and have contributed to a fundamental change in the way in which regional
integration is taking place.  The process now demands both intraregional and
interregional agreements.

The study has noted the following three layers of regional cooperation:

• Intergovernmental forms of subregional cooperation with formal
institutions, such as ASEAN, the Economic Cooperation Organization
(ECO), the Pacific Islands Forum and the South Asian Association
for Regional Cooperation (SAARC), which forge “rules-based”
cooperation among members and selected outsiders as in ASEAN+3

• Activities-based regional cooperation through such programmes as
the Greater Mekong Subregion initiative, which promotes cross-border
projects such as roads and power; included in this layer are private
sector-driven “growth triangles”
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• Transnational corporation-driven initiatives in the form of international
integrated production networks and outsourcing arrangements, often
with public sector backing and incentives

All these layers are interconnected; they are part and parcel of the globalization
process and represent the Asia-Pacific way of promoting incremental economic
integration.  They are driven by both Governments and the private sector.

The emerging principles of regional cooperation in Asia and the Pacific may
be summarized as follows:

(a) While respecting the region’s diversity of culture, politics and religion
and stages of economic development, regional cooperation strengthens
interdependence in forms that promote stability and prosperity;

(b) Regional cooperation should build upon and strengthen the various
interlocking frameworks of cooperation in the region;

(c) It should be consistent with the broader multilateral consensus
enshrined in the Millennium Declaration and other agreed international
development goals.

Underlying these principles is the objective that regional cooperation will
contribute to both regional and national shared interests and prosperity, consistent
with multilateral frameworks.

The study examines regional cooperation taking these principles into account
in the four selected areas of trade, transport, ICT and finance.  Areas which require
further development cooperation include the following:

Trade

• Promoting harmony among the bilateral and regional trading
arrangements in the region’s “spaghetti bowl” to make them consistent
with the rules-based multilateral trading system and the spirit of the
Doha Development Agenda

• Focusing trade cooperation efforts so as to harmonize product
standards to face non-tariff barriers

• Expanding cooperation in such areas as trade facilitation, transit trade
and regional investment agreements to harness the full potential of
expanding trade
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Transport

• Making the Asian Highway network and the Trans-Asian Railway
the main international trunk routes in the region with substantial
emphasis on building intermodal connections to meet increasing traffic
demands

• Promoting the use of logistics and supply chain methodologies and
full integration of ICT by means of favourable investment regimes
and cooperative ventures in order to reduce transport costs and
substantially improve the competitiveness of the region’s products

• Assisting countries in building infrastructure, and especially feeder
roads that link major highways, railways and ports, so that the benefits
can be dispersed to a wider hinterland, in particular remote rural
areas

ICT

• Converting the digital divide into a digital opportunity for all,
particularly marginalized countries, through regional cooperation that
harnesses the Asia-Pacific region’s surplus capital, world-class
expertise in electronics, hardware, software and space technologies
and its outstanding technical institutes

• Building an Asia-Pacific information society by developing new forms
of partnership and cooperation among Governments and other
stakeholders, such as the private sector, civil society and regional
research and training institutes

• Garnering commitment from all stakeholders to implement the Digital
Solidarity Agenda set out in the Plan of Action adopted by the World
Summit on the Information Society.

Finance

• Establishing a strong, safe and efficient financial architecture to
support economic development and strengthening existing cooperative
arrangements such as the Chiang Mai Initiative and Asian bond
initiative to take account of the needs of disadvantaged economies

• Developing a regional cooperation road map to greater financial
integration and more efficient financial markets in the light of the
Monterrey Consensus
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• Promoting arrangements to enable SMEs to access regional capital
markets, helping them to achieve economies of scale and compete in
a growing regional market

Global agreements, including the Monterrey Consensus, the Johannesburg
Plan of Implementation, the Almaty Programme of Action for landlocked developing
countries and the Plan of Action of the World Summit on the Information Society
provide emphatic acknowledgement of the need for regional cooperation to achieve
their goals.  They articulate clearly the role that regional commissions can play in
assisting implementation at the national, subregional and regional levels.  With more
than five decades of experience in forging regional cooperation, ESCAP will continue
to play an important role in supporting economic and social development through
regional and subregional cooperation.  The study provides illustrations of ESCAP’s
significant achievements in fostering regional cooperation through such initiatives as
setting up the Asian Development Bank, promoting trade arrangements such as
Bangladesh-India-Myanmar-Sri Lanka-Thailand Economic Cooperation (BIMST-EC)
and the Bangkok Agreement and supporting the development of the Asian Highway,
the Trans-Asian Railway and, more recently, the use of ICT.

There can be little doubt that bodies such as ESCAP are uniquely positioned
to assist countries in forging greater integration in the region and in particular promoting
greater linkages among subregional institutions.  There are separate tracks of regional
economic cooperation being forged in the fields of trade, transport and finance, for
instance.  ASEAN is building arrangements among its members and with other regional
partners in the context of ASEAN+3 and ASEAN+1.  ECO, the Pacific Islands Forum
and SAARC similarly have their own tracks.  There is a need to bring these initiatives
together to create fuller understanding and tap synergies among them.  To promote
greater regional integration, ESCAP could be mandated to play a coordinating role in
bringing these initiatives together.  As its membership spans the entire region, it could
play the role of facilitator to promote greater awareness among the various subregional
groups of the other cooperation mechanisms that are being pursued and their linkages
to the multilateral processes.

As pointed out earlier, one way to proceed would be for ESCAP to be granted
observer status in various forums such as ASEAN, ASEAN+3, SAARC and ECO on
a mutually agreed basis.  This would enable ESCAP to increase awareness of
developments in trade, finance and other fields that are rapidly changing.  In the spirit
of the Monterrey Consensus and other global agreements, ESCAP could facilitate
policy dialogues between different subregional groupings on selected issues and at the
same time become a “knowledge centre” for the Asian and Pacific region in areas in
which it has wide experience.  ESCAP’s capacity and resources would have to be
built up to enable it to assist the region in such an endeavour.
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