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Towardsa Multipolar World of International Finance

Ramgopal Agarwala’
(in collaboration with Gauri Modwel)

l. I ntroduction

The basis for the current sysem of internationd finance was lad a Bretton Woods
Conference in 1944 which is often described as one of the most successful conferences of the
twentieth century and a landmark in world economic hisory. Among the key objectives of
Internationd Monetary Fund that emerged from the conference were to provide “ the
mechinery for conaultetion and collaboraion on internationd  monetary  problems’,  “to
promote exchange dability”, and to provide resources “to correct mdadjusments in ther
bdance of payments without resorting to messures dedructive of nationd or internationa
prosperity” (quotes from Articles of Agreement of the IMF).

Over time, however, the sysem has changed dramaticdly. The current sysem is not
based on true internationd consultations and collaboration. It is now led by the US. Mogt of
the internationd trade is denominated in US dollar, most of the internationd resarves are hdd
in US ddllar, and the US can pay for its externd deficits by printing dollars which it does not
expect to have to redeem in the foreseeable future. The US dollar is now the vehicle currency
in inte-bank and forward exchange markets and the main currency of denomination for most
cross-border capitd flows. The USled private financid inditutions intermediate a mgor part
of interndtiond savings and invesments and the USled internationd finendd inditutions
now play a dedsve roe in deermining the macro economic policdes of many developing
countries Thus even more than in politicd and militay spheres the world has become
unipolar in finendd meatters.

In the wake of financid crigs in Lain America, Eagt Asa and Russa in the 1990s
there have been intendve discussons on reform of the international financd architecture. It
is widdy recognized that the indability in exchange raes is now extremdy high and is
Oetrimental to trade and investment. The hot money flows have led to extremdy high
ingability in baance of payments of many countries and over time have been associated with
mgor economic upheavas. Contrary to the provisons in the Articdes of Agreement (noted
above), the IMF programs have somehow too often become associated in the recent past with

“ measures destructive of national prosperity”.*

There ae many proposas a individud and group leves for reform of the
internationd financid system? lllugtrative of the line of reasoning in these proposds is the

" The author is grateful to Dr. Rajiv Kumar of Asian Development Bank, Professor Nidls Christoffer
Thygesen of University of Copenhagen, Dr J.S. Djiwandono, former Governor of Bank of Indonesia
and an unnamed commentator of Reserve Bank of India for their comments and suggestions. The
paper draws upon ADB Working Paper No. 26 dated October 2002 by Ramgopa Agarwaa and
Brahm Prakash

! For areview of the statistical association of IMF programs with poor economic performance see W. Eagterly

( 2001), for anayticad weeknesses of IMF programs see Stiglitz (2002) and for politicd agenda behind some
recent IMF programs see Paul Blustein (2001) A datistical andyss of 30 countries with intensve IMF
programs by the author comes out with the conclusion that in only 10% of these cases were the countries able to
achieve per capita income growth of more than 1% per year and inflation rate of less than 10% per year. See
Annexure 1.

% See Annexure | for apartia list of these proposals.



report of the Emerging Markets Eminent Persons Group (EMEPG). The Group makes thirty-
three recommendations in eght key aess. These recommendations rdae to speed and
sequencing of capitd  account liberdization, choice of appropricte exchange rae regime,
regulation of highly leveraged inditutions setting up of internationd financid codes and
dandards, privale sector paticipation in crids prevention and resolution, reducing socid
cods of financid ingability, reform of internationd financid inditutions (IFlS) and regiond
monetary and financia co-operation.

The authors of these and smilar proposds are generdly frudrated to see that even
though there is a lot of fanfare about these reports, nothing much happens on the ground. The
reports are quietly shelved after having provided an opportunity to give vent to the grievances
againg the current system

It is the contention of this pgper that as in discussons of domestic policy reforms,
these reform proposds have to be seen in the politicd economy context of the benefits
accruing to the leader under the current unipolar intermetiond financid system. The paper
agues that under the present sysem the leader gets tremendous benefits in terms of financid
gan and idedlogicd hegemony and it can not be expected to surrender these gains voluntarily
through a meaningful reform of the internationd financid architecture. Just like any other
sysem, reforms from within are not a feesble option as these assume that the principd
beneficiary of the exiging sysem will voluntarily give up the benefits that accrue to it. The
present Stuation is agang the basc American prindples of equdity and plurdism and dso
agang the long-term interests of the American people. However, the lure of short-term gains
is too powerful to be overcome by persuason. The only vigble dternative to the countries
adversdy dffected by the unipolar financid world is to reduce ther dependence on the
current internationd sysem and develop their own regiond financid architecture. Europe has
mede a good beginning in that direction. Adashould now fdlow suit.

1. TheCurrent Unipolar International Financial Structureis Unjust
and Ungable

In the unipolar world of finance, the US had a soft budget condraint in terms of
externd deficit. The US thus ran huge deficits in current account balance for nearly a decade.
And it was ale to combine these deficits with an gppreciation in red exchange rates because
of huge cepitd inflows which were in pat due to the illuson of high prdfitability of
invesments in the US created to a dgnificant extent by the boom in sock markets and by the
cregtive accounting practiced by corporate America. The sdient features of the internationd
resource postion of the US asit emerged by 2000 are presented below (Tablel):

Ove the period 19932000, the US net debt postion worsened by $2 trillion. At the
end of 2000, the US was the largest debotor nation in the world.

The current account deficits have been rising during the 1990s and were $ 445 bhillion
in 2000, more than the entire income of 1 billion peoplein India.

Unigue in the world, extend ligdlites of monetary authorities and Generd
government in the US in the form of bonds currency and notes amounted to $1755
billion in 2000. The segniorage eaned on these was more than the ad given by the
us.



Under the unipolar financid system, the richet country in the world has been
aoproprigting the seigniorage that is crested by expanding world trade and that should be
shared world-wide and preferably go to the poor. The system is thus clearly unjust.

The unjust system is dso unsudainable. Over the medium and long term, the current
account deficit of the US cannot kegp on growing a the current rate. The US cannot continue
to act as the locomoative of the world economy. Unless an dternative source of demand is
found, the deflationary tendencies in the world economy could become highly pronounced.
The problem will be paticulaly serious for Ada which has been running large trade
aurpluses with the US. Similarly, the overvdued exchange rate of US dallar is incressngly
unsustaingble and the dolla may wel be heading for a hard landing. Unless dternative
arangements are made the ingability in US dallar will have serious adverse effects on Asa

Tablel
Growing International Indebtedness of the US during 1993-2000

(In billion of US dollars)

Heads 1993 2000
Assts 3057.64 7189.80
Liabilities 3235.68 9377.25
Net Int. Investment Position -178.04 -2187.45
Current Account Deficits -82.68 -444.69
Assets :

Direct Investment in abroad 1027.55 2467.76
Portfolio Investment 853.53 2406.50
Other Investment 1011.65 2187.14
Reserve Assets 164.91 127.40

Liabilities :
Direct Investment in US 768.40 2736.87
Portfolio Investment 1335.53 4367.94
Of which :
Bonds & Notes 962.01 2702.36
Monetary Authority 594.55 1222.03
Generd Gowt. 102.66 533.58
Other Investment 1131.75 2272.44
Of which:
Currency and deposits 133.73 251.79
Monetary Authority 133.73 251.79
Genad Gowt. -- --

Source: International Monetary Fund, Balance of Payments
Stetidtics, Year Book, Part 1: Country Tables, 2001 & Part 2:
World and Regiona Tables, 2001-2000

1. Adan Economic Needs can not be Met under the Present Sysem

a  TheGreat Economic Sowdown in East Asa

The problem of finding dternative sources of demand is heightened because a present even
with the current account surplus with the US, Ada has a huge underutilized productive
cgpacity. The problem is particularly severe for East Ada which is in the grip of the greatest
dump in its higory dnce the Grest Depresson. According to the Adan Deveopment
Outlook by ADB (2002), GDP growth in the ASEAN for 2001 was 1.9 percent. The mighty
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economy of Jgpan regidered a fdl of 05 percent in its GDP in 2001 and is expected to
regiger a fdl of 1.1 percent in 2002. The Koreen economy grew by 3 percent in 2001; Tapd,
China dedined by 1.9 percat in 2001. The Chinese economy is the only one tha grew a the
erstwhiletypical East ASan rate of over 7 percent. (see Table 2).

The poor performance of 2001 comes on top of the mediocre performance ever since
the outbresk of the finandd crigs in the region in 1997. In Indonesa, per capita income in
2001 is 10 percent lower than in 1996, in Thaland 6 percent lower, and Stagnant in Jgpan.
For Mdaysa and Philippines, anud growth rates in per cgpita income over the lagt five
years has been less than 05 percent. Only PRC and Korea have been able to regigter
ggnificant growth rates in per cgpita income. For the region as a whole, annud average
growth rate in per capita income over the lagt five years (1997-2001) has been 4.9 percent in
Eas Ada and —0.1 percent in Southeast ASa, the lowest recorded for these regions for any
five year period over the last 50 years.

Table2
GDP Growth Rates and Forecasts for Sdected Countries
(Percent)
Countries 2001 2002
China, Peopl€' s Republic 7.3 7.0
Hong Kong China 0.1 21
Indonesia 33 3.0
Japen -05 -1.1
Republic of Korea 3.0 4.8
Mdayda 04 4.2
Philippines 34 4.0
Singapore -2.0 37
Taipel, China -19 2.8
Thaland 18 25
Southeast Asa 19 34

Source: ADO 2002 for al countries except Japan. World Economic Outlook (April 2002) for Japan.
Note: Numbers for 2001 are actua growth rates while those for 2002 are forecasts

Experience around the world shows that with growth in per capita income bdow 1
percent per year, incidence of povety is likdy to increese Not surprisngly the same is
happening in many parts of the region over the last five years Between 1996 and 2001, the
number of the poor (defined as having income of less than US$2-a-day) has increased in
Indonesia, Philippines, and Thaland. Smilaly, the number of unemployed hes increased
ggnificantly over this peiod in Hong Kong, Ching Jgpan, Korea, Singgpore, and Taipd,
China  In Jgpan and Koreg, the rate of unemployment is highest during the post-war period.
Even in PRC, the problem of unemployment is becoming serious according to officd
gdidics, the number of unemployed in urban aress in China has risen from 553 million in
1996 to 5.75 million in 1999.

As reported in IMF (2002), the growth of potentid output in Japan during the 1990s
has been about 2.6 per cent per year (on a production function approach). The actua output
growth has been only about 1.3 percent per year. This suggests that as of 2001, the economy
is operating about 17 percent bdow capacity which means a loss of potentid output of over
USH700 hillion (at 2000 prices) per year (see Table 3).

Smilar esimates by IMF Saff of potentid output for other countries in ASEAN+3
ae not avalable However, some rough esimaes of potentia output were made based on the
use of ICORs As noted in the Table 3 beow this approach suggests an estimated loss of
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potentid output of over US$E300 hillion (& 2000 prices) per year in deveoping Asa in 2001
Thus the potentid output rose in East ASamay be as high as onetrillion dollarsto yeer.

The loss of paentid output hes been aswociated with low cepacity utilization in
manufacturing and condruction sectors  Capacity  utilization in - menufacturing  sector in
Thaland in 2001 was as low as 53 percent. In Korea, Philippines, and Tape, Ching these
rates were around 75 percent. In Jepan, operating rate indices for indudries declined by about
20 percent between 1990 and 2001. This under-utilizetion of capacity is vividly illusrated by
dowing production in condruction indugsry in Jgpan and in IT indudries in severd East
Adan countries.

Table3
Potential Output Lost in East Asiain 2001
(in billion of Dollars a 2000 Prices)

Countries Potential Output L ost

Jgpan 722
PRC 119
Hong Kong, China 26
Indonesia 32
Republic of Korea 55
Maaysa 18
Philippines 1
Singapore 17
Thailand a4
Tota 1034

Source: Author's estimates
b. Promoting Regional Public Investment Activity: Regional Keynesianism

The mogt promisng source of recovery in the region is promotion of public sector-led
invesment. Domestic pump-priming will have to play the crucid roe in revivd of growth in
the region. And pump-priming efforts are being underteken in severd countries, though
reluctance under IMF mindsat to accept the Keynesan framework even in the conditions of
dump is a mgor hindrance. But in most of the mgor countries in the region, regiond pump-
priming can provide a ussful supplement to the domedtic efforts For example, in Japan,
domestic pump-priming efforts are running into difficulties partly because of the problem of
finding worthwhile public works projects and patly because the public debt has dready
reeched high levels and there is a politica reluctance to dlow public debt to increese much
further. However & a regiond leved there are many vigble infrastructure projects which can
help to increase utilization rate in Japanese manufecturing and condruction sectors. And if a
regiond inditutiond mechanism could be developed to channdise Jgpanee excess savings
into loans for these infradructure projects, regiond pump-priming can procesd  without
increesing public debt in Jgpan. Even if some concessond financing becomes necessary to
maeke Jgpanee bidders for these infragtructure projects to be internationdly competitive, the
public resources reguired would be a fraction of what is reguired in domestic public works
projects Smilar logic would agpply to pumppriming in economies such as Hong Kong,
China, Singgpare; and Tape, China where there is large excess capacity in sectors such as IT
indugry for which there is not enough potentid domedic demend but there is potentid
regiond demand which can be trandormed into effective demand through regiond financing
mechanisms.

In a report published by Economic and Socid Commisson for Asa and the Padfic
(ESCAP) in 1994 entitled Infragtructure Development as Key to Economic Growth and
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Regiond  Economic  Co-operdtion, it was edimaed tha the increment in physica
infrastructure  facilities required between base period of 199092 and the year 2000 for
ESCAP member countries excluding Audrdia, Japan, and New Zedand were gpproximatdy
US$1400 hillion, of which up to USH500 hillion was idetified as avaldble The financd
resource gap was therefore estimated to be US$O00 hillion.

More recent comprehensve edimates are not avalable. But country sudies in many
Adan countries dearly show tha there are public invesment programs in severad countries
whose vidbility over the long term is not questionable but which cannot be implemented
because of shortage of funds and lack of profitability in the short and medium term. Many of
these invesments have pogdtive externdities in teems of environment and socid dability and
some public assgance for such invesments would be eminently judified, paticulaly when
the opportunity costs of supplying these investment goods from countries with excess
cgpecity is low in the current Stuation. Individud country efforts are not enough, ether in the
resource suplus countries (such as Jgpan) or in resource deficit countries in developing Asa
There isamutudity of interest in regiond co-operation.

One group of such investment needs relate to infragtructure invesments for tackling
the growing environmentd problems in Asa For PRC done additiond (to the busness as
usud scenario) invesment needs for environment-friendly development with high payoffs
ae edimaed to be of the order of about 1 percent of GDP (over US$10 hillion per year)
during the next 20 years. Over the long term, PRC will have to implement the programs of
water transfer from the water surplus south to the water deficit north. The programs for such
tranders ae @& an advanced stage of preparation and needs funds for implementation. There
are lage programs of watershed management and reforestation in PRC which reguire huge
condruction activities. The trend toward urbanization is drong in PRC and there are mega
cties emerging in severd pats of the country. Over the long-term there is very little doubt
that these mega cities will require subway systems for urban transportetion. The subways
require huge invetments upfront for which funds ae not currently avalable The
invesments are condruction intendve and can provide a fillip to the moribund congtruction
sector in Jgpan. There are dmilar viable programs for environment-friendly invesments in
sverd othe Eag Adan countries such as Indonesa Myanmar, Philippines, Thaland, and
Viet Nam.

For India done the infradructure investment needs over the next decade ae
edimated to run into nearly US$500 hillion (Nagesh Kumar, 2002). Some of the main
components of thee investment requirements ae  power generdtion and trangmisson
(US$143  hillion), exploration and trangportation of ol and gas (US$100-150 hillion), ood
mining (US$18 hillion), tdecommunications (US$53  hillion), expandon and upgrading  of
roads and highways (US$34 billion), ports (US$7 hillion), maess rgpid transt (MRT) systems
for metros (US$H20 hillion), and improvement in sanitation and water supply (US$6 hillion).

Regiond co-operdion can play a mgor role in improving energy security of East and
South Asa Ove the long-term countries in this region would need to develop dterndive
land routes for trangportation of ol and ges from Centrd and Wesern Asa to the
consumption centers in PRC, India, Japan, and Korea Centrd Ada has vast potentid of oil
and gas but a present lacks the means to transport them to Eastern consumption centers.
Among the projects identified for facilitating such trangportetion are the following:

Expanding ral trangport of oil between Kazakhgan and Xinjiang, PRC as an interim
solution to meeting the needs of both Kazakhgtan and the PRC;
Condruction of ail pipdine between western Kazakhstan and Xinjiang, PRC;



Building dectric trangmisson infrastructure between the Kyrgyz Republic and southern
Xinjiang, PRC;

Completing and renovaing the ges pipdine from Turkmenisgan and Uzbekigan through
the Kyrgyz Republic to Almaty, and eventudly extending this pipdine to Urumgj.

These and such other projects are viable and essentid for long-term energy security of
Asa But ther implementation is hed up due to the huge amount of resources required
upfront. They <hould be priority candidates for funding under a drategy of regiond
Keynesaniam.

Then there are Pan Adsan infrastructure projects. For many decades there have been
intendve discussons in Ada on saverd mgor infrastructure projects which connect different
Adan countries and Europe. Two among them are the Pan Adan Highway and the Pan Asan
Ralway. Under the auspices of the UN system, detailed technica work has been done on
vaious components of thee projects ADB has been active in developing infrastructure
projects for Grest Mekong Subregion. Due to shortage of finance, the progress on these
projects has been inadequate. Project for Pan Asan informetion highway may dso be given a
boos a this time. The funding requirements for these projects run in tens of hillions of
dollars and ther long-term viability is not questionable. In the context of excess cgpacity in
condruction industry in Japan, Korea, and dsewhere, may be now is the ided opportunity to
launch amgjor project for completion of these Pan A dan projects.

Ancther area of invesment where the long-term viability is not quesiongble is IT
invesments in Asa Despite some progress, the reach of IT fadilities in many Adan countries
is quite limited. A publidy supported invesment program in IT facilities in these countries
could give a fillip to the IT indudtries in the region in particular in Japan; Koreayz Mdaysa
the Philippines, and Taipa, China

c. Mobilizng Regional Savingsfor Regional | nvestments

The region has adequate savings and productive capacity to make these invesments a redity
without depending on extraregiond resources. The important indght of Keynesan
economics tha in the conditions of underemployment equilibrium, invesment crestes its own
savings is paticulaly reevant for the region today. With increased utilization of capacity of
Jgpan and other mgor economies in the region through pump-priming investment, incomes
will increase and 0 will savings The fear of excess demand due to increased investment is
misplaced in the region at present.

However, even & the current levels of economic activity, the region has more savings
then it is utilizing. During the lagt five years annud average of current account surplus
(excess of regiond savings over regiond investments) has been US$174 billion per year. At
end-2000, the region has foregn exchange reserves of USHL trillion, much in excess of its
needs for transactions purpose and much above the reserve ratios maintained by other mgor
regions such as Europe or North America. These excess reserves represent a clear case of
misdlocation of resources. Severd countries in the region have a large pat of ther savings
deposited in nortregiona centers where the rate of return is severd percentage points below
what the regiond borrowers have to pay to the lenders from outdde the region. If an
inditutiond mechanism can be deveoped to utilize a greater proportion of the regiond
savings for regionad investment needs, the savings to the region can be in tens of bilions of
dollars per year.

The devdopment of vidble domesic and regiond bond markets is one important
proposed means of putting the savings of the region to productive uses. Efforts should be
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mede to deveop bond markets denominated in locd currency where the foreign investors
will asorb the exchange risk in return for higher fee but in locd currency. A great ded of
work has yet to be done for hamonization of cross-border liging, trading, deaing and
sdtlements, securities borrowing and lending, repo markets, etc. More efforts are needed for
creging regiond bond market infrastructures in Tokyo and other financid centers in the
region. One of the key projects in the development of such infrastructures should focus on the
cregtion of a dngle centrd securities depostory (CSD) to perform the safekeeping, clearance,
and stlement functions for dl securities available in the region. Another type of inditution
that can fadlitate effective intermediation is rating agencies. The region is rather fragmented
geogrgphicaly and many of the economies do not have criticd mess of large busness
enterprises  to judify a domedtic rating agency capable of edablishing the necessary
professond reputation for objective andyss and in depth underdanding of the politicd,
economic, and socid deveopment of the region. There may be a case for pooling resources
of the region together to create an economicaly viable rating agency in the region.

d. Risks on Exchange Rate Regimes

The risks of hard landing of the US dollar are particularly greet for Ada, because depite its
eminence in many other arees of economic policy, Asa haes been far from following optima
exchange rate policies particularly during the last two decades. Under the IMF gpproach of
fredy floaing exchange raes in Ada have gone through large gyrations which dearly were
not favorable to the development of the countries. During this period, the two key currencies
for the region for its trade, invesment, and finance, the US dollar and the Yen, have gone
through great fluctuations. Adjusted for prices (consumer price index with 1995 as base) the
dollar was worth 161 yen in 1980. Through some ups and down, it depreciated sharply until it
was only 94 yen in 1995 and dnce then it gopreciated to 120 yen in year 2000. Over this
period there were year-to-year variaions of over 15 percent and four-year variation of over
40 percent. The protection/subsdization that such changes in exchange rates can provide may
be lager than libadizaion of trade provided by reductions in average rates of tariffs. The
risks to trade and finance that such fluctuations introduce are clealy more than what most
enterprises can handle comfortably. In principle, these fluctuations can be handled by forward
contracts on currencies. But such options are not widdy avallable to al enterprises and in any
cae the forward market mugt charge a high premium for assuming these risks inherent in
sharp fluctuations.

For individud countries in the region, there were mgor ups and downs in ther
effective exchange raes. The fluctuations in individuad currencies in the region with respect
to the trading patners can perhaps be illusraied by referring to the experience of one
country, sy, the Philippines The Philippines exchange rates have maintaned a reatively
deble link with the US dallar. In red terms (adjusted by consumer price indices), the
Philippine Peso dedined deadily from US$0.045 in 1980 to USH0.028 by 2000, with sharp
depreciation of up to 20 percent as in 1983 and in 1998. However fluctuations with the Yen
were far greater with up to 45 percent depreciation in one year (1986) and up to 25 percent
gopreciation in another (1996). With respect to its regiond trading patners too the
Philippines has gone through some sharp fluctuations. Over the last twenty years the Peso
has undergone mild gppreciation with respect to Madaysan Ringgit and sharp appreciaion
(which hurts Philippines regiond exports) with relation to Indonesa and PRC. With respect
to Korean Won, Singgpore dollar and Thailand Baht, the Peso has been rdativdy dable over
the twenty year period though there were some year-to-year fluctuations. With regard to
exchange rates of other countries the sharp deterioration in exchange rates in Indonesa in
1997-98 from 2909 on average for 1997 to 10014 for 1998 was a dak example of
mismanegement of exchange rae in conditions of turbulence. It was a crud blow to the
economy, omething that Maaysa was ddle to prevent, even though it would have suffered
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the same fate if its leaders did not have the courage to withstand the pressures from abroad.
The socid, politicd, and economic difficulties in Indonesa tha folloved wee not
unconnected with the falure of the authorities to follow a more gopropriagte exchange rate

palicy.

In the post-criss period, there has been a move toward more flexible exchange rates
in the region. However, as the empiricd work done by Mashahiro Kwa [2001) shows the
“observed” exchange rate arangements in East Ada indicate that the dollar’s role as the
dominant anchor has become prominent once again since late 1998. He dso notes that for
emaging Eag Aga the United Sates is no longer the most dominant economic partner and
the relative importance of Jgpan is as large as and in some cases larger than tha of the United
Sates. Given the continued volatlity of ye/dollar exchange rates, this results in excessve
fluctuations in effective exchange rates of these countries. As Mr. Kwa mentions, “Free
floting rates ae ingppropricte for devedoping countries induding those in East Ada
because raes tend to be vey volaile and can essly move beyond what the economic
fundamentds dictate, exerting harmful impact on trade, investment, and growth.”

While it may be desrable for the region to move away from anchor to the US dallar,
it is not easy for any paticular country to move unilaerdly away from the current US-dollar
based exchange rate arrangement to a new arangement in which the weght of the dollar is
gmaller and that of other currencies larger. This may result in misdignment of the country’s
exchange rate in reaion to the other countries in the region which may be competing in the
same extend maket. This demondrates the potentid importance of coordinated action on
the part of the countries in the region.

In view of the regiond consensus of improving the exchange rate regime for the
region, serious discussons are ongoing as to the appropriate regime for the region. At one
extreme is the idea of a currency union within a common currency. As pat of the initiatives
under the Hanoi Plan of Action goproved by the ASEAN leaders in December 1998, a Tak
Force was st up to asess the feaghility, preconditions, merits of coordinaied action on
exchange rates, and the form an ASEAN currency and exchange rate mechanism may take.
The Task Force, consging of reserve bank officids from the ASEAN countries and chaired
by Bank Negara Maaysa was edablished in August 2000, and the firs meeting of the Task
Force was hdd on August 8, 2001.

A soond line is that suggested by Munddl (Seminar & ADB, 2001), namdy credion
of a padld currency, which involves less of a politicd commitment. The idea of a padld
currency is that dl or most of the East Asan countries could use it. Countries could retan
ther own currency but link it to the padld currency in some fashion, and the padld
currency could be the trading currency for the Asian countries.

e. Casefor Capital Controls and Regional Financial Security Mechanisms

In the early 1990s there was rgpid movement toward liberdization in cgpitd accounts in
Ada in paticular in Indonesa, Korea, Mdaysa, Philippines, and Thaland. In retrogpect it is
widdy agreed that this liberdization was premature The financd inditutions in these
countries were not mature enough and the prudentid practices not advanced enough to handle
thee liberdizations. Coinciding with this liberdization on capitd account in these countries
there was a rgpid growth of hedge funds in the developed countries, which could move huge
funds to take advantage of interest rate spreads across the globe. The Sze of these funds were
20 lage in reaion to cgpitd markets of many countries in Ada that they could swep the
operations of foreign exchange markets in these countries. The volaility of these funds was
too great in relation to the endurance capacity of most of the Asian economies.
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Net private capitd flows into five countries (Indonesa, Korea, Mdaysa the
Philippines, and Thailand) tripled between 1993 and 1996 (from US$ 225 hillion to US$
674 hillion). Then in 1997 the flow suddenly reversed and US$ 156 hillion flowed out of
these economies, with an additional US$28.2 billion outflowsin 1998.

Thee cepitd flows comprised primarily of short-term currency loans which led to
the double mismatch of maturity and currency as banks were lending long-teem and in locd
currency for nontradables (primarily red edtate). This in turn led to the twin crises in
currency (resllting in - devdudion) and in banking (resulting in banks becoming
overburdened with nonperforming loans with many eventudly failing).

The importance atached to capitd movements in development policies in recent years
is a curious phenomenon, particularly for the countries in East ASa Mogt of these countries
over the last ten years have had saving of more than 30 percent of GDP, which can be
expected to yidd GDP growth rates of 7 percent per year or more in East Adan conditions. In
this context it is not obvious why the portfolio and loans from abroad should be so important
pats of the country’s development policy. One can underdand the interest of internationa
financiers and hedge funds managers to have the open cepitd account to benefit from
varigions in interest rates. But it is not clear why these Adan countries need these funds on
any donificant scde In fact the mogt curious thing was thet the large private capitd inflows
because of ther volatile character adso became an agument for keeping large foreign
exchange resarves where the rate of return was much lower than what the country had to pay
to the foreign invetors in portfolio and bank loans.

Wha applies to bank loans applies even more forcefully to portfolio invesmerts. The
activities of what has been cdled “Electronic Herd” ae not moved by condderations of
margind productivity of ceapitd in different countries but largey by speculative ingincts The
large funds moved by this Hed has been found to be highly destabilizing for devdoping
countries and it is not cdear why ASEAN+3 countries with high savings raie need these
destabilizing resource flows. Prime Miniger Mahathir's characterization of these flows as
“unproductive, unnecessary and immord” may have alarge grain of truth in it.

More generdly, in the development literature there is now a growing acceptance of
the need for caution on opening up of capitd accounts. For most deveoping countries, the
issue now is not whether but how to manage capitd flows. The Chileen modd of taxing
dot-teem flows and Mdaysan practice of temporary restraints on capitd outflows in the
face of crigs as wdl as a more generdized Tobin tax on capitd movements are becoming
more acceptable features of capitad account management in dl countries, both developed and
developing. There is a growing consensus in Eag Ada on more active management of capitd
flows, paticulaly the shortterm cgpitd and portfolio investments Policy harmonization on
how to manage capitd flows is an important potentid area for regiond co-operation. And
such cgpitd controls are unlikdy to find support from the IMF because they reduce the
profits earned by financid inditutions of the US dedling in internationd currencies.

With some controls on hot money flows the task of managing exchange raes to
maintain some dability in red effective exchange raes would be somewhat easier. However,
as the recent experience with commodity prices and trade in IT sector has shown, developing
countries in the region have to be prepared for externd shocks in trade account. Similarly
even with some controls on hot money flows sudden fluctuations in capitd movements
canot be ruled out. As argued by Kwa, “Intraregiond exchange rate dability cannot be
maintained and regiond contagion cannot be prevented without cooperative action in the
aess of internationd liquidity support to reduce the likdihood of or respond to, a currency
crigs” [Kwal (2001), p.15]
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f. Inadequacies of the Monetary Co-operation in Asa

Unfortunately, Asian co-operation efforts to dae have been not been efective in providing
financid security to the countries subjected to financid shocks. Inter-ASEAN  network  of
currency swaps and repurchase agreements set up in 1977 was to provide immediate short-
teem swgp fadlities to members with temporary internationd liquidity problems. Initidly set
a USH 100 million for 5 members with a maximum of USH0 million recaivable per
member, it wes rased to US$200 million for USH80 million per member in 1978. EMEAP
(Executives Medting of East Ada and Pecific Centrd Banks) was st up in 1991 with 11
members (Southeest Asan and Audrdasan members) and its objectives include enhanced
regiond  survellance, exchange of views and informaion, and finendd market
devdopments. In 1994, a group was st up for four mgor Adan financid centers (Audrdia
Hong Kong, Ching Jgpan; and Singapore) which was to review issues rdaed to the dability
of the region's financid and foreign exchange markets. Also set up in 1994 was APEC
Finance Minigers Group which provided a forum to exchange views and information among
members on regiond finanda devdopments and to pursue cooperative programs to promote
financid sector development and liberdization. In addition there have been longdanding fora
in the region for training in central banking and discusson of centrd banking issues.

These arangements however proved totaly inedequate to help the affected countries
during the Adan ciss of 1997. The money avalable (US$200million) waes of course
woefully inadequate and reportedly was never used. Immediately after the criss, Jgpan came
forward with a plan for an Asan Monetary Fund (AMF) s0 as to assg in bringing sability to
Adan currencies and financid markets. It planned to raise US$50-60 hillion in contributions
from participating countries and another US$50 hillion from the Jgpanese Government. It
was to be independent of the IMF and function as a subditute for IMF activities such as
regiond survelllance. The origind membership was to be PRC; Hong Kong, Ching Jgpan;
Koreg; and Tape, China With lukewarm support from PRC and vehement oppostion from
the US and IMF, the plan was scrapped a few months laer. It was argued that the AMF
would enhance the morad hazard problem, creste a double sandard (IMF and AMF), and
chalenge the IMF leadership.

In place of the AMF came Manila Framework Group (MFG) in November 1997. This
framework was totaly subsdiary to the IMF and has been largely defunct in practice. At the
ASEAN Finance Miniges Meding (AFMM) in October 1998 in Washington DC, the
ASEAN Survelllance Process (ASP) was officidly established based on the principles of peer
review for al member dates But this too was to be Technicad assistance and capacity
building for this process were to come primarily from the Asan Development Bank.

In October 1998 came the New Miyazawa Initiative (NMI). This arangement was
implemented by Jgpan as a hilaterd support mechanism focused on assiting Asan countries
dfected by the currency criss in overcoming their economic difficulties and contributing to
the dability of internationd financid markets. The support package condsts of US$H30
billion, of which US$HL5 hillion is avaldle for Adan countries medium to long-term
financid needs for economic recovery provided ether as Officid Development Assistance
(ODA) or untied loans. The other US$15 hillion is for countries short-term capitd needs
during the process of implementing economic reforms. Commitments under this initigtive as
of February 2000 totded US$H21 hillion of which US$135 hillion were for medium and long-
term support. These are not grants but loans, the objective of which is to support corporate
debt redructuring, drengthen the socid safety net, simulae the economy, and fecilitate trade
finance and assgance to smdl and medium szed enterprises There are two short-term swap
arangements (US$25 hillion with Mdaysa and US$5 hillion with Koreg). These are not tied
to the IMF and are annually renewable.
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In the “second dage’ of the NMI, Jepan pledged its readiness to asist in mobilization
of up to 2 trillion Yen of domedic and foregn private sector funds for Ada through
asddance for fund radng in internationd financid and capitd markets (via JBIC and ADB
credit guarantees and interest subgdies) and through assstance for invesment in Adan
private sector enterprises via equity funds. Through this initistive Jgpan hopes to utilize its
abundant savings and promote active use of the Tokyo market.

Probably the most concrete and currently active regiond financid arangement to
come out of the Asan criss was the Chiang Ma Initiaive (CMI). The CMI was established
by the ASEAN +3 (PRC, Jgpan, and Koreg) Finance Minigers a Chiang Ma in Thaland in
May 2000 at the time of the Annua Meeting of the ADB. The CMI has two parts

i) ASEAN Swap Arrangement (ASA). This is the swgp arangement originated by
ASEAN in 1997 in an amount of US$200 million. In November 2000 it was
enlarged to USS$L hillion and expanded to indude dl ASEAN members

i) Bilaterd Swap Arrangements (BSA) and Repurchase Agreement. The purpose of
BSA is to provide short-term financid assistance in the form of swaps to a country
in nead of bdance of payments support or short-term liquidity support. Up to 10
percent of the maximum amount of drawing can be provided for a shortterm
period without linkage to the IMF. The interest rate was not disclosed but a rate
15 percentage points higher than LIBOR has been mentioned by some The
purpose of Repurchase Agreement is to provide temporary foregn exchange
liquidity to a country which is in need of foreign exchange liquidity support via
the sde and buyback of appropriate securities.

Some e Chiang Ma Initiative (CMI) as a naurd progresson leading to the renewd
of the old idea of Adan Monetary Fund. However for this progresson to teke place some
fundamenta rethinking is necessary about the link of Asian program to IMF. Under present
conditions, only about 10% of the resources avalable under CMI can be used without IMF
programs.  Thus with dl the initiatives noted above, the totd amount of financd support thet
can be provided to Adan countries that do not want to take IMF medicine is only about $2
billion --so amdl as to be inconsequentid. On the basis of poor performance of the countries
under IMF programs (see Annexure 1), we argue that so long as the regiond cooperdtion is
linked to IMF, it has under current conditions no chance of success in reviving growth
momentum in the region.

V. An Outlineof Preferred Program of Monetary Co-operation in Asa

Faced with the progpect of dowdown in US economy and hard landing of US ddllar, with the
background of a large underutilized productive capecity and ungdable exchange raes, Asa
needs to prepare for an dterndive regiond financid infrastructure. In what follows we make
two proposas for that purpose (a) an exchange rae regime which achieves reaive gability
in red effective exchange raes and (b) a regiond inditution that can create regiond pardld
currency to hep fulfilling the needs of bdance of payments shocks and development of the
region.

a Exchange Rate Regime

The discussons of regiond coopedion for exchange rate policy usudly focus on
nomind exchange rates. Such coopeaion requires co-operdion for redive price
movements and thus on monetary policy. Tha naturdly bears on sovereignty of moneary
management which is difficult to surrender for countries in Asa with widdy different levels
of devdopmet. This then usudly leads to pessmigic condusons about the paliticd
feaghility of monetary co-operationin Asa
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It could however be agued that cooperation for reative dability in red effective
exchange rate policy is both more relevant and more realigtic. It is more relevant because
what metters for trade and investment flows are red rates more than nomind rates. It is more
redigic because such co-operation does not require coordination of monetary policies in the
region. Each country can pursue its own monetary policy but will try to adjust its nomind
exchange rate 0 as to maintain relative gability in red effective exchange rates. The dability
program has to be agreed in broad terms with variation within a band and over a time period,
thus avoiding the risk of speculation on the currency. Moreover, the red rates would not be
rigid, but adjused in response to extend andlor internd shocks which may cause a
fundamentd disequilibriumintherate.

One example of such a policy of red effective exchange rate dability is provided by
India during the 1990s As noted in Table 4, during this period the red effective exchange
rate has been kept reatively sable in India The exact mechanics of this policy needs to be
sudied and the feeshility of its replication needs to be explored. But broadly spesking, such
a policy requires a policy of managed floas in exchange raes to prevent disorderly
movements in exchange rates and some redrictions on free flow of short-term  speculdive
cgpitd. In addition, it will be hdpful to have a regiond bdance of payments (BOP) safety
mechaniam to handle BOP shocks All these conditions seem to be feesble for most countries
in Asaa the present stage of development.

The rdaive gability in REER in India has been obtained despite its not following any
targeting framework. Reserve Bank of India intervenes manly to prevent disorderly
movements in exchange rates. This task is fecilitated by Indids rddive low rates of inflation
and limitations of capitd account movements. However, this has not required any drict limits
on fiscd deficits of the country.

Indias peformance on dability of REER is in sharp contrast with the fluctuations in
REER in many other Adan economies. If Indids experience is any guide, rddive dability in
REER can be obtaned without tight program of cooperation on macrgeconomic baances as
is atempted in Europe. A broad argument on avoiding mgor divergences on inflation and
willingness to intervene to prevent disorderly movements in exchange rates can give reative
gability in REER.

Table4
Real Effective Exchange Rate (REER) Movementsin India during 1993-2000
Period REER with 5-country bilateral trade
weights
(Base: 1993-94=100)

1993-94 100.00
1994-95 105.81
1995-96 102.29
1996-97 103.43
1997-98 105.84
1998-99 97.79
1999-2000 96.74
2001-02 100.76

Sources. Reserve Bank of India Annua Report, 2000-01.

In Asa the inflation rates are not as divergent as they were in Europe in the seventies
when Europeans tried a dmilar sysem of rdaive dability in REER and thus Ada is better
placed in that respect than was Europe. Of course it will be necessay to have some broad
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underganding among the Asan countries regarding macrepolicies so that sharp divergences
in inflaion do not emerge. But it will not be necessary to have tight rules on macro-balances
as done under Maadtricht Agreement among European countries  which are nether feasble in
Asatoday nor desrable for flexible macre management.

b. A RexrveBank of Asa

For making regiond mongary co-operdion effective, it seems necessay to initiste
inditutional reforms which will be bolder then what has been attempted so far. We suggest
edablishment of a regiond resarve facility, which we cdl Resarve Bank of Asa (RBA).
RBA will have a leest US$100 hillion of capitd contributed by the member governments, of
which perhgps only 10 percent need to be paid up. It will accept depodts from reserve banks
of member countries and lend funds to the governments as needed to help the region achieve
dability of red effective rates and help the countries in need of short-and mediumterm BOP
assgance. Minimum deposit levds and maximum borrowing levels in severd tranches will
be decided according to the economic weights of the member countries. It would deveop its
owvn form of policy didogue and conditiondity (preferably through higher intered charges
for higher levels of borrowing) based on the regiond redities RBA will pay interes on the
deposits close to rates of return currently obtained by Asian centrd banks on their deposts
and will lend a rates with a reasonable margin (say 2 percentage points). It will issue an
Adan Currency Unit (ACU) which will be a composte of currencies of member countries
with weghts in line with the respective vdue of trade. The ACU will be fredy convertible
into internationd currencies. The initid vaue of ACU could be made equd to 1 US$. Over
time the vdue of ACU will be mantaned in red tems by adjuding the units of each
currency by the index of inflation in the country of the currency. This festure of vaue
maintenance should meke ACU an atractive reserve asset much as gold was in the padt.
ACUs should be increesingly used as the unit of account, as unit for invoicing and as reserve
currency by countries in the region.

Over time as ACUs become widdy used as resarve currency in the region, RBA will
be able to issue ACUs in multiple of its primary reserves and earn seigniorage which could be
in tens of billions of dollars These funds could be dlocated to devdopment agencies in the
region & concessond rates to hep build up the regional public goods and hdp deveopment
of the region in generd. With concessond funds coming from within Asa, the tax payers of
non-Asan countries would be relieved of the burden of financing devdopment of the less
developed countries in Ada on concessond bass and could devote these resources for
rasng the wdfae leves of the poor within their economies or in poor African countries
where the needs are clearly more acute.

The operations of RBA will be ddinked from IMF conditiondity, as has been the case
with EU monegary ingitutions >The proposed RBA does not require any finandid or
intllectud assgtance from IMF or the nonregionds In this Stuation, there is no bads for
wating for the gpprovd from IMF or non-regionds for sating up the regiond mechaniam in
paticular since the record of developing countries under IMF programs in terms of growth
and gtabilization has been o disastirous.

% The arrangements proposed here have severd points of smilaity but dso important differences with
EMUEMSEU arangements. Among the dmilarities are voluntary agreement for unilateral actions by the
participating countries, multilateral  framework for advice monitoring and financid asidance, greder
liberdization of capita flows within the region than between the region and outsde and a concept of an
adjugable band for exchange rate. Among the differences are focus on a band of red effective exchange rates
rather than nomind rates (which avoids the need for convergence on inflation and macro-policies), multilateral
financia assstance on alarge scale, and aparald currency with ability in real terms from the beginning.
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Table 5 presents some illudrative numbers on baance sheet of RBA for five years
2004-2008. It is assumed that Asan countries which have been running current account
aurplus of well over $100 hillion in recent years will deposit $100 billion each year in RBA.*
Combined with the pad up cepitd of $10 hillion, this will ensble RBA to depost $110
billion in the initid year in internationd currencies. This amount will increese over time as
the depodits from member country reserve banks increase. It is assumed that backed by these
resarves, RBA can issue ACUs as a multiple of its resarves. In the illudrative table the
reserve raio is assumed to be 33 percent thus enabling the RBA issue ACUs three times the
international deposits. It is assumed that RBA will issue 200 billion ACUs every year during
2004-2008.

The profit and loss Studtion of RBA is presented in Table 6. It is assumed that the
income on its internationd depodits is 25 percent per annum. It pays 3 percent per aanum on
the deposits of ACUs which are assumed to be 80 percent of the ACUs issued, with the rest
kept by member country banks for transaction purposes. The rate of interest charged on basic
credits (equa to basc depodts) is assumed to be 3 percent par aanum and on other credits 5
pecent per anum. The sysem yidds subgantid profits due to segniorage currently
goproprigted by the US and these are dlocated to ad in the region.

* Thus there s no recall of the US debt isinvolved; only adowdown in the rate of growth of that debt.
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Tableb

An Illustrative Balance Sheet of Reserve Bank of Asia

(In billions of Asian Currency Units)

2004 2005 2006 2007 2008
Assets
Depodits in internationdly convertible 110 210 310 410 510
currancies
200 400 600 800 1000
Use of RBA credits
Contingent assets (300) (600) (900) (1200) (1500)
(usable ACUs, assumed to be 3 times
the internationd deposits)
100 200 300 400 500
Unussd ACUs
3 9 18 30 45
Concessiond loans to development
banks 0.53 1.08 183 2.78 3.93
Other assets 2088.9
41553 826.08 | 1241.83 | 1662.78 3
Total
Liabilities
Capital (100) (100 (100) (100)
(agreed) (100)
Paid-up 10 10 10 10
10
Deposits from reserve banks of member 100 200 300 400
countries 500
160 320 480 640
Deposits from holders of ACUs (assumed 800
to be 80% of the ACUs issued)
40 80 120 160
Contingent liabilitiesin the form of ACUs 200
held outside the RBA
100 200 300 400
Contingent liabilitiesin the form of unused 500
but usable ACUs
353 9.08 18.83 30.78
Unpaid profits 46.93
41353 820.08 1232.83 1650.78
Total 2073.93
Source: Author's estimates
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Table6
An lllugtrative Profit and Loss Account of RBA during 2004-2008

(In billions of Asian Currency Units)

2004 | 2005 | 2006 | 2007 2008
Credits issued by RBA 200 200 200 200 200
Of which:

Outstanding credits againgt basic deposits 100 200 300 400 500
Other credits 100 200 300 400 500
Income on basic credts at 3% p.a 3 6 9 12 15
Income on other credits at 5% p.a 5 10 15 20 25
Income from international deposits at 2.5% 275 525 7.75 10.25 12.75
pa
Total income 10.75 21.25 31L.75 42.25 52.75
Payments
On international deposits at 2.5% p.a 25 50 75 10.0 125
On ACU deposits a 3% p.a 4.8 9.6 144 19.2 24.0
Totd payments 7.3 14.6 219 29.2 36.5
Other expenses 0.1 0.1 0.1 0.1 0.1
Total expenses 7.4 14.7 22.0 29.3 36.6
Surplus 353 6.55 9.75 12.95 16.15
Allocated to ad 3 6 9 12 15
Allocated to reserves 0.53 0.55 0.75 0.95 115

Source; Author's estimates

In addition to finandng regiond public goods as discussed above, RBA can hdp the
countries in the region to refinance high cost loans which ae aso laden with counter
productive conditiondity.  An illudration of refinancing needs is provided by the cae of
Indonesa Under the aegis of IMF programs per cgpita income in Indonesa has dedlined by
about 8 percent between 1996 and 2001 and on the bass of past record of IMF programs as
noted above, there is very little likdihood of Indonesa resuming hedthy growth under IMF
programs. RBA can replace IMF financing and IMF programs. RBA policy didogue may
emphasize the importance of increesing investment (incduding public  investment) and
resuming rgpid growth and recognition of acoeptance of some amount of inflation to work out
the debt burden. For handling the externd debt problem it will emphasze tough negotiaions
with creditors and dso hep in the process of recovering a least pat of the stock of illegd
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cgpitd flows from Indonesa, which are edimaed by the Indonesan authorities to be over
$200 hbillion. Indonesds externd debt burden is over $100 billion but a debt work out with
the prospect of immediate payment may reduce the burden subgtantidly. A RBA credit line
of sy 50 hillion ACU over a two to three year period may hep Indonesa get out of its
present debt and IMF condiitionality trap and revive invesment and income growth.®

V. Concluding Remarks

The paper argues that the current unipolar world of finance is unjust and inefficient for Asia
while it brings tremendous short-term financid and ideologicd gains to the leader, namdy
the US. In this dtudion, the idess of reform of internationd financia system to take care of
ther adverse effects on Asa (based though they are on the American principles of justice and
plurdism) are politicaly unredigtic in the near-tem.® The only dternative for Ada is st up a
regiond financid infragtructure geared to heping the regiond economies much as Europe
has done. The dtudion in some ways is sSmila to the pditicad sruggle of  Independence
pionegred in Ada in the lagt century which, over time, turned out to be beneficdd to both the
colonizas and colonized.” The region has a strong mord case as well as financid and
technicd resources to accomplish the task of bringing plurdism to the world of finance
Hopefully, the generd public and the politicd leaders will see the task in its broader
dimensions and muster courage to take the necessary action.

Despite the strong case for a multipolar world of finarce and the precedent of EU, the
road to enhanced regiond cooperdtion in Asa is not likdy to be easy. The levd of trust
among the mgor players—PRC, India, Jgpan, Korea, ASEAN—has not dways been high.
The fears of domination by one country or ancther ae commonly expressed. In factud terms
the tendons in Europe among the mgor players in the early 1950s were perhgps no less than
they are in Adsa today and the gains from better utilization of resources in Asa for dl Adan
countries are no less than what was the case in Europe. But it is an open question whether the
political leadership in the region will be ale to overcome the emotiond impediments to
cooperation and forge a consensus in favor of accderdting the pace of cooperdion in the
region.

The biggest problem in regiond cooperaion arises when the cooperation framework
impinges on sovereignty of netions The proposds made in this pgper, though ambitious, are
vay light in tems of infringement of naiond sovereignty. Coordination on exchange rate
becomes difficult when dability of nomind exchange raes requires harmonization of

° The principle of usng RBA as an intermediary to refinance the loans of Asansto non-regionals by using the

resarves held by Asians abroad may be extended to countries such as Saudi Arabiawhich are increasingly

interested in diversifying their reserve holdings.

6 Despite volumes written on an expanded role of SDRs, the US with only about 16% of voting power in the
IMF has prevented an SDR-based system because that will reduce the seigniorage it earns in the current dollar
based system.

"It is worth noting that the rate of growth of GDP was much higher in the post-colonial period than before for
both the colonizers and the colonized. See Angus Maddison (2001) p. 185 for the U.K., p. 203 for India

GDP Per Capita (1990 International $)

1820 1870 1913 1950 1998
U.K.
GDP Per Capita 1707 3191 4921 6907 18714
Annud Growth rate 11 2.1
Period (1820-1950)  (1950-1999
India
GDP Per Capita 533 533 673 619 1746
Annud Growth rate 0.12 22
Period (1820-1950) (1950-1998)
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domesic monetary policies However, if the am is to manage dability in red effective
exchange rate terms, it does not infringe on independence of moneary policies. Different
countries can have independent monetary policies, so long as the resultant differentids in
inflation rates are dlowed for changes in nomind exchange rates. Edablishment of RBA will
essentidly be just a repest of what was done a Bretton Woods a the globd leve without any
sacrifice of national sovereignty. Thus the extra regiond efforts cdled for in this paper are for
concerted actions for regiond sdf-hdp without sacrifice of nationd sovereignty, and to that
extent they should be esser to implement. The gains to developing countries in Ada from
regiond cooperation dong the lines mentioned dove ae easy to identify. If regiond
Keynesanism heps to finance nationd infrasructure and IT projects with long-teem viability
in developing countries, the gains would be obvious And in order to ensure an equitable
didgribution of these bendfits, an dlocaion mechanism can be devised amilar to what is done
for dlocation of externd assdance by internationd financid inditutions now. To the extent
regiondism Keynesanism finances PatAdan projects, it should have postive effects on dl
Adan countries.

If Adan economic cooperaion is to be drengthened, Japan, the largest economy of
the region, must play a lead role. In the past, serious efforts for regiond cooperation were not
forthcoming from Japan because it was not clear what Jgpan was to gain from such efforts.
Regiond cooperation was largdy pat of Jgpan's efforts in promoting investment, trade, and
finendd flows to the rest of Ada and these could be done in the framework of Jgpan's own
ad and invesment programs without any regiond effort. If the andyds presented in this
paper is vdid, Jgpan may have a lot to gain from the regionad cooperation proposed here The
volaility in the yen's exchange rae has been a mgor source of indability in the Jgpanese
economy, and the proposed RBA with its hdp in maintaining dable red effective exchange
rates for its members may be of enormous hep to the economy. More important is the
possibility of better utilization of Jgpan's productive capecity through regiond Keynesaniam:
Jgpan can gan severd percentage points of its GDP and hep the revivd of its congtruction
and mechinery sectors, which are of vitd importance to the country, both politicaly and
economicaly.

More difficult is the task of demondrating how the proposed changes will bendfit the
rex of the world, paticularly the sngle most important economic partner of Ada the US. In
subgantive terms there is very little doubt thet the rise of Ada from its present dump will
provide a hdpful engine of growth to the world economy and contribute to pesce and
prosperity in the world. Also if a more deveoped Asa can look after its financiad needs and
rdlieve taxpayers of non-Asan countries of the burden of devdopment ad, it should be
welcome news to the common man and to the finance minidries of these countries. The man
losers will be globd finencid intermediaries that appropriate the saigniorage accruing from
the current internationad financid infradructure. There ae some powerful voices in the
internation  community (such as the Mdtzer Commisson) cdling for such decentrdization
of ad inditutions. But much work is needed to convince the internaiond community that
they should not undermine Adan efforts for economic and financid cooperation as they have
been doing recently, and insdead support them as they did for European cooperaion. The
proposed RBA will lead to some loss of seigniorage accruing to the US a present. However,
that should be seen as a move toward more equitable digtribution of seigniorage in the world
economy. The proposed changes would dso mean some condraints on the profligacy of the
present generdtion in the US, which is building up enormous externd debts (over US$2.7
trillion). Any checks to this profligacy should be seen as reducing the economic and financid
vulnerability of the future generations of the country.
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Will the arguments for farer globdization preval over the power of vested interests?
Only time will tel. In the meantime, we draw some comfort from the words of John Maynard
Keynes (Keynes 1936), on whose idess the present proposals are based®

“Is the fulfillment of these ideas a visionary hope? Have they insufficient roots in the
motives which govern the evolution of political society? Are the interests which they will
thwart stronger and more obvious than those which they will serve? | do not attempt an
answer in this place. It would need a volume of a different character from this one to indicate
even in outline the practical measures in which they might be gradually clothed. But if the
ideas are correct—a hypothesis on which the author himsalf must necessarily base what he
writes—it would be a mistake, | predict, to dispute their potency over a period of time. At the
present moment people are unusually expectant of a more fundamental diagnosis, more
particularly ready to receive it; eager to try it out, if it should be even plausible. But apart
from this contemporary mood, the ideas of economists and political philosophers, both when
they are right and when they are wrong, are more powerful than is commonly understood.
Indeed the world is ruled by little else. Practical men, who believe themselves to be quite
exempt from any intellectual influences, are usually the daves of some defunct economist.
Madmen in authority, who hear voices in the air, are digtilling their frenzy from some
academic scribbler of a few years back. | am sure that the power of vested interests is vastly
exaggerated compared with the gradual encroachment of ideas. Not, indeed, immediately,
but after a certain interval; for in the field of economic and political philosophy there are not
many who are influenced by new theories after they are twenty-five or thirty years of age, so
that the ideas which civil servants and politicians and even agitators apply to current events
are not likely to be the newest. But, soon or late, it is ideas, not vested interests, which are
dangerous for good or evil. “

® Apart from using the Keynesian approach of active use of public spending when the private sector
demand is wesk, the presert paper uses Keynes idess a the time of Bretton Woods Conference on
cregting a bancor for providing liquidity in the international system. These ideas were frustrated by
the US representative on the argument that the US Congress would not accept the principle of
overdraft and credit creation by an internationa ingtitution beyond the control of the Congress.
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Annexurel
Economic Costs of the IMF programs

In the unipolar financid world, IMF has become an important insrument of enforcing
the rules of economic and financid management as deemed gppropriate by the leader, namdy
the US. The exigence of IMF programs in a country is often trested as “sed of good
housskeeping” and as a precondition for baance of payments support. However, empirica
andyss presented bdow shows that IMF programs are not associated with good performance
on economic growth with price gability.

For purposes of deveopment, it seems reasondble to assume that growth (annud per
capita income growth of more than 1 percent) with price dability (annua price increase of
lessthan 10 percent) can be regarded is an important criteriafor good housekesping.

Table A1l presents data on per capita income growth and price sability for countries
under intensive IMF programs over the last two decades. In 30 such countries, only three
(Bangladesh, Morocco, Pekigtan) achieved reasonable growth and avoided price ingtability in
the last two decades as defined above If growth with price dability is the god, the
probability of failure for countries under intensve IMF programsis, on this bas's, 90 percent.

Snce 1989, mog of the countries in Eastern Europe and Former Soviet Union have
hed intensve IMF programs. Table A2 notes that none of these countries have achieved
growth with dgability. A predominant mgority of these trangtion economies experienced
rapidly dedining incomes and hyperinflation of 50 percet par yer or more during their
reform period. Only Poland and Sovenia had per cgpita growth of more than one percent per
year and none had inflation rates below 10 percent per year.

This datidicd evidence suggests that intensve IMF programs and/or  drategy
proposed under Washington Consensus are inaufficient conditions for performance on growth
and price gability. Far from beng a sed of “good housekesping”, IMF program is likdy be
associated with “bad housekesping”.

Faced with this overwheming evidence, economists a the IMF often refer to the
“hospitd  theory”: they argue that there are more sck people in a hogpitd, as only the sck
need to go to the hospitd. The problem with this andogy is tha this “hospitd” seems to be
largely aone-way dreet: very few patients who enter it ever come out hedled.

In 1997-98, some East Asan countries followed IMF prescriptions and some others
did not. In hindgghnt, those thet did have not peformed as wel as the ones who did not.
Mdaysa is a cae in point. In 1997, despite strong externd and internd pressure to adopt the
IMF program, thanks to the pragmaic and independent thinking of Prime Miniger Mahathir,
Mdaysa did not take the IMF route. Five years snce the criss, Mdaysa appears to have
emerged from the criss in better shape than its neighbors and there is growing acceptance of
Madaysd s successful program evenin the IMF.

The proponents of IMF programs probably have good intertions but this is not the

fird time in human higory when the good intentions to hep others have produced not-so-
good results.
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Table: A1 Countrieswith Intensve IMF programs. Performance on Per capita
Income and Price Stability

Countrieswith | Year Performance: Per Performance: Price Number of
intensive IMF Capitalncome (constant Stability IMF
Programs ‘95 US3$) (GDP Deflator’) purchases
Per capita | Avg. annual | GDP deflator | Avg. annual
Income | growth rate% gromh rateo
Algaia 1989 1700 195.8 8inl1llyears
1999 1569 -0.8 1317.1 21
Argentina 1983 6933 57E-6 14in 17 years
1999 8099 2.6 101 145.8
Bangladesh 1980 222 33.8 14in 20 years
1999 362 2.6 113.6 6.6
Bdivia 1980 1012 72E-5 15in 20 years
1999 956 -0.3 221 88.1
Cameroon 1988 877 1718 9in12years
1999 656 -2.6 251.3 35
Cote d'lvoire 1980 1044 70.9 15in 20 years
1999 787 -15 159.2 4.3
Ecuador 1983 1457 3713 10in 12 years
1994 1563 0.64 76422.0 62.3
Ghana 1983 308.9 3877 14in 17 years
1999 4095 18 204300 28.1
Guyana 1990 555 410.7 10in 10 years
1999 343 4.75 1936 18.8
Hungary 1982 4449 17.98 9in12years
1993 4153 -0.62 2233 25.7
Jamaica 1981 1597 38.0 15in 15 years
1995 1817 091 1006.0 26.4
Kenya 1980 337 80.8 13in 17 years
1996 A3 01 469.0 10.9
M adagascar 1980 344 45.9
1999 242 -0.18 1050.7 17.9 15in 20 years
Malawi 1980 160.5 12
1999 156.5 -0.13 560.0 224 16 in 20 years
Mdi 1980 305 62
1999 280 -0.45 764.7 141 17 in 20 years
Mauritania 1980 485 64.6
1999 483 -0.02 238.7 7.1 16in 20 years
Mexico 1982 3387 0.95
1999 3613 0.38 308 60.9 13in 18 years
Morocco 1980 1114 100.0
1992 1293 12 219.0 6.75 12in 13 years

Source: The World Bank, World Development Indicator, 2000

° Base year variesfor different countries.
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Table ALl: Countrieswith Intensive IMF programs: Performance on Per capita Income
and Price Stability (cont.)

Countries Y ear Performance: Per Performance: Price Stability | Number of
with intensive Capita Income (GDP Deflator™ IMF
IMF (constant ‘95 US$) purchases
Programs
Per capita Avg. GDP Avg. annual
Income annual deflator growth rate%
growth
rate%

Mozambique 1987 126 -- 44 -- --

1999 198 3.84 167.3 35.4 12in 13 years
Niger 1980 328 -- 73.3 -- --

1999 209 -2.3 143.6 3.6 13in 20 years
Pakistan 1980 318 -- 91 - --

1999 508 25 434 8.6 13in 20 years
Panama 1981 2893 -- 95.0 - --

1999 3246 0.6 134.0 19 13in 19 years
Philippines 1980 1166 -- 40 -- --

1999 1138 -0.15 327 11.7 16in 20 years
Senega 1980 552 -- 58.0 - --

1999 591 0.36 149.0 51 18in 20 years
Si Lanka 1980 440 -- 17.6 - --

1994 680 32 82.6 11.7 13in 15 years
Tanzania 1990 189 -- 62.0 - --

1999 188 -0.042 379.0 22.2 7in10years
Togo 1980 449 -- 1190 - --

1999 327 -1.65 337.0 5.6 14in 20 years
Turkey 1980 1959 -- 252 - --

1999 2965 22 1661.0 58.9 8in 20 years
Uganda 1982 236 -- 0.28 - --

1999 347 23 234.8 48.6 15in 18 years
Zimbabwe 1981 675 -- 35 - --

1999 703 0.23 799 189 9in19years

Source: The World Bank, World Devel opment Indicator, 2000

1% Base year varies for different countries.
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Table A2: Eastern Europe and Former Soviet Union Countries. Performance on Per

capitaincome and Price Stability during 1990-1999

Countries Avg. Annual Growth Ratein Per | Avg. Annual Rate of Increase
Capita Income (Constant Prices) in GDP Deflator (%)
%
Albania (Og 39.8
Amenia -5.6 2159
Azerbajan -9.6 173.9
Bdaus -2.0 294.2
Bulgaria -2.7 95.5
Crodtia -1.2 103.9
Czech Republic -0.3 13.2
Edonia -1.9 65.7
Kazakhstan -4.6 188.9
Kyrgyz Republic -5.7 1132
Latvia -4.5 61.0
Lithuania -3.3 98.9
Macedonia -15 95.5
Moldova -10.2 141.8
Mongalia -1.8 57.0
Poland 35 254
Russian Federation -53 159.3
Sovak Republic -0.2 11.8
Sovenia 16 30.2
Turkmenistan -7.0 3239
Ukraine -8.9 241.7
Uzbekistan -2.6 206.8

Source: The World Bank, World Devel opment Indicator, 2000
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