. Public Disclosure Authorized

gl

Phi

Public Disclosure Authorized







The
East Asian
Miracle

A World Bank Policy Research Report



The
East Asian
Miracle

Economic Growth
and Public Policy

Published for the World Bank

- OxrORD UNIVERSITY PRESS .



Oxford University Press

OXFORD NEW YORK TORONTO )
DELHI BOMBAY CALCUTTA MADRAS KARACH!
KUAEA LUMPUR SINGAPORE HONG KONG TOKYO
NAIROBI DAR ES SALAAM CAPE TOWN
MELBOURNE AUCKIAND

and associated compartics in
BERLIN [BADAN

© 1993 The International Bank for Reconstruction
and Development | THE WORLD BANK

1818 H Srreet, N.W.

Washington, D.C. 20433, U.S.A

Published by Oxford University Press, Inc.
200 Madison Avenue, New York, N.Y.. 10016

Oxiford is a registered trademark of Oxford University Press.

Al rights reserved. No pare of this publication may be reproduced, stored in a resricval syszem,
or tramsmitted, in any form or by any means, dectronic, mechanical, photocopying,
recording, or otherwise, without the prior permission of Oxford University Press.

Manufactrzoed in the United Seates of America
Firse printing September 1993

Cover photographs: Az the 10p, a rice field in fava, Indoneia; courtesy of Mavrice Asseo. At
the bortom, the port of Pusan, Republic of Korea; couresy of Jitendra Bajpai.

The map that appears on the inside covers, which shows the eight economies discussed in this
book, was prepared solely for the convenience of the reader; the designations and presenzation
of marerial in it do not imply the expression of any gpinion whassoever on the part of the
" World Bank, irs affiliates, or its Baard or member countries concerning the legal status of any
economy, cerrirory, city, or aren, or of the axthorities thereef, or concerning the delimtitation
of its bowndiries or its national affiliation.

Library of Congress Caraloging-in-Publicarion Dara
The Exse Asian miracle : economic growth and public policy.
p. om. — (World Bank policy research reporss)

Includes bibliographical references.

158N 0-19-520993-1

1. Eas¢ Asia—Economic policy. 2. East Asia—Economic conditions. _
3, Asia, Southeastern—~Economic policy. 4. Asia, Sousheastern—Economic conditions.
1. World Bank. II. Series.
HCA60.5.£275 1993 )
338.95—d:20 93-30466

: @

SN 1020-0851

Text printed on paper that conforms ro the American NMSmndardﬁerqr :
Pager for Printed Library Materials Z39.48-1984



Foreword

economic development have occupied policymakers and

scholars since the study of developing economies began in
earnest at the cose of World War II. The success of many of the
economies in East Asia in achieving rapid and equitable growth, often in
the context of activist public policics, raises complex questions about the
relationship between government, the private sector, and the marker.
Seemingly, the rapidly growing economies in East Asia used many of the
same policy instruments as other developing economies, but with

D EBATES ON THE APPROPRIATE ROLE OF PUBLIC POLICY IN

. greater success. Understanding which policies contribured o their rapid

growth, and how, is a2 major question for research on development pol-
icy. For these reasons [ announced at the time of the 1991 Annual Meet-
ings of the Board of Govemnors of the World Bank in Bangkok,
Thailand, that our Development Economics Vice Presidency would un-
dertake 2 comparative study of economic growth and public policy in
East Asia. -

This volume is the summary of that program of research. It appears
as the first in a series of Policy Research Reports, which are intended to
bring to a broad audience the results of research on development policy
issues carried out by staff of the World Bank.-As reports on policy issues,
we intend that they should help us to take stock of what we know and
clearly identify whar we do not know; they should contribure to the de-
bate in both the academic and policy communities on appropriate pub-
lic policy objectives and instruments for developing economies; and
they should be accessible to nonspecialists. Because they summarize re-
search, we also anticipate that Policy Research Reports will provoke fuzr-
ther debate, both within the Bank and ourside, concerning the methods
used and the conclusions drawn.

. Whar does this report tell us abour the East Asian miracle? The re-
 search shows that most of East Asid’s extraordinary growth is due to su-

o perior accumulation of physical and human capital. But these

economies were also bertter able than most to allocate physical and



buman resources to highly productive investments and to acquire and
master technology. In this sense there is nothing “miraculous” about the
East Asian economies’ success; each has performed these essential func-
tions of growth beteer than most other economies.

The eight economies studied used very different combinations of
policies, from hands-off to highly interventionist. Thus, there is no sin-
gle “East Asian model” of development. This diversity of experience re-
inforces the view that economic policies and policy advice must be
country-specific, if they are to be effective. But there are also some com-
mon threads among the high-performing East Asian economies. The
authors conclude thar rapid growth in each cconomy was primarily due
to the application of a set of common, market-friendly economic poli-
cies, leading to both higher accumulation and better allocation of re-
sources. While this conclusion is not strikingly new; it reinforces other
research that has stressed the essential need for developing economies o
get the policy fundamentals right. The research also further supports the
desirability of a two-track approach to development policy emphasizing
macroeconomic stability on one hand and investments in people on the
other. The importance of good macroeconomic management and
broadly based educational systerns for East Asia’s rapid growth is abun-
dandy demonstrated.

The report also breaks some new ground. It concludes thar in some
economics, mainly those in Northeast Asia, some selective interventions
contibured to growth, and it advances our understanding of the condi-
tions required for interventons to succeed. The authors argue thar
where selective interventions succeeded they did so becanse of three es-
sential prerequisites. First, they addressed problems in the functoning
of markets. Second, they took place within the context of good, funda-
mental policics. Third, their success depended on the ability of govern-
ments o establish and moniror appropriate economic-performance
criteria related ro the interventions—in the authors’ terms, to create eco-

nomic contests. These prerequisites suggest that the institurional con- -

text within which policies are implemented is as important to their-
success or failure as the policies themselves, and the report devotes sub-
stantial attention to the institutional bases for East Asids rapid growth.
While these factors help w explain why apparently similar policies -
- did not succeed in many other economies, the report also leaves unan-
swered many impormant questions. The market-oriented asj =cts of East
Asia’s policies can be recommended with few reservations, but the more



institutionally demanding aspects, such as contest-based interventions,
have not been successfully used in other settings. Noneconomic factors,
induding culeure, politics, and history, are also important to the East
Asian success story. Thus, there is still much to be learned about the in-
teractions between policy choices and institutional capability and be-
tween economic and noneconomic factors in development. Work in
these areas will continue beyond this reporr.
The support of the Government of Japan for the rescarch program on
 the high-performing Asian economies is gratefully acknowledged. The
repor is 2 product of the seaff of the World Bank, and the judgments
made herein do not necessarily reflect the view of its Board of Directors
or the governments they represent.

éw:- 7 l?o.-m,,_
Lewis T. Preston

President
The World Bank

August 1993
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Definitions

Economy Groups

OR OPERATIONAL AND ANALYTICAL PURPOSES, THE WORLD
Bank's main criterion for classifying economies is gross national
. product (GNP) per capita. Every economy is classified as low-in-
~ come, middle-income (subdivided into lower-middle and upper-mid-
- dle), or high-income. Other analytical groups, based on -xgions,
exports, and levels of external debt, are also used.

Because of changes in GNP per capita, the economy composition of
each income group may change from one Bank publication to the next. -
Once the classification is fixed for any publication, all the historical data
presented are based on the same economy grouping. The income-based

- economy groupings used in this study are defined as follows:

» Low-income economies aze those with a GNP per capita of $635 or
lessin 1991. ' _ ‘
» Middle-income economies are those with a GNP per capira of more
- than $635 but less than $7,911 in 1991, A further division, at GNP
per capita of $2,555 in 1991, is made between lower-midelle-in-
 come and upper-middle-income economies.
n High-income economies are those with a GNP per capita of $7,911
~ ormorein 1991. ‘
s World comprises all economies, including economies with sparse
data and those with fewer than 1 million people.

Low-income and middle-income economies are sometimes referred
10 as developing economies. The use of the term is conveniens; it is not
intended to imply that all economies in the group are experiencing sim-
ilar development or that other economies have reached a preferred or
final stage of development. Classificarion by income does not necessar-
ily feﬂcct development status.
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‘Analytical Groups |

OR ANALYTICAL PURPOSES, THIS STUDY GROUPS ECONOMIES
F into several regions, defined as follows:

s High-performing Asian cconomies (HPAEs), led by Japan, arc iden-
dfied by several common characteristics, such as very rapid ex-
port growth, The HPAEs are subclassified roughly according to
the durarion of their successful record of economic growth:

a  The Four Tigers, usually identified as Hong Kong, the Republic
of Korea, Singapore, and Taiwan, China, have been growing
rapidly for decades and have joined or approached the ranks of
high-income economies.

w The newly industrializing economies (NIEs) are Indonesia,
Malaysia, and Thailand. They have joined the group of HPAEs
more recently, within the last two decades.

Exzst Asia comprises all the low- and middle-income economies of
East and Southeast Asia and the Pacific, east of and including
China and Thailand.

South Asia comprises Bangladesh, Bhutan, India, Myanmar,
Nepal, Pakistan, and Sri Lanka.

Sub-Saharan Africa comprises all economies south of the Sahara
including South Africa but excluding Mauridus, Reunion, and
Seychelles, which are in the Other Asia and Islands group.
Lurope, Middle East, and North Africa comprises the middle-in-
come European economies of Bulgaria, the former Czechoslova-
kia, Greece, Hungary, Poland, Portugal, Romania, Turkey, and the
former Yugoslavia, and all the economies of North Africa and the .
- Middle East, and Afghanistan.

Latin America and the Caribbean comprises all American and
Caribbean economies south of the United States.

The regional grouping of economics in occasional partsof the texror

tables may differ from thar used in the main vext of this study; described
above. Such variations are noted where they occur.




Data Notes
* Billion is 1,000 million.
e Trellion is 1,000 billion.

. Dollars are current U.S. dollars unless otherwise specified.
* Growth rates are based on constant price data.

Historical data in this study may differ from those in other Bank
publications because of continuous updating as better data become
available, because of a change to a new base year for constant price data,
or because of changes in economy composition of income and analyti-

cal groups.

| Acronyms and Initials

CPl Consumer price index
DFL Direct foreign investment
GDP Gross domestic product
GNP Gross national product

HPAEs  High-performing Asian economies
IMF International Monetary Fund
IsIC Internadional Standard Industrial Classification
MITI Ministry of Trade and Industry, Japan
- NIEs  Newly industrializing economies
OECD  Organization for Economic Cooperation and Dcvclop-
ment (Australia, Austria, Belgium, Canada, Denmark, Fin-
land, France, Germany, Greece, Iceland, Ireland, Imly,
Japan, Luxembourg, Netherlands, New Zealand, Norway,
Portugal, Spain, Sweden, Swirzerland, Turkey, United
- Kingdom, and United States)
PPP Purchasing power parity
"R&D  Research and development
TEP Tortal factor producdvity
UNDP  Uhited Nations Development Programme _
" UNEscO United Nations Educational, Scientific, and Culrural

Organization



Overview: The

Makmg of a eracle

AST ASIA HAS A REMARKABLE RECORD OF HIGH AND
sustained economic growth. From 1965 to 1990 the
twenty-three economies of East Asia grew faster than all
other regions of the world (figure 1). Most of this
- pachievement is artribumble to seemingly miraculous
growth in just eight economies: Japan; the “Four
Tigers"—Hong Kong, the Republic of Korea, Singapore, and Taiwan,
China; and the three newly industrializing economies (NiEs) of South-
east Asia, Indonesia, Malaysia, and Thailand. These eight high-
performing Asian economies (HPAEs) are the subject of this study.*
Selecting any set of economies and attempting to understand the origins
of their successful growth are necessarily arbitrary processes.! Botswana,
Egypt, Gabon, and Lesotho in Sub-Saharan Africa have also been
among the world’s top growth performers in the past two decades, as
have such diverse economies as Brazil, Cyprus, Greece, and Portugal (see
figure 2). Why focus on eight economies in East Asia? In parr the choice
reflects popular interest; it has become common to see references to the
“Asian Economic Miracle.” In part it reflects recent acention by the aca-
demic and development policy communities to the relationship be-
tween public policies—which some authors have argued have a number
of common threads in the eight economies, especially Japan, Korea,

_ *Recently China, particularly southern China, has recorded remarkably high growth
rates using policies that in some ways resemble those of the HPAEs. This very significant
. development is beyond the scope of our study, mainly because China’s ownership struc-

" ture, methods of corporate and civil governance, and reliance on markets are so differ- .
" ent from the those of the HPAES, and in such rapid flux, that cross-economy comparison

is problcmauc. We touch on China’s recent development in chapters 1 and 3. Theeco- -

- nomic transition in China is the subject of current rescarch by the Pohcy Research De-
- partmcnt of the World Bank (see Blbhographxc Note).



Figure 1 Average Growth of GNP per Capita, 1965-90
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Singapore, and Taiwan, China—and rapid growth. And in part it re-
flects the belief of those involved with this study that the eight
economies do share some economic characeeristics that set them apart
from most other developing economies. '

Since 1960, the HPAEs have grown more than twice as fast as the rest
of East Asia, roughly three times as fast as Latin America and South Asia,
and five tdmes faster than Sub-Szharan Africa. They also significantdy
outperformed the industrial economies and the oil-rich Middle
East—North Africa region. Between 1960 and 1985, real income per
capita increased more than four times in Japan and the Four Tigers and
more than doubled in the Southeast Asian NIEs (see figure 2). If growth
were randomly distribured, there is roughly one chance in ten thousand
that success would have been so regionally concentrated.

The HPAEs have also been unusually successful at sharing the fruits of
growth. Figure 3 shows the relationship between the growth of gross do-
mestic product {(GPD) per capita between 1965 and 1990 and changes in
the Gini coefficient, a statistical measure of the inequality of income dis-
tribution. The HPAEs enjoyed much higher per capita income growth at
the same time that income distribution improved by as much or more
than in other developing economics, with the exceptions of Korea and
~ Taiwan, China, which began with highly equal income distributions.
The HPAEs are the only economies thar have high growth 2nd declining



Figure 2 Change in GDP per Capita, 1960-85
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Figure 3 Change in Inequity and the GDP per Capita Growth Rate
Change in average Ginl coetficient (1980s minus 1960s)
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inequality. Moreover, the fastest growing East Asian economies, Japan
and the Four Tigers, are the most equal.

As a result of rapid, shared growth, human welfare has improved dra-
martically: Life expectancy in the developing HPAEs increased from 56
years in 1960 o 71 years in 1990. (In other low- and middle-income
economies, life expectancy also rose considerably, from 36 and 49 to 62 '
and 66 years, respectively:) In the HPAESs, the proportion of people living
in absolure poverty; lacking such basic necessities as clean warer, food,
and shelter, dropped—for example, from 58 percent in 1960 to 17
percent in 1990 in Indonesia, and from 37 percent to less than 5 percent



in Malaysia during the same period. Absolute poverty also declined in

other developing economies, but much less steeply, from 54 to 43 per-

~ cent in India and from 50 to 21 percent in Brazil from 1960 to 1990. A
host of other social and economic indicators, from education 1o appli-
ance ownership, have also improved rapidly in the HPAEs and now are at
levels that sometimes sutpass those in industrial economies. -

~ What caused East Asias success? In large measure the HPAEs achieved
high growth by gertting the basics right. Private domestic investment
and rapidly growing human capital were the principal engines of
growth. High levels of domesiic financial savings sustained the HPAES’
high investment levels. Agriculture, while declining in relative impor-
tance, experienced rapid growth and productivity improvement. Popu- -
lation growth rates declined more rapidly in the HPAEs than in other
parts of the developing world. And some of these economies also got a
head start because they had a better-educared labor force and a more ef-
fective system of public administration. In this sense there is little that
is “miraculous” abour the HPAES’ superior record of growth; it is largely
due to superior accumulation of physical and human capital.

. Fundamenully sound development policy was a major ingredient in
achieving rapid growth. Macroeconomic management was unusually
good and macroeconomic performance unusually stable, providing the
essential framework for private investment. Policies to increase the
integrity of the banking system, and to make it more accessible to non-
traditional savers, raised the levels of financial savings. Education poli-
cies that focused on primary and secondary schools generated rapid

* increases in labor force skills. Agricultural polices stressed productivity

and did not tax the rural economy excessively. All the HPAEs kepr price

distortions within reasonable bounds and were open to forcxgn ideas
and rechnology. '

Bur these fundamental policies do not tell the entire story In most of
these economies, in one form or another, the government intervened— -
systematically and through mulriple channels—to foster development,
and in some cases the development of specific industries. Policy inter-
ventions took many forms: targeting and subsidizing credir to selected
industries, keeping deposit rates low and maintaining ceilings on bor-

-rowing rates to increase profits and retained earnings, protecting
domestic import substitutes, subsidizing declining industries, establish-
ing and financially supporting government banks, making public
investments in applied research, establishing firm- and industry-specific




export targets, developing export marketing institutions, and sharing in-
formation widely berween public and private sectors. Some industries
were promoted, while others were not. '
At least some of these interventions violate the dictum of establishing
 for the private sector a level playing field, a neutral incentives regime. Yer
these strategies of selective promotion were closely associated with high
rates of private investment and, in the fastest-growing economies, high
rates of productivity growth Were some selective interventions, in fact,
good for growth?
In addressing this question, we face a central methodological prob-
* lem. Since we chose the HPAEs for their unusually rapid growth, we
know already thart their interventions did not significandy inhibit
‘growth. But it is very difficult to establish statistical links berween
growth 2nd a specific intcrvantion and even more difficult to establish
causality. Because we cannot know what would have happened in the
absence of a specific policy, it is difficult to test whether interventions
increased growth rates. Other economies attempted similar interven-
tions without success, and on average they used them more pervasively
than in the HPAEs. Because the HPAEs differed from less successful
economies both in their closer adherence to policy fundamentals and in
the manner in which they implemented interventions, it is virtually im-
possible to measure the relative impact of fundamentals and interven-
tions on HPAE growth. Thus, in awempring to distinguish interventions
thar contributed to growth from those that were either growth-neuuwral
or harmful to growth, we cannot offer a rigorous counterfactual sce-
nario. Instead, we have had to be content with what Keynes called an
“essay in persuasion,” based on analytical and empirical judgments.

- Our judgment is that in a few economies, mainly in Northeast Asia,
in some instances, government interventions resulted in higher and
more equal growth than otherwise would have occurred. However, the
prerequisites for success were so rigorous that policymakers seeking to
follow similar paths in other developing economies have often met with
failure. What were these prerequisites? First, governments in Northeast
Asia developed institudonal mechanisms which allowed them to estab-
lish clear performance criteria for selective interventions and to monitor
performance. Intervention has taken place in an unusually disciplined
~and performance—based manner (Amsden 1989). Second, the costs of
interventions, both explicit and implicit, did not become excessive,

* When fiscal costs threatened the macroeconomic stability of Koreaand



Malaysia during their heavy and chemical industries drives, govern-
ments pulled back. In Japar the Ministry of Finance acted as a check on
the ability of the Ministry of International Trade and Industry to carry
out subsidy policies, and in Indonesia and Thailand balanced budget
laws and legislative procedures constrained the scope for subsidies. In-
deed, when selective interventions have threatenied macroeconomic sta-
~ bility, HPAE governments have consistently come down on the side of
prudent macroeconomic management. Price distortions arising from se-
 lective interventions were also less extreme than in many developing
economties. .

In the newly industrializing economies of Southeast Asia, govern-
ment interventions played a much less prominent and frequendy less
constructive role in economic success, while adherence to policy funda-
mentals remained important. These economies’ capacity to administer
and implement specific interventions may have been less than in North-
east Asia. Their rapid growth, moreover, has occurred in a very different
international econcmic environment from the one that Japan, Korea,
and Taiwan, China, encountered during their most rapid growth. Thus
the problem is not only to try to understand which specific policies may
have contribured to growth, but also to understand the institutional and
~ economic circumstances that made them viable. Indeed, the experience
of the Southeast Asian economies, whose initial conditions parallel
those of many developing economies today, may prove to have more rel-
evance outside the region than thar of Northeast Asia.

The book is organized as follows: chapter 1 describes the distinguish-
- ing characreristics of the East Asian economic miracle, rapid growth
- with equity; and uses economic models to artempt to account for this

growth. Chapter 2 reviews policy explanations for East Asia’s economic
success and introduces the framework that we will use throughour to ex-
plore the relacionship between public policy and economic growth.
Chapter 3 discusses pragmatism and flexibility in the formulation of
policies that led to two important characteristics of the HPAES economic
performance: macroeconomic stability and rapid growth of manufac-
tured exports. Chapter 4 discusses the role of insdtutions. Chapter 5
looks at the role of public policy in the HPAEs” unusually rapid accumu-
lation of physical and human capital, while chapter 6 analyzes the means
used ro achieve efficient allocation of resources and productivity growth.
Chapter 7, in conclusion, assesses the success of East Asian polices and
their applicability in a changing world economy: The remainder of this




overview parallels the organization of the book, highlighting the central
arguments and conclusions.

The Essence of the Miracle:
Rapid Growth with Equity

sources, population, culture, and economic policy. What shared

characreristics cause them to be grouped together and set apart
from other developing economies? First, as we noted above, they had
rapid, sustained growth between 1960 and 1990. This in itself is un-
usual among developing economies; others have grown quickly for
periods buz not for decades at such high rates. The HPAEs are unique in
that they combine this rapid, sustained growth with highly equal in-
come distributions. They also all have been characterized by rapid de-
mographic transitions, strong and dynamic agricultural sectors, and
unusually rapid export growth (see chapter 1).

The HPAEs also differ from other developing economies in three fac-
tors that economists have -traditionally associated with economic
growth. High rates of investment, exceeding 20 percent of GDP on aver-
age berween 1960 and 1990, including in particular unusually high
rates of private investment, combined with high and rising endowments
of human capital due to universal primary and secondary education, tell
‘a large part of the growth story. These factors account for roughly two-
thirds of the growth in the HPAEs. The remainder is attributable to im-
proved productivity. Such high levels of productivity growth are quite
unusual. In fac, productivity growth in the HPAEs exceeds that of most
other developing and industrial economies. This superior productivity
performance comes from the combinadon of unusual success at allocat-
ing capital to high-yielding investments and at catching up tochnologi-
cally to the industrial economies.

THE EIGHT HPAES ARE HIGHLY DIVERSE IN NATURAL RE-

Public Policies and Giowth

What was the role of public policy in helping the HPAES 10 rapidly
accumulate human and physical capiral and to allocate those resources to |
high-yielding investments? Did policies assist in promoting rapid produc-



tivity growth? There are several explanations for East Asids success. Geog-
‘raphy and culture were dlearly important; however, they do not entirely
account for the high-performing economies’ success, as the presence of
unsuccessful economies in the same region attests. Among the variety of
policy explanations, two broad views have emerged (sce chapter2).

Adherents of the neaclassical view stress the HPAES success in getting the
basics right. They argue that the successful Asian economies have been
better than others at providing a stable macroeconomic environment and
a reliable legal framework to promote domestic and international compe-
tition. They also stress that the orientation of the HPAEs toward inter-
national trade and the absence of price controls and other distortionary
policies have led to low relative price distortions. Investments in people,
education, and health are legitimate roles for government in the neoclas-

sical framework, and its adherents stress the importance of human capital
in the HPAES' success.

Adherents of the revisionist view have successfully shown that East
Asia does not wholly conform.to the neoclassical model. Industrial pol-
icy and interventions in financial markets are not easily reconciled
within the neoclassical framework. Some policies in some economies are
much more in accord with models of state-led development. Moreover,
while the neoclassical model would explain growth with a standard set.
of relatively constant policies, the policy mixes used by East Astan econ-
omies were diverse and flexible. Revisionists argue that East Asian gov-
ernments “led the market” in critical ways. In contrast to the
neoclassical view, which acknowledges relatively few cases of market fail-
ure, revisionists contend that markets consistendy fail to guide invest-
ment to industries that would generate the highest growth for the overall
economy. In East Asia, the revisionists argue, governments remedied

 this by deliberately “getting the prices wrong™—altering the incentive
structure—to boost industries that would not otherwise have thrived
(Amsden 1989).

The revisionist school has prov1dcd valuable msxghts into the history,
role, and extent of East Asian interventions, demonstrating convinc-
ingly the scope of government actions to promote industrial develop-
ment in Japan, Korea, Singapore, and Taiwan, China. But, in general its
proponents have not claimed to establish that interventions per se accel-
erared growth. Moreover, as we shall show, some important government
interventions in East Asia, such as Korea's promotion of chemicals and

- heavy industries, have had little apparent impacr on industrial structure.
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In other instances, such as Singapore’s effort to squeeze out labor-inten-
sive industries by boosting wages, policies have clearly backfired. Thus
neicher view fully accounts for East Asia’s phenomenal growth.

The Market-Friendly View. In describing the policies associated with
rapid growth, World Development Report 1991 (World Bank 1991b) ex-
pands on the neoclassical view, clarifying systematically how rapid
growth in developing countries has been associated with effective but
carefully limited government activism. In the “market-friendly” strategy
it articulates, the appropriate role of government is to ensure adequate
investments in people, provide a competitive climate for private enter-
prise, keep the economy open to international trade, and maintain a sta-
ble macroeconomy. Beyond these roles, the report argues, governments
are likely to do more harm than good, unless interventions are market
friendly. On the basis of an exhaustive review of the experience of devel-
oping economies during the last thirty years, it concludes thar attempts
to guide resource allocation with nonmarket mechanisms have generally
failed to improve economic performance.

The market-friendly approach captures important aspects of East
Asia’s success. These economies are stable macroeconomically, have high -
shares of international trade in GDP, invest heavily in people, and have
strong competition among firms. But these characteristics are the out-
come of many different policy instruments. And the instruments cho-
sen, particularly in the northeastern HPAEs, Japan, Korea, and Taiwan,
China, sometimes included extensive government intervention in mar-
kets to guide privare-sector resource allocation. The success of these
northeastern economies, moreover, stands up well to the less interven-

tionist paths taken by Hong Kong, Ma]aysxa, and more recendy In-

donesia and Thailand.

A Functional Approach to Understanding Growth. To explore these varying
paths to economic success, we have developed a framework that seeks to
link rapid growth to the atrainment of three functions. In this view, each
of the HPAEs maintained macroeconomic stability and accomplished
three functions of growth: accumulation, efficient allocation, and rapid
technological catch-up. They did this with combinations of policies,
ranging from market oriented to state led, that varied both across

economies and over time.

We classify policies into two broad groups: fitndamentals and selec-
tive interventions. Among the most imporrant fundamental policies are
those that encourage macroeconomic stability, high investments in



human capital, stable and secure financial systems, limited price distor-
tions, and openness to foreign technology. Selective intervendons in-
clude mild financial repression (keeping interest rates positive but low),
directed credit, selective industrial promotion, and trade policies that
push nontraditional exports. We try to understand how government
policies, both fundamental and interventionist, may have contributed
to faster accumulation, more efficient allocation, and higher praductiv-
ity growth. '

We mainrain as 2 guiding principle thar for interventions that ac-
tempt to guide resource allocation to succeed, they must address failures
in the working of markets. Otherwise, markets would perform the
allocation function more efficiently. We identify a class of economic
problems, coordination failures, which can lead markets to fail, espe-
cially in early stages of development. We then interpret some of the in-
terventionist policies in East Asia as responses to these coordination
problems—responses that emphasized cooperative behavior among pri-
vate firms and clear performance-based standards of success.

Competitive discipline is crucial to efficient investment. Most
econotnies employ only market-based competition. We argue that some
HPAEs have gone a step further by creating contests that combine com-
petition with the benefits of cooperation among firms and berween gov-
ernment and the private sector. Such contests range from very simple
nonmarket allocation rules, such as access to rationed credit for ex-
porters, to very complex coordination of private investment in the
~ government-business deliberation councils of Japan and Korea. The key
feature of each contest, however, is that the government distributes
rewards—often access to credit or foreign exchange—on the basis of
performance, which the government and competing firms monitor. To

succeed, selective interventions must be disciplined by compertition via.

either markets or contests.

Economic contests, like all others, require competent and impartial
referees—thar is, strong insttutions. Thus, a high-quality civil service
that has the capacity to monitor performance and is insulated from po-
litical interference is essential to contest-based competition. Of course, a
high-quality civil service also augments a government’s ability to design
and implement non-contest-based policies.

Our framework is an effort to order and interpret information. We

~are not suggesting that HPAE governments set out to achieve the func--

tions of growth. Rather, they used multiple, shifting policy instruments

Ix



in pursuit of more straightforward economic objectives such as macro-

economic stability; rapid export growth, and high savings. Pragmatic

flexibility in the pursuit of such objectives—the capacity and willingness

to change policies—is as much a hallmark of the HPAEs as any single pol-

icy instrument. This is well illustrated by the great variety of ways in

which the HPAEs achieved t > important objectives: macroeconomic
- stability and rapid export growth (see chapter 3).

Achieving Macroeconomic Stabifity and Export Growth

More than most developing economies, the HPAEs were characterized
by responsible macroeconomic management. In particular, they gener-
ally limited fiscal deficits to levels that could be prudently financed
without increasing inflationary pressures and responded quickly when
fiscal pressures were perceived to building up. During the past thirty
years, annual infladon averaged approximately 9 percent in these
~ economies, compared with 18 percent in other low- and middle-income
economies. Because inflation was both moderate and predictable, real
interest rates were far more stable than in other low- and middle-income
economies. Macroeconomic stability encouraged long-term planning
and private investment and, through its impact on real interest rates a. i
the real value of financial assets, helped to increase financial savings. The
* HPAEs also adjusted their macroeconomic policies to terms of trade
shocks more quickly and effectively than other low- and middle-income
economies. As a result, they have enjoyed more robust recoveries of pri-
vate investment. _ ,

Many of the policies thar fostered macroeconomic stability also con-

- tribured to rapid export growth. Fiscal discipline and high public sav-
ings allowed Japan and Taiwan, China, to undertake extended periods
of exchange rate protection. Adjustments to exchange rates in other
HPAEs—validated by policies that reduced expenditures—kept them
competitive, despite differential inflation with trading partners.

In addition to macroeconomic policies, the HPAEs used a variety of
approaches to promoting exports. All (except Hong Kong) began with a
period of import substitution, and a strong bias against exports. But
. each moved to establish a pro-export regime more quickly than other
~ developing economies. First Japan, in the 1950s and early 1960s, and
then the Four Tigers, in the late 1960s, shifted trade policies to encour-

- age manufac:ured exports. In Japan, Korea, and Taiwan, China, govern-



ments established a pro-export incentive structure that coexisted with.

moderate but highly variable protection of the domestic marker. A wide

variety of instruments was used, including export credit, duty-free im-
ports for exporters and their suppliers, export targets, and tax incentives.
In the Southeast Asian NIEs the export push came later, in the early
-1980s, and the instruments were different. Reductions in import pro-
tection were more generalized and wvere accompanied by export credit

and supporting institutions. In these economies export development has

relied less on highly selective interventions and more on broadly based
market incentives and direct foreign investment.

Building the Institutional Basis for Growth

Some economists and political scientsts have argued that the East
Asian miracle is due to the high quality and authoritarizn nature of the
region's institutions. They describe East Asian political regimes as “devel-
opmental states” in which powerful technocratic bureaucracies, shielded
from political pressure, devise and implement well-honed interventions.
We believe developmental state models overlook the central role of
government—private sector cooperation. While leaders of the HPAEs have

tended to be either authoritarian or paternalistic, they have also been -

willing to grant a voice and genuine authority to a technocratic elite and
key leaders of the private sector. Unlike authoritarian leaders in many
 other economies, leaders in the HPAEs realized that economic develop-
- ment was impossible without cooperation (see chapter 4).
. The Principle of Shared Growth. To establish their legitimacy and win the
support of the society at large, East Asian leaders established the princi-
ple of shared growth, promising that as the economy expanded all
_groups would benefit. Bur sharing growth raised complex coordination
problems. First, leaders had to convince economic elites to support pro-

growth policies. Then they had to persuade the elites to share the bene--

fits of growth with the middle class and the poor. Finally, to win the
_cooperation of the middle class and the poor, the leaders had o show

" them thar they would indeed benefit from future growth.

: - Explicit mechanisms were used to demonstrate the intent thar all
" would have a share of future wealth. Korea and Taiwan, China, carried
out comprehensive land reform programs; Indonesia used rice and fer-
. dilizer price policies to raise rural incomes; Malaysia introduced explicit
" wealth-sharing programs to improve the lot of ethnic Malays relative to

_ 7713.



the better-off ethnic Chinese; Hong Kong and Singapore undertook

massive public housing programs; and in several economies, govern-
~ ments assisted workers’ cooperatives and established programs to en-
courage small and medium-size enterprises. Whatever the form, these
programs demonstrated that the government intended for all to share
. the benefits of growth.

Creating a Business-Friemdly Enviconment. To tackle coordination prob-
lems, leaders needed institutions and mechanisms to reassure compet- -
- ing groups thart each would benefit from growth. The first step was to -
recruit a competent and relatively honest technocratic cadre and insu-
late it from day-to-day polirical interference. The power of these tech-
nocracies has varied gready. In Japan, Korea, Singapore, and Taiwan,
China, strong, well-organized bureaucracies wield substantial power.
Other HPAEs have had small, general-purpose planning agencies. Butin
each economy, economic technocrats helped leaders devise a credible
€CONOTIC strategy.

Leaders in the HPAEs also built a business-friendly environment. A
major element of that environment was a legal and regulatory structure
that was generally hospitable to private investment. Beyond this the
HPAEs have with varying degrees of success enhanced communication
between business and government. Japan, Korea, Malaysia, and Singa-
pore have established forums, which we call deliberation councils, in
which private sector groups are invited to help shape and implement the
government policies relevant to their interests. In contrast to lobbying,
where rules are murky and groups seek secret advantage over one an-
other, the deliberation councils are intended to make allocation rules
-~ clear to all participants. _

Using Deliberation Councils. In Japan and Korea technocrats used delib-
eration councils to establish contests among firms. Because the private
sector participated in drafting the rules, and because the process was
transparent to all participants, private sector groups became more will-
ing participants in the leadership’s development efforts. One by-product
of these contests was a tendency to reduce the private resources devoted
to wasteful rent-seeking activities, thus making more available for pro-
ductive endeavors. Deliberation councils also facilicated information ex-
changes between the priiiaté sector and government, ambng firms, and
between management and labor. The councils thus supplemented the
market’s information transmission function, enabling the HPAEs to re-
spond more quickly than other economies to changing markets.



Institutions of business-government communication have not been sta-
tic in the HPAEs. The role of the deliberation council is changing in Japan
and Korea to 2 more indicative and consensus-building role, along func-
tional as opposed to industry-specific lines. In Malaysia the councils appear
 to be increasing in importance and scope. In Thailand the formal mecha-
nisms of communication have generally been used to present businesses’
~ positions to government and to reduce the private sector’s suspicion of gov-
ernment. [n institutional development, as in economic policymaking, East
~ Asian governments have changed with changing circumstances.

Accumulating Human and Physical Capital

- Drawing on the strength of their institutions, East Asian economies
used a combination of fundamental and interventionist policies to
achieve rapid accumulation of human and physical resources. Funda-
-mentals included such traditonal government obligations as providing
adequate infrastructure, education, and secure financial institutions. In-
tervendons included mild repression of interest rates, state capitalism,
mandatory savings mechanisms, and socialization of risk (see chapter 5).
- Building Human Capital. The East Asian economies had a head start in
terms of human capital and have since widened their lead over other de-
veloping economies. In the 1960s, levels of human capital were already

higher in the HPAEs than in other low- and middle-income economies.

. Governmens built on this base by focusing education spending on the
lower grades; first by providing universal primary education, later by in-
creasing the availability of secondary education. Rapid demographic
transitions facilitated these efforts by slowing the growth in the number
of school-age children and in some cases causing an absolute decline.
Dedlining fertility and rapid economic growth meant that, even when
education investment as a share of GDP remained constant, more re-
sources were available per child. Limited public funding of post-
secondary education focused on technical skills, and some HPAEs
imported educational services on a large scale, particularly in vocaton-

ally and technologically sophisticated disciplines. The result of these
policies has been a broad, technically inclined human capira! Sare well-

' suited to rapid economic development.

HPAE education policies also contributed to more equitable income

distributions. To be sure, initial condidons helped to set up a virtuous

- circle: initial low inequality in income and educarion led to educational
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Figure 4 Savings Rates of HPAEs
and Se!ected Economus, 1970-88
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expansion, which reinforced low inequality. In addition, by focusing

spending on primary and secondary education, and leaving demand for
tertiary education to be largely met by a self-financed private system, -
governments served large segments of the populatxon that otherwise
would have lacked access to education.

Increasing Savings and Investment. The HPAEs increased savings and in-
vestment with a combination of fundamental and interventionist poli-
cies. Two fundamental policy areas provided a foundation for high and
rising savings rates. First, by avoiding inflation, the HPAEs avoided
volatility of real interest rates on deposits and ensured that rares were
largely positive. As a result, the HPAEs have generally offered higher real
interest rates on deposits in the financial system than other developing
economies. Second, they ensured the security of banks and made them
more convenient to small and rural savers. The major instruments used
to build a secure, bank-based financial system were strong prudendal -
regulation and supervision, limits on competition, and institutional re-
forms. In Japan, Korea, Malaysia, Singapore, and Taiwan, China, postal
savings systems lowered transaction costs and increased the safery of sav-
ing while making substantial resources available to governmenc. These
initiatives promoted rapid growth of deposits in financial institutions
(see figure 4).

Some governments also used a variety of more interventionist mecha-
nisms to increase savings. Singapore and Taiwan, China, mainmined un-
usually high public savings rates. Malaysia and Singapore compelled high
private savings rates through mandatory provident fund contributions.
Japan, Korea and Taiwan, China, all imposed stringent controls and high
interest rates on foans for consumer items, and levied stff taxes on so-
called hwxury consumption. Whether these more interventionist measures
1o increase savings improved welfare is open to debate. On one hand,
making consumers save when they would not have otherwise imposesa

welfare ¢ . . On the other, the benefits are apparent in the rapid growth of

these eco:-omies. Savings, forced or not, generated high payoffs based on

‘consistendy high rates of return to investments. In conerast to other

cconbmies that have used compulsory savings; such as the former Soviet
Union, welfare costs were dlearly offset by substantive benefits.

The HPAEs encouraged investment by several means. First, they did a
better job than most developing economies ar creating infrastructure

* that was complementary to private investrnent. Seccnd, they created an

investment-friendly environment through a combination of rax policies



favoring investment and of policies that kept the relative prices of capi-
tal goods low, largely by avoiding high tariffs on imported capital goods.
These fundamental policies had an important impact on private invest-
ment. Third and more controversial, most HPAE governments held de-
posit and lending rates below ma.rket clearing levels—a pracucc termed
financial repression.

Japan, Korea, Malaysia, Thailand, and Taiwan, China, had extended
periods of mild financial repression. To be sure, increasing interest rates
from negative to zero or mildly positive real rates and avoiding fluctua-
tions (by avoiding unstable inflation) encourages financial savings. But
because savings are not very responsive to marginal changes in positive
real interest rates, HPAE governments were able to mildly repress interest

' rates on deposits with a minimal impact on savings and to pass the lower
rates to final borrowers. Because savers were mostly households and bor-
rowers were mostly firms, this resulted in a transfer of income from
households to firms and in a change in the form i which savings were

- held, from debt to corporate equity.

Holding down interest rates on loans increases excess demand for
credit, which in turn leads to rationing of credit by the government it-
self or by private sector banks working with government guidance. This
heightens the risk that capital will be misallocated. Thus there is a trade-
off between the possible increase in investment and the risk that the in-
creased capital will be badly invested. There is some evidence that in

Japan, Korea, and Taiwan, China, governments allocated credit to activ-
ities with high social returns, especially to expors. If this was the case,
there may have been benefits from mild financial repression and
government-guided allocation; mirroeconomic evidence from Japan
supports the view thar access to government credit increased investment
(see chapter 6).

Generally, financial repression is associated with low economic
growth, especially when real interest rates are strongly negative. Buc tests
of the relationship between interest rates and growth in Japan, Korea,
and Taiwan, China, do not show the negative relationship between in-
terest rate repression and growth found in cross-economy comparaive

studies (see chapter 5). While we cannot establish conclusively that mild

| ~ repression of interest rates at positive real levels enhanced growth in

- northeast Asia, it apparently did not inhibit ic.
: Finally, some governments, especially in the northeastern Asian ter,
.~ have encouraged investment by spreading private investnent risks to the
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- public. In some economies the governmenr owned or controlled the in-

stitutions providing investment funds, in others it offered explicit credit
guarantees, and in sdll others it implicidy guaranteed the financial via-
bilicy of promoted projects. Relationship banking by a variety of public
and private banking instirutions in Hong Kong, Japan, Korea, Malaysia,
Singapore, Thailand, and Taiwan, China, involved the banking sector in
the management of troubled enterprises, increasing the likelihood of
creditor workouts. Direcred-credit programs in Japan, Korea, and Tai-
wan, China, signaled directions of government policy and provided im-
plicit insurance to private banks.

Efficient Allocation and Pmduclivity Change

Some policies that favored accumulation in the HPAEs, including -

~ nancial repression and the socialization and bounding of risk, could

have adversely affected the allocation of resources. Similarly, industrial
targering could have resulted in extensive rent-seeking and great ineffi-
ciency. Apparendy they did not. The allocational rules followed by HPAE

governments—particularly the devices used to shift market incentves—

are therefore among the most controversial aspects of the East Asian suc-
cess story (see chaprer 6).

Like policies related to accurnulation, policies affecting allocation
and productivity change fall into fundamental and interventionist cat-
egories. Labor market policies tended to rely on fundamenzals, using
the market and reinforcing its hexibility. In capital markets, govern-
ments intervened systematically, both to concrol interest rates and to
direct credit, bur acted within a framework of careful monitoring and
generally low subsidies to borrowers. Trade policies have included sub-
stantial protection of local manufacturers, but less than in most other
developing countries; in addition, HPAE governments offser some dis-
advantages of protection by actively supporting exports. Finally, while
interventions to support specific industries have generally not been suc-
cessful, the export-push strategy—the mix of fundamental and inter-
ventionist policies used to encourage rapid manufactured export
growth—has resulted in numerous benefits, including more efficient
allocation, increased acquisition of foreign rechnology, and more rapid
productivity growth. '

- Flexible Labor Markets. Government roles in labor markets in the suc-

cessful Asian economies contrast sharply with the situation in most



 other developing economies. HPAE governments have generally been less
vulnerable and less responsive than other developing-economy govern-
ments to organized labors demands to legislate a minimum wage.
Rather, they have focused their cfforts on job generation, cffectively
boosting the demand for workers. As a result, employment levels have
risen first, followed by market- and productivity-driven increases in
wage levels. Because wages or at least wage rate increases have been
downwardly flexible in response to changes in the demand for labor, ad-
justment to macroeconomic shocks has generally been quicker and less
painful in East Asia than in other developing regions. Rapid adjust-
“ments helped to sustain growth, which in turn made more rapxd real
wage growth possible.

- High productivity and income growth in agnculturc hclped 10 keep
EastAsnan urban wages close to the supply price of labor. In contrast to
many other developing economies, where the gap berween urban and
rural incomes has been large and growing, in the HPAEs the incomes of
urban and rural workers with similar skill levels have risen roughly ac the
same pace; moreover, the overall gap berween urban and rural incomes
is sraller in the HPAEs than in other developing economies.

In Sub-Saharan Africa, Latin America, and South Asia, where wages
in the urban formal sector are often pushed up by legislated minimum
wages and other nonmarket forces, urban wage earners often have in-
comes twice their counterparts’ in informal sectors. In contrast, the gap
between the formal and informal sectors in East Asia is only abour 20

percent. Smaller income gaps contribute to overall social stability, thus

enhancing the environment for growth. _
~ Capital Markets and Allocation. Most HPAEs influenced credit allocation
in three ways: (i) by enforcing regulations to improve private banks’ pro-

ject selection; (ii) by creating financial institutions, especially long-term

credit (development) banks; and (ii) by directing credit to specific sec-
tors and firms through public and private banks. All three approaches
- can be justified in theory, and each has worked in some HPAEs, Yet each

. involves progressively more government intervention in crcdxt markers
- and so carries a higher risk.

" Government relationships with banks in the HPAEs have varied
: w1dely In Hong Kong banks are private and regulated primarily to en-
_ sure their solvency. In Indonesia, Malaysia, Singapore, and Thailand,

o - banks are privately owned and exercise independent authority over lend-
... ing. While governments have broadly guided credit allocations through
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regulations and moral suasion, project selection is generally left to
bankers. In other HPAEs, banks have been subject to direct state control
or stringent credit allocation guidelines. For example, Indonesia, Korea,
and Taiwan, China, tightly controlled the allocation of credit by public
commerctal banks.

Each of the HPAEs made some attempts to direct credit to priority ac-
tivities. All East Asian economies except Hong Kong give automatic ac-
cess to credit for exporters. Housing was a priority in Singapore and |

‘Hong Kong, while agriculture and small and medium-size enterprises

were rargeted sectors in Indonesia, Malaysia, and Thailand. Taiwan,
China, has recently targeted technological development. Japan and

- Korea have used credit as a tool of industrial policy, organizing contests -

through deliberative councils to promote at various times the shipbuild-
ing, chemical, and automobile industries.

The implicit subsidy of directed-credit programs in the HPAEs was
generally small, especially in comparison to other developing econ-
omies, bur access to credit and the signal of government supporr to fa-
vored sectors or enterprises were important. In Korea, the subsidy from
preferential credit was Jarge during the 1970s, resulting in a large gap be-
tween bank and curb marker interest rates. This gap has declined
sharply in recent years, as Korea has shifted away from heavy credit sub-
sidies to selected sectors. In Japan implicit subsidies were small, and the
direction of credit may have been more unportant as a signaling and in-
surance mechanism than as an incentive. _

Although East Asias directed-credit programs were designed to achieve
policy objecdves, they nevertheless included strict performance criteria.
In Japan, public bank managers chose projects on basic economic crite-
ria, employing rigorous credit evaluations to select among applicants
that fell within government sectoral targets. In Korea, the government

- individually monitored the large cohglomcrates using market-oriented

criteria such as exports and profitability. In some cases, major enterprises

~ that failed ro meet these tests were driven into bankruptcy. Recent as-

sessments of the direcred-credit programs in Japan and Korea provide
microeconomic evidence that directed-credit programs in these econo-
mies increased investment, promoted new activities and borrowers, and
were directed ar firms with high potential for technological spillovers.
Thus these performance-based directed-credit mechanisms appear to
have improved credic allocation, &cpccnally dunng the early stages of

rapid growth (see chapter 6). '



~ Directed-credit programs in other HPAEs have usually lacked strong, per-
formance-based allocation and monitoring and therefore have been largely
unsuccessful. Even in the northem-tier economies, the increasing level of
financial sector development and their increasing openness to international
 capital flows have meant that directed-credit programs have declined in im-
portance, as the economies have liberalized their financial sectors.
Openness to Foreign Technology. The HPAEs have actively soughe foreign
~ technology through a variety of mechanisms. All welcomed technology
transfers in the form of licenses, capiral goods imports, and foreign
training. Openness to direct foreign investment (DF) has speeded tech-
‘nology acquisition in Hong Kong, Malaysia, Singapore, and, more re-
cently;, Indonesia and Thailand. Japan, Korea and, to a lesser extent,
Taiwan, China, restricted DFI but offset this disadvantage by aggressively
acquiring foreign knowledge through licenses and other means.

In contrast, other low- and middle-income economies such as [ndia
and Argentina have adopted policies that hindered the acquisition of for-
eign knowledge. Often they have been preoccupied with supposedly ex-
cessive prices for licenses. They have refused to provide foreign exchange

for tips to acquire knowledge, been restrictive of DFI, and have at-
tempted prematurely to build up their machine-producing sectors, thus
forgoing the advanced technology embodied in imporred equipment.

Promoting Specific lndustries. Most East Asian governments have pur-
sued sector-specific industrial policies to some degree. The best-known
instances include Japan’s heavy industry promotion policies of the 1950s
and the subsequent imitation of these policies in Korea. These policies

* included import protection as well as subsidies for capital and other im-
ported inputs. Malaysia, Singapore, Taiwan, China, and even Hong
Kong have also established programs—rypically with more moderate
incentives—to accelerate development of advanced industries. Despite
these actions we find very litde evidence thar industrial policies have af- -
fected cither the secroral structure of industry or rates of productivity
change. Indeed, industrial structures in Japan, Korea, and Taiwan,
China. have evolved during the past thirty years as we would expect given
factor-based comparative advantage and changing factor endowments.

It is not altogether surprising that industrial policy in Japan, Korea,

and Taiwan, China, produced mainly market-conforming results.
‘While these governments selectively promoted capital- and knowledge-
intensive industries, they also took steps to ensure that they were foster-
_ing profitable, internationally competitive firms. Morcover, their




industrial policies incorporated a large amount of market information
and used performance, usually export performance, as a yardstck. Ef-
forts elsewhere to promote specific industries without better informa-
tion exchange and the discipline of international markets have not
succeeded. This has been the case with the ambitous industrial policy
- programs in Brazil and India, and with the more limited but also disap-
pointing cfforts to build an aerospace industry in Indonesia and to pro-
mote heavy industries in Malaysia. ' '

Export Push: A Winning Mix of Fundamentals and Interventions. One combi-
nation of fundamental and intervendionist policies practiced in the
HPAEs has been a significant source of rapid productivity growth: the ac-
tive promotion of manufactured exports. Although all HPAEs except
Hong Kong passed through an import-substitution phase, with high
and variable protection of domestic import substitutes, these periods
ended earlier than in other economies, typically because of a compelling
need for foreign exchange. In contrast to many other economies, which
~ wied to preserve foreign exchange with stricrer import controls, the
HPAEs set out to earn addirional foreign exchange by increasing exports.
Hong Kong and Singapore adopred trade regimes that were dlose to free
uade; Japan, Korea, and Taiwan, China, adopted mixed regimes that
were largely free for export industries. In the 1980s, Indonesia,
Malaysia, and Thailand have adopted a wide variety of export incentives
while gradually reducing protection. Exchange rate policies were liberal-
ized, and currencies frequently devalued, to support exporr growth.
Overall, these policies exposed much of the industrial sector to interna-
tional competition and resulted in domestic relative prices that were
closer to international prices than in most other developing economies.

The northern-tier cconomics—]apan, Korea, and Taiwan, China—
halted the process of import liberalization, often for extended periods,
and heavily promoted exports. Thus while incentives were largely equal
between exports and imports, this was the result of countervailing sub-
sidies rather than trade neutrality; the promotion of exports coexisted
with protection of the domestic market. In the Southeast Asian HPAEs,
conversely, governments used gradual but continuous liberalization of
the trade regime, supplemented by insdtutional supporr for exportets,
to achieve the export push. In both cases governments were credibly
committed to the export-push strategy; producers, even those in the
~ protected domestic market, knew that sooner or later their time o ex-
port would come. ' '



'East Asia’s sectoral policies were usually geared toward export perfor-
mance, in contrast to the inward-oriented policies of less successful de-
veloping economies. Japan, Korea, Singapore, and Taiwan, China, all
relied on economic performance criteria, usually exports, to judge success.
For example, in Taiwan, China, the government suspended domestic-
. content requirements that interfered with the exports of foreign in-
vestors. In addition, sectoral policies were closely monitored and
frequently adjusted. Thus, many of East Asia’s “industrial upgrading”
programs of the late 1970s and early 1980s were substantially modified
or abandoned when they failed to produce satisfactory results. Using the
export rule meant that even programs of selective industrial proma tion
were indirectly export promoting.

Manufactured export growth also provided a powerful mechanism
for technological upgrading in imperfect world technology markets. Be-
cause firms that export have greater access to best-practice technology,
there are both benefits to the enterprise and spillovers to the rest of the
economy that are not reflected in market transactions. These information-
related externalities are an important source of rapid productivity
growth. Both cross-economy evidence and more detailed studies at the
industry level in Japan, Korea, and Taiwan, China, confirm the signifi-
cance of exports to rapid productvity growth. -

~ These experiences suggest that economies that are making the transi-
tion from highly protectionist import-substitution regimes to more bal-
- anced incentives would benefit from combining import liberalizaton
with a strong commitment to exports and active export promotion, es-

 pecially in those cases in which the pace of liberalization is moderate.

Policies for Rapid Growth in a
‘Changing World Economy

' T ARE THE BROAD LESSONS OF SUCCESS IN THE HPAEs?

' -\ k / Their rapid growth had two complementary elements. First,
' getting the fundamentals right was essendal. Withour high
levels of domestic savings, broadly based human capital, good macro-
. economic management, and limited price distortions, there would have
been no basis for growth and no means by which the gains of rapid pro-
ductivity change could have been realized. Policies to assist the financial
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sector capture nonfinancial savings and to increase household and cor-
porate savings were central. Acquisition of technology through openness
to direct foreign investment and licensing were crucial to rapid produc-
tivity growth. Public investment complemented private investment and
increased its orientation to exports. Educacion policies stressed universal
primary schooling and improvements in quahty at primary and sec-
ondary levels.

Second, very rapid growth of the type experienced by Japan, the Four
Tigers, and more recently the East Asian NIEs has at times benefited
from careful policy interventions. All interventions carry costs, either in
the direct fiscal costs of subsidies or forgone revenues, or the implicit
- taxation of households and firms, for example, through tariffs or inter-

est rate controls. Unlike many other governments that attempted such
 interventions, HPAE governments generally held costs within well-
. defined limits. Thus, price distortions were mild, interest rate controls

used international interest rates as a benchmark, and explicit subsidies
were kept within fiscally manageable bounds. Given the overriding im-
portance ascribed to macroeconomic stability, interventions that be-
came 100 costly or otherwise thrcétcncd stability were quickly modified
or abandoned.

Whether these interventions contributed to the rapid growth made pos-
sible by good fundamentals or detracted from it is the most difficult ques-
tion we have attempted to answer. It is much easier to show that the HPAEs
limited the costs and duration of inappropriately chosen interventions—
itself an impressive achievement—than to demonstrate conclusively
that those interventions maintained for a long time accelerated growth.
Our assessment of three major uses of intervention is that promotion of

~ specific industries generally did not work and therefore holds litde
promise for other developing economies. Mild financial repression com-
bined with directed credit has worked in certain situations but carries
high risk. Export-push strategies have been by far the most successful
combination of fundamentals and policy interventions and hold the
most promise for other developing economies (chapter 7).

Buc are these approaches feasible in the early 1990s? While Iimited
repression of interest rates may have contributed to overall higher rates
of investment in Japan, Korea, and Taiwan, China, these three north-
eastern economies undertook their initial growth spurts—and their
most sustained and forceful repression of interest rates—during a period
when it was possible for a developing economy to close its financial mar-



kets to the outside world. Furthermore, strong bureaucracies and a gen-
eral climate of government-private sector cooperation meant that their
restrictions on capital outflows were more effective than similar restric-
tions in many other economies. In today’s increasingly global economic
environment, few governments have the ability or desire to close their fi-
nancial markets. Indeed, many East Asian governments are in cthe
process of liberalizing restrictions on capital flows. In such circum-
stances, the scope for repressing interest rates without provoking capital
flight is sharply narrowed. However, in some exceptional instances, very
mild financial repression of short duration to increase corporate equity
rermains a viable option. This has been the case in Malaysia, which has
wide open financial markets but nonetheless succeeded with. very mild
financial repression for more than a year.

The export-push strategy appears to hold great promise for other
developing economies. But the conditions of market access under the
General Agreement on Tariffs and Trade (GATT), and other trading
arrangements, will hamper developing economies’ use of policies viewed
as unfair in major industrial-economy markets. Subsidies to exports and
directed-credit programs linked to exports are not generally consistent
with the GATT and may therefore invite retaliation from trading part-
ners. Furthermore, like financial repression, these highly directed inter-
ventions require a high level of institutional capacity now lacking in
most developing economies. Fortunately, many powerful inscruments of
export promotion are not only within the institutional capacity of many
developing economies but remain viable in today’s economic environ-
ment. Creating a free trade environment for exporters, providing finance
and support services for small and medium-size exporters, improving
trade-related aspects of the civil service, aggressively courting export-
oriented direcrt foreign investment, and focusing infrastructure on areas
that encourage exports are all atrainable goals that are unlikely to provoke
opposition from trading partners. Indeed, some or all of these have been
part of the export push in Indonesia, Malaysia, and Thailand. These
three economies, the most recent participants in the “economic miracle,”
may show the way for the next generation of developing economies to
follow export-push strategies.

The phenomenal success of the HPAEs is already inspiring attemprs at
imitation. We have shown that the HPAEs used an immense variety of
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Note

. 1. Japan, which has been firmly in the ranks of indus-  have been used subsequently by developing economies.
trial economies arguably for all of this century, may atfisst ~ Thus, notwithstanding Japan’s longer history of modern
" seem to be an inappropriate subject for study. However = economic growth, it may provide some useful insights
many of the policy instruments used by the Japanesegov-  into the relationship between public policy and growth.
“ermnment during the period of rapid growth, 1950-73, ' : '

policies to achieve three critical functions of growth: accumulation, al-
location, and productivity rowth. The sheer diversity of these policies
precludes drawing any simple lessons or making any simple recommen-
dations, except perhaps that pragmatic adherence to the fundamentals is

* central to success. These market-oriented aspects of East Asia’s experi-

ence can be recommended with few reservations. More institutionally
demanding strategies have often failed in other settings and they clearly
are not compatible with economic environments where the fundamen-
tals are not securely in place. The use of contests in Japan and Korea re-
quired competent and insulared civil servants. In parts of Sub-Saharan
Africa and Latin ."merica, and elsewhere in Asia where such institu-
tional conditions are lacking, activist government involvement in the
economy has usually gone awry. So the fact that interventions were an
element of some East Asian economies’ success does not mean thar. they
should be attemptcd everywhere, nor should it be taken as an excuse to
postpone needed market-oriented reform.

The success of the HPAEs broadens our understanding of the range of
policies that are consistent with rapid development. It also teaches us
thar willingness to experiment and to adapt policies to changing cir-
cumstances is a key element in economic success. In the following chap-

" ters we explore more fully the contribution of fundamental and
- interventionist policies to East Asia’s remarkable growth, and the crucial

role that instturtions have played in their evolution and application. As -

~ we shall see, making a miracle is no simple matter



Growth Equity, and

'_Economlc Change

HE EIGHT ECONOMIES OF OUR STUDY ARE HIGHLY
diverse in natural resources, culture, and political in-
stitutions. Japan, unlike the others, was already a rela-
tively mature industrial economy at the beginning of
the postwar period. Moreover, the eight differ in the
, degree of government intervention in the economy
 and the manner in which their leaders have shaped and implemented

" policies. Korean policymakers, for example, have intervened heavily in
industrial, labor, and credit markets, while policymakers in Hong Kong
have been consistently hands-off. :

. Despite many differences, however, the eight economies have much
- in common. In a number of ways, their postwar experience distin-
guishes them as a group. Their most obvious common characeristic is
their high average rate of economic growth. During the same period,

" income inequality has declined, sometimes dramatically. These two

outcomes—rapid growth and reduced inequality—are the defining
characteristics of whar has come to be known as the East Asian eco-
. nomic miracle.

The cight economies share six other characreristics that set them
apart. Compared with most other developing economies, all have had:

‘More rapid output and productivity growth in agriculture
- Higher rates of growth of manufacrured exports . -
Earlier and steeper dedlines in fertility

‘of domestic savings
‘Higher inital levels and growth rates of human capiral |
m Generally higher rates of productivity growth.

Higher growth rates of physical capital, supported by higher rates
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These characteristics are all related to their rapid, more equitable
growth. Some are sources of growth, some are outcornes of growth, and
some are unique features of HPAE growth, but most Fall in more than one
of these categories.

Rapid and Sustained Economic Growth

tently than any other group of economies in the world from

1960 to 1990. They averaged 5.5 percent annual per capita real
income growth, outperforming every economy in Latin American and
Sub-Saharan Africa (except diamond-rich Botswana). Another East
Asian economy, China, has grown 5.8 percent a year since 1965 and
could stake a claim to join the ranks of the HPAEs.!

Figure 1.1 shows the relatonship between income level relative o the
United States in 1960 and per capita income growth for 119 economies
during the peried 1960 to 1985. Developing economies were no catch-
ing up with the advanced economies; more than 70 percent of the de-
vclopmg economies grew more slowly than the high-income-economy
average.” More disturbingly, in thirteen developing economies, per
capita income actually fell. Growth among the eight HPAEs is quite dif-
ferent. Their growth rates are significantly above the high-income-econ-

“ omy average. Unlike most of the rest of the developing world, the HPAEs
were catching up to the industrial economies. Hong Kong, Japan, the
Republic of Korea, Singapore, and Taiwan, China, were particularly
notable.

Other developing economies have grown fast for several years, partic-
ularly before the 1980s, but few others have sustained high growth rates
for three decades.? Figure 1.2 shows the growth rates in per capita in-

~ come for 119 economies in two periods, 1960-70 and 1970-85. The

11 thar achieved rapid growth during both periods are in the nertheast

comer. Of these, five are East Asiaa1 success stories: Hong Kong, Japan,

Korea, Singapore, and Taiwan, China. Japan’s shift from extremely rapid

growth in the 1960s to rates more typical of high-income economies in
the 1970s is apparent. The other three HPAEs—Indonesia, Malaysia, and -

THE EIGHT HPAEs GREW MORE RAPIDLY AND MORE CONSIS- |

Thailand—all show accelerating growth, with higher growth ratesinthe

second period than in the first. Indonesia is one of only three economies



Figure 1.1 GDP Growth Rate, 1960-85, and GDP per Capita Level, 1960
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" to move from the bottom to the top of the distribution of ngth rates
~ berween the two periods.

Declining Income Inequality and Reduced Poverly

HE HPAEs HAVE ALSO ACHIEVED UNUSUALLY LOW AND DE-
clining levels of inequality; contrary to historical experience and
7 ~ contemporary evidence in other regions (Kuznets 1955). The
 positive association between growth and low inequality in the HPAEs,
and the contrast with other economies, is illustrated in figure 1.3. Forty
' economies are ranked by the ratio of the income share of the richest fifth -

" of the population to the income share of the poorest fifth and per capita.

E “real GDP. growth during 1965-89. The northwest corner of the figure |
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Figume 1.2 Growth Rafe Persistgnce

GDP growth rate (percent), 1970-85

8% [ »;-; nmn - v P S — e
| A
? , S ; Singapore Taiwan, China
6% -|-—- S SRS SR SN N B N Wik o R o
i . Indonesia | : .‘ . 4 Hong Kong
! i N ] Py Rep. of Korea
] 1 . ‘
i ] ' K Malaysia
! ,. ’ .. o = ® ‘ ] ]| Thalland . ® Japa‘n
. | f . ‘a e ¥ S, 8
; N I : '~ ® '
i 1 | ﬂ
2% e i~ i [ - ..q “ T O
® i e V. ; : &
o | . e eN:g e ' ,
0% : — Sy 0 | e8 . —e———e—
- . ! - H . . .
! ! [} i ® ! .
I : L4 é
i . e . ° .
. o ® e Ot ————
2% e T ¢ i Lt '
! e J '
i ! : P
: ! ® ' B Highincome economles
4% U ?.,, Yy .. - .,. PR I - [ Lol * HPAB , [ —
: ' i ‘ . @ Other developing economies
I
| | r
o ; ; . f
. 4% 2% 0% . 2% 4% 6% 8% 10%

GDP growth rate {percent), 1960-70

Note: Bbxs arc seventy-fifch percentile of growth rates in each period.
Sqwm': Summers and Heston {1991); Barro (1989); World Bank daca.

30

identifies economies with high growth (GDP per capita greater than 4.0
percent) and low relative inequality (ratio of the income share of the top
quintile to that of the bottom quintile less than 10). There are 7 high-
growth, low-inequality economies. All of them are in East Asia; only
Malaysta, which has an index of inequality above 15, is excluded.
When the East Asian economies are divided by speed of growth, the
distribution of income is substantially mere equal in the fast growers
(Birdsall and Sabot 1993b). For the eight HPAEs, rapid growth and de-
clining inequality have been shared virtues, as comparisons over time of
equality and growth using Gini coefficients illustrate (see figure 3 in the
Overview). The developing HPAEs clearly outperform other middle-
income economies in that they have both lower levels of inequality and

- higher levels of growth. Moreover, as figures A1.7-A1.9 at the end of the
- chapter show, improvements in income distribution generally coincided

with Pcriods of 'rapid growth.



GROWTH, EQUITY, AND EC

. Figure 1.3 Income Inequality and Growth of GDP, 1965-89
GDP growth per capita (percent)
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Two qualifications should be noted here. First, some studies of Korea
have shown increasing inequality in recent years; however, most of this
is due to the rising value of assets, partcularly land, rather than in-
creased variation in incomes. Second, reductions in inequality in Thai-
land have been relatively minor compared with those in the other HPAES,
although Thailand’s performance is still better than that of most devel-
oplng economics. :

Given rapid growth and declining inequality, these economies have of
course been unusually successful in reducing poverty. Table 1.1 compares
the declines in poverry, defined as the inability to atin a minimal stan-
dard of living (World Bank 1990b), in some HPAEs and other selected
economies (the period varies depending on data available). Increases in life
expectancy have also been larger than in any other region (sce table 1.2).

Dynamic Agriculh:ral Sectors

YPICALLY, AS AN ECONOMY DEVELOPS, AGRICULTURE'S SHARE

- of the economy dedines. The six HPAEs with substantial agri-
cultural secrors—Indonesia, Japan, Korea, Malaysia, Thailand,

and Taiwan, China—have been making this transidon more rapidly
than other developing economies. Bur the decline in the relative im-
portance of agriculture in the HPAEs is not because agriculture has lacked
dynamism. Across developing regions, agriculture’s share of outpur and
employment has declined most and fastest where agriculrural outpur
and productivity have grown the most (see table 1.3). From 1965 to
1988, growth in both agriculrural output and agricultural productivity
was higher in East Asia than in other regions. Many factors contributed

~ to the success of agriculture in these economies. Land reform (notably in

Kerea and Taiwan, China), agricultural extension services, reasonably
good infrastructure (especially in the former Japanese colonies), and
heavy investments in rural areas (notably in Indonesia) all helped.

East Asian governments have actively supported agricultural research

‘and extension services to speed diffusion of Green Revolution rechnolo-

gies. Their substandal investments in irrigation and other rural infra-
structure hastened adoption of high-yielding varieties, new crops, and
the use of manufactured inputs, such as fertilizer and equipment, to cul--
tivate them. In Taiwan, China, during the 1950s, 45 percent of the
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Table 1.1 Changes in Seleeted Indicators of Poverly

Perccutage of populamm 7 o o "
_ below the poverty line - o Numberaf "poor (mrllwm)
L Fmt ' Last . Bm Last - y —
Year ~  year - year - Change © year © year - change
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growth of agnculture was due to rising productivity, much of wh:ch re-
* sulted from government programs (see Ranis 1993).

Information on the allocation of public investment between rural
and urban regions is limited, and it is difficult to make good compar-
isons among economies, but available data suggest that the HPAEs have
allocared a larger share of their public investment to rural areas than did
‘other low- and middle-income economies. Of critical importance in this
respect has been the build-up of infrastructure—roads, bridges, trans-
~ portation, electricity, water, and sanitation. Table 1.4 shows that there
* has been a more even balance between rural and urban public invest-
ment in sanitation and water facilities in Indonesia, Korea, and Thailand
than in other developing economies. The data on rural electrification
also suggest that the HPAEs with rural sectors have, on average, more ef-

L fectively provided electricity to rural areas. Since the early 1980s, elec- -
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Table 1.2 l.lfe Expectancy at Birth, 1960 and 1990
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tricity has been universally available in the rural areas of Korea and Tai-
wan, China. Malaysia and Thailand have made grear strides in rural
elecrrification. Indonesia has not done as well, but even there the reladve
disparity between the urban and rural sectors is smaller than the dispar-
ity in economies with approximately the same per capita income (Bo-
livia and Liberia) or the same population (Brazil [see table 1.4]).

. Table 1.3 Growth thes of Agricultural Income, Labor Foice; and Share in Output, 1965-88
(percent)
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Equally important, however, were the typically low levels of direct
and indirect taxation on agriculture in East Asia. During the past three
decades, dozens of governments in other regions, eager to promote in-
dustrial growth, have funneled surpluses from agriculture to industry
through taxes, food price controls, and pro-industry allocations of pub-
lic investment. Less overtly, governments have favored manufacturers,
and hure agriculture, by overvaluing currencies and protecting domestic
industries thar manufacture agricultural inputs and the goods purchased

by rural households. The exchange rate that results from restrictions on

'I'able 1.4 Comparison of Rural and Urban Public Investment
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manufactured imports reduces the domestic currency proceeds of agri-
cultural exports. Industrial protecrion acts as a hidden tax on agriculture,
raising the price of agricultural inputs to subsidize industry. Figure 1.4 il-
lustrates the lower taxation of agriculture by contrasting three HPAEs with
large rural economies with three South Asian economies. Direct inter-
ventions include export taxes and price controls, while indirect interven-
tions also take account of industrial protection policies and real exchange
rate overvaluation. Both Korea and Malaysia have substandially lower tax-
ation of the agriculrural sector than the comparators, and in Korea the

Figure 1.4 Intervention and Growth in the Agricultural Sector
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 agricultural sector receives positive protection. Thailand’s taxation of the
agricultural sector was similar to South Asian levels in the 1960s and
1970s but fell in the 1980s while taxation in South Asia was rising.

We are nort suggesting that the HPAEs avoided transferring any re-
sources from agriculture to industry. Rather, in contrast to other devel-
oping economies, they transferred fewer resources. Moreover, transfers
* were often voluntary—financial savings, for example—and were nearly

always limited to levels that did not choke off agricultural growth.

Rapid Growth of Exports

superior export performance. This is reflected in their steadily

rising share of world exports (see table 1.5). As a group, the
HPAEs increased their share in world exports from 8 percent in 1965 to
13 percent in 1980 and 18 percent in 1990. Manufactured exports have
- provided most of this growth. From 1965 to 1990, Japan emerged as the
world’s biggest exporter of manufactured goods, increasing its share of
the world marker from nearly 8 to almost 12 percent. In the 1970s and
1980s, the locus of growth shifted to the Four Tigers, whose share of
manufactured exports grew neady four times faster than Japan's (see
table 1.5). Beginning around 1980, the three Southeast Asiun HPAEs (In-
donesia, Malaysia, and Thailard), which had been historically depen-
dent on commodity exports, recorded a similar but so far smaller surge
in manufacrured exports.

Some analysts have, with hmdsnght, artribured these achlevemcms to
unique culrural and geographical circumstances. But there was litde evi-
dence at the outset that East Asian economies would achieve such spec-
tacular results. In the 1950s even trade optimists were export pessimists
and did not anticipate that Koreas exports would grow four times as fast
as world trade during the next thirty years (see, for example, Little 1982).

One obvious effect of rapid export growth has been a marked in- -
crease in the openness of these economies, the share of exporrs plus im-
ports in GDP (sce table 1.6). Malaysia has been heavily trade oriented
throughout its post-colonial history while Korea, Thailand, and Taiwan,
China, had average trade propensities until 1965 but have since moved
“well above international norms. The trade orientation of Indonesia,

G NOTHER STRIKING FEATURE OF THE HPAEs HAS BEEN THEIR
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“with its vast economy and only relatively recent export drive, is only

slightly above the world average but growing.

Rapid Démographic Transitions

~YHE DEMOGRAPHIC TRANSITION FROM HIGH TO LOW BIRTH
and death rates began in Evrope and North America with the -
Industrial Revolution, and it took nearly two centuries to com-
plete. That same transition is occurring much faster in the developing
world. In virtually all economies, death rates have fallen substandally in
the postwar period; in all except Sub-Saharan Africa, birth rates have
also fallen significantly (see table 1.7). However, compared with other
developing regions, the transition to low fertility began sooner in East

- Asia (in the 1960s in the north and in the early 1970s in the south—and

of course even earlier in Japan) and has gone farther.
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Table 1.6 Ratio of Total Trade to GDP
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During the period 1965-80, all the developing regions of the world
experienced a marked decline in crude death rates (see table 1.7). The de-
cline in most economies was 3040 percent and did not vary much
among regions. There was, however, substantal regional variation in the
extent to which declines in birth rates held in check the potendially ex-
plosive growth in population from the rapid mortality decreases. In Sub-
Saharan Africa during this period, the declines in birth rates were around

- 2-10 percent; in South Asia, 10-30 percent; and in Larin America,
30-40 percent. The sharpest declines were in East Asia: 40-50 percent.
~ As a result, the rate of population growth declined in all the East
Asian economies, in some cases quite sharply. For example, in Korea it
fell from 2.6 percent a year in 1960-70 to 1.1 percent in 1980-90; in
Hong Kong, from 2.5 to 1.4 percent; and in Thailand, from 3.1 to 1.8
percent. In Latin America, ferrility declines were also sufficient to reduce
population growth rates, though generally not to the levels observed in
- East Asia. In South Asia the picture is mixed, with fertility declines suf-
- ficient to reduce the rate of population growth in Bangladesh but insuf-
ficient in Nepal or Pakistan. In Sub-Saharan Afiica, the combination of
sharp declines in death rates and modest declines in birth rates resulted
in an acceleration of population growth—for example, in Ghana from
2.3 percent a year in 196070 to 3 4 percent in.1980-90, and in Kenya
from 3.2 t0 3.8 percent.
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Table 1.7 The Demographic Transition
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High Investment and Savings Rates

put that is not eicher direcly consumed or used up in the pro-
duction of other goods. Machines, buildings, and infrastructure

are physical capital, but elements of working capital, such as mventona,r
are also important. Economists traditionally have viewed investment as
one of the driving forces of economic growth. In a closed economy; sav-
ings is the only source of invesrment, and the two, by definition, must -
be equal. But in an open economy; investment can be financed by bor-

PHYSICAL INVESTMENT INCLUDES ALL OF THE ECONOMY’S QUT-



rowing from abroad as well, that is, with foreigners’ savings. Even so, in-
adequate domestic savings will eventually pull down investment rates,
either directly or through constraints on the continued build-up of for-
eign liabilities, which must eventually be repaid from domestic savings.

Between 1960 and 1990, both savings and investment increased
markedly in the HPAEs, outstripping :'ie performance of other develop-
ing regions (see figure 1.5). Savings rates in the developing HPAEs were
lower than in Latin America in 1965, but by 1990 they exceeded Latin
America’s savings rates by almost 20 percentage points. Investment lev-
els were about equal in Latin America and East Asia in 1965; by 1990
‘East Asia’s investment rates were nearly double the average for Latin
America and substantially exceeded the rates for Scuth Asia and Sub-
Saharan Africa. The HPAEs are the only group of developing economies
in which savings exceeds investment, making them exporters of capital.

When we compare the HPAEs individually to all 118 economies for .
which investment data exist, the picture is more complex (see figure
1.6). During the period 1960-85, the HPAES' investment levels were in

Figure 1.5 Savings and Investment as a Percentage of GDP
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- 'Figure 1 6 Average Investment Rate as a Percentage of GDP, 19601985, and GDP per Caprta Level, 1960
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the top quartile of all low- and middle-income economies, but since in-

- vestment generally rises with incomes, this is not remarkable.> What is
remarkable is their high share of private investment. Figure 1.7 com-
pares average private and public investment shares in GDP for 1970-89
in the developing HPAEs and other middle-income economies. Private
investment is about 7 percentage points higher in the HPAEs than in
other middle-income economies. It rose from abour 15 percent of GDP
in 1970 ro nearly 22 percent in 1974, then declined and held at about
18 percent between 1975 and 1984. Private investment contracted

. sharply between 1984 to 1986, reflecting the global recession, then re-
covered by 1988.% In contrast, private investment in other low- and -

" middle-income economies has remained relatively stablc ar about 11

percent of GDP.
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The story is different with respect to public investment. In the 1970s
overall levels of public investment did not differ markedly between the
HPAEs and other developing economies; during the decade public
investment rates in all economies rose from about 7 to 10 percent (see
figure 1.7). But during the 1980s the HPAEs and other developing econ-
~ omies diverged.' In other economies, the fiscal contraction of macro-
economic adjusement was reflected in lower public investment rates. In
- the HPAEs, conversely, public investment shares actually rose berween
1979 and 1982 and then remained at a level nearly 4 percentage points
above their 1970s average. Only after 1986 did they begin ro decline
toward historical levels. In short, in striking contrast to elsewhere, pub-
lic investment in 1980-87 in these East Asian economies was counter-
cyclical to the reduction in private investment.

‘Creating Human Capital

the growth and transformation of systems of education and training
during the past three decades has been dramatic. The quantity of ed-
ucation children received increased at the same time that the quality of
schooling, and of training in the home, markedly improved. Today, the
cognitive skill levels of secondary school graduates in some East Asian
- economies are comparable to, or higher than, those of graduates in high-
income economies (see appendix 1.2). 7
: Figures 1.8 and 1.9 present a stylized summary of the results of re-
- gressing primary and secondary enrollment rates on per capita national
income for more than 90 developing economies for the years 1965 and
1987.7 Enrollment rates are higher ac higher levels of per capita income.
But the HPAE’s enrollment rates have tended to be higher than predicted
for their level of income. At the primary level, this was most obvious in
1965, when Hong Kong, Korez, and Singapore had already achieved

- IN NEARLY ALL THE RAPIDLY GROWING EAST ASIAN ECONOMIES,

" universal primary education, well ahead of other developing economies,

" and even Indonesia with its vast population had a primary enrollment

rate above 70 percent.? By 1987, East Asid’s superior education systems

~ were evident at the secondary level. Indonesia had a secondary enroll-
- ment rate of 46 percent, well above other economies with reughly the
 same level of income, and Korea had moved from 35 to 88 percent,

3



Figure 1.7 Public and Private Investment
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maintaining its large lead in relative performance. Only in Thailand was
the 28 percent secondary enrollment rate well below the income-
predicted 36 percent and the 54 percent mean for middle-income
economies.? In recent years Thailand'’s weak educational performance has
been felt, as serious shortages of educared workers have begun to threaten
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Figure 1.8 Cross-Economy Regression for Primary Enrollment Rates, 1965 and 1987
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continued very rapid growth. In part as a function of their success in in-
creasing enroliment, the East Asian economies have also been faster to
close the gap between male and female enrollments (see box 1.1).

A cormnmon, though imperfect measure of educational quality is ex-
penditures per pupil. Between 1970 and 1989, real expenditures per
pupil at the primary level rose by 355 percent in Korea. In Mexico and

. Kenya, expenditures rose by 64 and 38 percent, respectively, during the

same period, and in Pakistan expenditures rose by only 13 percent be-
tween 1970 and 1985 (Birdsall and Sabot 1993b). These dramaric dif-
ferences reflect mostly differential changes during the period in income
growth and in the number of children entering schools, both of which
_ favored the East Asian economies. A somewhat better measure of school
- quality is the performance of children on tests of cognitive skills, stan-
~ dardized across economies. In the relatively few international compar-

isons available from such tests, East Asian children tend to perform
* better chan children from other developing regions—and even, recendy,
better than children from high-income economies.!?
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Flgure 19 Cross-Economy Remon for Secondary Enmllment Rates, 1965 and 1987
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How much a child leatns is also influenced by the nature of the learn-
ing environment in the child’s home. Again, children in the East Asian
economies had advantages in the 1970s and 1980s. Using a simple
index taking into account the mothers education and the number of
children at home, we estimate thar the learning environment in Korea
during twenty years was enhanced 114 percent more than in Brazil and
147 percent more than in Pakistan (Birdsall and Sabot 1993b).

Rapid Productivity Growth

HE FINAL OUTSTANDING CHARACTERISTIC OF THE HPAEs IS

their rapid productivity growth. That labor productivity in the

HPAEs increased rapidly is self-evident: per capita GDP growth

depends primarily on rising outpur per worker. Some of this increase in

~ output per worker results from increases in physical capiral per worker
(for example, more machines) and some results from increases in human
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capital (for example, better schooled workers). In addition, however,
- some may result from greater efficiency; from changes in production
practices that result in greater output from the same stock of physical
" and human capital. We call the increase in productivity that cannot be

. accounted for by measured increases in inputs total factor productivity
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(teP) growth.!! Among its sources are better technology, better organi-

zation, gains from specialization, and innovations on the shop floor.

As we demonstrate below, about two-thirds of East Asia’s extraordi-
nary growth is attributable to rapid accumulation; that is, to unusually
rapid growth in physical and human capital. The remaining third of this
growth cannot be explained by accumulation and is therefore attribut-
able to increased efficiency or TFP. This is large relative to other econo-
mies, both absolutely and as a share of output growth, and therefore

- partly explains why these economies have been carching up with the in-

dustrial economies, while most other developing economies have not. In
box 1.2 we review two broad interpretations of the relation between ac-
cumulation and output growth and the link between productivity
change and technological mtchmg up. ,

Evidence from Cross-Economy Regressions
of per Capita Income Growth

In this section we use two staristical techniques to examine the rela-
tonship between accumulation and output growth. Our first model is a
cross-economy regression in which we estimate the relationship berween
the rate of real per capira income growth and the share of investment in -
GDP, and two measures of educational attainment, controlling for the
rate of growth of the economically active population, and the relative
gap between per capita income and U.S. per capita income in 1960 at
1980 U.S. dollar prices.!? Qur measures of educational attainment are
primary and secondary school enrollment rates in 1960, the area of
human capiral accumulation in which the HPAEs showed a substanual
difference from other low- and middle-income economies.

The resules of applying our statistical analysis to 113 economies are
summarized in table 1.8. The estimates indicate that factor accumulation
marrers. Investment in both physical capital and schooling contribute sig-
nificantly to economic growth.!? An increase of 10 percentage points of
GDP in the rate of investment—about the difference in private investment
rates berween HPAEs and other low- and middle-income economies—
would raise the growth rate of GDP per capita by 0.5 percent. An increase

- of 10 percentage points in the primary or secondary school enrollment

rate would raise per capita income growth by 0.3 percent. 7
Beyond accumulation of physical and human capital, initial income
also has a slgmﬁcant relationship with per capita income grownh
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Economies that wete relatively poor in 1960 grew significantly faster
than relatively rich ones, controlling for levels of education and invest- -
ment. So although, as shown above, poor economies did not do better
on average than the high-income economies—income levels were not
converging—this was partially because poor economies invested less.
But an economy at 50 percent of the level of U.S. per capita income in
1960, and at average levels of education and investment, would have
grown about 2.1 percentage points more rapidly than the United Scates.
We call this conditional convergence, because economies with low rates

of investment and school enrollment would not catch »p despite the
“advantages” apparently offered by being relatively poor.

This conditional convergence can be interpreted as a measure of the
gains realized as a consequence of moving from lower to higher techno-
logical levels, or “carching up” (see box 1.2). Bur the relative income
variable may capture more than the productivity-based catch-up effect
that some initially poor economies benefited from. One of the impor-
tant empirical regularities found in the early literature on structural
transformarion (Kuznets 1959; Chenery 1960) is the discrepancy in the
average product of labor between traditional (agriculture) and modern
(industry) sectors at low income levels. A dominant share of productiv-
ity growth in low-income economies can be artributed to intersecroral
reallocation of labor from agriculture to industry (Pack 1993c¢). Thus
the initial income variable may also be capturing the reallocation effect
of this structural change on per capita GDP growth. '
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-Table 1.8 Basic Cross-Economy Regression Results

(dependent variable: average rate of real per capita income growth, 1960-85)
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Armed with these statistical results, we can examine two facts about
the role of accumulation in growth in the HPAEs. First, our estimates of
the parameters of the cross-economy growth equation enable us o do a
simple “accounting for growth” in the HeAEs. Table 1.9 shows the pre-
dicred contriburion to growth of investment, human capital, population
growth, and relative income for each HPAE. It also shows the share of ac-
tual growth predicted by these variables. Except for Hong Kong (44 per-
- cent), 60 percent or more of the actual growth rare in the HPAES is

predicted by the accumulation of physical and human capital, inital in-
come levels, and population growth, ranging as high as 87 percent for

SI



Table 1.9 Contribution of Accumulatlon to the Growtll of the HPAEs, 1960-85
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Malaysia. On average, about two-thirds of the observed growth in the
HPAEs is predicted by our model.

Primary education is by far the largest single contributor to the HPAES’
predicted growth rates. Between 58 percent (Japan) and 87 percent
(Thailand) of predicted growth is due to primary school enrollment.
Physical investment comnes second (between 35 and 49 percent), fol-
lowed by secondary school enrollment. Japan's high secondary school
enrollment in 1960 makes a particularly strong contribution to its
growth (41 percent), more than investment, while the laggards in sec-
ondary enroliment rates, Indonesia, Malaysia, and Thailand, have the -
smallest proportion of their predicted growth attriburable to secondary
enrollments (less than 15 percent). Investment, conversely, is most im-
portant in Hong Kong, Indonesia, Malaysia, and-Singapore, where it ac-
counts for more than 40 percent of explained growth. '

Second, we are also able to look for regional parterns in growth rates
that are unexplained by physical and human capiral investment. Con-
trolling for their performance in education and investment, and initial
income, the HPAEs have a significantly higher rate of growth than all

. other economies. Latin America and Sub-Saharan Africa, in contrast,
have significantly lower underlying growth rates (about 1 percent), con-
trolling for the same variables. Thus, the expected growrh rate differen-

“tial between the high-performing East Asian economies and
Sub-Saharan Africa or Lacin America, even if they had the same accu-
mulation and inidal income, is nearly 3 percent. ,

To assess the contribution of the HPAES superior accumulation rel-
ative to other groups, we can predict growth rates in four groups of
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economies based on level of investment, primary and secondary

school enrollment, relative income in 1960, and population growth.

The differences in actual growth rates between the HPAEs and other

groups can be divided into the predicted differences (due to group dif-

ferences in accumulation or initial income) and to an unexplained
residual (see wable 1.10). Accumulation explains only some of the dif-

ference in per capita income growth rates between the HPAEs and other

groups. For example, between 1960 and 1985 average primary and

secondary school enrollment rates and investment rates in the HPAEs

were below those in the OECD, leading us to predict that growth would

be lower by 0.68 percent. Offsetting this is a conditional convergence

gain of 1.2 percent and the contribution of the HPAES’ higher rate of

population growth, 0.1 percent. We would predict that the HPAEs

would grow about .67 percent faster than the OECD, primarily due to

their initially lower income level; in fact, they grew about 2.3 percent

faster.

The effect of the HPAES' higher rates of accumuladon is more telling

'in the comparisons between East Asia and Latin America or Sub-
Saharan Africa. Between the HPAEs and Latin America, 34 percent of the

predicied difference in growth rates is due to higher investment levels
~ and 38 percent to higher enrollment rates. Far and away the major dif-

- ference in predicred growth rates between HPAEs and Sub-Saharan Africa

derives from variatons in primary school enrollment rates. Investment
~ accounts for only about 20 percent of the difference and is offset by the

conditional convergence advantage of Sub-Saharan Africa and its more -

- rapid population growth. Education is the main theme of the story of
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‘Table 1.10 Accounting for Differences in Growth Due to Differences in Accumulation:

The HPAEs, Latin America, Africa, and the OECD Economies
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the differences in growth between Sub-Saharan Africa and the East
Asian high performers. '

Whar is most striking, however, is how litde we are able to account
for differences in growth rates berween the HPAEs and other economies
on the basis of conventional economic variables.!4 We are able, in the
end, to predict only about 17 percent of the actual difference in growth
rates between the HPAEs and Latin America. We do somewhat better be-
tween Sub-Saharan Africa and the HPAEs, predicring about 36 percent of
the difference. Controlling for their superior rates of accumulation, the
HPAEs still outperform while Sub-Saharan Africa or Latin America un-
derperform the statistical reladonship between accumulation and
growth, leaving much of the regional difference in per capita income
growth unexplained (even though a large fraction of HPAE success is ex-
piained).'> They have been apparently more successful in allocating the
resources that they have accumulated to high-productivity activities and
in adopting and mastering catch up rechnologies.

Evidence from Estimates of TFP Growth

TFP change captures both of these important aspects of productivity
growth. TFP is estimared in a neoclassical framework by subtracting
from output growth the portion of growth due to capital accumulation,
to human capital accumulation, and labor force growth. In keeping with

 this framework we estimate TFP change for cighty-seven economies
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using a production function estimated with cross-economy data. (The
techniques are discussed in appendix 1.1.) Figure 1.10 plots the result-

- ing TFP growth estimates for 1960-89 against relative income levels in
1960. There is great variance in the rates of TFP growth among low-in-
come economies. A number of developing economies show higher rates
of TFP growth than industrial economies, consistent with the possibility -
of large catching-up gains. Many others, however, have low or even neg-

 ative rates of productivity change. The East Asian economies stand out
sharply, with high absolure levels of TFP. Five HPAEs—Hong Kong,
Japan, Korea, Thailand, and Taiwan, China—are in the top decile. The
other three HPAEs—Indonesia, Malaysia, and Singapore—are closer to
“TFP growth rates in high-income economies (about 1.5 percent), but are
still in the top third of all developing economies. '
* Presumably, in the high-income economies most of the estimated TFP
growth is due 1o advances in best practice, which explains cheir relatively
- compact distribution of TFP growth rates atound 1.5 percent a year, and
 the tendency for TFP growth to dedline with rising income among the
high—income'econonﬁfs (see figure 1.10). In low- and middle-income
economies, however, changes in. TFP must reflect more than technical

~ progress, otherwise we would never find negative TFP growth rates. We

~ have already argued that TFP growth for low- and middle-income -

‘economies contains an element of carching up to (or falling behind} -
-~ best-practice technologies. (The relationship berween technical change
" and carching up is discussed in appendix 1.1.) But TFP growth rates in a
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_ Figure 1.10 Total Factor Productivity Growth, 1960-89, and GDP per Capita Relative to U.S. GDP, 1960
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one-sector; cross-economy estimate will also contain an element of al-
locarive efficiency; economies that allocate physical and human capital
to low-yielding investments will have low or negative estimated TFP
growth rates. The clearest demonstrations of this are the thirteen econ-
omies with negative output growth and positive accumulation. Thus
our estimates of TEP growth answer the following question: on the basis
of the average efficiency with which physical and human capical are used
- in the world economy, does accumulation over- or underpredict income
growth? The answer is that for most low- and middle-income
economies it overpredicts, while for the HPAEs it underpredicss.'¢
Under very restrictive assumptions (see appendix 1.1), we are able to
offer some speculations concerning which of the HPAEs were catching up
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to best practice between 1960 and 1989. To do this we assume that the
 elasticides of output, which should be used to calculate TFP change, are
~ those that apply to high-income economies only. These more alloca-
tively efficient economies have elasticities of output with respect to both
~ physical and human capital that are higher than those for the whole
- cross-economy sample. We subtract the average rate of TEP change for
- the high-income economies, which we have associated with movements
" in international best practice, from TFP change estimated using those
- - higher elasticities to get an estimate of technical efficiency change. Using
this method, Hong Kong (2.0 percent); Japan (1.0 percent); Taiwan,
_ China (0.8 percent); and Thailand (0.1 percent) are the only HPAEs
L carching up to international best practice. Korea (-0.2 percenz) was'es-
- sentially just keeping pace with technological progress in the high-
income economies, while the investment-driven economies of
Indonesia, Malaysia, and Thailand were falling behind international
~ best practice at rates of 1.2 percent (Indonesia) to 3.5 percent (Singa-
~ pore) a year (see table Al.3 in appendix 1.1).
~ When the HPAEs are contrasted with other developing regions, how-
ever, their ability to keep pace with international best practice seems
somewhat more remarkable. Using the same method, we have estimated
- the average rate of technical efficiency change for Latin America (-1.4
- percent) and Sub-Saharan Africa (-3.5 percent). Against these bench-
marks, all the HPAEs except Singapore stand up well in their ability to
keep pace with the world’s shifting technological frontier.!” ,
~ Although the absolute magnitude of TEP in HPAEs is higher, so is
growth. Is the proportion of growth due to TFP high? On the basis of an
. analysis of sources of growth for a sample of economies, Chenery (1986)
devcleped a typology of the contibution of TFP growth to total output
growth by income. A typical low- and middle-income economy had a
 relatively small contribution of TFP growth to total output growth, be-
tween 10 and 20 percent. High-income economies, conversely, derived
about 30-50 percent of their total output growth from TFP growth.
_ Figure 1.11 largely confirms this pattern for low-, middle-, and
. high-income economies. Only seven of the fifty-nine non-HPAE low-
- and middle-income economies have contributions of TFP growth ex-
" ceeding 33 percent, while for the high-income economies it was much
" higher. The HPAEs fall into two distinct groups: investment-driven and
_.."" productivity-driven economies. The investment-driven economies—
S Indonesia, Malaysia, and Singapore—conform to the developing-econ-
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Figure 1.11 Total Factor Productivity Growth and Part of Growth Due to

Grawth of Factor Inputs, 1960-89
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omy partern with a low TEP contribution. Conversely, the productivity-
driven economies—;Japan, Korez, Hong Kong, Thailand, and Taiwan,
China—are more unusual and look more like industrial economies,
with a high contribution of TFP (above 33 percent). Chinas recent
growth (see box 1.3) shows some of these characreristics. -

The HPAEs are unusual among developing economies because of the
relatively important role of TFP growth. Even so, we find, consistent
with our previous findings with cross-economy regressions, that be-
tween 60 and 90 percent of their output growth derives from accumu-
ladon of physical and human capital. Productivity change has been
higher than in other developing economies and is important to the East
Asian success story. But it is not the dominant factor. :



We have described the East Asian economies’ success in achieving
high rates of growth and reductions in inequality. These were accompa-
nied by agricultural transformations, rapid fertility decline, and manu-
factured export growth; and accounted for by rapid accumulation of
physical and human capital and by productivity growth. What policies

'.hc behind this succcss’ In the next chapter, we examine alternative ex-
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planations of the relationship between public policies and economic
success and particularly the ways that public policy can lead to improved
economic outcomes. In subsequent chapters, we explore the relevant
policies and their apparent links to the inputs and outcomes we have de-

scribed in this chapter.

Appendix 1.1: Accounting for Growth

estimate the relationship berween accumulation and growth using
both cross-economy and production function methods. We also
compare our results with other results available. '

IN THIS APPENDIX WE BRIEFLY DESCRIBE THE METHODS USED TO

Cross-Economy Regressions |

The cross-economy regressions employ the basic specification of
other cross-economy growth studies (Barro 1991; De Long and Sum-
mers 1991; Dollar 1992):

(1.1) 6orG =f(INV, ED, LFG, RGpr60)

where GDPG is the average rate of real per capita income growth using
Hesron-Summers’ measures from 1960 to 1985; INV is the average
share of investment in GDP for the period 1960-85; ED is 2 measure of
educational attainment; LFG is the rate of growth of the economically
active population, and RGDPGO is the relative gap between per capita in-
come in 1960 (ar 1980 U.S. dollar prices) and U.S. per capita income in
1960.!8 Mankiw, Romer, and Weil (1992) have recently demonsrrated
thar this specification corresponds to the transitional dynamics of an en-
hanced neoclassical growth model with human capital. 7

Table Al.1 below reports our basic results on the relationship be-
tween accumulation and growth. The estimated equations compare fa-
vorably with other studies using similar specifications. The overall fit of
the regressions is good, and the coefficients of the variables are of the ex-
pected sign and are significant at conventional levels (0.05 level).!? We
have also estimated the basic relationship for two subperiods, 196070
and 1970-85. The fir of the regression is markedly better in the earlier -
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two periods, but in most respects the parameter estimates have similar

values and significance. The major exception is the coefficient estimare
on investment, which becomes insignificant in the period 1970-85.
Table Al.1 also reports on two efforts to examine the impact of
changing the basic specification. DeLong and Summers (1991, 1993)
“have argued that equipment investment, rather than total investment, is
a superior explanatory variable for per capita income growth. When the
investment share in GDP is replaced with the share of equipment invest-
ment, the explanatory power of the regression is improved, and the co-
efficient on the share of equipment investment is highly significant. Our
sample size is much reduced, however, and we conclude that the reduc-
tion in residual variance is not sufficient to justify a change in our basic
specification. Because school enrollment may not be a good indicaror of
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human capital accumulation, Barro and Lee’s (1993) measure of educa-
tion stock, based on population censuses, can be used in an alternative
specification.

Deviations from the regression are estimates of labor productmty
change that cannor be attributed to accumulation—investment in phys-
ical or human capital or to the component of TFP change associated with
relative income levels. The patterns of productivity change resulting from

the basic specification of the cross-economy growth regressions can be

seen in figure Al.1. The figure plots the partial scatter of the relationship
between growth of output per capita and investment, controlling for
human capital and the component of TFP change related to relative back-
wardness. Per capita income is an increasing function of the share of in-
vestment. Observations are plotted relative to the estimated regression
line, and the HPAEs are identified. The estimated productivity perfor-
mance of the HPAEs is remarkably similar to the pattern derived from the

' Figure A1.1 GDP Growth Rate and Average Investment
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| TFP estimates. All seven of the economies are positive outliers. A dummy
variable taking on the value of 1 for HPAEs is positive and significant.

How We Estimate TFP Change

Suppose that every economy has access to an international cross-
economy production function of the form:

(12) Q=AFRKEL)

where A is total factor productivity, Kis a measure of capital services, Fis a
measure of human capital endowments, and L is a measure of labor services

in natural units. Then growth of output per head can be represented as:
- (1.3)  (@G-D=a+s (k) +5s.(e-l)

where lowercase letters indicate rates of change and s, and s are the elas-
ticities of output with respect to physical and human capital. The share-
weighred growth rates of physical and human capital per head give the
contribution of accumulation to growth in outpur per worker. TFP change
can be then found as the residual of growth of output per worker after de-
ducting the contributions of human and physical capital accumulation:

(14)  a=(GD-s () -5 (e

Under assumptions of competitive factor markets and constant returns
1o scale, 5, and s, are equal to the income shares of factors. Thus most
empirical applications of equation 1.4 estimate the output elasticity co-
efficients with income shares.?

Since income share data are not available for most economies in our
sample, we instead estimate s, and sz directly using a simple, cross-
economy production function. The data for this analysis include a new
constant price capital stock data set (Nehru and Dhareshwar 1993).
Measures of human capital are incorporated in the specification using
Barro and Lee’s (1993) measure of educational atrainment. We regress
* annual log outpur growth on log capital growth, log human capirtal
growth, and log labor growth during the 1960 to 1990 period,
constraining their coefficients to sum to unity (that is, specifying the
production function to be Cobb-Douglas). We also include economy-



specific dummy variables to estimate mdmdual rates of TFP change for
each of the sample’s 87 economies.

Table A1.2 reports the production function parameters and the esti-
mated TFP growth rates. One striking finding of our analysis is the low
elasticity of output with respect to capiral from the whole cross-
economy sample. This is not altogether surprising. As we pointed out in
chapter 1, there is a subset of developing economies that has positive net
investment and human capital growth rates but negative output growth
rates. In effect, the marginal product of both physical and human capi-
tal was negative in these economies, reducing the elasticity of output of
both physical and human capital in the production function based on
the whole sample. We have reestimated the production function on the
basis of only high-income-economy input-output relationships. These re-
sults and the estimated TFP growth rates are displayed in table A1.2. The
elasticity of output with respect to capital in the high-income-economy
production function rises to more conventional levels. TFP estimares,
particularly for those economies with rapidly growing capital stocks, are

Table A1.2 Elasticily of Output with Resj:ect to Capital {SK), Labor (SL),
and Human Capltal (SH) Full Sample and ngh-lucome Economies
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correspondingly reduced. The partern of productivity chaage, however,
with the five producrivity-driven HPAEs falling as outliers in the distrib-
ution of developing economies is maintained. (See figure A1.2.)

It is possible to compare the consistency of the TFP estimates pre-
sented above with other independent estimates of TFP growth in a large
sample of economies to test their robustness. Using a data base derived
from World Bank real product data and alternative estimates of con-
stant price capital stock, Elias (1990) calculates economywide TFP
growth rates for a subset of 73 economies using standard growth ac-
counting assumptions. The relationship berween his results and those
presented above are summarized in figure Al.3, which plots the scatter
of Elias’s estimate of average TFP growth during 1950-87 against our
estimates. Fischer (1993) has also presented a set of TFP growth rates for
a large sample of economies. A similar plot of his results against ours is
shown in figure Al.4.

Figure A1.2 Per Capita Output Growth and Capital Stock Growth, 1960-89
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Both samples show similarly great variance in rates of TFP growth
among low-income economies, while the high-income economies are
rather closely distributed around a mean TFP growth rate of abour 1.5
percent a year. There is also grear consistency between the relative rank-
ing of TFP growth rates for the HPAEs. The same productivity-driven
economies—]Japan, Korea, Thailand, and Taiwan, China (Hong Kong
is absent from Fischer’s TFP estimates)—are in the upper quintile of both
distributions, with the exception of Thailand, which under the Fischer
estimate is still in the upper half of the distribution but is not in the
upper half under the Elias estimare.

Technical Progfess and Technical Efficiency Change

As we pointed out in the concluding section of chapter 1, it is difficule
to disentangle the relative contributions of allocative mistakes, technical
progress, and technological catch-up to TEP growth, especially in a cross-
economy, one-sector setting. One way of separating the concepts of tech-
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Figure A1.4 Comparison of Total Factor Productivity Growth Estimates

TFP growth comparator (percent) (Fischer)
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nological progress and changing efficiency in the use of technology is to
model formally the relationship between observed output and best-
practice technology. We address the relationship between accumulation,
productivity change, and growth using a simple neoclassical model.

Following Nishimizu and Page (1982), we define an mtcrnauonally
accessible bcst—p ractice production function of the form

(1.5) Qf ) = FIZ(ps]

where Qf(1)is potential outpur ar best practice, and Z(2} is a vector of in-
- puts in natural units at time # We assume that the function F(.) satisfies
the usual neoclassical properties and that an appropriate aggregate index
of output exists. o

The best-practice function defines the “state of the art” in the sense
that further increases in output at given levels of inputs cannot be
achieved without the introduction of new techniques. Firms can move

along the best-practice function, increasing output as the result of accu-
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muladion of inputs. The introduction and dissemination of new tech-
niques move the best-practice frontier and is technolagical progress as
defined by Solow (1956). Obscrved performance in a sample of
economies or firms reveals that few are at best practice.?! Rather, most

. lie below the production frontier due to use of dominated techniques or

to inefficient use of best-practice techniques. Observed output Q(z) for
a vector of inputs Z{2) can be expressed as '

(1.6 QW= Q"™ = FZe

where «(2) is the level of technical efficiency [0 < e = Q(z)f Qf(t) <1]
corresponding to observed output Qft) |
The derivative in logarithms of equation 1.6 with respect to time

yields: -
(17)  Q(/QW) = F,ZWVZE) + F,+u ()

where F, and F, are the outpur elasticities of F(Z(2);4) with respect to in-
puts Z{z) and timc 4 and dotred variables indicate time derivatives. ,
Ourput changes in cquation 1.7 are decomposed into three main
elements. The first one gives outpur changes due to inpur changes,
weighted by the elasticity of output with respect to each input. This
is the component of growth due to accumulation. The second ele-
ment is the rate of technological progress of the best-practice frontier,
and the last element, #°(¢), is technical efficiency change during

-period z While £, is alwaya non-negative, #° ( z) can be either positive

or negative.
~ We define the rate of total factor productivity change as the variation
in output not explained by input changes. Thus for any observation,

(1.8) TFPz.(t)=E-j-'u',-(t), _

is the sum of technological progress, measured ar the frontier, and the
_change in efficiency observed at the individual level. :

These concepts are represented in figure Al1.5.2 We assume con-

“stant returns to scale in capital and labor. The international best-

practice production function, £, relares output per worker to capital

(including human capital) input per worker. Economies that are tech-. .
 nically inefficient operate along functional relationships such as £ in
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figure A1.5.2 Cacch-up can be achieved by xﬁoving from a point such

as A to D, combining accumulation with a movement toward best
practice. '
This reinterpretation of TFP cliange is useful in understanding the
sources of rapid catch-up in technologically backward economies. In-
dustrial economies, which employ international best practice, are lim-
ited to rates of TFP change determined by the rate of technological
progress, #,(¢)=0. Economies that do not employ best practioé can have
TFP growth rates exceeding the rate of technological progress if technical
. efficiency change is positive, #,(2) > 0. It is also possible for TEP change
to be negarive, if technical efficiency change is negarive and greater in
absolute value than technological progress. A rapid shift from average
practice to best practice—positive technical efficiency change—can pro-
vide a powerful engine of growth that is recorded as high rates of (TEP)
change.

There are two possible approaches to the estimation of the model
outlined above. One would be to estimate the best-practice production
“function aid derive estimates of both the rate of technological change
and the rate of technical efficiency change.* This approach is not suited
to the cross-economy data available, and we do not employ it. An alter-
native is to measure TFP change directdy by growth accounting. Since
measured TFP change consists of both technological progress and tech-
nical efficiency change, we impose the strong assumption that rechno-
logical change, the movement of best practice, is constant and does not
vary .across economies.?> Under this assumption all of the variance in
rates of TFP change derives from variance in the rate of technical effi-

‘ciency change. ‘

We have -argued, however, that allocative mistakes were partly re-

sponsible for the low output elasticities in the cross-economy produc-

tion function estimates. Hence the high estimated TFP growth rates of
those economies with rapid factor accumulation may represent alloca- -

3

tive efficiency more than either technical progress and technical effi-

ciency change. To address this we use the parameter estimates of the

~ high-income economy production function on the grounds that these
economies are the most allocatively efficient. We then subtract from the
~ ‘estimated TFP growth rate the average TFP growth for the high-income
" economies, our estimate of technical change. The residual estimate of
tcclnuca.l eficiency change is presented for the FPAES and other rcglonal

. groupmgs in table Al.3.

Table A1.3 Technical Efficiency
Change Estimates for the HPAEs




Appendix 1.2: What Do Tests
of canitive Skills Show?

Tests provide a convenient quantitative measure of differences in per-
formance. By providing a consistent instrument, it is possible to com-
pare the performance of students in different learning environments.
The key is objective versus subjective assessment. It is imporrant, how-
ever, to recognize the weaknesses of standardized tests. First, tests evalu-
aie only a limited range of skills, and there is no reason to be confident
that the mastery of skills tested is highly correlated with the mastery of
other skills that may also have an important influence on subsequent
productivity in the labor market. Second, testng skills, not just cogni-
tive skills, may influence performance; if there is significant “ceaching to
the test,” both the predictive ability of test scores and levels of skill in
areas not tested may fall. Differences in the curriculum may also account
for some of the observed differences in performance {see Hanushek and
Sabot 1991). '

These criticisms suggest thar, whenever possible, evidence from a va-
riety of tests should be reviewed before reaching a general conclusion.
While internationally comparable test daea are not abundant, they are,
however, consistent with the results already noted. Table A1.4 shows the
performance of thirteen-year-old students on a standardized test of
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mathematics administered by the Educational Testing Service in a num-
ber of different economies, including Korea.26 Students from Korea .
ranked first in each of the five categories of problems. The performance
gap between Korean students and the others, all of whom were from
high-income economies, was greater for higher-order skills.

- The International Association for the Evaluaton of Educational
Achievement also administered mathemarics tests to thirteen-year-olds
in 1980-82 and included children from Hong Kong, Japan, and Thai- -
land among the children from twenty economies in the sample. Figure
A1.6 summarizes the results for algebra, which are very similar to those
' for arithmetic, geometry, and measurement. Japanese students ranked
first, students from Hong Kong were in the top half of the distribution,
.and students from Thailand were near the bottom, at about the same
level of performance as students from Nigeria.

Figure A1.6 Test Scores c=: Algebra Tests: Selected Economies

Now Zealand

. England and Wales
Canada (Ontario)
United States
Scotland

Hong Kong

Finland

Israel

' Canada (Br. Columbia)
Belgium (French)
'Humgary

Netherlands

Belghum

France

"~ Japan

. 7I |
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These results reinforce the conclusion that in some East Asian
economies cognitive achievement levels exceed those in other develop-
ing economies and match, or exceed, those in high-income economies.
The results also suggest that just as Thailand has lagged the rest of East
Asia with respect to rates of enrollment in basic education, Thai chil-
dren also lag with respect to levels of cognitive achievement.
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Figure A1.8 Gini Coefficient and GDP per Capita Growth Rate, 1971-80
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Figure AL9 Gini Coefficient and GDP per Capita Growth Rate, 1981-90

Ginl coefficient

08 N

i

0.5 [ A P

0.8~ B Pory- - -

B R

I_Mexlco

. Venezuela
= Argentina |

e e - Brazii— _.‘_i-_.-.» e,

W Chile

WPhilippines

0.2

O ~— -

e WColombla.. ... __ e

M Thailand

1
i
t

. _ WSingapore

"7 HHong Kong

Rep. of Korea |

<=~ -indonesia W - MTalwan: China -~ === ===

o i
-0.02

-0.01 0

Soserce: World Bank data.

0.02

.03

0.04 0.05

GDP per capita growth rate



GROWTH, EQUITY. AND EC:

Figure A1.10 (:ross-&onmny Regression for Gender Gap in Primary Enroliment Rates, 1965 and 1987

Primary aaroliiment rates, male-female

Notze: Figures in brackets show residuals.
" Source: Behrman and Schneider (1992).
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Notes

. 1. As we pointed out in the Overview, a strong argu-
ment could be made for including China among the “mir-
acle” economies of East Asia. We have not done so for
three reasons: (a) China’s recent very rapid growth has
been highly regionally concentrated; (b) the experience of
very rapid growth is more recent than in Japan and the
. Four Tigers and than thac of Malaysia and Thailand
among the southeast Asian NiEs; and (¢)—and most
~ important—the nature of the economic policy framework
- in China is sufficiendy different from that of the other
eight economiies, and is in such rapid flux, that it makes at-
tempts 1o understand the links between public policy and
. growth on a cross-economy basis even more problematic.
We look at some aspects of China’s rapid growth in the re-
- mairder of the book but have not treated it as systemati-
cally as the other economies.

2. High-income economies are defined according to
relative incoine to the United States in 1960. They in-
clude: Australia, Austria, Belgium, Canada, Denmark,
Finland, France, Germany, Iceland, Isracl, Iraly, Luxem-
bourg, Nethetlands, Norway, New Zealand, Sweden,
Swirzerland, Trinidad and Tobago, United Kingdom,
and United States. Simple catching up by low-income
economies, with growth rates exceeding those in indus-
trial economies, is defined as “unconditional conver-
gence” in the new literature on growth theory (see box
~ 1.2) and would be expected to occur only under very re-
strictive assumptions, for example, equal savings rates and
technological levels. Below we examine the concept of
“condidonal convergence,” catch-up conuolling for dif-

_ ferences in variables contributing to growth.

~ 3.Thisissue, rermed "pcrsisténcc," is explored by Easterly
and others (1993), who find even more striking evidence of

- the uniqueness of persistent growth among the HPAEs.

4. Hong Kong »ad Singapore, which almost entirely
lack agricultural sectors, are excluded from this discussion.

5. Statistical analysis indicates no significant (in the
 statistical sense) difference of these eight economies from
 other economies in their share of toral investment, con-
. rolling for relative income levels.

B

6. This basic pattern is observed in four individual
economies—Korea, Malaysia, Singapore, and Thailand.
The partern for Indonesia differs; real private investment
declined continuously during the 1980s from a peak of 20
percent of GDP to a low of 13 percent in 1989.

7. Behrman and Schneider (1992). The regressions
control fot a polynomial in average per capita income in
the relevant year. The authors used per capita GNP at offi-

 cial exchange rates as the measure of income.

8. The residuals for Sri Lanka and Egypt are also above
the line in 1965. ,

9. Despite increasing its secondary enrollment rate
from 29 to 74 percent, Hong Kong also fell well below
the pmdicted level in 1987. This is because, at $15,000,
the per capita income of Hong Kong was so high that the
OECD economies were now its COMparators.

10. Birdsall and Sabot (1993b) cite Stevenson and
Stigler (1992), among others, who report results of tests in
cities of Japan, the United States, and Taiwan, China. Ap-
pcndix 1.2 reviews the results of other tests comparing the
cognitive skills levels of East Asian children to other

students.

11. See appendxx 1. 1 for a formal definition of TFP
growth.

12. This specification is the simplest of a group of
cross-cconomy regressions that have been used in recent
years. These studies have also introduced other variables
o address different questions—equipment investment,
De Long ard Summers (1991); trade orientation, Dollar
(1992); endogenous investment, Barro (1990). We have
not included these variables because they are not cencral to

- our theme. This approach, while generally associated with

tests of endogenous growth theory, is also conisistent with
neoclassical assumptons (Mankiw, Romer, and Weil

1992). A recent conference, How Do National Policies Af-
- fect Long-Run Growth, summarizes the state of the art in

this field (Eastedy and Schmidt-Hebbel, forthcomning).



'13. We have also estimated the basic relationship for
two subperiods, 1960—70 and 1970-85. The fit of the re-
gression is markedly better in the earlier period, but in
* most respects the parameter estimates have similar values
and signiticance. The major exception is the coefficient
estinate on investment/GDP, which becomes insignificant
in the period 1970-85.

 14. Easterly (1993) finds similar results for the Four
Tigers.

15. Use of a variable measuring equipment investment
(DeLong and Summers 1991, 1993) enhances somewhat
the explanatory power of the regression, though in a
smaller sample. An alternative education variable (Barro
and Lee 1993), measure of education stock, based on
population censuses, fails to perform better than the pri-
mary enrollment rate.

16. Figures A1.8 and A1.9 {in the appcndixs to this
chaprer) compare our estimates of TFP growth with two
other mdcpcndcntly derived estimarcs for a large sampie
of countries (Elias 1990; Fischer 1993). The pattern of
productivity growth rates in figure 1.10 is remarkably ro-
bust to the specification of the growth accounting equa-
ton and to the capiral stock series used. IMF (1993),
. contrasting Asia with other developing economies,
reaches similar conclusions, both with respect to the esti-

mated magnitudes of TFP change and the relative contri-

bution of TFP change to outpur growth. Thomas and
Wang (1993) and S. Edwards (1992) also reach broadly
similar results concerning the pattern of productivity
change in the HPAEs compared with other economies.

17. Young (1992) finds similarly disappointing results
with respect 1o Singapore’s TEP performance. Some cau-
tion is needed in interpreting these results, however. Much
of Singapore’s investment between 1960 and 1990 was in
housing and social infrastructure, outputs of which are no-

. toriously difficult to meast:ve. It is possible that we have
_ therefore undervalued the rate of growth of output and

" hence the rate of 'TeP change. Similar deriled criticisms
could be made for other economies, both HPAE and non-

" HPAE, a1:" our TFP results are therefore best regarded (as in-
deed are the ross-economy regression results) as indicative

of broad international trends. (On problems of estimates

~ of cross-economy regressions, see Srinivasan 1992).

18. The studies cited are listed in note 13 above. We
have not included these variables because they are nor
central to our theme.

19. The itude of the coeffident on investment is
lower than that reported in Dollar (1992) for his sampie of
114 economies (0.113). The magnitude of the coefficient
for education is about that given in Dollar’s results, and the
coefficient for RGDP6O is essendally similar to the resules
obtained by Dollar and by De Long and Summers (1991).

© 20. This literature is bricfiy surveyed in Nishimizu and
Page (1987). |

21. Farrell (1957) was one of the first to note the di-
vergence berween observed behavior and best practice,
which he called technical inefficiency. There is by now a
large literature on technical incfﬁciency Pack (1988)
summarizes much of this literature as it applies o devel-
oping countries.

22. Mankiw, Romer, and Weil (1992) also employ a
Solow-type neoclassical model. Proponents of endoge-
nous growth theory wov!d not accepr the depiction of the
production function wiu* .iminishing returns to capital.

23. A comprehensive review of the large literature on

~ the measurement of best-practice or fronder production

functions and their relationship to traditioral estimates of
the production functon is conwined in Aigner and
Schmidt (1980).

24. This is the approach adopted by Nishimizu and
Page (1982) and recentdy applied to high-income
economies by Fecher and Perelman (1992).

25. This assumption, while strong, may not be far from

~ the truth. Industrial sector estimates of TFP change in in-
_ dustrial economies generally yield a compact distribution of

rates with a mean value near 1.5 percent a year, both within
and across economies. This may therefore be a good first
approximation of the rate of rechnological change.

26. The tests were administered to a random sample of
2,000 students in each county. The test questions were
drawn from the National Assessment of Educarional
Progress, a test designed for U.S. students. See Hanushek :
and Sabot (1991). :
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- record of rapid income growth and declin-
ing inequality described in chapter 1? Some
observers attribute success to geography
and culwure rather than economic or other
policies. Bur geography and culture cannot
' explam it all; East Asia includes Myanmar and the Philippines as well as
the Republic of Korea and Malaysia. Nor is there a simple policy story.
Of the successful East Asian economies, Hong Kong and Thailand have
had relatively little activist intervention in economic sectors by their
governments, while Korea and Malaysia have had a lot.

* In this chaprer, after examining the significance of geography and
- culture, we suggest a simple framework for understanding growth in
the eight HPAEs. This framework explicitly allows for different, bur po-
tentially successful, mixes of policies across time and across economies.
To set the stage for later chapters, we then show how very different
. policies can be used, if circumstances are propitious, to address the
three critical functions of economic management mentioned in chap-
~ ter 1—accumulation of resources, efficient allocation of those re-
~ sources, and productivity growth, that is, increasingly greater output
. for given resources.
~ How much of East Asia’s success is due to geography, common cul-
* tural characteristics, and historical accident? Certainly some—bur def-
initely not all. Ready access to common sea lanes and relative
geographical proximity are the most obvious shared characteristics of

the successful Asian economies. East Asian economies have clearly ben- -

N efited from the kind of informal economic linkages geographic prox-

imity encourages, including trade and investment flows. For example,

HAT ACCOUNTS FOR THE REMARKABLE -
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throughout Southeast Asia, ethnic Chinese drawing on a common cul-
wral heritage have been active in trade and investment. Intraregional
economic relationships date back many centuries to China’s relations
with the kingdoms that became Cambodia, ]apan, Korea, Laos, Myan-
mar, and Viet Nam.

In South and Southeast Asia, Musllm traders sailed from India to
Java, landing to trade at points in between, for several hundred years
before the arrival of European ships. Thus tribute missions and tradi-
tional trade networks, reinforced in the nineteenth and twentieth cen-
turies by surges of emigration, have fostered elements of a2 common
trading culture, inciuding two lingua francas, Malay and Hokein Chi-
nese, that remain important in the region today.

In our own century, key Asian ports were integrated into the emerg-
ing worid economic system as the result of European military and trade
expansion. Cheap ocean transport and shared historical experiences fur- -
ther knit together a far-flung, cultrally disparate region. U.S. assistance
in rebuilding Japan after World War 1f, followed by massive U.S. eco-

- nomic assistance and military spending in the region throughout the

cold war, aiso helped to set the stage for rapid growth. Positive impacts
included enhanced security, which enabled governments not directly in-
volved in the combat to focus on economic development. Perhaps as im-
portant, the U.S. military’s extensive purchases in Asia provided a ready

- market for emerging export industries. Japanese industry received a sub-

stantial boost from the provisioning of U.S. troops in Korea; just as
some of Korea’s biggest conglomerates got their start selling goods and
services to the U.S. military during the war in Vietnam.

Regional linkages facilitated the adoption of imitative straregies, in
both public and private sector activity. Policy imitation—specifically of
Japan's industrial strategy—was an explicic objective in Korea and
Malaysia. Korea borrowed Japanese techniques for building large trad-
ing companies and directing the structure’ of industry; Malaysia fo-
cused first on developing heavy industry and more recently on building
business-government relationships. Furthermore, the general model of
Japanese success undoubtedly impressed policymakers throughout East

Asia, engendering a sense of confidence as well as providing models of

potential instruments of growth.

Finally, geographical proximity has facilitared capital flows, particu-
larly in the past decade, as Northeast Asian manufacturers of labor- -
intensive exports moved their factonts south to mke advantage of lower



wages. A surge of investment (since the real appreciation of the Japan-
ese yen following the Plaza Accord)—flowing first from Japan and later
from Hong Kong, Korea, Singapore, and Taiwan, China—has con-
. tributed significantly to the dynamism of Indonesia, Malaysia, and

- Thailand. From the policy viewpoint, these linkages have been encout-
aged by the generally liberal treatment of foreign investment. But even
where foreign investment policies have been restricrive, informal credic

and information networks have helped investors to move capital rela-

tively freely.
In addition to direct linkages and imitation, East Asian economies
may have benefited from positive regional externalities. Through their

. . earlier trade with Japan, Western importers had become familiar with
- Asian business, established networks for sourcing East Asian products,

and gained respect for East Asian quality. Later, U.S. trade policies im-
posed quantitative restrictions on Japanese products and created rare
opportunities for other East Asian producers to enter international
markets. Producers of garments, shoes, television sets, automobiles,
and other products in Korea and Taiwan, China, rook advantage of
these episodes to establish lucrarive marker positions (Petri 1988).

Of course. regional characteristics alone cannot account for East
Asia’s remarkable success. If geography, history, and culture were an ad-
~-equate explanartion, other economies would have little to learn from
Asia’s success stories. Fortunately evidence suggests that this is not the

case. Indeed, economies that are part of the same matrix of geography,

culture, and history as the HPAEs but followed different economic
policies—the Democratic Peopie’s Republic of Korea and the Philip-
pines are two widely divergent examples—have yer to share in the East
- Asian miracle. We turn, then, to the heart of this book, an examination
- of the policies that bave shaped East Asia’s success. -

 Policy Explanations

TTEMPTS TO IDENTIFY THE POLICIES THAT HAVE CREATED
~ the East Asian economic miracle fall into several broad cate-
gories. Below we present a summary of these, focusing on the
- differences in interpretation that have arisen among observers con-

o 'fronted witch thc same set of economic facts
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The Neoclassical View

In the neoclussical interpretation of East Asia’s success, the market takes
center stage in economic iife and governments play a minor role. For ex-
ample, Wolf (1988, p. 27) found it “a striking fact thar the few relatively
successful developing [economies]—Hong Kong, Malaysia, Singuporc,
the Republic of Korea and Taiwan, China—have greatly benefited from
decisions and policies that limit government’s role in cconomic decision
making, and instead allow markets—notwithstanding their imperfec-
tions and shortcomings—to exercise a decisive role in determining re-
source allocation.” Similarly, Chen (1979, pp. 183-84) argu~d that in
Japan and the Four Tigers (Hong Kong, Korea, Singapore, and Taiwan,
China) state intervention was largely absent. “Whar the state has pro-
vided is simply a suitable environment for the entreprencurs to perform
their functions.” :

The neoclassical interpretation of the experience: of the HPAEs, andes
pecially of Korea and Taiwan, China, presents 4 cohzrent and powerful
view of one path to successful industrialization.! In this view, govern-
ments in all of the HPAEs provided a relatively stablc macroeconomic en-
vironment, characterized by limited inflation {except at times in Korea).
Real effective exchange rates rarely appreciared, and such episodes were
quickly corrected (S. Edwards 1988). Interludes of intensive import-
substituting industrialization in Korea and Taiwan, China, were brief.
Manufacturers were thus able to concentrate on improving productivity
performance rather than coping with iapidly changing relative prices of
inputs and outpurts.

Although neoclassical interpretations of the success of Hong Kong,
Japan, Korea, Singapore, and Tatwan, China, are often nuanced—and
advocates offer them with varying levels of consumer warnings—they

- stress the benefits to the HPAEs of limited policy distortions in the for-

eign trade regime and domestic factor markets. In the neoclassical view;
East Asid’s export success is duc o similar rewards for selling in the do-
mestic and foreign markets. Because variation in incentives across sec-
tors, as measured by the effective rate of protection of value added, has
been limited, inputs havt tlowed to sectors roughly on the basis of static
comparative advantage, an4 international competition has provided the
impetus for cost discipline and technological upgrading. Traded inputs
have been made availzble to exporters at international prices, and ex-

porters have faced an ;nternational price regime in making their deci-



-~ sions. Finally, factor markets have been roughly competitive, so positive

real rates of interest have prevailed, and th=re has been an absence of du-

T . a_lily in‘ the wagc structurt by size of firm cr sector of production.

- The Rewns:omst View

In the past six y'ears the neoclassicl i interpretation of the sources of

AR taPld growth has been criticized for its lack of factual validity, ar least as
- itapplies to Japan, Kotea, and Taiwan, China (Pack and Westphal 1986;

Amsden 1989; Wade .:990). Advocates of this new view, sometimes
dubbed revisionist,  have systematically documented that governments
in these three economies extensively and selectively promoted individual
sectors. They have convincingly shown thar levels of protection and the

~ variation of protection across sectors has been greater than recognized in -

the neodassical i interpretations. 2

Indeed, governments in each of these three economies at times inter-

~ vened forcefully in markets. Korea, for example, strongly encouraged
“heavy and chemical industries by setting targets and offering a variety of

... financial incentives (Pack and Westphal 1986; Westphal, Rhee, and
N Pursell 1988). Japan promoted the development of several weak indus-
 tries in the first fifteen years after World War II, offering protective tar-

- iffs and finandial incentives to encourage the introduction of advanced
.- . technology and establishing rationalization cartels to facilitate the exit of

L inefficient ﬁrms 3 Taiwan, Chma, uscd public investment in large-scale

N B - manufactunng enterprises to ensure inputs for prcdommantly small and
o medmm—scale exporting industries. -

Moreover, capital markets were not free in thcse three economies.

S 'Proponcnts of the neodassical view have focused on the reduced inter-

7. vention, pa.mmlarly in the 1960s, that allowed real interest rates to shift

s from | ncgauvc to positive Jevels (McKmnon 1973). But while interven-

! . tom dcchned it nonetheless continued. In fact, Japan, Korea, and to a
" lesser extent Taiwan, China, did not rely solely on markets to allocate
""" savings. Rather, they rcprcssed interest rates and directed Cl'cd.lt inorder
S :,,',to guide i investments. - N
7.~ 'The revisionist view, proposed by Amsden (1989), Wadc (1989, S
i 1990) and others, sees market failures as pervasive anda Justlﬁcauon for o

{’govemmcnts to lead the market in critical ways. In this view, the experi-.
7 ences of ]apan, Kor&, and Talwan, China, prowde evidence chat gov-
’i'j_' ernments can fostcr growrh by govcmmg ma.rkm:s and gcttmg pncrs




wrong” and by systematically distorting incentives in order to accelerate
catching up—that is, to facilitate the establishmenc and growth of in-
dustrial sectors that would not have thrived under the workings of com-
paratwe advantage. Amsden (1989, p. 14), for example, asserts thar all

“economic expansion depends on state intervention to create price dis-
- tortions that direct economic activity toward greater investment. State
intervention is necessary even in the most plausible cases of comparative
~ advantage, because the chief asset of backwardness—low wagcs—ls
counterbalanced by hmvy liabilities.”

The Market-Fnendly View

World Development Report 1991 (World Bank 199Ib), in a compre-
hensive atremp to describe the policies needed for rapid growth, falls in
~ the middle ground between the neoclassical and revisionist views. It
concludes that rapid growth is associared with effective but carefully de-
limited government activism. In the “marker-friendly” strategy it articu-
Iates (see box 2.1), not only do governments “need to do less in those
areas where markets work,” namely the production sector, they also

“need to do more in those areas where markets cannot be relied upon”

(p- 9)- The appropriate role of government in a market-friendly strategy

is to ensure adequate investments in peaple, provision of a competitive
climate for enterprise, openness to international tl'adc, and stablc
' macroeconomic managerent. '

‘Burt beyond these roles, governments are likely to do more harm than | o |

' good. On the basis of un exhaustive review of the experience of most de--
veloping economies, World Development Report 1991 concludes thatin -
general governments have been unsuccessful in improving economic
performance through attempts to guide resource illocations by other
than market mechanisms. -Artempts to guide resource allocation in
 international trade, financial markets and labor markets have reduced

- competitive discipline, guided resources into low-productivity and in-~ .
ternationally uncompetitive sectors, and resulted in w1desprmd rent-

seeking. In short, though marker failure is an important unpedlmcnt to-
~.rapid growth so is government fm.ure—and govcmment f:ulu:c can’
- have high costs. ' R

A centra.l contributxon of Wa’r/d Deve[opmm.t Repart 1991 is the ar-.

. :—four crmml aspects. of econormc pohc:y' macroecononnc stabxhty,_,




PUBLIC POLICY AND GROWTH

d deopmg ncw :md betrer pro&ucts By thc sam
itokcn, protection fordomsuc mdustrymn holdbaqk
,devclo pmen for demdcs Hcre, government can. Vpl'a

- human capital formation, openness to international trade, and an envi-
ronment thar encourages private investment and competition, Effective
policy in one dimension (such as human capital formation) improves |

~ the results from effective policies in others (such as opénncss oI macro-
cconomic stability). In this view, the success of many economies in East
Asia has been due to reinforcing policy feedbacks. No single policy has

‘ensured success; strong and effective policies in all four critical areas, and 3
over a sustained period, have been key. '

Asid’s success. These economies are macroeconomically stable, have very

The market—ﬁ:lcndly approach caprures important aspects of East;



high levels of human capital, are thoroughly integrated into the world
~-economy; and have very high levels of competition among firms. More-
over, East Asian success sometimes occurred iz spite of rather than be-
‘cause of market interventions. Korea's heavy and chemical industries
(HCI) drive and Japans computer chip push did not live up o expecta-
tions. Even so, other interventions combined with export targets appar-
enty were consistent with rapid growth: quota-based protection of
domestic industries in Japan and Korea; targeted industrial policies in--
cluding directed credit in Japan, Korea, Singapore, and Taiwan, China;
heavy reliance on large state enterprises in Japan, Korea, and Taiwan,
China; and so on. Furthermore, the successes of these three northeast- -
ern economies compares favorably with the successes of Hong Kong,
Malaysia, and more recently Indonesia and “Thailand, where policy
choices have been less interventionise. o

Multiple Paths to Growth

As these three views show, while it is casy to see how elements of East
Asian experience contributed to rapid growth, it is not easy to identify a

single recipe followed across the region. An alternative approach isto -~ "

- recognize this diversity of policies and to assess whether and how various
mixes of policies contribured to successful implementarion of three cen-
tral functions of economic management: accumulation, allocation, and
productivity growth.? This approach recognizes thar policies, like tac-
tics, .can and should vary depending on the situation, while the central

functions, which are crucial to, development, must always be addressed.

One of the hallmarks of economic policymaking in the HPAEs was the
pragmatic flexibility with which governments tried policy instruments
in pursuit of economic objectives. Instruments that worked were re-

tained. Instrurnents that failed or impeded other policy objectives were -

- abandoned. Thus, the Korcan and Malaysian governments reduced in-
tensive promorion of heavy and chemical industries when the fiscal costs
and strains on the finandial system threarened macroeconomic stabiliry.
 Indonesia abandoned capital market controls and attempts to control

.  interest rates when they were found to be mcﬁ'ecuvc. Japan shifted from e

- highly selective intervendons to promote. ‘exports in’ the 1950s and
~ 1960s to industrial policies designed to reduce trade friction i in thc.
* 1980s (see box 2.4 later in the chaprer). TaJwan, China, gradually priva-

B uzed key pubhc sector investments ‘made to support thc rapld growth of N B



- " “exports by small and medium-size firms. Singapore shifted from a policy
77 of repressing wages to one of promoting rapid wage growth, finally con-
. *. cluding by coordinating the increase in wages with rising productivity.

“:" And Malaysia shifted from policies that resulted in business-government

conflict to highly structured mechanisms to encourage business-

- government cooperation. Chapter 3 discusses the pragmaric flexibilicy

" of HPAE governments in pursuing two goals, macroeconomic stabnhty

~ and growth of manufactured exports.

Obviously, our three functions of growth—oncnt¢d economic man-

e ‘agement were not ob}ccmrcs in themselves for pohcymakcrs in the

rapidly growing East Asian economies. Instead, they are simply a frame-
work for analyzing how the varying mix of policies and instruments
~ chosen by HPAE governments contributed to or detracted from rapid

AR growth. At the same time, we do not want to imply that growth was due

- to mere luck in the HPAEs. Though policies varied over time and place,
the formulation and implementation of policies were purposeful, with
an ovemdmg objective of “shared grom ” (This term is described and

" discussed in chapter 4.)
- Incontrast to the diverse, changmg, but purposeﬁxl mix of pohcxs in
~ the HPAEs, other economies have either rigidly adhered to policies that

- were demonstrably unsuccessful—for example, extended periods of im-
- port substitution in Latin America and Sub-Saharan Africa, policies to

- develop domestic technology in India, and state-led industrialization in
* . Eastern Europe—or have lacked a purposeful dircetion, as the history of
R ad;ustment programs in some economies in other regions attests. In-
© . . deed, as we illustrate in the next chapter, the flexibility and pragmarism
iof pol:cymaking in' most of the HPAEs reflected governments’ willingness
U0, try new approaches to achieve particular purposes, discard unsuccess-
- *" ful ones, and keep those pcrcelvcd as sucassful

e ’rne-"Functit'na'Gm"""“ Fr “'“"f"‘”’"

and’ selective mtervcnuons) ‘two methods of competitive discipline

YIGURE 2.1 PORTRAYS THE FUNCTIONAL APPROACH TO UNDER- _
_ I standing growth in the HpAEs. The figure shows, in four columns, -
. the interaction among two sets of policy c:hoxccs (fundamentals

(fnarket and cont&t bascd), thc three central ﬁmcuons of aoonomlc S
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management; and the outcomes of growth and equity discussed in chap-
ter 1. Institurions are also shown as critical to the successful definition
and implementation of policies and to supporting high levels of com-
pedtive discipline.

-The solid lines in the figure show how policy choices contributed to
outcomes via attainment of the three functions. Many policies, such as
high human capital and openness, contributed simultaneously to two or
three functions. For example, stable macroeconomic management con-
tibuted to vigorous accumulation through higher rates of investment

‘and to improved allocation by reducing instability in relative prices.
High and growing investments in human capital contributed both to -

-accumulation, since human capital is an cssential input to economic =

growth, and to producrivity-based carcking up by permiting better
mastery of technology. Effective and secure financial systems helped 1o
increase the level of financial savings (accumulation) and channel it'to
hlgh—producuwty investments (a.llomuon) Limited price distortions,

by keeping domestic relative prices rclauvcly close to international

pm:es, were good for a.llocauon and may have pmwded incentives for



N ﬁrms to adopt tcchnologls and innovate. Opcnnss to foreign technal-
- ogy was a major vehicle for productivity-based catching up, and agricul-
tural sector policies that promoted rural development were central to

. ~ both growth and improved distribution of income.
~The arrows indicate that the system has numerous self-remforcmg '

feedbacks For example, rapid growth and relatively equal income distri-
butions contributed to the HPAES' superior accumulation by increasing
~ savings rates and generating larger and more effective investments in

.. human capital; they also contributed to superior allocation of human
capital by fostering labor mobility and market determination of wages.
~Similarly, they helped in the creation and protection of institutions, par- -
- dcularly the civil service, by reducmg incentives for corrupton.
v - The six policies listed as fundamentals are so defined in the sense thar 7
 theyaffect the attainment of growth functions primarily through market-

based mechanisms of competitive discipline. Three—macroeconomic

o stability, effective financial systes, and limited price distortions——assist _

markets. The two othcrs—-hlgh investment in human capital and open-
ness to foreign tec!:nology—require efficient markets to operate.

But the HPAEs also went beyond the fundamentals, intervening with

' varying degrees of intensity to alter market incentives. The broadest in-
- terventions were generous incentives for manufactured exports. (These
are discussed in some detail in chapter 3.) As pare of this export push, all
the HPAEs permitted exporters automaric access to imporred intermedi-

ate inputs ar international prices. Most also offered subsidized credit,

often performance-based, for exporters. In Hong Kong and Singapore,

o - where international prices guided the domestic economy, massive pub-
- lic housing programs helped to keep down labor costs. In Japan, Korea,
and Thailand, implicit or explicit export targets were used as the basis =

- for award.mg access to foreign exchange, investment licenses, or credit.
In Taiwan, China, large-scale public investments, including in public

- enterprises, along with extensive support services to small and medium-

 size exporters, were used to support the export drive.
.~ Most HPAEs also controlled interest rates on deposits and bank lend-
' ing. These financially repressive policies enabled governments to ration

B cred\t, favoring some would-be borrowers over others. In addition to the
~ importance of these direcred-credit schemes to export promotion, some
: ;;- - governments also directed credit to other activities, including agricul-
o tre, 'small and medmm—smc cntcrpnscs, and, in Japan and Korea, large-

N ,smle lnvestmenls By mtervenmg in cred1t markets, govemmcm:s '




selectively promoted industries, ownership groups, and, in some in-
stances, individual firms. (These issues are analyzed in detail in chapters
5 and 6.) Some HPAEs chose very narrow promotion targets, selectively
assisting knowledge- and capital-intensive industries and firms in hopes
of upgrading the economy’s overall level of industrial technology. In -
Japan and Korea the governments at times concentrated on promoting
private domestic investment in heavy and chemical industries (HCIs). In
‘Taiwan, China (and to some extent in Indonesia), the public sector in-
 vested directly in technologically sophisticated industries. Singapore and
Thailand have attempted to attract foreign investment in capital- and
knowledge-intensive sectors. Malaysia initially undertook public invest-
ments in HCI firms but has recently shifted to a strategy of promoting
private investment more akin to that of Japan and Korea.

Some selective interventions went beyond helping markets perform
better. Rather, they guided and in some cases even bypassed markets. In
the following section of this chapter, we explain why, in light of market
failures, some interventions make sense even within the neoclassical
framework. We then describe how some of the interventions under-
taken by HPAE governments addressed these market failures, effectively
(if not necessarily inteutionally) reducmg the gap between social and
private gains.

Market Failures: The Coordination Problem

A primary function of markets is coordination. The price system is'a
- mechanism by which the production decisions of the myriad firms that
" make up the economy are coordinated; for instance, they signal to inter-

 mediate goods producers what outputs are required by final goods pro-
ducers. When markets are incomplete or missing, they cannort perform
* this signaling function. Since the prices of outputs and inputs (mcludmg
wages) depend critically on what other firms are doing, there are great
potential benefits of sharing information. Even in well-developed market
economies, information is conveyed in many ways other than prices.
Trade journals, trade association meetings, and informarion ncwslcttem
are all important institutions for the transmission of information. -

Adam Smith’s invisible hand paradigm argues that each individual, in E
' pursuing ‘his or her sclf-mtcrest, also maximizes the common wcliarc, '

‘cooperation is therefore unneccssa.ry In reality, modern economies are: -
,charactenzed by extensive coopcrauon Among firms i in economies that S



- belong to the drganizition for Economic Cooperation and Develop- -

. ment (OECD), for example, formal and informal sharing of information
is common. Cooperation among firms is maintained whenever the gains
from cooperating outweigh the gains from cheating. Cooperative rela-
tions are ensured because of benefits from maintining a good reputa-
tion. If a firm fails to cooperate, its reputation will be damaged, and
 future business thar dcpcnds on its reputation will be lost.’

Institutional arrangements for -cooperation and information ex-

7 ohango in developing economies are weaker than in industrial econo- -
- mies, yet the neéds for these forms of coordination are undoubredly

~ greater. When economic change is slow, making predictions about fu-
' ture prices is relatively easy: a simple projection of the recent past will

* do. But when economic change is rapid, predicting the fn.rturc is much

more difficult. There is often need for coordinatior: beyond what mar-
~ kets can provide; hence there may be a greater role for government to
create institutions and facilitare coordination. '
Missing Information and Credit Markets. Among the markets most af-
fected by information problems are capital markets. Even in industrial
economies, equity markets generally do not finance much new invest-
ment, largely because of information asymmetries (Stigliz 1993a). In

economies where equity markets are weak or absent, credit mecha-

nisms become the primary vehicle for raising capial and diversifying
- and spreading risk. But credit markets—even those free of interest rate
controls—are often characterized by credit rationing. Credit is seldom
allocared to the highest bidder. This is for an obvious reason: bidders
are bidrling promises; those who bid the most may not be able to fulfill
their promises. Lenders are concerned not with the promised return

' but the acrual return. As a result, capital is allocated by a screening and
~ ‘evaluation process that is quite different from the anonymity that char— '

- acterizes resource allocation in an idealized market. :
In some of the HPAEs, governments intervened aggressively to addrcss

B ;thrs_problcm in the credit market, going beyond the normal rcgularory

funcrions and prudential supervision that help ensure consumer confi-

. dence. For example, in Japan, Korea, and Taiwan, China, government
helped establish and aggressively supported development banks and
" other financial institutions—and only later encouraged equity and bond
SR frnarkcrs In]apa.n and Korea, government set up and managed directed-

= credit programs and through explicit and 1mphcrt guarantees or orhcr

6 forms of mtcrvcntrons, reduced rhc risks borne by investors.




* Scale Economies, Exhemalmes, and Cooperahon. Coordination may yxeld '
substannal benefits when large indivisibilities in investment lead to
economies of scale. One such case arises when investments are inter-
dependent. For example, if a steel plant and a steel-using industry are
needed concurrently; it does not pay to develop the plant unless there
is a steel-using industry, and it does not pay to develop the steel-using
industry unless there is a plant. If each awaits the other, nothing hap-
pens. Market failures due to incomplete markets, such as the absence
of capital and risk markets, exacerbate this situation. With such large-
scale investments, no single entrepreneur could amass the capiral
required for both investments, and capital market imperfections mean
thac investors have difficulty obtaining the funds required. Moreover,
there are likely to be large risks, and the market provndes no mecha-
nisms by which these risks can be divested.

Economists have tradmonally found externalides a persuaslvc argu-
* ment for intervention in market allocation. Many of these externalities are
‘related to learning: spillovers associated with developing markers,

spillovers associated with discovering what goods can be produced, and
spillovers associated with the incomplete appropriability of technological
knowledge. In each case, firms underraking a new acrivity face long-term,

_noncollateralizable investments that are difficult to finance. Ccordination = .

~failures loom especially large where “diffuse externalities” exist and there -
are multiple linkages berween firms (Sdglitz 1993a). It is precisely in situ-

ations where there are many participants that markets are particularly use- - - o
ful and where the absence of markets is pardculary cosdy. Examples of = -

- these diffuse externalities include, for instance, the development of hlgh
e technology services and nontraded intermediare goods. _
In the earlier development litérature, the coordination problcm aris-

. ing from interdependent investments, eccnomies of scale, and external- =~
~ ities'was given a great deal of prominence. This was the argument for

planning in the 1950s and 1960s. Such planning failed in part because
it attempted to concentrate all relevant information in the government -

,planning bureau. This was simply impossible; information is too dif-

fuse, oo complex. Planning ministrics were not adept at generating the . -
 information needed to support investment decisions; as a result-many -

~_ planned investments failed. Moreover, because many of the planned in- . -

~ vestments were in monopolistic public sector oompames, severe prob— "
~ lems of economic performancc arose related to corporatc govcmanoc e
"_.:',,andmarkctpowcn ' ' S : SR




mechanisms through which business and government could exchange

- information and coordinate investment decisions. Japan and Korea, and

 later Singapore and Malaysia, developed institutions and market rela-

tionships that facilitated this process. In doing so, however, these gov-

ernments-did not attempt to supplant existing information networks.

Rather, they built on the superior information that firms had as deci-

* sionmakers. Their approach to these problems, emphasizing informa-

tion and cooperation through formal and informal interactions, is
discussed in chaptcr 43 |

Creating(:ontesbs |

. Cooperation raises several problems, however. First, cooperative be-
- havior may become collusion, if firms act together to raise prics.' Sec-
~ond, cooperation may inhibit competition, leading to managerial slack
or.a more general loss of efficiency: Third, business-government cooper-
ation may encourage firms to seck favors from government.
How did the East Asian economies that encouraged cooperation
avoid these problems? They combined cooperative behavior—including

" sharing of information among firms and between the private and public-

" sectors, coordination of investment plans, and promotion of interde-
* pendent investments—with compesition by firms to meet well-defined
- economic performance criteria. They developed institutional strucrures

in which firms competed for valued economic prizes, such as access to

5 short, thcy created contests (see box 2.2). Market-based competition
" and contest-based competition both included prohlbmon of monopo-

‘hcs, although the number of competing firrns was sometimes small.

" Even though Japan and Korea have tended to have high levels of con-
_centration in- their manufacturing sector (see table 2.1), domwuc com-

. I-proceeded on the assumption thar compertition among fewer, more
. evenly marched firms is preferable to having one large firm competing
" with many smialler rivals, a principle thac is well—recogmzed in athledc
- 7'compctmons (Nalebuff and Snglnz 1983). .
L Contcst—bascd competition included dlear, wcll—cnforced rula and

PUBLIC PO

Sornc HPAESs tacklcd problcms of cale and externalities by setdng up |

- credit, in some dimensions while actively cooperating in others; in.

: petition has ‘usually been vigorous. The ]apancsc government has

prizes for- winners. Table 2.2 briefly describes some of the contests orga- '
: ,;j mzcd by HPAE governments.6 The mmpiest and most w1de.ly uscd werc}r

Table 2.1 Concentration
Ratios in Manufacturing




export contests for access to credit and sometimes foreign exchange.
While export credit schemes varied widely, all made credit available to
firms with confirmed export orders. For many small and medium-scale
entcxpnses, export credits were their only access ro the formal finandial
sector (Levy 1993). Moniroring performance was simple; ﬁrms were re-
quired to show evidence of export orders to receive credit. .~ '
In Korea and Taiwan, China, EXPOIT contests were more elaborare.
Not only did export projects get easier access 1o funds, but fitms that ex- -
ported successfully had an easier time getring future loans. Because such
" credit was fungible and credic ccnerally was ught, firms sometimes di- *
,vcrtcd cxport ﬁnancmg © hlghcr—yleldmg nona:port mvcstmems. Thus -




- exports became a performance criterion for projects that were not di-
~ rectly aimed at serving the export market. In these cases monitoring
problems were greater, since both export performance and the related -
projects needed to be monitored.

A second type of contest used the power of government to granc li-
censes. Table 2.2 shows two of these contests, based on Japanese experi-
ence. In the first, the Bank of Japan created a contest in which

~commercial banks competed to provide financial services in line with
- government policy—for example, by opening rural branches—in hopes
of winning highly sought-after urban branch licenses. The contest also
gave banks a strong incentive to comply with technically nonbinding -

Table 2.2 Examples of Contests
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adnumstrauve gmdancc of thcnr lending: banks that f:uled to comply
with guidance about the spread between deposit and lending rates were
not permitted to expand their branch networks (Yoshino 1993). _
During the rapid growth period, the Ministry of International Trade
and Industry (MrTI) licensed capacity expansion in several key indus-
tries—usually heavy and chemical industries. In the 1950s and 1960s,
- MITI limited entry and restricted competing imports. Firms in the pro- _
 tected industry were required to coordinate investments to prevent ex-.
cessive expansion of capacity, but they were also required to compete. -
Firms that received “extra profits due to regulation” (quasi-rents) ‘were
required to reinvest these profits in activities thar would result in
‘economies of scale or learmng (Ito 1993). These in turn contributed to p
declining real product prices and i increasing market shares. Thus, firms -
- competed for domestic market share within a framework-of ordcrly ca-
- pa.Clty cxpansnon. Success was ﬁ.u'thcr )udgcd by the extent to w}uch o




economies of scale or learning pcrmtttcd industries to expand export
" market shares.

* Our final example is that of the coordination of investments in Korea
urider the HCI drive. This is the most complex example we have of a con-

test, one that combined licensing of capacity, access to credit, and pro-

tection against competing imports with both physical and economic
targers for performance. Its economic success is still not clearly estab-

- lished, and many observers have judged it a failure, butit lllustratcs very
~ well the use of contests.”

~ Arthe heart of the HCI drive was the goal of changing industrial struc-

' ture toward more capital- and knowledge-intensive industries through
coordinating public and private investments. Large private companies,
the “chaebol,” bid on individual, large-scale investments—for example,
electronics, shipbuilding, and machinery—for which thev rxceived ex-
clusive licenses combined with generous access to credit. The rewards

~ consisted of quasi-rents due to import restrictions and restrictions on

. entry, access to credit in a highly credit-constrained system, and g govern-
ment support during business cycle downturns,

Thcsc incentives have been the source of disastrous economic perfor—
- mance in other economies. The check on poor performance in Korea

.l was the result of two performance-based rules. First, government estab-

L hshcd a timetable for the atcainment of international competitiveness in
“each industrial sector. Firms that failed to maintain the pace of cost re-

. h .ducuons in line with the international norms faced both polidcal and
. cconomic sanctions (Kim and Leipziger 1993). Second, because access
o credit, even'at early nonexporting stages of the development of HCI

* investments, was linked to the expott performance of other products

_.produced by the chaebol, efforts to maintain export oompcuuveness o

- across a wide | range of products were encouraged.

“The Rules of the Game: Exports as a Yardstick. Conitests are only as bene- '
" ficial as their sules. If performance criteria channel effort into unpro- -
 ductive activities, there will b= litde benefit to the economy. If rewards”

_.are unrelated to effort, contests will nor increase competition. There is
. one common thread among all of the contests outlined above. Exports, .
¢ -and espccnally manufactured, nontraditional exports, were the yard-.
o © stick against: which the success of od1er allocation decisions—for exam-
©- - ple, credic allocation, domestic content requirements, and industrial

JRR hcenmng——were ]udgcd. Accordingly, there was a high. degree of com-

o Pcnuon among ﬁrms, in Spltc of the fact that in certain domams and - .
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at certain times they acted cooperatively. The export performance rule -
was broadly shared among HPAE governments and is almost unique to
the East Asian economies. Chapter 3 illustrates how each of the HPAEs
used shifting combinations of fundamental policies and selective inter-
ventions to maintin the pro-export orientation. Box 2.3 describes
how some HPAEs used apparent constraints on their abllnty Lo export to
create export contests to new markets.

Using exports as a pcrformancc yardstick gcncratccl substaneial eco-
nomic benefits. A firm’s success in the export market is a good indicator
of economic efficiency—a much better indicator, in fact, than success in
a domestic market. Export markets are likely to be much more compet-
itive than domestic markets. Even if the firm's success is based on find-
ing a niche in a foreign market, its contribution to. the domestic
economy is still as large as if it had succeeded by developing new pro— ,
duction processes or otherwise boosting efficiency.?
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_ Thcrc are, of course, other advantages associated with exports. In the

.. process of entering international markets, firms learn a great deal and

- not only about the particular markets they are entering, There are spill-

overs related both to marketing know-how and to production know-

"how; topics to which we shall return in chapter 6. For instance, success

~ in the production of intermediare goods requires producing to standards

o that are typically higher than those thar prevail within developing

economies. The contacts made in the process of exports may also be of

value when the firm decides to enter related markets. It will know to

whom to turn to acquire advanced tcchnolog)r

., While from a social perspective, success in exporting may be a bcttcr
 indicator of whether a firm merits additional funds than success in selling

domestically, banks have (in the absence of government prodding) typi-

~ cally preferred domestic lending to foreign lending, and for a simple rea-

son (Stiglitz 1993b). Banks are likely to be less informed concerning
external markets than they are concerning internal markets, and from the
* bank’s perspective, there is greater risk associated with lending for export-
oncntcd projects than with lending for products for the domestic matket.

_ HPAE governments were also less heavy-handed than some others that
-~ . have arrempted selective interventions. Though they made mistakes of

judgment, they generally did not force decisions on others who were will-
ing to risk their own capital. (The creation of the Mitsubishi Automobile
-~ Company in 1965, rejecting MITT's guidance to refrain from entering the
production of automobiles, is a case in point.) This is one of the strengths

B - of decentralized decisionmaking: it provides i insurance against rmstaken

: 'VIC'WS bemg given too much dominance.

o Runmng the Garne: The Role of Referees. Referees are also fundamental to

 contests. Someone must enforce the rules, administer the rewards, and
discourage cheating. If one group of participants in a contest captures
it'and rurns it to their advantage, they will reap rewards withour the

.- necessary effort. If some participants feel that others are excessively
. favorcd, they will refuse to abide by the rules.

~ In the contests dcscnbed above, the referees varied. For cxport credxt,

the contest was largely self-enforcing, Banks had the incentive to moni-
L : " tor cxport performance, since execution of the export order was essential
L it repayment. Banking supervisors and custorns authorities could also
- :use their coercive power to enforce the rules. In the case of banking in

" .- Japan, the supervisory authorities of the Bank of Japan were responsible

.- for' ranning the contest. The officials of MITI were the arbitcrs of indus- B
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rial pohcy in Japan, and in Korea durmg the HCI drive both the pohtml
lmdcrslnp and the economic administration monitored performance..

The Limits and Constraints of Contests

What determines whether contests can be effectively used to promote
better allocation and faster growth? There appear to be two important
elements: the relative benefits of coordinared behavior and the institu-
tional costs of 1mplcmcnt1ng nonmarket, contest-based competitive
discipline. :

Where the benefits of coordinated behavior are not grmt—for exam-
ple, in small, highly open economies with good entrepreneurial skills

| ~ and small nontraded goods sectors—the benefits of coordinacion of in-

vestment decisions or sharing of information are likely to be small.
International prices convey sufficient information for matkets to be

efficient, and social and private returns will coincide. This may explain

why HPAEs such as Hong Kong and Singapore have not found it worth-
while to run contests and establish the types of highly structured
information-sharing mechanisms (deliberative councils) found in Japan
and Korea, despite the high quality of their bureaucracies.

“Even in cases where coordination benefits are potentially large—in

nontraded goods, externalities, or interdependent investments—
- governments may not be able to enforce performance-based coordination

rules. Taiwan, China, is an example. Despite benefits from coordinated
behavior that were presumably potendally as large as in Korea, and the

~ presence of a high-quality civil service, contests of the types employed in

Japan and Korea were not used. This may have been due to Taiwan,
China’, different industrial structure. With a large number of small and

medium-scale firms, in contrast to Japan’s and Korea’s relanvcly small .

number of major industrial groups, the institutional costs of attempting
to coordinate all bur the simplest activities were prohibitive. Instead,
mean, China, addressed the coordination problem through pubhc in-
vestment in large, indivisible industries.

“The absence of effective contest:s—cxccpt for the expon: contest—in

the Southeast Asian economies, Indonesia, Malaysia, and Thailand, can - - i
 also be interpreted as a case of high institudional costs. Civil services in -~ - !
" these economies are not well insulated from political or economic inter-

* ference. It is not surprising, then, that efforts to coordinate economicac- -
tivity th:ough selccuve mtervcnuons have: been less SuCCCSSﬁJL Thc B




contests cither have had poorly defined rules or have been hljacked by

- their participants.
These two factors may also explain why the reliance on contest-based
* competition may change over time in the same economy. Box 2.4 doc-
uments the changing nature of industrial policy in Japan, from selective
to funcrional incentives and from extensive reliance on contests during
the rapid growth period to market-based competition in the 1990s. In
- large measure this is due to perceptions among policymakers that the
large benefits from coordination characteristic of the rapid growth pe-
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" riod had diminished as the economy grew and became more complex,
and that the institutional costs of administering contests had increased
 as power shifted from government administrators to enterprises. Similar
concerns appear to be driving recent changes in Kormn industrial poli-
cies (Kim and Leipziger 1993). - :

The search for policy explanations for East Asia’s success has not been
~ completely successful. Each of the broad views of the relationship be-
tween public policy and rapid growth—neoclassical, revisionist, and
- market-friendly—adds important elements to our understanding, but
none fully captures the complexity of public policy and rapid growth in -
the HPAEs. We have proposed using a functional approach o under-
~ standing the relatonship between policies and growth. In this view,
policies contribute to the attainment of three central funcrions: accu-
mulation, allocation, and productivity growth. Market-oriented poli-
cies, the fundamentals, were widely used by all the HPAEs and formed
the basis for their rapid growth. More interventionist policies have the
 potential to contribute to growth in cases where they address economic
coordination problems, but to succeed they must combine the benefics
of cooperation with competitive discipline by creating contests.
_ Effective implementation of contests depended on two sets of factors .

- almost unique to the northern HPAEs. The first is the comperence, insu-
~ lation, and relative lack of corruptibility of the public administrations in

* Japan and Korea. The historical origins of these economies’ high-quality
economic administrations and the mechanisms that they used to main-
tain quality and limit political influence and corruption are the subject

of chapter 4. The second is the pragmatism and fexibility of govern-
ments in the high-petforming East Asian economies where contests
were tried and abandoned or continued depending on their results. We
‘examine this flexibility in policy formulation in two important areas,
macroeconomic management and promoton of exports, in the next

- chaprer.



Notes o |
* 1. For good amples, sec Balassa (1982), Bhagwari (1978),
Krueger (1978), and Litde, Scitovsky, and Scote (1970).

- 2. Moreovey, some of the measures pm:rired, such as
those of Itoh and Kiyono (1988) for Japan, are probably

“minimum estimates insofar as their calculations of effective

" rates of protection (ERPs) are based on tariff dat, not on es-

- timates of nominal levels of protection derived from com-

parisons of domestic and international prices. On Korea, sce

Pack and Westphal (1986) and the references cited therein.

On Taiwan, China, see Wade (1990). On Japan, sce [toh
+and Kiyono (1988). Wade does not presentor cite estimates

of effective rates of protection in Taiwan, China, for the pe-

- riod after 1969, while the other two present evidence on
~_-ERPs for Japan and Korea. Conversely, Wade does offer care-

-+ fully documented qualitative evidence of the extent of selec-
tive intervention. Despite the ﬁequcnt use of Taiwan,
China, as a2 model of limited intervention, there are no esti-
mates of which we are aware of effective rates of protection
or domestic resource cost for the period after 1970.

3. See Yamawaki (1988) on the steel industry, Mutoh
- (1988) on cars, Yamazawa (1988) on textiles, Yonezawa
(1988) on shprmldmg, and Tanaka (1988) on alu-

_ 4. A formal exposition of this congept is comamed in
Pagc and Perri (1993).

5. Popular discussions of the success of Japan and sev-
eral other economies of East Asia have stressed the coop-
erative relations berween government and business,
between workers and anploycxs, and among businesses.
This phenomenon is somerimes referred to as “Japan,
Inc.” or “Malaysia, Inc.,” conveying an impression of a
single-minded direction to economic activity, promoting

the collective interests of the economy. Clearly, this pop- -

ular image exaggerates. Like all governments, govern-
ments in East Asia lack the control to enforce 2 common
set of goals.

. 6. The list is by no means exhaustive, nor does it in-
clude examples of failed contests, of which there are
many. -

7. See, for example, Kim and Leipziger (1993) for a
discussion of the institutional features of the HCI drive

-and an evaluation of the success of the program.

8. Amsden (1989) in a seminal work outlines the na-
wre of perfonnancc criteria used in Japan and Korea 1o

* disdpline interventionist policies.

9. Again, this is pcrhaps not quite accurare; there may

‘be spillovers from learning how to produce some com-

modity more cheaply. -
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. Macroeconomlc Stablhty

and Export Growth

- ACROECONOMIC STABILITY AND RAPID EX-
port growth were two key elements in starting
the virtuous circles of high rates of accumula-
tion, efficient allocation, and strong productiv-
ity growth that formed the basis for East Asia’s
: success. Governments achieved macroeco-
" nomic stablllty by adhering to orthodox policy prescriptions—in partic-
- uiar, by holding budget deficits to levels thar could be prudently
financed. They achieved rapid export growth through an export push—
a combination of orthodox, market-oriented mechanisms, many linked
 to macroeconomic stability, and complementary pro-export incentives.

Policy initiatives in these two areas shared two features that further

- illustrate ‘the framework outlined in chapter 2: respect for cermin
fundamentals—for example, fiscal prudence and avoidance of exchange
rate overvaluation; and quick and flexible responses to changing eco-

- nomic circumstances. Policies to achieve macroeconomic stability and

 rapid export growth differed over time and across economies, partly be-
- cause governments were responding to a changing economic environ-

ment and partly because they were seeking efficient policy packages

L through trial and error.

. We define macroeconomic stability to mean t.hat inflation was kept

under control, internal and external debr remained manageable, and
" macroeconomic crisss that emerged were resolved quickly, usually
within a year or two. Short recessions and policy adjustments to macro-
' economic stress sometimes squeezed the private sector. But these were

- transmonal perlods to new episodes of rapid growth, qmte unhkc the
* years of recession and uncertainty that have plagued many other devel-

P oping eoonqnnes, particularly i in Sub-Saharan Africa and Latin America.

| S
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Export push is a more complex phenomenon than macroeconomic sta-

~ bility and the variety of policies used is greater. Mechanisms range from

broad, export-friendly measures such as avoiding an appreciated exchange

rate, which are employed in all the HPAES, to government-run export con-

tests, which have been used primarily in Japan, the Republic of Korea,and
Taiwan, China. Universal export incentives, such as tax breaks and credit
guarantees for all exporters, have been the main instruments in Hong

- Kong, Indonesia, Malaysia, Singapore, and Thailand. Despite this diver-

sity of approach, as a group the HPAES are unique among developing coun-

- tries in the artention they have devoted to export promotion and the
 success they have achieved. The second - half of this chapter reviews the

evolution of export-push policies in each of the HPAEs.

Pragmatlc Orthodoxy in Macroeconomlc

- Management

HE HPAEs WERE MORE SUCCESSFUL THAN MOST OTHER DE-
- veloping economies in keeping public deficits within the limits
the economy could absorb; as a result, they were better able to -

| restrain inflation and manage both internal and external debt. Low in-

flation and manageable debr in turn facilitated realistic exchange rates
and the avoidance of the appreciation that elsewhere undermined export

- performance. When the macroeconomy did go awry, usually due to ex- -
. ternal shocks, governments quickly implemented orthodox solutions,

reducing the fiscal deficit and, when necessary, devaluating the currency.
In contrast, many other developing economies have been less successful

"in keeping deficits within bounds and have therefore had more wouble

managing inflaton, debrt, and exchange rates. As a result, poli ers
in these economies have often had less room to maneuver when con-
fronted with a macroeconomic shock; perhaps pardy because of this,” -
their Tesponse has often been hesitant and mcﬁ'ccnvc. The HPAEs

‘macroeconomic management superior is reflected in less severe imbal- -

ances and generally lower variance in key indicators, including real ex- '
changc rates, real interest rates, and inflation.
- To be sure, macroeconomic conditions vary widely among the HPAEs.

, Malaysm and Singapore have long-run inflation rates comparable to . -
- Switzerland’s, at below 4 percent, while inflation in Indonesia and Korea o



L dc;ée_ds the S_buth Asian avcﬁg; of around 8 percent. Singapore has con-
' sistently avoided fiscal deficits, while Malaysias fiscal deficit peaked at

18 percent of GDP in 1982. Hong Kong, Singapore, and Taiwan, China,
- do not borrow abroad, while Korea was the world’s fourth biggest

o  ' debtor in 1980 and Indonesia’s foreign debe tripled during the 1980s.

 Exchange rate regimes have varied from rigidly fixed 1o managed floats.
~ Amid the diversity, however, are some common themes. While some
-~ governments have run substantial deficits, none has financed a deficit in
a manner that destabilized the economy. The level of the deficit that is
 affordable, and hence not destabilizing, is specific to each economy. It is

- generally larger the faster the rate of growth and the larger the pool of

private savings (both at home and abroad) relative to private investment.
In both these dimensions, the HPAEs have performed better than many
of their developing-economy counterparts during the past thirty years.
Because of this, while some economies have had higher inflation than
~ others, none has had to endure the very high, debilitating inflation that
- has woubled other developing economies.

The HPAEs chose a variety of macroeconomic policy paths bemuse of

- different economic conditions and preferences. All lay within the
bounds of prudent stability, and whenever the macroeconomy appeared
1o be in danger of moving out of control, swift action was taken to re-
 store stability. This was true even when the source of macroeconomic

instability was policies intended to promote growth in the real economy.

For example, the heavy and chemical industries drive in Korea, to which

- we shall return below, was modified when its adverse impact on the key
indicators of macroeconomic stability; mﬂauon, and the real exchange
- narel became excessive.

In the following section we . discuss how low deficits e.nablcd the

- successful Asian economies to keep key macroeconomic indicators rela--

tively stable, and we contrast their performance with the macro-

" economic insmbility thar plagues many other developing economies.

~ We then turn briefly to four HPAE case studies tha illustrate the variety
~of rapid and eﬂ'ectivc responses,to macroeconomic shocks.
”Adllermg to Macroeeonomlc Fundamentals

In contrast with many othcr developing economies, where boom-
“and-bust cycles have caused wild swings in macroeconomic indicators,

e . the HPAES have been remarkably successful in crmtmg and sustalmng -
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macroeconomic stability. This has been a potent encouragernent for pri-
vate savings, investment, exports, and growth, since the private sector
could count on relatively constant prices and interest rates. Here we
consider the HPAE's successful management of four macroeconomic fun-
damentals: budger deficits, inflation, external debt, and excharigc rates.

' Keeping Budget Deficits Manageable. The HPAES' budger deficits are not
dramarically better as a group than other developing economies’. Bur -
there are two distinctive things about the HPAEs. First, they almost al-
ways kept the deficit within the limits thar could be financed withour
macroeconomic destabilization. Second, these limits were higher than

in other developing economies because of the bcncﬁcml fccdback from

- other good policies.

International experience suggests that the macroeconomic conse- .
quences of public sector deficits depend on how they are financed 2 Ex-
" cessive monetary financing of deficits leads to inflation; heavy
government domestic borrowing drives up interest rates and crowds out
private borrowing; large external financing of the deficir leads to debt
crises. The HPAEs kept each type of financing within bounds, avoiding
the corresponding macroeconomic disease. ' o '

The means for restraining deficit financing have varied widely: Some
governments established institutional watchdogs, such as the currency
board in Singapore. Others took rule-based approaches, such as In-
" donesia’s balanced budget law and Thailand’s exchange rate manage-
ment framework, which undl the early 1980s resembled a gold -
standard. Still others relied on the discretion of economic policymakers,
as evidenced by the macroeconomic adjustment process in Korea and
Malaysia. ' '

Table 3.1 shows consohdated pubhc sector deficits for the 1980s for
,threc HPAEs for which there are good data compared with a sample of '
- OECD and developing economies. As a percentage of GDP, Koreds bud-
get deficits were below even the OECD average. This helps explain why
Korea was able to keep inflation, external botrowing, and interest rates
thhm bounds. Malaysia and Thailand are more complicated. Thai-
land’s budger deficits were about average for developing economies in
thc 1980s, while Malaysias were substantially bigger than average. Both
ran bigger budget deficits than such troubled economies as Argentina,
Brazil, Mexico, and the Philippines. Unlike these and other economies
 that encountered difficulties, however, Malaysia and Thailand success-
fully ﬁnanccd their deficits. This was possnble for the followmg reasons:



'I'able 3.1 Consolldated Public Sectur Deﬁcits Selected East Asian
: and Other Economies

' w First, chere was feedback fom high growth. Since growth was higher
 in Malaysia and Thailand than in less successful economies, a _

higher budgez deficit could be financed. Because high growth in-
‘creases the demand for financial assets, Malaysia and Thailand

~ were able o absorb higher levels of monerary financing without 2 °

‘rapid rise in inflation. Moreover, their rapid GDP growth raised the
~ level of sustainable domestic and external borrowing (an economy

can borrow more for a given debrt to GDP ratio when GDP is rising
rapidly). In contrast, many Latin American economies fell intoa

vicious cycle of low growth and unsustainable deficits.

Second, there was feedback from bigh financial savings. Savings
rates were high in Malaysia and Thailand, and much of this sav-
. ings went into the domestic financial system (as opposed to real as-

- sets or capital flight as in Latin America) due to the pro-savings - -
financial policies described in chapter 5. This further increased the -

demand for money and other domestic financial assets, making
increased domestic financing of the deficit possible without re-

= '-somng to inflationary financing. In Malaysia, the government’s

R Pro\ndent Fund mobilized domestic savings for the governmcnts
use in nomnﬂatlonary ﬁnancmg of the dcﬁc1t. -

,  10'9__;,' o



Table 3.2 Inflation Rates

u Third, there were low initial debe ratios. In Thailand, the initial
level of external debt to GDP was very low, which meant that exter-
nal financing was available when needed.

Because of this, the HPAEs have avoided the inflation-inducing bursts
of money creation that afflict other developing economies. Figure 3.1

shows money creation as a ratio to GDP in Korea, Malaysia, and Thailand

and in three unstable comparators—Argentina, Mexico, and Zaire. The
contrast is striking: while money creation has been refatively constant
among the HPAEs, each of the comparators experienced two episodes of
rapid money creation when fiscal balances deteriorated or external fi-
nancing dried up. The impact on inflation has been equally dramatic.
Maintaining Moderate to Low Inflation. Unlike many Latin American
economies, the HPAEs kept inflation from spinning out of control. Table
3.2 shows the low inflation in Malaysia, Singapore, Thailand, and Tai-

~wan, China. Indonesia and Korea have higher inflation bur sull far

below Latin America. International experience suggests inflation below
20 percent, a level not breached by any of the HPAEs during their rapid
growth periods, can be maintained for long periods without generating
macroeconomic instability (Dornbusch and Fischer 1993). Low infla-
tion is a corollary of fiscal prudence: East Asian governments never had
to rely heavily on the inflation rax because their deﬁc:ts were within fi-

" nanceable Jimits.

Several East Asian governments have made formal commitments to
low inflation that constrained their options for activism. Historically;
the most important of these was the commitment to a fixed exchange
rate; however, all but Hong Kong have since abandoned this mecha-
nism. Other self-imposed constraints on fiscal policies and borrowing,
including balanced budget laws and various institutional checks, remain
in place and have generally contribured to fiscal discipline and low in-
flation. (We discuss these in chapter 4.) In general, HPAE governments

 have been strong enough to alter public spending and foreign borrow-
" ing as needed, although in Thailand chis has bccn a continuous stmgglc :

(Warr and Nadhiprabha 1993) , :
Reasons for the commitment to low inflation vary widely but are
rooted in the recent economic history of each of the HPAEs. In Indonesia

' and Taiwan, China (and to a lesser extent Korea), aversion to infladon . -

grew out-of traumatic inflationary spirals that accompanied economic

~ and pohncal crises. In Malaysia and Singapore, the success of colonial-era .
ﬁsml conservatism seems to have hclped shapc pos:colomal pollcus. In R




| Figure 2.1 ‘Revenues from Money Creation as a Percentage of GDP:
Examples from East Asua and Other Selected Economies
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. Thailand, the wadition of responsible fiscal policies dates from the nine-
* teenth century, when a strong cﬁrrm;nc.y helped the kingdom retain its in-
- dependence. In Hong Kong, colonial rule has insulated the government
from demands for increased government spending, - '
.~ One result of low to moderate inflation rates pamcularly welcome o .
B busmess is stable real i interest rates. Figure 3.2 shows real i interest rates in -

o




Korea, Malaysia, and. Thailand, compared with Argentina, Ghana, and
Mexico. As with money creation, the contrast is remarkable. In the East
Asian cases, low inflation and flexible financial policies kept real interest
rates within 2 narrow range. For the comparators, the combination of
nominal interest rate controls with high and unstable inflation was deadly:
wild gyrations in real inter-..t rates created severe uncertainty for invescors.

Figure 3.2 Real Interest Rates: Examples from East Asia
and Otller Selected Economies

Roal Interest rate (percent)
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' Keeping External Debt under Control. OF the seven developing HPAEs, only
* Indonesia, Korea, Malaysia, and Thailand have public or publicly guar-
‘anteed foreign debt. The governments of the others—Hong Kong, Sin-
gapore, and Taiwan, China—have not borrowed abroad. None of the
four with foreign debt has faced a crisis, in the sense of having to
reschedule debt; but sharp increases in debt have led to rapid adjust-
ment. In some economies during some periods—for example, Korea in
198085, Malaysia in 1982-88, and Indonesia since 1987—debt-GNP
ratios have been quite high compared with other indebted economies
(see table 3.3). As with fiscal deficits,. however, favorable feedback from

other policies enabled the HPAE debtors to sustain higher external debe-

~ to GDP than other economies. High levels of exports meant that foreign
exchange was readily available to service the foreign debr. Similarly, high
| growth implied that returns on borrowed capital were sufficient to pay
the interest. |

~ Kored’s succcssﬁjl handling of a very thh foreign debt illustrates
- these trends. Beginning in the early 1970s, Korea borrowed heavily to fi-

nance privare sector investment and build up foreign exchange reserves.
By 1984 Korea's foreign debt was fourth largest in the world; by 1985 it
equaled more than half its GNP. Yet because of its high export-GNP ratio
“and rapid ¢ ovcrall growth, Korea never lost creditworthiness. From 1986

’ the government pursued an active debr-reduction policy, drawing on

Table 3.3 International Indebtedness

m




 burgeoning international reserves generated by exports to. make pay-
ments ahead of schedule; by 1990 the debt-GNP ratio was down 'to 14
percent. (In contrast, when Mexico faced severe problems with its cred-
itors in 1982, it had a much lower debt to GNP ratio than Korea in 1984
but a much Aigher debt to export ratio.)

‘Keeping the Exchange Rate in Line. The HPAEs avoided the severe appreci-
ation that beset Sub-Saharan Africa and Latin America (see cable 3.4). In
' contrast to such cconomies as Bolivia and Ghana, ‘the East Asian
economies did not cling to a given nominal exchange rate (or inade-
quate rate of nominal depreciation) in the face of continuing inflation
but depreciated when necessary, sometimes quite sharply. Fiscal pru-
dence prevented the excessive demand pressures that appreciated the real
exchange rate in such economies 2s Cdte d'Ivoire and Nigeria.

The evolution of exchange rate regimes in the HPAEs has been broadly
similar. Hong Kong, Malaysia, and Singapore pegged their curzencies to
the British pound during the Bretton Woods period, then floated them
in 1973 or 1974. The Taiwan, China, dollar was pegged to the U.S. dol-

‘Table 3.4 Average Appreciation Index, 1976-85




Jar from 1960 101973, then appreciated twice, and was floated in 1979.

Thailand had the longest fixed rate regime: the baht was fixed to the dol-
- lar during 195484, with a single small devaluation in 1981. In 1984
% 'the baht was devalued and floated as part of an adjustment program. In-
" donesia fixed the rupiah to the U.S. dollar from 1971 to 1978. Because

1 A

MACROECON OMICIIN

* inflation was higher in Indonesia than the United States, the rupiah ap- -

preciated vis-3-vis the dollar, necessitating major devaluations in 1978

"~ donesia shifted to a managed float. Korea, too, tried to tie its currency to
" thedollar but resorted to four major devaluations berween 1961 and the

- startof a managed float in 1980.
~ Most moved from long-term fixed rate regimes, t ﬁxcd—but—
-".  adjustable rate regimes with occasional steep devaluations, to managed
- floating rate regimes. Hong Kong, the single exceprion, reintroduced a
fixed (linked) rate regime in 1983 in the face of fierce speculation
~ against the currency prompted by political uncertainty. Under the man-
- aged floating regimes that began in the early 1980s, policymakers no
* longer set rates but atempt to influence them ar the margin, generally
- to move in parallel to the U.S. dollar. Because the United States has been
 the region’s major export market, maintaining a stable and ar times
slightly undervalued exchange rate vis-2-vis the U.S. dollar has assisted

,_ Vexportcts ,

"~ The HPAES success at maintaining stable exchange rates is apparent in

o (51 percent), 1983 (38 percent), and 1986 (45 percent), after which In- -

o ﬁgurc 3.3, which contrasts the remarkable stability of real exchange rates -

L since 1970 in Korea, Malaysia, and Thailand with the severe exchange

o rate instability in Argentina, Peru, and Sri Lanka. Argentina repeatedly

atempted to use the exchange rate as a nominal anchor against high in-
e fladion (for _exam[)l_c, in 1973-74 and 1980-81). But failure to keep
" other macroeconomic fundamentals in line led to the collapse of the real

" economies pragmatic macroeconomic management enabled them to
. avoid swings of the real exchange rate, even in the face of major external
' ':_ . shocks (see box 3.1)._ '

o 77 Respondmg anckly to Macroeoononuc Shocks

i . The HPAEs rapld TESPONSE 10 MACTOECOROMIC shoclshas been greatly
'.ifauhtatcd by two characeeristics.  First, by limiting distortions and
tighdy supervising ba.r_lks govc,mmcm.srl_'educh the spillover from the

- cxchange rate and sharp real devaluations. In contrast, the East Asian

Cms



Fi gum 33 Examples of Real Exchange Rate Variability in East Asia
and Other Selected Economies

Real exchange rate {percent)
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real sector into the financial sector that in other economies exacerbared
fiscal woes. Second, flexible labor and capital markets enabled the real
sector to react quickly to government initiatives, setting off new growth
cyclcs that cased the recessionary impact of stabilization measures. Thus
the HPAES recovered quickly from macroeconomic shocks. Box.3.2 de-
o ‘scnbcs two more typxca.l dcvclopmg economies, C(.tc d'Tvoire and Mcx— '
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ico, that failed to take timely action in response to such shocks and suf-
' fered from prolonged recessions and uncertainty as a result. N
" Some ébsgﬁcrs have argued that East Asia has been lucky rather -
- than agile. We examine this argument in box 3.1 and find that the -
. terms of trade for the East Asian economies have been ar least as unfa-
vorable as those facing other developing economies. Below we exam-
* ine four cases in which the HPAEs responded successfully to.a variety of
" maérbe;ohomié shocks: Indonesia, Korea, Singapore, and Thailand.
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 Peclining Ol Prices in Indonesia. From 1982 to 1986, Indonesia faced
rapidly worsening terms of trade caused primarily by declining oil
prices. Starting in 1983, the government responded with a remarkably
comprehensive and successful adjustment program. It devalued the ru-
piah in 1983 and 1986 and cut expenditures, mainly by rescheduling -
capital-intensive projects. The need to reduce a current account deficit -
without creating a recession was strmghtforward the orthodox soluuons' :

~ were effective. o

- A measure of the achievement from 1985 is 1Ilusrrated by the follow— .

ing calculation (from Little and others, forthcoming). The excess of

- imports of goods and nonﬁctor services over non—ox[ cxpons fcll ﬁ"om S




15 percent of GDP in /84 to 7 percent in 1988. This shift of 8 percent
. of GDP measures the extent by which absorption had to be reduced—the
- “effects of increased principal repayments of long-term debr, higher in-
- terest payments, and reduced income from oil and gas imports. This
* massive resource shift, also associated with trade liberalization, was
brought about without increased inflation.

- Adjustment was not painless. Growth initially fell due to lower ex-
. port incomes and a tight 1983 budget; by 1985 the cconomy had
: 'slipped into a recession, with only 1 percent growth. Even so the gov-
. emment pushed ahead with the adjustment process, which actually ac-

;7 25 percent a year for the period 1985-91. Since then Indonesia has
- chalked up average annual growth of about 7.1 percent.
. Responding to Macroeconomic Crisis in Korea. In 1979, Korea encountered
©" " avarety of problems that threatened to undercut the 19705’ impressive
~* - -growth. Rising oil prices battered Koreas terms of trade, the world re-
" .cession dampened export demand, and high interest rates boosted debt
~_service costs. Korea was not unique in these troubles, of course; these
. were the same woes that led to debt crises in many economies outsrdc of
. EastAsia
‘. Korea had plenty of speqﬁc problcms besides. Real apprccumon dur-
. ingthe 197479 fixed exchange rate regime had made exports less com-

. petitive, the rice crop had failed, and the assassination of President Park -

- Chung-Hee had exacerbated polmml unccrtamty (Collins and Park
-1989).
-~ - Korea had 2 few structural advanmgs however. Unhkc economies
S 'l:ha.t quickly fell into debt crises, Korea was not running large and grow-
;- ing budget deficits. And while private savings had dropped due to de-
"+ clining output and incomes, investment remained high. More
© - important, Korea réspondéd 'quicldy to its troubles with an aggressive
* - January 1980 stabilization package backed by IMF standby credits. The
e government ended the fixed exchange rate regime, devalued che won by
£ 17 percent, and tlghtencd monetary and fiscal policy.
s Thmgs got worse before they got better. In 1980, output fell 5 per-
* cent, inflation soared to more than 25 percent, and the current account
X dcﬁcrt approached 9 percent of GDP. The strong medicine was partly re-

- celerated in 1986. In the later half of the 1980s, perseverance paid offin
" 2 boom of manufactured exports that pushed the export growth rate to

.si5pon51blc for the ‘economy’s worscmng symptoms:  the devaluation
pun-ed mﬂanon, whﬂe nghter aggregate demand pohcres exacerbated

Comy



the drop in output. Even so, and despite political outcries over Koreas
rising foreign debr, it continued foreign borrowing throughout the cri-
sis, thus mainmaining high investment levels.

Within two years, the medicine had begun to take the desired effect.
In 1982 inflation dropped 1o 7 percent and in 1983 to 3.4 percent. The
current account deficit fell to 2 percent of GDP in 1983. Overall, the
government’s prompt and effective response to a potential crisis
strengthened the economy, preparing it for rapid growth in the 1980s.

Adjusting to 0il Shocks in Thailand. Thailand only partially adjusted to =

the first oil shock and in the late 1970s engaged in 2 mild private and
public spending boom. Then came the second ol shock and the rise in
world interest rates. By 198081, the consolidated public sector deficit
was 7 percent of GDP, nearly half of which was the deficit of nonfinan-
cial public enterprises. The current account deficit was also about 7 per-
cent. Because foreign borrowing had been moderate—the debr-GDP
ratio was only 35 percent in 1982—Thailand was not facing a deb cri-
sis and continued to borrow. Even so, the new government that rook
~over in 1980 perceived that macroeconomic adjustment was needed.
Monetary policy options were limited by the fixed exchange rate and the
relatively open capital market. The government therefore took the alter-
native path, fiscal contraction, moving gradually but consistendy during
the next several years to cut expenditures and boost revenues. -
Policymakers steeply cut deficits of the nonfinancial public enter-

prises, then gradually reduced the central government deficit. Asa re- -

sult, the consolidated government deficit declined from 8 percent of

'GDP in 1981-82 to 1.6 percent in 198687, when adjustment was es-
sentially complete. Meanwhile, steeper tax rates and tougher collection
 efforts boosted central government tax revenue from 13 percent of GDP
in 1982 to 16 percent in 1988. The adjustment process was facilitated -
by a 1984 devaluation. ' ' '

Thai gradualism was possible because foreign borrowing had been

moderate and the economy did not yer face a crisis. But gradualism was
ot hesitancy; conservative fiscal policies were consistent and were sus-
tained into the late 19805 amid an export and foreign investment boom.
Since 198788 Thzuland has been accumulating forelgn cxchznge re-
serves, and the government has regularly recorded a fiscal surplus. .
Correcting Policy Failures in Singapore. - Singapore escaped the 198081 .
world recession with scarcely a dip in its robust growth. But in 1985 the
economy cncountcmd a suddcn and severe recession: growth fcll ﬁom.
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..~ .83 percent in 1984 to -1.6 percent in 1985. Reasons for this unusual
- episode included government encouragement of high wages berween
1979 and 1981, which was intended to speed the decline of labor-
 intensive production but backfired by eroding competitiveness, and the
dppreciation of the Singapore dollar’s trade-weighted exchange rate. -
These were exacerbated by a sharp decline in public investment due t0.
the simultaneous completion of several major projects. Private invest-
~ ment, which had been declining gradually for several years, also dropped
in 1985, apparently because of falling external demand resulting from
| Smgaporcs declining competitiveness. '
~ Recognizing the problems, the government devised an integrated
policy package that reversed the high wage policy to restore Singapore’s
competitiveness and stimulated domestic demand. The government
also cut the employers’ compulsory contribution to the Central Provi-
dent Fund from 25 percent of wages to 10 percent, reduced corporate
raxes, and introduced accelerated depreciation. Income taxes were cut
- and development expenditure was boosted by 21 percent. These policy
responses and a fortuitous depreciation in the Singapore dollas, dueto -
the global dcprccmuon of the U.S. dollar, conuibuted to a rapid recov-
~ ery. In 1986 growth recovered to 2 percent, and by 1987 it had reached
,9 5 percent, a level maintained through 1990.

- ;_HMMacmecdnomicStahililyCdnﬁbntedtoGrowﬂl -

- . It cannot be a coincidence that all of these seven economies have had
- :exocpuonally hlgh growth by world standards, and all have had unusual
- success managing their macrocconomies over the long run. All but In-
 "donesia and Korea have also. been long-term low-inflation economies,
while Indonesia and Korea fall into the moderarely low-inflation cate-
S gory Low or moderate mﬂauon for long periods provides a favorable
" environment for growth.
" There are four main reasons why high inflation is hkcly to be advcrsc '
- for growth and why the conservative policies followed in the HPAEs are
“  “likely to have been favorable for growth. First, economies that are not
. fullyadjusred to a given rate of infladon usually suffer from relative price
- distortions caused by inflation. Nominal interest rates are often con-
LR wolled, and hence real interest rates become negative and volatile; de-
S Pmaauons of the exchange rare lag behind inflation, so thar real
L apprecnauons and acchangc rate vanabdu:y rcsult As we saw, thc rcal in-
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terest rate and the real exchange rate were unusually stable in most
HPAEs, compared with other developing economies, which meant that
these crucial relative prices were more effective at guiding resource allo-
cation (a topic to which we shall return in chapter 6).

Second, real tax collections lag inflation, because collections are based
on nominal incomes of an earlier year (the Tanzi effect), and public udil-
ity prices are not raised in line with inflation. For both reasons the fiscal
problem is intensified by inflation, and public savings may be reduced.
Public savings have been an important component of the unusually high
levels of total savings in.the HPAZs, compared with other low- and
middle-income economies (see chapter 5).

Third, high inflation is inevitably unstable. There is uncertainty
about future rates of inflation, and this both reduces the efficiency of in-
vestment and discourages it. If the inflation rate were high and stable,
there would, in theory, be no problem on this account. But in reality che
higher the inflation, the more likely are measures to reduce it. These in
turn have a contractionary impact on private investment in the short -
run. Finally, high and variable inflation imposes substandial institutional
costs in many economies. During periods of price volatility, scarce man-
agerial resources in the economy are drawn into financial as opposed to
real sector management, as was the case in Latin America in the 1980s.

How important to growth is macroeconomic stability? Cross-economy,

econometric studies generally find thar higher inflation reduces growth.

(Fischer 1993). Bur the relationship is not robust for small changes; an-
economy with a slighdy lower-than-average inflation rate for a longer
period does not necessarily have a somewhar higher growth rate. For ex-
ample, Thailand’s long-term growth rate is well below that of Korea,
even though Koreas average inflation rate has been highe. Furthermorc,
there arc many economics that have, at various times, had low inflation
rates and low growth. The most imporzant case is that of India. There
are also cases of high inflation associated with high growth. The most
important example is Brazil from 1968 to 1980. More recently, Turkey's
growth rate from 1981 to 1990 averaged 5.4 percent, while its inflation
race averaged 46 percent (thtlc and others, forthcoming). Low to mod-
erate inflation may be a necesmry condmon for gmwrh but it cltndy is
not sufficient.

~ Relatively muuous ﬁsml and foreign borrowing pohas meant that
serious debr crises were avoided, which reduced the stop-go pattern of
crisis and rtsponsc that charactcnzed many developmg cconomies in thc "



. 1980s.As noted above, there have been problems, notably in Korea and
*_ Malaysia, bur they were dealt with swiftly. The Indonesian and, even

- more, Thai reactions were more gradual but also effective. Avoiding

 crises and the need for rescheduling meant that creditworthiness was

. maintained, and it was easier to borrow in the short term and to avoid

- very deep cuts, especially in investment. Sudden reductions in aggregate
demand and in investment compelled by debt crises were major causes
‘of the sharp declines in growth rates in many of the hm\nly indebted
" economies of Latin America and elsewhere. '
. Although macroeconomic stability and prompt responses to macro-
economic shocks were not the whole story of the HPAES™ success, these

N . factors created a basis from which policies intended to affect the real

coonomy—-thc supply side—could be launched in an environment of
‘stable real interest and exchange rates. We now turn to the most broadly
shared of these supply side paolicy initiatives: creating an export push.

| Creating' an Export Push

' YHE GOVERNMENTS OF THE HPAEs HAVE ENCOURAGED
, I exports by fostering a supportive macroeconomic dimate and

_ by providing suitable microeconomic incentives. Macro-
fccondmic'smbility helped exports by easing the liberalization of re-
- straints on trade and by facilitating realistic and, in some cases,
undervalued exchange rates. We discuss these issues below. Few general-

" izations can be made about microeconomic incentives, however, since

" these economies differed in the degree and selecrivity of promotion, and

-  each economy passed through several stages. Because of this and because

~ export promotion has played such an important role in the East Asian

" miradle, we condude this chapter with a survey of the evolution of
- export-push policies in all seven developing HPAEs (these are summa-
"~ rized in table 3.5). Appendix 3.1 gives brief policy histories of each

- cconomy in the form of timelines.

- Maéméconomic sﬁahility Facilitated More Open Economies

P The success of the HPAES rests partly on. what they have done and
S pa.rtly on what they havc not done. One thing they havc not donc isto

MACROECONOMICES
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“Favoring import sub-’

impose general import restrictions to redress balance of paymencs
deficits. Hong Kong, Malaysia, Singapore, Thailand, and Taiwan,
China, had no cause ro-impose such restrictions, since their currenc ac- -~
‘count balances never faced serious long-term deficits. Indonesia and

Korea, with more troubled current accounts, rmght have unposed re- o
" strictions but did not. : '

The benefit of avoiding i 1mpor|: restrictions is wxdcly understood.
- Such measures starve enterprises of imported inputs and are pardicularly -
hard on mcportcrs, who tcnd w© dcpend heavﬂy on unported matcnals



- and capital goods. But easing import restrictions without accommodat-

- oy A AT AP NN N
L o8 B B T

MACROECONO4 RS
BRI A Bved o et o

~ - ing macroeconomic or exchange rate policy can worsen current account

problems, as consumers and firms buy imported goods not previously

- available. The trade regimes of the cight HPAEs have differed widely, but
~each has gradually liberalized without incurring a serious current ac-
- count deficit. Often trade liberalization has been part of a policy pack-
~ age that included devaluation (usually to cushion the blow to import

- substitution industries), exchange rate unification, fiscal reform, and

foreign aid or concessional loans to offset a temporarily deteriorating

© . currentaccount.

" The close link bctween successful macroeconomic pohcxcs and trade
liberalization can be seen in the experiences of Indonesia, Korea, and
Taiwan, China. Taiwan, China, took its first big step toward trade liber-
alization in 1958 with a policy package thar included a 25 percent de-
valuation, a unified exchange rate, export incentives, and the widespread
removal of quantitative import restrictions. In Korea, devaluations and
- tradeliberalizarion have gone hand in hand, beginning with a drastic de-
o valuation in 1961 (Collins and Park 1989). Indonesia began trade liber-
alization in the late 1960s, together with the stbilization efforts that
marked the start of the Suharto era. The new government abolished
comprehensive import licensing and in 1970 united and devalued the
exchange rate. After an inward-looking period in the mid-1970s, trade
liberalization resumed in the 1980s and has since procccdcd togcthcr

f ‘with an export boom

o -Excllalige' Rates and Bpods :

As we have seen, several HPAE governments used exchange rate poli-

‘cies to-offset the adverse impact of trade liberalizations on producers of

el import substitutes. A few went beyond this objective, however, and used
-+ deliberately undervalued exchange rates to assist exporters. In these in-

 stances, exchange rate policy and the fiscal and monetary tools to carry

" it out became a part of an overall export-push strategy. Taiwan, China,
- is the most notable example of this, but Korea and Indonesia also delib-

- " erately undervalued their currencies to boost cxports We briefly dlSCUSS o

o all three below:

B a .Thc very largc current account surpluses thar Taiwan, China, ran

~in the 1980s, especially from 1984 to 1987 (when the surpluses

s



averaged 16 percent of GDP, with an extraordinary peak of 20 per-

~ cent in 1986), resulted from government efforts to manage the ex-
change rate. What would have happened if the New Taiwan,
China, dollar had been allowed to appreciate more rapidly? Exports
‘would have become less competitive, reduced export growth would
probably have had a deflationary effect, and this in turn could have
reduced savings. Alternatively—and more realistically—the poten-
tial deflationary effect would have been offset by increased public -
expenditure, leading to a budger deficit.

w Korea used exchange rate protection from 1986 to 1989 when it
ran a current account surplus (which peaked at 8 percent of GDP
in 1988). A desire to protect the export industries was certainly a
factor in Korean exchange rate policy, but the main concern was to
reduce the debt ratio and build up reserves to avoid repeating the
close brush with a foreign debt crisis in 1984-85.

= The Indonesian devaluation of 1978 can be classified largely as an-

" ticipatory exchange rate protection. No immediate balance of pay- -
ments problem existed, as the adverse effect of the previous real
appreciation of the rupiah on non-oil exports had been ofiset by
the rise in the quantity and value of oil and- natural gas expors.
Rather, the aim of devaluation was to encourage non-oil exports
and slow import growth. By 1982, when the balance of payments

had sharply detcrioratcd the wisdom of the 1978 devaluation was

clear.

One can see a fairly clear relationship between devaluations and ex-

pon growth in the 1980s. Taiwan, Chinas, real exchange rate relativeto

the United States depreciated sharply from 1980 to 1985 (the period of
general dollar appreciation), and the result can be dearly seen in an ex-
port boom to the United States. The Korean real exchange rate was kept -

fairly stable by numerous nominal devaluations during the period of the - |

first great Korean export boom, 1963-72. The effects on exports of real
‘devaluation from 1982 to 1988 can also be seen very dleary. The
- Malaysian real exchange rate steadily depreciated from 1987 1990
“and this must have been one factor in rapid export growth. . .
" The effects of Thailand’s real devaluation in 1984-88 on export

 growth were quite dramatic, even though there were also external factors . - |

 explaining export growth, notably the availability of capical from Japan

~-and Taiwan, China, for developmg export industries. From 1986 to

i 1989 thc dollar valuc of exports rose 12 percent. All three OfIl‘ldOllCSlaS 7 : 7



- jdc.\iall:;atibll‘s had dlear effects on cxpofts of manufactures, and this was
- particularly true of the 1986 devaluation. From 1986 to 1988 the vol-
‘ume of exports of manufactures rose 80 percent (from a fairly low base),

and growth continued right through 1990.

- MACROECONC

‘We now turn to our survey of the evolution of cxporc—push strategies

in thc seven dcvclopmg HPAES.

o "Korea Pushes Exports and Induskializﬂtion

- Kored’s dcvclopmcnt has passed through three stages and is currcntly
in the midst of a fourth. Unlike several of the larger economies in East
" Asia, which evolved from protectionist, inward-looking trade regimes

toward relatively open economies, Korea did not have a sufficiendy large

* domestic population to contemplate a strategy other than export-led de-
- velopment. Its performance may be described as forced growth, because
 irdid not stem from exploitation of natural resources, an influx of labor,

flows of specularive capital, or the adoption of new means of produc-

tion. Rather, growth resulted from a systematic program of importing

- raw materials and intermediate goods for processing and export with
“added value.

N _ War, Reconstruction, and I.and Reform (1950-60] Korea had a relatively

"+ ‘well-developed infrastructure at the end of World War II, but the parti-

tioning of the peninsula by U.S. and Soviet forces severed economic

. links berween the heavily industrial north and agricultural south. The

© war took a heavy toll, taking 1.5 million lives and destroying two-thirds

of the south’s industrial capacity. With a poor narural resource base and
- - :one of the'world’s highest population denstties, the south was almost en-

= tirely dependent on U.S. aid after the war. For all its devastation, the war

.. argid social structure, opening the way for fundamental changes in
~ oudook. While development efforts in the 1950s included several false

~ transportation and communication networks. The government also
L ,7'complctcd aland reform program that had stalled before the war.

- f""of eXpOrts was ‘combined with classic import protection at home. Ko-

B _may have helped to-prepare Korea for an industrial takeoff by loosening |
':.,_.  starts, progress was made in reconstruction, including the restoration of |

[Export Takeoff {1961-73). Under President Park, aggrsslvc promoﬁon .

) rean pohcyma.kcrs maineained close control over trade, exchange, and -
- ﬁnancml policy; as well as aspects of industrial decisionmaking; In con-
: trast tO othcr controlled cconoxmcs, thcy uscd these i instruments to pur-
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sue the primary objective of export growth The trade rcgunc was biased
in favor of exports as a whole but essentially neurral with respect to the
composition of exports. : B
Even so, the first instruments of export promotion were highly dis-
cretionary. Exporters were supported with multple exchange rates, di-
rect cash payments (see table 3.6), permission to retain foreign exchange
earnings to import restricted commodities, and permission to borrow in
foreign currencies. This system not only avoided hampering exporters
with restrictions on capital and intermediate inputs for their own use, -
bur it also gave access to the favorable exchange rates determined by
scarcity rents in heavily protected domestic markets. Even as discre-
tionary incentives were gradually replaced by more automatic instru-
ments, exporters received significant exemptions from import controls.

Table 3.6 Effective Exchange Rata for Imports and Exporls,
Republlc of Korea '




- Tariff exemptions were given to indirect as well as direct exporters, and

. generous wastage allowances on imported intermediates allowed some

" resale (table 3.6). These enabled exporters to avoid distortions from pro-
~ tection and in some cases to benefit from the protection of the domestic
. marker. '

Support for exports was also channeled through the state-controlled
banking system. Objectives were implemented through bank loans ex-

explicit government directives, banks increasingly used export perfor-
mance as the criterion of creditworthiness.

* Heavy and Chemical Industries Drive (1973-79). The heavy and chemical
industries (HCI) drive was 2 major policy shift, away from the neutral in-

-~ plicicly earmarked by the government for particular activities or indus-
tries, lent passively by banks at preferential interest rates. Following:

centives of the takeoff petiod to a commitment by government to use all

its levers to steer resources into specific sectors to rapidly alter the indus-
trial structure. Special legislaton singled our six strategic industries—
steel, petrochemicals, nonferrous metals, shipbuilding, electronics, and
‘machinery—to receive support, including tax incentives, detailed engi-
* neering, subsidized public services, and preferential financing. The gov-
ernment chose the firs- three sectors to enhance selfsufficiency in

industrial raw materials, while the latter three were meant o be

- groomed into technology-intensive export industries.
Unlike other governments thac have attempted to build a heavy-in-
dustry sector, Korea was at least partly successful. One reason is thar the

- government made clear from the outset that these industries were ex-

- pected to become internationally competitive. As a result, projects

" tended to be forward-looking—only current technology was imported,

~ and U.S.-trained Korean scientists and engmccrs were recruited. (See

. . box3.3.)

owever, interventions were so pervasive tha en emer
H, T d p ve thar bord ecks ged,
: largc—smlc dcbrs were incurred, and’ labor-mtcnsxvc industries were

* starved of credit. When the second oil shock hit, inflation was already
high, and the exchange rate had apprediated; capacity usilization in the

~ HCI sector was low, and exports were faltermg The government

) switched course. :
- Functional Incentives and Liberalization (1980-90]. Support for strategic

_'j‘mdustn&s was curtailed and abruptly reversed. The -currency was de-
Lvalucd, and credit allocation pohctes switched, with a terminacion of

. large—scale preferences to the HCI sector. The five-year’ economic plan

g
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drafted in 1979 recognized thar the complexity of the economy was ex-
ceeding the government’s management capacides. The plan’s emphasis
on indicative planning and a greater role for the market was eventually
translated into a range of financial and import-liberalization programs.
Intervention since 1979 has focused on the restructuring of distressed
industries, support for the development of tcchnology, and the  promo-
tion of competition.

Financial Sector Liberalization (1990-). The kcy to Korea’s futurc xndus-i -
trial policy lies in its approach to financial sector reform. The govern-
‘menc has been coping with the residue of the excesses of the 1970sand
has been particularly active in bailouts of sunset and overeveraged in-

7 dustncs. The remnants of past policies are part of the price Korea is pay-
ing for prior- mtcrvcnnon policies and for the. failure to estabhsh an,
B mdcpcndcnt financial sector.



“The Evolution of Export Push in Taiwan, China

- - Development policy in Taiwan, China, has consisted of five stages in
* - which the government has implemented comprehensive but changing
- policy packages. Throughout, low inflation and macroeconomic stabil-
*.. ity have been a foundation for growth-enhancing policy initiatives, and
- . since the late 1950s, export growth has also been a fundamental goal.

ities took over in 1949, one of their first initarives was an ambitious
“land reform program. The program fostered social and political stability
and increased agricultural production. Greater agricultural output pro-

- N the government atrempted to develop industry as the base for economic
~ selfsufficiency. The government invested heavily in infrastructure, ex-
. panding transportation and power networks built by the Japanese; U.S.
- aid was an important source of finance, funding 49 percent of public in-

~* vestment in infrastructure. Extensive quantitative restrictions and high-

.~ tariff rates shielded domestic consumer goods from foreign competition.
.~ To take advantage of abundant labor, the government subsidized some
- light industries, particularly rextiles. Consumer goods industries such as
- textiles, apparel, wood and leather products, and bicycles developed very
" rapidly. By the end of the 1950s, industrial production had doubled.
-~ However, the costs of imporr substitution increased over time. By stim-

vided raw materials for exports and earned foreign exchange to fund im-
ports of machinery, equipment, and industrial raw materials. These in
" turn helped to make possible subsequent export-led rapid dcvclopmcnt.'
' lmport-Snbstmhng Industrialization (1953-57). During the second stage,
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- Land Reform and Reconstruction [1949-52). When the Taiwanese author- -

- ulating the import of capiral and intermediate goods while penalizing -

L exports, import substitution contributed to 2 growing trade defici, fi-
* nanced largely by U.S. aid. As the small domestic market became satu-
i'jrated overall growth declined, from 9 perccnt in the carly 19505 to 6.5
S percent in the mid-1950s. _

- _.Export Promotion [1958-72). Antlcxpaung che te termination of U.S. aid

. and hence 2 need to obtain foreign exchangc, the government shifted to

a policy of outward orientation and export promotion. Starting in 1958
" jradopteda series of measures aimed at promoting exports and foreign
"7 investment. Amuluplc exchangc rate system was replaced with a unitary
‘rate, and appreciation was avoided. Tariffs and import controls were
Tgradually' reduced, specmlly fori inputs to export. In addition, the Bank
‘7of Taman, Chma, oEcred low-mtcrest loans to exporeers. ‘The govern-

Cmr



ment also hired the Stanford Research Institute to identify pfomising in-
dustries for export promotion and development. On the basis of Tai-

-wan, Chinas, comparative advantage in low-cost labor and existing

technical capabilities, the institute chose plastics, synthetic fibers, and
electronic components. Other industries subsequently promored in-
cluded apparel, consumer electronics, home appliances, watches, and

- dlocks. Direct foreign investment (DFI) played a catalyric role during this
period and replaced U.S. aid as the main source of foreign capital. Al-.

though DFI was only 6 percent of gross capital formation in the 1960s,
nearly 80 percent of it went into' manufacturing. More imporant, DFI
facilitated technology and skill transfers, leading to much improvement
in quality and the diversificarion of industries.

The impact of these measures was dramatic. Exports, which had
grown less than 12 percent annually between 1953-62, grew 28 percent
a year between 1963-72, rising from 123 million to almost 3 billion

dollars. The transition from import substitution to export promotion

was the most important policy change in Taiwan, China’s, economic de-
velopment. It shifted the economy from a relatively dosed to an open
economic system and exposed it to the forces of internadonal competi-
tion and technological change. . '

Industrial Consolidation and New Export Growth (1973-80). As the 1970s
progressed, internal and external challenges threatened the continuation
of export-led growth. The rapid manufacturing increases of the 1960s

- strained transportation, lectricity, and communications systems. The .~
island suffered profound external setbacks. More important, Taiwan, =

Chinds, light manufacturing industries faced new competition from
lower-wage producers abroad. As foreign investors rushed to the newly

_opened mainland Chinese market, international confidence in Taiwan,
~ Chind’s, economy dedlined. The 1973—74 oil crisis had dramaric reper-

cussions for the Taiwanese economy. Real GNP grew only 1.2 percentin -
1974 and inflation climbed to 47 percent, while exports declined in ral :
terms by abour 7 percent. '

Beginning in 1973, the government chose a more self-reliant dcvcl-

- opment strategy based on industrial consolidation and renewed export

growth. Once again, it rurned to foreign experts and commissioned the

~ U.S. management firm of Arthur D. Litde to find solutions to the eco- -
" nomic crisis. Based on Taiwan, Chind’s, economic needs and capabili-

ties, the Americans recommended heavy investments in mﬁ'astmcture, ,

~ industrial upgradmg, and sccondary import subsutunon. A govcrnment B



plan incorporating the recommendations focused on development of
capital-intensive, heavy, and petrochemical industries to increase pro-

- duction of raw materials and intermediates for the use of export indus-
* tries. The government also launched ten major public sector projects, ar

‘a total cost of 8 billion dollars, to revitalize the economy and remove

-bottlenecks to economic growth. These included highways, rilroads,
~ airports, and construction of nuclear power plants. .

‘High Technology and Modernization [1981-). As it enrtered its fourch .

dcmdc, ‘Taiwan, China, confronted a challcngmg domestic and inter-
' national environment. The spectacular growth of the 1960s and early
- 1970s sputtered to just below 7 percent in the late 1970s. Taiwan,
- China’s, continued integration into the world economy revealed struc-
- tural weaknesses, particularly the financial system’s inability to match

. the increasing demands of industrialization and external trade. Exter-

nally, Taiwan, Chinas, persistent trade surpluses with major trading

. parmers led to growing protectionism. In the later half of the 1980s,

Taiwan's exports faced an additional loss of competitiveness due to the
appreciation of the Taiwan, China, dollar and rapidly rising wages.
' Manufacturing wages rose, undercutring Taiwan, China’s. advantage,

and local firms moved production overseas. As in other first-generation

East Asian NiEs, Taiwan, China, manufacturers were squeezed between
lower-wage NIEs in traditional, labor-intensive manufacturing on the
~ one hand, and high-technology products from industrial economies on
- the other. | '

~ Once again, the govemment moved to restructure the economy. After

extensive consultations with domestic and foreign advisers, the govern-

‘ment decided to focus on high-technology industries: information,
' blotcchnology, electro-optics, machinery and precision insruments, and
environmental technology industries. The shift to a high-technology econ-
‘omy has necessitated the dose coordination of industrial, financial, sci-
" -ence and technology; and human resources policies. In 1984, the
‘government revised laws to provide tax incentives for manufacturers

. whoallocatea percentage of their revenues to research and development
(R&D). Incentives were given to industry to diversify and improve pro--

‘ductdon techniques. The government encouraged the establishment of
'vcnturc-capltal firms and revised university curricula to strengthen sci-

* ence, mathematics, engineering, and computer education. It began to
.+ -ecruit technical manpower from abroad by offering competitive salancs :
o formcr Taiwan, Chma, residents living! overseas.
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25 percent to 92 percent in other economies at similar levels of income.

In addition, in 1985 the government launched fourteen major infra-
structure projects, including expansion of the energy, telecommunica-
tions, and transportation networks and development of water resources
and national patks. The government’s development plan for 1991-96
calls for 330 billion dollars in public sector projects. To support these ef--
forts, the government has adopred an overall strategy of economic liber-
alization and internationalization, including the lifting of ‘foreign
exchange controls. :

While it is too early to assess these pohcxcs fully, a few observations
are possible. A growing number of small, high-technology firms pro-
duce increasingly sophisticated and higher-value-added products. For
most firms, however, the transition to hi-tech industries has been diffi-
cult. On one hand, the rapid rate of technological change and rising
protectionism in industrial economies make it increasingly difficult to
obtain advanced rechnology. On the other, the _small%w.lc structure of -
industry is not conducive to the costly investments in R&D and skills- -
training needed to shift toward high technology. As a result, most Tai-
wan, China, manufacturers are still assemblmg imported hxgh—tech

components.

' Malaysia’s Shift from Resource-Based to Manufachired Exports

During the first twenty years after independence, Malaysia continued .
the essentially free market trade and industrial policies of the colonial
government, although it intervened extensively to promote rural devel-
opment and provide social and physical infrastructure. While the govern-

" ment protected import-competing industries, protection was generally
 less strong than in other developing economies. Government was re-
strained from heavily biasing incentives against agriculture by the eco-

nomic and political importance of the plantation and mining sector. In
1957, Malaysia’s exports of tin and natural rubber accounted for a third
of GDP (Bruton and others 1993). '
import Substitution (1950-70). The objective of Malaysnas hmxtcd im-
port substitution was the same as that in other developing economies:
reducing imports of consumer goods and increasing processing of nat-

ural resources to create industrial employment opportunitics. The gov-
ernment did not promote individual sectors, and effective rates of

protection were very low, averagmg 7 percent, compared with 2 range of

317_;,



‘Nevertheless, between 1960 and 1980 import substitution combined
‘with domestic' demand expansion accounted for virtually all of Ma-
~ laysia’s growth of manufacturing output (Sallch Yeah, and Meyanathan
 1993).

~ Combining Export Promotion and Import Substitution {1971-85). Malaysia’s
1969 ethnic conflicts triggered a reexamination of development policy.
The New Economic Policy (NEP) launched in 1971 had many dimen-
sions intended to promote growth with equity. In trade policy, the gov-
emnment began more active promotion of natural resource exports,
particularly rubber, timber, palm 6il, and petroleum, and light manu-
factured exports, particularly textiles, footwear, and garments. During
the 1970s, export-promotion efforts were designed to complement the
modest import-substitution regime inherited from the 1960s. Major

- NEP export incentives included taxable income deductions linked to ex-
~ port performance and domestic input content, tax allowances for

export-related promotional expenses, and accelerated depreciation for
- firms exporting more than 20 percent of their output. Credit policies
promoted exports through guarantees and automatic rediscounting of
export financing at low interest rates.

- Export-processing zones, free trade zones, and licensed manufactur-
ing warehouses that permitted duty-free impore of marerals to be

 assembled or processed for export were crucial to the successful combi-
. nation of import substitucion and export promotion. Foreign invest-

o ment, particularly from Japan and elsewhere in Northeast Asia, poured
- in. By 1980, about 70 percent of manufactured exports originated in the
~ export-processing zones, primarily from foreign-owned firms. As the

- economy has developed, the proportion of exports from the zones de-

~ dinedto about 40 percent in 1989.

: Adjustment and Liberalization (1986-). A combination of terms of trade
. shocks and fiscal imbalances (described above) prompted the govern-
- ment to move in 1986 away from state-led industrialization. Promotion
 of private investment across a broad range of sectors was combined with
~ macroeconomic adjustment and continued efforts to increase manufac-

* tured expors.4 Tax incentives for exporters were increased and imports

 were liberalized. As a result, the average effective protection to industry
‘ ;dechned ﬁ'om 3] percent in 1979-80 (an internal World Bank report)

- to 17 percent in 1987 (C Edwards 1990) At the same dme, tariff re-
2l ducuons and changes in export incentives increased the variation in ef
D ;'fccuvc protccuon across sectors. :
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Indonesia Tries it Both Ways and Opts for Export Push

- Indonesian trade policies have swung from protectionism to open-
ness. The current open phase has gone further than any earier efforts
* and obrained the most impressive results.

Nationalism and Guided Development (1948-66). Following mdcpcndcncc
in 1948, economic policy was shaped by a strong sense of nationalism
flavored with anticolonial and anti-Chinese sentiment. Despite several
early attempts at liberalizadon, the policy regime became increasingly -
inward oriented and interventionist. A pervasive and complex regime of
import and investment licenses fostered a new group of Indonesian im-
porters and traders who earned substantal rents and became a powerful
- lobby for trade restrictions. Following a centralization of political power
_in 1958, President Sukarno expounded a populist platform of “Guided -
Democracy and Guided Economy,” and the economy entered a period
of more direct state control of production and trade. Dutch enterprises
were nationalized, and state enterprises took over all aspects of the
economy—including the recently emerged import monopolies.

Growing mismanagement resulted in chaotic economic conditions. .

 Inflation accelerated to 1,000 percent by 1965. Exports and foreign ex- |

change reserves dwindled, and debr service exceeded foreign exchange
- earnings. Economic growth stagnated. By 1965 per capita income was
15 percent lower than in 1958. Widespread social unrest and vxolence
set the stage for a change in leadership.

Outward-Oriented New Order Govemnment { 1967—73] The new government
of President Suharto moved quickly to restore macroeconomic stability
and adopted a more favorable stance toward domestic and foreign private
investment. Some nationalized enterprises were retucned to previous own--
ers, and a new Foreign Investment Law that provided a thirty-year guaran-
 tee of nonnationalization was enacted. The exchange rate was adjusted

through large devaluations. In 1970, the government established the mech-
anism for a market-driven unified exchange rate and abolished controls on
capital movements. Sweeping changes were introduced in the rade and in-
centive regimes, including the abolition of import licensing, although lirde
change was made to tariffs. As a result, non-oil exports increased. at an

annual rate of nearly 26 percent from 1967 to 1973, compared thh an- -,

* nual increases of barely 2 percent during the previous seven years.
0il and Commeodity Boom {1974-81). Indonesia benefited from the sudden
surges in cil prices in the 19705, and the boom in pnmary commodlty



prices. The surge in revenue gave the government an opportunity to
_intensify development efforts, but it also posed the problem of how to
- protect the competitiveness of the non-oil economy from the adverse
~ consequences of oil-windfall spending. While Indonesia was relatively
- successful in moderating exchange rate appreciation, the appreciation
thar did occur increased pressures to protect domestic mdus:zy from
imports.

Compared with many oil exporters, Indonesia used its enhanced re-
sources well. During the 1970s, about 40 percent of the government
budgee went to infrastructure for the economy. The government also

‘placed strong emphasis on improving the availability of educadon,

- health services, and family planning. Asa result of these physical and so-

~ cial investments, Indonesia was able to make extremely rapid progress-

during the 1970s in reducing poverty and improving social conditions.

Economic growth averaged close to 8 percent through the 1970s and

. early 1980s, as a result of strong expansion of public and private invest-
ment. Non-oil activities rermained buoyant, especially agriculture and
manufacturing. The government maintained good macroeconomic
management and, following a debt crisis with the state oil firm Pertam-

-ina in the mid-1970s, 2 conservative foreign borrowing strategy. By
1980, the current account of the balance of payments was in surplus,
and debt service payments were less than 13 percent of exports.
~ Despite these achicvemeﬁts; the trade and investment regime became

increasingly state dominared and inward oriented. Flush with cash from

~ oil and commodities, the government invested heavily in such capital-

and resource-intensive sectors as oil refining, liquid natural gas, chemi-

- cals, pulp and paper, fertilizer, cement, and steel. As the state’s role in the

economy grew, the government tightened regulations on foreign and

~ domestic private investment. Meanwhile, gradual appreciation of the
exchange rate eroded the competitiveness of non-oil exports, and pres-

-protectionist and variable.
- Adjustment to External Shacks (1982-85). Thc high-cost nature of the in-

~ dustrial sector and the end of the oil boom sparked a debate and re-

assessment of industrial strategy in the early 1980s. The government
initiated a broadly based adjustment program designed to maintain bal-
ance of payments and fiscal stability while reducing the economy’s de-
pendence on oil revenue. As with previous macroeconomic imbalances,

- sure from domestic interests caused the trade regime t become more

L chc govcmmcnt :cspondcd with a combmanon of fiscal, monetary, and -
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exchange rate policy adjustments. It also initiated comprehensive fi inan-
cial and tax reforms, and made major improvements in customs,. ports,
and shipping.

As we discuss elsewhere in this chaprer, the macroeconomic measures
successfully restored financial stability. The current account deficit de-
clined, and inflation was brought to below 5 percent, from 7.6 percent -
in 1982. But trade and industrial policies gradually became even. more
inward oriented and subject to government intervention. In addition,

the adjustment resulted in slower growth of output and incomes, re-

duced public and private investment, low rates of capacity utilization,
and the emergence of financial problems among industrial enterprises.
Moreover, although textiles and plywood both emerged as important
exports during this period, overall manufacturing growth slowed in the
face of weak non-oil exports and weak domestic demand.

By 1985, a plethora of decrees had brought a wide range of products
under different forms of import control. Overall, the production regime
favored import substitution relative to exports. As a result, domestic re-
sources were drawn into relatively ineficient capital-intensive activities
supplying the domestic market. This disadvantaged the more labor- .
intensive, efficient downstream producers and reduced export growth.

Deregulation and OQutward Orientation (1986-). In 1986, the economy suf-

 fered further shocks, as declining oil and commodity pricesled to a steep

deterioration in the terms of trade and a jump in the debt-service ratio.
This time, however, in addition to successful efforts to restore macro-
economic stability, the government launched a program of broad trade
and regulatory reforms that opened the way for a decisive shift to export
promotion. Export-oriented deregulation has gathered momentum

| . since 1986-87, culminating in a series of major reforms in trade policy;
investment licensing, and transport regulations.

- The first step toward trade reform had actually been vaken in 1985

with steep tariff cuts. In 1986, pushed forward by external shocks, the
 process gathered momentum. Between May and October, the govern-

ment announced a package of export incentives, 2 major devaluation, -
and the first of several programs to simplify import and export proce-
dures. Major exporters were given unrestricted, duty-free access to im-

- ports (see figure 3.4). Later the government deregulated domestic and
- foreign private investment, and for the first time permirted the private
sector to invest in power, telecommunications, pon:s, and roads It also. o

further dercgulared the financial secror.



The economy responded rapidly as manufacturing output, exports,
and investment all increased. Growth accelerated from 1988 onward
as a resurgence in domestic demand accompanied the continued
growth of non-oil exports. Plywood and textiles remained the largest
manufactured export items, but other manufactured experts such as
shoes, apparel, and electronics began to grow very rapidly. Foreign in-
vestment projects approved by the government increased tenfold be-
tween 1986 and 1991, to more than $8 billion, and domestic
~ investment rose by a similar proportion, to $30 billion. Perhaps more
‘important, 70 percent of the foreign investment approved was export
oriented, compared with 38 percent in 1986. Since 1986, GDP growth
has averaged 9.3 percent annually, the highest sustained growth rate
since independence. '

~ Indonesia continues to encounter occasional difficulties. In 1990 and
~ 1991, the economy experienced an import surge and deceleration of ex-
port growth due to increased aggregate demand prompted by a prior
_easing of monetary policies. This led to a widening current account
deficit and a surge in foreign borrowing. As with previous macro-
economic distortions, the government responded by tightening mone-
tary policy and curbing borrowing. Meanwhile, the obvious success of

- export-push policies can be expected to generate momentum for further

* export-oriented reform. If this is the case, future swings toward protec-
tonism, should they occur, are likely to be less pronounced and less

-~ damaging than those of the past.

- * Thailand’s Shift from Resource-Based Exports to Manufacturing

~ Like Indonesia and Malaysia, Thailand hisi:oricaﬂy exported primary -
- and agricultural products derived from its rich natural resources. Early
trade policies emphasized taxation of the resource-based rent associated

~ with the production of these exportable commodities. Trade was heavily
~ controlled. Rice exports, Thailand’s major commodity export, were con-
trolled by a state marketing monopoly, export taxes on other commodi-

- tieswere hwvy, and a multiple exchange rate reglmc discouraged export -
S ‘producuon (Jitsuchon 1991).

 Natural-Resource-Based Exports [1955-70). In 1955 thc exchange rate was

umﬁcd, and the stte marketing monopoly on rice exports was abol- |

. ished. Although these policy reforms encouraged natural-resource-based

and agricultural exports, Thailand maintained substantial iraport pro- :




tection for specific industries. As late as the mid-1960s, however, overall ~
levels of effective protection to industry were modest by developing-
- economy standards. This was especially notable in consumer goods
‘manuficruring, where nominal cariffs werc in the range of 25-30 per-
cent ad valorem. Tariffs on machinery and intermediate inputs were in
the range of 15-20 percent. _

Favoring Import Substitution (1971-80) In the 19705 Thailap, followmg .
the import-substitution strategies favored by many other developing

"economies, raised tariffs on consumer goods to a range of 30-55 per-
cent. Capital and intermediate goods continued to enter at low duty
rates, leading to an increase in the effective protection to valuc added in
import-substituting industries and to declines in the effective protection
to agriculture and traditional exports (figure 3.4). The blas against agn—
cultural and export production increased.

Textiles, pharmaceuticals, and automobile assembly were pamcula.rly
favored. At times, vehicle imports were banned, which resulted in limic
less protection for domestic manufacturers. But there was a quid pro quo.
Domestic content requirements were established to promote upstream

- suppliers of components and parts. These nontariff barriers to competing
- imporzs of components and parts raised production costs in the assembly -

sector while subsidizing the produce= of inpuss. Consumets were in ef-
fect taxed to promote an intermediate goods sector.

" Reform and Export Incentives (1980-). As was noted in our dlscussmn of

‘'macroeconomic policy, the second oil shock exposed weaknesses in the

Thai economy that were the result of the unport—subsutuuon policies of
the 1970s. In'1981 Thailand’s trade policy shifted explicidy in the di-

-~ rection of export promotion. Remaining export taxes were reduced, and
" as described above, the exchange rate was devalued and subsequently

moved to a managed float. The government also began reducing pro- -
tection of local industries and making tariffs lower and more uniform.

The maximum duty rate was reduced from 100 to 60 percent, and the

 average rate was reduced. The rariff reductions were almost unmcdlately o
offset, howcvcr, by the governments. decision to impose a tariff sur- L

charge to raise revenue for macroeconomic stabilization objectives. Ef

 fective protection remained high i into the mxd—1980< at'52 percent of - L

- value added, higher than other East Asxan cconomus such as Korea (28 .
. percent) and Malaysia (23 pcrccnt)

, During these early stager: of the cxporc-push pcnod thc govcrnmcnt - :7
' ‘Board of Invrsrmem (BOI) played an. 1mportant rolc in promotmg ex- .




port growth. The BoI, which had been established in 1960 to supervise
the applicadion of investment incentives, had long been a tool for im-
plementing the import-substitution strategy. One of its key roles was to
distribute {and often increase) the incentives for firms operating in pro-
 tected domestic marker niches through waivers of tariffs, import sur-
- charges, and occasionally bans on competing imports. -
The shift to export promotion brought a different role to the BoL A
“major study of the export-promotion system was carried out under a
UNDP—World Bank technical assismance project. The study recom-
mended radical reforms in the way in which the BoI did business. It ad-
vocated using more automatic, sectorally based incentives (in contrast to
the firm-specific discretional incentives of the past two decades) and
shifting the target of incentives to labor-intensive, export-oriented, geo-

- graphically dispersed activities. In 1983 the BOI announced new prome-

- tional criteria that favored, among other objectives, exports and labor
intensity. Box 3.4 describes the impact of this shift on direct tariff in-

. vestment. Other incentives for exporters included tax exemptions and
- rebates, reductions in electricity tariffs, automaric access to credit, mar-

~ keting assistance, and promotion of trading companies. The govern-

- ment also streamlined customs procedures and abolished unnecessary
- regulations to expedite export shipments. 6

~ Automatic and concessionary credit was another major element in

- .. the export-push strategy. The Bank of Thailand had traditionally ex-
" tended refinancing facilities (RFFs), through the commercial banks, to
~ . key economic sectors.” These RFFs were mostly used to rediscount ex-

. port bills of large exporters handling traditional products. As pare of the

~_export incentives package, the Bank of Thailand revised its rediscount
~ rules to focus more explzqtly on small nontradmonal exporters and on

B othcr productive activities.
Many of the export-push incentives were specxﬁmlly dcsngncd to of-

o se remaining distortions from Thailand’s 1mport-subst1tuuon era. Tax

rebates, duty-ﬁ'cc imports, and export-processing zones corrected par-

< dally for existing distortions. In this sense, Thailand’s experience is sim-
. " jlar o 'that of the northeastern’ HPAES; the inidal surge of exporr
e fpromotlc-n took place in the context of a domestic marker that remained

B ‘moderately protected from the rigors of foreign competition. Thalland

R has recendy begun a'more broadly based liberalization of i imports. In |

i 1990 tariffs on mplta.l goods were reduced, and in 1991 large teducuons 7

w::rc made in mnﬁ"s on automobll& and computers
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~ The outcome of these policy changes was dramatic. By 1986 light
~ manufactures represented 30.6 percent of a growing volume of Thai ex-
ports. Leading sectors included clothing, footwear, artificial flowers, jew- -
ey, and integrated circuits. Direct foreign investment played a major
~ role in the export boom, as firms from the northeastern HPAEs. movcd
- more labor—mtenswe manuﬁacmnng processes oﬂ'shorc (sce tablc 3 7)




' Table3.7 Distribution of Manufacturing, Thailand

L (pmmtage af gross domestic product)
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Vl'l'he Elements of a Successful Export Push

- These summaries of the evolution of export push reveal the plethora
. of policies consistent with export promotion. (Chinas recent policies fa-
'voring manufactured exports are outlined in box 3.5.) Assistance to ex-
ports varied over time and across economies and induded preferential

- financing, promotion subsidies, tax incentives, subsidized infrastruc-

~ ture, and foreign investment incentives. Moreover, at any given time
" and in any particular economy, the magnitude of the incentives varied
across activities. Some governments favored nontraditional exports,
some favored particular types of manufactured exports. Even so, there
~aresign iﬁm’nf commonalities among these policies. Each contributed to

7 one or mote of the four elements of a successful export push: access for
. exporters to imports at world prices; access for €XpOITErs to long- and

short-term financing; government assistance in pcnetraung markets,
and ﬂenbxhty in policy implementation. . :
. Access to Imports at World Prices. When imports are restricted or caxed,
- exporters are disadvantaged vis-a-vis exporters from other economies
" who do not face similarly expensive imports. To combine import pro-
tection with export promotion, these ill effects must be mitigated. HPAE
 governments. have found myriad ways to grant exporters access to im-
ports at world prices: free trade zones, export-processing zones, bonded
~ warehouses, duty drawbacks, or exemptions from tariffs. However, the
 higher the level of import-substitution protection, the greater the level
- of administrarive competence needed to create countervailing incentives

- for exporters. Perhaps because of these difficulties and the declining
- . benefits of lmport-substltutlon protectton in successful export-oriented
S econorm&, each of thtse econormes bas gradually liberalized i its tradc'

n -;'i_t»regunc-

oM



) mﬂf‘” -y ’Il‘i“'“ e ETRL, Sy
%3' é hin: *" %d%dcvdopmcnt»sfh thet
é é‘db“noxlﬁ)'r”

< -4{ RS :

i LIS, n egport—oncn
k:ix WMFW s P NS R
¥ e_co &zone_s‘?@ﬂs ! opcn,ﬁcmu:{ccpo
g 235 1 kT

= %}M 2
j} 0
«f:@a*;‘. 27

ol

% ﬂjn( iy;\-pu 4 -5.,; : £
; uh:ui”’an han
w%% m;»w?*HJ‘* t; Y S i

,- Ty ':‘g}b‘ g

2 ‘, g ‘gg,urr
.... Han ﬁﬁfo S0 cnscn
i) .&‘ﬁ% S, #‘ﬁ*ﬁ o

0 a%mnw; and: gm;

i 3
:..m AT
ted m‘**198

J"l" :-?R ity N iy

e, m-
ngmx&gﬁ _

T S

% »W%E@MWI:W
#"ﬁ"“a’nwiom fcommontla
ts“?in ‘E“W

jgg')ﬁ;;,i g

L»&MJQ}'&&E 2 Sl m&é‘i—bﬁhﬁ'ﬂz.‘

AN 'E.g--wmjﬁwk%’%

 Export Financing. Expansion into new cxport activities often requires fi-
nancmg, both long- and shorr-term. Nearly every HPAE has had some
program to ensure access to credit, often at subsidized prices. But again
we observe the impressive variety of the types of credit (long-term versus
short-term), the  degree of subsidization (guaranteed access versus subsi-
dized rares), the selectivity (all exports versus targeted export activities) -
‘and the means of delivery (specialized state-controlled financial institu- '
tions versus markct subs:dm) '




| Market Penetration. Nearly all governments recognized-thc difficulty

- exporrers face in cracking foreign markets but again chose various means
to encourage exporters to overcome these hurdles. Some directly subsi-

dized export activity (direct income tax incentives), some subsidized -

market penetration (through exporter associations), some subsidized
- small and medium-size exporters to offset their difficulties in market
penetration, and some promoted the creation of international tradmg
companies.

Flexibiity. Pragmatsm and a commitment to results mark the HPAE
‘governments’ approach to export policy. Policy flexibility proved impor-
tant because hitting the right strategy is not easy; for three reasons. The
right strategy depends on the circumstances. It changes as the economy

changes. And it is not always obvious. Making mistakes is not necessar-
ily bad, as long as the mistakes are reversed. The classic example of pol-

~ icy flexibility is Koreas reversal of the HCI drive. After a large

_ commiunent to promoting heavy and chemical industries, the Korean
~ government nevertheless changed course when circumstances changed

~ and the policy threatened exports. But Korea was not unique in this re-

gard. In each of the HpaEs, pohcm evolved over time and often required

major revisions. '

- Inchaprer 1 we showed the impact of the HPAES' export-push strategy

on the rapid growth of manufactured exports. Another outcome of the

o _export push can be seen in their changing composition of exports (see

- figure 3.5). With the exception of Indonesia (whose exports of refined
petroleum products are included under chemicals) all of the HPAEs dra-

matically increased the share of exports in machinery and equipmentat

- the expense of such traditional manufactures as food products and tex-

.  tiles. In 1991 the share of machinery exports in total manufactured ex-

“ports for the developing HPAEs was about double that for other
developing economies. This shift clearly shows the response of exporters
* to changing market opportunities, rising labor force skills, increasing
technological capability, and changing comparative costs.

What is surprising, however, is the extent to which textiles and ap-
. parel remained important exports in the face of shifring compararive ad-
~ vantage. As late as 1991 most of the developing HPAEs had shares of

 textiles in manufacrured exports which exceeded the average for other

o - 'devclopmg economies, suggesting that these sectors rctamcd substandal
- cost competitiveness despite rapid capital deepening and rising real
e wages (a phcnomonon to which we shall return in chaptcr 6).

Coms
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~ The successful East Asian economies have had much greater macro-

" economic stability and much more rapid export growth than most other

developing economies. They achieved macroeconomic stability by ad-

hering to macroeconomic fundamentals—particulady by keeping fiscal -

deficits within the limits of prudent financing—and by rapidly and ef-

s fectively correcting major macroeconomic imbalances that emerged.

They achieved rapid export growth by fostering a favorable environ-
ment through macroeconomic stability and by applying on a trial-and-
error basis a vast array of market interventions and microeconomic
- incentives. In contrast to the many less successful economies that have
clung to failed policies, the HPAEs have pragmatically chosen and as-

. sessed policies according to their impact on macroeconomic stability
- . and export growth. They have adapted policies as necessary, kepr those
- thatr worked, and dropped those that failed or outlived their usefulness.

‘Why did the East Asian economies choose macroeconomic stabilicy

- and exports as their policy yardsticks? And why have they been more

successful than other economies in selecting, implementing, and alter-
ing policies as necessary to attain these goals? We turn to these questions
of political economy in the next chapter.
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. Appendix 3.1 Economic and Political Timelines

Indeonesia










..ﬂzgm._h
MrcadT

il ; , . ' . MACROECO

S




) Singapone'

152




oy T Tt o bighemolie i, el bud ik

ot Bl
financial and.~ ~ opment plan for
apecilized services. . 1980s -

N







(Direct public owmersiiip and trade

- Appreciation of exchange rate -

R




Notes

1. Bradford is among the first to categorize 2 combina-
- tion of functional and sclective interventions that resultin
" the effective exchange rate for exports exceeding that for
- imports as an export push. By this definition the South-
cast Asian NIEs would not qualify (Bradford 1986, 1990).

- We use the term somewhat more broadly to include sus-

tained movement toward parity of incenrives berween ex-

pore and import substitutes, combined with institutional

- support for exporters.

2. The analysis in this section draws on Easterly and

- Tchmidr-Hebbel (forthcoming). The daw on consoli-
~ dated public deficits, as well as the rest of the data in this
section except where otherwise indicated, are from the
same source. Consolidated public deficits, though less
widely available than central government deficits, are a

“much more reliable indicator of fiscal management be-
cause they include operating deficits of public enterprises
that have played a critical role in some macroeconomic
crises.

- 3. Although the mean level of effective protection was

low, variance among sectors was high.

4. The Promotion of Investments Act of 719867, pro-
vided incentives for investments in agriculture, industry,
and tourism.

5. The BOI’s policies of selective intervention to pro-
mote firms and specific sectors are discussed more fully in

chapter 6. '

6. Onc important example of these efforts was the es-

 tablishment of export-processing zones (EPzs) and bonded
~ warehouses. Drawing on Korea’s and Taiwan, China’s, ex-

perience, Thailand used the EPZs to streamline temporary
admission of inputs for exporters in the zones. The zones
also offered lower-cost electricity, freedom of immigration
for managers and technicians, and common-facilicy
bonded warchouses to reduce customs and storage costs
for enterprises located in the zone. In general these incen-

tives also favored large and often foreign-owned firms.

7. A firm wishing to obrain access to the scheme issued
a promissory note, which was discounted by its commer-
cial bank and further rediscounted by the central bank,
both at subsidized interest rates. '



-~ An Institutional Basis

for Shared Growth

N EACH HPAE EXCEPT JAPAN, NEW LEADERS FACED AN URGENT
" need 1o establish' their political viability before the economic
takeoff. The Republic of Korea was threarened by invasion from
- the North; Taiwan, China, from China; and Thailand, from
. Viet Nam and Cambodia. In Indonesia, Malaysia, Singapore,
: and Thailand, leaders faced formidable communist threats. In

“addition, leaders in Indonesia, Korea, and Taiwan, China, having taken

- "power, needed to prove their ability to govern. Leaders in Malaysia and
. Singapore had to contend with ethnic diversity and arrendant questions

- of political representation. Even in Japan, where the competition was
. " less immediate, leaders had to earn public confidence after the debacle

- of World War II. In all cases then, leaders desperately needed to answer
a basic question: why should they lead and nor others?

 Whatever strategy the leaders of the HPAE governments selectcd 10 an-

swer the basic challenge of legitinacy, they induded a principle of shared

gmwtb The leaders hoped that rapid, widely shared i 1mprovemcms in
o econonncwclfa.rc would brmg legitimacy.

- Of course, few pohnml leaders anywhere would reject, on prmcnple,
7 ‘either the desirability of growth or that the benefits of growth should be
shared. Whar distinguished the HPAEs' leadership was the extent to

[ which they adopted specific institutional mechanisms tailored to these

" goals, and that worked. In this chapter we briefly review the history of
 the adoption of an explicit commitment to shared growth. We then dis-

: : | _ cuss the main institutional mechanisms adopted to aclucve this goal and
s how thcy were created and mamtamed

Cm leth-shanng programs dfs:gned to include non-elites i in eco-.

S o horrucgrowth




m A cadre of economic technocrats insulated from narrow political
pressures : ' ,

» Institutions and mechanisms to share information and win the
support of business elites. |

Achieving Legitimacy through Shared Growth

HE PRINCIPLE OF SHARED GROWTH. ASSUMED DIFFERENT

forms in each HPAE. It was most explicit in Malaysia. In response

to racial riots in 1969, three dominant parties, each representing

a major ethnic group, widened their coalition to include other parties

under a national front. The coalition’s goal was to share wealth more eg-

uitavly withour stifling growth. The coalitions solution was the New

Economic Policy (NEP), an attempt to improve the lot of the Bumiput-

era, the largest bur poorest ethnic group. The coalition’s own early dc-
scription of the NEP is quite explicie:

The NEP has as its overriding objective the promotion of national
unity through the two pronged strategy of: (i) eradicating poverty by
raising the income levels and increasing employment opportunities-
for all Malaysians, irrespective of race and (ii) accelerating the process
 of restrucruring Malaysian society to correct economic imbalance, so
as to reduce and eventually eliminate the idendification of race with
economic function. . . . The efforts to attain these objectives were, in
. turn, to be undertaken in the context of rapid structural change and
expansion of the economy so as to ensure that no particular group ex-
~ periences any loss or feels any sense of deprivation. {Salleh, Yeah, and
- Meyanathan 1993] '

~The principle of shared gréwnh' is also explicit in Indo: esia, where | ,
* President Suharto advocates “economic democracy.” For example, in

1990 President Suharto himself strongly endorsed research resules of -

- the Indonesian Economists Association stressing the importance of
sharing the benefits of growth. “I hope that ISEI's findings on the sys-
tem of Economic Democracy receives as much public exposure as pos- -
- sible and that all levels of society become involved in the discussion of
‘this vital issue. This will enable us to reach national consehsus as we

strive forward toward the full implementation of Economic Democ- ==



racy” (1sEl 1990). Economic democracy advocates reliance on the free
market to stimulate growth. Bur it also explicitly acknowledges the
market system’s inadequacies in distribution and actively secks to re-
dress them.

- In Taiwan, China, commitment to sharcd growth grew out of the
Taiwanese authorities' searching analysis of their failure in mainland
China. The leaders’ five-point diagnosis included three equity issues:

- agricultural tenants had rebelled against exploitation while the party

continued to identify with the landlords; labor unions had run out of

~control; and government was beholden to vested interests (Wade 1990). -

~These realizations, combined with pressure from the United States to

undertake social and economic restructuring, led the Kuomintang to

adopt shared growth as the formula for its rule in Taiwan, China.
Unlike the Taiwanese authorities, Korea’s post—World War II leader-
~ ship lacked a synchronized view of growth and distribution. Even so, the
-sequence of policies it pursued, and the flattening of wealth resulting

from the Korean War, effectively produced egalitarian growth. Partly by
accident and partly by trial and emor, the leadershlp gradually adopred

‘the principle of shared growth.
In both postwar Japan and post—mdcpendcnce Stngaporc, growv:h
with equity was the leaders’ primary concern. In Japan, the wars de-
struction of landed wealth actually helped the leadership to implement

s redistriburive goals. In Singapore lack of a significant rural sectorand

the absence of a landlord elite also made pursuing equity goals easier.

" But neither set of leaders was complacent; both adopred effective con-

- sultative arrangements berween labor, government, and business.!

. Chapter 1 presents evidence that the leaders of the HPAEs have been
unusually successful in achieving shared growth. Growth-rate and

income-distribution performance measures show that the HPAEs signifi-
~cantly outperformed other low- and middle-income economies. How
- did they do this? If adopting the principles were sufficient, certainly
achievement wouid be widespread. The answer must partially lie in the

o insdtutions and mechanisms and in how they worked.

“To win the support of non-elites, the leaders of the HPAEs mtroduced |

b mcchamsm_s that drastically increased opportunities 1o share the benefits

K - of growth. These mechanisms varied from economy to economy butin-

cluded education (in all the HPAES); land reform (in Japan, Korea, and

" Taiwan, China); support for small and medium-size industries (Hong
". " "Kong, Japan, Korea, and Taiwan, China); and government provision of -
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such basic amenities as housing and public health services (Hong Kong -
and Singapore). Nearly all HPAE governments walked a delicate line re-
garding labor by limiting the power of unions and intervening to check
labor radicalism, while at the same time encouraging a cooperative cli-
mate in which labor was rewarded for increases in productivity.

These wealth-sharing measures have differed from the typical redis--
 tributive approach of most developing economies. Instead of granting
~ direct income transfers or subsidizing specific commodities (for exam-
ple, food or fuel), HPAE leaders have favored mechanisms that increase
opportunities for upward mobility. The frequent result is that individu-
‘als and families, provided the opportunity and convinced thar efforts
will be rewarded, study more, wotk harder, and save more. o

Universal Education

Educauon is arguably the most unporta.nt of these wmlth—shanng, op-
 portunity-creating mechanisms. The provision of universal primary edu-
cation and wide access to secondary and higher education cortributed
substandally to opportunities for upward mobility. This mobility in turn
~ mitigated the feeling of non-elites thar society is unjust and made them
more accepting of the market-oriented policies needed to foster growth.
In Korea, for example, the government invested heavily in the expan-
sion of education at the primary and secondary levels soon after the war.
'In che mid-1960s, Park Chung Hee’s export-promotion drive boosted
demand for educared labor, providing jobs for the first crop of graduates
to benefit from the postwar education push. ‘

Equitable Land Holdi ing and Land Reform

Theory and empirical cvxdcncc suggest that w1dcsprca.d ownershxp of
land not only improves equity but also improves land productivity
(Bcn'y and Cline 1979). All the HPAEs with substandal agrarian sectors’
have widespread land holding, resulting from either traditional owner-
 ship patterns (Indonesia and Thailand) or land reform (Japan, Korea,

~ and Taiwan, China). In Malaysia, corporate-owned plantations have

dominared agriculture since the colonial era. But with a relatively small -~~~
population and ample land, it has avoided equity problems common'to

.- other developing economies with highly unequal land diswibutons.
- Hong Kong and Singapore have almost no agricultural sector. '



- Korea and Taiwan, China, began land reform under broadly similar
circumstances. In both cases, authoritarian governments facing a com-
munist threat were dependent on the assistance of the United States,
whose advisers urged them o adopt more egalitarian land holding, In
 Taiwan, China, the government seized land from the landlords, com-
pensating them with shares in state enterprises. It then sold the land o
the tillers at favorable credit terms and favorable prices. The government
then helped the tillers upgrade production for domestic and export mar-
- kets. The program worked, economically and politically. Land reform

~ helped Taiwan, China, achieve one of the world’s most equitable income
distributions (Kuo 1976). Political stability benefited in two ways.

o Newly landed farmers, focused on boosting production, had little inter-

est in radical activides. Former landlords, as new shareholders in state
'cntcrpnscs, had a vested interest in the success of the Talwancsc author-
ities’ economic program.-

~ InKores, land reform occurred in two stages. The first, initiated by
U.S. forces in 1947, distributed the land confiscated from the Japanese
at the end of World War II to the dillers and pur a ceiling on rents of
other land. The second, begun in 1950 and ,complctc'd after the Korean
War, was undertaken by the Korean government after a lengthy debate

in the legislature. The government took over landlord properties, paid

the latter nominal compensation, and distributed the land to 900 000
Tenanss, effectively eliminating tenancy.

Enterpnses: Small and Medium-Size Are Beauhful

B Just as numerous small land holchngs improved equity and eﬂ’imcncy,
_ the HPAEs benefited from a profusion of small and medium-size enter-
prises (SMEs). The large number of SMEs generally reflected market

. forces rather than government intervention. But several of these
economies supparted SMEs with preferential credits and specific suppore
services. Rapid growth of labor-intensive manufacturing in these firms

- absorbed large numbers of workers, reducing unemployment and at-
' tracting rural labor. As firms shifted to more sophisticated production,

“efficiency rose and workers’ real incomes increased.
. Suppore for SMEs has been most explicit and successful in Taiwan,
. Chjna As shown in table 4.1, SMEs comprise at Jeast 90 percent of en-

__tcrpnscs in each sector. Not sutprisingly, the SMEs also dominate the
B 'cxport sector, producmg about 60 pcrccnc of thc total value of eXpOrts’

e
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(see table 4.2). Other HPAEs have also encouraged small and medium-
size industries. Japan has directed enormous financial resources toward
developing small and medium-size enterprises. Public financial insti-
tutions have allocated an average of 10 percent of lending toward
sMEs. During the rapid growth period of the 1950s, as much as 30 per-
cent of their total lending for fixed investments went to SMEs. The var-
ious government-supported directed—credit programs have proven
particularly helpful during times of transition and rapid change (Itoh
and Urata 1993). Although there are mixed evaluarions of the success
of these programs, one thing is dear. The SME sector has become an
important cornerstone of Japan's economy. In 1989, SMEs accounted
for about 52 percent of both manufacturing value added and sales,
and their share of employment in various manufacturing subsectors

Tame'4.z The Export Value of Small and Medium-Size Businesses in Taiwan, China
(millions of U.S. dollars) '
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; - ranged from a low of 41 percent in transport machmcry toa hxgh of
100 percent in silverware.

Korean development has been largely driven by the expansion of con-
~ glomerates, the so-called chaebols. But beginning in the early 1980s, the

SME sector began to grow rapidly.? SMEs™ share in toral manufacturing

* employment rose from 37.6 percent in 1976 to 51.2 percent in 1988;

while at the same time the SME share in manufacturing value added rose
from 23.7 percent to 34.9 percent (Kim and Nugent 1993). Korea es-
tablished an extensive support system for SMEs. And, as in Japan, finan-
dial support systems, such as export financing and credit guarantee
~ programs, have been the most imporeant.

' Housing: Successfully Targeling Low-Income Households

" Two HPAEs, Hong Kong and Singapore, intervened heavily in hous-
ing markets to win the support and cooperation of non-elites. By pro-
~ viding low-cost housing for the majority of residents, both programs
*have helped to decrease inequality and minimize social unrest, thus pro-

- viding the long-term stability attractive to investors. Moreover, the mas-

- sive construction effort created jobs when both economies faced high

" unemployment; subsequenty, the wide availability of low-cost housing
~ for workers helped to hold down wage demands subsidizing labor—
* intensive manufacturing.

In Hong Kong, which has genera]ly followed a laissez-faire approach

. to the economy, mass housing programs were a 1esponse to a massive in-

flux of refugees and migrants from China. The rapid increase in Hong

. Kong’s population from 600,000 in 1945 to 2.4 million in 1950

- spawned slum areas, high unemployment, and poverty. These led to so-

- cial disturbances, which culminared in riots in 1967. To diffuse the ten-

- sion and improve living conditions of the general public, in 1972 the
government launched a fast- track public housing program that has
since expanded to include the construction of entire new towns outside

" thecity propet By 1987, more than 40 percent of the population lived

- in public housing.
- Like Hong Kong, Singapore expenenccd a dramatic influx of mi-

grants in the late 1950s and early 1960s and faced similar problems. Irs -

L -‘cxpulsxon from the Malayan Federation made matters worse. The gov-
~ .. ernment responded by creating the Housing Development Board (HDB)
" in 1960 to provide public housing to low-income families. As these
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* needs were met, the HDB has turned to development of middle-income
public housing and self-sufficient new towns similar to those in Hong
Kong. Today 80 percent of the population lives in public housing, and
more than 90 percent of the families in public housing own their units.
While success in Hong Kong and Singapore has been aided by small ter-
ritories and populatons, the experience of Indonesia suggests that pub-
lic housing carefully targeted toward low-income groups may have
benefits in larger economies as well (see box 4.1).

The Labor Trade-Off: Cooperative Unions Get a Bigzer Slice

In Japan, Korea, Singapore, and Taiwan, China (and to a lesser extent -
Malaysia), governments restructured the labor sector to suppress radical ac-
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" dvity in an effort to ensure political stability: Governments abolished trade-
based labor unions and pushed the creation of company- or enterprise-based
- unions. Management and company union representatives were then re-

. ~ quired to joincly formulate and implement work-related policies.

Labor movements in Indonesia and Thailand, while not subjected to
~ systematic restructuring, were nonetheless routinely suppressed at the
first sign of radicalism, primarily because of the governments’ fear of
communism. In Hong Kong, conversely, union radicalism has been
held in check by a steady supply of new labor from China and by the in-
fluence of Beijing, which has encouraged moderation in the unions
under its Hong Kong umbrella organization. ,
Governments in several Asian NiEs, particularly in Malaysia and
Singapore, have modeled their systems of labor relations after Japan,
where labor radicalism was quickly suppressed after World War II and
labor-management censultations were gradually institutionalized. In
- Japan, these consultations have led workers to expect thar adjustments
in their wages will correspond to trends in the national economy despite

the unions’ lack of political weight. “Labor has been compensated for its

decreased political role through wage policies ned to increases in pro-
ductmty (Johnson 1982, p. 151).

~ Like the government in postwar Japan, the govcrnment in Singapore
shazply limited union autonomy soon after independence due to fears of

- political instability. Lacking natural resources following the separation

- from Malaysia, Singapore courted foreign investment in labor-intensive

 manufacturing by suppressing independent unions and assuring in-
.- vestors industrial peace. To meet workers’ rising expectations, the gov-
" ernment in 1969 instructed the Natonal Trade Union Congress

(NTUC), the officially rccogmzcd labor umbrella orgamzauon, 1o suggest
new directions for the union movement.

 The NTUC, which is in effect a branch of the ruling People’s Action

~ Party (PAP), made two recommendations: government, management,

and labor should work together to avoid antagonistic wage negotiations;

and workers should organize into cooperatives with a stake in the econ-

- omy. To furcher cdopcratiqn, the NTUC established the tripartite National
“Wages Council (NWC). Each year, the NWC reviews wage and economic -

- trends before advising the government on wage adjustment guidelines.
~ Although recommendations are offidially nonbinding, the government

L uall}’ endorses them wholesale, and business and labor use them as

: - Wagc sctl:lcment benchmarks. The NWC’ s effectiveness was evident during
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the 1985-86 recession, when it persuaded labor to accept wage cuts of
abour 12 percent. The PAP also reorganized the NTUC itself, transforming
it from a negotiating agent to a provider of goods and services. The NTUC
has since established a number of worker cooperatives, ranging from the
Fairprice Supermarket Cooperative, with more than 240,000 members,
to the Comfort Taxi Service, with 5,500 members (see box 4.2).
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- Other economies have forestalled development of large and politically

- powerful unions with less formal arrangements. In Taiwan, China, for
example, close management-labor contact in small and medium-size en-
terprises reduced workers' interest in union representarion (see rable 4.3).
Moreover, the emphasis on labor-intensive manufacturing generated

*rapid increases in the demand for labor. Consequently, as figure 4.1 il-

lustrates, from 1952 to 1979, inflation-adjusted basic wages increased
more than sixfold in manufacturing and more than fourfold in agricul-
ture. The total increase in compensation has actually been higher, since
basic wages are supplemented twice annually with profit-sharing
bonuses.

Insulating the Economic Technocracy

W MPLEMENTING SHARED GROWTH TO SOLVE THE PROBLEM OF
political legitimacy requires sharing, but it also requires growth. We
now discuss HPAE institutional traits that have been critical to achiev-

ing both these goais. Foremost among them is technocratic insulation—

the ability of economic technocrats to formulate and implement policies
in keeping with politically formulated national goals with a minimum of
lobbying for special favors from politicians and interest groups. Without

" it, technocrats in the high-performing Asian economies would have been |

unable to introduce and sustain rational economic policies, and some
vital wealth-sharing mechanisms would have been neutralized soon after
their inception, as was land reform in the Philippines (see box 4.3).

Table 4.3 Labor Union Activity by Scale of Business in Taiwan, China

- B T

""" Labor.union
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Figure 4.1 Index of Real Wages, 1952—79
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Direct Insulation Mechanisms

Hong Kong offers the clearest case of insulation, since the colonial
government, which has been strongly committed to free market forces,
need not depend on the political support of private interests to maintain
power. But insulation does not necessarily diminish as democratic insti- -

“tutions proliferate. Indeed, the technocracy in authorirarian societies
may be urterly without insulation, while those in some dcmocraacs are
heavily insulated from outside pressures.

- In Japan, insulation characterizes not only the economic tcchnocracy
but nearly the entire bureaucracy. Japanese bureaucrats draft laws in
consultation with the policy committees of the ruling Liberal Democra-
tic Party and private sector representatives; the diet (parliament) merely -
ratifies what the bureaucracy has prepared. Because the bureaucracy has

“independent power, it can often ignore pressure from individual actors
inthe private sector. Moreover, the bureaucracy can achieve policy goals
- through aZministrative guiddnce—nonbinding recommendations.
. Guidelines are enforced with generous incentives—such as licenses and
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foreign cxchangc allocations—and the 1mpllc1t thmt o thhhold thern
- from companies that refuse to cooperate.

| One of the distinct features of the brdgetary process in all the HPAEs
is the primacy given to the bureaucracy over the legislature in drafting
laws. Though the legislature must approve the laws, the bureaucracy
studies, analyzes, and drafts the bills. It has considerable control over the
agenda and can use this to minimize political pressure.

The Japanese bureaucracy is further protected from political prcssurc by
the Narional Personnel Authonry, an independenr body that sets the bu-
reaucracy’s pay scales and promotion policies, administers civil service
exams, and makes most appointments. Japan's prime minister names only .
his ministers and, except in a few cases, one of the two vice-ministers in
each ministry; the National Personnel Authority is responsible for the rest.3

As in Japan, the bureaucracy in Korea has a long tradition of inde- L

‘pendent policymaking. This was boosted in 1961, when army General
Park Chung Hee seized power and reorganized the government to pro-
mote rapid development. He created a powerful Economic Planning
Board that has had broad budgerary authority. Admiristrative control
over the banking system has given the bureaucracy strong leverage over

* big business, which relies on government-backed financing to fund

rapid expansion.4 The parmership has generally been uneven, with the
bureaucracy dominating the relationship.

While few of the HPAEs have such thoroughly insulared burmucraaes
as Japan and Korea, each boasts at least a small, ideologically consistent
technocraric core that answers directly to the top leaders and therefore

has some independence from the legislature and other sources of politi- -

cal pressure. Indonesia and Thailand, where bureaucratic traditions
more closely resemble these in other dcvclopmg economies, are instruc-
tive on this score. :

Inﬂatlon Control and Debt Management in Tlla'land and Indonesua

For historical reasons, Th:nland and Indonesia have . bccn pro-
roundly concerned with low inflation and debt management Thailand
is unique in Southeast Asia for being the only economy in that region

not to have been colonized, in fact one of the few in the. dcvelopmg o
world. One reason for this remarkable achievement was the o penness of - -
the Thai Kingdom o trade with ﬁ)IElgnch Another was the monar-- -

chys concern: thh avoxdmg mdcbtedntss to forcxgncrs And a tlm'd f o



S and perhaps the most important, was the establishment of a bureau-
. cracy in 1892 that enabled the monarchy to centralize political control

over the kingdom’s many regions. Historically, then, the bureaucracy in
Thailand has always had a pewerful influence over public administra-
tion and policymaking. But it was not until 1957, when General Sarit

- took over the reins of government, that bureaucratic reforms were in-

troduced to address macroeconomic imbalances. Since then, keeping
inflation low and cﬁicmndy managing debt have been among the gov-
‘ernment’s key concerns.

- These same issues have been extrcmely important to the Indonesxan
~ government since President Subarto took power in 1967. The previous
- Guided Democracy regime of President Sukarno had let government

o spending run out of control, leading to annual inflation rates of 1,000 -

percent and other serious economic problems including a rapidly dete-

 riorating infrastructure. Suharto’s New Order government ascended to
- power with an explicit commitment to fight inflation and develop in-

frastructure, particularly in the rural areas. This led to passage of a bal-
anced budger law and to ﬁnancxal controls that addressed infrastructure

. 'development

~ To achieve the wwin objectives of low mﬂanon and prudcnt debt

~ management, both governments created mechanisms to insulate their
. economic rechnocracies. In Thailand, the government’s Budger Bureau
 has tght control of the budget drafting process and has maintained a

~ . stable exchange rate and low inflation. To draft the budger, the Budger

‘Bureau consults with the National Economic and Social Development
Board about proposed public investments and with the Finance Min-

o istry about expected revenues. Ir then dctermincs_ togecher with the Cen-

" tral Bank how much deficit financing the economy can tolerate without
increasing inflation. Having determined aggregate allowable expendi-
ture, it calculates how much each government agency may spend and

- forwards a broad outline of proposed expenditures to the cabiner.

- The cabinet may propose changes to the outline before forwarding it

." 1o a parliamentary budget committee for evaluation. But since neither
“+ " the cabinet nor the committee receives budget details, the bureau’s pro- -

pdsa.ls usually survive with few alterations. After approval by the com-

o mittee, the budget outlmc is submltted o the entire parliament for

© . routine passage. e
Bt Throughout, the burcau draws support. ﬁ‘Oﬂl bUdgetafY laws rhat_

T !Imut the government deficit o a small perccntagc of the year’s tota.l ex-

CI7L



penditures and that cap the percentage of the budget that can be spent
servicing the foreign public debt (the current cap is 13 percent). Parlia-
mentary rules offer a further unusual guarantee against runaway deficit
spending: nonministerial members of parliament on the budget com-
- mittee may propose only minimal changes and in any event may notre-
vise the budger upward. The results have been impressive (see figure
'4.2). Except for the disruptions caused by the 1972 and 1979 oil shocks,
the annual inflation rate has been close to 5 percent. Few developing
economies can lay claim to such an achievement, and even more ad-
vanced HPAEs such as Hong Kong and Korea have had higher rates. This
demonstrates how a small technocratic core, insulated from politics, can
set a positive tone for an entire economy. o

- In Indonesia, too, technocrats keep a tight rein on the budget. Under
Suharto, a balanced budget has been the cornerstone of government fi-
nancial policy. In 1967, the legislature approved a law limiting expendi-
tures to domestic revenues plus foreign assistance. Since then, the
finance ministry has institutionalized a review that requires each min- -
istry to justfy proposed expcnd. ures on 2 lme-uy—lme basis. In addi-

Figure 4.2 Thailand Consumer Price Index
(percentage change from previous year)
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. dom; pé.rlianientary rules restrice the legislature’s discussion of the bud-

~ get to broad policy issues. Armed with these instruments, the finance
mmxstry has established a macroeconomic environment favorable to -

~ growth. Inflation has.dropped since the 1960s and has generally re-
- mained low and stable (see figure 4. 3)

" Indirect Insulation Mechanisms

" Some HPAEs have cnhanccd bureaucratic insulaton mdlrcctly and gen-
etally inadvertently. For example, wcnlth—sharmg mechanisms reduce the
potential gain to interest groups of intervening in policymaking and im-
plementation, since some share of the fruits of growth has already been as-

 sured. In addition, when wealth-sharing mechanisms reduce the size of
oroductlon units, as with land reform and support for small and medium--
size industries, the marginal cost of organizing and lobbying increases.
- With the benefits of lobbying down, and the costs up, interest groups tend

10 be more willing to leave the policy process to the technocrats.
~ Reorganization of labor from industrywide unions into company
~ unions, along with labor federation provision of goods and services, has

- . Figure 4.3 Indonesia Consumer Price Index
* (percentage change from previous year)
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similarly reduced the marginal benefit and increased the marginal cost of
- collective action. Thus, in contrast with workers in many other developing
economies, workers in the HPAEs are more likely to refrain from work stop-
pages and other disruptions and from lobbying the government for man-
dated wage increases. Because employers faced fewer demands from labor
they; too, have had less incentive to press demands on the technocracy.

- Of course a powerful bureaucracy insulated from external pressure
can also be dangerous. Indeed, the description of Japan’s bureaucracy—
an independent force that controls generous incentives and issues vague
guidelines—is nor unlike that of bureaucracies in other economies thar -
‘engage in corruption and malfeasance on a vast scale. In Japan, itself,
~ some ministries are perceived 10 be caprured by the interests they regu-
-~ late. These ministries enjoy less power and prestige than those that resist
- politicization.’ Even well-intenticzed bureancrats may becorne counter-
productive or lose sight of the goals they are supposed to pursue if bu- -

reaucraric insulation means that they are not held accountable for their
decisions. How have the HPAEs kept insulated bureaucracies honest and
responsive to legitimate private concems? The next two sections address
these perennial problems of bureaucracy: honesty and responsiveness.

' Bmlding a Reputable Civil Service

W’hdc insulation of the technacracy may be necessary, it is hardly SUf
ficient in the long term. To sustain growth, a bureaucracy must have the
competence to formulate effective policies and the integrity to imple-
- ment them fairly. The more policymakers attempt to fine tune the econ- -
omy, the greater the need for competence and honesty. Among the
HPAEs, Hong Kong, Japan, Korea, Singapore, and Taiwan, China, have
been successful in building relatively competent and honest bureaucra-
cies. The Southeast Asian NIEs, Indonesia, Malaysia, and Thailand, have
gradually introduced measures to upgrade theirs, with Malaysia in the
forefront of the process, but thcy still clearly lag bchmd more industrial-
ized economies.

- Despite thc soress on culturc in much popular ‘writdng about the
* Asian miracle, the most successfui bureaucracies have not relied on cul-

' ture alone. HPAE bureaucracies have employed numerous mechanisms to ™
increase the appml of a public service career, thereby heightening com-
 petition and improving the pool of a,;phmms The overall prmc:pls of

: thcsc mechamsms, mdlly apphmble to any. socxety, are:



n Recrultmcnt and promonon must be merit based and hlghly
. competitive. '

~ m Toral compensation, including pay, perks, and prestige, must bcr

' competitive with the private sector.
» Those who makc it to the rop should be amply rewarded.

7 | Merrt-Based Recruitment and Promotion. Recruitment in Japan revolves
- around highly competitive civil service examinations administered each
- year by the National Personnel Authority. For the higher-level exams,

.~ the rate’of success has been less than 8 percent. Indeed, in 1980 the av-
erage rate of success was 2.7 percent (Kim 1988). Promotion within the

- bureaucracy is based on a combination of seniority and a host of perfor-

. mance indicators that differ across the ministries. Because the number
~ : of personnel in the bureaucracy is fixed by law, competition for promo-

tion can be intense (see Pempel 1984). 6
Korea also relies on exams and performance but has supplemented
these filters by recruiting heavily among academics with advanced degrees.

" (Box 4.4 describes the turnaround in the Korean civil service in the
1960s.) This has resulted in a proliferation of research institutes associated
. with ministries. Since the Economic Planning Board esmblished the

Korea Development Institute in 1971, most other ministries have fol-

" lowed suit. Most institute researchers have a Ph.D., many from a re-

' spected foreign university (Kim. and Leipziger 1993). Like Korea, Taiwan,

China, recruits heavily from academia, primarily to offset weaknesses in

" the civil service exam system. Academics are recruited from major univer-
. sities, usually for fixed periods ranging from three to six years. -

- - In Malaysia, civil service exam results are subject to affirmarive action

" gmdclmcs meant to increase the number of Malays in government. Be-
" cause this reduces the pool of eligible applicants, it probably hinders de-

velopment of the bureaucracy:. .

- " Incentive-Based Compensation. In burcaucra.(:lcs, as in nearly cverythl

" else, you get what you pay for. Table 4.4 suggests that relative pay is sig-
"mﬁcantly better in the Four Txgers than in other economies. Relative

- pay in Malaysia and Thailand is about the same as the average for other
* - - low- and middle-income economies but is still significantly higher than-
- -Cinthe Philippines, which is w1ddy perceived to have one of the weakest
R ;.bumucraaes in Southeast Asia. In general, the more favorably the total

. public. sector compensation package compares to compensation in the

E 'pmratc scctor, the better the qualu:y of the burtnucraqr
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Not surprisingly; Singapore, which is widely perceived to have the re-
gion’s most competent and upright bureaucracy; pays its bureaucrats
best. The monthly base salary of 2 full minister in Singapore ranges from
$$22,100 to $$27,825 (about U3313,812 to US$17,390), while a min-
ister of state receives the equivalent of US$5,625 to US$7,688. '

Japan and Korea also make a deliberate effort to match the privaze -
sector. In Japan, the National Personnel Authority annually surveys
thousands of companies to determine job pay rates (Kim 1988, p.9). In’
~ Korea, base salaries are lower than salaries in large private companies,
but fifiy-nine allowances help to narrow the difference. Taking account
of salary plus bonuses in the private sector and salary plus allowances in

the public secror for, cntry—lcvel mid-level, and senior positions, differ- )
ences in total compensatlon appcar 0 be smaller t:han in most




~ economies for which dara are available. Given thar salaries tend to be
- lower in smaller firms, average comper..anon is probably higher in the

" public sector.
‘In other HPAEs, pubhc scctor basc salaries are cons1stcntly lower than

- their private sector counterparts (table 4.4).” While figures were not

 available for Indonesia, anecdotal evidence suggests that the private-

- public wage gap thire is the largest among H¥AEs. A student graduating
from an Indonesian university can expecr to earn two to four times as
much in the private sector as in a government job. Not surprisingly,

- & aside ﬁ'om the technocratic core, Indoncsxas bureaucraq is perhaps the
least well rcgardcd among HPAES.

- . In economies where public sector wagcs are at least decent, prestige,
]qb_secunt)r, and other advantages of public cmplpymcn; will persuade




some talented individuals to forgo higher eatnings in the private sector.
The wrick for governments is to hit on a combination that will arract
competent individuals to the civil service.

Prestige is of course partly a function of culture; thus East Asian
 cultures that regard civil servants highly have an advanrage in building
bureaucracies. Confucian thought, with its veneration of scholars and pre-
occupation with written tests, especially civil service exams, remains a pow-
erful force in Hong Kong, Japan, Korea, Singapore, and Taiwan, China.
Not surprisingly, these societies have produced strong bureaucracies. ,

But bureaucracy building need not be culturally constrained. Merit-
based screening with economic incentives to actract a large pool of
- applicants can produce high status for civil servants in any society. Pro-
vided that the exams are sufficiently competitive, individuals who pass
them will be relatively rare. Thus passing the exam or winning a com-

petitive civil service promotion becomes similar to being inducted into -

a hall of fame; it signals the public that an individual is special. While
 the value of prestige cannot normally be quantified, the monerary value
accorded to some Thai royal decorations, described in box 4.5, suggests
that the value of such prestige can be very high indecd. |
Job security can also offser slightly lower pay. In most HPAE bureau- 7
cracies, dismissal is unlikely unless the bureaucrat commits a serious
mistake. Security of tenure translates into lower income variability,
which in turn provides incentives for public employees to accept a lower
- salary. Furthermore, in many economies a public employee can look for-
ward to a retirement pension, a benefit not normally available in the pri-
vate sector except in large corporations. | '

A Clear Path to the Top. A final requirement for a successful bureaucracy =

is a well-defined, competitive career path with a substantial prize for those
who make it to the top. In Japan and some other HPAES, retirement comes
carly; and the rewards to a successful bureaucrat are substantial, extending
beyond the pay, perks, and prestige to include a golden parachute. The -
Japanese have a special word for it: amakudari, which means “descent
from Heaven” and connotes a lucrative job in a public or private corpora-
tion or occasionally election to political office. Similar pracrices exist in
Korea, Malaysia, Singapore, and Taiwan, China, in dlﬂ'cnng degrees.
 Unlike the much-ciiticized revolving-door, which whisks bureaucrats
in other economies from the public sector to the private sector and back

- again, descent from Heaven is a one-way tip. Moreover, retiring bu- -

reaucrats in Japan do not choose their sinecures but are assigned them -
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* by a committee within their ministry: These features, combined with an
'- intensely competitive environment within and between ministries,
- guard against firms offering post-retirement jobs in exchange for special
- favors. While there is no denying that firms welcome retired senior bu-

. reaucrats, partly to strengthen useful ties with government, the merito-
' cratic nature of the bureaucracy means that the retirees are often
. exceptional managers, valuable in their own right.

—Competency Breeds lntegnty

7  Mechanisms that induce compctcncy can also enhance honesty.
Competmon dJscourages dishonesty; since discovery of a corrupt or dis- -

' honest ace would dlsquahﬁr an applicant. In societies that value public
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service, dismissal brings disgrace on the entire family; hence family
members have an incentive to discourage corrupr activities. This mech-
anism appears to be especially effective in Korea, where tradition has -
placed a high premium on government service.
- Strictly enforced dismissal policies also help reduce graft. In Singa-
~ pore, large or small corruption is penalized by expulsion from the civil
service and withdrawal of one’s pension. In addition, dismissed public-
employees are unwelcome in the private sector. Under such circum-
stances, the cost of engaging in corrupt acts bccomcs nearly prohibitive.
Other economies in the region have government antlcorruptxon squads
that focus on enforcement and punishment.

~ As Japan and Singapore in the early 1990s illustrate, rich econo-
- mies have an advantage in building honest and competent bureaucra-
cies that further the creation of wealth.- For example, economies with
higher per capita GDP can afford to pay bureaucrats better and to
fund the high-quality education that results in a better pool of appli-
cants. The challenge for developing economies is to concentrate
availabie resources where the can most -eﬁ'cétivcly rcplicnte the -
advantages of the industrial economies. This is not to say thar cor-
ruptlon and bribery do not occur in those HPAEs with reputable bu-
reaucracies. These social evils exist in Japan, Korea, and Taiwan,
Chinz, and even in Singapore. The critical point is that they have
occurred less frequently and in smaller magnirudes than in other low-
- and middle-income cconomies. Indeed, most of the HPAEs scored sig-
mﬁcantly better than other newly mdustnahzmg economies in survey
‘rankings of the prevalence of improper practices and special interest
group lobbying contained in the 1992 World Cnmpetztwenm Repart '
(World Economlc Forum 1992). '

Developing Beﬂer Bqlsiness-Govemment Relations

Whereas most other low- and middle-income economies have only
recently turned to the private sector to stimulate growth, the HPAEs have
done so for many years, often decades. They have done this by provid-

inga léga.l and regularory eavironment for private investment, by creat- -

ing support systems for SMES and by establishing cooperative reladons
with big business and in some cases labor..

The Legal and Regulatory Environment. Compﬁrcd with othcr developmg | E g

economies, the HPAEs have been more successful in creating a legal-and



regulatory environment conducive to private sector development. Based

- on selected criteria of fourteen newly industrializing economies in the

- 1992 Warld Competitiveness Report, in which lower scores indicate a better
environment, the HPAEs had an average overall score of 32.3 (with 2
standard deviation of 18.4) compared with an average of 56.9 (with

a s'tandard'de\'riation of 13.3) for the other economies.?
- Encouraging Small and Medium-Size Enterprises. Small and medium-size en-
~ terprises generally have difficulty getting credit to finance capital improve-
‘ments, obtain better rechnology, and break into markets, particularly
- export markets. Hence, 2 nontrivial SME sector cannot be established with-
 out external assistance. Studies indicate that the northem-tier HPAEs—
~ Japan, Korea, and Taiwan, China—hzve been-able to develop relatively
- effective financial support programs (Itoh and Urara 1993; Kim and Nu-

- gent 1993; Wade 1990). Largely because of weak institutional capabilides,

Indonesia has not had much success with its support programs (Berry and
~ Levy 1993); however, the private banking system appears to have been

- helpful in developing some SMEs. Both Malaysia and Thaiiand have active
~ support programs, but not much is known about their effectiveness..

HE HIGH-PERFORMING ASIAN ECONOMIES TEND TO HAVE
formal institutions thar facilitate communication and coopera-
tion between the private and public sectors, whereby rent-

o _'shanng rules can be made transparent and whereby each participant can

be assured of a share of rents. These are, in effect, an insttutionalized

. form of wealth sharing aimed primarily at winning the support and co-

Vopcrauon of business elites.

 East Asia’s Deliberation Council

L japans efforts to establish such institutions are the most 'Widelry rec-
' ognized and have been the most thorough. Since the beginning of the

Lt postwar period, the Japanese government and private industry have en-

=  gaged.in serious policy deliberations though Zeliberation councils of two

i types. The first is organized along functional or themaric lines, such as
- Vpolluuon or ﬁnancc; the second is orgamzed accordmg to mdustry, for




example, automobiles or chemicals. Government ministries establish
the councils, which are generally associated with a spedific bureau
within the establishing ministry. '
Each council provides a forum for government officials and represen-
tatives from the private sector—business, fabor, consumers, academia,
and the press—to discuss policy and market trends and generally to ex-
change information. Consensus is encouraged. Figure 4.4 shows the
process of formulating a policy at the Ministry of Trade and Industry.
MIT1 officials Hrst invite interested parties to a series of hearings, the re-
sults of which are forwarded to a MITI research group. The research -
group prepares a report for the appropriate deliberative council, where
- policy negotiations may take place. On the basis of feedback from the
council, the group revises the report and releases it to the public to ex-
plain the objectives of the new policy. Final approval by the diet is usu-
ally routine. Without consensus from the relevant deliberative council, -

however, a MITI policy stands little chance of success.”?
Figure 4.4 Industrial Vision Formulation Process
-Conduct survey; MIT! junior staff Hearing o
| compite deta ——| study group . Learned individuals -
' - Interested pasties
- Overseas employees -
) . - Local representatives
“Prepare draft -Others
—»| Research group o
-t
p-| (Subcommittee) ' ) (Outside lecturers)
(Fe A: % ,’ {Briefings, subcommittees’ reports)

Deliberative council

Publlcn ttions

= - Public .tons _ )
' (Report)———————p| - Explanatory meetings
o I | - Lectures .
-Others

Souree: Oro (1992).



£ In Kor_éa, from the mid-1930s to the carly 1980s, govémment and
- private sector relations were also close and cooperative, although some

""" in the private sector argue that government was too strong handed and

dictatorial.!® Government and business leaders met often and regularly

: : -  although less formally than in Japan. Government solicited businesses’
. views and included them as a critical policy component.

. Until the early 1980s, the most important communication channcls

~ were monthly export-promotion meetings, at which the president of

Korea himself presided over discussions between the economic ministers

{. _- and top business leaders. Businessmen expressed their views about mar-
" kets, regulations, and potential plans. The president then instructed spe-

cific ministers to artend to each important issue; at cthe next meeting,
‘ministers delivered a progress report on their assigned tasks.
 These meetings were supplemented by government-initiated discus-

s sion groups involving company managers, middle-level government of-
: ﬁcnals, and experts or scholars. As in Japan, there were basically two

types: functional (for example, taxation) and sectoral (usually focused
on a particular industry). In both, bureaucrats invited interested parties

. and experts 1o present their views. The focus was on information gath-

-~ ering; bureaucrats made the final decision. Even so, officials tried ro in-

f ‘_ ~ corporate all viewpoints in policies.

_ ‘With Kored's gradual democratization since the mid-1980s, relations
~ between government and business have become more distant and the

: - - meetings less frequent. Recently, however, as the economy has slowed,
."." " there is a growing consensus that monthly meetings should resume.

" Similar consultative mechanisms appear to be evolving in Malaysia.

R From independence until 1970, the government focused on infrastruc-
*- . tire and generally left the private sector to function freely. From 1972 to
1985, as the government responded 1o the. racial tiots of 1969 with the -
L . New Economic Policy, relatons between government and business
Tl tended to be contentious, in part because of the requirement that all en-
. terprises have at least 30 percent Malay participation. Since 1986
e busnmss—govemmcnt relations have gradually improved, culminatng in
~: 1991 in the New Developmcnt Policy (NDP), which has struck a more
" " even balance between growth and distriburion. For example, under the
S ' NEP, all firms with more than M$250,000 (US$104,167) capitalization
F were reqmrcd to comply with echnicity-based shareholding regulations.
Under the NDP, the cut-off pomt has been ra.lscd to M$2 5 mllhon .

: f (US$1 04 rmlhon)

R



S M,FﬁACLE

The NDP specifically seeks to emulate Japan's government-business
~ consultative mechanisms, a determination reflected in Prime Minister
- Mahathir Bin Mohamad’s “Look East Policy.” Formal consultations
began in 1991, when the government invited captains of industry to dis-
~ cuss the national budger with finance officials in 2 much publicized
budget dialogue. In the same ycar, Mahathir created the pinnacle of the
- consultative structure, the Malaysian Business Council, which is chaired
by the prime tninister and includes more than s:xty members from in-
dustry, labor, and government. '

Thailand has been slower to develop consultative mechanisms. In
1983; the government established the Nartional Joint Public and Private
Consultative Committee (NyPPCC) With the pnmc minister as chairman
and the head of the planning agency as secretary general. Other mem-
bers are top government officials, particularly from the economic agen-
cies, and nine private sector representatives drawn from the Thai
Chamber of Commerce, the Association of Thai Industries, and the
Thai Bankers Association. Provincial consultative committees have been
established to supplement the NJPPCC (Samudavanija 1992, p. 26).
Views abour the effectiveness of the commitree differ widely.
~ Public-private consultation is most explicit in Singapore. The private
sector participates in policymaking in many ways. For example, private

citizens serve as directors on government statutory boards and as mem-
- bersof ad hoc government advisory committees. In both capacities, they = -

~ review policies and programs and make recommendations for official

consideration. In addition, the government regularly invites chambers |

of commerce, trade associations, and professional societies to submu: ,
* their views on specific issues (Chia 1992, p. 11).
 The Smgapon: government’s efforts to manage the economy are most .
fully apparent in the National Wages Council, which includes representa-
* tves from government, business, and labor. Because of this tripartite struc-
ture, the NwC fulfills several coordination functions, simultaneously
- furthering the governments guidance of business and of labor, as well as-
- businessabor cooperation. Having rejected more typical democratic forms -
a5 too adversarial, the PAP has also established a wide variety of citizen aso-' |
' ciations to provide channels of communication with the govemment.
Formal mechanisms for business-government interface are almost en-

:nrelvlaclunngmwan, China. Instead, coordmauon is handled through .~ -
large public enterprises that provide basic i inputs to rnanuf"ctumrs and

T , through enterpnses owncd by the Kuommtang, the dommant pohncal, .



L party” Indeed, public enterprises, broadly defined, account for a larger
 share of GDP in Taiwan, China, than in Korea or even India, where cen- -

- tral planning plays a key role. These public, quasi-public, and party-
owned firms give the government a high degree of control over large-scale
sensitive investments and a means t influence the generally smaller firms
that comprise the private sector. Qver the years, the large role of the pub-
- lic sector has become less obvious, as some party and government firms
~ were sold to cooperative private interests. Coordination is also facilitated
by middle- and lower-level officials of the Industrial- Development

~ Board, who make routine, informal visits to thousands of small and

- medium-size enterprises within their jurisdictions.
Like Taiwan, China, Indonesia lacks the formal govemment-busm&s :

coordinating links of other HPAEs; this may be party explained by the
* weakness of its bureaucracy. Coordination appears to be handled by in-
formal networks linking senior officials with major enterprises.!? Litde
- isknown about these networks, but they appear o have produced a high
.- degree of cooperation in the economy. In contrast to the deliberation
- councils, where rules are more transparent, these networks are more sus-
ceptible to capture by participants and to corruption.

_ Deliberation councils naturally reflect the history and culture of the |
- - society in which they operate. Even so, the experience in the HPAEs sug-

. gests that their applicability is not limited, as some analysts may suggest,
“to the Confucian cultures of Northeast Asia. Because the operation of

' deliberation councils has been so important in winning the support of
business elites, we now look in greater derail ac the operation of these

“councils in wo very different economies, Japan and Malaysia.

- lapan’s Conncﬂs The Forerunners. The concept of deliberation councils
~ in Japan is most closely associated with MITL Because of MITT's role in
- developing and implementing the economy’s industrial policy, the

: - public-private consultative process was most dearly mamﬁsted in the
e councds atrached to it
" Government-business collaboration has long bccn a hallmark of the -

 Japanese economy. The zatbatsu—Japan’s large corporate holding
groups—were dosely linked with the milicary-bureaucratic complex of

. the 19205 and 19305 and were a kcy element in building the economy’s.
* 7 industrial and xmhtary base. At that time, the influence of big busmcss
o matched and sometimes exceeded that of the bureaucray. - ‘
g The U.S. occupation forces, identifying the zaibatsu as a key element

1n__the build-up-of Japan's wartime machinery med to limit their power,




~in part by conferring more power on the politically independent bu-
reaucracy. Ironically, this not only strengthened the bureaucracy—
particularly MITI, which became the center of development policy
forrulation—but also facilitaced the resurrection of industrial holding
groups, organized this time around banks (the so-called kefressu system).
- These new groups became the main players in the government-initiated
consultation process. '
- The principal inscrument of the burcaucracy in managing this
process has been administrative guidance, the use of threats and rewards
to induce private parties to follow or implement measures suggested by
~ the bureaucracy. Adminiscrative guidance does not depend on any law
or regulation. Rather, it employs either threats of adverse consequences
should a private party refuse to conform to 2 “suggestion or recommen-
dation” or, alternatively, rewards that can be granted should the party -
concede.'3 mITI is well known for having employed this with grear skill.
Uncil the mid-1960s, administrative guidance was a powerful tool for
MITI bureaucrars. MITI had firm. control over the allocation of foreign ex-
change and over importation through the Foreign Exchange and Trade
Control Law. Bur international pressure, combined with the need to
maintain an export-based economy, led the government to gradually lib-
eralize the trade and investment regime. The process began in the mid-
1960s and continued tll 1979, when the Foreign Exchange and Control
Law was dismantled and the Foreign Capiral Law [iberalized. OF course

this meant that MITI was losing key components of administrative guid-

- ance. By the lare 1970s, guidance had taken a distinctively differenc
form—mergers of industries spiced with financial support ﬁom the -
government—and coercion declined. '

Malaysia’s Councils: Emulatng Japan and Herea. Malaysms cxpcncnoc with
public-private cooperation through deliberation councils has particular rel-
evance for developing economies. Unlike Japan or Korea, Malaysia is 2 mul-
tiethnic society; and unlike Singapore it has a relatively large population and

land area. Thus Malaysia is in many ways more typical of adevelopingecon-

omy than are the high-performing economies of Northeast Asia. |
When the Malaysian government introduced formal pubhc—pnvate

~ cooperation in 1983, it embodied the concept in the slogan “Malaysia .
Inc.,” an overt attemnpt to emulate Japan Inc., parucularly the close rela-- -

 tionship berween Japanese ministries (especially MIT1) and big business. '

In Malaysia, officials have apphcd this concept.to their quest for growth C

Wlth equity, a parucu]arly 1rnportant goal ina mulncthmc soucty



" Before 1983, Malaysia had some consultative panels within min-
Istries that dealt with specialized issues and were concerned mainly with
cutting red tape. Many had litde private sector participation; those that
" did, however, produced concrete results. Since then, more deliberation
. councils have been formed, dealing with broader and more complicared
' issues (the budger and trade, for instance). One of the most ambitious,

= Korms highly successful Export Promotion Council.
~ Although it is too early to know how effective these new councils will
be, they would be hamstrung withour an efficient and reputable civil

- _crease the bureaucracy’s efficiency, eliminate corruption, and educate
- civil servants on the value of coopetaring with the private sector.

- Why Defiberation Councils Assist Growth

-~ From an economic standpoint, deliberative councils facilitate infor-
° mation transmission. They enable the bureaucracy to gather informa-
©"" tion abour world markets, technology trends, and the impact of
regulations domestically and abroad, synthesize the information into an

~ action plan, and communicate the plan back to the private sector. Self-
interested behavior is more or less constrained by the repeated nature of

 the collaboration. This in part helps establish credibilicy—private sector

- “participants believe cheating and reneging are less likely. Politically,
‘these councils serve as proto-democratic institutions, providing direct

i channels for big business, labor, and academia to the sear of power. Fi-

. . mally, because the rules that govern an industry are effectively established
7" within the council, every member is assured that the rules cannot be al-

S gered arbitrarily. With clear rules established, members can concentrate

'~ on market competition and not worry abour others trying to curry spe-
T cial favors from the government. In effecr, their share of industry profits
s determined more through competition than through rent-seeking. In
- this sense, a deliberation council can be viewed as a wwlth—shanng
L j_:r'?_mechamsm. :

| StudlCS of the succcssful Asian economies have frequently empha—r

: ' the Malaysian Business Council, which was formed in 1991, resembles

"1 service bureaucracy. The government recognizes this and is trying to in-

?smed the authoritarian narure of their leadership. Leaders of these sod- .
etiesare dqscnbed as benevolent dictators who, in contrast to most other -




- dictarors, used their authority to musdle businessmen, workers, and bu-
reaucrats into a single-minded pursuit of development. This chapter of-
fers a different interpretation. Leaders need the active cooperation of
their people to stimulate and sustain growth. Heavy-handed treatment
* might subjugare the ruled, but it would also increase the perceived risk
of expropriation, driving away capital. Lack of capital would slow
growth, in turn driving away skilled workers and entrepreneurs. Thus,
even authoritarian leaders cannot rely on coercion alone. Rather, all
Ieaders need a strategy that will induce people to participate willingly in
growth. Whether by design or accident, the leaders of the HPAEs have to
various degrees devised mechanisms thar effectively deliver the promlse 7
of shared growth.
Although policies co promote growth are generally well known, they
_tend to be either difficult to initate and/or to sustain over time. Growth
makes those at the top of the economic pyramid uncertain abour the fu-
ture of their wealth. It introduces changes that are likely to open avenues -
~ for fellow elites and new competitors to contest control of their eco-
nomic fiefdoms. Elite groups therefore generally find it in their interest
to try and maintain the status quo unless they are assured thart they will
benefit from rapid growth. Furthermore, the initial stages of growth
often require that the general population make sacrifices. Hence, even if
growth can be inidated it may be interrupted by social and political un-
rest, unless its fruits are shared by the non-elites. ,
- The task of initiating and sustaining growth thus presents a very dlf
ficult coordination problem. Leaders must persuade elite groups to share
. the growth dividend. They must demonstrate to non-elites that part of
the dividend will indeed accrue to them. Governments must create
credible means to persuade everyone thar their plans are not all thetoric.
" The governments in the HPAEs all established mechanisms that opera-
tionalized the principle of shared growth. The NEP in Malaysia, deliber- -
ation councils in Japan, public housing in Hong Kong and Singapore,
and small entcrpn'sc promotion in Korea and Taiwan, China—all
helped to demonstrate the reality of shared growth. - ' -
Finally, governments must foster the conditions in which the bureau- -
cracy; or at least a dedicated technocradc core, can dcsngn and implement
effective policies. To varying degrees, and with a variety of mechanisms, -
the HPAEs have perfonned these tasks unusually well. In the next two
'-chaptcrs, we examine the pohcls and instruments that HPAE govern-
~ ments used in theu' chn to realize the promise of shared orowrh. '



Notes
" 1. For example, thc Narional ana Council in Smga-
pote has helped coordinate wage rises with increasing pro-
. .ductivity. In Japan, the establishment of the Japan
Productivity Center helped institutionalize labor-
" management consultations.

2. In fact, the SME sector declined only when the HCI
push was initiated in the mid-1970s.

- 3. In those cases where the prime minister appoints
- both vice ministers, he is constrained by custom to ap-
- pointa career bureaucrat from the ministry to the post of
- administrative vice minister.

4, The debt-equity ratia bas been inordinately high in -

" Korea. Official statistics indicate that this is in the range
310-80, although the “true” figures are said to be lower,

" arabout 160-80 (Wade 1990). Nevertheless, this is still

~ high compared with the ratio in the United States and the
United Kingdom, wherc the range is 50-90.

5. Okimoto (1989) ranks the power and prestige of
ministries as the inverse of their degrec of poliricization.
*The heavily politicized construction ministry ranks lowest

" and the relatively nonpoliricized MITI the highest.

G. Sehiority bears havil)f on promotion decisions. It is

" assumed thar, once one has successfully hurdled the diffi-

' .cult entrance exams, she or he is capable of doing (effi-

" ciently and effectively) what is asked of her or him. This is
~ not to say that performance does not count. The pyra- -

- midlike structure of the bureaucracy guarantees some de-

- gree of competition. “An enteting class wotks together to

~ ensure that its members prosper. . . . Who becomes a bu-
- reau chief, a dlrccror-gcncral or ulumatcly the (adminis-
. trative) vice minister is a source of intense competition
: amohg the classes in a ministry” U ohnson 1982, P 62) ‘

7 Fmancc-related agencies in Thuland for example,

. the Bank of Thailand and the Budgct Bureau, have their |

*“own personnel and recruitment programs. There, salaries
~ ' are said ro be about 30 percent higher across the board
than in rhc rest of the pubhc sector. :

8. The criteria selected are (a) the transparency of the
government, (b) the effectiveness of anticrust laws, {c) the |
security of property and person, (d) the fairness in the ad-
ministration of justice, (¢) the extent of improper prac-
tices in the public sector, and (f) the extent ro which
lobbying influences government decisionmaking, The
rankings for each criterion are based on responses of busi-
ness cxecutives stationed in each of the economies in the
survey to questions pertaining to the criterion. A Borda
score was computed for each country by summing up its
rankings for cach of the criteria. The overall rank score for
a group of economies is the average of their Borda scores.

9. Industrial associations have b