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PREFACE

Work on this book began in the late summer of 1997, when the East
Asian crisis was only a small, localized cloud over Thailand. The in-
tention was to take a fresh look at the regional experience during the
1 990s and to extend and revise as necessary the findings of the World
Bank's East Asian Miracle, published in 1993. Over the next several
months the mounting seriousness of the crisis demonstrated the need
not only for a new study but also for one that would bring together a
number of different perspectives on key aspects of the East Asian model
and its several country variants.

It was decided to approach a group of eminent scholars, each with a
long-standing interest in East Asia, and task each of them to reflect on
a major strand of the region's story, taking full account of the latest
research and the questions raised by the crisis.

When the authors met to discuss the first drafts of the papers in the
summer of 1998, both East Asia and the world economy appeared to
be confronted by a bleak future. The miracle was on the ropes and few
thought that the region was likely to stage a quick recovery.

With the benefit of hindsight, it is fortunate that in publishing the
volume we made haste slowly-during the process much of East Asia
recovered rapidly. The contributors thus both had ample time to ex-
amine the crisis and recovery and to rethink their interpretations of
the miracle. They revised their papers extensively. The end result is a
volume that greatly enlarges our understanding of East Asia's several
and varied growth stories.

The volume assesses the evolving experience with industrial poli-
cies in the forms implemented by individual countries in East Asia. It
examines in depth how the Chinese experience meshes with those of
other economies in the region-a dimension that was absent in the

v



East Asian Miracle. The rich evidence from the 1990s also casts new
light on the relative contribution of export-led policies and of import
liberalization to growth, and it helps to clarify key issues influencing
the choices of exchange rate policies. We now realize that an under-
standing of East Asian development requires that we come to grips
with the political economy of change, with governance, and with the
roles of key institutions. The contributors to this volume consider each
of these carefully, thereby offering a reading of East Asia's economic
kaleidoscope that is deep, analytically rigorous, and carefully nuanced.
The findings presented will be of value to all of those who are trying
to understand and learn from the extraordinary experience and record
of East Asia over the last decades.

Nicholas Stern Vinod Thomas
Chief Economist and Vice President
Senior Vice President fWorld Bank Institute
Development Economics
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CHAPTER 1

THE EAST ASIAN MIRACLE AT

THE MILLENNIUM

Shahid Yusuf

T he 1990s were interesting times for East Asia in the literal
sense of the term and in the more ominous sense conveyed
by the famous Chinese saying. The decade started on a posi-
tive note, with most countries in the region registering high

rates of growth. Rapid growth persisted for five years and then began
to flag in 1996, with a slowing of exports, the emergence of excess
capacity in many industries, and a decline in earnings (see tables 1.1
and 1.2). Questions surfaced about the vigor of the "tiger" economies,
and these doubts turned serious in 1997, with the failure of several
chaebol in the Republic of Korea, signs of stress in Thailand's real
estate and financial sectors, and the persistent debilitating stagnation
of the Japanese economy.'

By the year's end, the region was in the grip of a full-blown crisis,
which started in Thailand and then spread to Korea, Malaysia, and
Indonesia. The Philippines, Hong Kong (China), and Singapore were
affected, but to a lesser degree. Growth also slowed in China and in
Taiwan (China), but these two economies were the least hard-hit.2

Earlier doubts about the future of the so-called East Asian miracle
congealed into a deep gloom.

Observers who had worried about the lack of technical progress in
the region; who had noted the fragility of the banking systems; who
had pointed to widening current account deficits, eroding export com-
petitiveness, meager corporate profitability, and the exposure to short-
term debt; and who had criticized the pell-mell investment in real
estate felt vindicated (see, for instance, Reinhardt 2000; Easterly and
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Table 1.1 Annual Growth Rates of Real Gross Domestic Product Per Capita, 1973-96

Initial gross domestic product Annual growth
Economy per capita (U.S. dollars) (percent)

United Kingdom 17,953 0.5
France 12,940 1.5
West Germany 13,152 1.8
Austria 11,308 2.0

Italy 10,409 2.1
Spain 8,739 1.8
Greece 7,779 1.5
Singapore 5,412 6.1
Hong Kong, China 6,768 5.1
Japan 11,017 2.5
Malaysia 3,167 4.0
Philippines 1,956 0.8
Korea, Rep. of 2,840 6.8
Indonesia 1,538 3.6
Thailand 1,750 5.6
China 839 5.4
United States 16,607 1.6

Source: Crafts 1999.

others 1993; and Bello and Rosenfeld 1990 for an earlier voicing of
concerns). For researchers, who viewed as an anomaly the persistence
of high growth in the region over three decades, the downturn and
regression to an international mean seemed a natural reassertion of
the force of gravity (Easterly and others 1993).

As the crisis deepened in late 1997, concern was voiced that this
regional downturn could have much wider consequences. In a lead
editorial, the Economist noted that a sharp economic slowdown affect-
ing the Korea and Japan "took on a new seriousness. These are two of
the world's largest economies which are also two of the world's largest
importers as well as sending their investment all over the globe. A
financial calamity there could bring on a worldwide slowdown or even
a slump" (Economist, December 20, 1997, p. 15; on the lead up to the
crisis and the aftermath, see XVorld Bank 1999a).

Once the true magnitude of financial fragility, inadequate regula-
tory oversight, corporate indebtedness, failed management, and over-
capacity in key manufacturing subsectors in East Asia became appar-
ent, other countries-such as Brazil and the Russian Federation-were
subjected to speculative attacks and had to cope with capital flight
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Table 1.2 Percentage Change in Gross Domestic Product in East Asia, 1996-2001

Region 1996 1997 1998 1999 2000a 2 0 0 1 b

East Asia Five
Indonesia 8.0 4.5 -13.7 0.5 3.0 5.0
Korea, Rep. of 6.8 5.0 -5.8 10.2 6.0 6.1
Malaysia 8.6 7.5 -7.5 5.4 6.0 6.1
Philippines 5.8 5.2 -0.5 3.2 4.0 4.8
Thailand 5.5 -1.3 -10.0 4.0 5.0 5.5

Transition economies
China 9.6 8.8 7.8 7.1 7.0 7.2
Vietnam 9.3 8.2 5.8 4.7 4.6 4.5

Small economies
Cambodia 7.0 1.0 1.0 4.0 5.5 6.0
Lao People's

Democratic Republic 6.8 6.9 4.0 4.0 4.5 5.0
Papua New Guinea 3.5 -4.6 2.5 3.9 4.7 4.5
Fiji 3.4 -1.8 -1.3 7.8 3.5 3.0
Mongolia 2.4 4.0 3.5 3.3 4.3 4.5
Solomon Islands 0.6 -0.5 -7.0 1.0 2.0 3.0

East Asia newly industrializing economies (excluding Korea)
Hong Kong, China 4.5 5.3 -5.1 2.0 5.2 4.4
Singapore 7.6 8.4 0.4 5.4 5.7 5.8
Taiwan, China 5.7 6.8 4.8 5.5 6.5 6.1

Industrial countries
Japan 5.0 1.6 -2.5 0.3 0.9 1.6
United States 3.7 4.5 4.3 4.1 4.3 -

- Not available.
a. Estimate.
b. Projection.

Source: World Bank 2000a.

(Clifford and Engardio 1999; G(ilpin 2000).3 The world economy
walked a tightrope through most of 1998, with the United States and
some of the European economies providing much of the momentum
for growth, and with the U.S. absorbing much of the capital which
fled East Asia (Van Wincoop and Yi 2000). However, by early 1999
the worst was behind. Even though the Japanese economy remained
weak, other East Asian countries began to rebound on the basis of
export demand from the United States and Western Europe, espe-
cially for electronics, and higher domestic fiscal spending.

The pace of recovery quickened in the latter part of 1999 because
of increasing intraregional trade, higher oil prices that aided the pe-
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troleum producers, and appreciation of the yen ("Southeast Asia Ex-
port Recovery," OrfordA nalytica, December tO, 1999). In early 2000,
the doubts voiced about the future of economic development in East
Asia had largely dissipated.4 Writing in the Financial Times (February
23, 2000), Martin YVolf saw "Asia's future burning bright." He ex-
tolled "Asia's astounding comeback" and observed that "the most im-
portant economic story of the past two decades-that of the conver-
gence of the income levels of the advanced economies by a rising
proportion of the peoples of emerging Asia-has regained its credibil-
ity." Stock market recovery throughout the region, propelled by exu-
berant views regarding Internet and technology stocks, provided ad-
ditional impetus ("The Fear of the Internet," Far Eastern Economic
Review, December 30-January 6,2000).5

Writh the economies of East Asia growing by close to 6 percent in
2000, after attaining a growth rate of 4.1 percent in 1999, is there any
need to rethink the East Asian miracle' Can we treat the one year of
low growth-that is, 1998, when the East Asian economies expanded
just 1.6 percent-as an inevitable bump on the road to globalization?
Or does the crisis of 1997-98 and what it revealed about macroeco-
nomic policy, institutions, business practices, and regulatory capabil-
ity in East Asia call for a reappraisal of the East Asian model and of its
underlying dynamics? Have fundamental weaknesses persisting in the
East Asian economies been obscured by their undeniable strengths
and by close to three decades of rapid growth'

WHY RETHINK AND WHAT?

The purpose of this volume is to cast just such a searching eye over a
landscape rendered less familiar by an unforeseen event of the utmost
severity. The chapters reexamine the major determinants of East Asian
performance from country or regional perspectives and indicate how
the experience of the 1990s has either modified or reaffirmed the main-
stream views of the early 1990s, which were expressed in the EastA sian
A'liracle (World Bank 1993) and many other publications (for a critical
assessment of the East Asian miracle, its commissioning, and the craft-
ing of its recommendations, especially on industrial policy, see Vade
1996).
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The kind of questions motivating our inquiry were expressed with
characteristic bluntness by Paul Krugman in August 1997, soon after
the crisis erupted in Thailand. Krugman took as his point of depar-
ture the work of Young (1992, 1994a and b) and Kim and Lau (1994),
which suggested to himn that Asian growth was "mainly a matter of
perspiration rather than inspiration-of working harder, not smarter."
He went on to add:

If there is one thing that believers in an Asian system admire, it is the way
Asian governments promote specific industries and technologies; this is
supposed to explain their economies' soaring efficiency. But if you con-
clude that it is mainly perspiration-that efficiency is not soaring-then
the brilliance of Asian industrial policies becomes a lot less obvious. The
other unwelcome implication of the perspiration theory was that the pace
of Asia's growth was likely to slow. You can get a lot of economic growth by
increasing labor force participation, giving evervone a basic education and
tripling the investment share of GDP [gross domestic product], but these
are one-time unrepeatable changes.

The biggest lesson from Asia's [recent] troubles is not about econom-
ics, it is about government. 1Xhen Asian economies delivered nothing but
good news, it was possilble to convince yourself that the alleged planners of
these knew what they were doing. Now the truth is revealed, they do not
have a clue. [Paul Kruginan, "What Ever Happened to the Asian Miracle?"
Fortune, August 18, 1997, p. 27.]

KEYS TO THE EAST ASIAN MIRACLE

Before rethinking the causes and dynamics of the East Asian approach
to development, I summarize its main elements as perceived at the
beginning of the decade of the 1 990s and presented in the East Asian
Miracle and other publications (World Bank 1993; Ohno 1998). Each
country pursued its own customized variant, but a convenient styliza-
tion included four main strands.

First was the adherence to the fundamentals of macroeconomic man-
agement. This called for:

* A stable business environment with relatively low inflation that en-
couraged investment in long-gestation, fixed assets

* Prudent and sustainable fiscal policies to activelv complement other
measures aimed at equitably sharing the rewards from higher growth
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* Exchange rate policies to underpin export competitiveness

* Financial development and the progressive liberalization of the sec-
tor so as to maximize domestic savings (stimulated, initially, by rapid
growth) and promote efficient allocation and integration with the
global financial system

* Efforts to minimize price distortions

* Actions to support the spread of primary and secondary schooling
as well as the creation of a hierarchy of skills to buttress an out-
ward-looking development push.

A second strand of the strategy stressed the need for a bureaucracy
able to conceive and implement the designs of a "strong state" (mean-
ing an authoritarian, centralized developmental state) and to make a
credible commitment to long-run development. This element of the
strategy, which drew selectively on the experience of Singapore,
Korea, Japan, and Taiwan, called for able and well-paid administra-
tors who were insulated to a significant degree from political pres-
sures and empowered to take development initiatives aimed at maxi-
mizing the growth of output and emplovment (Campos and Root 1996;
Root 1996; Ohno 1998). In this context, insulation had a particular
meaning: such bureaucrats, while being embedded within the system,
were less likely to be diverted from the pursuit of long-run goals by
political demands that were frequently myopic (Evans 1995). It did
not mean distancing government from business. In fact, the World
Bank study attached much importance to the interaction between ad-
ministrators and businesspeople through means such as deliberation
councils so as to forge national priorities, induce an exchange of mar-
ket information, and promote networking as well as coordination. 6

But the study went beyond coordination and information pooling to
underscore the role of strong bureaucracies in stimulating "contests"
between business groups to ensure that competition in the market-
place did not flag (Stiglitz 1996). Businessmen met with government
administrators to reach an understanding on strategy and, where pos-
sible, to coordinate their activities. This did not blunt the incentives
to compete against one another. On the contrary, East Asian govern-
ments adroitly employed carrots and sticks to prevent a slackening of do-
mestic competition.
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A third strand was governments' activist policies to quicken the pace
of industrialization and export an increasing proportion of industrial
output. Outward-oriented development, in conjunction with exchange
rate policy, was a means of achieving viable external balances and gen-
erating the demand needed to accelerate GDP growth, force produc-
ers to absorb technology, and strive after competitiveness. In their ef-
forts to industrialize, E ast Asian governments made selective use of
tariff protection and export incentives, ranging from moral suasion to
subsidies and mild financial repression, so as to provide industry with
financing at lower cost. The World Bank study notes that these mea-
sures were applied sparingly and is cautious in recommending their
use by other countries.

The reason for the qualified support extended to government ac-
tivism was made clear by the fourth strand of the East Asian develop-
ment strategy: the approach was pragmatic, and the measures were
applied flexibly and abandoned if their purpose was not being fulfilled
(Ohno 1998; for an East Asian perspective on industrial policy, which
underscores the significance of a vision and a long-term strategy, see
Yamada and Kuchiki 1997). In other words, a circumscribed dirigisme
yielded good results on balance because of an overriding commitment
to rapid and efficient development, combined with the ability of a
strong state to abandon initiatives that were seen to be failing. The
record of East Asian countries in applying this exacting pragmatic cal-
culus was by no means perfect, and some Southeast Asian countries
deviated more often than others (however, see Jomo, chapter 12 of
this volume). But when certain (demanding) conditions were met,
market outcomes for late developers could be improved through a
clear-headed manipulation of incentives by the visible hand (see the
concluding chapter of this volume, by Joseph Stiglitz; Wade 1990;
Amsden 1989; and Root 1996).

QUESTIONING THE EARLIER CONSENSUS

The experience of the 1990s and research results from around the
world have strongly reaffirmed the appropriateness of sound macro-
economic and sectoral policies. Nevertheless, questions have arisen
regarding their execution. In particular, East Asian countries were slow
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to implement prudential regulations, induce banks to adopt risk man-
agement systems, strengthen banking supervision, and sharpen incen-
tives supporting allocative efficiency prior to dismantling some of the
restraints on capital flows (McKinnon 1991; Chow 2000; Flatters 2000).
As a result, the authorities and banks were ill prepared to cope with
the huge influx of capital or with the abrupt outflow in 1997 (Wong
1999; Furman and Stiglitz 1998; Hellman, Murdock, and Stiglitz
2000). In particular, banks were guilty of currency and term mismatch-
ing, which greatly exacerbated the severity of the financial crisis (see
chapter 2, by Ito, in this volume). The use of exchange rate and fiscal
policies has also aroused debate, with some observers claiming that
the severity of the currency crises could have been ameliorated by a
different approach. Fiscal policy tended to be excessively conserva-
tive, which worsened the deflationary pressure in the immediate after-
math of the crisis.' The crisis underlined the advantages of public bu-
reaucracies skilled at managing the economy and responding to shocks.
But the experience of Korea and Thailand also revealed how difficult
it is to sustain a meritocratic culture and insulate bureaucracies from
political pressures (Haggard 2000, Heo and Kim 2000).

Moreover, the earlier "consensus" appears least settled in six
areas. First, by the end of the 1980s, East Asia was rapidly converging
toward the industrial countries. Growth was driven by increasing fac-
tor inputs, with total factor productivity (TFP) on an upward trend.
But research during the 1990s has rendered the story much more
complex. Although technical efficiency is rising, the productivity gap
betwveen middle-income East Asian countries and industrial econo-
mies is as wide as before. More seriously, the apparent contribution of
technical progress to TFP remains small. This calls into question
policies pertaining to industrialization, the service sector, the devel-
opment of human resources, and the gains from building research
capacity.

Second, the advantages of an activist and pragmatic industrial policy,
which used directed credit and subsidies to build new subsectors, are
far from clear. "Getting the prices wrong" and subsidizing industry
for lengthy periods in an attempt to create viable exporters have en-
tailed high costs, and they seem increasingly inappropriate in an inte-
grated world subject to WVorld Trade Organization (WXTO) disciplines
(Amsden 1989, 1991).
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Third, close symbiotic relations between banks and industrial cor-
porations, encouraged by governments, induced investment and a long-
term business perspective in some East Asian countries but also re-
sulted in misallocation of bank lending (often into real estate), the
accumulation of nonperforming assets, and high corporate gearing
ratios (Cho and Kim 1995, Hutchcroft 1999).9 Moreover, even inJa-
pan, the close links between banks and companies did not strengthen
corporate governance, insulated companies from market pressures, and
impeded the emergence of a competitive market for corporate control
(Hall and Weinstein 2000).I) The dominance of the banking system
also may have impeded the widening of financial markets.

Fourth, the efficacy of exports as an engine of productivity and
growth in East Asia has been questioned. Recent research casts doubt
on the proposition that "in subsidy-dependent industrialization, growth
will be faster the greater the degree to which the subsidy allocation
process is disciplined and tied to performance standards-exports pos-
sibly being the most efficient monitoring device" (Amsden 1991: 285).
In fact, Amsden came to view growth in Northeast Asian economies
as driven more by investment and the sectoral reallocation of resources
than by exports (Amsden and Singh 1994). Other researchers have
also focused on investment and imports (Rodrik 1995; Lawrence and
Weinstein in chapter 10 of this volume).

Fifth, the approach to governance in East Asia deserves a fresh look.
Governance is about how institutions, organizations, and processes
mediate relationships between principals and agents (Dyck 2000;
Haggard 1999). It seeks to explain the making and implementing of
collective decisions (Burki and Perry 1998). Four aspects of gover-
nance in East Asia attracted attention in the 1990s: the nature of gov-
ernment-business interaction to coordinate decisions, internalize ex-
ternalities, and manage the market; the degree to which individual
families exercised control over large business empires; the autonomy
and effectiveness of regulatory agencies, especially those mandated to
oversee the financial sector and shareholders; and the discipline
exerted by strict rates of corporate governance on the managers of
firms. East Asia's brand of governance, while occasionally criticized,
was generally praised for promoting cooperation and contests that
delivered good economic results (see Woo-Cumings, chapter 9 of this
volume). The deterioration in performance after 1996 and the under-
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lying problems uncovered by the crisis suggest that relationship-based
governance structures, and family ownership through holding com-
panies or complex interlocking shareholdings, must adapt as coun-
tries multiply their links with the global economy (Li 1998). By "gov-
erning the market" (Wade 1990) and relying on administrative rulings
to achieve results, East Asian governments slowed the growth of legal
and regulatory institutions that would strengthen the market and
remedy certain types of market failure, although they promoted hu-
man resource development and the acquisition of comparative advan-
tage in some areas (see Jomo, chapter 12 of this volume; Haggard
2000; and Heo and Kim 2000). In the East Asian institutional milieu,
rules of corporate governance to solve problems of agency made little
headway.

A sixth development of consequence is the progressive integration
of the region as well as of the world economy because of trade and
factor flows.t" The contiguousness of the crisis revealed just how far
this has progressed and the degree to which foreign investors perceive
East Asia as an entity sharing certain common attributes. A decade
ago, East Asian countries could pursue macroeconomic and trade poli-
cies more or less independently of their neighbors. Now they must
recognize some degree of interdependence and coordinate their ac-
tions (Gilpin 2000).

The balance of this introductory chapter examines in more detail
each of these facets of the East Asian miracle, indicating how an eventful
decade and the latest research have qualified or altered our thinking.

MACROECONOMIC POLICY AND STABLE GROWTH

The advantages of a stable environment and low inflation remain un-
challenged. Moderate rates of inflation are not necessarily harmful to
growth (Bruno and Easterly 1995; Barro 1997) or to savings (Hussein
and Thirlwall 1999), but business confidence, and with it investment,
including foreign direct investment, thrives best under conditions of
political and economic stabilitv (Fischer 1993).I" As East Asia becomes
more closely integrated with the global economy, conducive business
conditions will become even more important.

Economic stability rests on a coordinated application of fiscal, mon-
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etary, and exchange rate policies. Throughout the 1990s most East
Asian countries-except Thailand-attempted to contain the growth
of monetary aggregates and keep fiscal deficits to sustainable levels.
When hit by the crisis, the affected countries were persuaded to fol-
low the orthodox policy of raising interest rates to stem the outflow of
capital and cut budgetary outlay so as to rebuild confidence in their
finances. This proved to be harsh medicine and was diluted. However,
because of policy actions, the launching of institutional reform, and
strong export performance, interest rates declined, currencies subse-
quently strengthened, stock markets rebounded, and countries regained
much of their earlier momentum. But the crisis and its aftermath indi-
cated that in the event of a shock, which calls for a sharp rise in inter-
est rates to restore confidence and prevent further weakening of the
currency, fiscal spending may need to be increased to offset a drop in
private spending and ameliorate the deflationary impact of tighter
monetary policy on consumers and businesses. The desirability of such
action and moderation in the use of monetary tightness become even
more important when companies are highly leveraged."3 The relatively
low ratio of public debt to GDP in most East Asian countries also
reduced the risks of running larger budget deficits over the medium
term. 4

The responses to the East Asian crisis indicate that the rules for
dealing with shocks need to be broadened to take account of country
circumstances and the possibility of contagion. Should governments
continue to adhere to the fiscal fundamentals but respond to a bank-
ing-cum-currency crisis by mobilizing contingent spending plans to
maintain aggregate demand, recognizing that such a move could worsen
the outflow of capital? Is it the case that restricting capital movement
through taxes or administrative measures may not always be subopti-
mal? What is the appropriate exchange rate policy for medium-sized
and highly trade-oriented economies to follow? One thing is clear: a
dogmatic line on either monetary or fiscal or exchange rate policies is
not desirable. As Clarida, Calf, and Gertler (1999: 1703) observe, in
the face of severe monetary shocks, monetary policy should not ad-
here to a simple rule. But on this point there is little theoretical or
empirical work to guide policymakers, and it is "a fertile area for re-
search." Furthermore, while in normal times, prudent budgetary man-
agement with low sustainable deficits is desirable, if a crisis strikes,
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policvnmakers need to examine their options carefully and weigh the
tradeoff so as to avoid an unnecessary loss of output.

Fiscal action to control a deflationary spiral when the corporate
sector is highly geared needs to be coordinated with monetary policy
to limit interest rate spikes. In some cases, taxes on capital flows might
be necessary to ensure that such policies lead to the least costly results
and do not exacerbate the effects of the shock or delay adjustment.

Although the policy response to a shock has certainly become more
nuanced, the East Asian crisis has not significantly altered our views
on openness or on the steps toward achieving it. Banks should be well
regulated. Financial management and the regulation of banks are now
seen as much more critical to both growth and stability (Levine 1997).
At the same time, the emergence of new products and new activities,
the consolidation of financial entities, and the greater geographic scope
of their activities have also confronted regulators with tougher chal-
lenges on how to attain efficiency while preserving the soundness of
the financial system (Mishkin and Strahan 1999).

Banks, long accustomed to a comfortable and sheltered world
of relationship banking, need to adjust to a more competitive environ-
ment in which foreign banks are a growing presence and higher-
margin, consumer-oriented lending emphasizing service and new prod-
ucts will determine success (Wade 1998). In addition, banking cul-
tures throughout much of East Asia are being pushed to adopt the
practice of disclosure, to improve their system of evaluating credit
risk, to pay greater attention to customer cash flow than collateral, to
make branch offices more accountable to the head office, and to rely
more on arm's-length dealing rather than on trust.' While the weak-
nesses of banks were one part of the problem, the deficiencies of non-
bank financial institutions were even greater, and they exacerbated the
effects of the shock (see XVoo-Cumings, chapter 9 of this volume). In
Japan, the housing loan corporations, orjusen, 70 percent of whose
loans were collateralized by real estate, were at the heart of the finan-
cial crisis.

The crisis certainly revealed East Asia's deficiencies in these critical
areas. But where countries achieved these objectives, an opening
of the capital account did not increase the volatility of growth (East-
erly, Islam, and Stiglitz 2000) and over time could promote financial
development with its attendant allocative benefits."6 Moreover, as fi-
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nancial sophistication rises, preventing capital outflows becomes in-
creasingly difficult (Dooley 1995), and derivatives make it problem-
atic for even the most skilled regulators to contain inflows of short-
term capital (Garber 1998).'7 China experienced large outflows during
1998-2000, and in spite of capital controls, the restrictions imposed
by Malaysia were decreasingly effective by 2000 ("Funds Leave
Malaysia Despite Capital Controls," International Herald Tribune, De-
cember 5, 2000).

The crisis also focused attention on exchange rate policies. First it
highlighted the dynamic triggered by the movements in the yen-dol-
lar rate since the mid-1980s-the yen "carry trade" (McKinnon 2000).
By putting upward pressure on the yen rate, the trading relationships
between the United States and Japan pushed down interest rates in
Japan and encouraged Japanese banks to seek higher-and riskier-
returns in East Asia. It also encouraged other investors to borrow on
the Japanese market and to place these funds in neighboring coun-
tries. The likelihood of being bailed out in the event of a crisis further
emboldened banks and others and funneled large amounts of capital
in what proved to be unwise investments in manufacturing as well as
real estate (Overholt 1999). One lesson to be drawn is that in an inte-
grated world, exchange rate coordination between key currencies may
avoid conditions that can lead to a crisis. Unfortunately, pushing down
the yen rate to enable Japan to run a large current account surplus,
which accommodates its high saving and moderate investment rate, is
likely to pose a serious challenge to attempts at coordination."8

A second and equally important lesson is that a policy regime based
on a soft exchange rate peg coupled with sterilized interventions has
serious drawbacks. 19The former ultimately lacked credibility. The latter
pushed up interest rates and stimulated further inflows. The crisis
underscored once again the difficulties that can arise from a compro-
mise between a fixed-rate regime-or monetary unification through
dollarization or via a monetary board system with a key currency-or
a freely floating exchange rate. Theory suggests that the choice of an
exchange rate should be determined by the nature of expected shocks.
If they are real, then a system of floating rates is advisable. If they are
not, then fixed rates are more appropriate. When shocks come through
the capital account and contain both real and nominal elements, the
choice is unclear (Calvo and Reinhart 1999).
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Recent experience has also lent weak support to theories suggest-
ing that the likelihood of a currency crisis increases when the real
exchange rate is overvalued relative to trend, credit growth is high,
the ratio of M2 to GDP has risen (Berg and Patfillo 1999), the banking
system is weak and undercapitalized, and countries have financed cur-
rent account deficits with short-term borrowing (Dornbusch 2000).211

However, neither the East Asian crisis nor other currency crises in
the 1990s have established the superiority of fixed or flexible rates.
Although many commentators have pointed to the risks of pegging to
the U.S. dollar, estimates of real appreciation of key East Asian cur-
rencies do not suggest much change in the years preceding the crisis.
Only in Thailand was there any significant real appreciation. Even
there, the change from peak to trough was 13 percent, and from the
base value of 100, it was just 8 percent (McKibbin and Martin 1999).
Moreover, some East Asian countries, notably Korea, registered a
strong increase in the volume of exports.

The optimal regime ultimately depends on a range of factors pecu-
liar to a country: size, openness, labor mobility, fiscal capacity, the size
of reserves, the strength of the banking system, the credibility of legal
rules and property rights, the willingness to integrate with trading
partners, and, where the option is to adopt a monetary board, the po-
litical readiness to surrender control over key policv levers (Frankel
1999). For some countries, the lesson from the East Asian crisis is that
a credible policy stance under conditions of openness, when much of
their trade is denominated in dollars, is to opt for a fixed peg through
a monetary board type of arrangement (Calvo and Reinhart 1999;
McKinnon in chapter 5 of this volume). For others, the recent experi-
ence points to the advantages of greater exchange rate flexibility with
an inflation target (Mishkin 1999). But exchange rate flexibility can-
not be adopted after a crisis has already hit-Thailand's approach-or
just before a crisis and after financial weakness is already apparent-
the tack followed by Korea and Malaysia (Eichengreen t999). It must
entail a full-fledged shift to floating rates along the lines of Nlexico,
Brazil, and Colombia.

The future course of exchange rate policies in East Asia and other
industrializing countries remains unclear, and there is bound to be
a period of experimentation determined by progress with reform
and the direction of political change. But the lesson emerging from
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the second half of the 1990s is that currency management in the
region was inconsistent with the increasing vulnerability of individual
countries.

PERSPECTIVES ON GROWTH IN EAST ASIA

In the early 1990s, our understanding of the determinants of growth
in East Asia was assailed by contrarian evidence questioning the con-
tribution of total factor productivity. At the start of the decade, human
capital, physical capital, and labor inputs contributed about 60 per-
cent to the growth of high-performing Asian economies (HPAEs).2'
Primary and secondary education were the largest contributors, fol-
lowed by physical capital. Approximately a third of growth was de-
rived from rising TFP. Productivity change in the East Asian coun-
tries was higher than that in other developing countries, although it was
still lower than that occurring in the industrial countries. "All the HPAEs,
except Singapore, [stood] up well in their ability to keep pace with the
world's shifting technological frontier" (World Bank 1993: 57).

Shortly after publication of the World Bank study (1993), Young
(1994b) and Kim and Lau (1994) challenged this position, finding
that TFP made a negligible contribution to growth in much of indus-
trializing East Asia. The principal drivers of growth were primarily
physical capital followed by human capital, Krugman's perspiration
variables.

These findings radically undermined the orthodox position and un-
leashed a torrent of econometric investigation (for a review of the re-
cent literature on the sources of East Asian growth, see Crafts 1998;
Felipe 1999). The results of the key research are summarized below.

This body of research has asserted the primacy of physical capital
among the various sources of growth in East Asia, with labor and
human capital second and TFP a distant third. Most of the East
Asian economies still lag well behind the non-Asian G-7 countries
(Canada, France, Germany, Italy, the United Kingdom, and the United
States) and Japan in terms of TFP. Nevertheless, they do far better
than other developing countries, in large part because of greater open-
ness, better policies, and stronger institutions (Hahn and Kim 1999).
They also relate to the scale economies achieved by East Asian coun-
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tries through better management of capital (see Perkins in chapter 6
of this volume).

The variance in the econometric findings and the difficulty of rec-
onciling the low TFP scores with the apparent success of East Asian
countries in assimilating industrial technology have aroused a mea-
sure of skepticism and a search for other explanations (see tables 1.3
and 1.4). The skepticism derives from a resurgence of long-standing
doubts about the robustness of concepts and techniques used to mea-
sure the sources of growth and about the quality of both the data as
well as the deflators used to arrive at "adjusted" series (see Pack in
chapter 3 of this volume).

To start with, there is the long-standing theoretical concern about
finding a measure for capital as an index independent of relative prices
and distribution. Growth accounting assumes that the interaction term
between inputs such as physical and human capital is insignificant,
whereas in practice this is unlikely to be the case.

In some cases, estimates are biased because constant returns and
perfect competition are incorrectly assumed. In addition, because right-
hand-side variables are measured with error, ordinarv least squares

Table 1.3 Sources of Growth in Europe and Japan, 1950-73, and in East Asia,
1960-94 (percent a year)

Period Total factor
and economy Capital Labor productivity Output

1 950-73

France 1.6 0.3 3.1 5.0
Italy 1.6 0.2 3.2 5.0
Japan 3.1 2.5 3.6 9.2
United Kingdom 1.6 0.2 1.2 3.0
West Germany 2.2 0.5 3.3 6.0

1960-94
China 3.1 2.7 1.7 7.5
Hong Kong, China 2.8 2.1 2.4 7.3
Indonesia 2.9 1.9 0.8 5.6
Korea, Rep. of 4.3 2.5 1.5 8.3
Malaysia 3.4 2.5 0.9 6.8
Philippines 2.1 2.1 -0.4 3.8
Singapore 4.4 2.2 1.5 8.1
Taiwan, China 4.1 2.4 2.0 8.5
Thailand 3.7 2.0 1.8 7.5

Source: Crafts 1998.
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Table 1.4 Alternative Estimates of East Asian Total Factor Productivity Growth
(percent a year)

Young Collins and Sarel Adjusted
(1994a and b, Bosworth (1996), (1997), (Young),

Economy 1995), 1966-90 1960-94 1978-96 1966-90a

China 4.6c
Hong Kong, China 2.3 2.40
Indonesia 1.2b 0.8 1.2
Korea, Rep. of 1.7 1.5 1.3
Malaysia 1 1 0.9 2.0
Philippines -0.4 -0.8
Singapore 0.2 1.5 2.2 1.0
Taiwan, China 2.6 2.0 1.9
Thailand 1.5b 1.8 2.0

a. Adjusted (Young) uses revised factor share weights with capital assumed to have a weight of 0.35.
b. 1970-85
c. 1984-94.
d. 1966-91.

Source: Crafts 1998.

give biased and inconsistent results, and these can be exacerbated by
the choice of countries and particular data sets. Last, it is argued that
unless the elasticity of substitution is known, it is not possible to as-
sign growth accurately to changes in capital intensity as against biased
technical change. In other words, "Growth accounting exercises can-
not distinguish between two different explanations of growth decom-
position equally consistent with the time-series data: one arising from
a production function with unitary elasticity and Hicks neutral tech-
nical change and another with an elasticity of less than one and labor-
using technical change" (Felipe 1999: 30).

The attempt to find additional evidence to qualify or strengthen
the aggregate analysis has led to microeconomic investigations of in-
dividual industrial subsectors, R&D in East Asian countries, the na-
tional innovation systems in place, and the role of trade and foreign
direct investment. Howard Pack (chapter 3 of this volume) builds on
his earlier work to show how East Asian economies have successfully
tackled the assimilation of technology and begun contributing fresh
technological insights of their own, insights that have resulted in a
stream of patents, most notably from Korea and Taiwan.2 Pack dis-
cusses the limits of the aggregative approach and then explores, in
more qualitative terms, the avenues through which technology was
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transferred to East Asia and absorbed by companies large and small across
the region. Pack emphasizes the domestic effort that mediated the
process of absorption and illuminates the enormous gains made by
the East Asian countries, gains not registered by other developing coun-
tries with respectable rates of investment and stocks of human capital.

Pack also touches on the innovation systems taking root in several
East Asian countries. These systems are positioning countries to con-
tribute more actively to technical advance in a number of industries
and to derive the full rents from commercially successful innovations,
rents they cannot extract from borrowed technologies.

Even though the neoclassical revival in the 1990s shifted attention
briefly back to capital accumulation as the primary source of growth
in East Asia, the research it stimulated has again focused attention on
TFP (Easterly and Levine 2000). While the industrializing countries
of East Asia will continue to derive a large part of their growth from
factor accumulation, over the longer term their convergence to the in-
comes of the advanced countries will depend on the speed of movement
toward the technological frontier and eventually their ability to push
this frontier outward in select areas. Thus assimilating and generating
technological advances by creating the appropriate physical and insti-
tutional infrastructure will be necessary adjuncts to accumulation.23

How countries succeed in harnessing available technologies and then
moving to the cutting edge of technological change is one of the most
exciting areas of current and future research. The experience of those
industrial countries that are among the most prolific producers of in-
dustrial innovation points to the intertwining of policies, institutions,
industrial organization, size of market, and first-mover advantages.
Although no single recipe emerges from this wealth of experience,
certain common elements are also becoming sources of dynamism in
some of the leading East Asian countries.

A strong, research-oriented university system, which complements
vigorous research activities in corporations and other public or pri-
vate institutes, appears to be a necessary condition for moving up the
ladder of technology. Government policy and financial support for
research activities have often proved crucial, but so has the commit-
ment of the private sector, sharpened by competition policies pushing
companies to retain or enlarge market share by way of innovation.
Intellectual property rights instituted by the state have supported in-
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novation in some sectors, as have regulatory policies in industries such
as pharmaceuticals. In the United States, access to venture capital has
promoted the growth of electronics and biotech industries, which de-
rived their initial impetus from research funded by the Department of
Defense and the National Institutes of Health. This abundance of ven-
ture capital arose out of institutional deepening in the financial mar-
kets, guided by a succession of government policy actions. In other
countries, the banking system, vertically integrated corporations (some
supporting intrapreneurial activities), or subcontracting networks have
substituted for the lack of venture capital.

A large, sophisticated, and demanding market has been an asset for
the United States, Japan, and some of the European countries. Such a
market facilitates the launch of new products and is frequently the
basis for first-mover advantages, which are responsible for the stabil-
ity of firms in the chemical, pharmaceutical, and automobile indus-
tries. However, with the decline of barriers to trade, even firms in
smaller countries are not overly constrained by market size if they
have accumulated skills in marketing products worldwide (see Mowerv
and Rosenberg 1999; the papers in Mowery and Nelson 1999; Scherer
1999).

All of these lessons are being absorbed piecemeal by the East Asian
countries. But the hardest step is the creation of the fundamental build-
ing block-a base of research-oriented universities and research insti-
tutes that induce creative work.24 The importance of this has been
formally recognized throughout the region and underscored by re-
search on the role of T FP in growth. The difficult step for even the
leading East Asian economies, such as Korea, Taiwan, Hong Kong,
and Singapore, is to shift basic schooling away from rote learning with-
out sacrificing their strengths in science and math. Next there is the
need to encourage competition between universities and, through this,
to instill a culture of excellence in research and develop the infrastruc-
ture for refereeing and disseminating research findings and strength-
ening the links between universities and the business sector (Lim 1999,
Branscomb, Kodama, and Florida 1999). This could maximize the
commercial utility of research, thereby encouraging the two-way flow
of resources and talent, which has been critical to the success of Sili-
con Valley and the high-tech industrial networks around the Univer-
sities of Chicago and Cambridge.
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INDUSTRIAL POLICY IN THE 1990S

This rethinking of the role of technology in the context of growth
points to the evolution of industrial policy in an integrated world. The
1980s closed with the literature emphasizing the drawbacks of "pick-
ing winners," supporting them with directed credit from the banking
system, and protecting them with trade barriers. Nevertheless, even
some of the critics recognized the efficacy of industrial policy in a few
East Asian countries at an early stage of their development, under spe-
cial circumstances, external as well as internal. These included dy-
namic strategies to advance the prospects of individual sectors by en-
abling them to exploit economies of scale, technological spillovers,
and possibilities of learning, and to coordinate their own investment
with downstream producers (Stiglitz 1996)."

The decade of the 1990s saw the continuing retreat of industrial
policy in East Asia, as countries came to recognize the advantages of
openness and accepted the disciplines of the XNVorld Trade Organiza-
tion.26 Research into the merits of industrial policy, as practiced in
East Asia, also focused attention on costs, in the rare instances where
the presence of externalities argued for preferential treatment-as with
the development of high-technology industries such as electronics and
semiconductors in Malaysia, Taiwan, and Korea and auto parts in
Thailand (Mathews and Cho 2000; and Jomo, chapter 12 in this vol-
ume)-and highlighted the diminished relevance of such policies in
the new global environment.2 In a world where the trend is for com-
panies to spread the burden of R&D and gain access to markets through
joint ventures, mergers, and alliances, the role of industrial policy is
increasingly limited to those few cases in which countries, through
skill developinent and research, build competitive sectors able to pro-
duce high-technology products for a global market Jomo, chapter 12;
Smith 1995; Krugman 1986).>

Some notable findings from the research on Japan are that subsi-
dies had, on balance, shifted resources from high- to low-productivity
uses (Noland and Bergsten 1993), and the bulk of the assistance pro-
vided through favorable tax treatment, subsidized credit, and protec-
tion had gone not to the fastest-growing subsectors, but to declining
industries or mature industries with modest future prospects, such as
coal, petroleum, and textiles (Beason and XX"einstein 1996).29 Indus-
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trial policies successfully assisted the growth of industries such as house-
hold sewing machines (1970s) and semiconductors and information
technology (1980s). But government support was of little relevance to
Japan's consumer electronics industry in the 1950s and 1960s-and at
times was obstructive (Partner 1999). It was ineffective in the case of
biotechnology and played a small role in the development of motor-
cycles, audio equipment, autos, game software, office equipment, ro-
botics, and soy sauce (Porter and Takeuchi 1999; Porter, Takeuchi and
Sak-akibara 2000; Okimoto 1986; Imai 1986). Market incentives, the
capacity to identify and exploit opportunities, research skills, and net-
working enabled these industries to thrive. They are also the ingredi-
ents that matter most in today's globalizing environment.

Research on East and Southeast Asian economies during the 1980s
and 1990s has drawn attention to wasteful investment in metallurgi-
cal, chemical, and transport subsectors.30 Such investment was made
possible by directed credit to select business groups, and some of the
plant was put up on the government's instruction. Directed credit and
tax privileges that specifically nurtured large industrial conglomerates
(called chaebol in Korea) also brought into existence an industrial struc-
ture where control over assets-directly or indirectly-was concen-
trated in the hands of a few wealthy and politically influential families
(see Wloo-Cumings, chapter 9 of this volume). In fact, such concen-
tration was not peculiar to Korea. Claessens, Djankov, and Lang (2000)
point out that most of East Asia's corporate assets, other than in Japan
and the transition economies, are controlled by a small number of
families.

By 1995, 41 percent of industrial value added and 16 percent of
gross national product (GNP) were in the hands of the top 30 Korean
chaebol. This had implications for productive efficiency, governance,
and the political economy of decisionmaking, the full consequences of
which became apparent at the time of the crisis in 1997 (see Woo-
Cumings in chapter 9 of this volume). A study of Korean industry by
McKinsey and Company (Baily and Zitzewitz 1998) shows that al-
though Korea's ratio of capital to labor was only a third of the U.S.
level, capital productivity was declining and in 1995 was only 5 per-
cent above that of the United States. Prior to the crisis, profitability of
the top 30 chaebol was less than the cost of debt. This story was further
elaborated through an analysis of individual subsectors. For instance,
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food processing, with capital intensity and technology equal to that of
American companies, could only achieve 50 percent of the productiv-
ity levels attained by firms in the United States. Similar results were ob-
tained for autos, semiconductors-where Korean productivity is half
that of the leading U.S. firms-and confectionery, where a poor product
mix, overcapacity, and concern for sales over profits result in TFP of 42
percent, even through capital intensity exceeds that of the United States.

In part this is the outcome of rapid growth fueled by cheap credit in
a protected environment. Borensztein and Lee (1999) find a negative
relationship between lending and loan size, on the one hand, and av-
erage profit rates, on the other, during 1970-90. Industries with large
firms were also more likely to receive credit. For example, industries
with low profit rates and a few large firms, such as aircraft and ship-
building, had good access to credit. In other words, industrial policy
was instrumental in directing credit to the less efficient parts of the
economy, in retarding the maturation of the financial sector, and in
bringing about a steady accumulation of nonperforming assets. In 1986,
the nonperforming loans on the books of the five largest commercial
banks amounted to 11 percent of credit and were three times their net
worth. Although the provision of directed credit began to taper off in
the 1990s, the influence of the Ministry of Finance over banks re-
mained strong (on industrial policy and the rise of the chaebol, see WAloo-
Cumings in chapter 9 of this volume).

Cho and Kim (1995) observe that the use of directed credit by the
Korean government, over an extended period of time, was damaging
for a number of reasons.3" In an oligopolistic market environment, the
implicit coinsurance of bank lending by the government induced banks
to lend for and encouraged firms to invest in risky projects. Commer-
cial banks in Korea functioned almost like development banks and
ended up being saddled with huge nonperforming loans equal to al-
most 20 percent of GDP, the cost of which will be borne largely by the
taxpayer. Problems faced by banks were mirrored in deteriorating in-
dustrial performance, starting with the bankruptcy of Hanbo, the 14th
largest chaebol, in January 1997. Five others followed in quick succes-
sion-Sammi, Jinro, Dainong, Ssangyoung, and Kia (Lee 1999)."3 In
1998 Daewoo, the second-largest chaebol, became a victim of corpo-
rate excess and in spite of determined efforts to rescue the firm by the
government and its creditors, went into liquidation in 2000. In spite
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of the economic rebound in 1999--2000, parts of the Hyundai and LG
chaebol also experienced severe distress, with Hyundai Engineering and
Construction teetering on the verge of bankruptcy in the last quarter
of 2000.

Although Thai governments did not use directed credit to the same
extent, implicit guarantees extended to the banking system because of
close government-business-banking relations gave rise to almost
equally serious moral hazard problems. Dollar and Hallward-Driemneier
(1998) find that the financial institutions routinely extended loans with-
out bothering about the creditworthiness of the borrower.

Southeast Asian countries used industrial policy more sparingly, but,
if anything, they were even less successful in achieving desired out-
comes. Indonesian agencies were unable to monitor subsidies and were
susceptible to capture by business interests. Their attempts to pro-
mote the auto, aircraft, and plvwood industries were expensive fail-
ures. This experience was repeated in Malaysia, where state-owned
industries-basic metals, mnachinery, petrochemicals, paper, and build-
ing materials-did poorlv (Smith 1995). And the survival of the two
Malaysian car companies Proton and Perodua has depended on tariffs
of 140 to 300 percent on vehicles and 42 to 70 percent on imported
kits and components ("Moment of Truth," Far Easteri Economic Re-
view, November 23, 2000; "Proton's Dilemma," Oxfnld Analytica,
Malaysia , October 29, 2000). Thailand largely directed assistance to
industries whose export performance was deteriorating. 33 And in the
Philippines, preferential credit as well as other public policies were
annexed by well-connected elites with the state-and the countrv-
receiving nothing in return (Hutchcroft 1999).

The capture of industrial policy by elites is perceived more clearly
now than in the past and has inflicted costs in excess of the budgetary
outlays. Crony capitalism was not just a problem in the Philippines.
Non-pribumi businesses in Indonesia (mainlv owned by ethnic Chi-
nese) connected with the Suharto family imposed large burdens on the
economy (Hill 1997; Emmerson 1998). Even in Korea, the discretion
enjoyed by government officials gave rise to rent-seeking opportunities
that proved irresistible. For instance, the $37 billion Yulgok defense
procurement program was also used as a vehicle for technology trans-
fers to local companies being groomed as suppliers to the Korean mili-
tary. As these coinpanies evolved during the 1970s and 1980s, some of
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their profits found their way to defense officials managing the industrial
policy. When these payments were investigated in 1993, two former
(lefense ministers were convicted of accepting kickbacks, and 39 gen-
erals were sacked, reprimanded, or jailed (Ades and Di Tella 1997: 1024).

The power of major corporations, banks, and individual business-
men in East Asia and the close links that developed between the cor-
porate sector and banks also affected the governments' ability to take
quick and decisive action to restructure or close companies and finan-
cial entities after the crisis (Overholt 1999; Lincoln 1999).i The slow
pace of reform is traceable, in part, to the corporate structure created
by industrial policy. It has contributed to the difficulty of introducing
disclosure rules, bankruptcy laws, and measures that would result in a
more competitive market for corporate control, and lower the barri-
ers to foreign direct investrnent in certain sectors.

Arguably, the policies introduced since 1998 reflect a widespread
realization that in all but a narrow set of cases, the costs of subsidies
significantly outweigh the benefits. With the exception of exports from
Korea, exports of countries using export subsidies have grown no faster
than those of countries that have not, and in fact subsidies can be wel-
fare reducing (Panagariya 2000). Acceptance of XXTO disciplines by
East Asian countries-to be joined by China-indicates that indus-
trial policy, as practiced prior to the mid-1980s, is seen to have out-
lived its usefulness, and a more market-based approach should guide
future development. Such rethinking is also related to a more realistic
assessment of bureaucratic capabilitv.

The emergence and growth of a large nonstate and private indus-
trial sector in China, starting in the late 1970s, reveal the power of
market incentives to galvanize entrepreneurial initiatives and spur ex-
ports without any guidance from the central government ( "Private
Sector," OxJbrd Alnalytica, China, December 18, 2000). The share of
the nonstate sector in industrial output rose from 22.4 percent in 1978
to 73.5 percent in 2000, while that of the private sector went from 2
percent in 1985 to 16 percent in 1998. MNloreover, this blooming of
industry in rural areas, townships, and small cities has occurred in the
absence of clearly defined property rights and the still-embryonic state
of infrastructure for enforcing business contracts. As Justin Lin and
Yang Yao, Dwight Perkins, and Yingyi Qian show in chapters 4, 6, and
7, the dismantling of price and regulatorv controls was the trigger and
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set the stage for the development of collective and private enterprises.
The building of a market system was sustained by a succession of re-
forms, by investment in infrastructure, and by the easing of access to
capital. What is remarkable is how the share of nonstate enterprises
rose, in the face of benign neglect on the part of the government and
the continuance of credit policies that direct more than 70 percent of
bank lending to state enterprises. This is very much of a piece with the
East Asian miracle during its later phase, beginning in the 1 980s, when
the emphasis on market forces was on the increase.

China was not included in the earlier WAorld Bank study, but in many
respects its performance was comparable to that of some of the other
leading economies of the region. In addition, the continuing liberal-
ization of China's economy during the 1990s is a major input in the
rethinking of the East Asian experience.

THE CHANGING AUTONOMY AND ROLE OF BUREAUCRACY

Earlier views on industrial policy linked its utility to the existence of a
bureaucratic apparatus committed to long-term development, yet
shielded from the frll force of political and corporate pressures.35 A
tiny number of countries were able to both build and use economic
bureaucracies effectively. But in the majority of cases, the capacity to
insulate technocrats from such pressures proved difficult. This became
even more apparent in the 1990s. As democratic forces gathered mo-
mentum in East Asia, much evidence of corruption was uncovered,
and the exigencies of short-term political calculation began to out-
weigh longer-term strategic concerns. The nature of the response of
key government agencies throughout the region prior to, during, and
in the aftermath of the crisis points to their susceptibility to pressure
from powerful interest groups. Furthermore, the difficulty that even
East Asian bureaucracies have experienced in attracting and retaining
individuals of high technical caliber, as, for example, in Malaysia, indi-
cates that in a market environment talent gravitates, as it should, to
the private sector. Only Singapore, at considerable cost, has sustained
a meritocratic public bureaucracy.

Clearly the circumstances have changed, and what Park Chung
Hee could achieve in the 1960s and 1970s is difficult to replicate.36
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The disarray in Korean policyrmaking circles during 1996-98, the ten-
sion between agencies, and the pressures impinging on regulatory
bodies attempting to design and implement reforms in the postcrisis
years all point to a changing political environment in which bureau-
cratic autonomy is neither desirable nor achievable ("Corporate
Difficulties," OxfordAnalytica, South Korea:, November 3, 2000; "Les-
sons Unlearned," Far Eastern Economzic Review, September 21, 2000).
Similarly, as Okazaki notes in chapter 8 of this volume, deliberation
councils were an effective two-way transmission mechanism in Japan
from the 1940s through the early postwar decades. But in the 1980s
and 1990s, both the need for such coordinating bodies and their
capacity to fulfill their earlier role have diminished, and micromanaging
by public agencies is dysfunctional (see 'Woo-Cumings, chapter 9 of
this volume)7I The trend in Southeast Asia also suggests that the
heyday of the technocratic bureaucracy at the helm of a developmen-
tal state may be past. Hal Hill described the policy inertia in Indonesia
starting from the early 1990s: "The public policy agenda [was]
captured by debates over irrelevant, trivial, or misleading issues-
serious reform initiatives [were] hampered by these debates" (Hill 1997:
257). The governments that have come to power since 1999 are less
cohesive and cannot muster a core of highly trained individuals such
as the Widjojo Group, which provided economic leadership in the
1970s and 1980s. In addition, BAPENAS, the National Planning
Agency, much like its Korean counterpart, has lost its influence to a
political body, the National Economic Council (Hill 1999). Thai
policymaking and regulatory agencies also have had to come to terms
with the realities of democratic politics, which involve greater sensi-
tivity to political concerns and more arm's-length dealings with busi-
ness (Unger 1998).8

NATURE OF GOVERNANCE AND DEVELOPMENT OF THE
LEGAL SYSTEM

A decade ago, governance was not a major concern for the East Asian
region. The region was moving, along with other parts of the world,
toward greater democratization and the building of legal institutions.39

These were seen as normal accompaniments to the growing role of
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the market economy and increased openness. Throughout the 1990s,
these developments focused attention on governance at many levels.
Improved communications, the Internet, the consciousness-raising
activities of many international nongovernmental organizations, and
the widening acceptance of rules appropriate for democracies further
underscored the significance of good governance. As a consequence,
researchers began to take greater interest in the effects of corruption,
nepotism, crony capitalism, and weak corporate governance and to
empirically estimate their influence on development (Mauro 1995). A
series of high-profile trials of past Korean presidents, of former Presi-
dent Ferdinand Marcos in the Philippines, the impeachment of Presi-
dent Estrada of the Philippines in 2000, and scandals involving politi-
cians in Japan highlighted the magnitude of corruption in countries
with apparently high standards of governance. They also revealed how
a systematic pattern of bribery could seriously undermine policymaking
where the rules for transparency and accountability were not in place
or, even if they were, tended not to be enforced (on the relationship
between banks and government in Japan, see Lincoln 1999).

Senior policymakers, specialists, and professionals questioned by
David Hitchcock in June 1996 all put political problems near the top of
their concerns. "Governance was a central issue everywhere. In Singapore,
Malaysia, Indonesia, and China, some intellectuals, cultural figures, and
activists believed governments must become more responsive to people.
... In Thailand .. . respondents reported widespread disillusionment
with politics ... we have the form but not the substance of democracy.
In the [other countries] maintaining political stability was a prime gov-
ernment objective, but some thought it was being overused to keep
the lid on freedom of expression and to stay in power" (Hitchcock
1997: 12 3-24). As Stephen Haggard observes, "Indonesia's difficulties
can be attributed in part to a highly centralized regime accountable to
relatively narrow constituencies and lacking both effective checks on
executive authority and a succession mechanism." In many countries
in the region, "close political relationships between politicians and
business constituencies and particular firms have also been respon-
sible for the crisis." Because of misguided industry policies, the moral
hazard created by government intervention, "weak financial regula-
tion, and poor systems of corporate governance were important pre-
cursors to the crisis" (hlaggard 1999: 35, 37).40
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A better understanding of governance at the key interstices of the
economic system is now viewed as being at least as important as factor
accumulation. It has a significant bearing on the nature of the indus-
trial-financial policies discussed above as well as the legal system.
Although a strong empirical link between democracy and growth
has not been identified (Helliwell 1994; Barro 1997), prosperous coun-
tries are more likely to be democratic (with some of the effect coming
from education). In addition, the vast political science literature
suggests that democracy promotes good governance, especially if cer-
tain procedural and constitutional rules are in place: rules for the divi-
sion of responsibility between central and subnational entities, rules
for relations between the different branches of the state, rules deter-
mining representation by different groups and regions of the country
on legislative bodies, and rules inducing the formation of disciplined
parties and determining the timing of elections. Adapting these
rules to East Asian conditions in order to raise accountability within
the existing democratic frameworks calls for fresh thinking and
research.

Protecting the rights of investors is a second facet of governance
that acquired more prominence in the 1990s. With the majority of
large companies in East Asia being closely held or controlled by fami-
lies, minority shareholders have difficulty expressing themselves and
safeguarding their interests. Problems of agency are serious, and the
crisis showed that there is little by way of legal redress for sharehold-
ers dissatisfied with the performance of corporate managers who re-
spond mainly to the principal owners. Corporate governance in East
Asia has avoided external monitoring as well as internal oversight. "It
has been characterized by ineffective boards of directors, weak inter-
nal control, unreliable financial reporting, lack of adequate disclosures,
lax enforcement to ensure compliance, and poor audits" (World Bank
1999a: 67-68).

The absence of adequate investor protection through legal chan-
nels has impeded financial broadening, constrained the dispersal of
share ownership, and sacrificed efficiency in the allocation of capital
across firms (La Porta and others 1997, 1999). Weak minority share-
holder rights are also a feature of some of the European countries, but
these countries have created substitute mechanisms to counterbalance
the power of managers or dominant private shareholders. These con-
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sist of banks or other institutional investors that are represented on
boards of directors and wield significant power, aside from exercising
surveillance over companies in which they hold a stake. Such institu-
tional investors provide a partial solution to the agency problem and
the weakness of minority investors.

East Asian countries have not yet evolved toward this model, al-
though in the precrisis period, there was considerable interest in the
Japanese main bank model.4 ' Most financial or nonfinancial institu-
tions are controlled either by the state or by corporate interests and
generally have not attempted to enhance accountability and the voice
of minority shareholders. The role of foreign financial entities is quite
small, but it is growing in spite of domestic opposition in Thailand
and Korea, and over time could affect the role of banks in corporate
governance. However, until reforms and foreign investment begin to
transform governance, dominant shareholders will be encouraged to
seek even tighter control through direct ownership of shares and cross-
shareholdings (Zingales 1994).

The crisis brought the situation to a head and exposed the true ex-
tent of mismanagement, poor investment decisions, and risk taking by
enterprises. Subsequent attempts to restructure, revive, or liquidate
companies in whole or in part have shown both the extent to which
the rules favored the principal owners and the difficulty of changing
the rules so as to give due recognition to the interests of other share-
holders. The existing system, with its powerful and entrenched inter-
ests, is strongly resistant to reform that would distribute rights more
fairly. However, as the East Asian economies revived in 1999-2000,
the realization that lack- of transparency, weak standards of accounting
and auditing, and unenforceable bankruptcy laws are damaging is lead-
ing to change albeit at a slow pace (Overholt 1999).

Reform of the legal system that complements the effort to improve
corporate governance has been equally sluggish and is related to the
concentration of corporate ownership.42 But change is ongoing in most
East Asian countries, alongside the trend toward democracy and the
increasing openness to trade as well as foreign direct investment
(FDI).43 The importance ascribed to governance in the 1990s has
brought legal institutions into the mainstream of development think-
ing. Starting with proxy variables for institutional characteristics,
economists have begun delving into the inaking of laws, the costs of
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assigning rights, legal procedures, the infrastructure for implement-
ing laws, the willingness to observe the law, and the legal tradition
guiding evolution in individual countries.44 One widely noted finding
is that countries adopting the civil law tradition from continental Eu-
rope offer weaker protection to investors than those conforming to
the English common law tradition, inade by judges and subsequently
incorporated into legislation. This is reflected in financial market de-
velopment and the quality of corporate governance, both of which
tend to lag behind when investor protection derives from law that is
defined by scholars or legislators and is anchored in ancient Roman
law (La Porta and others 1997 and 1999).

Wk hen viewed over the span of two decades, the legal systems in
most East Asian countries have become more supportive of market-
based rules for contracting, property, and other rights. Bankruptcy
laws also are being pushed closer to the norms of industrial countries.45
The crisis lent urgency to this process, and some of the momentum gained
has persisted, although the opposition to corporate and financial re-
structuring has mounted steadily (W6orld Bank 2000b; "South-eastAsia's
Problem Trio," Ecoionmist, December 2, 2000; "Foreigner Friendly," Econo-

mist Jntelligence Unit, Business Asia: October 16, 2000).
In Korea legal institutions have increasingly circumscribed govern-

ment discretion since the mid-1980s. For example, enforcement of
the competition law shifted from the Ministry of Finance and Economy
to a legally independent agency in 1991. Following the onset of the
crisis in 1997 and the election of a new government later in the year,
this agency acquired greater autonomy, political clout, and ability to
challenge the state in court (Pistor and N6ellons 1999: 78). By com-
parison, the influence of the Ministry of Finance waned, and some of
its regulatory functions were transferred to the Financial Supervisory
C omnmission, which has taken the lead in introducing corporate and
financial sector reform ("Power Fades at Korea's Finance Ministry,"
Wall StireetJonrnal, June 25, 1999).2 A measure of the change in pro-

tection afforded to investors was the aggressive stance taken by the
governmnent against Hyundai, the largest chaebol, for not protecting
shareholder rights while the founder's two sons feuded over who would
control the vast conglomerate. The Ministry of Finance claimed that
Fl-yundai had seriously damaged transparency, responsibility, and cred-
ibility in business practices by treating management control as an in-
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heritance ("Hyundai May Be Censured for Ignoring Shareholders,"
Financial Times, March 28, 2000). This came on the heels of a land-
mark decision by the government, Korean banks, and foreign credi-
tors to break up Daewoo, Korea's second-biggest conglomerate.

These are major developments. Whether they will speed up Korea's
convergence toward western legal systems and promote the restruc-
turing of businesses and systems of governance will depend on domes-
tic political and economic trends, the pressures exerted by globaliza-
tion, and the greater penetration of foreign economic interests.

Such factors also will determine the direction taken by three other
countries in the region: Indonesia, Malaysia, and China. The first two
have no tradition of judicial autonomy. In Indonesia the Justice Minis-
try administers the civil and criminal courts and decides on judicial
appointments, promotions, and salaries. Moreover, because of the
judiciary's connections with military and business elites, there is little
demand from the bench for greater autonomy. Most disputes are settled
out of court, usually under the supervision of the police, whose role
until recently has been larger than that of the judiciary.

The longer-run effects of the crisis, pressures to decentralize, and
the declining influence of both Golkar (the former ruling party) and
the military could lead to institutional changes that strengthen the
judiciary. Attempts to augment the bankruptcy law in order to cope
wvith businesses and banks hit by the crisis are a step in that direction.
Academics are also calling for juldicial independence. But much will
depend on the government's support and a spreading demand for rules
that safeguard rights. Either way this will be a live issue for some time,
especially if power is dispersed away from the center through demands
for greater regional autonomy ("Indonesia: Judicial Independence,"
OxfordAnalytica, March 11, 2000).

Relative to Indonesia, Malaysia, with its common law system and its
rule-based market economy, has a deeper-rooted and more effective
judicial system. In fact, on commercial matters and on the protection
of private property, the courts apply the law firmly and with little evi-
dence of corruption. But the appearance of an independent judiciary is
deceptive, and executive powers were growing in the late 1990s.
Undergirding the power of the executive is the Internal Security
Act, which permits a suspension of constitutionally guaranteed free-
doms, as well as other statutes such as the Sedition Act and the Securi-
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ties Act, giving the state latitude to charge individuals with specific
political offences. In the economic sphere, the state has become
increasingly assertive in allocating resources and embarking on
sweeping changes, such as the move announced in September 1999 to
merge the country's 58 banks initially into six groups ("Malaysia:
Bank Controversy," Ov43ird Analytica, March 24, 2000). This was
subsequently relaxed in the face of opposition from the banking com-
munity to permit the formation of ten groups. Although the
government's actions can be subjected to judicial review, "courts seem
to invoke self-restraint over cases involving the alleged executive abuses
of power" (Pistor and W,Vellons 1999: 91) and are apparently reluctant
to take an independent line when dealing with cases involving state
or UMNO (United Malays National Organization)-the ruling
party-managed enterprises ("Malaysia: Judicial Autonomy," Oxford
Analytica, March 29, 2000). 1\ore troubling is the weakening protec-
tion of intellectual property rights and the use of the Internal Secur-
itv Act to arrest brokers and currency traders on charges of financial
sabotage.

Shifts in AIMalaysian politics inight lend weight to the still-muted
demands for judicial autonomy. Many elements of an effective judicial
system are in place, but the future is still uncertain. The judiciary could
emerge as a pillar of good governance, but that would require readi-
ness on the part of the government to exercise restraint.

WNhereas by the 1960s and 1970s, other East Asian countries al-
ready had the rudiments of a legal system geared to the market, China
had to commence building one from scratch. In a little more than 15
years, the Chinese have greatly increased the pool of lawyers, assimi-
lated laws, and instituted legal procedures. But the unfinished agenda
of legal reform to support radical changes in governance remains vast.
Rules and judicial practice still differ markedly from those of indus-
trial countries. The state must approve all foreign investments in local
business. XVhen administrative power is misused, individuals can seek
redress, but not when the Communist Party is involved. Furthermore,
judges are inadequately trained, and many are drawn from a military
background and susceptible to influence by the political authorities.
MN'Ioreover, the courts cannot challenge the right of the police to im-
pose administrative punishments and send people to jail ("China: Rule
of Lawx," OxfordA nalytica, October 25, 1999; "China: The Legal En-
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vironment," Oxford Analytica, July 29, 1998). There are, in addition,
many areas where transparency is lacking and mechanisms of enforce-
ment are poorly specified. Thus the absence of judicial independence
and the rule of law partly vitiates the solid progress made in formulat-
ing civil and criminal laws and in engendering a social consensus on
the significance of law in society ("A Slow Move to Justice," Economist,
February 5, 2000).

From the late 1990s onward, most East Asian countries have
enlarged the role of the market, pursued economic openness, adopted
a more liberal political regime, and in some instances decentralized
fiscal and economic decisionmaking. All these have raised the salience
of governance and brought to the forefront issues pertaining to insti-
tutional development, especially in the context of the legal system.
Hence, when we rethink the East Asian miracle and consider the
priorities for the region, the mechanisms of governance and the
assignment and enforcement of rights are among the ones deserving
the closest attention.

TRADE RATHER THAN EXPORT-LED GROWTH

Earlier views on East Asia's success have frequently stressed export
orientation as a major source of growth competitiveness and technol-
ogy absorption. This was one of the chief lessons communicated to
other countries attempting to imitate the region's performance. In fact,
some recent research continues to link growth with exports.47 But a
closer look at the dynamics of growth in East Asia and changes in
industrial productivity is finding that exports might have played a
smaller role than was previously thought.4"

Two kinds of results have challenged the primacy of exports. One is
the finding, based on data for the United States and a handful of de-
veloping countries, that high productivity in certain industries is what
leads to exports and that causation does not generally run in the other
direction. Second is the finding, based on empirical tests using data
forJapan and Korea and presented by Lawrence and Weinstein in chap-
ter 10 of this volume, that imports have a stronger effect on productiv-
ity than do exports. It is also borne out by data on U.S. industries.
This can be explained by the competitive pressure that imports im-
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pose on local producers, which drives some of the weakest out of business
and forces the survivors to become more efficient. Imports can also
influence productivity through another channel. By embodying tech-
nological gains achieved by the country of origin and other countries
contributing to the product, imports are an effective vehicle for as-
similating new technology (Bayoumi, Coe, and Helpman 1996). Capital
investment has become a more important vehicle for technological
advance because of major gains embodied in equipment-computers,
telecommunications systems, and automated assembly lines. By one
estimate, nearly 60 percent of recent gains in output in the United
States can be traced to such investment (Greenwood, Hercowitz, and
Krusell 1997). Continued protection of producers in East Asian coun-
tries has contributed to their inefficiency and is likely to be a key fac-
tor behind the slow increase in TFP (McGuire and Schuele 1999).

The relationship between openness and growth appears to be fairly
robust (Sachs and Warner 1995, Edwards 1999, Frankel and Romer
1999, Irwin and Tervio 2000), and this aspect of the miracle does not
need to be reconsidered. However, the balance has shifted between
exports and imports as sources of growth, with imports seeming to
contribute more to productivity than exports. The lowering of trade
barriers during the 1990s is likely to have bolstered East Asia's perfor-
mance, and future commitments to reduce tariffs should be equally
advantageous, especially for countries such as China. But East Asian
economies will have to cope with some transient dislocation and un-
employment as a result of increased imports.

REGIONAL INTEGRATION AND POLICY

The East Asian region became more integrated in the 1990s because
of intraregional trade, FDI, and labor flows in Southeast Asia. Exports
among East Asian countries rose from 32 percent of total exports in
1990 to 40 percent in 1996. If Japan is included, they amounted to
more than 50 percent. Nearly 78 percent of the capital inflow into
China through the mid-1990s was from Hong Kong, Taiwan, and
Macao. Although Southeast Asia's share was just 5 percent, it is grow-
ing steadily. Rising incomes and improvements in the quality of the
goods produced are contributing to the integration. But other forces
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are at work as well. One is the increased migration of some Japanese
industries to China ancl the Southeast Asian economies as the yen be-
comes stronger. This is enlarging Japan's FDI in the region. In the
past, Japanese firms that established subsidiaries in other East Asian
countries mainly sold their products on local markets or exported them
to third countries. Now a rising percentage is being exported back to
Japan. These changes in the pattern of FDI and associated trade flows
are described by Urata in chapter 11 of this volume.

Another facet of integration is in the financial sphere, abetted by
the regional Chinese network. Chinese businesses have traditionally
invested a sizable part of their capital in the region, and to contain risk
they have attempted to maintain a diversified portfolio of assets across
countries. This has been facilitated by the opening of capital markets
and the easing of regulatory controls on FDI. In fact, the volume of
intraregional FDI, excluding flows from Japan, is sizable.

Apart from the intraregional circulation of capital, East Asia is the
recipient of FDI, portfolio investment, and short-term capital from
outside the region. Reputation, and the promise of large returns, has
been a significant factor pulling in the non-FDI flows, but as the crisis
of 1997-98 showed, reputation can be a two-edged sword. When the
strength of one East Asian economy came under suspicion, investors
poorly informed about the fundamental resilience of other economies
began withdrawing funds from across East Asia. The speed and extent
of the contagion revealed another side of regional integration: outsid-
ers increasingly perceive East Asian countries as sharing many com-
mon attributes, both strengths and weaknesses.

The process of integration, real and assumed, also has implications
for the conduct of policy and for institutional infrastructure. If the
possibility of contagion in the event of a crisis afflicting one country is
here to stay, then the advantages of undertaking regional coordination
of policy and harmonizing regulatory institutions need to be explored.
Continuing globalization and the greater integration of East Asian
countries, both regionally and with the world economy, can enhance
their development prospects. The increase in trade and capital flows
during the 1990s was a source of demand, resources, and technology,
fueling growth in all the regional economies. But integration also in-
creases the risk from speculative attack under a regime of managed
exchange rates.
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Clearly past arrangements, which were adequate through the
early 1990s, will need to be modified. One direction is to take a differ-
ent approach to exchange rate policy, as discussed above. Another ap-
proach, which can be pursued in parallel, is to improve policy coordi-
nation and rely more on regional mechanisms for monitoring
performance, reporting, benchmarking, and pooling resources for
use in a crisis, subject to criteria that minimize moral hazard.49 A third
step, which complements the others, is to scale back trade barriers
progressively, a process that was slowed by the onset of the crisis
and the attendant increase in unemployment. A fourth is to harmo-
nize key rules of business, such as auditing, accounting, and disclosure
practices.

Policy coordination has a checkered and uncertain history. To yield
the desired results, it must be preceded by a long spell of institution
building. Some building blocks, such as the Association of Southeast
Asian Nations (ASEAN) and the Asian Free Trade Area (AFTA), are
in place, and bilateral negotiations are ongoing between Korea and
Japan for a further easing of trade barriers in some sectors. But to
make these building blocks into effective bulwarks against shocks will
require converting ASEAN, for instance, from a forum of quiet and
unobtrusive diplomacy based on consensus into a body capable of ne-
gotiating a coordinated set of policies and inducing members to imple-
ment them. A freeze on the membership of ASEANT to the current 10
could be the start of a process toward institutional deepening. How-
ever, ASEANT must overcome a variety of tensions before the regional
approach to decisionmaking can contribute to economic management
in a globalizing world. The gap between the richer and poorer coun-
tries in ASEAN is a source of friction and conflicting demands. Sev-
eral members are reluctant to press ahead with tariff reduction agreed
upon under the AFTA. And centrifugal pressures in Indonesia are in-
fluencing the government's ability to participate in or to make com-
mitments on regional issues.

Other forces, such as competition with China, which may soon be-
come a member of the WVTO, are forging greater cohesion among
ASEAN members, but such competition can also make it harder for
all the major East Asian countries to find common ground on critical
intersecting areas of policy ("ASEANT Membership Moratorium,"
Oxford Analyti'ca, March 23, 2000).
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The big shift from the late 1980s, accelerated by the crisis, is that
all of East Asia is looking at the European Union, exploring the ben-
efits of regionalization, assessing harmonization, and analyzing the
benefits of adopting a single currency (Nicolas 1999). East Asian econo-
mies are also discussing the possibility of creating an Asian Monetary
Fund and considering whether there might be some utility in sacrific-
ing a degree of sovereignty on policymaking so as to buy insurance
against external shocks (Sakakibara 2000).

CONCLUDING OBSERVATIONS

It would not be far-fetched to say that rethinking the East Asian miracle
has been ongoing since the publication of Asia Is]Next Gianzt (Amsden
1989), Gover7ingthe 1arket (Wade 1990), and "A Tale of Two Cities"
(Young 1992). The tempo quickened following the launch of the East
Asian M1iracle (World Bank 1993). It received a further boost when the
"tigers" began slowing in the mid-1990s. The East Asian crisis con-
firmed the fears of the critics. But it also nudged the true believers
toward a revival of the faith and a yearning for the days when authori-
tarian regimes with enlightened bureaucracies could pursue long-term
goals through industrial policy and a tightly sequenced opening of the
economy. Nineteen ninety-eight was a difficult year, when irrational
pessimism, laced with glee over the humbling of the seemingly irre-
pressible East Asian economies, threatened a self-fulfilling prophecy
that could substantially erode close to 50 years of hard-won prosper-
ity for the entire world.

The three years of breathing room provided by the recovery in East
Asia and continuing expansion in the industrial countries restored a
degree of calm. We are now in a position to weigh a decade of experi-
ence more dispassionately and to marshal a wealth of research to ar-
rive at a measured assessment of the key policies and institutions re-
sponsible for East Asia's performance.

The chapters in this volume take stock of what is arguably the most
exciting development experience available to us. Mleasured in terms of
GDP growth per capita, gains in welfare, and poverty reduction, East
Asia has certainly outpaced other developing regions. Viewed from
the perspective of macroeconomic policy management, most East Asian
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economies have successfully pursued openness, fiscal and current ac-
count balance, and stability. A few countries effectively used industrial
policy in the early stages of development to promote the growth of
key subsectors or coordinate industrial change as shown byT Okazaki.
Others deployed trade and incentive policies to attract FDI and to
build a base of export-oriented industr; In China's case, reforms cre-
ated a vast rural and township industry that presentlv accounts for
close to half of the country's industrial product.

In other respects, East Asia's record has been mixed, with uneven
policies and gaps in institution building becoming apparent in the
1990s. In particular, the crisis of 1997-98 forced observers and
policyminakers to reevaluate the approach to development that had been
broadly accepted as workable until shown to be problematic in a glo-
balizing world.

The chapters in this volume draw attention to the revealed weak-
ness of exchange rate policies based on a weak peg and sterilization.
They discuss the drawbacks of partial capital account liberalization in
the absence of regulatory mneasures ensuring financial strength and
the ability to absorb and mediate capital inflows efficientlv.

Although East Asian economies gradually dismantled industrial poli-
cies during the 1990s, the effects of close government, finance, and
business relationships linger and are examined by several authors in
this volume. By inducing the accumulation of nonperforming assets
in banks and a concentration of corporate ownership, these relation-
ships slowed financial development, impeded robust corporate gover-
nance, andi hampered the emergence of legal institutions. The issue of
weak corporate governance is clearly of vital importance and is ana-
lyzed by several contributors to this volume. However, asJoseph Stiglitz
notes in the concluding chapter, we must not lose sight of the
counterfactual: Could East Asia without industrial policy have done
much better than it actually did? The experience of the 1990s and the
intense debate on the sources of East Asian growth highlighted not
only the region's continued dependence on factor inputs but also the
urgency of buildiing capacity to participate more actively in techno-
logical advance. Research by Lawrence and WN"einstein as well as oth-
ers suggests that East Asia could enhance technological inflow by
matching the long-standing reliance on export growth with an equal
emphasis on import liberalization. But efforts to acquire dynamic comI-
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parative advantage through the accumulation of R&D capital and skills
will continue to be imlportant, at least for the Southeast Asian coun-
tries, as noted by K. S. Jomo.

Greater openness and international integration have many advan-
tages, but they also increase risks. To manage these risks, countries
will need to act on three fronts: domestic, regional, and international
(Stiglitz 2 000). East Asia has a good record of domestic policy, and the
crisis has triggered a round of reforms that if resolutely implemented
could further strengthen such policy. However, globalization may re-
quire more effort at coordinating policies and institutions at the re-
gional and international levels, so that the gains from an integrated
world can be fully realized.

NOTES

The author would like to thank Simon Evenett and Dwight Perkins for helpful com-
ments and Marc Shotten for assistance with the research.

1. Overholt (1999) believes thatThailand's problems came into focus inJune 1996,
when Thai Granite's inability to service its bills made foreign lenders aware
that, under Thai law, finance companies could delay payments indefinitely and
the assets of debtors could not be seized.

2. The relative dynamism of Singapore and Taiwan and the factors that cushioned
Taiwan against the crisis are discussed in WVang 2000. On financial reforms that
reduced pressures on the Philippines see Noland 2000 and Haggard 2000. Also
see "Taiwan's Trump," Far Eastern Economzic Reviewz, August 6, 1998, and Chow
2000.

3. See also Hamlin (1999). Industrial capacity utilization in Southeast Asia was
still only 70 percent in the first quarter of 2000, compared with 85 percent prior
to the crisis in 1997 ("Southeast Asia: Excess Capacity," Oxford Analytica, April
26, 2000).

4. However, because the tempo of reforms has slowed, the East Asian economies
remain vulnerable (World Bank 1999a). Korea's gross national income grew 10.7
percent in 1999 and 9 percent in 2000 on the strength of demand in the export,
industrial, consumer, and information technology sectors, and close to half of
the increase was due to the rebuilding of inventories ("South Korea: Economic
Exuberance," Oxford Analytica. April 6, 2000; Yu 2000) and fuller utilization of
existing capacity.

5. The number of Internet users in East Asia rose from 13 million in 1998 to 22
million in 1999. Side by side, a new breed of entrepreneurs has emerged to
exploit the opportunities extended by information technology.
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6. In Japan these councils were supplemented by a large number of interest groups
with a narrower focus and a strong impact on policy. Called shingikai, these
consultative councils drew their membership from the business community and
the community of scholars, journalists, and union members (Schwartz 1998).

7. Johnston and Sundarajan's (1999) review of international evidence suggests that
an efficient and well-regulated financial system is more resilient than others in
the face of shocks.

8. Research on the great depression of the 1930s has highlighted three major cul-
prits: inappropriate monetarv and exchange rate policies, weak banking systems,
and inflexible labor markets (Crafts 2000).

9. In the 1980s Japanese banks with "the explicit support and guidance" of the
Ministry of Finance invested in real estate as regulatory restrictions fell (Lin-
coln 1999: 59). Nonperforming loans accounted for 19, 20, 38, and 50 percent
of loans in the Republic of Korea, Malaysia, Thailand, and Indonesia, respec-
tively, in the first quarter of 2000 ("East Asia: Corporate Stress," OxfordAnalytica,

March 20, 2000).

10. Hall and Weinstein (2000) show that main bank monitoring in Japan did not
reduce the riskiness of associated firms or sustain their performance following
the onset of financial distress. Edwards and Ogilvie (1996) have also cast doubt
on the contribution of German universal banks to industrial development prior
to 1919. They show that these banks were much less important as suppliers of
external finance than was previously thought. Moreover, the presence of uni-
versal banks on supervisory boards of companies did not improve either the
flow of information for economic decisionmnaking or coordination.

11. Portfolio capital flows rose from $40 billion a year in 1983-90 to S200 billion a
year in 1992-97 ("Asia Lessons," Oxford Analytica, May 19, 1998).

12. The problem with estimating the effect of inflation on growth is that inflation is
an endogenous variable. Barro (1997) estimates that even' 10 percent increase
in inflation lowers real growth per capita 0.3 to 0.4 percent a year.

13. XVade and Veneroso (1998) emphasize the danger of high real interest rates in
economies with high levels of private indebtedness and low inflationary expec-
tations. Under those circumstances, raising real interest rates can have defla-
tionary consequences that give rise to capital outflows, regardless of the attrac-
tions of high interest rates ("The Resources Lie WVithin," Economiist, pp. 19-2 1,
November 7, 1998).

14. However, in the future several countries will have less fiscal room for maneuver,
especially Japan, because of recent budget deficits and the need to service the
liabilities of banks now transferred to the state ("Taxing Dilemmas," FarEastern
Economnic Review, December 23, 1999).

15. "Culture Shock," Far Eastern Economic Review, April 16, 1998; "To the Ram-
parts," Far Eastern Economic Review, July 22, 1999. In Korea, the takeover of
Korea First Bank by Newbridge Capital is a test of this effort to change the
banking culture ("Makeover at the Bank," Far Eastern Economic Review, March
2,2000).
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16. Rodrik's finding that an open capital account does not enhance growth is viti-
ated by biases introduced by his econometric technique (Rodrik 1998; Edwards
1999).

17. Garber (1998) observes that by means of offshore swaps with call features, a
long-term flow can be converted into an overnight foreign exchange loan. Rogoff
(1999) makes a similar point with regard to Chilean controls on short-term bor-
rowing, maintaining rhat they can be evaded by margin and call conditions.
Recognizing this, Thailand further eased controls on Thai investment in over-
seas financial instruments (see "Thailand Eases Offshore Investment Controls,"
Financial Times, February 8, 2000).

18. Japan's rate of investment-17 percent of GDP in 1999-was higher than that
of the United States-l 6 percent of GDP. This rate is likely to decline, whereas
private savings are unlikely to fall, as individuals make provisions for retirement
and anticipate the possible consequences of the swelling public sector deficit for
the financing of future pension payments.

19. Sterilization proved costly because domestic debt was issued at far higher rates
and higher rates pulled in more foreign capital (Folkerts-Landau and Ito 1995;
Overholt 1999). As noted by Chion and Dooley (1999), highly managed ex-
change rates are likely to be more vulnerable to speculative attack in an inte-
grated global financial environment. Eichengreen has proposed a five-step pro-
cess to cope with a surge in capital flows into small countries, which would have
difficulty adjusting relative prices sufficiently. Countries can tighten fiscal policy,
let the exchange rate appreciate somewhat to increase the exchange risk for
investors, pursue a degree of sterilized intervention, increase revenue require-
ments for banks, and tax short-term flows (Eichengreen 1999).

20. Three financial indicators that warned of increasing vulnerability were the grow-
ing share of short-term foreign borrowing; the steep rise in bank lending to the
private sector, and the dependence of the banking system on loans to the real
estate sector (Miller and Luangaram 1999). Real estate lending pushed prices of
commercial property and rental rates to exceedingly high levels. When the bubble
burst after the start of the crisis, office rental rates fell by an average of 34 per-
cent in dollar terms, ranging from 6 percent in Taipei to 65 percent in Bangkok
(Asian Development Bank 1999).

21. Both capital as well as labor inputs have been high. Annual inputs of labor hours
in East Asia still range from 2,200 to 2,400 per person as against 1,700 to 1,900
per person in 'Western Europe in the 1970s (Crafts 1998).

22. Between 1975 and 1992, Korea increased its output of science and engineering
graduates 4.5 times. By 1990, the number engaged in research per 10,000 per-
sons was 16 compared with 38 in the United States (Scherer 1999).

23. On research, innovation and progress up the ladder of technological innovation
in East Asia, see Lim (1999), Mathews and Cho (2000)

24. On the endogeneitv of technical change and the importance of investment in
R&D, the evidence is by no means clear-cut. David and Hall show that innova-
tion is not related in any well-defined linear fashion to investment in science
and technology. Moreover, the effect of increased public spending on R&D de-
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pends on an increase in the availability of researchers, a supply response in turn
dependent on rising salaries and immigration (David and Hall 2000). The en-
dogenous growth hypothesis also was rendered somewhat suspect by the stable
growth in trend output per hour in the United States in the early and final
decades of the 20th century in spite of great increases in expenditure on R&D
(ones 1995). Mills and Crafts, after yet another struggle with cross-country
data, claim that some endogenous technological change must be driving endog-
enous growth, but that it must be small because the share of GDP devoted to
R&D is also small (Mills and Crafts 2000).

25. State-directed development characteristic of some East Asian countries con-
formed to the pattern of late industrializers noted by Alexander Gerschenkron.
It succeeded in mobilizing and investing a large volume of resources but was
less successful in ensuring efficient use or promoting innovation, which is the
message of theories of incomplete contracts and agency (Crafts 1999). Because
governments sought to manage the markets, competition policy was generally
neglected throughout East Asia, and only one member of the Association of
Southeast Asian Nations-Thailand-had an antitrust law in place.

26. Data on 60 countries for the period 1975-90 (drawn from the SNA [System of
National Accounts] Database) show that subsidy expenditure peaked in 1981
and declined thereafter. The trend in East Asia matched the global tendency
(Schwartz and Clements 1999).

27. Baer, Miles, and Moran (1999) maintain that industrial policy was injurious to
East Asian countries and was at the root of the crisis.

28. An instructive model of government assistance to industry is Taiwan's attempt
to initiate semiconductor development. The government established the Elec-
tronic Research Organization under the Industrial Technology Research Insti-
tute, the United Microelectronic Company, and the Taiwan Semiconductor
Manufacturing Company. However, these two publicly owned companies were
run by independent managers, and after setting them up, the government did
not intervene in their operation (Hong 1997).

29. There was some inconsistency in the assistance provided. Petroleum and coal
received low-interest loans but also paid high indirect taxes. Textiles received
protection and tax breaks, but few subsidized loans.

30. The use of a highly distortionary and protective industrial policy was particu-
larly conspicuous in the automobile sector. It is notable that Korea succeeded in
building what appears to be a viable auto industry that can compete in interna-
tional markets, whereas Taiwan (China), Thailand, and to an extent Malaysia
(which set up the Proton auto company) have failed in this regard (Jenkins 1995).

31. Although, as Stiglitz and Uy (1996) note, such lending might well have been
promoted not only by the provision of resources but also by the benefits of
signaling and risk sharing.

32. Korea First Bank was the largest creditor for Hanbo, Kia, and Daewoo. The
demise of these corporations rendered the bank insolvent. Because executives of
Korea First Bank received kickbacks from Hanbo, two presidents of Korea First
Bank were jailed ("Makeover at the Bank," Far Eastern Economics Review, March
2, 2000).
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33. A survey of 1,200 Thai firms in 1997-98 revealed a pervasive problem of cor-
ruption related in large part to excess regulation and the discretion enjoyed by
bureaucrats. This is an outgrowth of long-standing state involvement in manag-
ing the economy (Dollar and Hallward-Driemeier 1998).

34. Commercial bankers in the Philippines regularly squandered their assets by in-
vesting in family business but the central bank never won a court case against
those entities it was supervising (Hutchcroft 1999).

35. The governed interdependence between the state and business networks by an
insulated but not insular bureaucracy has been forcefully argued by Linda Weiss
(1995). She draws extensively on the work of AVade (1990) and Evans (1995),
indicating how the latter's concept of embeddedness implies the existence of
encompassing networks that span business sectors and establish links with the
government.

36. See Root (1996) and Dwight Perkins in chapter 6 of this volume. The "Yushin
coup" in 1972 further enhanced the executive powers enjoyed by President Park
and hence the authority as well as the autonomy of the bureaucracy.

37. The papers in Carlile and Tilton (1998) analyze the process of deregulation in
Japan during the 1980s and the 19 90s and conclude that the earlier administra-
tive framework for managing the economy is being dismantled. But they also
note that the economic system remains state-centric and that institutions leave a
good deal of discretionary power and administrative latitude in the hands of
public agencies.

38. The politicization of policymaking also affects the autonomy of the central bank
in Thailand. See "Passing the Baht," Far Eastern Economic Review, April 27, 2000.

39. This trend is discussed in the World Development Report (World Bank 1999b,
2000) and Dahl (1999). James Wilson (2000) views the adoption of democratic
institutions as a happy accident because he thinks that the experience of the
United States and England indicates that, in an earlier period, the emergence of
democracy was determined by some strict conditions: physical isolation, the emer-
gence of individual property rights, ethnic homogeneity, and traditional rules
for the division of powers among levels of government. These are not easily
duplicated; hence the emergence of democracy in most countries can be a diffi-
cult process.

40. Emmerson (1998) suggests that the economies that will recover most rapidly
from the crisis are those enjoying the greatest political freedom. But he also
maintains that electoral democracy is more likely to lead to positive outcomes
when it is combined with rights and freedoms under the rule of law.

41. However, this might be dissolving inJapan itself, with banks pulling out of keiretsu
arrangements. For example, Nissan Motor and its two main banks-Industrial
Bank of Japan and Fuji Bank-are selling their cross-shareholdings. See "Disin-
tegration of the Keiretsu," Financial Times, November 13-14, 1999.

42. Claessens, Djankov, and Lang (2000) indicate that the concentration of corpo-
rate ownership in East Asia may be responsible for the slow evolution of the
legal system and the absence of protection for minority shareholders. Claessens
and others (1999) find that higher concentration of voting rights is associated
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with lower corporate market values. Thus the separation of control from own-
ership leads to an expropriation of minority shareholders. See also World Bank
(2000b).

43. The strength of the tendency toward freer trade is being called into question by
the reluctance of some members of the Asia Pacific Economic Cooperation
Forum to proceed with the planned scaling down of tariff barriers and the pro-
liferation of bilateral trade agreements ( "Free Trade in Asia: Bogged Down
Again," Business Week, December 4, 2000).

44. The absence of a tradition of judicial autonomy and even of popular sovereignty
is common to all East Asian countries. Wrhen the Japanese constitution was
being redrafted in 1947, the term used to denote people was kokumin, which
does not characterize them as an independent entity but is used in the context of
harmonious relations between the people and the authorities (Dower 1999).

45. Inevitably, the attempts to apply the new laws are slow, uneven, and subject to
slippage. See Overholt (1999) on Thailand. On Indonesia, see "Law Set to Push
Indonesian Debtors over the Edge," Financial Times, August 20, 1998; Linnan
(1999).

46. As a result of a constitutional revision in 1997, Thailand established the Na-
tional Counter Corruption Commission, which seeks to discourage bribe tak-
ing by requiring politicians to disclose sources of wealth after taking office. This
agencv was responsible for the resignation of Deputy Prime Minister Sanan
Kachornpasart in March 2000 on charges of false declaration of assets. See "Thai-
land: Corruption Upheaval," Oxford Analytica, April 4,1999; "Tide of Change,"
Far Eastern Economic Reviewr,, April 13, 2000.

47. The view that export-led growth was instrumental in technology transfer and
assimilation by way of subcontracting, OEM (original equipment manufactur-
ing), FDI, joint ventures, contact with foreign buyers, and licensing is supported
by the work of Hobday (1996). Hill (1994) draws attention to the ostensible
success of export-led strategies in promoting development. See also Begum and
Shamsuddin (1998).

48. Alwyn Young also maintains that the importance of the outward orientation of
East Asian countries has been exaggerated. Once crude factor accumulation is
accounted for, productivity growth in even their tradable sectors is not high,
and their rapid expansion should not be viewed "as evidence of the potential
dynamic gains from outward-oriented policies" (Young 1994b: 965). Dani
Rodrik's (1995) examination of industrial development in Korea finds growth
related to high investment. In some sectors, this was aided by individual policy
coordination, which orchestrated the emergence of downstream producers.

49. The proposal put forward by the Japanese authorities for a coordinated network
of currency swaps with other East Asian countries is a step in this direction. See
"Japan Offers Plan to Avert Financial Crisis in Asia," Financial Times, May 6-7,
2000.
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CHAPTER 2

GROWTH, CRISIS, AND

THE FUTURE OF ECONOMIC

RECOVERY IN EAST ASIA

Takatoshi Ito

e objective of this paper is threefold. First, the "miracle" ofT Asian economic growth before the financial crisis of 1997-98
'ill be reviewed. Fundamental factors that made the miracle

possible will be summarized. Second, the paper will provide
a view on how the financial crisis afflicted high-flying Asian econo-
mies in 1997-98. Common and idiosyncratic factors responsible for
causing the problem will be identified. Most of the factors are primar-
ily financial. Third, the paper will examine the conditions necessary
for the revival of high economic growth in Asia. The contrast between
the strong manufacturing sectors and the weak financial sectors will
be discussed, and several suggestions for strengthening financial sys-
tems will be made.

Asia has been a focus of attention for recent decades: first as a suc-
cessful model for the developing countries, and then as an epicenter
of currency crises. A sudden descent into the financial crisis in 1997-
98, after several decades of remarkable economic performance, was
quite unexpected. During the high economic growth period, research-
ers tried to explain how many Asian economies had succeeded in achiev-
ing sustained economic growth or had experienced an economic
miracle. The precrisis high economic growth was hailed in The East
Asian Miracle, issued by the WVorld Bank in 1993. Newly industrializ-
ing economies (the Republic of Korea, Taiwan [China], Singapore,
and Hong Kong [China]) averaged about 7 percent growth annually
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between 1986 and 1997, and their per capita income levels have reached
those of industrial countries. Thailand, Indonesia, Malaysia, and China
also experienced nearly 10 percent growth from 1986 to 1997. Pov-
erty in these nations has been reduced dramatically. Few predicted
and warned of the coming crisis. After its onset, the spread of the
crisis, if not the Thailand currency crisis, surprised observers. Other
researchers, with the benefit of hindsight, have emphasized that be-
cause of weakening fundamentals a crisis was inevitable. The paper
aims at providing a balanced explanation of whether and how much
East Asian economies had become vulnerable to shocks and why the
crisis erupted. The dramatic turn of fortune in Asia demands good
explanations and a rethinking of the Asian economic growth.

Three years after the Thai currency crisis, most Asian economies
seem to be growing strongly. In 2(000, Korea grew by an estimated 10
percent, and China by about 8 percent. Even Indonesia's economy
expanded by approximately 5 percent. However, researchers and
policymakers in the region are still cautious about the sustainability of
current economic growth. Problems that exacerbated the crisis, such
as nonperforming loans, have yet to be satisfactorily resolved. Institu-
tional reforms are still incomplete. As a result, the growth of financial
and capital markets that would attract diverse investors has been ham-
pered. The chapter will examine conditions that would ensure the ro-
bustness of economic growth-if not another miracle-in the Asian
region.

CAUSES OF THE ASIAN MIRACLE

The WVorld Bank study (1993) and some subsequent studies (for ex-
ample, Campos and Root 1997 and Ito 1997, 2000b) have shown the
world how successful Asian economies managed their economic de-
velopment process. According to this literature, the "Asian miracle"
was based on the following factors:

* A stable macroeconomic environment
* High saving and investment rates
* High-quality human capital (good education and a high literacy rate)
* A merit-based bureaucracy
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* Low income inequality (decreasing poverty)
* Export promotion
* Successful industrialization
* The volume of foreign direct investment (FDI) and associated trans-

fer of technological know-how.

Let me elaborate on these points.

Stable macroeconomic environment. Macroeconomic management
by the monetary authorities of the Asian countries has been basically
sound. None of the Asian countries-except Indonesia-experienced
devastating hyperinflation over the past 40 years. For most countries,
inflation rates in the 25 to 30 percent range were associated briefly
vith the oil crisis. These inflation records were quite comparable with
those of the Organisation for Economic Co-operation and Develop-
ment (OECD) countries. Monetary policies were prudent, and fiscal
deficits were contained. In fact, many East Asian countries, once they
reached a high economic growth phase, recorded fiscal surpluses. Thus
stable macroeconomic performance distinguishes East Asian countries
from many other developing countries in Latin America and Africa.

High savings and investment rates. Asian countries are noted for
their high savings rates. It is not unusual for household savings rates
to reach 30 percent, and when public pension plan contributions in
countries such as Singapore are included, the savings rate sometimes
reaches 40 percent. Dotnestic saving (household saving, corporate sav-
ing, and government sector saving)/gross domestic product (GDP)
ratios are more than 40 percent for China, Malaysia, and Singapore;
between 30 percent and 40 percent for Korea, Thailand, and Indone-
sia; and between 20 and 30 percent for Taiwan. See table 2.1 for a
comparison of saving and investment rates. A high savings rate, ac-
companied by high investment, made it possible to achieve rapid eco-
nomic growth without incurring current account deficits financed by
capital from abroad. The savings rate is endogenous, and it has been
observed that the savings rate indeed rises with the growth rate. (This
was the experience in Japan durinig the high economic growth peri-
ods, before 1973.) There appears to be a virtuous cycle linking saving
and growth.
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Table 2.1. Gross Domestic Saving and Investment, 1996

Gross domestic Gross domestic
Economy saving Investment

Hong Kong, China 30.7 32.1
Rep. of Korea 33.7 38.4
Singapore 51.2 35.3
Taiwan, China 25.1 21.2
China 40.5 39.6
Indonesia 27.3 30.7
Malaysia 42.6 41.5
Philippines 18.5 23.1
Thailand 33.7 41.7
India 24.6 25.7

High-quality human capital. The Asian economies have good edu-
cational systems and high literacy rates for their respective per capita
income levels. Asian countries have better-educated populations (as
measured by secondary school enrollment and the literacy rate) than
many other countries at similar stages of development. This makes it

possible for them to promote further industrialization without being

constrained by the supply of skilled workers. Many Asian countries

moved up the industrial ladder from textiles to simple assembly of

machines, to electronics, and to high-tech industries.

Merit-based bureaucracy. Several of the East Asian countries have

merit-based bureaucratic systems of civil service in which promotion

depends on performance and not on political favors. Although there

are wide variations among countries, bureaucracies in Asia have been

reasonably effective, considering the countries' respective development

stages. Several countries were able to create a professional bureau-

cracy relatively insulated from political influences, and the bureau-

cratic systems in these countries are less susceptible to corruption than

in many other regions.

Low-income inequality and decreasing poverty. One significant

characteristic of Asian development was that the middle class grew in

numbers, and absolute poverty declined rapidly, especially in Indone-

sia and China, a fact emphasized by the World Bank study.

Export promotion. Export promotion has been a key in Asian eco-

nomic development. It earns foreign currencies that are needed to
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import natural resources (except in Indonesia, which exports natural
resources), capital goods, and parts for assembly. Because domestic
markets are relatively small for many countries (except China and In-
donesia), overseas markets are important in achieving minimum effi-
cient production scales. Many countries engaged in import substitu-
tion, starting in the 1950s and 1960s, but those that moved on to export
promotion were better able to strengthen economic performance. A
development strategy of protecting domestic markets and nurturing
domestic firms resulted in domestic firms that could not produce goods
competitive in the world market. On the other hand, export promo-
tion tested producers in the world market. Korea, Taiwan, Malaysia,
and Singapore provided strong incentives for successful exporters. The
composition of exports from these economies has also dramatically
altered over time. Malaysia, for example, changed from a primary goods
exporter to an electronics exporter within 15 years.

Successful industrialization. Any economy that sustained high eco-
nomic growth for decades (say, Japan from 1950 to 1973 or Korea
from 1980 to 1995, or Malaysia after 1985) experienced rapid changes
in its industrial structure. Korea and Taiwan followed Japan in its in-
dustrial transformation, from light industries to heavy and chemical
industries, to electronics, and to high-tech industries. Singapore and
Hong Kong benefited from the deepening of commercial activities
(foreign trade and finance) as well as from industrialization. Thailand,
Malaysia, and Indonesia started the industrialization process with se-
lected industries and benefited from building up physical capital and
human capital through a combination of market forces and govern-
ment guidance. See table 2.2 for the changes in the composition of
GDP over the last three decades. Note that Asian countries industri-
alized quickly. It is also evident that there is a pattern of industrializa-
tion from agriculture to industry, and then to services. The industrial
composition of Asian countries has also evolved in turn, namely, Japan
shifted its focus away from heavy and chemical industries, enabling
Korea and Taiwan to enter these subsectors and begin exporting their
products. Korea and Taiwan, in turn, vacated textile and other light
industries to ASEAN (Association of Southeast Asian Nations) coun-
tries (Ito 1997).
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Table 2.2 Sectoral Shares of GDP

Economy Sector 1970 1980 1991 1998

Korea Agricu ture 29.8 14.2 7.4 6.1
Industry 23.8 37.8 46.3 43.2
Service 46.4 48.1 46.3 50.6

Singapore Agriculture 2.2 1.1 0.3 0.1
Industry 36.4 38.8 36.3 34.3
Service 61.4 60.0 63.4 65.5

Indonesia Agriculture 35.0 24.4 18.9 17.2
Industry 28.0 41.3 41.1 42.3
Service 37.0 34.3 39.8 40.5

Malaysia Agriculture 22.29 17.3 11.3
Industry 35.8 43.8 45.8
Service 41.3 38.9 42.9

Philippines Agriculture 28.2 23.5 22.8 19.4
Industry 33.7 40.5 35.0 35.5
Service 38.1 36.0 42.2 45.1

Thailand Agriculture 30.2 20.6 13.8 12.0
industry 25.7 30.8 36.4 40.4
Service 44.1 48.6 49.8 47.6

India Agriculture 44.5 38.1 31.0 26.2
Industry 23.9 25.9 28.9 26.8
Service 31.6 36.0 40.1 47.0

Notes: For Singapore, 1997 instead of 1998.
Source: Asian Development Bank. Asian Development Outlook, various issues.

This aspect will be elaborated in the next subsection. WAhether in-
dustrialization has been achieved purely by markets or with the help
of industrial policy is a controversial subject'. The experience of Ko-
rea, Malaysia, and Singapore suggests that export-oriented industrial
policy yielded the desired results.

Foreign direct investment and technological transfer. Except
for Japan and Korea, most Asian economies have succeeded in indus-
trialization by attracting foreign direct investment. Singapore,
Malaysia, and Taiwan were the early successes at doing so. Thailand
and China followed a path of accelerated development through for-
eign direct investment. These countries tended to control the choice
of which industries were to be promoted. They encouraged foreign
firms not only to establish assembly plants but also to bring in parts
production with them. Although establishing industrial bases is
easy with foreign direct investment, how successful these operations
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would become depended on the rate of technological transfers, which
depended on the willingness of firms to invest and the capability
of management and workers of host countries to assimilate the
technology.

THE FLYING GEESE HYPOTHESIS

Asian countries' success in achieving high economic growth rates is
mainly based on their successful industrialization. 'What has been ob-
served in Asia, and in many other countries, is a sequential industrial-
ization from the agricultural sector to the industrial sector, with small
capital requirements (light industry), to heavy and petrochemical in-
dustries, and to precision and electronics industries. These industrial
changes have made it possible to maintain high economic growth. If
the economy had relied on only one industry, the high growth might
not have continued.

Industrialization has also led to intraregional spillover effects in Asia.
Spillovers arose directly from technological transfers through direct
investment from Japan, mainly, and indirectly from a "hollowing out"
of the industrial economies. The latter can be explained as follows:
Each shift in the industrial focus of the Japanese economy, from light
to heavy to electronics and high-tech industries, created market op-
portunities for other economies such as Korea and Taiwan. Even within
the electronics industries, midrange goods are now supplied by Ko-
rea, Taiwan, Singapore, and Malaysia, and only the most sophisticated
goods are produced in Japan. More recently, as Korea, Taiwan, and
Singapore in turn emphasized the heavy and high-tech goods sectors,
the light industries were picked up by Thailand, the Philippines, and
Indonesia. This phenomenon can be viewed in two ways. Countries
move up the technology and capital-intensive ladder in industrializa-
tion. The center of gravity of industries shifts from first movers of
industrialization to the second-tier group, and then to a third group
of countries. This sequence of industrialization is often called the fly-
ing geese pattern.2

Ito and Orii (2 000) examined how manufacturing subsectors in Asia
have changed. First, they classified the manufacturing subsectors in
three categories: Labor-intensive sectors (L-sectors), capital-intensive
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sectors (C-sectors), and technology-intensive sectors (T-sectors).To
be more specific, these comprise:

* L-sector (International Standard Industrial Classification Code 311-
332), including sectors producing food, beverage, tobacco, textile,
apparel, leather products, shoes, lumber, and furniture

* C-sector (ISIC Code 341-38 1), including sectors producing paper,
printing and publishing, petrochemicals, rubber, plastic, nonmetal
(ceramic, glass, cement), steel, and nonferrous metal

* T-sector (ISIC Code 382-390), including sectors producing ma-
chinery (general, electronic, transport, and precision).

Ito and Orii observed that the L-sector shares in value added had
monotonically declined over time in most countries, while the C-sec-
tors expanded first and then declined as income rose to high levels.
The T-sectors remain small when incomes are low but start to expand
at a certain stage of economic development. The threshold years for the
L-sector shrinkage and the T-sector expansion are shown in table 2.3.

A recurrent pattern among these three sectors is apparent, with late-
comers repeating the changes in industrial composition of the leader
in industrialization. In terms of the threshold ratios in Ito and Orii
(2000) the evidence for the flying geese hypothesis is convincing. Asian
nations seern to have succeeded in passing on comparative advantages
in manufacturing from a leader to the followers, and then to the fol-
lowers' followers.

Industrial policy. The use of industrial policy in East Asia has given
rise to much controversy that the East Asian Miracle did nothing to
quell. Proponents of industrial policy, especially in Japan, argued that
for countries attempting to catch up with advanced economies, it was
easy to identify which industries to promote because comparative ad-
vantage can be defined and technologies can be imported, often with
foreign direct investment. The flying geese pattern can point to the
"right" industries to promote, given the stages of development. Korea
and Taiwan, for example, followed the patterrn of Japanese industrial-
ization, starting from light industries to heavy and chemical indus-
tries, to electronics, to high-tech industries. The heavy and chemical
industries, as well as industrial infrastructure, were promoted in Ko-
rea with policy financing. The success of the electronics industry in
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Table 2.3
Panel A The First Year when the L-Sector Share in Value Added Became Lower than
the Threshold Percentage

Threshold 50% 40% 30% 20% 10% Recent
economies data (year)

Singapore Na Na Na 1974 1989 5.6% (1997)
Japan Na Na Na 1974* 15.8% (1997)
Taiwan Na Na 1987 1995 19.0% (1996)
Korea 1968 1979 1987 20.1% (1996)
Malaysia Na 1969* 1989 21.8% (1996)
China Na Na Na 29.1% (1996)
Hong Kong Na 1995 37.5% (1995)
Thailand 1990 41.3% (1996)
The Philippines 1976 44.1% (1997)
Indonesia 1985 46.8% (1997)

Na not applicable.
* indicates that the econom es had crossed back above the thresho d after that year.
Source: Ito and Orii (2000), based on the data of UNIDO (1999).

Panel B The First Year when the T-Sector Share in Value Added Became Higher than
the Threshold Percentage

Threshold 50% 40% 30% 20% 10% Recent
economies data (year)
Singapore Na 1969 1970 1975 1984 62.3% (1997)
Japan Na Na Na 1983 43.2% (1997)
Korea 1965 1977 1986 1995 42.0% (1996)
Malaysia 1972 1980 1990 1994 40.4% (1996)
Taiwan Na Na 1988 36.0% (1996)
Hong Kong Na Na 1993 34.7% (1995)
Thailand Na 1987 1992 33.1% (1996)
China Na Na 28.3% (1996)
Indonesia 1974* 19.1% (1997)

The Philippines Na* 16.8% (1997)

Na not app icab e.
* indicates that the economies had crossed back below the threshold after year
Source: Ito and Orii (2000), based on the data of UN DO (1999).

Malaysia is often attributed to the country's explicit policy of inviting
foreign direct investment in the electronics sector.

The difficulty of industrial policy in emerging market economies
lies not in identifying the industry to promote, but in designing a re-
ward system that is less subject to moral hazard. In that sense, pro-
moting exports by way of industrial policy, as opposed to import sub-
stitution by protection, was successful. Defenders of industrial policy
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point out that "crony" factors have existed during the high growth
period as well as a crisis period, and they exist in many other countries
too. Therefore, the "crony" factors, however detrimental and unfair
from a social point of view, cannot explain the currency and financial
crisis.

Opponents to the idea of industrial policy always cite the difficulty
in spotting "sunrise" industries. Projects are often chosen for political
reasons and can become a source of rents for favored industrialists.
Governments' explicit and implicit guarantees give rise to moral haz-
ards in borrowing and lending (by investors and foreign banks). Skep-
tics regarding the use of industrial policy became more consinced when
they saw that "crony capitalism" contributed to the currency crisis in
several Asian countries.

It is not clear at this stage whether on balance industrial policy ex-
erted a positive influence on economic growth in the long run or
whether its effect was basically negative and was responsible for over-
capacity and misallocation of resources, which became apparent in
1997-98. However, if a major part of the blame for the Asian currency
crisis is placed on financial factors, and not on real sectors, then the
role of cronyism in Asia should be much less than commonly thought.
If cronyism had been a significant drain on resources, the Asian econo-
mies would not have grown so fast in the first place.

PRELUDES TO CURRENCY CRISES

The underlying vulnerability. Industrialization requires increasing
investment, and investment, in turn, requires financing. In general,
funds for investment come from three sources: domestic saving, in-
ward foreign direct investment, and portfolio capital inflows that in-
clude equities, bonds, and bank lending. Short-term bank lending,
mostly denominated in U.S. dollars, was almost always intermediated
by domestic financial institutions, which offered medium-term lend-
ing to domestic corporations. Thus, domestic institutions became ex-
posed to currency and maturity risks. Although the Asian countries
have relatively high domestic savings rates-mostly derived from high
rates of household saving, but also complemented in certain cases by
high social security saving-which can be mobilized for domestic in-
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vestment, financial needs for investment exceeded domestic saving.
(Recall the savings and investment numbers in table 2. 1.) Some econo-
mies, most notably China, Singapore, and Malaysia, attracted foreign
direct investment, while many countries have accepted portfolio in-
vestment-bond and equity investment-and bank loans. Especially
in some countries, net capital inflows became very large. Table 2.4
shows the breakdown of foreign direct investment, portfolio flows,
and other flows (including bank loans).

The FDI/GDP ratio, summarized in Table 2.4, Panel A, reveals the
following features: China and Malaysia show high ratios, followed by
Thailand, Indonesia, and the Philippines. FDI to Korea remained less
than 1 percent of GDP. Table 2.4, Panel B, shows the portfolio flows/
GDP ratio for the same set of Asian countries. Korea, Indonesia, Thai-
land, and the Philippines received sizable portfolio capital inflows be-
fore the crisis of 1997. China and Malaysia did not. Panel C of Table
2.4 shows the other capital flow/GDP ratios. This includes bank loans.
Between 1988 and 1996, Thailand received large amounts of other
flows, exceeding 10 percent in 1995. Korea and the Philippines also
received large amounts of other flows. The differences among the
countries with respect to types of capital flows reflect partly the policy
of capital controls and liberalization and partly investors' confidence
in the economy.

Relying on short-term portfolio inflows, especially bonds and bank
loans, is thought to increase the vulnerability of the financial and for-
eign exchange markets of a country. In the Mexican currency crisis of
1994-95, the large outstanding balances of Tesobonos (short-term
government bonds indlexed to the dollar) caused the dollar liquidity
problem (or at least the perception of that problem among investors),
which resulted in the sharp depreciation of the peso. In the Asian cur-
rency crisis, banking liabilities to foreigners became the source of vul-
nerability in Thailand and Korea. In contrast, China, which relied
mostly on foreign direct investment, did not experience a currency
crisis. Malaysia, which accepted a relatively large amount of foreign
direct investment, also did not require an International Monetary Fund
(IMF) program.

How efficiently domestic saving and foreign capital flows are allo-
cated to various industries depends on the design and regulation of
the capital and financial markets. The particular ways that some Asian
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Table 2.4 Capital Flows to GDP ratios, by Types of Flows and by Country
Panel A

FDI/GDP (%)
Year Korea Thailand Indonesia Philippines Malaysia China

1976 0.28 0.46 0.00 0.00 3.45
1977 0.25 0.54 0.00 1.01 3.09
1978 0.18 0.23 0.00 0.42 3.06
1979 0.05 0.20 0.00 0.02 2.70
1980 0.01 0.59 0.00 -0.33 3.82
1981 0.15 0.84 0.14 0.48 5.05
1982 0.09 0.52 0.24 0.04 5.22 0.16
1983 0.08 0.87 0.34 0.32 4.18 0.22
1984 0.12 0.96 0.25 0.03 2.34 0.41
1985 0.25 0.42 0.35 0.04 2.22 0.54
1986 0.42 0.61 0.32 0.43 1.76 0.63
1987 0.45 0.70 0.51 0.92 1.34 0.72
1988 0.56 1.79 0.68 2.47 2.07 0.80
1989 0.50 2.46 0.72 1.32 4.41 0.76
1990 0.31 2.85 1.03 1.20 5.44 0.90
1991 0.40 2.04 1.27 1.20 8.31 1.08
1992 0.24 1.89 1.39 0.43 8.89 2.31
1993 0.18 1.44 1.27 2.28 7.80 4.58
1994 0.21 0.95 1.19 2.48 5.99 6.25
1995 0.39 1.23 2.16 1.99 4.73 5.14
1996 0.48 1.29 2.72 1.82 4.93
1997 0.64 1.97 2.18 1.51 4.91

financial markets and institutions developed in the 1990s became a
source of problems later in the decade. With the benefit of hindsight,
the following aspects, which would lead to the financial crisis, were
crystallizing even during the miracle years.

Vulnerability in the financial sector. In most of the Asian countries,
banking has played a major role in channeling domestic savings to
investment. There are several large banks as well as many smaller de-
posit-taking institutions. They provided funds for various industrial
firms with whom they have long-term relationships, and bank direc-
tors often served on the boards of these firms as well. The equity mar-
ket was in general underdeveloped, except in Malaysia, where the
market capitalization/GDP ratio was among the highest in the world.

Long-term capital needs are best provided with long-term inves-
tors' capital in the form of equities and long-term bonds. If the long-
term investment is provided through banks, which take in short-term
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Panel B

Portfolio flows/GDP (%)

Year Korea Thailand Indonesia Philippines Malaysia China

1976 0.26 -0.01 0.00 0.00 0.47
1977 0.19 0.00 0.00 0.04 0.48
1978 0.08 0.32 0.00 0.02 0.48
1979 0.01 0.66 0.00 0.05 0.91
1980 0.21 0.30 0.00 0.02 -0.04
1981 0.03 0.13 0.05 0.01 4.52
1982 -0.02 0.19 0.33 0.00 2.25 0.01
1983 0.66 0.27 0.43 0.02 2.22 0.01
1984 0.93 0.37 -0.01 0.00 3.26 0.03
1985 1.84 2.30 -0.04 0.06 6.21 0.25
1986 -0.31 -0.07 0.33 0.04 0.11 0.54
1987 -0.22 0.68 -0.12 0.06 0.44 0.37
1988 -0.33 0.86 -0.12 0.13 -1.29 0.30
1989 0.00 2.06 -0.18 0.69 -0.28 0.03
1990 0.09 -0.04 -0.09 -0.11 -0.59 0.00
1991 0.79 -0.08 -0.01 0.28 0.35 0.14
1992 1.61 0.83 -0.07 0.29 -1.92 0.08
1993 3.17 4.36 1.14 1.65 -1.10 0.61
1994 2.14 1.72 2.19 1.41 -2.28 0.73
1995 3.04 2.43 2.04 3.53 -0.50 0.10
1996 4.37 1.98 2.20 6.14 0.29
1997 2.78 2.80 -1.23 0.67 0.85

Source: IMF, International Financial Statistics, CD-ROM.

deposits, then "maturity mismatch" develops. Moreover, foreign bank
loans are often denominated in hard currencies-the U.S. dollar, the
yen, and the euro-rather than local currencies. WVhen banks lend these
foreign source funds to domestic borrowers, currency mismatch oc-
curs. The double mismatch problem was indeed a problem in large
banks and nonbanks in some of the Asian countries, most notably
Thailand and Korea.

Of course, it is very easy to blame an excessive degree of maturity
mismatch and currency mismatch, especially after the fact. Banks in
general are supposed to engage in maturity transformation, namely,
taking the risk of maturity mismatch in order to earn profits. Cur-
rency mismatch is harder to justify, especially in an economy with high
domestic savings. An alternative to the banking sector is the capital
market. However, creating a broad capital market infrastructure is as
difficult to achieve as good banking supervision. Many Asian coun-
tries prudently maintained balanced budgets. No fiscal deficits meant
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Panel C

Other flows/GDP (%)

Year Korea Thailand Indonesia Philippines Malaysia China

1976 6.94 2.65 0.00 0.00 3.30
1977 5.81 4.73 0.00 2.97 1.80

1978 4.38 5.19 0.00 8.22 1.33
1979 9.30 6.54 0.00 8.25 0.95
1980 10.06 5.50 0.00 9.79 2.49
1981 6.68 6.28 1.83 7.17 1.98
1982 6.50 3.06 5.38 8.58 7.03 0.26
1983 2.89 4.04 6.32 -1.83 11.27 0.17
1984 1.81 5.00 3.70 2.15 2.53 0.04
1985 1.79 1.86 1.73 1.01 -2.76 1.97
1986 -2.04 -0.49 4.56 0.02 1.91 1.11
1987 -6.33 0.78 4.19 -0.02 -4.91 1.00
1988 -1.13 3.18 2.06 -1.10 -3.43 1.17
1989 -0.64 5.12 2.55 1.20 -0.68 0.34
1990 2.17 8.17 3.29 3.56 -0.21 0.28
1991 2.38 9.77 3.62 5.00 1.03 1.11
1992 1.60 5.81 3.47 5.55 5.46 -0.85
1993 -0.44 5.38 1.38 4.52 11.59 -0.10
1994 3.58 6.82 -0.87 5.56 -2.64 -0.28
1995 4.70 11.53 1.20 4.10 3.72 0.73
1996 5.07 6.55 0.11 7.63 0.16
1997 -1.88 -13.13 -0.21 5.18 0.94

Source: IMF, International Financial Statistics, CD-ROM.

no government bonds. Without risk-free government bonds as a bench-
mark, it was difficult to develop a corporate bond market. The achieve-
ment in fiscal policy became a curse in funding private investment
through corporate bonds.

Experience from East Asia suggests that it may be efficient to have
the banking sector in low-income countries finance the industries that
initiate development. Scarce financial talent may initially be allocated
to the banking sector to oversee lending practices. Gradually, how-
ever, capital markets should be developed in order to attract investors
with an appetite for risk. This change was slow to take place in Asia as
a whole as well as in Japan.

Inadequacy of financial regulation. The regulatorv and supervisory
framework of financial institutions in many Asian economies was not
sophisticated. It was based on the assumption that financial institu-
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tions would never fail. This is not a bad assumption in economies grow-
ing at more than 5 percent, in some cases 10 percent, every year. How-
ever, the system was vulnerable to a shock that would cause some cor-
porations to default on bank loans. The procedure for resolving bad
debts was unclear. The bankruptcy laws were inadequate in the sense
that it was difficult for creditors to decide on collective actions (when
opinions differ among creditors), exercise collateral rights or foreclose,
or take over management of the company. Instead it was quite usual
for banks just to exhibit forbearance on de facto defaulted loans, wait-
ing for better times.

In many cases, limiting competition by restricting the number of
banking licenses was considered to be enough to allow banks to earn
profits. It was assumed that given profits, banks will not fail. However,
once some banks accumulated large portfolios of nonperforming loans,
the lack of a clear procedure for winding down financial institutions
became a constraint, and much deeper costs had to be borne because
of such forbearance.

In addition to a banking framework, accounting rules and disclo-
sure practice for banks and corporations emerged as a problem in 1997-
98. When the economy was growing, foreign investors did not
pay much attention to accounting opaqueness, but once signs of
troubles appeared, nontransparency probably accelerated the exodus
of investors.

The process of financial deregulation in East Asia was also unsuc-
cessful in displacing controls on price (interest rate) and volume (credit
constraints) by prudential policies (risk management). This transfor-
mation often fails, even in industrial countries like the United States
and Japan. In several of the Asian emerging economies, prudential
regulation was especially weak. For example, in Thailand, the boom
in real estate sectors was an outgrowth of the strong economy in the
first half of the 1990s. And bank loans supported this boom. Stock
prices also rose sharply, until 1994. When the bubble in asset prices
burst, the quality of bank balance sheets quickly deteriorated.

In fact, a banking crisis (to be precise, a crisis in the finance com-
pany [nonbank] sector) preceded the currency devaluation in Thai-
land in July 1997, and a problem with some of the large chaebol pre-
ceded the Korean currency crisis of November-December 1997). As
emphasized by Kaminsky and Reinhart (1999), banking and currency
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crises are like "twin crises," taking place at the same time. They most
often occur sequentially, in some countries a banking crisis causing a
currency crisis, and in some other countries, the other way around. It
is also the case that the twin crises reinforce each other.

In the case of the Thailand currency crisis, nonperforming loans of
finance companies, which are nonbank financial institutions, became
one of the indicators of vulnerability that attracted selling attacks of
foreign investors against the baht, from the fall of 1996 to MNlay 1997.
(See Ito and Pereira da Silva 1999 for details of the Thai banking and
currency crises.) In this sense, the banking crisis preceded the cur-
rency crisis. However, after the baht depreciation of July 1997, the
foreign currency liabilities of Thai corporations and banks increased
the burden of repayment. Nonperforming loans of banks increased
after the devaluation, and banks' balance sheets deteriorated. Thus,
commercial banks in addition to finance companies became a focus of
the problems in the wake of the currency crisis.

Korean financial institutions also experienced difficulties before the
currency crisis. YVNhen some chaehol firms suffered losses in 1996-97,
financial institutions, in particular merchant banks related to those
weak chaebol, experienced sharp increases in nonperforming loans. The
trouble, however, was limited to weaker chaebol, and the proportion of
nonperforming loans to the economy was manageable up to the sum-
mer of 1997. X'Vhen currency crises spread in Southeast Asia in the fall
of 1997, Korea was also affected. It is not certain in the case of Korea
whether the vulnerability of domestic financial institutions or conta-
gion from other countries was a main factor in triggering the won
currency crisis in December 1997.

In all countries that suffered sharp currency depreciation in Asia,
banks' balance sheets were damaged. Foreign currency liabilities on
banks' balance sheets became much larger in terms of local currency.
That was the case in most of the Asian crisis-affected countries, in-
cluding Thailand and Korea. In addition, Indonesian corporations
borrowed large amounts denominated in foreign currency directly from
foreign financial institutions. The rupiah depreciated most among the
Asian currencies. InJanuary 1998, the value of the rupiah became one-
sixth of the precrisis level. Indonesian banks as well as foreign banks
became exposed to large nonperforming loans when their borrowers
became insolvent because of large loan repayment liabilities.
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Sequence of liberalization. In the literature of international trade
and finance, it is widely maintained that the sequence of liberalization
is important. In general, trade liberalization should precede financial
liberalization, domestic financial deregulation should precede exter-
nal financial liberalization, and direct investment liberalization should
precede portfolio and bank loan liberalization (capital account con-
vertibility).

However, East Asian countries did not always adhere to this se-
quence. Indonesia liberalized the capital account a long time ago, while
many goods remain subject to high tariffs. Thailand liberalized the
capital account when it created the BIBF (Bangkok International Bank-
ing Facility), believing that it would serve as a platform for investment
in neighboring countries. But foreign funds channeled through BIBF
found their way into Thailand, thereby increasing liquidity. Korea had
strict controls on inward foreign direct investment and equity invest-
ment, while banks' borrowing from abroad was liberalized. These ex-
amples represent the "wrong" order of liberalization.

It has been shown repeatedly that too hasty liberalization of capital
accounts without deep domestic financial and capital markets would
magnify distortions. In Thailand, high economic growth from the mid-
1980s to the mid-1990s generated an increasing demand for invest-
ment financing. Since domestic bond and equities markets were not
fully developed, a disproportionately large amount of financing took
the form of bank loans. To accommodate demand, the authorities be-
gan easing licensing of domestic subsidiaries of foreign banks, adding
to the number of foreign banks active in the domestic market. Aith
an eye to further deregulation, the Thai government raised the possi-
bility of granting more licenses for subsidiaries in 1994. This encour-
aged foreign banks to lend in the Thai market through the BIBF and
through branches, so as to win favor with the Thai authorities. This
added to the lending boom in 1993-94 and fueled the run-up of stock
and land prices in Bangkok. Thus, deregulation indeed contributed to
excess lending. The combination of all these factors-that is, a lack of
deep bond and equities markets with deregulation at the height of a
bubble-left the Thai banks and finance companies excessively ex-
posed to bubbles in domestic real estate, construction, and related sec-
tors. XVhen the real estate bubble burst, these institutions found them-
selves saddled with nonperforming loans In addition, defense of the
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baht by high interest rates put banks that had borrowed short and lent
long in a difficult position, and when the baht finally depreciated, those
Thai banks that had borrowed in U.S. dollars from foreign banks and
lent domestically suffered heavy currency losses. Maturity and cur-
rency mismatch thus contributed to the malaise of Thai banks in the
wake of the currency crisis. In fact, what happened in Thailand in the
first half of the 1990s can be regarded as an example of poorly
sequenced liberalization.

Corporate governance. Many large corporations in Asian emerging
markets have been controlled by family owners. Investment decisions
and bank financing were often made jointly, as banks were also part of
corporate groups. Independent credit analysis was generally lacking.
Again, when the economy was growing at a high rate, problems re-
mained dormant. But once the economy slowed, the misallocation of
investment surfaced as a major issue. Unproductive investment was
often cross-subsidized from other branches of corporate groups. These
poor investment decisions were made by lending banks, and the com-
panies and banks became vulnerable to external shocks.

In the Japanese banking system, banks often play a monitoring role
in corporation management. Credit analysis for bank loans substitutes
for monitoring by shareholders and board members. This system has
the merit of allowing management to seek results over a long-term
horizon as long as banks understand that it sometimes takes some time
after physical investment to generate results, make changes in the de-
sign of products or product lines, and undertake restructuring or in-
novation in management. However, this banking relationship does not
work if banks lack serious credit analysis. WAhen the economy is ex-
panding, most investment can generate adequate returns. Banks' moni-
toring capability is tested when the economy goes into a recession or
the economy experiences a financial bubble. In many countries in Asia,
bank loans ex post turned out to be risky ones, in the sense that loans
were concentrated in a few sectors that either invested too much or
made the wrong kind of investment.

An alternative model of corporate governance is to rely on various
types of shareholder pressure and credit analysis by a credit rating
agency. The U.S. type (or Anglo-Saxon tvpe) of corporate governance
uses pressure from stock markets and large shareholders such as pen-
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sion funds. The stock price is a most visible indicator, and the market
reacts swiftly to news including quarterly profit reports. Poor perfor-
mance results often force management to resign. Corporate bonds are
frequently used to finance medium- and long-term investment. Bond
rating by a credit rating agency puts pressure on management to per-
form, since a bad rating would make financing very costly.

Many failures of banks as well as corporations in the wake of the
currency crisis prompted the idea of changing from bank-based cor-
porate governance to securities market-based corporate governance.
However, a smooth transition requires adequate preparation. First,
infrastructure for equities and bond market transactions, such as trans-
actions and settlement systems of the securities markets, have to be
improved. A supervisory agency to prevent insider trading also should
be established. In addition, credit rating agencies must become im-
portant players in the market. (There are domestic credit rating agen-
cies in several Asian countries, including Thailand and Malaysia, but
they are not functioning the way that those in the Western countries
do.) Establishing the corporate bond market is an important priority
in the postcrisis economy.

An appropriate combination of equities, bond financing, and bank
loans will have to be developed in Asia. That is important both for
banks and for corporations. Moving toward an arms-length relation-
ship between banks and corporations is important; moving toward
market-based corporate governance is also important. Effective cor-
porate governance in Asia will depend on structural reforms in the
securities market.

Exchange rate regime. Officially, many countries, including Thai-
land and China, claimed to have been pegging their exchange rates to
a currency, but it was clear from the actual exchange rate movements
that the authorities kept the exchange rate very stable relative to the
U.S. dollar. For example, the Thai baht stayed between 25 and 26
baht per U.S. dollar from 1985 to July 1997. Frankel and Wei (1994)
showed that many Asian currencies, except the Singaporean dollar,
had a very high correlation with the U.S. dollar. The weight of the
U.S. dollar typically exceeded 90 percent if the currency movement is
decomposed into correlated movements with major currencies, includ-
ing the yen and the dollar. The de facto dollar peg or stability of the
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exchange rate was believed to have contributed to growth of tradable
sectors and stimulated incoming foreign direct investment (see chap-
ter 5 of this volume).

The de facto dollar peg gives rise to three types of problems. First,
when inflation at home is higher than in the United States, the export
sectors lose competitiveness in the long run. Where productivity
growth compensates for the inflation differential, the real apprecia-
tion of the exchange rate can be absorbed. But, unfortunately, this was
not the case for most Asian countries. For example, Indonesia had
adopted a crawling peg, but it did not fully compensate for the infla-
tion differential, and the competitiveness of the trading sectors was
not maintained.

Second, Asian countries have extensive trade relationships with Ja-
pan. For many Asian countries, one-quarter to one-third of their ex-
ports and imports are to and from Japan. Even though the exchange
rate was fixed to the U.S. dollar, the exchange rate relative to the yen
fluctuated greatly. When the yen appreciated against the dollar, ex-
port growth from East Asian economies quickened. However, when
the yen depreciated against the dollar, Asian economic performance
was dampened. The period of 1994-95 was a typical boom, and 1996
was such a period of recession and export decline. Therefore, the fixed
exchange rate relative to the U.S. dollar led to instabilitv of the real
effective exchange rate-the trade-weighted, inflation-adjusted ex-
change rate.

Third, a stable exchange rate diminished the perception of exchange
rate risk in borrowing and lending short-term capital. Because of the
credit risk premium and the inflation risk premium (plus possibly
political risk and devaluation risk), the domestic interest rate in the
local currency tended to be higher than the world interest rate, namely
the dollar interest rate. Residents-banks, corporations, and in some
cases individuals-were induced to borrow abroad in the U.S. dollar,
because of lower interest rate costs and the apparent absence of ex-
change rate risk. Likewise, foreign investors came to believe that emerg-
ing markets in East Asia offered higher yields than were available in
the United States. Short-term lending particularly appeared safe be-
cause in three months the likelihood of devaluation was small, and
many investors were persuaded that they could anticipate exchange
rate movements. It was regarded as a free lunch to borrow in the dol-
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lar and invest in the baht. Although it was good to induce FDI,
presumably helped by the stability of the exchange rate, attracting
portfolio investment and bank lending was problematic. Thus, the de
facto exchange rate regime led to a buildup of short-term external
liabilities.

This last aspect became a much larger problem when capital ac-
count transactions were gradually liberalized in the beginning of the
1990s-most notably with the establishment of the BIBF in 1994. It
became much easier for domestic residents of Thailand to borrow in
U.S. dollars.

Exchange rate regimes that are robust against a crisis have been
extensively analyzed and debated. Mussa and others (2000) argue that
the requirements for successful floating are less burdensome than for
fixed exchange rate regimes. These authors recognize that ASEAN
countries with diversified trading structures face risk of exchange rate
volatility arising from the fluctuation of major currencies (such as the
U.S. dollar, the yen, or the euro). However, they still find that an ex-
change rate-based stabilization (disinflation) program has been effec-
tive in many countries, provided it moves to a more binding commit-
ment such as a currency board or to a safe exit to a flexible exchange
rate (on the merits of fixed rates see chapter 5 of this volume).
Eichengreen (1999) has argued in favor of a flexible exchange rate
regime by pointing out the difficulty of safe exit from an exchange
rate-based stabilization. The only exception is the currency board ar-
rangement. The position that the only robust exchange rate regime is
either free floating or a currency board has become known as the two-
corner solution.

Williamson (2000) has questioned the efficacy of the two-corner
solution. Stability of the currency board has yet to be established. More-
over, Hong Kong and Argentina experienced pressure on their ex-
change rates during the Asian currency crisis, and a high-cost defense
was needed. A country with a freely floating rate may suffer from ex-
cess volatility of the exchange rate. Williamson recommends BBC (bas-
ket, band, crawl) for emerging market economies. Ogawa and Ito (2000)
went a step further, arguing that an optimal exchange rate regime of
country A (say, Thailand) depends on the exchange rate regime of
country B (say, Malaysia), with which country A has a high proportion
of trade. Thus, there must be coordination in selecting an exchange
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rate regime among countries in the region with similar trading struc-
tures and with high intraregional trading shares.

A more suitable exchange rate regime will make it easier for a coun-
try to conduct economic policy without suffering a crisis. The selection of
an exchange rate regime will be crucial for Asian countries' further re-
covery and beyond. But the debate over what would be desirable ex-
change rate regimes for Asian countries seems likely to continue.

STRONG MANUFACTURING AND WEAK FINANCIAL SECTORS:
SEPARABLE COEXISTENCE?

In the preceding subsection, we reviewed weaknesses in the precrisis
economic system. One may be puzzled over two different views: of a
strong Asia whose performance was a miracle and of a weak Asia that
plunged suddenly into a crisis. One way to resolve the puzzle is to
recognize that most of the weaknesses, except for those arising from
industrial policy, were financial matters. If the financial weakness
can be remedied by financial reform, then the strong growth led by
manufacturing sectors may resume. If "separability" holds, financial
weakness is not necessarily a sign of fundamental problems in the real
sector.

In arguing that the real sector is not beset by serious problems, one
has to overcome an objection posed by Krugman (1994) and Young
(1992). Basing his position on Young's work, Krugman maintained that
the Asian miracle was no miracle because most of the growth derived
from factor accumulation and the contribution of total factor produc-
tivity was minimal. High rates of investment and increasing labor in-
put explain much of the economic growth, and there is little room for
technological progress, which is estimated as a residual.

Some thought that Krugman had foreseen the financial crisis. How-
ever, this was not the case. Krugman's prediction was that the high
growth rate would not continue indefinitely, as factor inputs, espe-
cially labor input, cannot go on rising. The growth rate would slow
down over time. He did not predict a sudden cessation in growth, as
experienced by the several East Asian countries in 1998.

Krugman's argument regarding long-term growth prospects can be
refuted on three different grounds. First, it is well known that the
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measurement of technological progress is notoriously difficult. Since
it is estimated as the difference between the actual GDP growth rate
and the sum of factor contributions (that is, marginal productivity times
factor increase), mismeasurement of marginal productivity or factor
accumulation would show up as technological progress or a lack of it.
Second, the low-income countries may not enjoy technological
progress when they grow faster. It is more natural to associate their
growth with high marginal productivity. Third, as development
progresses, from textiles and toys to heavy and chemical industries,
and to electronics, the scope for technological progress increases. Even
if, according to Young's estimates, productivity growth in Singapore is
lower than that of Hong Kong for the period covered, the rate for
Singapore may increase for later periods.

These two concerns are partly validated by more recent studies.
Table 2.5 compares Young's estimates of productivity growth for Asian
countries with those of other researchers. Where Young's estimate
shows that the productivity growth of Singapore was a mere 0.2 per-
cent for 1966-90, Bosworth and Collins estimate that it was 3.1 per-
cent for 1984-94.

In sum, several East Asian countries succeeded in industrializing
and joined the ranks of middle-income, emerging market countries in
the span of 30 years. This is a performance unmatched in the 19th and
20th centuries by Western countries and, for that matter, by Latin
American economies.

Table 2.5 TFP Growth Comparison

Young Bosworth and Collins Sarel Sarel
Author (1995) (1996) (1995) (1996)

Data period 1966-90 1960-94 1984-94 1975-90 1979-96

Hong Kong 2.3 3.8

Korea 1.7 1.5 2.1 3.1

Singapore 0.2 1.5 3.1 1.9 2.5

Taiwan 2.6 2.0 2.8 3.5

Indonesia 0.8 0.9 0.9

Malaysia 0.9 1.4 2.0

Philippines 0.4 -0.9 -0.9
Thailand 1.8 3.3 2.0

Source: IMF (1995), Box 9.
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This success in economic development was fueled by ever-increas-
ing investment. Funding needs were satisfied by high domestic sav-
ing, inward foreign direct investment, and foreign portfolio inflows.
However, because the financial infrastructure was slow to develop or
subject to distortion, countries became vulnerable to currency and
banking crises. The vulnerability served as dry powder when a fire
erupted in 1997. However, financial vulnerability can be separated from
real factors. Once financial sectors are free of past nonperforming loans
problems and supervision is enhanced, the strength of the real side
will provide as strong a push as it did in the past.

CAUSES OF THE CURRENCY CRISES

Common and idiosyncratic factors. By now, there is a large litera-
ture on the Asian currency crisis. (To name a few, see Eichengreen
1999; Lane and others 1999; Radelet and Sachs 1998; Corsetti, Pesenti,
and Roubini 2000; Yoshitomi and Shirai 2000; Hunter and others 1999;
and Woo, Sachs, and Schwab 2000.) The following is my list of the
common factors: overvaluation of currencies (all dollar-peg countries),
weak bank and nonbank supervision (all countries), and the large vol-
ume of short-term capital inflows (all countries).

In addition, several factors affected only a few countries: misman-
agement of foreign reserves (Thailand and Korea), the state of foreign
currency-denominated borrowings among banks (Thailand and Ko-
rea), weak corporate governance (Korea and Indonesia), and conta-
gion, which most affected countries viewed as having the weakest fun-
damentals.

Let me elaborate on these points.

Ozver alhation of currencies (all dollar peg countries). Since Asian coun-
tries have substantial trade relationships withJapan, the yen deprecia-
tion relative to the U.S. dollar meant that some Asian countries on a
de facto dollar peg became less competitive vis-a-vis Japan. Korean
firms lost ground to Japanese firms as the yen depreciated in 1995-96.
Thai firms also lost competitiveness when China de facto devalued its
currency (formally unifying the official and market exchange rates) in
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1994, and further lost competitiveness as the yen depreciated vis-a-vis
the U.S. dollar in 1995-96. In general, the yen depreciation, for ex-
ample, from 1993 to April 1995, produced the boom in Asia, while the
yen appreciation, for example, from April 1995 to 1997, depressed
economic activity. The business cycles in Asia are correlated with the
yen/dollar cycle. There is a strong indication that the currency crisis
of Thailand in 1997-98 was prompted by declining exports in 1995-
96, partly explained by the currency overvaluation in real effective
terms.

Weak bank anid nonbank supervision (all countries). When an economy
is growing rapidly, bankruptcy tends to be infrequent and bank port-
folios tend to be stronger. However, a slowing economy can weaken
the banking system. Thailand's problem with finance companies (non-
bank) preceded the currency crisis. Substantial liquidity support (or
bailout money) was given to finance companies between January and
June 1997, but to no avail. Similarly, merchant banks in Korea accu-
mulated a large volume of nonperforming loans prior to the currency
crisis. Currency depreciation only worsened corporate and bank balance
sheets. Thus the currency and bank-ing crises occurred, and it is appropri-
ate to view them as "twin crises" (Kaminsky and Reinhart 1999).

Too high short-tewmn capital inflows (all countries). Capital from abroad
can support economic development, as explained in the previous sec-
tion. However, when capital is provided through short-term instru-
ments, such as bank certificates of deposit, short-term securities (such
as six-month government securities), and derivatives, it increases the
possibility that liquiditv could become a problem. This was the expe-
rience of Thailand (May-December 1997) and Korea (November-
December 1997). Cross-border, short-term bank lending is one indi-
cation of the size of short-term loans to a country. The ratio of
short-term bank lending to foreign reserves indicates the relative
burdensomeness of the short-term liabilities. The ratio was highest in
Korea (more than 2), followed by Thailand and Indonesia (more than
1). The ratios for other countries were all less than 1. China and Ma-
laysia, the two countries that escaped LMF programs despite their high
capital inflows, had a higher proportion of foreign direct investment
as opposed to short-term inflows.
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Then there are several idiosyncratic factors.

AMIismanagement offoreign reserves (Thailand and Korea). Thailand se-
riously depleted its foreign reserves in defending the baht in May 1997
against speculative attacks. Since positions were taken in the forward
market, the loss of reserves was not revealed until the IMF program
was agreed to. Earlier, abandonment of the dollar peg would have sig-
nificantly reduced the hemorrhage of reserves. Korea also encoun-
tered a similar problem. When rollovers to Korean commercial banks
were refused by foreign banks, the Bank of Korea made dollar loans to
Korean commercial banks to help them avoid default,. However, the
foreign reserves were almost exhausted by the time the IMF and the
G-7 (Canada, France, Germany, Italy, Japan, the United Kingdom,
and the United States) intervened to force foreign banks to roll over
(December 24, 1997, agreement).

Excessive foreign currency-denominated borrowings among banks (Thai-
land and Korea). The dollar peg encouraged corporations and banks
to accumulate dollar-denominated liabilities. The interest rates on dol-
lar loans were typically lower than for national currency loans. This
became a major problem after the depreciation of the currencies by
damaging balance sheets because of the local currency depreciation.

Weak corporate governance (Korea and Indonesia). Corporate governance
was weak, particularly in Korea and Indonesia. Conglomerates in Ko-
rea expanded their businesses into sectors where they did not have
competitive advantages. Overinvestment resulted in failures of several
chaebol in the first half of 1997 before the Korean won came under
pressure in November-December 1997. Indonesian firms borrowed
directly from abroad, without managing currency risks.

Strong contagion. The strength of contagion was the most prominent
aspect in the Asian currency crises. The crisis spread from Thailand
to Indonesia to Korea. Malaysia and the Philippines were also hit hard
in currency and stock markets, although they did not need LMF sup-
port. China and Hong Kong maintained the dollar peg but experi-
enced major declines in stock price, and their growth rates declined.
The extent of contagion in the Asian currency crisis was much larger
than the tequila effect in the wake of the Mexican currency devalua-
tion in December 1994. This attracted many researchers to investi-
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gate the contagion phenomenon. (See, for example, Eichengreen, Rose,
and Wyplosz 1996; Masson 1999a and b; Caramazza, Ricci, and Salgado
2000; and Baig and Goldfajn 1999.)

Caramazza, Ricci, and Salgado (2000) categorized possible reasons
for "contagion" of financial crises: fundamentals (common shocks),
trade linkage, financial linkage, and a shift in investors' sentiment.
Although fundamentals, such as the world interest rate and the U.S.
business cycles, help to predict the likelihood that a country will expe-
rience a crisis, the explanatory power tends to be low. Trade linkage
implies that countries that trade with, or compete in exporting mar-
kets with, a crisis-hit country that devalued its currency tend to de-
value for competitiveness reasons. Financial linkage includes a situa-
tion in which investors rebalance their portfolios after they suffer losses
from a crisis country and reassess the risks they incur. Sometimes in-
vestors sell assets to meet margin calls. Another factor is a shift in
investor sentiment. If investors suddenly wake up from sleep (that is,
with no rational calculation) and move to optimize their balance sheets,
a large reallocation of assets may take place.

During the Asian currency crisis, several different factors worked
to generate contagion. First, the initial baht devaluation certainly af-
fected investors' confidence in the Asian region in general. Investors
also looked for countries that looked similar to Thailand (large cur-
rent account deficits, a fixed exchange rate, and loss of foreign re-
serves). Since the Philippines, Malaysia, and Indonesia quickly floated
their currencies, an attack on the fixed exchange rate regime did not
take place in these countries, but in Hong Kong. In late October, the
Hong Kong dollar was under pressure. Defending the currency by
increasing the interest rate caused stock prices to decline. Speculators
were in fact selling short both foreign exchange and stocks-thus the
appellation "double play." Although the Hong Kong Monetary Au-
thority (HK1MA) defended the peg (currency board), the linkage also
induced the HKNIA to later intervene in the stock market. The Octo-
ber shock, which originated in Hong Kong, actually went around the
world, affecting stock markets in the industrial countries, such as the
United Kingdom, the United States, and Japan.

Another interesting example of contagion during the Asian crisis
was that the decline in the Indonesian rupiah made Korean investors
suffer large losses. In order to make up the loss, Korean investors started
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to sell Russian and Brazilian securities, thus depressing their bond
prices.

RECOVERY OF THE ASIAN ECONOMY

Economic vigor. Most Asian economies experienced negative growth
rates in 1998, but by 1999 recovery had set in, and most East Asian
economies performed strongly in 2000. The crisis appears to be over.
Figures 2.1 and 2.2 show the degree to which Asian economies have
regained growth momentum. The sharp recovery, sometimes described
as a V-shape recovery, also reveals the intrinsic strength of these econo-
mies, especially in manufacturing sectors. The drop in production in
1998 should prove to be a mere blip in long-term economic growth,
barring further financial turmoil. All the virtues pointed out in the
miracle study-industrial competitiveness, strong exports, foreign di-
rect investment, and high savings and investment-should propel the
Asian economies' return to the earlier growth path.

WVhen the economies in Asia were still in the trough of the reces-
sion, the World Bank (1998) mapped out a growth recovery strategy.
It pointed out that structural reform, a safety net for the poor, and
restoring international capital flows are the keys to recovery. The
actual pace of recovery in 1999 exceeded what had been predicted in
1998.

Major factors behind the sharp recovery to a relatively high eco-
nomic growth path (although not quite as high as it used to be) in-
clude strong exports, partly due to depreciated exchange rate levels;
rebuilding of foreign reserves, partly because of collapsing imports in
1998; fiscal deficits and low interest rates stimulating aggregate
demand; various structural reforms to strengthen the financial sys-
tem; and sustained foreign direct investment inflows.

As pointed out earlier, factors that caused the Asian miracle and
factors that are responsible for the Asian currency crises are somewhat
different. Most development models emphasize "real factors." Finan-
cial variables have not been much emphasized in the literature, with a
few exceptions. For example, one of the reasons that Asian countries
focused on the real side is that their savings rates are high, so simple
intermediation by banks works well. Such savings rates made it pos-



GROWTH, CRISIS, AND THE FUTURE OF ECONOMIC RECOVERY 83

Figure 2.1 GDP Growth Rates. Four NIEs
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Figure 2.2 GDP Growth Rates. Other High-Growth Rates
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sible to finance high levels of investment without much reliance on
foreign financial portfolio capital. Foreign direct investment was re-
garded as a good way to introduce foreign technology.

On the other hand, most factors that are believed to have caused
the Asian currency crises are "financial." It is of course debatable
whether "real" and "financial" factors are separable, as described here.
Development obviously needs both real and financial factors. If the
financial sector is weakened or subject to large distortions, the real
economy will be affected, and if the real economy suffers, then the
financial sector will be damaged. But the crucial question is whether
we can argue that Asian real economies grew despite the primitive state
of their financial sectors and that this growth was temporarily arrested
when financial institutions collapsed, either in advance of or as a re-
sult of the currency crisis.

This brings me back to the point regarding the dichotomy between
the real side of the economy and the financial side. The performance
of the real side-economic growth, unemployment rates, savings rates,
and investment-is basically independent of the financial side: the in-
flation rate, monetary growth, banking performance, and so on. Most
economists believe that this proposition holds true-at least in the
long run. Monetarism in principle assumes this dichotomy.

However, skeptics may point out that there is strong interdepen-
dence between the real side variables and financial variables. Let us
examine possible objections to the separation hypothesis.

In a modern economy a large proportion of investment is interme-
diated by the financial system. The question that arises is: How could
East Asian countries sustain their investment rates with a weak bank-
ing system?

Foreign direct investment may have been encouraged by the dollar
peg regime, since the stable exchange rate regime reduced the exchange
rate risk for investors. Indeed, investors often express their preference
for a fixed exchange rate regime. My interpretation, however, is that
foreign direct investment has been motivated more by the long-run
strength of the host countrv's economy and low labor costs for the
skills that workers have. Fluctuations in the exchange rate can be en-
dured by foreign direct investment firms, so long as the amplitude is
not too great. The fluctuations in the exchange rate would affect the
rate of short-term portfolio inflows as opposed to foreign direct in-
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vestment. However, the problem that Asian countries with high sav-
ings rate had was "too much" rather than "too little" short-term capi-
tal inflows. Thus had the East Asian countries relinquished the dollar
peg, short-term portfolio flows would have been smaller and foreign
currency-denominated liability correspondingly less under a more flex-
ible exchange rate regime. However, the timing of the exit would have
posed a difficult decision.

CONDITIONS FOR ROBUST ECONOMIC GROWTH

Market failure. Among the lessons from the crisis that can inform
future development in East Asia are the risks to stability arising from
the following sources.

The first factor is herd behavior. Herd behavior suggests that inves-
tors' decisions are not always rational. The investment decisions of an
individual or a company are influenced by those of others, since the
individual's assessment of the yield depends on others' behavior. If oth-
ers withdraw from a country, then the risk of being left with
nonperforming loans increases. Hence investors are likely to move in
and out together, a fact that can increase the volatility of financial
markets.

Moral hazard is another factor. Suppose that some large banks in a
country fail. As the government tends to protect the financial system,
sometimes by rescuing financial institutions and sometimes by closing
them down, investors tend to recover their investment despite their
poor judgment. Support from international financial institutions (such
as, for example, the IMF) can also serve to reduce the risk of losses for
foreign investors.

In emerging markets, information on the financial positions of banks
and corporations is far less adequate than in the markets of advanced
countries. Problems associated with asymmetric information-differ-
ential information among different stakeholders-are amplified in these
economies.

It seems obvious that regulating short-term capital inflows-on the
basis of prudential requirements on financial institutions and regain-
ing maneuvering room for monetary policy-is beneficial. (This was
pointed out nearly six years ago in the LMF's assessment of the Mexi-
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can peso crisis of 1994-95 [LMF 1995].) First, the economies that did

not experience a severe crisis during the Asian crisis had controls on
capital flows. China had extensive capital controls. Taiwan had not
attracted short-term capital inflows because of its political status.
Singapore had not internationalized its currency (because of restric-
tions on the usage of the Singaporean dollar and borrowing outside
Singapore), unlike Thailand. Second, considering that all severely af-
fected countries-Korea, Thailand, and Indonesia-had extremely
large short-term borrowing from banks in industrial countries. The
ratio of short-term borrowing to foreign reserves exceeded 1 in the
three countries, while the ratio was less than 1 in other countries in
Asia (Ito 2000a). The problem is how to regulate the flows without
choking and distorting the market. Recent research has praised the
Chilean model of regulating capital inflows.

Misallocation of resources, real and financial, because of the imper-
fection of the markets, or because of moral hazard, asymmetric infor-
mation, and herd behavior, is known as a market failure.

Optimal government intervention. WvVhere market failures threaten,
the government has a role to plav. First, reforms of the financial sector
are imperative in restoring confidence in the economy. A financial
system that is robust despite external shocks should be a key objective:
bank (and nonbank) supervision has to be strengthened, bond markets
have to be developed, and an effective way to regulate portfolio capital
inflows, if these are deemed too volatile, should be devised. Second,
the strength of "real" factors needs to be exploited. Infrastructure (such
as roads, public transportation, and public education) must be en-
hanced. Third, regulation has to be strengthened as an economy moves
into more developed stages. Natural monopoly needs to be replaced
with a competition policy, state banks have to be privatized or limited
in their roles, and trade protection must be dramatically lowered. Any
social protection should be done through direct subsidies instead of
through the protection of selected industrial sectors. With these re-
forms, the likelihood of sustained growth of the Asian economies is
much greater.

The role of the government both in creating a "miracle" and in
preventing crises cannot be overemphasized. To achieve rapid and
steady growth, the government must ensure macroeconomic and
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political stability, facilitate industrialization by ensuring that the labor
force is educated, and attract foreign direct investment. For crisis pre-
vention, the government's role is to ensure that correct and standard-
ized information is available to the public, that bank supervision is
strengthened, and that some prudential regulation of capital inflows is
undertaken.

The impossible trinity and resolution. It is well known-and any
international finance textbook explains why-that it is impossible to
have the following three regimes:

* A fixed exchange rate
* Free capital mobility
* An independent monetary policy.

This is sometimes called the impossible trinity. Without capital con-
trols, the fixed exchange rate means that the interest rate would be
equal to the world level, possibly adjusted for risk premium. Then
monetary policy cannot be independent.

Policies adopted by Asian countries in the 1990s prior to the crisis
can be regarded as challenging the impossible trinity. Capital inflows
stimulated the domestic economy, but often to the level of overheat-
ing. Moreover, the interest rate could not be raised to dampen domes-
tic overheating, because higher interest rates would invite more capi-
tal inflows. In the case of Thailand, easy monetary policy was blamed
for causing a bubble. But in the absence of capital controls, monetary
policy was bound by the world market, and offshore markets made it
very easy to move money in and out of Thailand.

The crisis forced several Asian countries to adopt a floating exchange
rate regime.3 This is the case for Korea, the Philippines, Thailand, and
Indonesia. These countries have retained capital mobility and attained
some monetary policy independence, but they have to contend with
volatility in their currency values vis-a-vis the U.S. dollar. Neverthe-
less, a floating exchange rate is one way out of the impossible trinity.

Another way out of the impossible trinity is to introduce capital
controls and other measures to restrict capital flows. WAith capital con-
trols, it is possible to regain an independent monetary policy. China
has maintained strict controls on capital account transactions, although
there are significant leakages. In September 1998, Malaysia adopted
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some controls on outflows in response to the crisis. These are examples
of countries seeking to regain monetary independence with a fixed
exchange rate.

Yet another way to circumvent the impossible trinity is to abandon
an independent monetary policy and allow domestic interest rates to
approach international rates. A currency board is a variant of a rigid
regime to maintain a fixed exchange rate regime. This is the regime
used by Hong Kong since 1989.

Table 2.6 shows how economies have responded to the dilemma
posed by the impossible trinity.

Financial reform. Strengthening the financial system and strength-
ening capital markets are equally important and require government
initiative.

Several East Asian countries are still having to cope with nonper-
forming loans that mushroomed during the financial crises. The non-
performing loan ratio among Thai blanks went up to nearly 50 percent
of loans in 1999 and then started to decline, slowly. Indonesian com-
mercial banks are still significantly undercapitalized. Bad debts that
have accumulated in an agency to manage assets of failed banks (IBRA)
have not been sold or dealt with at the planned pace. Several invest-
ment funds in various provinces of China (ITICs) have failed. In Ko-
rea, some chaebol need restructuring, with important implications for

Table 2.6 How Economies Responded to the Problem of the Impossible Trinity

Fixed Free Independent
exchange capital monetary

Response rate mobility policy Economies

Impossible trinity Yes Yes Yes Precrisis Asia except
for China and
Hong Kong.

Floating No Yes Yes Korea, Philippines,
Thailand, Indonesia

Capital control Yes No Yes China post-September
1998, Malaysia

Currency board Yes Yes No Hong Kong

Note: China mairtains that its exchange rate regime is not a fixed exchange rate system but a flexib e
exchange rate system. However, the data revea tnat it fluctuates very litt e against the UJS. do lar, and
the market regards it as a de facto fixed exchange rate system. Korea, the Phi ippines, Thai and, and
ndonesia after the crisis are categorized as "floating," not "clean floating."
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banks that lend to them. Each country is taking steps to clean up bank
portfolios, but it seems that a few more years will be required to bring
the most seriously affected financial institutions back to health.

Once past problems have been resolved, a new regime can be intro-
duced. It should have several components, as listed below. In East Asia,
some of these components are already in place, while others remain to
be put into practice in the future.

* A supervisory regime.
* A legal framework that has an explicit procedure for dealing with

failing companies and seizing collateral without delay. This requires
a bankruptcy law and a legal system able to implement it expedi-
tiously.

* The development of capital markets (markets for risk capital).

First, an effective supervisory policy enforced by experienced pro-
fessionals needs to be introduced to maintain robust banking, securi-
ties, and insurance businesses. In general, an independent supervisory
agency is needed to avoid pressures from politicians and the fiscal au-
thority. Which banks should be allowed to fail ought to be based solely
on the health of banks. A policy of forbearance will most likely result
in increasing final resolution costs.

In the aftermath of the 1997-98 crisis, the seriously affected East
Asian countries introduced independent supervisory agencies. Their
immediate role was to perform due diligence and evaluate the balance
sheets of banks, to identify nonperforming loans and expected losses
and determine whether or not banks were solvent.

Second, after identifying nonperforming loans, banks have to re-
solve them. Often, that involves (at least having an option of forcing
a bankruptcy and collecting collateral. Creditors, if a majority of them
agree, should have a right to force bankruptcy on a firm that refuses to
pay overdue interest payments. The legal procedure should be spelled
out clearly and implemented. Judges must be trained for making rul-
ings on the basis of a fair treatment of both creditors and borrowers as
well as among creditors.

Third, East Asian financial markets need to acquire the depth and
expertise to minimize mismatches of maturity and currency. The double
mismatch at the time of the crisis was due to the weakness of capital
markets. In general, long-term capital should be supplied by long-
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term investors via long-term investment instruments. Equity inves-
tors tend to ignore short-term volatility and keep investments through
volatile periods. This kind of behavior was observed in the financial
crises of Mexico and Asia. Long-term bonds can be bought and sold
by many kinds of investors, including short-term investors. However,
until the long-term bonds mature, the issuers will not have to face
demands for payment. A liquidity shortage is far less frequent for long-
term bond issuers than for short-term bond issuers. Therefore long-
term bond and equity markets are good for countries that need long-
term capital for investment.

Although many agree on the desirability of developing the capital
market, its development requires several prerequisites. The market
infrastructure, with a trading, settlement, and clearing system, should
be developed, as well as securities exchange rules. An independent
securities exchange commission needs to be established to monitor
transactions for fairness.

Unlike bank depositors, securities investors need to be informed of
the risks and prospects of corporations in which they invest. In order
to disseminate investment information, credit rating agencies are es-
sential. Another important element for disclosure is accounting rules.
Accounting rules should be transparent so that domestic and foreign
investors can assess balance sheets and profit-loss statements without
difficulty Toward that end, credit rating agencies and other credit
analysts have a significant role to play.

CONCLUDING REMARKS

The East Asian countries have been remarkably effective in nurturing
manufacturing sectors able to compete in international markets. They
were less successful in developing the financial sector, hence financial
vulnerability persisted even during the miracle years. This vulnerabil-
ity significantly contributed to the crisis of 1997-98. In Thailand, a
banking crisis preceded the currency crisis, while in Korea, large ex-
ternal liabilities contributed to vulnerability to contagion from Thai-
land and Indonesia.

Four years have passed since the onset of the Thai currency crisis.
Most East Asian economies seem to be recovering strongly from a



GROWTH, CRISIS, AND THE FUTURE OF ECONOMIC RECOVERY 91

recession in 1998. Some economies are reaching a high growth path
that was typical before the crisis. Others are still struggling, but mainly
because of an unstable political regime. To make the current recovery
more permanent and provide a buffer against external shocks in
the future, East Asian countries have to strengthen their financial
markets.

An important observation in this paper is that the success of the
manufacturing sector and the weakness of financial sectors coexisted
in the past. The currency crisis of 1997-98 was strongly affected by
the latter factor. The crisis was not the result of the failure of the
manufacturing sector. Therefore, once the weakness of the financial
sector is addressed, East Asian economies can achieve sustainable high
growth rates again. With stronger financial markets and institutions,
growth is less susceptible to external shocks. In order to strengthen
financial and capital markets, the adoption of an appropriate currency
regime and strong financial supervision are important.

NOTES

1. For other perspectives on industrial policy in East Asia, see chapters 6, 8, 9, 10,
and 12 of this volume.

2. The phrase "Flying Geese Pattern" was coined by Akamatsu (1961). But the
original meaning was more like a product cycle, that is, a rise and fall of output
of a particular industry in a developing country. Now it is used in a different
sense, as explained in the text. Continuous economic development requires physi-
cal and human capital. Such requirement for a new industry is filled by profits
from the existing industries and by trained work force and educated new gradu-
ates. A combination of product cycle theory with a hypothesis on dynamic changes
in industrial structure resulted in the recent meaning of the Flying Geese Pat-
tern. See also Murphy, Shleifer, and Vishny 1989a, b; and Matsuyama 1992, for
related research in the field of new growth theory.

3. However, see chapter 5, by McKinnon.
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CHAPTER 3

TECHNOLOGICAL CHANGE AND

GROWTH IN EAST ASIA: MACRO VERSUS

MICRO PERSPECTIVES

Howard Pack

T he rapid growth in a number of Asian countries has been
termed the East Asian miracle. Even before the Asian crisis
began in late 1997, a contentious debate arose about whether
there had indeed been any miracle or whether the entire

epoch of astonishingly high growth rates in per capita income was
simply the result of Soviet-style high levels of investment (Krugman
1994). Some who held the latter view now claim prescience, having
argued that the rapid growth in capital was bound to encounter di-
minishing returns. Nevertheless, it is far from clear whether the newly
industrializing economies (NIEs) in question exhibited unusually low
total factor productivity (TFP) growth or whether diminishing pro-
ductivity was an important contributor to the ensuing crisis. Indeed,
the unexpected and remarkably rapid turnaround in gross domestic
product (GDP) in 1999 and early 2000 in the Republic of Korea, Ma-
laysia, and Thailand suggests that the accumulation of capital, skilled
labor, and technological knowledge was a stable long-term phenom-
enon. The double-digit increases in GDP from the bottom of the 1998
trough suggest a robust supply response to changing policy param-
eters.1 Although the data for evaluating TFP growth before and after
the crisis will become available only slowly, it seems likely that slow
TFP growth will ultimately not be seen as the major culprit in pre-
cipitating the decline, no more than it was in precipitating the Great
Depression of the 1930s in the United States and Western Europe.
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Liquidity problems, inadequate banking supervision, irrationally exu-
berant international portfolio investors, and less than stellar perfor-
mance by the international financial community are all more serious
candidates for the proximate cause of the decline.

Macro measures of low or zero TFP growth contradict micro-
economic evidence at the firin and industry level that traces the tech-
nological mastery of individual companies. Before attempting to
reconcile low TFP growth at the aggregate level with growing com-
petence at the firm level, it is first necessary to evaluate the nature of
the evidence adduced in support of the "accumulationist" view and to
match this against the documentation that the successful "assimila-
tion" of technology has been a critical dimension of success over 35
years (Nelson and Pack 1999).

Resolving these issues is fundamental to understanding the Asian
financial crisis that began in 1997. If productivity growth was low
throughout the period of the miracle, then the onset of diminishing
returns was an inevitable consequence of rapid accumulation. Even
then, if investment was financed in a responsible manner, no crisis
should have occurred, only slower growth. If, on the contrary, TFP
was not lowv, the slowing in growth was not inevitable. In either case,
the search for the source of the crisis should be sought in other char-
acteristics of the growth process such as the short-term financing of
long-term projects (for extensive analysis of the causes of the Asian
financial crisis, see Furman and Stiglitz 1999; XvVorld Bank 1998).

The major finding of the EastA sian Mfiracle ("Torld Bank 1993) is
that in the economies considered, especially Korea and Taiwan (China),
factor accumnulation accounted for two-thirds to three-quarters of ag-
gregate growth, the remainder being due to growth in total factor
productivity. In addition, the WVorld Bank study presents evidence that
the performance of the -Asian economies in ternms of TFP was superior
to that of less-developed countries. The book does not claim that most
of aggregate growth was due to TFP growth or that TFP growth was
unusually high by world standards, although it was greater than that
in other developing countries.

In interpretations of the performance of economies such as Korea
and Taiwan that had exceptionally rapid rates of capital accumulation,
two issues are intertwined: the division of aggregate growth between
factor accumulation and growth in productivity and the mnanner in
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which these economies avoided significant diminishing returns to capi-
tal given rapidly growing capital/labor ratios. These issues are cap-
tured in figure 3.1, which shows three production functions: oa, oa',
and ob. oa is the initial production function in the developing coun-
tries, oa' is a more productive version of oa, and ob is international
best practice, assumed not to change for expositional convenience.
Capital accumulation that raises the capital/labor ratio from k1 to k,
would lead to a reduction in the marginal product of capital, FK, if the
economy moved along oa from 1 to 2. Yet many years of rapid capital
accumulation did not result in significant diminishing returns. WVhat
is the explanation for this?2

The standard explanation, for the United States from 1900 to 1950,
was proposed by Solow (1957), namely, that "technical change" shifted
the function to oa' and permitted a move to 2' rather than 2, reducing
or offsetting the effect of a decline in F K along oa. Extensive
microeconomic evidence from the Asian NIEs supports the Solow view,
although with an interpretative twist. The NIEs, being technological
laggards at the beginning of their development process, borrowed much

Figure 3.1 Three Production Functions
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of their technology from more-advanced economies and devoted con-
siderable effort to absorbing it productively. In contrast, Solow's in-
terpretation depended on technological advances within the United
States, then the international best-practice country, although the pre-
cise source was left open. XV-ithin the standard neoclassical production
theoretic framework, the critical empirical question is the magnitude
of the shift from oa to oa'.

Simply considering points such as 1 and 2' suppresses considerable
knowledge about the dynamic process. The move in the NIEs was
characterized by (a) a rapid growth in the relative importance of large
firms that used modern technology and the parallel decline of smaller
craft firms (and the agricultural and informal sector) and (b) a dra-
matic shift in the sectoral mix of production, away from agriculture
and labor-intensive industrial products and toward increasingly com-
plex goods (Nelson and Pack 1999). These two characteristics imply
that the investment process and technological change were inextrica-
bly linked. The investment necessary to realize these changes embod-
ied technologies new to the firms and countries, although obviously
not new to the world. This was the view in the contributions of Kaldor
(1957) and, in a different form, of Solow (1960). These structural shifts
have important implications for interpreting some of the growth-ac-
counting exercises that purport to demonstrate low TFP growth.

An alternate interpretation of the evolution in the Asian newly in-
dustrializing economies is given in figure 3. 1, where the assumed pro-
duction function is oc, which goes through points 1 and 2'; oc may be
linear, as drawn, or may exhibit very little curvature, depending on the
assumptions made. Endogenous growth models of the AKvariety gen-
erate a linear production function, the exponent of K being unity be-
cause of a variety of hypothesized externalities. Even if the exponent
of Kis 0.8 rather than unity, the decline in FK will be small relative to
a standard neoclassical production function that uses the share of capital
in the national accounts-about 0.25 in the United States and United
Kingdom-as the relevant parameter. Because the Asian NIEs are small
open economies, oc could also capture the changing composition of
trade in countries that successively enter more capital-intensive sec-
tors as their capital/labor ratios grow. Assuming that the wage/rental
ratio is determined by factor price equalization, any tendency toward
a decrease in FK will be precluded by a change in the composition of
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trade.' Although each of these explanations has some power, their con-
tribution to forestalling a decline in F K is small relative to the diffu-
sion and absorption of technology.

A large body of firm-level case studies finds a shift from oa to oa'. In
contrast, some macro research argues that the shift was small and that
accumulation was the major source of growth. This divergence be-
tween the rich description of successful learning in individual firms
and macro production analyses is the core of disagreement about the
experience of the NIEs.

This chapter evaluates the macro evidence that accumulation of capi-
tal was the key to development and then presents some of the micro
case studies suggesting that the local production function shifted from
oa to oa' due to the transfer of technology and its successful assimila-
tion in the manufacturing sector, the major growth sector in the NIEs.
I do not consider other sectors such as services, public and private
organizational changes (including the provision of infrastructure), or
development of the financial system (see Stiglitz 1993 for a discussion
of the role of the financial sector in the development of the NIEs).

THE CONTEXT

Since the publication of Tsao's (1985) article, the extent to which growth
in total factor productivity has played an important role in the devel-
opment of the NIEs has been the subject of considerable research
(Bosworth and Collins 1996; Hsieh 1997; Kim and Lau 1994; Nelson
and Pack 1999; World Bank 1993; Young 1992, 1995). In the attempt to
parse growth between capital accumulation and TFP, attention is often
deflected from a major part of the success: with historically unprec-
edented accumulation, these economies did not encounter rapidly di-
minishing returns to capital, but successfully assimilated the new capital.

Table 3.1 provides comparisons for a number of economies includ-
ing Japan and Germany, the star performers of the Organisation for
Economic Co-operation and Development (OECD) nations in the
post-World War II period. The growth rates of the capital stock alone
are shown, because the growth of the labor force differs less among
the countries. Korea and Taiwan experienced capital growth rates more
than double that in Germany and 25 percent greater than that in Ja-
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pan during their period of fastest growth.4 Singapore's was even higher,
and the new NIEs-Indonesia, Malaysia, and Thailand-with even
less industrial history, absorbed capital without suffering declines in
their level of TFP. German and Japanese TFP growth rates were posi-
tive in the 1950s and roughly the same as many of the estimates for
Korea and Taiwan during the first two decades of their accelerated
growth.

This achievement is impressive insofar as Germany and Japan had
achieved verv high levels of per capita income well before World War
II and had extensive production experience in many complex sectors.
Germany was the world leader in sectors such as chemicals during the
nineteenth century, and Japan launched battleships during the Japa-
nese-Russo war of 1905, implying a formidable array of industrial skills.
In both of the Axis powers, most of their organizational and human
capital survived World War II and was redeployed from military to

TABLE 3.1 Rates of Growth of Capital Stock, 1950-90

Economy 1950-60 1960-70 1970-80 1980-90

Asian newly industrializing economies
Indonesia 0.055 0.030 0.113 0.098

Korea, Rep. of 0.125 0.147 0.108
Malaysia - 0.097 0.109 0.082
Singapore - 0.166 0.144 0.095
Taiwan, China - 0.146 0.146 0.082
Thailand 0.089 0.133 0.096 0.075
Organisation for Economic Co-operation and Development
France 0.062 0.077 0.054 0.029
Germany 0.067 0.062 0.037 0.023
Japan 0.117 0.145 0.092 0.053
Africa
Ghana 0.032 0.067 0.024 0.011

Kenya 0.046 0.020 0.047 0.016
Nigeria 0.071 0.070 0.142 0.007
Southeast Asia
India 0.044 0.058 0.045 0.048
Pakistan 0.078 0.138 0.052 0.057
South America
Argentina 0.043 0.047 0.047 0.000
Brazil 0.068 0.062 0.099 0.037
Mexico 0.082 0.082 0.084 0.037
- Not available.

Note: The growth rate of capital is the fitted growth rate of the fixed capital stock from
Nehru and Dhareshwar (1994).
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peacetime pursuits. It was not necessary to accumulate these skills
largely de nouveau as in Korea and Taiwan. New plant and equipment
in Germany and Japan were invested in an organizational and techni-
cal environment in which there was considerable knowledge of how
to use them effectively (on the interpretation of organization and its
implications for productivity, see Stiglitz 1988). Merely restoring the
physical plant lost during the war was sufficient to achieve high rates
of productivity growtlh in the period in question.5 Even under such
favorable conditions and given the extensive productivity gains to be
obtained from U.S. technology (the most advanced in the world at
that time), these economies could achieve TFP growth rates no greater
than 2 percent.

Contrast this with the experience of Korea and Taiwan (as well as
that of the other NIEs). Both had little industrial experience and no
national capacity for managing the public sector, given long periods
of colonization.6 In the 1950s, before Confucian values generated a
miraculous transformation from hindrance to guarantor of economic
growth, political instability, inflation, and corruption were common.
In Korea virtually no buildings or equipment remained after three
years of intensive fighting up and down the peninsula from 1950 to
1952, and the levels of education were relatively low compared with
those of Japan and Germany. Despite such unpromising initial condi-
tions, the huge accumulation of factors was successfully absorbed, with
no decline in TFP levels, by even the most pessimistic assessment. Com-
pared with this achievement, the division of the total growth rate be-
tween accumulation and TFP is a second-order question. In contem-
porary terms, very few economists looking forward from 2000 would
argue that Bangladesh, Bolivia, or Tanzania could avoid a decrease in
their TFP levels if an inflow of aid increased their accumulation rates
to those shown in table 3.1 for Korea and Taiwan. Indeed, Nigeria's
capital growth rate in the 1970s matched those of the NIEs, yet it
experienced limited growth in per capita income.

Numerous studies document that individual manufacturing firms
in the Asian countries were much less productive than their OECD
counterparts when they established production and then expended con-
siderable effort to move toward OECD best practice (Enos and Pak
1987; Hobday 1995; Kim 1997; Goto and Odagiri 1997). Thev suc-
ceeded in raising their TFP levels toward those of the OECD coun-
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tries, but remain far from parity. For example, many Korean firms and
industries exhibit less than half the TFP levels of their OECD equiva-
lents (Pilat 1994; McKinsey Global Institute 1998), a phenomenon
discussed later in the chapter. Firms did not simply invest and move
along a freely available, perfectly understood international best-prac-
tice production function; rather they imported technology in various
forms and then systematically learned to achieve improved but not
necessarily best-practice productivity with it.

A few prominent studies of aggregate productivity growth suggest
that the Asian countries simply followed an updated version of primi-
tive accumulation, their success being easy to explain if their high sav-
ings rates can be replicated (Young 1992, 1995; Kim and Lau 1994).
However. a number of problems undermine confidence in their re-
sults. Understanding the problems of these studies is important for
understanding the Asian experience. Both the empirical literature that
claims to document the overwhelming importance of capital accumu-
lation and many variants of endogenous growth theory that argue that
there are no diminishing returns bring the discussion back to the in-
vestment-driven model of growth. As the many countries such as Al-
geria, Panama, Portugal, and Poland that invested more than 20 per-
cent of GDP from 1960 to 1985 and failed to grow rapidly demonstrate,
capital accumulation is necessary, but far from sufficient, for acceler-
ating growth rates of per capita income.

In the period from 1960 to 1996, the four tigers (Hong Kong, China,
Korea, Singapore, and Taiwan) did not waste investment. There were
few sectors that were egregiously inefficient and few profligate invest-
ments in the nontraded goods sector. This general absence of white
elephants was partly the result of the surveillance of the investment
process by the relevant governments. Although it is fashionable to
disparage government capacities in light of the financial problems of
late 1997 and 1998, in a third of a century of massive capital accumu-
lation, the four tigers made few reckless investments. Although some
governments, for example in Korea, may have erred in promoting spe-
cific sectors, particularly the metalworking, machinery, and chemical
complex, the worst that can be said is that the improvement in growth
rates was small given the opportunity cost of the loss of higher returns
in sectors that were not promoted. There is no evidence in the four
tigers of the egregious inefficiency that prevails in many countries-
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for example, negative value added at world prices. Whether such disci-
pline was lost in the past few years remains an open question until more
evidence is available about the most recent developments in productivity.

The story is not quite the same in the newer NIEs-Indonesia,
Malaysia, and Thailand. All three made significant bad investment
choices in the 1980s and 1990s. Perhaps reflecting the hubris of being
among the "miracle" economies, all undertook investments that, ex
ante, undoubtedly decreased the levels of TFP. These ranged from
the fixed-wing aircraft industry in Indonesia to extensive overbuilding
of office buildings in Thailand to the national car industry in Malay-
sia. However, even these well-documented investment errors may not
have loomed large in the aggregate. For example, the Indonesian air-
craft sector, initiated by President Suharto's successor, B. F. Habibie, was
begun around 1980, and, despite its well-known inefficiency, Indonesia
continued to prosper for the next 15 years and aggregate TFP for the
entire economy continued to grow throughout the period. Although the
three "follower" NIEs certainly made larger errors in investment allo-
cations than the original tigers, their impact on aggregate productivity
was not a major factor in the problems encountered in 1997 and 1998.

MACRO STUDIES OF PRODUCTIVITY GROWTH

Many TFP growth rates for a broad sample of the NIEs and other
economies have been derived (Bosworth and Collins 1996; Nehru and
Dhareshwar 1994). The range of calculated values is quite high, and it
is not clear how one would choose the best point estimate. It is pos-
sible to adjust and refine input and output measures endlessly. The
current debate on Asian TFP growth is reminiscent of that among a
number of researchers in the late 1960s about whether proper mea-
surement of inputs in the United States would show that all growth in
productivity could be accounted for by properly measured inputs
(Griliches and Jorgenson 1967; Denison 1979). The result of that lit-
erature is inconclusive, hinging largely on definitions.

Two forms of formal analysis have been used to examine the contri-
bution of factor accumulation and TFP to aggregate growth, namely,
growth accounting and econometric estimation of production functions.
Before examining these estimates, I briefly examine the stylized facts.
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Figure 3.2 shows growth rates for the capital/labor ratio and total
factor productivity by regions using data from Bosworth and Collins
(1 996). IThe East Asian group, large]v the econoinies of interest here,
had higher rates of capital deepening ancl higher rates of TFP growth
than other regions for the period 1960-94. Their study, using consis-
tent adjustinents across countries, suggests that there was something
different about the ability of the Asian NIEs to absorb capital produc-
tively. Although their TFP growtlh rates were not "miraculous," thev
were higher than those in other regions in which economies faced the
easier task of absorbing fewer factors of production. Nehru and
Dhareshwar (1994) obtain similar results. The (relatively) high TFP
growth rates may have prevented diminishing returns that could have
caused a decline in the verv high rates of saving, the latter being a
phenomnenon for which no completelv adequate account has been ad-
unibrated (Deaton and Paxson 1994).

Figure 3.2 Rate of Growth of Capital/Labor Ratio and Total Factor
Productivity in Select Regions, 1960-94
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Growth Accounting

Growth accounting employs observed factor shares from the national
accounts to estimate partial output elasticities.' The change in the ag-
gregate amount of inputs is calculated using the Tornqvist index,

(3.1) T= X, [1/2(S,ir + Si, _) (In xit - In xit )]

where Sjt is the observed share of factor xi in period t. This is sub-
tracted from the log difference in output to obtain TFP growth,

(3.2) A* = log(Yt / Y1 ,) - T.

A key question is the economic behavior underlying equation 3.1 par-
ticularly, the determinants of Si.. But there are also important issues
about the measurement of some of the xt (Hsieh 1997). Six questions
arise about the measurement and interpretation of the S, :

* Are all countries on the same production function?
* Are the S affected by technical change?
* What dynamic processes generate the Sit?
i Are input markets distorted?
* Are Yt and xi,, measured correctly?
e What are the implications of using a cost function rather than a

production function?

Are countries on the same production function? Some growth-account-
ing studies assume that an identical international production func-
tion, with identical parameters, exists for all countries and that firms
can move along it. Yet there are significant problems with this view.
For example, if Korea was on the same production function as the
United States in the 1980s, given the differences in capital/labor ra-
tios and factor shares (table 3.2), the implied elasticity of substitution,
c7, is 0.4, lower than most econometric estimates.") The difficulty with

assuming a universally identical production function can be seen in a
slightly different way by considering countries with roughly the same
capital/labor ratio and examining their factor shares. Singapore and
New Zealand had similar capital/labor ratios during the 1980s, but
New Zealand's capital share was 0.3 8 compared with Singapore's 0.52.
Figure 3.3 plots K/L against S, for a number of countries for the 1980s.
If all countries are on the same production function, the data imply
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either a low elasticity of substitution or wage suppression in countries
with lower capital/labor ratios. Both lead to difficulties for growth
accounting. As will be seen in the next section, a low value of 3 com-
bined with labor-augmenting technical change could maintain con-
stant capital shares within a country. But this would imply that SK t is
itself affected by technical progress. If wages were suppressed, SKf can-
not be viewed as providing information about the elasticity of output
with respect to capital. Yet a high value of S,, is crucial to the findings

Figure 3.3 Capital/Labor Ratios and Capital Share in Selected Countries, 1980s
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Table 3.2 Share of Capital in Gross Domestic Product and Aggregate Capital/
Labor Ratios, Average for 1980s

Economies Share of capital Capital/labor ratio

Belgium 0.32 66,294
Netherlands 0.33 60,943
United States 0.24 60,057
New Zealand 0.38 53,461
Singapore 0.52 50,934
Spain 0.42 46,262
United Kingdom 0.25 41,672
Greece 0.5 34,123
Hong Kong 0.49 31,200
Korea, Rep. of 0.52 19,349

Source: Share of capital is calculated from United Nations (various years). Ratio of capital to labor is
calculated from King and Levine (1994) and World Bank (1998).



TECHNOLOGICAL CHANGE AND GROWTH IN EAST ASIA 107

of low TFP growth because the fastest-growing factor-capital-is
weighted by a large number.

The endogenous determination of S. 1 Even ignoring the meaning of
moving along an international production function when Sit differs across
countries, S,. within a country may themselves be endogenous, reflecting
technical or structural change (Nelson and Pack 1999). Existing estimates
make very strong assumptions about the nature of technological change;
for example, growth-accounting exercises such as Young (1992,1995) and
Bosworth and Collins (1996) assume Hicks-neutral technical change.
But this assumption cannot be supported by independent production func-
tion estimates for one country, given the impossibility theorem of Dia-
mond, McFadden, and Rodriquez (1972), which shows that, for a gen-
eral neoclassical production function, the elasticity of substitution and
the bias of technical change cannot be estimated simultaneously."2

Nelson and Pack (1999) show that S, are endogenous by assuming
a neoclassical production function Q =flK, mL) in which m represents
Harrod-neutral (labor-augmenting) technological advance. The rate
of change of factor shares, Si,, is a function of the elasticity of substitu-
tion, 6, and m, or

(3.3) S * = [S° (1 - a) / 6] (m - k*)

(3.4) SL- [S K0 (I -6c) / 6] (k* - m?)

where k* is the growth rate of the capital/labor ratio. Equations 3.3
and 3.4 show that the factor shares used in calculating the Tornqvist
index are affected by both technical change, in this case labor-
augmenting, and changes in capital intensity. If a is high, close to unity,
a high k* will not drive down the share of capital even if m is small.
If a is low, a high value of m could prevent a fall in Sk. In growth-
accounting exercises, St, are assumed to provide information about
the elasticity of output with respect to factor inputs. But Si. are "un-
contaminated" measures only if the assuimed underlying production
function exhibits Hicks-neutral technical change. If technical change
was, in fact, labor-augmenting as in equations 3.3 and 3.4, the Sk,t used
in equation 3.1 would have been lower, hence the calculated value of T
would have been smaller (as k*was greater than 0), and the calculated
value of A* would have been greater.
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Table 3.3 Effects on Factor Shares of Alternative Combinations of Capital Deepening and Technical Change

Rate of labor- Annual rate of Annual rate of
Initial share Initial share Elasticity of Rate of change augmenting change of labor change of capital
of capital (SK) of labor (S,) substitution (a) of KIL (k) technical change (m) share (SK*) share (S,*)

0.6 0.4 0.2 0.05 0.00 0.0800 -0.1200
0.05 0.01 0.0640 -0.0960
0.05 0.04 0.0160 -0.0240
0.05 0.05 0.0000 -0.0000

0.6 0.4 0.9 0.05 0.00 0.0022 -0.0033
0.05 0.01 0.0018 -0.0027

00.05 0.04 0.0004 -0.0007 z
0.05 0.05 0.0000 -0.0000 ~ z

Source: Nelson and Pack (1999).
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Table 3.3 sets out alternative calculations of the evolution of factor
shares to illustrate the problem. For example, if S,'" w as 0.4, 6 = (0., k*
= 0.05, and in = 0, the annual rate of (lecrease in SA wvould have been
-0.12 (line 1). This decline is reduced to -0.024 when in = 0.04 and is
reduced to 0 when in = 0.05 (line 4). As can be seen in lines 5-8, when

= 0.9, the value of SK * is close to 0, with any combination of paraI-
eters. If c = 0.9, the value of 7in could have been from 0.01 to 0.05 andI
have generated little or no change in factor shares. Thus many coinbi-
nations of parameters can generate the observed constancy of SK' in-
cluding ones that result from a high rate of labor-augmenting techno-
logical progress.

Given that rapid rate of growth of capital weighted by S, is em-
ployed in the calculations attempting to demonstrate the absence of
high productivity growth, the precise assumptions about the nature of
technical change are critical. Unless there is a strong basis for assumn-
ing the existence of Hicks-neutral technical change, calculations of
TFP growth using Tornqvist indexes provide estimates that may be
biased. On theoretical grounds, Hicks-neutral technical change is prob-
lematic because steadv-state growth in neoclassical models can occur
only if technical change is Harrod-neutral (labor-augmenting).

Dynamicprocesses generating S; I. An alternate explanation of the high
value of S t takes into account the change in economic structurc, in-
cluding the shift from agriculture and informal sector domninance to a
more important role for large industrial firms (for evidence, see Nelson
and Pack 1999). Given the higher value of the capital share in large
firms than in less capital-intensivc farms and small firms, the rapid
shift in capital toward the former leads to a maintenance of SX, in the
aggregate, reflecting the ability of larger firms to mainitain their initial
capital/output ratios despite the r apid accumulation of capital. In this
interpretation, S is the outcome of a growth process and is endog-
enous. It stavs high du-e to the sectoral shift in investmuent and the
absorption of new capital wzithout a decline in the modern sector's
capital productivity. It is not necessarv to invoke a bias in technical
change in the aggregate production function. Unlike the economy-
wide interpretation of the previous section, this vieN explicitly recog-
nizes major structural shifts within the economn and explains the rela-
tive constancv of kS, t by this change.
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Factor and product market distortions. If input markets are distorted-
for example, due to the suppression of unions-the factor shares may
not yield good estimates of the elasticity of output with respect to the
factor in question. If output markets are not competitive-for example,
due to high rates of effective protection or high concentration-markup
pricing could give rise to distorted values of S,t. It cannot be assumed
that factor shares represent competitive imputations derived from
Euler's theorem.

Factor market distortions may have been important in both Korea
and Singapore, where it is widely believed that wages were suppressed
during most of the period. Figure 3.4 shows the capital share in Korea
from 1978 to 1994. There was a significant decrease during the politi-
cal liberalization of the late 1980s when previously docile unions be-
came more assertive. Although the decline could have been due to a
very large decrease in Fk, the rapidity of the change and confluence
with greater union autonomy suggest an end to wage repression. This
would imply that SX, was artificially low and S t was thus overstated.
Given that capital was the fastest-growing factor in Korea, this would
overstate the value of T and thus understate the value of A *. Although
their levels of tariff protection were lower than those in other devel-
oping countries, many of the NIEs had high rates of effective protec-
tion that increased value added at domestic prices. The precise distri-
bution between labor and capital is unknown. If, however, it allowed
firms to pursue some form of markup pricing that favored profits, then
the correct value of S Kt is less than that observed in the national ac-
counts, introducing another source of upward bias in T and down-
ward bias in A* (Hall 1990). Although domestic competition could
have reduced or eliminated rents, the high levels of concentration in
several of the countries militated against this.

Incorrect price and output measures. In recent years, it has become
clear that the U.S. national accounts data overstate the rate of growth
of prices, the primarv problem being the year of introduction of new
goods into the price index. Quality adjustments that might be expected
on the basis of four-decade-old research on hedonic price indexes are
generally not made. The rate of overstatement of the CPI is estimated
to be as high as 1 percent a year (for a survey of the issues, see Nordhaus
1997). Despite extensive recalculation of some input measures, none
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Figure 3.4 Capital Share in Korea, 1978-91
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of the growth-accounting studies of the NIEs consider this issue de-
spite the fact that all of the countries experienced exceptionally rapid
changes in production and the final bill of goods entering their na-
tional accounts. This has two implications, assuming that overesti-
mates of price growth are related to the rate of structural change. First,
within the NIEs, the absolute level of TFP growth would be higher in
the economies undergoing more rapid structural transformation-for
example, Singapore relative to Hong Kong. Second, for the group as a
whole, the price indexes are likely to be exaggerated relative to those
of countries with slower growth and less rapid introduction of new
products. Hence, intercountry calculations such as those of Bosworth
and Collins (1996) understate TFP growth rates of the Asian NIEs
relative to those of other countries, arguably by 2 percentage points
a year.

Other measurement problems occur. Hsieh (1997) suggests that
the imputation for housing in the national accounts is low; a correc-
tion adjusting for this raises A * for Singapore. Other adjustments to
both inputs and outputs have been suggested by various authors,
a replay of the Denison-Griliches-Jorgenson debates of the 1960s.
None of the existing research considers the extent to which economic
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renits that accrued to somic of the econiomilies affected the growth rate
of output. In I long Kong renit-eariniig activities were introduced dur-
ing the periodi of observatiorn, as local firms increasingly became bro-
k-crs for ChIna's foreign trade and genierated rents. This may account
for sonie of the discrepancy in Tl'FP growth rates between Hong Kong
aridSn.i]apore that was fi)tind by Young (1992).

Dual estimiates of TFP growth. Bccause of the possibility of incor-
rectlv mneasured physical iitptts, particularly the construction of capi-
tal stock series, I Isich (1997) estimates A I using a cost function, the
assuimiption being that prices are measuredi more accuratelv than quan-
titics. I ec uses the following equationI:

(3.5 ) .f* _ [ I /2(S;,, ,) (In p. - In p,QJ ) '1)*

where p is the usci- cost of capital, /-, and( the wage rate, w. Both wv and
i- are themsclvxes 'Iornqvist agg-rcgates of the variouis components
of la bor anitd capital cost. In rprinci ple, A TFP growth measured from
the (dul, should equal that calculated in equation 3.2. However, this is
not the case. Hsieh presents several estimates, varying with the
assUlle(I value of the interest cost uised to calculate the user cost

of caipital. Tiable 3.4 presenlts tihc meani of Ilsich's results. In every
case, IO* > A*. In particular, the mean of the several calculated values
of l * for Siingalpore is considerabl] above Younig's estimate. Although
I Isich's estlimates are also subject to caveats because he assumes S.,

are exogenotis, the exercise demonstrates the large range of estimates
of econoiyv-wxidle 'I'FP rowth rates calculated froim growth

aCcoulntilln

Table 3.4 Dual and Primal Calculations of the Growth of Total Factor Productivity

Mean Dual Primal

Country Dual Primal Maximum Minimum Maximum Minimum

S;nqaporc .85 -0.59 2.17 1.61 -0.69 -0.3
Taivjan tChina) 3.81 2.09 4.50 3.22 2.10 2.06
Hong Kong (China 2.48 2.24 2.76 2.05 2.30 2.18
Korea, Rep. of 1.74 1.75 2.13 1.42 1.84 1.70

SourceC Ca c la!Oen Hom Hsieh (1997>
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Figure 3.5 Meta Production Function
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Kim and Lau (1994) use econometric estimates of the meta produc-
tion function (MPF), introduced by Hayami and Ruttan (1985), to
calculate A*. A geometric interpretation of their framework is pro-
vided in figure 3.5. OC is the international MPF, the envelope of pro-
duction functions that simultaneously exist for different capital/labor
ratios. These are known and come into use as the capital/labor ratio
increases from R to S, inducing a change in the wage/rental ratio. A
developing country, initially at 1 on AA, may move to 2' on BB, both 1
and 2' being points on the envelope. When this occurs, A * = 0 when a
meta production function is estimated. A* would exceed 0 only if the
developing country moved to a point such as 2" along OC', the world
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best-practice frontier. Kim and Lau find that the G-5 countries have
been able to achieve the latter shift, but that the NIEs have onlv been
able to move to 2'; they conclude that there has been no TFP growth.
Their other key result is that technical change has been capital-aug-
menting, which can account for the absence of decline in the return
on capital.

Their results do not suffer from the many problems of growth ac-
counting such as the assumption of constant returns to scale and no
bias in technical change. Yet the MPF approach raises questions of
interpretation. In particular, it assumes that developing countries can
move along OC despite extensive evidence that (a) production knowl-
edge is imperfectly available and requires large amounts of tacit knowl-
edge for which there may be no market;13 (b) fear of generating future
competitors makes some industrial-country firms reluctant to provide
technology; (c) the existence of information asymmetries and fears on
both sides may prevent the consummation of contracts for existing
technology (Arrow 1969); (d) much of the successful use of knowledge
requires production experience (Rosenberg 1994) and domestic ab-
sorptive efforts;'4 (e) much learning, particularly in manufacturing, is
local (Evenson and XVestphal 1995), and, as firms move away from
their existing capital/labor ratios, their technical efficiency may de-
cline (Atkinson and Stiglitz 1969);"' and (f) knowledge is rarely trans-
ferred in nontraded goods, particularly services and construction. In-
deed, using the MPF as a guide to production possibilities ignores
many of the developments in understanding productivity, such as the
emphasis on search, selection, and imitation (Nelson and Winter 1982)
and the emphasis on path dependence (Arthur 1994). In a recent ar-
ticle Ruttan notes,

It should now be obvious that differences in productivity levels and
rates of growth cannot be overcome by the simple transfer of capital and
technology. The asymmetries between firms and between countries in re-
source endowments and in scientific and technological capabilities are not
easily overcome. The technologies that are capable of becoming the most
productive sources of growth are often location specific. [Ruttan 1997:
1524.1

This view is widely shared among those who have done considerable
research on the microeconomics of technology and calls into question
the plausibility of the meta production function.
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Kim and Lau's test of the existence of a meta production function
for nine countries involves testing whether the hypothesis cannot be
rejected that three parameters, PKK' PLL' and jKL of the translog pro-
duction function, equation 3.6, are equal in all countries.'6

(3.6) Ln Y = Ln Y + ak Ln K+ agLn + P/Ln K)2 /2 + PL
(Ln LQ2 /2 + Pr3L (Ln K,.,)(Ln Lit)

In view of the theoretical difficulties just noted and assuming an
identical MPF across countries, the test of the three second-order
parameters P,, LL and P3M (the first three terms are the standard
Cobb-Douglas) requires great confidence in the robustness of the speci-
fication, the quality of the variables used, the impact of alternative
instruments, and the role of omitted variables such as human capital.
Given the large number of decisions on data, deflation, the choice
of instruments, and so on, the estimates must be evaluated not only
by conventional statistical criteria but also by their economic im-
plications.

Taking the econometrics as correctly executed, there are two major
implications of Kim and Lau's test that deserve comment. First, their
finding that in all of the G-5 countries in their sample technological
change is capital-augmenting implies that these countries could not
sustain steady-state growth that requires Harrod-neutral or labor-aug-
menting technical change. Although a theoretical requirement cannot
tell us that specific empirical estimates are incorrect, the impossibility
of realizing the standard characteristics of neoclassical growth equi-
librium suggests caution. Particular decisions on data or instruments
might have led to anomalous results. Perhaps more important is the
authors' own reconciliation of their econometric results with the con-
siderable case study evidence thatphysical productivity per unit of com-
bined inputs did increase in the NIEs. In the view of Kim and Lau,
increases in productivity did not accrue to domestic factors but were
extracted as rents by the developed-country firms providing the tech-
nology that allowed the NIEs to operate along the MPF. This view
could reconcile in an elegant manner the case studies of firms dis-
cussed below with the econometric result of no TFP growth at the
aggregate level.

Were charges for technology, whether embodied in equipment or
disembodied in technology licensing royalties, large enough so that
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Figure 3.6 Price indexes of GDP and Imported Equipment in Korea, 1966-92
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Figure 3.7 Ratio of Equipment Deflator to GDP Price Deflator in Taiwan (China),
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Table 3.5 Korean Imports of Technology, 1962-91

Imports of Payments for
equipment as a importing foreign Foreign direct
share of fixed technology investment

Years investment (millions of dollars) (millions of dollars)

1962-66 47.6

1967-71 226.2

1972-76 894.7

1962-76 32.8i 113.6 1,168.5

1977-81 29.1 451.4 1,455.1

1982-86 36.3 1,184.9 2,867.9

1987-91 33.1 4,359.3 7,967.1

a. 1970-76.

Source Sakong (1993: tables A40 A46, and A47).

payments to foreign technology purveyors could plausibly account for
the absence of TFP growth? Figure 3.6 shows the price index of im-
ported equipment prices, P,,,., and the GDP deflator, P(OP), in Korea.
The figure shows a decline in P , relative to P(DP, in Korea. The same
is true for Taiwan, as shown in figure 3.7. Moreover, equipment in-
vestment in both economnies constituted 5 to 15 percent of GDP, of
which about 40 percent was of foreign origin (see table 3.5). The small
share of imported equipment in GDP and its falling price imply that
any extraction of rents was too small to affect TFP by any significant
amount.

This still leaves the possibility that royalties from technology li-
censes or payments for foreign direct investment (FDI) services have
been a mode for extracting large payments. However, as shown in table
3.5, in Korea, technolog,r-licensing payments were $113 million (cur-
rent prices) for the entire 1962 to 1976 period, while cumulated GDP
was $147 billion. For 1987-91, total licensing payments were $4.4
billion, while comparable GDP was $1.2 trillion. Any overcharges
would have been a minuscule percentage of GDP during these high-
growth periods.

Given the puzzling result of finding capital-augmenting technical
change (in the G-5) and the fact that rent extraction cannot be in-
voked to reconcile case studies with the aggregate finding of no tech-
nical progress in the NI:Es, further research is needed to obtain agree-
ment on econometric estimates of the importance of TFP growth in
these economies. In conitrast, the hundre(ds of case studies provide a
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consistent picture of the development process in the manufacturing
sector in the NIEs, although their representativeness is questionable. 7

The case studies imply that as k grows in a typical developing country,
firms will move to 2 along AA in figure 3.5. If firms succeed in achiev-
ing 2' rather than 2, then (2' - 2) / S2 is the appropriate measure of
technological improvement.t 8

Firm case studies in the NIEs offer convincing documentation of
the movement along AA, with a gradual improvement toward OC. A
description of the production process in a typical firm in Korean engi-
neering industries in the late 1970s confirms the difficulty of moving
along a meta production function. The government initiated the in-
dustry in 1970, and firms invested heavily in new equipment. Yet, as
late as 1977, the manufacturing processes were described as backward.
According to the World Bank (1979: 33):

The cornmon pattern [of production] was one of machine placement that
is haphazard rather than allowing for an orderly flow of work. Floor space
is very crowded, and the operation of machining, fabrication of compo-
nents, [and] assembly of parts are scattered in any place that happens to
have available room. Too much time is spent finding work, or the next job,
or material. In some cases, the men have to find their own area in which to
work, perhaps make up some form of fixtures of their own, or find the
means to obtain levels or measurements to work from. The almost univer-
sal characteristic is one of congestion and a mixing of operations that fre-
quently leads to deterioration of quality because of improper floor plan-
ning. There is no adequate provision for working space around the main
machines, and the aisleways that are normally used to carry the flow of
work are completely congested with work in process."

At the time of the description, the plant was at point 1 along OA in
figure 3.5. Yet 15 years later such plants were producing high-quality
machine tools for export-they had moved to 2' or 2". The deficien-
cies described in 1977 were amnenable to improvements through learn-
ing better practices and significant reorganization. Although it is pos-
sible to make such learning tautologically equal to moving along an
international production function, it is costly, the results are uncer-
tain, and it takes place over many years, suggesting a much more com-
plex phenomenon not replicated in many other countries in which capital
accumulation wvas rapid (for evidence of the role of domestic training in
assimilating technologv, see Gee and Chen 1990). Importing equip-
ment was not equivalent to moving along OC (Nelson and Pack 1999).
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It might be argued that FDI allowed some of these countries to
move directly to the international production frontier. The impor-
tance of foreign investment in HIong Kong, Korea, and Taiwan was
quite low: the ratio of accumulated FDI to GDP was 0.02 or less,
while the aggregate capital/output ratio was above 2 (table 3.6). From
an early period, however, Singapore depended more on foreign direct
investment. The later industrializers-Indonesia, Malaysia, and Thai-
land-followed the Singaporean pattern. But in all of these countries,
the ratio of foreign-owned capital to GDP was less than 25 percent.
Given capital/output ratios of 3 or more, perhaps 8 percent of total
economic activity was undertaken under foreign auspices. Paradoxi-
cally, it has been argued that there was no productivity growth in
Singapore, which had the greatest dependence on FDI.

If knowledge has diffused extensively to local firms, then the FDl/
GDP ratio may underestimate the extent to which the economy oper-
ates on the international frontier. However, there is no systematic evi-
dence of spillovers of knowledge to local suppliers or purchasers of
the multinationals' products, although some case studies indicate that
this has occurred (Ranis and Schive 1985).7"

Trade Theoretic Interpretations

A production relation such as oc in figure 3.1 could account for the
absence of a decline in the rate of return. This relationship might arise
as the result of a shift in the composition of production toward more

Table 3.6 Cumulative Stock of Foreign Direct Investment Relative to Gross Domestic
Product, 1980-95

Economy 1980 1985 1990 1995
China 0.00 0.01 0.04 0.20
Hong Kong (China) 0.06 0.10 0.18 0.15
Indonesia 0.13 0.29 0.34 0.26
Korea, Rep. of 0.02 0.02 0.02 0.02
Malaysia 0.25 0.27 0.33 0.43
Singapore 0.58 0.73 0.78 0.68
Taiwan (China) 0.01 0.01 0.01 0.01
Thailand 0.03 0.05 0.04 0.10

Source: Both foreign direct Investment and gross domestic product are current price values. For
foreign direct investment, United Nations (1997: annex table 83); for gross domestic product, World
Bank (1998).
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capital-intensive sectors. In this case, diminishing returns would not
set in, but this view cannot provide insight into the magnitude of tech-
nological progress. The difficulty with this interpretation is much the
same as that with the meta production function approach. It assumes
that technical knowledge is "out there" and, as the capital/labor ratio
increases, firms simply shift sectors, using perfectly understood tech-
nologies in other industries, moving effortlessly from producing cloth-
ing to manufacturing numerically controlled machine tools. Although
this convenient assumption allows the derivation of the Rybczynski
theorem, it offers limited insights into the dynamic process of indus-
trial development, in which learning in the new sectors is a major phe-
nomenon.

Considerable effort went into learning the technologies that were
required in the new industries. Some of this is shown by Korea's ef-
fort. Table 3.5 shows that Korea had relatively little FDI and few roy-
altv payments in the early period of its development. It did import
large quantities of foreign equipment to enable it to enter new sec-
tors. Enos and Pak (1987) describe in detail the difficulties of learning
to use it efficiently. As the shift to more capital- and technology-
intensive sectors began, Korea, which initially limited both technol-
ogy licensing and FDI, made a significant effort to tap international
technology, Payments for technology, largely for licenses, in 1977-81
were four times the size for the entire 1962-76 period. FDI in 1977-
81 was one-third greater than in the entire 1962-76 period. And it
doubled again to 1982-86 .21 The international transfer of technology
was complemented by an intensive domestic effort to understand the
technology that had been purchased and to improve its performance.

Table 3.7 Research and Development and Patenting Activity in Taiwan (China), 1981,
1986, and 1991

Ratio of R&D Total Domestic Foreign
Year to GDP patents patents patents

1981 0.95 6,265 2,897 3,368
1986 0.98 10,526 5,800 4,726
1991 1.65 27,281 13,555 13,726

a. 1984.
b. 1990.

Source: Republic of China (1992: tables 6.7, 6.8).
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R&D expenditures rose enormously. Similarly, in Taiwan, local R&D
increased, as an effort was undertaken to accelerate the move toward
producing new products rather than simply exploiting low wages in
labor-intensive sectors (see table 3.7). Between 1981 and 1991, the
number of patents granted to Taiwan nationals quadrupled, being
roughly equal to foreign patents in 1991. Similarly, formal R&D spend-
ing increased from 1.0 to 1.7 percent of GDP. Moreover, formal R&D
is likely to constitute a minor part of domestic technological effort.

In sum, the difficulties with the Rybczynskli interpretation are simi-
lar to those with the meta production function-it assumes an ease of
switching techniques and products that is belied by extensive
microeconomic evidence. Domestic learning, both formal and infor-
mal, is required to put a new sector's potential isoquants into efficient
operation.

Were Scale Economies and Externalities Important?

The measured residual in either growth-accounting or production
function estimates could be the result of scale economies or externali-
ties. Endogenous growth theory puts the latter at the core of its expla-
nation of the absence of diminishing returns.

There have been extensive attempts in the growth-accounting lit-
erature, beginning with Denison (1962), to determine the importance
of economies of scale. It is not easy to reconcile the existence of
economy-wide scale economies with growth accounting-the possi-
bility of invoking Euler's theorem to explain factor shares and using the
latter as output elasticities loses its logic. Denison and others simply
guess their importance but do not explicitly note the theoretical incon-
sistency, Estimates of returns to scale can be obtained from production
function estimates, but there have been few such exercises in the NIEs.

Is it likely that economy-wide increasing returns to scale constitute
a major explanation of the TFP that has been measured? There are
two potential sources of these-namely, technical engineering ones
such as the 0.6 rule and Marshallian economies (for careful estimates
of technical scale economies by industry in many sectors, see Pratten
1971). The 0.6 rule-TC=AQ 6 (where TCis total firm cost, and Q is
total output)-applies largely to the chemical and some basic metal
sectors. In all of the tigers, these sectors constituted too small a share
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of GDP to exert the necessary quantitative impact. Moreover, A * was
high even during the period of labor-intensive growth, when growth
was based on textiles, clothing, wigs, sneakers, and so on, which are
not subject to significant scale economies.

Real external economies could provide the required boost in TFP.
Marshallian economies have been measured largely in efforts to cal-
culate urban agglomeration impacts. Most empirical studies suggest
relatively weak effects (Henderson 1988). If agglomeration effects were
industry-specific, higher concentration ratios would be observed in
developing countries than have been found (Lee 1992).

Endogenous growth theory has suggested several mechanisms to
explain the absence of decreasing returns to capital accumulation, ar-
guing that a variety of externalities associated with investment lead to
the coefficient of K in a production function being unity, Y = AK in
one formulation, rather than Y= K" as in the Cobb-Douglas. Although
some of these arguments have existed since Arrow's formal presenta-
tion in 1962, there is no empirical evidence at the aggregate level to
support them, intriguing as they may be (Arrow 1962; Pack 1994). If
such evidence did exist, the externalities associated with investment
would have to be substantial, given observed capital shares of 0.25-
0.30 in the OECD countries.

THE TRANSFER AND ABSORPTION OF TECHNOLOGY

I now turn to a discussion of the transfer and absorption of technology
that allowed the eventual movement from 1 to 2' in figure 3.5. The
import of machinery and some of the software of production was
supplemented by an intense domestic effort to obtain the best use of
the imported knowledge. The imports served as a template on which
local skills were exercised to improve productivity levels. Other coun-
tries that have imported equipment have achieved much less growth.
In each of the Asian NIEs, one or more modes of technology transfer
were employed. All imported equipment. Some obtained knowledge
from FDI, some from licenses, others from consultants. Yet all of the
micro evidence finds that the transfer by itself was not sufficient to
allow firms to move to 2' along OC in figure 3.5. Significant local
effort was required as a complement.2 2
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Local R&D increased, as noted in the previous section. Firms also
learned as they undertook production as original equipment manu-
facturers for companies with brand names, at other times on their own
initiative. They acquired equipment and incomplete production
engineering knowledge-it was impossible to write contracts with sup-
pliers, which would have led to full disclosure of all the relevant knowl-
edge, much of which was not codified. This pattern necessitated their
own efforts at learning to operate a technology. Kim (1997) describes
one such effort to develop an auto engine. A short excerpt provides a
flavor of the learning process and the importance of local efforts to build
on the foundations provided by international technology transfer.

Despite the training and consulting services of experts., Hyundai engineers
repeated trials and errors for 14 months before creating the first proto-
type. But the engine block broke into pieces at its first test. New prototype
engines appeared almost every week, only to break in testing. No one on
the team could figure out why the prototypes kept breaking down, casting
serious doubts, even among Hyundai management, on its capability to
develop a competitive engine. The team had to scrap 11 more broken pro-
totypes before one survived the test. There were 2,888 engine design
changes . . .Ninety-seven test engines were made before Hvundai refined
its natural aspiration and turbocharger engines.... In addition, more than
200 transmissions and 150 test vehicles were created before Hyundai per-
fected them in 1992. [Kim 1997: 122.]

Enos and Pak (1987), Gee and Chen (1990), Hobday (1995), and
Kim (1997) provide scores of examples of the magnitude and the vicis-
situdes of the domestic efforts required to master technologies in the
NIEs.23

The Interaction of High Education and Technology Imports

As is well known, the Asian NIEs were characterized by high levels of
general education at the beginning of their rapid growth and spent
considerable resources on technical education (see table 3.8). By the
late 1970s the percentages of tertiary school graduates majoring in
computer science, mathematics, and engineering were comparable to
OECD levels, indeed above many of the latter (table 3.9). It seems
plausible that growth in productivity and the efficient transition among
sectors were greatly facilitated by the presence of a large group of
technically educated members of the labor force. Typically, growth
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accounting calculates the stock of education or skill-adjusted labor,
imputes a share to education, and calculates the percentage of output
growth due to improved education.- "Education" is simply another
multiplicative factor in the production function. The rapid increase in
education levels thus explains a significant part of growth, reducing
the size of A *.

A more compelling approach is that of Nelson and Phelps (1966)
and Schultz (1975), who argue that education has a payoff only in the
presence of rapid technological change. A Korean cotton spinner in
1960 who was a high school graduate but tended spindles not much
different in design from those of 1900 would not have benefited much
from his education. In contrast, his education would have led to an
increase in productivity relative to a less-educated spinner if he had to
adjust to the complexities of open-end spinning, which had been de-
veloped only recently. Flexibility and problem-solving abilities con-
ferred by more education yield a reward when technology is chang-
ing, but education may have little payoff in the absence of technological
change. The rapid growth of imports, facilitated by export growth,
was important because it provided both new intermediate and capital
goods. High education without the imports that provided new chal-
lenges would not have had as high a return. High levels of education
in the absence of imported technology, whether equipment, interme-
diates, or production engineering knowledge, often lead to the expen-
sive local replication of knowledge that is already present abroad (Katz
1987; Lall 1987).

Table 3.8 Level of Education in Asia, 1960

Percentage enrolled Percentage enrolled
Economy Literacy rate in primary school in secondary school

Hong Kong (China) 0.70 0.87 0.24
Korea, Rep. of 0.71 0.94 0.27
Singapore 0.50 1.11 0.32
Taiwan (China) 0.63 0.38
Indonesia 0.39 0.67 0.06
Malaysia 0.53 0.96 0.19
Thailand 0.68 0.83 0.12

Source: For al economies, except Taiwan (China), Levine and Renelt (1992); for Taiwan, Republic of

China (1992).
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Table 3.9 Percentage of Tertiary Graduates in Computer
Science, Mathematics, Engineering, Various Years

Economy and year Share
Hong Kong (China)
1981 0.34
1992 0.34

Korea, Rep. of
1981 0.34
1993 0.28

Singapore
1980 0.51

Indonesia
1992 0.12

Malaysia
1981 0.27
1990 0.25

Thailand
1992 0.21

India
1978 0.18
1990 0.16

Israel
1979 0.33
1992 0.28

Brazil
1993 0.12

Mexico
1993 0.26

Japan
1979 0.19
1991 0.20

France

1992 0.31

Germany
1979 0.16
1990 0.29

Greece
1991 0.23

Source. UNESCO (1995: table 3.12; 1983: table 3.14).
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Schultz (1975) emphasizes the role that education plays in moni-
toring new technologies and efficiently allocating resources am)ong
sectors. It is unlikely that the exceptionally rapid industrial transfor-
mation among sectors in the NIEs could have occurred without grow-
ing levels of higher education. Had the economies expanded largely in
their initial sectors as new competitors arose, it is likely that the growth
impact of capital accumulation and technical change would have been
weakened by declining prices in those sectors.

Public Sector Support

The public sector provided a supportive environment for achieving
the transfer and assimilation of technolog,. Both the macro environ-
ment and specific micro interventions were important. A major
contribution was the limited rate of inflation, which allowed firms
to anticipate that their major source of profit growth would be
efficient operation rather than the management of financial assets,
as was often the case in Latin America. In Korea, the setting of export
targets and preferential treatment to exporters provided strong incen-
tives to improve productivity. Even where domestic markets were
substantially protected, as in Korea and Taiwan, incentives to export
provided a competitive environmient (Pack and Westphal 1986). Oth-
erwise, it would have been possible to replicate the situation that
prevailed in Latin Ainerican firms in the 1970s and 1980s, in which
considerable technological ingenuity was employed to improve
productivity in sectors that had no prospects for long-term profitabil-
ity without high contiinuing rates of effective protection.

Explicit public actions supporting technical change included the
encouragement of the acquisition of foreign knowledge. FDI was not
restricted in Indonesia, Malaysia, Singapore, and Thailand. Although
Korea and Japan (and Taiwan to a smaller extent), limited FDI, they
encouraged other means of technology acquisition such as technology
licensing. The licensing of foreign technology was not restricted in
any of the countries. In contrast, the northern Latin American coun-
tries that are members of the Andean Pact engaged in a microscopic
inspection of each technology contract despite the near impossibility
of preventing firms from attempting to live up to the agreements
(Mytelka 1978).
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A number of indirect public activities supported technological im-
provement. The most important was the building of a very good edu-
cation system that placed increasing emphasis on technical subjects.
By itself, this would not have been a major contributor had economic
policies not encouraged the growth of activities that provided a de-
mand for graduates and provided new inputs, as discussed above. In
several countries, publicly supported institutions sought to enhance
the capacities of the private sector. These included the Korean Insti-
tute for Science and Technology, the Institute for Technology Research
for Industry, and the China Productivity Center in Taipei.

Through the late 1970s, some government agencies such as the Eco-
nomic Planning Boardl in Korea undertook efforts to monitor world
product markets and technologies and to diffuse this information to
individual firms. Lall and Teubal (1998) list many incentives designed
to encourage local technological effort as well as the acquisition of
international knowledge. There has been no systematic testing of the
impact of policies explicitly designed to promote technology transfer
and development, although there are well-documented case studies of
their importance-for example, the role of the Industrial Technology
and Research Institute in the development of Taiwan's computer chip
sector (Dahlman and Sananikone 1997).

The Role of International Trade

The export orientation in the Asian countries had two benefits apart
from financing the importation of inputs that embodied improved tech-
nology. First, unlike firms fostered by import-substituting industrial-
ization policies, firms could not spend a long time using equipment
inefficiently. Governments offered substantial economic incentives
(low-interest loans) and pressures (export targets in Korea) to enter
the international market. Second, firms derived knowledge from their
purchasers in the OEC'D countries, an important source of knowl-
edge especially in the earliest stages of industrialization.2 5 Importers
provided specifications for new products that the local firms manufac-
tured as original equipment manufacturers. To maintain their con-
tracts, they were forced to constantly reduce costs by improving pro-
ductivity, as the purchasers were constantly seeking newer, lower-cost
sources. The process thus provided a strong learning environment in
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which firms not able to meet quality and cost specifications in short-
term opportunistic relationships could easily lose their markets. To
quote fromn a case study of a Taiwan computer peripherals supplier,

Foreign buyers are an important source of technological enhancement.
Their rigorous specifications are seen as a challenge for the firfn to meet.
Equipped with different viewpoints and accumulated experience, they criti-
cize a lot and suggest other ways of doing things. Although thev do not
provide exact blue prints, their suggestions are invaluable in upgrading the
technology level of the firrn. Still, our own research and development is the
most imtportant souirce of technology. Without this capability, tbe firw would not
be able to evaluate research proposals, technology contracts, licenzses, or buyers'
suggestions. [Emphasis added; Pack, Wang, and Wvestphal 1996: 12.]

This illustrates a typical interaction between foreign knowledge and
local capability. Although knowledge was obtained from the rest of
the world, and the need to meet export requirements served as a fo-
cusing mechanism, any knowledge transferred was improved on by
local efforts, which were themselves dependent on the rapid growth
in educational levels. The cost of assimilating knowledge was quite
high in the more advanced sectors, even when the basic template was
provided by foreign equipment and technology licensing agreements.
Incurring such expenses would have been less likely if firms had an-
ticipated that they could be recouped solely in domestic markets, which
were relatively small. Hence, the greater anticipated market due to
export orientation was an important contributor to undertaking the
effort necessary to improve productivity.

THE LIMITS OF LEARNING

Despite the considerable learning that has occurred, many firms and
sectors in the NIEs remain below OECD best practice. For example,
as late as 1987, manufacturing-wide TFP levels in Korea were about a
quarter of those in the United States (see table 3.10). Even in the most
advanced sectors-basic and fabricated metals-the TFP level was 41
percent of that in the United States. For individual Korean compa-
nies, TFP levels calculated in 1997 show that most manufacturing and
service firms achieved no more than 60 percent of the TFP level of
U.S. firms (McKinsey Global Institute 1998).26
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Table 3.10 Sectoral Total Factor Productivity in Korea Relative to the United States,
1975 and 1987

Sector 1975 1987

Food, beverages, tobacco 0.17 0.14
Textile mill products 0.34 0.30
Wearing apparel 0.16 0.19
Leather and footwear 0.38 0.31
Wood, furniture, fixtures 0.19 0.14
Paper, printing, publishing 0.14 0.32
Chemicals, petroleum, coal 0.22 0.25
Rubber and plastic products 0.14 0.23
Nonmetallic mineral products 0.30 0.35
Basic and fabricated metals 0.20 0.41
Machinery ano transport equipment 0.11 0.35
Electrical machinery and equipment 0.28 0.39
Other manufacturing 0.15 0.20
Total manufacturing 0.18 0.26

Source: Pilat (1994: table 7.9).

What do such results indicate? First, in historic context, this situa-
tion is not unusual. Western Europe exhibited much lower labor pro-
ductivity and TFP levels than the United States from 1870 to 1950.
Only in the period from 1950 to 1973 did convergence take place, and
then to levels that remained 20 to 30 percent below those in the United
States. Second, current Korean shortfalls in TFP (and probably those
in other countries) are not due to the inability to acquire modem equip-
ment, but to the difficulty of developing efficient networks of suppli-
ers, establishing appropriate labor relations that allow rationalization
of production, and achieving greater product specialization (McKinsey
Global Institute 1998). Deficiencies in these areas underline the prob-
lematic nature of employing a meta production function. These skills
are only acquired slowly, and they cannot be imported. Even sophisti-
cated firms cannot easily duplicate foreign methods-the U.S. auto
industry in the 1980s lagged behind that in Japan in inventory control
and speed of new design, despite its longer history (Clark and Fujimoto
1992).

Nevertheless, despite the shortfall relative to the United States and
Japan, these TFP levels are surprisingly high. In semiconductors, cal-
culations of the McKinsey Global Institute find that Korean plants
have TFP that is 65 percent of that of plants in the United States.
Given its relatively late entry into a technologically demanding sector,
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it is extraordinary that Korea has been able to achieve such levels.
Similar relative TFP is found in autos. It is unlikely that European
companies such as Volvo and Saab would have greater relative TFP
even given their long histories.

If one looks for the source of Korea's crisis in levels of aggregate
TFP or its growth rate, they are not likely to provide a major clue to
the crisis. Some answers begin to emerge at the sectoral level. In
automobiles, semiconductors, and a few other sectors, there was a
substantial increase in investment and production in the 19 90s. The
government encouraged investment and production through a variety
of policies. A very large share of investment in semiconductors oc-
curred after 1993. Although TFP levels were surprisingly high, given
the technological complexity of the sectors, firms were unprofitable
for reasons that differ among the sectors (McKinsey Global Institute
1998). For example, the semiconductor firms specialized in d-rams
whose price collapsed in 1997.27 They did not possess design abilities
necessary to compete in more profitable microprocessors. In autos,
Korean firms produced too many models, were incapable of develop-
ing effective supplier relationships, and were not able to achieve greater
labor efficiency given union rules (McKinsey Global Institute 1998).
Although both sectors had, within relatively short periods, achieved
high TFP levels (compared to the United States and Japan), this
was not enough, given the price collapse in one sector and the higher
costs, even after extensive learning, compared with international com-
petitors. The well-known problems in both industries were attracting
attention in the first half of 1997, before the crisis in Thailand cata-
lyzed the East Asian crisis. Several chaebol were known to be in a weak
financial position. These problems were widely discussed in the Ko-
rean and international financial press and may have contributed to the
doubts on the part of lenders and portfolio investors. Panics can be
catalyzed not only bv low ratios of foreign exchange reserves to short-
term debt but also by a few instances of low profits from which gener-
alizations are drawn. The rebound of chip prices in 1998 and 1999
underlines the danger of drawing conclusions about long-term
productivity failures from an episode of temporary decline in an in-
dustrial price.

In some sectors, such as automobiles, these relatively low TFP lev-
els may be partly attributable to the continuing protection received by
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Korean firms, largely from nontariff measures. The exclusion of for-
eign direct investment and the competition it offers in the domestic
market have reduced competitive pressures. Finally, the absence of
shareholder pressure to increase company profitability, partly a result
of the intricate cross-holdings among firms that prevent an accurate
assessment of performance, decreases the incentive of firms to seek
more efficient production. Although learning has occurred as the re-
sult of technological effort and exporting has necessitated increasing
productivity, the growth in TFP may have been limited by the ab-
sence of conventional disciplining institutions. Although government
export targets and low-interest loans and other benefits contingent on
meeting these targets provided a strong incentive to learn, Korean
industrial sectors were still 30 percent or more less efficient than those
in the United States in 1975, 1987, and 1997 (McKinsey Global Insti-
tute 1998). The year 1975 roughly demarcates the end of the labor-
intensive growth phase; by 1987, most of the learning that had oc-
curred during the encouragement of heavy and chemical industries
begun in the early 1970s should have been revealed in the data. These
figures suggest that Korea's success in export markets still depended
on lower wage rates and, to a smaller extent, cross-subsidization of
exports by the profitable domestic market. The 1997 productivity
shortfalls are probably not very different from those that would be
calculated in other OECD countries relative to the United States. Al-
though there is scope for improvement, the last 30 percentage points
between locally achieved and U.S. TFP are difficult to remove. The
figures in table 3.10 indicate that Korea continued to enter new sec-
tors before fully exploiting potential productivity gains in older sec-
tors. Learning is not solely a function of cumulated output but is af-
fected by incentive structures that, in recent years, may have led firms
to pay insufficient attention to improving productivity.

There also was a problem in allocative efficiency that was unrelated
to TFP levels or growth in individual sectors. For a considerable pe-
riod, Korea encouraged investment in manufacturing while discour-
aging investment in nontraded goods such as construction and ser-
vices. However, rates of return on capital in untraded goods were
higher, despite public restrictions that reduced their profitability. Al-
though it is not clear that this was a new problem, the economy did
not avail itself of one option to maintain high returns, which would
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have reduced vulnerability. However, such a disequilibrium may have
existed for a long time without noticeable effects on the aggregate
growth rate.

In sum, the levels of Korean productivity relative to that of the
United States were never high, but there is nothing to suggest either a
slowing in the rate of growth of TFP or a dowsnturn before the crisis
began. Moreover, Korea's productivity levels relative to those of the United
States were probably not much below those of W"Testern Europe.

TFP GROWTH AND RATES OF RETURN IN THE ASEAN COUNTRIES

Much of the discussion has concentrated on Korea and Taiwan be-
cause there has been more research on productivity at both the aggre-
gate and firm level. However, several of the ASEAN countries were
severely affected by the financial crisis. In these countries as well, it
does not appear that the crisis was preceded by a sustained slowing of
conventionally measured TFP. For example, Sarel (1997) presents cal-
culations of TFP growth for 1978-96 and 1991-96 for five ASEAN
economies. The figures shown in table 3.1 1 indicate sustained growth
in all of the countries during the former period and higher growth in
the 1990s than over the entire period. Although the absolute values of
A* are likely to be understated in both periods, there is no basis for
concluding that the figures in the latter period are more subject to
bias. However, Sarel's figures do suggest that a decline could have oc-
curred in the rate of return on capital.

Table 3.11 Total Factor Productivity in ASEAN Economies, 1978-96

Rate of growth of Rate of growth of
the capital/labor ratio (k*) total factor productivity (A*)

Country 1978-96 1991-96 1978-96 1991-96

Indonesia 9.0 7.0 1.16 2.20
Malaysia 6.9 8.3 2.00 2.00
Philippines 1.8 1.2 -.78 .67
Singapore 6.5 5.6 2.23 2.46
Thailand 7.3 11.1 2.03 2.25

Source: Sarel (1997: table 2).
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The change in the rate of return on capital can be written as:

(3.7) r*=-(SL/G)k*+A*

where, for simplicity, Aq * is the Hicks-neutral rate of technical change.
If the value of SL is 0.25, and assuming that 6 = 0.8, then an increase in
k* of 1 percent requires an increase in A * of roughly 0.3 to preclude a
decline in r*. In the 1990s, in both i'vlalaysia and Thailand, the values of
k*were 1.4 and 3.8 points above their average for the entire 1978-96
period, while the value of A *was constant in one case and 0.22 higher
in the other. This suggests the possibility that there was some decline
in rates of return in the early 1990s. Such calculations are necessarily
tentative because the value of A * calculated by Sarel is subject to the
problems discussed earlier and the correct value of a is only a guess.

The possibility of a decline in r depends critically on the value of 6
and any bias in technical change. For example, if technical change was
Harrod-neutral, then equation 3.7 should be rewritten as

(3.8) r,* = - (St /A) (mn - k*).

If m = 0.05 and k*= 0.08, then the annual rate of decline of r*would
have been 0.01 a year. If the rate of return had been 20 percent in
1990, this would imply a decline to roughly 18.5 by 1997, hardly a
change to generate a collapse. Without independent knowledge of the
nature of bias and magnitude of technical change, it is quite possible
that the best interpretation of the maintenance of high investment
levels is that high levels of k* were largely offset by high values of m.

A firm-level survey in Thailand by Dollar and Hallward-Driemeier
(1998) finds that the value of A* was not decreasing but that rates of
return were declining, implying a value of k *considerably greater than
m in the period immediately preceding the crisis. In almost all coun-
tries, low, but not declining, rates of return prevailed throughout the
entire period of rapid growth. McKinsey Global Institute (1998) docu-
ments this for individual Korean firms. There is little systematic evi-
dence that it suddenly declined in 1997. TFP growth rates were not
the precipitating factor. Using constant price value added, TFP growth
was not slowing. But profits are based on current prices. Declining
goods prices, short-term financing, and panic may have brought down
robust sectors.
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CONCLUSIONS

Over the past 3 5 years, the Asian NTIEs accumulated enormous amounts
of capital and skilled labor and were successful at deploying them pro-
dtuctively, particularly within the manufacturing sector. Although a
considerable part of such growth was due to capital accumulation, much
of it also was due to its productive assimilation. A large corpus of case
studies supports the view that firms in many of the countries success-
fully absorbed international knowledge, whether in the form of new
equipment, intermediates, or disembodied knowledge, and improved
on it. XWithin all of the NIEs, a strong industrial base exists, with mod-
ern equipment, good organization at the firm and industry level, strong
marketing abilities, a considerable pool of efficient workers, and a dem-
onstrated record of flexibility in response to vicissitudes ranging from
oil price increases to tumultuous changes of political regime.

In the crisis-of-the-day atmosphere in late 1997 through 1998, these
fundamental achievements were often forgotten. A view became preva-
lent that the decline was inevitable and that both governments and
firms had always been incompetent. Like the stock and foreign ex-
change markets, the intellectual fashion market often overshoots. Al-
though some laxity in financial regulation and questionable targeting
within manufacturing and service sectors occurred, this may have been
due partly to hubris brought about by the very success that is now too
often forgotten. But there were also intrinsically difficult transitions
to accomplish, particularly as the earlier closed financial markets were
premnaturely opened, partly at the urging of international agencies.

Recent problems have not brought into question the major achieve-
mnent in industrialization. Undoubtedly, there was too much expan-
sion in some sectors; for example, capacity in the Korean auto indus-
try is certainly too large given prospective sales, and Malaysian steel
and Indonesian aircraft were clearly bad choices. This provides a cau-
tionary tale about the volatility of animal spirits and, occasionally, po-
litical choices that were perverse, not unlike the British-French
Concorde. It does not provide a basis for asserting that most of the
growth was based solely on high investment rates in these countries.
To the contrarv, an extraordinary effort was generally made to absorb
new capital in a productive manner, precluding a dramatic fall in rates
of return and encouraging continuing high saving. If investment rates



TECHNOLOGICAL CHANGE AND GROWTH IN EAST ASIA 135

were the only variable that mattered in explaining growth, the Iron
Curtain would still be with us.

Looking forward, there are major issues, discussed elsewhere in this
volume, about corporate governance and the financial sector. On the
real side, two interrelated lessons may not have been learned. First,
the successful execution of sectoral industrial targeting is likely to bring
relatively limited benefits-although choosing sectoral champions was
not the pernicious influence, for the entire economy, that some ana-
lysts now claim it was; neither was it a magic elixir of growth (Pack
2000). Second, there is still an obsession with further industrial devel-
opment, if only the right sectors can be identified. The difficulty with
this view, apart from the great difficulties in identifying future leading
industrial sectors, is the changing comparative advantage of the coun-
tries and the need to diversify to high-value-added service sectors rang-
ing from insurance to investment banking. Hong Kong, one of the
success stories, has already made this transition, its manufacturing share
of GDP being about 7 percent. The other NIEs still exhibit ratios
well above 20 percent. Engel's law and the evolving set of endow-
ments suggest that these ratios are likely to decrease rapidly. Institu-
tions to encourage an efficient transition should be high on the agenda.

NOTES

This chapter was written while the author was a consultant to the Development
Research Group at the World Bank. The author benefited from comments of par-
ticipants in two conferences sponsored by DECRG on Rethinking the East Asia
Miracle. Many of the views in this chapter were developed in earlier research con-
ducted wvith Richard R. Nelson. Mark Gersovitz provided helpful comments on an
earlier draft.

1. Preliminary estimates of the percentage change in real GDP in 1998 and 1999
for the nations most affected bv the crisis are Indonesia (-13 .2, 0.2), Korea (-6.7,
10.7), Malaysia (-7.5, 5.4), and Thailand (-10.4, 4.4).

2. One simple explanation-namely, the existence of capital-augmenting technical
change-has limited empirical confirmation, although an exception is Kim and
Lau (1994).

3. More precisely, assuming that factor price equalization holds, the Rybczynski
theorem implies growth in capital-intensive sectors and an absolute decline in
the size of labor-intensive sectors.

4. Korea and Taiwan did, in fact, have increasing labor force participation rates so
that their labor force growth also was greater than that in Germany andJapan in
the relevant periods.
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5. The lkarshall Plan in Germiany and the Amnerican occupation in Japan provided
macrocconoimic conditions suitable for rapid growth.

6. In both economies, there had been limited experience with industrialization
during thejJapanese occupation. See Ranlis (1979) on1 'Iaiwatn and Kuznets (1977)
on Korea.

7. It could be argued that the new capital embodied technical improvements that
helped to accelerate productivity growth. However, the same could be said for
other countries with high investment rates. The key ingredient for realizing
higher productivity with new capital was sustained domestic effort. New equip-
ment provided no guarantee that such benefits would be realized.

8. Although their calculations are open to many of the same criticisms of growth
accounting that I present below, it is unlikely that the qualitative pattern of their
findings would be reversed xvith revisions of their procedure.

9. Some analysts adjust the shares to correct various deficiencies such as those
dealing with the remuneration of unpaid family members (see, for example, Young
1995).

10. The value of c is derived from SJSK = (6/1l - 61)(K/L)p( where p = (1/o -1).

11. This subsection and the following are condensed from Nelson and Pack (1999).

12. Kim and Lau (1994) estimate production ftnctions and solve this problem by
usincY several countries in their pooled cross-section, time-series analysis.

13. On these and other questions related to interpretation of the production func-
tion, see Nelson and NV/inter (1982). For evidence that firms in some developing
countries do not possess the same production knowledge, see Pack (1987).

14. Havami and Ruttan (1985) postulate the X/1PF for agriculture and argue that, as
factor prices changed secularly, induced innovation would occur, reducing the
demand for more expensive factors. They envision the process as one in which
new isoquants woould be developed by research rather than be chosen from a
menu available across the world. IMoreover, even in agriculture, the successful
adoption of new technologies such as the green revolution required long and
expensive domestic efforts (Evenson and Westphal 1995). Farms in India could
not move toward the world frontier without considerable research in each re-
gion. In nonagricultural activities, the world frontier may be even more difficult
to achieve, lessening the plausibility of the MPF metaphor.

15. These factors also underlie the considcrable diversity in productivity among
firms in the same industry in industrial countries. Estimates of frontier produc-
tion functions have demonstrated the very large range of productivity achieved
within industrial countries among firms in which relatively similar equipment is
employed (Caves and others 1992). The existence of such divergences even within
developed countries is one more reason for doubting that all firms throughout
the developing and developed world produce along the same production func-
tion.

16. The United States, England, France, Germany, Japan, Hong Kong, Korea,
Singapore, and Taiwan.

17. For example, it is possible that, despite the many manufacturing case studies
suggesting positive growth in TFP, other sectors were regressing, thus leading
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to zero aggregate TFP growth. But given the growing share of manufacturing in
value added, and no a priori reason to believe that TFP was declining in other
sectors, I doubt that the problem is one of aggregation.

18. Nishimizu and Page (1982) define technological progress as including both the
shift in best-practice frontier and the move toward it by firms off the frontier,
terming the latter efficiencv gains. They find that this accounted for most of
measured TFP growth in Yugoslavia.

19. Although the production process described could be interpreted as a cost-mini-
mizing response to the relative cost of labor and space, the engineers observed
that the same amount of space could have been reorganized in order to achieve
much better work flow.

20. See, for example, Lim and Fong (1991) and Goh (1996). A complete survey of
the literature is given in Blomstrom and Kokko (1997), who find mixed results
on the existence of external effects of FDI. Unfortunately, much of the econo-
metric research on the topic suffers from serious problems of specification that
preclude strong inferences.

21. These figures are in current prices and overstate the changes in constant prices.

22. This parallels the well-known result that successful absorption of the green revo-
lution required substantial local research to obtain full benefits from the new
seed. See Evenson and Westphal (1995).

23. Rich descriptions of the same process inJapan are provided in Goto and Odagiri
(1997), Hayashi (1990), Minami (1995), and Ozawa (1974).

24. The share used may also have biases of the type discussed earlier.

25. Pack and Saggi (forthcoming) analyze the process and provide references to the
now-extensive literature documenting the phenomenon.

26. As these calculations use the same method as growth accounting-namely, as-
suming that observed factor shares represent elasticities of output with respect
to factors-some of the same qualifications discussed earlier apply. These fig-
ures also should be viewed as approximations.

27. For a good summary of many of the relevant issues on industrial prices, see
World Bank (1998).
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CHAPTER 4

CHINESE RURAL INDUSTRIALIZATION

IN THE CONTEXT OF THE

EAST ASIAN MIRACLE

Justin Yifu Lin and Yang Yao

ural industrialization has been exclusively an East Asian phe-RS nomenon and has constituted an indispensable part of the
East Asian miracle. As the largest economy in the region,
China has kept up with, if not exceeded, the neighboring

economies in industrializing its countryside. China's economic devel-
opment in the past 20 years has been supported largely by the rapid
growth of its rural industrial sector, which is composed of numerous
small-scale rural enterprises (REs) established by townships, villages,
and individuals.' China's unique feature is its unprecedented scale. In
1978, less than 10 percent of the rural labor force was engaged in
industrial activities, and the nonfarm sector contributed only 8 per-
cent of rural income; by 1996, 30 percent of the rural labor force was
working in local industry, and nonfarm income accounted for 34 per-
cent of total rural income. This remarkable growth, although its role
in regional income disparity remains controversial, has brought more
equal income distribution at the local level.

The magnitude and speed of China's rural industrialization have
attracted wide attention in the international academic community.
Several competing theories have been developed to explain the suc-
cess. Culture theory has been applied to emphasize the role of coop-
erative culture in the Chinese village in enhancing the development of
rural enterprises. The new growth theory has been applied to empha-
size the positive externality created by the accumulation of knowl-
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edge, and recently of social capital, in promoting sustainable growth.
Fascinated by the existence of public firms owned by local govern-
ments, a large body of the literature focuses on the positive functions
of vaguely defined property rights in promoting the rapid growth
of rural enterprises. This body of literature emphasizes the positive
role of local governments-noticeably those at the township and vil-
lage levels-in helping rural enterprises to obtain access to precious
financial and material resources as wviell as to walk through the maze-
like bureaucratic hierarchv. Yet another theory points to the align-
ment of rural enterprises with the comparative advantage of rural
China. This explanation, classical as it is, is often overlooked in econo-
mists' search for new and exotic theories, yet it may explain China's
successful rural industrialization as well as the wide regional disparity
in its vast territory.

The aim of this chapter is to evaluate the different explanations as
well as to present an overview of the development and characteristics
of China's rural enterprises. An econometric analysis is conducted to
test various competing theories explaining their success. The history
of rural industrialization in the Chinese provinces in the past 30 some
years is analyzed.

X,Ve also place the Chinese experience in the context of East Asia
and compare it to that of other East Asian countries, notably Thai-
land. The Chinese experience has unique features that are specific to
its recent historical events and background. Nevertheless, there also
are commonalties between the experience of China and that of some
of the other East Asian countries. In the light of the Asian financial
crisis, the Chinese experience could provide a useful lesson for other
developing countries. Although the crisis was triggered by capital flight,
the economies hit most by the crisis might have had some fundamen-
tal faults that could not withstand serious financial shocks. Govern-
ments in Korea, Thailand, and other East and Southeast Asian countries
encouraged the development of large-scale industrial establishments
in the hope of competing in the world markets. However, this devel-
opment strategy largely deviated from these countries' comparative
advantage as revealed in the world division of labor. This deviation,
together with these countries' weak but closely directed financial sys-
teins, constituted the fundamental cause of the crisis. As such, the
proposition of the developmental state postulated in World Bank (1993)
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could not stand the test even in Korea, which was regarded as having
the right institutional and cultural context for the proposition to suc-
ceed. By presenting the experience of China and that of Taiwan (China)
and earlyJapan as successful cases of aligning policy with the country's
comparative advantage, this chapter seeks to improve the understand-
ing of the Asian financial crisis as well as of the mechanism of develop-
ment in general.

CONTRIBUTION OF RURAL ENTERPRISES TO CHINA'S
NATIONAL ECONOMY

After more than 20 years of growth, rural enterprises have changed
the economic landscape in China's rural areas. In the period 1978 to
1997, the number of rural enterprises increased from 1.5 million to
20.2 million, and the number of workers hired increased from 28.3
million to 130.5 million, or from 9 to 28 percent of the rural labor
force. The share of rural enterprises in the total value of gross rural
output increased more remarkably. In 1978, rural enterprises created
only 24 percent of total gross rural output; by 1995, their contribution
had increased to 79 percent (table 4.1).

Equally remarkable, rural enterprises became one of the major forces
behind China's overall sustained growth. The output value of rural
enterprises in the industrial sectors accounted for only 9 percent of
the national total in 1978. After almost 20 years, this figure was 58
percent in 1997. Rural industry is no longer merely a supplement to
agricultural production; it is now an indispensable source of growth
nationwide. It is widely acknowledged that exports are one of the lead-
ing factors contributing to China's recent success. Rural enterprises
have done equally well in exporting, especially in the past 10 years, a
period in which their exports increased much faster than the national
average. In 1986, the RE share of total exports was only 9 percent; by
1997, the figure was 46 percent (table 4.2).

When the comparison comes down to the provincial level, there
clearly is a close correlation between RE development and per capita
gross domestic product (GDP). The data presented in table 4.3 show
that the provinces with higher levels of RE development are also those
with high per capita GDP. This leads to the question of whether the



Table 4.1 The Development of Rural Enterprises in China, 1978-97 (current prices)

Labor force Gross output, Industrial output Rural income

Contribution
Number of Amount Percent of Value Percent of Value Percent of of rural

firms millions of total rural (1 00 million total rural (100 million national Per capita enterprises
Year (millions) (persons) labor yuan) outputb yuan) output incomeb (percent)

1978 1.52 28.27 9.2 495.1 24.2 385.3 9.1 122.9 7.6
1979 1.48 29.09 9.4 552.3 - 425.3 9.1 - -
1980 1.42 30.00 9.4 656.9 23.5 515.1 10.0 166.4 10.1
1981 1.34 29.70 9.1 736.7 - 567.9 10.5 194.5 -
1982 1.36 31.13 9.2 846.3 30.4 636.0 12.0 - -
1983 1.35 32.35 9.3 1,007.9 24.4 744.3 11.5 272.91 -
1984 6.07 52.08 14.5 1,697.8 33.7 1,240.0 16.3 315.06 -
1985 12.22 69.79 18.8 2,755.0 43.5 1,845.9 19.0 350.1 24.6
1986 15.15 79.37 20.9 3,583.3 47.7 2,443.5 21.8 374.68 -
1987 17.50 88.05 22.6 4,947.7 52.4 3,412.4 24.7 418.4 28.1
1988 18.88 95.45 23.8 7,017.8 56.0 4,992.9 27.4 494 30
1989 18.69 93.67 22.9 8,401.8 58.0 6,144.7 27.9 540.3 31.2 -i
1990 18.50 92.65 22.1 9,581.1 57.7 7,097.1 29.7 623.1 26.8
1991 19.08 96.09 22.3 11,611.7 61.1 8,708.6 32.7 638.9 27.9
1992 20.92 106.25 24.2 17,695.7 69.7 13,193.4 38.1 746 27.1
1993 24.53 123.45 27.9 31,776.9 74.3 23,558.6 48.7 873 32.5
1994 24.95 120.18 26.9 45,378.5 74.2 34,688.0 49.4 1,144.8 31.8 m

m
1995 22.03 128.61 28.6 68,915.2 77.2 51,259.2 55.8 1,479.5 32.6
1996 23.36 135.08 29.8 77,903.5 76.9 55,901.1 56.1 1,813.3 34.2 -i

1997 20.15 130.50 28.4 89,900.6 78.5 65,851.5 57.9 1,987.27 -

- Not available. >
a. Gross output is the total of all kinds of rural enterprises as defined in the text.
b. The values of total rural gross output after 1991 only include the output of agricultural and rural enterprises, whereas the values for other years include outputs (such
as household sideline products) that are not covered by the two categories. Rural income is income net of transfer and remittance income.
Source: State Statistical Bureau (SSB) China Statistical Yearbook, 1997, 1998; The Yearbook of Chinese Township and Village Enterprises, 1995, 1997, 1998;
China Economic Yearbook, 1997, 1998.
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Table 4.2 Export Performance of Rural Enterprises in China, 1986-97
(100 million U.S. dollars in current prices)

Ratio of Ratio of rural
Rural rural enterprise enterprise

Total enterprise exports to exports to
Year exports exports total exports total output

1986 309.42 28.45 9.19 0.03
1987 394.37 43.45 11.02 0.03
1988 475.40 72.31 15.21 0.04
1989 525.38 99.77 18.99 0.04
1990 620.91 96.07 15.47 0.05
1991 719.10 148.27 20.62 0.07
1992 849.40 216.66 25.51 0.07
1993 917.44 380.70 41.50 0.07
1994 1,210.38 394.64 32.60 0.07
1995 1,487.70 644.58 43.33 0.08
1996 1,510.66 723.86 47.92 0.08
1997 1,827.00 836.93 45.81 0.08

Sources: SSB. China Statistical Yearbook, 1995, 1997, 1998; The Yearbook of Chinese Township and
Village Enterprises, 1995, 1997, 1998.

development of rural enterprises has exacerbated China's regional eco-
nomic disparity (see, for example, Lin, Cai, and Li 1997; Rozelle 1994).
Ignoring interprovincial equality for a moment, let us first look at how
RE development has affected income disparity inside a province.

Table 4.3 shows the shares of nonagricultural output in total rural
output in China's 30 provincial units and their Gini coefficients of
income per capita for both urban and rural areas together and for ru-
ral areas alone in 1992.2 The 30 provincial units are divided into two
groups according to their nonagricultural shares, using the median as
the cutoff point. The group with higher nonagricultural shares (aver-
aging 65 percent) consisted of all the coastal provinces and munici-
palities and several resource-rich inland provinces, while the group
with lower shares (averaging 30 percent) were all inland provinces.
Contrary to the general belief, income distribution on average was
more equitable in the first group than in the second group. The aver-
age of the provincial Gini coefficients was 0.25 for the first group,
whereas it was 0.28 for the second group. The gap between the aver-
ages of the rural Gini coefficients was also 0.03, with the average of
the first group being 0.14 and that of the second group being 0.16.
This seemingly small gap of 0.02 was actually quite significant, as the
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Table 4.3 Share of Nonagricultural Output and Income Disparity of China's Provinces,
1992

Share of rural Gini coefficient
enterprise output in Whole Rural

total rural output (percent) region areas

Whole country 60 0.35 0.20

Provinces with higher levels
Shanghai 86 0.12 0.09
Tianjin 85 0.14 0.03
Beijing 78 0.04 0.13
Jiangsu 76 0.30 0.16
Zhejiang 76 0.30 0.23
Shandong 67 0.31 0.13
Shanxi 66 0.32 0.15
Hebei 63 0.30 0.17
Liaonin 63 0.24 0.15
Guangdong 61 0.40 0.12
Henan 59 0.25 0.13
Fujian 54 0.24 0.10
Sichuan 49 0.30 0.18
Anhui 48 0.26 0.13
Shannxi 47 0.30 0.13
Submean 65 0.25 0.14

Provinces with lower levels
Hubei 46 0.31 0.16
Jiangxi 44 0.22 0.16
Hunan 43 0.23 0.12
Jilin 43 0.20 0.05
Gansu 42 0.38 0.24
Heilongjiang 38 0.21 0.12
Ninxia 35 0.43 0.30
Guangxi 30 0.25 0.17
Guizhou 27 0.34 0.18
Inner Mongolia 27 0.23 0.13
Yunnan 27 0.39 0.25
Oinhai 21 0.31 0.15
Xingjiang 15 0.31 0.15
Hainan 14 0.29 0.08
Tibet 04 0.16 0.16
Submean 30 0.28 0.16

Sources: Figures of the shares of nonagricultura income are from SSB. 1993. Rural Statistical Yearbook
of China, China Statistical Press, Beijing.; Gini coeff c ents are from Lin, Cai, and Li (1997: table 11).
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Gini coefficient of income per capita for the whole country was only
raised from 0.13 in 1978 to 0.18 in 1995 (Lin, Cai, and Li 1997).

The remarkable role of Chinese rural enterprises in bringing equi-
table income distribution inside a province is achieved by their small,
indigenous, and labor-intensive nature. This is very much like Taiwan
and in contrast to the Republic of Korea. In Korea, industrialization
was accomplished by drawing rural migrants into cities where a few
fairly large firms were concentrated. Although the country was indus-
trialized as rapidly as Taiwan was, its rural areas, until very recently,
were much less developed than those of Taiwan (Saith 1987). China,
by coincidence or intention, followed Taiwan's road to industrializa-
tion by establishing labor-intensive and low-tech firms in rural areas.
The labor-intensive and indigenous nature of rural enterprises en-
abled a wide range of the population to share the benefits created by
them, which reduced the income disparities both between and within
urban and rural areas. In addition, as the demand for RE products
increased, the return to labor-the factor that is used most intensively-
was raised faster than the return to capital, the factor used less inten-
sively. This added benefit to labor accelerated the equalization of in-
come between urban and rural areas.

However, there is also a debate about whether the uneven develop-
ment of rural enterprises among China's provinces exacerbated re-
gional income disparity. Although no study provides direct empirical
evidence, Lin, Cai, and Li (1997) show that the most significant factor
contributing to China's income disparity is the income gap between
rural and urban residents, whereas the gap between coastal and inland
areas is not a significant factor. Therefore, the regional income dis-
parity is likely related to the contrast between a large rural population
in the inland provinces and a smaller rural population in the coastal
provinces. By raising incomes in rural areas, therefore, the develop-
ment of rural enterprises attacks the most important factor in China's
income inequality.

A BRIEF HISTORICAL PERSPECTIVE

In the period of the People's Republic before the 1970s, China's in-
dustrialization overwhelmingly favored large establishments in heavy
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industries. As a result, rural areas were largely left out of the industri-
alization process. Ironically, steady growth in the RE sector started in
the early 1970s as a response to a call for mechanizing Chinese agri-
culture, a policy that was not in touch with Chinese reality. Respond-
ing to the call, some rural areas began to set up commune- and bri-
gade-owned factories for manufacturing agricultural machinery and
repairing farm tools. As the urban factories were paralyzed by fac-
tional divisions during the Cultural Revolution, a large market opened
for the products of rural enterprises. As a result, the value of their
output increased from 9.5 billion yuan in 1970 to 27.2 billion yuan in
1976, with an average annual growth rate of 26 percent.' After the fall
of the Gang of Four in 1976, the development of the commune and
brigade enterprises accelerated. By 1978, the value of their output
reached 49.3 billion yuan in 197(0 constant prices, with employment
of 28.3 mnillion. However, the output value of commune and brigade
enterprises only accounted for 24 percent of the total value of rural
gross output, and their employment constituted less than 10 percent
of total agricultural labor (table 4.1).

The development of the commune and brigade enterprises in the
1970s laid a solid foundation for RE development in the 1980s. In
fact, the many publicly owned rural enterprises that have attracted
wide academic interest were a continuum of these firms (Putterman
1997). In addition, the commune system, although it was proven a
dysfunctional economic organization, resulted in considerable invest-
ments in rural infrastructure building, notably roads. Nevertheless,
the strongest factor determining the geographic distribution of rural
enterprises in the 1970s was the endowment of land and labor, as shown
by their concentration in the coastal provinces.

The rural reform carried out at the end of the 1970s and beginning
of the 1980s opened a new chapter for China's rural areas. In accor-
dance, rural industrialization enmbarked on a fast track to success. From
1978 to 1984, the family farming system, which had been abandoned
for 20 years, was restored. As a result of the reform, the real value of
agricultural output increased at an annual rate of 6 percent in this
period. By one estimation, the reform contributed 60 percent of this
agricultural growth (Lin 1992). The fast growth of agricultural out-
put, although occupying the major efforts of the rural areas, accumu-
lated crucial initial capital for the takeoff of rural enterprises.
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The period 1984 to 1988 was the takeoff period of China's rural
industrialization and witnessed the fastest growth of rural enterprises.
This can be attributed to several institutional and market reforms,
notably the dismantling of the commune system and price reform, as
well as to the increased income in rural areas. In 1984, 4.7 million new
firms were set up, and the total number of firms reached 6.1 million,
four and a half times the number in 1983. In the next year, the number
of firms more than doubled again, reaching 12.2 million (table 4.1).
Most of the newly established firms were privately owned or oper-
ated. In 1984, 69 percent out of the total of 6.1 million rural enter-
prises were private or cooperative enterprises, and the ratio increased
to 89 percent in 1986 (see Chen 1988).

In the 1 990s, the RE sector continued to expand at a robust pace. In
addition, privatization was launched to correct the disincentives in
publicly owned firms. By the end of 1998, more than 80 percent of the
public firms owned by county- or lower-level governments had been
privatized (Zhao 1999). This completely changed China's economic
landscape at the grassroots level. In recent years, the number of firms
has declined, but this may be only a correction to the overinvestment
made after Deng's 1992 speech calling for continuation of the reform
efforts. Indeed, unlike the number of firms, the RE output continued
to expand throughout the period. This may indicate a structural ad-
justment by which inefficient firmns were eliminated or consolidated
with efficient firms.

DETERMINANTS OF RURAL ENTERPRISE DEVELOPMENT
IN THE REFORM ERA

Several salient features characterize RE development in the reform
era. First, much of the capital supporting RE development came ini-
tially from agricultural surplus and later from the accumulation of ru-
ral enterprises themselves. Credits provided by the formal banking
system were minimal. Second, rural enterprises were overwhelmingly
concentrated in labor- and resource-intensive industries, although those
in the coastal areas recently began to enter capital-intensive and so-
phisticated consumer product industries. Third, Chinese rural enter-
prises were characterized by a wide range of ownership types; never-
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theless, the trend was toward private ownership in the 1990s. Fourth,
rural enterprises were tied to urban industry in various ways, ranging
from obtaining technologies, equipment, personnel, and market chan-
nels from urban enterprises to engaging heads-on competition with
them. Lastly, RE development was distributed unevenly across the
country, but the pattern can be explained mostly by differences in the
initial conditions, location, and factor endowments possessed by dif-
ferent regions. In the rest of this section, we review these five major
characteristics in detail. The objective of the review is to demonstrate
the complexities and dynamics of China's rural industrialization as well
as to present the competing theories that try to explain the success of
China's rural enterprises.

Capital Accumulation

Two factors contributed to the initial capital accumulation of rural
enterprises in rural China during the early reform period. First, the
heavy industry-oriented development strategy gradually weakened, and
the price ceilings on agricultural products were reduced in relative
terms (Feng and Li 1993). Second, the household responsibility sys-
tem that was implemented in the rural areas restored farmers' work
incentives and drastically raised agricultural output and income in the
first half of the 1980s (Lin 1992). Tl hese two factors combined have
resulted in large increases in rural savings. Table 4.4 shows the depos-
its received by rural credit cooperatives between 1978 and 1993. Ru-
ral credit cooperatives are the only type of financial institution that is
officially allowed to exist below the county level, so the amount of
deposits received by them is a good proxy for the total amount of
savings in rural areas. The total amount of deposits made in 1993 was
26 times that in 1978.

The initial growth and capital accumulation of rural enterprises were
also facilitated by a large market for basic consumer goods that was
left unfilled as a result of the catch-up development strategy pursued
before 1978. The Chinese industrial structure was strongly oriented
toward heavy industry at the outset of the reform. Table 4.5 shows the
amount of fixed capital investment allocated to light and heavy indus-
tries and their shares of the industrial total in different periods from
1952 to 1978. As less than 10 percent of the investment was directed
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Table 4.4 Deposits Received by Rural Credit Cooperatives in China, 1978-93 m
(100 million yuan in current prices) C

By collectives By rural enterprises By households

Year Total Amount Share Amount Share Amount Share Other c

1978 166.0 93.8 0.57 - - 55.7 0.34 16.5
1979 215.9 98.3 0.46 21.9 0.10 78.4 0.36 17.3
1980 272.3 105.5 0.39 29.5 0.11 117.0 0.43 20.3
1981 319.6 113.2 0.35 29.7 0.09 169.6 0.53 7.1 0z
1982 389.9 121.1 0.31 33.7 0.09 228.1 0.59 7.0
1983 487.4 91.8 0.19 62.3 0.13 319.9 0.66 13.4 I
1984 624.9 89.9 0.14 81.1 0.13 438.1 0.70 15.8 n
1985 724.9 71.9 0.10 72.1 0.10 564.8 0.78 16.1 0

z
1986 962.3 83.9 0.09 91.7 0.10 766.1 0.80 20.6 -

1987 1,225.2 89.9 0.07 104.7 0.09 1,005.7 0.82 24.9
1988 1,399.8 98.4 0.07 128.3 0.09 1,142.3 0.82 30.8 0
1989 1,669.5 92.3 0.06 126.2 0.08 1,412.1 0.85 38.9 A

m1990 2,144.5 106.5 0.05 149.9 0.07 1,841.6 0.86 47.0 m
1991 2,709.5 135.9 0.05 191.7 0.07 2,316.7 0.86 65.2
1992 3,477.7 215.2 0.06 301.8 0.09 2,867.3 0.82 93.4
1993 4,297.3 245.8 0.06 362.1 0.08 3,576.2 0.83 113.2 >

z
- Not available.

Source: SSB, Financial Press, Beining, China Financial Yearbook. 1990-93
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to light industry in most of the period, a shortage of consumer goods
was evident, symbolized by rationing coupons covering products rang-
ing from basic foods to a limited number of luxury goods. With the
adoption of the reform and open-door policy in the late 1970s and
early 1980s, income in both urban and rural areas was raised. In the
period 1978 to 1992, rural and urban consumption expenditure grew
at an average annual rate of 6.5 and 5.8 percent, respectively, much
higher than their growth rates in the period 1952 to 1977 (1.8 and 3.0
percent, respectively; see Lin, Cai, and Li 1994: 155). After two de-
cades of stagnation, the high growth in the demand for consumer goods
created a perfect opportunity for rural industry to occupy the niche of
labor-intensive consumer goods left by the heavy industry-oriented
state-run enterprises.

As for the channels of finance, rural enterprises rely heavily on house-
hold savings and borrowing from the informal financial market, and
credits in the form of formal bank loans are limited. Table 4.6 com-
pares the amount of formal bank loans obtained by rural enterprises
and state-owned enterprises (SOEs) in recent years. The state banks
(including rural credit cooperatives) overwhelmingly favor the SOEs,
which received nearly 90 percent of their loans from 1993 to 1996.

Table 4.5 Industrial Fixed Capital Investment in China, 1952-78
(billion yuan in current prices)

Light industry Heavy industry

Period Amount Share (percent) Amount Share (percent)

First Five-Year Plan 375 15.0 21.28 85.0
(1952-57)

Second Five-Year Plan 7.66 10.1 65.17 89.9
(1957-62)

Adjustment Period 1.65 7.8 19.37 92.2
(1963-65)

Third Five-Year Plan 4.26 7.9 49.89 92.1
(1966-70)

Fourth Five-Year Plan 10.30 10.5 87.49 89.5
(1971-75)

Fifth Five-Year Plan 7.48 10.6 62.45 89.4
(1976-78)

Source: Lin, Cai, and Li (1994: 62).
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Foreign direct investment (FDI) has been playing an increasingly
important role in financing China's rural industrialization. In 1978,
the amount of realized FDI was only US$263 million. By 1997, it
reached US$64.4 billion. Although data on the amount of FDI re-
ceived by rural firms are not available, it is believed that a large part of
FDI has gone to firms in the rural areas of coastal provinces. This
assessment is especially pertinent to capital from the Great China re-
gions, namely, Hong Kong, Taiwan, Macao, and Singapore. Studies
show that FDI from this group of investors is more likely to enter
labor-intensive sectors that are dominated by rural enterprises (Wang
1997). In 1995, 28 percent of the output of firms at the township and
village level was created by FDI firms, which include firms solely owned
by foreign investors and joint ventures.

Industrial Structure

The industrial structure of rural enterprises reflects the comparative
advantage of China's rural areas. At the international level, compara-
tive advantage in international trade is still dominated by each country's
factor endowments (Song 1993). With abundant labor and limited land,
natural resources, and capital, China's comparative advantage clearly
rests in labor-intensive industries. Table 4.7 compares China with sev-
eral developed and Asian developing countries in their nonresidential
capital stocks per worker in 1975 and 1990. China was at the lower
end of capital endowment per worker in both years (only India was
lower), making clear that its comparative advantage in the interna-
tional division of labor rests in labor-intensive industries.

Inside China, rural areas are obviously endowed with far less capital
and far more labor and resources than cities. Table 4.8 shows the in-
dustrial structure of township and village-owned enterprises from 1987
to 1996. At the early stage of development, these enterprises were
heavily resource-based. In 1987, 61 percent of their light industrial
output and 93 percent of their heavy industrial output were generated
by resource-based enterprises. In 1996, these enterprises were still
largely resource-based, but light industries have been departing from
this pattern over the years. In 1996, the share of resource-based out-
put dropped to 53 percent of the light industrial total. This trend is
consistent with changes in the factor endowments. In addition, Lu



Table 4.6 Access of Rural Enterprises and State-Owned Enterprises to Formal Bank Loans in China, 1993-96 (billions of yuan
in current prices)

Rural enterprises State-owned enterprises

Loan Share Loan/profit Loan Share Loan/profit
Year (billion yuan) (percent) (yuan) (billion yuan) (percent) (yuan)

1993 2,198 9.08 1.24 22,014 90.02 8.97
1994 3,686 12.37 1.61 26,104 87.63 9.08
1995 4,823 13.41 1.48 31,149 86.59 10.84
1996 5,191 13.14 1.34 34,324 86.86 12.54

Note: Loan is the total liability at the end of each year. Profit is measured in before-tax terms.
Source: SSB, China Statistical Year Book: 1995, 1997; The Yearbook of Chinese Township and Village Enterprises: 1995, 1997.
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Table 4.7 International Comparison of Nonresidential Capital Stocks per Worker in China, 1975 and 1990 z
(U.S. dollars in 1985 international prices)

H
I

United United Republic of Taiwan m
Year States Kingdom France Japan Korea (China) Thailand Philippines India China >

1975 26,109 14,618 24,242 16,400 6,533 8,451 2,385 3,314 1,259 1,869 >

1990 34,705 21,179 35,600 36,480 17,995 25,722 4,912 3,698 1,946 3,260 >
z

Source: International data are from Penn World Tables, Mark 5.6. Chinese data are calculated based on figures published in The Statistical Yearbook of Chinese
Industries: 1991. Chinese Statistical Press, Beijing. The producer price index is used to convert the values into 1985 constant prices. The official exchange rate in 1985,
2.94 yuan to the U.S. dollar, is used to convert Chinese yuan into dollars.

m
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(1998) shows that China is losing comparative advantage in grain pro-
duction. Therefore, it is unwise for rural enterprises to stick to food
and related industries whose relative input prices are rising.

Rural enterprises use much more labor and much less capital than
SOEs in the cities. Table 4.9 compares the capital intensities of rural
enterprises and SOEs from 1978 to 1996. Net capital stock per worker
of rural enterprises has never passed 20 percent of that of SOEs, and
the number of workers hired by rural enterprises per 10,000 yuan of
output has been several times that of the number hired by SOEs for
most years. However, the gap between SOEs and rural enterprises in
their capital intensities has narrowed through the years. This catch-
up can be explained by rural enterprises' adjustment to changes in the
factor endowments (and thus the comparative advantages) in the
economy. One indicator of this change is that the gap between the
average annual wage per worker of rural enterprises and that of SOEs
has narrowed.

The labor-intensive nature of Chinese rural enterprises has enhanced
their position in China's exports. As table 4.2 shows, the RE share of
China's exports was only 9 percent in 1986; but after that year, it grew
at an average annual rate of 21 percent for the next 10 years, reaching
48 percent in 1996. From 1986 to 1995, the percentage of exports in
the total output of rural enterprises was raised from 3 to 8 percent, a
1.6 times increase, as niral enterprises shifted from domestic to inter-
national markets and the growth rate of their output outpaced the
national average.

Ownership and Its Dynamics

Unlike its urban industry, which is dominated by public ownership,
China's rural industry is characterized by a plurality of ownership.
There is a heavy presence of local government ownership among the
rural enterprises. Together with the extraordinary performance of
Chinese rural enterprises, this has spurred wide academic interest in
the relationship between local government ownership and the success
of rural enterprises. Several theories have emerged to explain why lo-
cal government ownership emerged and why it was successful. Most
of them treat public ownership as a second-best choice in an imper-
fect institutional and market environment (Fan 1988; Chang and Wang



Table 4.8 Output Distribution of Township and Village-Owned Enterprises in China, 1987-96
(billions of yuan in current prices unless otherwise noted)

Light industries Heavy industries
Total value Resource- Manufacturing Total value Resource- Manufacturing

(billions of yuan based firms (billions of yuan based firms
Year in current prices) firms (percent) (percent) in current prices) firms (percent) (percent)

1987 134.93 61.21 38.79 126.09 93.10 6.90
1988 182.69 58.39 41.61 161.09 92.88 7.12
1989 237.98 59.93 40.07 223.47 93.19 6.81
1990 282.17 59.93 40.07 241.85 93.31 6.69
1991 354.49 59.47 40.53 297.34 93.36 6.64
1992 523.17 57.34 42.66 462.11 93.20 6.80 m
1993 864.00 56.05 43.95 832.23 93.16 6.84
1994 1,292.40 57.41 42.59 1,260.08 93.22 6.78
1995 1,846.11 55.95 44.05 1,628.26 93.33 6.67 Z
1996 1,851.75 52.91 47.09 1,702.12 93.47 6.53

S
Source: SSB, Yearbook of Township and Village Enterprises, 1995, 1997; China Statistical Yearbook, 1995, 1997. m
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Table 4.9 Capital Intensity and Wages of State-Owned Enterprises and Rural Enterprises in China, 1978-96 I
z
rn

Capital per worker (yuan) Workers per 10,000 yuan of output Annual wage (yuan)m

Ratio of rural Ratio of rural Ratio of rural r
Year State-owned Rural to state-owned State-owned Rural to state-owned State-owned Rural to state-owned

enterprises enterprises enterprises enterprises enterprises enterprises enterprises enterprises enterprises
C

1978 7,090 643 0.09 0.92 5.71 6.21 681 307 0.45
U)

1979 - 777 - 0.86 5.27 6.11 755 357 0.47 1
1980 7,582 887 0.12 0.85 4.57 5.38 852 398 0.47 >
1981 - 1,024 - 0.86 4.03 4.69 851 440 0.52 S

1982 - 1,100 - 0.83 3.68 4.46 863 493 0.57 O
1983 - 1,153 - 0.76 3.21 4.20 877 544 0.62 Z

1984 9,255 856 0.09 0.71 3.07 4.32 1,070 601 0.56 H

1985 10,435 - - 0.65 2.53 3.88 1,239 676 0.55 rn
1986 11,489 - - 0.64 2.22 3.47 1,448 738 0.51 n

1987 12,830 - - 0.50 1.78 3.59 1,601 836 0.52 z

1988 14,283 - - 0.41 1.36 3.33 1,931 1,009 0.52 x0x
1989 16,460 - - 0.35 1.11 3.22 2,177 1,126 0.52 O
1990 18,534 2,254 0.12 0.33 0.97 2.89 2,409 1,219 0.51 -n
1991 21,259 2,484 0.12 0.30 0.83 2.77 2,627 1,358 0.52 rn
1992 24,293 2,964 0.12 0.25 0.60 2.37 3,161 1,445 0.46 m
1993 29,578 4,164 0.14 0.20 0.39 1.96 3,912 1,898 0.49 -0

1994 31,282 5,539 0.18 0.17 0.26 1.59 5,165 2,499 0.48 >n
1995 39,741 7,933 0.20 0.14 0.19 1.33 6,343 3,406 0.54 >z
1996 51,767 9,254 0.18 0.15 - - 7,069 3,957 0.56 E

- Not available. 7
Note: Capital is the average net fixed capital stock in each year. Figures are measured in current prices. Figures of rural enterprises before 1984 do not account for r
private firms.
Source: SSB, China Statistical Yearbook, 1995, 1997; The Yearbook of Chinese Township and Village Enterprises, 1995, 1997. Lo

'0



160 RETHINKING THE EAST ASIAN MIRACLE

1994; D. Li 1994; Che and Qian 1998; S. Li 1997; Zhao 1997). Some
of them point to the cooperative culture in Chinese villages (Weitzman
and Xu 1994). Although these theories have some merit, the past two
decades have shown that their applicability might be limited to spe-
cific periods of time.

In the planning era, there were no private firms in China. In the
early stage of the rural reform, although private firms were not en-
couraged by the government, their number still increased drastically.
The official abolishment of the commune system and the beginning
of the urban reform in 1984 further accelerated the development of
private rural enterprises. Table 4.10 shows the development of private
rural enterprises from 1984 to 1997. In 1984, 69 percent of rural en-
terprises were privately owned. In 1997, that figure had grown to 94
percent; that is, private firms had become the vast majority of rural
enterprises. In terms of employment and output, private firms ac-
counted for 59 percent of total RE employment and 51 percent of
total RE output in 1997. Therefore, although individual private firms
are generally smaller than publicly owned firms, they had become as
important as public firms. Overly emphasizing the functions of pub-
liclv owned firms is misleading because the majority of riral enter-
prises are privately owned, and they account for more than half of
total RE employment and output.

Entering the 1990s, privatization programs have spread widely
throughout the country. In the process of their development, rural
public firms began to share the same soft-budget constraints as their
urban counterparts (Zhang 1997). They also shouldered other func-
tions such as employment generation. As a result, they operated much
less efficiently than private firms (Yao 1998). These problems pro-
vided the impetus for the privatization programs (Zhao 1999). Although
China has experienced problems similar to those common in Eastern
Europe and Russia, where embezzlement of public assets has been
widespread, the demand for clarifying the property rights of rural en-
terprises is high, and the results have been generally good (Zhao 1999).

The theoretical models at best describe why government owner-
ship survived, given its existence in the first place. In addition, all of
these models fail to explain the huge regional diversity in RE develop-
ment, although all of them claim to have found the reasons for suc-
cessful RE development. In explaining the success and regional diver-
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Table 4.10 The Development of Private Rural Enterprises in China, 1984-97

Number of firms Labor force Gross output

Percent of Percent of Percent of total
c

Amount all rural Amount total rural Value rural enterprise
A

Year (million) enterprises (millions) enterprise labor (100 million yuan) output

1984 4.20 69.28 12.26 23.54 244.01 14.37
1985 10.37 84.87 26.52 38.00 681.41 2473
1986 13.43 88.60 33.96 42.78 1,026.98 28.66 Z
1987 15.92 90.95 40.87 46.42 1,587.95 32.11 Z
1988 17.29 91.58 46.52 48.73 2,282.94 32.53
1989 17.15 91.78 46.47 49.61 2,819.55 33.56

0
1990 17.05 92.14 46.72 50.43 3,327.34 34.73 z
1991 17.64 92.44 48.42 50.39 3,901.87 33.57 m
1992 19.39 92.70 54.49 51.28 5,883.15 33.31 A

1993 22.84 93.13 65.78 53.28 11,355.42 35.73
1994 23.29 93.38 61.19 50.91 14,712.41 32.42
1995 20.41 92.65 68.01 52.88 5,236.00 35.88 m
1996 21.81 93.37 75.55 55.93 7,401.00 41.91
1997 18.86 93.59 77.24 59.19 46,056.46 51.23
Note: Private firms include solely individually owned and shareholding firms. >
Source: SSB; China Statistical Yearbook, 1997; The Yearbook of Chinese Township and Village Enterprises, 1995, 1998; China Economic Yearbook:
1998.
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sities of Chinese rural enterprises, the old theory of comparative ad-
vantage seems to have more power.

Relationships with Urban Industry

From the very beginning of its development, rural industrialization in
China has been tied to urban industry. In the early days, the tie was
only one way: technologies were only transferred from urban industry
to rural industry. In this respect, the lightness of industrial structure
of the urban industries in a particular region had positive externalities
for the development of rural enterprises in that region because most
rural industries were labor-intensive. WVe return to this point in the
next section when we examine the regional disparity of RE develop-
ment.

After the late 1980s, technical transfers from urban to rural indus-
try began to take another route. Cooperation with urban firms began
to emerge as the major channel through which rural enterprises ob-
tained new technologies. Yan and Zhang (1995), in a survey study of a
group of rural enterprises, show that firms engaged in outside coop-
eration had more standardized products, higher labor productivity, a
more qualified labor force, and more investment in technical innova-
tions than firms of the same size not engaged in outside cooperation
(table 4.11). In addition, these firms were keener to use middle tech-
nologies.

As the size of rural industry increased, urban industry began to feel
the pressure in the late 1980s. Before the urban reform was initiated
in the middle of the 1 980s, urban industry was insulated by a plan that
allocated material supplies, credits, and product sales channels. As table
4.12 shows for one city, large firms, state firms, and firms affiliated
with higher levels of government clearly had more access to planned
resources Uia and others 1994). With loose financial discipline, the
SOEs have performed much less efficiently in their use of financial
resources. As table 4.6 shows, the amount of loans per unit of pretax
profit of the SOEs is seven to ten times that of rural enterprises.

In contrast, limited or no access to planned resources has proved to
be a blessing as well as a constraint to rural enterprises. Under the
harsh environment, rural enterprises learned to survive in the real
market. Meanwhile, the industrial and urban reforms begun in 1984
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Table 4.11 Comparison of Firms with and without Outside Cooperation in China, 1990

Ratio of firms
Firms with Firms without with to firms

Characteristic cooperation cooperation without cooperation

Number of workers 228 211 1.08

With high school education 25.9 24.5 1.06
or above (percent)

Technicians (percent) 4.6 3.1 1.48

Trained workers 8.0 4.5 1.77

Contracted outside technical 4.9 2.2 2.25
and management personnel

Spending on innovation 127.5 16.2 7.87
(thousands of yuan)

Standardized products (percent) 50.5 31.3 1.61

Equipment made in 1980s 69.0 71.0 0.97
(percent)
Pretax profit per worker 2.83 2.6 1.06
(thousands of yuan)

Source: Yan and Zhang (1995).

gradually dismanded the plans and enlarged the scope for RE activi-
ties. The result of the initial urban reform was a dual price system that
maintained a planned price and a market price for every industrial
product. Although rent seeking was rampant, this system greatly en-
larged the allocative role of the market and served as a bridge for the
smooth transition to a inarket economy. The rural industry benefited
from this transition. Now rural enterprises could buy production ma-
terials in the market and break into markets originally monopolized
by state enterprises such as textile and garment markets. Entering the
1990s, almost all industrial products were priced in the market, and
rural enterprises and SOEs alike now have equal access to materials
and product markets.

It is true that most of the rural enterprises are technically inferior
to the SOEs, but this gap has narrowed with time. Table 4.13 shows
the total factor productivity (TFP) indexes and the growth rates of the
SOEs and rural enterprises in the 1980s. On average, rural enterprises
were 49 percent less technically efficient than the SOEs. However,
the TFP growth rates of rural enterprises were much higher than those
of SOEs. As a result, the gap in technical efficiency narrowed quickly.
Rural enterprises were 61 percent less efficient than the SOEs in 1980,



Table 4.12 Access to Planned Resources by Type of Firm in China, 1980s

By scale By ownership By affiliation

Resource Large Medium Small State Collective Central Municipal County Township

Planned production 26.3 21.9 17.2 24.2 10.6 14.8 21.6 0 0
Planned material supply 58.5 19.6 21.4 21.0 24.5 54.0 21.0 17.9 0
Investment
Allocated by plan 22.2 5.6 3.7 6.9 2.1 31.5 3.1 6.7 7.5
Bank loans 46.2 48.3 50.6 51.5 47.9 24.6 53.0 27.7 45.0
By firm itself 31.5 46.2 42.2 41.6 43.6 43.9 41.6 65.7 47.5 I

Sales through the plan 18.6 3.6 12.8 9.0 11.2 8.3 10.5 0 0 Z

Source: Jia and others (1994: 37-39). Z
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but the gap narrowed to 41 percent by 1988. Although direct calcula-
tions for the 1990s have not emerged, WAang and Yao (1998) show that
the gap between large firms, most of which are SOEs, and small firms,
most of which are rural enterprises, was 3 5 percent in 1995.

Regional Diversity

As one expects, China's RE development is quite uneven across re-
gions. As table 4.3 shows, the share of RE output in total rural output
varied from 86 percent in Shanghai to 4 percent in Tibet, and the
average of the group with higher shares was 3 5 percent more than that
of the group with loweir shares. Several factors may have contributed
to the huge regional diversity in China's RE development. Here we
discuss the three most important: initial conditions, location, and fac-
tor endowments.

China's coastal provinces had two advantages over their counter-
parts in inland areas in the late 1970s. One is that commercialization
took place much earlier in coastal provinces than in others following

Table 4.13 Total Factor Productivity Indexes and Growth Rates of the State-Owned
Enterprises and Rural Enterprises in China, 1 980s

Total factor productivity Total factor productivity
indexes growth rates (percent)

Ratio of rural to
State-owned Rural state-owned State-owned Rural

Year enterprises enterprises enterprises enterprises enterprises

1980 1.102 0.431 0.39 -2.4 5.3
1981 1.029 0.451 0.44 -6.9 4.4
1982 1.036 0.466 0.45 0.7 3.7
1983 1.073 0.509 0.47 3.7 9.6
1984 1.156 0.591 0.51 7.9 19.8

Submean 0.6 8.6
1985 1.174 0.638 0.54 1.5 8.7
1986 1.160 0.659 0.57 -1.2 3.6
1987 1.175 0.663 0.56 1.3 0.5
1988 1.137 0.668 0.59 -3.5 0.8
1989 - 0.663 - -1.0

Submean -0.5 2.5

Total mean 1.116 0.574 0.51 0.1 5.5

- Not available.

Source: Y Wu (1992: table 4).
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their partial colonization by the world powers in the late nineteenth
century. Before 1949, the economy of the coastal regions was cen-
tered in several large commercial cities, such as Tianjin, Shanghai,
and Guangzhou, that linked China with the rest of the world. In the
Yangtze River delta, the rural economy was closely tied with Shang-
hai, and rural nonfarm income, coming mostly from raising silk-
worms-and, to a less extent, from other sideline activities and local
silk factory jobs-surpassed farm income even in the 1930s (Cao 1996).
This long history of engagement in commercial activities nurtured
entrepreneurship, which was a vital ingredient in the late stages of RE
development.

The other advantage that many coastal provinces had over other
provinces was that they had a lighter industrial structure in the late
1970s. In the planning era, a large proportion of national investment
was placed in central and western regions (the so-called second and
third fronts) due to the consideration of balanced development and,
more important, of preparation for war. Most of the factories thus
established were in heavy industry. As a result, the industrial structure
of the inland areas was biased toward heavy industry, unlike the coastal
areas. A lighter industrial structure, however, was more consistent with
China's comparative advantage and made the diffusion of technology
to rural enterprises much easier in the coastal areas.

A good location means better access to markets, information, and
foreign capital. In this regard, the coastal provinces have an overwhelm-
ing advantage over the inland provinces. The most prominent example
is Guangdong, whose proximity to Hong Kong and Macao gave a big
lift to its RE development (Zhe 1997).

Factor endowments may be the most significant element in explain-
ing the regional diversity of RE development in China. The provinces
that started earlier and have been taking the lead in RE development
are those located in the coastal areas where labor is much more abun-
dant relative to land and other natural resources than it is in the inland
areas. The last three columns of table 4.14 show the amount of arable
land per capita in all the provinces in 1987 and 1995 and their per-
centage change. Specifically, the provinces are divided into a group of
coastal provinces and municipalities and a group of others. The aver-
age arable land per capita of the first group was only 51 percent-54
percent of that of the second group. The division of labor based on
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regional comparative advantage thus requires that the inland areas
specialize in agriculture and resource-related industries and that the
coastal areas specialize in labor-intensive industries in which rural en-
terprises have considerable comparative advantage. This largely ex-
plains why coastal provinces had more successful rural enterprises than
inland provinces.

The different factor endowment ratios of the coastal and inland
provinces resulted in different capital intensities of their rural enter-
prises. Table 4.15 lists data for two years to show the differences. The
average capital stock per worker of the inland provinces was 65 per-
cent of that of the coastal provinces in 1987. Between 1987 and 1995,
the capital stock of coastal provinces increased 154 percent on aver-
age, but that of inland provinces increased only 108 percent. As a re-
sult, capital stock per worker of the inland provinces as a percentage
of that of the coastal provinces was reduced to 54 percent. This shift
was consistent with the dynamic changes in the comparative advan-
tage of these two regions.

ECONOMETRIC ANALYSIS OF RURAL ENTERPRISE DEVELOPMENT

Empirical studies on China's rural enterprises are flourishing. Some
of them are general descriptions of the features of RE development
(Putterman 1997; Ronnas 1996; Zweig 1997). More of them are con-
cerned with the interaction of the RE sector, agriculture, and urban
industry (Byrd and Lin 1990; Y. Wu 1990; H. IVu 1992a; Zhang 1993;
Lim 1994), efficiencymeasurements (Y. Wu 1992,1993; H. Wu 1992b;
Jefferson, Rawski, and Zheng 1996), and wage and emplovment de-
termination (Byrd and Lin 1990). In the early 1990s, the probing of
ownership issues generated fruitful results (see, for example, Byrd and
Lin 1990; Dong and Putterman 1997). A few studies analyze the de-
terminants of the rapid development of rural enterprises (Chen,
Watson, and Findley 1990; H. \AVu 1992b; Zweig 1997), but none of
them alone constitutes a comprehensive study that either examines
the huge regional diversity or tests the various theories emerging in
the literature.4 Lin and Yao (1999) study how the degree of alignment
with their comparative advantage has led Chinese provinces to differ-
ent performances in RE development. In this section, we use the same
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Table 4.14 Gross Domestic Product per Capita and Arable Land per Capita of China's
Provinces, 1987 and 1995

GDP per capita (1990 yuan) Arable land per capita (hectares)

Change Change
Region 1987 1995 (percent) 1987 1995 (percent)

Whole country 1,741 3,010 72.9 0.154 0.161 4.3

Coastal provinces
Liaoning 2,511 3,959 57.7 0.179 0.183 1.9

Tianjin 3,795 5,665 49.3 0.119 0.125 4.5
Beijing 4,730 6,467 36.7 0.077 0.062 -19.1

Hebei 1,307 2,568 96.4 0.147 0.135 -8.6

Shandong 1,491 3,333 123.6 0.103 0.093 -10.3
Jiangsu 2,011 4,232 110.4 0.096 0.087 -9.0

Shanghai 6,243 10,094 61.7 0.077 0.069 -10.3
Zhejiang 1,990 4,733 137.9 0.060 0.061 1.1
Fujian 1,322 3,871 192.8 0.065 0.057 -12.4

Guangdong 1,980 4,842 144.5 0.070 0.077 10.5
Submean 2,738 4,976 81.8 0.099 0.095 -4.6

Inland provinces
Heilongjiang 1,838 3,157 71.8 0.447 0.539 20.6
Jilin 1,729 2,527 46.2 0.320 0.372 16.3

Inner Mongolia 1,228 2,115 72.2 0.439 0.487 11.1
Shanxi 1,296 2,059 58.9 0.199 0.208 4.7

Henan 1,094 1,914 75.0 0.109 0.103 -5.5
Anhui 1,122 1,933 72.2 0.106 0.097 -8.2
Hubei 1,464 2,403 64.2 0.099 0.103 3.4
Jiangxi 1,052 1,777 69.0 0.091 0.132 45.6

Hunan 1,161 1,992 71.6 0.079 0.083 5.9
Guangxi 860 2,051 138.4 0.079 0.080 1.7

Hainan 2,917 0.087

Shannxi 1,080 1,642 52.0 0.199 0.187 -6.0
Gansu 1,085 1,316 21.4 0.217 0.214 -1.5
Ninxia 1,249 1,919 53.7 0.221 0.274 23.8
Qinhai 1,449 1,993 37.5 0.182 0.166 -8.8

Xingjiang 1,493 2,881 93.0 0.265 0.305 14.8

Sichuan 1,007 1,810 79.8 0.076 0.083 9.6

Guizhou 776 1,010 30.2 0.081 0.079 -3.3
Yunnan 858 1,754 104.4 0.099 0.117 18.9

Tibet 1274 1,353 6.2 0.157 0.158 0.4

Submean 1,217 2,026 66.6 0.182 0.194 6.2

Source: SSB, China Statistical Yearbook: 1988, 1996
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Table 4.15 Capital Stocks per Worker of Rural Enterprises, 1987 and 1995
(original value at 1990 prices)

Change
Region 1987 1995 (percent)

Whole country 2,604 5,790 122.3

Coastal provinces
Liaoning 3,445 5,942 72.5
Tianjin 4,119 11,071 168.8

Beijing 5,299 11,033 108.2

Hebei 1,972 5,704 189.3
Shandong 3,007 6,464 115.0
Jiangsu 3,086 9,341 202.7
Shanghai 5,463 14,523 165.9

Zhejiang 3,175 9,112 187.0
Fujian 2,396 6,644 177.3

Guangdong 3,129 7,814 149.7

Submean 3,509 8,765 153.6

Inland provinces
Heilongjiang 3,222 4,786 48.5
Jilin 2,926 3,644 24.6
Inner Mongolia 2,577 3,430 33.1

Shanxi 3,256 4,562 40.1
Henan 1,801 5,117 184.1
Anhui 1,590 4,977 213.0

Hubei 2,563 4,142 61.6

Jiangxi 1,828 2,881 57.6

Hunan 2,154 3,237 50.2

Guangxi 1,546 6,399 313.8
Hainan 9,417

Shannxi 2,067 3,121 51.0
Gansu 1,894 2,673 41.1
Ninxia 2,682 7,269 171.0
Qinhai 2,221 5,842 163.1

Xingjiang 3,115 7,014 125.2
Sichuan 1,980 3,041 53.6
Guizhou 1,330 4,571 243.6
Yunnan 2,517 4,260 69.2
Submean 2,293 4,757 108.0

Source: SSB, China Statistical Yearbook: 1988, 1996.
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data set used in Lin and Yao (1999) to test the various theories and
assessments surveyed in the previous two sections. Every province in
China is equivalent to a medium- or large-size country in terms of
both territory and population, and tremendous variations exist among
them. This provides us with a good opportunity to conduct the tests.

From the discussions carried out in the last two sections, several
testable hypotheses can be formed:

1. Initial conditions. The provinces with favorable initial conditions in
rural industry, state industry, and structure or close proximity to
markets, especially to foreign markets, and foreign capital will have
a larger rural industrial sector.

2. Mlarket conditions. The provinces with higher income, more urban
population, a larger population density, and more transportation
facilities will have a larger rural industrial sector.

3. Human capital. The provinces with a more educated labor force will
have a larger rural industrial sector.

4. Interaction with SOEs. An SOE sector biased toward light industry
will help RE development.

5. Economic reforms. Economic reforms will accelerate rural industri-
alization nationwide.

6. Factor endowments. The provinces with more arable land and less
capital relative to labor will have a smaller rural industrial sector.

7. Public owinership. Provinces with more publicly owned firms will have
a larger rural industrial sector.

Regarding the main theme of this chapter, the last two hypotheses
are the most important. In the next subsection, we define the variables
to be used in our tests.

Variables

We conduct our tests based on two sets of data. In the appendix, we
present a detailed description of how the two data sets are constructed.
The first data set is compiled on 28 provinces in the period 1978-97,
and the second data set is compiled on 15 provinces in the period
1970-97. In both data sets, the year 1996 is excluded because only
value added RE output is recorded, while in other years gross output
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is recorded. The number of provinces drops to 15 for the period 1970-
97 because the rest of the provinces do not have data on the output of
rural industry in the period 1970-77. Even for the remaining 15 prov-
inces, we lack data on some key variables in this period and have to
drop them. We run our regressions separately on the two sets of data.
While the data set of 1978-97 captures a relatively normal develop-
ment path and is enough to test most of our hypotheses, the data set of
1970-97 provides more information on the factors that determine long-
run economic development. In what follows, we discuss the variables
used in the regressions.

For the period 1978-97, the dependent variable is the value of RE
output per rural population (yuan per capita) of each province.5 The
year 1978 is used as the starting point. The initial conditions in that
year include three variables and several regional dummies. The three
variables are value per capita of RE output (yuan per capita), value per
capita of SOE output in the whole province (yuan per capita), and
SOE capital per worker (yuan per worker). The meaning of the first
variable is obvious-it accounts for the initial condition of the RE
sector itself. The second and third variables account for possible im-
pacts of the size and capital structure of the SOE sector. A larger state
sector may have more by way of appropriate technologies to provide
to the rural area, and a lighter state sector (with less capital per worker)
may have more technologies that are suitable for labor-intensive rural
firms. Both factors set a favorable stage for later RE development. To
preserve the impacts of the three variables, we do not use province
dummies. Instead, following Jin and Qian (2000), we divide the 28
provinces into six regions: large cities (Beijing, Shanghai, and Tianjin),
coastal, south, southwest, northwest, and north. The three large cities
are quite different from the rest of the regions because they have much
smaller agricultural populations. The coastal region has a longer his-
tory of industrial development and commerce. It is also close to for-
eign capital and markets. South and north are two interim regions,
and southwest and northwest are the two most underdeveloped. In
the regressions, south is used as the reference region.

Variables accounting for market conditions are lagged provincial
GDP per capita (yuan per capita), urbanization rate (ratio of urban to
total population), population density (persons per square kilometer),
and density of roads, paved roads, and railroads (kilometers per square
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kilometer). The first three variables account for the purchasing power
in a province, and the last three account for the convenience of trans-
portation. Roads include paved and unpaved roads. As RE products
are mainly sold in the same province, purchasing power in a province
is an important factor determining the development of rural enter-
prises. GDP is lagged to avoid the problem of reversed causality be-
cause rural enterprises contribute to current GDP.

We add two variables indicating the openness of a province: exports
per capita (yuan per capita) and FDI per capita (yuan per capita). Ex-
port is lagged because RE exports consist of a major part of total ex-
ports. FDI is not only a measure of openness but also a measure of the
availability of capital in a province. WVe do not have data on the amount
of FDI going to rural areas; otherwise, we would have added it to the
amount of capital available in the rural area.

For human capital, we use the ratio of certified technicians in the
RE sector. For the interaction with the state sector, as in the case of
accounting for the initial conditions, we use SOE value per capita and
SOE capital per worker in a province. Most economic reforms have
been carried out uniformly across the country, so their effects are mixed
with the time dummies that we add into the regressions. One excep-
tion is the household responsibility system (HRS) that was implemented
gradually and unevenly across the country in the period from 1978 to
t983. Therefore, we include a variable measuring the ratio of villages
adopting the HRS in each year to account for the effect of this reform.
Two other major reforms and policy changes happened in 1984 and
1992. Their effects can only be determined by looking at the time
dummies.

Two variables are used to measure a province's relative endowments.
One is arable land per capita (mu per capita: one mu = one-fifteenth of
a hectare); the other is lagged capital per capita (yuan per capita), both
for rural areas onlv. We do not have good labor data, so rural popula-
tion is used instead. Capital per capita is lagged to avoid the endogeneity
of this variable. For public ownership, we use the share of output pro-
duced by firms owned by townships and villages in a province's total
RE output.

Finally, time dummies are included for the years, with 1979 being
the reference year. Although these time dummies carry a lot of infor-
mation ranging from government policy changes to technological
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progress, we use them mnainly to gauge the effects of major economic
reforms, especially the two in 1984 and 1992.

For the period 1970 to 1997, we cannot construct a complete series
for the three transportation variables, ratio of technicians, and SOE
capital per worker. Although we have to drop the first four variables,
we use the lagged output share of light industry in total industrial
output to substitute for the last variable. Compared with the original
variable, the new variable has two drawbacks. One is that the share of
light industry is a measure for all industry in a province, not just for
the SOE sector. The other is that light industry in Chinese statistics is
based on products and (loes not reflect capital intensity in the produc-
tion process.

The categorizations for RE output before and after 1978 are differ-
ent. Before 1978, only industrial firms were recorded, while after 1978,
all kinds of firms (manufacturing, construction, transportation, and
services) are recorded. To get a unified measurement for RE output,
we add the output of industrial firms and the output of sideline activi-
ties for the years before 1978 and add the output of all firms and the
output of sideline activities for 1978 and after. Although the statistical
scope of the two periods still has not reached a perfect match, we be-
lieve the difference is small.

Regression Results

We run two models for each data set, one without the regional dum-
mies and one with them. The results of the four models are presented
in table 4.16. We first discuss the results based on the 1978-97 data
set.

Results based on the 1978-97 data set. Except for the value of RE
output in 1978, all the other variables have similar results in the two
regressions without (model 1) and with (model 2) the regional dum-
mies. In model 1, where no regional dummies are present, initial RE
output has a significantly positive impact on future RE development.
However, when the regional dummies are included, this positive im-
pact vanishes, indicating that the initial variations in the size of the
rural industrial sector have a strong regional pattern. As the five re-
gional dummies show, while the rest of the three regions are not sig-
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Table 4.16 Regression Results

1978-97 1970-97

Variables (1) (2) (3) (4)

Constant 1,468.90* 1,330.4* -914.45** 112.23
(294.29) (378.27) (496.00) (543.53)

Lagged gross 1.69* 1.70* 0.48* 0.74*
domestic product (0.14) (0.14) (0.15) (0.16)

Urbanization 659.80 -383.97 -537.65 -6176.3*
(588.93) (679.89) (606.89) (1,576.9)

Population density 0.04 -0.24 -0.12 -1.4*
(0.27) (0.35) (0.30) (0.45)

Road -1,723.9* -1,285.2**
(581.52) (716.19)

Paved road 1,528.6* 1,371.2*
(516.19) (516.87)

Railroad 1,631.3* 4,404. 1*
(668.08) (1,092.6)

Lagged export -0.93* -1.08* 1.34* 1.08*
per capita (0.16) (0.17) (0.28) (0.28)

Foreign direct investment 3.43* 3.49* 2.37* 2.44*
per capita (0.50) (0.50) (0.52) (0.51)

Ratio of technicians -2,458.2 -117.62
(2,687.4) (2,724.6)

soE value per capita 0.25* 0.24* -0.16** -0.07
0.09 (0.09) (0.87) (0.08)

SOE capital per worker -0.02* -0.02* 14.94 -229.81
(share of light industry) (0.006) (0.006) (122.48) (150.89)

HRS -14.31 -23.56 105.46 67.33
(241.91) (236.19) (300.28) (292.72)

Land per capita -46.23 -15.94 6.64 143.97*
(33.70) (45.56) (38.96) (59.027)

Lagged capital per capita 0.70* 0.86* 1.01* 0.92*
(0.20) (0.20) (0.16) (0.16)

Share of public firm -723.81* -855.06* 407.73 287.02
output (240.60) (242.12) (304.58) (307.50)

Initial RE value per capita 7.23* 3.83 3.74 3.70
(1.50) (2.07) (6.25) (6.15)

Initial SOE value per capita 0.64 0.43 -0.03 1.10*
(0.42) (0.47) (0.26) (0.36)

Initial SOE capital per worker -4.52* -2.64* 303.27* 236.97**
(initial share of light industry) (0.78) (0.97) (100.66) (123.86)

Large cities -1,019.3* 1,129.2*
(406.56) (519.94)

Coastal provinces 175.03** 412.74*
(97.45) (132.17)

Southwest -85.10 -282.47*
(111.51) (94.69)

Northwest -164.96 -587.79*
(125.08) (161.00)

North -192.87 -415.52*
(133.38) (131.67)

* Significant at the 5 percent significance level.
** Significant at the 10 percent significance level.
Note: Standard errors are reported in the parentheses.
Source: Authors' ca culations.
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nificantly different from the south, large cities fall far behind, and
coastal provinces lead all the others. The leading position of the coastal
provinces is not surprising, because they generally have more advan-
tageous historical backgrounds as well as better access to foreign capi-
tal and markets. Nonetheless, the difference between the south and
other regions is not large in an economic sense (only 175 yuan per
person), indicating that the contribution of intrinsic characteristics
that are not taken into account is not substantial. The finding that the
two western regions (southwest and northwest) are not different from
the two central regions (south and north) shows that the backward-
ness of RE development in the west is not caused by its intrinsic "back-
ward" characteristics, such as the lack of entrepreneurship or the lack
of a commercial tradition; rather, it is caused by inferior market and
transportation conditions and other factors explicitly accounted for in
our regressions. The finding that the three large cities fall far behind
the south (the difference is 1,019 yuan per capita) is somewhat sur-
prising. One explanation is that they have much more favorable con-
ditions, as accounted for by the variables used in our regressions, yet
these conditions have not yielded a comparable success.

For the two variables accounting for a province's SOE sector in
1978, the size of the sector does not have a significant impact on fu-
ture RE development, but the dominance of light industry signifi-
cantly improves a province's prospect of RE development. The initial
conditions of the SOE sector set the stage for technological transfers
to the RE sector. These results show that the initial size of the SOE sector
does not matter in this respect; the important factor is its weight. This
conclusion lends support to the comparative advantage argument that
emphasizes rural China's position in low-capital-intensity industries.

We now turn to the results of the market and transportation condi-
tions. Lagged GDP per capita is the most important and powerful
indicator of the market demand for RE products. One yuan increase
in GDP per capita will induce about a 1.70 yuan increase in RE out-
put per capita in the following year. Transformed into elasticity, this
means that a 1 percent increase in GDP per capita brings a 1.89 per-
cent increase in RE output (evaluated at the variable means). In con-
trast, urbanization and population density do not play a significant
role. For transportation facilities, the densities of paved roads and rail-
roads increase RE output significantly. However, RE output is nega-
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tively correlated with the density of all roads, a result that is hard to
comprehend. Wkhen this variable is taken out of the regression, the posi-
tive effect of paved roads vanishes. This shows that the two variables
are highly correlated (their correlation coefficient is 0.74). Although
the effects of both kinds of roads are not large, we learn from the regres-
sion that paved roads are more important than ordinary roads in pro-
viding better transportation facilities to the rural industrial sector.

For the two variables measuring a province's openness, lagged ex-
ports have a negative effect, while FDI has a positive effect; both are
significant. The negative effect of exports seems to suggest that more
foreign demand suppresses the growth of the RE sector. Neverthe-
less, this puzzling result is reversed in the regressions based on the
1970-97 data set. As exports in the 1970s were quite small, adding
these years in the analysis enables us to capture the significant in-
crease in exports in the 1980s. The positive effect of FDI verifies the
importance of foreign capital in financing China's rural industrializa-
tion. The elasticity of this positive effect is 0.12 (model 2); that is, a 1
percent increase in FDI per capita in a province will bring a 0.12 per-
cent increase in RE output per rural population.

The variable measuring the stock of human capital in the RE sec-
tor-the ratio of technicians in the labor force-has a significant im-
pact on the size of the sector. This result may arise for two reasons.
First, we only have a measure for certified technicians, whereas manv
technicians in rural areas do not have formal certifications. That is,
the variable we use in our regression underestimates the number of
technicians in the rural industrial sector. Second, because rural firms
are mainly engaged in labor-intensive industries that do not demand a
sophisticated labor force, more technicians do not necessarily mean
higher output.

Now we turn to a discussion of the link between the RE and SOE
sectors. Not only does the light manufacturing bias of the SOE sector
have a positive impact on the size of the RE sector, but so does its size.
The elasticity is about 0.24 (model 2). Although it is not relevant
whether a province starts with a large SOE sector, the RE sector ben-
efits from a larger SOE sector in subsequent development.

The adoption of the HRS is highly insignificant. The variable HRS
has variations only for the period 1978 to 1983, because after 1983
almost all the villages adopted HRS. The period of HRS reform was
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marked by relative stagnation of RE development. The reform raised
agricultural productivity and facilitated the accumulation of the initial
capital for the rural enterprises' takeoff; nonetheless, its effect on im-
mediate RE development was weak because the rural areas were occu-
pied in increasing agricultural production.

For the two variables representing a province's factor endowments,
arable land per capita has no significant impact, although its sign is
negative, and rural capital per capita has a significantly positive im-
pact. Although we find a difference in land endowments between the
two groups of provinces that have different levels of RE development,
this difference vanishes in multivariate analysis. Capital endowment
makes a strong difference in the size of a province's RE sector.

Lastly, we come to the function of public firms. The share of the
output value generated by public firms has a significantly negative
impact on the size of the RE sector. According tc the estimate in model
2, a 1 percent increase in the SOE share means a 0.61 percent de-
crease in overall RE output.

Results based on the 1970-97 data set. In the regressions based on
the 1970-97 data set, the estimates for GDP per capita, FDI per capita,
HRS, capital per capita, and the initial size of the RE sector are quali-
tatively the same as in the regressions on the 1978-97 data set. We
skip these results here and concentrate on the variables that show dif-
ferent results. These different results are mainly brought about by
adding the data before 1978 into our regression analysis.

China in the 1970s was still pursuing a development strategy geared
toward heavy industrialization, and many irrational decisions were
being made regarding firm locations. In the 1960s and early 1970s, in
addition to the pressure from Western countries, China was trauma-
tized by the prospect of a war with the Soviet Union. Therefore, many
factories were deliberately located in remote inland provinces, in many
cases in mountains that were not readily accessible via any modern
means of transportation. Many of the results shown in our regressions
based on the 1970-97 data set reflect this irrationality.

The most significant results are for urbanization, population den-
sity, and arable land per capita. The first two variables have signifi-
cantly negative impacts on the size of the RE sector in a province, and
the last variable has a strong positive impact. These results contrast
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sharply with those obtained with the 1978-97 data but match per-
fectly with the firm-locating strategy in the 1970s, which put firms in
sparsely populated rural provinces. In addition, the positive link be-
tween the SOE and RE sectors disappears, although the initial size of
the SOE sector and the share of light manufacturing in 1970 have a
positive impact on future RE development. Despite the irrational firm-
locating strategy, however, the two inland regions plus the north are
still behind the south, which is, in turn, behind the coastal provinces
and large cities.

The new regressions also show several interesting results that de-
serve more discussion. As opposed to the regressions based on the
197 8-97 data set, lagged exports have a significantly positive effect on
RE output in the next year. This is mainly because the new data set
captures the fast export growth after 1978. In addition, the share of
public finns becomes irrelevant to the size of the RE sector. This result
could reflect the fact that only public firms were allowed before 1978
and that the differentiation only began after the reform was initiated.

Most important, the new regressions reveal the long-term trend in
RE development. Although the regressions based on the 1978-97 data
set show no clear time pattern, the new regressions show a clear time
pattern by which the whole period 1970-97 can be divided into three
subperiods: 1970-83, 1984-91, and 1992-97. The beginning years of
the last two periods-1984 and 1992-marked important reforms and
policy changes. In 1984, the commune system was formally dismantled,
private firms were officially sanctioned, and urban reform was launched.
In 1992, Deng Xiaoping paid a visit to the south and called for con-
tinuation of the reform efforts, ending three year-long repressive mea-
sures toward rural enterprises. The effects of these reforms and policy
changes are reflected in the year dummies as estimated in model 4.
Although the year dummies before 1984 are insignificantly different
from the starting year 1971, those in the period 1984-91 are weakly
significant, and those in the period 1992-97 are all highly significant.
With 1984 as the dividing point, the average of the year dummies
before 1984 is 135.5, and the average after 1984 (1984 included) is
771.6. The F-statistic for the test that the two averages are different is
4.01, larger than the critical value at the 5 percent significance level.
With 1992 as the dividing point, the average of the year dummies
before that year is 282.5, and the average after that year (1992 itself
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included) is 116.58. The F-statistic for the test that the two averages
are different is 16.72, larger than the critical value at the 1 percent
significance level. Although the year dummies carry a lot more than
just the impacts of policy changes, the match of the estimated time
pattern and the timing of the reforms and policy changes cannot be
explained as merely a coincidence.

The Hypothesis

With the discussions of the regression results concluded, we are in a
position to assess the validity of the hypotheses proposed at the outset
of this section. We have verified most of the claims in hypothesis
1 except that the initial size of the RE sector is shown not to matter
very much. Instead, we have found strong regional variations, with
the coastal provinces being in a clearly more advantageous position
than the rest of the country. For hypothesis 2, we have found that
income is the most powerful demand factor that drives faster RE
development. Transportation facilities are also shown to make a sig-
nificant contribution. Related to this hypothesis, we have found that
engaging in world trade and receiving foreign direct investment help
RE development in a province. We do not find supporting evidence
for hypothesis 3, partly because we do not have adequate data with
which to measure human capital stock in the RE sector. For hypoth-
esis 4, we find strong evidence in the period 1978-97 that a larger and
a lighter SOE sector helps a province to develop a larger RE sector.
The positive effects of the economic reforms, as stated in hypothesis
5, are verified in the case of the reforms in 1984 and 1992. For the
hypothesis concerning factor endowments, hypothesis 6, strong evi-
dence is found to support the claim concerning capital endowment,
but only weak evidence is found for the claim concerning land endow-
ment in the period 1978-97. For the last hypothesis on the role of
public ownership, we find strong evidence that more public owner-
ship in a province has a negative impact on the RE sector for the pe-
riod 1978-97. However, this negative role vanishes when we extend
our data set to include the period 1970-77. This latter finding could
be explained by the fact that only public firms were allowed before
1978.
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CHINESE RURAL INDUSTRIALIZATION FROM AN
EAST ASIAN PERSPECTIVE

To what extent can the Chinese experience of rural industrialization
fit into the broad picture of East Asia? China surely has unique fea-
tures that are rooted in its planning past as well as related to its cur-
rent transition to a market economy. More important, however, it has
broad commonality with the initial industrialization processes of two
East Asian economies, Japan and Taiwan. Common to these three
economies, rural industrialization took the road of establishing small,
labor-intensive, and indigenous firms in rural areas. In addition, rural
industrialization started at the very beginning of the three economies'
takeoff period. This is sharply contrasted with the experience of other
East Asian economies such as Korea, Thailand, Malaysia, and Indone-
sia that adopted government policies advocating the establishment of
large urban firms. Starting in early 1980s, some of the countries such
as Korea and Thailand began to disperse urban industry into rural
areas. Korea seems to have succeeded in this regard (Otsuka and
Reardon 1998), but the situation in Thailand remains largely un-
changed (Poapongsakorn 1995).6 For categorization purposes, we dub
the strategy adopted by China, Taiwan, andJapan the indigenous strat-
egv, and the strategy adopted by the other countries the push strategy.
Many studies have compared the East Asian experiences with the rest
of the developing world as well as among themselves (besides World
Bank 1993, see also White 1988; Hughes 1988; Amsden 1989; Ranis,
Hu, and Chu 1998; Hayami 1998; Hayami and Aoki 1998, to name a
few). Two schools are emerging from the literature. The neoclassical
school treats the East Asian success as the triumph of the free market
and a limited government; the developmental state school emphasizes
the role of government interventions (White and Wade 1988). The
neoclassical school ignores the heavy government interventions present
in the East Asian economies; the developmental state school fails to
explain why government interventions did not succeed in other devel-
oping countries, notably those in Latin America. Lin (1996) tries to
reconcile the two schools by arguing that the East Asian success was
brought about because the industrial-technological structure at each
stage of development was better aligned with the comparative advan-
tage in each economy. In this section, we extend Lin's argument by
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examining the two development strategies adopted by the East Asian
countries. It is not our intention to provide yet another complete com-
parison. Instead, we only present a selective comparison that is perti-
nent to the topic of rural industrialization, taking Taiwan and China
as the representatives of the indigenous strategy and Korea and Thai-
land as the representatives of the push strategy.

The contrast between Taiwan and Korea has received especially
strong attention (Ho 1979; Saith 1987; Kuznets 1988; Otsuka and
Reardon 1998), partly because they are among the first four East Asian
economies that attained the status of newly industrialized economies
in a short period of time. While the neoclassical school emphasizes
the function of the free market and a limited government in the two
economies' rapid growth, the developmental state school emphasizes
their commonalties in successful government interventions. However,
besides export orientation, the two economies share few common at-
tributes.

Although both economies experienced a period of import substitu-
tion in the 1950s when both of them adopted very similar policies-
low interest rates, overvalued currency, taxation on agriculture-gov-
ernment interventions in subsequent years diverged widely in the two
economies. In Korea, the government pursued an active industrial
policy, directing private investment to certain industries that it thought
were vital for the whole economy (see the chapters by Perkins and
Woo-Cumings in this volume and Luedde-Neurath 1988). While ac-
knowledging Korea's gradual move from labor-intensive industries to
capital-intensive industries, Amsden (1989) emphasizes the
government's role in bringing about the leap between two consecutive
stages of development, in many cases by deliberately setting the rela-
tive prices "wrong." Large conglomerates were encouraged in steel,
shipbuilding, heavy chemicals, and auto industries. To ensure that these
large firms got enough capital, the government tightly controlled the
financial system (Luedde-Neurath 1988). As a result, Korean indus-
trialization was overwhelmingly concentrated in and around two cit-
ies, Seoul and Pusan, and the development of the rural areas was re-
tarded.

In contrast with Korea, Taiwan took a relatively decentralized strat-
egy. Although it also used selective policies to promote certain indus-
tries (such as heavy chemicals in the 1960s), government interven-
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tions were much less than, and the form was much different from,
those adopted by the Korean government. Instead of economywide
control of private investment, the Taiwanese government adopted
government ownership in key industries such as heavy chemicals and
steel. The private sector was left largely intact. This created ample
room for rural indigenous industrialization. One indicator of the two
development strategies is the different size of firms in the two coun-
tries. In 1981, the average urban firm in Korea hired 67.8 workers,
and the average rural firm hired 51.5 workers. In the same year, the
average urban firm in Taiwan only hired 31.8 workers, and the aver-
age rural firm only hired 18.1 workers (Otsuka and Reardon 1998).

XNVhv did the two economies adopt different strategies of industrial-
ization? Saith (1987) provides an answer by tracing the initial condi-
tions faced by the twxo economies. Both were colonies of Japan before
WAlorld WNar II, but Taiwan enjoyed a much higher level of rural infra-
structure development than Korea. This had much to do with Japan's
strategy of developing Taiwan as an agricultural colony complemen-
tary to its own industrial development. In addition, Taiwan enjoyed a
favorable agroclimate that allowed it to have a much more diversified
and profitable agriculture, whose surplus provided vital initial capital
for rural industrialization. Korea had no such luck. It maintained a
monoagriculture centered on expensive rice production. Lastly, al-
though both implemented land reforms, Taiwan gave much more ini-
tiative to the locals than Korea did. However, although these factors
definitely played a role in setting the two economies' initial develop-
inent paths, subsequent government policies in Korea aggravated the
problem and created new ones. In what follows, we compare China
and Thailand to put forward some new insights on the government's
role as well as to further Saith's arguments.

Both China and Thailand are still engaged in rural industrializa-
tion, yet their approaches are quite different. WN'hile China largely takes
the indigenous strategy, Thailand takes the push strategy. The word
"takes," though, is somewhat misleading, as it seems to suggest that
the two governments consciously selected the different strategies. This
was not the case for China, at least, because the fast development of
rural industry in the 1980s came as a total surprise to its leadership.
In Thailand, the government was more conscious of adopting deliber-
ate policies encouraging the development of large firms and geographi-



CHINESE RURAL INDUSTRIALIZATION IN THE CONTEXT OF THE EAST ASIAN MIRACLE 183

cal concentration. Although this difference is consistent with the ini-
tial conditions and factor endowments of the two countries, govern-
ment policies have reinforced the trend toward large establishments
and geographical concentration in Thailand.

Both China and Thailand were predominantly agricultural at the
outset of their rural industrialization in the 1960s and 1970s. Rural popu-
lation accounted for 80 percent of China's total population for a long
period of time before the 1980s. In 1960, rural employment accounted
for 90 percent of Thailand's national labor force (Krongkaew 1995).
However, two significant factors differentiated the two countries.

One is that China had more favorable initial conditions in terms of
infrastructure and initial accumulation. This had much to do with more
than 20 years of collective economy in rural China. The collective
economy, despite its well-documented inefficiency, accumulated a con-
siderable amount of public goods in roads, electricity, and basic health
care. In addition, the commune and brigade enterprises that thrived
in the 1970s laid a firm foundation in parts of rural China. Lastly, the
existence of a large state sector, especially in provinces with lighter
industrial structures favoring light manufacturing, provided the rural
industrial sector with needed technologies and human capital. In con-
trast, Thai rural industrialization started almost from scratch. Even
the import substitution strategy pursued in the 1960s did not improve
the situation in the rural areas. This contrast of initial conditions is
parallel to that between Taiwan and Korea, as suggested by Saith (1987).

The other factor is that China and Thailand had, and still have,
different land endowments. While China is well known for its limited
arable land, land is relatively abundant in Thailand. Until the mid-
1980s, the average area cultivated per farm household in Thailand
was increasing because of land abundance (Poapongsakorn 1995). Most
of the new land came from encroachment on forestland that nomi-
nally belonged to the king but was de facto open land until very re-
cently. The abundance of land gives Thailand a comparative advan-
tage in agricultural production, especially in its traditional product,
rice. This largely explains why Thailand remains a major rice exporter
in the world market. Land abundance contains labor outflow from the
sector. In addition, because to claim marginal land as private was ille-
gal, squatters had to stay on their newly claimed land by building a
household. This further retarded the development of rural industry as
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well as permanent migration to the cities.
The development strategies adopted in China and Thailand are

largely consistent with their initial conditions and land endowments.
In China, land is scarce relative to labor in almost every province,
giving provinces an incentive to develop nonagricultural activities, al-
beit to various extents, depending on their land scarcity compared with
that of other provinces. In addition, relatively favorable initial condi-
tions in the rural areas facilitated the establishment of indigenous in-
dustrial firms. Together, these two factors made decentralized rural
industrialization possible in China. This was by no mean a conscious
choice of the Chinese government. Although it was reversing the heavy-
industrialization strategy at the beginning of the 1980s, the govern-
ment never expected the rural industrial sector to become a major
contributor to the national economy. Rather, as in the case of many
rural reforms, rural industrialization was spontaneously initiated by
the localities in a spontaneous way.

In Thailand, the lack of solid infrastructure in rural areas and the
abundance of land were conducive to industrial concentration, at least
at the early stage of industrialization, when higher labor costs around
Bangkok were more than offset by urban agglomeration economies.
However, the differences in initial conditions and land endowments
are not the end of the story. Although China has also maintained fi-
nancial and other policies that discriminate against small rural firms,
these policies have not halted the growth of the rural industrial sector.
This should be attributed to local public accumulation in the planning
era and private accumulation that benefited from agricultural reform.
The situation in Thailand is quite different. Without solid capital ac-
cumulation in rural areas, biased government policies aggravated the
concentration of large firms.

Before 1960, the Thai government pursued a development strategy
that was characterized by state capitalism. Accepting the XWorld Bank's
then state-of-the-art advice of import substitution centered on private
investment, the Thai government gave up the state capitalism approach
and enacted an investment law encouraging private and foreign in-
vestment (Falkus 1995). Under the law, large firms engaged in import
substitution enjoyed tariff exemptions on imported capital goods and
raw materials and permission to export manufactured products, repa-
triate profits, and so on. In addition, a minimum-wage law discour-
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aged employment. As a result, large and capital-intensive firms emerged
and dominated their respective industries (Tinakorn 1995). In addi-
tion, large firms needed better infrastructure, so industrial concentra-
tion in and around Bangkok was reinforced. Apparently, this trend
deviated from Thailand's comparative advantage at that time. As a
natural result, the import substitution strategy encountered problems
at the end of the 1960s because of a persistent trade deficit and an
insufficient domestic market. Government policy shifted to the pro-
motion of exports. The size limit for preferential treatments was low-
ered, and a spatial industrial policy was adopted to disperse industries
away from Bangkok. However, several factors still hinder the devel-
opment of small firms in rural areas. First, the Thai fiscal system is
still highly centralized, depriving local provinces of the capacities to
improve their investment environments. Second, there is still a size
limit and a substantial application fee to be eligible for the privileges.
Third, firms located in industrial estates are better able than other
firms to obtain privileges. Because the price of land on the industrial
estates is usually two to three times the price elsewhere, the policy
clearly discriminates against small firms. Lastly, the minimum-wage
law raises labor costs, discouraging the establishment of new firms in
rural areas. Consequently, industrial dispersion has not occurred, be-
cause 35 percent of the enterprises were still located in Bangkok in
1995 (Poapongsakorn 1995).

Although the development records of both the indigenous and push
strategies are remarkable, there are considerable gaps between them
in specific areas. The most prominent is income distribution. While
China's Gini coefficient of 0.20 could be attributed to its long history
of egalitarian distribution in the planning era, the information pre-
sented in table 4.17 on eight East Asian newly industrializing econo-
mies is illuminating. The table shows the ranks of the eight econo-
mies in a comparison of 34 developing economies in terms of growth
and income distribution in 1985 (Riedel 1988). The ranks are based
on border count, a rule that aggregates multiple criteria into a single
rank ordering. The ranks of income growth alone and income growth
and distribution together are much more compact than the rank of
income distribution alone. While Taiwan occupies the first place for
all three rankings, Korea is fourth for income growth, but eighth for
income distribution. Other countries following Korea's strategy are
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even worse. For example, in terms of income growth alone, Thailand
and Indonesia stand tenth and eighth, but in terms of income distri-
bution, they are sixteenth and fifteenth, respectively. Some authors
(for example, XAade 1988) argue that the more equitable income dis-
tribution in Taiwan was a result of Chinese cultural sensitivities, which
regard income inequality as a more serious problem than poverty. If
that were true, we would see more redistributive measures being
adopted by Taiwan than by other economies such as Korea, yet no
such evidence is found. W-e contend that the more equal income dis-
tribution in Taiwan, as in China, was the result of the indigenous na-
ture of its industrialization.

In addition to income distribution, the two industrialization strate-
gies also have long-lasting effects on the adopters' economic perfor-
mance. It is not a coincidence that Taiwan is the only economy in East
Asia that had a convertible currency, yet was not affected by the East
Asian financial crisis.8 Although the crisis was triggered by and, in
most countries, confined to the financial sector, the development strat-
egy of encouraging the establishment of large firms and conglomer-
ates should take the blame for the resulting unbalanced industrial struc-
ture and weak financial system. First, many of the large firms, especially
in Korea, were established to explore the so-called dynamic compara-
tive advantage-that is, the comparative advantage that a country would
possess in the future. However, any planned development runs the
risk of making the wrong prediction about the future. As a result, the

Table 4.17 Ranking in Growth and Equity of Eight East Asian Newly Industrializing
Economies among 34 Countries

Growth of Income distribution
income and and growth

Income gross domestic of income
Economies distribution product per capita

Taiwan (China) 1 1 1
Singapore 5 2 2
Korea, Rep. of 8 4 3
Hong Kong 11 5 4
Indonesia 15 8 8
Thailand 16 10 9
Malaysia 26 16 14
Philippines 22 17 17

Source: Riedel (1988: 20).
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widening of comparative advantage may never be realized. The con-
trast between Taiwan's and Korea's approaches to the automobile in-
dustry is illuminating. Taiwan specializes in making auto parts, and
firms enjoy a large margin of profits. Korea produces whole cars, but
profit margins are minimal. Yet, before the financial crisis, the gov-
ernment, with its control of the banking system, kept pumping credits
into those large firms. The government support also sent a wrong
signal to foreign lenders that these large firms would not fail easily.
This encouraged irresponsible borrowing. As a result, the average debt/
equity ratio of the 30 largest conglomerates reached 350 percent, and
some even reached 1,200 percent. A similar situation prevailed in
Thailand, where the country's biased policies encouraged large, capi-
tal-intensive firms to dominate the economy with high debt/equity
ratios that contributed to corporate vulnerability in the years leading
to the crisis.

CONCLUSIONS

Rural industrialization is a phenomenon unique to East Asia, and ru-
ral industrialization in China has been the most significant by far. Sev-
eral conclusions can be drawn from our analysis. First, Chinese rural
industrialization has been largely an unintended consequence that is
mainly induced by China's land, capital, labor endowment, and rela-
tively good rural infrastructure, the result of its recent history of col-
lectivization. Second, the rapid growth of the RE sector has been fa-
cilitated by the market-oriented reforms carried out in the past 20
years. Specifically, the sector has benefited from the abandonment of
the heavy industry-oriented development strategy that strongly fa-
vored large establishments. Third, urban light manufacturing indus-
try helped the growth of the RE sector in the early years. Fourth, in
the course of its development, the RE sector has gradually abandoned
public ownership and hardened the financial discipline on firms.

To what extent is the Chinese experience applicable to other devel-
oping countries? Rural industrialization has resulted in more equal
income distribution within a region because the benefits of develop-
ment are accessible to a larger portion of the population. It also eases
social tension that could arise from widening income disparity. How-
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ever, to the extent that it is an unintended consequence arising from
its endowments and history, the Chinese experience may have very
limited direct implications for land- and capital-abundant countries
such as those in Latin America. Nevertheless, even these countries
can derive the lesson that government policies should not encourage
deviation from a country's comparative advantage. However, for coun-
tries in Asia whose endowments are similar to those of China, the
Chinese experience has more direct implications. Besides emphasiz-
ing the need to align a country's choice of industrial-technological
structure with its comparative advantage, the Chinese experience also
shows that investment in rural infrastructure is a key factor in pro-
moting RE development.

APPENDIX. DESCRIPTION OF THE DATA

In this appendix, we present a detailed description of our data. We
have constructed two data sets: one for 28 provinces in the period
1978-97 and one for 15 provinces in the period 1970-97. In the first
data set, Hainan and Tibet are excluded, and Chongqing is added into
Sichuan. The second data set includes Beijing, Tianjin, Hebei, Shanxi,
Shanghai,Jiangshu, Zhejiang, Anhui,Jiangxi, Hubei, Hunan, Guangxi,
Sichuan, Shannxi, and Ningxia. All of the data on rural enterprises are
taken from Rural Statistical Yearbook of China (from 1987 to 1997) and
the Ministry of Agriculture. Other data, such as population, the share
of light industry, cultivated land, exports, foreign direct investment,
and so on, are taken from Chinese Domestic Production: 1952-95, Quanguo
Ge Sheng Zizhiqu Zhixiashi'Lishi Tongii Ziliao Huibian: 1949-1989 [His-
torical Records of Chinese Provinces, Autonomous Regions, and Municipals:
1949-1989], ChinaAgricultural Yearbook from 1978 to 1990, China Rural
Statistical Yearbook from 1986 to 1997, and The Statistical Yearbook of
China from 1983 to 1998. All the financial measures are in 1978 prices.
Two kinds of price deflators are used for various variables. One is the
price index for specific items such as the retail price index for indus-
trial products and the price index for fixed capital. XX'e construct the
other. For example, we construct a GDP deflator for each province by
comparing the province's real GDP and nominal GDP. This deflator
is used to deflate exports per capita and other variables. In what fol-
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lows, we describe how some of the variables used in our regressions
are constructed (for the variables not discussed, the description in the
text is enough).

* Value of RE output per capita. For the period 1985-97, it is the value
of gross output of all rural enterprises. For the period 1977-84,
data on private firms are not available, so we only account for the
output of collective enterprises. For the period 1970-76, the figure
is the sum of the output value of rural industrial enterprises and the
value of sidelines. The data set for 1970-97 includes the value of
sidelines to the output value of rural enterprises for the years after
1976 to obtain a more consistent measure. The deflator we use for
this variable is the rural retail price index of industrial products in
each province.

* Paved roads. Starting in 1996, the official statistical publications no
longer publish data on paved roads. We use the sum of class one
and two roads and highways for 1996 and 1997.

* Share oftechnicians. Data for 1987, 1990, and 1991 are not available.
The 1987 data are fit in by the average of 1986 and 1988. To re-
cover the data for the other two years, we assume that the number
of technicians grew at a constant annual rate from 1989 to 1992.

* Share of light industry. For the period 1978-97, the share is based on
the value of gross output of industrial enterprises at the township
level and above. For the period 1970-77, it is based on the value of
gross output of all the industrial enterprises in a province.

* Export and foreign direct investment. Both are converted into Chi-
nese renminbi. From 1970 to 1986, the official exchange rates are
used; from 1995 to 1997, the weighted averages of the official and
swap exchange rates are used. Export is deflated by the GDP defla-
tor of each province, FDI is deflated by the price index of fixed
assets.

* SOE output value. It is deflated by the industrial GDP deflator of
each province.

* Capitalper capita in rur-al areas. From 1985 to 1997, it is the sum of
productive fixed assets owned by rural enterprises and rural house-
holds. From 1977 to 1980, it is the fixed assets of the communes.
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Data before 1977 are not available. To get a complete series of data,
we use the smoothing method used by Fan and Pardey (1997) to fill
the missing data. For the years before 1977, we assume that the
growth rate of the productive fixed assets in each province is con-
stant from 1970 to 1980. So the average growth rate from 1977 to
1980 is used to backward recover the data of each province before
1977, using 1977 as the starting point. For the years between 1980
and 1985, we assume that the growth rate is constant from 1980 to
1985. The missing data are filled by referring to the data in these
t-wo years. The price index of the fixed assets in each province is
used to convert the data into 1978 prices.

Share ofpublicflrms. For the years before 1985, the share is assumed
to be 1. For 1995 and 1996, the share is based on the value added
instead of gross value.

NOTES

WVe are indebted to Shahid Yusuf and the February 1999 San Francisco workshop
participants for their insightful comments. Mingxing Liu provided very capable as-
sistance in data collection and processing.

1. In Chinese literature and statistics, rural enterprises include all the enterprises
at or below township level, regardless of their type of ownership. These enter-
prises include not only those operating in industrial sectors but also those in
construction, transportation, commerce, and food services. WVe adopt this defi-
nition here.

2. The Gini coefficients are calculated based on county-level income data rather
than on household income data. For a description of the methodology and data
issues, see Lin, Cai, and Li (1997).

3. The numbers cited in this section, if not otherwise noted, are from Byrd and
Lin (1990: 9-10).

4. 'IThe stndy bvjin and Qian (2000) is close to such a study, but their panel is too
short (from 1986 to 1994) to make their study comprelhenlsive because many
policy changes happened before 1986.

5. All the monetary measurements are normalized to 1978 vuan. For a detailed
discussion of the normalization, see the appendix.

6. Nugent (1996) shows that the reversal was made possible bv changes in the
Korean government's financial policies toward a friendly environment for smaller
firms.

7. ''he Chinese former leader Deng Xiaoping once told a reporter, "Generally
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speaking, our rural reforms have proceeded very fast, and farmers have been
enthusiastic. What took us by surprise completely was the development of town-
ship and village industries. The diversity of production, commodity economy,
and all sorts of small enterprises boomed in the countryside, as if a strange army
appeared suddenly from nowhere. This is not the achievement of our central
government. Every year township and village industries achieved 20 percent
growth. This was not something I thought about. Nor had the other comrades.
This surprised us." (People's Daily, June 13, 1987).

8. Certainly, Taiwan has been more prudent in opening its financial markets. For
example, it still maintains quite restrictive regulations toward short-term for-
eign loans and the operation of foreign banks in its territory. Recently, its cur-
rency was also devalued, but not as a direct result of the financial crisis; rather, it
was caused by sluggish demand in the other East Asian countries.
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CHAPTER 5

AFTER THE CRISIS, THE EAST ASIAN

DOLLAR STANDARD RESURRECTED:

AN INTERPRETATION OF HIGH-

FREQUENCY EXCHANGE RATE PEGGING

Ronald 1. McKinnon

F or more than a decade before the crisis of June 1997 to
December 1998, East Asian currencies were pegged to the
U.S. dollar. With the important exception ofJapan, the crisis
economies of Indonesia, the Republic of Korea, Malaysia, the

Philippines, and Thailand as well as the noncrisis economies of Hong
Kong (China), Singapore, and Taiwan (China) organized their domestic
monetary policies to keep their dollar exchange rates remarkably stable.
In effect, their mutual link to the dollar was the nominal anchor for
their domestic price levels-the East Asian dollar standard (McKinnon
2000). Although exchange rate policies have been comprehensively
reviewed following the crisis, it is notable that East Asian countries
appear to have resumedl formal or informal pegging to the dollar, reaf-
firming the attractiveness of the rule followed through the nineties.

In 1994, as China moved to full current account but not capital
account convertibility, the government unified its exchange rate re-
gime and then kept the rate virtually unchanged at 8.3 yuan to the
dollar through the crisis to the present. After a net 50 percent devalu-
ation of the ringgit, the Malaysian government imposed capital con-
trols and announced, in September 1998, a fixed exchange rate of 3.8
ringgits to the dollar, which it still maintains.

Of all these economies, only Hong Kong declared an official ex-
change rate parity against the dollar. (The others remained noncom-
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mittal on parity obligations.) Since 1983, Hong Kong's parity of 7.8
Hong Kong dollars to the U.S. dollar has been the anchor of domestic
monetary policy based on a currency board-the only one in East Asia.
And despite continual attacks during 1997-98, Hong Kong sustained
this exchange rate without the aid of capital controls.

In this chapter, I first analyze what happened to the East Asian dol-
lar standard during the crisis. In the period of wildly fluctuating exchange
rates from mid- 1997 through 1998, how did the dollar fare as nominal
anchor? The collective importance of the East Asian dollar standard
as a regional monetary anchor was revealed by the massive deflation-
ary pressure in dollar terms that was unleashed throughout East Asia.

Second, I consider how the postcrisis exchange rate regime has
evolved since 1998. The precrisis pegged-rate regime has been judged
a failure because of its moral hazard in inducing short-term hot money
flows. Fischer (1999) suggests that greater exchange rate flexibility
would be desirable in the future, while others suggest that a zone of
more stable exchange rates against the yen might be preferable (Kwan
2001; Kawai and Akiyama 2000; Ohno 2000). Except for Indonesia,
however, the East Asian dollar standard seems to be resurrecting it-
self. Dollar exchange rates, particularly when observed on a high-fre-
quency (daily) basis, have become as stable as they were before the
crisis. This "fear of floating" identified by Calvo and Reinhart (2000a,
2000b) is shown at higher frequencies to be a rational response to
capital market conditions in emerging markets.

Third, I explore the "honeymoon" effect. After a major crisis with
sharp devaluations and some exchange rate overshooting, hot money
inflows are naturally somewhat muted. But this calm since 1998 is
deceptive. To prevent the cycle of international overborrowing from
repeating itself, the banking and foreign exchange authorities must
still put proper prudential regulations in place; these regulations, in
turn, affect the nature of the optimal exchange rate regime.

I conclude by discussing how the informal rules of the game under
which the East Asian dollar standard operates could be modified to
curb hot money flows. One objective is to lengthen the term to matu-
rity of finance in the smaller East Asian debtor economies. But in or-
der for Japan-the largest creditor-to have less of a destabilizing ef-
fect on the others while promoting its own economic recovery, a
somewhat different set of rules is appropriate.
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THE COLLECTIVE NOMINAL ANCHOR

Using precrisis data, lMcKinnoii (2000) presents evidence that inter-
national trade in the region was overwhelmingly invoiced in dollars
and that, in the 1990s, the domestic American price level was quite
stable. This price level of the "center" country was considered to be
the "anchor" to which any individual East Asian country could attach
itself. However, this earlier view substantially oversimplifies how the
East Asian dollar standard actually works.

First, this nominal anchor argument rests more on low- than on
high-frequency pegging. To stabilize and protect domestic price lev-
els from (inadvertent) beggar-thy-neighbor devaluations, the monetary
authorities need only be concerned with stabilizing the exchange rate
on a monthly or quarterly basis. Figures 5.1 and 5.2 indicate that
monthly exchange rates against the dollar were quite stable before the
1997-98 crisis-albeit sometimes with drift-and, in 1999-2000,
showed signs of stabilizing once more. But this nominal anchor argu-
ment fails to explain the much tighter pegging on a daily basis, which
is discussed below.

Second, for any one member country of the East Asian dollar stan-
dard, the stability of this nominal anchor depends more on having all
or most East Asian countries jointly stabilizing their dollar exchange
rates than on the American price level alone. The 1997-98 crisis throws
strong light on the issue. The sharp currency devaluations of Indonesia,
Korea, Malaysia, Philippines, and Thailand-and the collapse in their
demand for imports-inmparted severe deflationary pressure on those coun-
tries that did not devalue or that devalued by considerably less than
did these crisis economies. This deflationary effect was further aggra-
vated by the earlier fall of the yen from 80 to the dollar in April 1995
to a bottom of 147 to the dollar inJune 1998 (figure 5.2). For 9 of the
10 countries (Indonesia is omitted because of problems with vertical
scaling) and the United States itself, figures 5.3 and 5.4 plot consumer
price indexes from January 1995 to April 2000. With the U.S. con-
sumer price index (CPI) as the benchmark, two features stand out:

* The domestic inflationary impact in each of the four crisis econo-
mies from their deep devaluations was surprisingly muted. Their
price levels increased by less thian half of whatever devaluation against
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the dollar was sustained into the year 2000. Even the earlier sub-
stantial fall in the yen in 1997-98 did not impart any inflation in
Japan's CPI (figure 5.4).

The deflationary pressure imparted to the noncrisis, nondevaluing,
economies was quite severe. Figure 5.4 shows the CPIs of Hong
Kong and China falling about 10 percent relative to the U.S. CPI,
but also falling absolutely from late 1997 to 2000. Even Singapore
and Taiwan, with 10 to 15 percent devaluations against the dollar,
saw modest falls in their internal CPIs from mid-1997 to 2000.

Of course, these two features are related. The sharp devaluations
and falls in aggregate demand in the five crisis economies imposed
strong downward pressure on the dollar-invoiced prices of most goods
traded in the region. This fall in the general dollar price level then
muted the increases in the internal price levels of the devaluing econo-
mies, while contributing to the serious absolute deflationary pressure
in China and Hong Kong, which did not devalue at all. Even the United
States itself was affected. A broad tradable goods price index, the
American producer price index (PPI; not shown) fell about 5 percent
from mid-1997 to early 1999.

VVhat is the lesson from this regional deflation? East Asian coun-
tries are now highly integrated in their trading relationships with each
other (see chapter 11, by Urata, and Bergsten 2000). Indeed, C. H.
Kwan (2001) shows that, for the last two decades, intra-Asian trade
(including Japan) rose much faster than trade with the United States.
Now about 50 percent of gross East Asian exports go to other East
Asian countries and only 25 percent go to the United States. The 1997-
98 crisis revealed how the success of any one country pegging to the
dollar as a nominal anchor depends heavily on having its trading part-
ners and competitors securely anchored as well. From this collective
"nominal anchor" perspective, East Asia has become a natural cur-
rency area over which it is desirable for exchange rates to be stable.



AFTER THE CRISIS, THE EAST ASIAN DOLLAR STANDARD RESURRECTED 203

Mar-00

Jan-00

Nov-99
Sep-99

Jul-99

(I c ' tMay-99

_ i ( . \ Mar-99

Jan-99

< \ \ Nov-98

c < .Sep-98
0 t .Jul-98

.T tMay-98

Mar-98

oT 'Jan-98
Nov-97

Sep-97

Jul-97

May-97

Mar-97

0 & ) } Jan-97
0 ~~~~~~~~~~~~~~~~~Nov-96 I

co Sep-96

c) Jul-96
0 ~~~~~~~~~~~~~~~~~~May-96

Mar-96 U

Jan-96

._ ., 4 0 'O ° o CD E c'tNov-95E
Sep-95

0 Jul-95
0

U ~~~~~~~~~~~~~~~~~~May-95 
ul) ~~~~~~~~~~~~~~~~~~Mar-95

3 ~~~~~~~~~~~~~~~~~~~Jan-95
LL t2 - 0C 



204 RETHINKING THE EAST ASIAN MIRACLE

Mar-00

n i1 E Jan-00

Nov-99

m. Sep-99
-r $ %Jul-99

C t z May-99

Mar-99

Jan-99

,v \ % JNov-98
Sep-98

.T 0 Jul-98
C May-98
o 0
Z Mar-98

.T ~~~~~~~~~~~~~~~~~~~Jan-98
u Nov-97

rn B Q \ Sep-97

a) F t Jul-97
May-97

-l _ JN0Mar-97

.0 5 JSMUean-97
Q 0 ~~~~~~~~~~~~~~~~~~Nov-96

en ~ ~ ~~~~~9Sep-96 
H ~~~~~~~~~~Jul-96

>) May-96

.) _ }t \ \Mar-96 c

Jan-96
CC ~~~~~~~~~~~~~~~~~Nov-95

E iSep-95 ~
c Jul-95
U May-95

LiA)~C Mar-95

U ~~~~~~~~~~~~~~~~~~~Jan-95
~ .u CCC 0 C C 0 C 
LL ~ CCC N - - 0 CC CC C C



AFTER THE CRISIS, THE EAST ASIAN DOLLAR STANDARD RESURRECTED 205

OPTIMUM CURRENCY AREAS VERSUS THE COLLECTIVE
NOMINAL ANCHOR

Are there other perspectives? Some might object that the East Asian
countries, with or without Japan, do not constitute an optimum cur-
rency area in the sense of Mundell (1961) because they experience
macroeconomic shocks "asymmetrically." For East Asia, C. H. Kwan
(2001: 11,12) states Mundell's 1961 argument this way:

The major cost associated with monetary integration arises from the aban-
donment of an independent monetary policy. By fixing its exchange rate to
other members of the monetary union, a country joining a union auto-
matically gives up control over its own monetary policy. When its economy
is subject to an external shock, it has no choice but to follow the common
monetary policy of the monetary union. Countries with similar economic
structures can respond to a common shock with a common monetary policy,
and the costs of giving up an independent monetary policy are relatively
small. In contrast, countries with heterogeneous economic structures re-
quire different policy responses to common shocks, and the costs of shar-
ing a common monetary policy are relatively large. For example, Japan
and Korea, both oil importers, can respond to a surge in oil prices with the
same monetary policy. This, however, would not apply to Japan and Indo-
nesia, where the latter is an oil exporter....

In view of the diversity among these countries, it is unlikely thatJapan,
the Asian NIEs [newly industrializing economies], the ASEAN [Associa-
tion of South East Asian Nations] countries, and China together and at
once have formed an optimum currency area. Higher-income countries
such as those of the Asian NIEs have trade structures similar to that of
Japan, while lower-income countries such as lower-income members of
ASEAN and China have trade structures very different from that ofJapan.

Based on Mundell's 1961 analysis, Kwan concludes that East Asian

economies collectively do not form an optimal currency area. Kwan's
careful analysis is in line with a huge volume of similar literature show-
ing that continental Europe before the euro was not an optimum cur-
rency area either (see Eichengreen 1997). In his 1961 paper, "A Theory
of Optimum Currency Areas," Mundell (1961: 511) illustrated his ar-
gument thus:

If demand shifts from the products of country B to the products of country
A, a depreciation by country B or an appreciation by country A would
correct the external imbalance and also relieve unemployment in country
B and restrain inflation in country A. This is the most favorable case for
flexible exchange rates based on national currencies.
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But Mundell's narrow interpretation of asymmetric shocks does not
make much sense for industrially diversified economies, each produc-
ing hundreds or thousands of commodities. Private demand would
not suddenly shift away from French goods collectively toward Ger-
man-or even from Thai goods toward Korean.'

To make more empirical sense out of Mundell's traditional analy,sis,
writers like C. H. Kwan stress the problems for countries with differ-
ent industrial structures facing a common external shock. This com-
mon shock could be a change in the price of some primary commod-
itv, such as a rise in the price of oil. (For the smaller East Asian
economies pegged to the dollar, fluctuations in the yen/dollar exchange
rate have been the most important common external shock; McKinnon
2000). Or national business cycles could simply be out of phase. To
better preserve national monetary autonomy, the early Mundell tradi-
tion stressed the advantage of keeping currency areas small and sepa-
rated by flexible exchange rates.

"'as the early Mundell right? At a conference in Madrid in 1970,
Mundell essentially changed his mind (Mundell 1973a, 1973b;
McKinnon 2001)! In these 1973 papers, he showed that heterogeneous
economies could share the risks from asymmetric shocks better within
a common currency area. For this later Mundell, the key was interna-
tional portfolio diversification in both assets and liabilities. Full diver-
sification and risk sharing were possible only if future exchange rates
were certain. Then a country suffering an adverse shock could easily
draw down its claims on, or borrow from, other countries in the com-
mon currency area. By not having to devalue, domestic money would
be as good as foreign money.

A harvest failure, strikes, or war in one of the countries causes a loss of real
income, but the use of a common currency (or foreign exchange reserves)
allows the country to run down its currency holdings and cushion the im-
pact of the loss, drawing on the resources of the other country until the
cost of the adjustment has been efficiently spread over the future. If, on
the other hand, the two countries use separate monies with flexible ex-
change rates, the whole loss has to be borne alone; the common currency
cannot serve as a shock absorber for the nation as a whole except insofar as
the dumping of inconvertible currencies on foreign markets attracts a specu-
lative capital inflow in favor of the depreciating currency. [Mundell 1973b:
115.]
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Even before the 1997-98 crisis, however, the East Asian economies
were a long way from establishing a truly diversified capital market
among themselves. Exchange rates were insufficiently pinned down in
the longer r7in for insurance companies, well-behaved banks, trust funds,
and other fiduciaries in any one country to hold claims on the other
countries denominated in their currencies. True, Japan was the largest
net creditor. But even in the absence of crises, there was insignificant
diversification of gross assets and liabilities within the East Asian re-
gion. Indeed, substantial portfolio diversification within Europe had
to wait for the advent of the euro onJanuary 1, 1999 (McKinnon 2001).
And complete monetary unification in East Asia, with the introduc-
tion of an "Asian euro," is certainly not imminent.

A COMMON MONETARY STANDARD VERSUS A
COMMON CURRENCY

Although not as good as a common currency, a common monetary
standard among close trading partners is still preferable to (unrestricted)
exchange rate flexibility. For our purposes, a common monetary stan-
dard is one where participating countries keep, with some success, their
exchange rates fixed against a common nominal anchor, possibly pro-
vided externally. Although exchange rates may remain fixed for many
years (as in some East Asian countries before the crisis), longer-term
exchange rate uncertainty remains. In comparison, a "common currency"
provides a common anchor and full long-run exchange rate certainty.

However, a common monetary standard among countries that trade
extensively with each other is still better than floating exchange rates
for mitigating asymmetric shocks. Indeed, the common nominal an-
chor itself becomes more stable if business cycles across member
countries are not synchronized. If country A experiences a cyclical
downturn, then the common price level provided by the nominal an-
chor will be more stable as long as country B does not experience the
same shock. With a series of such random shocks affecting each coun-
try differentially, there will be a natural tendency toward business cycle
smoothing for the region as whole.

If countries A and B have synchronized business cycles with up-
turns and downturns experienced in unison, this amplifies the com-
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mon business cycle. The extreme case was the East Asian crisis, with
devaluations and downturns in several member economies simulta-
neously imposing a deflationary slump on other members. Each crisis
economy's own downturn was thereby aggravated.

XVhy, then, did interpreters of the early Mundell (1961) lean to-
ward grouping similar countries or regions together-for example,
those with svnchronous business cycles-in defining an "optimum"
currency area, as in Kwan's analysis quoted above? Like most macro
economists in the early 1960s, Mundell still had a postwar Keynesian
mind-set in believing that national governments could success-
fully fine-tune aggregate demand to offset private sector shocks on
the supply or demand sides. As a modeling strategy, he assumed
stationary expectations: people acted as if the current domestic price
level, interest rate, and exchange rate would hold indefinitely (even
when the exchange rate was floating). Both his theory of opti-
mum currency areas (Mundell 1961) and the standard textbook
Mundell-Fleming model (Mundell 1968) of how monetary and fiscal
policy work themselves out in an open economy depend on stationary
expectations.

We now realize that expectations are not stationary. Asset markets
in general, and the foreign exchange market in particular, are forward-
looking-a fact appreciated by the later Mundell (1973b). They be-
come very volatile if the government just might take discretionary ac-
tion to fine-tune the domestic macroeconomy: the well-known
time-consistency problem (Kydland and Prescott 1977). Risk premi-
ums in bond markets increase. Thus modern macroeconomic think-
ing leans toward constraining and limiting what governments might
try. If the inflation tax is not needed for revenue (which has been true
of East Asia except for Indonesia), central banks everywhere are more
narrowly mandated to stabilize the domestic price level.

In industrial economies, this mandate is interpreted as direct infla-
tion targeting. With a well-developed, long-term domestic bond mar-
ket, the central bank can use open-market operations to control the
monetary base. Continual adjustments in short-term interest rates for
controlling domestic inflation become feasible-as per Taylor's rule
(Taylor 1993). In a rules-based environment, industrial economies can
credibly fashion their own nominal anchor. This limits the moral haz-
ard of governments trying to take markets by surprise.
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But in emerging markets, and those in East Asia in particular, finance is
too short-term for something like Taylor's rule to be operational. In-
creases in short-term interest threaten bankruptcy much more because
banks and firms have such short-term liquid liabilities relative to their
longer-term, less liquid assets. Whence came the importance of tar-
geting the exchange rate as (a) an instrument of monetary policy for
stabilizing the domestic price level in an area where most trade is in-
voiced in dollars and (b) a highly visible rule that, if followed in a consis-
tent fashion by subordinating domestic monetary policy to the inter-
national standard, constrains erratic behavior by the government itself.

The East Asian crisis has shown that even if the time-consistency
problem is "solved" for any one country, monetary stability itself is
not ensured unless trading partners and competitors are also pegged
to the dollar. Indeed, relying on an outside country to provide the
nominal anchor has risks of its own should that center country's mon-
etary authority misbehave.

EXCHANGE RATE TARGETING: YEN VERSUS DOLLAR

Why not choose the yen rather than the dollar as the central currency
around which the common monetary standard is organized? In East
Asia, Japan by some measures is a slightly bigger trader, and certainly
a more important source of capital, than is the United States. C. H. Kwan
(2001) has estimated that intra-Asian exports (including Japan) rose
from about 30 percent of total Asian exports in 1986 to 50 percent by
the late 1990s. Similarly, Asian exports to the United States fell from
about 3 5 to 2 5 percent of all Asian exports. When the smaller East Asian
economies are pegged to the dollar, as the yen/dollar rate fluctuates,
Japan's real exchange rate varies not only against that of the United
States but also against all those of Japan's East Asian trading partners.

Thus it is not surprising that the Japanese government has long
sought to create a yen zone in Asia. Japan's exchange risk would be
greatly reduced if the other East Asian nations pegged collectively to
the yen instead of the dollar. Less drastic would be for each of the
smaller economies simply to weigh the yen more heavily in pegging to
a currency basket. This basket would be trade-weighted to reflect the
importance of that country's exports to, or its imports from, Japan
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relative to the importance of its trade with the United States, euroland,
other East Asian economies, and so on. For variants of this alterna-
tive, see Williamson (2000), Kwan (2 001), Kawai and Akiyama (2000),
and Ito, Ogawa, and Sasaki (1998).

If the trade weights in any one country's currency basket are picked
appropriately, this basket approach also minimizes the variance in that
country's similarly trade-weighted real exchange rate arising from ex-
ternal sources, as with fluctuations in the yen/dollar or euro/dollar
exchange rates. (One still has to adjust separately for the effect of in-
ternal inflation on the real exchange rate.) So, the welfare criterion
underlying the currency-basket approach is one of minimizing vari-
ance in the effective real exchange rate of the country in question.
Should this welfare criterion, advocated by so many authors, be the
dominant one for the smaller East Asian countries?

First, targeting the real exchange rate, however measured, by con-
tinually moving the nominal rate means that the exchange rate cannot
anchor the domestic price level. A "random" increase in domestic in-
flation would require an offsetting devaluation that accommodates the
ongoing inflation. And before the 1997-98 crisis, the smaller East Asian
economies-with the possible exception of Indonesia-had good fiscal
balance so that revenue from the inflation tax was unnecessary. China
had ongoing fiscal deficits but could finance these in a noninflationary
manner by allowing the government to borrow from China's huge
banking system (McKinnon 1993: ch. 13). In countries such as these,
in contrast to countries with chronic inflation, as in Latin America,
targeting the real exchange rate introduces monetary instability, that
is, greater persistence in inflation rates, when none need exist.

Second, because the trade weights in each country's basket would
differ from those of its neighbors, the commonality of the East Asian
monetary standard would be lost. Country A would be continually
moving its exchange rate differently from country B, requiring fur-
ther exchange rate adjustment in country B. Worse, if a calamitous
devaluation occurred in any one Asian economy (as in Thailand in
June 1997), the rules of the currency-basket game would require neigh-
boring countries to devalue as well. So contagious devaluations would
be built into the rules of the currency-basket regime.

Third, the appropriate trade weights are necessarily ambiguous. For
a group of countries that compete in third markets, as the East Asian
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countries do, conventional trade weights based on the size of bilateral
trade between any pair might seriously understate the importance of
movements in either country's exchange rate for the other. Also, trade
weighting does not reflect the preponderance of dollar invoicing of
trade in East Asia. In normal times, these dollar prices may be quite
sticky, reflecting the pricing-to-market competition among firms in
the area. For primary commodities, where producers have no market
power, dollar prices are given in world markets independently
(McKinnon 1979). Thus, even using this basket technique, the dollar
should receive a much higher weight than suggested by simple bilat-
eral trade with the United States.

Fourth, the simplest conceptual solution for stabilizing effective real
exchange rates in East Asia is to fix the yen to the dollar. Being part of the
dollar zone would dramatically reduce the variance in real exchange rates
that Japanese producers and overseas investors now face. It also would
reduce residual exchange risk in the other East Asian economies as well.

Such a drastic change in Japan's foreign exchange policy-and nec-
essarily in its monetary policy-would have to be argued on domestic
grounds as well. Fortunately, no conflict between internal and exter-
nal balance exists. Kenichi Ohno and I have shown (McKinnon and
Ohno 1997, 2000) that a long-term fix of the yen against the dollar
(requiring American cooperation to be credible) is the key for Japan
to escape from the low-interest liquidity trap and deflationary expec-
tations in which its economy is now mired.

RESURRECTION: THE RETURN OF HIGH-FREQUENCY PEGGING

A priori, one can rehash indefinitely the debate over fixed versus flex-
ible exchange rates or whether East Asia is a natural yen zone or dollar
zone. However, the outcome has already been decided by a "natural
experiment." In 2000, both the crisis and noncrisis countries of East
Asia (with Japan remaining the important exception) returned to for-
mal or informal dollar pegging, which is statistically indistinguishable
from what they were doing before the crisis.

Except for Indonesia, figures 5.1 and 5.2 plot the dollar exchange
rates of the East Asian countries on a monthly basis. Figure 5.1 shows
the crisis economies-Korea, Malaysia, Philippines, and Thailand-
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stabilizing their dollar rates after about a 25 to 50 percent net devalu-
ation against the dollar from mid-1997 to 2000. Figure 5.2 shows the
noncrisis economies of Taiwan and Singapore stabilizing their exchange
rates after about a 10 percent devaluation; China and Hong Kong show
no change in their dollar exchange rates throughout the crisis. The
figure also shows greater fluctuations of the yen against the dollar and
the marked (if temporary) depreciation of the yen from July 1995,
when the rate was 80 yen to the dollar, to June 1998, when the yen
bottomed out at 147 to the dollar.

However, these low-frequency-that is, monthly-plots, which the
eye can easily follow, are deceptive. In some important sense, they
understate the degree to which the East Asian dollar standard has been,
or is on its way to being, resurrected. To understand better what is
going on, one must consider higher-frequency-that is, weekly and
daily-data. Then the hypothesis cannot be rejected that the East Asian
countries from January 1999 to May 2000 returned to a dollar stan-
dard like the pre-1997 regime.

Weekly and daily exchange rate data were taken from Bloomberg
Analytics for nine East Asian economies-China, Hong Kong, Indo-
nesia, Korea, Malaysia, Philippines, Singapore, Thailand, and Taiwan.
The data were broken up into three periods-precrisis from January
1994 to the last week of May 1997, the crisis fromJune 1997 to De-
cember 1998, and postcrisis from January 1999 to May 2000.

The basic regression model draws from the work of Frankel and
W7ei (1994). A relatively independent currency, such as the Swiss franc,
was chosen as an arbitrary numeraire for measuring variations in the
exchange rate. The simple regression model is multivariable ordinary
least squares for each country and time period.

The basic regression model draws from the work of Frankel and
"'ei (1994). A relatively independent currency, such as the Swiss franc,
was chosen as an arbitrary numeraire for measuring variations in the
exchange rate. Based on the first difference of logarithms (percentage
changes), the simple regression model is multivariate ordinary least
squares for each country and time period.

(5.1) Local Currency/SWXF = , + 12 USD/SWVF + I3 JPY/SWAT
+ P4 DEMNUSXAT + E
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where SWF is the Swiss franc, USD is the U.S. dollar, JPY is theJapa-
nese yen, DEM is the German mark, and D is an operator denoting
the percentage rate of change, e is assumed to be a well-behaved error
term, following N(0,&2).

According to Frankel and Wei, if the local currency is tightly fixed
to some particular value of the dollar, then the regression coefficient
2 in equation 5.1 should approximate unity, while j3 and P4 are close
to 0. If it tracked the Japanese yen, then P3 should be close to 1 and the
others close to 0.

Daily Data

Tables 5.1, 5.2, and 5.3 summarize the regression results before, dur-
ing, and after the crisis. All three are based on daily observations of
exchange rates.

Table 5.1 summarizes the tightness of the exchange rate band around
the U.S. dollar during the precrisis time period from January 1994 to
May 1997. The 2 coefficients were all very close to 1 and always sta-
tistically significant. The coefficients for the other two potential an-
chor currencies (the yen and the mark) were typically close to 0 and
were not statistically significant. Judging from the high R2, the statisti-
cal model captures most of the exchange rate variance of each East
Asian country. These precrisis data suggest that East Asian countries
kept their dollar exchange rates remarkably stable week-to-week.

More specifically, China and Hong Kong had ,B, coefficients and R2

of almost exactly 1. Their extremely small standard errors suggest that
the authorities ensured that the exchange rate fluctuated very little.
Although Hong Kong had an official exchange rate parity, China did
not. But they were statistically indistinguishable.

Next, Indonesia and Philippines had 3, coefficients very close to 1,
but with somewhat larger standard errors, suggesting that their au-
thorities allowed some exchange rate movements on a weekly basis.
Singapore and Thailand pegged most loosely to the dollar, with f,
coefficients of 0.85 and 0.89, respectively. Even these coefficients were
remarkably high: a 1 percent change in the U.S. dollar to Swiss franc
exchange rate implies a 0.85 percent change in the Singapore dollar to
Swiss franc exchange rate.



Table 5.1: Daily Observations: Precrisis Period, January 1994-May 1997
Observations: 889

Currency Constant U.S. dollar Japanese yen German mark R square Adj R square F statistic
Chineseyuan 0.000 0.996 0.000 0.012 0.99563 0.99561 67,142.17

(0.000) (0.003) (0.003) (0.007)
Hong Kong dollar 0.000 1.000 -0.002 0.002 0.99811 0.99810 155,457.53

(0.000) (0.002) (0.002) (0.005)
Indonesian rupiah 0.000 0.999 -0.014 -0.021 0.96058 0.96045 7,188.77

(0.000) (0.008) (0.009) (0.022)
Korean won 0.000 1.021 0.006 -0.032 0.88348 0.88308 2,236.68

(0.000) (0.016) (0.017) (0.041)
Malaysian ringgit 0.000 0.886 0.062 0.039 0.88911 0.88873 2,365.31

(0.000) (0.014) (0.015) (0.036)
Philippine peso 0.000 0.987 -0.009 -0.012 0.83598 0.83543 1,503.58 m

(0.000) (0.018) (0.021) (0.049) T

Singapore dollar 0.000 0.817 0.114 0.037 0.90524 0.90492 2,818.02 z
(0.000) (0.012) (0.013) (0.032) z

Thai baht 0.000 0.955 0.070 -0.087 0.92323 0.92297 3,547.57
(0.000) (0.012) (0.013) (0.031) T

Taiwan dollar 0.000 1.015 0.015 -0.067 0.92799 0.92775 3,801.82 m
(0.000) (0.012) (0.013) (0.031)

Note: Standard errors are in parentheses.
Source: Bloomberg Analytics and International Monetary Fund. >
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Table 5.2 shows that in the crisis period, fromJune 1997 to Decem-
ber 1998 only China and Hong Kong continued with unwavering dollar
pegs; the others gave up. The i2 coefficients for Indonesia, Malaysia,
Philippines, Singapore, and Thailand differed from 1 with large stan-
dard errors. Although the Korean 12 coefficient remained slighdy more
than 1, its standard error was very high. The goodness-of-fit (R2) for
these regressions fell completely apart.

Table 5.2 also shows that the noncrisis economies of Taiwan and
Singapore pegged more weakly to the dollar during the crisis than
they did before mid-1997. Still, these two creditor economies maintained
their dollar pegs somewhat more strongly than the neighboring debtor
economies in crisis, but not as strongly as China and Hong Kong.

The f coefficients of the Japanese yen increased a bit in the crisis.
The yen became significant for Malaysia, Philippines, Singapore, and
Thailand, but the goodness-of-fit of these equations was poor.

Dating the postcrisis period is necessarily somewhat arbitrary. In-
donesia still seems to be in a quasi-crisis mode. For the other four
crisis economies, 1998 was still a bad year, with high risk premiums in
interest rates associated with the troubles of the Russian Federation
and Brazil. However, by the beginning of 1999, recovery seemed at
hand, and private foreign capital began to return; whence came the
choice of January 1999 to May 2000 for the postcrisis period.

In table 5.3, the postcrisis equations show a tremendous improve-
ment in all the goodness-of-fit (R2) coefficients compared with the
crisis equations. Except for Indonesia, the 13 coefficients were now
again close to 1, although not quite so tightly as the precrisis coeffi-
cients. For China, Hong Kong, and now Malaysia, the coefficients
were identically 1. The fact that Hong Kong and China held their
fixed dollar exchange rates throughout the crisis, and that Malaysia
fixed its dollar exchange after September 1998, augurs well for the
future robustness of the dollar-based system.

But a formal statistical test of this postcrisis return to the dollar
standard is in order. For each country equation, I hypothesize that the
degree of fixity to the clollar was the same after as before the crisis.
More formally, I hypothesize that

Ho: (P2) precrisis = (2) postcrisis



Table 5.2 Daily Observations: Crisis Period, June 1997-Dec 1998
Observations: 412

1 131 P2 133

Currency Constant U.S. dollar Japanese yen German mark R square Adj R square F statistic

Chinese yuan 0.000 1.001 0.000 0.000 1.000 1.000 1289001.652
(0.000) (0.000) (0.000) (0.001)

Hong Kong dollar 0.000 1.000 0.000 0.003 0.998 0.998 57485.443
(0.000) (0.003) (0.002) (0.005)

Indonesian rupiah 0.004 0.550 0.615 0.716 0.038 0.031 5.321
(0.002) (0.388) (0.239) (0.710)

Korean won 0.001 1.086 0.160 0.179 0.087 0.080 12.951
(0.001) (0.226) (0.139) (0.413)

Malaysian ringgit 0.001 0.755 0.244 0.506 0.161 0.155 26.233
(0.000) (0.138) (0.085) (0.252)

H
Philippine peso 0.001 0.788 0.318 0.240 0.196 0.190 33.176

(0.000) (0.125) (0.077) (0.229)
Singapore dollar 0.000 0.727 0.265 0.157 0.447 0.443 110.177 z

(0.000) (0.061) (0.037) (0.111)
Thai baht 0.000 0.688 0.216 0.588 0.107 0.101 16.366 m

(0.000) (0.165) (0.102) (0.302) m
Taiwan dollar 0.000 0.930 0.036 0.077 0.552 0.548 167.72 -

(0.000) (0.050) (0.031) (0.091)

Note: Standard errors are in parentheses. Z
Source: Bloomberg Analytics and International Monetary Fund.

m
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This test was unnecessary in the cases of China, Hong Kong, and
Malaysia, which now have fixed their exchange rates against the dol-
lar. For the rest of the countries, one could reject this hypothesis if

(P2) postcrisis - (1,) precrisis I > 2
Standard Error (postcrisis)

These results suggest that the East Asian countries have made a
clandestine return to their old pegged regimes-in fact to the same
tightness of the peg that they had in the precrisis period. With weekly
data, it is just barely possible to reject the null hypothesis for Thai-
land. However, using the daily data shown in tables 5.1 and 5.3, one
cannot reject the null hypothesis even for Thailand.

An important caveat concerns Indonesia. Because of the large stan-
dard error on the U.S. dollar coefficient, one cannot reject the null
hypothesis that (3,B) postcrisis = 0. More generally, the Indonesian
economy still seems to be out of control.

Figure 5.5 presents a more dramatic picture of Korea's and Thailand's
return to the dollar standard. Based on daily data, rolling 30-day 1,
regression coefficients are plotted over the precrisis, crisis, and
postcrisis periods.

What can one conclude from this statistical analysis? At high data
frequencies-weekly and even more so daily-the peg to the dollar was
remarkably robust in noncrisis periods; whereas, at lower frequencies-
monthly or quarterly-exchange rates drifted more. The exceptions
were the Chinese renminbi, Hong Kong dollar, and Malaysian ringgit,
which are now firmly pegged for any frequency of measurement.

THE "ORIGINAL SIN" HYPOTHESIS AND HIGH-FREQUENCY PEGGING

What could be the motivation for emerging-market governments to
damp these very short-term movements in their exchange rates?

Guillermo Calvo and Carmen Reinhart (2000a, 2000b) show that
this short-term rigidity, which they measure on a monthly basis, is
quite general in emerging-market economies in Latin America, East
Asia, and elsewhere. Since the collapse of Bretton Woods exchange
parities in 1971, the apparent move to more flexible exchange rates
has been a mirage for much of the developing world. In the industrial



Table 5.3 Daily Observations: Postcrisis Period, Jan 1999-May 2000
Observations: 350

[3 fil 02 133

Currency Constant U.S. dollar Japanese yen German mark R square Adj R square F statistic
Chinese yuan 0.000 1.000 0.000 -0.001 0.99992 0.99992 1,492,141.09

(0.000) (0.000) (0.000) (0.001)
Hong Kong dollar 0.000 0.998 0.001 0.002 0.99977 0.99976 493,579.34

(0.000) (0.001) (0.000) (0.002)
Indonesian rupiah 0.000 0.848 0.299 0.063 0.18162 0.17452 25.59

(0.000) (0.163) (0.111) (0.329)
Korean won 0.000 0.957 0.070 0.147 0.70585 0.7033 276.75

(0.000) (0.045) (0.030) (0.090)
Malaysian ringgit 0.000 1.000 0.000 -0.001 1 1 1,960,427.44

(0.000) (0.000) (0.000) (0.001)
Philippine peso 0.000 0.945 0.067 0.042 0.74064 0.73839 329.35 m

(0.000) (0.040) (0.027) (0.080) I

Singapore dollar 0.000 0.818 0.124 0.026 0.84805 0.84674 643.71 A
z(0.000) (0.026) (0.018) (0.053) C)

Thai baht 0.000 0.858 0.128 0.014 0.63936 0.63623 204.47 I

(0.000) (0.049) (0.033) (0.098) mm
Taiwan dollar 0.000 0.986 -0.005 -0.051 0.88334 0.88232 873.26 >n

(0.000) (0.024) (0.016) (0.048) >

Note: Standard errors are in parentheses. >
Source: Bloomberg Analytics and International Monetary Fund.
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world, only Great Britain, Japan, and now euroland have freely float-
ing currencies, where their central banks do not react to daily move-
ments in exchange rates, with Australia approximating this state of
bliss. In the appendix, figures 5A. 1 to 5A.4 show that the Japanese yen
is much more volatile against the dollar on a daily basis than are the
currencies of other East Asian countries. In the short term, only the
yen floats "freely."

In contrast, countries on the peripherv of the industrial center have
formally or informally pegged exchange rates through direct or indi-
rect foreign exchange intervention-what Calvo and Reinhart call "fear
of floating" or "soft pegs."

The root causes of the marked reluctance of emerging markets to float
their exchange rates are multiple. WVkhen circumstances are favorable (i.e.,
there are capital inflows, positive terms of trade shocks, etc.) many emerg-
ing markets are reluctant to allow the nominal (and real) exchange rate to
appreciate.... WVhen circumstances are adverse, the fear of a collapse in the
exchange rate comes from pervasive liabilitv dollarization. Devaluations
are associated with recessions and inflation, and not export-led growth.
[Reinhart 2000: 69.]

Reinhart helps to explain exchange rate stickiness at lower frequen-
cies, for example, using monthly or quarterly observations. Her expla-
nation is consistent with the argument here that linking to the dollar
provides a common nominal anchor for domestic price levels in East Asia.
But this nominal anchor argument does not carry much weight at higher
frequencies. Stability of the domestic price level is not significantly
affected by dampening day-to-day movements in the exchange rate.

Why should governments in less-developed countries be so anx-
ious to stabilize their exchange rates against the dollar from one day to
the next? One explanation attributes this to incomplete domestic fi-
nancial markets: the "original sin" hypothesis:

"Original sin" ... is a situation in which the domestic currency cannot be
used to borrow abroad or to borrow long term, even domestically. In the
presence of this incompleteness, financial fragility is unavoidable because
all domestic investments will have either a currencv mismatch (projects
that generate pesos will be financed with dollars) or a maturitv mismatch
(long-term projects will be financed by short-term loans).

Critically, these mismatches exist not because banks and firms lack the
prudence to hedge their exposures. T he problem rather is that a country
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whose external liabilities are necessarily denominated in foreign exchange
is by definition unable to hedge. Assuming that there will be someone on
the other side of the market for foreign currency hedges is equivalent to
assuming that the country can borrow abroad in its own currencv. Simi-
larly, the problem is not that firms lack the foresight to match the maturity
structure of their assets and liabilities; it is that they find it impossible to
do so. The incompleteness of financial markets is thus at the root of finan-
cial fragilitv. [Eichengreen and Hausmann 1999: 3.]

Why original sin exists in most emerging markets, including the
debtor economies of East Asia, is an important stylized fact whose
implications will become clearer. Not only is private foreign borrow-
ing denominated in foreign exchange, typically dollars, but it is mostly
short term, as are domestic currency credits. Markets in medium- or
longer-term domestic bonds bearing fixed rates of interest are absent.
Although still denominated in foreign exchange, only sovereign bond
issues in international bond markets and government borrowing from
official international agencies are somewhat longer term. But even
these often have variable interest rates-that is, so many points above the
London interbank offered rate-tied to yields on short-term assets.

These incomplete markets make it difficult and expensive to hedge
foreign exchange risk. Importers more than exporters find it difficult
to cover forward commercial transactions, including ordinary trade
credit, which must be continually repaid within a few days or weeks.

Consider first the case of a Thai importer who is not liquidity con-
strained but must repay dollar trade credit in 30 days. If foreign ex-
change regulations permit, the cheapest way to hedge would be to buy
dollars today to hold on deposit for 30 days. But consider the oppor-
tunity cost of doing so. Figure 5.6 shows that, before the crisis of 1997-
98, interest rates in baht deposits averaged about 5 percentage points
higher than interest rates on dollar deposits. Relative to going unhedged
by holding higher-interest baht deposits for 30 days, this (annualized)
5 percentage point margin is the importer's cost of hedging.

Second, consider the case of an illiquid Thai importer, one who does
not yet have ready liquid assets for repaying the debt. To fashion the
same kind of hedge, he must first borrow baht from the bank, and in
1995-96 the prime loan rate in Thailand was 13.5 percent. By invest-
ing in a dollar deposit at 5 percent, he is hedged, but the opportunity
cost of doing so has risen to 8.5 percentage points.



Figure 5.6 Short-Term Domestic Currency Interest Rates: Before and After the Crisis (Crisis Countries)
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True, the illiquid Thai importer is more likely to resort to the futures
market to buy dollars forward on an organized exchange if it exists.
However, the cost of this forward cover (not including brokerage fees)
would be roughly the forward premnium on dollars over baht, which will
be somewhere between the opportunity cost of the liquid importer and
the illiquid, for example, between 5 and 8.5 percentage points in
the example (McKinnon 1979: ch. 5). With large interest differentials
between the center cotmtry and the periphery, merchants and manu-
facturers find the opportunity cost of hedging to be correspondingly
high.

Now consider the problem facing financial institutions. Suppose
banks accept short-term deposits in dollars to finance their longer-term
domestic loan portfolio in baht. Then, in the forward market, the cost of
buying dollars forward to hedge the foreign exchange risk over 30 days
will be between 5 and 8.5 percentage points. (Having banks themselves
hold extra dollars on deposit for 30 days defeats the whole idea of
accepting low-interest dollar deposits to make high-yield baht loans!)
In financing the bank's portfolio of baht loans, having to hedge dollar
deposits would be virtually equivalent (though perhaps a bit more ex-
pensive) to bidding directly for high-cost baht deposits.

However, banks whose motivation is one of simply servicing or
facilitating the foreign exchange needs of their nonbank customers
may well be willing to hedge. Suppose a "good" retail customer
contracts with the bank to buy dollars 30 days forward. The bank
will then charge the customer the prevailing forward premium on
dollars over baht, but then cover itself by buying a low-interest 30-
day dollar deposit in exchange for a high-interest baht deposit-
likely in the domestic interbank market.

What are the implications for bank regulation? If the regulatory
authorities strictly limited any net direct or indirect foreign exchange
exposure on the part of banks, this would drive them out of the busi-
ness of accepting low-cost foreign exchange deposits to finance higher-
yield domestic currency loans. The inflow of short-ter-m foreign capi-
tal into the economy would be reduced. But such strict regulation would
not impair the banks' role of servicing and facilitating foreign exchange
transactions by domestic merchants and manufacturers.

Strict regulation against foreign exchange exposure could severely
limit the ability of banks to act collectively as dealer-speculators to
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"make" the foreign exchange market. "Stabilizing" speculation by
banks-the most natural foreign exchange traders and dealers-would
not be possible.

Consider the implications for optimal short-term foreign exchange
management, first when capital controls are absent and second when
they are effectively applied.

* Case 1: No capital controls, imperfect bank regulation. Either because
regulatory weakness leaves too many banks (and possibly import-
ers) with exposed foreign exchange positions, or because the gov-
ernment does not want to impose Draconian rules prohibiting in-
stitutions from assuming any open foreign exchange position, an
informal hedge is provided by keeping the exchange rate steady in
the short term. The short time frame over which foreign currency
debts-largely in dollars-are incurred, and then repaid on a day-
to-day or even a week-to-week basis, defines the same time frame
over which the dollar exchange rate is (and should be) kept stable in
noncrisis periods.

* Case 2: Direct capital controls. Suppose the government prevents banks,
other financial institutions, and individuals from holding any for-
eign exchange assets or liabilities. Nonbank firms engaged in for-
eign trade cannot take positions in foreign exchange except for the
minimum necessary in their particular trade. Importers are prevented
from building up undue foreign currency debts except for ordinaryv
trade credit, and exporters are required to repatriate their dollar
earnings quickly. In particular, banks cannot accept foreign currency
deposits or hold foreign currency deposits abroad, or make foreign
currency loans. Then private agents in general, and banks in par-
ticular, cannot act as dealer-speculators to make the foreign exchange
market (McKinnon 1979: ch. 6). The exchange rate will become
indeterminate unless the governmient steps in as a dealer to clear
international transactions. Thus the government must take open
positions, which determine the level of the exchange rate, and as-
sume the exchange risk. If the government is determining the ex-
change rate anyway, why not keep it stable?

China and Nlalaysia more or less correspond to case 2 in imposing
capital controls (although not as rigidly as described under case 2).
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Their governments have wisely fixed their dollar exchange rates-
certainly in the short run and maybe longer. Because Korea and Thai-
land have pretty well rid themselves of the last vestiges of the capital
controls they once had, they correspond more to case 1. And the
Korean and Thai governments are indeed reducing exchange risk
in their economies by keeping their rates virtually pegged in the short
run, even if they cannot prevent some medium- and longer-term
movement, particularly in the unsettled aftermath of the 1997-98
crisis.

Although such soft short-term pegs reduce foreign exchange risk
for "well-behaved" merchant traders and financial institutions, this
regime may be exploited by financial institutions (and some traders)
with moral hazard. Poorly regulated and undercapitalized banks with
deposit insurance may be more willing to gamble by accepting short-
term unhedged foreign currency deposits to finance their domestic
loan portfolios.

With or without capital controls, high-frequency pegging is optimal
when there is original sin. Beyond the nominal anchor argument for
stabilizing exchange rates in the medium and longer terms, there is a
risk-reducing argument for very short-term pegging.

Except in a crisis, pervasive direct capital controls on the gross for-
eign exchange positions of banks (as under case 2) are unlikely to be
the first-best way of controlling exchange risk when private financial
markets are incomplete (original sin).

First, preventing banks from accepting any foreign currency de-
posits, or making any foreign currency loans, disrupts banks' tradi-
tional role of clearing foreign payments and settling accounts. On any
trading day, the enormous flow of foreign payments would have to be
cleared directly by the central bank.

Second, such capital controls make it impossible for banks to do the
covered interest arbitrage necessary to make the forward market in
foreign exchange (McKinnon 1979: ch. 5). Either the private sector is
left with no mechanism for hedging international transactions, or the
government (central bank) is dragged into writing forward exchange
contracts for private traders-a process open to abuse around the world.

So, keeping the assumption of original sin, the first-best way of con-
trolling risk in the foreign exchanges is encapsulated in case 3:
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Case 3: Net foreign exchange exposure of banks regzulated to be zero. The
domestic banking authorities let "authorized" banks acquire gross
foreign exchange assets and liabilities, but their net position, per-
haps defined at the end of one trading day, must be zero. In making
this calculation, the regulators also consider indirect as well as di-
rect foreign exchange liabilities. For example, if a bank accepts dol-
lar deposits but then on-lends to domestic firms in dollars, its bal-
ance sheet may look square. But the nonbank domestic borrower
may now be exposed to currency risk and could default if the do-
mestic currency is devalued. Exchange risk is translated into default
risk and then into banking risk. Similarly, banks may undertake off-
balance-sheet transactions in derivatives that increase their foreign
exchange exposure and are hard to detect.

Although necessarily only approximate in practice, forcing banks to
(near) zero net foreign exchange exposure is nevertheless a valuable
regulatory principle. It counters the various margins of temptation
not to hedge. In particular, it prevents banks from accepting foreign
currency deposits to make domestic currency loans. But even if ap-
plied quite strictly, this regulatory principle leaves enough flexibility
for the commercial banking system as a whole to perform its normal
facilitating role in the foreign exchanges. For any given spot exchange
rate, the clearing of international payments and settling of accounts
can devolve from the central bank. Commercial banks can still under-
take covered interest arbitrage and so create a market in forward ex-
change to service the hedging needs of their nonbank "retail" customers.

That said, however, imposing the rule of no net foreign exchange
exposure means that the banks still cannot act as (stabilizing) specula-
tors to determine the level of the exchange rate. In this one important
respect, case 3 is similar to case 2. With either capital controls or a
rule of no net foreign exchange exposure, the exchange rate is indeter-
minate unless the government itself enters the market to act as a stabi-
lizing speculator. So with "first-best" bank regulation for controlling
risk in place-case 3-the government is still forced to determine the
equilibrium exchange rate.

These cases represent three quite different foreign exchange re-
gimes. All three are consistent with the high-frequency pegging to the
dollar observed in the "original sin" economies of East Asia.
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THE HONEYMOON IN THE INTEREST DIFFERENTIAL:
A SIMPLE MODEL

In postcrisis East Asia, do governments have much time to establish a
better system of financial regulation for managing exchange risk?
Without such regulatory reforms (case 3), the cycle of short-term over-
borrowing, by weakly regulated banks and other financial institutions,
might happen again.

However, in the aftermath of the crisis, there is a "honeymoon"
effect. In 1999-2000, the differential in short-term interest rates
between the peripheral East Asian debtor economies and the indus-
trial center, as represented by the United States, was narrower than
normal, and even negative. Figure 5.6 shows the dramatic fall in the
short-term interest rates of Korea, Malaysia, the Philippines, and
Thailand after 1998, that is, after the crisis and exchange rate devalu-
ations. Figure 5.7 shows the more modest fall in short-term rates in
the noncrisis economies. Correspondingly, the margin of temptation
to accept unhedged foreign currency deposits to make loans denomi-
nated in the domestic currency in debtor economies has almost
vanished. Thus bank regulators have some temporary-but only tem-
porary-breathing space in which to reform the system.

To understand this honeymoon effect, consider some interest rate
identities for a very short term to maturity. Suppose that there are no
government controls on foreign exchange transacting so a well-orga-
nized market in currency futures can exist. By covered interest arbi-
trage among "liquid" banks, the (deposit) interest differential is equal
to the forward premium:

(5.2) i - i* =f > 0 where

i = the domestic nominal (deposit) interest rate

i* = the dollar (deposit) interest rate in the international capi-
tal market

f= the forward premium on dollars in domestic currency.

If domestic banks accepting dollar deposits at the low-interest rate
i* cover by buying dollars forward, the cost of the forward cover per
dollar so borrowed is simplyf Thus the effective interest rate on hedged
dollar deposits is i* +f.
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(5.3) ihedged = i* +f= i

With forward covering, there is no net interest gain from accepting
dollar deposits over accepting higher-interest deposits in domestic
currency. Liquid hedged borrowers in foreign exchange see the same
cost of capital as do domestic banks accepting deposits denominated
in the domestic currency.

Banks without moral hazard would voluntarily cover the exchange
risk. They may well have accepted dollar deposits simply for conve-
nience in clearing international payments. In contrast, poorly capital-
ized banks prepared to gamble on the basis of government deposit
insurance might well accept low-cost dollar deposits as an ongoing
source of finance for loans denominated in the domestic currency-
unless a vigilant regulatory authority forces them to hedge.

But how much of the interest differential in equation 5.2 represents
a margin of temptation where banks with (latent) moral hazard try to
avoid regulatory sanctions and borrow in dollars anyway? Let the in-
terest differential be partitioned into

(5.4) i - i* = E +p

P .. ,n is the currency risk premium as ordinarily defined. Apart from
any unidirectional expected movement in the exchange rate, it repre-
sents the extra return that investors require to hold domestic rather
than foreign currency assets. In the specific East Asian context, it rep-
resents the cost of domestic financial volatility-in interest rates or
domestic price levels-measured against similar risk(s) prevailing in
the markets of the center country, for example, the United States. Thus
pnZw, increases with that country's exchange rate volatility against the
U.S. dollar.

In the peripheral Asian debtor countries, p is (was before 1997)
normally greater than zero. But it can be reduced toward zero if there
is financial convergence with the United States; that is, the dollar ex-
change rate has been credibly stabilized so that interest rate volatility
also approaches U.S. levels (McKinnon 2000). Indeed, one motiva-
tion for high-frequency pegging is to reduce the risk premium in do-
mestic short-term interest rates; that is, to reduce p,,,,Y.

The other component of the interest differential-the expected
depreciation of the domestic currency, Ee-can be decomposed into
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two parts. First, the exchange rate can change predictably and smoothly
according to the government's policy announcements and commit-
ments, such as the downward crawl in the Indonesian rupiah before
the 1997 crash. Second is the small probability of a "regime change":
a large, sudden devaluation whose timing is unpredictable.

(5.5) Ee = Eemiiab + EQ5egim,hang

Both types of expected change in the exchange rate in equation 5.5
widen the nominal interest differential in equation 5.4. However, E

is part of the margin of temptation for banks with moral hazard to
overborrow, while Ee is not. If the exchange rate were expected
to depreciate smoothly through time, even banks with very short time
horizons would account for the higher domestic currency costs of re-
paying short-term foreign currency deposits. Therefore, Ee P,dictaNe i s

excluded from the super r isk premiumn:

(5.6) p,-ip_ =p +E,g-e =i-i*-Ee

The super risk premium, pi,,pr' represents the margin of temptation
for banks to overborrow in foreign exchange beyond what they might
do if forced to hedge. (Even if banks were required to hedge their
foreign exchange exposure, international overborrowing could still
occur because banks with moral hazard assume too much domestic
credit risk; see McKinnon and Pill 1996, 1997.) Pp r has two compo-
nents: the currency risk premium, as defined, and the possibility that
the regime could change through a discrete devaluation. The latter
source of upward pressure on the interest rate on assets denominated
in the domestic currency is sometimes called "the peso problem."

The basic idea is that the decisionmaking horizon of the bank with
moral hazard is sufficiently short that it ignores unpredictable changes
in the exchange rate. The managers of the bank simply hope that any-
thing drastic, if it happens at all, will not happen on their watch. The
super risk premium in the interest differential then defines their mar-
gin of temptation to gamble and accept foreign currency deposits
unhedged.

How does this super risk premium vary through time, specifically
through the precrisis, crisis, and then postcrisis episodes? Figure 5.6
plots the short-term interest rates of Korea, Malaysia, Philippines, and
Thailand against that of the United States over these three episodes
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from 1995 into 2000. In the precrisis period, their super risk premi-
ums were virtually the whole of the interest differential: up to May
1997, the differential was anywhere between 2 and 10 percentage
points.

Empirically, it is hard to partition this differential between p7nn,

and Ei,.e except to note that the possibility of a discrete devalu-regIIHrC Cldwtge
ation was an important component, even though none of the four coun-
tries had an obviously overvalued exchange rate (McKinnon 2000).
Indeed, the system of soft pegs had gone on for a decade or more.
This interest differential contributed to the unhedged overborrowing
observed before the crash.

Then, fromJune 1997 to December 1998, a virtually complete loss
of confidence occurred in one or another of the four currencies. In the
crisis, these interest differentials widened to between 5 and 25 per-
centage points (figure 5.6). In effect, there were extrapolative expecta-
tions: exchange rate depreciation led to expectations of further depre-
ciation. In these panic conditions, the problem was rapid capital
outflows and not more overborrowing, as in the precrisis period. (Still,
importers in this period had terrific incentive not to hedge their ex-
change risks.)

Finally, the postcrisis honeymoon took place from January 1999 to
June 2000. Figure 5.6 shows short-term interest rates in the four crisis
economies falling sharply, with Thailand and Malaysia's rates even fall-
ing to 2 or so percentage points less than the U.S. benchmark rate of
5 to 6 percent. At these low short-term interest rates, East Asian im-
porters had no incentive not to hedge their exchange risks, nor did
banks have an incentive to accept short-term dollar deposits to expand
their loans in domestic currency. Whence came the honeymoon for
bank regulators.

The proximate cause of this remarkable fall in short-term interest
rates was the change in the Eie * g component of the interest dif-

gim zevecaizge

ferential. After the dramatic overshooting of the exchange rates of the
devaluing countries, as confidence returned and the fear of another
speculative attack became much more remote, the market began to
anticipate the near-term appreciations of 1999 and 2000 (figure 5.1).
However, these appreciations remained erratic and difficult to pre-
dict, as if the Ee,gchange component had changed sign, that is, from
positive to negative. And this change could (more than) offset the ef-
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fect of the ordinary currency risk premium, Pa-engy on the interest dif-
ferential. For this reason, short-termn interest rates in the former crisis
economies fell to levels sometimes even below those prevailing in the
UTnited States (figure 5.6). The corresponding falls in short-term rates
in the noncrisis economies were not nearly as marked (figure 5.7).

This is not the end of the story. From precrisis to postcrisis, long-
ter-ni expectations of future devaluations and other risks did not change
all that much. True, these long-term expectations are difficult to mea-
sure because of the absence of truly long-term bond markets in do-
mestic currency within each of our affected economies. Korea came
closest to having a bond market, but really for just three years out. In
August 2000, when Korean short-term interest rates were about 5
percent, three-year bond rates were up at 9.5 percent-and 10- or 20-
year bond rates, if they existed, were much higher still.

At moderately longer terms (six to eight years), sovereign bond is-
sues denominated in dollars existed for each of our crisis economies.
Because these carry default risk, but not currency risk, these dollar
interest rates were very much a lower-bound estimate of what hypo-
thetical domnestic currency bonds would carry at the same term to
maturity. Interest rates on these dollar-denominated bonds remained
up at 8 to 10 percent in the postcrisis period (figures 5.8 and 5.9).
More important, in the postcrisis period, interest rates on sovereign
bonds seem to have been somewhat higher than their precrisis equiva-
lents. Because long rates are an average of expected future short rates
plus a liquidity premium, the market seemed to be betting that-within
three years or so-short rates would rise back to where they were be-
fore the crisis and maybe higher.

So the honeymoon for the regulators will end like most honeymoons.

LENGTHENING THE TERM STRUCTURE OF FINANCE

Is there a general lesson about the feasibility of freely floating exchange
rates among different classes of economies? In his chapter titled "The
Confidence Game," Paul Krugman (1999) identifies the differences
thus:

It seems, in other words, that there is a sort of double standard enforced by
the markets. The common view among economists that floating rates are
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Figure 5.9 Emerging Market Sovereign Bond Yields in Dollars: Before and After the Crisis
(Noncrisis Countries and Japan)

Yields on Benchmark Sovereign USD Bonds (percent per annum)
15

10 ___

m

O~~~~~~~~~~~_ ,

5~~~~~~~~~~~~~~~~~~~~~~~~

z
7)

0 --i~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~0

° CrD rr > > > , > >: r>00" C- 2 00" -- S0"~ C 0t .uC > Q0 
'V' P c c, r _ a I a = n a n = 7 - a a >

+HK Mass Transit 05 - China 06 global -UST 10-yrconstant maturit

Source: U.S. Treasury. 0-



AFTER THE CRISIS, THE EAST ASIAN DOLLAR STANDARD RESURRECTED 235

the best, if imperfect, solution to the international monetary trilemma was
based on the experience of countries like Canada, Britain, and the United
States. And sure enough, floating exchange rates work pretty well for First
World countries, because markets are prepared to give those countries the
benefit of the doubt. But since 1994 one Third World country after an-
other-Mexico, Thailand, Indonesia, Korea, and, most recently, Brazil-
has discovered that it cannot expect the same treatment. Again and again,
attempts to engage in moderate devaluations have led to a drastic collapse
in confidence. And so now markets believe that devaluations in such coun-
tries are terrible things; and because markets believe this, they are.
[Krugman 1999: 111.]

He makes an important distinction. To cushion the effects of the
fall in prices of primary products as a result of the Asian crisis, Austra-
lia and Canada could let their currencies float downward without capital
controls and not be attacked. Why? Because exchange rate expecta-
tions for Australian and Canadian dollars were already fundamentally
regressive: during the course of the downward float, people generally
expected the rate to come back. Both were mature market economies
with (a) credible internal monetary mechanisms (independent central
banks) for targeting their domestic price levels over the long run and
(b) relatively long terms to maturity for their internal and external debts.
(In Asia, the noncrisis creditor economies of Taiwan and Singapore were-
are-more like mature capitalist ones in these respects.)

Of course, both features are complementary. Only with long-term
confidence in the purchasing power of domestic money (against the
center country's) would exchange rate expectations be naturally re-
gressive and long-term bond and mortgage markets be possible to or-
ganize-both domestically and for commercial (nonsovereign) inter-
national borrowing. And having longer-term finance bolsters the
credibility of the central bank to hit its inflation targets over the longer
term.

Now return to the emerging-market debtor economy with original
sin. The term structure of finance is short, and there is no history of
central bank independence. Indeed, in most developing economies,
including the Asian Five, the central bank often has been comman-
deered to provide cheap credit for promoting exports, subsidizing com-
mercial banks, and otherwise directing credit in line with the
government's development program. Sometimes, this strategy has been
facilitated by ringing the country with capital controls. Correspond-
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ingly, there is a potential lack of confidence in the long-term exchange
rate unlevs the government can effectively restrain itself.

During their "miracle" growth phases before 1997, the East Asian
economies successfully pegged to the dollar as the nominal anchor for
their domestic price levels. With the benefit of hindsight, however,
we now know that this policy was seriously incomplete. First, and most
obvious, was the failure to properly regulate the financial system, in-
cluding the central bank itself in some cases, against undue risk tak-
ing, including short-term foreign exchange exposure.

Second, and more subtle, the East Asian debtor economies were
not committed to a long-term exchange rate parity in the mode of the
nineteenth-century gold standard (Goodhart and Delargy 1998), even
though they seemed to be securely pegged in the short and medium
terms. Because of the short-term structure of finance, each was vul-
nerable to a speculative attack on its currency, but none had a long-
run exchange rate strategy in place to mitigate the worst consequences
of any such attack. Postcrisis, there was no well-defined tradition of
returning to the precrisis exchange rate. In contrast, under the classi-
cal gold standard, if a government was forced to suspend its gold par-
ity in a crisis, it was obligated to return to its precrisis parity (McKinnon
1996: ch. 2, 4). This restoration rule kept exchange rate expectations
regressive.

Besides original sin itself, the problem was aggravated because the
pre- 1997 East Asian dollar standard was informal rather than formal.
With the exception of Hong Kong, none of the countries involved
had formally declared a dollar parity, and each had been classified by
the International Monetary Fund as following some variety of "man-
aged floating" rather than as being pegged to the dollar. Thus with
the forced suspension of these dollar pegs in the 1997-98 crisis, there
was no traditional dollar parity (gold parity, in the nineteenth-century
sense) to which the government was bound to return. In the crisis, the
absence of regressive expectations led to a very inefficient tradeoff:
the East Asian Five suffered from both deep devaluations and very
high (short-term) interest rates (McKinnon 2000).

Thus emerging-market economies whose macroeconomic funda-
mentals are sound so as to permit a "good fix" for their exchange rates
should extend the maturity of that commitment to the distant future
(McKinnon and Pill 1999). If the East Asian Five had, before the 1997
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crisis, adopted a restoration rule explicitly-and, ideally, collectively-
they could have moderated the high interest rates and deep devalua-
tions, which bankrupted so much of their economies, once the attacks
began. (Of course, countries that must rely on the inflation tax and
cannot credibly commit to long-run exchange rate stability should not
try it.) The benefits of having the exchange rate pinned down in the
long run exceed those of having a hard short-term fix.

Without going to complete dollarization Latin American style, re-
demption from original sin is possible. Even though the domestic
monetary regime and note-issuing authority remain independent, the
good record of fiscal balance in the East Asian economies suggests
that a longer-term commitment to maintain their dollar exchange rates
could be credible. Then, with regressive exchange rate expectations
and the future price level more secure in the face of any mishap forc-
ing the (temporary) suspension of the commitment to a fixed exchange
rate, the authorities could seriously encourage lengthening the term
structure of domestic and foreign finance in the bond market. An ap-
propriate accounting framework with full disclosure for bond issuers
and a legal framework for securing the rights of bond holders now
become more relevant.

To escape from original sin, lEichengreen and Hausmann (1999)
discuss, very perceptively, the need to lengthen the term to maturity
of domestic markets for bonds and bank loans. However, their ap-
proach is the inverse of what I am suggesting here. They want to start
encouraging longer-term bond finance by domestic institutional and
legal changes and hope that this would lead to greater (long-term)
stability of the exchange rate. I would start with a long-run exchange
rate commitment-the restoration rule-to create a friendlier envi-
ronment for strengthening the institutions governing bond markets.
The emphasis of the two approaches is different, but they are not in
conflict.

There is a virtuous circle. When long-term bond issues in the nine-
teenth-century mode begin to displace short-term bank finance, the
government's commitment to long-term exchange rate stability is natu-
rally reinforced. On the one hand, lengthening the term structure of
finance makes the economy less vulnerable to currency attacks in the
foreign exchanges; on the other hand, the domestic banking system
becomes less vulnerable to internal runs. In countries with original
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sin, the empirical evidence suggests that currency attacks and commer-
cial bank runs are strongly correlated (Kaminskv and Reinhart 1999).
Finally, with a more vigorous domestic bond market, the central bank
can better conduct domestic open-market operations to defend the
currency and secure the domestic price level over the longer run.

NEW RULES FOR THE DOLLAR STANDARD GAME:
A CONCLUDING COMMENT

Recent experience suggests that the informal rules under which the
East Asian dollar standard operates can be modified to make this com-
mon monetary standard more robust and efficient in the presence of
original sin and also to lengthen the term structure of finance for
achieving redemption.2 The most significant new or modified rules
for the peripheral countries in the system would be the following:

1. Avoid net foreign exchange exposure by banks or other financial
institutions with short-term assets or liabilities. Comprehensive
capital controls are a second-best alternative. In either case, the
government must then make the dollar-based foreign exchange
market on a day-to-day basis.

2. Move from informal dollar pegging to official dollar parities. Treat
these parities as long-term obligations to which the government is
committed after any crisis.

3. Make other institutional changes-improving legal recourse of
creditors, achieving greater accounting transparency, and so on-
to lengthen the term structure of domestic finance by encouraging
the development of bond and mortgage markets.

4. Rationalize the position ofJapan within the dollar-based East Asian
system, having the United States andJapan jointly commit to a bench-
mark parity for the yen/dollar rate over the long term, but let the
yen/dollar rate float freely on a day-to-day or week-to-week basis.

To create a viable, longer-term bond market in the "emerging-mar-
ket" economies of East Asia, rules 1, 2, and 3 offer both a carrot and a
stick. To lengthen the term structure of both domestic and foreign
finance, rule 1 is the stick, and rules 2 and 3 are the carrot.
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Because of their special position in clearing domestic and interna-
tional payments, commercial banks have been overly subsidized as
short-term financial intermediaries. Formal or informal deposit in-
surance, special discount privileges with the central bank, and inter-
nationally organized bailouts by the International Monetary Fund or
similar international agencies have all been designed to prevent sys-
temic breakdowns in the payments mechanism for economies in dis-
tress. Although all of this may be well and good, the incidental effect
tilts the whole structure of finance toward the short term. It rein-
forces original sin because international and domestic bond markets
at longer terms have not been similarly subsidized. Thus rule 1 is a
stick designed to force banks out of the business of being international
short-term intermediaries-that is, accepting foreign currency deposits
to make domestic currency loans.3

Rules 2 and 3 hold out carrots to encourage longer-term domestic
and international bond markets for the private sector. In particular,
rule 2 gives lonig-ternm assurance that the moneys of the peripheral coun-
tries will not be willingly devalued against the dollar. This is important
because U.S. Treasury bonds are the "risk-free" asset in international
bond markets. Thus risk premiums in the interest rates on bonds of
the peripheral countries, particularly at longer term, would be reduced.

The analysis of Japan's position in the system is quite different. Ja-
pan is bv far the largest creditor country with long-term bond markets
of its own. Nevertheless, since the 1970s, the fear of yen appreciation
has generated a parallel fear of ongoing domestic deflation with nominal
interest rates approaching zero (McKinnon and Ohno 1997, 2000).
Thus by rule 4 quashing the fear of yen appreciation, Japan itself would
be the main beneficiary, realizing an end to deflation and an increase
in nominal (although not real) interest rates on yen assets.

Over the past decade,Japan's unnaturally low nominal interest rates
have had an unfortunate side effect on the rest of East Asia. Except in
honeymoon periods, such low rates provoke banks and other institu-
tions in the smaller East Asian economies to overborrow. Because of
the (temporary) interest differential between, say, baht and yen assets,
the margin of temptation to undertake unhedged short-term borrow-
ing is accentuated. Thus ifJapanese nominal interest rates rose to more
normal international levels, short-term capital flows in East Asia would
become less volatile.
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Figure A5.3 Daily Nominal Exchange Rates: Jan-Apr 2000 (Crisis Countries and Japan)
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NOTES

I would like to thank Sumit Khedekar for his enormous input in setting up all the
statistical tests and Mlasahiro Kawai for his own valuable statistical work, which par-
allels that presented here, although some of his conclusions on optimum exchange
rate strategies may differ. Rishi Goyal provided invaluable general research assis-
tance.

1. Although shocks imposed by national governments would be quite asymmetric.
This issue of disciplining governments is taken up below.

2. If the sin is truly "original," then of course there is no escape!
3. WVithin the purely domestic part of the system, transformation of maturitv by

banks has also been (inadvertently) overly subsidized. Thus there is a case for
domestic regulation to limit transformation of maturity by banks, but issues of
purely domestic bank regulation are not treated here.
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CHAPTER 6

INDUSTRIAL AND FINANCIAL

POLICY I N CH I NA AN D VI ETNAM:

A NEW MODEL OR A REPLAY OF

THE EAST ASIAN EXPERIENCE?

Dwight H. Perkins

rom the beginning of their economic reforms, China and Viet-F nam have labored to become part of the East Asian economic
uccess story The Asian financial crisis of 1997-98 led some

of the leadership of the tmo countries to have second thoughts,
but the basic goal of achieving rapid economic growth with an eco-
nomic system something like that of their neighbors did not really
change. China and Vietnam, however, began at a very different start-
ing point from that of their neighbors. Both countries for a period of
three decades had followed an economic development model patterned
on the Soviet-style system of a command economy run by a central
plan. The effort to move toward an East Asian economic system, there-
fore, involved much more than a few changes in policy from import-
substituting industrialization to export-led growth or from distorted
prices to market-determnined prices. To become more like the rest of
East Asia, China and "vietnam had to fundamentally change the way
their economies were organized from top to bottom. The Chinese
and Vietnamese economic stories of the past one to two decades, there-
fore, involve two different, but closely related, strands. There was the
transition away from a command to a market economy, but there also
was the effort to learn from, and to some degree to pattern themselves
after their conception of, what made their East Asian neighbors eco-
nomic successes.
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By the end of the 1990s, however, it was no longer clear whether
what made other East Asian economies successful had much relevance
to what would determine the success of China and Vlietnam in the
future. The international economic environment in which China and
Vietnam operated at the turn of the century was very different from
the environment that existed in the 1950s and 19 60s, when Japan,
Korea, and the other East Asian early developers conceived their in-
dustrial policies. The Uruguay Round and the rapid globalization of
the economy had changed the rules of the game. VWhat was possible in
the middle of the twentieth century was no longer acceptable at the
beginning of the twenty-first. In the 1950s through the 1970s, for
example, the economic managers ofJapan, the Republic of Korea, and
Taiwan Province (China) could use tariffs and quotas widely to pro-
mote particular industries. The role of foreign direct investment (FDI)
was severely circumscribed. Japan and the Republic of Korea were
welcomed as members of the General Agreement on Tariffs and Trade
(GATT), even though much of what they were doing violated the free
trade principles of CGIAIT.

In contrast, China's negotiations to join GATT and its successor,
the World Trade Organization (WTO), dragged on through the 1990s,
and China was still negotiating with the European Union in 2000. As
China's trade agreement with the United States indicated, to become
a member of the WTO, China would have to open to trade and for-
eign investment to a degree never dreamed of in the 1950s through
the 1970s. Quantitative restrictions on trade, domestic content re-
quirements, and other such instruments of industrial policy were to
be eliminated quickly. Foreign investors were to receive "national treat-
ment" in sectors that previously had been wholly closed to foreign
ownership. Vietnam could not even get most favored nation status or
normal trading relations without agreeing to similar conditions. Viet-
nam initially refused to sign the agreement it had negotiated, but that
could not be a long-term solution for either Vietnam or China. The
two economies, as a number of studies have shown, had too much to
gain from normal trading relations with the United States, in the case
of Vietnam, and from membership in the WTO, in both cases.

The question facing Chinese and Vietnamese policymakers is to
learn from the economic development experience of their East Asian
neighbors. The earlier East Asian model is still very appealing to the
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former planners who now preside over economic policy in the two
countries. The Asian financial crisis of 1997-98 led many leaders in
China and Vietnam to doubt the applicability of the Korean or Japa-
nese model of industrial policy, but did not kill the idea. A decade of
stagnation in Japan in the 1990s, a stagnation that is widely perceived
to result from the industrial and financial approaches of the past, has
also led some to rethink their views. Many hope, nevertheless, that an
activist industrial-financial policy model can be reconciled somehow
with the demands of the global trading system and the rules of the
WTO. But that may not be realistic. Complete laissez-faire on the
Hong Kong model probably is not realistic either. Clearly, China and
Vietnam will have to develop their own approach to industrial and
financial development over the coming decades, but just what is that
approach likely to look like? What are the real choices facing the two
countries?

It is not just the new external environment that is forcing China
and Vietnam to come up with a new approach. The simpler parts of
the transition to a market economy have been accomplished. Agricul-
ture and commerce have been reorganized into small competitive units
that are, for all practical purposes, private and that respond mainly to
market forces. Many of the so-called township and village enterprises
in China and some of the joint ventures with foreign firms in both
China and Vietnam also behave in accordance with market rules. But
the large and medium state-owned enterprises together with the state-
owned banks remain in a twilight zone between a command and a
market system. In both China and Vietnam, this failure to complete
the reform appears to have contributed to the slowdown in economic
growth in 1998 and 1999. Just continuing with the policies of the past
decade, therefore, is likely to exact a higher and higher economic cost.
A new approach is needled.

DEVELOPMENT STRATEGY AND INDUSTRIAL POLICY CHOICES

When the transition to a market-based system began, several compo-
nents of the East Asian approach to economic development were not
controversial within the leadership of China and Vietnam, and these
components were put in place at the beginning of the reform period
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in both countries. Foremost among these elements was an outward
orientation with a particularly strong emphasis on the growth of ex-
ports. Exports in the Chinese case, as in the cases of the four East
Asian tigers (Hong Kong, Korea, Singapore, and Taiwan Province)
plus Japan, meant the export of manufactures rather than of minerals
and agricultural products. In the Vietnamese case, the goal was to ex-
pand manufactured exports, but the immediate reality was that export
expansion depended more on the growth of agricultural exports and
petroleum. Over the longer run, however, Vietnam will have to rely
increasingly on manufactured exports for much the same reason as
China will. Both countries have 0.1 hectare of cultivated land per capita,
and countries with limited land endowments of this sort usually be-
come net importers of food and other agricultural products, not net
exporters.

Nations with huge populations relative to their total land area gen-
erally become net importers of minerals as well. During the first years
of rapid industrial growth, natural resource-based products may make
up a substantial share of exports, but as per capita incomes rise, the
domestic demand for these products soon outstrips supply. In China,
primary products of all kinds (agriculture plus minerals) still consti-
tuted 50 percent of all exports in 1980, but this percentage fell rapidly
to 26 percent in 1990 and 11 percent in 1998. In 1995, for the first
time, China became a net importer of primary products. In Vi5etnam,
primary products made up more than 90 percent of all exports as late
as 1992, but manufactured exports rose from 9 percent of total exports
in 1992 to 29 percent in 1996.

The turn outward in China and Vietnam involved more than just a
rejection of the Soviet-style autarchic policies of the past. The em-
phasis on the export of manufactures meant that the whole industrial
system had to be reoriented. An inward-looking system could pro-
duce low-quality goods for a captive market, but an outward-oriented
industry had to compete in both quality and cost with the most able
manufacturers around the world. Marketing skills are almost unknown
in an autarchic system with central planning and are not very impor-
tant in the export of minerals, but they are an essential part of any
manufactured export strategy. An inward-focused system also had to
produce its own machinery and steel, because development required
producer goods and the system did not generate enough foreign ex-
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change to pay for the import of these items. An outward-oriented in-
dustry could export consumer manufactures and import many of the
producer goods required, at least in the early stages of rapid growth.

Chinese and Vietnamese enterprise managers did not suddenly ac-
quire the marketing and quality control skills needed to compete in
international markets. Success in expanding manufactured exports was
achieved by relying on people outside of China and Vietnam who al-
ready had the necessary skills. In China's case, turning mainly to the
skilled trading companies of Hong Kong solved the marketing prob-
lem. The share of Chinese exports that went first to Hong Kong and
then were reexported rose steadily throughout the 1980s, and most of
these reexports were manufactures (for a detailed discussion of the
role of Hong Kong, see Sun 1991). Foreign direct investment also
played a central role both in marketing and in the restructuring of
Chinese and Vietnamese industry to produce quality products for in-
ternational markets. Most of this foreign direct investment came from
ethnic Chinese in Hong Kong, Taiwan Province, and Southeast Asia.
Not only was FDI from the United States, Europe, and even Japan
small relative to that of the Chinese, but also much of that FDI went
to offshore petroleum development or to large import-substituting
efforts such as automobiles.

It is interesting to speculate whether China and Vietnam could have
sustained a manufactured export drive if overseas Chinese had not been
willing to play such an active role. Conceivably, China and Vietnam
could have relied directly on help from buyers in the United States
and Europe or on the big trading companies of Japan. In effect, that
was how Korea and Taiwan learned what foreign markets required,
doing so for the most part without much foreign direct investment. If
FDI from the industrial countries had been necessary for rapid export
development, China and Vietnam would have had to move more
quickly to create an environment satisfactory to industrial-country
investors. That would have required making far more progress to-
ward establishing an economic system based on the rule of law than
what in fact occurred.

The overseas Chinese community, in contrast, had long experience
using family and more extended personal relationships to provide a
secure environment for their investments and had little trouble trans-
ferring those skills to the Chinese mainland. American and European



252 RETHINKING THE EAST ASIAN MIRACLE

investors relied instead on contracts and a strong legal system to stand
behind those contracts. If China had been forced to develop its legal
system more rapidly, it would have had considerable difficulty doing
so. A Confucian tradition followed by the outright abolition of China's
legal system during the Cultural Revolution (1966-76) left China at
the beginning of the reform era with little foundation on which to
build. China could and did pass volumes full of new laws after the
reform period began in 1978, but a Communist Party and govern-
ment used to making decisions only partially constrained by law did
not surrender that discretionary authority easily. Much the same could
be said about Vietnam. China's and Vietnam's turn outward forced the
two nations to make fundamental changes in the way they approached
industrial development. In one respect, however-the creation of a
system based on the rule of law-these two countries did not have to
make as much progress as many western analysts frequently argued
was necessary.

The decision to turn outward was not an inevitable result of the
decision to move toward a market economy, particularly in the case of
China. China, after all, has a huge domestic market, and many ana-
lysts have argued that China will have to rely mainly on that market if
it is to grow rapidly. China, like all very large countries, which typi-
cally have low foreign trade ratios, could not expect export growth to
pull the whole economy along indefinitely. Exports between 1978 and
1998 did grow at nearly 16 percent a year in nominal U.S. dollars and
25 percent a year in current Chinese renminbi, to some degree pull-
ing the rest of the economy along with them (China, State Statistical
Bureau 1998: 620). But by 1999, total exports had reached US$194.9
billion and could not be expected to continue rising at the rates of the
past. China would have to rely more on domestic demand for its prod-
ucts. Even at a 10 percent annual rate of growth, Chinese exports would
total more than US$700 billion in less than 15 years, and there are
serious doubts that the rest of the world could absorb Chinese exports
of this magnitude in such a short time span.

Could Chinese gross domestic product (GDP) continue to grow at
8 or 9 percent a year if exports did not make a major contribution to
that growth rate? The years 1998 and 1999 provided a partial answer
to this question. Exports grew only 0.5 percent in 1998, then fell dur-
ing the first part of 1999, in large part because of the Asian financial
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crisis, before ending up with a 6.1 percent rate of growth for the year
as a whole (China, National Bureau of Statistics 1999b: 19; 2000: 21).
Private consumption and public and private enterprise investment also
grew slowly, leaving government expenditure on domestic infrastruc-
ture with the task of maintaining a high rate of growth in aggregate
demand and hence in G(DP. China, as a result, struggled to keep GDP
growth above 7 percent, and many feel that the official rate of almost
8 percent in 1998 was inflated by false reporting from the provinces.
GDP growth in 1999 was reported to be 7 percent. For reasons that
are poorly understood, but that probably have something to do with
the productivity-enhancing influence of foreign competition, growth
based mainly on domestic demand may not be able to sustain the high
GDP growth rates enjoyed while exports were surging. Clearly, China
needs to keep exports growing as rapidly as possible, but it also needs
to generate a more rapid increase based on domestic demand.

Vietnam is still a very small exporter, and a high growth rate of
exports from Vietnam could be sustained for a long time without fac-
ing markets unable to absorb what Vietnam could produce. The prob-
lem for Vietnam is to initiate the boom in manufactured exports. The
lack of export growth in Vietnam in 1998 and 1999 was due to the
Asian financial crisis, together with Vietnamese policies that discour-
aged foreign investors, the main exporters of manufactures. That slow-
down was not due to the long-term saturation of Vietnam's export
markets.

Industrial Organization and Industrial Policy

Given the importance of exports and foreign investment to the eco-
nomic development of China and Vietnam, it becomes all the more
important for those two economies to abide by the rules of the inter-
national economic system, as embodied in organizations such as the
XWTO. Since the VWTO rules explicitly disallow many critical aspects
of government interventions to restrict imports and control foreign
investment, it would seem to follow almost automatically that China
and Vietnam will have to forgo any attempt to direct the development
of industry and the financial sector along lines pioneered by the gov-
ernment planners of Japan and Korea from the 1950s through the
1970s.
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But rules imposed by an external body, even an international body
such as the W/TO that is led by the economically most powerful na-
tions in the world, are not as compelling as a nation's own internal
logic. Nowhere is that more true than in China and Vietnam, with
their long history of resistance to foreign domination. If China's and
Viretnam's economic decisionmakers are persuaded that an activist
Korean- or Japanese-style industrial policy would not work even if it
were allowed, they are likely to focus systematically on making a less
intervenitionist, more market-dorninated system work. If they are not
so convinced, they are more likely to circumvent the strictures of the
global economic rules, just as Japan and Korea did in the 1970s and
1980s.

It is not just a country's orientation toward the rules of the interna-
tional marketplace that shapes how its industrial sector should be or-
ganized and led. In the cases of both China and Vietnam, the inher-
ited structure of industry and the financial sector itself has considerable
bearing on how industry should be organized and the role that the
government should play in the direction and control of industry and
finance. China, in particular, experienced nearly three decades of in-
dustrial development before the reform era began-nearly nine de-
cades, if one goes back to the first modern factories established during
the 1890s. 'Vietnam in 1986 or 1989 had a mnuch smaller industrial
sector than did China, but there was some industry, and that industry
had been developed in the context of war and a Soviet-style economic
system.

The nature of the issue that faces industrial policymakers in China
irrespective of the rules of the VN/TO is illustrated by the data in table
6.1 and figure 6.1. To begin with, the industrial sector is large. Indus-
trial value added in 1999 was a sizable RIMB3.5 trillion (US$427 bil-
lion). Any industrial policymnaker inclined to rely on government di-
rections over market forces had to direct an industrial sector larger
than that of France and roughly three times the size of industry in the
Republic of Korea in the mid-1990s.

Size of output was only the beginning of the problem. China in
1996 had nearly 8 million industrial enterprises. Of these, 6 million
were individual proprietorships with at most a few workers. Only
506,000 enterprises (in 1996) were classified as being "independent
accounting units," a term that is roughly equivalent to an incorpo-
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Table 6.1 The Ownership Structure of Industry in China, 1996

Number of enterprises Gross value of output
Type of firm (thousands) (millions of renminbi)

All industrial units 7,986.5 9,959,500
Independent accounting units 506.4 6,274,016
Large-scale 7.1 2,475,665
State-owned 113.8 2,836,100
Collective 1,591.8 3,923,200
Township 202.3 1,173,000
Village 678.4 1,590,000
Other 518.6 338,700
Individual 6,210.7 1,542,000
Other 70.2 1,658,200
Shareholding 7.8 328,103
Foreign-funded 19.4 658,146
Hong Kong/Taiwan (China) 24.0 538,136

Source: China, State Statistical Bureau (1997: 411, 415-18).

Figure 6.1 Ownership Structure of Industry
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rated enterprise in the industrial world.' It is easy to dismiss the 7.48
million industrial units that were not independent accounting units as
being small and therefore unimportant, but these firms produced 37
percent of all industrial output (measured in gross value terms) in 1996.
It made no more sense to attempt to direct this portion of industrial
activity through nonmarket channels than to attempt to control farm
households in that way. No policymaker in Beijing or even in the pro-
vincial capitals could possibly have enough timely information to give
meaningful guidance to the daily activities of small industrial firms.

The 506,000 enterprises that were independent accounting units
also presented a problem for prospective industrial policy activists. A
total of 43,000 of these firms, producing 19 percent of the gross out-
put of independent accounting units and a much larger share of ex-
ports, were owned by foreign firms or firms based in Hong Kong or
Taiwan. Another 352,000 were the more developed of the township
and village enterprises (TX¶s) or the urban, collectively owned firms.
These collective independent accounting units taken together ac-
counted for another 30 percent of the gross value of output of all in-
dustrial independent accounting units.

There is now a large literature on the nature of the ownership of
TVEs, but one point on which almost everyone agrees is that these
firms are not owned or controlled by the central government or by
provincial governments. Local governments, townships, and occasion-
ally counties have a major role in TVEs, but these governments do
not behave primarily as taxers and regulators with respect to the TV/Es.
In the regions where TVEs have enjoyed the greatest success, govern-
ments actively promote their local enterprises. It is not much of an
exaggeration to say that many local governments behave like small
business conglomerates. Property rights are reasonably well defined
in the sense that the locality clearly controls the activities of the enter-
prise, receives the benefits, and does not share these benefits with
higher-level government units, except that the TXTs do pay taxes.
TVEs face hard budget constraints, buy their inputs on the market,
sell their output on the market, and enter into contractual relation-
ships with other firms, including both state-owned and foreign-owned
firms. (See also the chapters by Qian and Lin and Yao.)

Thus 114,000 state-owned enterprises in 1996 only produced 50
percent of the output of independent accounting units and 29 percent
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of total gross industrial output. This contrasts with the state enter-
prise share of 78 percent in 1978 and 65 percent in 1985, although the
1978 figure is not precisely comparable to that for either 1985 or 1996.2
In these calculations, the state enterprise share has been reduced to
less than a third of industrial output, and there are still more than
100,000 firms. This number is still far too large to be efficiendy di-
rected by the central government, especially given the weak account-
ing systems of many of these enterprises.

In China, 7,000 industrial firms are classified as large-scale. The
majority of these enterprises are state-owned, but the figure includes
some foreign joint ventures and even a few township enterprises. To-
gether, these large firms produce 25 percent of all industrial output,
less if only large state-owned firms are included in the total. From
1996 on, there was much talk in Beijing of the government only play-
ing an active role in the management of 1,000 to 2,000 state-owned
enterprises. After the Fifteenth Party Congress in 1997 and the Na-
tional People's Congress in early 1998, the figure being bandied about
was only 500 state-owned enterprises. In addition to strategic military
industries, this figure presumably included many, but not all, of the
largest industrial firms in China, but it is unlikely that these firms
accounted for more than 10 to 15 percent of industrial output.3

Whatever the intentions of China's industrial policymakers-
whether they want to comply with the rules of the global economic
system or not-they are not in a position to duplicate the kind of con-
trol over industrial development that President Park Chung Hee ex-
ercised in Korea in the 1970s. In Korea in the early 1970s, the 46
largest industrial conglomerates (chaebol) accounted for 37 percent of
value added in manufacturing and 19 percent of all nonagricultural
GDP. The top five chaebol alone accounted for 15 percent of manufac-
turing value added. State-owned enterprises in Korea at that time ac-
counted for another 13 percent of nonagricultural GDP (Jones and
Sakong 1980: 148, 260-66). Therefore, more than half of all manu-
facturing was in the hands of fewer than 200 firms. President Park and
his ministers could meet regularly with the heads of these firms and
could personally keep track of their progress in implementing national
industrial policv.

The problem facing industrial policymakers in China is one facing
policymakers in any number of areas-the huge size of the Chinese
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nation. The number of enterprises needed to account for half of Chi-
nese industrial output is in the hundreds of thousands. If China were
to tr-v to reduce this number to a few hundred that accounted for a
third or more of manufacturing value added, these consolidated en-
terprises would have to be 10 to 20 times the size of the Korean chaebol
in the 1970s.

It is difficult to see how China could possibly carry out an activist
industrial policy along the lines of the Korean heavy and chemical
industry drive of the 197 Os. In that Korean drive, the president's office
designed how the entire heavy industry sector was to be developed,
down to and including the scale of individual factories. The president's
office then negotiated with the leaders of the chaebol to determine who
would carry out the government's plans. In this manner, the Korean
president, working with a committee of a few dozen specialists, was
able to provide hands-on direction to the development of what soon
accounted for more than half of all Korean manufacturing output and
a comparable share of exports.4

If China's industrial policymakers were to attempt a similar effort,
they would have to deal with several thousand firms, not several dozen.
A small committee located in the office of the Chinese prime minister
would be overwhelmed. Instead, China would have to create a large
bureaucracy and give that bureaucracy the power to order firms to
carry out its plans.

The industrial policy of Park Chung Hee's Korea was an extreme
case of centralized decisionmaking. The Ministry of International
Trade and Industry (MITI) in Japan played a similar role but relied
somewhat less on centralized direction and more on coordination of
and cooperation with a wide variety of private industry associations.
This system is widely seen today as being a major contributor to the
economic stagnation experienced by Japan throughout the 1990s, but
a nation such as China that is at a much earlier stage of growth con-
ceivably could make the system work as it did in Japan in the 1960s
and 1970s. Thus it is possible that the MITI version of a government-
led industrial effort would have worked better in China than the Ko-
rean version did or better than it worked inJapan itself in the 1990s. It
is more probable, however, that the industrial policy bureaucracy in
China would revert to China's own past and would operate in many
ways like the old State Planning Commission. Certainly that would be
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the likely outcome if the implementers of Chinese industrial policy
were mostly made up of officials from the old planning bureaucracy.

Vietnam's industrial policymakers did not and do not face China's
problem of overwhelming numbers of industrial firms. The total num-
ber of state-owned firms fell from 3,020 in 1989 to 1,958 in 1995,
largely because the Vietnamese closed many inefficient state firms
managed by local governments. The number of firms directly con-
trolled by the central government did not change much during the
reform period, totaling 549 firms in 1995 (World Bank 1997: table
8.1; Vietnam, General Statistical Office 1994: 79). Even these figures
somewhat overstate the total, because joint ventures between foreign
and Vietnamese firms are mostly included in the state sector. The num-
ber of private enterprises came to just over 1,000; there were just over
5,000 industrial cooperatives (down from 21,900 in 1989) and an addi-
tional 368,000 household industrial establishments (in 1992). The state
sector's share of gross value of industrial output, however, was much
higher in Vietnam than in China. The state share of gross industrial
output in 1992 was 71 percent, and this share rose during the reform
period of the 1990s. Most of the rest of industrial output was accounted
for by the household sector (24 percent in 1992).

The Vietnamese central government, therefore, had direct control
of most industrial output even after a decade of reform. By controlling
a few hundred enterprises, the government policymakers in Hanoi
could, in principle, direct and supervise most of the industrial devel-
opment that mattered. This small number of modern industrial enter-
prises, when compared with the situation in China, was due in part to
the fact that Vietnam's population was only 6 percent of that of China
and in part to Vietnam's much more limited industrial development as
of the mid-1990s. Does it follow that Vietnam was in a position to
carry out a 1970s Korean- or Japanese-style industrial policy?

Neoclassical economic purists assert that an efficient activist indus-
trial policy is a contradiction in terms, and so their answer to the ques-
tion posed is an unequivocal "no." The recent experience of Japan in
the 1990s and Korea in the late 1990s also makes clear that an activist
industrial policy can go awry. Long before the Asian financial crisis,
economic decisionmakers in both Korea and Taiwan Province were
expending considerable time and energy attempting to dismantle much
of what they perceived to be the excessive regulatory overhang of the
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earlier activist era. But Asians, among others, also look at the experi-
ence of Korea and Japan in the 1960s and 1970s and conclude that
those countries must have been doing something right. Economic his-
torians have long pointed out that the state typically plays a much
larger role in economic development in follower countries than in
leading industrial countries. One of the "advantages of backwardness"
is that a follower can learn from the leaders, and government officials
are sometimes well placed to do the necessary learning (this view is
stated most clearly in the works of Alexander Gerschenkron; see
Gerschenkron 1962). Could Vietnamese government officials learn
from the experience of Korea and Japan, adopting what worked in
their industrial policies and revising or avoiding Korea's and Japan's
more obvious mistakes? For that matter, could China do the same,
provided that it confined government's role to a scope that was man-
ageable?

There are three reasons, arising out of the recent past and current
situation, why Vietnam and China would have great difficulty making
a Korean- or Japanese-style industrial policy work efficiently even if
the rules of the international economic system allowed such actions.
The first is that the economic bureaucracy in both countries was built
and trained to carry out a Soviet-style system of central planning, not
the kind of strategic planning that existed in Korea and Japan. The
latter system relied heavily on "guidance," market forces, and the pri-
vate sector when it came to planning implementation. Soviet-style
central planners rely on orders backed up by direct control of most
inputs to enforce the plan. Vietnam and China could, of course, dis-
band their current economic bureaucracy and, to a degree, already
have done so. In 1998 China began a major reduction in the size of
government. The two countries could then rebuild a new economic
bureaucracy on the Korean or Japanese model. Such a restructuring is
possible, but not very likely. Far more likely is that the decision to
create a Korean- or Japanese-style strategic planning system would
become an excuse to retain as much of the old planning bureaucracy
as possible. Some of these people could be retrained for the new ap-
proach, but many would stick as well as they could to the old ways
they know best.

The second and third reasons why it would be difficult to operate
an efficient Korean- orJapanese-style industrial policy have to do with
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politics and with corruption. Korea and Japan in the 1960s and 1970s
certainly had experience with corruption and with economic decisions
that were made more on political than economic or technical criteria.
But politics and corruption were not an important part of industrial
policy decisions in the l 960s and 1970s. President Park Chung Hee in
Korea insulated his Blue House heavy and chemical industry team
from politics so that decisions could be made on technical criteria alone.
When individual chaebol received a major task from the government,
the main reason was that President Park thought they could do the
job. Korean state enterprises were also expected to perform well in
economic and financial terms, and that is the main reason why the
giant steel firm POSCO did as well as it did. When politics did play a
major role in economic and industrial decisions in Korea, as was the
case in the 1990s, the result was the Hanbo steel bankruptcy and the
debt crisis of 1997-98.

Japan's MITI, in its heyday, was also insulated from politics and
corruption.' Politicians heavily influenced public works spending, but
bureaucrats who were experts in the relevant industries made indus-
trial policy; trade and financial policies were used to back up those
technical decisions. The technical criteria used were not always the
ideal or correct ones for achieving efficient industrial development,
but the industrial policymakers were trying to do what was best for
the country. They were not generating rents for themselves or for
their political masters.

Politics and corruption were a frequent element in how economic
decisions were made and implemented in both Vietnam and China in
the 1990s. The international services that attempt to measure the de-
gree of corruption affecting business decisions generally put China
and Vietnam at the lower end of lists where the top is occupied by
nations such as Singapore that are largely free of corruption in busi-
ness.6

The customs services in both countries regularly require payoffs to
get imports into the country. Politically based decisions that do not
involve corruption can be just as damaging. A petrochemical plant
placed in Central Vietnam far from sources of supply and far from
markets can become an enormous drain on the country's limited in-
vestment resources. The Three Gorges Dam project in China was
driven as much by political as economic criteria. If the costs of build-
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ing that dam escalate well above initial estimates, the project could
contribute to a slowdown in growth.

Political criteria are not suddenly going to be eliminated from gov-
ernment decisions affecting the economy in either China or Vietnam.
Politics play a major role in most decisions by rmost governments
around the world. The government of Korea's Park Chung Hee and
Japan's MITI of the 1960s and 197/Os are the outliers, as is the govern-
ment of Singapore. Public works projects all over the world are built
to get votes or other forms of political support as well as to provide
needed infrastructure. In the United States, these are known as "pork
barrel projects." China and Vietnam have authoritarian political sys-
tems, but the politicians who run those systems must build political
support from various constituencies in order to make decisions. Presi-
dent Park Chung Hee relied mnainly on a modern combat army plus
rural farmers for his political support, and he had no need to buy the
support of other politicians or industrialists. They were completely
dependent on him.

TFhere are ways of reducing the role of politics in economic
decisionmaking. The most obvious way is to have the private sector
mnake most of the decisions without government interference, but in
China and VTietnam that is not likely to solve the problem of how to
build the large amount of infrastructure needed. For both political
and economic reasons, the government is likely to play the dominant
role in infrastructure developmnent for at least the next decade or two.
Most infrastructure investments elsewhere in Asia, including in Japan
in the first half of the twentieth century, were carried out by the state.
Efforts to tminimize the political impact on efficiency in these projects
will depend on measures such as the greater use of tendering proce-
dures (open comnpetitive bidding for projects) and greater transpar-
ency (for example, allowxing the press to cover mistakes as well as suc-
cesses).

A wide variety of measures can be used to keep corruption and rent
seeking under control, but the most important measures involve re-
ducing the opportunities for corruption and rent seeking. With fewer
opportunities, it then becomes possible to police a more limited num-
ber of targets. Mlost opportunities for rent seeking come from govern-
inent efforts to regulate the econormy through licensing and similar
procedures. Wklhen a business must obtain permission from an official,
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and that official has discretionary authority to give or withhold per-
mission, an opportunitv is create(1 for an informal and usually illegal
payment. Discretionary authority to negotiate taxes or to determine
the classification of imports subject to duties also creates such oppor-
tunities. This list can be readily extended, but the main point is a simple
one. To control rent-seeking behavior, a government needs to reduce
its regulatory interventions to the minimum necessary to achieve im-
portant national goals. WlThere regulatory and tax interventions are
necessary, discretionary authority on the part of government officials
must be kept to a minimnum.

Within East Asia, Singapore is as good a model as any of how to
control corruption. Hong Kong has been equally effective. Both allow
the market to govern most decisions and have law-based rules backed
up by reasonably independent courts to oversee the regulation that
remains. They also have vigorous anticorruption commissions, whose
success is due in part to their ability to concentrate their efforts on the
few remaining areas where opportunities for corruption continue to
exist.

An activist industrial policy is the antithesis of an effort to reduce
rent-seeking behavior. The tools used to enforce government indus-
trial policy initiatives involve and even require various kinds of licenses,
government control over critical imports, and government-directed
loans at subsidized rates. Generally the officials who administer these
interventions must be given a high degree of discretionary authority.
Sometimes industrial policy subsidies can be made available across-
the-board to whoever applies, but that is not the norm.

The implication of this discussion of politics and rent seeking for
the industrial policies of China and Vietnam is straightforward. Bar-
ring a miraculous return to the revolutionary spirit of the 1950s in
China or the 1960s and 1970s in Vietnam (and the very tight surveil-
lance system), government decisionmaking in the two countries is going
to be heavily influenced by politics. Rent-seeking behavior will also be
widespread where opportunity allows. If the two nations attempt to
introduce a MITI-stvle industrial policy, the results will frequently
lead to investment and other economic decisions that are far below
the optimum. Economic growth, as a result, would probably slow down,
and rent seeking would undermine the very credibility of the govern-
ment.
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Soinething like this has already been occurring, not because China
and V<ietnam have introduced a version of the Korean and Japanese
systems, but because many of the interventionist policies of the old
command system have not vet been eradicated. The danger is that the
appeal of the Korean and Japanese approaches will lead to decisions
that effectively leave industrial development policy stuck in this twi-
light zone between a planning and a market system. The alternative is
for China and Vietnam to eliminate most of the procedures that inter-
fere with the operation of the market.

Does it follow that China and Vietnam must leave all industrial
development decisions to market forces and confine government's role
to the provision of roads, electric power, and a few other infrastruc-
ture investments that have traditionally been provided by government?8

C ertainly, the leaders of both China and Viletnam do not see it this
way. Their approach remains highly interventionist, but they have
not articulated where this approach is heading. Enthusiasm for the
Korean and Japanese industrial policy models has waned a bit, and
critics of these models have been emboldened by the perceived
connection between these approaches and the Asian financial crisis of
1997-98.

Vietnam's industrial policymakers remain stuck to a significant de-
gree in strategies based on import substitution and continued state
dominance of all but the smallest firms and those controlled or man-
aged by foreign investors. Many foreign investors began to withdraw
from Vietnam in 1998 and 1999, in part because of crises at home, but
also because of the difficulty of getting through the red tape of the
government bureaucracy. As long as V\ietnamese growth rates remain
high-averaging roughly 9 percent a year from 1992 through 1997
before falling to between 4 and 5 percent a year in 1998 and 199 9 -a
fundamental change in this approach to industrial development is not
likely. If growth rates fall markedly, however, or even if they stay at the
level achieved in 1998 and 1999, the debate over the future of indus-
trial policy will become more active.

China is much further along in the debate over the appropriate role
for government in industry than is Vietnam. The decision to push
ahead vigorously with negotiations to enter the WA/TO is the best single
piece of evidence that many Chinese economic leaders recognize the
need to move decisively to implement the rules of the global economic
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system. The decision by the central government to directly control
only 500 state-owned enterprises, or even 1,000, similarly can be seen
as the abandonment of a broad-based direct role for the state in indus-
trial development along Korean lines of the 1970s. The role of the
centrally directed industrial intervention that remains in China has
two more limited goals. One goal is to pick a single industrial sector,
or at most several, and to use government support to bring that sector
up to an internationally competitive position. The other goal is to
provide time for the loss-making state enterprises either to return to
profitability or to go out of business in a way that is not politically
disruptive. The issue of loss-making state enterprises will be taken up
in the next section of this chapter.

The Chinese government's efforts to develop one or several key
industries can be seen as an infant-industry strategy, although some of
these firms have been in existence for decades. Or the effort can be
seen as a narrower version of MITI-style strategic planning. The au-
tomotive sector received most of the attention in the 1990s. Produc-
ing more than 1 million vehicles of all kinds a year, China had a large
enough market to achieve economies of scale, and that market is grow-
ing rapidly. Many of the hundreds of Chinese firms in the industry are
small and backward, and even the few large firms are struggling with
high costs, usually in joint ventures with German, Japanese, or Ameri-
can companies. It took more than a decade for the automobile firms of
Korea andJapan to become internationally competitive, and Malaysia's
Proton is not yet internationally competitive after more than a decade
since startup. China's automobile industry, therefore, may require state
support for some time to come. It is all the more remarkable, there-
fore, that China went ahead with and signed the trade agreement with
the United States even though that agreement set a timetable for the
relatively rapid opening of the Chinese automobile market. Formal
trade treaties on paper and actual implementation on the ground, to
be sure, are not the same thing, and Chinese trade negotiators do not
always have an easy time getting local authorities to comply with what
they have signed. Still, there is little doubt that the push to join W'FO
signifies that many of China's leaders recognize the need to develop
China's strategic industries in a way that is consistent with the rules of
an open trading system, as spelled out in the international agreements
governing the global system.
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There are compelling reasons why China will remain under great
pressure to move toward a full market economy with greatly reduced
government intervention in development of the industrial sector. The
sector is too large and made up of too many thousands of firms to be
efficiently controlled from Beijing. There are too much politics and
rent seeking in Chinese economic decisionmaking for industrial de-
velopment decisions to be made mainly on the basis of appropriate
economic and technical criteria. And the rules of the world trading
system-rules on which China depends to continue developing its ex-
ports-are clearly in conflict with mercantilist policies similar to those
pursued elsewhere in East Asia in the past.

Do these compelling reasons mean that China will abandon its ef-
forts to maintain an activist industrial policy patterned on Korea and
Japan or on some other model? However compelling these arguments
may be to an economist-observer outside of China, it will be a long
time before such arguments are fully accepted within China, particu-
larly at the local level, where many of the decisions concerning imple-
mentation of the global rules will be played out. Many of the people
running China today have experience in the central planning bureau-
cracy. On top of that, China has had centuries of centralized bureau-
cratic rule. Attitudes and ways of doing things that are as deeply em-
bedded as these do not disappear overnight. But the forces of tradition
do not determine everything. WNhen tradition and personal experi-
ence conflict with the requirements of the present, tradition and expe-
rience usually give way. This process takes time, first to understand
the nature of the problem and then to implement the changes neces-
sary to make the problem disappear.

Many of these same arguments apply to Vietnam. The difference is
that V7ietnam has not vet committed itself to an export strategy based
on manufactures and continues to rely heavily on an import-substitut-
ing path to industrialization. Vietnam's industrial sector and the num-
ber of its industrial firms are also much smaller than they are in China,
so a policy of control from Hanoi is not as obviously impossible as in
the case of China. Vietnam's initial refusal to sign a trade agreement
with the United States, an agreement that its own officials had nego-
tiated, is clear evidence of the reluctance of many officials, even in the
top leadership, to accept the kind of industrial policy that is likely to
be the most appropriate for their country.
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The Path toward the Reform of State-Owned Enterprises

Up to this point, the discussion has focused on the role of government
industrial policy in shaping the development of industrial enterprises
in China and Vietnam. What choices face the individuals deciding
how the enterprises themselves should be organized?

Most of the issues here deal with how China and Vietnam should
go about completing the reform of state-owned enterprises. There
are, to be sure, issues in this area that do not involve the state-owned
enterprise problem. There is the question, for example, of whether
the TVEs are the wave of China's industrial future, and, if so, how
they will have to change in order to remain competitive. This issue,
like a number of others, is likely to be determined first by market
forces and only second by rules set in Beijing. The Chinese TVEs are
also the subject of chapter 7, by Lin and Yao, in this volume.9 The
state-owned enterprise problem, however, is not one that can be left
to market forces for a solution. Put differently, market forces alone
could "solve" the state-owned enterprise problem if the Chinese and
Vietnamese governments allowed them to, but both governments are
unwilling to allow an unfettered market to impose a solution, for po-
litical and social reasons, among others.

There are many dimensions to the problem of state-owned enter-
prises. For years both China and Vietnam saw the issue as one of giv-
ing these enterprises limited autonomy. Bonuses were geared to the
performance of the individual units, goods produced above govern-
ment allocation quotas could be sold at higher prices on the market,
and inputs could be bought on the market if they were not available
through the state allocation system. As the state allocation system
gradually disappeared, the government introduced what it called the
"enterprise responsibility system," patterned in a vague way on the
household responsibility system that had proved so successful in agri-
culture. But the degree of autonomy allowed state enterprises was al-
ways much less than that enjoyed by rural households. In critical re-
spects, state-owned enterprises were still subunits of the central or
provincial government bureaucracies that supervised them.

Some economists reject the notion that a state-owned enterprise
can ever operate efficiently, but there are a number of highly efficient
state enterprises in Asia. POSCO, the giant Korean steel producer,
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has already been mentioned. Singapore has established a great many
successful state-owned enterprises, and these enterprises had total sales
of S$9.2 billion and profits of S$2.1 billion in 1990 (Goh 1992).
Singapore airlines-one of the best airlines in the world-is state-
owned. Much of Taiwan Province's heavy industry in fields ranging
from petrochemicals to steel was dominated initially by state firms,
and many of these firms have yet to be privatized. These state firms
were oriented mainly toward the domestic market and were not the
source of Taiwan's dynamic export performance, but neither were they
a major drag on that performance.

Stringent conditions were needed to achieve success with these state
firms elsewhere in Asia. All enjoyed a high degree of autonomy.
Management's performance was judged mainly or even solely on its
ability to generate long-term profits for the company. The multiple
objectives-so often imposed on state enterprises elsewhere in the
world-were mostly absent. Autonomy and profit orientation were
difficult to achieve. POSCO was run by an individual politically more
powerful than most government ministers at the time. Singapore was
able to isolate these enterprises completely from local politics.

What must China and Vietnam do to make their large state-owned
firms successful, and is what is required feasible in the Chinese and
Vietnamese contexts?"' There is no secret as to what needs to be done.
State-owned enterprises must be made fully autonomous and respon-
sive primarily to market forces. The steps required to achieve that aim
have been discussed at length in China and to a lesser degree in Viet-
nam. The critical issues involve the following.

First, these enterprises must stand on their own feet financially and
face a hard budget constraint. Money borrowed should be paid back
at market interest rates, and the failure to do so should lead to bank-
ruptcv. Taxes should be based on fixed rates and rules and not subject
to negotiation between the firm and the tax collector. Inputs should
be paid for at market prices. Output should be sold on competitive
markets where market entry is as easy as scale and financing require-
ments allow. China and -Vietnam have gone most of the way to making
state enterprises buy and sell on competitive markets. It has proved to
be much more difficult to harden the soft budget constraint. Bank-
ruptcy laws were passed in China in the latter half of the 1980s, but
they were not applied with any vigor until the late 1 990s. The govern-
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ment, as part of its campaign to control inflation, did make it much
more difficult for state firms to get credits from the banking system,
but firms simply forced their suppliers to extend them credit. In the
absence of a willingness to force these firms into bankruptcy, the ac-
counts receivable on enterprise books continued to pile up. Vietnam
did close down many local state enterprises as part of its efforts to
control inflation in the early 1990s, but then the effort to impose a
hard budget constraint stalled. Many Vietnamese state firms are prof-
itable only because they operate behind high walls of protection from
imports and equally high walls of protection from a domestic private
sector that is unable to get the licenses required to operate in fields
where the state sector is heavily involved.

Second, management of state enterprises must be chosen by people
whose sole or primary concern is with the profitability of the enter-
prise. In both China and Vietnam, managers are picked instead by
government and party officials who apply a wide varietv of criteria,
only one of which is profits. One solution to this problem would be to
privatize state enterprises, and, in the end, that may be the solution
chosen. Formally, however, both countries have rejected outright
privatization. In contrast, China's decision to remove the central gov-
ernment from responsibility for the fate of all but 500 of 2,000 state
firms essentially allows extensive privatization in some form. The TVEs
also enjoy most of the property rights that are enjoyed by private firms,
although the owner who exercises those rights is often a township or
village. Vietnam has not decided to privatize all but its larger state
firms.

Both China and Vietnam have experimented with a shareholding
system, or corporatization as distinct from privatization. In Vietnam,
as of 1998, only a dozen state firms were corporatized, while the num-
ber in China was in the many thousands. Shareholding could become
the vehicle for creating boards of directors who would ensure that
plant managers concentrated mainly on making profits rather than on
pleasing their government and party superiors. The shareholders would
not necessarily even have to be private individuals or organizations.
Other state enterprises and institutions such as public pension funds
might serve as profit-oriented members of company boards of direc-
tors. In Viietnam, boards with the power to hire and fire management
are possible, in principle, and that is one reason why managers of
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Vietnam's state firms are so reluctant to corporatize. In China there is
no such problem because the government has retained majority con-
trol and the power to hire and fire management. Shareholding, in its
present form in China, is mainly a way of raising capital.

Third, if a fundamental restructuring of state enterprises is to suc-
ceed, the political cost of that restructuring must be kept at an accept-
able level. One political cost is the loss of power and control by the
government bureaucracy and the Coommunist Party. Conceivably both
the bureaucracy and the party will decide that giving up control is too
high a price, but both have surrendered considerable power in the
past. The decollectivization of agriculture in China and Vietnam is
the most dramatic example of a surrender of control. The govern-
ment and party also gave up considerable power when they converted
from an administrative system for the allocation of key inputs to a
market system, and there are other examples. Thus there is no reason
to believe that cutting the umbilical cord that attaches state enter-
prises to the government and the C'ommunist Party will be resisted at
all costs because of the fear of a loss of control.

Other kinds of social and political costs also are connected with
state enterprise reform, however. The one that worries the Chinese
leadership the most is that bankruptcy will lead to large-scale unem-
ployment and social unrest. Millions of workers were laid off in 1997
through 1 999, and there was some unrest. An unemployment insur-
ance system did exist, but it was not yet nationwide in scope. The
Viletnamese do not face a similar problem, in part because the govern-
ment, once inflation was brought under control, ended the downsizing
of state enterprises. In addition, state sector industrial employment in
Vietnam involves only 700,000 workers as contrasted to the 42.8 mil-
lion workers in state-owned industrial enterprises in China.

The political problems of state enterprise reform in China are com-
pounded by the fact that these enterprises provide most of the hous-
ing, the pensions, and all of the health insurance to their employees.
Overly generous pension liabilities are one reason why so many state
enterprises are losing money. Health insurance was also more gener-
ous for state employees than for anyone else in China. Enterprise bank-
ruptcv threatens these employees' health, their pensions, and their
housing. Experiments designed to lead to national health and pension
systems have been under way in China for many years. Subsidized
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housing is also being eliminated gradually, either through privatization
or by charging comrnercial rents on state property. But the process in
China has been painfully slow.

For all of the political problems surrounding China's efforts to sub-
stitute a national welfare and pension system for an enterprise-based
system, those problems are small compared to the lavish national wel-
fare systems found in E astern Europe. In 1996, for example, social
insurance and welfare funds for all state retirees in China, not just in
industry, amounted to 2.2 percent of GDP.

Two other issues connected with industrial enterprise organization
and ownership in China and Vietnam should be noted. First, both
China and, to a lesser degree, VTletnam have been much more open to
foreign direct investment than was ever the case in Japan, Korea, or
even Taiwan Province. FDI started modestly in the early 1980s in China
but averaged US$40 billion in the late 1990s. FDI is an integral and
important part of China's industrial development strategy."' FDI firms
are the source of a large share of the rapid rise in exports, and these
enterprises also play a central role in the reform of industrial organiza-
dion, technology, and management in key sectors such as automobiles.
Joint ventures with both state and private firms have set standards of
quality that have spread rtapidly throughout Chinese industry. The gradu-
ally improving Chinese legal system also owes much of its progress to
the need to provide a better legal framework for foreign investors.

Vietnam's support of FDI is more restrained than that of China, in
part because Vietnam has not decided how it wants to deal with pri-
vate enterprise more generally. For all of the problems of foreign in-
vestors in V7ietnam-problems that led to declining FDI in 1998 and
1999-a case can be made that foreign investors are still treated better
than private domestic firms. VOietnam's manufactured export sector,
small as it is, is completely dependent on FDI.

Neither China nor VTletnam relies as heavily on FDI for develop-
ment as Singapore and Hong Kong, nor will they even if they were to
give unfettered national treatment in all sectors to foreign firms. There
simply is not enough FDI in the world to do for a nation of 1.2 billion
people what it has done for a nation of 2.8 million or a territory of 5.8
million. Hong Kong is part of C'hina, and Hong Kong's economic
system has had a large influence on the way business is handled in
neighboring Guangdong Province and beyond.
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Although China and Vietnam have not followed the Japanese or
Korean approach to foreign direct investment, many in both China
and VFietnam remain enamored of the largeJapanese and Korean con-
glomerates (chaebol in Korea and keiretsu in Japan). Governments in
both China and Vietnam, as a result, have set about creating large
conglomerates of their own. Generally this involves bringing a num-
ber of enterprises together into one large unit. In some cases, govern-
ment offices connected to these firms are also included in the new
conglomerate. These larger units, it is believed, will be better able to
compete internationally as well as domestically. Their brand names, it
is hoped, might someday become as well known as Hitachi or Samsung.

There are serious problems with this approach to creating conglom-
erates. The government-directed approach, as it has been applied in
Vietnam, often appears to be little more than a repackaging of existing
arrangements. In Vietnam in the past, for example, the firms involved
in the new, larger units worked closely together under the supervision
of the relevant industrial bureau. The new arrangement simply for-
malizes these connections; it does not necessarily change behavior.

VN7ithout a change in business behavior, it is hard to see what contribu-
tion these new, larger units will make to V,ietnam's international com-
petitiveness.

Initially, there was reason to believe that China's fascination with
the Korean chaebol would also lead to government-directed reorgani-
zations that would leave the government planning bureaucracy very
much in tact and in control. But China's size, the decentralized nature
of so many of its economic decisions, and the very diversity of enter-
prise forms of ownership, have led to mergers and acquisitions driven,
more often than not, by the interests of particular firms or groups of
firms. Almost all of the larger firms now appear to be part of onejituan
(group) or another, but there are so many thousands of jituan that in
no way do they resemble the Korean chaebol or the Japanese keiretsu;
nor are they simply the Chinese planning bureaucracy in disguise. The
mergers and acquisitions process in China, therefore, has begun to
take on some of the characteristics of similar processes in market econo-
inies, although the government's role remains large.

There is nothing necessarily wrong with large conglomerates in
either the Chinese or the Viletnamese context. The existing state en-
terprise structure was a product of the central planning system adopted
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from the Soviet Union and, in many instances, probably makes little
sense under the current market-driven system. The question is whether
government officials are the right people to decide to create a particu-
lar conglomerate or whether that decision should be left to market
forces. But, if the process is left to market forces, are the state enter-
prises in a position to take the steps required in order to merge with
other firms? A partial answer in the case of China is that the large state
and nonstate firms are already well into the mergers and acquisitions
process. If the process is to proceed smoothly and efficiently, however,
the government will have to create the rules under which one firm can
merge with or acquire another. As of the late 1990s, in both China and
Vietnam, the government's role is more that of a discretionary
decisionmaker than of a creator of the rules of the game. If the gov-
ernment does become mainly a setter of the rules, however, and the
enterprises, both state and private, are run by able profit-oriented
managers, the resulting new conglomerates are likely to be more ef-
fective than ones directly engineered by government officials.

China's structure of industrial organization and ownership is still
evolving. The same is true of Vietnam, although Vietnam has barely
started along the restructuring path. Neither country is likely to end
up as a carbon copy of any other single Asian industrial economy. In
terms of foreign ownership, China and Vietnam will be halfway along
a spectrum with Japan and Korea at one end and Singapore at the
other. Both China and Vietnam are likely to rely more heavily on this
state ownership of industrial firms than other countries in Asia, but
not all that much more heavily than Korea or Singapore in an earlier
period. The dominant form of industrial enterprises will behave like
privately owned firms, whatever their nominal mode of ownership.

Two related questions have to do with the size of industrial firms in
the two nations and the degree of concentration in the various indus-
trial sectors. Given China's enormous size, it is probably inevitable
that the degree of concentration in particular industrial sectors will be
substantially less than in a much smaller country at a similar stage of
development. China, with an income per capita of US$2,000 in pur-
chasing power parity terms, produced 124 million tons of steel in 1999,
enough to allow China to have six 20-million-ton plants without tak-
ing exports into account. China had far more steel enterprises than
this, but many of them were small. Korea's domestic market at the
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same stage of development could only support one plant of 2 million
to 4 million tons.

Still, China's structure of industrial organization appears to be much
less concentrated than China's size alone can explain. China is not a
land of giant conglomerates on the model of Korea or of conglomer-
ates supported by thousands of small dependent supplier firms, as in
Japan. The TVE boom, together with tens of thousands of urban col-
lectives and private firms, not to mention thousands of small joint ven-
tures with firms from Hong Kong and Taiwan, has altered China's indus-
trial structure probably for a very long time. If it had continued its
Stalinist-style industrial development of the 1950s, with its emphasis on
large heavy industries in the Northeast, China might have a very different
organizational structure today. China instead deliberately set out on a
different kind of development path, relying much more on small manu-
facturers scattered across the country. This small-scale industrializa-
tion program got off to a disastrous start with the "backyard" iron and
steel program, but major adjustments were made, and these small firms
have served China very well over the past two to three decades. China's
experience has no precise analogy in Asia. The closest is Taiwan Prov-
ince, which also built up its manufacturing sector by relying heavily
on small producers, except in a few producer goods industries where
large state enterprises dominated, at least at the outset.

Vietnam's structure of industrial organization is much less devel-
oped, and that makes it much harder to speculate about what that
structure might look like in the future. The current structure is made
up of a few large state firms-large relative to the size of Vietnam's
market-a few thousand other state industrial enterprises, FDI firms
producing mainly for export, and a small scattering of private indus-
trial enterprises. There is nothing comparable to the TVE industries
of China. If Vietnam stays with the institutions and policies that have
created this structure, it may gradually become an inefficient version
of the Singapore model of state enterprises together with an FDI-
dominated industrial sector. Alternatively, Vietnam could free up the
private sector, in which case it might get rapid development of small-
scale domestic industrial firms not unlike what happened in Taiwan
during the first decades of that island's development.

How China and Vietnam deal with these issues of industrial orga-
nization will have a large influence on whether their two economies
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continue to grow rapidly. One way or another, the two countries need
to transform their enterprises into dynamic units that can compete
both domestically and internationally. Enterprises that operate along
bureaucratic lines or are weighed down by extensive government con-
trols will not be able to provide the necessary leadership.

Financial Reform and Macroeconomic Policy

The problems facing reform in the financial sectors of China and Viet-
nam are in many ways similar to those facing the state-owned indus-
trial sector. In fact, it is not possible to reform the financial sector
unless one also does something about the state industrial sector; the
reverse is also true. Similarly, it is not possible to move to a market-
based macroeconomic policy unless China and Vietnam reform the
state financial and industrial sectors.

The problems facing the Chinese and Vietnamese financial sectors
also have many features in common with the crisis-hit financial sec-
tors of Southeast Asia and Korea and for some of the same reasons.
Both in China and Vietnam and in Southeast Asia and Korea, the weak-
ness of the banking systems was a direct result of decades of govern-
ment-directed bank lending. The banks themselves had little autonomy
and did pretty much what their governments asked them to do. When
government efforts led to healthv firms, the banks had strong loan
portfolios. When government lent support to efforts that ended in
failure, bank loan portfolios filled up with nonperforming assets.

The financial sector in China and Vietnam is dominated by a few
large state-owned commercial banks. China also has a growing non-
bank financial sector, but it is not discussed here. The state banks have
the standard state enterprise problems, including soft budgets and
management picked by higher-level government and party officials.
In certain respects, the problems of the banks are worse than those of
the state industrial enterprises. The banks are too large and too im-
portant to the national economy to be allowed to fail. These banks
also face very little competition, except from a few small private banks
and from the nonbank financial sector. Historically, under the Soviet
command system, these banks were an integral part of the central bank,
and their main role was to monitor compliance with the central plan.
The normal service functions of a modern commercial bank were at



276 RETHINKING THE EAST ASIAN MIRACLE

best a sideline and were generally carried out in a highly bureaucratic
manner. This inherited behavior has been slow to change.

If nonperforming loans were properly accounted for in their bal-
ance sheets, all of these banks would probably be classified as bank-
rupt.12 Since most of the debt is owed domestically, however, the gov-
ernment can always step in and refinance these banks by using general
revenues, by selling government bonds to the public, or by printing
money. Bailing out the banks without reforming their behavior, how-
ever, will encourage those banks to continue making loans that will be
classified as nonperforming, a problem that economists refer to as moral
hazard. But, if the banks do not lend to state industrial enterprises,
these firms will have to close down or stop paying their suppliers. Since
many of these state industrial enterprises would be profitable if other
enterprises paid their bills, simply cutting off bank loans to those who
do not repay may lead to the bankruptcy of many potentially viable
enterprises. Any real solution thus involves simultaneously sorting out
the nonperforming assets of the banks and the accounts receivable
that will never be received of industrial enterprises. Simultaneity in
solving the problems of both sectors does not mean that the process
has to be achieved overnight, but there has to be a concerted effort to
change behavior in both sectors at the same time. Sequencing, where
one deals first with only one sector and then the other, is not realistic
in this context.

China in 1998 and 1999 began to come to grips with this complex
problem of joint reform. One part of the solution was as much politi-
cal as economic or administrative. Pressure on the banks to lend to
losing state enterprises generally came from powerful political figures
in the provinces. Provincial political leaders did not have to be con-
cerned with the macroeconomic implications of excessive bank lend-
ing, so they used their power to support local firms. Bank officials in
China traditionally were far down the ladder of political power and
hence were in a weak position to resist these local political pressures.
China, therefore, took steps to weaken the influence of politicians on
the bankers. Earlier in the 1 990s, when inflation was accelerating, this
involved placing a powerful figure at the head of the banking system
for the first time (Zhu Rongji). In the late 1990s, the jurisdiction of
bank branches was made broad enough so that bank officials were not
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beholden to or under the thumb of only one local group of politicians.
One way or another, China will have to get politicians out of the bank-
ing business if it wants to modernize the system.

The solution to the problem of the low quality of bank services in
both China and Vietnam will probably only come through competi-
tion. Conceivably, domestic private banks could provide the neces-
sary competition, but competition is more likely to be effective if it
comes from established international banks. China's policy of allow-
ing foreign banks first to set up full-service branches only in Pudong
across the river from Shanghai and then to expand those privileges to
a few other cities will have only a limited effect on the state banks.
When China joins the WTO, however, one of the conditions of entry
is the gradual movement of China to national treatment for all finan-
cial services, including banks.'3

Reform of China's and Vietnam's banking system involves more
than the improvement of commercial banking services or the efficient
allocation of investment. Until the banking system is reformed, it will
be difficult for China and Vietnam to implement a modern market-
based system of macroeconomic management.

On paper, China and Vietnam appear to have modern banking
systems much like those in the industrial nations. Both have central
banks and a number of separate commercial banks, unlike the unitary
banking system characteristic of the Soviet command system. The com-
mercial banks lend to enterprises and charge interest, and the enter-
prises are required to pay back their loans. The problem with this
picture is that it implies that the banks and enterprises behave the way
they do in a market system. However, due to soft budgets and other
reasons, neither the banks nor the enterprises behave in the appropri-
ate manner.

As a result, the banking and monetary system runs in reverse. In a
typical modern banking system, monetary policy begins with the cen-
tral bank attempting to control the growth of high-powered money
by buying or selling government bonds on the domestic market or by
some other similar method. The high-powered money or the money
base, together with the commercial bank reserve ratio, determines the
money multiplier, which in turn deterinines the potential lending ca-
pacity of the commercial banks. The interest rate then brings the de-
mand for credit in line with the actual or potential supply of credit.
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W,N"hen the growth of the money supply threatens to accelerate the rise
in prices, the central bank cuts back on the growth of high-powered
money, and the rest of the process follows more or less automatically. 14

In China and Vietnam, however, higher interest rates do not easily
deter lending because enterprises in many cases have no intention of
paying back the loan in the first place. Backed by politicians, these
enterprises pressure the banks to lend, and the banks often are too
weak to resist. WVhen the banks nlo longer have the finds to make
further loans, they simply ask the central bank to provide them with
whatever money they require. In the past, more often than not, the
central bank complied.

When inflation accelerated, however, the top government leader-
ship realized that something had to be done to rein in the growth in
the money supply. Rather than try to control money growth indirectly
by using market mechanisms to restrict the increase in the money base,
the government simply set quotas on1 lending by the commercial banks.
Each commercial bank was allowed to lend up to a certain limit and
no more. As a method of controlling inflation, this procedure worked
reasonably well. 'livice in the case of China, first in 1990 and then
again in 199'5-96, price increases that had accelerated to more than 20
percent a year were brought down into the low single digits. But the
procedure was also very inefficient. Any pretense of lendinlg on the
basis of commercial profitability criteria went out the window, and
loans were allocated in accordance with administratively set quotas.
This procedure did nothing to eliminate the underlying cause of in-
flationary pressure: the soft budget constraint of both the state enter-
prises and the commercial banks themselves.

'I'he decisions to deal with both state enterprise and banking re-
form, therefore, are essential ingredients in China's efforts to move to
a modern system of macroeconomic management based on indirect
market mechanisms. Some of these mechanisms, a domestic govern-
ment bond market for example, are already in place, at least in China.
If the enterprise and commercial bank budget constraints can be hard-
ened, open market operations on the government bond market should
work in China, much as they do in other industrial countries.

The discussion to this point has assumed that macroeconomic policy
in China would not have to deal with the problem of having complete
capital account convertibility of the Chinese currency. Even in the
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face of the Asian currency crisis of 1997-98, it is likely that China
could move to complete capital account convertibility without gener-
ating a run on the Chinese renminbi. China's huge foreign exchange
reserves in 1998 and 1999 (US$154.7 billion at the end of 1999) and
its large current account surpluses make it unlikely that China would
default on its foreign loans, most of which are in long-term credits in
any case. Even Vietnam, which had a large current account deficit and
low foreign exchange reserves, did not feel the full brunt of the Asian
financial crisis. One reason was that Vietnam had relatively little short-
term foreign debt. The other reason was that the Vietnamese dong
was not convertible on the capital account.

But if China at some future date had lower reserves, more short-
term debt, and a substantial current account deficit, the danger of capital
flight could be very real. In that context, the weaknesses of the Chi-
nese banks and state enterprises could well support a full-fledged fi-
nancial panic. The Chinese banking system has followed a path of
government-directed lending and the accumulation of large portfo-
lios of nonperforming assets, much like its counterparts in Korea and
Southeast Asia. In many respects, reform of the Chinese banking sys-
tem is little, if any, further along than was the case in Indonesia on the
eve of the crisis. Reform of the Chinese banks and the state enter-
prises, therefore, is a prerequisite for full convertibility of the renminbi.
Reforms of this sort are necessary in Vietnam as well, but Vietnam
will also have to strengthen its current account situation before any
consideration of capital account convertibility is possible.

The Impact of Reform on Economic Growth and Structure

Economic reform is not carried out for its own sake. The purpose of
these reforms is to change the growth rate and structure of the economy.
What can one say about the impact of reforms in China and Vietnam
on the growth and structure of those two nations' economies? The
data available make it possible to begin to answer this question for
China. Data limitations and the relatively short reform period in Viet-
nam make judgments about the impact of the reforms more specula-
tive.

The impact of the reforms on China's industrial structure can be
seen from the data in figure 6.2. The Chinese decision to follow the
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Soviet model led to a rapid rise in the share of heavy industry in the
1950s, a far greater rise than occurred elsewhere in East and South-
east Asia at a comparable level of per capita income. The mistakes of
the Great Leap Forward (1958-60) and the withdrawal of Soviet tech-
nical support in 1960 led paradoxically to an even larger rise in the
share of heavy industry.

With recovery from the Great Leap Forward completed, light in-
dustry recovered some of its pre-Great Leap share, and this share con-
tinued to rise slightly during the disruption of the Cultural Revolu-
tion in the late 1960s. Heavy industry's predominant position was then
restored during the calmer 1970s and lasted untit the beginning of the
reform period. At the beginning of the reforms, a conscious effort was
made to shift more investment to light industry. During the first years
of the reform period, the light industry share rose again, but then
leveled off. From 1985 or 1986 onward, the shares of the two sectors
fluctuated only mildly, and the balance between the two presumably
reflected the influence of shifting market forces more than a centrally
directed effort to push one sector over the other. By 1998, when China's
per capita gross national product (GNP) reached or surpassed about
US$2,000 in purchasing power parity terms, the shares of light and

Figure 6.2 China's Heavy and Light Industry Shares
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heavy industry were similar to the shares found elsewhere in the re-
gion at per capita income levels of USS2,000.' 5

As the country shifted toward a market economy, therefore, China's
industrial structure changed to one much like that found in other
market economies in the region. Correlation does not establish causa-
tion, but the increasing role of market forces in China is the most
logical explanation for this result. In a market economy, it no longer
made sense to produce steel and machinery for the main purpose of
producing more steel and machinery. Ultimately, the consumer was
supposed to benefit, and that meant more light industry products.

'What was the impact of reform on efficiency? This chapter deals
mainly with the modern industrial and service sector, but it is useful to
begin a discussion of the impact of reform on productivity by looking
at the whole economy. One important reason for beginning at this
aggregate level is that available statistics allow one to say something
reasonably systematic at this level, whereas more disaggregated fig-
ures are frequently not available. The relevant data are presented in
table 6.2.The results of the growth-accounting calculations indicated
that reforms brought about a major positive change and significantly
raised the contribution of TFP to growth.

The other difference between the growth-accounting calculations
in this chapter and those of most others who do calculations of this
sort is that, here, an effort has been made to divide the periods into
ones that reflect fundamental differences in policy and approach. In
particular, I look at the performance of the economy in various
prereform periods and then divide the post-1978 reform period into
two separate decades. The first reform period begins with the agricul-
tural and foreign trade reforms and includes the first efforts at indus-
trial reform up through the onset of inflation in 1988. The second
reform period starts with the conservative reaction to inflation and
the Tiananmen student demonstrations and carries the story up
through the first phases of the Asian financial crisis, with a major eco-
nomic boom in between.

At the aggregate level, the post-1978 reforms had a dramatic and
immediate impact on productivity growth. Total factor productivity
rose from negative numbers to account for more than 4 percent of the
annual increase in the GNP growth rate. As market-oriented reforms
took hold, TFP continued to rise, particularly in the 1990s, when
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Table 6.2 Sources of Growth in China, 1952-98

Growth rate Share of national incomed

Gross
domestic Total factor

Year product, CapitaPb Employment, productivity Labor Capital

1952-57 6.2 4.81 2.78 2.608 0.6 0.4
1958-65 1.52 5.49 2.37 -2.098 0.6 0.4

1966-78 5 8.07 2.63 0.194 0.6 0.4
1979-88 9.9 10.1 3.07 4.018 0.6 0.4
1989-98 1 9.37 9.15 2.56 4.174 0.6 0.4
1989-98 11 9.08 9.15 2.56 3.884 0.6 0.4
1952-78 4.14 6.64 2.58 -0.064 0.6 0.4
1979-98 9.71 9.64 2.94 4.09 0.6 0.4

a. GDP growth rates are all derived from official data with the exception of estimate II for the 1989-98
period, which assumes a growth rate for GDP of 5 percent in 1978 because of the widespread belief
that Chinese official GDP figures in 1998 exaggerate the growth rate and because some recent
efforts to calculate an alternative rate suggest that the real rate may have been closer to 5 percent.
The figures for growth rates in the other periods are not the same as one finds in the officia
handbooks because Chinese GDP by sector is recalcu ated in 1990 prices. This procedure
e iminates the high growth rates for the prereform years that are produced by a price structure
giving a very heavy weight to the faster-growing industrial sector. The 1990 prices are much closer
to true market prices than the earlier prices used under the system of central planning.

b. Capital stock growth rates are estimated using the perpetual inventory method. Gross domestic
capital formation in current prices is converted to constant prices using the ex-factory price index
for industrial products for the years after 1978. For earlier years, the net material product price
deflator for the industrial sector is used. A capital stock or gross capital formation deflator was not
available. Deflation is a more serious problem for the post-1 978 period, since prices prior to that
changed very slowly.

c. Labor growth rates are the official estimates of the growth rate of employment. Data on hours
actually worked are not available.

d. Labor and capital shares in nationa income are assumed on the basis of estimates from other
economies with roughly similar levels of development. The results, particularly the changes in total
factor productivity from one period to the next, are not very sensitive to the share estimates,
althougn a higher labor share would raise total factor prodictivity in all periods and vice versa.

Source: The data are derived from official Chinese statistical sources with minor exceptions, which are
detailed in the notes.

China's leaders finally committed themselves to creating a market
economy. This result, obvious as it is from the data, is sufficiently con-
troversial to warrant going behind these crude estimates to try to un-
derstand why one gets these results.

It has become conventional wisdom in some circles to argue that
the East Asian experience was built not on productivity growth but on
the rapid increase in inputs of capital and labor.16 The extreme form of
this argument is to state that East Asian growth is much like that of
the Soviet Union in an earlier period and is likely to experience a simi-
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lar fate. Is China the exception, or is China's experience much like
that of the rest of East Asia? It is best to start with a review of what we
know about possible refinements in these estimates for China that could
moderate the conclusion reached about the impact of productivity on
growth."7

To begin with, my estimates do not include improvements in the
quality of the labor force. The data are available for estimating the
growth rate of labor force quality, but such a task is well beyond the
scope of this chapter. Education levels clearly have improved in China
over the years, but much of the quantitative improvement occurred
prior to 1978. The number of students enrolled in secondary school,
for example, was the same in 1996 as in 1978 (the age cohort also
declined as a result of the family planning program). Primary school
enrollment tells a similar story. Only university-level enrollments ex-
panded rapidly in the reform period, but such enrollments still ac-
counted for less than 5 percent of the relevant age cohort in the mid-
1990s. Any effort to attribute growth to improvements in labor force
quality, therefore, must be based on an argument about improving
educational quality. Such quality improvements clearly did occur, and
in many respects they were the direct result of the economic reforms,
but it is hard to measure quality improvements of this type.

The shift of labor from low-productivity jobs in agriculture to much
higher-productivity work in urban areas and in township and village
enterprises also can be seen as either an improvement in the quality of
labor or, following the practice of Edward Dennison, as an explana-
tion for the rise in TFP. In the two decades beginning in 1978 and
ending in 1998, employment in agriculture fell from 71 to 50 percent
of total employment.'8 Put differently, of the total increase in China's
labor force of 298 million workers between 1978 and 1998, more than
230 million found jobs outside of agriculture. These industrial and
service jobs may not appear to be high-productivity occupations to
the casual observer. The alternative for these workers, however, was
to share extremely low-productivity activities in agriculture, where
there were already 100 million or more workers than were needed to
maintain farm output."'

There is little question that there were major improvements in the
quality of the capital stock, and some of these improvements may not
be captured in the estimates used to calculate the figures in table 6.2.
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One clear improvement was the switch to far greater reliance on im-
ported machinery and equipment than was the case during the period
of "self-reliance" prior to 1977. It is unlikely that the impact of these
imported capital goods is fully captured because many such imports
not only were of higher quality but also cost less to purchase once
China had the necessary foreign exchange. But the great increase in
imported capital goods was a major object of and a direct result of the
reforms. It is at least as plausible to speak of these improvements as a
source of productivity improvement than simply as an accumulation
of more input.

Total factor productivity, with or without the adjustments, there-
fore, explains much of the rise in China's GNP growth in the reform
period. The continual rise in the TFP rate is also notable and is differ-
ent from the experience of either Korea or Taiwan Province. In Korea
and Taiwan Province, the period of high growth began with a five- to
seven-year spurt in productivity. TFP growth then fell, however, and
much of the high growth in these two economies over the next decade
or two is explained by the steady rise in the rate of gross capital forma-
tion.20 Why was the Chinese experience apparently so different? China,
Taiwan Province, and Korea did not conduct much research and de-
velopment (R&D) in the first decades of rapid growth. Differences in
the pattern of R&D expenditures, therefore, cannot be the explana-
tion. One plausible explanation for the difference is that China during
the period of Stalinist devetopment had strayed far from the most-
efficient development path. There were, therefore, far more opportu-
nities for productivity improvement than was the case in Taiwan Prov-
ince and Korea. TFP growth in China during the first six years of
reform (1979-84) was carried by the spurt in agriculture that followed
decollectivization. After 1984, agriculture slowed down, but efforts to
reform industry began and resulted in a dramatic rise in the output of
township and village enterprises. Beginning in 1992 with Deng
Xiaoping's famous trip to Guangdong Province, China fully commit-
ted itself to completing the move to a market system. The reforms
that followed sustained the growth in TFP at least until the onset of
the Asian financial crisis and the overall slowdown in Chinese growth
in 1998.

A different perspective on the same phenomenon begins from the
fact that the rate of gross capital formation as a share of GDP was
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already extremely high in China in the decade prior to reform. In the
years 1970 through 1978, China's rate of gross capital formation as a
share of gross domestic product averaged 35 percent each year (China,
National Bureau of Statistics 1999a: 6). The average gross capital forma-
tion rate over the next decade (1979-88) was 36 percent. Thus China,
unlike Taiwan and Korea, through state efforts to hold down incomes
and consumption, achieved very high rates of investment prior to be-
ginning reform, but much of that investment was wasted. Taiwan and
Korea, in contrast, had low rates of investment both before and immedi-
ately after the beginning of reform. Reforms led to higher productivity
growth, which then stimulated a rise in the rate of investment.

Studies of the industrial sector based on more disaggregated data
also suggest that at least part of the rise in TFP in the economy as
a whole was explained by a rise in TFP in industry itself.21 The weak-
ness of all of these studies, from the point of view of this chapter,
is that they deal only with the post-1978 reform period, largely be-
cause the required disaggregated input data do not exist for earlier
periods. There is also a significant difference in the findings of at least
two of the studies with respect to the performance of state-owned
industry.

The main finding of Jefferson, Rawski, and Zheng (1992) is that all
industrial sectors (classified by ownership) enjoyed positive TFP growth
throughout the 1980-92 period. TFP growth among the TVEs and
other collective enterprises, however, was much higher, more than
double, the rate of TFI' growth in state-owned industrial enterprises.
Woo and others (1994) agree that TFP was high in the collective sec-
tor, but dispute the finding that state industrial enterprise TFP was
positive.22 Li's data only cover the years 1981-87, but they are disag-
gregated by industrial sector rather than by ownership (Li and others
1993). In these estimates, TFP for 18 of the 24 industrial sectors was
positive, with machinery and transport equipment enjoying the high-
est rate of TFP growth.23 The industries with sharply negative TFP
growth included electric power, post and telecommunications, and
tobacco products. The mining sectors experienced either no signifi-
cant productivity growth or, in the case of petroleum and nonferrous
metals, sharply negative rates. Finally, Xiao and his coauthors use a
large survey of enterprises done in 1995-97 to measure TFP by both
ownership and industrial sector categories (Xiao and others 1998).



286 RETHINKING THE EAST ASIAN MIRACLE

Their survey shows that a higher percentage of foreign-invested and
private enterprises had high TFP than either state-owned or collec-
tive enterprises, but in comparing sectors, the best-performing sec-
tors were those dominated by large state monopolies such as petro-
leum and gas or tobacco.

These studies of industrial performance lend weak support to the
view that reforms led to improvements in industrial performance. The
best evidence for this view is the high productivity growth in the col-
lective ownership sector as contrasted with that in the state-owned
enterprises. Unfortunately, one cannot say anything about the change
in productivity that came with the shift away from the Stalinist devel-
opment strategy of the pre-1979 period because data at the necessary
level of disaggregation do not yet exist.

Vrietnam's reform period is much briefer than that of China, and
the data needed to come up with reliable estimates of capital stock
growth and total factor productivity growth are not available. The
limited data that are available have been used to make the estimates
reported in table 6.3. As the data in the table suggest, despite large-
scale aid from the Soviet Union, Vietnamese economic growth in the
period before the reforms was very slow, and total factor productivity
growth was negligible. In per capita terms, with population growing
at 2 percent a year (1976-90), real growth was barely over 1 percent a
year, and that estimate may well be too high since it depends on the
questionable reliability of the relatively high growth rates reported
for the early 1980s. In the 1990s, as is well known, GDP growth accel-
erated to East Asian levels, but the larger share of this increase was
accounted for by the even more rapid increase in the growth rate of
capital stock. Total factor productivity growth did rise, as one would
expect given the opening up of the economy and the greater reliance
on market forces, but by a lesser amount than was the case during the
first phase of reform in China.24 If the analysis in this chapter is accu-
rate, even this level of productivity growth might not be sustainable
unless Vietnam moves much more decisively to reduce the barriers to
investment outside of the state-owned sector. The growth rate in Viet-
nam in the years 1998 and 1999 was sharply lower than in the first
years after reform, and it is likely that total factor productivity fell, but
we do not have the necessary capital formation data with which to
estimate TFP.
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Productivity data, therefore, lend weak support to the qualitative
analysis of economic reform in the modern industrial and service sec-
tors of China and Vietnam. The reforms did make a large measurable
difference. In China that difference shows up mainly as a rise in total
factor productivity. In Vietnam, the opening of the economy to the
hard-currency world led to higher investment levels from both do-
mestic and foreign sources, but the improvements in efficiency, par-
ticularly outside of agriculture, were more modest.

Neither country, however, is in a position to rest on its past accom-
plishments if it wants to maintain the high growth rates of the 1990s.
In Vietnam's case, the period of easy increases in national product
may already be over. The period of easy increases in productivity may
be over in China as well. The large spurt in agricultural productivity
growth was a one-shot affair that ended after 1984. The TVEs then
played the dominant role in sustaining high GDP growth over the
next decade, and there was a further boost from the rapid acceleration
of foreign direct investment in the early 1990s and very high rates of
growth of exports. The acceleration of market reforms after Deng
Xiaoping's trip to the South in 1992 may have temporarily boosted
productivity growth even further. If many of these productivity-in-
ducing reforms have largely spent their force, as is likely, where will
the next burst in high productivity and GDP growth come from? It is
not likely to come from state-led infrastructure development programs
like those in 1998 and 1999, however desirable that new infrastruc-
ture may have been. It will have to come from within the enterprises
themselves, but it is not clear whether China's industrial and financial
sector enterprises are ready to take on this role.

CONCLUSIONS

Both China and Vietnam have made remarkable economic progress
over the past decade or two, but a successful past does not ensure an
equally successful future. If high rates of growth are to be sustained, it
is likely that both countries will have to carry out a series of major
reforms in how they develop their industrial and financial sectors. I
would like to propose the following policy and institutional reforms:
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Table 6.3 Sources of Growth in Vietnam, 1976-96

Growth rate of net material Growth rate (percent)
product (1975-90) or gross Total factor

Period domestic product (1 990-96) or Capital Labor productivity

1976-80 0.4 5.4 - -

1980-86 6.4 1.9 - -

1986-90 3.3 3.3 3.1 0.1

1990-96 8.4 10.4 2.7 2.6

- Not available.
Source: The Vietnamese data available for use in growth-accounting exercises of this sort are very
limited. GDP data are availab e only for the period from 1990 in sources such as Vietnam, General
Statistical Office (1997) and from World Bank pub ications. Data for earlier years are taken from
Vietnam, General Statistical Office (1991), which also includes data for years prior to 1986. The data
are for net material product and accumulation, however, not GDP and gross capital formation. The
Vietnamese data on accumulation appear to material y understate the level of capita formation, so
assumptions have been made to adjust the data. The shares of labor and capital in national income are
assumed to be similar to the shares used in the calculations for China.

1. Both countries should resist the temptation to adopt a Korean- or
Japanese-style industrial policy and should continue to reduce gov-
ernment intervention in industrial development, recognizing that
government intervention will remain much larger than would be
the case in some ideal free-market economy.

2. They will have to complete the process of transforming state-owned
enterprises into fully autonomous firms facing hard budget con-
straints and no longer responsible for a wide range of worker hous-
ing and social welfare activities.

3. The state should abandon its role in the selection of enterprise
managers and should turn that role over to enterprise shareholders
and their elected representatives on company boards of directors.

4. They will have to complete the process of creating a modern inde-
pendent banking system where government is not involved to any
significant degree in lending decisions.

5. In the case of Vietnam, there should be recognition that the private
sector is a vital part of any future development program and not
just a sector to be vigilantly regulated and controlled. China has
accomplished much in this regard, but still has a way to go.

6. WAhile letting mergers and acquisitions happen in response to mar-
ket considerations of enterprises themselves, government should
do more to set the rules governing mergers and acquisitions.
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7. Vietnam will have to make the economic changes required to arrive
at a trade agreement with the United States and eventual member-
ship in the World Trade Organization.

This list could be extended without difficulty, but the main point is
clear. Even ignoring issues such as rural poverty, uneven regional de-
velopment, and much else that is well beyond the scope of this chap-
ter, China and Vietnam have a lot to do in the area of reform if they
want the next decade or two to be as successful as the previous decades
have been. Although both countries can learn from the experiences of
their East Asian neighbors and from others, China and Vietnam face a
situation that is different from that of their neighbors in several fun-
damental ways. First, the structure of their economies is different in
important respects from that of their neighbors at a comparable stage
of development, which inhibits or precludes the duplication of Korea's
orJapan's industrial and financial policies of the 1960s and 1970s. Simi-
larly, China and Vietnam do not have the political and social under-
pinnings of an efficient industrial policy that eschews politics and cor-
ruption. And, finally, the global economic system has changed from
what it was as recently as the 1970s. The current rules of the interna-
tional economic system as established in the 1990s give China and
Vietnam a choice between adopting an activist industrial and financial
policy on the model of Japan or Korea or participating fully in the
WTO and the global economy. There is little doubt which of those
choices is most likely to provide long-term benefits to the economies
of China and Vietnam. If China and 'Vietnam are to take full advan-
tage of the global economic system, they must devise paths that are
consistent with their own conditions as well as with the requirements
of the international economy.

NOTES

1. The formal definition includes requirements such as that they are established
legally, are able to take civil liability, possess and use their assets independently,
are entitled to sign contracts with other units, and are financially independent
and compile their own balance sheets.

2. Village industrial enterprises prior to 1984 were included in agricultural output.
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3. A good example of a firm that is likely to remain under state ownership is the
Guizhou Aluminum Complex, which I visited in May 1999. The complex pro-
duced 1.87 million tons of aluminum products, owned a number of low-cost
bauxite mines that provided most of its raw material, and was highly profitable,
earning profits plus taxes of 2.5 billion yuan in 1998.

4. The Korean heavy and chemical industry drive of the 1970s was and is contro-
versial. Studies that see the drive as an unqualified success include Amsden (1989).
For a more mixed assessment, see Stern and others (1995).

5. The concept of corruption itself evolves over time. The Japanese practice of
amakudare, whereby a government official, on retiring, often took a job in the
industry that he had regulated, was long praised as being one reason for the
close cooperation between business and government in Japan. By the late 1990s,
Japanese increasingly saw this system as creating serious conflicts of interest
among its government regulators, and the practice began to be phased out.

6. Of the 85 countries ranked in Transparency International's Corruption Percep-
tions Index, China was tied with Zambia in fifty-second place, and Vietnam was
tied with Kenya for seventy-fourth place (number one, Denmark, had the least
corruption). Indexes of this sort are highly subjective and not very reliable, since
few people, if any, are qualified to make the kinds of comparisons called for,
except in the crudest possible way. However, they do indicate where a country's
corruption stands vis-a-vis the most- and least-corrupt nations.

7. In Japan, as elsewhere, roughly half of all gross capital formation was carried
out by the state during the first decades of modern economic growth.

8. These infrastructure projects can also be provided by the private sector and are,
in some cases, being provided by private investors in China and, to a much
lesser degree, in XVetnam. It is highly unlikely, however, that the private sector
will be the major provider of infrastructure in these two countries.

9. There is also, by now, a very large literature on the nature of TXE property
rights, organization, and so forth. See, for example, Che and Qian (1998); Hai
(1997); Huang and Cai (1998).

10. For a contrast with the way POSCO is run and a discussion of the way in which
China runs its large state-owned enterprises in key sectors such as steel, see
Steinfeld (1998); Otsuka, Liu, and Murakami (1998).

11. There is by now a very large literature on foreign direct investment in China.
For one recent study, see Ishihara (1998).

12. For one discussion of the possible magnitude of nonperforming loans in China,
see Lardy (1998).

13. If China were to move to a fully liberalized financial system with private banks
and market-determined interest rates, one danger is that it would lose the
seigniorage revenue that it now receives, not only from the issuance of currency
but also from the below-market rates paid to depositors. One estimate puts this
seigniorage revenue as equivalent to 5 percent of GDP in China (Fry 1998). I
am indebted to Ronald McKinnon for pointing this out.

14. For a more in-depth study of the way inflation was generated in the banking and
financial system of China in the early 1990s, see Yi (1994).
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15. The division between heavy and light industry is not identical to the division
between consumer and producer goods, but the two concepts are close enough
for the purposes of this analysis.

16. World Bank (1993) also stresses the importance of productivity growth to the
high rates of growth in East Asia.

17. There have been other growth-accounting estimates for China. One of the more
careful is byJingwen Li and his associates. Li's periodization is different from
this study's, but, with a few notable exceptions, his results are similar to those
here. Specifically, he gets a negative rate of TFP for the 1953-78 period (-0.8
percent) and a positive rate for 1979-90 (2.5 percent). His underlying labor
force growth series is also very close to the one used in this study. His capital
stock growth rate is very different from the one in this study for the 1950s and,
to a lesser degree, the 1960s, but the differences in the two estimates are small
thereafter. Basically, Li gets very high capital stock growth rates in the 1950s
and 1960s. My estimates are much lower, probably because I have deflated the
earlier capital stock figures by a price index that, in my opinion, takes better
account of the very high relative prices of industrial products in those earlier
periods. There may also be some difference between the assumptions made in
this study and in Li's about the initial capital stock in 1952, and this would affect
capital stock growth rates in the early period, but not in the later years. Li's
GDP/NMP growth rate for the prereform period is also higher than the one
used in this study, and that difference is mainly due to the fact that earlier year
NMP in this study was deflated to take out the bias caused by very high relative
industrial prices in the 1950s through the 1970s, whereas Li's figures are closer
to the official estimates that retain this bias. Li and others (1993: 52-56).

18. These figures are for employment in the primary sector, which includes mining,
but the overwhelming majority of workers in this sector are in agriculture.

19. In formal terms, this statement implies that the marginal product of labor in
agriculture was zero, which was not the case. But marginal productivity was
extremely low, well below what workers could earn in rural nonfarm occupa-
tions.

20. This conclusion is controversial because it appears to contradict the findings of
Alwyn Young (1995) and Lawrence Lau (Kim and Lau 1994). But Young does
not calculate the sources of growth for the initial years of high growth in Taiwan
(1961-65). In Korea, calculations by myself and Lora Sabin suggest that Young
may have made assumptions about the initial capital stock, among others, that
result in too low a TFP estimate for these early years (Perkins and Sabin forth-
coming). Lawrence Lau's very different methodology suggests that TFP in these
two economies was negligible, but his estimates also indicate that there were
substantial economies of scale at the aggregate level. Scale economies, in an
aggregate production function, are not necessarily much different from increases
in total factor productivity in a production function with no economies of scale,
a finding that also goes back to Edward Dennison. These issues are argued fur-
ther in a forthcoming study of Taiwan by Hsueh, Perkins, and Hsu.

21. The studies referred to here are Li and others (1993, ch. 3); Jefferson, Rawski,
and Zheng (1992); Woo and others (1994). There has also been a subsequent
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debate between the authors of the last two studies over the sources of differ-
ences in their estimates.

22. The difference is due to how the two sets of authors deflate industrial value
added.

23. This statement refers to four sectors: machinery, electrical machinery, motor
vehicles, and other transport equipnment.

24. One can speculate about why the growth rate of TFP in Vietnam was relatively
low during the first phase of reforms, but the data are so weak that one cannot
put much weight on such speculation. It mav have been the case, for example,
that Vietnamese agriculture, particularly in the south, was not as distorted by
the collectivization effort simply because it did not last long. Thus there were
fewer productivity gains to be had from abandoning collectivization than was
the case in China. The data are also consistent with a widespread view that
much of Vrietnam's growth in the 1990s, particularly in the industrial sector, was
driven by a large influx of capital from abroad in the form of foreign direct
investment and international and biLateraL aid. This influx made high growth
possible in industry, despite the slow pace of reform in that sector.
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CHAPTER 7

GOVERNMENT CONTROL IN

CORPORATE GOVERNANCE AS A

TRANSITIONAL INSTITUTION:

LESSONS FROM CHINA

Yingyi Qian

I n East Asian economies, governments generally maintain a close
relationship with business enterprises through formal or informa-
tion channels. There are two prevailing views on these ties. In one
view, the government helps business in the presence of market

failure, and thus the close ties are one source of East Asia's miracle
(the "market failure view"). In another view, the government's close
ties with business result in corruption and crony capitalism and thus
are one reason for East Asia's bubble (the "corrupt government view").

Although both views contain some truth, they also overlook impor-
tant institutional realities of these economies at different stages of de-
velopment. The market failure view focuses narrowly on explanations
such as monopolies and externalities, missing other important institu-
tional factors. The corrupt government view looks for a market sys-
tem as it exists in the NVest, which is the result of hundreds of years of
evolution and is not a realistic and immediate expectation for most
other countries.

This chapter proposes a third view derived from examining China's
experience in the past two decades of economic reform and develop-
ment. China is an important part of the East Asian miracle, although
it is not included in the original WNorld Bank study on the subject (World
Bank 1993). Between 1978 and 1998, China achieved about 9 percent
growth, accounting for about two-thirds of all growth in the world's



296 RETHINKING THE EAST ASIAN MIRACLE

low-income countries. On a per capita basis, China's gross domestic
product (GDP) grew about 8 percent a year and thus more than qua-
drupled in two decades. Clearly, China's economic performance is
comparable with that of the original eight high-performing East
Asian economies including Hong Kong, Indonesia, Japan, the Repub-
lic of Korea, Malaysia, Singapore, Taiwan (China), and Thailand.
However, China has a population about three times that of all these
economies combined, which makes achieving this performance even
more impressive.

China differs from the other East Asian economies on one crucial
institutional dimension. Two decades ago, when the current develop-
ment started, China had a centrally planned system, similar to that of
Eastern Europe and the former Soviet Union, in which public owner-
ship dominated the means of production. China's high growth during
the past two decades was closely associated with the profound and
dynamic institutional reform that transformed China from a centrally
planned to an emerging-market economy. China's institutional change
played a more striking role in this transformation than did that in the
other East Asian economies. Examining China's case can help us to
rethink key aspects of development in East Asian economies.

China's transition from a planned to a market economy occurred in
two stages: the first stage took place during the 15 years between 1978
and 1993, and the second stage began in 1994 (Qian 1999). In the first
stage, reform was carried out incrementally to improve incentives and
increase the scope of the market for resource allocation. Because the
basic institutional framework of central planning remained, many in-
stitutional innovations were designed to respond to particular con-
straints in the planning system or to take advantage of loopholes in it.
Beginning in 1994, China's refonrn entered the second stage. The mile-
stone in the course of China's reform was the November 1993 decision of
the Chinese Communist Party ("Decision on Issues Concerning the
Establishment of a Socialist Market Economic Structure"). In essence,
this decision recognizes the limits of previous reforms as the economy
develops and seeks to establish a modern market svstem that eventually
will incorporate international institutions recognized as "best practice."

The dynamics of government and business relationships are quite
different in the two stages of reform. In the first stage, the govern-
ment became more, rather than less, involved in enterprises. The gov-
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emnment (especially the local government) was directly involved in
corporate governance through its ownership and control. Indeed, in
the first stage, because market and legal institutions were poorly de-
veloped, maintaining or even increasing government control in enter-
prises yielded certain advantages, albeit second-best ones. The miracle
was that in spite of (or because of) pervasive government ownership
and control of enterprises, the Chinese economy grew strongly and
outperformed other transition economies.

However, in the second stage, building market-supporting institu-
tions, including legal institutions, became the main focus of reform.
As government's contro] over enterprises became more and more costly,
the government started to retreat by means of privatization, cor-
poratization, and securitization. Although China weathered the Asian
financial crisis, the institutional reform and the government retreat
from control over enterprises proceeded at a moderate pace and have
not yet been implemented fully. The experience of the past few years
has demonstrated that deeper institutional reforms are essential but
can be very difficult to achieve.

This perspective leads us to the view that government control of
firms can be a transitional institution during the process of economic
development. The relationship between the government and business
enterprises should be studied by considering the overall institutional
environment at a particular stage of development. In China, the level
of economic development and the institutional environment were quite
different in the first and the second stages. Therefore, the relation-
ship between government and business should be examined through a
dynamic rather than a static perspective.

The view that government control in corporate governance is a tran-
sitional institution consists of three major arguments. First, based on
the modern theory of firm and corporate governance and the empiri-
cal evidence in the past decades, economists generally agree that gov-
ernment ownership and control of firms do not have obvious advan-
tages over private ownership and control under well-established market
institutions and with reasonable assumptions about the government's
behavior. However, government ownership and control of firms clearly
have major disadvantages. The government not only is concerned with
economic matters but often has political objectives as well. In some
sense, we do not want to have a government that has strong profit
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motives because we may want it to act when the private sector has no
incentives to do so. Another major problem with the government con-
cerns its ability to make a commitment. A big difference between gov-
ernment and the private sector is its power: the more powerful the
government is, the harder it is for it to make a credible commitment.
Finally, even without the problems of objectives and commitment, there
is still a problem of overload. If the government is overwhelmed with
too many things, its efficiency declines quickly beyond its "core com-
petence" of the provision and regulation of public goods.

Second, both government and market institutions are imperfect,
and their development will take some time. Given these institutional
failures, there are economic reasons (in addition to political reasons)
for government control in corporate governance as a second-best re-
sponse in the primitive stage of economic development. This is ana-
lyzed in this chapter from two perspectives. Government ownership
and control may have comparative advantages over private control in
an imperfect institutional environment, such as when there is a lack of
rule of law in securing property rights, a lack of a functioning capital
market, and a lack of adequate taxation and fiscal institutions. This
argument explains why some types (but not others) of government
ownership of firms, such as township-village enterprises, have been
more successful than private ownership. Furthermore, even if govern-
ment ownership and control are inefficient, there are still economic
arguments for delaying the privatization of existing state firms, such
as the lack of a social safety net, the lack of a legal framework for
corporate governance, and the lack of regulatory institutions for spe-
cial industries (such as banks).

Third, because government ownership and control of firms are not
the first-best arrangement, the government should eventually exit cor-
porate governance, as is happening in China in the second stage of
reform. Indeed, the institutional and market environment changes over
time, so the costs and benefits of government control of firms change
accordingly. What is the mechanism to facilitate the government in
exiting corporate governance and avoiding a trap in which the gov-
ernment, to defend its vested interests, resists moving away from cor-
porate control? Two factors seem relevant to institutional changes: a
flexible economy and the right government incentives. The incen-
tives for privatization require harder budget constraints and increased
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competition. The recent emerging local government-driven privati-
zation in China provides an example.

The rest of the chapter is organized as follows. First I examine
the changing role of government in corporate governance in China
during the past two decades in the context of two stages of develop-
ment (Qian 1999). Then I argue that, although they have major disad-
vantages over the long nim, government ownership and control in corpo-
rate governance can be a second-best response during the first stage
of reform and development. This is followed by an investigation of
reform in the second stage, focusing on the mechanisms needed to
induce the government's exit from corporate governance in a smooth yet
"incentive-compatible" way. The final section concludes that govern-
ment ownership and control of corporate governance can be better
understood as a transitional institution and draws lessons for other
countries.

THE TWO-STAGE EVOLUTION OF GOVERNMENT CONTROL IN
CORPORATE GOVERNANCE IN CHINA

China's economic reform has evolved in two stages. The first stage
spanned about 15 years between 1979 and 1993, and the second stage
began in 1994 and is ongoing. Unlike countries in Eastern Europe
and the former Soviet Union, where incremental reforms and transi-
tion to markets were sharply divided by the events of political democ-
ratization, China has featured much political continuity in this reform
period. Nevertheless, the division between the stages is clearly marked
by the November 1993 decision (Qian 1999). This decision concerns
many areas of economic reform, including the government-business
relationship. The dynamics of the role of government in enterprises
had quite different patterns in the first and second stages of reform,
and it is useful to examine the two stages separately.

The First Stage (1979-93):
Increasing Government Control in Corporate Governance

At the outset of economic reform in 1978, China was a centrally planned
economy with state ownership dominating the nonagriculture sector.
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Private ownership of the means of production was prohibited in all
activities. During the next 15 years, China's industrial sector grew very
fast and displayed three major features.

First, private ownership and control of firms played only a minor
role. The prohibition of private ownership of firms was lifted after
1979, but by 1993, private enterprises only accounted for less than 15
percent of national industrial output. The remainder of national in-
dustrial output was contributed by firms that were involved with gov-
ernment ownership and control. During this stage of reform, private
ownership mainly consisted of two types of firms: very small-scale "in-
dividual-ownership" firms, which are private firms employing less than
eight employees, and foreign-invested firms.

Second, the growth engine of the econonmy did not come from old
state-owned enterprises (SOEs) either. Rather, it came from new
nonstate enterprises, especially rural "collective" enterprises known
as township-village enterprises (TVTs). TVEs are essentially commu-
nity (township or village) government-controlled enterprises, whose
share in national industrial output increased from 9 percent in 1978 to
27 percent in 1993. In 1993 TVEs employed more than 50 million
people. Other types of nonstate and nonprivate firms include joint
ventures between the government and foreign investors and stock com-
panies in which the government owns majority shares. In both cases,
some government agencies exercise effective control in corporate gov-
ernance.

Third, privatization of SOEs was delayed. In fact, there was no
privatization or even layoffs of workers in SOEs in the first stage of
reform. During this period, the state sector continued to expand in
absolute size, including assets, investment, employment, and output,
and in all industrial sectors. But the relative share of the state sector
declined due to the growth of the nonstate sector. True, many reforms
were carried out in the state sector for the purpose of expanding the
autonomy of enterprises and increasing their profit incentives. Never-
theless, in most important dimensions, such as appointments and fi-
nance, the government still had the ultimate authority over enterprises
through its sole ownership.

Except for its intervention in day-to-day decisions, government ac-
tually increased its control in enterprises during this stage through (a)
the rapid expansion of TVEs and other enterprises controlled by local
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government and (b) the expansion of SOEs in absolute scale. There-
fore, during the first 15 years, government control in corporate gov-
ernance increased rather than decreased.

The Second Stage (1994 to the Present):
Decreasing Government Control in Corporate Governance

During the first stage of reform, China's GDP grew rapidly, and the
living standard of ordinary citizens improved significantly. For example,
an average Chinese consumer increased his or her consumption about
three times for edible vegetable oil, pork, and eggs. The number of
people living in absolute poverty was substantially reduced from 250
million to less than 100 million. By the end of 1993, reform was sup-
ported by people in all walks of life simply because everybody ben-
efited from it. This contrasted with the dismal performance in East-
ern European reforming countries, such as Hungary and Poland, in
the late 1980s.

By the end of 1993, China's economic landscape had changed
dramatically. The state sector was no longer the dominant sector of
the economy: the state's share of industrial output accounted for 43
percent of the national total in 1993, and the share of SOE employ-
ment in total nonagricultural employment was also down to about 30
percent. About 90 percent of prices (in terms of output values) were
liberalized, and the economy became substantially more open to for-
eign competition. The change in economic fundamentals and the shift
in the mind-set of China's leaders altered the costs and benefits of the
government's role in corporate governance. Since 1994, the develop-
ment of the government-business relationship has taken a new direc-
tion, as reflected in the following three areas.

First, small- and medium-size private enterprises emerged as the
new engine of growth. By 1998, private enterprises accounted for 37
percent of total industrial output and for more than 50 percent of
retail sales of consumer goods. In this respect, the most striking ex-
ample is Zhejiang province. With a population the size of the Repub-
lic of Korea's, Zhejiang has been the star performer since 1994. Its
outstanding economic performance is closely related to its extraordi-
narily fast development of privately owned enterprises, which ac-
counted for 57 percent of its industrial output by 1998. In 1998,
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Zhejiang became the first province in which private industry accounted
for more than half of its industrial output.

Second, privatization of small- and medium-size SOEs and TVEs
and massive layoffs of state employees began, driven mainly by local
government initiatives. Unlike in Eastern Europe and Russia, in
China privatization was driven not by ideology or political agenda,
but by economic and financial realities. Privatization proceeded rap-
idly in 1996 and 1997, but slowed down in 1998 and 1999, partly
because of the Asian financial crisis. Privatization also progressed
unevenly across provinces. Some provinces (such as Zhejiang and
Guangdong) moved quite fast, while others (such as the Northeast
provinces) moved relatively slowly. In some cities (such as Shanghai)
the majority of state enterprises in a particular industry (such as tex-
tiles) closed down.

Third, transforming large-size SOEs was very slow between 1994
and 1998, and the policy of "grasping the large and releasing the small"
produced few results for large-size enterprises up to 1998. But the
1999 September decision on SOE reform may signal a breakthrough.
This decision introduced three major new policies: (a) readjustment
of the layout of the state economy to narrow dramatically its scope, (b)
diversification of the ownership structure of those enterprises over
which the state still wants to maintain control, and (c) establishment
of effective corporate governance according to international standards.
New development followed soon after this decision. For instance, the
government regulatory body, the China Securities Regulatory Com-
mission, was authorized to promulgate the regulations on selling state
shares. Several large state enterprises were reorganized to seek list-
ings abroad. For example, China Telecom (Hong Kong) was listed on
the Hong Kong Stock Exchange, and PetroChina was listed in the
XV7est. The Legend Group, the largest maker of personal computers in
China, distributed 35 percent of its shares to its managers and engi-
neers in 1999.

A clear shift of direction is occurring. The emergence of private
enterprises occurred rapidly, although the privatization of small- and
medium-size SOEs and TVEs was uneven across provinces as well as
over time. The transformation of large-size SOEs got off to a very
slow start but showed signs of acceleration in early 2000.
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INSTITUTIONAL ENVIRONMENT AND GOVERNMENT IN CORPORATE
GOVERNANCE: A SECOND-BEST PERSPECTIVE

This section argues that government ownership and control of firms
do not have obvious advantages over private ownership and control
under well-established market institutions and with reasonable assump-
tions about the government's behavior. However, both government
and market institutions are imperfect, and their development will take
some time. Given these institutional failures, there are economic rea-
sons (in addition to political reasons) for government control in cor-
porate governance as a second-best response in the primitive stage of
economic development. This is analyzed from two perspectives. Gov-
ernment ownership and control may have comparative advantages over
private control in the imperfect institutional environment, such as when
there is lack of rule of law in securing property rights, lack of a func-
tioning capital market, and lack of adequate taxation and fiscal institu-
tions. This argument explains why some types of government owner-
ship of firms, such as township-village enterprises, have been more
successful than private ownership. Furthermore, even if government
ownership and control are inefficient, there still are economic argu-
ments for delaying the privatization of existing state firms, such as
lack of a social safety net, lack of a legal framework for corporate gov-
ernance, and lack of regulatory institutions for special industries (for
example, banks).

The Disadvantages of Government Control in
Corporate Governance

In analyzing government versus private ownership of firms, the refer-
ence point is the Sappington and Stiglitz (1987) irrelevance result:
even with asymmetric information, ownership does not matter if the
government is benevolent and contracting is complete. This is be-
cause an appropriately designed public firm can mimic anything a pri-
vate firm can achieve. This is a useful benchmark for our analysis;
indeed, recent theoretical advances are based mostly on the notion
that the irrelevance result no longer holds once one (or both) of the
assumptions is relaxed.
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The assumption of a benevolent government has received serious
criticism (see, for example, Shleifer and Vishny 1994; Shleifer 1998).
However, criticism of the assumption that the government is benevo-
lent does not necessarily imply that one must assume that the govern-
ment is malevolent. The government has its own agenda, which may
or may not coincide with public interests. For example, maintaining
political and social stability concerns the power of the ruling group, so
preventing riots and crises is the government's first priority. But sta-
bility is also in the interests of the public. The government may be
interested in increasing the amount of revenue at its disposal. Increas-
ing government revenue can be in the public interests if it is spent on
those interests, but it may not be. The government also needs to buy
political support from members of the ruling group who should be
compensated if reforms make them potential losers.

The second assumption is that contracts are complete. However,
contracts are likely to be incomplete for a variety of reasons, such as
transaction costs, measurement costs, and monitoring costs (Hart
1988). Contracting is also more likely to be incomplete in developing
and transition economies as a result of imperfect government and mar-
ket institutions. For example, in the absence of a rule of law and an
independent judicial system, the enforcer of a contract (for example,
the government) may be either corrupt or a party to the contract.
Therefore, it is likely that an enforceable contract in a developed
economy may become unenforceable in a developing or transitional
economy (Che and Qian 1998a). Incomplete contracting is a more
natural assumption in the study of government ownership and control
in corporate governance (Schmidt 1996).

The lack of benevolence of government, together with incomplete
contracting, constitutes the first disadvantage of government control
of firms. VN,hen a contract is incomplete, the government as an owner
would impose actions to achieve its objectives. Unlike private owners,
the government may have political objectives other than maintaining
the asset value of the firm, which could be very costly to economic
efficiency. This leads to the following fundamental dilemma: main-
taining the government's control over firms entails high political costs
because of political interference, and expanding managerial autonomy
also induces high agency costs when managers tend to experience a
lack of accountability (Qian 1996).
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The second disadvantage of government control in corporate gov-
ernance concerns a lack of credible commitment, which can arise in
situations regardless of whether the government is benevolent or not.
The difference between the government and private sector is the enor-
mous power of the former. Because of this power, the government
often lacks a credible commitment to carry out its announced policy,
and it may have difficulty making a credible commitment to either
high-power incentives for managers or the imposition of hard budget
constraints.

The third disadvantage of government control in corporate gover-
nance is that it may well overload the government. The government
has many other things to do, such as regulation and the provision of
public goods, and therefore, control of firms is likely to overburden it.
The "core competence" of the government is regulation and the pro-
vision of public goods, not corporate governance.

If government control has many disadvantages, then what consti-
tutes the relative success of some government-owned enterprises such
as TVEs over private enterprises? And, why is there a delay in the
privatization of SOEs? I argue that government ownership and con-
trol of firms (or the lack of private ownership) can be understood once
we consider the institutional imperfections in developing and transi-
tion economies. In some cases, government control of firms can be
understood as a "second-best" institutional arrangement given the un-
sympathetic institutional environment and the government's limited
ability to make a commitment arising from, for instance, the absence
of the rule of law to constrain the government. This analysis goes
beyond the argument of market failure, because many institutional
imperfections are due to the institutional failures of the government
itself.

Why Does Government Control in Corporate Governance Have Com-
parative Advantages?

There are three reasons why government control has comparative
advantages over private ownership in an imperfect institutional envi-
ronment: the insecurity of property rights, the imperfection of capital
markets, and the inadequacy of taxation systems.
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Lack of rule of law in securing propery rights. In studving the own-
ership of firms in rural industry, many scholars recognize the critical
role that local government plays in protecting firms in an environ-
ment lacking a rule of law (Chang and Wang 1994; Li 1996; Che and
Qian 1998a, 1998b). In China, private property rights are not secure.
Indeed, the state has attacked private enterprises during several gen-
eral political crackdowns, including the "anti-spiritual pollution cam-
paign" of 1983, the "anti-bourgeois liberalization campaign" of 1987,
and, most recently, political repression following the Tiananmen inci-
dent of 1989. Facing such uncertainties, private enterprises have re-
acted by withholding investments or seeking protection. For example,
some private enterprises sought protection by becoming TVEs after
1989.

Che and Qian (1998a) explain why the property rights of local gov-
ernment-owned firms (such as TVEs) are more secure than those of
private enterprises in China's institutional environment. They argue
that because the local government engages in two activities-provid-
ing productive local public goods and controlling TV7Es-it is more
useful than private enterprises to higher-level government. At equi-
librium, the higher-level government may optimally prey less on TVEs
than on private enterprises, and the local government may be less wor-
ried than private firms that higher-level government will confiscate
revenue. Thus TVEs hide less revenue than private enterprises, and
local governments invest more in local public goods, both of which
improve economic efficiency.

Indeed, the national government has stipulated that the after-tax
profits of TVEs should be used for two purposes: reinvestment and
provision of local public goods. Nationwide in 1985 about 46 percent
of the after-tax profits of TVEs were reinvested, and 49 percent were
used for local public expenditure. In 1992, 59 percent of the after-tax
profits of TVEs were reinvested, and 40 percent were used for local
public expenditure (China Statistics Publishing House 1992, 1993).

The cities of Wuxi in Jiangsu province and Wenzhou in Zhejiang
province represent two extremes of ownership structure in rural in-
dustries. In Wuxi, TVAEs are dominant, and private enterprises are
extremely rare; in Wenzhou, private enterprises are dominant. As a
result, in Wuxi, TVEs are the chief source of revenue for the town-
ship and village governments to invest in agricultural machinery,



GOVERNMENT CONTROL IN CORPORATE GOVERNANCE 307

bridges, power stations, field terracing, and other agricultural improve-
ments. In contrast, in Wenzhou, township and village governments
are unable to perform their basic administrative functions. In a World
Bank study, Song and D)u (1990: 347) report that, in 1983, township
governments in Wenzhou were "impotent in performing their admin-
istrative functions," and "basic facilities and public works in the town-
ships of Wenzhou Prefecture were rather backward, considering the
rate of capital accumulation. Farmers were building three- and four-
story houses with kitchens and bathrooms, but their kitchen slops were
running in the streets for lack of sewers. Cultural, public health, and
other public undertakings were lagging behind other areas."

Lack of a functioning capital market. In transition and developing
economies, capital is one of the most scarce resources, and its efficient
use is a major source of growth. In particular, new firms have great
difficulty obtaining capital to start or expand their businesses. One fun-
damental reason for capital constraint is the uncertainty and risk underly-
ing new ventures: an information gap between investors (those who have
capital) and entrepreneurs (those who have ideas) induces the problems of
adverse selection and moral hazard. The problems become even worse
than in developing and transition economies for two additional rea-
sons: market institutions for monitoring behavior and enforcing con-
tracts are poorly developed, and entrepreneurs lack the capital needed
to make partial investments or to put up as collateral for a loan. As a
result, credit is rationed in the sense that either loans are not available
or they are available only for a smaller amount than is needed (the
underinvestment problem). Thus new private enterprises are capital
constrained and forced to start with small, less capital-intensive projects.
Only after accumulating retained earnings over time are they able to
raise more capital, increase the scale of projects, and shift to more
capital-intensive technologies. This process can be slow.

TVEs have distinct advantages over private enterprises when it comes
to financing investment. TVEs are able to access a larger pool of capi-
tal-in particular, bank loans-with the help of the local government.
TVEs may have an advantage over private enterprises in financing
investment because the local government can use its political connec-
tions with the state banks to channel loans to TVEs. The state banks
are also more willing to lend to TVEs because ideological discrimina-



308 RETHINKING THE EAST ASIAN MIRACLE

tion against private enterprises makes lending to them politically risky.
TVEs may also have advantages in financing investment due to the
underdevelopment of market financial institutions and imperfect capital
markets. For example, local government can share risks by means of
cross-subsidization among its many diversified enterprises, reducing
the default risks borne by banks. The local government can also re-
duce agency costs in borrowing because it has a larger endowment of
physical and financial assets (see, for example, Byrd 1990; Che and
Qian 1998b).

Lack of adequate taxation and fiscal institutions. Also missing is an
adequate taxation system for generating tax revenue for the govern-
ment and a good fiscal system for allocating revenue. These two prob-
lems are related. On the revenue side, all transitional economies have
been experiencing sharp shortfalls in government revenue because of
the erosion of monopoly profits from SOEs and the great difficulty of
taxing new private firms. In a centrally planned economy, taxation is
simple: the government uses distorted prices to concentrate surpluses
in the final industrial sectors and extracts revenues from there. After
liberalization of prices and ownership, profits are distributed more
equally among sectors, and the government loses its base of revenue,
especially in enterprises it does not control (McKinnon 1991). Fiscal
collapse is one of the major reasons behind the recent crisis in Russia.

On the expenditure side, for political economy reasons, the gov-
ernments in developing countries often bias expenditures toward cer-
tain groups, such as urban residents (Bates 1987). This can be viewed
as a commitment problem. After revenue is collected, the government
is unable to commit itself credibly to spending some of it on local
public goods in rural areas because political lobbying is stronger in
urban than in rural areas.

Both problems hurt rural industrialization and development, and
both are due to a lack of appropriate government institutions. Local
government control in TV7Es works to mitigate both problems. Several
studies have emphasized the revenue goals of the local government in
developing TVEs, but why are TVEs in a better position than private
firms to achieve the revenue objectives of the local government? In
essence, it is less costly for local government to extract revenues from
firms it owns and controls than from private firms. For the same rea-
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son, it is harder for central government to extract revenue from firms
owned and controlled by local government (rather than itself), and
this makes it more likely that revenue will stay in the local areas.

Empirical evidence. Recent econometric studies on the data from
China's rural industry have provided evidence to support these theo-
retical arguments. Using panel data from 28 provinces in China be-
tween 1986 and 1993, Jin and Qian (1998) investigate the share of
TVEs relative to that of private enterprises and the impact on govern-
ment revenues.

They find that local political strength to resist pressure from higher-
level government (appropriately measured) played an important role
in favoring TVEs (table 7.1). The relative share of TVEs in rural in-
dustry is also higher if the supply of credits from state banks is higher.
With the help of local government, these loans are more likely to go
to TVEs for both political and economic reasons.

Jin and Qian also find that the share of TVEs increased the revenue
shares of both the national and especially the township-village gov-
ernments, after controlling for the level of per capita income and other
geographic and political variables (table 7.2). Therefore, local gov-
ernment ownership provides higher revenues to both national and lo-
cal governments, and it also allows the local government to retain a
larger share of revenues. The authors provide evidence on the fiscal
incentives of the local governments in developing TVEs, and they
show that government control plays an important role by substituting
for the lack of adequate taxation institutions.

Why Has Privatization of Existing State-Owned
Enterprises Been Delayed?

Delaying the privatization of existing state firms is partly due to the
transitional advantages of government control of firms (tax consider-
ations), but there are other reasons as well. Ideological commitment
to state ownership is one reason, but that reason becomes less and less
convincing. The vested interests furthered as a result of political con-
trol over SOEs is another reason, which has nothing to do with effi-
ciency. On economic grounds, there are still several reasons for delay-
ing the privatization of SOEs, especially large ones.



Table 7.1 The Institutional Environment and Government Control of Firms

Variable Share of township and village enterprises Share of township and village enterprises
in rural industrial employment in rural industrial output

Intercept -2.076 -1.596 -2.195 -0.444 0.370 -0.577
(2.547) (2.217) (2.069) (0.455) (0.592) (0.476)

State supply of credits 0.274 0.480 0.363 0.538
(5.200) (4.687) (3.650) (4.365)

Size of state industry 0.746 1.322 1.487 1.866 2.957 2.846
(1.324) (2.170) (2.902) (2.529) (3.972) (4.523)

Log of initial collective assets 0.698 0.563 0.690 0.522 0.292 0.506
(3.838) (3.318) (2.929) (2.444) (1.625) (1.928)

Local political strength 1.532 2.062 1.356 2.319 2.902 2.079
(3.739) (4.049) (3.732) (4.679) (4.329) (4.065)

Private financial assets -0.009 -2.785 -0.102 -2.506
(0.006) (2.375) (0.057) (1.507)

Product market development -7.476 -5.452 -6.586 -7.503 -5.155 -6.375
(5.782) (2.998) (4.536) (4.441) (2.439) (3.247)

Share of urban population -1.977 -1.636 -1.574 -3.440 -3.137 -2.913 x

(2.627) (1.605) (1.938) (2.855) (2.220) (2.285) m
Region dummy for huge cities 0.568 0.788 0.509 0.806 7

(2.057) (2.525) (1.070) (1.483) T
Region dummy for coastal 0.391 0.572 0.283 0.520z

(3.177) (3.737) (1.426) (2.259) I
Region dummyfor Southwest 0.253 0.251 0.312 0.307 m

m(1.751) (1.411) (1.457) (1.332) >
Region dummy for Northwest -0.243 -0.208 -0.201 -0.164 4

(1.730) (2.456) (1.024) (1.049) >
Region dummy for North -0.349 -0.308 -0.482 -0.433 >

(2.181) (1.875) (2.530) (2.130)
R 2 0.929 0.875 0.911 0.847 0.782 0.815

Note: A full set of year dummies is included in each specification. Sarnple size is 224. The t-statistcs are in parentheses, >hich are based on Huber-White robust standard C)
errors allowing for group errors by provinces. m
Source: Jin and Qian (1 998).



Table 7.2 Government Control of Firms and Government Revenue O0

Ordinary least squares estimations Instrumental variable estimations m
z

Community Community m

Variable State share government share State share government share ZS

Intercept -0.066 0.001 -0.098 -0.074 n
(3.879) (0.042) (7.356) (3.255) Z

Share of vVs in rural enterprise employment 0.108 0.112 0.114 0.242 O
(3.690) (4.292) (3.896) (4.316) _

Net rural income per capita 0.181 -0.055 0.285 -0.006

(3.741) (0.957) (7.742) (0.108) 0
Local political strength -0.073 0.026 -0.095 -0.095 0

(2.819) (0.966) (5.468) (0.811)
Region dummyfor huge cities 0.048 0.126 0.019 0.056 m

(3.197) (4.426) (1.679) (2.549) O
Region dummy for Coastal 0.003 0.039 -0.010 0.008 m

(0.267) (2.497) (1.795) (0.639) Z

Region dummy for Southwest 0.008 -0.010 0.013 -0.002 z
(1.002) (1.278) (1.496) (0.144) m

Region dummy for Northwest 0.003 0.002 0.008 0.004
(0.458) (0.212) (1.193) (0.423)

Region dummy for North 0.014 0.032 0.015 0.039
(2.376) (4.615) (2.779) (3.897)

Standard errors 0.015 0.021 0.016 0.024

Note: A full set of year dummies is included in each specification. Endogenous variables are the share of TVEs in rural enterprise employment and net rural income.
Instruments are local political strength, regional dummies, year dummies, state supply of credit, size of state industry, private financial assets, product market develop-
ment, share of urban population, log of initial collective assets, and cultivated land per capita. Sample size is 224. The t-statistics are in parentheses, which are based on
Huber-White robust standard errors allowing for group errors by provinces.
Source: Jin and Qian (1998). W
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Privatization is delayed not only in China but also in Eastern Eu-
rope, for example, in Poland and Hungarv. This is because a quick
privatization may incur high costs due to the absence of supporting
institutions.

Lack of the social safety net. The lack of a social safety net other
than what is provided by state enterprises is an important reason why
their privatization has been delayed. SOEs in socialist countries do
not just generate profits; they serve many other purposes as well,
including the provision of social welfare, such as housing, health care,
and retirement benefits. Without a social safety net independent
of state enterprises, protests by laid-off workers could directly threaten
the ruling group's power. Indirectly, an unstable social environ-
ment adversely affects the development of the rest of the economy.
In this sense, maintaining social order is a public good. Private owners
of a firm do not take this externality into consideration when mak-
ing their decisions. Therefore, there is a second-best argument
for favoring government control of firms in the absence of a social
safety net.

The fact that SOEs are charged with two tasks-production and
provision of a social safety net-has several implications. First, although
profit figures tend to overstate the social contribution of SOEs be-
cause of cheap credit, they may also understate their ability to provide
social stability. Second, in the multiple-task framework, if profit is easier
to measure than social stability, it may become necessary to provide
fewer incentives to the managers of SOEs and to strengthen the link
between reward and profits (Bai and others 1997).

Lack ofa legalframezvorkfor corporate governance. The agency prob-
lem arises from the separation of ownership and control or, more pre-
cisely, the separation of management and finance. This is a particu-
larly serious problem for large firms. WNhen managers have considerable
discretion over the use of funds, how can investors be sure that they
will get what they are due and that their funds will not be expropri-
ated? There are several ways to align the interests of investors and
managers. One way is to draw up incentive contracts based on mea-
surements such as earnings and stock prices; another is to tie these to
managerial reputations and career concerns.
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Corporate governance provides another important mechanism.
Successful corporate governance systems, such as those in the United
States, Germany, and Japan, combine significant legal protection for
investors with an important role for large shareholders or creditors
(Shleifer and Vishny 1997). Corporate governance is a set of institu-
tional arrangements governing the relationships among investors
(shareholders and creditors), boards of directors, and managers. The
structure of corporate governance concerns (a) how control rights are
allocated and exercised, (b) how boards of directors and top managers
are selected and monitored, and (c) how incentives are designed and
enforced. Specifically, shareholders have the right to select boards of
directors and the right to access information and to make strategic
decisions. Creditors have priority of payments and have the right to
grab collateral and take over the firm's assets after bankruptcy. Boards
of directors have fiduciary duty-the duty of loyalty-toward share-
holders, and members of the board can be sued for breach of fiduciary
duty. In transition and developing economies, all of these safeguards
for investors are very weak because the legal system is weak, and legal
protection usually does not give enough control rights to small inves-
tors because of the well-known free-rider problem.

For all of these reasons, large shareholders or creditors have a spe-
cial role in addressing the agency problem. If control rights are con-
centrated among a few large investors, a concerted action by them is
much easier than when control rights are split among many small in-
vestors. In transition economies, for the time being, it is unlikely that
there will be many large domestic private investors for large enter-
prises. Privatization without legal protection and the existence of large
external investors have led to the problem known as "insider control,"
such as that experienced in Russia. This creates two problems. First,
managers find it easy to divert resources from firms, and second, in-
competent managers are not removed because they have control over
the firm. This in turn makes it difficult for firms to obtain external
financing.

A natural candidate for a large investor is the government or gov-
ernment-owned institutions, such as state investment companies or
state banks. Although government control may incur high political
costs, the government can act as a large investor to balance the insider
control problem of managers. Li (1997) suggests that the government
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can play the role of a large shareholder because it takes a large share of
profits as tax revenue. WVang and Xu (1997) have studied the role of
institutional shareholders ("legal person shares") in corporate perfor-
mance of publicly listed firms in China. They find that the presence of
these institutional shares, although most of them are still ultimately
controlled by the government, plays a positive role in firm perfor-
mance. There is a positive and significant correlation between owner-
ship concentration and profitability. The effect of ownership concen-
tration is stronger for companies dominated by legal person shares
than for those dominated by the state. A firm's profitability is posi-
tively correlated with the proportion of legal person shares; it is either
negatively correlated or uncorrelated with the proportion of state shares
and of individuals' shares. Wang and Xu also find that legal person
owners are able to monitor management effectively through their con-
trol over the board of directors, the selection of corporate officers,
and the compensation of chief corporate officers.

Lack of regulatory institutions for special industries. Some special
industries require sophisticated government regulation even in devel-
oped economies because of potential market failure. For example, the
financial and banking industry requires prudential regulations because
the potential moral hazard problem of the banks under deposit insur-
ance can cripple the banking system. In the telecommunications in-
dustry, a government competition policy is needed to prevent a mo-
nopoly. But in most developing and transition economies, these
regulations and their enforcement either do not exist or perform poorly.
Although the ultimate goal is to set up such a regulatory framework, it
is not realistic to expect this to work in the short run. In this case,
there is a second-best justification for the government's direct control
over firms in industries where an unregulated situation is considered
harmful to the economy.

For example, in China, the government owns all major com-
mercial banks. With the government in full control, it can appoint
and dismiss top bank managers directly and force banks to take certain
actions. For example, the government fired the head of Ever Bright
Financial Group in 1999 and rotated the heads of the four major state
commercial banks in early 2000. Other things being equal, with con-
trol rights the government can obtain better information about the
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operation of banks. If a good regulatory framework is lacking, private
firms have no incentive to disclose crucial information to the govern-
ment, and the government has limited ways to punish private firms.

GOVERNMENT EXIT FROM CORPORATE GOVERNANCE:
FLEXIBILITY AND INCENTIVES FOR INSTITUTIONAL CHANGE

The benefits of government control of firms tend to decline or disap-
pear with the creation of market-supporting institutions. Indeed, when
the rule of law is established, taxation institutions are functioning well,
the social safety net is in place, and the legal framework of corporate
governance and the regulatory regime are set up and well enforced,
the private ownership of firms is more advantageous than government
control. The benefits of government control of firms are also declin-
ing as a result of increased competition, especially international comp-
etition.

A fundamental issue is how the government can remove itself from
corporate governance in a timely manner. International pressure for
reform, such as that seen in Indonesia and Korea, is one possibility.
China has demonstrated another possibility through internal mecha-
nisms. Since 1994 China has been pursuing the quiet privatization of
its small- and medium-size SOEs and TVEs. This reform was initi-
ated and implemented by local governments. In this section, I analyze
how this happened, drawing attention to rwo relevant factors: the flex-
ibility of the institutional structure of an economy in initiating changes
without major disturbances and the incentives of local governments
to make such changes.

The Flexibility of an Economy for Institutional Changes

The flexibility of a system has been studied in the context of polyarchies
versus hierarchies (Sah and Stiglitz 1986), M-form versus U-form
(Qian, Roland, and Xu 1998), and federalist versus unitary state (Qian
and Weingast 1996). The basic idea is that consideration should be
given to the architecture of the economy and political systems of a
country in order to understand how the system accommodates changes
such as innovation and reform. It is argued that the advantage of
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polyarchies, the M-form organization, and federalism is that they can
facilitate such changes with smaller costs because their parallel
decisionmaking procedures allow experimentation in different units
or because the potential disturbances from changes can be localized.
This is compared with the more rigid institutional framework of hier-
archies, the U-form, and the unitary state.

From these perspectives, we can see the virtues of China's relatively
flexible institutional structures. Even without a central program, local
governments successfully experimented with reforms without incur-
ring major disruptions to the rest of the economy. Consider the pio-
neering example of Shunde county in Guangdong province. Located
near Hong Kong, Shunde is a fast-growing area and is famous for its
TVEs. In the late 1980s, Shunde had more than half of the top 10
TVEs in the country, and its consumer electronics and gas ranges com-
prised one-tenth and one-third of the national market share for those
products, respectively. Qian and Stiglitz (1996) describe a range of
innovations in Shunde, based on a visit in 1992. At that time there was
no effort to privatize SOEs and TVEs.

Beginning in 1993, the Shunde government decided to make major
changes in the ownership structures of firms in the region. By 1994,
out of about 1,000 state and collectively owned enterprises (including
TVEs), 69 percent of firms changed their form of ownership. Among
them, 23 percent of firms were sold to the public, and 31 percent were
sold to employees inside the firms. The county or township govern-
ment maintained minority shares in 1.9 percent of the profitable firms
and had controlling shares in 13 percent of firms, mainly in public
utilities, highways, real estate, and foreign trade. Simultaneously, the
county government replaced a dozen bureaus with three comprehen-
sive development bureaus in industry, agriculture, and trade. These
bureaus no longer supervised firms, but instead regulated the local
economy. As a result, the county government was able to reduce the
number of its bureaus from 56 to 29 and to reduce its staff by a third.
Now the county government concentrates on the provision of local
public goods and other social services (Cao, Qian, and Weingast 1999).

This dramatic exit of the government from corporate governance
was supported by the Guangdong provincial government, but without
approval from the central government. Shunde did it on its own, and
other regions later followed suit. An alternative system requiring cen-
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tral government approval, which is subject to national politics, un-
doubtedly would have delayed the change considerably.

The Incentives of Government for Privatization

Even if the system is flexible, government incentives continue to de-
termine if the change will actually take place. The government's vested
interests in the control of firms could prevent economically efficient
changes from happening. China's recent experiences offer two major
sources of incentives for local governments to undertake privatization:
harder budget constraints and increased market competition (Cao,
Qian, and Weingast 1999; Li, Li, and Zhang 1997).

First, recent reforms in fiscal, monetary, and banking systems in
China have substantially hardened the budget constraints of local gov-
ernments in both the fiscal and financial channels. After centralizing
the operation of the central bank and state commercial banks, the in-
fluence of local governments on credit allocation and their access to
cheap credits were severely curtailed. This is a dramatic change from
the 1980s, when local governments effectively controlled the state
banking system and had access to unlimited credit.

Second, increased competition from the nonstate sector and within
the state sector has raised the competitive pressure on existing SOEs.
After 15 years of successful reform, the nonstate sector has become a
major force in the economy. For example, foreign firms and rural en-
terprises alone account for more than half of national industrial out-
put. Regional trade barriers seem to have been reduced, simply be-
cause it is harder to enforce local protection.

Harder budget constraints, together with increased competition,
have altered the costs and benefits to local governments of keeping
SOEs. In recent years, the performance of many SOEs, especially small-
and medium-size firms in a competitive industry, have deteriorated
quickly. Under a hard budget constraint, this declining performance
implies that enterprises are imposing increasingly heavy fiscal bur-
dens on local government. Financing these losses crowds out other
expenditures, providing local governments with an incentive to priva-
tize and restructure their SOEs. In the case of Shunde county, the
government decided to privatize because it needed funds for infra-
structure investment to attract more foreign investment.
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CONCLUDING REMARKS

Both the market failure view and the corrupt government view of the
close ties between government and business have taken a static per-
spective and missed some important institutional realities at different
stages of development in most developing and transition economies.
During the past two decades of reform in China-the largest develop-
ing and transition economy-government control in corporate gover-
nance has evolved in two stages. In the first 15 years, government con-
trol in enterprises increased and arguably played a positive role. Since
1994, the focus of reform has shifted to building market and legal
institutions, and the government began to exit corporate governance.
This chapter argues that a dynamic perspective of the role of govern-
ment control in corporate governance is needed in order to better
understand this historic process of change.

In some sense, the corporate form of TVE is special to China.
Nevertheless, we can draw general lessons from the analysis in this
chapter.

First, one needs to pay attention to the details of the institutional
environment. Private ownership and control work well in an environ-
ment with good supporting institutions of both market and state. The
institutional realities of developing and transition economies are of-
ten far from perfect. Although these economies should make an effort
to build conventional market-supporting institutions such as the rule
of law, they cannot expect these institutions to function as well as those
in developed economies in the short run. The second-best principle
tells us that removing one distortion may not improve efficiency in
the presence of other ones. As this chapter shows, there are circum-
stances in which government control in corporate governance can work
better than private control.

Second, because government control in corporate governance in-
volves many costs and is not the first-best arrangement, mechanisms
are needed to encourage the government to exit corporate governance.
Therefore, one should also pay attention to the institutional frame-
work that makes it less costly for government to move away from cor-
porate governance. An economic system should be flexible in order to
induce institutional change and avoid stagnation or crisis. Further-
more, the institutional framework should provide incentives for the
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government to relinquish corporate governance. Hard budget con-
straints and competition are two mechanisms capable of providing the
necessary incentives for government to make changes.

Third, analyzing the role of government control in corporate gov-
ernance from a dynamic perspective addresses the important issue of
the sequencing of reform. This chapter demonstrates that a determin-
ing factor in the sequencing of reform is the changing institutional
environment. In the early stage of reform, the conventional market-
supporting institutions (such as the rule of law) are lacking and so are
the people and human capital to operate them (such as law enforce-
ment). Both usually take years to develop. During this period, some
forms of local government control of firms and some delay in privatiz-
ing existing state firms can improve economic performance, contrary
to conventional wisdom. As reform deepens, conventional market-sup-
porting institutions are being built, and human capital is being accu-
mulated. Consequently, the institutional environment becomes more
sympathetic to private ownership and control. At that time, the disad-
vantage of government control becomes a dominant effect. Then fur-
ther reform requires the government to exit corporate governance.

Finally, although the principles underlying reform and institutional
changes are general, a good path of reform has to accommodate coun-
try-specific conditions. Because institutional transformation is com-
plicated and our understanding of it remains very limited, policy rec-
ommendations should not seek to impose one specific model on all
countries.

The author is grateful to Shahid Yusuf for helpful comments and discussions.
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CHAPTER 8

THE GOVERNMENT-FIRM RELATIONSHIP

IN POSTWAR JAPAN: THE SUCCESS AND

FAILURE OF BUREAU PLURALISM

Tetsuji Okazaki

he Japanese economy has been attracting the attention ofT economists and practitioners for the past decade. In the early
1990s, its success was regarded as a core ingredient of the
East Asian Miracle, and experts were inspired to revise the

orthodox neoclassical view of development policy (World Bank 1993).
Industrial policy was granted legitimacy, while the deliberative coun-
cil was seen as a device to facilitate the exchange of information be-
tween the government and the private sector. In the late 1990s, after
years of economic depression and financial crisis, Japan's economic
system faced severe criticism. Government intervention and regula-
tion were regarded as sources of inefficiency, and the deliberative coun-
cil was considered a linchpin of the notorious iron triangle, composed
of the political, bureaucratic, and business sectors.

However, events in the 1990s should not negate East Asia's long
experience with high growtrh (Stiglitz 1999). We need to devise a con-
sistent framework capable of explaining both the high growth until
the 1980s and the stagnation in the 1990s. In this chapter, I clarify the
common organizational and institutional factors behind the success
and failure of theJapanese economy, focusing on industrial policy and
the government-firm relationship.

The key concept is "bureau pluralism" (Aoki 1988: ch. 7). In the
bureau-pluralistic state, private interests are primarily aggregated into
an industrial association and then transmitted to its counterpart in the
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bureaucracy, namely the "original bureau" (genkyoku), which is in charge
of the industry. The original bureau bargains inside the government,
representing the interests of the industry under its jurisdiction. The
bargaining is carried out first within each ministry and then across
ministries. This system is pluralistic in the sense that the people par-
ticipate in policymaking. At the same time, it is bureaucratic, in the
sense that bureaucrats represent the interests of the people. The effi-
cacy of bureau pluralism depends on environmental conditions, and a
change in environmental conditions is one of the major factors ex-
plaining the success and failure of the Japanese economy.

The chapter is organized as follows. The first section characterizes
the organizational aspects of the Japanese government-firm relation-
ship, focusing on the composition and historical origin of the delib-
erative councils. The next section describes the function of bureau
pluralism in the early 1950s and the high-growth era, focusing on in-
dustrial rationalization and the provision of industrial infrastructure.
This is followed by a discussion of the conditions that enabled bureau
pluralism to perform so well until the high-growth era and an exami-
nation of the changes occurring in the 1980s, with a focus on the in-
formation and telecommunications industry. A final section concludes.

ORGANIZATIONAL ASPECTS AND HISTORICAL ORIGIN OF
BUREAU PLURALISM

The bureau-pluralistic nature of Japan's political economy is reflected
in the organization and composition of the deliberative council. To
examine it, I focus on the Industrial Structure Council, under the
Ministry of International Trade and Industry (MITI). The Industrial
Structure Council was established in 1964 as a successor to the Coun-
cil for Industrial Rationalization. The Industrial Structure Council is
"a permanent organization which investigates and deliberates on ba-
sic issues related to Japan's industrial structure" (MITI 1994: 182).

The Industrial Structure Council in 1970, a year close to the end of
the high-growth era, was organized into 19 branches, seven of which
were organized by industry (figure 8.1). That same year, committee
members were classified according to their position as written in the
counlcil's membership list, which reflected MITI's perception at that
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time (table 8.1). The Industrial Structure Council was a large delib-
erative council with 505 members. Of these, 108 (21.3 percent) were
representatives of industrial associations. Most of them participated
in the branches of the council that related to their industry. For ex-
ample, representatives of theJapan Iron and Steel Association and the
Japan Machinery Industry Federation were also members of the Heavy
Industries Branch.

Industrial associations were organized in mostJapanese industries.
MITI (1970b) listed all of the industrial associations under its juris-
diction, and these numbered as many as 528 (table 8.2). Bureaus that
were in charge of individual industries-the original bureaus-con-
trolled a large number of industrial associations.

Bureau pluralism does not have historically deep roots in Japan's
political economy. Although there were deliberative councils before
the war, the number and composition of their membership were sub-
stantially different than they were after the war. Table 8.3 shows the
membership of the Economic Council, the Council of Commerce and
Industry, and the Temporary Industrial Council, the three major de-
liberative councils in the prewar period. The number of council mem-
bers was much smaller before the war than after, and the composition
was different as well. First, before the war the councils included few
representatives of industrial associations. Second, a high ratio of council
members represented organizations that crossed industries, such as
networks based on ownership (zaibatsu) and chambers of commerce.
Third, many members also belonged to the diet.

The first two characteristics suggest that the mode of aggregating
private interests in the prewar period differed from that in the post-
war period. Interests were mainly aggregated by geographic area (cham-
bers of commerce) or by zaibatsu. The third characteristic suggests
that politicians had a larger role in prewar than in postwar Japan. In
postwar Japan, coordination has been carried out largely by bureau-
crats as opposed to politicians.

The government-firm relationship in Japan was deeply affected by
World War II (Okazaki 1993a; Okazaki and Okuno-Fujiwara 1999).
The Sino-Japanese War, which broke out in 1937, forced the govern-
ment to mobilize huge resources. The government intended to do
this by means of government planning and control. In 1939 a system
of economic plans was established that encompassed the Materials
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Figure 8.1 Organization of the Industrial Structure Council

Coordination Branch Basic Problems Special Committee

Distribution Branch Local Vision Subcommittee
F_ Cost Sharing Subcommittee

Industrial Pollution Branch Industrial Waste Matters Subcommittee
Subcommittee of Countermeasure against

Automobile Pollution

Industrial Fund Branch

Management Branch Corporate Finance Subcommittee
Production Management Subcommitttee

International Economy Branch Import Subcommittee

Industrial Finance Branch

Consumption Branch

Industrial Labor Branch

Industrial Location Branch Large-scale Industry Base Subcommittee
Rural Industrialzation Subcommittee
Subcommittee of Direct Investment to Okinawa

Industrial Technology Branch

Heavy Industry Branch Machinery Policy Subcommittee
Export Subcommittee

Iron and Steel Branch - Special Steel Subcommittee
Open Hearth and Electric Hearth Subcommittee

Inftormation Industry Branch

Chemical Industry Branch Chemical Goods Export Subcommittee
Automobile Tire Subcommittee

Textile Branch Distribution Subcommittee
First Industrial Organization Subcommittee
Second Industrial Organization Subcommittee

Miscellaneous Goods Branch Miscellaneous Goods Distribution Subcommittee
Miscellaneous Goods Export Subcommittee
Miscellaneous Goods Basic Policy Subcommittee

Housing Industry Branch Aggregate Subcommittee

Source: MITI (1970a).



THE GOVERNMENT-FIRM RELATIONSHIP IN POSTWAR JAPAN 327

Table 8.1 Membership of the Industrial Structure Council (1970)

Total 505

General association 13
Industrial association 108
Financial institution 24
Industrial company 179
Public company 39
Journalist 1 9
Labor union 0
Academic 53
Diet member 0
Bureaucrat 4
Others 66

Source: MITI (1970a).

Table 8.2 Number of Industrial Associations under MITI's Jurisdiction (1970)

Total 528

Minister's Secretariat 1
International Trade Bureau 14
Trade and Development Bureau 76
Enterprise Bureau 20
Heavy Industry Bureau 137
Chemical Industry Bureau 74
Textile and Miscellaneous Industries Bureau 123
Mine and Coal Bureau 40
Mine Safety Bureau 2
Public Utilities Bureau 20
Patent Office 5
Smaller Enterprise Agency 9
Agency of Industrial Science and Technology 7

Source: MITI (1970b).

Mobilization Plan, the Foreign Trade Plan, the Fund Control Plan,
the Labor Mobilization Plan, and the Production Capacity Expansion
Plan. Unlike Japan's postwar long-term economic plans, these war-
time plans were implemented according to economic controls endorsed
by laws such as the National Mobilization Law.

In order to manage the planned economy, the government made
heavy use of industrial associations. From 1941 to 1942, industry es-
tablished 22 control associations (toseikai; see table 8.4). Okazaki (1988)
details the function of the Iron and Steel Control Association, using
association and government documents. The Iron and Steel Control
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Table 8.3 Membership of the Prewar Deliberative Councils

Economic Commerce and Temporary
Council Industry Council Industrial Council

Total 72 20 25 9 16 5
General association 13 1 4 1 5 1
Industrial association 1 1 0 0 2 0
Zaibatsu 6 0 3 1 2 1
Financial institution 3 1 1 1 2 1
Industrial company 16 6 3 1 3 0
Public company 3 1 1 1 0 0
Journalist 2 0 5 0 0 0
Labor union 0 0 0 0 0 0
Academic 7 0 3 1 2 2
Diet member 10 10 3 3 0 0
Bureaucrat 9 0 0 0 0 0
Others 2 0 2 0 0 0

Note: The numbers in the second column of each council denote the persons who were the diet
members at the same time.
Source: MITI (1961).

Association, in cooperation with the Planning Board, participated in
making the Materials Mobilization Plan, the short-term plan for allo-
cating resources.

In drawing up the Materials Mobilization Plan, the Planning Board
instructed that a single strategic variable-the bottom of ships-be
allocated by the Control Association. The bottom of ships was the
most binding condition determining the level of production (Hara
1989). The Planning Board controlled this single variable, and the
Control Association drew up concrete production plans based on that
variable.

In this procedure, local information specific to each industry was
processed exclusively by the Control Association, and the Control
Association's draft plans were reflected in the government's plan. This
mechanism is similar to the Material Balance Method of the Socialist
Soviet Union (Aoki 1970). The capability and position of the indus-
trial associations rose substantially as they gained experience during
the war, and this experience was an important element ofJapan's post-
war political economy.

When the war ended in 1945, the Japanese government intended
to cede a major part of its power to the control associations or their
successors. Although this scheme was not realized, because of the an-



Table 8.4 Control Associations and their Successors
mI

Name of Control Association Month and year oC
established established Successor Month and year

Iron and Steel Control Association 11/1941 Japan Iron and Steel Council 12/1945 Z

Coal Control Association 11/1941 Japan Coal Association 5/1946 r

Mine Control Association 12/1941 National Mine Association 3/1946
-n

Cement Control Association 12/1941 Cement Industry Association

Rolling Stock Control Association 12/1941 Rolling Stock Industry Association 11/1945 m
Automobile Control Association 12/1941 Automobile Council 11/1945

Precision Machine Control Association 1/1942 Japan Machine Tool Association 1/1946 0
E

Electric Machinery Control Association 1/1942 Japan Electric Machinery Association 2/1946

Industrial Machine Control Association 1/1942 Industrial Machinery Association 3/1946

Metal Industry Control Association 1/1942 Japan Cable Association 11/1945

International Trade Control Association 1/1942 Japan International Trade Association - 0

Shipbuilding Control Association 1/1942 Federation of Shipbuilding Associations 10/1945

Railways Control Association 5/1942 Japan Railways Association 12/1945

Light Metal Control Association 9/1942 Light Metal Council 10/1946

Wool Control Association 9/1942 Japan Textile Association 12/1945 Z

Leather Control Association 9/1942 Leather Association 12/1945

Hemp Control Association 9/1942 Japan Textile Association 12/1945

Silk and Rayon Control Association 10/1942 Japan Textile Association 12/1945

Cotton and Staple Fiber Control Association 10/1942 Japan Textile Association 12/1945

Oils and Fats Control Association 10/1942 Oils and Fats Processing Association 1/1946

Chemical Industry Control Association 10/1942 Chemical Industry Federation 3/1946

Rubber Control Association 1/1943 Rubber Association 12/1945

- not available.

Source: Nakamura and Hara (1972); MITI and others (1991, 1992).
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timonopoly policy of the U.S. occupation authority, the successors of
the control associations continued to support planning and control by
the government in the late 1940s. It is notable that many of the execu-
tives of the control associations came to be the executives of the post-
war associations (Yonekura 1999: 195-96). The early stage of Japan's
postwar recovery was achieved through the system of planning and con-
trol, which maintained a role for the industrial associations. The well-
known Priority Production Policy was carried out through this system.

In 1948, theJapanese government started to examine the long-term
strategy for making the transition to a market economy and for achiev-
ing economic recovery. For this purpose, the government established
the Committee for the Economic Recovery Plan, the first major
deliberative council created after the war (see figure 8.2 for the orga-
nization of the committee). There were four branches organized by
industry: mining and manufacturing, food and necessities, international
trade, and transportation. Each of the first two branches was com-
posed of several subcommittees, which also were organized by in-
dustry.

Figure 8.2 Organization of the Economic Recovery Committee

Coordination Branch Coordination Subcommittee

Mining and Manufacturing General Subcommittee
Branch Energy Subcommittee

Machinery and Metal Subcommittee
Textile Subcommittee
Chemical Subcommittee

Foods and Necessities General Subcommittee
Branch - Agriculture Subcommittee

Forestry Subcommittee
= Fishery Subcommittee

Processing Subcommittee

International Trade Branch

Transportation Branch

Construction Branch

Employment Branch

National Income Branch

Technology Branch

Source: Secretary, Office of the Economic Recovery Committee (1948).
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In many cases, the chairmen of the industrial associations appointed
the chairmen of the branches and subcommittees. For example, the
chairmen of the Energy, Machinery and Metal, Textile, and Chemical
subcommittees appointed the chairmen of the Japan Coal Associa-
tion, the Japan Iron and Steel Association, the Japan Cotton Spinning
Association, and the Japan Chemical Industries Association.

The representatives of the industrial associations constituted almost
20 percent of all members of the council, second only to the bureau-
crats (table 8.5). This committee's organizational structure was simi-
lar to that of the Industrial Structure Council in 1970.

COORDINATION OF ECONOMIC GROWTH

After the war, government coordination focused on two areas: indus-
trial rationalization and supply of basic materials and infrastructure. I
deal with each in turn.

Industrial Rationalization

In 1949 theJapanese economy was transformed into a market economy
in accordance with the instructions of the American occupation au-
thority. Most economic controls and subsidies were abolished. Still,

Table 8.5 Membership of the Economic Recovery Committee and the Council for
Industrial Rationalization

Economic Recovery Council for Industrial
Committee Rationalization

Total 377 118
General association 8 3
Industrial association 77 30
Financial institution 2 0
Industrial company 46 48
Public company 28 8
Journalist 0 0
Labor union 3 0
Academic 39 4
Diet member 10 0
Bureaucrat 141 18
Others 23 7

Source: Secretary, Office of the Economic Recovery Committee (1948); MITI (1949).
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the government continued to play a substantial role in the economy
(Okazaki 1996).

The Japanese economy, just after the transformation, had to con-
tend with serious coordination failure. In those days, a wide consensus
had already formed concerning the long-term prospects of the Japa-
nese economy. This was achieved, for example, through discussions of
the Committee for the Economic Recovery Plan. The consensus was
that the major driving force of the Japanese economy would be the
growth of an export-oriented machinery industry. It was thought that
newly developing Asian countries would catch up in the textile indus-
try, which had been Japan's leading industry in the prewar period, and
that the machinery industry would absorb redundant labor forces and
earn foreign currencies. However, the Japanese machinery industry at
that time was not competitive in the international market. The major
reason was the high price of iron and steel, which, in turn, resulted
partly from the high price of coal and iron ore and partly from the
small scale of iron and steel production. Furthermore, the high price
of iron ore resulted from the high cost of freight, which, in turn, was
caused by the high price of ships, a kind of machinery. Also, iron and
steel were being produced on a small scale because the machinery in-
dustry was poorly developed.

In short, the machinery industry, the leading industry of the future,
was not competitive because of factors affecting several industries.
Therefore, the machinery industry, either as individual companies or
as a whole, could not become competitive on its own, and its lack of
competitiveness, in turn, checked the development of the iron and steel
industry. This vicious cycle is what is known as a coordination failure.

The Council for Industrial Rationalization, established under MITI
in 1949, was the second major deliberative council established after
the war. It was created to resolve this coordination failure. The coun-
cil was composed of 29 industry branches that reported to the Coor-
dination Branch and the General Branch. The industry branches re-
ported to the Coordination Branch, which coordinated them. As in
the Committee for the Economic Recovery Plan, the representatives
of the industrial associations constituted a large part of the council
members: 3 0 of the council's 1 18 members (2 5 percent) were the chair-
men, secretaries, and other representatives of industrial associations
(table 8.5).



THE GOVERNMENT-FIRM RELATIONSHIP IN POSTWAR JAPAN 333

In 1949 and 1950, the council concentrated the discussion of coor-
dination failure in the Iron and Steel Branch and the Coal Branch.
The Iron and Steel Branch examined the price of coal necessary to
make the iron and steel industry competitive, on the condition that
the iron and steel industry itself carried out new investment to en-
hance efficiency. It thought that the price of coking coal should be
lower than 2,800 yen per ton. At the same time, the Coal Branch ex-
amined the prospect of a decrease in the price of coal, which would be
achieved by the new investment in coal mines. It was thought that the
cost of running a coal mine could be cut 18 percent. However, the
price of coking coal would still be 3,700 yen per ton. The interim
conclusions were pessimistic.

The two branches reported their interim conclusions to the Coor-
dination Branch, which reexamined them. It found that the upper price
limit of coking coal could be raised to 3,200-3,3 00 yen per ton, if iron
and steel production was concentrated into relatively efficient plants
and crude oil was used as fuel. Another condition was that coal pro-
duction had to be concentrated in relatively efficient mines and the
interest rate on the loan of the Reconversion Finance Bank, a public
financial institution for economic recovery, had to be lower. The Co-
ordination Branch included this conclusion in its final report to the
minister of international trade and industry, who was appointed by
the cabinet in August 1950.

Meanwhile, the Ministry of Transportation (MOT), which was in
charge of the shipbuilding industry, organized the Research Commit-
tee on Steel for Shipbuilding, with the Economic Stabilization Board.
It specified that, in order for Japanese ships to be competitive with
European ships, the price of steel for shipbuilding would have to fall
below 27,000 yen per ton. According to the committee, this condition
could be met, if the price of steel plates became 24,090 yen per ton. A
thorough examination by the Iron and Steel Branch of the Industrial
Rationalization Council showed that, with rationalization, the price
of steel plates would fall to that approximate level. In other words,
along with the rationalization of the steel and coal industry, rational-
ization of the shipbuilding industry would create the prospect of an
internationally competitive industry.

In this case, a certain amount of simultaneous new investment sup-
ported by government policies constituted the path out of a coordina-
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tion failure, and the government committed itself to that policy at the
cabinet level. This induced the aggressive investment plans of the iron
and steel companies in 1950 and 1951. These plans were compiled by
MITI and issued as the First Iron and Steel Rationalization Plan. Table
8.6 shows investment by industry. It is remarkable that total invest-
ment increased in 1950 and that the share of the mining, metal, and
machinery industries in total investment rose sharply. The increase in
1950 partly reflected the effect of the Korean War, but the level of
investment continued to be high after the armistice in 1951 (table 8.6).

Supply of Basic Materials and Industrial Infrastructure

The industrial rationalization in early 1950s boosted the Japanese
economy. However, soon after high economic growth was initiated in
1955, basic materials and services, such as the steel, electricity, and
transportation, experienced bottlenecks. In particular, the shortage of
steel impeded the export of machinery. This problem was resolved
through the cooperation of MITI and the related industrial associa-
tions. Deliberating with these industrial associations, MITI determined
the measures to secure steel for machinery for export at the end of
1956 (MITI 1956). It aimed at "securing steel for exporting machin-
ery at the stable price, through the voluntary organization, based on
cooperation between the steel industry and the machinery industry."
It prescribed that the steel industry should supply 25,000 tons of steel
on preferential terms to the machinery export industry every quarter.
This steel would be allocated to each machinery company, based on
the decision of the Screening Committee of Steel for Exporting Ma-

Table 8.6 Investment by Industry

Million yen

Total Mining Metal Machinery

1949 44,150 (2,720) 1,930 (2,071)

1950 544,358 4,470 61,470 27,251

1951 637,933 58,638 39,563 42,097

1952 485,280 25,429 48,591 34,072

1953 601,269 29,094 57,108 43,061

1954 - 46,229 72,652 94,940

1955 523,662 9,544 41,787 56,899

- not available.

Source: Ministry of Finance, Hojin Kigyo Tokei Nenpo (Year Book of Company Statistics), various issues.
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chinery, which was composed of MITI bureaucrats and the represen-
tatives of industrial associations.

Meanwhile, the iron and steel companies drew up their own plans
for expanding equipment, referring to the Five-Year Plan for Eco-
nomic Independence, which was determined by the cabinet in De-
cember 1955. MITI comnpiled these company plans issued them as the
Second Iron and Steel Rationalization Plan. The focus of the Second
Iron and Steel Rationalization Plan was to introduce basic oxygen fur-
naces and renovating blast furnaces (Lynn 1982). Thus Japan's steel
industry would substitute iron ore for scrap, on which it had depended
heavily since before the war. In order to make the plan effective, infra-
structure such as ore carriers and port facilities for unloading the iron
ore had to be provided simultaneously.

This coordination was achieved in the bureau-pluralistic manner.
In early 1956, MITI drew up a document that stressed the need to
invest in overseas iron ore mines, ore carriers, and port facilities (MITI,
Heavy Industry Bureau 1963: 60-61). Responding to MITI's proposal,
the Committee of the Overseas Iron Raw Materials, a private commit-
tee of the major iron and steel companies, requested that the Ministry
of Transportation construct 15 ore carriers in the 15,000-gross ton
class within five years.

However, because the ore carriers specialized in iron ore, a typical
holdup problem took place. Once the ore carriers were built, the iron
and steel companies could hold up the shipping companies, and the
shipping companies, expecting the holdup, delayed building the ore
carriers. This problem was resolved through negotiations among the
industrial associations of the steel and shipping industries, MITI, and
the MOT. The iron and steel companies established the Japan Ore
Transportation Company, which shared the ore carriers with the ship-
ping companies (Tekko Shinbunsha 1957: 84-85; 1959: 8, 69; MITI,
Heavy Industry Bureau 1963: 323).

Meanwhile, the Japan Iron and Steel Association established the
Committee for Port Preparation and petitioned government authori-
ties and the parties to set up the Special Account for Emergent Prepa-
ration of the Ports for the Specific Industries Japan Iron and Steel
Association 1957). MOT came to share the idea. MOT's Bureau of
Ports considered that the level of port capacity was restricting eco-
nomic growth and determined that the ports had to be prepared for
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industries such as iron and steel, petroleum, and coal Japan Iron and
Steel Association 1957). In August 1958, the cabinet decided to set up
a special account for preparing the ports to ship iron, steel, and petro-
leum (Tekko Shinbunsha 1959:178-80; 7ITI, Heavy Industry Bureau
1963: 324-25).

Owing to the Second Iron and Steel Rationalization Plan, the pro-
duction costs of Japan's iron and steel industry declined to a level be-
low those of the U.S. iron and steel industry in the late 1950s (Yamawaki
1984: 263). This enabled Japan's machinery industry to become inter-
nationally competitive. The system of bureau-pluralistic coordination
resolved the bottlenecks in basic materials and infrastructure, which
sustained the economy's high growth.

TRANSITION OF ENVIRONMENTAL CONDITIONS AND
POLICY MISMANAGEMENT

The bureau-pluralistic system worked to coordinate Japanese economic
growth after the 1950s. NVIhat conditions enabled the solid perfor-
mance of bureau pluralism? How did those conditions evolve? These
questions are fundamental to understanding the success and failure of
the Japanese economy from the 1950s to the 1990s.

Bureau pluralism is a highly decentralized system. First, the power
of decisionmaking is distributed to each bureau, which is in charge of
an industry, and its counterpart in the business sector. Second, a sub-
stantial part of the coordination among the original bureaus is ex-
ecuted horizontally. In other words, there is no powerful central unit
(headquarters) to coordinate the activities of the units on the lower
level of the hierarchy.

These characteristics are both an advantage and a disadvantage of
bureau pluralism. The advantage is that local information scattered
around the industries can be incorporated quickly into government
policy (Aoki 1988: 284-85). In the early 1950s, the coordination failure
in the coal, steel, and machinery industries was recognized precisely,
and the appropriate coordination measures were taken to resolve it. In the
high-growth era, various bottlenecks were detected quickly and resolved.

The disadvantage is that bureau pluralism tends to be conservative.
Because decisioniaking is decentralized in each original bureau, it is
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difficult to draw up and implement a radical policy against the inter-
ests of the original bureau and the industry under its jurisdiction. In
other words, bureau pluralism is inclined to protect the vested inter-
ests of existing industries and bureaucrats.

The efficacy of bureau pluralism depends on the relative impor-
tance of these advantages and disadvantages, which, in turn, depends
on environmental conditions. The environmental conditions in Japan
in the 1950s and 1960s were favorable for bureau pluralism. Comple-
mentarity among industries was pervasive in this period. In the early
1950s, the coal, steel, and machinery industries were highly comple-
mentary to one another, and in the late 1950s, steel, machinery, and
transportation were complementary. One industry's interests were also
the other industries' interests. There were few serious conflicts among
industries, and the vested interests were not especially harmful to eco-
nomic growth. It is true that declining industries such as coal mining
and agriculture (rice) were protected by the government, but the pro-
tection could be easily bypassed by importing substitutive goods,
namely petroleum and wheat. In fact, the share of coal in the total
energy supply and that of rice in the total food supply declined sharply
in the 1950s and 1960s.

At the same time, in the process of economic growth, numerous
small problems related to coordination failures, and bottlenecks
continuously arose. In order to cope with these problems quickly, bu-
reau pluralism, with its decentralized decisionmaking, was an efficient
system.

However, the conditions have changed substantially since the 1980s.
These changes are well illustrated by the case of the information and
telecommunications industry. It is widely recognized that the major
force driving the rapid growth of the U.S. economy in the 1990s was
the advanced use of information technology in wide-ranging areas of
the economy. Japan has lagged far behind the United States in this
respect, as shown in table 8.7 (Oniki 1996: 18; Kokuryo 1998: 353;
Japan Federation of Economic Organizations 2000).

The information and telecommunications industry emerged in the
1980s, fusing the computer, telecommunications, and broadcasting
industries (Higashi 1999: 31-32). In Japan, the computer has been
under the jurisdiction of MITI, and telecommunications and broad-
casting have been under the jurisdiction of the Ministry of Postal Ser-
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Table 8.7 Comparison of the Utilization of Information Technology for Industry
between Japan and the United States (1993-94)

Ratios
Total (United States/Japan)

Equipment ratio of personal computers 4.7
Networking ratio of personal computers 3.9
Subscription ratio of computer telecommunications 1.3
Number of internet hosts 12.5
Equipment ratio of data bases 1.4

Source: Ministry of Posta Services, Tsushin Hakusho (Te ecomminication White Paper), 1996, p. 264.

vices (MPS). When the information and telecommunications indus-
try started to develop, the two ministries struggled severely over its
jurisdiction. This struggle retarded the provision of institutional and
physical infrastructure for the information and telecommunications
industry in Japan.

In 1984, MITI drew up a draft of the Law for Facilitating Informa-
tion Processing, which aimed to achieve advanced use of the com-
puter, security of the computer, standardization of the information
apparatus, and protection of privacy. At the same time, the MPS drew
up a draft of the Law for Providing Infrastructure of Advanced Tele-
communications, which closely resembled MITI's draft. MITI and the
MPS made efforts to adjust the two drafts, but eventually neither of
them was realized (Kawakita 1985: 123-26). In general, the struggle
over jurisdiction between MIITI and MPS made it difficult for the
Japanese government to implement consistent policies regarding the
information and telecommunications industry (Itami 1996: 210).

Bureau-pluralistic coordination assumes clear demarcation and ju-
risdiction over industrv. If this condition is not met, ministries tend to
struggle for jurisdiction, as occurred in the information and telecom-
munications industry, because the expansion of jurisdiction is connected
directly to the interests of the bureaucrats, through the allocation of
budget and former bureaucrats to the industries (amakudari). The in-
dustry demarcation problem is serious, because new fields, such as
biotechnology and environmental protection, cross the borders of ex-
isting industries (Aoki 1999: 24).

Besides the struggle for jurisdiction between AITI and NIPS, another
disadvantage of bureau pluralism retarded the development of Japan's
information and telecommunications industrv. As a result of the tele-
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communications reform in 1985, the Telecommunication and Tele-
phone Corporation was privatized and became NTT, and three new
common carriers were established. Although path-breaking, subsequent
reform was terribly slow (Suzumura 1997: 31; Takigawa 1999: 178-81).

After the reform in 1985, the discussion of telecommunications re-
form focused on the reorganization of NlTT More than 10 years passed
before MPS decided to divide N'TT into two local companies and one
long-distance company. Until 1996, telecommunications reform hardly
progressed, and MPS continued to exercise discretionary control over
various aspects of the industry, including fees, new entries, and com-
petition among NTT and the new common carriers.

The slow pace of reform caused substantial problems. According to
the MPS's survey in 1997, the fee for using an exclusive circuit (1.5 Mbps)
was 4.7 times as high in Tokyo as in New York. The high fee checked
the use of information technology by Japanese companies. Higashi
(1999: 69) mentions the case of Kao Company, which is a major chemi-
cal company and famous for its progressive strategy to use information
technology. In 1998, Kao Company announced that it had given up its
plan to exercise remote control over all of its plants, which were scat-
tered throughout Japan, because of the high cost of telecommunica-
tions. According to Higashi (1999), if the cost had been the same in
Japan as in the United States, Kao's plan would have been feasible.

The reason why telecommunications reform was so slow lies in bu-
reau-pluralistic decisionmaking. The basic telecommunications policy
was deliberated by the Telecommunication Council under MPS. The
deliberation concerning telecommunications reform was very time-
consuming, because the reform would directly affect the vested interests
of existing companies and of MPS itself. In this sense, the nature of
the policy issues was different from that in the 1950s and 1960s, mak-
ing the conservative bias of bureau pluralism harmful to the economy.

CONCLUDING REMARKS

We can identify the common institutional and organizational factors,
namely bureau pluralism, behind the success and failure of the Japa-
nese economy from the 1950s to the 1990s. Bureau pluralism in Japan
is an outcome of a path-dependent evolution of the economic system.
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The bureau-pluralistic system, including deliberative councils and in-
dustrial associations, evolved from experiences during XVorld WIar II.
This system worked efficiently to coordinate economic growth in the
1950s and the high-growth era.

It was effective in this era because industries were highly comple-
mentary. Consequently, on the one hand, there were few serious con-
flicts among industries and their counterparts in the bureaucracy, which
made it possible to avoid the conservative bias due to the vested inter-
ests of existing industries. On the other hand, this complementarity
was a source of numerous failures to coordinate various aspects of the
economy. The decentralized decisionmaking and horizontal coordi-
nation of bureau pluralism worked efficiently and quickly to detect
and resolve these coordination failures.

The same attribute of bureau pluralism impeded the Japanese
economy from adapting to changes in the global economy since the
1980s. First, the newly growing industries of information and tele-
communications crossed the borders of existing industries and there-
fore the borders of bureaucratic jurisdiction, which caused serious dis-
putes among ministries. Second, the reforms necessary to adapt to the
global changes collided with the interests of existing industries and
ministries. Bureau pluralism is not adept at resolving disputes over
jurisdiction and conflicts with vested interests. In this sense, the suc-
cess and failure of theJapanese economy resulted from the same source.

I would like to thank Yingyi Qian, Ha-Joon Chang, Meredith Woo-Cumings, Shahid
Yasuf, Shujiro UTrata, and other participants of the World Bank Workshop on Re-
thinking the East Asian Miracle, for helpful comments.
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CHAPTER 9

MIRACLE AS PROLOGUE:

THE STATE AND THE REFORM OF

THE CORPORATE SECTOR IN KOREA

Meredith Woo-Cumings

T he owl of Minerva, it is said, stretches its wings at the fall of
dusk. The Asian financial crisis began in the region four years
ago, profoundly altering the political and social landscape in
places like Indonesia and Korea and exacting a huge economic

toll. The crisis has finally come full circle. Growth has resumed in the
area, obviating dark worries that the "miracle" in East Asia would end
in the kind of "lost decade" that beset much of Latin America and
Africa in the 1980s. In the comfort of such knowledge, this volume
seeks to ask what lessons we might derive from the experience of the
past three years and thus revise our understanding of economic growth
in East Asia.

In one sense, the rapid resumption of growth would seem to vindi-
cate the analysis in The East Asian iVliracle (World Bank 1993) that the
region had indeed achieved its growth on the basis of superior accu-
mulation of physical and human capital as well as sound macroeco-
nomic fundamentals. As the introductory chapter to this volume sug-
gests, the V-shaped recovery does restore some faith in the region's
underlying competitive strength. But The EastAsian Miracle, for all its
discussions about the basics and fundamentals, failed to explore the
true basics: the social and political underpinnings that have propelled
economic growth in East Asia. There was precious little in the book
that anticipated the charges of "crony capitalism" that were immedi-
ately raised in the wake of the Asian crisis or to suggest, on the basis of
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real and profound knowledge about the countries concerned, the kind
of social and economic reforms that could be enacted to address issues
like crony capitalism.

This chapter seeks to examine the social and political relationships
that have determined the conduct of economic policy in East Asia by
examining the relationship between the state and the private sector.
The focus is primarily on Korea, but I frame the Korean situation
against the backdrop of Southeast Asia to underscore the vast regional
differences in state-business relationships that were not appreciated
sufficiently in The East Asian M1iracle, not to mention the problem in
issuing one-size-fits-all policy recommendations regarding corporate
sector restructuring.

This chapter is organized as follows. First, I discuss the state-busi-
ness relationship that emerged in Korea as the result of industrial policy.
The debate on industrial policy, including the one in The East Asian
.liracle, was concerned mostly with economic outcomes, missing the
important point that industrial policy can lead to profound structural
corruption. One of the most powerful arguments against industrial
policy is not that it supplants the market but that it is commonly used
to protect vested interests.' This form of structural corruption is
different, however, from the Southeast Asian "crony capitalism" that
K. S. Jomo discusses in chapter 12 of this volume. I argue that the
financial crisis in Korea was born, in part, by the inability of govern-
ment to resolve the long-standing dilemma of its industrial policy-
the existence of a high-leverage economy, binding the state together
with a weak banking sector and a hugely indebted corporate sector in
a kind of co-insurance scheme. The government's best effort to re-
solve this dilemma, mostly by monitoring the corporate sector and
limiting its access to capital, was often defeated by the politicians.
In the 1990s the government shifted gears and reduced its oversight
of banks and the corporate sector, hoping for the market to discipline
firms. In the end, neither the intensification nor the reduction of gov-
ernment regulation worked to remedy the problem of highly lever-
aged firms and a weak banking sector.

Second, I discuss the experience of private sector restructuring in
Korea in the aftermath of the Asian crisis. I argue that the reform in
Korea does not signify a retreat of the state from the market. The
Korean leadership is deeply committed to increasing transparency and
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market discipline in the private sector, but to do so, it has had to inter-
vene in the market even more deeply than before the crisis, reinvigo-
rating the developmental bureaucracy. In other words, the Asian crisis
has contributed to reinventing the developmental state in Korea, which
seemed to be in retreat for much of the 1990s. In that sense, Korean
growth in the past decades-the "miracle"-is but a prologue for the
future.

Finally, I discuss the lessons for other countries from Korea's expe-
rience in restructuring the corporate sector. This experience is espe-
cially relevant for China, which has occasionally expressed an interest
in developing Korean-type conglomerates and where the relationship
between the state and state-owned enterprises (SOEs) seems to con-
tain elements of the Korean-like developmental dilemma. The Ko-
rean experience may also shed light on Japan's effort to restructure the
banking sector. Japan has provided Korea with a political and eco-
nomic template for rapid growth but is now mired in a similar devel-
opmental quandary.

Before proceeding with the discussion of Korea and, to a more lim-
ited extent, Southeast Asia, I offer some preliminary remarks to ex-
plain my preference for thinking about corporate sector reform in terms
of the state-business relationship rather than in terms of corporate
governance.

CORPORATE GOVERNANCE AND THE FORMATION OF THE
STATE-BUSINESS RELATIONSHIP IN KOREA AND SOUTHEAST ASIA

The traditional discourse of corporate governance was predicated on
the long-standing practice in the United States of separating corpo-
rate ownership from control. In the context of "modern" enterprise,
good governance is really about holding corporate management ac-
countable to the interests of shareholders or reducing agency costs (mean-
ing the costs to shareholders of managerial behavior not consistent
with their interests). The methods for achieving this accountability
are often formal and legalistic and, according to some, idiosyncratic to
Anglo-American traditions. In this sense, corporate governance can
be thought of as a separate taxonomic entity from, say, "contractual
governance," which is said to characterize the "Nippo-Rhenish" model
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of business organization. In the latter, good governance is a matter of
reducing transaction costs by building and investing in stable and long-
term commercial relationships among transacting companies
(Gourevitch 1996).

To avoid equating corporate governance with the ideal type of Anglo-
American business practice (which would have limited utility as a tem-
plate for countries with substantially different legal norms and tradi-
tions), we can seek a broader conceptualization that transcends the
regional specificity of governance models and refer to it simply as "the
entire set of incentives, safeguards, and dispute-resolution processes
used to order the activities of various corporate stakeholders, each seek-
ing to improve its welfare through coordinated economic activity with
others" (Kester 1996: 109). In this rendering, both the Anglo-Ameri-
can and Nippo-Rhenish systems of governance are economically ra-
tional attempts to resolve problems of coordination and control among
corporate stakeholders, and no a priori judgment can be made about
the ultimate superiority of either national configuration. This catho-
lic definition of corporate governance is still, however, predicated on
the highly evolved structure of the modern corporation, with a whole
panoply of legal or otherwise regularized sets of norms that dictate
the behavior of transacting parties.

Furthermore, the debate on corporate governance in the context of
global competition has been particularly fickle and prone to revalua-
tions. In the 1980s and well into the 1990s, for instance, it was fash-
ionable to argue that the Anglo-American style of corporate gover-
nance (and various corporate restructuring movements in particular)
reduced investment and forced American managers to think short term.
In contrast, Japanese corporate managers were thought to enjoy cer-
tain freedoms in retaining excess capital (rather than returning it to
shareholders) and in determining long-term investment strategies
(without oversight of shareholders). This used to be viewed as the
core of Japan's competitive edge.

Today this historical verdict has been completely reversed, as Japan
completes what Tetsuji Okazaki in chapter 8 of this volume calls its
most stagnant decade since the late nineteenth century and as scholars
reassess the legacy of the 1980s. In periods of industrial transforma-
tion, rapid technological and organizational change encourages lower
production costs and higher average productivity of labor. But rapid
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change also results in widespread excess capacity and lower rates of
growth in labor income, causing corporate downsizing and exit. The
result was the mergers-and-acquisitions wave of the 1980s that ended
up sharply reducing capacity; that, combined with leveraged takeovers
and buyouts, represented "healthy adjustments" to the overcapacity
that burdened many sectors of the U.S. economy Jensen 1997). Cor-
porate raiders turned out to be the ephors, or overseers, of modern
capitalism. Likewise, the decline in the Japanese economy was viewed
as the result of structural overcapacity, fueled by lax investment crite-
ria employed byJapanese companies and the failure to pay out excess
capital in the form of higher dividends or share repurchases.

Such periodic revaluation reflects profound (or at least shifting)
uncertainty about what constitutes a good system of corporate gover-
nance. We all agree that good corporate governance is important, as
are motherhood, the flag, peace, and goodwill to humanity. But what
exactly constitutes truly good governance, and how is it obtained?

In the context of East Asia, I sharply distinguish Northeast Asia
from Southeast Asia and find two highly distinctive patterns of corpo-
rate governance. The first is a Japan-shaped model that influences
Taiwan (China) and the current leadership in China, but is best exem-
plified by the Republic of Korea (hereafter Korea). The second is a
Chinese business practice having roots at least 150 years old that is
market-adaptive and efficient enough to need little reform of corpo-
rate practice or perhaps, from an Anglo-Saxon standpoint, to need so
much reform as to make the task impossible. This is the model that is
widely used in Southeast Asia.

The Korean model of corporate governance resembles the Nippo-
Rhenish model, in that it is essentially controlled by insiders, rather
than outside investors, and is accomplished through the mechanism
of intragroup shareholding, against the backdrop of a corporate law,
until 1998, banning hostile takeover. The difference, however, is in
the relational monitoring agent: unlike inJapan or Germany, the main
monitoring agent is the state, which exercises strong influences on
corporate investment decisions and mediates the process of changes
in corporate control (Chang, Park, and Yoo 1998).

The reason for this has to do with history, from the colonial through
the postindependence period. The template for Korea's big-business
firm, called the chaebol, was the wartime Japanese zaibatsu. (In fact,
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they mean the same thing in Chinese characters.) The term zaibatsu
refers to family-dominated combines that developed following WVorld
WVar I, using holding organizations to maintain control over their in-
dustries and expanding rapidly in the heavy industrialization drives
and wartime conditions of the 1930s and 1940s (Hadley 1970: 21).
Keiichiro Nakagawa, a business historian at the University of Tokyo,
sees the zaibatsu as "a major economic entity established in a develop-
ing country, whose fundamental social structure is based on [an] in-
stinctive gregarious group expressed as [a] family, to pursue an indus-
trialization process in [the] face of international competition against
industrialized countries" (Keiichiro Nakagawa, quoted in Hattori 1989:
80). In other words, an extraordinary family-based combination of
wealth and power at home is necessary to fight more weighty and com-
petitive foreign corporations that arrived in the world economy ear-
lier. From Professor Nakagawa's developmental perspective, it is not
so surprising that the Korean chaebol of today is an atavism of the pre-
war zaibatsu. When the chaebol is defined as a "large multicompany
which operates in different markets under common financial and man-
agement control and maintains relationships of long-lasting trust, loy-
alty, and cooperation among group members," we see the parallel with
the zaibatsu of the prewar years (Kim 1987: 6).

The goal of the zaibatsu was not high-market occupancy of one,
two, or a few related markets, but an oligopolistic position running
the gamut of the modern sector of the economy. And because these
firms emphasized corporate unity through family ties and coordina-
tion of subsidiaries by the holding company, they achieved tight con-
trol over the astonishing market breadth of the combines.2 The pre-
war zaibatsu also represented a means of extending control far beyond
the controller's corporate (or partnership) limits, thus denying inde-
pendence of action to businesses within the network. The techniques
to bring this about included ownership, personnel, credit, and cen-
tralized buying and selling. This system of enterprise worked more
for market share than solely for the company's profit; companies often
operated at a loss (and, of course, during the war they produced
everything under government dictate; Hadley 1970: 37-41).

Korea's military leaders who served in the Pacific War were familiar
with this model, and the extensive wartime coordination between the
Japanese state and big business, with highly centralized finance as the
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linchpin, appealed to them. State control over finance not only made
the implementation of industrial policy possible but also bolstered the
power base of the state by creating a whole entrepreneurial class be-
holden to the political leadership. This was no small consideration for
a postcolonial state with a military regime at the helm that was peren-
nially struggling for legitimacy. The idea was to graft the zaibatsu onto
Korea; the only question was how to create the Korean zaibatsu out of
the ravages of colonialism and war. The answer was industrial policy,
with financial repression as the core mechanism for shifting resources
from savers to producers, which created hugely leveraged firms as the
carriers of Korean capitalism.3

The state created the chaebol by using a credit-based system of
industrial finance. In a nation with a dearth of accumulated capital,
business had to rely on credits from banks controlled and (until the
1 980s) owned by the state. Since the firms were highly leveraged, much
more so than they were in Latin America or Southeast Asia, business
had to maintain good relations with the state so as to avert the possibility
of default (through the severance of friendly credits). For its part, the
state manipulated Korea's credit-based system of industrial financing
so that it could influence the economy's investment pattern and guide
sectoral mobility. The highly leveraged nature of business firms in
Korea-the norm throughout Korean history-meant that even small
changes in the discount rate or in concessional credit rates between
sectors could dramatically affect resource allocation, because the effect
of such instruments on the firms' cash flow position was so much greater
given their high debt/equity ratios. For that reason, Korean firms
closely conformed to the macroeconomic policy goals of the state (for
detailed discussion, see Woo 1991).

In Southeast Asia, in contrast, the relationship between the state
and big business is forged not through industrial policy, but through
an ethnic division of labor in managing politics and the economy in
the context of ethnic apartheid between political and economic powers.
Because Southeast Asian states are bereft of industrial policy, except
where it is a device to buttress the economically disadvantaged ethnic
majority, they have had a (relatively) free market, punctuated by
economic affirmative action of sorts. The upshot is that family
businesses in Southeast Asia rely less on the ethnically alien government
and, of course, less on government-mediated capital. Thus the business
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class in the heterogeneous Southeast Asia was forced into self-suffi-
ciency and onto the market.

The differences were determined from the days of colonialism. If
Japanese colonialism bequeathed to the Koreans the template of the
authoritarian interventionist state and the zaibatsu, European colonialism
bequeathed the opposite: minimal taxation, strict avoidance of defi-
cits, and an unprotected market. K. S. Jomo attributes the habits and
practices of Chinese businesses in Southeast Asia to their historical
inability to rely on the colonial government. Even when the state and
the legal system became more accessible to Chinese business interests,
a "Chinese business idiom" persisted that abjured close association
with the government Jomo 1997: 251). Colonial governments also
left a legacy of an ethnic division of labor and a cobbled-together
concept of the nation-best exemplified by Malaysia.

Malaysia had its origins in an explicitly negotiated "bargain" that
set the stage for a peaceful transfer of power from the British in 1957.
This bargain, reached between ethnic political parties representing
the Malay, Chinese, and Indians, became the basis for a coalition that
has ruled Malaysia since independence. Malaysia has practiced the most
pronounced policy of "apartheid," because it was also the last to be
independent from British rule. Elsewhere, ethnic compacts occurred
more haphazardly, but the generalization-cobbled-together nations,
ethnic divisions of labor-holds for most of Southeast Asia. (For
detailed discussions, see Bowie 1991; McVey 1992; Lim and Gosling
1983;Jesudason 1989.)

Notwithstanding wide variations from country to country, the
general sociological trend in Southeast Asia after independence was
for upwardly mobile "natives" to claim positions in the political realm
(state bureaucracies, military, and police), especially in Malaysia and
Indonesia; the people of Chinese ancestry were relegated to the private
commercial sector.4 Benedict Anderson reminds us that from 1966 to
1998 not a single person of known Chinese descent became a cabinet
minister, senior civil servant, general, admiral, or air marshal in
Indonesia. Yet the Chinese in Indonesia have been called "the race
that counts," according to Adam Schwarz, and almost all of the biggest
"crony capitalists" around Suharto came from this group (Anderson
1998; Schwarz 1995). Unlike industrial leaders in Korea orJapan who
have stuck with one big idea (industrial policy), Chinese "pariah" capi-
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talists have quickly adapted themselves to policy decisions made by
the alien ethnic elites, whose single advantage over the Chinese is that
they hold state power.

Chinese businesses have thrived in all milieus, under both protec-
tionist and liberal regimes. For instance, occasional nationalist restric-
tions on foreign-owned enterprises tended to help the Chinese by lim-
iting competition, and when foreign firms were localized, the Chinese
often were the logical partners. With import-substitution industrial-
ization, the local-ownership requirement often helped the Chinese to
acquire foreign technology, and "local-content" requirements in in-
dustries such as automobiles also created new business opportunities
for local Chinese enterprises. But the Chinese have also done well
with structural adjustmient and liberal market-oriented economic re-
form programs (involving trade and investment regimes, financial re-
forms, deregulation, and privatization of state-owned enterprises),
which frequently hurt the local private sector. These policies are more
readily effected in Southeast Asia than in other developing countries
because of the political weakness of the Chinese-dominated local pri-
vate sector. Instead of resisting the state, the Chinese just made the
best of their opportunities, as usual. The Chinese were also protected
against the tight monetary policies, credit rationing, and high interest
rates characteristic of macroeconomic stabilization policies. This is
because they have disproportionate access to alternative sources of
capital abroad, including informal ethnic-based credit networks at
home, internal financing in Chinese conglomerates (many of which
own their own banks), and preferred-customer status among other
local bank-s (most of which are Chinese owned; see Lim and Gosling
1997: 287-88).

WAhen Chinese fam'ly firmns engag in"potunistic diversification,"

they use the retained profits of existing firms (unlike the Korean chaebol)
under the management of a family member or another highly trusted
close associate. And even when they grow and diversify (as, say, in
Hong Kong), they tend to think in terms of their long experience in,
say, the textile industry, and their major managerial skills and commit-
ments reflect it. WVhere investment requirements are too great or po-
litical and business connections are needed, the families enter into
alliances with trusted partners to set up new businesses, thus forming
the Chinese "business groups" that operate in a variety of industries.
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Large Chinese family businesses span a number of fields and are in-
terconnected through a network of alliances and ties between family
heads. In contrast to the Korean chaebol, Chinese businesses combine
managerial specialization with entrepreneurial diversification. The
strategic preferences of the Chinese family firm include reliance on
price and cost competition, short payback periods for new investments,
the intensive use of resources, and a reluctance to share control or
responsibility. Risks are managed largely by restricting commitments
and maximizing resource flexibility. These firms are not integrated
through a central administrative hierarchy like the Korean chaebol; in-
stead, they operate as partnerships united by common
investments and mutual trust. The critical locus of decisionmaking and
control remains the individual family business (Whitley 1992: 54-5 5).

In Hong Kong, where there are many public companies, the typical
Chinese-run family business invites outside equity participation by
offering a minority stake in a public company within the network of
family firms. Control of public companies stays within the family
through direct investment in the equity by other family companies
and family members, cross-holdings and cross-directorships with
related companies associated with the family group, and other
arrangements yielding an element of control with related parties. The
familism of the Chinese firm also points to the pervasiveness of the
so-called Buddenbrooks phenomenon: the typical successful Chinese
family business is said to go through four distinct phases-emergent,
centralized, segmented, and disintegrative-in about three generations.

To some, like Francis Fukuyama, this pattern is the Chinese
counterpart to the cycle that the Irish call "from shirtsleeves to
shirtsleeves," attesting to the Chinese reluctance to develop and use
professional management. It indicates a real problem with forward
integration, especially in unfamiliar markets (Fukuyama 1995: 78-80).
But to the Schumpeterian mind-set, the Chinese Buddenbrooks
indicates something else-a world of perpetual destruction and
creation, where flexibility and innovation count (as they should) and
the families involved cannot rely on the state or some other political
benefactor to bail them out. In any case, it is a world far apart from
Northeast Asia. The reform of corporate governance in Southeast Asia
toward ideal-typical western standards seems tantamount to asking
Chinese businesses to stop being, well, Chinese.
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KOREA'S CAPITALIST ENTERPRISES: GROWTH, CONTROL,
INDEBTEDNESS, PROFITABILITY

Almost all the chaebol groups began when Korea was in the phase of
export-led, light industrial production. Lucky made toothpaste,
Goldstar made radios, Samsung made clothes, and Hyundai began
with U.S. military contracts during the Korean War to transport goods
and people around in war-surplus trucks and buses. Daewoo was
founded only in 1967, just over 30 years ago. The chaebol acquired
their typical large and diversified structure even more recently, during
the Third Five-Year Plan in the early 1970s, which developed heavy
industries: steel, chemicals, machine tools, automobiles, shipbuilding,
and power generation. By the 1980s, electronics had also become a
huge part of the chaebol repertoire.

The expansion of these firms was stupendous: between 1970 and
1975, the three fastest-growing chaebol (Hyundai, Daewoo, Ssangyong)
grew at an annual rate of 33, 35, and 34 percent, respectively. This
breakneck rate of growth, combined with reliance on politically
mediated debt, encouraged high risk taking and competitive
overinvestment in various industries-like integrated petrochemicals,
which more than doubled the output of ethylene at a time when world
prices were declining and surplus capacity was widely anticipated
(Whitley 1992: 43). The same was often true of sectors like semicon-
ductors, ships, steel, and cars, so that excess capacity bulked large as
an explanation of Korea's serious economic downturn in 1979, lead-
ing to a loss of 6 percent of gross national product (GNP) in 1980.5

Still, there were great advantages to the state-directed heavy
industrialization of the 1970s. The experience with managing complex
technologies in heavv and capital-intensive industries, requiring
effective coordination and integration of separate independent
components, became the basis for generalizable managerial skills-
skills transferable to other kinds of manufacturing. The largest firm,
Hyundai, has carried out globe-ranging operations in automobiles,
shipbuilding, construction, electronics, aircraft, machine building, and
many other sectors. This organizational aspect has not received much
scrutiny, but the fact that the chaebol kept increasing their market share
at home and abroad attests to their organizational ability. The effective
presence of Korean firms today in the fledgling markets of Eastern
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Europe, the Central Asian republics, and other emerging areas is tes-
timonv to the advantage that accrues to having an internal organiza-
tion that is vast, flexible, and well coordinated. This success should be
considered alongside the well-known inefficiencies of the so-called
convoy system, whereby even the most inefficient unit of the chaebol
group is kept afloat through intricate cross-subsidiary financing agree-
ments.

The Korean chaebol is also known for the concentration of control
in the hands of owner families. Yet compared with other East Asian
countries, Korea stands somewhere in the middle regarding the
concentration of family control. If we look at the percentage of total
market capitalization controlled by the top five families, the figure is
29 percent in Korea, whereas it is much higher in Indonesia (41
percent), the Philippines (43 percent), and Thailand (32 percent). The
percentage is considerably lower in Singapore (20 percent), Taiwan
(15 percent), and Malaysia (17 percent) and is stunningly low in Japan
(less than 2 percent). The comparative ranking is about the same for
the top 15 families as well. It is only when we look at the share of the
top family that Korea begins to look more like Indonesia or the
Philippines: Hyundai's Chung Ju-Yung family is the biggest family
holder not only in Korea but in all of East Asia, with holdings worth
$48 billion.

The manner in which family control is assured is fairly common
throughout East Asia, as it is in some industrial countries-the use of
pyramid schemes (owning a majority of the stock of one corporation,
which in turn holds a majority of the stock of another-a process that
can be repeated a number of times), deviations from one-share-one-
vote rules, cross-holdings, and the appointment of managers and
directors who are related to the controlling family (Claessens, Djankov,
and Lang 1998b). In Korea, the disparity between control and actual
ownership rights can be gleaned from the fact that the controlling
shareholders of the largest 30 conglomerates own less than 10 percent
of total ownership on average, but they exert disproportionate control
by exploiting the structure of interlocking institutional ownership.6

This is because most shareholders are small individual shareholders
owning less than 1 percent of total shares, and large shareholders are
either nonfinancial corporations or nonbank financial corporations that
are linked to controlling shareholders through cross-holding or inter-
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locking ownership. (Banks, however, hold about 10 percent of the shares
of listed firms and are controlled by the government.)

The pattern of institutional interlocking ownership can be Byzantine
to avoid regulations on ownership, which include bans on holding
companies (which were only recently lifted) and direct interlocking
ownership (in which firm A owns firm B, which in turn owns firm A),
as well as various ceilings on equity investment by the chaebol. The
upshot is a circular pattern, where several de facto holding companies
own a large portion of the affiliated firms' stocks (Joh 1999).

For the top 30 Korean chaebol, family ownership (defined as the share
held by family members as well as by affiliated firms) came to 43 percent
in 1997 (combining the family share of 8.5 percent and the affiliated
firms' share of 34.5 percent). This figure for 1997 reflected a long
trend toward a decline in family ownership. (In 1987, for instance, the
figure was 56 percent.) In the midst of the Asian financial crisis and
the Korean government's decision to allow hostile takeover of firms,
the chaebol groups tightened the family control of firms. In 1998,
combined family ownership bucked the historical trend by reaching
44.5 percent, and in 1999, it jumped to 50.5 percent (Republic of Korea
Fair Trade Commission 1999).

These family-controlled firms are also highly diversified compared
with those in advanced western countries. In 1994, the number of
affiliated firms for the top five chaebol averaged about 40, with a total
of 210 firms; and the top 30 chaebol had some 616 affiliated firms (Yu
1996: 24). This extraordinary diversification was achieved primarily
by establishing new subsidiaries: the mammoth and extraordinarily
diversified structure of the chaebol and an open call on state-mediated
loans were essential to Korea's success in gaining market share around
the world, because losses in one subsidiary could be made up by gains
in another. This extensive diversification has been the main staple of
public criticism of the chaebol, but perhaps the criticism needs to be
weighed against at least three considerations.

The first consideration is the obvious point that while the chaebol
have been criticized for failing to nurture "core competence," in order
to exploit more fully the gains from economies of scale, diversification
into many different sectors can be justified through the gains from the
economies of scope (as opposed to scale), dynamic back-and-forth syn-
ergy among firms, and of course portfolio diversification to reduce
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risk. The second and often forgotten point is that diversification goes
hand in hand with specialization. In 1994, out of Samsung's 50 affiliated
firms, Hyundai's 49 affiliated firms, LG's 53, Daewoo's 25, and
Sunkyung's 33, only a select few firms in a few sectors were responsible
for the bulk of total sales. In the case of Samsung, only three firms
were responsible for 67 percent of sales, and even in the case of
Hyundai, which is evenly spread out in many different manufacturing
sectors, five affiliated firms accounted for 70 percent of total sales; as
for Daewoo, four firms accounted for 85 percent of total sales (Yu
1996: 39). The third and last point about the merits and demerits of
diversification again has to do with corporate governance: whenever
the structure of a given chaebol changes as firms become detached from
the group, the firm is instantly "specialized." Over the years, the
government has tried to use its elaborate system of credit control to
curtail the chaebol tendency toward diversification and to coax the
groups to "specialize" in a few sectors, but to little avail.

These diversified firms were also heavily indebted, to the point where
some large firms were sustaining, on the eve of the 1997-98 crisis,
debt of more than 1,000 percent of their equity. Of the top 30 firms,
five were sustaining debts over 1,000 percent of their equity. Of the
top five, Hyundai and LG Group sustained debts over 500 percent of
their equity, with others being not far below.7 This, combined with
low profitability, especially in the 1990s, pointed to inevitable and
massive insolvencies on the eve of the Asian crisis.

The conventional wisdom is that the chaebol are not profitable and
indeed are not even interested in profit. Their activity, it is said, has
rarely been driven by ordinary market concerns of price or supply and
demand; instead they have allegedly long pursued market share, not
just operating at a loss in doing so, but courting a kind of habitual
bankruptcy, should anyone call them to account on a given day. The
data for the decade before the crisis seem to validate such impressions.

In a comparative study of corporate profits in East Asia, Stijn
Claessens, Simeon Djankov, and Larry Lang show that in 1988-96,
profitability, as measured by real return on assets in local currency,
was lower in Korea than in nine other East Asian economies as well as
Germany and the United States.' The rate for Korea was 3.7 percent,
whereas it was 4.6 percent for Hong Kong, 4.1 percent for Japan, 4.4
percent for Singapore, 7.1 percent for Indonesia, 7.9 percent for the
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Philippines, 6.7 percent for Taiwan, 6.3 percent for Malaysia, and 9.8
percent for Thailand. All Southeast Asian economies and Taiwan had
rates higher than those recorded in Germany (4.7 percent) and the
United States (5.3 percent). Likewise, the return on assets in U.S.
dollars, adjusted for the effects of currency movements, shows that,
for the same period, Korea again recorded relatively low rates (9.2
percent), compared with the Philippines (17.2 percent) and Thailand
(14.7 percent), although its rates were higher than those of Japan (6.6
percent); see Claessens, Djankov, and Lang (1998a).

If profits were low, real sales were rising. In the same study, Claessens,
Djankov, and Lang show that real sales growth, year-on-year, for the
1988-96 period, was 8.2 percent for Korea compared with 3.7 percent
for the United States and 2.6 percent for Germany. Capital investments
were also growing briskly. Korea, along with Thailand, had the highest
rate of capital investment among the nine East Asian economies under
study, at 13.6 and 13.8 percent, respectively. The rates were 3.4 percent
for the United States and 2.5 percent for Germany. Japan had a
relatively low rate-8 percent-compared with other East Asian
economies, reflecting continuing recession.

By 1996 Korea was sustaining one of the lowest profit rates and one
of the highest capital investment rates in East Asia, meaning that
external financing had to be huge to make up for the very limited
retained earnings. For the period of 1988-96, the corporate
indebtedness of Korean firms was greater than that of practically any
other firms in the world. A comparison of corporate leverage-total
debt over equity-in some 50 countries shows that in 1988-96 Korean
firms had the highest ratio of leverage byfar, at 348 percent, followed
by Japan, at 230 percent. The leverage ratio in Taiwan was only 82
percent, less than one-quarter of that in Korea. The ratio in the United
States and Germany for the same time period was 103 and 151 percent,
respectively (Claessens, Djankov, and Lang 1998a). Still, this is not so
different from the situation prevailing in the 1970s when Korean firms
had leverage ratios anywhere between 300 and 400 percent; in Mexico
and Brazil, firms had ratios between 100 and 120 percent; in Taiwan,
firms had ratios between 160 and 200 percent (Woo 1991: 12). If the
corporate leverage ratio remained the same, the manner in which it
came about remained the same as well. Banks in Korea allocated credit
to the large corporations, relying on real collateral for repayment, a
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verv complex system of cross-guarantees from the various subsidiaries
and affiliates of the group, and personal guarantees from the group
chairman and directors. Little attention was paid to the earnings
performance and cash flow of borrowers. Finally, the pattern of financial
crisis in Korea also remained more or less the same: low return on assets,
declining sales growth, excess capacity, stiff price competition, and high
leverage. In many ways, 1997 was a rerun of the crisis of 1979.

By late 1997, the sharp rise in interest rates (used to defend the
won) pushed the chaebol over the brink. According to some analysts,
the combination of interest rate and currency shocks left up to 49
percent of Korean firms illiquid and 40 percent technically insolvent.
This situation of massive bankruptcies was unprecedented. Until 1997,
large-scale bankruptcy was a rare phenomenon in Korea, where the
government, fearing financial instability and chain bankruptcies
involving suppliers, routinely bailed out ailing firms through debt
reduction and deferrals. In 1997, however, five major groups-with a
combined work force of more than 100,000 employees and 26.7 trillion
won in assets-failed in quick succession, unable to pay their debts.
And more than half of the 30 largest chaebol (with combined employ-
ment of more than a quarter million people and liabilities of 103.4
trillion won) were at risk of falling into bankruptcy (Lieberman and
Mako 1998). These failures significantly weakened the financial insti-
tutions and suddenly frightened foreign investors, who demanded re-
payment of the short-term loans given to Korea's financial institu-
tions. In that sense, foreign banks and investors exacerbated the crisis,
but they did not cause it. The cause of the crisis has to be sought in the
failure of the reform efforts in Korea.

ANTINOMIES OF THE DEVELOPMENTAL STATE

WNhy has economic reform proven so difficult in Korea? To the extent
that economic reform lagged in Korea, it was owing to the complex
and highly involuted dynamics between the state and the entrepre-
neurs, which in turn deeply prejudiced the emergence of the rule of
law and transparency in corporate accounting. In this section, I reflect
on the nature and quality of the bureaucratic state in Korea and the
difficulties it has encountered in its efforts at reform.
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In one sense, the dilemma of the developmental state in Korea is
straightforward. In Korea development has provided a far greater
trickle-down effect than any Reaganite ever imagined, yielding an
egalitarian payoff at the end of the developmental tunnel. The critical
part in this equation has been the corporations, most of which are in
industry. Industry constitutes 42.9 percent of Korean gross domestic
product (GDP), compared with approximately 30 percent for the
Organisation for Economic Co-operation and Development (OECD)
countries as a whole. T'he five largest chaebol alone employ more than
600,000 workers, even without counting suppliers. These large firms
perform an indispensable welfare function in a society largelv bereft
of a social safety net. Layoffs as a result of bankruptcy, therefore, affect
a large proportion of the work force, as Korea lacks the cushion against
unemployment provided by the large agricultural sector of Southeast
Asia and the service sector of the OECD countries (Lieberman and
Mako 1998). Even as the chaebol in Korea courted habitual bankruptcy,
it was difficult to sever the credit that sustained them and allow them
to go bankrupt. Lowi (1975) calls this the "state of permanent
receivership."

In Korea, politics were hostage to economics-and more. A
developmental state like Korea's creates a permanent bind for itself
with regard to big business. On the one hand, the state has had to
intervene to rescue the chaebol in distress, in order to prevent the
collapse of the banking system as well as massive unemployment. This
is what the Korean government did during the debt crisis in 1972,
when it placed a moratorium on corporate debt repayment and
provided firms with bailout loans; again in 1979 to 1993 when it
provided financial subsidies to firms in the heavy and chemical industry;
and again in 1984-88 when it restructured the debts of firms in overseas
construction, shipping, textiles, and machinery. The government
became insurers and undervriters, guaranteeing the chaebol and their
investments.

For its part, the developmental bureaucracy seeks to rein in and
tame the chaebol, through regulatory means, creating an endless number
of rules. By all accounts, the Korean state has been a relentless nag,
trying to force firms to reform. For instance, in the aftermath of the
financial crisis in 1972 and the bailout of big business through a sudden
moratorium on corporate repayments of loans to the curb market, the
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government selected what it considered "blue chip" firms (based on
profitability, equity, and asset position) and forced them to go public,
threatening to slap the recalcitrants with a 40 percent corporate tax
(rather than the usual 27 percent). Overnight, new public stock
offerings inundated the Seoul Stock Exchange, valued at $48 million,
and the number of companies listed jumped 50 percent. The stock
market received a further boost in 1974, when a special presidential
decree tightened the audit and supervision of bank credit for all
nonlisted (but listable, according to government standards) firms. Many
more measures like these followed in the 1970s. Finding themselves
between the state's punitive measures, on the one hand, and the costs
of going public (losing autonomy and cheap credit, the high costs of
raising undervalued equity capital), on the other, the chaebol responded
predictably. Some firms decided that it was better to resist the
government order, pay the tax, and bypass the government palliatives
offered to listed firms. Others obeyed the government, but without
really complving: the owners themselves absorbed much of the newly
issued stock (Woo 1991: 174-75). The equity market in Korea thus
remained relatively small.

The state also tried to limit chaebol access to bank credit, through
what surely must be one of the most arcane and intractable sets of
"credit controls" (yoshini kwalli) that the world has known. The system
of credit controls had its origins in the era of industrial policy. In a
system where bank credit was extended not on the basis of economic
viability, but on the exigencies of state economic policy, the only way
to prevent default was a system of incessant supervision and control,
including ubiquitous surveillance over the use of credit (to prevent
speculation, for instance), supervision of the reform of corporate
financing structures, and the creation of a web of credit ceilings.
Attempting to prevent the concentration of credit, the government
devised complex rules limiting credit to the same borrower, limiting
credit per individual bank for large borrowers, and establishing credit
ceilings for chaebol-affiliated firms. To prevent default, the government
developed a series of guidelines for "early warning," procedures for
"modernizing" credit evaluation, as well as intricate rules for default
management. A special set of decrees applying only to the chaebol sought
to regulate the ratio between equity and debt in various industrial sec-
tors and gave fiscal incentives for going public. Since 1980, the gov-



MIRACLE AS PROLOGUE 361

ernment closely monitored chaebol use of bank credit and expanded
external audits; by the middle of the 1980s, the state also instituted a
consistent policy package based on fair trade laws. In 1992 the fair
trade law was again fortified, the use of intersubsidiary loan guarantees
was restricted, and relaxation of the loan ceiling was offered as an
incentive for some chaebol to develop their "core" industries. The result
was a regulatory albatross that, in the end, did not achieve its purpose.
But the state had to proliferate regulations to stem the worst effects of
its own developmental strategy.

For much of the 1980s, the state chose bureaucratic-and not
market-means to rein in the chaebol, allowing regulations to
hypertrophy. WVhy did this happen, especially in light of three decades
of the best advice of liberal economists in and out of Korea that the
only effective solution to the chaebol problem was to reform and
liberalize the banking sector? Part of the answer may be political
(cronyism!), but the bigger reason has to do with the habits of "late"
development, of being "results-oriented" rather than rule-oriented.
Korea may have grown very fast over the past four decades, but it did
not overcome the fear of real competition and the free market. Even
reformers are drawn to the use of discretionary measures by the
government because Korea, after all, has one of the oldest and finest
traditions of civil service. In times of crisis, the temptation grows strong
to use this ubiquitous state structure to force industrial reorganization.
The bureaucrats-who come from the best universities and constitute
a respected and experienced elite-always think that around the next
corner is the regulation that will finally achieve real reform. Thus
almost all major reforms-import liberalization, financial liberalization,
privatization-not only moved at a snail's pace but also went hand in
hand with the proliferation of more regulations in order to obtain an
economically desirable outcome.

This picture changed substantially in the 1990s, as the first civilian
government (1993-97) sought to break the stasis caused by the state's
dual requirement to be both the guarantor and the regulator of the
chaebol. So the government decided to downplay its role as regulator.
The government substantially relaxed its supervision of the banking
sector and of its lending practices. There were many reasons for this,
including pressures from international organizations for more com-
prehensive and rapid financial deregulation. At home, the chaebol also
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pressed hard to lift various barriers to entry into the financial sector.
These factors, combined with the government's desire to become the
second Asian nation to join the OECD, led to the opening of domes-
tic financial markets in 1993-94 and to the abrupt elimination of the
Ministry of Finance's direct intervention in credit allocation as well as
its prerogative in the appointment of bank management. The finan-
cial supervisory authority became compartmentalized between the
Ministry of Finance and the Bank of Korea, creating a big lacuna in
regulatory oversight. In other words, the pendulum had swung exces-
sively in the other direction.

If the bureaucrats receded to the background in the 1990s, the
politicians did not. The appointment of the presidents of commercial
banks could still be vetoed by the politically powerful, such as key
party members or close associates of the president, and bank
management often succumbed to the pressures of politicians who
sought approval of the projects of their campaign donors. The
government also moved to lift entry barriers and other restrictions
on the compartmentalized financial sectors and, at the behest of the
chaebol, eliminated asset restrictions and reduced reporting require-
ments for banks and nonbank financial intermediaries, which had
been introduced for prudential purposes. The upshot was that the
nonbank financial intermediaries became rapidly deregulated, outside
of the state's supervision and under the control of the chaebol. The
reckless lending behavior of these nonbank financial intermediaries
was partly responsible for the financial crisis that beset Korea in 1997
(Cho 1999).

The dilemma in Korea is that the state had to both guarantee and
discipline the chaebol. The true "miracle" in Korea in the three decades
since the 1960s was that it juggled these conflicting roles. But in the
early 1 990s the government abandoned its juggling act, without putting
in place prudential regulations to rein in the behavior of the nonbank
financial intermediaries, which were increasingly providing an internal
capital market for the chaebol. This sudden auto-da-f6 in favor of the
"markets" left Korea defenseless in the face of a massive financial crisis.

Given the history and structure of Korean developmentalism in the
past, the Korean government should have built on its strength-its
formidable bureaucratic organizational know-how-to bolster the
regulatory capacity of the state, while ensuring great transparency and
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discipline in the marketplace. In the end, this task was shifted over to
the democratic regime that was inaugurated in 1998, as it embarked
on a highly unusual reform that aimed at liberalizing the economy,
while reinvigorating the state's economic decisionmaking power.

DEMOCRACY AND CORPORATE REFORM

Corporate restructuring is still under way in Korea, but a confluence
of three factors has made the current reform effective thus far. First
was the magnitude of the crisis that afflicted Korea, drawing interna-
tional financial institutions into the reform process. Second was the
inauguration of a reform leadership long committed to the project of
severing state-business ties and abiding by the rule of law to which the
corporations and the government are both subject. Third was con-
tinuing use of the tools of industrial policy in order to bring about a
more liberal economic order. Most important, liberal economic re-
form in Korea has not meant the retreat of the state from the market,
as it might have in the earlier administration; on the contrary, it has
meant a deep intervention by the state, using the tried-and-true method
of industrial swaps and mergers dictated or brokered from above. This
heterodox mix of policies, backed by the vast power and prestige of a
centralized polity, is giving momentum to the reforms today.

The crisis of 1997-98 was a disaster waiting to happen, given the
highly leveraged nature of the chaebol. Without it the resolution of the
bad debt problem in the Korean banking system would again have
been postponed, as it had been for decades. The crisis and the
subsequent bailout also inserted international financial institutions,
mainly the International Monetary Fund (IMF) and the World Bank,
deeply into the reform process in Korea, greatly raising the stakes of
reform. The virtue of this was that the international financial
institutions could run political interference for the new regime, with
every unpopular policy and outcome being blamed on the IMF-from
legalizing layoffs and sky-rocketing unemployment to massive
corporate bankruptcy. (Indeed the Koreans dubbed the crisis the "IMF
crisis," making the nature and cause of the event deliberately ambigu-
ous.) The international financial institutions thus reduced the politi-
cal perils of reform and provided a shield for the regime.
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The relationship between democratization and financial reform and
liberalization is difficult to establish. General Pinochet's Chile and
Suharto's Indonesia brooked financial liberalization, but not democracy;
and Japan in the 1950s brooked democracy, but not financial
liberalization. In the minds of Korean democrats, however, the two
are inextricably connected. The most prominent Korean democrat to
have articulated this position was Kim Dae Jung, going back to the
late 1960s. The policy of financial repression, he argued, went hand in
hand with political repression. The power of military authoritarianism
was based not only on the coercive capacity of the state, but also on its
capacity, through financial repression, to control the business class.
Businessmen then kicked back political funds to the dictators. For 30
years Kim advocated financial liberalization, not because he subsumed
everything in the name of allocative efficiency, but because this was
the most effective way to cut the Gordian knot between the repressive
state and the chaebol.

In the trials of two former presidents, held in the mid-1990s, one
after another chaebol leader was brought into the dock and shown to
have lined the pockets of all the leading politicians going back to the
1960s. If the image of the flagship firms that made the Korean miracle
was deeply tarnished, this nonetheless was a hugely important
phenomenon: it signaled the arrival, finally, of democratic politics in
Korea, and it was only through democratic means that the deep nexus
between the chaebol and the authoritarian state could be broken. The
best news for those interested in chaebol reforrn is simply that real reform
is now possible, given the election of two successive civilian presidents
(Kim Young Sam in 1992 and Kim Dae Jung in 1997) and an economic
crisis unparalleled since the Korean War.

In the middle of an analogous crisis, President Franklin Roosevelt
in his message to Congress in 1938 called for an investigation of
concentrated economic power: "The liberty of a democracy," he said,
"is not safe if the people tolerate the growth of private power to a
point where it becomes stronger than their democratic state itself'
(quoted in Hadley 1970: 455). In Korea the problem of private power
is as President Roosevelt described it, but much more so: politicians
and political parties extracted funds from the chaebol, offering in re-
turn loan guarantees to sustain these highly leveraged firms. No firm
could avoid paying out one day, lest it be declared "bankrupt" the fol-
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lowing day. The mid-1990s investigations, ultimately leading to the
incarceration of two previous presidents and several big-business lead-
ers, revealed to the Korean people the operational method of patron-
age. Korea, Inc. proved to be far more arbitrary thanJapan, Inc.: espe-
cially in the 1980s, a racketeering state was the flip side of the
much-touted developmental state, as the earlier, more systemic pat-
tern of chaebol support for the ruling groups changed into a kind of
mad extortionism.

President Kim Dae Jung, long a dissident who was the object of
chaebol-provisioned political funding (he nearly won his first presidential
campaign in 1971 in spite of widespread irregularities and munificent
support for Park Chung Hee, whereupon there were no more elections
until 1987), needs no tutoring in the politics or the economic liabilities
of the state-chaebol relationship. He wrote, "The Korean economy ...
has been plagued by inefficient allocation of valuable resources ...
[which is] the result of government interference in almost every aspect
of market functions, including pricing, credit allocation, industrial
location decisions, and labor-management relations. This interference
has left the Korean economy in a state of serious imbalance" (Kim
1985: 3). The economic crisis gave him the leverage needed to pursue
real reform of the Korean system for the first time since the 1960s.

The new Korean government issued a number of measures to force
corporate reform, including ending the system of intersubsidiary loan
guarantees among the chaebol affiliates, enhancing overall management
transparency and accountability, and posting deadlines to lower
corporate debt/equity ratios and improve capital structures. Kim Dae
Jung also demanded a "Big Deal," meaning a swap of key subsidiaries
so that each of the top chaebol would emerge stronger in the areas of
their core competence. This would reduce overlapping investments
and allow firms to close down surplus production capacity. Some of
these measures were critically important departures from the past (such
as the decisive ending of intersubsidiary loans), helped along by the
demands of the International Monetary Fund. Others were not
departures, but continuations of past government policy, if with more
teeth.

The main difference from the past was the simultaneity of the bank-
ing and corporate restructuring. Since individual Korean banks made
a substantial percentage of their loans to specific chaebol, there was an
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incentive for banks to prop up groups with fresh loans rather than let
them collapse, bringing the banks down with them. This situation, in
which banks were de facto quasi-equity holders in corporations, high-
lights the need to undertake simultaneous corporate and financial sec-
tor restructuring in Korea. Hence, corporate restructuring has been
closely linked to bank restructuring and recapitalization and to the
resolution of bad loans in the banking sector; this is happening in tan-
dem with the push to increase the equity and cash flows of the chaebol
and extend the maturity profile of their debt.

To do this, the government created the Financial Supervisory
Commission (FSC), an independent agency reporting directly to the
prime minister, with the mandate to restructure both the corporate
sector and the financial institutions. The FSC has taken a step-by-
step approach, focusing first on voluntary workouts for the "6 to 64"
chaebol. The idea behind the prioritization of these medium-size chaebol
(ranked numbers 6 to 64) was that they were in deepest distress, and a
large number of insolvencies in this group could bring severe social
distress and political pressure on the government to abandon its reform
program. A series of defaults, it was feared, could provoke another
crisis. If the restructuring of the medium-size chaebolworked, the recipe
could then be applied to the Big Five chaebol (Lieberman and Mako
1998).

The government produced, in rapid succession, a set of legal and
regulatory policies to restructure the "6 to 64." Foreign direct investment
was genuinely liberalized to permit takeovers of nonstrategic companies
by foreign investors, and the ceiling was raised on foreign ownership
of stock. The securities exchange was also overhauled to facilitate
mergers and acquisitions by increasing the portion of shares that could
be acquired without board approval. The government also bolstered
the antitrust and fair trade acts, prohibited any new intersubsidiary
debt guarantees, and pledged to eliminate all existing guarantees by
the year 2000. There were tax breaks for restructuring firms.

To provide infrastructural support, the FSC promoted the Corpo-
rate Restructuring Accord and formed a committee to assess the vi-
ability of corporate candidates for restructuring and arbitrating dif-
ferences among creditors and, if necessary, modifying "workout" plans
proposed by participating creditors. XWhile there were six lead banks
in charge of restructuring the 64 corporate groups, all commercial
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banks had their internal workout groups. A workout could involve
debt/equity conversions, term extensions, deferred payment of prin-
cipal or interest, reduction of interest rates, waiver of indebtedness,
provision of new credits, cancellation of existing guarantee obligations,
sale of noncore businesses, and new equity issues (Lieberman and Mako
1998).

As for the five largest chaebol, the government was clearly thinking
long term, with an eye to producing internationally competitive
enterprises, even if that involved stiff-arming the Big Five into business
swaps, mergers, and acquisitions among themselves. Thus in spite of
the pledges from the chaebol to improve their financial structure
voluntarily, the state was singularly insistent on a Big Deal designed to
streamline business lines and reduce overcapacity. Threatening to cut
off credit, the government brokered a series of high-profile business
swaps. Daewoo, for instance, agreed to give up its electronics firm to
Samsung in exchange for Samsung's automobile firm. This meant that
Samsung would dominate Korea's consumer electronics market with
60 percent of market share. Internationally, Samsung would control
production of about 30 percent of microwave ovens, about 18 percent
of videocassette recorders, and more than 10 percent of television sets
(Wall StreetJourinal, December 17,1998). Daewoo would have become
the only Korean automobile maker other than Hyundai, now that the
industry had been consolidated from a five-player to a two-player field.
(This deal floundered, however, as the result of Daewoo's bankruptcy.)
The government also brokered a merger between the memory chip
companies of Hyundai Group and LG Group to create the world's
second-largest maker of dynamic random access memory (DRAM)
chips. (The world's largest DRAM chip maker is Samsung.) Hailed as
the centerpiece of the restructuring drive, this effort was aimed at
creating a national champion, with a global market share of almost 16
percent.

The democratic government of Kim Dae Jung did not shy away
from using strong-arm tactics to bring about the desired results. When
LG Group decided to pull out in the midst of merger negotiations,
objecting to Hyundai taking the controlling share, the Financial Su-
pervisory Commission immediately called in LG Group's creditors to
discuss punitive measures, including immediate suspension of credit
and recall of existing loans. On top of that, the government threatened
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to conduct a tax probe. In the end, LG Group finally agreed to the merger,
relinquishing management control to Hyundai Electronics. In June
1999, the government also embarked on a massive tax probe into the
affiliates of the Hanjin Business Group (sixth largest), using a 150-
strong tax audit team, as a warning to the top five to maintain their
pledges to restructure. But the Big Deal was not all sticks, of course: it
also offered incentives including reduced swap-related taxes, deferred
capital gains, deferred corporate taxes, and reduced individual taxes.

The corporate restructuring effort was a success in many ways. The
big firms clearly did improve their capital structures, with the top five
lowering their debt/equity rate below 200 percent. The number of
group affiliates also dropped from some 232 firms at the end of 1997
to 165 as of December 1999.

There were also improvements in the governance of corporations.
Big firms are now required to produce combined financial statements
covering all affiliated companies, and all listed companies are obli-
gated to appoint outside directors and auditing committees to their
boards. (In reality, these outside directors, who must comprise more
than 25 percent of the total number of directors, are but "friends" of
the corporations. They are not experts in corporate matters and are
often burdened with multiple directorships. Still, the focus on outside
directors is a step in the right direction.) The government also en-
acted a law enabling class action suits to be brought by minority share-
holders representing just 0.01 percent of total outstanding shares. The
law notwithstanding, it is still the case that minority rights are often
violated, and valuations of firms controlled by inside shareholders are
far below those of comparable firms, suggesting large-scale expropria-
tion by the principals. There is also said to be large-scale financial
transfer between affiliated firms-for instance, the channeling of SK
Telecom profits to loss-making affiliates rather than to shareholders
(Root 2000: 19).

However, the twin tendencies in Kim's reform policy-neoliberalism
and openness with regard to the outside world as well as selective con-
tinuation of industrial policy in the form of business swaps-have pro-
duced curious results. As the government lifted all bans against merg-
ers, acquisitions, and hostile takeovers, the chaebol groups chose to
counter with increasing insider ownership. The share of insider own-
ership, which had been 33 percent in the mid-1990s, rose to 44 per-
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cent in 1999. This situation is somewhat akin to what happened in
Japan in the mid-1960s, as firms sought to insulate themselves from
hostile takeovers (often by foreigners) by developing the system of
mutual shareholding between companies and financial institutions,
notably city banks (Aoki 1989: 269-73). This was one of the mile-
stones that eventually gave birth to the postwar structure known as
the keiretsu.

Corporate restructuring of this scope wreaks havoc on labor. The
current regime has sought in a variety of ways to share the pain of the
IMF bailout fairly throughout society, but the restructuring-related
layoffs have continued. By the end of 1998 the Big Five firms had
slashed some 10 percent of their labor force and threatened to do more.
Labor, in turn, protested against corporate restructuring, but the sheer
magnitude of the financial crisis dealt it a poor hand to play. More-
over, for the first time in Korean history the current regime has given
labor a strong voice at the bargaining table with business and govern-
ment-certainly a major achievement of reform and one that has gen-
erally kept labor from (truly) major strikes and disruptions in the face
of unemployment that tripled in one year (from 2 percent in mid-
i997 to more than 7 percent in late 1998).

LESSONS FROM THE KOREAN CASE

What does this discussion of Korea's corporate restructuring suggest
about reform in other East Asian countries? Indonesia could certainly
take note of the way in which democratization has aided economic
reform in Korea, Malaysia could observe the benefits of trying to ac-
commodate legitimate western demands for reform (rather than pos-
turing about western imperialism and "Asian values"), and Thailand
could learn from Seoul's efforts at achieving financial transparency
and working with organized labor. Still, the main lessons will relate to
Korea's big neighbors-China and Japan.

China is saddled with the kind of massive problem of bad debt in
the banking sector that plagued Korea. From Korea's example, it might
take two-albeit contradictory-lessons: either (a) Korea's bad debt
problem cannot be as bad as western observers make it out to be, since
Korea had far worse levels of bad debt in relation to GNP, yet grew at
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spectacular rates for three decades, against the advice of leading west-
ern economists or (b) given the magnitude of the Asian financial crisis
and Korea's disastrous past two years, delayed reform makes the prob-
lem potentially that much more unmanageable. Chinese policy re-
sponses suggest that the second lesson has had an effect: in early 1999
Premier Zhu Rongji cited the need for decisive and quick resolution,
within the next three years, of the problems in the state-owned enter-
prises and the banking sector. The rub will come in actually doing this
in such a way that the efficiency gains of accelerated reform and job
creation can mitigate the social disasters spawned by reform-related
unemployment.

There is also a rough and important parallel between the Korean
chaebol and the Chinese state-owned enterprises. With a small or non-
existent social safety net in both countries, the chaebol and the SOEs
provide crucial welfare for their workers. It is well known that the
SOEs provide an "iron rice bowl" of supports to their multitude of
workers, including low-cost housing, health care, and retirement
stipends. Less appreciated are the "company town" features of the
big Korean firms. Chaebol firms provide for their employees' needs
in every way. The typical Hyundai worker drives a Hyundai car, lives
in a Hvundai apartment, gets his mortgage from Hvundai credit, gets
health care from a Hyundai hospital, sends his children to school on
Hvundai loans or scholarships, and eats his meals at Hyundai cafete-
rias. If his son graduates out of the blue-collar work force and enters
the ranks of well-educated technocratic professionals (which is the goal
of every Korean parent), he may well work for Hyundai research and
development. The extreme form is seen in the construction teams that
Hyundai has long sent to the Middle East: every worker departs in
a Hyundai T-shirt and cap and carrying a Hyundai bag, lives and eats
in Hyundai dormitories, and uses Hyundai tools and equipment to
build Hyundai cities in the desert. In the same way that Kim Il Sung
built a Confucian-influenced hereditary family-state in North Korea
and called it communism, the chaebol built large family-run hereditary
corporate estates in South Korea and called it capitalism (Curiings 1997).

Such practices, of course, show why it has been and continues to be
so difficult to truly reform Korean corporations: it is like asking a gi-
ant cruise ship to change course abruptly, while throwing 10 or 20
percent of its work force overboard. Clearly, the situation in China is
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analogous-the SOEs provision more than 100 million people. How
then to reform? It cannot be done overnight, or perhaps even in three
years, but it can be done. Both Korea and Taiwan inherited large state-
owned enterprises fromJapanese colonialism but managed to dismantle
or privatize many of them over the years. The tradeoff between accu-
mulation and distribution (or employment) is always difficult, but Kim
Dae Jung has shown that it is possible to mitigate the worse abuses by
severing nefarious ties between the state and big enterprises.

A less dispiriting example can also be drawn from the Korean case.
As we have seen, the reform of financial and banking structures may
be aided by the very state that promoted these structures in the first
place-a strong, interventionist state capable not only of restructur-
ing the state-corporate nexus but also of maintaining a steady hand in
dampening the shocks of social dislocation. Kim Dae Jung arranged
for the state to play the role of broker between labor and business,
with labor trading economic gains for the rights of political represen-
tation. China has sought to solve the SOE problem by quickening the
pace of job creation in the private sector, through Keynesian demand
management. It has done well to date, but Korean-style "peak bar-
gaining" between the state, business, and national unions might be
necessary when private sector job creation inevitably lags. But does
China have a strong, efficacious state that could learn from the Ko-
rean state's role in the reform process?

The traditional conundrum of China has been the "modernization"
of its central state, which-whether in the imperial, the nationalist, or
the communist era-was both too centralized and too decentralized,
simultaneously hyper-statized and yet politically parcelized. The reso-
lution of this problem evaded Mao and Deng Xiaoping, even if Deng
nudged the state to begin shedding its hypertrophied central respon-
sibilities after 1978, while deepening its provincial penetration. In this
sense, some observers have interpreted the reforms in the Deng era
and after as increasing the "reach of the state" (this term is used by
Shue [1988]).

Just what constitutes an effective state with "a long reach" is a diffi-
cult question; clearly the Communist Party-run Chinese state is both
penetrative and remarkably (and often self-defeatingly) intrusive. Citi-
zens have no inalienable rights in the face of state prerogatives. But
that was also true (if in a lesser way) of the military dictatorships in
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Korea. This problem cannot be settled in the manner of the World
Bank's World Developmnent Report 1997 on reforming the state, which
developed an admirable if very long laundry list of how to make the
state efficient, with little idea how the list might actually be imple-
mented (WVorld Bank 1997). Successful reform in Korea also built on
the long tradition of civil service statecraft; since China was the origi-
nal source of this tradition and has no lack of bureaucrats, this back-
ground still might be the source of bureaucratic renewal.

W'hat about the lessons for Japan? On several counts, it is more the
other way around: Korea is finally adopting measures that have been
prevalent in Japan since the 1950s, like peak bargaining with labor
unions, structural reform of the zaibatsu, and the provision of a wide
social safety net. That Japan needs reform-especially in its banking
system, which seemed so dominant just a decade ago-is not in doubt.
In the face of years of recession Japan's leaders have been unable to
summon the will to do anything more than muddle along, vegetating
in the teeth of a rather remarkable economic and political malaise that
only seems to grow worse as time passes. Korea's relatively successful
reform has come because of the depth of the financial crisis occurring
simultaneously with a defining presidential election, such that Kim
Dae Jung had Korea's strong state dropped in his lap so to speak. As
we have seen, he has used the full panoply of executive powers to push
through serious reform. If Japan's political system is so often described
as "a web with no spider" (Lockwood 1965:503), Korea's is the oppo-
site-and since Kim's inauguration, the spider has been moving rap-
idly through the web. This fundamental difference helps to explain
the dynamism of Korea's reform effort compared with Japan's politi-
cal dithering.

Therefore, reform in Japan is and no doubt will continue to be a
vastly slower process. If in Korea the regime of political economy col-
lapsed of its own weight through the crisis in 1997-99, in Japan the
"regime shift" has continued in subtle ways since the early 1980s, in-
volving a transformation in socioeconomic alliances, political and eco-
nomic institutions, and public policy, makingJapanese politics far dif-
ferent than the stable regime of the 1960s and 1970s (Pempel 1998).
The relationship among corporations, banks, and the state is far more
legitimate and far less brittle in Japan than in Korea. (In part this is
because Korea wanted to do what Japan did, but in half the time it
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took Japan to do it.) But to ask Japan to find a strong, accountable
executive like President Kim and proceed with the business of reform
is like asking Americans to adopt a parliamentary system of no-confi-
dence voting in the middle of President Clinton's 1998-99 intern scan-
dal. Japanese reform will come, but it is impossible to predict when.
Most likely, it will move along the twisting and evolving paths of the
past 20 years rather than the "developmental state" model it pioneered
70 years ago.

CONCLUSION

I suggested at the outset of this chapter that The East Asian Miracle
leaves unexplored the basic social and political underpinnings that
propelled growth in East Asia. Even when it deals with the question of
the role of the state in economic development, it approaches the ques-
tion ideologically, acknowledging that some East Asian states engaged
in industrial policy to promote growth, but asserting that it was not
possible to establish any direct causal relationship between state policy
and growth. At the same time, the authors endeavor to show that in-
dustrial policy aimed at infant-industry promotion does not always
work. By and large, the book betrays great ambivalence on the part of
the World Bank regarding the role of the state in economic develop-
ment.

The Korean experience with restructuring its highly leveraged cor-
porate sector shows the pitfalls of black-and-white views about the
state's role in the economy. The Korean case shows that, in an economy
where growth was led by massively indebted firms, the challenge of
creating a healthy financial sector cannot be met through simple mea-
sures. The Korean government tried both the regulatory and the
laissez-faire route to meet the challenge, as this chapter shows. For
the most part since the mid-1970s the Korean government allowed
regulatory measures to proliferate in order to contain the preponder-
ance of the chaebol-incurred debt in the banking system, but to little
avail. Then in the 1990s, the government opted for "laissez-faire,"
hoping that the markets would discipline the chaebol, even if that meant
allowing massive bankruptcies that threatened the health of the bank-
ing sector, thus contributing to the crisis in November of 1997.
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The reform effort of Kim Dae Jung's administration is anything
but ideological. It is not based on any stylized understanding of the
state's role in the economy. It is bereft of the innocent exuberance
often found in the proponents of industrial policy, extolling the vir-
tues of developmental coordination between the state and the enter-
prises. But it is also bereft of innocence with regard to laissez-faire.
Instead, the thrust of the reform has been profoundly practical, mix-
ing the exigency of liberal reform with heavy-handed industrial re-
organization to force private sector restructuring.

In the course of managing the financial crisis and restructuring the
corporate sector, the economic bureaucracies in Korea have regained
their vitalitv and authoritv. The Korean "miracle," made possible by
an authoritarian developmental state, appears in this sense to have
been but a prologue to a democratic future where the state still has a
central role to play in the economic advancement of the Korean people.

NOTES

1. This argument is contained in Woo-C(umings (1999: ch. l). Peter Evans (1995:

234) puts it like this, "For developmental states, connections with society are
connections to industrial capital" (arid hardly anyone else).

2. Even when the companies were "openied," rwo features made family control of
the zaihatsu possible. One was that stock did not have to be paid up equally,
meaninig that the families and the holding companies could increase the "stretch"
of their capital. The other was the imiplicit understanding that the will of the
family and the holding company woould prevail, regardless of actual ownership
position. Indeed, the historian Eleanor Fladley points to numerous instances in
core companies at the end of the war when zaibatsu ownership (defined as the
suIIm of top holding company ownership. family holdings, and cross-subsidiary
ties) fell short of majoritv control. One might think of it as a remarkable in-
stance of the personalistic-even feudal-basis of mutual trust in corporate
power. See Hadley (l 970: 24-25).

3. This is not to imply that Korea's chaebol have functioned politically like the old
zaibatsu, supporting aggression and huge armaments expenditures. But an ex-
amination of the similar corporate structure in Korea helps to clarify the rela-
tionship between authoritarianism and its legacy, on the one hand, and the type
of big business, on the other. It also underlines the extent and enormous coin-
plexity of contemporary reform efforts, in that the war hero of the Pacific cam-
paigns, General Douglas _VlacArthur, could not decisively break the power of
the zaibatso. They hunkered down and waited xvhen they could, restructured
when they had to, and transmogrified into the post-occupation keiretsu-a defi-
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nite improvement, but by no means the thorough breakup and reform that
MacArthur had planned.

4. The modern diaspora was peopled by the millions of young, mostly male, mostly
illiterate people, who, between the Opium Wars in the 1840s and the onset of
the Sino-Japanese War in the 1890s, left the coastal districts of Fukien and
Kwangtung for the labor-hungry European colonies in Southeast Asia and in-
dependent Thailand. In Thailand and Malaysia, they formed the bulk of the
working class, but significant numbers also worked their way up the occupa-
tional ladder to become small traders, entrepreneurs, and professionals. Par-
ticularlv in the Dutch East Indies, such people came to form a middle tier be-
tween the colonial administrative apparatus and the peasant bulk of the
indigenous population. The Chinese used their position as intermediaries be-
tween western big business and the local economy to gain knowledge of modern
trade, manufacturing techniques, and the local market. They also were the in-
terlocutors when Japanese firms sought to reestablish their presence in South-
east Asia after World WVar II. In the early stages of development, Chinese immi-
grants were excluded from peasant production by lack of access to land and
were concentrated in wage labor, while indigenous peasants were excluded from
commercial activity by lack of access to capital and market outlets. Because they
were denied access to land, the Chinese tended to keep their assets in liquid
form and to invest in economic activities that generated quick returns. This
racial divide quickly became a vertical division of labor, as upwardly mobile
Chinese entered into commercial activity, often as intermediaries between in-
digenous peasant producers and the world market, and obtained higher returns
from their investments of capital and labor. Soon the indigenes shook loose
from the land and joined wage labor at the bottom of the economic hierarchy.

5. In other words, 1998 was not the first year that Korea recorded a minus 6 per-
cent growth, nor was the 1997-98 crisis the worst since the Korean War, as is
often reported in the press. The economic crisis of 1979 was worse in terms of
its social and political consequences and was followed by a military coup.

6. According to the Republic of Korea Fair Trade Commission, the weighted aver-
age ownership of the controlling shareholder families was 10.3 percent in 1993,
9.7 percent in 1994, 10.5 percent in 1995, 10.3 percent in 1996, and 8.3 percent
in 1997. See Joh (1999).

7. These figures are from the Republic of Korea Fair Trade Commission.

8. This is calculated at the firm level as the earnings before interest and taxes in
local currency over total assets minus the annual inflation rate in the country.
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CHAPTER 1 0

TRADE AND GROWTH: IMPORT LED OR

EXPORT LED? EVIDENCE FROM JAPAN

AND KOREA

Robert Z. Lawrence and David E. Weinstein

I nterpretations of the contributions that international trade and
competition have made to East Asian growth differ widely. First,
there is the view associated with authors such as Balassa (1971),
Krueger (1993), and Hughes (1992) that openness to trade was a

crucial source of East Asia's rapid growth and that government's prin-
cipal contribution was to limit protection and ensure that incentives
were largely neutral. This stands in sharp contrast to a second posi-
tion, exemplified by authors such as Amsden (1989) and Wade (1988),
that, while seeing trade performance as having a vital role, emphasizes
the impact of interventionist policies that changed the comparative
advantage by "getting prices wrong." Another view questions the par-
ticular emphasis placed on trade policies. According to Rodrik (1995),
for example, industrial policies played the most important role by cre-
ating a particularly favorable environment for domestic investment.

The EastAsian Miracle (World Bank 1993 a) stakes out an intermedi-
ate position. The study puts strong emphasis on the importance of
performance in manufactured goods exports. The study goes beyond
simply arguing that rapid export growth played an important role in
permitting East Asian economies to avoid foreign exchange constraints.
It suggests that exports and export policies played a crucial role in
stimulating growth. The authors challenge the view that simply striv-
ing for a neutral incentive structure was adequate. Instead, they advo-
cate broad government support for exports as a "highly effective way



380 RETHINKING THE EAST ASIAN MIRACLE

of enhancing absorption of international best practice technology [and]
thus boosting productivity and output growth."' Exporting is an ef-
fective means of introducing new technologies both to the exporting
firms in particular and to the rest of the economy.2 However, the World
Bank study does not advocate intervention to promote the export com-
petitiveness of particular sectors. In general, it remains skeptical of
selective industrial policies-"policies to alter the industrial structure
to promote productivity-based growth"-although it does find evi-
dence that these policies had positive effects in the case of Japan. Al-
though the study emphasizes exports as a channel for learning and
technological advancement, conspicuously absent is a discussion of
the role of imports and import competition in providing similar ben-
efits.

In addition to considering Korea, in this chapter we analyze the
determinants of Japanese productivity growth at the sectoral level. Ja-
pan is an important case. There are some who support the view that
Japanese growth was "export led." (On export-led growth, see
Blumenthal 1972.) By contrast, others suggest thatJapanese export
success merely reflected favorable domestic conditions. Porter (1990),
for example, maintains that highly competitive domestic conditions
led to innovation in both products and management techniques. He
adds that demanding consumers and unusual demand conditions also
played a key role, as did the availability of factors of production, par-
ticularly physical and human capital. In this view, Japanese export prow-
ess was the result of-rather than the reason for-strong domestic
productivity growth.3 There is a related controversy over the contri-
bution ofJapanese industrial policies. Some argue thatJapanese inter-
ventionist policies were crucial for trade performance and growth, while
others believe that Japan grew despite these policies, which were not
particularly effective.4

In this chapter, we challenge three central conclusions of the World
Bank study. First, we are unable to find support for the view that ex-
porting was a particularly beneficial conduit for faster productivity
growth in Japan. The positive association between exports and pro-
ductivity growth appears due to the impact of productivity growth on
exports rather than the reverse. Second, with the exception of selec-
tive corporate tax rates, we find no support for the view that direct
subsidies or other industrial policies stimulated productivity. In this
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case, we support the Bank's general conclusion that selective industrial
policies were ineffective, rather than its particular conclusion that these
policies may have achieved some success in the case of Japan. And
third, our results suggest that the World Bank study neglected an im-
portant channel of growth-imports. We find that imports and lower
tariffs did stimulate productivity. This suggests that the Japanese
economy would have grown even faster than it did if it had reduced
domestic protection and imported more.

There is, of course, a long-standing debate as to whether the Japa-
nese economy remains protected by unusually high invisible barriers,
but there is widespread consensus that the Japanese economy was highly
protectionist in the 1960s. Although many in Japan today might agree
that reducing trade barriers could raise Japanese living standards, it is
commonly thought that trade barriers in the 1960s contributed posi-
tively to Japanese development. Therefore, our finding that less im-
port protection could have been beneficial during the earlier phases of
Japan's development is particularly noteworthy.

In fact, one of the problems in trying to explain why East Asian
growth was miraculous is that we are tempted to ignore ways in which
it might have been even faster and more durable. Although our find-
ings on the effects of imports may not explain whyJapan grew rapidly,
they may have important policy implications for other countries.' In
particular, this evidence calls into question the view that Japanese
sectoral productivity growth benefited from mercantilism. In the rest
of this chapter, we demonstrate how we reach these conclusions. Be-
fore doing so, however, we consider briefly the theory and evidence
on the links between international competition and productivity
growth.

TRADE AND GROWTH: THEORY AND EVIDENCE

The starting point for understanding the link between trade and growth
is the realization that, as international trade theory suggests, trade can
have both static and dynamic effects. Traditional arguments about why
countries gain from trade are typically static in nature. If a country
moves from autarky to trade, theory tells us that production and con-
sumption will change in such a way as to raise overall gross national
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product (GNP). These gains are static in the sense that once a country
has opened to trade, all of the benefits from trade will be obtained on
liberalization. Although traditional trade theory provides strong ar-
guments for reducing trade barriers, these are essentially seen as one-
time gains. Once these gains have been achieved, this theory has little
to tell us about future performance.

Other considerations point to dynamic effects that could operate
through their impact on competition and profitability. However, it is
not obvious whether these effects will be positive or negative. Open-
ing an economy up to trade will increase competition, and this could
affect innovation, but economists are divided on the relationship be-
tween innovation and competition. On the one hand, there are those,
like Hicks, who believe that competition is good for innovation be-
cause monopoly leads to lethargy and a search for "the quiet life"; on
the other hand, there are those, like Schumpeter, who believe that
some degree of monopoly is required to stimulate innovation. In fact,
it is likely that neither perfect competition nor monopoly is particu-
larly conducive to innovation and that intermediate market structures
that combine rents to innovation with competitive pressures will be
more stimulative.6 The effects of increased international competition
could depend, therefore, on the degree to which it generates this com-
bination.

In general, investment in technological change and innovation will
be stimulated by anticipated profits. This might lead us to expect that
trade would reduce innovation in import-competing industries and
increase it in export sectors. If import competition depresses the re-
turns in certain industries, we might expect less rather than more spend-
ing and effort on innovation.7 However, under conditions of imper-
fect competition, as Baldwin (1992) shows, firms may have an incentive
not to innovate if they derive high profits from existing technologies.
Under these circumstances, import competition could actually stimu-
late innovation by reducing the monopoly profits derived from not
innovating.

In addition, scale is often an important factor in the returns to re-
search and development (R&D) spending because research has a sub-
stantial fixed-cost component. Again, we might expect less R&D spend-
ing in import-competing sectors, whose scale of activity is reduced by
trade, and more spending in export sectors, whose scale of activity is
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enlarged because the gains from innovation in global markets are likely
to be larger than the gains in local markets.8 Similarly, as Lucas (1988)
has suggested, if one of the reasons why sectors grow is because of
learning-by-doing, then we might expect sectors that produce a lot to
grow faster than sectors that produce less. Trade is likely to cause the
output of industries with comparative advantage (export sectors) to
expand as workers and firms become more proficient at producing
particular products. By contrast, import-competing sectors might be
adversely affected.

Emulation is another channel by which trade could stimulate pro-
ductivity growth in both export and import-competing industries.
Competition with and exposure to superior foreign firms could also
speed up technological acquisition and thus lead to faster technologi-
cal change. Since it is easier to copy or absorb technology than to
innovate, we might expect more technologically backward countries
to grow faster than advanced countries (see Gerschenkron 1952). Firms
that export, such as semiconductor firms in Korea, are more likely to
have contacts abroad and could have higher rates of productivity growth
because they can learn more easily than firms that principally sell in a
domestic market. However, firms in import-competing industries tend
to be further behind and may have more room to learn.

The work of Grossman and Helpman (1991), among others, points
to another important mechanism by which trade can enhance growth.
In a world in which firm output depends not only on the quantity but
also on the variety of intermediates, access to imports can improve
productivity by increasing the variety of intermediates. This may be
important in sectors like electronics with a large number of special-
ized inputs. Alternatively, intermediate inputs may enhance produc-
tivity by providing domestic firms with access to technologies that are
embodied in foreign capital goods not available domestically (see, for
example, Bayoumi, Coe, and Helpman 1999).

There are paradigms that are different from those of traditional
profit maximization in which managers may be stimulated to innovate
when international competition threatens their rents (for example,
Nelson and Winter 1974). This involves the existence of managers
who satisfice rather than maximize and behave under conditions of
what is sometimes termed bounded rationality. Basically, they do not
innovate continuously; rather they only innovate when subject to an
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unusual stimulus. In this world, import competition could spur com-
petition, while the greater profitability of exports could do the re-
verse.

Overall, therefore, theory is quite ambiguous on the dynamic ef-
fects of trade. There are reasons to expect that increased international
competition could accelerate productivity growth, but also reasons to
expect the reverse. "Sometimes" as the saying goes, "a kick in the pants
gets you going, and sometimes it just hurts you." Given this ambigu-
ity, it is perhaps not surprising that views on the likely impact of trade
on growth remain widely divided.

For a 30-year period, starting in the 1950s, many saw import sub-
stitution as a crucial element for development, and protectionist poli-
cies were adopted not only in Japan but also in much of the develop-
ing world. Those favoring these policies typically argued that in order
to achieve economic growth, countries had to protect infant indus-
tries. Various development experts often advised developing countries
that, although static efficiency losses may be associated with protec-
tion, the gains from increasing domestic production and moving down
the cost curve would more than offset the static inefficiencies arising
from protection.

Over the past two decades, however, a considerable amount of em-
pirical evidence has tended to contradict the notion that more protec-
tionist regimes grow faster. In the early 1970s, Balassa (1971) and oth-
ers began exploring the links between trade and growth. Over the next
20 years, a large number of studies found that export growth and ex-
port levels were highly correlated with GNP growth (see Edwards
1993 for a survey of the literature). Although there was a clear link
between exports and development, the literature was sharply divided
on whether countries that grow faster tend to export more or whether
exporting more leads to faster growth.9 In addition, countries that have
rapid export growth also tend to have rapid import growth, so the
association between exports and growth could actually be picking up a
connection between imports and gross domestic product growth.

In a second generation of studies, Barro and Sala-i-Martin (1992),
Beason and Weinstein (1996), Dollar (1992), Edwards (1992), and
Krishna and Mitra (1998) explore the relationship between protection
and either growth or productivity growth. Beason and WVeinstein, ex-
amining the case ofJapan, and Krishna and Mitra, examining the case
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of India, find that protection was not positively associated with pro-
ductivity growth within various industries. Similarly, Barro and Sala-
i-Martin, Dollar, and Edwards examine aggregate GNP data and find
that countries that followed more protective policies typically grew
more slowly. Lawrence (1999) finds that import competition stimu-
lated total factor productivity (TFP) growth in the United States.
Therefore, the evidence suggests that protection tended to reduce, or
at best to leave unaffected, productivity and output growth.

The literature on the productivity-enhancing effects of exports is
more ambivalent. Clerides and others (1998) find that relatively effi-
cient firms become exporters, but that unit costs are not affected by
the firm's previous participation in the export market. Although they
find some evidence that exporters reduce the costs of breaking into
foreign markets for other firms, they do not help those firms become
more efficient. Similarly, Bernard andJensen (1999a, 1999b) find that
in the United States, firms with high levels of productivity become
exporters, but that exporters do not have superior productivity and
wage growth. Rodrik (1999) provocatively concludes, from his survey
of the literature, that there is no evidence that a dollar of exports con-
tributes any more, or any less, to an economy than a dollar of some
other kind of productive activity. He suggests, however, that imports
of capital goods and intermediate goods may impart additional ben-
efits by supplying inputs that otherwise would not be available.'°

Important questions remain unresolved in the literature. To what
degree is the positive association between trade and growth due to the
fact that trade is disproportionately stimulative of growth, and to what
degree does it reflect the fact that growth leads to trade? Second, to
the degree that trade induces rapid growth, what are the channels by
which this effect operates? Is rapid growth primarily due to the im-
pact of exporting or import-competing activity? If it is due to import-
ing or exporting, is it primarily due to effects that stimulate produc-
tivity within sectors directly engaged in international competition or
to indirect spillover effects such as the diffusion of technologies ac-
quired through exporting to nonexport sectors or the use of superior
imported machinery and other inputs in such sectors?

The focus of this chapter is too narrow to answer all of these ques-
tions. In particular, we concentrate only on the effects that are evident
at the level of individual sectors and therefore do not explore the indi-
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rect channels through which trade might operate. Nonetheless, we
hope to improve our understanding of the links between trade and
growth and to explain the role that trade played in East Asian growth.

EMPIRICAL ANALYSIS

Our modeling strategy in this chapter is to control for several deter-
minants of TFP growth at the sectoral level and then to test for the effects
of trade and industrial policy. On theoretical grounds, we are led to
include several variables. First, it seems reasonable to expect that the
degree of technological backwardness is important. In particular, we
might expect a process of convergence in which sectors that are relatively
backward tend to have relatively faster TFP growth. To measure this
effect, we use the estimates of TFP levels made by Jorgenson and
Kuroda (1990) for Japan and for the United States, the latter being
representative of the global technological frontier." Second, as em-
phasized by Lucas (1988), we might expect that learning-by-doing could
be important. In particular, we might expect experience to generate
improvements in productive efficiency. To measure this effect, we aggre-
gate the cumulative output growth in each sector starting in 1960. Third,
we expect spending on research and development to be important. To
measure this, we include a variable measuring the ratio of R&D to
sales. In addition to these three control variables, we also include in-
dustry and time dummies to capture cycle and sector-specific deter-
minants of productivity growth. Finally, we add in the variables that
measure trade involvement, trade policy, and industrial policies. These
include the share of imports in domestic demand, the share of exports
in total output, the level of tariff protection, and several industrial
policy measures. We also distinguish between imported inputs and
those that compete directly with final production.

Data

All of our productivity data, unless otherwise noted, are taken from
Jorgenson and Kuroda (1990). This data set is especially constructed
to allow for comparisons of the United States and Japan on a variety
of industry variables including TFP levels. Our trade variables are all
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taken from the STAN database of the Organisation for Economic Co-
operation and Development (OECD) or from OECD trade statistics.
Research and development data for the United States are taken from
the National Science Foundation, Research and Development in Industry
(various years). R&D data for Japan are taken from the Survey of Re-
search and Development.

Preliminary Observations

Before we proceed with our regression analysis, it is useful to examine,
in a preliminary way, the relationships between trade and TFP growth
and between relative productivity levels.

Trade. Figure 10.1 shows a positive relationship between the average
ratio of exports to sales over the period 1964 to 1985 and average TFP
growth over the same time period. Similarly, figure 10.2 shows a nega-
tive correlation between average import penetration and average TFP
growth. This evidence is consistent with the idea thatJapanese growth
was export led. First, TFP growth was relatively higher in sectors with
larger export shares. There is, of course, an expectation that a country
will export products in which it has relatively high TFP. Thus the as-
sociation between export growth and TFP growth could mean that
faster TFP growth leads to exports. However, one crude way to con-
trol for the causal effects of TFP is to plot export shares in 1964 against
TFP growth over the following 20 years. As shown in figure 10.3, the
association between exports and TFP growth remains.

Convergence. As figure 10.4 shows, there appears to have been some
convergence in some sectors. The two tradable nonmanufacturing sec-
tors-agriculture and mining-were heavily targeted by the Japanese
government and exhibit radical movements in their productivity lev-
els. Because we want to focus on manufacturing sectors rather than
resource-intensive sectors, we drop these industries from subsequent
analysis. Of the remaining sectors, about half exhibit convergence, and
half exhibit divergence. Indeed, in some sectors, Japan overtook the
United States. These results contrast sharply with the findings of Dol-
lar and Wolff (1994), who find fast rates of convergence within the
Japanese manufacturing sector. This highlights the sensitivity of TFP
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Figure 10.1 Relationship between Average Total Factor Productivity
Growth and Average Export/Sales Ratio in Japan, 1964-85
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Figure 10.2 Relationship between Average Total Factor Productivity
Growth and Average Import/Sales Ratio in Japan, 1964-85
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Figure 10.3 Relationship between Productivity Growth and Export
Shares in Japan, 1964-85 (p = 0.31)
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numbers to data construction issues. We use the Jorgenson and Kuroda
(1990) data that were constructed and compiled to ensure compatibil-
ity, while other studies use OECD data that have greater compatibil-
ity problems.

In sum, the raw data suggest a positive association between export
shares and TFP growth and a negative association between import
shares and TFP growth. However, regression analysis shows that draw-
ing causal implications from this evidence can be highly misleading.

HYPOTHESES

In the regression analysis, we use the annual growth rate in Japanese
industry (TFPJ) as the dependent variable. In all regressions we enter
the lagged dependent variable and a set of industry dummies. This
means that we are obtaining estimates that are within (fixed-effects)
estimates. In addition, we include the ratio of the level of Japanese
TFP to U.S. TFP in each industry; the change in the log of cumula-
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Figure 10.4 Relative Productivity in Japan 1964 and 1985
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tive real output with 1960 = 1; and the ratio of R&D to output over
the previous three years. WNe then add various variables representing
trade and industrial policy. Precise definitions of the variables are re-
ported in table 10.1.

As reported in table 10.2, in most of the regressions the three con-
trol variables are significant. When Japan is behind, the relative pro-
ductivity variable is less than 1, so a negative coefficient implies that
relative backwardness has a positive impact on TFP growth. This is
exactly what one would expect from a neoclassical growth model.
Moreover, cumulative output growth and R&D spending all boost
TFP growth, presumably for conventional reasons. However, neither
exports as a share of output (column 1) nor imports (column 2) nor
net trade (column 3) nor exports and imports entered separately are
statistically significant. These results imply that trade per se does not
have a positive (or negative) impact on sectoral TFP.
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These results are modified in the case of the import variable, how-
ever, both when we enter the trade variables in interaction with rela-
tive backwardness and when we enter dummy variables that split the
sample period into two periods. As reported in table 10.3, when the
export (column 1) and net trade (column 2) variables interact with
relative backwardness, they continue not to be significant. However,
the variable that interacts import share with relative backwardness is
now significant and positive, while the coefficient on the average im-
port share is negative and almost significant. This means that, for sec-
tors whose relative TFP level is just over half that of the United States,
higher levels of imports actually cause faster rates of convergence. This runs

Table 10.1 Variable Definitions

Variable Definition

GROWTFP Growth rate of total factor productivity

TFPJ(-1) Japanese total factor productivity level lagged one year

RELTFP Lag of level of Japanese total factor productivity relative to the U.S.
level

CUMOUT Change in log cumulative real output (1960 real output = 1)

AVERD Average R&D expenditures divided by output over the past three
years

AVEX Average exports to output ratio over the past three years

AVENET Average net trade to output ratio over the past three years

COMPIM Average competing imports over the past three years

NCOMPIM Average noncompeting imports over the past three years

AVIM Average imports to output ratio over the past three years

RELTFP*AVEX Interaction of average RELTFP over the past three years with AVEX

RELTFP*AVENET Interaction of average RELTFP over the past three years with AVENET

RELTFP*AVEIMP Interaction of average RELTFP over the past three years with AVEIMP

RELTFP*CUMOUT Interaction of RELTFP with CUMOUT

RELTFP*AVERD Interaction of average RELTFP over the past three years with AVERD

TAX Average corporate tax rate less tax rate for the industry

LOAN Japan Development Bank loans divided by total loans for industry
less manufacturing average

DELTAERP Effective rate of protection less industry average

SUBSIDY Subsidies less taxes divided by sales for industry less manufacturing
average

ERP Effective rate of protection

LOGOUT Log of output

EXOUT Exports divided by output
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Table 10.2 Basic Trade and Growth Results

Imports and

Exports as a exports entered

Variable share of output Imports Net trade separately

TFPJ(-1) -0.083 -0.082 -0.070 -0.077

(-0.077) (0.077) (0.0763) (0.078)

RELTFP(-1) -0.274** -0.273** -0.283** -0.277**

(0.098) (0.097) (0.097) (0.098)

CUMOUT 0.263** 0.267** 0.276** 0.272**

(0.093) (0.094) (0.094) (0.095)

AVERD 5.105** 4.989** 3.586** 4.327*

(2.114) (1.788) (1.500) (2.402)

AVEX -0.092 -0.057

(0.133) (0.143)

AVENET -0.095

(0.109)

AVEIMP 0.266 0.221

(0.300) (0.143)

Adjusted R2 0.151 0.152 0.152 0.149

Note: * Significant at the 1 percent ievel; significant at the 5 percent levei.

Source: Jorgenson and Kuroda (1990).

contrary to the notion that protection from imports tends to enhance
the ability of sectors to catch up.

We also have some evidence that extremely backward sectors, those
with TFP levels that are less than half that of the United States, seem
to not benefit from or even be harmed by higher import levels. This
arises because the negative coefficient on the average import share
variable dominates the positive coefficient on the interaction term when
relative TFP levels are low. However, one should be cautious about
reading too much into this effect for a number of reasons. First, the
negative impact of imports on productivity growth for very backward
sectors is not statistically significant. Hence, one must be very cau-
tious about interpreting this result in terms of an infant industry-style
argument. Second, most sectors in Japan never fell into the range in
which productivity levels were so low that imports were actually harm-
ful. Indeed, the three sectors that at times did have relative TFP levels
below 0.5-petroleum and coal products, rubber products not else-
where classified, and transportation equipment excluding motor ve-
hicles-are not sectors that are usually thought of as potentially ben-
efiting from infant-industry protection.
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Table 10.3 Interreaction between Convergence and Growth

Exports as a
Variable share of output Net trade Imports Average

TFPJ(-1) -0.075 -0.064 -0.066 -0.077
(0.075) (0.073) (0.078) (0.075)

RELTFP(-1) -0.210** -0.200** -0.298** -0.309**
(0.089) (0.087) (0.098) (0.098)

CUMOUT 0.225** 0.226** 0.214** 0.215**
(0.73) (0.073) (0.095) (0.075)

AVERD 2.975* 3.286** 1.775 1.519
(1.686) (1.457) (2.402) (1.866)

AVEX -0.197 -0.169
(0.275) (0.273)

AVEIMP -0.956 -0.169
(0.687) (0.689)

AVENET -0.070
(0.253)

RELTFP*AVEX 0.176 0.220
(0.312) (0.309)

RELTFP *AVEIMP 1.760** 1.773**
(0.848) (0.852)

RELTFP*AVENET -0.020
(0.292)

Adjusted R2 0.151 0.153 0.171 0.167

Note: * Significant at the 1 percent level; ** significant at the 5 percent level.
Source: Jorgenson and Kuroda (1990).

In table 10.4, we introduce a dummy variable that takes the value of
1 for the period after 1973. In this regression, the control variables
have lower levels of significance, suggesting that they could be captur-
ing a pre- 1973 effect rather than what we think they capture. Relative
backwardness still matters, but less powerfully (and is not significant),
and neither cumulative output nor R&D variables are significant. The
first regression indicates an appreciable slowdown in productivity
growth after 1973 by an annual average of 3.8 percent. In the early
period, exporting has a negative impact, which becomes even larger
after 1973. This certainly does not suggest that exports have stimu-
lated TFP. By contrast, we find that imports have a positive impact in
the early period and, in the specification with imports, the R&D vari-
able becomes significant. In the second half of the period, the impact
of imports continues to be significant, but it is now cut by about half.
These results clearly suggest a positive role for imports. Furthermore,
they suggest that import liberalization in the early period had an even
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more important positive impact on productivity growth than later lib-
eralization. Since Japanese industries tended to be relatively further
behind during the earlier period, this result contrasts with that ob-
tained earlier.

WTe have seen that exporting does not cause productivity growth,
but it would be very distressing if, in our data, higher productivity
levels were not associated with greater levels of exports and produc-
tion. In a Ricardian model, one would expect to find that higher levels
of productivity result in both higher levels of output and greater ex-
ports. We explore this conjecture explicitly in table 10.5. Here we re-
gress the log of output and the export to output ratio on TFP levels as
well as lagged dependent variables to assess the relationship between
productivity and exports. We find that contemporaneous TFP is very

Table 10.4 Testing for Sample Breaks

Late Late Late Late
interacted interacted interacted interacted

with with with with
Variable exports net exports imports exports & imports Late

TFPJ(-1) -0.144 -0.167 -0.129 -0.145 -0.099
(0.069) (0.069) (0.067) (0.069) (0.067)

RELTFP(-1) -0.110 -0.111 -0.118 -0.121 -0.119
(0.076) (0.075) (0.076) (0.075) (0.077)

CUMOUT 0.023 0.038 0.119 0.072 0.103
(0.115) (0.112) (0.112) (0.115) (0.113)

AVERD 2.021 2.661* 2.751** 0.649 2.772**
(1.812) (1.577) (1.313) (1.947) (1.302)

AVEX -0.309* -0.032
(0.182) (0.218)

AVEIMP 0.949** 0.943**
(0.322) (0.376)

AVENET -0.346
(0.131)

LATE -0.038** -0.025* 0.008 0.943** -0.008
(0.016) (0.013) (0.016) (0.376) (0.012)

LATE*AVEX 0.322** 0.196
(0.115) (0.127)

LATE*AVEIMP -0.449** -0.467**
(0.224) (0.229)

LATE*AVENET 0.324
(0.096)

Adjusted R2 0.210 0.221 0.211 0.226 0.226

Note: * Significant at the 1 percent level; ** significant at the 5 percent level.
Source: Jorgenson and Kuroda (1 990).
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tightly correlated with both output and exports and that lagged TFP is
also strongly associated with exports. These results strongly suggest that
the direction of causality is from TFP to exports and not the reverse.

It is also instructive to ask if effective tariff protection promoted or
inhibited productivity growth. In table 10.6, we explore the effects of
a number of industrial policy variables. We add to our basic specifica-
tion variables that include average corporate taxes, the proportion of
loans granted by the Japan Development Bank, the effective rate of
protection less the industry average, and subsidies less taxes. Among
these variables, only the tax rate variable is significant. Once again,
when export and import shares are introduced into this specification,
the import variable is significant and positive, while the export vari-
able is not. Hence, even controlling for various industrial policy tools,
we find that imports are important for productivity growth, but ex-
ports are not.

In table 10.7, we test the robustness of our contention that effective
rates of protection are not associated with greater productivity growth.
In particular, it is often alleged that during the 1 960s, protection was
an important part of Japan's industrial policy. To see if protection was

Table 10.5 Riccardian Regressions

Variable Relative TFP Lagged relative TFP

Dependent variable: LOGOUT
LOGOUT(-1) 0.754** 0.788**

(0.024) (0.027)
RELTFP 0.494**

(0.097)
RELTFP(-1) 0.089

(0.104)
Adjusted R2 0.986 0.984

Dependent variable: EXOUT

EXOUT(-1) 0.834** 0.845**
(0.030) (0.029)

RELTFP 0.067**
(0.022)

RELTFP(-1) 0.070**
(0.022)

Adjusted R2 0.962 0.962

Note: * Significant at the 1 percent level; ** significant at the 5 percent level.
Source: Jorgenson and Kuroda (1990).
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Table 10.6 Industrial Policy Regressions

Variable Exports Standard control Net trade Imports

G ROWTFP -0.117 -0.116 -0.120 -0.116
(0.069) (0.071) (0.070) (0.069)

RELTFP(-1) -0.127* -0.128* -0.126 -0.129*
(0.077) (0.077) (0.077) (0.076)

CUMOUT 0.263** 0.266** 0.262** 0.294**
(0.085) (0.085) (0.085) (0.085)

AVERD 2.932* 2.582 3.419** 1.094
(1.422) (1.854) (1.642) (1.958)

AVEX 0.038 0.136
(1.855) (0.137)

AVEIMP 0.561
(0.255)

AVENET 0.061
(0.102)

TAX(-1) 0.012** 0.012** 0.012** 0.012*
(0.004) (0.004) (0.004) (0.004)

LOAN(-1) -0.001 -0.002 -0.002 0.000
(0.003) (0.003) (0.003) (0.003)

DELTAERP(-1) 0.000 0.000 0.000 0.000
(0.001) (0.001) (0.001) (0.001)

SUBSIDY(-1) 0.000 0.000 0.000 0.002
(0.002) (0.002) (0.002) (0.003)

ERP(-1) 0.000 0.000 0.000 0.000
(0.001) (0.001) (0.001) (0.001)

Adjusted R2 0.221 0.217 0.232 0.232

Note: * Significant at the 1 percent level; ** significant at the 5 percent leve .
Source: Jorgenson and Kuroda (1990).

more important in the early period, we once again introduce our LATE
dummy and interact it with the relative level of protection. Contrary
to conventional wisdom, we find that increasing protection in the early
period was associated with lower rates of productivity growth and that
higher protection had virtually no impact after 1973.

It might be argued that Japan only lowered its tariffs once indus-
tries were sufficiently productive, so the negative relationship between
tariffs and TFP growth could actually reflect reverse causation. How-
ever, this concern would result in a negative relationship between pro-
ductivity levels and tariffs and not between tariff levels and productiv-
ity growth rates. Therefore, this interpretation of our results is not
plausible. Finally, in table 10.8 we examine whether the protection of
more backward sectors improved productivity growth. The data mili-
tate against this view. No matter how we specify our regressions, we
find no impact or negative impacts from protection.
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Table 10.7 Protection and Growth Regressions

Variable Control Exports

TFPJ(-1) -0.088 -0.085
(0.067) (0.068)

RELTFP(-1) -0.149** -0.149**
(0.078) (0.078)

CUMOUT 0.080 0.079
(0.113) (0.113)

AVERD 2.685** 2.026
(1.384) (1.829)

AVEX 0.071
(0.129)

DELTAERP(-1) -0.002** -0.002**
(0.001) (0.001)

LATE -0.012 -0.012
(0.012) (0.013)

LATE*DELTAERP(-1) 0.0014** 0.0014
(0.0006) (0.0006)

Adjusted R2 0.198 0.195

Note: * Significant at the 1 percent level; ** significant at the 5 percent level.
Source: Jorgenson and Kuroda (1990).

Table 10.8 Backwardness, Protection, and Growth

Imports and
Variable Control Exports Net trade Exports Imports

TFPJ(-1) -0.113 -0.112 -0.117 -0.116 -0.111
(0.69) (0.069) (0.069) (0.069) (0.069)

RELTFP(-1) -0.147 -0.147 -0.145 -0.146 -0.147
(0.077) (0.077) (0.077) (0.077) (0.077)

CUMOUT 0.258 0.258 0.259 0.274 0.278
(0.077) (0.077) (0.077) (0.077) (0.077)

AVERD 2.283 2.105 2.828 1.796 0.764
(1.458) (1.862) (1.666) (1.471) (1.954)

AVEX 0.019 0.107
(0.128) (0.133)

AVEIMP 0.466 0.529
(0.240) (0.253)

AVENET 0.068
(0.100)

TAX(-1) 0.014 0.014 0.014 0.014 0.013
(0.004) (0.004) (0.004) (0.004) (0.004)

LOAN(-1) 0.000 0.000 0.000 0.000 0.000
(0.003) (0.003) (.003) (0.003) (0.003)

DELTAERP(-1) 0.003 0.003 0.003 0.003 0.002
(0.002) (0.002) (0.002) (0.002) (0.002)

SUBSIDY(-1) -0.002 -0.002 -0.002 -0.003 -0.003
(0.003) (0.003) (0.003) (0.003) (0.003)

RELTFP*DELTAERP(-1) -0.004 -0.004 -0.004 -0.003 -0.003
(0.002) (0.002) (0.002) (0.002) (0.002)

Adjusted R2 0.221 0.228 0.229 0.241 0.241

Note: * Significant at the 1 percent level; significant at the 5 percent level.
Source: Jorgenson and Kuroda (1990).
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In sum, this analysis suggests that, although exporting did not pro-
mote TFP growth, import protection actually retarded productivity
growth and imports enhanced it.

WHY DO IMPORTS MATTER?

One major issue that remains is the mechanism by which imports af-
fect TFP growth. Our results show a positive relationship between
import shares and productivity growth, but we have not shown why
this is the case. We have suggested two possible mechanisms by which
this is likely to occur. The first is that the quality of firms in the indus-
try might rise because of the added competition from foreign firms.
This might occur because domestic firms learn by examining foreign
imports or because foreign competition spurs innovation. Alternatively,
it may be access to better intermediates that is important. For example,
Japanese apparel producers may benefit from importing higher-qual-
ity cotton from abroad. This would be an example of superior inter-
mediates in the same sector spurring productivitv growth.

In order to separate these two hypotheses, we need to separate
imports within a sector that compete with the output of firms in that
sector from imports that are used as intermediates. Fortunately, it is
possible to achieve that dichotomy by using the import input-output
tables of Japan. W7e obtained these tables from the OECD input-
output database for the years 1970, 1975, and 1980. Using these tables,
we estimate the share of imports into a sector that were used by firms
in that sector (noncompeting imports) and the share of imports
that were sold to other sectors (competing imports). We then run our
basic regression again separating competing from noncompeting
imports.

The results are presented in table 10.9. The impact of noncompeting
imports on productivity growth is extremely small and statistically in-
significant. Competing imports, however, have a significant impact.
The magnitudes of the coefficients indicate that for most sectors and
time periods in our sample, higher past levels of competing imports
are associated with more rapid productivity growth. It is important to
remember that this result is not a product of the fact that sectors that
import more have lower initial levels of productivity because we are
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already controlling for the initial level of relative productivity. Rather,
it appears that higher import levels have an independent effect.

In addition to being statistically significant, the impact of compet-
ing imports is economically significant as well. In order to assess the
economic significance of competing imports, for each sector we first
calculate the standard (leviation in competing imports as a share of
total imports. For a sector that is 80 percent as productive as a U.S.
sector, the median 1 standard deviation increase in the share of com-
peting imports would raise TFP by about 3 percentage points. This
understates the importance of competing imports in some sectors. For
example, in electrical machinery, progressive liberalization caused com-
peting imports to rise from 68 percent of imports in 1970 to 99 per-
cent in 1985. This increased competition from imports raised produc-
tivity in electrical machinery by about 3 5 percent, which suggests that
competing imports are very important in understanding the success of
that sector.

Table 10.9 Competing versus Noncompeting Imports

Competing and noncompeting Full Competing
Variable imports alone specification imports alone

TFPJ(-1) -0.087 -0.101 -0.094
(0.077) (0.082) (0.072)

RELTFP(-1) -0.292 -0.297 -0.289
(0.097) (0.010) (0.092)

CUMOUT 0.202 0.200 0.195
(0.077) (0.079) (0.073)

AVERD 1.694 1.690 1.727
(1.254) (1.889) (1.229)

AVEX -0.167
(0.287)

AVEX*RELTFP 0.193
(0.331)

NCOMPIM -0.063 -0.089
(1.207) (1.227)

COMPIM -1.808 -1.692 -1.909
(1.157) (1.207) (1.081)

NCOMPIM*RELTFP 0.285 0.250
(1.995) (2.048)

COMPIM*RELTFP 2.939 2.835 3.081
(1.518) (1.554) (1.363)

Adjusted R2 0.168 0.163 0.175

Source: Jorgenson and Kuroda (1990).
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The effect of competition is larger for sectors that have converged
than for sectors that are further behind. When competing imports
enter a sector that is technologically backward, there is relatively little
impact on productivity growth. This may be due to the inability
of backward firms to compete with their more sophisticated foreign
counterparts. However, as sectors converge, the importance of im-
ports rises. As we suggested in the beginning, "sometimes a kick in the
pants gets you going, and sometimes it just hurts." This lesson is par-
ticularly relevant for the more developed economies such as Hong
Kong, Korea, Singapore, and Taiwan (China), which now have
productivity gaps that are on par with or smaller than Japan's gap
in the 1970s. The lesser-developed economies still may be at levels
where protection is less costly in terms of its impact on productivity
growth.

RESULTS FROM OTHER COUNTRIES

It would be interesting to see if our results for Japan are applicable to
those for other economies as well. Thus we present information on
productivity in Korea and the United States.

Korea

Korea is the third largest East Asian economy in GNP terms. Unfor-
tunately, data problems preclude making as careful an analysis of Ko-
rea as we performed for Japan. TFP indexes are considerably more
crude, and we had difficult finding sectoral trade data for Korea prior
to 1970. However, Lee (1995) has performed a similar analysis on
Korean data, and we are able to use some of his data to replicate parts
of our experiments on Japan.

Table 10.10 presents the results of Lee's attempt to assess the im-
pact of industrial policy on productivity growth in Korea. The results
are quite similar to those reported in Beason and Weinstein (1996)
and in this chapter. Practically all forms of industrial policy had either
negative or insignificant impacts on Korean productivity growth.
Hence there appears to be little systematic evidence that greater levels
of targeting improved productivity growth in Korea.
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Table 10.10 Regression Results for the Impact of Industrial Policy and Trade on
Productivity Growth in Korea, 1963-83

Imports, no Imports, Exports, no Exports,
Lee's results fixed effect fixed effect fixed effect fixed effect

Variable 1963-83 1968-83 1968-83 1968-83 1968-83

Fixed effects Yes No Yes No Yes
Log (initial value added) -0.144

(0.146)
Log (initial capital) 0.071**

(0.017)
Nontariff barrier -0.072**

(0.032)
Tariff -0.079

(0.069)
Tax incentive 0.044

(0.110)
Bank loans -0.019

(0.138)
Imports/gross output 0.032 0.077

(0.021) (0.064)
Exports/gross output -0.007 -0.203**

(0.041) (0.097)
Number of observations 146 69 69 69 69

Note: * Significant at the 1 percent level; ** significant at the 5 percent level.
Source: Lee (1995).

Lee does not examine the impact of trade per se. Therefore, we use
import and export data from the World Trade database (see Feenstra,
Lipsey, and Bowen 1997) and production data from the STAN data-
base to calculate ratios of imports and exports to production. We then
merge these numbers with Lee's database. Lee provides data on pro-
ductivity growth rates for three five-year periods (1968-73, 1973-78,
and 1978-83). For each of the sectors in Lee's analysis we match the
ratio of imports to production for the year at the start of the period
with productivity and other data for the remaining years. Since our
trade data start in 1970, we are forced to match trade data for this year
with the earlier sample. Unfortunately, the data for Korea are more
limited than those for Japan, and we are only able to use 69 observa-
tions and cannot calculate relative productivity levels.

Table 10.11 presents results from two simple specifications regress-
ing productivity growth against import and export shares. The results
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reveal that, as in the Japanese data, higher levels of imports are associ-
ated with greater productivity growth. Although the results are not
statistically significant, the signs are consistent with the Japanese re-
sults.

Turning to exports, we find the reverse of export-led growth. Sec-
tors that started by exporting more recorded lower rates of productiv-
ity growth. When we add in several trade policy measures, tariffs, and
nontariff barriers, our results do not change much. We find a positive,
but not statistically significant, impact from imports and a negative
but not significant impact from exports. We find a negative relation-
ship between protection and productivity growth in Korea. Higher
tariffs have a statistically significant negative impact on TFP. As in the
case of Japan, it appears that tariff protection in Korea retarded TFP.

United States

Lawrence (1999) estimates the impact of international competition
on total factor productivity in more than 100 U.S. manufacturing in-
dustries in the 1980s. After controlling for spending on research and
development and the degree of industry concentration, he finds that a
higher share of imports in domestic consumption is associated with a

Table 1 0.11 Integrated Trade and Industrial Policy Regressions for Korea, 1968-83

Variable Imports and Exports Imports only
Fixed effects Yes Yes
Nontariff barrier 0.137* 0.140*

(0.085) (0.084)
Tariff -0.230** -0.253**

(0.107) (0.104)
Imports/gross output ratio 0.053 0.057

(0.064) (0.064)
Exports/gross output ratio -0.102

(0.102)
Number of observations 69 69
Adjusted R2 0.038 0.040

Note: * Significant at the 1 percent level; significant at the 5 percent level.

Source: Lee (1995).
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statistically significant positive effect on subsequent total factor pro-
ductivity growth. These effects are apparent for imports from both
industrial and developing countries. Lawrence similarly finds no evi-
dence of a positive association between the share of exports in domes-
tic production and subsequent productivity growth. Thus the evidence
for the United States appears consistent with that found for Japan and
Korea. Imports stimulate domestic productivity growth, while exports
apparently do not.

CONCLUSION

Neoclassical arguments about free trade have convinced many devel-
oping countries to liberalize unilaterally. In addition, there is a grow-
ing view within Japan itself that more liberalization and deregulation
are called for. But revisionist critics argue that Japan's spectacular
growth was not achieved by following laissez-faire precepts. On the
contrary, Japan officially maintained high levels of protection during
the 1950s and 1960s when its growth was most rapid, and even though
official barriers were lowered considerably in the 1970s and 1980s,
Japan continued its mercantilist practices through more subtle mecha-
nisms (Lawrence 1993). In the revisionist view,Japanese trade protec-
tion enabled the nurturing and development of internationally com-
petitive firms-a lesson that developing countries ignore at their peril.12

Moreover, since its domestic protection promotes growth, foreigners
advocating a more open, market-oriented Japanese market today are
suggesting that Japan should take steps that are not in its domestic
interest.

In fact, the results in this chapter suggest that, when it comes to
TFP growth, this view of Japan is seriously erroneous."3 We find that
lower tariffs and higher import volumes would have been particularly
beneficial forJapan during the period from 1964 to 1973. Our results
also lead us to question whether Japanese exports were a particularly
important source of productivity growth. We support the conclusion
of Rodrik (1999) that export fetishism is unwarranted. However, our
findings on Japan suggest that the salutary impact of imports stems
more from their contribution to competition than to intermediate in-
puts. Instead, this chapter suggests thatJapan's performance was even
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more of a miracle than we thought, since it occurred despite the main-
tenance of protectionist barriers.

Furthermore, our results suggest a reason why imports are impor-
tant. Greater imports of competing products spur innovation, and
competitive pressures and learning from foreign rivals are important
conduits for growth. These channels are even more important as in-
dustries converge with the market leader. Thus further liberalization
byJapan and other East Asian countries may result in future dynamic
gains.

Although our analysis has focused principally on Japan, we also have
provided corroborating evidence suggesting that our conclusions ap-
ply more broadly. Imports into the United States seem to be an im-
portant factor in promoting productivity growth. The evidence for
Korea suggests similar impacts from imports and tariffs and no evi-
dence that exports promoted productivity. Our results call into ques-
tion the views of both the World Bank and the revisionists and pro-
vide support for those who advocate more liberal trade policies.

Even so, the experience of East Asia must be seen within the inter-
national trading environment and the changing rules of the General
Agreement on Tariffs and Trade and the World Trade Organization
from the 1960s through the 1990s. The enlightened approaches to
development in the late 1970s through the late 1980s argued for ex-
port-led growth but did not press for liberalizing imports, and the
rules of international trade were quite forbearing for East Asian coun-
tries. Basic international economics teaches us that an import tariff
has identical effects as an export tax. Put another way, to the extent
that East Asian countries subsidized exports, they were in effect subsi-
dizing imports.

The pressure to liberalize imports intensified dramatically after
completion of the Uruguay Round. Given the relatively low level of
productivity in many Asian countries, one interpretation of our
results is that many East Asian countries could have moved more
quickly in the latter half of the 1990s to scale down import barriers,
but that the impact of these barriers may not have been that important
in the 1970s and 1980s. Several Asian countries have made impressive
steps toward dismantling trade barriers, and our analysis suggests that
these may improve the long-run performance of their economies. The
experience of Japan and the United States, however, argues for a more
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venturesome position on the part of the more developed East Asian econo-
mies with regard to unilateral or multilateral reductions in tariffs.
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1. World Bank (1993a:357). The emphasis on exports in general is interesting be-
cause, in some places, it also voices skepticism that selective industrial policy
was effective and, in others, it seems to argue that exports played an important
role in making industrial policies effective. See Rodrik (1994).

2. The study also argues that by making access to credit, industrial licensing, and
sometimes foreign exchange contingent on export performance, policymakers
in Japan and in other East Asian economies were able to create contests that led
to rapid growth.

3. According to Michael Porter, "In nearly every industry we studied, exports in-
creased substantially only when the domestic market became mature" (Porter
1990: 402).

4. For the first view, see Ito (1992); Dore (1986); Boltho (1985); Fallows (1994);
Itoh and others (1988); for the second view, see Beason and Weinstein (1996).

5. According to Porter (1990: 708), "Japan must import more if vibrant productiv-
ity growth is to continue. Imports stimulate domestic productivity growth."

6. The literature suggests that the impact of competition on managerial slack could
be positive or negative. See Scharfstein (1988).

7. In the conventional formal theory of trade and growth, import competition has
an antigrowth bias since it reduces the profitability of innovation. See, for ex-
ample, Grossman and Helpman (1991).

8. In the presence of imperfect competition, increased trade could reduce aggre-
gate output in import-competing industries, but it also could increase capacity
utilization of individual firms, thus raising the scale at which they operate.

9. Frankel, Romer, and Cyrus (1996) use simiultaneous equation estimation to show
that trade stimulates growth rather than the reverse.

10. Rodrik is similarly skeptical of the role of foreign direct investment (FDI). W'Ve
would expect, however, that FDI would provide similar opportunities for com-
petition and the increased availability of technology and inputs to imports of
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goods, making the case for liberalization of FDI similar to that for the liberal-
ization of goods. Nonetheless, exploring this impact is an important topic for
further research. A similar argument could be made for services.

11. One problem with the Jorgenson and Kuroda data is that they are constructed
under the assumption of constant returns to scale, perfect product and factor
markets, and so forth. Although we would have liked to implement a methodol-
ogy that would have allowed for these real-world phenomena, data limitations
precluded that option in this studv.

12. Protection did not mean eliminating competition. W,Vhile external competition
was blocked, internally there was fierce competition between rivals. See -World
Bank (1993b: 22).

13. There are, of course, reasons for protection other than the promotion of pro-
ductivitv growth. Protection may reduce income inequality and income volatil-
ity and may serve important political interests as well.
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CHAPTER 1 1

EMERGENCE OF AN FDI-TRADE NEXUS

AND ECONOMIC GROWTH IN EAST ASIA

Shujiro Urata

ne notable and common characteristic of the developing
East Asian economies in recent years has been their in-
creasing exposure to international economic activities
such as international trade and foreign direct investment

(FDI).' The World Bank (1993) study on the East Asian miracle finds
that in the late 1980s the share of foreign trade in gross domestic prod-
uct (GDP) was significantly higher for developing economies in East
Asia than for developing economies in other parts of the world. More-
over, between 1970 and 1988 their share of foreign trade in GDP in-
creased at significantly greater rates as well.

The 1980s also saw new developments in the international economic
activities taking place in East Asian economies. In particular, develop-
ing East Asia took part in the rapid expansion of FDI, and FDI joined
foreign trade as a means for conducting international business.2 In-
deed, between 1980 and 1998, world FDI grew at an annual average
rate of 16 percent, significantly higher than the corresponding rate of
6 percent for world trade. Since FDI promoted foreign trade, large
inflows of FDI to developing East Asia further increased the region's
exposure to international economic activities.

This chapter examines the changing structure of foreign trade and
FDI in East Asia and its impact on economic growth. It attempts to
shed light on the interaction between foreign trade and FDI, which is
a special characteristic of developments in the region.

The analysis in this chapter documents the increase in intraregional
dependence on foreign trade and FDT, reflecting the formation of a
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FDI-trade nexus in East Asia. The expansion of foreign trade and FDI
is argued to have contributed to economic growth through various
channels. For example, it has enabled the economies to obtain foreign
exchange, which they can use to purchase capital goods and technolo-
gies that support economic growth. XVhat is remarkable in East Asia is
the formation of regional production networks by multinational cor-
porations. The construction of these networks has promoted the spe-
cialization of production in East Asia and thus improved efficiency.
Although strong intraregional dependence spread the unfavorable
impacts of the economic crisis throughout the region in the late 1990s,
this network also aided the region's economic recovery from the cri-
sis. Indeed, it is argued that further expansion of foreign trade and
FDI is necessary to promote economic growth in the region.

RAPID EXPANSION OF FOREIGN TRADE AND
FOREIGN DIRECT INVESTMENT

Foreign trade and foreign direct investment of the East Asian econo-
mies expanded rapidly beginning in the mid-1980s (tables 11.1 and
11.2). Between 1986 and 1997, East Asian exports expanded steadily
to register an almost fivefold increase, before declining in 1998 as a
result of the currency and economic crisis in East Asia. The rate of
expansion was particularly high from 1986 to 1988, when the annual
rate of growth exceeded 20 percent. The 1990s saw fluctuations in the
annual rates of growth, with a peak at 22 percent in 1995 followed by
a decline, resulting in negative growth in 1998. The patterns of export
growth for the 1986-98 period are similar for all developing econo-
mies in East Asia, with few exceptions. Compared with the newly in-
dustrializing economies (NIEs) and Association of Southeast Asian
Nations (ASEAN) economies (Indonesia, Malaysia, Philippines,
Singapore, and Thailand), China registered a significantly higher
growth rate in 1994 and in 1997. Relatively high growth in 1994 is
attributable to the devaluation of the Chinese yuan, while that in 1997
is attributable to China's escape from the unfavorable impact of the
currency and economic crisis. As the result of rapid export expansion,
East Asia increased its share of world exports from 9 percent in 1980-
85 to almost 18 percent in 1997, before declining in 1998. As a group,
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the NIEs expanded their share from 4 percent in 1980-85 to 8 per-
cent in 1997. China became the largest exporter among the develop-
ing East Asian economies in 1998, accounting for 3 percent of world
exports. One notable development was the rapid expansion of manu-
factured exports. Specifically, the share of manufactured products in
total exports for the NIEs and ASEAN increased from 71 and 18 per-
cent, respectively, in 1980 to 87 and 60 percent in 1995.3 For China,
the corresponding share increased from 67 percent in 1990 to 79 per-
cent in 1995.

FDI inflows to developing East Asian economies grew at a remark-
ably high rate from the mid- 1980s to 1998, significantly faster than
exports. Indeed, FDI inflows increased more than 12 times in the 12
years from 1986 to 1998. Unlike exports, FDI inflows continued to
grow throughout the period. In terms of annual growth, FDI inflows
peaked twice during the period, once in 1987 and once in 1993. For
both years, the rate of growth was higher than 70 percent. After peak-
ing in 1993, the annual rate of growth declined to 2 percent in 1998.
Particularly high growth rates are observed in several cases: Korea in
1986, Hong Kong in 1987 and 1992, China in 1986, 1992, and 1993,
and the Philippines in 1986,1987, 1988, and 1993. These growth rates
are largely due to the implementation of large FDI projects. As result
of this rapid expansion, the share of developing East Asian economies
in world FDI inflows increased from 8 percent in 1986 to 20 percent
in the mid-1990s, before declining sharply to 12 percent in 1998. China
increased its share in world FDI inflows from 2 percent in 1986 to 7
percent in 1998. Indeed, China was the largest recipient of FDI among
developing economies and the third largest recipient in the world,
behind the United States and the United Kingdom, in 1998.

Two developments are important concerning recent FDI in devel-
oping East Asia. One is its resilience even during the period of eco-
nomic crisis. Compared with other forms of international capital flows
such as bank lending, which declined precipitously before and after
the crisis, FDI inflows remained relatively stable in developing East
Asia, particularly in economies seriously affected by the crisis. An-
other important development is the increase in mergers and acquisi-
tions (M&A) as a mode of entry, particularly after the economic crisis
(United Nations 1999). Developing East Asian economies with a keen
interest in attracting FDI relaxed the restrictions on FDI. Coupled



Table 1 1.1 Exports of East Asian Developing Economies, 1980-98

Indicator and region 1980-85 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998

Value (billions of U.S. dollars)

World 1,829.6 2,045.3 2,405.7 2,750.5 2,991.2 3,405.0 3,201.4 3,743.2 3,744.1 4,260.0 5,122.9 5,352.3 5,534.8 5,444.9
Developed economies 1,223.4 1,488.4 1,736.1 1,986.1 2,127.7 2,453.5 2,503.3 2,649.1 2,592.1 2,917.3 3,470.4 3,560.8 3,640.5 3,656.7
Developing economies 606.3 556.9 669.6 764.4 863.4 951.5 998.1 1,094.2 1,152.0 1,342.7 1,652.5 1,791.4 1,894.3 1,788.2

EastAsia 165.5 205.4 269.7 334.5 373.9 415.4 478.2 542.8 598.9 715.5 870.9 906.7 968.2 914.1
China 23.0 30.9 39.4 47.5 52.5 62.1 71.9 84.9 91.0 121.0 148.8 151.2 182.9 183.6

Newly industrializing economies 73.0 109.8 149.2 184.4 201.6 214.3 246.6 277.5 302.2 340.3 410.4 426.2 445.5 416.8
Hong Kong (China) 23.8 35.4 48.5 63.2 73.1 82.2 98.6 119.5 135.2 151.4 173.8 180.8 188.1 174.0
Korea, Rep. of 24.1 34.7 47.3 60.7 62.4 65.0 71.9 76.6 82.2 96.0 125.1 129.7 136.2 132.3
Taiwan (China) 25.1 39.6 53.5 60.5 66.1 67.1 76.1 81.4 84.7 92.8 111.6 115.7 121.3 110.5

ASEAN 69.4 64.7 81.1 102.6 119.7 139.0 159.7 180.4 205.8 254.2 311.7 329.3 339.8 313.8
Indonesia 21.8 14.8 17.1 19.2 22.2 25.7 29.1 34.0 36.8 40.1 45.4 49.8 53.4 48.8
Malaysia 13.8 13.8 17.9 21.1 25.1 29.4 34.3 40.7 47.1 58.8 74.0 78.3 78.7 73.3
Philippines 5.2 4.8 5.6 7.0 7.8 8.1 8.8 9.8 11.1 13.3 17.5 20.4 25.1 27.8
Singapore 21.6 22.5 28.7 39.3 44.7 52.8 59.0 63.5 74.0 96.8 118.3 125.0 125.0 109.4 Z

Thailand 6.9 8.9 11.7 16.0 20.1 23.1 28.4 32.5 36.8 45.3 56.4 55.7 57.5 54.5 

Change from previous year (percent) Z

World n.a. 1.12 1.18 1.14 1.09 1.14 0.94 1.17 1.00 1.14 1.20 1.04 1.03 0.98 Z
Developed economies n.a. 1.22 1.17 1.14 1.07 1.15 1.02 1.06 0.98 1.13 1.19 1.03 1.02 1.00 I

Developing economies n.a. 0.92 1.20 1.14 1.13 1.10 1.05 1.10 1.05 1.17 1.23 1.08 1.06 0.94 m
EastAsia n.a. 1.24 1.31 1.24 1.12 1.11 1.15 1.14 1.10 1.19 1.22 1.04 1.07 0.94 m

China n.a. 1.34 1.27 1.20 1.11 1.18 1.16 1.18 1.07 1.33 1.23 1.02 1.21 1.00 e
Newly industrializing economies n.a. 1.50 1.36 1.24 1.09 1.06 1.15 1.13 1.09 1.13 1.21 1.04 1.05 0.94 in

Hong Kong (China) n.a. 1.49 1.37 1.30 1.16 1.12 1.20 1.21 1.13 1.12 1.15 1.04 1.04 0.93 >
Korea, Rep. of n.a. 1.44 1.36 1.28 1.03 1.04 1.11 1.07 1.07 1.17 1.30 1.04 1.05 0.97 z

Taiwan (China) n.a. 1.58 1.35 1.13 1.09 1.02 1.13 1.07 1.04 1.10 1.20 1.04 1.05 0.91 >

n
m



ASEAN n.a. 0.93 1.25 1.27 1.17 1.16 1.15 1.13 1.14 1.24 1.23 1.06 1.03 0.92 m
Indonesia n.a. 0.68 1.16 1.12 1.15 1.16 1.14 1.17 1.08 1.09 1.13 1.10 1.07 0.91 m
Malaysia n.a. 1.00 1.30 1.18 1.19 1.17 1.17 1.19 1.16 1.25 1.26 1.06 1.01 0.93 Cm

m
Philippines n.a. 0.92 1.18 1.24 1.10 1.04 1.09 1.11 1.14 1.20 1.32 1.17 1.23 1.11 Z

Singapore n.a. 1.04 1.28 1.37 1.14 1.18 1.12 1.08 1.17 1.31 1.22 1.06 1.00 0.88 m
Thailand n.a. 1.29 1.31 1.37 1.26 1.15 1.23 1.14 1.13 1.23 1.25 0.99 1.03 0.95 °

Geographic distribution (percent) Z

World 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 -
Developed economies 66.9 72.8 72.2 72.2 71.1 72.1 78.2 70.8 69.2 68.5 67.7 66.5 65.8 67.2 -H

Developing economies 33.1 27.2 27.8 27.8 28.9 27.9 31.2 29.2 30.8 31.5 32.3 33.5 34.2 32.8 >
EastAsia 9.0 10.0 11.2 12.2 12.5 12.2 14.9 14.5 16.0 16.8 17.0 16.9 17.5 16.8 m

China 1.3 1.5 1.6 1.7 1.8 1.8 2.2 2.3 2.4 2.8 2.9 2.8 3.3 3.4 m
Newly industrializing economies 4.0 5.4 6.2 6.7 6.7 6.3 7.7 7.4 8.1 8.0 8.0 8.0 8.0 7.7 cx

Un
Hong Kong (China) 1.3 1.7 2.0 2.3 2.4 2.4 3.1 3.2 3.6 3.6 3.4 3.4 3.4 3.2 >
Korea, Rep. of 1.3 1.7 2.0 2 2 2.1 1.9 2.2 2.0 2.2 2.3 2.4 2.4 2.5 2.4 Z
Taiwan (China) 1.4 1.9 2.2 2.2 2.2 2.0 2.4 2.2 2.3 2.2 2.2 2.2 2.2 2.0 m

ASEAN 3.8 3.2 3.4 3.7 4.0 4.1 5.0 4.8 5.5 6.0 6.1 6.2 6.1 5.8 8
Indonesia 1.2 0.7 0.7 0.7 0.7 0.8 0.9 0.9 1.0 0.9 0.9 0.9 1.0 0.9 Z

0
Malaysia 0.8 0.7 0.7 0.8 0.8 0.9 1.1 1.1 1.3 1.4 1.4 1.5 1.4 1.3 K
Philippines 0.3 0.2 0.2 0.3 0.3 0.2 0.3 0.3 0.3 0.3 0.3 0.4 0.5 0.5 n

Singapore 1.2 1.1 1.2 1.4 1.5 1.5 1.8 1.7 2.0 2.3 2.3 2.3 2.3 2.0 G)
Thailand 0.4 0.4 0.5 0.6 0.7 0.7 0.9 0.9 1.0 1.1 1.1 1.0 1.0 1.0 0

n.a. Not applicable.
Source: IMF (1999).

w



Table 11.2 Inflows of Foreign Direct Investment, 1980-98

Indicator and region 1980-85 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 1998

Value (billions of U.S. dollars)

World 49.8 78.3 132.9 158.3 195.2 183.8 158.9 173.8 219.4 253.5 328.9 358.9 464.3 643.9

Developed economies 37.2 64.1 107.9 128.6 165.4 152.0 114.8 119.7 133.9 146.4 208.4 211.1 273.3 460.4
Developing economies 12.6 14.2 25.0 29.7 29.8 31.8 41.7 49.6 78.8 101.2 106.2 135.3 172.5 165.9

EastAsia 4.5 6.5 11.2 14.7 15.7 17.9 20.3 26.3 45.4 52.8 60.2 72.9 77.0 78.2

China 0.7 1.9 2.3 3.2 3.4 3.5 4.4 11.2 27.5 33.8 35.8 40.2 44.2 45.5
Newly industrializing economies 0.8 1.8 4.6 4.5 3.4 2.8 3.0 3.7 5.2 6.3 6.6 9.7 11.1 7.0

Hong Kong (China) 0.5 1.0 3.3 2.7 1.1 0.8 0.5 2.1 3.7 4.1 3.3 5.5 6.0 1.6
Korea, Rep. of 0.1 0.4 0.6 0.9 0.8 0.7 1.2 0.7 0.6 0.8 1.8 2.3 2.8 5.1
Taiwan (China) 0.2 0.3 0.7 1.0 1.6 1.3 1.3 0.9 0.9 1.4 1.6 1.9 2.2 0.2

ASEAN 2.9 2.8 4.3 7.0 8.9 11.6 12.9 11.5 14.7 18.0 19.3 23.0 24.4 19.3
Indonesia 0.2 0.3 0.4 0.6 0.7 1.0 1.5 1.8 2.0 2.1 4.3 6.2 4.7 -0.4
Malaysia 1.1 0.5 0.4 0.7 1.7 2.9 4.0 5.2 5.0 4.3 4.2 5.1 5.1 3.7
Philippines 0.0 0.1 0.3 0.9 0.6 0.5 0.5 0.2 1.2 1.6 1.5 1.5 1.2 1.7
Singapore 1.3 1.7 2.8 3.6 4.2 4.8 4.9 2.2 4.7 8.6 7.2 7.9 9.7 7.2 m

Thailand 0.3 0.3 0.4 1.1 1.8 2.4 2.0 2.1 1.8 1.4 2.1 2.3 3.7 7.0 m

Change from previous year (percent) z

World n.a. 1.57 1.70 1.19 1.23 0.94 0.86 1.09 1.26 1.16 1.30 1.09 1.29 1.39 ZCl
Developed economies n.a. 1.72 1.68 1.19 1.29 0.92 0.76 1.04 1.12 1.09 1.42 1.01 1.29 1.68 -

I
Developing economies n.a. 1.12 1.76 1.19 1.00 1.07 1.31 1.19 1.59 1.28 1.05 1.27 1.27 0.96 m

EastAsia n.a. 1.45 1.73 1.31 1.07 1.14 1.13 1.30 1.72 1.16 1.14 1.21 1.06 1.02 m
China n.a. 2.61 1.23 1.38 1.06 1.03 1.25 2.56 2.47 1.23 1.06 1.12 1.10 1.03 S

Newly industrializing economies n.a. 2.13 2.63 0.98 0.76 0.82 1.06 1.22 1.41 1.22 1.05 1.47 1.14 0.63 u>
LI)

Hong Kong (China) n.a. 1.84 3.31 0.81 0.40 0.73 0.69 3.81 1.78 1.13 0.79 1.68 1.09 0.27 >
Korea, Rep. of n.a. 4.44 1.38 1.45 0.87 0.94 1.65 0.62 0.81 1.38 2.20 1.31 1.22 1.81 Z
Taiwan (China) n.a. 1.76 2.19 1.34 1.67 0.83 0.96 0.69 1.04 1.50 1.13 1.20 1.21 0.10 m

n
m



ASEAN n.a. 0.98 1.51 1.62 1.27 1.30 1.12 0.89 1.28 1.22 1.07 1.19 1.06 0.79 m
Indonesia n.a 1.14 1.49 1.50 1.18 1.41 1.54 1.20 1.13 1.05 2.06 1.43 0.76 -0.08 m
Malaysia n.a. 0.46 0.87 1.70 2.32 1.74 1.38 1.30 0.97 0.87 0.96 1.22 1.01 0.73 C)

m
Philippines n.a. 3.63 2.42 3.05 0.60 0.94 1.03 0.42 5.43 1.29 0.93 1.03 0.81 1.40 z
Singapore n.a. 1.29 1.66 1.29 1.15 1.14 1.02 0.45 2.13 1.82 0.84 1.09 1.23 0.74 m
Thailand n.a. 1.00 1.34 3.14 1.61 1.34 0.85 1.05 0.85 0.76 1.52 1.13 1.60 1.87 0

Geographic distribution (percent) Z
-n

World 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 0

Developed economies 74.6 81.9 81.2 81.2 84.7 82.7 72.2 68.9 61.0 57.7 63.4 58.8 58.9 71.5 H
Developing economies 25.4 18.1 18.8 18.8 15.2 17.3 26.2 28.6 35.9 39.9 32.3 37.7 37.2 25.8 >

EastAsia 8.9 8.3 8.4 9.3 8.1 9.7 12.8 15.1 20.7 20.8 18.3 20.3 16.6 12.1 m

China 1.4 2.4 1.7 2.0 1.7 1.9 2.7 6.4 12.5 13.3 10.9 11.2 9.5 7.1 m
Newly industrializing economies 1.7 2.2 3.5 2.8 1.8 1.5 1.9 2.1 2.4 2.5 2.0 2.7 2.4 1.1 X

Hong Kong (China) 1.1 1.3 2.5 1.7 0.6 0.4 0.3 1.2 1.7 1.6 1.0 1.5 1.3 0.2 >

Korea, Rep. of 0.2 0.6 0.5 0.6 0.4 0.4 0.7 0.4 0.3 0.3 0.5 0.6 0.6 0.8 Z

Taiwan (China) 0 4 0.4 0.5 0.6 0.8 0.7 0.8 0.5 0.4 0.5 0.5 0.5 0.5 0.0 m

ASEAN 5.8 3.6 3.2 4.4 4.6 6.3 8.1 6.6 6.7 7.1 5.9 6.4 5.3 3.0 0
Indonesia 0.5 0.3 0.3 0.4 0.3 0.5 0.9 1.0 0.9 0.8 1.3 1.7 1.0 -0.1 Z

0
Malaysia 2.1 0.6 0.3 0.5 0.9 1.6 2.5 3.0 2.3 1.7 1.3 1.4 1.1 0.6 O
Philippines 0.1 0.2 0.2 0.6 0.3 0.3 0.3 0.1 0.6 0.6 0.4 0.4 0.3 0.3 C_
Singapore 2.7 2.2 2.1 2.3 2.2 2.6 3.1 1.3 2.1 3.4 2.2 2.2 2.1 1.1 G)
Thailand 0.5 0.3 0.3 0.7 0.9 1.3 1.3 1.2 0.8 0.5 0.6 0.7 0.8 1.1 0

n.a. Not applicable. I
Source: United Nations (various issues).
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with relaxation of the FDI regime, the huge depreciation of East Asian
currencies, which reduced the value of assets in foreign currency, en-
couraged multinationals to undertake M&A.

Exports and FDI inflows became increasingly important in the econo-
mies of developing East Asia (table 11.3). All of the economies except
China and Indonesia registered a ratio of exports to GDP exceeding
30 percent, significantly higher than the average ratio of approximately
23 percent for the developing economies in 1997 (WTorld Bank 1999).
Hong Kong and Singapore had extremely high values, which are at-
tributable to their engagement in entrep6t trade. Although high, the
values for Korea and Taiwan (China) declined from the mid-1980s
to the mid-1990s because of the rapid increase in GDP. ASEAN-4
countries, consisting of Indonesia, Malaysia, Philippines, and Thai-
land, exhibited an increase in the ratio of exports to GDP, reflecting
faster growth of exports compared with GDP. Considering that large
countries tend to be less dependent on foreign trade than small coun-
tries, it is notable that China's and Indonesia's ratio of exports to GDP
exceeded 20 percent.

Although increasing steadily for most developing East Asian econo-
mies, the ratio of FDI to GDP was significantly smaller than the ratio
of exports to GDP and varied widely within the region. Singapore had
the highest ratio, around 10 percent, while Korea and Taiwan had the
lowest, around 0.5-1.0 percent. China and Malaysia registered a rapid
increase in the ratio, each reaching about 5 percent in 1997. The role
of FDI in economic activities is even more important because the for-
eign affiliates of multinationals engage in various activities, including
foreign trade, in the FDI-recipient economies.

FACTORS CONTRIBUTING TO THE RAPID EXPANSION OF
TRADE AND FDI

The factors behind the significant expansion in foreign trade and FDI
inflows in East Asia fall into two groups, one concerning internal
factors and the other concerning external factors. As for the internal
factors, the liberalization of both trade and FDI was one of the most
important. In addition, a stable macroeconomic environment, reflect-
ed in relatively stable price levels and an abundant supply of well-



m

Table 11.3 Ratio of Exports and of Foreign Direct Investment to Gross Domestic Product in East Asia, 1986-97 m

(percent) Gm
mZ

Indicator and economy 1986 1987 1988 1989 1990 1991 1992 1993 1994 1995 1996 1997 C)
m

Ratio of exports to GDP 0

China 10.5 14.7 15.5 15.3 17.5 19.1 20.3 21.1 22.3 21.3 18.5 20.3 >z
Hong Kong (China) 88.5 98.3 108.4 108.9 109.9 114.6 118.7 116.6 115.7 124.8 117.2 109.7 Jn

Korea, Rep. of 32.0 34.7 33.3 28.1 25.6 24.4 24.9 24.7 25.2 27.4 26.8 30.8 ,

Taiwan (China) 52.5 52.4 49.1 44.3 41.9 42.4 38.4 38.0 38.5 42.9 42.5 42.8 >

Indonesia 18.5 22.6 21.6 21.8 22.4 22.7 24.4 23.3 22.6 22.5 21.9 24.9 mn

Malaysia 49.6 56.8 60.8 66.2 68.8 73.0 69.8 73.4 81.0 84.8 78.9 80.0 m
Philippines 16.0 17.0 18.6 18.2 18.2 19.3 18.4 20.4 20.7 23.6 24.6 30.5 X

(JP

Singapore 124.7 138.7 153.2 146.8 140.9 135.0 127.8 126.8 136.7 138.9 134.8 129.8 >

Thailand 20.6 23.1 25.9 27.8 27.0 28.9 29.1 29.4 31.4 33.6 30.7 37.4 rZ:
m

Ratio of FDI inflow to GDP O
0

China 0.6 0.9 1.0 1.0 1.0 1.2 2.7 6.4 6.2 5.1 4.9 4.9 O

Hong Kong (China) 2.5 6.7 4.6 1.6 1.0 0.6 2.0 3.2 3.2 2.4 3.6 3.5 :

Korea, Rep. of 0.4 0.4 0.5 0.3 0.3 0.4 0.2 0.2 0.2 0.4 0.5 0.6

Taiwan (China) 0.4 0.7 0.8 1.1 0.8 0.7 0.4 0.4 0.6 0.6 0.7 0.8 iD

Indonesia 0.3 0.5 0.6 0.7 0.8 1.2 1.3 1.3 1.2 2.2 2.7 2.2

Malaysia 1.8 1.3 2.1 4.4 6.8 8.5 8.9 7.8 6.0 4.8 5.1 5.2

Philippines 0.4 0.9 2.5 1.3 1.2 1.2 0.4 2.3 2.5 2.0 1.8 1.5

Singapore 9.5 13.7 14.2 13.8 12.8 11.2 44 8.0 12.1 8.5 8.5 10.1

Thailand 0.6 0.7 1.8 2.5 2.8 2.1 1.9 1.4 0.9 1.2 1.3 2.4

Source: For the ratio of exports to gross domestic product, IMF (1999); World Bank (1999); Asian Development Bank (1999) Taiwan Statistical Yearbook 1999. For the
ratio of foreign direct investment inflows to gross domestic product, United Nations (various issues); World Bank (1999); Asian Development Bank (1999); Taiwan
Statistical Yearbook 1999.
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disciplined, low-wage labor, contributed to the expansion of exports
and the attraction of FDI inflows.4 As for the external factors, the sub-
stantial realignment of exchange rates, particularly the yen-dollar ex-
change rate, was important, as was the remarkable technical progress
achieved in information technology, which reduced the cost of com-
munications. Finally, increased competition among multinational firms,
which resulted partly from liberalization and deregulation in various
sectors in many countries of the world, promoted foreign trade and
FDI.

Liberalization of Trade and FDI

After their favorable economic performance in the 1970s, a number of
developing economies in East Asia experienced an economic slow-
down in the early 1980s. The second oil crisis in the late 1970s and its
aftermath were major factors behind the slowdown, as were inward-
looking import substitution policies and active public investment.

The sharp rise in oil prices resulted in worldwide recession, as a
number of countries pursued tight macroeconomic policies to deal
with the inflation triggered by the increase. In particular, the growth
rates of many industrial economies turned negative in 1982. The slow-
down in the world economy exerted a negative influence on the eco-
nomic performance of developing East Asian economies, mainly by
reducing the demand for their products.

Several internal problems also contributed to the slowdown in eco-
nomic growth. Import substitution policies, which had been pursued
for some time in most economies in the region, caused various prob-
lems.' A protected market provided opportunities for local businesses
that led to reasonable economic growth in the 1970s. However, by
the 1980s the industries with potential for import substitution had
become more or less exhausted. Moreover, import substitution poli-
cies gave rise to the inefficient use of available resources in three ways.
First, they encouraged noncompetitive import-substituting produc-
tion at the expense of competitive export production. Second, the
absence of competition from foreign sources enabled local firms to
enjoy a lucrative protected market, retarding the efficient use of
resources and technological progress. Third, they promoted rent-
seeking activities, encouraging the misuse of available resources.
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The large volume of public investment undertaken by a number of
developing East Asian economies in the 1970s was another factor in
the slowdown in economic growth in the early 1980s. Encouraged by
favorable economic growth in the early to mid-1970s and recognizing
the underdevelopment of infrastructure, the governments of develop-
ing East Asian economies expanded public investment aggressively in
the second half of the 1970s. Coupled with the reduction in govern-
ment revenue as a result of the slowdown in economic activities, the
expansion in public expenditure resulted in large public sector current
account deficits, which in turn increased foreign debt. These twin defi-
cits forced the governments to reduce expenditure, worsening the eco-
nomic slowdown.

To deal with the serious economic situation in the early 1980s, de-
veloping East Asian economies adopted structural adjustment policies
consisting mainly of liberalization in foreign trade and FDI and de-
regulation in domestic economic activities. The change in policy from
inward-looking protection to outward-looking liberalization was at-
tributable to the recommendations of donors, such as the World
Bank and the International Monetary Fund. Such policy changes were
also due to the realization that liberalization would promote economic
growth. The liberalization of trade and FDI led to the expansion of
exports and inward FDI because it shifted the incentives from import-
substituting production to export production and increased the at-
tractiveness of these economies to foreign investors. This section ex-
amines the liberalization of trade and FDI in East Asian economies
from the 1980s through the 1990s.6

As can be seen from table 11.4, developing East Asian economies
liberalized their import regimes by lowering tariff rates and nontariff
barriers from the early 1980s through the early 1990s. The notable
exceptions were Hong Kong and Singapore, which adopted virtually
free trade regimes. China and Indonesia significantly reduced their
average tariff rates during the period under study, while Malaysia and
Thailand slightly increased their average tariff rates. The incidence of
nontariff barriers declined in many East Asian economies. Indeed,
China is the only economy in the sample that increased the incidence
of nontariff barriers during the period under study. The most remark-
able is Indonesia, which reduced nontariff barriers from 95 percent in
1984-87 to less than 3 percent in 1991-93. Although not included in
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Table 11.4 Tariffs and Nontariff Barriers for Select East Asian Economies, 1980-93
(unweighted averages in percentages)

Economy and Primary Manufactured All
indicator products products products

China
Mean tariffs

1980-83 46.5 50.5 49.5
1984-87 33.1 41.9 39.5
1988-90 34.1 42.7 40.3
1991-93 31.7 39.7 37.5

Incidence of nontariff bariers
1984-87 17.8 7.9 10.6
1988-90 27.2 21.9 23.2
1991-93 11.5 11.3 11.3

Hong Kong (China)
Mean tariffs

1984-87 0.0 0.0 0.0
1988-90 0.0 0.0 0.0
1991-93 0.0 0.0 0.0

Incidence of nontariff barriers
1984-87 6.9 2.1 3.4
1988-90 0.8 0.3 0.5
1991-93 0.8 0.3 0.5

Indonesia

Mean tariffs
1980-83 23.0 31.3 29.0
1984-87 14.7 19.4 18.1
1988-90 14.8 22.5 20.3
1991-93 13.6 18.3 17.0

Incidence of nontariff barriers
1984-87 98.9 93.1 94.7
1988-90 15.7 7.0 9.4
1991-93 4.6 2.0 2.7

Malaysia

Mean tariffs
1980-83 4.3 12.7 10.6
1984-87 8.6 15.4 13.6
1988-90 7.7 14.8 13.0
1991-93 7.3 14.7 12.8

Incidence of nontariff barriers
1984-87 4.5 3.2 3.7
1988-90 1.6 3.0 2.8
1991-93 1.2 2.4 2.1
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Table 11.4, continued
(unweighted averages in percentages)

Economy and Primary Manufactured All
indicator products products products

Singapore
Mean tariffs

1980-83 0.1 0.4 0.3
1984-87 0.1 0.4 0.3
1988-90 0.2 0.4 0.4
1991-93 0.3 0.4 0.4

Incidence of nontariff barriers
1984-87 15.3 14.1 14.7
1988-90 3.0 0.2 1.0
1991-93 1.2 0.0 0.3

Thailand
Mean tariffs

1980-83 26.3 34.6 32.3
1984-87 28.0 32.5 31.2
1988-90 33.4 43.7 40.8
1991-93 26.2 41.8 37.8

Incidence of nontariff barriers
1984-87 24.4 7.8 12.4
1988-90 7.9 8.8 8.5
1991-93 8.8 4.2 5.5

Source: Pacific Economic Cooperation Council (1995).

the table because of a lack of comparable data, Korea is reported to
have reduced both its tariff rates and the incidence of nontariff barri-
ers during the period from 1988 to 1993.7

Inward FDI policies were liberalized in the mid- 1980s, as East Asian
economies began to realize that FDI would promote economic growth.
Although it is difficult to quantify the restrictiveness of an FDI re-
gime, it is clear that many developing East Asian economies have lib-
eralized their FDI policies since the mid-1980s. Restrictions on FDI
take various forms, including restrictions on market access, most-fa-
vored-nation treatment, and national treatment. Many developing East
Asian economies reduced the restrictions on market access by reduc-
ing the number of sectors and industries for which FDI was prohib-
ited and by relaxing the limits on foreign equity ownership (see Pa-
cific Economic Cooperation Council 1995; United Nations various
years). Among the developing East Asian economies, in particular, the
five economies most seriously affected by the crisis in 1997-Indone-
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sia, Korea, Malaysia, Philippines, and Thailand-adopted substantial
FDI liberalization measures in an effort to attract FDI (United Na-
tions 1998 provides a list of liberalization measures adopted by the
five economies). Furthermore, recognizing the important contribu-
tion that FDI may make toward economic growth, a number of econo-
mies introduced incentives such as tax breaks to attract FDI. Indeed,
there has been stiff competition among East Asian economies to at-
tract FDI by reducing barriers and providing incentives.

Liberalization of trade and FDI also progressed under the regional
and global frameworks. The members of the ASEAN formed the
ASEAN Free Trade Area (AFTA) in 1992, the only formal regional
trade arrangement in East Asia (see Chia 2000 for a detailed discus-
sion of ASEAN and its trade and FDI policies). The 1992 agreement
provided for the liberalization of tariff and nontariff measures under
the Common Effective Preferential Tariffs. The target year for achiev-
ing tariff and nontariff liberalization was originally set for 2008, but
was later moved forward to 2002. FDI liberalization in the ASEAN
has been scheduled for implementation. In 1998 the ASEAN Invest-
ment Area was created to provide coordinated investment coopera-
tion and facilitation programs, market access, and national treatment
of all industries, with target dates for the original ASEAN-5 mem-
bers, Brunei, and Alyanmar to be 2003 and for Vietnam, Cambodia,
and Laos to be 2010.

APEC, whose members include not only East Asian economies but
also countries in North and South America and Oceania, contributed
to the liberalization and facilitation of trade and FDI for developing
East Asian economies (see Morrison 1998 for an insightful analysis of
the evolution of APEC and its functions). One important characteris-
tic of APEC is its inclusion of China and Taiwan as members. Indeed,
APEC is the only regional or international economic forum in which
China and Taiwan participate, because neither is a member of the World
Trade Organization. Following the Bogor declaration in 1994 calling
for full liberalization of trade and FDI by 2010 for developed-country
members and by 2020 for developing-country members, APEC mem-
ber economies agreed to prepare and implement individual action plans
specifying near- and medium-term liberalization measures. Peer pres-
sure is expected to play a crucial role in implementation. Although it
is not clear how effective the APEC process has been for promoting
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the liberalization of trade and FDI, all the APEC members have made
significant progress toward freer trade and FDI regimes.8

The Uruguay Round of multilateral trade negotiations under the
GATT started in 1986 and ended in 1994. Although the negotiations
lasted eight years, the Uruguay Round made substantial progress to-
ward liberalizing trade and FDI. The achievements include a reduc-
tion in tariff rates, a framework agreement on trade in services, agree-
ments on intellectual property rights and trade-related investment
measures, a timetable for phasing out all quantitative restrictions on
trade, first steps toward bringing agriculture more firmly under a
multilateral discipline, a stronger dispute settlement mechanism, and
the establishment of the World Trade Organization (Krueger 1998
contains a number of useful articles on the GATIT/WTO). The im-
pacts of these achievements are difficult to estimate because liberal-
ization of trade and FDI is carried out not only as a result of the com-
mitments made in the GATT/V`TO but also as a result of factors
such as bilateral pressures and regional commitments. Nevertheless,
there is no doubt that the GATT/WTO has promoted trade and FDI
liberalization in East Asia.

Exchange Rate Adjustments and the Bubble Economy

In addition to trade and FDI liberalization policies, several external
developments in the mid-1980s precipitated the expansion of exports
from and of FDI inflows to the developing East Asian economies. One
is the substantial realignment of the exchange rates of major curren-
cies, notably the appreciation of theJapanese yen vis-a-vis the U.S. dollar
and other currencies. In September 1985, to correct the imbalances in the
current accounts among major industrial countries-a huge current
account surplus in Japan and Germany and a huge current account
deficit in the United States were major causes of instability of the world
economy-the G-5 countries agreed to realign the exchange rates of
their currencies. As a result, the Japanese yen and the Deutsche mark
appreciated in value vis-a-vis the U.S. dollar and other currencies.

The yen appreciation contributed to the expansion of exports from
developing East Asian economies and the expansion of inflows of FDI
to these economies through several channels.9 The yen appreciation
increased the price ofjapanese products vis-a-vis the price of products
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produced in the economies experiencing the currency depreciation.
These changes in relative prices led to the expansion of exports from
developing East Asian economies, not onlv to Japan but also to other
economies, at the cost of exports from Japan.

The drastic yen appreciation stimulated Japanese FDI to develop-
ing East Asian economies in two ways (see Kawai and Urata 1998 for
a detailed discussion). To cope with the loss in international price com-
petitiveness, many Japanese firms moved their base of production
from Japan to foreign economies where production costs were lower.
The yen appreciation also had a positive impact on outflows of Japa-
nese FDI through the "liquidity" or "wealth" effect. To the extent that
yen appreciation made Japanese firms relatively more wealthy by in-
creasing their collateral and liquidity, it enabled them to finance out-
ward FDI relatively more cheaply than their foreign competitors. In
addition, liquidity was injected into the economy in the second half of
the 1980s, with the objective of reactivating the Japanese economy
from a recession caused by a decline in exports, pushing up the prices
of shares and land and creating the so-called bubble economy. Such
an increase in liquidity and the subsequent asset-price inflation fur-
ther promoted Japan's FDI by making it easier for Japanese firms to
obtain loans. The bubble economy contributed to the expansion of
exports from developing East Asian economies to Japan by increasing
Japan's demand for imports.

Japan's trade friction with developed economies such as the United
States and the European Union and the protectionist sentiment in
these economies discouraged Japan's exports to these regions, creat-
ing opportunities for other economies, including those in developing
East Asia. It had the effect of promoting Japanese FDI as well. In order
to secure their markets in developed economies, a number ofJapanese
firms invested not only in those developed economies but also in other
economies, most notably in East Asia, setting up export platforms to
enable them to get around the import barriers in developed econo-
mies (Kawai and Urata 1996 present evidence of such behavior).

Thus Japan contributed to the rapid expansion of exports and FDI
in East Asia in the second half of the 1 980s, while the Asian NIEs did
so in the 1990s. Facing a similar set of problems such as currency
appreciation, the bubble economy, and trade friction with developed
economies, firms from the NIEs undertook FDI in other developing
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East Asian economies in search of low-cost production. They invested
heavily in ASEAN countries, China, and other parts of East Asia.'"

The depreciation of the Japanese yen vis-a-vis the U.S. dollar and
the bursting of the bubble in the late 1980s and early 1990s not only
resulted in a decline in Japanese FDI to developing East Asia but also
discouraged exports from developing East Asia." A gradual, but steady,
appreciation of the yen started in the early 1990s and lasted until 1995,
promotingJapanese FDI in developing East Asian economies and ex-
ports from these economies. A quick turnaround of the Japanese yen
from appreciation to depreciation vis-a-vis the U.S. dollar in 1995 did
not discourage Japanese FDI, but it did discourage exports from develop-
ing East Asian economies by reducing the international competitiveness
of their products. Indeed, the sizable fluctuations in the yen-dollar ex-
change rate in the 1990s had a destabilizing impact on developing East
Asian economies, contributing to the currency crisis in 1997.12

THE EMERGENCE OF AN INTRAREGIONAL PRODUCTION SYSTEM
IN EAST ASIA

In this section I analyze the emerging patterns of an intraregional pro-
duction system that has been promoted by the expansion of foreign
trade and FDI. First, I examine the changing patterns of intraregional
trade and FDI in East Asia. This analysis sheds light on the impact of
an economic shock in one economy, such as the Asian economic crisis
in 1997, on other economies in the region through trade and FDI
flows. Second, I turn to the link between foreign trade and FDI, ex-
amining whether FDI promotes foreign trade. Third, I investigate the
changing importance of intraregional dependence by explicitly con-
sidering interindustry relations among East Asian economies. Finally,
I examine the patterns of sales and procurements by multinationals
and their impact on intraregional links in East Asia.

Increasing Intraregional Dependence

Several studies have examined the changes in intraregional dependence
in foreign trade in East Asia. Computing three sets of measures, Petri
(1993) finds that intraregional dependence on foreign trade in East
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Asia increased steadily in the post-World War II period, after declin-
ing in the pre-World War II period, and that intraregional bias de-
clined in the post-World WV7ar II period. Frankel (1993) also finds a
decline in intraregional bias in foreign trade in the 1980s by estimat-
ing the magnitude of the bias in the gravity model framework. This
subsection investigates the changing patterns of intraregional trade
and FDI in East Asia from the early 1980s to the mid-1990s. Follow-
ing Petri (1993), the following three measures are computed: absolute
measures, relative measures, and double-relative measures.

* Absolute measure (A): A = Xij / X..

* Relative measure (B): B = A / (Xi. / X..) = Xij / Xi.

* Double-relative measure (C): C = / [(Xi. / X.) (Xj / X.)] =
Xij*X.. / Xi.*Xj,

where Xij represents exports (or outward FDI) from region i to regionj,
and "." indicates the summation across all i orj. Therefore, Xi. repre-
sents total exports (or outward FDI) of region i, XJ. represents total
imports (or inward FDI) of regionj, and X. represents world trade (or
FDI).

The absolute measure compares the scale of a particular bilateral
trading (or FDI) relationship to world trade (or world FDI), while the
relative measure compares it to trade (or FDI) of one or the other of
the two partners participating in the relationship. The double-relative
measure, which is commonly described as gravity coefficients, indi-
cates the intensity or bias of the bilateral trading (or FDI) relationship
by taking into account its importance in world trade (or world FDI).
The value of unity for the double-relative measure can be interpreted
so that the bilateral relationship is neutral, while the relationship is
more (or less) biased when the measure is greater (or less) than unity.

Table 11.5 shows the estimated values of the three measures of for-
eign trade and FDI for three regions-East Asia, the North American
Free Trade Agreement (NAFTA), and the European Union. The re-
sults indicate that intraregional trade in East Asia became more im-
portant not only in world trade but also in regional trade. However,
intraregional bias became smaller over time.

The importance of intra-East Asian trade in world trade increased
significantly from 5 percent in 1980 to 12 percent in 1997. The share
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of intra-NAFTA trade in world trade also increased over the same
period, but the share was smaller, at 9 percent in 1997. The corre-
sponding share for the European Union was significantly greater, at
22 percent in 1997, although the share had declined sharply from 29
percent in 1990.

A significant part of intra-East Asian trade takes place between Ja-
pan and other East Asian economies (or developing East Asian econo-
mies). This can be seen from the observation that the share of
intraregional trade among developing East Asian economies (7 per-
cent) amounts to only slightly more than half of the level observed for
East Asia as a whole (12 percent). The magnitude of intraregional trade
for the Asian NIEs and for ASEAN is still quite small in world trade,
amounting to 0.9 and 1.3 percent of world trade in 1997, respectively.

Intra-East Asian trade increased its importance for East Asian trade
over time, as shown in the increase in the relative measure from 34
percent in 1980 to 50 percent in 1997. The comparable figures for
developing East Asia were 22 and 40 percent in 1980 and 1997, re-
spectively. The importance of intraregional trade in regional trade also
increased for the members of NAFTA from 33 to 46 percent during
the same period, but it declined for the European Union from 66 per-
cent in 1990 to 62 percent in 1997, after increasing between 1980 and
1990. Among the subgroups in East Asia, intragroup trade among the
NIEs was quite small, amounting to only 12 percent of total trade,
while intra-ASEAN trade was larger, at 21 percent.

An analysis of the relative measures computed for exports and for
imports shows that intra-East Asian trade is more important as a source
of imports than as a destination for exports. This finding indicates a
trading pattern in which East Asian economies procure imports within
the region and sell exports outside the region. This appears to reflect
the behavior of multinationals. Many multinationals use East Asia as
an export platform, in which they assemble export products for re-
gions outside of East Asia by importing parts and components from
inside the region. In contrast, intra-NAFTA trade is more important
for NAFTA's exports than for its imports.

The results of the double-relative measure reveal an interesting con-
trast concerning the intraregional trade bias for East Asia, on the one
hand, and the NAFTA and the European Union, on the other hand.
Specifically, intraregional bias declined in East Asia from 2.43 in 1980



Table 11.5 Intraregional Dependence for Foreign Trade and Foreign Direct Investment, Various Years, 1980-94 N

East Asia

Newly North
All East East Asia industrializing American Free European

Indicator and year Asia excluding Japan economies ASEAN Trade Agreement Union
Absolute measure (percent)
Trade

1980 4.9 1.7 0.2 0.6 5.4 24.2
1990 8.2 3.9 0.5 0.8 6.7 29.1
1997 12.1 6.8 0.9 1.3 9.1 22.3

Foreign direct investment
1980 3.5 1.5 0.1 0.5 13.6 12.9
1994 8.4 5.5 0.1 0.8 5.3 19.3

Relative measure (percent)

Trade (exports plus imports) m
1980 34.4 22.2 5.7 16.8 33.1 58.8 -

1990 42.9 32.9 8.9 18.9 37.9 66.3 z
1997 50.4 39.5 11.9 21.3 45.8 61.5 z

z
Foreign direct investment (outward plus inward)

1980 40.0 32.1 5.6 17.9 33.0 37.3 I
m

1994 42.5 53.1 3.5 18.8 19.9 51.2 m
Exports

1980 33.9 22.1 5.7 16.7 33.6 61.0 >
1990 39.5 31.7 8.5 19.1 41.4 66.0 >
1997 47.6 38.7 11.5 21.3 49.1 59.6 i

Outward foreign direct investment
1980 38.1 86.8 8.6 73.2 27.5 38.6 n
1994 35.0 86.6 2.8 56.5 18.7 47.9 m



Imports m
1980 34.8 22.2 5.7 17.0 32.6 56.9 m
1990 46.8 34.1 9.3 18.7 35.0 66.5

z1997 53.5 40.2 12.2 21.3 43.0 63.5
Inward foreign direct investment 0

1980 42.0 19.7 4.1 10.2 41.5 36.2
1994 54.0 38.3 4.6 11.3 21.2 55.0 z

-0

Double relative measure (gravity coefficients)

Trade
1980 2.43 2.97 1.91 4.83 2.03 1.43 m

z1990 2.25 2.77 1.47 4.54 2.16 1.51 m
x

1997 2.11 2.28 1.51 3.42 2.33 1.70 c
(I)

Foreign direct investment
21980 4.59 11.36 4.20 14.09 0.84 1.08 0

1994 2.25 6.08 0.98 7.59 0.74 1.37
0Note: Definitions are described in the main text. 2

Source: For trade data, computed from JETRO; for foreign direct investment data, from Industry Canada. 0

K
0

N)

'0
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to 2.11 in 1997, while the corresponding values for the NAFTA and the
European Union increased from 2.03 and 1.43 to 2.33 and 1.70, respec-
tively, over the same period.'3 Among East Asian subgroups, intraregional
trade bias is very high for ASEAN, writh the double-relative measure at
3.42 in 1997, although the size of the bias has declined over time.

The estimated values for the measures of intraregional dependence
reveal that the importance of intraregional trade in East Asia increased
not only in world trade but also in regional trade over time. However,
extraregional trade also expanded rapidly. Indeed, intraregional trade
bias declined in East Asia, while it increased in the NAFTA and the
European Union. One may attribute these differences partly to differ-
ences in the institutional arrangements. Both the NAFTA and the
European Union have trade arrangements that give preferential treat-
ment to their members, possibly leading to an increasing regional bias.'4

In East Asia, a preferential trading arrangement has been set up only
for the ASEAN members that make up a small portion of intra-East
Asian trade, and other economies do not have any discriminatory ar-
rangements. The absence of discriminatory trade measures may have
been responsible for the decline in trade bias. Unilateral trade liberal-
ization without discriminatory treatment among trading partners con-
tributed to a decline in regional trade bias in East Asia. Furthermore,
a decline in the cost of communications and transportation services,
resulting from technological progress and liberalization, contributed
to the diversification of trading partners. Rapid industrialization cen-
tered on similar industries such as textiles and electric machinery has
forced many East Asian economies to look outside the region for mar-
kets for their products, diminishing the intraregional trade bias (see
Petri 1993 on this point).

Similar to the changing patterns of foreign trade, intraregional FDI
in East Asia increased from 4 percent of world FDI in 1980 to 8 per-
cent in 1994. The corresponding share for the European Union also
increased from 13 to 19 percent, while it declined for the NAFTA
from 14 to 5 percent. Among the East Asian subgroups, the stock of
intraregional FDI among the developing economies registered rela-
tively high growth, increasing from 2 to 6 percent of world FDI dur-
ing the 1980-94 period.

Intraregional FDI in East Asia increased from 40 percent in 1980
to 43 percent in 1994. Among the subgroups, intraregional FDI be-
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came particularly important for developing East Asian economies.
Coupled with this observation, the relatively small shares of
intraregional FDI for ASEAN and NIEs indicate the importance of
FDI between these subgroups. Intraregional FDI is particularly
important because 87 percent of outward FDI has been undertaken
in developing East Asian economies. The share of inward FDI
has increased in East Asia, which means that an increasing share of
inward FDI originates inside the region. However, the share of
intraregional FDI in regional FDI is substantially smaller for devel-
oping East Asian economies, reflecting the importance of Japan as
a source of FDI.

The results of double-relative measures show an interesting con-
trast between East Asia and the European Union. Although the mag-
nitude of the bias is higher for East Asia than for the European Union,
the magnitude of the bias declined for East Asia, while it increased for
the European Union. The extent of the bias remained more or less
the same for the NAFTIA. These observations are consistent with those
made for foreign trade, and differences in the direction of bias for
East Asia and for the EuLropean Union may reflect differences in insti-
tutional arrangements, as argued for foreign trade.

From 1980 to 1997 the importance of intraregional trade in East
Asia increased not only in world trade but also in overall trade in East
Asia. However, a regional bias declined during the 1980-97 period.
Similar patterns are folnd for intraregional FDI in East Asia. These
findings indicate that the increasing importance of intraregional trade
and FDI is attributable largely to the rapid expansion of overall trade
and FDI in the region through market forces. This contrasts with the
case in the European Union or the NAFTA, where intraregional bias
in foreign trade and FDI increased possibly because of discriminatory
institutional arrangements under which regional members get
preferential treatment, worsening resource allocation.

The Emergence of an FDI-Trade Nexus: An Application of the
Gravity Model

In the analysis in the previous section, foreign trade and FDI are ana-
lyzed separately. However, in reality foreign trade and FDI appear to
have a close relationship. For example, an increasing proportion of
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world trade is conducted by multinational enterprises, which are ac-
tive in undertaking FDI. A multinational enterprise may export capi-
tal goods and intermediate goods from its home office to its overseas
affiliates to assist its overseas affiliates and may import products from
its overseas affiliates to serve its home market. Such activities promote
the linkage between FDI and foreign trade. In this section I use the
gravity model to examine empirically the link between foreign trade
and FDI in East Asia.

The gravity model has been applied extensively to investigate the
determinants of bilateral trade flows. In its basic formulation, the geo-
graphic distance between the two economies and their economic size
are included to explain bilateral trade flows. It is postulated that the
shorter is the distance between the two economies and the bigger their
economies, the larger are the bilateral trade flows between them. In-
deed, many empirical studies have found such a relationship. For ex-
ample, Frankel (1993) finds in his study of bilateral trade flows among
63 countries for 1980, 1985, and 1990 that economic size denoted by
gross national product (GNP) and geographic distance have positive
and negative effects on bilateral trade flows, respectively.

In addition to these two basic variables, several other factors have
been introduced in the gravity equation that would influence bilateral
trade flows. Frankel (1993) adds per capita GNP and regional dum-
mies. Per capita GNP is included to capture the factors associated
with the level of economic development. One may argue that industrial
countries tend to specialize in production, leading to greater
dependence on foreign trade. Furthermore, the residents of high-
income countries tend to desire greater variety in their consumption,
leading to greater dependence on trade. Regional dummies are included
to test the existence of special regional bias in some regions such
as East Asia and the European Community. Frankel finds a positive
effect of per capita GNP, as expected. As to regional dummies, he
finds that for regional groups in the western hemisphere, the Euro-
pean Community, and East Asia dummy variables are positive and
statistically significant, indicating the presence of regional bias in
bilateral trade. He also finds that the regional bias in East Asia de-
clined as the estimated coefficients on the East Asia dummy became
smaller over time. Boisso and Ferrantino (1997) introduce "economic
and cultural distance" and the characteristics of trade regime as fac-
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tors influencing bilateral trade flows. They find the deterrent effect of
economic and cultural distance and inward-looking trade regime on
international trade.

To examine the link between FDI and foreign trade in East Asia, we
modify the basic gravity equation by introducing an FDI variable as
one of the explanatory variables. We assume that FDI causes foreign
trade, but the causation may go the other way as well. The justifica-
tion for our specification is that we use FDI stock, which may be in-
terpreted as a predetermined variable because it represents the accu-
mulated value of past FDI, not FDI flows (Kawai and Urata 1998 test
the two alternative specifications). Although a number of studies have
suggested the existence of a link between FDI and trade, very few
studies have examined this link empirically. Kawai and Urata (1998)
examine the case of Japan and find a strong link between them. I
estimate the following three equations to test the presence of FDI-
trade linkage.

(1 1.1) nXij + lnXji = aO + al ln DISTANCEi + a2 (InGNPi + InGNPj)
+ a3 [ln(GNP/POP)I + lnGNP/POP)j]
+ a4 (lnFDIij + lnFDIji) + a5 East Asia

(11.2) lnXij = aO + al lnDISTANCEij + a2 lnGNPi + a3 ln GNPj + a4
ln (GNP/POP)i + a5 [ln(GNP/POP)j1
+ a6 ln FDIij + a7 East Asia

(11.3) lnXji = aO + al lnDISTANCEij + a2 lnGNPi + a3 ln GNPj +
a4 ln(GNP/POP)i + a5
[ln(GNP/POP)ul + a6 ln FDIij + a7 East Asia

Xi indicates i's exports to j, and Xji indicates j's exports to i, or i's
imports from j; where DISTANCEij indicates geographic distance
between i andj; GNPi and (GNP/POP)i indicate i's GNP and GNP
per capita, respectively; FDIij indicates FDI stock inj from i; and East
Asia represents an East Asia dummy variable. Data on distance are
taken from Fitzpatrick and Modlin (1986), data on trade and FDI stock
are taken from JETRO and Industry Canada, respectively, and data
on other variables are taken from the World Bank and Asian Develop-
ment Bank. The East Asia dummy is applied to trade among 10 East
Asian economies-China, Hong Kong, Indonesia, Japan, Korea, Ma-
laysia, the Philippines, Singapore, Taiwan, and Thailand. In addition
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to these 10 economies, Canada, Chile, Mexico, the United States,
Australia, and New Zealand also are included in the analysis."5

The coefficients in the three equations are estimated for 1980 and
1994 by ordinary least squares. The results are shown in table 11.6.
The estimates on distance are negative and statistically significant in
most cases, as expected. One exception is the case for East Asian econo-
mies in 1980. One possible reason for this anomaly may be due to the
presence of trade-distorting restrictions. However, distance came to
play an expected role of restraining foreign trade in 1994, as the result
of substantial trade liberalization adopted in the 1980s. Both economic
size and level of economic development show a positive impact, indi-
cating that the volume of trade increases with the size and economic
level of the economies involved in bilateral trade.

FDI promotes foreign trade, as expected. The effect of FDI on foreign
trade was greater in 1980 than in 1994, possibly indicating that multina-
tionals had diversified their trading partners by 1994. In an early stage of
foreign operation, the link between foreign affiliates and parent company
was strong, because foreign affiliates depended on their parent for in-
puts and capital goods. As the procurement and sales networks of for-
eign affiliates expanded with the length of operation, the link between
FDI and foreign trade diminished. This observation can be supported
by the following statistics for the overseas affiliates of Japanese firms.
For manufacturing as a whole, in 1980, the shares ofJapan in total export
sales and the import procurement of overseas affiliates ofJapanese firms
were 40 and 73 percent, respectively. The corresponding values in 1995
were lower at 32 and 71 percent, indicating that reliance on Japan-the
home economy in this case-for sales and procurement declined from
1980 to 1995.16 Although the impact of FDI on bilateral trade fell be-
tween 1980 and 1994, it is still significant, supporting an argument
that the increase in intraregional FDI played a role in increasing
intraregional trade in East Asia. The results on exports and imports
reveal that outward FDI has a greater impact on imports of the home
economy than on its exports. This has an important implication for
the trade balance of the home and host economies. Specifically, ac-
cording to our results, FDI would lead to a trade deficit for the home
economy, while it would lead to a trade surplus for the host economy.

Finally, the estimated coefficients on the East Asian dummy indi-
cate the presence of intraregional bias in foreign trade for East Asia,
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but such bias is shown to decline from 1980 to 1994. This finding is
consistent with the observations made in the previous section and in
Frankel (1993).

Creation of an Intraregional Production System in East Asia

So far the changing patterns of foreign trade and FDI in East Asia
have been examined without considering their relations with the eco-
nomic structures of the East Asian economies. My earlier observation
that foreign trade of the East Asian economies-in particular,
intraregional trade in East Asia-expanded rapidly in the 1980s and
1990s may indicate a substantial impact on economic structures of the
East Asian region as well as those of the individual economies. This
section explicitly relates intraregional trade patterns in East Asia to
procurement sources of the inputs for production and those of prod-
ucts for final demand by using international input-output tables. The
analysis is intended to discern the changing characteristics of
intraregional, interindustry relationships in East Asia.

The Institute of Developing Economies in Japan has constructed
international input-output tables covering East Asian economies and
the United States for 1985 and 1990. The international input-output
tables are constructed by explicitly specifying the import sources and
export destinations of the products of the individual economies. The
international input-output tables show the sources of inputs for pro-
duction-that is, inputs from the domestic market and inputs imported
from other economies. Similarly, the table shows the sources of prod-
ucts purchased for final demand-that is, the products procured from
the domestic market and those imported from foreign economies.Just
as input-output tables, the international input-output tables show des-
tinations of outputs-that is, outputs sold in the domestic market and
those exported to other economies. I examine mainly the sources of
inputs for production in the East Asian economies, because my main
interest is to examine the interindustry, intraregional production rela-
tionship in East Asia.

Table 11.7 shows the changes in production (input) structures of
East Asian economies from 1985 to 1990. During the period, the im-
portance of imported inputs in production increased for the East Asian
economies excludingJapan.17 ForJapan dependence on imported in-



Table 11.6 The Determinants of Bilateral Trade Flows: Links between Foreign Trade and Foreign Direct Investment, 1980 and 1994

Total East Asia

1980 1994 1980 1994

Explanatory variables Estimates t-value Estimates t-value Estimates t-value Estimates t-value

Dependent variable: InXij+lnXji (total trade between i and j)

JnDistance(i,j) -0.221 -0.866 -0.686* -4.992 0.194 0.608 -0.371** -2.190
InGNPi+ InGNPj 0.305* 3.573 0.473* 10.315 0.144 1.211 0.312* 4.514
In(GNP / POP)i + In(GNP / POP)j 0.267** 2.315 0.277* 6.360 0.320*** 1.924 0.338* 6.400
InFDlij + InFDlji 0.397* 5.574 0.152* 5.275 0.401* 3.752 0.140* 3.117
East Asia dummy 0.918*** 1.916 0.457-* 1.935
Constant -4.910 -1.517 -4.267* -2.727 -4.285 -1.228 -3.114*** -1.807
R 2 0.680 0.850 0.626 0.781
F-statistic 42.172* 112.489* 16.730* 35.659*
Number of observations 105 105 45 45

Dependent variable: InXij (exports from i to j)

InDistance(i,j) -0.917* -5.974 -0.881* -10.158 0.023 0.089 -0.369** -2.297 :

InGNPi 0.455* 5.270 0.511* 9.907 0.270** 2.136 0.479* 6.002 Z

InGNPj 0.546* 7.413 0.590* 12.417 0.256** 2.066 0.269* 3.430 z
In(GNP / POP)i 0.519* 4.003 0.264* 4.407 0.420** 2.243 0.265* 3.185
In(GNP / POP)j 0.386* 4.336 0.278* 5.653 0.793* 6.247 0.405* 5.940 m
InFDlij 0.211* 3.760 0.118* 4.637 0.225** 2.386 0.073*** 1.731 m
East Asia dummy 0.805* 2.641 0.540* 3.456
Constant -6.705* -3.587 -5.077* -4.615 -9.708* -3.718 -4.766* -2.979
R 2 0.599 0.778 0.518 0.653 >

F-statistic 43.194* 100.950* 14.871* 25.996*
Number of observations 210 210 90 90

m



Dependent variable: InXji (imports of i from j) r
m

InDistance(i,j) -0.877* -5.783 -0.943* -10.898 0.136 0.543 -0.285*** -1.920 m
G)

InGNPi 0.446* 5.217 0.512* 9.960 0.034 0.285 0.216* 2.922 mz
InGNPj 0.487* 6.684 0.539* 11.383 0.480* 4.065 0.489* 6.738 ln

niIn(GNP/POP)i 0.219*** 1.710 0.103*** 1.724 0.313*** 1.752 0.172** 2.229 0
InFDlij 0.273* 4.917 0.155* 6.123 0.340* 3.784 0.163* 4.165 >

zEast Asia dummy 0.495 1.643 0.012 0.075 T

Constant -5.082* -2.749 -3.004* -2.738 -9.378* -3.761 -4.722* -3.188
R2 0.608 0.779 0.561 0.702 xi
F-statistic 44.833* 101.6297* 17.664* 32.641*
Number of observations 210 210 90 90 z

nn
* Significant at the 1 percent level. xc
** Significant at the 5 percent level. z

Significant at the 1 0 percent level. z
Source: Authors' calculations. m

0z
0
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0
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Table 11.7 Sources of Inputs in Production for East Asian Economies, 1 985-90 w
(percent)

Newly East Asia, East Asia
industrializing excluding All (millions of

Inputs and year economies ASEAN China Japan Japan East Asia U.S. dollars)

Domestic inputs
1985 45.1 35.8 50.1 44.8 47.4 46.5 1,935,141
1990 44.3 35.7 55.4 46.0 46.0 46.0 3,854,918

Imported inputs to total

1985 11.9 11.1 3.6 7.9 4.5 5.7 236,726
1990 11.3 14.2 4.2 9.5 3.5 5.3 443,403

From newly industrializing economies
1985 0.2 0.6 0.3 0.4 0.2 0.3 11,888
1990 0.4 1.2 1.5 1.0 0.2 0.5 39,199

From ASEAN m
1985 0.9 1.8 0.1 0.8 0.6 0.7 29,178 I

1990 0.8 1.8 0.3 0.9 0.4 0.5 45,508 z

From Japan z
1985 2.4 1.7 0.9 1.5 0.0 0.6 23,221 -e

1990 2.5 2.9 0.5 1.9 0.0 0.6 49,850 m
m

From East Asia >
1985 3.6 4.7 1.4 2.9 1.0 1.6 67,998 >
1990 3.7 6.4 2.3 3.9 0.7 1.7 140,760

From the rest of the world Z
1985 8.3 6.4 2.3 5.0 3.6 4.1 170,713 >
1990 7.6 7.8 1.9 5.6 2.8 3.6 304,633 n7

m



Total inputs m

1985 58.3 48.0 54.3 53.6 52.2 52.7 2,189,897 mn

1990 56.5 51.3 59.9 56.4 49.8 51.7 4,334,424 m

Value added nmC
1985 41.7 52.0 45.7 46.4 47.8 47.4 1,970,726 0

1990 43.5 48.7 40.1 43.6 50.2 48.3 4,043,535 >
2

Output -n

1985 100.0 100.0 100.0 100.0 100.0 100.0 4,158,637

1990 100.0 100.0 100.0 100.0 100.0 100.0 8,375,969

Note: Total inputs include domestic and imported inputs, freight and insurance, and import duties. Therefore, domestic inputs and imported inputs do not add to total m

inputs. Xm
Source: Author's calculations based on the international input-output tables of the Institute of Developing Economies. u

m
>

0z
0n

0
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puts in production not only was low compared with that of other econo-
mies, but also declined from 1985 to 1990. A closer look at the figures
reveals variations in the changes in the proportions of imported in-
puts in output (the sum of total inputs and value added) for different
groups of East Asian economies. Specifically, the proportion of
imported inputs in output increased for ASEAN and China from 1985
to 1990, but declined for the NIEs. The ratio of imported inputs to
output for the NIEs and ASEAN is significantly higher than the ratio
for China, indicating significantly greater dependence on imported
inputs in production. Dependence on imported inputs from East Asia
increased for the NIEs, ASEAN, and China, while it declined forJapan.
Dependence on production inputs imported from outside East Asia
increased from 1985 to 1990, excluding Japan, because of inputs for
ASEAN. Indeed, for the NIEs and China, along with Japan, dependence
on production inputs imported from outside East Asia declined. ASEAN's
increasingly high dependence on imported inputs from East Asia ap-
pears to have resulted from a substantial increase in FDI inflows from
East Asia, notably Japan and the NIEs, which led to an increase in
imported inputs from these economies. I return to the patterns of pro-
curement by multinationals later.

Domestic sources of products for final demand (the sum of consump-
tion and investment) have a dominanit position over foreign sources in
all East Asian economies (table 11.8). Indeed, the degree of dependence
on domestic products for final demand is significantly greater for many
East Asian economies than it is for intermediate inputs; for East Asia
as a whole, the shares of imported products in total final demand and
in total intermediate inputs were, respectively, 5.3 and 10.3 percent
(5.3 / [46.0 + 5.3]) in 1990. Despite high dependence on domestic
products and low dependence on imported products in final demand,
the importance of imported products increased from 1985 to 1990 for
East Asia except China. The rate of increase was particularly high for
ASEAN, as reflected in a 6.1-percentage-point increase in the share
of imported products in total products for final demand. East Asia
increased the importance of imported products from other countries
in East Asia as a source of supply for final demand, contributing to an
increase in intraregional trade. However, the rest of the world increased
their importance as a source of inputs for East Asia by a greater mag-
nitude than did East Asia itself. This finding on the pattern of final



Table 11.8 Sources of Final Demand for East Asian Economies, 1985 and 1990
(percentages except where noted)

C)
Newly East Asia, East Asia

z
industrializing excluding All (millions of

Source economies ASEAN China Japan Japan East Asia U.S. dollars) 0
-n

Domestic sources
1985 91.3 89.3 91.9 91.0 98.1 95.7 1,852,100 -n

1990 90.7 82.7 94.9 89.6 96.8 94.9 3,828,553 o

Imported sources >
1985 7.6 9.3 6.4 7.5 1.7 3.7 71,483
1990 8.2 15.4 4.7 9.3 2.9 4.6 187,251

2
From newly industrializing economies
1985 0.2 0.6 1.2 0.8 0.2 0.4 8,131 C
1990 0.3 1.5 1.2 0.9 0.3 0.5 19,262

From ASEAN Z

1985 0.0 0.9 0.0 0.3 0.1 0.1 2,584 n
1990 0.2 1.6 0.1 0.6 0.1 0.3 10,472

From Japan
1985 2.5 1.8 2.6 2.3 0.0 0.8 15,237
1990 2.3 4.1 0.8 2.4 0.0 0.6 25,832

From East Asia
1985 2.8 3.4 3.8 3.5 0.4 1.4 27,175
1990 2.8 7.5 2.0 4.0 0.6 1.5 60,570

From the rest of the world
1985 4.8 5.9 2.6 4.1 1.4 2.3 44,308
1990 5.5 7.9 2.7 5.3 2.3 3.1 126,681

Total
1985 100.0 100.0 100.0 100.0 100.0 100.0 1,935,285
1990 100.0 100.0 100.0 100.0 100.0 100.0 4,035,203

Note: Total includes final demand from domestic and imported sources, freight and insurance, and import duties. Therefore, final demand from domestic and imported
sources does not add to total.
Source: Author's calculations based on the international input-output tables of the Institute of Developing Economies.
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demand contrasts with the earlier finding on the pattern of intermedi-
ate demand, for which intraregional dependence in East Asia increased
faster than dependence on the rest of the world.

To what extent did intraregional dependence in production inten-
sift over time' To see this, I compute the magnitude of output being
induced by a unit increase in final demand in a particular economy,
and the results are shown in table 11.9. For example, in 1985 a one
unit increase in final demand in Indonesia increased Indonesia's out-
put by 1.532 units.18 It also increased the output of Korea and Taiwan
by 0.0 18 in the same year. The computed figures incorporate not only
interindustrv relationships inside the economy but also those with other
East Asian economies.

Intraregional, interindustry relationships deepened from 1985 to
1990, because East Asia obtained a higher level of output in 1990
(16.632 units) than in 1985 (16.275 units) as the result of a simultaneous
unit increase in final demand for all East Asian economies. Although a
large part of induced production was realized in the economy regis-
tering an increase in final demand, the output of other economies also
increased. Indeed, the induced level of output in other East Asian
economies, excluding output induced in an economy having an in-
crease in final demand, increased from 1.291 in 1985 to 1.443 in 1990,
indicating a net deepening in the intraregional, interindustry
relationship. However, the magnitude of the contribution to the
deepening was not uniform among East Asian economies. Indonesia,
Malaysia, the Philippines, China, Taiwan, and Korea contributed to
deepening of the relationship, whereas Singapore, Thailand, andJapan
did not. An examination of the magnitude of output induced in East
Asia shows a strong dependence onJapan for the supply of intermediate
inputs, sinceJapan experienced the largest increase in output as a result
of an increase in final demand in all the developing East Asian econo-
mies. This finding may indicate that a large amount of FDI from Ja-
pan promoted imports of inputs from Japan.

Multinationals in East Asia: Promoters of Greater
Intraregional Dependence

In light of the findings that interindustry, intraregional trade in inter-
mediate goods intensified in East Asia and that FDI promoted foreign
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trade, in this section I examine the trading patterns of multinationals
in order to see the influence of FDI.

FDI seems to have played an important role in promoting the ex-
ports of host countries. The contribution of FDI to export expansion
has been particularly large for the second-tier exporting economies-
that is, ASEAN members and China-in contrast to the first-tier
exporting economies-Hong Kong, Korea, and Taiwan. Specifically,
around 1990 the share of foreign affiliates in total manufactured exports
was approximately 20 percent for the first-tier economies and 30-90
percent for the second-tier economies."9 The large contribution that
foreign firms made to the export expansion of the host economies can
be explained by their FDI strategy, which in turn was strongly influ-
enced by the trade and FDI regimes of the host economies. Foreign
firms seeking efficient production in order to export their products
were attracted to East Asian economies where outward-oriented poli-
cies have been applied. Among various outward-oriented policies, the
establishment of export-processing zones has contributed much to the
creation of an FDI-trade nexus. In addition, the abundance of disci-
plined and low-wage labor has attracted export-oriented, efficiency-
seeking FDI, leading to the export expansion of foreign firms.

It would be of interest to see whether foreign firms actually con-
tributed to the deepening of intraregional dependence. However, the
data needed to carry out such an analysis are not available for foreign
firms of all origins in East Asia. In this section, I use information on
Japanese multinationals to examine this issue. Although limited in its
coverage, the data provide us with useful information because Japanese
multinationals account for a large portion of multinationals operating
in East Asia.

Table 11.10 presents the procurement and sales patterns of Japa-
nese manufacturing multinationals in Asia in 1986 and 1995. For the
Asian affiliates of Japanese firms, dependence on Asia as a source of
intermediate goods and as a sales destination of products increased
from 1986 to 1995. Specifically, the shares of Asia in total procurement
and total sales of Asian affiliates increased from 51 and 29 percent,
respectively, in 1986 to 55 and 32 percent in 1995. A similar pattern
may be found for ASEAN affiliates. The importance of other Asian
economies as a procurement source increased significantly, as did the
importance of Japan as a sales destination, from 1986 to 1995. Asia



Table 11.9 Intereconomy, Interindustry Linkages in East Asia, 1985-90

An increase in final demand in

Increase in production Indonesia Malaysia Philippines Singapore Thailand China Taiwan Korea Japan Total

Domestic production
1985 1.532 1.478 1.569 1.424 1.618 1,893 1.790 1.716 1.963 14.984
1990 1.574 1.586 1.518 1.357 1.534 2.195 1.767 1.747 1.910 15.189
1985-90 0.042 0.108 -0.051 -0.068 -0.083 0.302 -0.023 0.031 -0.053 0.205

Korea and Taiwan (China)
1985 0.018 0.022 0.019 0.047 0.018 0.003 0.003 0.005 0.007 0.141
1990 0.024 0.035 0.048 0.043 0.029 0.011 0.008 0.007 0.008 0.212
1985-90 0.006 0.013 0.029 -0.005 0.011 0.008 0.006 0.002 0.002 0.070

ASEAN
1985 0.019 0.079 0.030 0.141 0.040 0.007 0.032 0.039 0.028 0.414
1990 0.016 0.061 0.034 0.118 0.048 0.015 0.035 0.033 0.019 0.379 m
1985-90 -0.003 -0.017 0.004 -0.023 0.007 0.008 0.003 -0.006 -0.009 -0.035

I

Japan Z

1985 0.073 0.117 0.033 0.110 0.077 0.038 0.079 0.090 0.000 0.618 Z

1990 0.065 0.124 0.099 0.170 0.100 0.026 0.094 0.073 0.000 0.750
I

1985-90 -0.008 0.007 0.066 0.059 0.022 -0.012 0.015 -0.018 0.000 0.132 m
m

China
1985 0.006 0.018 0.021 0.051 0.009 0.000 0.001 0.001 0.011 0.118

(0
1990 0.009 0.017 0.008 0.039 0.019 0.000 0.001 0.001 0.009 0.103
1985-90 0.003 -0.001 -0.013 -0.012 0.010 0.000 0.000 0.000 -0.002 -0.016 Z

m



East Asia excluding own domestic production m

1985 0.116 0.236 0.102 0.349 0.145 0.047 0.115 0.135 0.046 1.291 n
1990 0.115 0.237 0.189 0.369 0.195 0.051 0.138 0.113 0.036 1.443 in

z1985-90 -0.001 0.001 0.087 0.020 0.050 0.004 0.024 -0.022 -0.010 0.152 Z

Total East Asia 0
1985 1.648 1.714 1.671 1.774 1.763 1.940 1.904 1.851 2.009 16.275 >
1990 1.689 1.823 1.707 1.726 1.729 2.246 1.905 1.860 1.947 16.632 Z
1985-90 0.041 0.109 0.036 -0.048 -0.033 0.305 0.001 0.009 -0.062 0.357 r

Note: The figures indicate the amount of production induced in an economy shown in a row by a unit increase in final demand in an economy shown in the column. >
East Asia includes Korea and Taiwan, ASEAN-5 (Indonesia, Malaysia, Philippines, Singapore, and Thailand), China, and Japan. East Asia, Korea and Taiwan, and C

mASEAN -5 do not include an economy appearing in the column. For example, an increase in production in Indonesia (column) is not included in ASEAN -5 (row). m
Source: Institute of Developing Economies, international input-output tables for Asian economies. rnx

z
C
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also became more important for Asian affiliates ofJapanese firms, both
as a source of imports and as a destination for exports. In proportion
to total imports and exports of Asian affiliates ofJapanese firms, imports
from and exports to Asia increased from 88 and 63 percent, respectively,
in 1986 to 92 and 77 percent in 1995.

Two interesting observations may be made from the findings on
procurement and sales of Japanese multinationals. First, Japanese
multinationals have contributed to deepening intraregional dependence
through their import and export activities, as Asia increased its
importance as a procurement source and as a sales destination for
Japanese multinationals in Asia.-0 Second, an increase in the shares of
Asia in the total procurement ofJapanese multinationals from 1986 to
1995 tends to indicate thatJapanese multinationals have become more
active in pursuing intraregional, interprocess division of labor.

A large number of multinationals in East Asia seek efficiency rather
than markets. As such, they locate themselves in an economy where
they can perform their operation most efficiently or at the least cost.
Japanese multinationals in machinery sectors such as electronics, which
account for a large part of Japanese multinationals in East Asia, break
up their production process into several subprocesses and locate each
subprocess in an economy where it may be carried out most efficiently.
For example, some television-producingJapanese multinationals break
up the production process into subprocesses such as parts production
and assembly operation, and they locate parts production in an
economy where high-skilled workers are available and locate assem-
bly operation in an economy where low-wage labor is available. The
television producers export parts to an economy where final assembly
is conducted and then export the assembled televisions to various
economies. The high share of intrafirm trade in total trade for Japa-
nese multinationals (shown in table 11.10) tends to support the argu-
ment that Japanese multinationals conduct interprocess division of
labor. A closer look at the statistics shows that intrafirm trade is preva-
lent in machinery sectors, where a number of different components
are used for production (see Urata 1993). These findings show that
multinationals have set up a regional production system in East Asia.

U.S. firms also have been active in setting up production networks
in East Asia. Unlike the more or less closed production systems con-
structed by Japanese firms, production networks constructed by U.S.
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Table 11.10 Patterns of Transactions by Japanese Multinationals in Manufacturing in Asia, 1986 and 1995 mz
(percent) n

0
Procurement Sales

Share of Share of Z
Imports from all Asia Exports to all Asia

Local Other All in total Local Other All in total
Indicator market Japan Asia Asia imports market Japan Asia Asia exports

m
Geographical distribution of total procurements and sales z
1986 mx

Asia 42.2 45.3 5.6 50.9 88.1 54.7 15.8 12.8 28.6 63.1
ASEAN 47.4 38.7 7.0 45.7 86.8 59.3 10.0 18.6 28.6 70.3 z

0
1995

Asia 40.3 40.3 14.4 54.7 91.6 58.4 18.8 13.4 32.2 77.3
ASEAN 37.9 44.3 13.4 57.7 93.0 60.1 18.9 11.7 30.6 76.7 Z0

Intrafirm transactions as a proportion of total transactions
1986

Asia 6.8 66.6 47.6 - - 8.9 76.5 20.1 - -

ASEAN 8.2 66.7 43.5 - - 9.2 78.5 24.2 - -

1995
Asia 15.3 77.4 44.9 - - 15.8 84.5 49.9 - -

ASEAN 18.4 77.2 29.0 - - 21.5 84.5 48.5 - -

- Not available.

Source: MITI (1989, 1998).
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firms are more open to firms from other economies such as Taiwan,
Korea, and Singapore. Indeed, the basic strategy of the U.S. firms is
to link up with the most efficient producers, regardless of nationality
(see Borrus 1999 for the case of U.S. electronics firms in East Asia).
Many firms from the NIEs also set up production networks in various
parts of the world, particularly in East Asia. One of the industries that
have actively pursued such globalization strategy is textiles. All of these
production systems and networks clearly have contributed to greater
intraregional dependence in East Asia (Gereffi 1999 presents an inter-
esting analysis of an apparel commodity chain developed by firms from
the NIEs).

TRADE-LED AND FDI-LED ECONOMIC GROWTH IN EAST ASIA

This section investigates the impact of the rapid expansion in trade
and FDI and the resultant regional production networks on economic
growth in East Asia.

Foreign trade and FDI may contribute to economic growth through
various channels (Caves 1996 and Blomstrom and Kokko 1997 present
good surveys on the impact of FDI on the host economies). These
channels may be divided into those related to supply and those related
to demand. Supply-side factors can be divided further into those lead-
ing to an expansion of productive capacity and those leading to an
improvement in the efficient use of productive capacity. I examine each
in turn.

I begin with the impact of trade and FDI on productive capacity.
Both exports and FDI contribute to the expansion of productive ca-
pacity because they bring in foreign exchange, which the economy
can use to import foreign items necessary for the expansion of pro-
ductive capacity such as high-quality foreign capital goods, interme-
diate goods, and technologies. Since the ratio of exports and of FDI to
GDP increased significantly for a number of East Asian economies
from the mid-1980s to the 1990s, the contribution of export expan-
sion and FDI inflows to the expansion of productive capacity is likely
to have been significant.

Foreign trade provides an economy with an opportunity to improve
the use of its productive resources or to improve its resource alloca-
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tion. The improvement in resource allocation obtained by removing
protection has been estimated to be rather small. For example, the
inefficient resource allocation due to tariff and nontariff protection
was only 0.6 percent of Japan's GDP in 1989 (Sazanami, Urata, and
Kawai [1994] use a partial general equilibrium model to estimate the
effect of tariff and nontariff protection measures for Japan).

A greater benefit from trade expansion appears to come from the
improvement of technical efficiency or the increase in productivity.
Export expansion may lead to greater productivity for a variety of
reasons: greater capacity use in industries in which the minimum
efficient scale of plants is large relative to the domestic market;
increasing familiarity with and absorption of new technologies; greater
learning-by-doing insofar as this is a function of cumulative output
and exports permit greater output in an industry; and the stimulative
effects of the need to achieve internationally competitive prices and
quality. (Pack 1988 presents a good survey of the impact of foreign
trade on economic growth and development.) The World Bank (1993)
study of 69 countries for the 1960-89 period finds that the high
share of manufactured exports in total exports increased the growth
rate of total factor productivity. A case study of Korean firms by
Rhee, Ross-Larson, and Pursell (1984) finds that exporting firms
achieved higher productivity by obtaining technologies through con-
tact with foreign firms, supporting the assertion that exports increase
productivity.

An expansion in imports is also likely to improve the technical effi-
ciency of domestic firms as imports create competitive pressures. In
order to survive under competitive pressures, domestic firms have
to improve their productivity by adopting strategies such as the intro-
duction of new technologies and new products. Several studies have
found that greater imports have an impact on productivity. In their
study of trade policy and its impact on productivity for Japan in the
post-World War II period, Lawrence and Weinstein (chapter 10 of
this volume) find that the expansion of imports improved productivity
in Japan.

FDI is likely to improve the productivity of the recipient economy
because it brings technologies and managerial know-how, which are
in short supply in developing economies. The transfer of technology
and managerial know-how from the multinationals to the recipient or
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host economy takes two different forms. In intrafirm technology trans-
fer, technology is transferred from a parent company of a multina-
tional to its foreign affiliate, and in technology spillover, technology is
transferred from a foreign affiliate to local firms. Intrafirm technol-
ogy transfer takes the form of on-the-job training, training at parent
companies, and others. Technology spillover is realized through vari-
ous means. For example, it takes place when local workers, who
acquired technology and managerial know-how by working at foreign
affiliates, use these skills at local companies. Technology spillover may
also be realized when local firms imitate the technology and manage-
rial know-how used at foreign affiliates. FDI also improves the tech-
nical efficiency of local firms by generating competition.

Several studies have identified intrafirm technology transfer. Using
the results of a survey conducted on the East Asian affiliates of Japa-
nese firms, Urata (1999) finds that relatively simple technologies such
as the maintenance and repair of production lines have been trans-
ferred from parent companies to foreign affiliates, while relatively
sophisticated new technologies and new products have not been trans-
ferred (Yamashita 1991 finds a similar pattern in his study of Japanese
firms in the ASEAN countries). Analyzing the determinants of the
extent of intrafirm technology transfer achieved byJapanese multina-
tionals, Urata and Kawai (2000) find that the capability of absorbing
technologies, reflected in level of education, plays a key role in en-
abling host economies to benefit from intrafirm technology transfer.
Their study also emphasizes the time and experience needed to trans-
fer technology within a firm, suggesting the importance of maintain-
ing a stable economic environment, so that multinationals may stay
for a long period of time.

The results of the analyses on the presence of technology spillover
are mixed. Using industry-level data, Caves (1974) finds the presence
of technology spillover in his study of the Australian manufacturing
sector, but not in his study of the Canadian manufacturing sector. Us-
ing a similar methodology, Globerman (1979) finds the presence of
the spillover effect of FDI in the Canadian manufacturing sector.
Blomstrom and Persson (1983) and Blomstrom and WVolff (1994) also
detect technology spillover in their studies of the Mexican manufac-
turing sector. One problem common to these earlier studies is that
they do not take into account the differences in productivity across
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domestic industries. Controlling for differences in productivity across
industries using firm-level data, Haddad and Harrison (1993) and
Aitken and Harrison (1994) do not find spillover effects in their stud-
ies of Morocco and Venezuela. One possible reason is the limited pres-
ence of foreign firms in these countries.

In addition to supply-side factors, exports and FDI contribute to
economic growth by influencing demand-side factors. Export expan-
sion increases the foreign demand for domestic products, and FDI
increases the demand for domestically produced investment and in-
termediate goods, because the funds transferred through FDI are used
mainly for investments and production. The increase in the demand
for domestic goods, in turn, leads to an expansion of output.

Very few studies have examined the impact of FDI inflow on eco-
nomic growth. Borensztein, de Gregorio, and Lee (1998) find that
FDI does not have a significantly positive impact on economic growth
unless it is interacted with the educational level of the host country, in
which case it has a significantly positive impact.2" Their finding may
be interpreted to mean that education becomes more effective when it
is associated with foreign knowledge. Because educational levels in
East Asia are higher than in other developing economies, it is reason-
able to assert that substantial FDI inflows contributed to economic
growth in East Asia.

Exports and FDI interacted with each other to reinforce their indi-
vidual impact on economic growth by forming virtuous spirals of
economic growth in East Asia. In response to the increased incentive
given to exports by trade liberalization, foreign firms set up export
platforms through FDI. As a result, FDI and exports expanded. The
economies that succeeded in expanding exports attracted FDI, because
they were seen as capable of providing an environment conducive
to competitive production. In this way, virtuous spirals of export ex-
pansion and FDI expansion, or the FDI-trade nexus, were formed.
These spirals are closely associated with the formation of intraregional
production networks by multinationals. Such production networks
enable multinationals to improve technical efficiency by exploiting
greater division of labor, and it is probable that production networks
will continue to emerge and to contribute to economic growth in East
Asia.
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CONCLUSIONS: IS EXPORT-LED AND FDI-LED GROWTH
SUSTAINABLE?

Developing East Asian economies had been outperforming the rest of
the world for several decades until they were struck by a currency and
economic crisis in 1997. Their economic performance was particu-
larly remarkable from the mid-1980s until the crisis. According to
World Bank (1993), various factors such as sound fundamentals, in-
cluding stable macroeconomic environment, human capital, and lim-
ited price distortions explain East Asia's high economic growth during
the 1970s and 1980s. In addition to these factors, large inflows of FDI
played a key role in the latter half of the 1980s and the 1990s.

The analysis in this chapter showed that foreign trade and FDI in
East Asia expanded rapidly in the 1980s and 1990s largely due to uni-
lateral liberalization of trade and FDI and to rapid economic growth.
Intraregional economic dependence increased in East Asia through
foreign trade and FDI, mainly as a result of rapid economic growth in
the region rather than any discriminatory measures against other re-
gions. Moreover, an FDI-trade nexus emerged, partly as a result of
regional production and trade networks created by multinationals.
Indeed, some multinationals intensively and extensively pursued a
strategy of intraregional division of labor by forming regional
production networks.

FDI inflows transferred not only the funds for fixed investment but
also technology and managerial know-how, both of which contrib-
uted to the expansion and improvement of productive capabilities. In
addition, FDI inflows enabled economies to use the extensive sales
networks developed by multinationals. What has been remarkable in
East Asia is the interaction and simultaneous expansion of FDI in-
flows and exports, which reinforced the favorable impacts of each. The
regional production and trade networks established by multinationals
through FDI contributed to economic growth by enabling multina-
tionals and regional economies to improve their technical efficiency
and achieve greater division of labor. The experience of East Asia should
prove useful for the developing economies in other parts of the world.
In particular, countries wishing to emulate East Asia's success will have
to provide a liberalized environment, under which domestic as well as
foreign firms can achieve efficient operations.
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In response to the recent currency and economic crisis in East Asia,
some observers have cast doubt on the desirability of deepening
intraregional trade and FDI relations. They argue that intensified
intraregional trade and FDI relations transmitted harmful economic
impacts among the East Asian economies, creating a vicious cycle of
unfavorable economic repercussions. Policymakers sympathetic to this
view advocate a shift from outward-oriented policies to inward-ori-
ented policies in order to insulate the economy from negative external
impacts. Such a policy is clearly incorrect, once one realizes that the
inward-oriented protectionist policies adopted by a number of coun-
tries with the aim of protecting their own markets deepened the world
depression in the 1930s. The application of inward-oriented policies
would worsen a crisis of this kind by reducing the demand for prod-
ucts produced by trading partners. Moreover, recent research indicates
that crises are more likely to be transmitted through financial links.

With a few exceptions, developing economies in East Asia have not
reversed the liberalization of their trade and FDI regimes. Rapid ex-
port expansion, which resulted largely from substantial depreciation
of the currencies of the crisis-stricken economies with support by lib-
eralized export and FDI regimes, contributed significantly to the speedy
recovery of these economies. Indeed, many economies liberalized their
FDI regimes in an effort to boost economic recovery and growth. FDI
inflows in East Asia have remained strong, maintaining more or less
the level achieved before the crisis.22

Globalization of economic activities is expected to strengthen in
the future, mainly because of technological progress in information
technologies. Under these circumstances, developing East Asian econo-
mies should try to increase FDI and foreign trade to achieve economic
growth, as they did in the past. To increase FDI and foreign trade,
developing East Asian economies have to overcome a number of chal-
lenges. They have to lower and remove the barriers to trade and FDI
not only by pursuing unilateral liberalization but also by participating
in regional liberalization schemes such as APEC and AFTA and mul-
tilateral liberalization under the World Trade Organization. In addi-
tion to liberalization, they will have to overcome other obstacles such
as the underdevelopment of infrastructure-both hard infrastructure
such as transportation and communication facilities and soft infrastruc-
ture such as the governance system-and the shortage of skilled hu-
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man resources.23 Furthermore, one cannot overemphasize some lessons
from East Asia's experience, stressing the importance of maintaining a
stable macroeconomic environment with low inflation, sound fiscal
policy, and a stable exchange rate.

Finally, recipient economies will have to assimilate foreign tech-
nologies transferred via FDI or other means if they are to achieve a
sustainable economic growth. The efficient assimilation of foreign
technologies has become more important in recent years because merg-
ers and acquisitions rather than green-field operations are an increas-
ingly important vehicle of FDJ.24 Under mergers and acquisitions,
physical productive capacity does not increase. For efficient and effec-
tive assimilation of technologies, a number of studies have pointed
out the importance of absorptive capability such as high educational
and technical capabilities in the recipient economies (for example, see
Urata and Kawai 2000). To improve the quality of infrastructure and
educational and technical capabilities, East Asian governments can play
an important role by shifting resources into these areas and by using
economic and technical assistance obtained from international devel-
opment agencies and donor economies.

NOTES

The author would like to thank Stephen Parker, David WVeinstein, Shahid Yusuf, and
other participants of the project for helpful comments and discussions.

I. For the purposes of this chapter, East Asia includes the following economies:
China, Hong Kong, Indonesia, Japan, the Republic of Korea, Malaysia, Philip-
pines, Singapore, Taiwan (China), and Thailand; developing East Asia excludes
Japan.

2. It is important to note that 'World Bank (1993) does not examine the issues
related to FDI in detail, because the rapid growth in FDI began after comple-
tion of the study. In addition to FDI, which involves equity participation, vari-
ous types of international alliances without equity participation such as joint
research and development (R&D) and original equipment manufacturing (OEM)
have also increased in recent years. Hlowever, I do not analyze international
alliances mainly because reliable data are lacking. Oman (1984) is one of the
pioneering works on international alliances.

3. This information was obtained from the Institute of Developing Economies in
Tokyo.

4. For the factors that induce FDI and for the case of U.S. FDI, see WVheeler and
Mody (I992); for the case of Japanese FDI, see Urata and Kawai (1998).
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5. Different economies adopted different types of trade policies. The degree of
outward orientation of these economies can be ranked generally in the follow-
ing descending order: the NIEs, ASEAN, and China. Hong Kong and Singapore
were two exceptions in that they pursued very open trade policies. Many econo-
mies applied import substitution policies in certain sectors and export promo-
tion policies in others. However, the developing economies in East Asia adopted
trade policies with a greater outward orientation than developing economies in
other regions, such as Latin America.

6. The liberalization of trade and FDI was pursued in many sectors, while restric-
tions remained in some sectors, generally in heavy manufacturing industries
and services. See Pacific Economic Cooperation Council (1995) for detailed
information.

7. For Korea the unweighted average of tariff rates declined from 19 to 12 percent
from 1988 to 1993, while the incidence of nontariff barriers declined from 9 to
2 percent (Pacific Economic Cooperation Council 1995).

8. Yamazawa and lUrata (2000) emphasize the need for a mechanism for evaluating
the performance of the APEC members in their pursuit of liberalization and
present the result of their assessment.

9. As cited in McKinnon (chapter 5 of this volume), Kwan (1998) shows the posi-
tive impact of the yen appreciation on the economic performance of developing
East Asian economies through its positive impact on Japanese FDI in the re-
gion.

10. Hill and Athukorala (1998) provide a good survey of foreign direct investment
in East Asia. Their discussions include the basic trends of FDI and their impact
on exports and technology transfer.

i 1. The values of most Asian currencies were basically pegged to the U.S. dollar,
and the depreciation (appreciation) of the Japanese yen vis-a-vis the U.S. dollar
meant the appreciation (depreciation) of their currencies vis-a-vis the Japanese
yen. See McKinnon (chapter 5 of this volume) for the movements of the Asian
currencies in recent years.

12. See McKinnon (chapter 5 of this volume). Several studies have found that ex-
change rate volatility inhibits foreign trade and FDI. See Thursby and Thursby
(1987) and Cushman (1988) for the case of trade and Urata and Kawai (1999)
for the case of FDI.

13. Petri (1993) also finds a downward trend of regional bias for East Asia up to the
mid-1980s. Unlike my finding here, he observes a turnaround in the mid-1980s
and an increase of regional bias in the 199 0s.

14. The NAFTA was established in 1994 by extending the U.S.-Canadian Free Trade
Agreement, which had been in effect since 1989, to include Mexico. As such,
the figures computed for FDI reflect mainly the impact of the U.S.-Canadian
Free Trade Agreement rather than the NAFTA, while those for trade reflect the
impact of the NAFTA.

15. Country coverage is constrained by the availability of the data on FD1.

16. The data are taken from MITI (1983, 1989).
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17. This observation is consistent with Yeats (1999), who finds that the components
trade expanded rapidly in East Asia in the period 1984-96, reflecting the expan-
sion of intraregional division of labor since the mid-1980s.

18. The figures are computed as follows. The analysis uses international input-out-
put tables with 24-sector disaggregation and 10 economies. To derive the amount
of output induced by an increase in final demand, the Leontief inverse matrix is
multiplied by a final demand vector consisting of unity for 24 sectors. The re-
sulting output is divided by 24 to obtain the level of output induced by a one
unit increase in final demand.

19. Hill and Athukorala (1998: table 3). Although the discussions in the text only
refer to the contribution of FDI to export expansion of the recipient economies,
FDI also has contributed much to the expansion of imports of the recipient
economies. Indeed, some obsenrers claim that foreign firms contribute nega-
tively to the trade balance of the recipient economies, because they expand im-
ports more than exports. The analysis here refutes this argument. The statistics
in MITI (1994) also show that the trade balance of the recipients of Japanese
FDI tends to be positive.

20. In Urata (1993), I observe thatJapanese multinationals contribute to deepening
intraregional dependence through trade in East Asia. Compared with overall
trade, Japanese multinationals tend more toward intraregional trade in East Asia,
because the share of intraregional trade in overall trade is significantly smaller
than the corresponding share for Japanese multinationals.

21. United Nations (1999) presents similar findings. Blomstromi, Lipsey, and Zejan
(1994) find a significantly positive relationship between the ratio of FDI to GDP
and the growth of GDP per capita for industrial countries, but not for develop-
ing countries.

22. See United Nations (1999) for FDI developments after the crisis. The report
emphasizes the importance of FDI in economic recovery and growth because
FDI flows were significantly less volatile than other types of capital flows such
as portfolio investments.

23. The importance of infrastructure and economic and political stability for at-
tracting FDI is found in the study of U.S. FDI by Wkheeler and Mody (1992)
and in the study of Japanese FDI by Urata and Kawai (1998).

24. United Nations (1999) reports the increase in mergers and acquisitions in East
Asia after the economic crisis.
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CHAPTER 12

RETHINKING THE ROLE OF

GOVERNMENT POLICY IN

SOUTHEAST ASIA

K. S. Jomo

I n September 1993, the World Bank published The East Asian
Miracle: Economic Growth and Public Policy. The study was commis-
sioned at the insistence of the Japanese government to gain greater
recognition and appreciation of Japanese and other East Asian

experiences. For years, the Japanese government had been frustrated
with the neoclassical economic orthodoxy and free market conserva-
tism that had come to dominate World Bank thinking, operations,
and policy recommendations, especially with the resurgence of
neoliberal economic fundamentalism in the 1980s.

The World Bank study's argument can be summed up as follows. It
identifies eight economies-Japan; the four Northeast Asian econo-
mies of the Republic of Korea, Taiwan (China); the island city-state of
Singapore, and the then-British Crown colony of Hong Kong; as well
as the three Southeast Asian economies of Malaysia, Thailand, and
Indonesia-as high-performing Asian economies (HPAEs). These eight
economies achieved the highest growth rates in the world between
1965 and 1990. In the early 1980s, China joined their number. Ac-
cording to the World Bank study, the statistical chance of such success
on a regional scale is extremely remote: "In large measure, the HPAEs
achieved high growth by getting the basics right.... In this sense there is
little that is 'miraculous' about the HPAEs' superior record of growth;
it is largely due to superior accumulation of physical and human capi-
tal" (World Bank 1993: 5).
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At the time of its publication, the book was deemed important for
explicitly incorporating some of the arguments made by proponents
of industrial policy and for acknowledging a position previously con-
sidered beyond the pale of WVorld Bank economic orthodoxy. How-
ever, in many respects, the publication does not go far enough in seek-
ing to reconcile the undeniable achievements of state intervention with
the neoliberal thrust of the dominant Washington consensus.

The study emphasizes the difficulty of getting industrial policy right
as well as the special historical, political, and cultural circumstances of
the Northeast Asian economic miracle, which enabled competent,
meritocratic, and insulated technocracies to pursue industrial policy
and thus strengthen legitimacy of the regime. It points instead to the
Southeast Asian HPREs' record of rapid growth and industrialization
without industrial policy as nmore desirable and worthy of emulation
than the model pursued by the Northeast Asian countries. Most im-
portant for the purposes of this chapter, the Bank study claims that,
besides Hong Kong and perhaps Singapore, the Southeast Asian
HPAEs achieved rapid growth and industrialization without resorting
to industrial policy (Thailand) or by abandoning it in the mid-1980s
(Malaysia and Indonesia).

The World Bank study concedes that directed credit contributed to
the success of the Northeast Asian economies Japan, Korea, and Tai-
wan). Some observers suggest that this was due to Joseph Stiglitz's
authorship of the section on financing. Others claim that it was a nec-
essary concession to the financiers of the WVorld Bank study, namely
Japan's Ministry of Finance.' In contrast, the report is more disparag-
ing of the contribution made by trade-related industrial policy under
the jurisdiction of Japan's Ministrv of International Trade and Indus-
try, a rival of the Ministry of Finance.2

The results of industrial policy in Northeast Asia are mixed, and
the economic miracle cannot be attributed to other kinds of state in-
tervention, such as government promotion of strategic industries.
Using an extremely restrictive definition of industrial policy trans-
lated into a dubious methodology (see Chang 1 994a), the Bank study
concludes that the results of industrial policy in East Asia were limited
and ambiguous at best.

The study thus argues that Indonesia, Malaysia, and Thailand "may
show the way for the next generation of developing economies to fol-
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low export-push strategies" (VVorld Bank 1993: 2 5). Unlike the North-
east Asian economies, the three Southeast Asian economies courted
foreign direct investment (FDI) and created a favorable environment
for exporters without resorting to financial repression and industrial
targeting. Thus, the Wlorld Bank study claims, the Southeast Asian
HPAEs grew rapidly by relying on market forces and minimal, but
appropriate and generally supportive, functional interventions (mainly
in the areas of primary education and infrastructure provision) with-
out, or despite, bad strategic or selective interventions involving trade,
finance, technology, and human resources to promote particular in-
dustries. The success of Malaysia, Indonesia, and Thailand is presented
as proof that other developing cotntries do not need industrial policy
to achieve rapid growth, industrialization, and structural change.

Southeast Asia is, of course, quite different from Northeast Asia
(also see Booth 2001). The historical circumstances of Southeast Asia
are different from those of post-Mleeiji Restoration Japan and its colo-
nies of Korea and Taiwan. Certain industrial, educational, and admin-
istrative developments in the first half of this century were conducive
to rapid industrialization and were quite distinct from those experi-
enced in other former colonies. For example, more manufacturing
activity developed in Japanese than in other colonies. With the pos-
sible exception of the Philippines under the United States, tertiary
education developed much more in the Japanese colonies than in the
European colonies. Also, the administrative ethos that evolved was
meritocratic, nationalistic, and potentially pro-development.

Industrial relocation within the East Asian region contributed tre-
mendously to the export-oriented manufacturing boom in the South-
east Asian HPAEs for almost a decade beginning in the mid-1980s.
Much of this was driven by firm responses to changing domestic and
regional conditions, including labor and other production costs as well
as environmental, occupational health, and pollution regulation. There
is considerable evidence that the pattern and pace of regional indus-
trial restructuring in East Asia were not simply firm- or market-driven,
but also very much influenced by Japanese, Taiwanese, Korean, and
Singaporean industrial policies, which encouraged industries to relo-
cate in Southeast Asia and China.

This chapter offers a different interpretation of the experiences of
newly industrializing economies in Southeast Asia. It disputes some,
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though not all, of the World Bank's explanations for rapid growth and
structural change in the region. It also reviews the historical and con-
temporary factors contributing to rapid economic development. There
is little disagreement about the broad macroeconomic and other trends
noted in the World Bank study. However, this chapter seeks to offer a
more nuanced explanation, focusing on the nature of business-gov-
ernment relations and their implications for industrial policy, indus-
trial capabilities, and the financial crises beginning in mid-1997.

DIFFERENCES WITHIN EAST ASIA

Before the more recent booms in Southeast Asia and China, attention
focused on Japan and the newly industrializing economies of Hong
Kong, Korea, Singapore, and Taiwan. With rapid economic growth in
most of the economies in the Association of Southeast Asian Nations
(ASEAN) since the 1970s, and in Vietnam as well since the late 1980s,
there has been increased interest in the second-generation HPAEs (In-
donesia, Malaysia, and Thailand) and further speculation and debate
about the crucial factors responsible for the economic miracles in East
Asia, including Southeast Asia.

The key question for other developing countries is whether the ex-
perience of the Southeast Asian HPAEs offers an attractive alternative
to the strategy pursued by the Northeast Asian HPAEs. Has the de-
velopment of certain manufacturing industries in the Southeast Asian
economies resulted in the accumulation of local managerial and tech-
nological capabilities? Are their manufacturing sectors economic en-
claves with little technological and managerial capabilities outside of
foreign subsidiaries? If so, are they going to remain so in the future?
Are the technological and managerial capabilities accumulated in for-
eign firms adequate to ensure continued industrial progress, whether
or not foreign investors stay? XWhat are the governments and the do-
mestically controlled firms doing to ensure sustained growth and tech-
nological progress? If foreign investors move elsewhere (for example,
to China and Vietnam), will the Southeast Asian economies be able to
continue progressing industrially, especially technologically, particu-
larly if they are still heavily reliant on foreign investors for capital,
technology, and market access? It is quite possible that these countries



RETHINKING THE ROLE OF GOVERNMENT POLICY IN SOUTHEAST ASIA 465

are already accumulating adequate capabilities. If this is the case, it is
crucial to ascertain the relative contributions that market processes
and specific government policies are making to the development of
these capabilities.

The Historical Context

The indexes of manufacturing sector growth in the Southeast Asian
HPAEs conceal important differences with those of Northeast Asian
economies (Chandrasekhar and Ghosh 2001). Besides having relatively
lower economic growth, Southeast Asian HPAEs also have had rela-
tively higher population growth, meaning that average living stan-
dards have risen more slowly. In the contribution of manufacturing to
gross domestic product, the Southeast Asian HPAEs have performed
well, but not as well as the Northeast Asian HPAEs. The share of
primary commodities in exports has declined significantly. At least in
gross aggregate terms, the Southeast Asian HPAEs seem to be pro-
gressing well on the path of industrialization, although somewhat be-
hind the Northeast Asian HPAEs. However, these figures do not tell
us much about the nature and process of industrialization, which re-
quires closer scrutiny of the manufacturing firms, products, and pro-
cesses involved.

Besides some raw material-processing and food-processing indus-
tries for which transport costs and related considerations are impor-
tant, Malaysia and Indonesia had little experience with manufacturing
during the colonial period. Korea and Taiwan experienced far greater
industrialization under Japanese colonialism, which encouraged the
growth of manufacturing. Also, Singapore's (limited) industrialization
under colonialism preempted parallel developments in its Malaysian
hinterland.

During the cold war, both Korea and Taiwan were strategically very
important for the United States in its postwar confrontation with com-
munist forces. Besides military support, successive authoritarian pro-U.S.
regimes enjoyed tremendous economic support, which lowered the costs
of food and wages, helped to develop human resources, and compen-
sated somewhat for the huge costs of war and military preparedness.
The cold war also stimulated rapid growth and industrialization,
ostensibly to build an economic base against the communist threat.
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The legacy of Japanese colonialism, the preeminence of refugee
capital not based on landed interests, and the U.S. presence facilitated
agrarian reforms in both Taiwan and Korea in the early 1950s. These
reforms ensured more equitable distribution of land and agricultural
income, raised agricultural productivity, and consolidated land-owning
peasantries critical to maintaining stable regimes in what were still
predominantly agrarian societies. Both Hong Kong and Singapore
are urban societies, with negligible rural hinterlands. Hong Kong
has long enjoyed the benefits of cheap food and other agricultural
produce from China. Singapore has had a similarly beneficial relationship
with the hinterland in other Southeast Asian economies. The absence
of a rural hinterland within these economies has kept administrative,
infrastructural, and other costs low.

The Southeast Asian HPAEs have not experienced major land re-
forms despite considerable investments in agricultural expansion and
rural development. Peasants are hungry for land. Although expanding
employment outside the peasant economy and rising agricultural pro-
ductivity have reduced poverty, inequalities have continued in owner-
ship as well as in access to land and incomes. Labor costs are low largely
as a result of cheap rice prices.

It used to be presumed that an economy blessed with abundant natu-
ral resources would be more likely to develop. This view has been
turned on its head to explain the success of the Northeast Asian HPAEs.
Although they have strategic locations and deep-water natural har-
bors, both Singapore and Hong Kong lack significant hinterlands of
their own. The natural resource endowments of Korea and Taiwan
are also modest. So the view that natural resources constitute an ad-
vantage has been inverted to argue that since countries lack significant
natural resources, their imperative to industrialize is that much greater.
Consequently, the Southeast Asian HPAEs lagged behind because they
lacked this sense of urgency. Southeast Asia's success at export agricul-
ture and mining is said to have compounded this sense of compla-
cency.

The contribution of resources to Southeast Asian growth cannot be
overstated, even in Indonesia and Thailand, with their large popula-
tions. Resources have not only made important contributions to the
accumulation of wealth as well as export growth but have also been
crucial for fiscal viability. Governments have used the rents captured
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from resources to develop infrastructure, finance essential social ser-
vices, and enhance the legitimacy and capacity of the regimes. These
rents circulate within the national economy and contribute to national
savings, accumulation, and investment.

Unfortunately, much of the natural resource wealth captured by
states in Southeast Asia has been deployed inefficiently due to soft
budget constraints, especially in Malaysia and Indonesia. The popula-
tions of Indonesia and Thailand are also large in relation to the re-
source rents captured. The expenditures on social welfare are mini-
mal.

It is often maintained that the Northeast Asian economies have pro-
gressed because of deliberate government policies in education and
training that are supported by cultural values. In contrast, although
Malaysia has invested a great deal in education, much of this has been
spent on tertiary education, especially abroad, with little emphasis on
innovation, adaptation, and the development of skills at intermediate
levels. The achievements of both Thailand and Indonesia have been
far more modest than those of the Northeast Asian economies, as re-
flected in comparative literacy rates and levels of tertiary education.

Favorable economic conditions in the postwar "golden age" also
contributed to the industrialization of the Northeast Asian HPAEs.
During the 1 950s and l 960s the expansion of international trade cre-
ated tremendous opportunities for export-led growth. The transna-
tionalization of manufacturing also created opportunities for industri-
alization. The General Agreement on Tariffs and Trade (GATTM created
an international environment conducive to industrialization and the
expansion of trade. Under the Generalized System of Preferences,
exports from developing countries were subject to lower import du-
ties and fewer restrictions in industrial countries (Aslam and Jomo
2001). Although world economic growth has slowed since the 1970s,
global conditions have remained favorable to industrialization.

However, the resurgence of protectionism and the emergence of
new international economic governance are creating less favorable cir-
cumstances. The extension of GATT's jurisdiction to foreign invest-
ments, the international trade in services and intellectual property
rights, as well as the establishment of the World Trade Organization
(WTO) have strengthened transnational corporate hegemony and
imposed additional costs on new industrialization efforts, especially
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under the auspices of domestic capital. However, opportunities still
exist within the emerging global economic environment. After the
Southeast Asian recessions of the mid- 1980s, recoveries were initially
buoyed by improved prices for primary commodities, marked depre-
ciations of their currencies, and foreign investments, especially in ex-
port-oriented manufacturing. However, the recent export growth of
China, India, and other economies is constraining the options for all
economies seeking to grow and industrialize on a similar basis
(Rowthorn 2001).

There is, of course, an important pan-East Asian dimension (see
Borrego, Bejar, and Jomo 1996) to much of the recent economic
growth. Much of the region coincides with Japan's wartime Greater
East Asian Co-Prosperity Sphere and perceived postwar sphere of in-
fluence. Rapid and sustained growth in much of East Asia also sug-
gests significant economies of location. Besides transport and com-
munication costs, as well as (mainly Chinese andJapanese) transborder
business networks, less tangible considerations such as shared histori-
cal and cultural commonalities seem to be at work.

East Asia came to be perceived as the obvious external market for
Japanese goods as its industry became more sophisticated and inter-
nationally competitive. Subsequent trade barriers set up by European
colonial powers unwittingly encouraged subsequent military expan-
sion. After the war, Japanese industrial recovery eventually sought ex-
ternal markets in the region, and Japanese firms sought to take advan-
tage of the import-substituting industrialization strategies of most
postcolonial regimes, especially in the 1960s. The subsequent reloca-
tion abroad of manufacturing by Japanese firms was accelerated by
the yen appreciations occurring in the mid-1980s. Japanese firms in-
creasingly became part of the export-oriented industrialization strate-
gies of East, especially Southeast, Asia.

Foreign Direct Investment

Although the WNIorld Bank has been very concerned that economies
remain open to foreign investment, the 1993 study does not address
the significance, pattern, and consequences of foreign investment in
the HPAEs. Restrictions on foreign investment have allowed interna-
tionally competitive domestic manufacturing firms to emerge in some
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East Asian economies, often with state support. Such regulation also
has increased the gains and reduced the losses to the national economy
from the presence of foreign investment. The contribution of FDI to
gross domestic capital formation among the HPAEs has been varied
(see table 12.1). Of the eight HPAEs, only Malaysia and Singapore
have relied extensively on foreign direct investment.3 The role of FDI
grew in both Singapore and Malaysia in the 1990s, as it did in China
and India, where the contributions of FDI still are much closer to the
East Asian average.

The greater use of FDI may be a transitory phenomenon charac-
teristic of a relatively early phase of development, when domestic capital
accumulation, technological capacity, and external market access are
weak. For example, Korea relied less on FDI in the 1980s and 1990s
than it did up to the early 1970s (Chang 1994b). Also, the importance
of FDI at a particular historical moment may be largely due to the
interests of foreign investors. For example, Indonesian efforts to ad-
just to the 1986 petroleum price collapse occurred just when Japan
and the Northeast Asian economies were experiencing declines in their
international competitiveness and were seeking to relocate their more
labor-intensive and environmentally less acceptable industries. Such
industrial relocation within the East Asian region can be seen as con-
sistent with product-cycle explanations of FDI as well as the Japanese
"flying geese" theory. However, the pattern and pace of regional in-
dustrial restructuring in East Asia has not been simply market-driven;
it also has been very much affected by home- as well as host-country
industrial policies that have encouraged industries to relocate abroad.

As shown in table 12.2, the currencies of all three Southeast Asian
economies depreciated against the U.S. dollar around 1985, when the
U.S. dollar depreciated dramatically against the Japanese yen and the
currencies of the other Northeast Asian HPAEs (except Hong Kong,
whose currency has been tied to the U.S. dollar since 1983). These
currency depreciations reduced the relative costs of production, espe-
cially labor costs, in Southeast Asia as the more advanced East Asian
economies experienced higher production costs (due to their currency
appreciations), tight domestic labor market conditions, and other cost-
raising domestic developments (high mandatory contributions to the
Central Provident Fund in Singapore, growing industrial unrest in
Korea, and increasing environmental protests in Taiwan).
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Table 12.1 Foreign Direct Investment as a Share of Gross Domestic Capital Formation in the High-Performing Asian Economies, 1991-97
(annual averages)

Country 1991 1992 1993 1994 1995 1996 1997
Indonesia 3.3 3.6 4.3 3.8 6.7 8.8 6.9
Korea, Rep. of 1.0 0.6 0.5 0.6 1.1 1.3 1.8
Malaysia 22.8 26.0 20.3 14.9 11.0 n.a. n.a.
Philippines 6.0 2.1 9.6 10.5 9.0 7.8 6.2
Singapore 33.7 12.4 23.0 35.0 26.0 21.7 n.a.
Thailand 4.9 4.8 3.7 2.4 3.0 3.2 7.2 m
na. Not available.
Note: Foreign direct investment includes equity capital, reinvested earnings, and other capital associated with various intercompany transactions between affiliated
enterprises. Excluded are flows of direct investment capital for exceptional financing such as debt. 1
Source: Jomo and others (1997: table 2.1).
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Table 12.2 Exchange Rate Movements in Select High-Performing Asian Economies,
1973-97 (national currency unit per U.S. dollar)

Republic of
Year Thailand Malaysia Indonesia Japan Korea Singapore

1973 20.119 2.443 415.000 271.702 398.322 2.457
1974 20.374 2.407 415.000 292.082 404.472 2.437
1975 20.391 2.402 415.000 296.787 484.000 2.371
1976 20.399 2.542 415.000 296.552 484.000 2.471
1977 20.399 2.461 415.000 268.510 484.000 2.439
1978 20.265 2.316 442.050 210.442 484.000 2.274
1979 20.422 2.188 623.060 219.140 484.000 2.175
1980 20.587 2.177 626.990 226.741 607.432 2.141
1981 22.999 2.304 631.760 220.536 681.028 2.113
1982 22.999 2.335 661.420 249.077 731.084 2.140
1983 22.999 2.321 909.260 237.512 775.748 2.113
1984 25.556 2.344 1,025.900 237.522 805.976 2.113
1985 26.469 2.483 1,110.600 238.536 870.020 2.200
1986 26.199 2.581 1,282.600 168.520 881.454 2.177
1987 25.487 2.520 1,643.800 144.637 822.567 2.106
1988 25.209 2.619 1,685.700 128.152 731.468 2.012
1989 25.816 2.709 1,770.060 137.964 671.456 1.950
1990 25.114 2.705 1,842.810 144.792 707.764 1.813
1991 25.465 2.750 1,950.300 134.707 733.353 1.728
1992 25.387 2.547 2,029.920 126.651 780.651 1.629
1993 25.354 2.574 2,087.100 111.198 802.671 1.614
1994 25.011 2.624 2,160.800 102.210 803.450 1.527
1995 25.141 2.504 2,248.600 94.060 771.270 1.417
1996 25.487 2.516 2,342.300 108.780 804.450 1.141
1997 40.662 2.813 2,909.400 120.990 951.290 1.485

Source: World Bank, with the International Monetary Fund (various years).

Industrial Policies

Gerschenkron (1962) recognizes and emphasizes the role of the state
in late industrialization in Europe in the nineteenth century. List (1841)
and other theorists of the national economy recognize the implica-
tions of unlimited exposure to the international economy. Kalecki
(1967) recognizes the nationalist potential of "intermediate regimes"
established by anticolonial movements led by the middle class. Of
course, economic nationalism, in itself, is no guarantee of political
success. However, industrial policy can be an instrument of economic
nationalism ("lade 1991), quite different from the usual focus on na-
tional ownership, management, or control of productive assets, espe-
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cially those considered important for the international exercise of power
Johnson 1982). The states of East Asia have undertaken late industri-

alization as a nationalist economic project. Ethnic and cultural homo-
geneity has probably rendered nationalism a potent force in North-
east Asia. In contrast, in Southeast Asia, as in much of Africa and Latin
America, nation-states were often the unintended by-products of Eu-
ropean colonialismn, and the resulting ethnic and religious heteroge-
neity weakened nationalist impulses and national capacities.

The elaboration of industrial policy in Northeast Asia was not shaped
primarily by business interests. The Northeast Asian states have been
credited with having capacity, coherence, and competence, particu-

larly the ability to coordinate and discipline private firms and other-
wise intervene in market processes without causing serious govern-
ment failure. Effective decisionmaking depended on good consultation
(see chapter 8, by Okazaki).

It is often claimed that success was due to the avoidance of capture
or diversion of rents by rentier interests; however, there is consider-
able, mainly anecdotal, evidence of a great deal of corruption and rent
seeking. A coordinating role by the state can overcome many collec-
tive action dileinmas. Governments capable of making and implement-
ing appropriate proactive economic policies are able to create, deploy,
and allocate rents to induce investments in state-designated priority

areas. The prospect of capturing further rents has ensured that cap-

tured rents are invested in line with industrial targets set by the state
(but see the elucidation of the Northeast Asian experience by WVoo-
C umings in chapter 9).

The conditions for the emergence of such "relatively autonomous"

states also have existed in Southeast Asia. Such circumstances have
made it possible for regimes to undertake industrial policy. In Thai-
land, despite frequent changes in political regime, bureaucratic capac-
ity and autonomy have facilitated some modest but fairly effective in-
dustrial policies by Southeast Asian standards, often compromised by
the rentier activities of the military and politicians. In Malaysia, state
intervention has been especially pronounced, particularly from the
1970s up to the mid-1980s, but much of it has been motivated or com-
promised by the priority given to interethnic economic redistribution
exacerbated by rent-seeking activity of the politically influential Jomo
1990; Gomez and Jomo 1999; Jomo and Gomez 1997, 2000). Unlike
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in Thailand, political continuity in Malaysia and Indonesia has been
more pronounced in recent decades, facilitating more ambitious in-
dustrial policies. Unfortunately, these often have been motivated by
grandiose ambitions rather than careful consideration. In Indonesia,
government intervention seems to have been more influenced by rentier
considerations, and this has undermined industrial policy initiatives.

Good intentions are not enough, and the possibility of getting in-
dustrial policy "wrong" is very real. Industrial policy instruments have
been deployed more extensively in Northeast Asia than in Southeast
Asia, so the issue is not really one of more or less industrial policy.
Perhaps most important is that much state intervention in Southeast
Asia has been for reasons other than industrial policy, mainly at the
behest of politically influential business interests and interethnic re-
distribution. This is true primarily in Malaysia, but also in Indonesia.
Insofar as such state intervention involves the manufacturing sector
and many of the instruments, rationale, and rhetoric of industrial policy,
it is easy to (wrongly) associate state intervention with, say, selective
industrial targeting policies.

There also have been important recent instances of almost capri-
cious selective industrial policy by the executive, with the technocracy
having little say in its elaboration. This was the case wAlith heavy indus-
trialization in Malaysia in the early and mid- 1980s (Edwards andjomo
1993) and xvith high-tech heavy industrialization in Indonesia in the
1990s. Such efforts did not attempt to achieve international competi-
tiveness or to provide support for other industries seeking to achieve
international competitiveness, even in the long run. Such apparently
arbitrary interventions have given industrial policy in Southeast Asia a
bad reputation and have obscured other industrial policy interventions
that have been conceived and sometimes implemented on more con-
sidered bases, such as the two (10-year) Malaysian Industrial Master
Plans of 1986 and 1996 or the 1990 technology development policy.

Cultural Policies

In East Asia, cultural practices have consolidated and promoted trust
as well as other social relations conducive to business coordination,
cooperation, collaboration, or even collusion. These seem to have been
crucial for the development of culturally distinctive business networks
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and industrial organizations that do not rely on the state. An example
is the development of credit relations. The culturally distinctive busi-
ness idioms that have developed appear to have reduced some transac-
tion costs (legal documentation), while introducing others (entertain-
ment, mutual help, and other expenses to reinforce links of obligation
and reciprocity), generally reducing overall transaction costs, often by
circumventing or evading state-designated requirements and proce-
dures. Mlore important, such cultural capital appears to have been cru-
cial for promoting capital accumulation, especially in the face of un-
certainty.

Thai, Malaysian, and Indonesian economic performance has been
attributed to Chinese minorities (Yoshihara 1988), while Filipino un-
derdevelopment has been blamed on official repression of the country's
ethnic Chinese minority (Yoshihara 1995). This makes it difficult to
explain recent Malaysian and Indonesian growth. Others have taken
this view even further, arguing that ethnic discrimination against Chi-
nese minorities has motivated much economic policy, affecting growth
and industrialization in particular (jesudason 1989; Bowie 1991;
Yoshihara 1988, 1995). Such ethnic goals have undermined the ability
of Southeast Asian states to assume the kind of leading role played by
other East Asian economies. Thus the politically dominant indigenous
ethnic elites have emphasized interethnic economic redistribution at
the expense of policy agendas more conducive to late industrialization.

Chinese business networks are believed to have played a crucial role
in much of the economic dynamism of Hong Kong, Taiwan, and the
economies of Southeast Asia (Jomo 1997). This suggests the possibil-
ity that contemporary Chinese capitalism, at least in Southeast Asia,
has distinctive institutions, norms, and practices. It is possible that
such networks-often based on trust, despite Fukuyama's (1995) as-
sertions to the contrary, and other noncontractual relations ostensibly
based on fictive as well as real kinship-have reduced some transac-
tion, information, and other costs as well as risks, and resolved some
coordination and collective action problerns not satisfactorily addressed
by state intervention. Although there undoubtedly are statist rentiers
among Chinese businessmen-the infamous bureaucrat capitalists in
the Maoist lexicon-such wealth does not necessarily detract from or
undermine further capital accumulation, especially if the state regula-
tory or corporate governance frameworks are conducive to further
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investment and accumulation. Capital accumulation by the Chinese is
proceeding regardless of, or even despite, rather than because of state
intervention. Consequently, the seemingly ethnically exclusive Chi-
nese business networks are believed to be responsible for the success
of Chinese business in Southeast Asia and elsewhere.

Business uncertainty in much of the region has been accentuated by
the presence of hostile, alien, or simply unsupportive or unreliable
states, whether colonial, nationalist, ethnically discriminatory, com-
munist party-led, or predatory. Hence, a distinctly Chinese capitalism
seems to have developed in response to perceived, if not real, hostility
by the states in Malaysia and Indonesia. Even in Thailand, which was
never formally colonized by any European power and where Buddhism
is said to have allowed a greater degree of Chinese assimilation into
the host society, anti-Chinese sentiment has been reflected in discrimi-
natory economic policies. This was especially true during the early
1950s.

Some of the features of this Chinese capitalism, which have en-
abled it to thrive in adverse circumstances, also have limited the
development of Chinese business enterprises. Business uncertainty
stemming from such insecurity tends to encourage short-term com-
mitments, which are generally inimical to the long-term commitments
required for most productive investments, especially in heavy indus-
try, high technology, and research and development (R&D), as well as
for long-term investments such as brand-name promotion. Economic
liberalization opens up new opportunities for capital outflows, encour-
aging capital flight in adverse circumstances. It is not surprising that
Indonesian and other Southeast Asian Chinese buy real estate and oth-
erwise invest in Singapore and elsewhere, not because the rates of re-
turn are particularly attractive, but because they want to balance their
own investment portfolios.

The dominant role of ethnic Chinese business minorities in most
Southeast Asian economies and the sustained boom in China since the
1 980s have encouraged talk of a Chinese economic zone and renewed
emphasis on Confucian ethical explanations of Chinese business suc-
cess. This discussion ignores the often modest (and hence, unschooled
and "uncultured") social origins of most first-generation immigrant
Chinese businessmen in Southeast Asia and the clear anti-Confucian
intellectual thrust of progressive Chinese intelligentsia since the May
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Fourth Movement of 1919.4 The blatant encouragement and privi-
leging of "overseas Chinese" investmnents by the Chinese authorities
have resulted in increased investments by Southeast Asian Chinese,
leading to official disapproval as well as popular resentments-encour-
aged by ethnopopulist politicians-against Chinese economic domi-
nance in Southeast Asia.

SOUTHEAST ASIAN FLYING GEESE?

Sustained growth and rapid industrialization in the eight high-per-
forming Asian economies and deepening economic relations among
them have encouraged notions of an East Asian model as well as growth
process. In contrast, the World Bank (1993: vi) dismisses the notion of
an East Asian model of developinent, positing instead that "rapid
growth in each economy was primarily due to the application of a set
of commnon, market-friendly economic policies."

Akamatsu's "flying geese" model was the development orthodoxy
among Japanese economists and intellectuals in the early and mid-
1 990s (Akamatsu 1962). The basic idea is as follows. A "follower" coun-
try first iinports a product from a more "advanced" country, then it
produces the good for itself, and fina]ly, it exports the product to other
countries. A follower country ascends the technology ladder sequen-
tially, learning to produce goods of increasing value, sophistication,
and complexity. In trying to do so, it may protect infant industries and
encourage new exports. The ranking of geese within this hierarchy
may change as different national economies progress at different rates
by developing new capabilities and new comparative advantages, cre-
ating a hierarchical, yet fluid, division of labor among economies.

The flying geese theory incorporates a product cycle theory em-
phasizing national location rather than firm control. It represents an
alternative perspective to both the fairly static versions of vertical in-
ternational divisions of labor (associated with nineteenth- and twenti-
eth-century economic colonialism) as well as the horizontal divisions
of labor involving specialization among economies ostensibly deter-
mined by comparative advantage. TFhe competitors' positions shift
constantly as each upgrades its industrial capacity and capabilities, al-
though at different rates.
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In the late 1950s and with U.S. encouragement,Japan's foreign policy
in East Asia used war reparations, aid, and investment to secure a stable
supply of resources for Japanese industry as well as to gain and expand
market shares. In the 1960s, the flying geese theory came to be associ-
ated both with domestic industrial policy-phasing out sunset indus-
tries and supporting sunrise industries and technologies-as well as
withJapan's EastAsia policv(Korhonen 1994:102). When external shocks,
such as the two oil shocks of 1973-74 and 1978-79 and the later yen
shocks of the 1980s and 1990s, forcedJapanese industries to relocate
abroad, the Japanese government worked with other governments to
facilitate this transfer, changing the division of labor in East Asia.

Japan's East Asia policy increasingly influenced industrial policy in
the region as Japan actively promoted industrial policy among its East
Asian neighbors, often suggesting which industries to target. Japan's
success also had a demonstration effect by showing that it is possible
to industrialize and catch up technologically. East Asian governments
were inspired to promote capital accumulation, industrialization, and
productivity enhancement (Amsden 1995).

One of the great paradoxes of the flying geese theory is that if other
Asian countries truly imitated Japan, they would limit foreign invest-
ment and keep domestic markets closed as long as desirable. As
Nakatani Iwao argues, "If the entire world were to adopt the Japanese
system, the world's markets would be closed and Japan's economic ex-
pansion would be stopped right there" (in Fallows 1994: 207). To the
extent that East Asian governments have pursued protectionist poli-
cies for economic development, Japanese businesses also have been
constrained in the region. To the extent that Japan has continued to
keep its own market closed to Asian imports, it has failed to offer the
external engine for East Asian development.

The World Bank's 1993 study cites openness to foreign direct in-
vestment as one feature that sets apart the economies of the southern
tier of high-performing East Asian economies from those of the north-
ern tier. Although extraordinarily important in Singapore and Malay-
sia, FDI has been closer to the developing-country norm both in Thai-
land and Indonesia and in the Northeast Asian economies (Chang 1994a).
The WAorld Bank study does not consider either the sources of foreign
direct investment or its consequences for regional economic integra-
tion. Instead, it looks at the FDI policies of the Southeast Asian HPAEs
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as one aspect of their willingness and ability to conform to global trade
regimes. Although it was possible for the Northeast Asian economies
to use "unfair" tactics 20 or 30 years ago during their high-growth
phases, such practices are no longer feasible, as the industrial countries
are insisting that developing-country exporters play by the rules of the
General Agreement on Tariffs and Trade and its successor, the WN7TO.

Since the 1960s, the Japanese government has played a leading role
by informing, advising, supporting, and even coordinating the efforts
of investors. Both the government and private sector agreed that East
Asia could supply crucial raw materials, lower manufacturing costs,
and rapidly growing new markets for Japanese industrv. For Japan,
then, regional investments and growth have been an extension of na-
tional industrial policy. The result has been regional economic inte-
gration, especially between the Japanese and other East Asian econo-
inies-a highly asymmetrical relationship (Rowthorn 2001).

Japanese investment has been a mnajor factor in Southeast Asian
growth since the late 1980s. As wages and other costs rose, investors
inJapan and the other newly industrializing economies inoved rapidly
to their cheaper neighbors. After relatively weak growth in the early
1980s, all three Southeast Asian economies experienced rapid increases
in gross domestic product and manufacturing growth after 1986. Mean-
while, Japanese investment in manufacturing soared in each of the
economies. By 1991 Asia had surpassed the United States as Japan's
major export destination. By 1993 Asia accounted for more of Japan's
trade surplus than the United States. In 1994 Japanese investment in
Asia grew to almost $ 10 billion, overtaking Europe to make AsiaJapan's
second-largest investment destination, after the United States.

Japanese corporations abroad, both big and small, keep in close touch
with their government after they move offshore. Such collaboration
seems to be particularly influential in East Asia. As UTnger (1993: 159)
puts it, "Ministry of International Trade and Industry officials in South-
east Asia have attempted to reproduce some of the instruments of in-
dustrial policy as practiced in Japan. It is consistent wvith the general
Japanese perception regarding its economic assistance that inJapanese
usage the term 'economic cooperation' encompasses not only grant aid
and concessionary loans, but private loans and investment flows as well."

Phongpaichit (1990: 66-99) has documented the role that host-gov-
ernnzent policy played in attractingjapanese investment to Southeast
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Asia in the late 1980s. In the 1990s host-government policies contin-
ued to adjust to new circumstances, problems, and opportunities. Au-
thorities in Thailand and Malaysia made conscious efforts to be more
selective in approving new foreign investments to cope with infra-
structure bottlenecks, labor shortages, and the widespread impression
that foreign investments were overheating their economies (Felker
2000). Indonesia, which did not experience quite the same overall in-
creases in foreign investment as Malaysia and Thailand, launched a
program in June 1994 to attract more foreign investment.

Host-government policies toward FDI have been very important.
Since much FDI in Southeast Asia has sought lower labor costs, the
pattern of FDI in these countries has been greatly influenced by labor
market conditions, including wage and immigrant labor policies. Struc-
tural changes in Northeast Asia, including labor market conditions,
also have been important for the changing pattern of FDI in South-
east Asia. Of course, other factors have influenced FDI inflows, such
as the growth prospects of host-country markets, trade barriers, over-
all returns to capital, and exchange rate fluctuations. Japanese firms
thus have played a key role in organizing regional production net-
works and in increasing intraregional trade flows. Since the second
half of the 1980s, there has been increased product specialization in
different locations-and countries-with the formation of closely knit
regional supply networks involving flows of parts and components.
East Asia has become a geographically distinct region in the global
strategies of manyJapanese transnational corporations.

Japanese and other Northeast Asian investments in Southeast Asia af-
ter 1985 gave a tremendous boost to the three newly industrializing econo-
mnies in ASEAN-Indonesia, Malaysia, and Thailand. By the late 1980s,
investment in the region from the four Northeast Asian HPAEs had col-
lectively overtaken Japanese investment in quantity. However, since the
early 1990s, Northeast Asian investors have been reducing new invest-
ments in ASEAN in favor of China and Vietnam. By the mid- 1990s, Japa-
nese investors did not seem to be investing much more in ASEAN than in
the higher-labor-cost newly industrializing economies of Northeast Asia.

Have Japanese and other Northeast Asian firms replicated their
national business practices and environments in their Southeast Asian
host countries? There is very little evidence that Japanese companies
have introduced more than superficial elements ofJapanese industrial
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culture in their local subsidiaries aJomo 1994). Many Japanese sub-
contractors, who initially moved to Southeast Asia in response to requests
or pressures from their keiretsu (linked-company) clients, have subsequently
developed new business relations independent of the keiretsu system.
The same seems to be true of Taiwanese and Korean firms in the re-
gion, for whom such relationships were not as strong in the first place.

In Southeast Asia, FDI in the 1970s was dominated by resource-
oriented and labor-intensive industries. However, changes since the
1 980s have significantly transformed the character of FDI. Currency
appreciation, trade conflicts, as well as structural changes, such as in
labor markets, have significantly changed the nature of Northeast Asian
FDI in Southeast Asia. As FDI in Southeast Asia remains largely labor-
intensive, it is no longer complementary to the factor endowments of
host economies such as Malaysia and Thailand, which have been expe-
riencing growing labor shortages and labor immigration from abroad.

Japanese government policies were formulated with an eye to wid-
ening Japanese influence and supporting Japanese capital. The Japa-
nese government has become more assertive and self-confident in rec-
ommending industrial policy to Southeast Asian governments. The
end of the endaka era-the era of the high yen-has seen a deepened
and extended regional division of labor under corporate and govern-
ment auspices, but formal regional integration has remained weak.
Attempts to reproduce Japanese-style institutions and practices have
had a mixed record. Although Akamatsu's original version of the fly-
ing geese hypothesis acknowledged the likelihood of bitter struggles
over declining industries and import penetration, its latter-day refor-
mulations often imply or even claim that forJapan's "followers" to catch
up, they should privilege "benevolent" Japanese FDI and official de-
velopment assistance, which are seen as purely complementary to do-
mestic investments. These harmonious versions tend to ignore the
contentious conflicts over key issues such as the terms of FDI as well
as the upgrading of production activities and transfer of technology.

INDUSTRIAL POLICIES IN SOUTHEAST ASIA

The role of industrial policy instruments in the development of the
Southeast Asian HPAEs, especially in the past three decades, is unde-
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niable, although often problematic Jomo and others 1997; Rock 2001 a,
2001b). The role of governments in promoting industrialization be-
yond what would have been possible and likely without intervention is
illustrated by the contrasts between the economies of Malaysia and
Indonesia in the late colonial period and today. There is little doubt
that the structural transformation and industrialization of these econo-
mies have gone well beyond what would have been achieved by rely-
ing exclusively on market forces and private sector initiatives.

In Thailand, Malaysia, and even Indonesia, government interven-
tion was crucial for much of the successful development of agriculture
and agroprocessing (Timmer 1991, 1993;Jomo and Rock 1997;Jomo
and others 1997; Rock 2001a, 2001b). In Malaysia, for instance, the
imposition of higher duties on exports of crude palm oil in the mid-
1970s stimulated massive investments in refining capacity. Intense
competition, specialization, and excess refining capacity soon resulted
in rapid technical progress, taking Malaysian palm oil refining to the
world technological frontier in barely a decade (Gopal 1999). Effec-
tive collective action with government support and coordination has
seen rapid development of the Thai gem and jewelry industry (Siroros
and Wannitikul 2001). Although problematic in economic welfare
terms and grossly abused by Soeharto cronies, the mid-1980s' ban on
log exports enabled Indonesia's plywood industry to break into the
Japanese import market by the early 1990s (Jomo and others 1997).

Without government leadership, it is unlikely that Malaysia would
have emerged from the 1970s as a major offshore site for electronics
assembly. The state (federal and state governments) has played a cru-
cial role in attracting foreign direct investments to particular loca-
tions by providing facilities and improving them in response to chang-
ing needs and requirements. Various incentives have been used to
encourage foreign investors to transfer technology to Malaysian sup-
pliers, who have gone on to develop their own capabilities (Rasiah
1999). The state government set up the very successful Penang Skills
Development Centre, which helps employers to develop the technical
capabilities of their employees, allaying their fear of worker poaching
and free-rider problems. A well-connected Malaysian engineering firm
that enjoyed privileged access to government-disbursed business op-
portunities appears to have used the rents so captured to enable it to
compete internationally in new product markets (Alavi 1999).
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Although Thailand carefully avoided the Malaysian national car
development strategy (later emulated by the Soeharto government in
Indonesia), the Thai government used government investments to
foster the development of an automotive parts industry in the late
1 980s. Whereas the Malaysian national car industry failed to become
internationally competitive after more than a decade and a half of very
high protection (at great cost to Malaysian car buyers), Thai automo-
tive parts industries made more gradual, but nonetheless significant,
gains in producing parts for assembly by the subsidiaries of foreign
firms located in Thailand. Clearly then, the key issue should not be
government intervention or not, although this is the current preoccu-
pation. Instead, analytical concern should focus on appropriate gov-
ernment interventions in light of specific conditions and policy goals.

Conflicting or rival policy objectives are likely to undermine the
commitment to and efficacy of industrial policy. Also, particular poli-
cies have specific consequences, some of which may be more compat-
ible with industrial policy than others. For example, heavy investments
by the Malaysian government in the 1 970s to improve the quality of
ethnic Malay human resources have contributed much more to en-
hancing industrial productivity than, say, the 1975 Industrial Coordi-
nation Act's requirement of at least 30 percent ethnic Malay owner-
ship of enterprises beyond a certain size.5

Furthermore, the successful industrial policy experiences of North-
east Asia and Singapore were obscured from international attention
by their political alignment with the West (particularly the United
States), their continued reliance on price signals (including interna-
tional markets), their export orientation, the limited role or profile of
state-owned enterprises, and the greater earlier tolerance for, if not
appreciation of, state intervention before the resurgence of neoliberal
economic ideologies in the 1980s.

The initial recognition of these counterfactuals resulted in an al-
most euphoric reaction, reflected in slogans such as "getting prices
wrong" (as opposed to the neoliberal insistence on "getting prices
right"), blind faith in state intervention, and a tendency to see the
late-industrializing East Asian economies as following a well-trodden
path pioneered byJapan or some variation thereof. While emphasiz-
ing the common policies ostensibly practiced in East Asia, the WNorld
Bank (1993) study fails to recognize interconnectedness, as if geogra-
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phy, location, proximity, investment patterns, and trade partners do
not matter. The study also fails to recognize the diversity of the HPAEs'
experiences and policies (see Perkins 1994).

While agreeing that there is no single East Asian model of develop-
ment, the World Bank report suggests that industrial policy has not con-
tributed positively to the economic perfonnance of the Southeast Asian
HPAEs. This view is erroneous. Although the consequences of state
intervention in the Northeast Asian HPAEs have been mixed, this is largely
because much of that intervention has sought to accomplish goals other
than accelerating late industrialization (see the discussion of Korea by
Woo-Cumings in chapter 9). Such state interventions should be judged
on their own terms, and specific negative consequences should not be
taken to indict all state intervention nor all industrial policy.

The experiences of the Southeast Asian HPAEs with industrial policy
offer several important lessons for other developing countries. Many
such efforts may be constrained by the small initial size of domestic
markets; the weaknesses of national industrial entrepreneurial com-
munities, managerial expertise, technological capacity and capability,
and international marketing networks; as well as domestic and exter-
nal pressures to liberalize. Foreign investments and the temporary use
of foreign human resources (such as consultants) have allowed South-
east Asian HPAEs to compensate for their own resource inadequacies.
Host governments have a role to play in attracting foreign investments
that maximize gains for the national economy, for example, invest-
ments that increase wages and enhance technology transfer. The le-
verage and bargaining power of host governments can often be en-
hanced by the presence of foreign investors from varied sources, in
both different as well as competitive activities.

Most economies rely on existing comparative advantages to secure
export earnings for industrialization, including primary commodity
exports, resource-based manufacturing, tourism, and simple labor-in-
tensive manufactures. But static considerations of comparative advan-
tage may limit the options for pursuing a late-industrialization strat-
egy. Precisely because static considerations only acknowledge gains
from specialization given existing factor endowments, a more dynamic
perspective is required to identify the factors needed to develop an
economy over time. Nevertheless, static considerations of compara-
tive advantage often require late industrializers to limit both the size



484 RETHINKING THE EAST ASIAN MIRACLE

and the duration of current welfare losses due to infant-industry pro-
tection, even though such losses may be recognized as a necessary and
unavoidable price to pay.

During the early stages of industrialization, strengthening exports
is usually better achieved with government support-in the form of
information, coordination, marketing, finance, and incentives-rather
than through market forces alone (Doraisami and Rasiah 2001). Sus-
taining export growth requires constantly acquiring greater techno-
logical capabilities-the main challenge of late industrialization. Al-
though technological capacity may often be obtained through foreign
investments or even foreign aid, foreign exchange earnings from ex-
ports are usually crucial for securing foreign technology (in the form
of equipment, licenses, and training). This is necessary to accelerate
industrialization through long-term technology acquisition, capacity
building, and capability enhancement.

Developing international competitiveness requires continued-al-
though changing and possibly diminishing-government protection
and support, as suggested by the infant-industry argument. A well-
designed infant-industry program-including temporary tariff protec-
tion, subsidies, human resource training, and other government sup-
port or mutual cooperation-should provide temporary support to an
industry conditional on achieving realistic objectives-lowering unit
costs and increasing exports-while gradually shifting such support to
more sophisticated sunrise industries. This may involve a sequential
process of infant-industry protection conditional on export promo-
tion. Such gradual exposure to the international market has been im-
portant in Southeast Asia for ensuring productive efficiency, cost com-
petitiveness, as well as product quality improvements. Although such
sequential technological capability building is key to learning-by-do-
ing, it does not negate the possibility that unnecessary steps or stages
can be bypassed in the process of upgrading or enhancing technology.

In the Southeast Asian HPAEs, export-oriented labor-intensive
manufacturing by foreign investors has not developed spontaneously
with the availability of cheap labor, free trade, and foreign capital.
Besides the provision of infrastructure and primary education, other
supportive conditions and policies often have been decisive in attract-
ing the foreign investments desired. Intervention is most likely to be
needed in the following areas:
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1. Trade. Companies may prefer not to compete in international mar-
kets if they can enjoy highly profitable domestic sales with protec-
tion. A company's optimum profit-maximizing level of output may
require temporary costs and losses instead of a lower (but accept-
able) rate of profit with less effort, cost, or risk. With market im-
perfections due to economies of scale, uncertainties, or both, it may
be socially beneficial for the state to impose export targets in return
for temporary protection in the domestic market. Thailand's Board
of Investments restructured its investment incentives to favor ex-
port-oriented manufacturers by providing effective protection con-
tingent on export promotion. Such conditional protection is criti-
cally different from the experiences of other countries with
import-substituting protection in which infant industries were never
able to compete internationally.

2. Finance. Companies tend to make insufficient long-term invest-
ments in production facilities since they require a higher profit rate
than society (Chin 2001; Chin and Jomo 2001). Owing to market
imperfections stemming from risk and uncertainty, long-term in-
vestment is likely to be smaller than socially desired unless the state
underwrites it (Chin and Jomo 2001). While foreign investments,
borrowings, and aid can augment investments, over the long run,
national savings are generally the primary determinant of national
investments (Matthias 2001). This poses problems in poor societies
that consume most of their output, leaving very little for invest-
ment. As long as real interest rates are positive, the actual interest
rate is less important for raising investment rates than are macro-
economic stability, rapid income growth, and restraints on luxury
consumption. In East Asia, corporate savings are more important
to investments than household savings (Akyuz and Gore 1994), sug-
gesting that an environment conducive to reinvestment of firm prof-
its would enhance the accumulation of savings.

3. Human resources. Because companies that spend money on train-
ing may not be able to recoup their costs, training is likely to be
underfunded without state coordination. Although there is little dis-
pute over recommendations for universal primary education, much
more can and should be done to strengthen human resource devel-
opment. The government often plays a major role in providing tech-
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nical and vocational training as well as relevant secondary and ter-
tiary education. Often, only the government is in a position to in-
fluence and coordinate the supply of and demand for different skills
and to anticipate human resource requirements in the medium and
long term.6 Incentives should be offered to encourage in-house train-
ing, but when firms are reluctant to make such investments (for fear
that other firms will free ride on them), government will have to
step in, as the Malaysian authorities did with some success in the
1990s.

4. Technology and marketing. There is a strong chance that society
as a whole will gain if the state pays some of the costs of getting and
sharing information on technology Jomo and Felker 1999). This
would reduce the likelihood that the cost of gaining information
about technology will be high relative to the benefits. Owing to
market imperfections, there are likely to be significant economies
of scale in the acquisition and dissemination of such information
(see Pack and WVestphal 1986). Similar considerations are likely to
be important for international marketing, especially in the penetra-
tion of distant new markets, such as the market for generic prod-
ucts. An example is the marketing of Malaysian palm oil in India,
Russia, and China (omo, Felker and Rasiah 1999, especially Gopal
1999).

Furthermore, the government's supportive role should be ongoing
and not limited to initiating the industrialization process. An ongoing
role must be flexible enough to address new problems of market as
well as state failures and to adjust constantly to changing international
conditions. Market failures are usually understood in a static neoclas-
sical sense, but the inability of markets to bring about desirable struc-
tural transformations-for example, to build new dynamic compara-
tive advantage-is the most important reason for industrial policy.

After the mid-1980s, governments in Southeast Asia used indus-
trial policy to respond to the new industrial policies of Northeast Asia.
This industrial policy responsiveness was probably more critical than
the supposedly "neutral" economic liberalization measures undertaken
in attracting the massive Northeast Asian industrial investments to
the region in the first place. Liberalization alone cannot explain the
upsurge of Northeast Asian-rather than other-industrial investments
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in Southeast Asia because other parts of the world, such as Latin
America and Eastern Europe, were pursuing industrialization as well.

The proliferation of growth triangles in Southeast Asia in the 1990s
suggests that regionally coordinated industrial policy initiatives rec-
ognized and sought to gain advantage from economies of proximity
and agglomeration as well as from international divisions of labor. Firms
responded to new opportunities offered bv regional rather than national
comparative advantages by locating different processes in different
neighboring countries. Such regional integration also was attractive to
firms that stood to gain from regional economic cooperation, such as the
ASEAN Free Trade Area. Small countries also gained by coordinating
their industrial policy efforts so as not to undermine one another's
efforts and not to reduce their leverage vis-a-vis external investors.

Industrial policy should favor and develop national capacities, es-
pecially human resources. Many social investments-such as educa-
tion, housing, transport, and health-enhance labor productivity and
contribute to industrial development by socializing costs and promot-
ing social and political stability. Employers also should be induced to
improve worker skills and working conditions as well as remunera-
tion. Government can enhance the nation's capacity to absorb tech-
nology by supporting education and training. Malaysia's new Human
Resources Development Fund-funded by employer contributions to
be disbursed for employee training-is worthy of emulation if man-
aged more effectively.

It is widely believed that Singapore's Central Provident Fund and
Malaysia's Employees Provident Fund-both compulsory employee
savings schemes-have raised national savings rates, especially house-
hold savings. Elsewhere among the high-performing East Asian econo-
mies, corporate savings have been more significant (Akyuz 1999). Al-
though such high levels of forced savings have been widely criticized,
they probably have reduced the social demands on governments to
provide welfare facilities for retired workers (World Bank 1994). Both
provident funds have provided governments, especially Singapore's
government, with sources of relatively cheap funds with which to fi-
nance public development projects.

Hence, with the inflow of FDI to supplement the high domestic
savings rates, the financing needs of both public and private sectors
were largely met without resorting to foreign bank borrowings or port-
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folio capital inflows, until liberalization in the late 1980s led to con-
siderable net inflows in the 1990s. The availability of such funds proved
especially tempting for Thailand and Malaysia, which began running
sizable current account deficits, increasingly financed by foreign port-
folio investment and bank borrowing.

State capacities need to be improved even if the role of the state is
to be trimmed. Despite the self-interested behavior of politicians, mili-
tary officers, and bureaucrats in general, the contribution of compe-
tent and dedicated technocrats should not be dismissed prematurely.
Unfortunately, criticisms of the role of government since the 1980s
have demoralized state personnel in much of Southeast Asia. These
criticisms have come largely from abroad, especially from the
Anglophone world after the election of Margaret Thatcher in 1979
and Ronald Reagan in 1990 (for Malaysian examples, see Jomo 1995).
Countries responded by reducing, but not eliminating, the role of
government, with considerable deregulation, on the one hand, and
privatization of state-owned enterprises, on the other.

State coordination of and support for concurrent investments in
different, but related, industries may well be crucial to ensuring that a
"big push" industrialization effort gets off to a viable start (omo, Khoo,
and Chang 1997; Krongkaew forthcoming). Such industries would pro-
vide inputs and markets for one another. Although many government
interventions have been abused and numerous state-owned enterprises
have been badly run, privatization and deregulation have been prob-
lematic solutions, as suggested by the Malaysian experience (Jomo
1995). Harder budget constraints and managerial reforms are often
desperately needed, but shock treatment privatization (as in Russia) is
rarely necessary and often undesirable.7 In both Singapore and Tai-
wan, the public sectors have not been significantly privatized, although
their private sectors have grown ahead of the national economy, re-
ducing the role of state-owned enterprises over time.

Following British tradition, the civil service is not as specialized in
Malaysia as it is in Thailand and Indonesia. Calling for specialization
should not be misunderstood as a plea that only economists should be
involved in economic affairs. For example, the regular rotation of civil
servants in Malaysia has undermined the accumulation of relevant ex-
perience and expertise, which comes with specialized career paths. The
organization and efficiency of bureaucracies are also verv important.
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Poor planning and organization can adversely affect implementation,
enforcement, and efficiency. Government bureaucracies tend to be-
come moribund and resistant to change, which partly explains the
popular enthusiasm for the organizational and managerial reforms
usually accompanying privatization.

The argument for a more balanced assessment of the contribution
of industrial policy to late industrialization in the Southeast Asian
HPAEs does not suggest that all industrial policy in the region has
been the best possible or even consistently desirable. There have been
many instances of bad industrial policy, but the existence of bad indus-
trial policy is not proof that all industrial policy has been bad. Many of
the structural transfornations occurring in the region would not have
taken place without industrial policy. Good industrial policy is needed.
The circumstances in which industrial policy may have been bad also
offer important lessons for how industrial policy should and should
not be developed. Such lessons can be learned by the governments of
other developing countries, most of which are sufficiently account-
able and constrained by fiscal and other resources to want to avoid
"heroic" failures.

Many mistakes were made in the past, and many industrial policy
interventions had objectives other than industrial promotion. Indeed,
some interventions clearly were in the interests of or were "captured"
(abused) by politically influential groups or individuals. Ill-conceived
industrial policy has at least some of the following characteristics:

- It is not based on a sound analysis of the market failures it was sup-
posed to overcome.

* It does not address specific market failures or maximize the positive
externalities from developing certain strategic industries.

* It ignores market signals in trying to achieve efficiency.
* It underestimates the information needed for effective interventions
* It overlooks the limited capacities, competencies, and capabilities

of the government.
* It overestimates the human and other resources available to build

efficient industries.
* It disregards efficiency, scale, and other considerations.

State interventions should address specific problems of market fail-
ure in realizing long-term industrial objectives. Careful analysis-de-
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tailed cost-benefit evaluations of industrial incentives-is a prerequi-
site for formulating efficient and effective industrial policy. It is im-
portant to analyze and understand not just the effective levels of pro-
tection but also the activities that take place behind protective barriers.
Detailed analysis is essential because state intervention may be a nec-
essary, but is certainly not a sufficient, condition for rapid industrial
growth.

Industrial policy in East Asia has placed less emphasis than the old-
style postcolonial economics of the intermediate regimes on state
ownership and central planning, although the size of the public sector
in Taiwan, Singapore, Malaysia, and Indonesia is considerable by in-
ternational standards. Many instruments of industrial policy deployed
in the region have used market mechanisms and signals. Rather than
strive for "perfect competition," they have held private monopolies in
check by ensuring intense oligopolistic or imperfect competition ("con-
tests") or by disciplining exposure to the international market. Some
East Asian governments also have been concerned with achieving
economies of scale or scope and avoiding excessive or wasteful cut-
throat competition. 8 For example, as Korea liberalized in an effort to
secure entry into the prestigious Organisation of Economic Co-op-
eration and Development (OECD), such regulation was undermined,
resulting in significant buildup of excess capacity in certain manufac-
turing sectors. This would have been avoided under the regime of
limited contests acknowledged by the WAorld Bank volume (Chang
i999).

The discussion in this section has highlighted important differences
between the HPAEs in the two East Asian regions, especially regard-
ing the motivations for and nature of government interventions. These
differences have significant implications for the sustainabilitv of growth
and structural change, particularly industrialization, in Southeast Asia.
They also call into question the characterization of the Southeast Asian
experience as one of high growth with minimal industrial policy. Ulti-
mately, it challenges the claim that economic liberalization is a more
desirable, more feasible, and more easily emulated alternative for other
developing and transitional economies than the Northeast Asian ex-
perience of rapid growth and structural change accelerated by indus-
trial policy.
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INVESTMENT POLICIES IN SOUTHEAST ASIA

The economic crises of 1997-98 have led to significant changes in
economic policy in Southeast Asia (Montes 1998; Jomo 1998). Al-
though short-term considerations (International Monetary Fund [IMF]
emergency credit conditionalities, efforts to restore market confidence,
and the urgent desire to stimulate recovery) have shaped many recent
reforms, the inexorable thrust toward economic liberalization has been
bolstered by an expanding corpus of multilateral rules and policy
directions promoted under the auspices of the WTO, APEC (Asia
Pacific Economic Cooperation), and ASEAN. To many observers, these
changes signify the demise of government intervention. However, such
pronouncements may be premature, as there is still considerable evi-
dence that crisis-affected governments are continuing to promote and
shape economic growth, development, and industrialization (for
example, NEAC 1998). The following brief review of some recent
trends in investment policy (drawn heavily from Felker and Jomo 1999)
suggests that government interventions continue to be important. Par-
allel policy adjustments have occurred in the areas of international
trade, finance, infrastructure, and human resource development.

The aftermath of the crisis has seen the reduction-if not the elimi-
nation-of barriers to foreign investment in previously protected sec-
tors. Having surrendered some of their discretionary powers to regu-
late entry into key economic sectors, Southeast Asian governments
must now let global markets reshape their industrial sectors accord-
ing to their (inherent) comparative advantages. Although the scope in
Southeast Asia for old-style industrial policy has been greatly reduced,
the region's governments do not necessarily have to stop trying to
influence investment trends. Governments have been paying more
attention to the nature and quality of investments and encouraging
the development of domestic technological capabilities and skills.

Seen against the policy priorities of the 1990s, the postcrisis invest-
ment policy reforms are less drastic than they may seem. The Thai,
Malaysian, Filipino, and Indonesian governments began to liberalize
investment gradually during the decade-long boom preceding the col-
lapse of 1997-98; arguably, some even developed new approaches to
investment promotion (UNCTAD 1998). In this period, Southeast
Asian governments balanced infant-industry policies in certain sec-
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tors while promoting new export industries, usually with foreign di-
rect investment. They promoted FDI inflows into export-processing
zones and licensed manufacturing warehouses by providing special
exemptions from tariff protection for inputs and investment rules for
sectors not for export (Rasiah 1995). The authorities also tried to fos-
ter linkages with the domestic economy and to enhance transfers of
technology from transnational corporations to domestic producers.

Undoubtedly, the crises forced most governments to put on hold
policies to upgrade industrial technologies. For the time being, all kinds
of investments are being used to accelerate economic recovery. Changes
are more evident in some countries than in others, but adjustments in
the immediate aftermath of the crises are likely to give way to further
reforms as recovery is consolidated and governments pay greater at-
tention to sustaining development in the medium term.

To a greater or lesser extent, investment policies before the crisis
embraced new priorities, instruments, and institutional frameworks.
Two major themes became important for policy. First, investment
policies recognized the growing globalization of production involving
international operations by transnational corporations themselves.
Instead of aiming for nationally integrated and controlled industries,
governments sought to position national economies to maximum fea-
sible advantage within the corporations' own international divisions
of labor. Infrastructure and policy support were oriented to ensuring
locational attractiveness, as governments modified their incentives to
attract particular activities, such as management, procurement, logis-
tics, R&D, and design.

The shift from policies to support infant industry toward policies
to attract export-oriented transnational corporations had earlier dis-
tinguished the Southeast Asian HPAEs from the other high-perform-
ing Asian economies as well as other developing countries. Accep-
tance of transnational corporation-led integration into regional and
global systems of production distinguished the ASEAN-4 from their
late-industrializing predecessors, Japan and Korea. Meanwhile,
Taiwan's industrial capabilities enabled it to define unique terms of
engagement with transnational corporations. Although the other East
Asian HPAEs also have drawn heavily on foreign technology, they have
done so on terms in line with limiting foreign ownership of industry
to promote domestic industrial capital. Both Korea and Taiwan ini-
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tially invited foreign investment in order to enter new export-oriented
industries such as electronics, but they restricted FDI over time while
accessing foreign technology through licensing (Mardon 1990;
Dahlman and Sananikone 1990).

Southeast Asian efforts to promote indigenous industrialization have
been more limited and generally less successful. Thailand, Malaysia,
and Indonesia all have resource-based industries that can compete in-
ternationally, while Thailand probably has the most internationally
competitive light manufacturing industries. But Southeast Asia's ex-
port-led growth boom before the crisis was driven mainly by massive
foreign investments from Japan and the other first-generation newly
industrializing economies in East Asia, with North American and Eu-
ropean investors joining later Uomo and others 1997: ch. 3). Alarmist
predictions that footloose FDI would render the region's growth
ephemeral have proven to be largely unfounded, except in the case of
relatively small Taiwanese investments during the early 1990s. How-
ever, passive reliance on foreign capital and technology inflows will
generate little more than direct employment.

Consequently, greater attention has been given to the dynamic ef-
fects of new investment projects, even extending to matters such as
market access, technology transfer, and human resource development.
Such considerations for evaluating investment performance became
far more important during the decade-long boom before the 1997-98
crises. While capital formation, emplovment generation, and foreign
exchange earnings did not become irrelevant, governments did be-
come more selective in their efforts to promote investment, largely
with a view to maximizing value added and positive externalities over
time. The new emphasis on investment externalities has, in some coun-
tries, shifted the objective of investment promotion policies from par-
ticular industries to industrial clusters of complementary assembly,
component production, and producer-service activities. Emphasis has
shifted from maximizing new green-field FDI in export-oriented in-
dustries to encouraging reinvestment by established producers in deep-
ening their local operations, upgrading skills, forming domestic
economy linkages, and gaining a larger share of their parent compa-
nies' global operations.

To varying degrees, the other Southeast Asian HPAEs have sought
to emulate their regional neighbor, Singapore, which initiated its "sec-
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ond industrial revolution" after achieving full employment in the late
1970s and, beginning in 1986, sought to establish itself as the best
location for the regional headquarters of transnational corporations
(Rodan 1989). Unlike Taiwan and Korea, Singapore adopted an FDI-
led path to export-oriented industrialization in the late 1960s, partly
for political reasons (Rodan 1989). Yet, despite its desire for foreign
investment, Singapore is not opposed to government intervention. The
Singaporean state has shaped the investment environment by provid-
ing a range of facilities, infrastructure, subsidies, and complementary
public investments (Low 2001; WVong and others forthcoming). Al-
though its circumstances are very different from those of its neigh-
bors, Singapore's experience clearly demonstrates that the scope for
proactive investment policy in a liberal ownership regime is much
greater than commonly presumed.

As investment policy goals have shifted, policy instruments have
changed accordingly. Negative restrictions, such as foreign ownership
limits and local content requirements, have been or are currently
being phased out in most sectors, although significant exceptions
remain. Tax holidays also have become less important insofar as most
governments offer them to varying degrees. Instead, some govern-
ments have begun providing infrastructure and services designed to
enhance their investment environments, attract desired investments,
and induce positive externalities such as (a) one-stop facilitation of
administrative approvals, (b) provision of specialized physical, customs-
related, and technical infrastructure, (c) support for labor procure-
ment and skills development, (d) matching of investors with local
suppliers, and (e) other services relating to investors' routine opera-
tions, such as immigration, customs, other tax services, and the trouble-
shooting of administrative problems with other government bureau-
cracies.

Implementation of these new investment policies has involved daunt-
ing political and administrative challenges, requiring government
investment agencies to develop greater expertise and flexibility rather
than a sector-neutral and passive policy stance. Reshaping national
investment environments in line with new investor demands requires
understanding the great variation within particular industries, the
logistical needs and strategic concerns of transnational businesses,
and the rapidly changing international investment environment.
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Changing the main task of investment policy from regulation to pro-
motion and now service requires changing often deeply entrenched
institutions and organizational cultures within the relevant bureau-
cracies. Hence, new investment policies have often involved creating
new specialized agencies, authorities, and administrative zones.

The new investment policy direction has had to respond to and
cope with important challenges. Most important, the operations of
relatively sophisticated transnational corporations have had limited
impacts on the production linkages, skill formation, and other exter-
nalities of host economies, ostensibly because of limited domestic
"absorptive capacity," resulting in the inadequacy of skills and other
technological capabilities. Clearly, FDI alone cannot ensure the de-
velopment of capabilities, as is often presumed. Instead, dynamic ex-
ternalities from foreign investment are more likely in host environ-
ments with appropriate skills, infrastructure, and supplier and technical
capacities. In less-conducive investment environments, export-manu-
facturing FDI may not generate the desired consequences, remaining
primarily low-skill, import-dependent enclaves, as in Mexico.

This situation poses difficult challenges for countries with weak skill
endowments, particularly related to engineering. For them, foreign
investment is expected to catalyze industrial development, but these
countries have limited complementary capabilities to offer. They have
few technologically advanced producers able to integrate easily into
the international supply chains of transnational corporations. Simi-
larly, the efforts of transnational corporations to develop internation-
ally integrated production specializations may constrain host-country
efforts to promote domestic linkages and spillovers. Although some
transnational corporations have begun to devolve functions like pro-
curement, marketing, design, and even R&D to their Southeast Asian
operations, certain functions remain centralized in regional headquar-
ters in Singapore or Hong Kong. Most subsidiaries in other Southeast
Asian countries lack the authority to make important decisions in close
proximity to a regional headquarters. As a consequence, they may not
even have the independence to develop new supply sources for any-
thing other than the simplest components. These challenges point to
the potential scope for policy initiative by governments and private
entrepreneurs in enhancing the gains from FDI under a liberal invest-
ment regime. However, government efforts to foster linkages, skill
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formation, and technology spillovers have met with considerable dif-
ficulties thus far.

Investment policy regimes are usually seen as lying somewhere along
a continuum from the restrictive to the more liberal and incentive-
neutral, with the analytical focus on regulations that shape entry bar-
riers. From this perspective, the main trend since the mid-1980s has
been the relaxation of restrictive regulations on foreign ownership.
So-called trade-related investment measures-like local content, for-
eign exchange balancing, and technology transfer requirements-also
have been relaxed. However, three issues have compromised this re-
gional trend toward open investment regimes.

First, liberalization has occurred unevenly across sectors and coun-
tries. Although general investment barriers have been relaxed, the re-
maining restrictions have become more significant, sending clearer
signals about policy priorities and concerns. Next to Singapore, Ma-
laysia has the most open investment regime, allowing wholly foreign-
owned firms to operate in the export-oriented manufacturing sector
with minimal restrictions. However, following the crises, Thailand and
Indonesia have opened their financial and other services to foreign
mergers and acquisitions, while Malaysia has liberalized more cau-
tiously in this regard.

Second, exemptions from (national) equity ownership requirements
in the Southeast Asian HPAEs usually have been tied to exports and
sometimes to other more specific policy goals. For example, unlim-
ited foreign ownership was allowed in export-oriented industries, but
not for import-substituting production. Integration into the global
economy in the 1980s and 1990s did not involve incentive neutrality
and market-determined specialization. Instead, government initiatives
responded to new opportunities offered by new strategies of firms re-
sponding to the globalization of industrial production.

Third, Southeast Asian HPAEs have used investment subsidies such
as tax holidays, exemptions, and deductions rather than entry restric-
tions (Felker and Jomo 1999). Incentives have been used to promote
particular industries or to impose specific performance requirements.
Such subsidies have been conventionally viewed as due to (socially
inefficient) competition among prospective host governments. Nev-
ertheless, they have enabled host economies to promote certain in-
dustries to some advantage if investuient externalities exceed subsidy
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costs, for example, due to scale or agglomeration economies. It also
has been argued that investment incentives compensate transnational
corporations for their search costs and extra risks involved in transfer-
ring advanced production activities to new locations (UNCTAD 1998:
97-106). Generally, governments in the region have used investment
incentives to signal their commitment to attracting and retaining in-
vestors. Unlike investment restrictions and direct export subsidies,
many investment subsidies are not proscribed by existing VWTO pro-
visions.

Investment subsidies have been addressed in recent years by the
prospect of a multilateral investment policy regime. First mooted un-
successfully as part of the GATT Uruguay Round initiative on trade-
related investment measures, another unsuccessful attempt was made
through the OECD's Multilateral Agreement on Investment. The
WTO's Working Group on the Relationship between Trade and In-
vestment is drafting a Multilateral Investment Agreement. If success-
ful, such discretionary investment subsidies and other promotional
measures will deprive developing countries of crucial policy tools in
an increasingly challenging globalized investment environment. Cur-
rent reform programs, as prescribed by the IMF, exclude a priori the
possibility that government investment policies can encourage tech-
nology transfer, linkage formation, skill development, and other ex-
ternalities. An important requirement for sustainable recovery is stron-
ger expertise and more flexibility in public agencies overseeing
industrial development. In the wake of the East Asian crises, the IMF
has urged or even required countries to dismantle or reduce such sub-
sidies. However, as they lose some policy instruments for promoting
and shaping industrialization, Southeast Asian countries will need to
retain and hone the remaining instruments in order to cope with new
challenges.

A country's comparative advantage as a location for production linked
to transnational corporations increasingly depends on factors that af-
fect those corporations' costs and competitive advantages. Besides
political stability and investment security, transnational corporations
are increasingly concerned about the quality of physical infrastructure
and administrative systems, skill endowments, and proximity to qual-
ity suppliers. Host governments require considerable public exper-
tise, institutional flexibility, and judicious investments in skill and tech-
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nical capacities to ensure a mutually advantageous investment envi-
ronment.

Authorities will undoubtedly continue to seek new ways of encour-
aging industrial and technological progress. Overcapacity in several
manufacturing sectors and slow recovery inJapan probably mean that
the new manufacturing FDI will not quickly resume the dizzying rates
in the decade before the crisis. More worrying is the shift in FDI flows
toward mergers and acquisitions and away from new green-field in-
vestments or even reinvestments of profits. Such trends have impor-
tant implications for the development of industrial and technological
capabilities. While facilitating investments has become central to re-
covery throughout the region, the new situation also poses significant
downside risks. For example, opportunities for more value added ac-
tivities, such as design and R&D, may be constrained by the new strat-
egies and internal organization of transnational corporations.

It is unlikely that nuanced proactive investment policies will con-
tinue to shape new investment trends for other reasons as well (Ernst
1998). The region's opening to export-oriented FDI in the past did
not result in the same sort of industrial linkages and technology devel-
opment found in Taiwan and Korea because of poorer policy, weaker
institutional support, and fewer capabilities. WAhatever the potential
advantages of mergers and acquisitions, it is unlikely that these will be
fully realized without appropriate institutional support, skills, policy
incentives, and the ability to extract and capture rents.

Building new investment-management capabilities continues to face
formidable difficulties. Assisting governments to regulate foreign in-
vestment is low on the agenda of the powerful international financial
institutions as well as most domestic reformers. In Indonesia, the de-
sire to restore investor confidence is likely to constrain government policy
activism for some time. Although there are some signs of emerging
public-private coordination in fostering skills and technology devel-
opment in Thailand, some of the indigenous industrial capacities built
up in recent years have been lost -with the financial liquidation of many
manufacturers. Mahathir's rejection of orthodox prescriptions for eco-
nomic restructuring in Malaysia has mainly protected financial and other
nonmanufacturing interests. Although the government retains impor-
tant policy instruments, efforts to revive growth in the short term have
forced Malaysia to liberalize its de facto investment policy regime.
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Prospects for rebuilding investment-management capacities also
have been clouded by current multilateral efforts to proscribe discre-
tionary government interventions and regulations affecting investment
flows. Establishing a multilateral investment regime even more re-
strictive of national government initiative may reduce the potential
for abuses of investment policy. The main effect will be the loss of an
important tool for fostering long-term industrial development.

PROSPECTS

Since mid-1997, the sustainability of the growth and industrialization
processes in Southeast Asia has been in grave doubt. Unlike the North-
east Asian economies, the Southeast Asian HPAEs have been far more
dependent on foreign investment. Although only Singapore and Ma-
laysia stand out statistically in the proportion of FDI in total invest-
ment, much of the export-oriented, nonresource-based, export-ori-
ented manufacturing in all three Northeast Asian HPAEs is owned
and controlled by foreigners. Although the Northeast Asian econo-
mies of Japan, Korea, and Taiwan also have foreign investment, their
governments have been far more selective and restrictive. Their levels
of foreign direct investment are well below the average for developing
countries (around 5 percent). Instead, these economies have empha-
sized the development of national (not necessarily state-owned, ex-
cept perhaps in Taiwan) industrial, technological, marketing, and re-
lated capacities. In contrast, most rentier entrepreneurs in Southeast
Asia have continued to capture rentier opportunities (often based on
political and other connections), rather than develop the new capa-
bilities desperately needed to accelerate late industrialization.

There is a real danger that Southeast Asian economies will lose their
earlier attractiveness as sites for foreign direct investment, and their
indigenous capabilities seem to be inadequate to sustain internation-
ally competitive export-oriented industrialization in its absence. For-
eign investors can choose among alternative investment sites in line
with overall finn strategies, domestic market prospects, infrastructure
and other support facilities, incentive and tax regimes, relative resource
endowments, comparative production costs in the short and medium
term, as well as other considerations of likely competitive advantage.
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With limited indigenous capabilities and the irrepressible industrial-
ization of China and, more recently, India, the Southeast Asian HPAEs,
including Malaysia and Thailand, are less attractive than they used
to be.

There is little evidence that the massive devaluation of the crisis-
affected Southeast Asian economies will support sustained growth. For
some analysts, the crisis was precipitated by the collapse of Thai ex-
port growth (and the related slowdown in output growth) after the
Chinese renminbi devaluation in 1994 and the U.S. dollar apprecia-
tion in mid- 1995. The crisis beginning in mid- 1997 saw the deprecia-
tion of all crisis-affected currencies, leaving Southeast Asian econo-
mies (including Thailand's) a little more cost-competitive, but only in
relation to those economies that did not experience currency depre-
ciations. They did not become more competitive in comparison with
their neighbors, often their main competitors.

In the immediate aftermath of the crisis, palm oil prices rose, help-
ing to alleviate the worst impact of the crisis. However, vegetable oil
prices generally collapsed with the bumper soybean harvest of mid-
1999. Fortunately for Malaysia and Indonesia, petroleum prices rose
strongly in 1999 and into 2000, but again, there is no evidence that
commodity prices increased as a result of the depreciated currencies.
The strong upswing in the electronics business cvcle since 1998 also
has helped the region, especially Malaysia, with the share of electron-
ics in Malaysian manufactured exports rising from below 60 percent
before the crisis to more than 70 percent. But again, there is little
evidence that higher demand for electronics is mainly due to lower
production costs owing to the weaker currencies. On the contrary,
some observers have argued that increases in Malaysian electronics
output and exports have been below those of the industry as a whole,
and even below those of neighboring Singapore, which experienced
less drastic currency depreciation.

More worrying, there is considerable evidence that commodity
prices have decreased in recent years, including the prices of most
primary as well as manufactured commodities. There is now consid-
erable evidence of significant price deflation for generic manufactured
goods, which are subject to ineffective entry barriers, in contrast with
industries that are subject to effective entry barriers as a result of en-
forceable intellectual property rights. This divide is characterized by a
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race to the bottom for the former as lower prices (and cheaper cur-
rencies) transfer economic gains from the producers (workers and con-
tract suppliers) to the oligopolies commanding market shares and to
consumers (in the form of lower consumer prices; Kaplinsky 1999).

Before the 1997-98 crises, Thailand and Malaysia were already ex-
periencing full employment with significant labor shortages; estimates
of the presence of foreign workers in both economies in the late 1990s
ran into the millions. It is widely believed that this presence was toler-
ated, if not encouraged, by the authorities, especially in Malaysia, as
the governments wanted to remain competitive in low-wage economic
activities such as plantation agriculture. Thus labor immigration dis-
couraged industrial upgrading and limited indigenous Malaysian tech-
nological capabilities, further exacerbating the problem of inadequate
industrial capabilities to sustain more rapid industrialization and tech-
nological progress (Edwards 1999).

Although the first phase of economic recovery in the region may be
rapid as existing capacity is more fully utilized, the decline of new,
especially green-field, investments in the crisis-affected economies
since the mid-1990s is cause for concern. Malaysia, for example, has
experienced three consecutive years of declines in investment approv-
als since 1996, although investment approvals have exceeded applica-
tions in recent years (Jomo 2001a). Also of concern is the apparent
shift of investments from manufacturing for export to production for
domestic consumption, particularly of nontradables, contributing to
asset price bubbles and increasing the vulnerability of the financial
sector as a whole. Malaysia has successfully held down interest rates
since September 1998, but loan growth has fallen far short of the cen-
tral bank's target of 8 percent for 1998 as well as 1999. The share of
bank credit going to manufacturing, agriculture, and mining also has
declined significantly, while loans for property and share purchases
have been encouraged once again and now account for even larger
shares of new loans than before the crisis.

There is a real possibility that, while economic recovery during
1999 will continue into 2000 and beyond (World Bank 1998), growth
may begin to sputter as existing capacity becomes fully utilized and
new investments are not forthcoming, at least at the same levels as
those preceding the crisis (Rasiah 2001; Yoshihara 1999). The changed
international situation does not augur well for the Southeast Asian
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HPAEs, which have grown rapidly in recent decades but have been
unable to sustain the momentum of manufacturing growth.

NOTES

1. The report pays surprisingly little attention to the mobilization and deploy-
ment of savings, which have been primarily responsible for the region's high
investment rates, rapid growth, and structural transformation. As Akyuz and
Gore (1994) have pointed out, the high savings rates in East Asia primarily in-
volve corporate-rather than household-savings, that is, savings out of profits.
This suggests the existence of regulatory and institutional frameworks that en-
courage such savings and investment behavior-instead of, say, high levels of
dividend payments to shareholders.

2. The study claims that Northeast Asian success was largely due to their ability to
switch from distorting import substitution to allegedly nondistorting export-
oriented industrialization. Wade (1991) has described an interesting variation
of this "free market" argument as the "simulated free market" thesis (Little 1981;
Bhagwati 1988). According to this view, the distorting effects of import substi-
tution in Korea were sufficiently negated by, and hence compensated for by, the
same government's export promotion and subsidization efforts.

3. After seceding from Malaysia in 1965, the Singapore authorities deemed it cru-
cial to attract foreign investment to ensure a continued international stake in
the security and future of Singapore, even at the expense of discriminating against
predominantly ethnic Chinese domestic capital (Rodan 1989). In Malaysia, in-
fluential elements in the ethnic Malay-dominated regimes have favored foreign
investment to limit and circumvent the expansion and accompanying influence
of ethnic Chinese Malaysian capital (Uesudason 1989; Bowie 1991).

4. Progressive Eastern modernizers (the Chinese May Fourth Movement of 1919)
as well as X'vTestern analysts favoring cultural explanations, among others, have
blamed Confucianism for the past economic backwardness of the Chinese. WVestern
anthropologists, sociologists, and others used to explain East Asian-and par-
ticularly Chinese-poverty in terms of Confucian and other supposedly regressive
values. By the 1980s, however, the situation had been reversed, with an almost
naive celebration of the ostensibly Confucian basis for the Japanese miracle and
the success of the East Asian economies (Morishima 1982). Culturalist explana-
tions have since been touting Confucianism as the common cultural element
responsible for the economic miracle in East Asia. Most Chinese have never
reduced their mixed cultural heritage, including Daoism, Buddhism, and other
influences, to Confucianism, often considered a reified XVestern culturalist con-
struct. Also, while acknowledging the profound impact of Chinese culture on
their own cultures, few Japanese and Koreans have reduced this influence to
Confucianism. Nevertheless, with the hegemonic influence of Western academia,
a generation of culturalists has been engaged in rediscovering Confucianist influ-
ences throughout East Asia, often to the bemusement of East Asians themselves.
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5. This finding is especially relevant to developing economies seeking to reconcile
redistribution policies with growth objectives.

6. Governments, however, have a tendency to overemphasize formal education,
while neglecting the significance of work experience and training on the job.

7. Organizational flexibility and incentive reform have been important in ensuring
the good performance of public enterprises in Singapore and elsewhere.

8. In this regard, important negative lessons can be drawn from Malaysia's failure
to regulate the market entry of firms into the rubber latex gloves and condoms
markets in response to the AIDS scare in the late 1980s and the licensing of nine
cellular telephone companies in the mid-1990s. In both instances, the result was
wasteful excessive competition.
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CHAPTER 13

FROM MIRACLE TO CRISIS TO RECOVERY:

LESSONS FROM FOUR DECADES OF

EAST ASIAN EXPERIENCE

Joseph E. Stiglitz

T here has been much debate about whether there was or was
not an East Asia miracle, and if there was, what contributed
to it, and whether there are lessons that are applicable to other
regions. By the same token, there has been much debate about

what caused the East Asian crisis, what lessons should be drawn from
that experience, and what insights the crisis itself sheds on the eco-
nomic developments of the preceding three decades. As countries have
recovered from the crisis-some more quickly than others-the
debate has not diminished. Some have viewed the quick recovery as
evidence of these countries' long-standing strengths, others as bear-
ing testimony to the wisdom of the reforms that had been urged upon
them in the midst of the crisis. The distinguished authors who have
contributed to this volume, all with a long-standing interest in the
region, have analyzed different facets of the East Asian experience
refracted through the two years of crisis and with the benefit of nearly a
decade of scholarship that has deepened our understanding of the miracle.

Instead of attempting to provide an overview of the volume and a
synthesis of the findings that would go over ground already covered
by Shahid Yusuf in chapter 1, I will indicate how my own thinking on
East Asia has evolved since I contributed to the World Bank's miracle
study, The EastAsian liracle (World Bank 1993), almost a decade ago.
In doing so I will be at times complementing and at other times pro-
viding a counterpoint to the views of the other authors.



510 RETHINKING THE EAST ASIAN MIRACLE

WAS THERE A MIRACLE?

As Shahid Yusuf has suggested, the debate as to whether what hap-
pened in East Asia deserves the appellation of a miracle is just a matter
of semantics: whether we call it a miracle or not, the fact of the matter
is that the increases in living standards were virtually unprecedented.
Only a tiny number of other countries have succeeded in achieving
comparable rates of saving on a voluntary basis, over an extended pe-
riod of time, and even countries with considerably lower savings rates
have found it difficult to invest comparable amounts (relative to gross
domestic product) efficiently, with high and sustained incremental
output capital ratios. A large part of the real debate on East Asia's de-
velopment prowess revolves around explaining these high savings rates
and the relative efficiency of investment.

There is another aspect of the miracle that has received all too little
attention but plays a role in the sequel: capitalism has always been
plagued by fluctuations, including financial panics. What is remark-
able about East Asia is not that it experienced a crisis in 1997, but that
it had experienced so few crises over the preceding three decades-
two of the countries had not had one year of downturn and two
had had one year of recession, a better record than any of the suppos-
edly advanced and well-managed Organisation for Economic Co-op-
eration and Development (OECD) countries. This experience natu-
rally raises several questions: XWre there features of the "miracle" that
led both to growth and to relative stability? Did the crisis of 1997
represent a manifestation of weaknesses that had long been latent, a
change in the world, with a failure of the region to make concomitant
adaptations, or an abandonment-partly under the influence of out-
siders-of long-standing policies? I will argue below that while there
are elements of all three explanations, the last almost surely was
pivotal.

THE TOTAL FACTOR PRODUCTIVITY DEBATE

Whether one can explain increases in East Asian incomes largely as a
result of changes in inputs turns on technical issues discussed by Pack (see
chapter 3 of this volume), Kim and Lau (1994), and Lau (1998). These



FROM MIRACLE TO CRISIS TO RECOVERY 511

have not been, and are not likely to be, ever cleanly sorted out: in effect,
there is a problem of underidentification. Some now claim that "all" one
has to do in order to attain rapid growth is to reach East Asian levels
of saving and ensure that the funds are well invested. According to this
view, there was little evidence of a "miracle" in the sense that the pace
of total factor productivity (TFP) increase was not large at all. In fact
the estimates by Kim and Lau (1994) suggest that TFP made no con-
tribution to the growth of the newly industrializing East Asian econo-
mies. They underscore the significance of investments in physical capital,
human capital, and research and development. The East Asian countries
still lag far behind the major industrial countries in terms of TFP.

However, I remain skeptical as to the robustness of the results gen-
erated by growth accounting. As Rodriguez-Clare has pointed out,
slight (and plausible) changes in how human capital is measured can
lead to markedly different results (Rodriguez-Clare 1996). The diffi-
culties of aggregating capital are well known. Moreover, the standard
Solow methodology for measuring TFP (based on the residual method)
assumes that factors get paid their marginal product (as they would in
fully competitive markets). But there is overwhelming evidence that,
especially in many of the markets in East Asian countries, competition
is far from perfect. Governments intervene in wage setting. This is
important: because of the high rate of increase in capital, if a large
weight is assigned to capital in measuring inputs, then, not surpris-
ingly, the amount of TFP is low. The purported share of capital, say,
in Singapore, is 50 percent-twice the figure of more developed coun-
tries. Thus, if the maintained hypothesis is that the industrial and de-
veloping countries are on the same production function, and differ
only in capital per capita, one must assume that the elasticity of substi-
tution is markedly tess than unitv-a hypothesis that is inconsistent
with the longer-term historical data, which suggest an elasticity of sub-
stitution much closer to unity. This maintained hypothesis looks weaker
still when we note that even today, with Singapore's per capita income
comparable to that of more industrialized countries, the share of capi-
tal is considerably greater.

The unreliability of the Solow methodology has long been recog-
nized: it is as if the distance between Newark and New York were to
be determined by using a 12-inch rule to measure the distance be-
tween New York and Los Angeles and Newark and Los Angeles, and
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subtracting the difference. The errors in measurement of each of the
components are likely to determine the outcome.

Al,wyn Young's (1992) often-cited study arguing that the freedom
of markets in Hong Kong, China, can explain the relatively rapid in-
crease in its total factor productivity illustrates how the Solow tech-
nique can yield erroneous results. Not only is it the case that the mea-
surement of total factor productivity increases can be unreliable, as we
have just suggested, but the interpretation of the residual, what is left
over after measuring inputs, is highly ambiguous. Assume that one
could feel confident that Hong Kong's residual was greater than that
of Singapore. Is it because of better economic policies? Or is it be-
cause Hong Kong was the entrep6t for the mainland of China, and as
the mainland's economy grew, so did the demand for Hong Kong's
services? In this interpretation, Young's explanation of Hong Kong's
higher TFP relative to Singapore is turned on its head: Hong Kong's
success actually was a result of the growth of perhaps the least free-
market regime of the region.

In a sense, the total factor productivity debate is much ado about
nothing. There has been a narrowing of the technology gap-and there
is every reason to believe that this will continue. Those who argue for
little TFP are not denying the decrease in the technology gap, but only
that the technological gains were "purchased." But the key policy issue
facing all developing countries remains: how to close the knowledge gap.
It may be reassuring to know that technology can be acquired at a price.
But money alone will not do the trick, or else many other countries
would have narrowed the technology gap as well. At the very least, we
have to allow for the possibility that governments in some Asian coun-
tries provided the preconditions, through a variety of channels, most
notably their support for technical education. While the closing of
the knowledge gap may have been a by-product of the high levels of
investment, the successful countries made deliberate efforts to enhance
the transfer of technology, including foreign direct investment.

SAVINGS

Similar issues surround many of the other components of the "miracle."
Several governments deliberately promoted savings. In Japan, postal
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savings banks made it easier (and more secure) for those in the rural
sector to save, while in Singapore the National Provident Fund, in
effect, imposed a 42 percent savings rate on workers. There is a de-
bate: Can the high savings rate be "simply" explained by characteris-
tics of the economy, such as the high growth rate? If increases in con-
sumption lag behind increases in income, then a high growth rate will
be associated with a high savings rate. There may then be multiple
equilibria in the short run-one with high savings and high growth,
the other with low savings and low growth. But that leaves unanswered
the key question: Why did East Asia gravitate toward one equilib-
rium, the rest of the world the other? Government action may have
been a key determinant. Indeed, as in other multiple equilibria mod-
els, government actions, which move the economy from one equilib-
rium to another, can be self-sustaining; once the economy has moved
to the new equilibrium, the intervention is no longer needed. Thus it
may be the case that after Singapore succeeded in moving to the high
growth/high savings equilibrium, there was no longer any need to
"force" savings, and the government interventions made little further
difference to total savings.

FINANCIAL MARKETS

When financial depth is measured by the ratio of money to gross do-
mestic product, financial markets appear deeper in East Asia than in
most of the rest of the developing world. To be sure, security markets
emerged slowly, but broad-based equities markets require strong legal
protections for minority shareholders-of a kind that relatively few
industrial countries have succeeded in providing. Moreover, asymme-
tries of information imply that even in industrial countries, a very small
percentage of new investment is financed by equity issues, in spite of
their greater virtues in risk diversification. It is thus not surprising
that East Asia relied heavily on bank-financed debt. There was always
a risk with debt finance: with high, fixed obligations, an economic
downturn could lead to firms facing cash constraints. But the coun-
tries of the region (especially the Republic of Korea) addressed the
problem through a system offlexible bank finance, which had distinct
advantages over securitized debt instruments. Bank finance is infor-
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mation intensive, entailing, in principle, close monitoring of the bor-
rower. So long as the firm's net worth remains sufficiently positive, a
cash flow shortage need not be a problem: the bank can roll over loans
and make good on any shortfalls, provided the bank itself is in a position to
make loans. Thus, it is largely when there are macroeconomic prob-
lems, which make it difficult or unattractive for banks to lend, that the
high leverage becomes problematic. But one can argue that govern-
ment has a responsibility not only to maintain macrostability, but to
mitigate the consequences of any residual volatility. It can do this in
several ways: for example, regulatory forbearance (on capital adequacy
standards) or capital injections into the banking system. In East Asia,
the rationale for government interventions was even stronger: given
the state of development of the capital market, there was, as we have
noted, less reliance on equity than in more developed countries. Hence,
there was a need for alternative mechanisms for societal risk sharing-
to compensate for the market failure. The government "bailouts" in
tbe face of macroeconomic instability were a form of risk sharing (in effect,
converting the debt into partial equity), with limited adverse incentive
effects. If the government restricted itself to bailouts associated with
macro-instability, it avoided any incentive for excessive risk taking,
other than investments that were excessively correlated with the
economy as a whole. In principle, good supervision could mitigate
this risk, though in practice it does not seem to have done so, at least
in Thailand and Korea.

A number of East Asian governments played a large role both in
helping create financial institutions and in maintaining their capacity
to lend. Historically, financial institutions in most countries have lent
largely for trade credit and collateralized real estate. Development lend-
ing (long-term investment lending) by banks is limited. But in coun-
tries such as Korea, the government helped create a number of banks
and encouraged them (through a variety of mechanisms) to go beyond
these traditional lending avenues. Financial restraint (as opposed to
financial repression) led to faster economic growth as well as the growth
of the banking sector. By limiting competition and lowering deposit
rates, governments in some East Asian countries increased the profit-
ability of banking, and thus both the net worth and the franchise value.
Some of the benefits were passed on to borrowers in the form of lower
lending rates. The lower rates at which both firms and financial insti-
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tutions had access to funds enhanced bank and corporate equity-es-
pecially important in an environment where directly raising new eq-
uity was difficult. The higher level of bank and corporate equity en-
abled firms to undertake riskier-and higher-return-investments.
Moreover, since the marginal propensity to save of corporations was
higher than that of individuals, and the interest elasticity of household
savings was very low, the effective transfer of funds from the house-
hold to the corporate and banking sector led to higher national sav-
ings, again enhancing economic growth.

As noted above, given the almost inevitable limitations on equity
markets as a source of finance, growth could have been sustained only
by a high debt policy. T he alternative would have been to limit expan-
sion to what could be financed by retained earnings. East Asian coun-
tries thus faced two challenges: finding alternative ways of enhancing
equity and managing the risks associated with high debt.

The financial restraint described in the previous paragraph repre-
sented the most important way that governments helped strengthen
the equity bases of firms. To be sure, some of the governments recog-
nized the importance of the legal reforms that would facilitate the
creation of a deeper equity market; at the same time they realized that
even in the most advanced of the industrial countries, well-established
firms financed only a small percentage of their investment by new
equity issues.

Accordingly, much of the burden of risk management was placed
on the banking system, which, often under government pressure, rolled
over loans in the face of macroeconomic shocks. However, in such
cases the government often tacitly or explicitly underwrote the risks
incurred. This risk absorption mechanism, while it allowed countries
like Korea to weather some of the macroeconomic shocks (like the oil
price increases of the 1970s) far better than other countries, was put
under stress in the 1990s from several sources. First, the countries of
the region liberalized their capital markets quickly, under pressure from
the International Monetary Fund (IMF) and the U.S. Treasury (and the
decision to seek OECD membership), before the appropriate regulatory
structures were in place. The pressure for rapid liberalization also meant
that the gradualist strategy of the early 1990s was set aside. With the
focus on rapid liberalization, and insufficient attention to the details,
what appeared in hindsight as mistakes were almost inevitable.
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While the reduced extent of government involvement in banking-
presumably with less policy (and "connected") lending-should have
strengthened the banking system, liberalization increased the scope
for risk taking (for example, by eliminating the restrictions on specu-
lative real estate lending that had been a hallmark of Thailand's poli-
cies in the miracle period) and the incentives for doing so (greater
competition reduced the franchise value, and therefore the incentive
for prudential behavior) at the same time that it increased the risks
that the banking systems were exposed to. Compounding these prob-
lems was the fact that just at the time that better regulation was re-
quired, government regulators found it virtually impossible to keep
their best and brightest, who were lured away by higher salaries of-
fered by the private sector. Finally, the strictures against the risk-shar-
ing mechanisms that had been customary under the earlier regime in
some countries meant that firms had to fend for themselves to a greater
degree-though their financial structures did not have time to adapt.

The criticism from the West compounded these problems, and not
only in contributing to the massive flight of capital. It was not clear to
what extent cronyism had played a role or to what extent cronyism
Asian-stvle was different from cronvism American-style. Certainly, the
publicly orchestrated, privately financed bailout of LTCM (Long-Term
Capital Management), where CEOs seemed to use their corporate
positions to bail out their private positions, raised questions about crony
capitalism, corporate governance, and financial regulation even in the
most advanced of the industrial countries. The fact that the marginal
lenders in Korea were W-estern banks suggested bad judgment might
be playing a more important role in bank lending policy than hidden
government influence. Nonetheless, Korea took to heart the criticism
of the government/banking/industrial nexus of the chaebol, and these
concerns played a key role in the restructuring of the Korean economy,
and indeed, are likely to play an important role in the rebalancing of
political power as well.

These reforms are likely to lead an economic system that, while it
exposes the country to greater risks', is better able to manage risks
than the one that it replaced, and one that is likely to suffer less from
political influence in resource allocation. Whether they will lead to an
economic system better able to manage risks than the one that pre-
vailed before liberalization is a moot question; the process of integra-
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tion into the global economy has advanced to the point where it would
have been hard, at best, to adapt that system to today's world. But it is
also surely the case that the reforms, including the limitations on debt-
equity ratios (as a result of both government pressure and the recogni-
tion of the huge risks that the high volatility in interest rates that mark
IMF macromanagement strategies impose on highly levered compa-
nies) will imply that future long-term growth rates will almost surely
be lower than they otherwise would have been.

INDUSTRIAL POLICY AND THE ROLE OF GOVERNMENT

Those who put their faith in the market tend to downplay the role of
government during the miracle period, particularly in the northeast
Asian countries-but they can, at times, elevate its role when it comes
to the crisis of 1997-98. Evidently, according to this view, during the
period of success, markets drove the efficient allocation of resources,
and more recently, it is government that has been the source of the
problem. But again, the evidence is to the contrary: over time, the role
of government in resource allocation has diminished in the 1990s, not
increased.

Earlier, I noted the wide array of government programs, for ex-
ample, to promote savings, strengthen and expand financial institu-
tions, enhance education, and ensure macrostability. I also touched
upon some of the controversies surrounding the role of government
in promoting savings and in strengthening and broadening financial
institutions. Perhaps the most contentious issue of all relates to the
role of industrial policies, which several contributors to this volume
have critically assessed.

It is clear that the government intervened in the allocation of re-
sources. For instance, some governments promoted exports by mak-
ing credits more available to successful exporters and by directing credit
to selected sectors. Where such policy was subject to strict rules, the
corruption and distortions associated with more ad hoc policies was
avoided or at least kept relatively limited. It is also clear that the sec-
tors that were supported grew and, in many cases, have become the
foundations of these countries' economies as they enter the new mil-
lennium.
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Part of the success of the leading East Asian economies relates to
the closing of the technology/knowledge gap. Of this, there can be
little doubt. The externalities and public goods aspects of knowledge
provide a theoretical rationale for a role of government. In other coun-
tries that have implemented successful growth strategies, governments
have pursued active policies promoting the production and dissemi-
nation of knowledge and technology, going well beyond just the pro-
tection of intellectual property through patent and copyright laws. In
the United States, the increases in productivity in agriculture in the
19th century were promoted by the land grant colleges, with their
research and extension services. The U.S. telecommunications indus-
try was promoted by government, by establishing the first telegraph
line, between Baltimore and -Washington, in 1842, and, more recently,
by creating the Internet. Moreover, industrialization occurred within
the United States behind the protection afforded by industrial tariffs.
'V\ould the countries in the East Asian region have succeeded in clos-
ing the knowledge and technology gap had they limited themselves
simply to education? Possibly, but there is little historical precedent
for such an achievement.2

Still, the subject of industrial policy remains highly controversial.
The controversy surrounds two questions-the counterfactual and the
aggregative quantitative significance of these interventions, that is, what
would have happened otherwise, did they work and did they make
much difference? The more extreme critics argue that, by and large,
they were distortive and thereby counterproductive. A few failures,
such as Japan's attempt to "rationalize" the automobile industry and
inhibit the entry of Honda into car production, are cited time and
time again. In my view, some of the criticism is misplaced. These ar-
guments suggest that these countries would have grown even faster
but for the interventions-possible, but not very probable. Today, as
Korea has joined the OECD and become a major player in some of
the key electronics industries, one hears less criticism of Korea's high-
technology strategy.

The more subtle criticism is that while there was considerable fan-
fare surrounding the industrial policies, they really were not of much
quantitative significance. To be sure, they affected particular indus-
tries; but did they make much difference in the aggregate? (Interest-
ingly, there is a parallel argument against the critics; the Harberger
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triangles associated with most price distortions are of second-order
importance.) The controversy remains unresolved: How much
credence can be put in the admittedly flawed econometric techniques
that sometimes seem to suggest that these interventions played a
limited role, versus the broader analysis, which links these policies to
the sectors that are playing key roles in the economies in the region
today?

To understand the central features that contributed to the rapid
growth in the region one can look across countries for commonz poli-
cies. That is, the countries in the region shared some policies in com-
mon, while they differed in others. Most have high savings rates, though
the particular policies they used to achieve that high savings rate dif-
fered. They have differed in their attitudes toward foreign direct in-
vestment. While foreign direct investment was at the center of
Singapore's and Malaysia's strategies, Korea and Japan relied on in-
vestment by their own firms.

The fact that almost all of the economies in the region had indus-
trial policies (with the exception of Hong Kong, which benefited from
the industrial policies of its neighbor, mainland China) suggests that
such policies were an important part of their growth strategies, whether
or not the highly imperfect econometric techniques for quantifying
such impacts succeeded in verifying such claims.

One of the principal ways that industrial policies were pursued was
through interventions in financial markets. As I have noted, govern-
ment both encouraged some forms of lending (for exports, to small
and medium-size enterprises, to particular sectors) and, at times, in a
few countries, discouraged other forms of lending (for speculative in-
vestment in real estate). These interventions in the capital market too
have been widely criticized, both for their potential for corruption
and for their distortions in resource allocation. But again, the relevant
question concerns the counterfactual. One can argue that the inter-
ventions were helping to address market failures that are endemic in
capital markets. Again, other successful "market" economies, like the
United States, have massively intervened in the capital market-quite
recently, more than a quarter of all loans in the United States either
were intermediated by government or government-sponsored enter-
prises or had government guarantees. Governments, like any human
institution, are fallible, and so one should not expect perfection in re-
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source allocation. The question is, given the imperfections, would
growth have been higher had governments intervened far less in their
financial markets? This question is even harder to answer than the
previous one, since in every country, governments intervene in finan-
cial markets, if only to ensure the safety and soundness of the financial
system and to protect consumers against fraud.

In retrospect, perhaps the criticism that should have been leveled is
that the government did not take strong enough actions, not that it
intervened too much: it deregulated the financial sector when it should
have been asking what was the appropriate set of regulations, and it did
not do enough to ensure good corporate governance, which would
have been necessary to create an effective stock market.

A third area of contention is the role of cooperation between busi-
ness and government, which is also examined by several authors in
this volume. The coordination provided by Japan, Inc., or Malaysia,
Inc., was, at one time, widely lauded. In effect, it was argued that mar-
ket prices do not convey all the relevant information. However, even
while it was lauded, many warned of the risks: cooperation could be-
come capture and lead to corruption. It is hard to assess the relative
importance of corruption-both relative to what occurs in other coun-
tries and relative to the benefits that accrued from cooperation. There
is corruption in every society. Campaign contributions lead to corpo-
rate welfare, including special tax benefits for housing, large subsidies
for agriculture, and a host of other tax expenditures and direct subsi-
dies. YVere the distortions in Korea, say, larger than those in the United
States? There is no way of ascertaining the answer to that question.
And were the costs of the distortions greater than the benefits that
accrued from the cooperation? The fact of the matter is that we sim-
ply do not have tools with which we can answer these questions with
any degree of certitude.

This poses both easy and hard policy questions. It is easy enough to
say that the government should do everything it can to reduce corrup-
tion, and that government interventions should be designed in such a
way as to mitigate the risk of corruption. It is easy enough to explain
why corruption has adverse effects on economic growth. It is harder
to design and implement corruption-resistant strategies. It is even
harder to assess with any precision the impact of the particular level
and forms of corruption on the growth of the economy.3
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Reducing the scope for rent seeking is clearly one aspect of corrup-
tion-resistant policies. But in many countries, reforms intended to re-
duce rent seeking, in particular, privatizations, have themselves been
highly corrupted. In the light of market and government failures, there
are two alternative strategies: to focus on one and ignore the other or
to try to address the weaknesses in each, viewing the public and pri-
vate sectors as complementary. Singapore illustrates nicely the advan-
tages of the latter approach. It undertook great efforts in reducing
public corruption and, by most accounts, succeeded remarkably well.
In doing so, it employed, in part, what have now become standard
efficiency wage/incentive approaches. It relied heavily on the private
sector but did not shy away from an active government role, not only
in social policy but also in industrial policy. It developed a highly ef-
fective financial regulatory system, earning its marks when it excluded
BCCI (the Bank of Credit and Commerce International), which suc-
ceeded in duping the United States' regulatory authorities. And partly
because of the soundness and credibility of its financial system-based
on effective regulation-it has become a regional financial center.

CONCLUDING REMARKS

Whether one calls it a miracle or not, the increases in income and
reductions in poverty in East Asia were real and impressive. They
showed that development is possible and that rapid development could
be associated with egalitarian policies that greatly reduced poverty.
And the contrasting experiences in the rest of the world showed not
only that development was not inevitable but indeed that there seemed
something very unusual about what had occurred in East Asia, the
most populous region of the world. The crisis has tarnished that record
only slightly and, if anything, together with the strong recovery in
several of the countries, may have reinforced the conclusion that there
is something very special about these countries. At the same time, the
rapid growth in India over the past decade (especially if one looks at
particular states within India) shows that East Asia has no monopoly
on growth. India's success suggests that other countries too can achieve
rapid economic growth and, at the very least, reinforces the need to
understand the ingredients that contribute to success.
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At one level, the problem of interpreting the miracle, crisis, and
recovery is that we have an underidentified system: we do not have the
controlled experiments that would allow us to assess what would have
happened but for. If, say, the governments had simply had good
macromanagement but not liberalized markets earlier, would growth
have been even faster, and would the crisis not have occurred? AWe
have a wealth of countries in other regions that followed different
policies. On the basis of this juxtaposing their experience with that of
East Asia, we can offer a few suggestions for the future.

All of the countries in the East Asian region will need to reexamine
their risk management strategies: as their economies have become in-
creasingly open, they are more exposed to the vagaries of interna-
tional markets. For instance, as noted by Ito in chapter 2 of this vol-
ume, currency and term mismatching poses severe risks to banks in
the management of their portfolios. East Asian countries will need to
determine how to reduce their exposure, how to reduce their overall
sensitivity to the risks that remain, and how to insulate the most vul-
nerable elements of their population. Some of these changes will likely
result in a slowing down of growth, while some of the changes will
actually enhance their ability to grow more rapidly, by becoming more
integrated into the global economy. For instance, Korea's rapid growth,
as noted, has been based on a high debt policy. Without debt finance,
firms would have had to rely on retained earnings, and growth would
inevitably have been slower. Lowering debt equity ratios may thus lead
to lower growth. But institutional reforms may lead to a strengthened
equity market-although I must repeat that even in the most advanced
industrial countries, relatively little new investment is financed through
equity issues, and few countries have managed to create equity markets
with dispersed ownership. But the reforms under way in Korea may
strengthen equity markets, and so the country will be in a better position
to both sustain growth momentum and manage shocks at the same time.

The weakness of safety nets is not a surprise, given that prior to the
recent crisis the countries in the region had faced few economic down-
turns. But even in this area, some of the countries have shown an im-
pressive level of institutional creativity: Singapore's provident fund has
integrated the various social insurance programs and, in a relatively
short span of time, improved housing, health, and income security.4

The countries of the region face enormous challenges going for-
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ward. They have fundamental strengths on which to build, but they
will have to adapt in numerous ways to the changing global environ-
ment and the changes in their own economies. The role of govern-
ment will have to be redefined. Just as before they were misled by the
chimera of deregulation-they should have asked instead what is the
right regulatory structure for their current situation-so too in the
future, they will have to resist accepting without question the current
mantras of the global marketplace of ideas. There will have to be
strengtbened regulation of securities markets and an improved overall
legal environment, especially in areas such as corporate governance
and bankruptcy. The legal structures will have to comport with inter-
national standards, yet be adapted to their own special situations; whole-
sale borrowing will not work. The countries have moved toward de-
mocracy; democratic institutions and processes will need to be
strengthened. Progress on all these fronts in most of the countries has
already been impressive. Transparency is being increased, with Thai-
land even incorporating a right-to-know within its constitution.

Each of the countries faces its own individual challenges: Thailand
needs to strengthen its secondary and tertiary education; in Korea,
there is widespread support for reducing the role of the chaebol; in
Indonesia, the difficult and delicate process of decentralization will
have to be addressed. But while each of the countries faces different
challenges, most of the countries are well poised to take advantage of
many of the opportunities that are afforded by globalization and the
new economy: the government-led strategies of closing the technol-
ogy gap and investing heavily in human capital have placed several of
the countries in a position not only to avail themselves of the new
technologies, but even to become leaders in their exploitation.

Gazing through our cloudy crystal ball into the future, we can see
prospects for continued robust growth-probably at a somewhat more
muted pace, but still fast enough to continue the process of closing the
gap between the countries in the region and the more advanced in-
dustrial countries. There are reasons for expecting a slowdown:

* Diminishing returns eventually set in. There are diminishing re-
turns not only to capital but to investments in knowledge as well. It
is almost surely easier to close the gap in knowledge (by a given
amount) when the gap is moderate than when the gap is small.
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* The export-oriented strategy may encounter difficulties, as such
policies become widely imitated, and the world becomes saturated
with the goods that represented the traditional comparative advan-
tage of East Asian economies, and more broadly, as they become
larger relative to the rest of the world. This can be a problem espe-
cially for China. Clearly, East Asia will again have to develop new
sources of dynamic comparative advantage-just as the countries in
the region have repeatedly adjusted over the past four decades.

* The larger countries will face concern about growing regional in-
equalities. These concerns will drive strategies that focus more at-
tention on these regions. The successes achieved in some areas im-
ply that it may be possible to sustain high growth rates even as the
benefits are broadened out, but many of the poorer regions face
severe geographical disadvantages.

* Even with new safeguards, the increased openness to volatile for-
eign capital flows will make it difficult to manage the economies
with debt-driven growth. But even with substantial legal reforms,
such as those related to corporate governance, it will be difficult to
channel efficiently the high savings into the corporate sector through
equity markets. Thus, firms will have to rely more on retained earn-
ings, and this will slow down growth.

The growth slowdown itself will present a challenge: Many eco-
nomic structures have become adapted to high-growth scenarios, and
the moderation of growth will, accordingly, require potentially seri-
ous adjustments.

But beyond these economic challenges are the broader challenges:
increases in gross domestic product are a means to an end, not an end
in itself. Elsewhere I have spoken of the broader mandate for demo-
cratic, equitable, sustainable development and traced out some of the
implications for the countries in the region in the coming decades
(Stiglitz 1998, 1999). Here, I emphasize two aspects: First, the devel-
opment of the region has been accompanied by enormous urbaniza-
tion. The cities that have expanded need to be made more livable-
with better public transportation systems, improved environments, and
public amenities, such as parks. Second, the success of the region has
been based in part on building on existing social capital, reaching broad
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social consensus, maintaining reasonable levels of social cohesion, and
fostering a broader sense of community. In some cases, doing so has
not been easy: the societies are highly ethnically fractionated. The
most successful governments have realized the importance of these
social policies (including egalitarian income distribution and educa-
tion policies), not only as ends in themselves but even as necessary for
long-term economic growth. The challenge going forward is to main-
tain these traditional values as the process of globalization and market
development continues; there will be strong forces leading to greater
inequality and undermining traditional cultural norms.

NOTES

1. The argument that some advocates of capital market liberalization for East Asia
(where high savings rates meant that there was little need for additional outside
capital) put forward, that such capital would help stabilize the economies, never
had any empirical support-even before the East Asia crisis; short-term capital
flows tend to be procyclical, not countercyclical.

2. In this respect, the controversy, discussed earlier, about whether closing of the
technology gap was a result of "investments" is not the central issue.

3. Many rankings show China at the high end of the corruption scale. Does this
suggest that but for the corruption, the economy would have grown significantly
faster' Interestingly, most of the regression studies showing that corruption has
an adverse effect on growth (such as the 1997 World Development Report [World
Bank 1997]) do not include China. If China was included, weighted appropri-
ately by its size, to what extent would the standard cross-country regressions be
changed? There are good theoretical arguments for believing that corruption
does have adverse effects. The question being raised is that there are severe
problems in assessing with any precision the magnitude of those impacts.

4. One can show that there are distinct advantages to be gained from integration
of social insurance programs, allowing for greater risk mitigation with less at-
tenuation of incentives.
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