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Foreword

economic development have occupied policymakers and

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

D EBATES ON THE APPROPRIATE ROLE OF PUBLIC POLICY IN

. greater success. Understanding which policies contribured o their rapid

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

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

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

o perior accumulation of physical and human capital. But these

economies were also bertter able than most to allocate physical and



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

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

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

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

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



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

éw:- 7 l?o.-m,,_
Lewis T. Preston

President
The World Bank

August 1993




Contents

The Research Team xi
* Acknowledgments xiii
Deftnitions xv

Overview: The Making of 2 Miracle 1
- - The Essence of the Miracle: Rapid Growth with Equity 8
Policies for Rapid Growth in a Changing World Economy 23
Note 26 ' '

1 Growth, Equity, and Economic Change 27
Rapid and Sustained Economic Growth 28
- Declining Income Inequality and Reduced Poverty 29
Dynamic Agricultural Sectors 32
- Rapid Growth of Exports 37
Rapid Demographic Transitons 38
High Investment and Savings Rares - 40
Creating Human Capital 43
Rapid Productivity Growth - 46
Appendix 1.1: Accounting for Growth 60 ,
. .- Appendix 1.2: What Do Tests of Cognitive Skills Show? = 70
~ Notes 76 ’

2 Public Policy and Growth ' 79
Policy Explanations - 81
The Functuonal Growth Framework 87
Notes. 103

3 Macroeconomic Stability and Export Growth 105
- Pragmatic Orthodoxy in Macroeconomic Management - 106
Creating an Export Push =~ 123 '
Appendix 3.1: Economic and Polidcal Timelines - 148
‘Notes - 156



4 An Institurional Basis for Shared Growth 157
Achicving Legitimacy through Shared Growth 158
Insulating the Economic Technocracy 167
Wooing Big Business 181
Notes 189

5 Strategies for Rapid Accumulation 191
Explaining East Asia's High Human Capital Formation 192
Explaining East Asia’s High Savings Rates 203
Explaining East Asia’s High Investment Rates 221

~ Appendix 5.1: Granger Causality Tests for Savings
Rares and Growth Rates 242
Appendix 5.2: Technical Note on the Relationship berween
Interest Rares and Growth 245
Notes 255

6 Using Resources Efficiendy: Relying on
Markets and Exports _ 259
Explaining East Asia’s Efficient Resource Use 259 '
Using the Marker Labor Markets in East Asia 261
Assisting the Market: Financial Markets and Allocation 273
Using the International Marker: Trade and Industrial Policy 292
How Manufactured Exports Increased Productivity 316
Appendix 6.1: Testing the Impact of Industrial

Policy on Productivity Change 326
Appendix 6.2: Tests of the Relationship between TFP
Change and Trade Policies 337
Notes 342

7 DPolicies and Pragmatism in a Changing World 347
Foundations of Rapid Growth—Getting che '
. Fundamentals Right 347
Creating Insdtutions to Promote Growth 352
Intervening in Markers 353
Note 368 :

Bibliographic Nozz 369



The Research Team

by John Page and comprising Nancy Birdsall, Ed Campos, W.

Max Corden, Chang-Shik Kim, Howard Pack, Richard Sabor,
Joseph E. Stiglitz, and Marilou Uy, Robert Cassen, William Easterly,
Robert Z. Lawrence, Peter Petri, and Lant Pritchert made major contri-
butions. Lawrence MacDonald was the principal editor. Case studies of
the seven deweloping high-performing Astan cconomies were under-
taken under the direction of Danny Leipziger. The tcam was assisted by
Maria Luisa Cicogniani, Varuni Dayarama, Leora Friedberg, Jay Gon-
zalez, Jennifer Keller, May Khamis, Sonia Plaza, Myriam Quispe, Carol
Strunk, and Ayako Yasuda. The work was initiated by Lawrence H.
Summers and was carried out under the general direction of Nancy
Birdsall. _ :
The editorial-production team for the report was led by Alfred -
Imhoff. The support staff was headed by Sushma Rajan and included
Milagros Divino, Jan-Marie Hopkins, Anna Marie Marancn, and Linda
Qehler. Polly Means gave graphical assistance. Bruce Ross-Larson and -
Meta de Coquercaumont provided additional editorial support. The
map was designed by Jeffrey N. Lecksell. Mika Iwasaki coordinated
work in Japan.

THIS POLICY RESEARCH REPORT WAS PREPARED BY A TEAM LED



Acknowledgments

REPARATION OF THIS REPORT DREW ON SEVERAL OTHER RE-
Plarcd rescarch projects. Studies of the Japanese main bank system
and civil service were carried out under the direction of Hyung-Ki
Kim. Yoon-Je Cho and Dimitri Vittas directed the project on the effec-
tiveness of credit policies in East Asia. Brian Levy directed the project on
support systems for small and medium-size enterprises in Asia, and John
Page coordinated projects on Japanese perspectives on public policy dur-
ing the rapid growth period, and tax policy and tax administration in
East Asia.

Many individuals inside and outside the World Bank provided valu-
able contributions and comments. (Specific acknowledgment of their
efforts is made in the Bibliographic Note at the end of the book.) Par-
ticular thanks are due to the following senior officials of the economies

 studied who reviewed and comment=d on an earlier drafc Seung-Chul
Ahn, Isao Kubota, Shijuro Ogata, J. B. Sumarlin, Teh Kok Peng,
Chikao Tsukuda, Tan Sri Dato Lin See Yan, and Cesar Virata. Vinod
Thomas commented on several drafts and coordinated the comments of
his colleagues in the East Asia and Pacific Region of the Bank. Com-
ments by Carl Dahlman, Kemal Dervis, Mark Gersovitz, Ralph W. Har-

~ bison, Magdi Iskander, Hyung-Ki Kim, Danny Leipziger, Johannes

Linn, Gobind Nankani, Mieko Nishimizu, Guy . Pfeffermann, D. C.
Rao, and Michael Walton concributed to the improvement of the book.

Preparation of the report was aided by seminars organized by the In-
donesian Economists Association, the Economic Society of Singapore,

the Monetary Authority of Singapore, Stanford University, and the |

World Institute for Development Economic Research. The financial as-
sistance of the Government of Japan is gratchully acknowledged.



Definitions

Economy Groups

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

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

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

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

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



N T
'I 1 Jll_ilt ar §? 2

‘Analytical Groups |

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

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

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

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

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

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

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

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

The regional grouping of economics in occasional partsof the texror

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




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

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

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

cal groups.

| Acronyms and Initials

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

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

Organization



Overview: The

Makmg of a eracle

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

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

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

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

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



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

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

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



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

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



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

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

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

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

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

* increases in labor force skills. Agricultural polices stressed productivity

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

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

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

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




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

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

* When fiscal costs threatened the macroeconomic stability of Koreaand



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

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

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

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




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

The Essence of the Miracle:
Rapid Growth with Equity

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

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

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

THE EIGHT HPAES ARE HIGHLY DIVERSE IN NATURAL RE-

Public Policies and Giowth

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



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

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

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

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

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

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

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

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

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

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

donesia and Thailand.

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

economies and over time.

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



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

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

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

succeed, selective interventions must be disciplined by compertition via.

either markets or contests.

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

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

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

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

Ix



in pursuit of more straightforward economic objectives such as macro-

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

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

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

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

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

Achieving Macroeconomic Stabifity and Export Growth

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

Many of the policies thar fostered macroeconomic stability also con-

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

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

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



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

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

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

and supporting institutions. In these economies export development has

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

Building the Institutional Basis for Growth

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

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

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

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

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

" them thar they would indeed benefit from future growth.

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

_ 7713.



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

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

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

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

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



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

Accumulating Human and Physical Capital

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

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

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

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

' suited to rapid economic development.

HPAE education policies also contributed to more equitable income

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

- circle: initial low inequality in income and educarion led to educational
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Figure 4 Savings Rates of HPAEs
and Se!ected Economus, 1970-88

30 40

o 10 20
- Percentage of GDP

_ Nore: Europe includes Austria, Belgitm,
Denmark, Finland, France, the Federal
Republic of Germiany before reunification,
Greece, Iceland, Ircland, Ialy, Luxem-
bourg, the Netherlands, Norway, Porrugal,
Spain, Sweden, Switzerland, and the
United Kingdom. “Other” includes these

_developing cconomies: Argentina, Brazil,
Chile, Colombia, Cére d'Tvoire, Egypr,
Ghana, India, Mexico, Morocco, Nigeriz,
Pakistan, Peru, Sri Lanka, Turkey,

o _ Uruguay, Vencauelz, thc fbrmcr Yugoskma.

" and Zaire. -

L Smm:e'Summcrs:decsmn (1991)

expansion, which reinforced low inequality. In addition, by focusing

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

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

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

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

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

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

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

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

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

investment-friendly environment through a combination of rax policies



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

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

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

- held, from debt to corporate equity.

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

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

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

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

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

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

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

Efficient Allocation and Pmduclivity Change

Some policies that favored accumulation in the HPAEs, including -

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

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

governments—particularly the devices used to shift market incentves—

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

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

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

cessful Asian economies contrast sharply with the situation in most



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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

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

- individually monitored the large cohglomcrates using market-oriented

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

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

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

rapid growth (see chapter 6). '



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

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

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

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

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

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

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




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

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

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



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

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

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

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

Policies for Rapid Growth in a
‘Changing World Economy

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

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

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

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

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

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

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

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



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

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

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

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

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

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

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

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

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

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

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





